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Abstract  
 
Profits of banks are often under pressure of huge nonperforming loan portfolios and this creates 
weaknesses in the financial strength of banks, and sometimes leads to distresses and collapse of such 
entities with negative consequences on stakeholders. This study investigates the effects of risk asset 
management on the profitability of commercial banks during the post consolidation era in Nigeria. 
Cross- sectional research design was adopted and panel data on three proxies of risk assets and 
financial performance indicators were collated from the audited annual report of selected banks.  
Data were analysed using descriptive and multiple regression techniques. Results indicate that loans 
and advances, derivative assets and liquidity have no significant effect on ROA, ROE and EPS during 
the post consolidation era. With the risk assets accounting for less than 3% of the variations in the 
three financial performance measures, the study concludes that regulatory measures introduced 
during the post consolidation banking era have positive trade-off effects on banks performance. This 
study, therefore recommends that bank executives should improve and sustain high level of prudence 
in management of their risk assets while maintaining efficient liquidity level in the banking sector. 
 
Keywords: Derivative assets, nonperforming loans, derivative liabilities, liquidity, return on assets, 

earnings per share, return on equity. 
 
 
1.1 Background to the Study 

The banking system remains the engine of growth in any economy considering its function in 
financial intermediation. Through this function, banks use resources mobilized from surplus 
economic units to finance deficit economic units in the economy, and thereby facilitating capital 
formation, lubricating the production engine turbines and promoting economic growth (Adeyemi, 
2014). Banks operate largely with customers’ deposits since shareholders’ fund constitute only a 
small proportion of their total liabilities, and this informs the need for closer monitoring and 
regulation of the sector to ensure the safety of depositors’ money while meeting the needs of other 
stakeholders. Thus, at the mid of 2004, the Central Bank of Nigeria (CBN) announced a 13-point 
reform agenda aimed at positioning banks to play active developmental roles in the Nigerian 
economy (lemon, 2005). 

One of the key elements of this agenda is consolidation of banking institutions through mergers and 
acquisition. Other salient ingredients of the agenda include raising the minimum capital base of banks 
to N25 billion with a deadline of 31st December, 2005; phased withdrawal of public sector funds 
from banks, beginning from July, 2004; adoption of a risk-focused and rule-based regulatory 
framework; as well as zero tolerance for weak corporate governance, misconduct and lack of 
transparency.  
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These measures are expected to translate into more transparent process of creating market value and 
increasing shareholders wealth in the banking industry through effective management of risk assets. 
This process however, does not come easy given the risks associated with their operations. 

These risks include credit risks, interest rate risk and liquidity risk and these are associated with 
banks’ lending activities that form the base for their profitability. Poor management of these risks 
may be adversely reflected on the performance of the banking institution and thus increase the overall 
risks of the bank by threatening the capital or funds deposited in the accounts of depositors. Banks 
currently maintain a variety of ways to measure risk, especially with regard to self-risk assessment 
system. Weak financial performance on the general level of the bank may be due to the presence of 
risk in operations which requires correction within a specific and clear path (Rompho, 2011). The 
continuity, success and improvement of their performance in the market depends on the institution’s 
risk management ability and its dependence on plans that are consistent with its goals (Al-Tamimi 
and Al-Mazrooei, 2007). Crouhy et. al. (2006) noted that risks that affect performance in banks 
include market risk, credit, liquidity, operational risk, business risk, strategic risk, reputational risk 
as well as internal and external risks affecting the banking sector.  

A risk asset is any asset that carries a degree of risk and generally refers to assets that have a 
significant degree of price volatility, such as equities, commodities, high-yield bonds, real estate and 
currencies. Specifically in the banking context, risk asset refers to an asset owned by a bank or 
financial institution whose value may fluctuate due to changes in interest rates, quality, and 
repayment. The term may also refer to equity capital in a financially stretched or near-bankrupt 
company, as its shareholders’ claims would rank below those of the firm’s bondholders’ and other
lenders. 

Risk is closely related to uncertainty of adverse outcomes that do not reach the expected profit rate. 
Credit risk is a loss for bank because debtors cannot pay interest and principal instalments in 
accordance with a predetermined time period. It can reflects lower asset quality, increasing non-
performing assets when it is high. Conversely, a low credit risk reflects adequate asset quality, and 
the efficiency of performing assets is increased. Therefore market value of equity (MVE) and market 
value of asset (MVA) tends to increase as a result of low risk. Usually, different classes of assets 
have different risk weights associated with them. The calculation of risk weights is dependent on 
whether the bank has adopted the standardized approach under the Basel II framework. Some assets, 
such as debentures, are assigned a higher risk than others, such as cash or government 
securities/bonds. Since different types of assets have different risk profiles, weighting assets 
according to their level of risk primarily adjusts for assets that are less risky by allowing banks to 
discount lower-risk assets. In the most basic application, government debt is allowed a 0% "risk 
weighting- that is, they are subtracted from total assets for purposes of calculating the current assets 
ratio (Basel committee, 1988). 

Risk accounting in the form of Risk-weighted assets (RWA) represent an aggregated measure of 
different risk factors affecting the evaluation of financial instruments including cash. All the risk 
components are considered together to correct the nominal value of financial assets. In this way, a 
proper measure of the extent to which the underlying risk is increasing or decreasing the accounting 
value of financial assets is generated. This assessment attributes a high weight-coefficient to high-
risk financial assets, and a low-weight coefficient to low-risk ones. Major risk components of the 
RWA calculation are Credit risk, Market risk, and Operational risk. Assets, weighted by these 
components and taken altogether, represent the RWA.  

Generally, the lender implements actions to reduce credit risk. For example, he may want to 
incorporate the risk directly into the transaction price (risk-based pricing) which consequently 
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increases to account for borrower’s probability of default (John, 2016 and Sanusi, 2012). Similarly, 
he can also ask for transaction collaterals, or he can eventually buy an insurance policy to protect 
himself from the credit risk (credit default derivatives). Despite all these possibilities, if the lender 
evaluates that he is not sufficiently covered against risk, then negative effects on lending activity 
could arise, such as credit crunch effects, resulting in either the provision of a smaller amount of 
money to the borrower vis-à-vis the required amount, or the request for a higher collateral. 

The Basel Committee (I & II) defines risk assets in threefold; operational risk as “the risk of loss 
resulting from inadequate or failed internal processes, people and systems, or from external events. 
In other words, it represents the probability that the value of a financial asset is influenced by 
unpredictable factors, resulting from running the bank activity. Other risks belonging to this category 
involve all legal issues (clients, products, & business practice), as well as the loss of physical goods 
underlying any transaction (damage to physical assets). The final aim is that of evaluating the size of 
operational risks to be included into the RWA calculation, and mitigate the risk as much as possible.  

This study aims at assessing the effects of risk assets management in the context of operational risk 
environment such as loans and advances, nonperforming loans ratio to total loans, derivatives assets 
to derivative liabilities ratio and liquidity ratio and how each of these affects banks profitability in 
Nigeria. 

1.2 Statement of Problem  

Risk management practices are indispensable for organisations that aim at sustaining customer and 
shareholder patronage which are critical to their operational and market performance. Before now, 
risk management was not seen as a central component to the operations of most organisations in 
Nigeria; rather, it was relegated to an office space at the corporate headquarters (John, 2016).  

In the Nigerian banking system, inadequate risk management accounts for huge nonperforming loans 
portfolio eroding the ability of banks to make profits. In the 1990s and beyond many Nigerian banks 
became weak and highly unprofitable due to excessive nonperforming loans portfolio accumulated 
by bank promoters and management, which led to their demise. Insider dealing was the major cause 
of large nonperforming loan portfolio in Nigeria, involving over-extension of loans to promoters, 
directors and significant shareholders that became bad and irrecoverable. Prior to 2004 banking sector 
reforms in Nigeria, total nonperforming loans in the Nigerian banking system rose from N21.27bn in 
2002 through N260.19bn in 2003 to N350.82bn in 2004. Nonperforming loans as a percentage of 
total loans declined from N59.38bn in 2002 to N21.59bn in 2003 and marginally rose to 23.08bn in 
2004. Nonperforming loans as a percentage of shareholders’ funds rose from 89.17bn in 2002 through 
N91.99bn in 2003 to N107.82bn in 2004, indicating that shareholders’ interests in the banking sector 
were wiped off by nonperforming loans (Nnamdi and Nwakanma, 2011). In view of the dangerous 
situation, the CBN in 2009 injected a whopping sum of N620billion to cushion the effect of 
nonperforming loans of about N1.0trillion fraudulently perpetrated by bank executives (Sanni, 2010). 
Worried at the level of nonperforming loans portfolio, the CBN set up the Asset Management 
Company of Nigeria, (AMCON) in 2010 to deal with the issue of toxic assets on permanent basis in 
accordance with international best practices (Onoh, 2014). Sanusi (2011) expressed the fusion of risk 
management and corporate governance flaws as a major factor responsible for the financial crisis in 
Nigeria. He further opined that the surge in capital put pressure on risk management frameworks.  

In furtherance of the consequence of risk management, Greenspan (2016), stated that risk 
management failures occur, and in two instances - the highly publicized cases of Barings and long 
term capital management - they proved destabilizing, deficiencies in risk management will result in 
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wide spread failures or that the failure of a very large derivative participant will impose heavy credit 
losses on its counterparties and yield a chain of failures. 

1.3 Research Objectives 

Consequent to the above problems, this study is mainly aimed at examining the effect of risk asset 
management on financial performance of commercial banks in Nigeria. The specific objectives are: 

1. To determine the effects of nonperforming loans ratio – NPLR, derivative assets and liabilities 
ratio – DALR, and liquidity ratio – LIQR) on the return on assets (ROA) of commercial banks 
during the post bank consolidation era in Nigeria. 

2. To examine whether return on equity (ROE) of commercial banks is affected by nonperforming 
loans ratio (NPLR), derivative assets and liabilities ratio (DALR) and liquidity ratio (LIQR) 
during the post bank consolidation era in Nigeria. 

3. To identify the effect of risk asset components on Earnings Per Share (EPS) of commercial banks 
in Nigeria during the post bank consolidation era in Nigeria. 

 

1.4 Research Questions 

1. To what extent do risk asset components affect return on assets (ROA) of commercial banks 
during the post bank consolidation era in Nigeria? 

2. How is return on equity of commercial banks affected by risk asset components during the 
post bank consolidation era in Nigeria? 

3. What are the effects of risk asset components on Earnings Per Share (EPS) of commercial 
banks during the post consolidation era in Nigeria? 

 

1.5 Research Hypotheses 

The following hypotheses were formulated to answer the above questions 

H01:  Risk asset components do not significantly affect Return on Assets (ROA) of commercial 
banks during the post consolidation era in Nigeria. 

H02: Return on Equity (ROE) of commercial banks in Nigeria is not significantly affected by risk 
asset components during the post consolidation era in Nigeria. 

H03:  The effect of risk asset components on Earning Per Share (EPS) of Commercial banks is not 
significant during the post consolidation era in Nigeria. 

 

2.0 Review of Related Literature 

2.1 Conceptual Review 
 

2.1.1 Role of Commercial Banks in Nigeria  

The retention of public confidence, through the enthronement of good corporate governance and the 
establishment of a well-structured risk management system remains of utmost importance to the 
players and drivers in the financial industry, given it role in the mobilization of funds, the allocation 
of credit to the needy sectors of the economy, the payment and settlement system and the 
implementation of monetary policy (Central Bank of Nigeria, 2006). Financial institutions are 
business organizations that act as mobilisers and depositories of savings, and as purveyors of credit 
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or finance (Bhole 2004). They render services such as resource mobilization and allocation, financial 
intermediation and facilitation of foreign exchange transactions to enhance international trade 
(Merna, and Al-thani 2008).  

The financial institution can be broadly classified into banking and nonbanking financial institution. 
However, this study aligned its investigation towards the commercial banking sector. Banks and 
banking activities hold a pivotal role in the economy of any nation, especially in a developing country 
like Nigeria; their importance serves the following purposes as opined by (Levine 2004, Khalid and 
Hanif 2005). They aid industrial expansion, efficient mobilization and allocation of fund, boost 
capital formation, stimulate productivity and growth and provide finance for commercial enterprises. 
Banks play a dominant role in developing economic financial systems and are important engines of 
economic growth (Arun and Turner, 2003). This institution cannot be handled negligently because 
of its overbearing importance to the economy. Thus, critical issues such as risk which threaten the 
core of their existence should be investigated.  

2.1.2 Risk management and procedures 

The importance of risk management has become heightened in today’s competitive economic world, 
hence, cannot be underemphasized as the practice of risk management minimizes financial losses to 
the firm. In a study carried out by John (2016), adopted from Ashby (1994) it is discovered that the 
practice of risk management in commerce stems largely from the need to avoid contractual, tortuous 
or statutory liability which has the capacity to dent the image of the organization. The danger of 
capital misallocation and imprudent risk taking has become the leading source of problem in the 
banking industry. This has crippled many banks in Nigeria as evidenced in the recent bank crises and 
their subsequent consolidation, thus, there is need to identify, measure, monitor and control all 
inherent risk in their day to day business transactions. Risk Management tend to increase 
shareholders’ return signifying performance. A study carried out in Indonesia by Eduardus et al 
(2007) as cited by Akindele (2012), also affirms that risk management has a significant effect on 
bank performance, especially corporate governance and bank performance which are sensitive to the 
type of bank ownership.  

 Several methods used for valuing businesses for risk reducing purposes have been highlighted 
according to the US Federal Deposit Insurance Corporation (2016). The most common valuation 
methods are assets, income, and market approaches. Asset valuation methods consider an enterprise’s 
underlying assets in terms of its net going concern or liquidation value. Income valuation methods 
consider an enterprise’s ongoing cash flows or earnings and apply appropriate capitalization or 
discounting techniques. Market valuation methods derive value multiples from comparable company 
data or sales transactions. However, final value estimates should be based on the method or methods 
that give supportable and credible results. In many cases, the income method is generally considered 
the most reliable. There are two common approaches employed when using the income method. The 
“capitalized cash flow” method determines the value of a company as the present value of all future 
cash flows the business can generate in perpetuity. An appropriate cash flow is determined and then 
divided by a risk-adjusted capitalization rate, most commonly the weighted average cost of capital. 
This method is most appropriate when cash flows are predictable and stable. The “discounted cash 
flow” method is a multiple-period valuation model that converts a future series of cash flows into 
current value by discounting those cash flows at a rate of return (referred to as the “discount rate”) 
that reflects the risk inherent therein. This method is most appropriate when future cash flows are 
cyclical or variable over time. Both income methods involve numerous assumptions, and therefore, 
supporting documentation should fully explain the evaluator’s reasoning and conclusions. When a 
borrower is experiencing a financial downturn or facing adverse market conditions, a lender should 
reflect those adverse conditions in its assumptions for key variables such as cash flow, earnings, and 
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sales multiples when assessing enterprise value as a potential source of repayment. Changes in the 
value of a borrower’s assets should be tested under a range of stress scenarios, including business 
conditions more adverse than the base case scenario. Stress tests of enterprise values and their 
underlying assumptions should be conducted and documented at origination of the transaction and 
periodically thereafter, incorporating the actual performance of the borrower and any adjustments to 
projections. The institution should perform its own discounted cash flow analysis to validate the 
enterprise value implied by proxy measures such as multiples of cash flow, earnings, or sales (FDIC, 
2016). 

2.1.3 Risk rating leveraged loans 

 According to Oloko (2011) the risk rating of leveraged loans involves the use of realistic repayment 
assumptions to determine a borrower’s ability to de-lever to a sustainable level within a reasonable 
period of time. For example, supervisors commonly assume that the ability to fully amortize senior 
secured debt or the ability to repay at least 50 percent of total debt over a five-to-seven year period 
provides evidence of adequate repayment capacity. If the projected capacity to pay down debt from 
cash flow is nominal with refinancing the only viable option, the credit will usually be adversely 
rated even if it has been recently underwritten. In cases when leveraged loan transactions have no 
reasonable or realistic prospects to de-lever, a substandard rating is likely. Furthermore, when 
assessing debt service capacity, extensions and restructures should be scrutinized to ensure that the 
institution is not merely masking repayment capacity problems by extending or restructuring the loan. 
If the primary source of repayment becomes inadequate, it would generally be inappropriate for an 
institution to consider enterprise value as a secondary source of repayment unless that value is well
supported. Evidence of well-supported value may include binding purchase and sale agreements with 
qualified third parties or thorough asset valuations that fully consider the effect of the borrower’s 
distressed circumstances and potential changes in business and market conditions. For such 
borrowers, when a portion of the loan may not be protected by pledged assets or a well-supported 
enterprise value, examiners generally will rate that portion Doubtful or Loss and place the loan on
nonaccrual status. In addition, institutions need to ensure that the risks in leveraged lending activities 
are fully incorporated. The Central Bank of Nigeria (CBN) has directed Banks and Discount Houses 
with high Non-Performing Loans (NPLs) not to pay dividend to shareholders (CBN, 2018). 

To further mitigate the high financial risk of banks, the regulations further mandated deposit money 
banks with high non-performing loans to make provision as follows; substandard nonperforming 
loans should be 10% when the principal and the interest are not paid in 90 days, while 50% be 
provided for on doubtful debt which the borrower cannot pay both the principal and interest within 
180 days. For loss or bad debt, the provision should be 100% in which case, there is no probability 
of recovering such debt as it has stayed over one year.  

2.1.4 Banks risk components 

Banks face lot of risks, which are capable of adversely affecting their profitability. They are exposed 
to a high degree of risk than any other business because they are involved in the management of 
assets and liabilities in varied dimensions. These risks emerge prominently in form of credit risk, 
interest rate risk, and liquidity risk because they are closely associated to the banks' lending activity 
from which a lion share of banks' profit is generated. The credit risk is the possibility of losing 
outstanding loan partially or totally due to credit events (default risk). Geiseche (2004) stated that 
credit risk is by far the most significant risk faced by banks and the success of their business depends 
on accurate measurement and efficient management of this risk to a greater extent than any other 
risk. While interest rate risk which is the exposure of bank's financial condition to adverse movements 
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in interest rate which results from a common characteristic of banks borrowing short and lending 
long term loans leading to the maturity mismatch (Zainol & Kassim, 2010).  

 In liquidity risk, the sudden increase in withdrawals which may require the financial institutions to 
seek to liquidate its assets in a very short time period (Saunders & Cornett, 2006). It arises from the 
inability of a bank to accommodate decrease in liabilities or to fund increase in assets. 

2.1.5 Determinants of banks profitability 

The determinants of bank profitability vary from bank to bank because of difference in shareholder 
and managerial decisions and activities. Previous studies suggest that capital size, size of deposit 
liabilities, size and composition of bank’s credit portfolio, interest rate policy, and exposure to risk, 
management quality including liquidity management, labour productivity, bank size, bank age, 
ownership, ownership concentration, and structural affiliation among others influences bank 
profitability. Level of profitability attained would depend on the variation of its determinants over 
time. The determinants of profitability are empirically well-explored, although the definition of 
profitability varies among studies. Disregarding the profitability measures, most of the banking 
studies have noticed that the capital ratio, loan-loss provisions and expense control are important 
factors in achieving high profitability (Brissimis & Delis, 2005).  

 

2.2 Theoretical Framework 

This study aligns on two main theoretical frameworks which are postulated on the concepts of finance 
and risk mitigation in the quest to maximizing corporate profit and wealth.  

 2.2.1 The Signalling Theory of Financial Structure 

The signalling theory put forth by Richard Morris (1987) postulates that firms that are most profitable 
provide the market with more and better information resulting to rational behaviour. The underlying 
assumptions of the signalling theory is that when firms change their capital structure, the market 
value changes accordingly resulting to changes in degree of systemic risk. According to Ommeren 
(2011), the signalling theory suggests that a higher capital is a positive signal to the market value of 
banks and that liquidity, profitability, timing of equity issuance and financial flexibility are factors 
necessary for making financing decision. This theory implies that the structure of a firm’s capital 
affects its risk management and financial profitability vis-à-vis the relationship between capital mix, 
(debt and equity) and liquidity ratio. The theoretical explanation for the relationship between capital 
structure and profitability is based on the agency theory, first formalized by Jensen and Meckling 
(1976). Their study explained why managers of entities with different capital structures have obvious 
theoretical argument that capital structure and profitability arise when capital market discipline 
strengthen owner’s control over management, giving banks’ management more incentives to be 
efficient and profitable.  It is worth noting that risk arises when management policies on key 
operations of the firm are not coherent and in tandem to the overall corporate objectives. 

2.2.2 The Risk-Return Hypothesis 

 The risk return hypothesis also known as trade-off theory, an assumption that is part of the modern 
portfolio theory propounded by Harry Markowtz in 1952. The theory states that all investors are risk 
averters and will choose a portfolio with lower risk between two portfolios with same rate of return. 
This theory also holds that potential return increases when risk increases given a linear relationship, 
provided that the investor is willing to bear more risk. Though Josefine and Jianhua (2013) suggest 
that increasing risks, by increasing leverage of the firm may not totally lead to higher expected 
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returns. However, if a bank expects increased returns (profitability) and takes up more risks, by 
increasing leverage, the equity to asset ratio (capital) will be reduced. Risk-return hypothesis is 
underpinned by the assumption that markets are efficient and that when higher returns are expected 
from a portfolio, investors will rush to buy this security and the price will be push to rise. This work 
opined that the quest for higher returns from risky instruments, insider dealings and poor credit risk 
assessments have proven tempting to most banks executives resulting to unbearable losses. 

2.3 Empirical Review 

In the work of Olawale (2015) examined the effect of credit risk on commercial banks performance 
having been motivated by the damaging effect of classified assets on bank capitalisation as it 
addresses how credit risk affects banks' profitability. Secondary data on bank deposits, total loans 
and advances as well as total non-performing loans were obtained from annual reports and relevant 
literatures of banks under review. The result shows that the ratio of loan and advances to total deposit 
negatively relate to profitability though not significant at 5% and that the ratio non-performing loan 
to loan and advances negatively relate to profitability at 5% level of significance. The study also 
shows that there is a significant relationship between bank performance (in terms of profitability) and 
credit risk management (in terms of loan performance). The study recommended that management 
need to be cautious in setting up a credit policy that will not negatively affect profitability. 

John (2016) conducted a survey on Nonperforming Loans Portfolio and Its Effect on Bank 
Profitability in Nigeria using exploratory research design was adopted. Data analyses were done 
through descriptive and regression analyses using the statistical package for the social sciences 
(SPSS) for the regression.  Result show that nonperforming loans portfolio have negative effect on 
bank profitability (with sig value of 0.279 and βof -0.206).  NPLs of banks are capable of crippling 
the survival of commercial banks in Nigeria if not strictly controlled. He recommended that Bank 
directors require to review policies, including credit risk policies, and responsibilities that will 
enables the banks to operate in a safe and profitable manner. To reduce NPLs, make profit and 
survive, banks require a competent board to ensure the highest level of confidence of the members 
of the public. An important way of ensuring the profitability and survival of banks is for their board 
to show the highest sense of discipline, integrity, steadfastness and tenacity of purpose while Insider 
dealing should be outlawed in banks in Nigeria which was a major source of huge nonperforming 
loans portfolio and over extension of loans to promoters, directors and other large shareholders 
should be strictly discouraged. 

LI Xiaodong and Zhang (2014) tests for the determinants of corporate risk taking and the risk-return 
relationship in China, with the sample of listed companies’ financial data from 2004 to 2012 in the 
electric power and thermal industry in China. They use a dynamic model that included risk, corporate 
performance, industry performance, performance expectations and aspirations. The results suggest 
that corporate performance and past risk both have a negative influence on corporate risk (Corporate 
past performance has a negative impact on risk taking and significant at 0.1 percent level r= -
1974.926, while performance expectations and aspirations have a positive influence on corporate 
risk. It provides evidence of the argument on the corporate risk return relations of Behavioural Theory 
of Firm which was consistent with Zeng (2008) and Zeng (2011) who also found that the risk-return 
association of Chinese listed companies presented negative relationships at significant levels. The 
coefficient of Risk was -0.127 and its sig. value stood at 0.049, which is significant at 5 percent level. 
It means that the past risk of companies in China also has a negative impact on their future 
performance. Under these conditions, if a firm took greater risks in the past, its management will be 
under pressure from board of directors or under the supervision of China Securities Regulatory 
Commission, so it will take the initiative to reduce its risk in the future. But opined that with the rapid 
development of market economy and enterprises in the country in recent years, market supervision 
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system and the company governance structure such risks gradually tend to be reduced to the barest 
level.  They recommended that because low performance leads to high risk,which makes the firm fall 
into a vicious cycle of low return-high risk, the corporate management and dominant stockholders 
should strive to improve the firm’s performance and carry out risk management (efficient 
assessments) through the firm’s strategic decision and daily operations, so that the firm owns a good 
cycle of high return-low risk to promote its performance. 

Ani, Ugwunta and Imo (2012) examined the determinants of bank profitability in Nigeria from 2001 
to 2010. A sample of 15 deposit money banks (DMBs) was drawn which consisted of stand-alone 
banks and banks that retained their brand names after the 2005 bank consolidation exercise. Internal 
factors such as size, asset composition and quality, and capital adequacy was used. The study found 
out that size has significant negative relationship and asset composition shows a significant positive 
relationship with profitability. 

The determinants of commercial banks’ lending behaviour in are a focus to risk management policy 
efficiency in Nigerian as it affects the performance of commercial banks in Nigeria. This issue was 
addressed in a study carried out by Olokoyo (2011) using loan advance (LOA) and other determinants 
such as volume of deposits (Vd), investment portfolio (Ip), interest/lending rate (Ir), stipulated cash 
reserve requirements ratio (Rr) and liquidity ratio (Lr) for the period; 1980 – 2005. The model 
hypothesizes that there is functional relationship between the dependent variable and the specified 
independent variables. From the regression analysis, the model was found to be significant at both 
1% level of significance and shows long term significant impact as revealed by error estimators which 
showed that commercial banks deposits have the greatest impacts on their lending behaviour. The
study recommended that commercial banks should focus on mobilizing more deposits as this will 
enhance their lending performance and should formulate critical, realistic and comprehensive 
strategic and financial plans that can safeguard high risk occurrence and maximize profitability. 

3.0 Research Methods 
 
Research Design 
This study adopts cross-sectional research design. A cross-sectional study involves the collection of 
data across firms on same key characteristics over specific time for the purpose of identifying a 
common trend of behaviour amongst the firms. The design is useful in determining the prevailing 
behaviours in a population at a certain point in time, and is considered appropriate for the present 
study in other to evaluate the effect of specific risk asset components on selected financial 
performance indicators. 

Population and Sample Selection 

The population of this study is comprised of fifteen (15) commercial bank that are listed on the 
Nigerian Stock exchange up to June, 2018 and these are: 

1. Access Bank Plc.              6. Diamond Bank Plc.                     11. Eco bank Plc.                          
2.  Fidelity Bank Plc.            7. First Bank Plc.                            12.First city Monument Bank                           
3.  GTBank Plc.                    8. Keystone Bank                            13. Stanbic IBTC Bank Plc.                                    
4.  Sterling Bank Plc.            9. Skye Bank Plc.                            14.  United Bank for Africa Plc. 
5. Union Bank Plc.              10. Wema Bank                                 15. Zenith Bank Plc 
In selecting the sample, preference was given to four major criteria: firms’ size which is measured 
by the assets net-worth; firm age in terms of date of incorporation (DOI), and the age of firm as 
quoted in the stock market (DOL).  The following five banks met the above criteria and were 
accordingly selected viz: 
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BANK DOI DOL AGE NET ASSETS 
UBA 1961 1970 57 USD12,300,000,000 
FBN 1961 1971 49 USD18,000,000,000 
ACCESS 1989 1998 29 USD12,600,000,000 
GTB 1990 1996 28 USD11,770,000,000 
ZENITH 1990 2004 28 USD15,700,000,000 

Source: Computed with data extracted from audited financial statements of selected banks in Nigeria 

3.2 Data Collection 
The audited annual reports of the five banks were used in extracting data on each of the risk asset 
components and the three financial performance proxies. These data were collected for a period of 
ten (10) years from 2008-2017 for each bank. 

 

3.2 Model specification 

The regression model was structured to capture internal determinants and variables. Performance 
represented with Return on Assets (ROA), return on equity (ROE) and earnings per share (EPS) was 
stated as a function of four risk asset components, nonperforming loans (NPL), derivative assets and 
liabilities ratio (DALR) and liquidity ratio (LQR). 

Profitability= f (NPLR, DALR and LQR) and fitted in the stochastic model as represented below:  

ROA = α + β2NPLR + β3DALR+ β4LIQR + ε….1 

ROE = α + β2NPLR + β3DALR + β4LIQR + ε…..2 

EPS = α + β2NPLR + β3DALR + β4LQR + ε…...3 

Where:  

ROA  = Return on Assets - measured by dividing net income of the bank by the total asset. It   
 shows what earnings have been produced from the invested asset. 

ROE = Return on Equityand thisis measured how much of profit a bank generates with each 
 value of shareholders' equity and is computed as Net Income/Shareholders' Equity. 
 ROE is sometimes called return on net worth. 

EPS = Earnings per Share. This is the portion of a company's profit allocated to each 
 outstanding share of common stock. EPS = Net Income - Dividends on Preferred  
 Stock / Average Outstanding Shares. 

NPLR = Nonperforming Loans Ratio - A nonperforming is a loan on which the borrower is not 
 making interest payments or repaying any principal. The ratio is calculated by amount 
 of non-performing loans over total loans, expressed as a percentage. 

DALR = Derivative Assets and Derivative Liabilities Ratio - A derivative asset is a financial 
 instrument which derives its value from the underlying assets. It is a fair value of a 
 financial asset or other contract with one or more underlying, notional amount or  
 payment options which can be settled by means of delivery of an asset. While 
 derivative liability is a financial liability or contract with one or more underlying,  
 notional amount or payment provisions  which can be settled by means of delivery of 
 an asset.  
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The difference in the financial contract which may be as a result of pay-out 
 value of such contracts at delivery period constitutes the ratio, thus, benefit derived 
 divided by liabilities incurred. 

LIQR = Liquidity Ratio.  It shows the bank’s ability to repay short-term creditors out of its 
 total cash. It is the ratio of current assets divided by current liabilities. 

3.3 Technique of Data Analysis 
Descriptive statistic was used to summarize the data collated for the study while the Ordinary Lease 
Square (OLS) was used to investigate the effect of risk asset components on financial performance 
proxies.  

 
4.0 Data Presentation, Analysis and Interpretation of Results 
 
4.1 Descriptive Statistics 
 
Table 4.1: Descriptive Statistic of ROA, ROE, EPS, DALR, LOAV, NPLR and LIQR 

 ROA ROE EPS DALR LOAV NPLR LIQR 
 Mean  3.691000  16.80400  20.19650  54.09400  652911.7  477.7439  2.101500 
 Median  3.155000  17.85000  1.825000  0.550000  655572.0  1.705000  1.190000 
 Maximum  13.40000  29.00000  305.0000  760.2500  1447660.  6760.000  8.770000 
 Minimum -6.990000 -9.630000 -51.00000  0.000000  39206.00  0.000000  0.120000 
 Std. Dev.  4.093310  10.77253  70.40982  169.3825  433856.0  1602.090  2.539555 
 Skewness  0.237511 -0.995134  3.519260  3.889943  0.067025  3.387132  1.932047 
 Kurtosis  5.483120  3.072577  14.90181  16.74460  2.032074  13.33613  5.267388 
        
 Jarque-Bera  5.326277  3.305362  159.3281  207.8673  0.795708  127.2718  16.72690 
 Probability  0.069729  0.191536  0.000000  0.000000  0.671760  0.000000  0.000233 

        
 Sum  73.82000  336.0800  403.9300  1081.880  13058233  9554.877  42.03000 
 Sum Sq. Dev.  318.3486  2204.900  94193.31  545118.4  3.58E+12  48767133  122.5375 

        
 Observations  20  20  20  20  20  20  20 
Source: Computed with data extracted from audited financial statements of selected banks in Nigeria 

From the descriptive statistic result, the variables (EPS, DALR, and NPLR & LIQR) show significant 
probabilities at 5% level, while the means of the all the risk asset and financial performance variables 
are displayed as 3.691000, 16.80400, 20.19650, 54.09400, 652911.7, 477.7439 and 2.101500. The 
standard deviation of the variables were not widely dispersed from the mean values.  

 
 

4.2 Test of the effect of risk asset components on ROA 

H01:  Risk asset components do not significantly affect Return on Assets (ROA) of commercial 
banks during the post consolidation era in Nigeria. 

The result of the test on the effect of risk asset components on return on assets is shown in table 4.2. 

Table 4.2: Test Results on the Effect of Risk Asset Components on Return on Assets 
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Dependent Variable: ROA   
Method: Least Squares   
Date: 06/27/18   Time: 18:16   
Sample: 2008 2027   
Included observations: 20   

Variable Coefficient Std. Error t-Statistic Prob.   

DALR 2.321207 9.140907 0.253576 0.8033 
NPLR -0.000640 0.001192 -0.537215 0.0990 

C 3.944375 2.357428 1.673169 0.1150 
LIQR 0.265336 0.727013 0.364967 0.0202 

R-squared 0.723192     Mean dependent var 3.691000 
Adjusted R-squared 0.237290     S.D. dependent var 4.093310 
S.E. of regression 4.553134     Akaike info criterion 6.081827 
Sum squared resid 310.9654     Schwarz criterion 6.330760 
Log likelihood -55.81827     Hannan-Quinn criter. 6.130421 
F-statistic 0.809035     Durbin-Watson stat 1.320248 
Prob(F-statistic) 0.028498    

Source: Computed with data extracted from audited financial statements of selected banks in  

Nigeria 

From the result in table 4.2, F-statistic of 0.089035 is not significant at 5% level and indicates that 
the model is not properly fitted. The r2 indicates that only 72.3% of the changes in ROA are explained 
by variations in the independent variables. With the probabilities of each of the t-values of the risk 
assets components (proxied by DALR, NPLR and LIQR) being less than .05, we report that none of 
the risk asset components significantly impacts on the financial performance of the banks. Based on 
these results, we accept the H01 and conclude that Risk asset components do not significantly affect 
Return on Assets (ROA) of commercial banks during the post consolidation era in Nigeria. 

4.3 Test of the effect of risk asset components on ROE 

H02: Return on Equity (ROE) of commercial banks in Nigeria is not significantly affected by risk 
asset components during the post consolidation era in Nigeria. 

The result of the test on the effect of risk asset components on return on equity is shown in table 4.3. 
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Table 4.3: Test Results on the Effect of Risk Asset Components on Return on Equity 

Dependent Variable: ROE   
Method: Least Squares   
Date: 06/27/18   Time: 18:31   
Sample: 2008 2027   
Included observations: 20   

Variable Coefficient Std. Error t-Statistic Prob.   

DALR 2.352706 2.075106 1.136651 0.2735 
NPLR -0.001256 0.002695 -0.466170 0.0478 

C 7.975777 5.330628 1.496217 0.1553 
LIQR 2.801811 1.643926 1.704342 0.0108 

R-squared 0.678888     Mean dependent var 16.80400 
Adjusted R-squared 0.286591     S.D. dependent var 10.77253 
S.E. of regression 10.29557     Akaike info criterion 7.713622 
Sum squared resid 1589.981     Schwarz criterion 7.962555 
Log likelihood -72.13622     Hannan-Quinn criter. 7.762216 
F-statistic 0.450299     Durbin-Watson stat 1.186036 
Prob(F-statistic) 0.026203   

Source: Computed with data extracted from audited financial statements of selected banks in Nigeria 

Table 4.3 shows that r2 indicates about 67.8% of the changes in ROA are explained by changes in 
the components of risk assets included in the model, with the probabilities of each of their t-values 
being less than .05. All the risk asset components are shown to be positively significant with ROE 
except NPLR. Accordingly, the null hypothesis (H02) is rejected, hence the conclusion that Risk asset 
components significantly affect Return on Earnings (ROE) of commercial banks during the post 
consolidation era in Nigeria. 

 

4.4 Test of the effect of risk asset components on EPS 

H03:  The effect of risk asset components on Earning Per Share (EPS) of Commercial banks is not 
significant during the post consolidation era in Nigeria. 

The result of the test on the effect of risk asset components on earnings per share is shown in table 
4.4. 
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Table 4.4: Test Results on the Effect of Risk Asset Components on Earnings per Share 

Dependent Variable: EPS   
Method: Least Squares   
Date: 06/27/18   Time: 18:37   
Sample: 2008 2027   
Included observations: 20   

Variable Coefficient Std. Error t-Statistic Prob.   

DALR -1.141206 1.588105 -0.071987 0.0436 
NPLR -0.001065 0.020592 -0.051723 0.9594 

C 32.30100 40.73617 0.792932 0.4402 
LIQR -2.956082 12.56273 -0.235306 0.0172 

R-squared 0.814230     Mean dependent var 20.19650 
Adjusted R-squared 0.548641     S.D. dependent var 70.40982 
S.E. of regression 78.67778     Akaike info criterion 11.78092 
Sum squared resid 92852.89     Schwarz criterion 12.02985 
Log likelihood -112.8092     Hannan-Quinn criter. 11.82951 
F-statistic 0.54135     Durbin-Watson stat 1.443159 
Prob(F-statistic) 0.03932    

Source: Computed with data extracted from audited financial statements of selected banks in Nigeria 

From the result in table 4.4, F-statistic of 0.54135 is significant at 5% level and this indicates that the 
model is properly fitted. The r2 indicates that only 81.4% of the changes in EPS are attributable to 
variations in the independent variables. With the probabilities of each of the t-values of the risk assets 
components (proxied by DALR, NPLR and LIQR) being less than .05, we report that none of the risk 
asset components significantly impacts on the financial performance of the banks. All the predictor 
variables have negative and insignificant effects on EPS. Based on these results, we accept the Hi3 

and conclude that Risk asset components have significant affect Earnings per Share (EPS) of 
commercial banks during the post consolidation era in Nigeria.  

4.5 Discussion of results 

 The results show that Loans and Advances, Nonperforming loans ratio, Liquidity ratio, and 
Derivative assets and liabilities of commercial banks do not have any significant effect on the three 
financial performance measures (ROA, ROE, and EPS) of banks during the post consolidation era in 
Nigeria. The t-values of each of the independent variables in the three models specified have 
probabilities that are greater than 0.05 and the F-ratios were equally insignificant. These results 
indicate that the regulatory reforms introduced in at the mid of 2004, have neutralized the adverse 
effects of risk assets on financial performance of banks during the post consolidation era, hence the 
risk asset components included in this model have had no significant effects on any of the 
performance indicators (ROA, ROE and EPS).  

This result is consistent with findings of Olawale (2015) who found that the ratio of loans and 
advances to total deposit negatively and insignificantly relates to profitability. This study is also in 
line with that of   Li and Zhang (2011) who found that corporate risk has a negative influence on 
corporate performance. This was also evidenced in our findings where the risk assets accounted for 
less than 3% of variations in the three financial performance measures from the regression results. 
However, results in John (2016) show that non-performing loan portfolios were shown to have 
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significant negative effect on bank profitability, indicating that NPLs of banks are capable of 
crippling the survival of commercial banks in Nigeria if not properly controlled and managed. 

Concluding Remarks 

Risk assets are critical components of resources in financial institutions which should be regulated 
and properly managed to enhance financial performance. Banks face serious challenge in using risk 
market portfolios like derivatives in making financial decisions and bearing in mind the high level of 
bad debt arising from loans and advances, coupled with instability in the derivative market which 
pose serious risk on commercial banks profitability, stakeholders in the banking sector should 
continue to strength operating regulations in management of risk assets. This study investigated the 
effects of such risks assets on ROA, ROE and EPS of banks during the post consolidation era when 
the CBN adopted stringent regulatory position to safeguard depositors and investors interests in banks 
and to ensure the existence of a strong and reliable banking industry. Findings show that banks 
profitability was significantly affected by DALR, NPLR and LIQR within the period investigated; 
indicating that regulatory measures applied during the post consolidation era have a positive trade-
off effects on banks performance with the risk assets accounting for less than 3% of the variations in 
the three financial performance measures. The study recommends the continued adoption of risk-
focused and rule-based regulatory framework by the CBN, improvement and sustenance of high level 
of prudence by banks executives in risk asset management while maintaining efficient liquidity level 
in the banking sector.  
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