AFIT Journal of Marketing Research Volume 3, ISSN: 2756-519X July, 2023

CORPORATE GOVERNANCE EFFECT ON BANK PERFORMANCE IN NIGERIA

AGUNOBI, CHIGOSIMUZO!
Department of Banking and Finance, AFIT Kaduna
agunobigosim@gmail.com | cc.agunobi@afit.edu.ng

+234 (0)7031023360

AKU, ATTA SAMUEL, Ph.D
Department of Business Administration,
Nasarawa State University, Keffi.
akusamatta@gmail.com

AND

ISAAC IRENE Ph.D
Department of Management Studies
Nigerian Defence Academy
Isaacirene668@gmail.com

Abstract

This research paper focused on the effect of corporate governance on performance of Nigerian deposit banks.
Management is crucial to the ultimate survival of any organization, and the financial institution is not an
exemption. Due to the critical role played by banks in the economy, it is paramount that effective governance
of these banks is implemented to avoid any possible failure among other variables that could lead to bank
failure. Multiple regression model was adopted as the methodology for this study. Return on average assets
(ROAA) was adopted as the proxy for bank performance and liquidity ratio (LR) was adopted as proxy for
corporate governance. Secondary data sourced was based on 20 years (2001 — 2020) progressive annual
reports and financial statement of the central bank of Nigeria, Nigerian deposit insurance commission. From
the regression result, the coefficient of LR is positively signed and its p-value is less than 0.05, which implies
corporate governance has a positive and significant impact on bank performance.
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Introduction

The issues of corporate governance and risk management in banking operation are closely linked. A common
factor in the past corporate failure has been lack of effective control over the banks by the board of directors
and the absence of effective risk management. In Nigeria, the free banking era ended with the promulgation
of the 1952 Banking Ordinance to help reduce incidence of bank failures. This notwithstanding, Nigeria still
experienced a series of failures between 1952 and 1958. Only four out of the indigenous 25 banks operating
at the time, survived; the others collapsed. With the passing of the Central Bank of Nigeria (CBN) Act of
1958, the bank came into full swing by 1959 and the entire banking industry then came under the supervision
of CBN. There was an improvement from then on banking operation in Nigeria. Before 1988, the World Bank
Team that reviewed the banking system in Nigeria pointed out first symptoms of distress in the Nigerian
Financial System and recommended the establishment of Nigeria Deposit Insurance Corporation (NDIC),
which took off in February 1989.

Between 1989 and 1996 particularly, the Nigerian banking industry recorded very high distress when the

identified number of distressed banks increased from 8 to 52 out of the 84 banks operating at that point (NDIC

annual report, 2015). Within this period, another round of banking crisis was witnessed resulting from the
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political instability caused by the annulment of the 1993 presidential election by the military government.
Following the political instability, in 1994 and 1995 was the revocation of the licenses of five banks. Also,
between 1995 and 1996, CBN took over the management of 17 distressed banks. Subsequently in 1986, CBN,
acting under the Banks and Other Financial Institutions Act of 1991 (as amended), revoked the licenses of 26
banks effective January 16, 1998. The revocation was necessitated by the financial distress of those banks at
that time.

Literature Review

A common factor responsible for previous corporate failures has been linked to ineffective control by banks'
board of directors of banks activities and lack of effective risk management. The obvious thing in most cases
is that s good intentioned board may be failing in carrying out its oversight functions appropriately (Manab,
2010). Amongst the duties expected from Directors of Banks is to ensure that an effective system of risk
management is in place, that is, that the operators are aware of the risks the bank is facing and that a system
for monitoring and controlling them is in place. Based on this, it could be seen that risk management is a part
of corporate governance in banking operation.

Corporate governance is the system by which business corporations are directed and controlled. The corporate
governance structure specifies the distribution of rights and responsibilities among different participants in the
corporation, such as other stakeholders, and spells out the rules and procedures for making decisions on
corporate affairs. By doing this, it also provides the structures through which the company objectives are set,
and the means of attaining those objectives and monitoring performances. (Bruner, 2018).

By 2006, most Central Banks in both developed and developing countries of the world have commenced the
implementation of good corporate governance rules and risk management control of their operations in line
with BCBS rules. These steps reveal concern on the part of the central banks of these nations regarding the
significance of the link between corporate governance, risk management, regulation, and bank performance.
(CBN/NDIC, 2020).

Effective corporate governance practices are essential to achieving and maintaining public trust and
confidence in the banking system, which are critical to the proper functioning of the banking sector and
economy as a whole. Poor corporate governance can contribute to bank failures, which can in turn pose
significant public costs and consequences due to their potential impact on any applicable deposit insurance
system and the possibility of broader macroeconomic implications, such as contagion risk and impact on
payment systems. (Lehner, 2013). This has been illustrated in the financial crisis that began in mid-2007. In
addition, poor corporate governance can lead markets to lose confidence in the ability of bank to properly
manage its assets and liabilities, including deposits, which could in turn trigger a bank run or liquidity crisis.
In addition to their responsibilities to shareholders, banks also have a responsibility to their depositors and to
other recognized stakeholders. The legal and regulatory system in a country determines the formal
responsibilities a bank has to its shareholders, depositors, and other relevant stakeholders.

Empirical Literature

Ifeanyi Desmond Nworji, Olagunju Adebayo and Adeyanju Olanrewaju David in their journal paper titled
“Corporate Governance and Bank Failure in Nigeria: Issues, Challenges and Opportunities” set out to
investigate issues, challenges and opportunities associated with corporate governance and Bank failure in
Nigeria and to see if a significant relationship exists between corporate governance and Banks failure. Relevant
data were collected from the staff of eleven randomly selected commercial banks based in Lagos, using a well-
structured questionnaire. The statistical technique for data analysis and test of hypothetical proposition is
Pearson product coefficient of correlation(r.) The result of the findings revealed that the new code of corporate
governance for Banks is adequate to curtail Bank distress and that improper risk management, corruption of
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Bank officials and over expansion of Banks are the key issues why Banks fail. The study concluded that
Corporate Governance is necessary to the proper functioning of banks and that Corporate Governance can
only prevent bank distress only if it is well implemented. Finally the study recommends: that corporate
governance should be used as a tool to help stem the tide of distress, as it entails conformity with prudential
guidelines of the government; the Central Bank and NDIC should enforce the need for all banks to have
approved policies in all their operation areas and strong inspection division to enforce these policies; that
government owes the country a patriotic duty to establish and sustain macroeconomic stability in order for the
banking system to perform at its optimum capacity , economic and political stability can help prevent bank
distress and more importantly, is the need for qualified staff in the banking system as this will enable the
utilization of expertise, skill and care in the performance of duties by staff, this will lead to better performance.

Babalola Adeyemi (2011) paper “Bank failure in Nigeria: a consequence of capital inadequacy, lack of
transparency and non-performing loans?” stated, in spite of the 1952 Banking Ordinance, the Nigerian banking
sector has experienced a number of bank failures. The period of 1994-2003 also witnessed a wave of systemic
distress culminating in another round of bank failures. Notwithstanding the heavy impact this ugly and
recurring development has inflicted on this sector, the 2004 Banking Sector Reforms swept away 14 additional
banks. The tenacity of bank failure in the country therefore became a matter of grave and utmost concern not
only to the entire nation in general but to the practitioners and the academia. The aims of this study are to
establish the main factors responsible for bank failure in Nigeria, to assess the extent to which these identified
factors are accountable for this failure and to ascertain other factors that may be responsible for it.
Consequently, this paper has identified capital inadequacy, lack of transparency and huge non-performing
loans as major causes of bank failure in Nigeria. These factors were examined and the extent to which they
have been accountable for bank failure in Nigeria were determined. Aside these factors, the author did not pay
attention to other factors that may be responsible for bank failure which include ownership structure,
weak/ineffective internal control system, and poor management among others. Simple percentages were used
to describe the data presented and the conclusion drawn was that these three factors have been the main reasons
of the incessant bank failure. The paper recommends full disclosure of all financial transactions and the
separation of the post of the chairman from that of the managing director for all the banks.

Methodology

This section of the article discusses the form and variables included in the study. The distribution pattern of
data and applied statistical techniques in investigating the relationship between corporate governance and bank
performance. The study adopts secondary data which were collected from the central bank of Nigeria annual
report and statistical bulletin, Nigerian deposit Insurance Corporation, Nigerian stock exchange and the World
Bank index portal.

Variables
This study identified key variables that influence bank performance. They include the dependent and
independent variables

Dependent Variable

This study adopts return on average assets (ROAA) as proxy for bank performance. ROAA reflects the
ability of a bank’s management to generate profits from the bank’s assets. Average assets are being used in
order to capture any difference that occurred in assets and equities during the fiscal year.

Independent Variable

Liquidity ratio (LR) was also adopted as a second independent variable and proxy for corporate governance.
Liquidity ratios measure a company's ability to pay debt obligations and its margin of safety through the
calculation of metrics including the current ratio, quick ratio and operating cash flow ratio.
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Macroeconomic Variables
In order to capture the effect of the macroeconomic environment, the two macroeconomic variables adopted
are annual percent change of GDP (GDPC) and annual percent change of inflation (INF).

This macroeconomic variable was adopted because GDP is a measure of total economic activity within an
economy. Higher economic growth encourages banks to lend more and permits them to charge higher
margins and improving the quality of their assets. Previous studies found that economic growth has positive
effect on bank’s performance.

Dummy Variable

Corruption perception index (CPI). CPI was adopted as a dummy variable, it is no longer a hidden fact that
corruption plays a key role in bank failure and the economy at large. With the case country (Nigeria) ranking
high in the CPI, it would be interesting to see what effect this would have on my model.

Model Specification

To find the relationship between independent and dependent variables we employ descriptive statistics, and
multiple regression analysis in common effect setting;

ROAA: = f (NPL, LRy, GDPC;, INF;, CPly)

In a broader sense, this can be rewritten as:

[ ]
ROAA
Where;
ROAA

for corporate governance with liquidity ratio (LR) as proxy;
= Bo+ B1 [LR] + B2 [GDPC] + B3 [INF] + ¢

= Return on average assets [Dependent Variable]

B0 = Constant

B1 — B3 = Regression Coefficients

LR = Liquidity ratio [independent variable]

GDPC = annual percent change of GDP [control variable]
INF = annual percent change of inflation [control variable]
€ = error term

Interpretation of Results
The results of descriptive statistics and multiple regression analysis are explained below:

Descriptive analysis (table 1) shows the descriptive statistics show that the mean value of the
profitability of banks included in the study was 75% and volatility is significantly high. Standard
deviation of 1.40%. The maximum value for ROAA is 40.26% while the minimum is 18.44%.
Multiple regression analysis (table 2) shows that Corporate governance, statistically measured with
liquidity ratio [LR] has a positive coefficient value [5.178621] with a p-value [0.02]. The R? which is
a show of the goodness of fit of the model is 0.63 which means 63% of variation in LR was explained
by the regressors and about 37% of the relationship is explained by factors not captured by the model.
The adjusted R? of 0.54 [54%] takes account of a greater number of regressors if included and it still
explains 54% variation in the dependent variable. The F-statistic of 7.029614 with prob. 0.005 less
than 0.05 critical value shows that the overall regression is significant and can be used for meaningful
analysis. Durbin-Watson statistic [DW] value of 1.57 approximately 2.0, shows that there is no
evidence of serial autocorrelation.

The test for stationary properties of the series following the Augmented Dickey Fuller statistics (table
3), shows all the variables were found to be stationary at order 2. The p-values of each variable are all
less than 5% [0.05], which validates the stationary of each variables. Durbin-Watson statistic value of
each variable tested is very significant at either 2.00 or greater than 2.00, this simply indicates the
absence of autocorrelation.
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Table 1. Descriptive statistics.

ROAA LR GDPC INF
Mean 0.7540 8.8241 2.5156 1.7797
Max 40.26 536.85 8.443 5.393
Min -18.44 -99.6 -2.171 -0.887
Std. Dev. 1.4016 15.4351 1.6111 1.1022
Observations 20 20 20 20
SOURCE: Researcher’s Eview output
Table 2. Multiple regression analysis
Dependent Variable: ROAA
Method: Least Squares
Included observations: 20
\Variable Coefficient  [Std. Error t-Statistic Prob.
C 148.2851 39.24789 [3.778169 0.0026
LOG(LR) 5.178621 11.94236 [-0.433635 0.6722
LOG(GDPC) -10.91105 7.670542 |-1.422461 0.1804
LOG(INF) -7.976453 1.885049 -4.231431 0.0012
R-squared 0.637340 Mean dependent var 46.53140
IAdjusted R-squared 0.546675 S.D. dependent var 0.010712
S.E. of regression 6.066860 Akaike info criterion 6.655877
Sum squared resid 441.6815 Schwarz criterion 6.849024
LOG likelihood -49.24702 Hannan-Quinn criter. 6.665768
F-statistic 7.029614 Durbin-Watson stat 1.570559
Prob(F-statistic) 0.005536 |
SOURCE: Researcher’s Eview output
Table 3. Augmented Dickey-Fuller unit root test
Variable | ADF Critical value at 5% | p-value at 5% | Order of Durbin-Watson
integration
ROAA | 3.934451 | 3.612199 0.0011 1(2) 2.256735
LR 4.784079 | 3.612199 0.0001 1(2) 1.503828
GDPC | 7.318057 | 3.612199 0.0000 1(2) 1.580122
INF 4.332446 | 3.612199 0.0004 1(2) 1.982854

Source: Author’s Eview computation 2017

Key: LR: liquidity ratio. GDPC: annual percent change in GDP. INF: annual percent change in inflation.

Concluding Remarks

Corporate governance has a positive and significant impact on bank performance. Corporate governance is
the system of rules, practices and processes by which a firm is directed and controlled. This essentially
involves balancing the interest of a company’s many stakeholders. From the analysis of this dissertation, it
clearly shows that corporate governance does have an impact on bank performance, so the bank has a good
governance system, which would lead to actual positive growth of the bank. But if the governance is made up
of incompetent staff or they mismanage the corporate body of the bank, it’s just a matter of time that they

would lead to a bank to total failure.
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The fundamental implication of the study is to inculcate into the psyche of bank operators the new model of
risk management and corporate governance that would guarantee the survival and profitability of the banks.
This would in turn guarantee the safety of depositors’ funds in banks and save the society of possible systemic
failure in the Nigerian banking system especially the payment system which obviously would affect the society
as a whole adversely. This stands as a major positive implication drive in the financial sector, as the safety of
depositor’s funds by the avoidance of bank failures would help family stability and societal peace. Also, the
avoidance of bank failures would save the tax-payers' funds used in bailing out illiquid but solvent banks
through the Central Banks.
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