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ABSTRACT 

This study is on analyzing the determinants of credit risk in Nigerian Deposit Money 

Banks (DMBs). The study employed secondary data, sought from the financial 

statements of the banks from 2011-2020 and adopted the specific variables and macro-

economic variables thereof. The data were measured with panel data regression method. 

The findings revealed that Loan Loss Provision/Total Loan, Total Loan/Asset Ratio, 

Gross Domestic Product Growth, and Inflation had a positive and significant relationship. 

The results also showed that Bank Liquidity and Capital Adequacy Ratio had a negative 

and significant relationship. In line with the outcome of the study, it is thus 

recommended among others that banks’ management should endeavor to develop 

rigorous and robust credit policies that will enable efficient and effective assessment of 

the creditworthiness of banks’ customers.  
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Introduction 

Bank exist not only to accept deposit but also to grant credit facilities, this business 

activity therefore inevitably exposed banks to huge credit risk which might lead to 

financial distress including bankruptcy. The Basel Committee on Banking Supervision 

[1999] defined credit risk as the probability that a bank borrower or counterparty will 

fail to meet its obligations in accordance with agreed terms or the possibility of losing 

the outstanding loan partially or totally due to credit events (BCSB 2001).Credit creation 

is the main income generating activity for the banks kargi (2011).Adequate management 

of credit risk is critical for the survival, growth and development of banks. 

However, despite the creation of Risk Management Department in all  the banks, which 

is responsible for managing the banks  risk including credit risk, available records shows 

that the spate of bad loans [non-performing loans]was as high as 35% in Nigeria deposit 

banks between 1999 and 2009,Sanusi (2010).The increasing level of performing loan 

rates in banks books, poor loan processing, undue interference in the loan granting 
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process, inadequate  or absence of loan collaterals among other things are linked with 

poor and ineffective credit risk management that negatively impact on banks 

performance. This is a very disturbing phenomenon because the high level of non-

performing assets in the bank`s portfolio if not brought under control, might erode the 

capital base of the banks and reduce its profitability. The worst case can happen where 

liquidation or bankruptcy may occur due to the banks inability to manage its risk 

efficiently. Can it be concluded therefore that the current credit risk policies are 

ineffective in controlling credit risk in Nigeria banks, is there a lax in the implementation 

of credit risk policies ,and to what extent their performance can be augmented by proper 

credit risk management policies and strategies? These are questions which previous 

studies have not fully answered. It is therefore the crux of this study to answer these 

questions by examining the credit risk indicators and performance of selected banks in 

Nigeria thereby attempting to make a modest contribution to literature on credit risk. 

The paper has five sections, section one is the introduction, section two contains the 

literature review and theoretical framework, section three is the methodology, section 

four is the empirical results and discussion while section five is the conclusion and 

recommendation. 

 

METHODOLOGY 

The study population is the public  financial institutions .These banks are Guaranty Trust 

Bank Plc., Access Bank Plc., Union Bank Nig. Plc., Fidelity Bank Plc., and United Bank for 

Africa, first bank, United bank for Africa Zenith bank Plc., First city monument bank Plc. 

will be considered within the scope and area of study earlier described. This is because 

the annual report for 2019 shows that these banks ranked as top ten banks in Nigeria. 

The sampling size/techniques to be used in this research work include simple random 

sampling techniques. A simple random sampling technique is imposed in each stratified 

population to respond to research questions of the study.  

The research methods used for the data collection will be secondary data. This is because 

the data from the variables were collected from the fact books of the central bank of 

Nigeria as well as the deposit money banks. Secondary data is collected through the use 

of past records. Secondary data is any information that has been collected, researched or 

published. The sources of secondary data include internet, textbook, journals, 

newspapers, company respondents and publications, past project work and so on. The 

sources of secondary data include internet, textbook, journals, newspapers, company 

respondents and publications, past project work and so on. 

The audited annual financial statement of selected banks, financial publications and 

reports from the Central Bank of Nigeria covering the period 2011 -2020 will be 

analyzed. Selection of these periods is justified based on the fact that it was plagued with 

a number of corporate frauds arising from poor corporate governance practice and 

institutional failures. However, a total of 8 listed banks in Nigeria were selected and 

analyzed for the study using the purposive sampling method. Nevertheless, in analyzing 
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the research questions, the study adopted the use of both descriptive statistics and 

econometric analysis using the time series regression. 

 

Statement of the Problem 

Deposit money banks (DMBs) create loans from deposits from customers and these 

loans are major income generating source for majority of the banks. However this 

intermediation function of DMBs is associated with enormous risks to both the banks 

and the deficit units. Banks are now working so hard to attract the massive number of 

people who are not banking with them. This has led to an increase in banks” surplus 

units and deficit units as well. With the aim of increasing revenue and gaining a large 

portion of the market share, many banks have given out loans and advances which could 

not be recovered leading to a massive growth in non-performing loans [NPLs] in their 

accounts. This has become a worrisome situation for banks and other stakeholders. 

Credit risk and bank performance of listed banks in Nigeria revealed that ratio of non-

performing loans and bad debt do not have a significant negative effect on the 

performance banks in Nigeria. While  secured and unsecured loan ratio and banks 

performance was not significant (Uwalomwa,Uwuigbe & Oyewo,2015).The Effect of 

credit Risk on the Banking Profitability :A case on Bangladesh,2015 finds a robust 

negative and significant effect of Non-Performing Loan to Gross Loan (NPLGL),Loan Loss 

Reserve to Gross Loan(LLRGL)on all profitability indicators. 

The analysis also finds a negative and significant effect of Capital Adequacy Ratio (CAR) 

on Return on Average Equity (ROAE).it also reveals that the effect of the implementation 

of Basel is significantly positive on Net Interest Margin (NIM) but significantly negative 

on ROAE (Abu,Sajeda & Mustafa,2015).With respect to the issues raised, it can be said 

that the effect credit risk has on banks financial strength (profitability)cannot be 

undermined. 

However, the study carried out by Ogboi et al.(2013) on the topic “Analyzing The 

Determinants of Credit Rick For Money Bank In Ghana” showed that sound credit risk 

management and capital adequacy impacted positively on the financial performance 

with the expectation of loan and advances which was found to have a negative impact on 

banks profitability. 

According to Purwanto (2011) credit risk is a risk faced by bank for channeling funds in 

the form of loans to customers. Due to various reasons, customers are unable to fulfill 

their obligations such as principal and interest payment, thus the bank suffers losses due 

to interest expense incurred for customer deposits. The increase in non-performing 

loans caused revenue and profits to decline which lead to bankruptcy. Thus, this 

phenomenon of increasing number of bankrupt firms should be taken into account by all 

market players in order to derive a more sophisticated tool to mitigate the bankruptcy 

problems. 

Therefore, this identified gap necessitates this study to analyze the determinants of 

credit risk. Thus, this gap makes this present research different from those publication 
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so far on the determinants of credit risk for deposit money banks in Nigeria because no 

study conducted on analyzing determinants of credit risk for deposit money banks in 

south west Nigeria. 

 

Theoretical Review 

The theory was first developed by Schwartz (1974) is the anchor theory for this study. 

The theory infers that suppliers may have an advantage over traditional lenders in 

checking the real financial situation or the credit worthiness of their clients. Suppliers 

also have a better ability to monitor and force repayment of the credit. All these 

superiorities may give suppliers a cost advantage when compared with financial 

institutions. Three sources of cost advantage were classified by Petersen and Rajan 

(1997) as follows: information acquisition, controlling the buyer and salvaging value 

from existing assets. The first source of cost advantage can be explained by the fact that 

sellers can get information about buyers faster and at lower cost because it is obtained 

in the normal course of business. That is, the frequency and the amount of the buyer’s 

orders give suppliers an idea of the clients’ situation; the buyer’s rejection of discounts 

for early payment may serve to alert the supplier of a weakening in the credit-worthiness 

of the buyer, and sellers usually visit customers more often than financial institutions do. 

 

 Firm Characteristics Theory  

These theories predict that the number of borrowing relationships will be decreasing for 

small, high quality, opaque in terms of information and constraint firms, all other things 

been equal. Robert and Gary (1994) state that the most obvious characteristics of failed 

banks is not poor operating efficiency, however, but an increased volume of non-

performing loans. Non-performing loans in failed banks have typically been associated 

with regional macroeconomic problems. DE Young and Whalen (1994) observed that the 

US Office of the Comptroller of the Currency found the difference between the failed 

banks and those that remained healthy or recovered from problems was the caliber of 

management. Superior mangers not only run their banks in a cost efficient fashion, and 

thus generate large profits relative to their peers, but also impose better loan 

underwriting and monitoring standards than their peers which result to better credit 

quality, Kargi (2011). 

 

Theory of Multiple-Lending  

It is found in literature that banks should be less inclined to share lending (loan 

syndication) in the presence of well-developed equity markets. Both outside equity and 

mergers and acquisitions increase banks‟ lending capacities, thus reducing their need of 

greater diversification and monitoring through share lending. This theory has a great 

implication for banks in Nigeria in the light of the recent 2005 Consolidation exercise in 

the industry. 
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The Signaling Arguments  

The signaling argument states that good companies should provide more collateral so 

that they can signal to the banks that they are less risky type borrowers and then they 

are charged lower interest rates. Meanwhile, the reverse signaling argument states that 

banks only require collateral and or covenants for relatively risky firms that also pay 

higher interest rates. 

 

Credit Market Theory  

A model of the neoclassical credit market postulates that the terms of credits clear the 

market. If collateral and other restrictions (covenants) remain constant, the interest rate 

is the only price mechanism. With an increasing demand for credit and a given customer 

supply, the interest rate rises, and vice versa. It is thus believed that the higher the failure 

risks of the borrower, the higher the interest premium.   

The theoretical framework for this study factors the degree of openness of an economy 

in the analysis of the influence of both internal and external factors on interest rate 

movements in a semi-open economy like Nigeria. Suppose we have a closed economy, in 

which there is no inflow or outflow of capital and the demand for money is the demand 

for real money. In such an economy, money is held by the economic units purely to 

finance transactions and increase the demand for money with real output. However, it is 

worthy of note, that holding money has an opportunity cost that is measured by the 

nominal rate of interest, with higher interest rates discouraging the holding of wealth in 

the form of money. If M is assumed to be the nominal stock of money and P is the price 

level, real money demand is defined as M/P, which is a function of the interest rate, i and 

the output, Y. Short run equilibrium in the money market exists, when the demand for 

money is equal to the supply of money. 

 

Conclusion, Recommendation and Suggestions for Further Study 

Conclusion 

The objective of this research paper was to analyze the effect of interest rate on the 
profitability (ROE) on DMBs; the effect of inflation rate on the profitability (ROE) on 
DMBs; the effect of exchange rate on the profitability (ROE) on DMBs. The regression 
results show that the interest rate has significant effects on the profitability (ROE) in the 
DMBs (Alternate accepted). The value of R2 shows that interest rate affects the 
profitability (ROE) of about 19 percent. But in case of ROE the inflation rate only affects 
25 percent the profitability. The inflation rate has significant effect on their return on 
equity (ROE). In ROE of DMBs, the exchange rate affects significantly the profitability of 
about 34 percent. We can conclude that in the proxy of profitability in DMBs, the interest 
rate, inflation rate and exchange are determinants of credit risks in DMBs (Deposit 
Money Banks) 
 

Recommendation 

 Profit oriented objective is the main reason why banking business come to existence. 

This profit is measured by either Return on assets (ROA) or Return on Equity (ROE). 
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Banks operations and activities are focusing on profit making objective. Managements 

have to formulate policies on determinants that have effect on the profitability of banks. 

The policies are on credit risk, market power and exchange rate which are bank specific 

and industrial/macroeconomic determinants. Thus, this research study recommends 

that managements should continue to:   

i. Regulatory bodies should ensure that they continue to maintain low level of 

Credit risk in order to increase the profitability of organizations like banks. 

This is because the insignificant decline in credit risk has negative effect on the 

profitability of banks.  

ii.  Government should maintain a good exchange rate in order to aid the 

profitability of banks in Nigeria. 

 

Suggestions for Further Study  

The researcher tried to explain the impact of credit risk; determinants (Return on Equity, 

Interest Rate, Inflation Rate, and Exchange Rate) on the profitability of deposit money 

banks in Nigeria. Other variables should also be used by future researchers to conduct 

the same study. 
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