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Abstract

This study examines the adequacy of bank capitaizén Nigeria. This, is hoped will lead to an iigist

into the sector so as to provide appropriate guiddor the system. The banks in Europe and U.S are
currently going through some forms of financialbwilence, and so many of them have had their credit
ratings downgraded by rating institutions. Centeatheir problems is capital inadequacy. These imank
crises are negatively impacting the economies auddomore seriously impact economies like Nigeria’
because we do not have as strong institutions atheke more organized economies. The study uses
secondary data to analyze capital adequacy in Migdranks. The results of the study show that the
covering of depositors in the banks by equity @p# grossly inadequate suggesting that in theteeka
major banking crisis, the banks will not be ablestwovive, which is ominous for the overall econorttys
therefore recommended that: the capitalizationdsteds be raised for the banks; that capitalizabien
made a function of levels of activities; and thegulators should insist on higher standards of aratp
governance in the banks particularly those primgpbuching on transparency and accountability.
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1Introduction

Since the global financial crisis that started e tU.S in 2008, financial institutions in most diet
industrialized capitalist economies have had t@pgle with the problem of adequate capitalizatioom®

of the financial institutions had to be bailed duyt huge injection of public capital, others hadhb®
nationalized. In the Eurozone banks are now reduioemeet new capitalization rules which are strict
than had hitherto been. Now banks in the Europegorijcould face fines of up to 10% of turnoveriéy

fail to comply with tougher capital and liquidityles (Merriman 2011).

Recently, the leaders of the top 20 economies (@gpyoved Basel Il Accord which sets minimum core
equity capital ratio equivalent to 7% of bankskigs assets. As remarked by the Executive Managing
Director of the Association of German Public Seddanks (VOEB), Karl-Heinz Boos, notes that: This
agreement has struck the right balance. We areitgarthe lesson of the crisis in requiring better
capitalization for our banks and larger liquiditystiions. “(Lawson & Richardson 2011)

Capitalization is the cushion for bank risks frohe tdepositors’ point of view. Banks are constantly
exposed to financial risks and can only adequatbbBorb the shocks of bad assets if they are adsguat
capitalized. According to Carniado & Garibian (2D11The global financial crisis underscored the
importance of seeking an accurate assessment ofMadiveapitalized financial institutions are.” Thexic
assets in the U.S financial system spread risksedanks in Europe, Asia, Latin America and ofbeats

of the world. Banks in Europe quickly developed pyoms of crisis in the aftermath of the problems in
U.S financial system. These problems were so procexl because of the close ties between the European
banks and the U.S financial system. They also fedethe weak capitalization problems in the Europea
banks.

Nigeria is left out in the bid to ensure adequagitalization for banks, on July 6, 2004 the Cdriank of
Nigeria (CBN) set a December 31, 2005 deadlingtferbanks operating in Nigeria to recapitalizehte t
tune of a minimum o&N25 billion (twenty-five bdn Naira) in a major regime of reforms aimed at
strengthening Nigerian banks to be able to taki thghtful place in the West African sub-regiondatine
wider African region. The reforms were designedtsy need to deepen the financial sector and reéposit
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the Nigerian economy for growth and integratioroittie global financial structure. Central in théorm
agenda was shoring up of bank capitalization (ARDG5 and Adegbaju & Olokoyo 2008).

The key elements of the 13-point banking reformenag are:

Minimum capital base 6£N25 billion with a deadliog31* December 2005

Consolidation of banking institutions through mesgand acquisitions

Phased withdrawal of public sector finds from k&@rideginning from July 2004

Adoption of a risk-focused and rule-based reguiat@amework

Zero tolerance for weak corporate governance, mihect and lack of transparency

Accelerated completion of the Electronic Finanéiahblysis Surveillance Systems (e-FASS)

The establishment of an Asset Management Company

Promoting of the enforcement of dormant laws

Revision and updating of relevant laws

Closer collaboration with the Economic and Finah&aime Commission (EFCC) and the
establishment of the Financial Intelligence Unit.

The result of this programme saw the number of Nagebanks plummeting from eighty-nine (89) deposit
monetary banks that existed before the programmenty twenty-five (25) banks that emerged having
been able to meet the N25 billion minimum capitiian requirement through various schemes of msrger
and acquisitions (Adeyemi, 2006). This number hiasesgone down to 20 due to factors bordering on
capital inadequacy and illiquidity.

The major phases of the reform agenda have now t@epleted, “Mega Banks” were created out of the
predominately “fringe banks” that existed beforeD20However, many of the banks have since shown
some signs of weakness and the CBN had to intert@rmilout the banks. Coupled with the signals
coming out of the European banking systems, inicative that a more aggressive approach needs be
adopted in assessing the capital adequacy of Migdranks as a means of preventing economic caists,
fostering growth and stability.

The objective of this study is therefore to assbsscapitalization of Nigerian banks and the issaed
challenges posed by the threat of banking crisisawis the preparedness of the sector to weathesuch
crisis in Nigeria, or the ripple spill-over effedi®m the global economy. To do this the paperividdd

into five sections. Following this introduction, Bien 2 embraces the literature review on bank
capitalization and crisis management. Section 8nisthe methodology used to collect and analyze. data
Section 4 provides a presentation and discussioresaflts, and Section 5 provides the conclusion and
recommendations of the study.

*,
R %4

2o

o

*,
£ %4

*,
R %4

X3

8

*,
R %4

*,
R %4

X3

8

*,
R %4

*,
R %4

2 Review of Relevant Literature

2.1 Recapitalization History

After the first banking ordinance of 1952, the ¢o& government in 1958 raised the capital requaem

for the foreign commercial banks from £200,000 #®@000. This trend has been replicated so many
times thereafter both in Nigeria and elsewhere ragidhe world. In 1969, bank capitalization was edito
N1.5 million for foreign commercial banks whilewtas made-N600,000 for indigenous commercial banks.
When in 1979 merchant banks came into Nigeriar tegitalization was put at N2 million.

In 1988, following the deregulation that was aregral part of the Structural Adjustment Programme
(SAP), there was a further need to recapitalizebtivgks. In February 1988, the capital base for cerial
banks was raised te N5 million ard N3 million foerohant banks. Because of the dynamic and volatile
nature of the economic environment at the timeOsyober the same year the capital base was further
pushed up te=N10 million for commercial banks a#fimillion for merchant banks. In 1989, the capital
bases were doubled, 8 N20 million for commerciahlts and=N12 million for merchant banks. A year
after that, the capital bases became N50 millich#A0 million respectively. The rapid increasebank
capitalization requirements forced some banks ligigidation. In 1998, 26 (twenty-six) commercialdan
merchant banks were liquidated when unable to r=ize.

In 1997 the minimum paid up capital requirementhaf commercial and merchant banks was harmonized
to a uniform level a=N500 million and by Decemt®®8, all existing banks were thus recapitalizétust
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continued the upwards trends in bank recapitabimatin 2001, the capital base was increased toilNdnb

for existing banks and-N2 billion for new bankstwthe advent of the adoption of universal bankimg i
principles. By July 2004, the CBN directed thatlzinks in Nigerian be recapitalized to the tuné&ab
billion minimum by December 2005 (Adegbaju & Olokoy2008). This represents an increase in
capitalization of 1250%. The process culminateth&n 89 banks consolidating into just 25 banks tghou
various schemes of mergers and acquisitions.

It should be noted that the CBN brought into pctihe risk-weighted measure of capital adequacy as
recommended by Basel Il Accord of the Bank for ins&tional Settlements in 1990. This had hithertenbe
measured by the ratio of adjusted capital to t$tanding loans and advances.

2.2 Banking/Credit Crisis
A very prominent fallout of the global financialigis that manifested in 2008 is the banking/crediis
that came to be witnessed in many countries ofatbed. It should be pointed out that the globakes
were triggered off by both the failures of the ngage market and the burst of the credit bubblékar).S
(Otu 2009). At that time the Icelandic banking systcompletely collapsed and the Northern Rock bad t
be nationalized by the UK to prevent it for goihg way of others like Lehman Brothers, Goldman Sach
J.P Morgan Chase, Fannie Mae and Freddie Mac, ashorany others.
Many countries in Europe experienced much the dateeas U.S. There was credit squeeze, followieg th
fall in business confidence in those economies.ofdiog to Anao (2009), the crisis of 2008 manifdsite
many fronts among which are:
< Bank lliquidity led to drastic curtailment of criédo business firms and households
The stock market crash engendered general lassnditience in the economy
Tight credit coupled with the massive capital Iesseduced purchasing power and consumption
capacity

+«+ Tight business credit and reduced consumption $ehegl to static business inventories followed

by production cut backs.

Nigeria, like all the Western capitalistic econogjigvas not spared of the woes of the crisis. Th&to
assets syndrome that was pervading U.S and WeB@mpean banks was also with us. There was
illiquidity and many of the banks actually carriedge bad assets which began to limit the flow eflitr
even at very high interest rates. The banks wei teabe over-laden with huge non-performing loans
which reflected what was happening in Western Eeirdp consonance with the bailout strategies by
governments of major economies at the time, the QiNiged to inject $2.6 billion into five troubled
banks, this not withstanding the recent consolitesind recapitalization of those banks.
The banking/credit crisis thus culminated in vidoeircles of troubled assets, lack of confidencehim
economy, illiquidity, credit squeeze and high iewrrates, and inter bank lending was greatly inepai
(Connors 2009 and Sotola & Olowookere 2009).
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2.3 Bank Capital vs. Expertise

The banking business of modern times is done iatarosphere of intense competition, and it has often
been argued that a key to banking survival is lmagitalization (Bernake & Gertler 1987 and Diamaénd
Rajan 2000). However, Almazan (2002) has argueidotiiak expertise also plays a key role in the saivi

of banks. He developed a model on the rebalanditigecoptimal capital-expertise balance for bankas

to provide an answer about the effects of dereigulaifhe model shows that highly capitalized banks
benefit when competing with poorly capitalized bsrkfter regulatory shocks that decreases capital
requirements or otherwise cause the capital at lamd high-capital banks to increase proportionally,
increase the riskless interest rate or eliminatayggphic restrictions. It also shows that low-calpitanks
have stronger incentive for financial specializatitan banks with more financial strength. Previous
research has extensively analyzed the role of beapal and identified four such roles: bank capiian
reduce an excessive tendency by banks to take bak& capital can serve as a cushion againstieisoy
problems; bank capital can signal the risk prefeesnof a bank and bank capital can act as a tal th
allows a bank to offer lower rates without affegtiits incentives to monitor. A central intuition bz
captured in the model is that banks have diffekéntls of expertise and that the cost of monitoring
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project is reduced if a bank has strong expertiséhé line of business of a product. Almazan (2002)

concludes his study by noting that:
The joint consideration of capital and expertisade to some novel conclusion about efficiency.
The banking industry will be more efficient the emonportant expertise is relative to capital. In
addition, this analysis has provided several corafige static results that can be translated into
testable empirical implications. Specifically, highcapitalized banks should benefit when
competing with those that are poorly capitalizeteia{1) a decrease in capital requirements or
some other regulatory shocks that cause both baalpdétal to increase proportionally (i)
technological improvements that reduce monitoriagts by intermediaries (iii) an increase in the
interest rate due to a tightening of monetary pgliend (iv) a lifting of geographical restrictions.

2.4 Capital and Risk Management
Risk management is not just an exercise in managegjuantum of risk in a business such that ergect
profits are sufficient to compensate that risk tmatre about making decisions to ameliorate the dmnc
effects of downward scenarios and/or enhance tbleahility or effects of upward scenarios. It is piyn
more about maximizing shareholder value by managfregdirect impact of risk on profits themselves.
Nowhere is this postulate more relevant than thkibpg industry.
Kennedy & Johnston (2004) identify the benefitseobnomic capital as: maintaining solvency; creating
accountability for risk; and the advancement ofrgitative analysis. They however note that economic
capital has some potential distortions by the erist of a disconnect between risk and capital eqdired
return, and a disconnect between market and boliesaf capital and the link to share price. Theten
that we are used to distinguishing between expeateldunexpected losses in credit management, when a
change in expected losses (defined as the meaheofoss distribution) has a direct profit-and-loss
implication through the loan loss provision. Thig)en applied at the enterprise level implies angidar
relationship between risk, capital and profit. histanalysis, risk is said to give rise to the nedcapital
which in turn creates the need for profit. Thighe economic capital view which ties risk and reedi
profit together through capital.
As credit risk management decisions can influenqeeeted credit losses (and hence the profitabilfty
loan stock), so risk management decisions genetallyinfluence expected profits at the enterpesell
Their contention is that: “...the risk managementf@ssion’s heavy emphasis on developing a close
identity and robust quantitative link between résld capital (and hence required profit) may haveeat
the expense of not developing a similarly robustrgitative link between risk and expected profittiey
therefore conclude that: “... whilst we are broadiyfavour of economic capital, we do not yet regaiats
a comprehensive matured system for managing régktat and value in financial service firms. Kegas
for development include greater sophisticationhi@ treatment of interrelated value drivers (riskngebut
one).”
It should however be noted that in banks, capiti@gaacy is measured as a percentage of a bank’s ris
weighted exposure. Also known as “capital to riskighted assets ratio (CRAR)”, CAR is calculated as;
CAR = Tier One capital +Tier Twoital
Risk Wetgtl Assets
CAR is used to protect depositors and promote tiglgy and efficiency of banking systems. Thenfmla
essentially ties two types of capital to risk t@wstthe link between capital and risk managemené fifo
capital types are tier one capital (this can absmsbes without requiring the bank to cease opers}j and
tier two capital (this can absorb losses in thesewf winding-up), it provides lesser cushion agarisk
(investopedia 2010).
Still linking bank capital with risk management|i@i (2011) notes that:
The government has embarked on “stress tests” efitrancial health of the 19 largest banks to
determine whether they have adequate capital tthistdhd an even worse recession than is
expected. The testing, along with the recent evanht€itigroup, has spurred an extended
discussion of what “capital” is and how much bamieed to have.
The whole ideas of the stress tests is summed dmiming a link between bank capital and theititgtiio
withstand various forms of stress conditions whactecession can induce in the form of defaultso&s|
(2011) contribution is that:
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It is right to insist that banks temporarily cargdditional capital sufficient to handle this stress
case since a large audience needs reassurancehbdtanking system can handle the worst. It is
right to focus primarily on raising this cushionrttugh additional Tier 1 capital which includes a
fairly wide range of capital instrument.

The findings of Carniado & Garibian (2011) tendstgport this, they observe that:
Latin American financial systems endured the fimancrisis reasonably well. One significant
factor is that most of the banks in each Latin Anzsr country entered the crisis with higher
capitalization measures than their peers in Europghe U.S. The average RAC ratio for the
world’s largest 75 banks was 6.7% and 7.9% as ofeJ2009 and June 2010, and the weighted
average for the largest 60 U.S banks was 5.8% ad@t7as of June 2009 and June 2010... the
Latin American banks’ RAC reflected on averagenailar RAC ratio as of June 2010 of 8%.

It is suggestive therefore that the higher thetedipation of a bank the greater its ability to afisrisk and

be able to endure any crisis.

2.5 The Basel Accords.
The Basel Committee published Basel | Capital Adcor 1988; this was the first major attempt at
international convergence of supervisory regulation capital adequacy. The objectives were to ptemo
soundness and stability of the international bagksystem and provide a level playing field for
internationally active banks. This was to be achitvhrough the imposition of minimum capital
requirements for credit risks, amongst others. Bdmic problems that beset Basel 1 Accord were:
% Lack of sufficient risk differentiation for indivigal loans
No recognition of diversification benefit
» Inappropriate treatment of sovereign risk, and
% Few incentives for better overall risk measurenzent management.
These shortcomings highlighted the inappropriatenes capital adequacy measurement under the
framework. The Basel Committee therefore came oith \Basel Il Accord in 2004. The Basel Il
framework consists of a broad set of supervisoapdards to improve risk management practices. These
were provided along three mutually reinforcing aoidi:
% Pillar 1: this addresses minimum requirements fedit and operational risks;
% Pillar 2: this provides guidelines on the supemysaoversight process;
% Pillar 3: this requires banks to be more transgaabout their risk profile and capitalization as a
means of promoting market discipline.

Basel Il represents an important improvement (thoingomplete) in the analysis of risk sensitivity
capital, and its risk weights are classified tovle the banks with incentives in terms of capigauction
to migrate towards more advanced risk managemegmbaphes. The major challenges of Basel Il include:

+ Cost of implementation

+ Inadequate supervisory capacity

+ Impact on domestic banking system is not fully usteod

+» Home-host supervisory co-ordination

+ Ineffective Pillar 3

+ Considerable and perhaps excessive supervisometist

« Little experience with ECAIs (external credit assaent institutions)

+« Unavailability of required risk data in easily assible or comprehensive format

+ Potentially excessive capital requirement due apmopriate calibration

(Stephanou & Mendoza 2005)

The Basel 11l Accord which was approved by lead#rthe world top 20 economies (G 20) in November
2010 will force banks to set aside far more capitalithstand market shocks in future in a biddesken
the need for bailouts by governments. Under Bdséigreement, minimum core equity capital ratio Iwil
be equivalent to 7% of a bank’s riskier assets. Bagel 11l Accord which will come into effect in 28
will force banks to hold more and better qualitpital in a bid to keep taxpayer off the need tddi
banks in future financial crisis. Basel | and lleolooked the importance of liquidity. This is adsked by
Basel 1ll. Under the Accord, banks are requiredctomply with tougher capital and liquidity rules.
Following the Basel Ill proposal several positieactions have trailed the recommended adoptioheof t
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Accord. Such reactions as were compiled by LawsorRi&hardson (2011) are: Jen-Claude Trichet
(President of European Central Bank) notes thahe“agreements certainly reduced the probability of
failure for systematically important banks.” José&krmann, CEO of Deutsche Bank maintains thats“d
work in progress. It is a major decision, we haweissue of liquidity ratio and we have to workiaslty on

this matter.” Timothy Geithner, the U.S Treasurgi®@tary remarks that: “we wanted an improvement in
the quality and quantity of capital over a periddtime that would allow growth and the financing of
growth. This is excellent progress.”

2.6 Under-capitalization
Under-capitalization means a situation in whicte thusiness cannot acquire the funds needed for
operations. Usually such organizations will notaie to afford the current operational expensestdue
lack of capital. This situation will usually indudmnkruptcy, and this will usually be due to impgop
financial planning or artificial constraints impalséy economic downturn and regulatory barriers. The
different causes may include:
Financing growth through short-term capital, ratian long-term permanent capital
Failing to secure adequate loan at a critical time
Failure to obtain adequate insurance against geddlecbusiness risks
Adverse macroeconomic conditions
The capital sources available to an organizatiafude the following: reinvestment of earnings, asisig
debt or through selling equity, establishing a lixieredit, and borrowing against it. The followingist be
understood in capital formation:
% The least expensive ways to raise capital arenanfie from cash flow
Debt is more expensive
< Equity financing in is most expensive
In the banking industry, a bank is said to be ucalgitalized when it is having inadequate capitatdger
foreseeable risk. The Federal Deposit Insurancep@ation (FDIC) of the U.S categorizes banks
according to their risk-based capital ratio, thus:
< Well capitalized: 10% or higher
Adequately capitalized: 8% or higher
Undercapitalized: less than 8%
Significantly undercapitalized: less than 6%

% Critically undercapitalized; less than 2%
The FDIC is usually concerned when the bank is wragstalized at which point the FDIC issues a wagni
to the bank. When the ratio drops to below 6% tBé¢C-may change the management of the bank and
force it to adjust. When the ratio further dropsldées than 2% (critically undercapitalized), thekbas
declared insolvent (wikipedia 2011).
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2.7 Predicting Inadequate Capitalization

Central in regulatory oversight of safety and saess in banking system is capital adequacy. Inatequ
capital leads to bank failure. The ability of regpoks to predict capital inadequacy would go a lamag to
enhancing the supervisory efficiency and timelgiméntion that could prevent financial distressisri

A lot of studies have been done on capital adeq(#aytini, Kolari, Lemieux, & Shin, 2000). Jagtiet, al
(2000) attempted to develop an early warning sytewS) to predict inadequate capitalization in ank
using both the logit analysis and trait recognitimmalysis (TRA), a neural network-like method and
classifying banks as capital adequate and capitalédquate. There are two approaches to analyzimg ba
distress: multinomial choice and survival time amhes. An example of multinomial choice analysi®i
classify the firms as non-bankrupt, financially weand bankrupt firms; another classification r=ficial
stability, omitting or reducing dividend paymentgfault on loan payments, protection from ChaptearX
XI of the Bankruptcy Act, and bankruptcy and ligaiidn. In general, studies based on this analgsiad
that accounting information can detect incipiengficial distress of non-financial firms.

The survival time research predicts the probalhe tio failure using financial, economic, managesiad
regulatory factors (Yanaguchi 1991 and Lane, Lopr@MWansley 1986). The empirical results of these
studies supported the notion that financial distiesa dynamic process and this can be predictied us
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financial, economic and other explanatory variab{@se significant variable in all the studies potidig
savings and loan institutions failure is equityitaatio.
Commonly used model of prediction is: Log/(B-P)]=a+ h Xj; + by + ... b, X;,
Where: P = the probability of bank i’s failure
b=(h, ... b) is a vector of regression coefficients for thplaratory variables.
X, (X =1 ----n) = explanatory variables (Jagtiaha&2000).
The explanatory variables used by Jagtiani et 8DQ2 for predicting banks that will become capital
inadequate are profitability, loan risk, operatiomik, liquidity risk, interest rate gap, bank &jz
derivatives exposure, loan commitments, yearsiénbianking business and changes in loan compasition
amongst others - these are a wide variety of od-adfabalance sheet bank risks. Jagtiani et al (20@te
that:
Generally speaking, capital deficient banks tenttedhave lower profitability, higherisk, and
higher levels of expenses than other banks. Theselts suggest that banks pending capital
deficiency have financial profiles that substangialiffer from well-organized banks.
... The numerous significant differences betweentalagilequate versus capital- inadequate
banks suggest that it would be appropriate for variables to be used as predictors of capital
deficiency in EWS models.
Jagtiani et al (2000) also note that banks thataedpd their consumer lending rapidly tended to
significantly add risk to their portfolio and th&ibsequently resulted in losses and deterioratiothé
capital ratio. In contrast, a significant expansedrcommercial and industrial loans (rather thanstoner
loans) tended to lead to profitability and redudkd likelihood of the capital ratio falling belovine
threshold limit. This is particularly note- worthfpr Nigerian banks where most of the effort is
concentrated on household/ individual consumptitimeir findings also indicate that banks with higher
proportions of assets invested in investment seesihad a greater cushion against bad lendingidesi
and are therefore less likely to encounter findndistress, also more efficient banks with greatet
income to non-interest expenses ratio tended t@ hawer probability of financial distress in theane
future. However, considering the variables in thedet in isolation does not provide a complete petof
the early stages of financial distress in bankimggifutions.
The results of their study therefore show that tehpieficient banks are much different from otheanks in
terms of their financial health; capital adequaxyaibroad concept that requires review of a widayaof
different kinds of financial and economic variablesd that trait recognition analysis results shbes
importance of complex interaction variables in iifging banks with deficient capital

3 Data and M ethodology

This study uses the survey design in organizingsthedy subjects for data collection for the stutle
study uses secondary data obtained from the pedlisimnual reports and accounts of the banks. Of the
total population of 20 banks in Nigeria, the stuthes a sample of 14 banks (70% of the populatmn) t
study the Nigerian banking system.

The study uses basic analysis procedures: releatios are computed and the mean, range and sthndar
deviation of these are calculated (shown in Tablel)

3.1 Variables Definition

The variables examined in this study are principedlpital and risk covering for the banks. Thisishow
the extent to which the banks are prepared to ketathandle problems that may evolve during a bank
crisis.

In this study capital is first defined as shareitepwhich is ordinary share capital since none¢haf banks
has preference shares. In this definition, othenpanents of equity funds are excluded because ahey
amenable to earnings management, negative creativeunting or window dressing which can distort
financial information. This is the stricter defiom of capital. The second definition of capitaleguity
funds capital. This expands capital to include mese but excludes long-term debts because long-term
debts represent obligations of the banks to outsidied not true capital that owners can use asansko
protect liabilities to others.
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The risk of banks is measured in terms of the defaat may arise from the amount of loans and adea
given to customers. This is the most basic measfimisk. It is further measured by the possibilify
default on risky assets (made up of loans and ad&mmdvances under finance lease, investmenttsesur
and amounts due from other banks). Another measfurisk used in the study is the protection givgn b
equity funds capital to the customers’ depositsisTil seen as some form of insurance coverage for
depositors.

4 Empirical Results

The descriptive statistics of all the variablesdusethis study are presented in Table 1 below. fEtide
shows a mixed pattern of relationships as indicdtgdhe ratios. The ratios show some measures of
riskiness in the banks.

Table 1: Descriptive statistics on capital adequatips

n Min Max Range Mean  Std. Dev
Share capital to loans14 1.4 18.2 16.8 4.9 4.65
& Advance ratio
Share capital to Risky 14 0.5 6.8 6.3 2.3 1.99
Assets Ratio
Shareholders’ funds tp 14 (159.1) | 80.2 239.3 29.2 55.32
loans & Advances
ratio
Shareholders’ funds tp 14 (48.8) 60.5 109.3 18.9 24.04
Risky Assets Rat
Shareholders’ funds tp(48.0) | 57.5 105.5] 23.6 28.65
customers  deposits
Ratior

Source: Computed from Various Annual Reports & Aads, 2008, 2009

Table 1 above shows that there is a very high @egfevariability among the banks in terms of the
calculated ratios. For instance, while the meamesbapital to loans and advances ratio is 4.9%tésdard
deviation is 4.65 and a range of 16.8%. For shdden® funds to loans and advances ratio, meaf.2%2
with a standard deviation of 55.32 over a range3¥.3%. The story is the same for shareholdersigun
risky assets ratio and shareholders’ funds to custs’ deposits ratio.

As is seen for the share capital to loans and abgratio, it is suggestive that there is a grnadeéquacy

in the capitalization of the banks in terms of #ility of the banks to use capital to cover ttsk Greated

by probable default in recovering loans and advaengemean ratio of 4.9% means that only 4.9% of the
loans and advances are covered by capital. It ise morrisome for banks with a ratio as low as 1.4%.
When extended to cover all the risky assets ob#riks the situation appears even more worrisonsgesh
capital in the banks is only offering a coveringaof average of 2.3% of the assets. If these assetsne
toxic, coverage offered by share capital looks gjsomadequate.

When expanded to include all the constituents oftgdunds, the covering is still not very promiginn
terms of covering loans and advances, only 29.2%oweérage is offered, if the assets to be coveredla
the risky assets, it means that only 18.9% of sissets are covered by the banks equity funds.

When we also look at the covering offered to cusiamwhose deposits are only covered by be banks’
shareholders funds to the tune of only 23.6% tisem to be capital inadequacy. The situation i eve
more pathetic for the bank whose ratio in this rdgas negative because it has negative sharelsolder
funds. The maximum covering offered by equity fuimdany of the banks is 57.5% and as low a minimum
as -48%. Long-term indebtedness was not consideptt of this coverage because it would suggest th
we are talking of using one form of liabilities¢over other liabilities.

5 Conclusion and Recommendations
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It is obvious from the above analysis that thera ggeat disparity among the banks in terms of tegital
adequacy, they have different capitalization. Thiume of the activities of the various banks idetiént
from bank to bank and they need different capisaiebfor their activities.

Also the capitalization of the banks in Nigeria ears to be inadequate and therefore it is indieativthe
need for recapitalization. The supporting capitalthe operations of the banks appears to be inadeq

The above scenario suggests that if there is arncaigis in the financial sector, the banks are wetl
positioned to withstand the resulting stress. éir¢his any major run on the banking system, theesysnay

be plunged into instability.

To ensure stability and growth of the banking systthere is the need to demand higher recapitadizat
from the banks.

Also very important is the quality of capital. Régors should ensure that only quality capital is
recognized in assessing the capital adequacy ddsban

Similarly, the banks should not be given blanketimum capitalization requirements. The capitalati
expected of each bank should be a function of sm&sure of the volume of activities by the banlchsu
activity levels could be average outstanding awslrs’ deposits, loans and advances or risky asBeits
would mean that bank capitalization would not laistout based on some dynamics within the banks.

To make the above effective, the regulatory auttesrishould demand higher standard of corporate
governance from the banks. Among the requiremehtes banks must practice higher transparency and
minimize window dressing and unethical creativecaoting. The above requires of the regulator to be
more committed, and thorough in their monitoring @emand for best practices from the banks.
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