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The banking sector witnessed a number of developments during the third and fourth quarters of 2008.

Some of these developments included the change of name of Nigeria International Bank to Citibank Nigeria
Limited, the receipt of official license by Access Bank Plc to operate in the United Kingdom and the
cancellation of common accounting year end for all banks and discount houses. Other developments
included the acquisition of Spring Bank PLC by Bank PHB PLC and the commencement of the provision of
intraday facility by the CBN for deposit money banks. Details of these developments as well as the report on
interest rates on major financial instruments, the Naira exchange rate and the average performance of

quoted banks’ shares on the floor of the Nigerian Stock Exchange (NSE) for the period are presented below.
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slightly during the period under review and at the same time, there was a slight increase in the ratio of
non-performing credit to total credit during the period in question. One the other hand, the earnings and
profitability of the industry performed creditably well during the period under review as all the earnings

indicators increased resulting in a significant growth in profit before tax (PBT).
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This paper attempts to provide an insight into the challenges posed by the recent bank consolidation in
Nigeria. It also examines some possible policy options raised. Using descriptive statistics and analytical
approach, the paper found that consolidation result in mega-banks and that may impose costs on the
financial system by increasing systemic risk or by expanding the financial safety net. There may be likely
negative social and political consequences from potential reductions of service availability to small customers.

Apart from raising local bank concentration, other challenges posed by consolidation in Nigeria include:



rigidities in bank ownerships to dilute shareholding, potential job losses, too big to fail, inefficiency,
competitive inequalities and moral hazard, technological backwardness, among others. The possible policy
options will be to maintain market discipline, policy credibility, strengthened regulation and prudential
supervision as well as improved risk measurement and management. The paper submits that the monetary
authorities should endeavour to reduce concentration that result in excessive market power. The government
should regularly review M&A guidelines and prevent mergers that do not meet lending standard. The author
concludes the paper by suggesting that further deregulation and globalisation of the economy will enhance

the objectives of consolidation.
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Development Goals 65-97
By Ettah B. Essien, Ph.D And Usenobong F. Akpan Department Of Economics
University Of Uyo, Uyo

The Nigerian banking sector, following the recent bank reforms, tends to be well positioned to play its

developmental role in the economy. The paper, therefore, seeks to explore the necessary and viable ways of
harnessing the potential of Nigerian Banks for achieving the Millennium Development Goals (MDGs). As
Nigeria struggles to meet the MDGs, it is pertinent that the potential of Nigerian Banks be fully harnessed
towards this direction. Consequently, the paper submits, among others, that Nigerian banks should give
proper financial support to the development of the private sector, operate an efficient micro-credit window
for the poor, give donor support to the fight against HIV/AIDS, and assist the educational sector by
providing needed infrastructure. The paper also urges the Central Bank of Nigeria to formulate and maintain
credible monetary and credit policies that will put the nation on the path of sustainable development so as

to achieve the MDGs.

Post-Banking Consolidation: Implications For Achieving The Millennium
Development Goals In Nigeria. 98-127
By G.G.Goshit, Department Of Economics University Of Jos, Jos

The paper evaluates the implications of the post-banking consolidation for the achievement of the
Millennium Development Goals in Nigeria. It is a fact that while the year 2015 is not too far away from now,
most of the developing countries (including Nigeria) have not fully mobilized resources both politically and
financially to enhance the attainment of the Millennium Development Goals on scheduled. It is in recognition
of the fact that the banking industry of any economy can mobilize and allocate resources efficiently for
economic growth and development that this paper argues that the consolidated banking sector in Nigeria
can play a leading role in enhancing the achievement of the Millennium Development Goals in Nigeria. The
paper asserts that the Mega-banks that evolved as a result of the consolidation exercise in Nigeria can play
a leading role in the realization of the MDGs through effective mobilization and efficient allocation of
resources in the economy. The paper submits that the vital role that would be played in the economy by the
consolidated banking industry towards poverty alleviation will go a long way in enhancing the achievement

of the Millennium Development Goals in Nigeria.



REVIEW OF DEVELOPMENTS IN BANKING AND FINANCE IN THE
THIRD AND FOURTH QUARTERS OF 2008

BY

RESEARCH DEPARTMENT

1.0 INTRODUCTION

The banking sector witnessed a number of developments during the second
half of 2008. Some of these developments included the change of name of
Nigeria International Bank to Citibank Nigeria Limited, the receipt of official
license by Access Bank Plc to operate in the United Kingdom and the
cancellation of common accounting year end for all banks and discount
houses. During the period under review, a number of banks opened branch
offices in the West African coast and these included Zenith International
Bank PLC and Finbank PLC which commenced operations in Sierra Leone and
Gambia respectively. During the period under review, the Central Bank of
Nigeria (CBN) removed the Managing Director of Wema Bank PLC. The CBN,
during the same period, fixed N500 million as capital base for credit bureau;
it also empowered discount houses to carry out other financial services.
Other developments included the acquisition of Spring Bank PLC by Bank
PHB PLC and the commencement of the provision of intraday facility by the

CBN for deposit money banks.

Details of these developments as well as the report on interest rates on

major financial instruments, the Naira exchange rate and the average



performance of quoted banks’ shares on the floor of the Nigerian Stock

Exchange (NSE) for the second half of 2008 are presented below.

2.1 Nigeria International Bank Changed Its Name To Citibank
Nigeria Limited

Nigeria International Bank changed its name to Citibank Nigeria Limited

during the period under review. According to the bank, the name change was

effected to promote synergy and allow the bank fully leverage the powerful

equity of its global brand.

Citibank Nigeria is a subsidiary of Citigroup Inc., a leading global financial
services company with over 200 million customer accounts in more than 100
countries around the world. The company began its operations in Nigeria in
1984.

2.2 Expansion of Operations of Nigerian Banks Abroad

During the period under review, a number of deposit money banks expanded
their operations abroad. Intercontinental Bank Plc opened its first European
office located in London. The opening marked the bank’s continued
international expansion that began in 2006. Intercontinental Bank's London
office will offer wholesale banking services in the UK, including trade services
business such as letters of credit, collections and guarantees, structuring and
funding of structured trade, and project finance transactions, as well as

arrangement of funding for group entities.

Zenith Bank Plc continued its global expansion drive as it opened a subsidiary

in Freetown, Sierra Leone called “Zenith Bank Sierra Leone Limited.” This



development became possible after Zenith Bank Plc obtained approval from

the regulatory authorities in Sierra Leone.

In the same vein, Finbank (formerly known as Finland Bank PLC) expanded
into West African Sub-region through the acquisition of Arab Gambia Islamic
Bank (AGIB) in Gambia.

During the period under review, Access Bank Plc received official license and
authorization from the Financial Services Authority (FSA) to operate a full
service banking subsidiary in the United Kingdom. The new UK subsidiary will
offer a full range of banking services which will include corporate banking,
personal banking, treasury activities, and trade finance. According to the
bank, its commencement of business within the European Union was
expected to perfectly complement the bank’'s on-going expansion across
Africa as well as provide a platform for the bank to actualize its vision of

attaining world-class status.

2.4 Cancellation Of Common Accounting Year End

During the period under review, the Central Bank of Nigeria issued a circular
to all banks and discount houses informing them of the cancellation of the
common accounting year end which was expected to have commenced by
the end of 2008. It would be recalled that the CBN through its earlier circular
ref: BSD/DIR/GEN/VOL2/004 of May 16, 2008 had conveyed the agreement
reached at the Bankers’ Committee meeting of January 2008 to adopt
December 31, 2008 as common accounting year end for banks and discount

houses in Nigeria.

The commencement of the policy was postponed as a result of the observed



unhealthy trend/development in the industry whereby some banks were
mobilizing deposits at very high interest rates that were inconsistent with

economic fundamentals which was becoming a threat to market stability.

2.5 Restriction on Repatriation of Foreign Investment In
Securities By the CBN

During the period under review, the Central Bank of Nigeria (CBN) amended

the guidelines for foreign investment in government securities such as the

Nigerian Treasury Bills and Federal Government of Nigeria Bonds (FGN

Bonds). According to the amendment, proceeds of divestment from

government securities of tenor less than one year by foreign investors shall

qualify for repatriation after one year.

2.6 Removal of the Managing Director of Wema Bank PLC By the
CBN

The Central Bank of Nigeria (CBN) finally sacked Wema Bank's Group
Managing Director (GMD) during the period under review following a
protracted boardroom squabble. According to the Governor of CBN, the GMD
was removed because of the need to ensure good corporate governance in
the management of Wema Bank Plc and the need to protect the interest of
the bank’s depositors and shareholders. Section 32 of the Banks and Other
Financial Institutions Act (BOFIA) 1991 empowers the CBN Governor to
remove any Managing Director of licenced found wanting for reasons stated
in the Act.

Following the removal of the bank’s GMD, the CBN appointed three (3) new

members to complement the existing Board members of the bank.



2.7 New Guidelines Set for Operators of Credit Bureaux

During the period under review, the CBN released new guidelines for
promoters of credit bureau. First, it sets N500 million as the minimum capital
requirement for the operation of credit bureau agencies in the country. As
contained in the guideline, fifty (50) percent of the money will be released to
the promoters upon the grant of Approval-In-Principle (AIP). The balance
was expected to be released with the accrued interest on grant of final

license.

In addition, the promoters were expected to submit detailed feasibility report
on the proposed credit bureau which will include the objectives and aims of
the proposed credit bureau, a three year financial projection for the
operation of the credit bureau indicating its expected growth and profitability
and details of the assumptions upon which the financial projections had been

made.

Promoters of credit bureau were expected to furnish the CBN with the
organizational structure of the proposed credit bureau, setting out in details,
functions, relationships and responsibilities of board, management and staff.
Besides, they were required to include, in their application, the composition
of the Board of Directors and the curriculum vitae (CV) of each member,
including information on position held by them in other organizations,
proposed management information systems, internal controls and procedures

including manuals of operations, among others.



2.8 Discount Houses Empowered To Carry Out Financial Services

During the period under review, the CBN empowered Discount Houses in the
country to carry out a broad range of financial services as part of the
measures to deepen the money and capital markets. Discount houses
transact businesses which, in the main, consist of trading in and holding
treasury bills and other securities. According to the apex bank, discount
houses could carry out additional financial services besides those specified in
Section A4 of the existing guidelines, subject to meeting the risk-based
supervisory requirements and the statutory capital as may be specified by

the regulatory bodies.

2.9 Imposition of Stringent Conditions On Transferred Funds
Payment By the CBN
The Central Bank of Nigeria (CBN) during the period under review directed
that funds transferred into the country through the Western Union Money
Transfer Service should be collected only in the designated towns for
payment and nowhere else. According to the apex bank, the measure
became necessary in order to ensure that Western Union Money Transfer
(WUMT) operations are carried out in a transparent and safe manner in the
absence of a fool-proof means of personal identification and the need to

ensure that only the actual beneficiaries get their money.

2.10 The Bankers’ Committee Reconstituted Its Ethics Sub-
Committee

The Bankers’ Committee reconstituted both the membership of its Ethics and
Professional sub-committee and the investigating panel which looks at

disputes between banks and their customers. The reconstitution became



necessary following the expiration of the tenures of the members of the sub-
committee and the investigating panel. The membership of the old sub-

committee was inaugurated five years ago for a two-year term.

The fifteen (15) new members of the Sub-Committee are: the Central Bank
of Nigeria (CBN), Nigeria Deposit Insurance Corporation (NDIC), Chartered
Institute of Bankers of Nigeria (CIBN), and the Financial Institutions Training
Centre (FITC). Others are Afribank Nigeria plc, Diamond Bank plc, First City
Monument Bank (FCMB) plc, Equitorial Bank Ltd, Guaranty Trust Bank plc,
United Bank for Africa (UBA) plc, and Standard Chartered Bank Ltd.

Four old members re-nominated were FinBank plc, Skye Bank plc, Access
Bank plc, and Stanbic IBTC Bank plc.

2.12 First Bank PLC Named Quoted Company Of The Year 2007

During the period under review, First Bank of Nigeria Plc was named the
Quoted Company of the year 2007 by the Nigerian Stock Exchange (NSE).
The award was given to First Bank for its continuing commitment to
corporate governance and improved disclosure levels in the reporting of its
financials at the annual Nigerian Stock Exchange Dinner held in Lagos on 13™
November, 2008.

It would be recalled that First Bank’s market capitalisation had crossed the
NZ1trillion mark in February 2008, making it the first Nigerian company to
reach this threshold. Several months down the line, and in spite of the down
turn in the market, the bank remained the most capitalised on the floor of

the Stock Exchange.



2.13 Merrill Lynch Ranks Nigeria World’s Safest Economy

A major boost was given to Nigeria’'s quest for foreign investment inflow
during the period under review as Nigeria was named the least vulnerable
economy in the world, according to a report compiled by a team of experts

from Merrill Lynch.

Merrill Lynch is one of the world’s leading financial management and advisory
companies, providing financial advice and investment banking services.
According to the statistics, the world's ten least vulnerable economies were
Nigeria, Mexico, Philippines, Columbia, Egypt, Oman, Indonesia, Peru, China
and Russia. Also, the report identified Australia, Switzerland, Korea, Romania,
Hungary, Sweden, Bulgaria, Euro Area, United Kingdom and the United

States of America as the highest risk economies in the world.

The risk ranking was based on seven indicators: current account financing
gap, foreign exchange reserves, short term external debt ratio and private
credit to Gross Domestic Product (GDP) ratio. Others are private credit

growth, loans to deposits and banks capital-to-assets-ratio.

2.14 Afribank (Nigeria) Plc Launched Nigeria’s ‘First Credit Card’

In its resolve to lead other banks on issues of electronic banking and
electronic commerce services, Afribank (Nigeria) Plc during the period under
review, formally launched Nigeria’'s first Visa Credit Card into the global
banking market. Afribank’s Credit card is issued in partnership with Visa
Incorporated. It is a dual currency Credit Card which is globally recognized as

a Card payment system for acquiring goods and services from merchant
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locations and obtaining cash from Automated Teller Machines (ATMs).

Afribank’s Dual Currency Credit Card is the first real credit card in Nigeria for
which customers were not required to provide collateral. The card was
specifically designed to meet the varied needs of modern banking customers
both at home and abroad. The credit card is available to both customers and

non-customers of the bank.

2.15 Bank PHB Plc Acquired Spring Bank Plc

Bank PHB Plc successfully completed its mandatory bid for the acquisition of
over 3 billion shares of Spring Bank plc during the period under review. The
mandatory bid gave Bank PHB majority stakes in Spring Bank plc. The
acquisition marked Nigeria's first major acquisition between two quoted

companies on the Nigerian Stock Exchange (NSE).

It would be recalled that Bank PHB had on November 28, 2008 opened a N21
billion bid for more than three billion units of Spring Bank’s shares in a bid to
take its stakes in Spring Bank to more than 51 percent to give it controlling
stakes in the institution. Bank PHB already had 33 percent of the issued
shares of Spring Bank which was acquired with the approval of Nigeria’s

banking and capital market regulatory authorities.

2.16 The Central Bank Of Nigeria (CBN) Commenced Provision Of
Intraday Facility (ITF) For Deposit Money Banks

During the period under review, the Central Bank of Nigeria (CBN)

commenced provision of IntraDay Facility (ITF) for Deposit Money Banks

(DMBs) and Discount Houses (DHs) in the country. According to the apex

11



bank, the provision of intraday facility was expected to enhance banks’
access to temporary liquidity within the business/working day to forestall the
creation of queues on the Real Time Gross Settlement (RTGS) and thereby
strengthen the operations of the RTGS. Participating institutions were,
however, expected to unwind the facility on or before the close of business,

failing which the collateral used for the facility would be discounted.

Deposit Money Banks and Discount Houses can access the ITF through the
Temenos Internet Banking (TIB) with effect from Wednesday, December 10,
2008. The ITF shall be collateralized by Nigerian Treasury Bills and FGN

Bonds.

In a related development, the CBN, during the period under review, reduced
the foreign exchange Net Open Position (NOP) of banks from 20% to 10% of
shareholders’ funds with effect from December 15, 2008. Appropriate

sanctions were to be applied on defaulters.

2.17 Additional Safeguards For International Money Transfer
Operators

During the period under review, the apex bank instructed banks to put in

place and communicate to their customers the following additional

safeguards:

1) Funds transferred should only be collected in the designated town for

payment and nowhere else;

2)  All the money transfer operators in Nigeria should introduce a second

12



level pin/code to be provided by the beneficiaries after confirming the

availability of their transactions/funds before payment could be made;

3) All the money transfer operators should ensure adequate information
dissemination to enlighten the customers and the beneficiaries of the

services; and

4) Banks shall investigate customers’ complaints within the shortest
possible time before referring the beneficiary to the sender for onward
complaint to the money transfer operator.

In cases where these safeguards were not strictly applied, banks were to be

held liable and would be made to refund any amount paid to wrong

beneficiaries.

2.18 Over One Trillion Naira Injected Into The Economy by the Apex
Bank

In response to the crisis in the global financial market, the Central Bank of

Nigeria (CBN) took proactive measures to safeguard asset prices from

crashing in the capital market. The measures included the following:

)] A reduction in the Monetary Policy Rate (MPR) by 50 basis points from
10.25 % to 9.75 %;

i) A reduction in the Minimum Liquidity Ratio (MLR) from 40 % to 30 %;

i) A reduction in the Cash Reserve Ratio (CRR) from 4% to 2%.

These measures are expected to translate to an injection of N1.05 trillion into

the economy. The apex bank also allowed banks to buy back their securities

and extended the lending window to 365 days (1 year), as opposed to

13



overnight lending, as was the case in the past.

2.19 Deposit Money Banks Granted Forbearance To Restructure
Margin Loans
As a means of tackling the dwindling fortunes of the capital market, the CBN
directed banks with large portfolio of margin facilities to restructure such
facilities for a longer period. Margin loans are facilities extended to investors
by banks for purposes of share purchase to buoy up individual and
institutional investment portfolio. Some of the facilities which had, however,
fallen due for repayment were still outstanding due to the current crash in
stock prices. The persistent downward slide in the price of stocks had made

it difficult for many investors to meet their loan obligations.

The apex bank directed banks to restructure margin loans for a longer period
between October 2008 and December 31, 2009. The CBN stated that the
forbearance is specifically for loans made for the purchase of shares in the

Nigerian Stock Exchange.

The CBN revealed that several banks had recently indicated their desire to
reschedule some of their capital market-related exposures, noting that their
desire was informed by the strict consideration of Section 2.3 of Prudential
Guidelines, which provides the grounds for reclassifying non-performing
facilities. It was estimated that banks granted as much as N336 billion
margin facilities to investors, prompting insinuations that the banks may have

lost a substantial amount of money in the stock market crash.
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2.20

Interest Rates

The average interest rates prevalent in the banking system during the third

and fourth quarters of 2008 are presented in Table 1.1

Table 1.1

AVERAGE INTEREST RATES FOR THIRD AND FOURTH QUARTERS OF 2008

Rates (%0)

Financial July, August, September,2 | October, | Novemebr,2 | December, Increase/(Decrease)be
Instrument 2008 2008 008 2008 008 2008 tween July and
December, 2008
6.3 6.3 6.3 6.25 6.25 6.25 -0.05

Savings

10.5 13.58 15.58 15.04 18.79 14.25 3.75
7-Day

13.5 16.04 17.21 15.54 18.96 16.75 3.25
30-Day
90-Day 14.3 16.29 16.75 15.04 18.88 17.00 2.7

14.5 16.0 16.0 16.08 18.42 17.00 25
180-Day

14.5 14.83 16.46 16.08 18.38 17.04 2.54
360-Day

24.0 24.0 24.0 24.0 24.0 24 -
Prime
Lending

10.25 10.25 9.75 9.75 9.75 9.75 -0.5
MPR

9.46 9.6 9.44 9.3 8.96 8.96 -0.60
T/Bills Rate

10.7 10.7 10.7 10.7 10.7 -
FGN Bond 10.7

Source: NDIC Market Survey

During the third and fourth quarters of 2008, rates on money market

instruments of different tenors were on the upward trend. Except for slight

decrease in rate on Savings, all instruments went up by more than 200 basis

points. The main reason for these jumps was the near collapse of the capital

market as a result major investors had to re-direct their funds to the money
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market. Whilst Prime Lending Rate remained same for the period, there was

slight decrease in MPR and Treasury Bills.

2.21 The Naira Exchange Rate

Developments in the various segments of the foreign exchange market in the

second half of 2008 are presented in Table 1.2 below.

Table 1.2
NAIRA EXCHANGE RATE IN THE THIRD AND FOURTH QUARTERS OF 2008

Exchange Rate (N to US$)

% change in the N/US$

Market | July August | September | October | November | December | Exchange Rate between
Segment | 2008 | 2008 | 2008 2008 2008 2008 July and December,
2008
-11.6
WDAS 116.62 | 116.6 | 116.56 115.81 | 116.56 131.25
Bureaux -13.04
De 119.13 | 118.25 | 118.53 117.59 |117.6 137.00
Change
-12.99
Parallel | 1198 |118.88| 119 118 118.0 138.0
Market
(PM)

Source: NDIC Market Survey

A review of the developments in the foreign exchange market in the second

half of 2008 indicated that there was relative stability in all segments of the

market up to the month of November 2008. However, in December 2008 the

Naira depreciated significantly in all segments of the market namely

Wholesale Dutch Auction System (WDAS), Bureau De Change (BDCs) and
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Parallel Market. The depreciation was caused by the sharp and persistent fall
in both price and the quantity of crude oil, the nation’s main foreign
exchange earner, occasioned by the negative impact of the global financial
crisis. The reduced foreign exchange inflow to the economy constrained
supply to the market leaving the CBN as the main source of foreign
exchange. The trend of the Naira exchange rate in the third and fourth

quarters of 2008 is shown in Table 1.2.

2.22 PERFORMANCE OF INSURED BANKS QUOTED ON THE
NIGERIAN STOCK EXCHANGE (NSE)

Statistics on the performance of insured banks’ share on the Nigerian Stock
Exchange as at the beginning of third quarter and the end of fourth quarter
of 2008 are presented in Table 1.3. As evidenced from the table, 21 insured
banks had their shares traded on the stock exchange. As at the end of the
period under review, Ecobank Bank Plc was top of the price ladder with a
quoted price of 2796 kobo. Other banks that followed included First Bank of
Nigeria Plc (2081kobo), Zenith Bank Plc (2028kobo), Wema Bank Plc (1429)
and United Bank for Africa (1155kobo).

Table 1.3

Performance of Insured Banks’ Shares on the Nigerian Stock Exchange (NSE) As At December
19, 2008 (With the comparative statistics as at the end of July, 2008)

Price
BANK Par Quotation Change | Year's | Year's Earnin | Price/Earning
value (3] Increas | High Low gs Ratio (%)
(9] July Dec e/decre | (K) (9] /share
ase (k)
643+
ACCESS BANK NIGERIAPLC | 50 1520 -877 2550 | 722 1.34 7.07
+
994+
AFRIBANK NIGERIA PLC 50 2370 -1376 3160 | 1200 1.24 12.9
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Price

BANK Par Quotation Change | Year's | Year's Earnin | Price/Earning
value (9] Increas | High Low gs Ratio (%)
(K) July Dec e/decre | (k) K) /share
ase (3]
+
711+
DIAMOND BANK NIGERIA | 50 1370 -659 2345 680 1.16 9.06
PLC +
ECOBANK NIG. PLC 50 665 + | 2,796 | 2131 2796 | 462 0.24 1.104
429-
FIDELITY BANK PLC 50 851 - -422 1300 | 429 0.47 12.21
2,081
FIRST BANK OF NIG. PLC 50 4196 + -2115 5486 19.10 1.81 15.23
+
540+
FIRST CITY MONUMENT | 50 1500 -960 2160 | 627 1.06 6.51
BANK PLC +
428-
FIRSTINLAND BANK PLC 50 759 - -331 1330 415 0.47 12.32
1,103
GUARANTY TRUST BANK | 50 2200 | + -1097 4000 | 1254 1.94 9.10
PLC +
970+
INTERCONTINENTAL BANK | 50 2984 -2014 4579 1321 2.25 6.94
PLC +
1,011
OCEANIC BANK PLC 50 2040 | + -1029 3905 1176 1.86 7.60
+
PLATINUMHABIB BANK PLC 50 1995 900+ -1095 3350 950 1.12 10.37
+
SKYE BANK PLC 50 1295 720+ -575 1985 8.03 1.13 8.90
+
SPRING BANK PLC 50 559 + | 559 0 559 559 0.00 0.00
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Price

BANK Par Quotation Change | Year's | Year's Earnin | Price/Earning
value (9] Increas | High Low gs Ratio (%)
(K) July Dec e/decre | (k) K) /share
ase (3]
STANBIC IBTC BANK PLC 50 1237 834+ -403 2300 8.14 0.56 17.68
+
STERLING BANK PLC 50 665 225 -440 827 341 0.32 12.19
1,155
UBA PLC 50 2980 + -1825 6394 1460 1.92 1010
+
1,599
UNION BANK NIG. PLC 50 4200 + -2601 4509 2070 1.99 1055
+
UNITY BANK PLC 50 470 216+ -254 995 287 0.09 4422
+
1,429
WEMA BANK PLC 50 1500 | + -71 1500 | 1429 0.55 2598
+
2,028
ZENITH BANK PLC 50 4055 + -1973 5115 2147 2.62 1094
+
Source: The Nigerian Stock Exchange, Lagos

Key: - = Supply (Offer)

+ = Demand (Bid)

As can be observed from Table 1.3, except for Spring Bank PLC whose stock

was on technical suspension and Ecobank PLC which enjoyed some price

increases, prices of banks’ stocks were on the decline for the greater part of

the period under review. Union Bank of Nigeria PLC recorded the highest loss
of 2601 kobo followed by First Bank Nigeria PLC 2115 Kobo and

Intercontinental Bank PLC which lost 2014 kobo. Wema Bank PLC witnessed

the least loss of 71 kobo during the period. The major reason for the

sustained losses by the banks was the adverse impact of the global economic

meltdown.
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FINANCIAL CONDITION AND PERFORMANCE OF INSURED BANKS
IN THE THIRD AND FOURTH QUARTERS OF 2008

BY

RESEARCH & OFF-SITE SUPERVISION DEPARTMENTS

1.0 INTRODUCTION

During the period under review, the condition and performance of the
insured banks was a mixed grill. Total assets of the banks declined slightly by
0.52 percent, from N15.42 trillion as at the end of the third quarter of 2008
to N15.34 trillion as at the end of the last quarter of 2008. The industry’s
total loans and advances increased by 5.29 percent from N5.86 trillion as at
the end of September 2008 to N6.17 trillion as at the end of December 2008.
Non-performing credits increased by 8.56 percent from N426.95 billion as at
the end of September 2008 to N463.49 billion as at the end of December
2008. This impacted negatively on the overall industry’s asset quality as the
ratio of Non-performing Credits to Total Credits increased from 6.08 percent
as at September 2008 to 6.25 percent as at the end of December 2008.
However, Profit Before Tax (PBT) which was N145.84 billion as at the end of
the third quarter of 2008 increased significantly by 314.07 percent to
N603.88 billion as at the end of the last quarter of 2008. Capital to Risk-
Weighted Asset Ratio declined slightly by 0.04 percentage points from 21.95
percent at the end of September 2008 to 21.91 percent at the end of
December 2008. The industry’s average liquidity ratio also declined slightly
by 0.68 percentage points from 44.85 percent as at the end of September
2008 to 44.17 percent as at the end of December 2008.
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Apart from this introduction, the rest of the paper is divided into three
sections. Section 2 presents the structure of assets and liabilities of the
banking industry, while Section 3 examines the financial condition of insured

banks. Section 4 concludes the paper.

2.0 STRUCTURE OF ASSETS AND LIABILITIES

The total assets of the banking industry decreased from N15.42 trillion as at
the end of September 2008 to N15.34 trillion as at the end of December
2008. The structure of banks’ total assets and liabilities as at the end of the
third and fourth quarters of 2008 are presented in Table 1 and Charts 1(A)&

1(B) below.
TABLE 1

STRUCTURE OF BANKS’ ASSETS AND LIABILITIES
AS AT THE ENDS OF SEPTEMBER AND DECEMBER, 2008

Assets (%20) 3rd 4th Liabilities (20) 3rd 4th
Quarter | Quarter Quarter | Quarter
2008 2008 2008 2008
Cash & Due from Other
Banks 15.66 18.84 Deposits 56.22 56.72
Inter-bank Placement 9.09 8.00 Inter-bank Takings 4.97 3.70
Government Securities
8.52 5.16 CBN Overdraft 0.45 0.62
Other Short-term
Funds 5.60 6.05 Due to Other Banks 1.27 0.86
Other Borrowed Funds
Loans & Advances 37.99 40.21 0.00 0.00
Investments 8.16 8.83 Other Liabilities 17.62 17.86
Other Assets 11.56 | 9.19 Long-term Loans 1.90 2.07
Shareholders’ Funds
Fixed Assets 3.42 | 3.72 (Unadjusted) 1.37 1.37
Reserves 16.20 16.80
Total 100.00 100.00 | Total 100.00 100.00

Source: Bank Returns
NOTE: TOTAL ASSETS (=N= TRILLION) 3RD QUARTER OF 2008 15.42 4TH QUARTER OF

2008 15.34
OFF-BALANCE SHEET (As a Proportion of Balance Sheet Items) 24.49 % 25.53 %
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CHART 1 A: STRUCTURE OF BANKS' ASSETS FOR THE 3RD AND

4TH QUARTERS OF 2008

3rd Qtr 2008 4th Qtr 2008
OCash & Due from Other Banks EInterbank Placements
O Government Securities O Other Short-term Funds
B Loans & Advances/Leases OInvestments
B Other Assets OFixed Assets
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CHART 1B: STRUCTURE OF BANKS' LIABILITIES FOR THE 3RD AND 4TH QUARTERS OF 2008
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3rd Qtr 2008 4th Qtr 2008
O Total Deposits B Interbank Takings OCBN Overdrafts
O Due to Other Banks B Other Borrowed Funds O Other Liabilities
M Long-term Loans OShareholders' Funds (Unadjusted) BMReserves

The largest proportion of total assets during the fourth quarter of 2008 was
Loans & Advances; it accounted for 40.21 percent. This item was higher
than its share as at the end of the third quarter when it accounted for 37.99
percent of the total assets. The relative share of Cash & Due from Other
Banks increased from 15.66 percent as at the end of September 2008 to

18.84 percent as at the end of December 2008. Thus, it retained its position
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as the second largest component of total assets. The proportion of Other
Assets (Net) declined by 2.36 percentage points from 11.56 percent of total
assets in the third quarter of 2008 to 9.19 percent in the fourth quarter of
2008 though it still maintained the third position on the log. Total
Investment, with a contribution of 8.83 percent, was the fourth largest
component of total assets at the end of the fourth quarter of 2008. Apart
from Other Fixed Assets which increased from 3.42 percent in the third
quarter to 3.72 percent in the fourth quarter, other components of the
banking industry’s assets whose relative contributions declined in the fourth
quarter of 2008 were Inter-bank Placements and Government
Securities which declined by 1.09 percentage points and 3.36 percentage

points respectively.

On the liabilities side of the balance sheet, Deposits accounted for 56.72
percent of the total as at the end of December 2008. This was marginally
higher than its contribution of 56.22 percent at the end of September 2008.
The second largest liability of the banking industry as at the end of the
December 2008 was Other Liabilities which accounted for 17.86 percent.
That was 0.24 percentage points lower than its contribution in the third
quarter of 2008. Other sources of funding in the industry during the fourth
quarter of 2008 included the following: Inter-bank Takings (3.70%); Due
to Other Banks (0.86%); Long-term Loans (2.07%); Shareholders’
Funds (1.37%); and Reserves (16.80%).
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3.0 ASSESSMENT OF THE FINANCIAL CONDITION OF INSURED
BANKS

3.1 Asset Quality

The industry’s total loans and advances increased by 5.32 percent from
N5.86 trillion as at the end of September 2008 to N6.17 trillion as at the end
of December 2008. However, the quality of those assets deteriorated slightly
during the same period. Table 2 and Chart 2 present the indicators of insured
banks’ asset quality for the third and fourth quarters of 2008. Non-
performing Loans increased by 8.56 percent from N426.95 billion as at the
end of the third quarter to N463.49 billion as at the end of the fourth quarter
of 2008. The proportion of Non-performing Credit to Total Credit increased
from 6.08 percent at the end of September 2008 to 6.25 percent at the end
of December 2008. Furthermore, the proportion of Non-performing Loans to
Shareholders’ Funds increased slightly by 0.85 percentage points from 15.93
percent as at the end of September 2008 to 16.78 percent as at the end of
December 2008.

TABLE 2

INDICATORS OF INSURED BANKS’ ASSET QUALITY FOR
THE THIRD AND FOURTH QUARTERS OF 2008

Industry

Asset Quality Indicator
(20) 3rd Quarter of 2008 4t Quarter of 2008

Non-performing Credit to Total
Credit 6.08 6.25

Provision for Non-performing
Loans to Total Non-performing
Credit 77.86 81.04

Non-performing Credit to
Shareholders’ Funds 15.93 16.78

Source: Bank Returns
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CHART 2: INSURED BANKS' ASSET QUALITY FOR THE 3RD
AND FOURTH QUARTERS OF 2008

90

3rd Qtr of 2008 4th Qtr of 2008

ONon-performing Credit to total Credit
B Provision for Non-performing Loans to non-performing Credit
ONon-performing Credit to Shareholders' Funds

3.2 Earnings and Profitability

The banking industry recorded a significant increase of 280.77 percent in
Interest Income from N464.03 billion in the third quarter of 2008 to N1.76
trillion in the fourth quarter of 2008. Similarly Non-Interest Income
increased appreciably from N143.94 billion in the third quarter of 2008 to
N656.81 billion as at the end of the fourth quarter of 2008, representing an
increase of 356.32 percent. Following the same trend, Operating Expenses
increased markedly from N257.25 billion as at the end of September 2008 to
N1.05 trillion as at the end of December 2008. Total Profit Before Tax (PBT)
of the banking industry increased significantly by 314.07 percent from
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N145.84 billion as at September 2008 to N603.88 billion as at December
2008. Table 3 and Chart 3 present the Earnings and Profitability
Indicators for the third and fourth quarters of 2008.

TABLE 3

EARNINGS AND PROFITABILITY INDICATORS FOR THE THIRD AND FOURTH QUARTERS 2008

Industry
Earnings/Profitability
Indicator 3rd Quarter of 2008 4" Quarter of 2008
Return on Assets (%) 0.95 3.94
Return on Equity 5.51 22.12
Net Interest Margin 2.38 9.13
Yield on Earning Assets (%) 4.37 16.65
Profit Before Tax (=N= Billion) 145.84 603.88
Interest Income (=N= Billion) 464.03 1,766.87
Operating Expenses (=N= Billion) 257.25 1,052.98
Non-Interest Income (=N= Billion) 143.94 656.81

Source: Bank Returns
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CHART 3: INSURED BANKS' EARNINGS AND
PROFITABILITY FOR THIRD AND FOURTH QUARTERS OF
2008

3rd Qtr of 2008 4th Qtr of 2008

OReturn on Assets B Return on Equity

OYield on Earning Assets O Net Interest Margin

As shown in the table, the industry Return on Assets (ROA) increased by
2.99 percentage points from 0.95 percent in September 2008 to 3.94 percent
in December 2008. Similarly, Return on Equity (ROE) also increased
significantly from 5.51 percent as at the end of September 2008 to 22.12
percent as at end of December 2008. The Yield on Earning Asset (YEA)
also witnessed an appreciable increase from 4.37 percent as at September
2008 to 16.65 percent as at December 2008, representing an increase of

12.28 percentage points.
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3.3 Liquidity Profile

The industry’s average liquidity ratio declined during the fourth quarter of
2008 relative to the third quarter of 2008. Table 4 presents the indicators of
insured banks’ liquidity profile for the third and fourth quarters of 2008. The
average liquidity ratio declined from 44.85 percent as at the end of
September 2008 to 44.17 percent as at the end of December 2008,
representing a decrease of 0.68 percentage points. However, the ratio

remained higher than the 30 percent minimum regulatory requirement.

TABLE 4

INDICATORS OF INSURED BANKS’ LIQUIDITY PROFILE FOR
THE THIRD AND FOURTH QUARTERS OF 2008

Period
Liquidity
3rd Quarter of 4™ Quarter of 2008
2008
Average Liquidity Ratio (%) 44.85 44.17
Net Loans to Deposit Ratio (%) 77.21 80.84
Inter-bank Takings to Deposit Ratio (%) 8.83 6.52
No. of Banks with Liquidity Ratio of Less than
the prescribed 30% 2 2

Source: Bank Returns

From Table 4, it can be observed that the industry slightly reduced its
dependence on inter-bank takings as the ratio of Inter-bank Takings to
Deposits declined by 2.31 percentage points from 8.83 percent as at
September 2008 to 6.52 percent at the end of December 2008. The number
of banks that could not meet up with the liquidity ratio of 30 percent
prescribed by the regulatory authorities remained unchanged at 2 during the

fourth quarter as it was during the third quarter of 2008.
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3.4 Capital Adequacy

During the period under review, the banking industry remained adequately
capitalized as at the end of the fourth quarter of 2008. The average Capital
to Risk Weighted Assets Ratio far exceeded the required minimum of 10
percent. Thus, the industry required no additional capital. Table 5 and Chart
4 below show insured banks' capital adequacy positions as at the ends of

September and December 2008.

TABLE 5

INDICATORS OF INSURED BANKS’ CAPITAL ADEQUACY POSITION FOR THE THIRD AND
FOURTH QUARTERS OF 2008

Capital Adequacy Indicator Period
3rd Quarter of 4™ Quarter of 2008
2008
Capital to Risk Weighted Asset Ratio (%) 21.95 21.91
Capital to Total Asset Ratio (%) 17.18 17.79
Adjusted Capital to Loan Ratio (%) 39.38 39.06

Source: Bank Returns
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CHART 4: INSURED BANKS' CAPITAL ADEQUACY FOR THE
THIRD AND FOURTH QUARTERS OF 2008
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On the one hand, the Capital to Risk Assets Ratio declined slightly by
0.04 percentage points from 21.95 percent as at the end of September 2008
to 21.91 percent as at the end of December 2008. On the other hand, the
Ratio of Capital to Total Assets for the industry increased from 17.18
percent during the third quarter of 2008 to 17.79 percent in the last quarter
of 2008 however, the Adjusted Capital to Loan Ratio declined slightly
from 39.38 percent as at the end of the third quarter of 2008 to 39.06
percent as at the end of the fourth quarter of 2008.
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4.0 CONCLUSION

The overall financial condition and performance of the insured banks during
the fourth quarters of 2008 relative to the third quarter of 2008 were mixed.
The total assets of the industry declined slightly during the period under
review. At the same time, there was a slight increase in the ratio of non-
performing credit to total credit during the period in question. In terms of
earnings and profitability, the industry performed creditably well during the
period under review as all the earnings indicators increased resulting in a

significant growth in profit before tax (PBT).
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THE POLICY CHALLENGES OF BANK CONSOLIDATION IN

NIGERIA
By
James Akperan ADAM, Ph.D*
Dept. of Economics
University of Abuja
Abuja, FCT
1.0 INTRODUCTION

The financial service industry is consolidating around the globe, and the pace of
consolidation particularly, in the banking industry has accelerated the world
over. Similarly, mergers and acquisitions (M&As) among financial institutions
are occurring at a torrid pace. The rise in the scale of financial industry mergers
has increased to the point that, both in the United States, Europe, and East

Asia, “megamergers®”

are reshaping the structure of the financial services
industry. It is viewed that consolidation may be part of the solution to problems
of financial distress, particularly, in Asia, Africa and Central America. This
unprecedented increase in the wave of M&As in the financial sector is being
driven by powerful changes in the telecommunications and information
technology and by the removal of legal and regulatory barriers to national and

international linkages as well as direct government intervention.

The period of the late 1970s and early 1980s witnessed myriad of
problems in Sub-Saharan African (SSA) which include declining output,
mounting unemployment, inflation, debt overhang and increasing dependence
on the external sector. Bank deregulation formed part of the reform policies

adopted to address some of the problems. Nigeria, like most SSA countries, has

1Dr A. J. AdamisaSenior Lecturer in the Department of Economics, University of Abuja, Abuja, FCT.
2 M&As between institutions with assets over $1 billion each (Berger et al, 1998). Others define it as M&As between
institutions with assets up to $1 million and above each (Esty et al.,1999)
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been involved in policies of banking sector deregulation as part of economy-
wide reform programmes of the Structural Adjustment Programme (SAP) since
July 1986. Banking sector deregulation is expected to promote competition in
the industry, encourage increased deposit mobilization, improve access to

credit and ultimately promote investment and economic growth (Soyibo, 1996).

The recent reform (Bank Consolidation) could not have come as a
surprise, considering that the incidences of distressed and technically insolvent
banks have lately become rampant (CBN, 2005). The CBN/NDIC (1995) study
had confirmed the role of inadequate capital in the failure of bank. The capital
levels of the failed banks were so low that they could not absorb losses
occasioned by non-performing risk assets, keen competition and poor
management. On the average capitalization of Nigerian banks stood at N1.3
billion (US$10 million) which is considered very low and poor when compared
with the standard in emerging markets. The largest bank in Nigeria has capital
base of about $298 million compared to $526 million for the smallest bank in
Malaysia. The Amalgamated Banks of South Africa (ABSA) has asset base said
to be larger than all of Nigerian commercial banks put together (Soludo, 2004).
This partly explains the large-scale distress in the financial sector, banks’ anti-
investor attitude and their preference for foreign exchange and treasury bills

transactions (Nnanna, 2004).

The present reform was to ‘create a sound and more secured banking
system that depositors can trust’ through consolidation and enhanced
operating capital (CBN 2005). Moreover, the reform was aimed at promoting
banks with the capacity to finance large-scale productive projects, assume
greater risks and vie for business on a continental and global basis.
Consequently, the research questions to be addressed are: How can Nigeria

succeed with the recent reform? Are there systemic problems that would
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militate against the realization of the objectives of bank consolidation? Are
there design or formulation errors or oversights? How can these be corrected if
they exist? Moreover, bank consolidation raises a humber of important public
policy issues, such as regulatory approval, antitrust implication, and industry

concentration, among others.

It is against this backdrop that this paper will attempt to provide an
insight into the challenges posed by the recent banking reform and examine
some possible policy options raised by bank consolidation. The paper is
structured as follows: following this introductory section is Section Two which
deals with the conceptual issues and literature review as well as review of
consolidation trends. Section Three presents an overview of banking sector
and policy reforms in the banking sector. Section Four examines the Nigerian
experience and policy issues raised by bank consolidation as well as the policy
options for dealing with bank consolidation in Nigeria. Section Five provides the

conclusion and recommendations.

2.0 CONCEPTUAL ISSUES AND LITERATURE REVIEW

2.1 Conceptual Issues

According to Pan Reference Books Dictionary of Economics (2000),
consolidation implies the action of reinvesting a capital gain made on a
speculative share in a more conservative security. The term is also sometimes
used to mean the selling of equities at a gain and reinvestment of the proceeds

in fixed-interest securities. It defines consolidated account as the account of a
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company and its subsidiaries which presents the situation of the group as a
whole at the end of a financial year. Following from these definitions,
consolidation connotes the idea of investment and having firms or enterprises
come together as a group. Consolidation also means larger sizes, larger

shareholder bases and larger number of depositors.

Bank or corporate consolidation may be by way of mergers and/or
acquisition, recapitalisation and proactive regulation. Merger can be defined as
an amalgamation of the business undertakings or part thereof of two or more
companies into one of the companies or a new company (Stiegeler and
Thomas, 1982). A fusion of interests, assets and management is implicit in this
definition. This is different from takeover which is the acquisition of one
company of sufficient shares in another company to give the acquiring
company control over that other company. Acquisition, itself, is defined as the
purchase of the shares of one company by another with the ultimate intention
of acquiring a controlling interest in the company (Stiegeler and Thomas,

1982). The objective of M&As is usually to increase efficiency.

Bank Consolidation transcends mere shrinking of the size of the banking
industry. It is expected to enhance synergy, improve efficiency, induce
investor focus (meaningful investment decisions) and trigger productivity and
welfare gains (Nnanna, 2004). The main motivation behind consolidation is to
maximize shareholders value. Value may be maximized through M&As
primarily by increasing the participating firm's market power in setting prices
or by improving their efficiency, and in some cases by increasing their access

to the safety net (Berger et al.,1998).

According to Imala (2005), M&As in the financial sector were influenced
by the following factors: cost-savings attributable to economies of scale as

well as more efficient allocation of resources; revenue enhancement resulting
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from the impact of consolidation on bank size, scope, and overall market
power; risk reduction, change in organizational focus and managerial empire
building and new developments which imposed high fixed costs and the need
to spread these costs across a large customer base. Other factors identified
are the advent of deregulation which removed many important legal and
regulatory barriers to financial industry consolidation; globalisation which
engendered a more globally integrated financial services industry and
brought about the provision of wholesale financial services and geographic
expansion of operations; financial stability where the various components of
the financial system (financial markets, payment and settlement systems and
financial intermediation) function smoothly and without interruption, with
each component resilient to shock; shareholders pressures to improve profit
margins and returns on investment made possible by new and powerful

shareholder blocks.

2.2 Literature Review

The literature on bank consolidation is very extensive. Berger (2003)
noted that technological progress would allow large banks to push out their
risk-expected return frontiers more than small banks. Technological progress
has increased scale economies in producing financial services, creating
opportunities to improve efficiency and increase value through consolidation
(Berger et al.,1998). For example, advances in payments technology may
also have created scale economies in back-office operations and network
economies. Moreover, new tools of financial engineering, such as derivative
contracts, off-balance-sheet guarantees, and risk management may be more
efficiently produced by larger institution. Some new delivery methods for

depositor services, such as phone centers, Automatic Teller Machines
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(ATMs), and on-line banking, may also exhibit greater economies of scale
than traditional branching networks (Radecki et a/, 1997). Improvements in
the financial conditions of financial firms may be another factor behind the
increase in M&As. In the U.S., bank profitability broke records in the mid-
1990s.

Case studies M&As in the US banking industry supported the idea that
potential efficiency gains act to motivate some M&As (Rhoades, 1998).
Empirical evidence suggested that large X-efficiency gains are possible if the
best practice banks merge and reform the practices of the least efficient
banks (Shaffer, 1993). However, in another study, it was found that while
poorly-capitalised banks were more likely to be acquired, banks with a high
degree of cost inefficiency were, all things being equal, were less likely to be
acquired without government assistance (Wheelock and Wilson, 1998).
Adequate capitalization is the foundation of a safe banking system (Adam,
2004), hence the last few years had witnessed the creation of banking
groups across the world through mergers and acquisitions, which has made

the level of capitalization an issue of strategic importance for banks.

The government plays a direct role in consolidation decisions through
restricting the types of M&As permitted and though its approval/disapproval
decisions. This is done to limit the government's liability and prevent
exploitation of “too big to fail” and expansion of the safety net (Berger et al.,
1998). For example, regulatory review of bank M&A applications in the U.S.
attempted to prevent consolidation in which excessive increases in risk were
expected. Regulators also prevent in-market® M&As if the increases in

concentration are expected to result in excessive increases in market power.

% In-market mergers can be defined as combinations that bring together under common ownership banks that had been
independent. When a multi-bank holding company is acquired, each commercia bank in that holding company is
counted as separate merger. Market extension mergers are defined as those where the target bank islocated in a
different market from the acquirer.
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Regulators may also block M&As, if they fail to meet the lending standards,
and to pursue other policy goals. On the other hand, government may also
encourage consolidation beyond the safety net incentive. During periods of
financial crisis, the government may provide financial assistance or otherwise
aid troubled banks in order to facilitate consolidation. For example, in the US,
the government provided financial assistance to allow healthy banks to
purchase over 1,000 insolvent U.S. banks between 1984 and 1991. In other
countries, the governments have acquired troubled institutions themselves
(Berger et al, 1998). Examples can be found in Indonesia, Japan and

Sweden.

The consolidation of banks across national borders may also be derived
in part from international consolidation of markets. Thus, the globalisation of
markets has likely contributed to cross-border M&As and the globalisation of
financial service firms, although the causation likely works in the other
direction as well (Meyer, 1998). The U.S. evidence also suggested that
consolidation accelerated as a result of deregulation. Restrictions on banks’
ability to expand geographically were relaxed in the 1980s and early 1990s in
the U.S.; the Riegle-Neal Act of 1994 permits interstate branching almost all
states (Berger et al.,1998). The prior geographic restrictions on competition
may have allowed some inefficient banks to survive. The removal of these
constraints allowed some previously prohibited M&As to occur, which may
have forced inefficient banks to become more efficient by being acquired or
by improving management practices internally. There has also been limited
deregulation of restrictions on bank powers in the US and these included
restrictions on investment banking and other powers of commercial banking
organizations which began in 1987. Despite the geographic and bank powers

deregulation, it was viewed that the remaining regulations may likely
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continue to restrain consolidation activity (Saunders, 1999).

Europe has also been undergoing financial liberalization. The European
Union banking directive has allowed banks to operate fairly freely across
national boundaries in Europe since 1993. It was expected that the
implementation of monetary union should also foster international M&As
(Berger et al.,1998).

The consequences of consolidation could be direct and indirect. The
direct effects could be the increased market power and/or improved firm
efficiency. One potential indirect consequence may be a reduction in the
availability of financial services to small customers (Berger, et al,1998). Other
potential systemic consequences of consolidation include changes in the
efficiency of the payments system and changes in the safety and soundness
of the financial system. There may exist too big to fail bank in the financial
system. The evidence from data sets on U.S. banks is consistent with
significant market power consequences of some types of in-market
consolidation, but they also raise questions as to the importance of the
effects (Strahan and Weston, 1996). The static® analyses suggest that
concentration is associated with less favourable prices for some retalil
customers and possibly less efficiency for firms providing these products. For
example, Hannan (1991) found banks in more concentrated markets charge
higher rates on small business loans and paid lower rates on retail deposits.
Other studies found that in more concentrated markets, bank deposit rates
were “sticky” with respect to increases than decreases (Hannan, 1994;
Jackson, 1997). The dynamic analyses suggested that prices become less

favourable for customers when market concentration increases dramatically.

* The tatic literature on market power usually examines the effects of local market concentration on financial
institution profits and prices,but does not use information on M&As, whereas the dynamic literature directly examines
the profits and prices of firms that have recently engaged in M&As. (Berger et a, 1999).

40



Empirical research also suggests that the effects of consolidation on the
availability of services to small customers were likely to be small (Strahan
and Weston, 1996). Large banking organizations were generally found to
reduce small business lending by the participants (Williamson, 1988).
However, little evidence exists to suggest that other institutions in the same
market take up most of the lost credit supply from big banks. The entry of
de-novo banks were found to lend more to small businesses as a percentage
of assets than other small banks of comparable size. M&As may also have
reduced service availability to small customers through branch office closings,
although the limited evidence suggests the closures occur less frequently and
generally occur when there is another branch office nearby (Berger et al,
1998).

There may also be systemic consequences of consolidation. It may
impose costs on the financial system by increasing systemic risk or by
expanding the financial safety-net, although these costs may be offset to
some extent by diversification of risks by individual institutions and by
economies in monitoring and controlling the risks of a smaller number of
institutions. It has also been argued elsewhere that political forces may be
resisting market forces pushing for consolidation (Kashyap, 1999). Recent
research also suggests that consolidation across borders in Europe may be
inhibited by political factors, by institutional and cultural patterns, and
differences in the use of paper versus book entry, settlement cycles and
methods, and payments systems (White, 1998; Boot, 1999). Similarly,
European consolidation may be tempered by remaining structural differences
among the capital markets, tax, and regulatory regimes of the European

nations (Lannoo and Gros, 1998).

Empirical study by Isik (2004) noted that large banks are more involved
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