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ABSTRACT

The study examnedthe relationshi p bet weenthe degree of conpetition andthe level of
effidency of commnercial banks in N geria from 1990 to 2008, The study also deter mnes the
degree of conpetition as well asthe level of effidency of comnercial banks inthe country.

Our study nmade use of secondary data obtained fromthe annual reports and financial
state nents of fifteenindividual commercia banksin N geria for the period 1990 — 2008. Both
descriptive statistics and econo netric techniques were e nployed in analysing our data. Inthe
descriptive analysis, we nade use of tables, charts, ratio and percentages, while in the
econoretrictechni ques; we measure conpetition byt he Panzar —Rosse H statistic, and nmeasure
the level of efficency withthe translog cost function of the stochastic frontier approach The
relationshi p bet ween the degree of conpetition andthe level of efficency were anal ysed using
the dynamc panel generalised nethod of nonent wth fixed effect.

The results showed that the N gerian commnercial bankis characterised by monopalistic
conpetition wththe value of Hstatisticsignificantly different fromzerofor all the periods and
sub-sanpl e periods. The val ue ranges bet ween 0.0925 and 0. 1168 For thelevel of efficiencyin
the banking sector, the results showed that commercial banks in N geria are efficent inthe
observed sanple period wth nean effidency value less than 0.3% The results of the
relationshi p bet weent he degree of conpetition andthe level of efficiency of comnercial banks
in Ngeriashowed that conpetitionis positive and significantly relatedto efficiency wthat-
statistic of 24512 and coeffident of 0.1639 at 5% level of significance. This result was
corroborated byt he panel GMM whi ch equall yshowedthat co npetitioni nfluences efficiencyin

the N gerian banki ng sectar wth at-statistic val ue of 2 1584.
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The study concluded that the degree of conpetitioninthe N gerian banking sector is
positivel yrelatedtot helevel of effidency, whichcorroboratestheirtutive positiveinfl uence of
conpetition on effidency.
No of words: 320

Key words: conpetition Efficiency, comnercial banks, stochastic frontier, H-statistic
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CHAPTER ONE

I NTRODUCTI ON

11 Backgroundtothe Sudy

The soundness of the financial instituions is ani nportant elenent inthe health of the
nation Thisis as aresult of the keyroesthey playinthe devel opnent of thereal sector andin
the effident all ocation of resources wthinthe econony. The i nportant functions perfor ned by
the comnercial banks withinthe economy can be classifiedinotwo najor categories nanely,
the deposit creating function andthe service-rendering function The deposit creating function
entails the lending and investing activities of the commnercial banks. The service rendering
functions i nclude anongst a hers, provision of facilities for domestic and forei gn re mttances;
collection of cheques, drafts nates, and ot her obligations for t heir custoners; operation of paying
andrecei ving handt o hand currency (financial i nter nedi ati on); and provision of facilities for t he
safekeepi ng of val uables. Al these functions are regarded as t he operati ons of comnercial banks
which are used as a neasure of their efficiency when perfor ned effectivel y and efficiently.

These functions have been supported by Schumpeter (1911), who argued that financial
inter nediationthroughthe banki ng syste mplayed a vital raeinecononc devel opnent t hrough
efficdent all ocation of savi ngs, thereby i nprowvi ng productiuty, technical change andthe rate of
economc growh This was also corroborated by the endogenous growh nodel postuate t hat
financial developnent has a positive i npact on the growth of the econony. That is, well
functioning financial systens are able to nobilize savings, allocate resources, effidertly,
di versify risk and enhance the flowof liqui dity.

As aresult of thei nportance of the financial systens andthe fact that the ahility of the

banks t o effectivel y i npact on econonic devel oprent depends largely ontheir soundness and
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effidency, governnent all over the world N geriainclusive, continuetotake various nmeasures
tosafeguardthe banki ng sector through refor ns.

The Ngerian banking system has experienced sone fundamental changes since
independence which occur as a resut of changesin government polides. A independence, the
banki ng nmarkets were dom nated by relativel ys mall number of foreign banks. After about three
and half decades, the number of banks expanded and the ownership structure diversified
Intidly, it was domnated byt he publicsector banks, andlater (1992t o be specific). The private
sector banks becane the dom nant particpants. As at this period the governnent irntervenedin
the banking marketsto contrd resource all ocation and pronote the i ndi geni zati on policy of the
economy. The policdes of financial repression pursued bythe governnent directedat the Central
Bank of N geria(CBN duringthis period wasto contrd interest rates, vol une and direction of
credit inthe econony.

By 1970, the federal government had acquired equitystakeinall the foreign banks while
a nunber of ot her banks were set up by the state governnents. Aso inthelate 1970s, the CBN
instructed the commercial banks to establish branches inthe rural areas as a result of the
intiaion of the rural banki ng schene. The policy of financial repressionand public ownership
of the banks pursued by the government had significant consequences for the banking mar ket.
Hrst, conpetition was stifled; it provides sone degree of pratectiontoinefficent banks, but the
financia perfor mance of the public sector banks was nevertheless poor. The policy of lending
loans tothe prioritysectorsinaccordance wth credit guidelines assisted inbuildng upthe non
perfor mng loans inthe portfaiocs of the federal and state governnent banks.

Many of the state governnent banks were bady nanaged and served as a source of

finance for their owners. However, the larger federal governnment banks were able to avoid
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serious financial difficulties, despite their bad debts and high overheads. They retained
experienced nmanage nment, the cost of their deposit base was lowand their size enabledthemto
be well diversified But extensive bad debts rendered sone of the s maller federal government
banks and nany of the state governnent banks insol vert.

Inspite of the various regul ati ons and cl ose control of the banki ng syste mt o enhance its
stahility, the financial systemin N gerig can ingeneral, be saidto be relativel yinefficdent wth
alarge number of banks and a s mall market ( Aayi and § o 2006). Thisinefficencyis partialy
due tothe highrates of inflation msnanagenent and fraud inthe public and private sector
banks whichledtoexcessive waste of resources. The rating of licensed banks in 2003 shows t hat
11 banks were sound, 53 were found satisfactory, 14 were found narginal, and 9 were found
unsound ( W man, 2005).

Fraud as one of the serious economc cri nes being perpetratedin our banki ng industry
todayisthe use of fraudulent neansto obtain noney, assets’, or ot her property owned or hel d by
financia instituions or to obtain nmoney fromthe depositors. The incidences of nassive fraud
and forgeries pervade the N gerian banking systemand it has contributed significantlytothe
failure of nost banks. Itis a plaguethat has continuedtoexist despitet heincreasi ngsurveillance
by the nonitoring authorities that is responsible for the safety and soundness of the entire
banking system Inthe N gerian Deposit Insurance Corporation ( ND Q report of 2009, there
were 1764 reported cases of attenpted frauds and forgeries involving NAL 2 billion that year
conmparedto N63. 5 hillionin 2007 out of which 10 banks accounted for N37. 18 billion afigure
that is higher thanthe 2008 figure of N34.31 hillion. Beforethis period cases of fraud reported
incomnercia banks were about 180 in 1996, 132 in 2002 and 131in 2003 andthe anount

involved was N427. 13million N872 3 nmllion and N4870.90nllionin 1996, 2002 and 2003
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respectivel y (ND C Annual Reports Satenent of Accounts of several Years). The case of fraud
reported above, resulted to huge financia |osses to banks andtheir customers, the depletion of
the sharehol ders’ funds and banks’ capital base as well as1oss of confidenceinthe sector. It has
alsoresuitedtothe fall of nost banks and organizations which eventually ledtotheir closure.
Sone of the fraud perpetrated was as a result of presentation of forged cheques; posting of
fictitious credits, fraudulent transfers and wthdrawals, 1oss of noney to ar ned robbers and
lodgent of stoen warrants. Q hersinclude; granting of unaut horized credits and per petrati on of
AT Mfrauds accounted for the largest proportion

Foll ow ng fromt he above, it coul d be observed that a numnber of features characterized
the N gerian banking system This include capital deficiency andinsdvency, highincidence of
non-perfor mng |oans/poor asset quality, weak managenent and declining nargins, poor
cor porate gover nance/ non-conpliance wthregulations, grossinsider abuse, over dependence on
public sector deposits, governnent revenue collections, and over reliance on the foreign
exchange narket for incone through “round tripping” of officially sourced forei gn exchange.

Based on al these, there isthe need for further refor ns inthe banki ng sector.
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