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	CHAPTER ONE
INTRODUCTION
1.1 Background to Study
For much of the past decade, interest rates in many countries have been at or near historically low levels. This raised questions about the consequences of low interest rates for bank profitability and implications for the transmission of monetary policy. While interest rates have risen more recently due to high inflation, this paper provides a retrospective assessment of the effect of low interest rates on bank profitability. The challenges and consequences of low rates may arise again at some point in the future; particularly given the neutral rate is estimated to have fallen significantly in advanced economies over the past few decades (Holston, Laubach and Williams 2017). 

The banking sector performance as a matter of fact has attracted attention of policy makers and other Stakeholders in Nigeria. One of the policies from the monetary authorities is the structure and the reforms in interest rates. Interest rate is the Classical instrument of monetary policy. Its structure as the instrument of monetary policy determines the equilibrium of the financial market. It is the function of monetary policy target, source of deposit money banks source of funds and borrowing, the fiscal policy and the financial market operation (Ayodele, 2006). It determines the level of domestic investment in the banking sector (Olaladipo, 2011; Ngerebo-a & Lucky, 2016). 

This can be traced to Classical Accelerator Theory of Investment and the Keynesian Marginal Efficiency of Capital through the liquidity trap. In Nigeria, the structure of interest rate comprises the real interest rate, the monetary policy rate, the maximum lending rate, Treasury bill rate, prime lending rate and savings rate (Kolapo et al, 2012). Conceptually the interest rate is the amount paid per unit of time expressed as a percentage of the amount borrowed or amount lends (Ongena and Smith, 2000). It is the cost of borrowing money measured in naira per year. It differs mainly in terms of maturity. When maturity and liquidity match together with other factors, many different financial instruments and so many interest rates will emerge which defined the structure of interest rate (Rasheed, 2010). It can either be nominal or real interest rate.

Bank performance is a qualitative measure of management efficiency and effectiveness. It is a qualitative measure in Return on Assets (ROA), Return on Equity (ROE), Return on Investment (ROI) and Earnings per share (EPS) of investors in the banking industry. Osabuohien (2007) noted that deposit rate is a cost of fund which tends to reduce profit while lending rate is source of revenue which tends to increase profit through the interest rate margin. Interest rate can also be structured based on the time maturity of the instruments or the facility. This we have in the banking sector short-term interest rate such as interest rate on money market financial instruments, medium term interest and long term interest rate, this interest rate structures constitute the banking sector return on investment (Idowu, 2005; Akani & Lucky, 2016). Davidson and Gabriel (2009) argued that commercial banks profitability is influenced by interest which can be structured to enhance profitability. The challenges facing Nigerian interest rate structure in affecting positively the banking performance is the unstructured and emerging financial market characterized with insider dealings and sharp practices, for instance Nigerian interest rate cannot be said to be fully deregulated non-regulated making it difficult to determine its impact on the performance of the banking industry. Interest rate is a monetary policy instrument that equilibrates the financial market just as price is a mechanism that equilibrates the commodity market. It is very sensitive to environmental shocks such as monetary and macroeconomic shocks (Olaladipo, 2011). This has direct effect on the profitability of deposit money banks as reflected in the Nigerian banking sector in the past three decades. Through the monetary authorities through the monetary policy channel have made policies on the interest rate structure of deposit money banks and the financial sector, for instance, the deregulation of interest rate in the last quarter of 1986 following the adoption of the Structural Adjustment Programme (SAP).

Lending needs to be effectively carried out by the deposit money banks since it is the basis for the establishment of sound economic development. The lending operations of commercial banking in any economy constitute a critical sector in the growth and development of any economy. The need for lending arises in view of the apparent financial disequilibrium in the economic system, which is the gap arising between the deficit unit and the surplus unit. Thus, lending must be designed in such a way that it could be of total benefit to all different interest groups of the bank, which includes the shareholders, depositors and the borrowers. According to Roy and Lewis (1991), giving credit to worthy borrowers is one of the most significant functions of deposit money banks that are directly related to the development of the economy. If those loans or credit are not grown, the expansion of the production facilities and operations would almost be impossible and take a longer time.
In the view of Nwankwo (2000), credit constitutes the largest single income-earning asset in the portfolio of most banks. This explains why banks spend enormous resources to estimate, monitor and manage credit quality. This is understandably, a practice that effect greatly on the lending behaviour of banks as large resources are involved. According to Adedoyin and Sobodun (1991), lending is undoubtedly the heart of banking business.
Therefore, its administration requires considerable skills and dexterity on the part of bank management. While a bank is irrevocably committed to pay interest on deposits it mobilized from different sources, the ability to articulate loanable avenues where deposit funds could be placed to generate reasonable income; maintain liquidity and ensure safety requires a high degree of pragmatic policy formulation and application (Chodechai, 2004).
[bookmark: page19]1.2. Statement of Research Problem
[bookmark: page21]The Central Bank ‘s principal objective is formulation and implementation of monetary policy directed to achieving and maintaining stability in the general level of prices. The aim is to achieve low inflation and to sustain the value of the currency. Interest rate is the price a borrower pays for the use of money they borrow from financial institutions or fee paid on borrowed assets (Crowley, 2007). Interest can be thought of as "rent of money". Interest rates are fundamental to a capitalist society and are normally expressed as a percentage rate over the period of one year (Monetary Policy Statement, 2008). Banking institutions are faced with the probability of default by counterparties in financial contracts.  Loans constitute the biggest assets for banks; thus, credit risk is arguably the biggest risk that banks face. It is therefore necessary for banks to take appropriate measures to first of all prevent the occurrence of these risks and be able to deal with the risk if and when it occurs. Credit risk mitigation techniques have evolved overtime, courtesy of global financial innovation. Traditionally, collateral and guarantees have remained the most popular credit risk reduction strategies. These are largely ‘ex-ante’ considerations, implying that any loan appraisals that do not pass this test are rejected. Moreover, the bank conducts a monitoring exercise to keep track of adverse changes that might affect the value of the collateral, periodic repayments as well as the total value of the loan (Radevic and Ahmedin, 2010).
Several research studies have been done in relation to deposit money banks in Nigeria: Aduda (2011) studied the relationship between credit risk management and profitability among the deposit money banks in Nigeria; Oludhe (2011) studied the effect of credit risk management on financial performance of deposit money banks in Nigeria; Gitonga (2010) studied the relationship between interest rate risk management and profitability of deposit money banks in Nigeria; Mbotu (2010) did a study on the effect of the central bank of Nigeria rate (CBR) on deposit money banks‘ benchmark lending interest rates. However, the researcher is not aware of any study on the performance of loan portfolio in deposit money banks. This study therefore aims at answering the question: What are the effects of lending policies on the levels of non-performing loans?
[bookmark: page22]1.3. Research Objectives
i. To establish the lending rate adopted by Deposit money banks in Nigeria.
ii. To establish how lending policies affect the non-performing loans among deposit money banks in Nigeria.
iii. To highlight the lending policies and objectives
1.4.  Research Questions
i. To what extent has lending rate adopted by Deposit money banks in Nigeria?
ii. How does lending policies affect the non-performing loans among deposit money banks in Nigeria?
iii. What the lending policies and objectives
1.5. Test of Hypothesis 
Ho: Lending rate does not have any effect on non-performing loans among deposit money banks in Nigeria
Hi: Lending policies have any effect on non-performing loans among deposit money banks in Nigeria
1.6. Significance of the Study
The findings of the study will be important to deposit money banks, as they will be able to establish the effect of the various lending policy tools on their lending behaviour and hence understand their role in attainment of desired economic growth for the country.
The study will also be of importance to various stakeholders in the banking sector among them bank ‘s customers who may be keen to know the causes of changes in the cost of borrowing. Understanding the effect of lending policy on cost of borrowing would help the consumers to make borrowing decisions.
The study will also benefit the government as it provides an insight to the effect of lending policies on lending behaviour of deposit money banks. The government partners with banks to ensure price, interest rates and exchange rates stability and enhance economic development through provision of affordable credit.
The finding of this study will also be valuable to researchers and scholars, as it will form a basis for further research. Further, this study may contribute to the pool of knowledge into the relationship between lending policies and non-performing loans among deposit money banks in Nigeria and therefore contribute to academic reference materials.
1.7. Scope And Limitations of The Study 
The purpose of this research work is to appraise the lending rate of deposit money bank in Nigeria, using union bank plc. as a case study. The study is constrained by both time and data which therefore limits its scope, the study has been limited to cover keys area of bank lending and loan recovery strategy. 
1.8 Definition of Terms
1.8.1 Interest Rate
Interest rate is the amount charged, expressed as a percentage of principal, by a lender to a borrower for the use of assets. Interest rates are typically noted on an annual basis, known as the annual percentage rate (APR) (Anderson & Piterbarg, 2010).
1.8.2 Exchange Rate
Exchange rate is the price of one currency in terms of another currency. Exchange rates can be either fixed or floating. Fixed exchange rates are decided by central banks of a country whereas floating exchange rates are decided by the mechanism of market demand and supply (Engel and West, 2003). For this study US Dollar to Nigerian Naira exchange rate was applied.
1.8.3 Inflation Rate
Inflation is the rate at which the general level of prices for goods and services is rising and, consequently, the purchasing power of currency is falling. For this study consumer price index (CPI) was applied. Consumer Price Index (CPI) - A measure of price changes in consumer goods and services such as gasoline, food, clothing and automobiles. The CPI measures price change from the perspective of the purchaser (IMF, 2010).
1.8.4 Financial Performance
Measuring the results of a firm's policies and operations in monetary terms. Tobin's Q ratio measures firm assets in relation to its market value. These results are reflected in the firm's return on investment, return on assets and others (Business Dictionary, 2018).
1.8.5 Central Bank of Nigeria (CBN)
The central bank is responsible for formulating monetary policies to achieve and maintain stability of various rates such as inflation rate and interest rate. It promotes financial stability, formulates and implements foreign exchange policies and acts as an advisor to the government (Simon and Metzler, 2016).
 1.9     Organization Of The Study
This topic is divided into five chapters. Therefore, the area touched has been highlighted in the stable of contents. 

Chapter one deals with introduction of the research work, statement of the research problems, aims and objectives of the study, scope and limitation of the study, scope and limitation of the study definition of terms and lastly organisation of the study. 
Chapter two will review all the necessary and available literature on the subject and how it has been addressed by different authors. Theoretical framework, regulatory framework, evaluation of credit proposals, bank lending principles, lending policies and objectives, importance of lending, canons of lending, canons of lending in a developing economy, common securities required for leading, loan application procedure, difficulties encounter by bank in loan repayment and the likely solution. 
Chapter three focus on the history of the case study, population of the study, method of data collection, sampling and research design, the population of the study and lastly limitation of the methodology. 
Chapter four discussed the data analysis and presentation of data, test of hypothesis. 
Chapter five comprises the summary of the whole research work, recommendations about the topics conclusion and the references.  
[bookmark: page23]

CHAPTER TWO
LITERATURE REVIEW
2.1 Introduction
This chapter will cover theoretical review, empirical review related to the research objectives, and the conceptual framework.
2.1. Concept of Bank Lending 
Lending, which is considered to be the main function of banks in general and deposit money banks, in particular, could be on a short, medium and long-term basis. It is the act of making funds available with the hope of receiving back the principal plus interest payment or/and any other fees imposed on carrying out the transaction. Credit is a financial market activity where financial institutions are empowered by law with credit functions to extend credit facilities to deficit economic units. 
Cost of capital is the amount the borrower must pay to the lender over and above the total borrowed expressed as the percentage of the total amount of the funds borrowed. According to Milton Freidman (1997), interest rates are regarded as purely monetary phenomena, a payment for the use of money .The possession of the actual money wills our disquietude and the premium which we require to make us part with money is the measure of the degree of our disquietude . By the way of contract this theory emphasizes the supply and demand for money arguing that it’s the interaction of variables which determines interest rate. It stated that classical theory focuses on what might be termed as the economic variables and argues that the level of real interest rate is determined by the level of savings which provides the level of loan able funds.
According to Adedoyin and Sobodun (1991), “lending is undoubtedly the heart of banking business. Therefore, its administration requires considerable skill and dexterity on the part of the bank management”. While a bank is irrevocably committed to pay interest on deposits it mobilized from different sources, the ability to articulate loanable avenues where deposit funds could be placed to generate reasonable income; maintain liquidity and ensure safety requires a high degree of pragmatic policy formulation and application.
Commercial banking in Nigeria witnessed an era of impressive profitability, characterized by high competition, huge deposits and varied investment opportunities; in an effort to make quick profits the deposit money banks relied essentially on self-liquidating loans and diversified their portfolio into less risky investments with safe margin. The current trend in
Nigerian banking and finance sector, suggest that the days of cheap profits are now over and only banks with well conceptualized lending and credit administration policies and procedures can survive the emerging competition.
Ezirim (2005), further stressed that “Bank lending decisions generally are fraught with a great deal of risks, which calls for a great deal of caution and tact in this aspect of banking operations. The success of every lending activity, to a great extent therefore, hinges on the part of the credit analysts carrying out good credit analysis, presentation, structuring and reporting.
Osayameh (1991), supported this view by stressing that” the days of armchair banking are over and that the increasing trend in bad debts and absence of basic business/corporate advisor services in most Nigerian deposit money banks, suggest an apparent lack of use of effective lending and credit administration techniques in these banks”. Prior to 1984, the bulk of most commercial bank deposits were made up of demand deposits. The position has now changed with the evolution of improved treasury management by corporate savers and customers as well as favorable interest rates now payable on deposits, particularly since interest rates were regulated in 1987. The result of this is an additional rise in the cost of funds for banks. If they are able to meet the cost element in funds and eke out some profits to meet corporate growth and shareholders’ expectations, they must really give adequate attention to the single most important source of their earnings lending and credit administration.
2.1.1. Concept of Interest Rate 
Interest rate is a term that has been defined and described. It represents a percentage that is usually charged on a sum that is given to a borrower for the use of such money with the promise to pay back on a future date. This rate is defined as the rental payments for the use of credit by borrowers or the return for parting with liquidity by lenders. The rate of interest can also be seen as the amount paid per unit of time expressed as a percentage of the amount borrowed. Thus, the cost of borrowing money, measured in naira, per year per naira, borrowed, is the interest rate (Omowunmi, 2018). 

In essence, it connotes the price paid for the right to borrow and use loanable funds. It is the price that must be paid to get people to forget willingly the advantage of liquidity. In other words, interest rate refers to the cost of holding money. Interest rate can be classified using yardsticks like maturity and liquidity. However, it can also be classified along lending and deposit rates lines. For banks, prime and maximum lending rates exist. The interest rate that deposit money banks charge their most creditworthy borrowers, such as large corporations is referred to as prime lending rate, whereas the general rate all other customers are charged is referred to as maximum lending rate. In recent times, banks have come up with a wide range of products in order to outsmart one another. This has led to the existence of different deposit rates. In Nigeria, the Central bank has classified these deposit rates based on time duration to include: 3-months, 3-6 months, 6-12 months and over 12-months deposit rates (CBN, 2018). In other words, four major types of deposit rates exist in Nigeria and the longer the time a customer’s deposit stays with the bank, the higher the interest rate the said customer is entitled to.
These rates can be regulated or deregulated. The former is a practice where such rates are directly managed by the monetary authorities. That is, an arrangement whereby the management of lending and deposit rates are based on expert advice and directives from such authorities. The reverse is the case for the latter. According to Obute, Adryorough and Itodo (2012), interest rate deregulation is a situation whereby interest rate is determined by the forces of demand and supply. The point of emphasis in a deregulated practice is that the central bank does not directly determine what the prevailing lending and deposit rates would be. In as much as interest rates are tied to rates like monetary policy rate, cash reserve ratio and liquidity ratio, the uniqueness of a deregulated regime is that the banks and customers have a say in determining what the rate for a transaction will be at all times.
2.1.2	Lending Policies in Deposit Money Banks
The Companies Act, the Banking Act, the Central Bank of Nigeria Act and the various prudential guidelines issued by the Central Bank of Nigeria (CBN), governs the Banking industry in Nigeria. The banking sector in Nigeria was liberalized in 1995 and exchange controls lifted. The CBN, which falls under the Minister for Finance ‘s docket, is responsible for formulating and implementing monetary policy and fostering the liquidity, solvency and proper functioning of the financial system. The Central Bank of Nigeria (CBN) publishes information on Nigeria ‘s deposit money banks and non-banking financial institutions, interest rates and other publications and guidelines. The Central Bank of Nigeria acts as the main regulator of deposit money banks in Nigeria (CBN Annual Report, 2009).
[bookmark: page15]The CBN operates under a monetary policy programming framework that includes monetary aggregates (liquidity and credit) targets that are consistent with a given level of inflation and economic growth, KIPPRA (2006). For instance, the bank’s objective for the fiscal year 2005/2006 was to achieve an inflation rate below 5% using quarterly reserve targets. To this end, CBN set a ceiling for reserve money and a floor for the net foreign assets (NFA). This was the mainstay of monetary policy at least until the introduction of the Central Bank Rate (CBR). The use of monetary targeting as currently used by CBN has also been criticized. Monetary aggregate targeting policy is more effective where there exists a stable demand for money relationship dependent on overall economic activity and price level, but this may not be the case in Nigeria which has a financial sector which is at a period of growth, making demand for money unstable according to KIPPRA(2006)
Deposit money banks play an important role in the pass-through of monetary interest rates. Nevertheless, the efficiency of transmission of decisions of central banks is a complicated process and may depend on many factors, such as level of competition in financial industry, perception of credit risk, risk aversion, availability of close substitutes for loans, etc. Moreover, banks may influence the external finance premium not only via the interest rates but also by modifying the available maturity of loans or changing collateral requirements. Finally, as evidenced by broad literature on bank lending channels, credit rationing and uncertainty about creditworthiness of borrowers may markedly influence banks' risk taking thereby influencing their willingness to lend. The recent evidence suggests that this aspect of bank lending channel, namely risk taking channel, may play an important role in the monetary transmission (Altunbas et al, 2009).
[bookmark: page16]Credit risk is perhaps the oldest and most challenging risk for financial institutions, leading to innovations geared at addressing this problem (Broll et al., 2002). This risk emanates from the probability that borrowers will default on terms of debt, subsequently putting the capital of a bank in jeopardy. This concern has resulted into several attempts to manage the exposure of banks to credit risk, with the most outstanding one being the Basel-II accord – later revised to Basel-III. The Basel guidelines aim at entrenching strict culture of managing inherent credit risk by financial institutions globally.
2.1.3. Lending Spread and Loan Performance
Loan portfolio is the total of all loans held by a bank or finance company. It can also be defined as the loans that a lender is owed and is usually listed as an asset on the lender’s balance sheet. Loan portfolios are the major assets of banks, thrifts and other lending institutions. The value of a loan portfolio depends not only on the interest rates earned on the loans, but also on the quality or likelihood that interest and principal will be repaid.
One of the principal activities of deposit money banks is to grant loans to borrowers. Loans are among the highest yielding assets a bank can add to its balance sheet, and they provide the largest portion of operating revenue. In this respect, the banks are faced with liquidity risk since loans are advanced from funds deposited by customers. Hamisu, (2011) notes that credit creation involves huge risks to both the lender and the borrower. The risk of the counterparty not fulfilling his or her obligation as per the contract on due date or anytime can greatly jeopardize the smooth functioning of bank’s business. On the other hand, a bank with high credit risk has high bankruptcy risk that puts depositors’ funds in jeopardy.
[bookmark: page17]Owojori et al (2011) highlighted those available statistics from liquidated banks in Nigeria clearly showed that inability to collect loans and advances extended to customers was a major contributor to the distress of liquidated banks. At the height of the distress in 1995, when 60 out of the 115 operating banks were distressed, the ratio of the distressed bank’s non-performing loans and leases to their total loans and leases was 67%. The ratio deteriorated to 79% in 1996; to 82% in 1997; and by December 2002, the licenses of 35 of the distressed banks had been revoked. At the time, the banking licenses were revoked, some of the banks had ratios of performing loans that were less than 10% of loan portfolios (Hamisu, 2011). This study therefore seeks to evaluate the need to understand the effect of lending policies on the levels of non-performing loans of deposit money banks.
2.1.4	 Lending Policies and Financial Performance
Prior to financial sector deregulation, banks were highly motivated to grant credit facility to clients who could easily express their creditworthiness. Deregulation offered the opportunity to meet the demands for credit from a wide range of borrowers. Large amounts of bad credit, as a result of boom time advances in the 1980’s, caused the banks to be too cautions in extending credit (Bryant, 1999). Credit risk management processes enforce the banks to establish a clear process for approving new credit as well as for the extension to existing credit. These processes also follow monitoring with particular care, and other appropriate steps are taken to control or mitigate the risk of connected lending (Basel, 1999).
[bookmark: page18]Credit granting procedure and control systems are necessary for the assessment of loan application, which then guarantees a bank’s total loan portfolio as per the bank’s overall integrity.  It is necessary to  establish  a  proper  credit  risk environment,  sound  credit granting  processes,  appropriate  credit  administration,  measurement,  monitoring  and control over credit risk, policy and strategies that clearly summarize the scope and allocation of bank credit facilities as well as the approach in which a credit portfolio is managed (Basel, 1999). Credit scoring procedures, assessment of negative events probabilities, and the consequent losses given to these negative migrations or default events, are all important factors involved in credit risk management systems (Altman, Caouette, & Narayanan, 1998). Most studies have been inclined to focus on the problems of developing an effective method for the disposal of these bad debts, rather than for the provision of a regulatory and legal framework for their prevention and control (Campbell, 2007).
According to (Cuthberston & Nitzsche, 2003) risk management technology has been renovated over the last decade. The swiftness of information flow and the complexity of the international financial markets qualify banks to recognize, evaluate, manage and mitigate risk in a way that was just not possible ten years ago. The most current credit modelling software in place is Basel II Accord. This accord has positively been a substance in leading the drive towards building applicable credit risk modelling and capital adequacy requirements. Banks will have to decide what their risk enthusiasm is, how to assign their resources optimally and how to compete in the market. Generally, in competitive markets, a bank trade off the risk which allows much more competent risk transfer and portfolio optimization. However, for all these activities, banks must have a good knowledge about risk management, pricing of loan on competitive market, marginal risk adjusted contribution, and monitoring of economic capital (Cuthberston & Nitzsche, 2003).

2.1.4. Factors Affecting the Lending Decisions
The loan allocation and the loan portfolio of any individual financial institution, e.g. deposit money banks will be dictated by lending decisions. The nature, size, and the structure of loan portfolio is a reflection of financial institutions’ lending decisions. The lending decisions are influenced by the following:
The size of the lending institution: - This is very vital in determining the size of the loan to lend. Further, it also restricts the potential market for borrowers such that if a financial institution is small and therefore its geographical coverage is small, its lending decision will differ from Multinational financial decisions. Its loaning decisions will also depend on the business potential on the areas of its coverage. The small financial institutions should therefore consider their local community and immediate environment when drawing up the lending decisions. Multinationals will consider a wider environment (George & Simonson, 2000).
[bookmark: page34]Economic conditions: - It refers to the economic activities around financial institutions operating environment.  Many banks are usually located in areas where economic activities are either dominated by manufacturers or service industry, etc. Lending policies should therefore be tailored according to the pre-dominant business activity in the bank’s environment. Of great importance here is to focus on the flow of business within this environment and design policies that are able to tap the benefits to the business. In periods of corporate bankruptcy, it is also important to notice that certain loan policies are important to help re-organize bankrupt institutions and transform them into highly profitable organizations (Dyer, 1997).
Credit Analysis:-The purpose of credit analysis is to assess the likelihood that a borrower will default on a given loan. Credit analysis consists of evaluating a borrower’s needs and financial conditions which includes: Character or the person’s traits such as honesty, ethical considerations, integrity, etc. This is usually based on the borrower’s past behaviour in both banking & repayments of loans borrowed earlier. Capacity of the borrower which focuses on whether the borrower has the ability to generate sufficient funds to liquidate the loan and still stay financially healthy. This will include assessing the manager’s ability, policy documents of the firm, investment policies, strategic plans, credit statements, etc. as well as judge the market potential of the institution. The judgement should be both on liquidity as well as solvency of the institution.

[bookmark: page35]Collateral which is the ability of the borrower to pledge specific assets to secure a loan. According to the provisions of Central Bank, all loans offered by banks must be secured to protect the borrower’s funds. The value of the security should be ascertained and title documents charged to the loan which should not exceed 2/3 of the value of the securities. Capital or the money personally invested into the business by the loanee and is an indication of how much the borrower has at risk should the business fail. Interested lenders and investors will expect the loanee to have contributed from their own assets and to have undertaken personal financial risk to establish the business before advancing any credit (George & Simonson, 2000).

2.1.5 Interest Rate Deregulation and Bank Performance
The term performance simply means the achievement of predetermined goals. As such, bank performance may be described as the reflection of the way in which the resources of a bank are used in a form which enables it to achieve its objectives. In essence, it means the adoption of a set of indicators which are indicative of the bank’s current status and the extent of its ability to achieve the desired objectives. According to the European Central Bank (ECB), a distinction can be made between traditional, economic and market-based measures of performance. The traditional performance measures consist of ratios like return on assets (ROA), return on equity (ROE), cost-to-income ratio and the likes. Return on assets is a performance indicator which depicts how profitable a bank is relative to its total assets. ROA gives a manager, investor or analyst an idea as to how efficient a bank’s management is at using its assets to generate earning. Return on assets is a profitability ratio which expresses the relationship between net income and total assets (Ene, Atong and Ene, 2015).
In addition, ROA has said earlier is an indicator of how well a bank utilizes its assets; by determining how profitable a bank is relative to its assets. This ratio is best used when comparing similar banks or comparing a bank to its previous performance. As such, ROA takes into account a bank’s debt, unlike other metrics, such as ROE.
2.2. Theoretical Literature
2.2.1. The Neo-Classical or Loanable Funds Theory
The neo-classical or the loanable funds theory of interest rate was first pro-founded by the Swedish economist Wicksell and later developed and supported by several leading American and Swedish economists including Professor Robertson, Bertil, Lindhal and Mydal (Ene, Agok and Ene, 2015). However, the theory in its present form is associated with Professor Robertson. The theory stated that interest rate is determined by the forces of demand and supply of loanable funds. The theory further explained the purpose of demand for loanable funds which are: investment, hoarding and dissaving. For investment, the theory explained the inverse relationship between demand for loanable funds and interest rate. An investor desires for funds to invest in making of new capital goods, but such demand can only be actualized if the interest rate is less than the expected return on investment. If the interest rate is less, the demand will be high and if the interest rate is high, the demand will be low. For hoarding, the theory explained that the desire for liquidity triggers hoarding by some people which has inverse relationship with interest rate. Same inverse relationship still exists indicating.
For supply of loanable funds, the theory explained it under savings, dishoarding, disinvestment and bank credit. For savings, the theory explains that people will save more with high interest rate and less with low interest rate. Such positive relationship was also utilized to explain dishoarding and disinvestment. Bank credits were also explained as it affects loanable funds. Since the banks also creates credit when they lend money out. The theory concluded that interest rate is determined by the point of equilibrium between demand for and supply of loanable funds (Onoh, 2019).
However, this work revolved around the Classical theory of interest rate determination. This is because interest rate according to the theory is determined by the interaction between demand and supply of capital. In other words, the forces of demand and supply actually determine interest rate (the lending and deposit rates). This as such, provided the bases for our argument and methodologies.
2.2.2. Loan-able funds Theory
Loan-able fund is a neo-classical theory of interest rate, developed by the likes of Ohlin, Myrdal and Robertson. The theory states that interest rate is determined by the forces of demand and supply of loan-able funds. The theory further explains the purpose of demands for loan-able funds which are (i) investment (ii) Hoarding and (iii) di s-saving. For investment, the theory explains the inverse relationship between demand for loan-able funds and interest rate. An investor desires for funds to invest in making of new capital goods, but such demand can only be actualized if the interest rate is less compared to the expected return on investment. If the interest rate is less, the demand will be high and if the interest rate is high, the demand will be low. For hoarding, the theory explains that the desire for liquidity triggers hoarding by some people and this has an inverse relationship with interest rate. Same inverse relationship still exists in dis-saving. For supply of loan-able funds, the theory explains it under savings, dishoarding, disinvestment and bank credit. For savings, the theory explains that people will save more with high interest rate and less with low interest rate. Such a positive relationship was also utilized to explain dishoarding and disinvestment. Bank credit is also explained as it affects loan-able funds. Since the banks also create credit when they lend money out. The theory concludes that interest rate is determined by the point of equilibrium between demand for and supply of loan-able funds.
Structure, conduct, performance paradigm explains relationship between market structure, market conduct and market performance. The model explains the buyers' and sellers' relationship as it relates to product, structure, conduct and performance of an establishment. Firms strategically choose behaviors, investment and total enhancement to better business, thus, to assess performance. The model explains that ratios are utilized at price, quantity, product quality and efficiency.
2.3. Empirical Review
Sampson and Amadi (2024) This study examined the effect of Nigerian interest rates on the profitability of quoted commercial banks using panel from 2014-2023. The general purpose is to investigate the effect of various components of interest rate on the profitability of commercial banks. Return on equity and earnings per share were modeled as the function of prime lending rate, maximum lending rate, 3months money market rate,6 months money market rate and 12months money market rate. Time series data were sourced from Central Bank of Nigeria Statistical Bulletin while panel data were sourced from Nigeria Exchange Group fact book and financial statement of the quoted commercial banks. Multiple regressions with econometrics view statistical package were used as data analysis techniques. From model 1, the study found that 48 percent of the variation in return on equity of the quoted commercial banks was explained by variation in the interest rate variables in the equation. that maximum lending rate have negative and no significant effect such that a unit increase led to 0.08 percent decrease in return on equity of the quoted commercial banks, prime lending rate and 6months money market rate have positive effect on return on equity of the quoted commercial banks such that a unit increase in the variables led to 0.27 and 3.3 percent increase in return on equity. 12months and 3 =months negatively affected return on equity of the quoted commercial banks that reduced return on equity by 1.2 and 2.7 percent. From model 2, the estimated model found that interest rates as formulated in the model explained 78.3 percent variation in earnings per share of the quoted commercial banks. The independent variables proved that maximum lending rate have negative and no significant effect such that a unit increase led to 0.23 percent decrease in earnings per share of the quoted commercial banks, prime lending rate and 6months money market rate have positive effect on earnings per share of the quoted commercial banks such that a unit increase in the variables led to 0.25 and 4.7 percent increase in earnings per share. 12months and 3months negatively affected earnings per share of the quoted commercial banks that reduced return on equity by 1.5 and 3.9 percent. The study concludes that interest rates have a greater effect on earnings per share than return on equity of the quoted commercial banks. We recommend that there should be proper harmonization of interest rate structure with the profitability motive of the banking industry to avoid default in interest rates.
Awa and Nwaguru (2021) investigated the relationship between interest rate deregulation and performance of Nigerian deposit money banks for the period 1996-2018. Interest rate deregulation was disaggregated into prime lending rate, maximum lending rate, 3-months deposit rate and over 12-months deposit rate while return on assets (ROA) was used as a proxy for deposit money banks’ performance. Data on the above variables were sourced from the Central Bank of Nigeria Statistical Bulletin (2018 edition) and the World Bank data base. The data were tested for stationarity using the Dickey-Fuller (D-F) test, for long-run relationships using Bound’s co-integration test, and for reliability of ARDL results using serial correlation, heteroscedasticity and normality tests. The results of the tests revealed that all the variables were integrated of order zero or one, and that a long-run relationship exists between the variables. Consequently, ARDL model for parameter estimation process revealed that only prime lending rate was positively related to ROA of banks while none of the explanatory variables was statistically significant. The researcher then submitted that there is no significant relationship between interest rate deregulation and the performance of Nigerian deposit money banks for the period considered. Hence, deposit money banks should strive to mobilize adequate savings from surplus spenders by offering them deposit rates that are capable of inducing savers to increase their savings and boost the availability of loanable funds. 
Ekponaanuadum Kenigheni (2021) examined interest rate deregulation and the performance of deposit money banks in Nigeria for the period of 1989-2020. The objective of the study was to examine the impact of interest rate deregulation on the performance of deposit money banks in Nigeria and to examine the causal relationship between interest rate deregulation and performance of deposit money banks in Nigeria. The estimation output of the research shows a positive relationship between interest rate and bank performance in Nigeria measured by Total Assets of Deposit money banks in Nigeria. The coefficient of determination (67%) also shows above average explanatory power of the independent variables on the dependent variable. The results of the study show a long and short-term relationship between the dependent variable (Total Assets) and the independent variables (Interest rate, inflation rate, loans and advances). The result also shows unidirectional causality between Total Assets and Loans and Advances.
Onoh (2019) examined the impact of interest rate deregulation on the performance of deposit money banks in Nigeria for the period of 1989-2017. He also examined the causality relationship between interest rate deregulation and performance of deposit money banks in Nigeria. The ordinary least square method was adopted for data analysis. The entire test was conducted at 5% level of significance. The tests conducted were unit root, co-integration, ECM and granger causality tests. The estimation output of the research shows a positive relationship between interest rate and bank performance in Nigeria measured by total assets of deposit money banks in Nigeria. The coefficient of determination at 67% also shows above average explanatory power of the independent variables on the dependent variable. The results of the study revealed a long and short run relationship between the dependent variable (total assets) and the independent variables (interest rate, inflation rate, loans and advances). The result also shows unidirectional causality between total Assets and loans and advances.
Afza, Raja, Imran &Saima (2018) on Interest Rate and Financial Performance of Banks in Pakistan employed Correlation and Regression analysis on interest rate changes, deposits with other banks, advances and loans and investment; return on assets, return on equity and earnings per share. The result shows that deposits with other banks and interest rates are negatively affecting the profitability of banks, while advances and loans and investment are having a positive influence over profitability of banks. The research recommended that the Government should make monetary policies which will increase the profitability of banks. But such policies were not defined.
Alhassan, Anokye and Gakpetor (2018) on effect of interest rate spread on the profitability of commercial banks in Ghana. The research is based on a sample of 24 banks over a ten - year period using panel data, interest rate spread, net interest margin Return on Assets and Return on Equity were the data for the study. The study shows that there is a positive and statistically significant association between interest rate spread and bank profitability in Ghana. The research recommended that policies aimed at reducing interest rate spread in Ghana should focus on making credit facilities available at a cheaper rate to compel commercial banks to reduce interest rate.
Egbetunde, Ayinde and Balogun (2017) on Interest Rate Liberalization, Financial Development and Economic Growth in sub-Saharan African Economies, employed panel data cointegration and error correction model. The research shows that trade openness and price stability exert greater significance on the economic growth of Sub-Saharan Africa economy than interest rate. Interest rate was shown to have a negative relationship with the dependent variable which is the gross Domestic Product.
Makinde (2016) on the effect of interest rate on commercial banks deposits in Nigeria, applied the ordinary least square method to establish an empirically based output. The study reveals that interest rates are not the cause of costumer's deposits in banks. Thus, it stated that there is a negative relationship between interest rates and deposits in commercial banks. The study advocated financial literacy to help boost deposits in banks. Ubesie (2016) researched on the effect of financial sector liberalization on economic growth in Nigeria, applied the vector Error Correction Model to assess the direction of the effect of liberalization policy on the economic growth rate of the nation. The research utilized variables such as gross domestic product, interest rate, inflation and exchange rate. The independent variables in the estimation result show a 92% explanatory power on the dependent variable. Thus, the research concluded that liberalization has a positive effect on economic growth of Nigeria.

















[bookmark: page42]CHAPTER THREE
METHODOLOGY
Introduction
This section presents the methodology adopted in this study. The section spells out the research design which makes it possible for the study to draw inferences from the data analyzed in terms of generalization. Specifically, the section sets out the design that is used for testing the research hypotheses derived from the research questions.
3.2	Research Design
The nature of problems and objective of any study usually determines the type of research design to be adopted by a researcher. This study utilized ex-post facto design.
3.3	Population of the study
The population of this research work comprises all the 21 deposit money banks in Nigeria from 1996-2022 that are listed on the Nigerian Stock Exchange. These 21 operational deposit money banks in Nigeria, following the 2005 banking consolidation programme of the Central Bank of Nigeria. These institutions spread (with unequal number of branches) all over the 36 states of the federation including the Federal Capital of Nigeria, Abuja. Some also have foreign branches (affiliations) in some countries of Africa and Europe. They offer similar products and services and are regulated by the same regulators. They differ in the areas of ownership structure, board and management composition, aggregate branch network and customer / client base. 


3.4	Sample Size
Sampling entails choosing a few from the population of interest. The motive behind sampling is to use the information obtained from a part of the population to take decision overall. The sample size for study cover all the 21 deposit money banks in Nigeria from 2005-2019 that are listed on the Nigerian Stock Exchange.
3.5	Sources of Data
Secondary source of data was utilized from the financial statements of the selected banks in Nigeria.
3.6	Data Collection Procedure
The data for this study were obtained mainly from: Central Bank of Nigeria (CBN) Statistical Bulletins and published annual financial statements of the sample deposit money banks for the period of ten years from 2005-2014 and financial statement data was supplemented by data published in the Nigerian Stock Exchange fact book.
3.7	Data Analysis Techniques
Ordinary Least Squares (OLS) regression was used as a tool of analysis. This is for the reason that the study is undertaken to predict the relationship between interest rate and bank profitability in Nigeria.
3.8	Identification of Variables
There exist various measures of variables as used by different authors in the literature on the relationship between bank profitability and interest rate. For the purpose of this study, profitability indicators, precisely the returns on assets (ROA) were used to assess bank profitability. These ratios are indicators of management efficiency and rate of returns. According to Rose (2001), these profitability measures vary substantially over time from one banking market to another.
3.8.1	Variable Definition
Return on Assets (ROA) is the ratio of income to total assets (Khrawish, 2011). It measures the ability of the bank management to generate income by utilizing bank assets at their disposal. In other words, it shows how efficiently the resources of the company are used to generate income. It further indicates the efficiency of the management of a company in generating net income from all the resources of the institution. Wong (2004) states that a higher ROA shows that, the company is more efficient in using its resources. Return on Assets is calculated as follows:
ROA=	Net income after tax
Total Assets
3.9	Models Specification
The general form of our model is:
ROAit = β0 + ∑ αit  βi Xit + ϱ ………………………………………………Model 1
where:
ROAit  : Return on Assets of bank i at time t; i, = 1, 2…..,	n banks.
β0: The intercept of equation (constant)
βi: Coefficients of Xit variables
Xit: The different independent variables for interest rate of bank i at time t
1. time = 1, 2,………, 10 years. ϱ: Error term
Specifically, the regression model that is used in testing the hypotheses of this study is presented below:
ROAit = β0 + β1 LRit + β2 IBRit + β3 TBRit + β4 MPRit + ϱit……………equation i
where:
ROA= return on assets,
β0 = the intercept of equation (constant),
β1 –  β4 = are the parameters to be estimated,
LR= lending rate,
IBR= inter- bank rate,
TBR= treasury bills rate,
MPR= monetary policy rate,
= error variable of the regression analysis.








CHAPTER FOUR
PRESENTATION OF DATA, ANALYSIS AND INTERPRETATION
4.1. Table 1. Data on Prime and Maximum Lending Rates, Three and Over 12-Months Deposit Rates, and Deposit Money Banks’ Return on Assets (1998 – 2020)
	Year
	ROA (%)
	LR (%)
	IBR (%)
	TBR (%)
	MPR (%)

	1997
	0.95
	19.74
	20.86
	12.94
	13.55

	1998
	0.96
	13.54
	23.32
	7.04
	7.43

	1999
	2.69
	18.29
	21.34
	10.20
	10.09

	2000
	0.95
	21.32
	27.19
	12.68
	14.30

	2001
	2.56
	17.98
	21.55
	10.60
	10.44

	2002
	3.26
	18.29
	21.34
	10.20
	10.09

	2003
	2.44
	24.85
	30.19
	16.31
	15.57

	2004
	1.84
	20.71
	22.88
	14.31
	11.88

	2005
	2.03
	19.18
	20.82
	13.69
	12.21

	2006
	2.10
	17.95
	19.49
	10.53
	12.21

	2007
	1.75
	17.26
	18.70
	9.75
	8.26

	2008
	2.97
	16.94
	18.36
	10.29
	9.49

	2009
	2.52
	15.14
	18.70
	11.95
	11.95

	2010
	-12.83
	18.99
	22.62
	12.96
	12.63

	2011
	2.92
	17.59
	22.51
	6.52
	7.19

	2012
	0.22
	16.02
	22.42
	5.69
	6.30

	2013
	3.00
	16.79
	23.79
	8.40
	7.63

	2014
	2.04
	16.72
	24.69
	7.94
	6.72

	2015
	2.09
	16.55
	25.74
	9.34
	9.89

	2016
	1.47
	16.85
	26.71
	9.15
	8.26

	2017
	1.53
	16.87
	27.29
	7.50
	5.46

	2018
	2.44
	17.58
	30.68
	9.55
	7.73

	2019
	-
	16.91
	31.09
	9.70
	8.85

	2020
	2.11
	14.6
	25.3
	7.00
	6.00


Source: Culled from CBN statistical bulletin, 2025
[bookmark: page38]4.2. Results and Findings
The descriptive statistics for this research are presented in table 2. The table shows the mean and standard deviation of the different variables of interest in the study. It also presents the minimum and maximum values of the variables.
Table 2: Descriptive Statistics for the Model
____________________________________________________________________
Variables	Minimum	Maximum	Mean	STD. DEV
____________________________________________________________________
	ROA
	.24
	.60
	.3470
	.10541


_______________________________________________________________________________
	LR
	15.14
	18.99
	16.9350
	1.10565

	IBR
	4.68
	24.30
	11.4610
	5.38988

	TBR
	6.13
	17.20
	10.6730
	3.94263

	MRR
	6.13
	15.00
	10.5570
	2.61927



____________________________________________________________________
Source; Summary from SPSS output, 2025
Table 2 showed that the minimum value of return on assets (ROA) is 0.24 percent while the maximum is 0.60 percent. The mean value of return on asset (ROA) is around 0.3470 percent of the total assets and standard deviation of 0.10541 percent.
The descriptive statistics of lending rate (LR) of the sample shows that, the mean value of LR has the highest mean value of 16.94 percent with the standard deviation of 1.11 percent where the minimum and maximum values are 15.14 percent and 18.99 percent respectively. Whereas the mean values of IBR, TBR and MRR are 11.46, 10.67 percent and 10.56 percent with standard deviation of 5.39, 3.94 and 2.62 percent. There minimum and maximum values are 4.68, 6.13, 6.13 and 24.30, 17.20, 13.00 percent respectively.
4.2.1.	Regression Results
The result of the regression analysis was presented in Table 3. The estimation result shows that the independent variables LR, IBR, TBR and MRR, all show a positive significant relationship with profitability (ROA). This table also tells what percentage of variability in the dependent variable is accounted for, by all the independent variables.
Table 3: Regression Analysis for the Model
	Variables
	Standardized Coefficient
	t- statistic
	P- value

	Constant
	
	0.855
	3.098
	0.000

	LR
	
	0.329
	5.133
	0.006

	IBR
	
	0.213
	3.822
	0.004

	TBR
	
	0.482
	2.628
	0.001

	MRR
	
	0.534
	3.683
	0.000

	R2
	0.828
	F = 4.476
	SIG= 0.000
	DW = 1.671


Source; Summary from SPSS output, 2025
The result presented in Table 3 showed that R2 value of 0.828 means that approximately 82.8 percent of the total variation in ROA could be attributed to or explained by the variation in all of the independent variables. This means that, lending rate, inter-bank rate, and minimum rediscount rate within the model explain 82.8 % of the profitability performance of the banks. The F- statistic was 4.476 and the p- value of 0.000 which was less than 0.05 significant levels. This means that, there is a positive significant relationship between independent variables and dependent variable. The Durbin- Watson statistic gives a value of 1.671 which validates the suitability of data for the regression model and further indicates that the regression equation is free from the problem of autocorrelation.
4.3	Test of Hypotheses
In line with the four hypotheses stated in chapter one of this study. This section presents the findings with the respect to the stated hypotheses.
Hypothesis One: Lending rate has no significant effect on profitability of Nigerian banks.
The regression result in Table 3 showed that standardized coefficient of lending rate was 0.329 with p-value of 0.006 which is less than 0.05 percent significant level. This indicates a positive significant relationship between LR and ROA a measure of profitability of Nigerian banks. The F- statistic is 4.476 and the p- value of 0.000 which is less than 0.05 significant levels. This means that, there was a positive significant relationship between independent variables and dependent variable. We therefore reject the Null hypothesis and accept the alternative hypothesis and conclude that, lending rate has significant effect on profitability of deposit money banks in Nigeria.
Hypothesis Two: Inter-bank rate has no significant effect on profitability of Nigerian banks.
The regression results in Table 3 showed that standardized coefficient of interbank rate were 0.213 with p-value of 0.004 which is less than 0.05 percent significant level. This indicates a positive significant relationship between IBR and ROA a measure of profitability of Nigerian banks. F- Statistic of 4.476 with p- value of 0.000 which is less than 0.05 significant levels. This means that, there was a positive significant relationship between independent variables and dependent variable. We reject the Null hypothesis and accept the alternative hypothesis and conclude that, Inter-bank rate has significant effect on profitability of deposit money banks in Nigeria.
Hypothesis Three:  has no significant effect on profitability of Nigerian banks
The regression results in Table 6 showed that standardized coefficient of  was 0.482 with p-value of 0.001 which is less than 0.05 percent significant level. This indicates a positive significant relationship between and ROA a measure of profitability of Nigerian banks. F- Statistic of 4.476 with p-value of 0.000 which is less than 0.05 significant levels. This means that, there is a positive significant relationship between independent variables and dependent variable. We reject the Null hypothesis 


CHAPTER FIVE
SUMMARY, CONCLUSION AND RECOMMENDATIONS
5.1. Summary of Findings
The broad objective of this research was to examine the effect of interest rate on profitability of Nigerian banks. Multiple regression techniques were used as a tool of data analysis to predict the relationship between interest rate and profitability of Nigerian banks. The result of the study revealed that.
The standardized coefficient of lending rate is 0.329 with p-value of 0.006 which is less than 0.05 percent significant level. This indicates a positive significant relationship between LR and ROA a measure of profitability of Nigerian banks. The F- statistic is 4.476 and the p- value of 0.000 which is less than 0.05 significant levels. This means that, there is a positive significant relationship between independent variables and dependent variable. We therefore reject the Null hypothesis and accept the alternative hypothesis and conclude that, lending rate has significant effect on profitability of deposit money banks in Nigeria.
The standardized coefficient of interbank rate is 0.213 with p-value of 0.004 which is less than 0.05 percent significant level. This indicates a positive significant relationship between IBR and ROA a measure of profitability of Nigerian banks. F- Statistic of 4.476 with p- value of 0.000 which is less than 0.05 significant levels. This means that, there is a positive significant relationship between independent variables and dependent variable. We reject the Null hypothesis and accept the alternative hypothesis and conclude that, Inter-bank rate has significant effect on profitability of deposit money banks in Nigeria.
5.2. Conclusion
Nigerian banks remain dominant in the banking system in terms of their shares of total assets and deposit liabilities. Their total loans and advances, a major component of total credits to both public and private sector are still on the increase in spite of the major constraints posted by the government regulations, institutional constraints and other macro-economic factors.
Government and deposit money banks should be mindful of the facts that the environments in which they operate are important factors in their profitability. Where the environment is conducive and supportive, profitability of the banks is enhanced, and good lending behaviour is guaranteed. But where the environment is unstable and harsh, the bank’s profitability suffers.
Deposit money banks should note that they need to do a lot in order to ensure good lending behaviour even where a good measure of macroeconomic stability is achieved. This is because of the positive and significant relationship found between bank lending rate, inter-bank rate, monetary policy rate and profitability of the deposit money banks in Nigeria. Therefore, this study concluded that interest rate (lending rate, inter-bank rate, monetary policy rate,) has significant effect on profitability of deposit money banks in Nigeria.


5.3.	Recommendations
Based on the findings in this study, the following suggestions are recommended:
i. Having seen that there is a strong relationship between interest rate and bank profitability through the use of regression analysis, government should adopt policies that will help Nigerian banks to improve on their profitability.
ii. There is need to strengthened bank lending rate and inter-bank rate policy through effective and efficient regulation and supervisory framework.
iii. Banks should try as much as possible to strike a balance in their loan pricing decisions. This will help them to be able to cover cost associated with lending and at the same time, maintain good banking relationship with their borrowers.
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