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The banking sector witnessed a number of developments during the first and
second quarters of 2014. These included CBN New Electronic Transfer Platform;
CBN Biometric Registration for Bank Customers; CBN Revokes Licences of 83
Microfinance Banks; CBN Uniform Account Opening Form for Customers;
Electronic reference Portal introduced by CBN; CBN Refunds N13bn excess

charges to Customers and CBN limits Government stake in banks to 10%.other



developments during the period under review included the appointment of new

CBN governor; Redeployment of Deputy Governor in CBN;

Financial Condition and Performance of Insured Banks in the first and
Second Quarters of 2013,

By Research, Policy & International Relations and Insurance

& Surveillance Departments

In the first two quarters of 2014, the overall condition of Nigeria’s banking

industry has witnessed some improvements in both Assets and Liabilities.

The overall banking industry was well capitalized, however, only two banks
remained undercapitalized as at the end of March 2014 q while three Banks
remained under capitalized as at the end of June 2014. Also, Average Liquidity
Ratio remained above the 30% minimum requirement while asset quality and

profitability improved significantly during the two quarters under review.



REVIEW OF DEVELOPMENTS IN BANKING AND FINANCE
IN THE FIRST AND SECOND QUARTERS OF 2014
-

BY

RESEARCH DEPARTMENT

1.0 INTRODUCTION

The banking sector witnessed a number of developments during the first and
second quarters of 2014. These included CBN New Electronic Transfer
Platform; CBN Biometric Registration for Bank Customers; CBN Revokes
Licences of 83 Microfinance Banks; CBN Uniform Account Opening Form for
Customers; Electronic reference Portal introduced by CBN; CBN Refunds
N13bn excess charges to Customers and CBN limits Government stake in
banks to 10%.other developments during the period under review included
the appointment of new CBN governor; Redeployment of Deputy Governor in
CBN; Extension of Parallel Run of Pillar 1 of Basel II Implementation; and CBN
Monetary Policy Committee Meeting, which x-rays both the External and
Domestic Economies, Inflation, Money Supply, Capital Market, the Naira
Exchange Rate and External Sector Developments. Details of this review are

presented in the report below:
2.0 CBN New Electronic Transfer Platform

The Central Bank of Nigeria (CBN) had on 9™ January 2014, inaugurated a
new Real-Time Gross Settlement system, (RIGS) integrated with a Script-less
Securities Settlement System. The RTGS is an interbank payment
infrastructure that facilitates the real-time (continuous) settlement of

electronic fund transfers on gross (individual), final and irrevocable basis.



As part of the execution of the Payment System Vision 2020 strategy, the new
RTGS replaced the one that was implemented seven years ago as part of the

then CBN transformation programme code-named ‘Project EAGLES.

The project is expected to enhance a robust infrastructure to handle faster
processing of electronic payments related to banking and financial market
services as well as the expansion of the functionality and effectiveness of

government securities.

2.1 CBN Biometric Registration for Bank Customers

The Central Bank of Nigeria on February 14, 2014, had inaugurated Bank
Verification Number (BVN) to revolutionise banking and payment systems in
the country. The BVN is a biometric authentication of bank customers using
Point of Sale and Automated Teller Machines. The biometric authentication
was meant to address the safety of customers’ funds and avoid losses through
compromise of Personal Identification Numbers. The initiative represented a
major landmark in the Bankers Committee’s efforts at promoting financial

inclusion drive and to prevent money laundering in the system.
2.2 CBN Revokes Licences of 83 Microfinance Banks

On December 20, 2013, the CBN revoked the operating licenses of 83

Microfinance Banks (MFBs) in the country.

The Nigeria Deposit Insurance Corporation (NDIC) had been appointed the
provisional liquidator to the MFBs. This will in no doubt promote financial

soundness and also enhances system stability in the country.
2.3 CBN Uniform Account Opening Forms for Customers

The CBN in collaboration with relevant stakeholders in the banking industry

had developed uniform account opening forms for customers.



The CBN’s action was to ensure that depositors in banks and other financial
institutions provide necessary background information for effective Know-

Your-Customers’ (KYC) due diligence in the industry.

The CBN disclosed this in a circular titled: “Uniform Account Opening Forms
and Minimum Information Requirement for Three-tiered KYC for Customers of
Banks and Other Financial Institutions in Nigeria” to all banks and other

financial institutions,

According to the circular, “Individual prospective customers are required to
complete account opening Form A(1), Form A(2) and Form A for accounts in
tier one, two and three respectively, while legal entities are to complete Form
B.

2.4 CBN Monetary Policy Committee Meeting

The CBN Monetary Policy Committee (MPC) met on March 24 and 25, 2014 to
review the economic condition and challenges that confronted the domestic
economy against the backdrop of challenging monetary policy environment up
to March, 2014 and the outlook for the rest of the year. The CBN decided to:

e Retain the MPR at 12% with a corridor of +/-200 basis points around
the midpoint;

e Raise the CRR on private sector deposits by 300 basis points to 15 per

cent

e Retain the Cash Reserve Requirement (CRR) on public sector funds at
75%.

2.5 The Electronic Reference Portal Introduced by CBN
As part of efforts to enhance the efficiency of the payment system, the CBN
had introduced an electronic reference (e-Reference) portal to fast-track

account opening processes of Nigerian banks.



The e-Reference system is a web based automated document management
system, designed to process customer account references, and is capable of
eliminating the inefficiencies characteristic of the old ways of manual
reference processing system. The solution would also ensure that interbank
references become faster, more efficient and traceable, by both the

presenting and receiving banks.

2.6 CBN Refunds N13bn excess charges to Customers

The CBN had disclosed that it had refunded over N13 billion to bank
customers that had suffered excess charges by their financial institutions. The
refund to the customers was part of its effort to protect consumers of financial

services in the country.

2.7 CBN limits Government stake in banks to 10%

The CBN in the revised code of corporate governance and whistle blowing
guidelines for Deposit Money Banks and discount houses reiterated that
effective October 1, 2014, governments holdings in banks should not be more
than 10%. The CBN also directed banks to henceforth disclose the
remuneration package of the board members in their annual reports. The CBN
also prohibited investors from owning more than 5% stake in any bank

without its prior approval.

2.8 Appointment of CBN governor

During the period under review a new Governor of the Central Bank of
Nigeria, Mr. Godwin Emefiele was appointed. He officially assumed office on 2
June 2014, following the expiration of the tenure of the erstwhile Governor,

Sanusi Lamido Sanusi.

2.9 Redeployment of Deputy Governor in CBN
The CBN had redeployed some of its Deputy Governors, with effect from June
23, 2014. Alhaji Suleiman Barau who was the Deputy Governor in charge of

Corporate Services Directorate is now the Deputy Governor, Operations
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Directorate. Dr. Kingsley Moghalu in charge of Operations Directorate is now
the Deputy Governor Financial Systems Stability (FSS) Directorate while Mr.
Adebayo Adelabu who was in charge of Financial Systems Stability (FSS) is
now the Deputy Governor, Corporate Services. Dr. Sarah Alade retains her

position as the Deputy Governor, Economic Policy Directorate.

2.10 Extension of Parallel Run of Pillar 1 of Basel II Implementation
The CBN had earlier released the guidelines on the implementation of Basel
II/IIT for the Nigerian Banking Sector in December 2013, directing banks to
commence the parallel run of Basel II/III Pillar 1 in January 2014, while full
adoption was to start by June 2014. However, due to the challenges
experienced, the CBN had directed banks in a circular
BSD/GCA/BAS/CON/01/115 to continue for an additional three (3) months
while the full adoption would commence on October 1, 2014.
2.11 CBN Review of Operations of the NIBSS Instant Payment

(NIP) System and Other Electronic Payment Options

The CBN had issued a circular referenced BPS/DIR/GEN/CIR/01/011 reviewing
the operations of NIBSS instant payment (NIP) system and other electronic
payments options with similar features on the categorization of online funds
transfer from low security to highly secured transfer. Banks are now
expected to achieve “highly secured online funds transfer status within six (6)

months, i.e. with a deadline of 31 December, 2014.

2.12 Revised Code of Corporate Governance for Banks and Discount
Houses in Nigeria and Guidelines for Whistleblowing in the Nigerian
Banking Industry

The CBN had in a circular referenced FPR/DIR/CIR/GEN/01/004 dated May 16,
2014 issued the Revised Code of Corporate Governance for Banks and
Discount Houses in Nigeria and Guidelines for Whistle Blowing in the Nigerian

Banking Industry for compliance. The revised Code of Corporate Governance



was issued after taken into consideration the comments of various
stakeholders. The code would eliminate perceived ambiguities and strengthen

governance practices.
3.0 External Economy

The global economy continued to recover and prospects for acceleration in
2014 relative to 2013 was expected as a result of increased domestic demand
in the advanced economies and the rebound of exports in emerging markets.
The IMF had projected global growth to increase from 3.0% in 2013 to 3.7%
in 2014 and then to 3.9% in 2015. In the US, growth is expected to be 2.8%
in 2014, compared with 1.9% in 2013, driven by increased domestic demand
as well as reduction in the fiscal drag due to the recent deal brokered on the

Federal Budget.

Despite the euro area’s continued adjustment to a high level of indebtedness
and financial fragmentation, growth was expected to recover in the coming
years and rise from 0.4% in 2013 to 1.0% in 2014 due to easier credit

conditions, increased investor confidence, and expansion in exports.

The prevailing tight financial conditions as well as political uncertainty had
impacted negatively on growth in most emerging markets and developing
economies. Notwithstanding, overall growth in this group of countries was
expected to increase from 4.7% in 2013 to 5.1% in 2014. While Global
inflation was projected at 2.71% in 2014, representing an increase of about

40 basis points in relation to the estimates for 2013.

Consequently, the global economy continued to sustain favourable
developments especially in the US and the Euro area in 2014 as growth in the
emerging markets and developing economies was projected to rise from 4.7%
in 2013 to 5.0% in 2014. The effects of tighter financial conditions in these

economies are expected to be moderated by improved external demand from



the advanced economies. The Committee noted that the rebound in global

economic activity strengthened in the first half of 2014.

Global inflation was generally expected to remain subdued in 2014 with
sustained sizable negative output gaps in the advanced economies, weaker
domestic demand in several emerging economies, and falling commodity
prices. The projected inflation rate at 1.5% in the Euro and the US was
expected to remain below the long-term inflation expectations. The US is
expected to commence tightening by the second half of 2015 as inflation hits

the long run target and unemployment rate falls to the threshold level.

The monetary policy stance across the advanced economies could begin to
diverge in 2014/15. In the United States, the Federal Open Market Committee
(FOMC) rate was expected to increase, post-tapering, and in 2015. On the
contrary, markets continue to expect a prolonged period of low interest rates

and supportive monetary policy in the euro area and Japan.

3.1 Domestic Economy

The National Bureau of Statistics (NBS) had estimated real Gross Domestic
Product (GDP) growth rate at 7.72% for the fourth quarter of 2013, which
was higher than the 6.81%, recorded in Q3, 2013 and 6.99% in the
corresponding period of 2012.

Non-oil sector continued to be the main driver of growth in Q4, 2013,
recording 8.76 per cent. The growth drivers in the non-oil sector in Q4, 2013
remained wholesale and retail trade, agriculture and telecommunications
which contributed 2.57, 2.27 and 1.97 percentage points, respectively. Based
on the 2013 favourable performance, output growth had been projected at
7.7% for fiscal 2014.

However, Nigeria newly rebased its GDP from 1990 to 2010 at current market
prices, resulted in an 89% increase in the estimated size of the economy. Due

to the rebasing, Nigeria's estimated nominal GDP is USD 510 billion (compared
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to South Africa USD 352 billion), making the country Africa’s largest

economy.

The recently rebased GDP figures released by the National Bureau of Statistics
(NBS) indicated that real GDP grew by 7.41% in 2013 compared with 5.09%
and 6.66% recorded in 2011 and 2012, respectively. The new major sectors
of the economy in 2013 in terms of their share in GDP were: Services
(36.08%); Industry (21.73%); Agriculture (21.50%) and Trade (17.06%). The
non-oil sector remained the main source of overall growth performance
(7.77%), driven largely by: agriculture (0.43%), industry (1.28%) of which
manufacturing was 1.26% and construction (0.62%); trade (1.54%) and

services (3.89%).

In the first quarter of 2014, real GDP growth was 6.21 per cent, which was
higher than the corresponding quarter of 2013. In line with the trend, non-oil
sector was the main driver of growth in the first quarter of 2014, recording
8.21 per cent growth. The key growth drivers in the non-oil sector remained
industry, agriculture, trade, and services which

Contributed 1.77, 1.26, 1.26 and 3.15 per cent, respectively. The oil sector
continued to record improvements in performance with its growth rate
improving from -9.36 and -11.40 per cent, respectively, in the fourth and first

quarters of 2013, to -6.60 per cent in the first quarter of 2014.

3.2 Inflation

Inflation had remained in the target range. The downward trend in inflation,
which commenced in December 2012, continued up to February 2014. The
year-on-year headline inflation fell consistently from 9.5 per cent in February
2013 to 7.9% in November 2013, but rose marginally to 8.0% in December
2013 and January 2014. In February 2014, however, it moderated to 7.7%.

The deceleration was largely due to the moderation in food inflation, which
moved from 9.3% in January 2014 to 9.2% in February 2014. Core inflation,

on the other hand, exhibited a fair degree of volatility during the period;
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having declined up to the first half of 2013. It commenced an upward trend in
the latter half of the period but declined to 6.6% in January 2014, before
inching up to 7.2% in February 2014. Similarly, Inflation had remained in the
target range of 6.0% to 9.0% during the first and second quarters of 2014.
The year-on-year headline inflation increased to 7.9% in April from 7.8% in
March 2014 and 8.0% in May to 8.2% in June 2014. Food inflation, which was
9.3% in January, declined to 9.2% in February 2014 and later increased to

9.8% in June 2014. Core inflation which declined to 6.6% in January,

increased to 7.2% in February, and rose further to 7.5% in April to 8.1% in
June 2014. The inflation trend is illustrated in Table 1.

TABLE 2
HEADLINE FOOD INFLATION CORE INFLATION
INFLATION (%) (%) C))

Jun-2014 8.2 9.8 8.1

May-2014 8.0 9.7 7.7

Apr-2014 7.9 9.4 7.5

Mar-2014 7.8 9.3 6.8

Feb-2014 7.7 9.2 7.2

Jan-2014 8.0 9.3 6.6

Source: CBN

3.3 Money Supply

Broad money supply (M2) contracted by 2.24% in February 2014 over the
level recorded at end-December 2013, which, on annualized basis, translated
to a contraction of 13.42% as against a growth target of 15.52% for fiscal
2014.

Interest rates remained within the MPR corridor. The average interbank call
rate for the period was 10.17% while the Open Buy- Back (OBB) rate was
11.01%. The weighted average inter-bank call and OBB rates which closed at
10.86 and 10.46% in December 2013, respectively, rose to 11.27 and 10.5%
in February 2014, respectively.
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Similarly, the (M2) increased by 1.94% in April 2014 and by 1.66% in June
2014 over the level recorded at end-December 2013. When annualized, M2
increased by 5.83% in April and 3.31% in June 2014. M2 was however, below
the growth benchmark of 15.52% for 2014 in both months. The increase in
money supply reflected the growth in the net domestic credit (NDC) of 1.62%
in April and 1.77% in June 2014. Annualized, NDC grew by 4.85% over the
end-December, 2013 level. It is, however, below the provisional benchmark of
28.5% for 2014. The expansion in aggregate domestic credit was mainly due
to the increase in claims on the private sector which increased by 2.75 per
cent in June 2014, which was however, moderated by the contraction in net
credit to Government.

Money market interest rates remained within the MPR corridor of +/- 200
basis points; oscillating in tandem with the level of liquidity in the banking
system. The monthly weighted average OBB rate was 10.38 per cent in May
2014 but it increased by 14 basis points to 10.52 per cent in June. The
uncollaterized overnight rate was 10.50 per cent in June 2014, compared with
10.63 per cent in May 2014.

3.4 Capital Market

Activities in the capital market, however, were bearish as the All-Share Index
(ASI) moderated from 41,329.19 at end-December 2013 to 39,269.4 on March

11, 2014 with market capitalization exhibiting similar trends.

The All-Share Index (ASI) increased from 38,748.01 in March 31, 2014 to
39,018.34 on May 16 to 42,482.48 at end-June 2014, indicating improvement
in the economy. Similarly, Market Capitalization (MC) increased in the same

direction.

3.5 The Naira Exchange Rate
The end-period exchange rate remained stable at the rDAS window but
depreciated at the interbank appreciated at the BDC segment of the market.

The exchange rate at the rDAS-SPT during the review period opened at
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N157.61/US$ (including 1% commission) and closed at N157.26/US$,
representing an appreciation of N0.35k or 0.22 per cent. At the Interbank
foreign exchange market, the rate opened at N158.83/US$ and closed at
N164.90/US$, averaging N161.89/US$, representing a depreciation of 3.68
per cent or N6 for the period. At the BDC segment of the foreign exchange
market, the selling rate opened at N173.00/US$ and closed at N172.00/US$,
representing an appreciation of 0.58 per cent or N1.00k. The BDC segment
averaged N170.44/US$, representing an appreciation of 0.06 per cent.

However, the naira exchange rate remained stable at the rDAS window but
depreciated at the interbank and the BDC segments of the market. The
exchange rate at the rDAS-SPT during the review period, had remained at
N157.29/US$ in May-June 2014 from N157.30/US$ in March 2014. At the
Interbank foreign exchange market, the selling rate stood at N164.65/US$ in
March 2014. During the period it opened at N162.20/US$ in May 2014 and
closed at N162.95/US$ in June 2014, representing a depreciation of N0O.75 or
0.46%.

3.6 External Sector Developments

Gross official reserves as at March 2014 stood at US$37.83 billion compared
with US$42.85 billion at end-December 2013. The decrease in the reserves
level was driven largely by the increased funding of the foreign exchange
market in the face of intense pressure on the Naira and the need to maintain
stability.

The project would enhance a robust infrastructure to handle faster processing
of electronic payments related to banking and financial market services as well
as the expansion of the functionality and effectiveness of government

securities.
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Similarly, gross official reserves stood at US$37.31 billion at end-June 2014
compared with US$38.30 billion as at May 2014 which appreciated from
US$37.40 billion in March 2014.

3.7 Access Bank Appoints New Executive

The Board of Directors of Access Bank in January 2014, appointed
Mrs. Titi Osuntoki as Executive Director in charge of Business Banking.
Business Banking is a business division within the bank which is focused on
Small and Medium (SMEs).

The appointment had been approved by the Central Bank of Nigeria. As such,
Access Bank Board now comprises of sixteen (16) directors made up of seven
(7) Executive Directors and nine (9) Non-Executive Directors, two (2) of whom

are Independent directors.

3.8 Amangbo replaces Emefiele as Zenith Bank's GMD

Zenith Bank Plc had named Mr. Peter Amangbo as its new chief executive
officer (CEO) with effect from June 1, 2014. Mr. Amangbo, was an Executive
Director with the bank. He replaces Mr Emefiele who was appointed the

Governor of CBN.

3.9 Mortgage Banks and Leasing

The CBN had directed all PMBs to maintain a minimum ratio of 50% of
mortgage assets to total assets, 75% of which must be residential mortgages.
Also, a minimum of 60% of PMBs’ loan- able funds, defined as total deposits
plus on-lending loans, should be devoted to the creation of mortgage assets.
The PMBs are not to engage in leasing business or take proprietary position in

real estate development.
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3.10 Deadline on Data Security Standards

The CBN had extended the date for banks’ compliance with the Payment Card
Industry Data Security Standard (PCI DSS) to November 30, 2014. The PCI
DSS is a proprietary information security standard for organisations that
handle cardholder information for the major debit, credit, prepaid, e-purse,
Automated Teller Machines, and Point of Sale (PoS) cards. The standard was
created to increase controls around cardholder data to reduce credit card
fraud via its exposure. The need to extend the deadline followed requests by
many banks seeking for more time to enable them complete the certification

process.
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FINANCIAL CONDITION AND PERFORMANCE OF INSURED BANKS IN
THE FIRST AND SECOND QUARTERS OF 2014

BY

RESEARCH POLICY & INTERNATIONAL RELATIONS AND INSURANCE
AND SURVELLANCE DEPARTMENTS

1.0 INTRODUCTION

In the first two quarters of 2014, the overall condition of Nigeria's banking

industry has witnessed some improvements in both Assets and Liabilities.

The total assets of the banking sector increased by 2.52% from #N23.283
trillion as at 31t March 2014 to §23.887 trillion as at 30" June 2014. This
increment can be attributed to the increase in Cash and Due from other
banks, Interbank Placements, Net Loans and Advances/Leases and Net Other

Assets.

Net Loans and Advances/Leases increased to 89.955 trillion in June 2014 from
N9.567 in March 2014, thereby resulting in an increase of 3.89%. Also, Net
Other Assets decreased from & 979.09 billion in March 2014 to &1.030
trillion in June 2014.

Asset quality remained relatively stable during the period under review as the
ratio of Non-Performing Credits to Total Credits dropped from 3.6 percent in
March 2014 to 3.51 percent in June 2014. There was an upward shift in
profitability as Profit-Before-Tax stood at N288.806 billion as at June 2014 as
against N#138.978 billion in March 2014. The capital adequacy ratio reduced
slightly as the Capital to Risk-Weighted Asset Ratio decreased by -6.29%
points to 16.05% in June 2014 from 17.06% recorded in March 2014.
However, the capital adequacy ratios in the two quarters were still above the
prudential requirement of 10%. The average liquidity ratio declined to 42.66%
as at June 2014 from 44.55% in March 2014.
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On the liability side, all the major components decreased. Total deposits
decreased from #70.90 trillion to §69.89 trillion as at 31t March 2014 and
30t June 2014 respectively. Other liabilities also decreased marginally from
10.06 trillion as at 31%t march 2014 to 9.32 trillion as at 31%t June 2014. And
Reserves also decreased from #11.27 trillion as at 31t March 2014 to 811.06
as at 30" June 2014.

Apart from this introduction, the rest of this paper comprises of three
sections. Section 2 presents the Structure of Assets and Liabilities; Section 3
assesses the financial condition of insured banks, while Section 4 concludes

the paper.
2.0 STRUCTURE OF ASSETS AND LIABILITIES

During the period under review, the Total Assets of the industry increased by
2.53% from ©N23.283 trillion in March 2014 to N23.887 trillion in June 2014.
The structure of the industry’s total assets and liabilities as at 315 March and
30t June 2014 are presented in Table 1 and Charts 1A and 1B.

TABLE 1

Structure of Banks’ Assets and Liabilities for the
First and Second Quarters of 2014

1st 2nd 1st 2nd
Assets (%) Quarter | Quarter | Liabilities (%) Quarter | Quarter

2014 2014 2014 2014
Cash and Due

24.29 24.39 _ 70.90 69.89
from Other Banks Deposits
Inter-bank

1.83 1.92 _ 0.54 0.95
Placements Inter-bank Takings
Government

16.08 15.07 0.11 0.21
Securities CBN Overdraft
Other Short-term

0.61 0.86 0.90 1.24
Funds Due to Other Banks
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Loans and Other Borrowed
41.05 41.68 - -
Advances Funds
8.94 8.80 o 10.06 9.32
Investments Other Liabilities
4.21 4.31 5.24 6.26
Other Assets Long-term Loans
Shareholders’ Funds
_ 3.00 2.97 _ 0.99 0.96
Fixed Assets (Unadjusted)
11.27 11.06
Reserves
Total 100.00 | 100.00 Total 100.00 | 100.00

Source: Banks Returns
NOTE:
TOTAL ASSETS (N Trillion)
1%t Quarter 2014 = N23.283
2nd Quarter 2014 = §23.887

OFF BALANCE SHEET ENGAGEMENTS (N Trillion)
1%t Quarter 2014 = & 7,757.40
2nd Quarter 204 = N 7,483.23

CHART 1A: Structure of Bank's Assets for the
1st and 2nd Quarters of 2014

35 A
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CHART 1B: Structure of Banks' Liabilities for the
1st and 2nd Quarters of 2014
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The largest proportion of total assets during the two quarters was Loans and
Advances which its components accounted for 41.05% and 41.68%in the first
and second quarters respectively. Cash and Due from other banks followed as
second with 24.29% and 24.39% during the same period. In the third position
was Government Securities which decreased from 19.08% to 15.07%. For the
other components of the industry’s total assets; Interbank Placements
increased to 1.92% from 1.83% during the period under review, Other Assets
also increased from 4.21 % to 4.31%. There was a slight decline in fixed
asset from 3.00% to 2.97% in the second quarter of 2014.

On the liabilities side of the balance sheet, Deposits remained the largest
proportion accounting for 69.89% as at 30™ June 2014 showing a slight
decrease compared to the 70.90 recorded as at 31st March 2014.

Also, there was a decline in Reserves during the two periods from 11.27 % to
11.06%, corresponding to a marginal increase in Long Term Loans to 6.26%
from 5.24% during the periods under review. Interbank Takings increased to
0.95% from 0.54% during the two quarters.
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3.0 ASSESMENT OF THE FINANCIAL CONDITION OF INSURED
BANKS

3.1 Asset Quality

The industry’s Total Loans and Advances experienced an increase of 3.89%
from §9.567 trillion as at 315t March 2014 to & 9.955 trillion as at 30" June
2014. The quality of these assets continued to improve as the industry’s ratio
of Non-Performing Credits to Total Credits decreased to 3.51% from 3.6%
during the 2 quarters. The Ratio of Non-Performing Credits to Shareholders’
Fund increased by 0.74% from 13.25 in March 2014 to 13.35 in June
2014.The ratio of Provision for Non-Performing Loans to Total Non-Performing
Loans also decreased by - 8.5 percentage points from 95.31 as at March

2014 to 87.8 as at June 2014.

Table 2 and Chart 2 present the indicators of insured banks Asset Quality for
15t and 2" Quarters of 2014.

TABLE 2

Indicators of Insured Banks’ Asset Quality for the
1st and 2" quarters of 2014

Industry
Asset Quality Indicator (%) 1st Quarter
2nd Quarter 2014 | 2013
Non-performing Credit to Total Credit 3.51 3.6
Provision for Non-performing Loans to Total
_ _ 87.8 95.31
Non-performing Credit
Non-performing Credit to Shareholders'
13.35 13.25
Funds

Source: Banks Returns
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CHART 2: Indicators of Insured Banks' Asset Quality for the
1st and 2nd quarters of 2014
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3.2 Earnings and Profitability

All the earnings and profitability indices showed that the total earnings of the
banking industry increased in June 2014 compared to march 2014 except
Return on Assets and Net Interest Margin.

The industry Non Interest Income increased to §323.24 billion as at 30t June
2014 from 174.18 billion as at 31t March 2014. Profit before tax increased to
N288.806 billion as at 30" June 2014 compared to #138.97 billion as at 31st
March 2014. Return on Assets decreased slightly to 0.59% from 0.6%, while
Return on Equity increased slightly to 4.96% from 4.91%. These and other
indices are depicted in Table 3 and chart 3 below.

Table 3
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Insured Banks’ Earnings And Profitability Indicators For The 1st
Quarter
And 2" Quarter 2014

Industry

Earnings/Profitability
. 2d  Quarter | 1st Quarter

Indicator

2014 2014
Return on Assets (%) 0.59 0.6
Return on Equity (%) 4.96 4.91
Net Interest Margin 1.93 1.95
Yield on Earning Assets (%) 3.09 3.13
Profit Before Tax (N' billion) 288.80 138.97
Interest Income (N' billion) 1,004.61 503.04
Operating Expenses (N' billion) 703.14 353.34

o 323.24 174.18

Non-Interest Income (N' billion)

Source: Banks Returns

As can be seen from Table 3, the positions of Return on Assets (ROA),
decreased, and Yield on Earning Asset (YEA) also decreased; while Return on
Equity (ROE) increased.

23



CHART 3: Insured Banks' Earnings and Profitability for the 1st Quarter

and 2nd Quarter 2014

1200 -

1000 -

800

600

400 H

200 V

2nd Quarter 2014

1st Quarter 2014

O Return on Assets (%0)

O Net Interest Margin
B Profit before Tax
Boperating Expenses

3.3 Liquidity Profile
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The liquidity position of the banking industry experienced some slight changes

during the period under review as depicted by the following relevant indices.

Average Liquidity Ratio decreased to 42.66% from 44.55% during the period

under review. However, despite the decline, the Average Liquidity Ratio

remained above the 30% minimum requirement. On the other hand, Net
Credit to Deposit Ratio increased to 62.79% from 60.97%, and Interbank

Takings to Deposits Ratio also increase to 1.36% from 0.76% respectively. All

banks in the system met the required Liquidity Ratio of 30% during the period

under review. Table 4 and Chart 4 present the liquidity ratios of the banking

industry as at March and June 2014.

TABLE 4

Indicators of Insured Banks' Liquidity Profile for the

1st and 2" quarters of 2014

Period
. o 2nd
Hquidity Quarter 1st Quarter
2014 2014
Average Liquidity Ratio (%) 42.66 44.55
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Net Loans to Deposit Ratio (%) 62.79 60.97
Inter-bank taking to Deposit Ratio (%) | 1.36 0.76
No of Banks with Liquidity Ratio below | 0 0

the prescribed minimum

Source: Banks Returns

CHART 4: Indicators of Insured Banks' Liquidity Profile for the 2nd
and 1st Quarters of 2014
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3.4 Capital Adequacy

During the periods under review, the capital adequacy ratios of the industry
stood at 17.06% and 16.05% as at March and June 2014 respectively. This is
an indication that the banking industry is well capitalized since the minimum
of 10% has been exceeded. However, only two banks remained
undercapitalized as at the end of the third quarter while three Banks remained

under capitalized as at the end of June 2014.

Table 5 depicts the capital adequacy position of the industry for the period

under consideration
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TABLE 5

Indicators of Insured Banks’ Capital Adequacy Position for the

1st and 2nd quarters of 2014

Period

znd 1st
Capital Adequacy Indicator

Quarter Quarter

2014 2014
Capital to Risk weighted Average Ratio (%) 16.05 17.06
Capital to Total Asset Ratio (%) 11.92 12.15
Adjusted Capital to Loan Ratio (%) 25.16 26.88

Source: Banks Returns
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CHART 5: Indicators of Insured Banks' Capital adequacy
position for the 1st and 2nd Quarters of 2014
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4.0 CONCLUSION

The indices in the various sections above depicted a very strong and stable
condition of the banking industry within the period reviewed. The industry
recorded strong liquidity and capital positions, as well as positive changes in
asset quality and profitability, all going to show that the banking industry

remained on track in terms of performance during the period under review.
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STUDY REPORT ON EARLY WARNING SIGNALS FOR BANKS IN
NIGEIRA

2013

1.0 INTRODUCTION

Over the years, bank supervisors worldwide have developed a number of tools
which they employ in monitoring the health of individuals banks as well as
that of the banking industry as a whole. The most useful tool for identifying
problem institutions is on-site examination, in which examiners travel to a
bank and review all aspects of its safety and soundness. However, on-site
examination is costly to bank supervisors and burdensome to bankers because
of the intrusion into day-to-day operations of banks. As a result, supervisors
also monitor bank condition off-site. In off-site surveillance, supervisors rely
primarily on analysis of regulatory returns submitted by banks to give
forewarning of safety and soundness problems. One basic result from such
analysis is the so-called CAMEL Ratings which is a combination of financial
ratios derived from bank balance sheets and income statements to diagnose
the condition of a financial institution. In most jurisdictions, bank supervisors
regard CAMEL rating as the best single indicator of banks’ condition.
Supervisors draw on their experience to weigh the information content of
these rations. Results from the analysis of these ratios act as early warning
signals for supervisors in their efforts at effectively controlling the operating
risk of the whole body of financial institutions and prevent financial crisis from
occurring. In more economically advanced economies, an additional tool is
econometric/statistical models. These models, however, rely on a computer
rather than judgement to combine ratios, boiling the information about bank
condition in the financial statements down to one number. Both CAMEL
Ratings and econometric/statistical models are used as early warning signals

to gauge the financial condition of banks.

28



A financial early warning system is a system that performs two important
functions of financial supervision and diagnosing operating conditions of
financial institutions. The importance of establishing an early warning system
is numerous. One, it is able to provide the financial supervisory authorities
with information as to the priority order, scope and frequency of on-site
examination, in order to effectively match the available personnel. Second,
through its functioning, the early warning system could objectively and quickly
discovers problem financial institutions. This could urge the authorities to
strengthen their supervision and, management of such institutions as a
precautionary measure. Third, an early warning system is able to predict
early, the likely deteriorating trend of problem financial institutions. Fourth, it
is able to gather on a regular basis the financial information that is reported
by the financial institutions, and to tidy up, compile and analyse such data to
obtain and accurate picture of these financial institutions ‘operating
conditions. Fifth, the rating results derived from the early warning system can
serve as important reference material for handling problem financial
institutions and as a basis for improving the operating conditions of financial
conditions. Finally, if the deposit insurer incorporates different risk premiums
based on different levels of risk, the financial early warning system can
provide different risk evaluation rankings, which will serve as basis for

determining the risk-based deposit insurance premiums.

In Nigeria, banking supervisors that is CBN/NDIC, use financial ratios to gauge
the financial condition and performance of banks. Although useful as an
element within an early warning system, financial performance indicators have
a number of shortcomings if used as the sole indicator in an early warning
system. For instance, they can be characterized as after-the-fact or lagging
indicators of risk, problems and failure-given that they measure business that
has already been conducted and, more impotently, problems that have
already occurred (Walker 2002). Second, they do not provide any obligation of
whether the financial results were obtained based on sound management

practices and whether the indicators used are based on quality, reliable and
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timely data. Above all, it is generally recognized that financial ratios are not
sufficient on its own to identify the complex nature of risks undertaken by
banks, particularly large banks and specialised banking institutions (Sahajwala
& Bergh 2000). In addition weights assigned to each of the ratios are usually
determined on the basis examiner experience and once assigned they remain
fixed and may fail to adjust for temporal shifts rendering the assessment
insufficient. For these reasons among others, supervisors in many jurisdictions
developed a more comprehensive risk assessment for the early warning of
financial institutions’ problems. In addition to financial performance and
condition indicators, market information and other economic and emerging
information are usually part of the major components of the model currently

in place in many countries.

The main objective of this study, therefore, is to design an early warning
system for insured banks that takes into consideration the present tool in use,
that is, CAMEL rating system as well as econometric/ statistical models which
incorporates market information in addition to financial ratios which are
primarily used to rate banks under the former approach. The combination of
the two approaches has been seen to produce a better result than the CAMEL
rating alone using supervisory experience ((Sahajwala & Bergh 2000). In fact,
in many jurisdictions, the econometric model approach has been adjudged to
be better than the supervisory experience based on financial ratios even
though the supervisory screen continues to enjoy considerable popularity in
the surveillance community (Gilbert, Meyer & Vaughan 1999). It is our opinion
that an appropriate combination of these approaches could best decimate
between a problem a bank and non-problem bank. To achieve this objective,
this paper is divided to five sections. Apart from this introduction, Section Two
review the literature and in Section Three, we discuss the early warning
system presently in use by the Corporation. In Section Four, we construct
econometric/statistical models for early warning system. In Section Five, we

provide the result of the combinations of the supervisory screen that is,
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CAMEL Rating and the econometric model/statistical models as early warning

signals for insured banks in Nigeria. Section Six concludes the study.

2.0 REVIEW OF LITERATURE

Over the past 30 years, a great deal of research has investigated the potential
usefulness of a variety of early warning models (EWM) as off-site supervisory
tools on the performance of the banking industry. Accurate off-site models
give bank supervisors the capability to identify high-risk banks in a timely
manner before their financial conditions markedly deteriorate, in between
expensive, time-consuming on-site examinations. This capability allows scarce
examination resources to be used more efficiently and permits supervisory
constraints to be imposed or rehabilitative strategies put in place

expeditiously, reducing the risk of costly failures.

Cornyn and Gunther (1992), appraised the ‘Financial Institutions Monitoring
System’ (FIMS) for banking systems. The FIMS was created by the Federal
Reserve System of United States of America (USA) to make up for the
limitations in the CAMEL/CAEL ratings and other previously used off-site bank
monitoring systems in the estimates of financial conditions of federally insured
institutions in-between on-site examinations. FIMS used specialized ‘Limited
dependent variable’ estimation technique, as others were found not to
produce accurate results. The Ordinary-level logistic regression methodology
was used to produce the FIMS rating, whereas the Binary logistic regression
methodology was used to produce the FIMS risk rank. The study found out
that The FIMS model was considered fairly reliable as it was adequate in the
correct classification of CAMEL ratings of individual banks. However in a test
against a previous model, the FIMS model recorded 17.1% type 1 error and
4.4% type 2 error. This therefore points out that the model cannot be

considered as perfect.

Hexeberg (1995), computed early warning indicators based on banks' interim

reports. The purpose of these indicators was
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to identify potential problem banks and to obtain a general picture of the
health of the banking industry, based on the experiences of the Norwegian
banking crises between 1988-1992. The paper evaluated a set of indicators
for the identification of potential problem banks both as independent
indicators and as part of a simultaneous indicator system. The indicators used
described different aspects of the banks' conditions and was based on the
CAMEL system of banking supervision. The analysis was based on
observations of the 25 banks that were hard hit by the banking crises some
time prior to their appearance as problem banks, compared to observations of
banks that never became. The study employed multiple discriminant analysis,
which is a classification technique that seeks to determine which other bank
characteristics go most frequently with bank failure. A joint probability
distribution of indicators and failure was assumed, with no theory of causation
implied. The model assumed that the conditional distribution for the event
that a bank seeks financial assistance is logistic, implying what is known as a
logit model. The study found that the capital adequacy and the asset quality
indicators selected were relevant as found in previous studies. Management
competence indicators were found to be non-standard, while dependence on
interest sensitive funding was relevant when classified as an earnings

indicator.

Forbush et. al. (2002), studied the functioning and performance of the
‘Statistical CAMELS Off-Site Rating” (SCOR) System which was developed by
the Federal Deposit Insurance Corporation as an off-site system basically to
supplement on-site examinations. The SCOR model used examination ratings
which it compares with the financial ratios of the previous year. The model
identified which financial ratios were most closely related to examination
ratings and uses that relationship to forecast future ratings. The system of
weights was also used in this model to produce both a composite rating as
well as ratings for the components. The results showed that the SCOR model

was not considered extremely accurate due to its high level of dependence on
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financial reporting; it was, however, very informative. It also has the

advantage that it was easier to analyze than the CAMEL ratings.

Soyibo and Alashi (2004) used descriptive analysis and logit modelling
techniques to examine the extent to which the determinants of bank
conditions in Nigeria conform to those established in the literature. A priori
expectation was that government owned banks, small-sized banks, new
generation banks and banks not quoted on the stock exchange to be more
prone to distress. The paper also postulated that the probability of failure of
banks is a function of number of factors, including earnings/profitability,
operational efficiency, capital adequacy, risk/diversification and deposit
composition among others. EWS models using sub-samples of the data set
was also constructed. The effectiveness of these models was evaluated using
the proportion of their types 1 and 11 errors. Additionally another CAMEL-
based EWS was constructed and its predictive power was evaluated due to
critique of the present EWS. Weights attached to the different CAMEL factors
were modified, while data was collected in two stages from the returns of
banks to NDIC. The variables used for the study were: interest expense/total
liabilities, equity capital/total assets, total loans/total assets, bank type, real
estate loans/total loans, agric loans/total loans and ownership. The study
found out that banks that are profitable and highly capitalized tended not to
be distressed; also, banks not quoted on the stock exchange failed more and

a high proportion of new generation banks failed more than the old ones.

Whalen (2005) attempted to verify if the accuracy of conventional EWMs
estimated in more stable time periods decline markedly when economic
conditions change significantly and if it is necessary to re-specify or re-
estimate EWMs to obtain sufficiently accurate risk forecasts. To answer these
questions, a set of Cox Proportional Hazard Composite Downgrade model was
used to estimate a sample of low-risk community banks at five different year-

end dates ranging from 1997 through 2002 with the exception of year 2008.
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For simplicity and to permit a reasonable test of out-of-sample forecast
accuracy, models were estimated using only year-end annual data for the
explanatory variables. The survivor functions of the models were used to
predict the probability that a low-risk community bank (composite CAMELS of
1 or 2) will not be downgraded to high-risk status (composite CAMELS of 3, 4,
or 5) over an eight-quarter time horizon beginning with the second quarter
after the year-end estimation date. The specifications of the models were
allowed to differ across the estimation periods, but the set of explanatory
variables used in each model was intentionally limited to a small number of
statistically significant risk indicators employed in previous empirical work. The
intent of this constraint was to investigate the accuracy of simple, low-cost
EWMs over time. When the analysis focused on the 500 riskiest banks
identified by the models, the conventional Type I and Type II error rates of all
of the models were almost always in the low- to mid-30 percent range in all
forecast years, including the most recent one where the models are used to
predict downgrades through the first quarter of 2010. This means that the
forecast accuracy does not consistently or sharply decline with model age.
