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THEDETERMINANTSOF COMMERCIAL BANKS
INVESTMENT PORTFOLIOIN NIGERIA:
1985- 2004 IN RETROSPECT

E. O. Etim

ABSTRACT

Investment portfolio determinants for Commercial Banksisa very important
and complex aspect of commercial banking management since the failure of
a poorly managed bank due to increased risk exposure could lead to a
contagion of bank failures within the system. This study attempts to
empirically bring out the core variables (determinants) that influence
investment portfolio of commercial banks in Nigeria. Data were sourced
from the Central Bank of Nigeria (CBN) statistical bulletins and reports.
The study adopted both descriptive and analytical statistics, involving
regression analysis. Fromthe analysis, it was discovered, that determinants
of commercial banks investment portfolio include deposits profile, liquidity
rate, exchangerate, interest, cost of funding, rate of returnsaswell asinflation
rates. Most of these variables are exogenous and have positive relationship,
which enhances economic growth and development. The linear regression
result signifies that investment portfolio can increase or decrease depending
on variationsin the determinants studied. Since banks exert alot of influence
on the pattern of economic development through deposit mobilization,
lending and investment activities, it is concluded that a proper under standing
of these determinants is given proper attention in investment portfolio,
decisions by commercial banks management and regulatory/supervisory and
policy makers.

Keywords: Investment portfolio, Exogenous variables, economic growth,
development, economic determinants.

INTRODUCTION

Aneconomy comprisesdifferent unitsand agenciesthat undertake variousforms of
economic activities. Theeconomy may be classifiedin variousways. Onecommon
classficationidentifiesthefinancia sector and thered sector which co-exist assuppliers
and utilizersof fundsthrough financia intermediation process. Variousingtitutionsand
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markets such ascommercia banks, insurance companies, mortgageinstitutionsare
involved inthese activitiesthereby resultinacomplex financia system. Importantly,
commercia bankscurrently congtitutethe centerpiece of theNigerianfinancia system,
and providethemajor conduit for thetransmission of monetary policy signalstothe
real sector. Experiencesin different partsof theworld have shown that any disruption
inthefinancia sector can create substantial problemsthat reverberate, not only onthe
entirefinancial system, but also on the economy asawhole. Theratchet effect can
indeed, makeadifference between plunging the economy into recess on or prosperity.
Therefore, commercid banksaskey participantsin the economic devel opment process,
to areasonable extent, exert alot of influence on the pattern and trend of economic
growth and devel opment through their deposit mobilization lending and investment
activities

Theimportance of banking in economic growth and devel opment dates back
tothe Babylonian civilization and theactivitiesof goldsmithsin Europeparticularly in
Britainwheretherece ptsissued by these Goldsmithsweretransferable on the security
of gold deposited with them and hence paved their way for the development of
rudimentary current accounts, billsdiscounting and loan facilities (Nzotta, 1999). In
Nigeria, the emergence of indigenous banks datesto 1892 when African Banking
Corporation (ABC) began operation and later assumed anew name, Bank of British
WestAfrica(BBWA), inMay, 1893. During thisera, foreign (colonia) banksdominated
the economic scene, which discriminated against Nigerian businessmen, but financed a
restricted group of customer, the colonia government, the marketing boardsand the
foreignfirms. They dsoinvested their surplusfundsintheLondon financial marketsas
they lacked interest in the growth of theloca economy and were mainly concerned
with how to monopolize banking businessin Nigeria, and make huge profitsfor their
foreign shareholders (Onoh, 2002). With the desireto promote economic growth and
devel opment of the country, indigenouscommercia bankswere established to correct
the perceived anomdiesof theforeign banksalthough most of them short-lived. What
ismade clear isthat, the development process of both thefinancial and real sectors
hinges on afunctional banking system with awidespread investment strategy and
regulatory framework.

Itiswidely believed by devel opment economiststhat economic growth and
development depend critically on investment. Commercia banks play aprominent
rolein channeling scarcefinancia resourcesmobilized from the surpluseconomic units
to deficit unitsfor enhanced efficient allocation. As creators of money, principal
depository of savings, mgjor alocatorsof credit and managersof the country's payment
mechanism, commercia banksoccupy aunique position intheeconomy. Confidence
istherefore, important to prevent runson depositswhich may affect the credit payment
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processand theeconomy asawholeif theinvestment decisonsarenot well articulated
and managed to ensure abalance between the safety and liquidity of itsfundsand at
the sametime maximizereturns(profits) -investment - returnstrade off.

Theinvolvement of asound corporate strategy for the deployment of financia
resources by commercia banksrequiresanaysis, planning, control and development.
A purposeful policy isgeared towards effectiveredlization of the corporate objective
which therefore emphasi seson agood understanding of thefundamenta factorswhich
can inhibit success of the chosen course of action. Hence, theidentification of the
determinant of commercial banksinvestment portfolio. Banks are constraint by
regulatory requirementsin the use of deposit fundsfor investment and advances
purposes, couplewiththefact that "an ill-planned investment portfolio canresultin
problemsof attaining the objectivesof liquidity, and profitability, hence, systemic collgpse
of the banking system with the attendant runs on bank which can trigger of the credit
payment process.

Thisstudy’sbroad objectivetherefore, isto ascertain or identify investment
portfolio determinantsof Nigeriacommercid banksgiventheusua condraintsbetween
liquidity, solvency and profitability optimaity. Thestudy intendsto provideanswversto
thefollowing questions:

i Why do banks choose to devote a significant proportion of their assetsto
invesments?

i What rolesdo investments play in the successful management of banks?

i What typesof investment securitiesdo banksinvest on?

Y What factors affect a bank’s decision regarding the investment portfolio?

Theor etical Framework

Investmentsto economists mean capita formationinvolving theacquisition or creation
of resourcesused in production. It a so meansproduction of durable capital goods. In
principle, itissuggested that investment include rel evant measure of production, which
include how output aswell asgoodsand servicesproduced are sold. Theclassical and
neoclassical economistsargued that businessinvest with the need for maintaining the
existing stock of capital, providing for thefuture and the desireto earn profits. The
neo-classical investment theory hasitsrootsin theaccelerator principle, whichreveals
that, arepresentative firm isalways out to maximize expected future profit. Inthe
neocl assical framework, investment is perceived to belinearly dependent on changes
inoutput, expected returnson investment and cost of capital. To date, equilibriumlevel
of capital formation, that is, market determined isestablished by theintersection of the
investment and savingscurves. Interest rate performsthe equilibrating exercise. Itis
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assumed that savingsand investment curveswill reflect accurately al the benefit and
capital formation. One of the conditionsunder which level of capital formation will
become sub-optimal ishowever when achangein any of theunderlying determinants
of investment occurs. When this happens, economic efficiency will belost. Hence,
commercid banksin Nigeria, aselsawhereoverview thesedeterminantsto avoid falling
to thetrap of sub-optimality in their investment decision. In the Keynesian mode,
thereisacloserelationship between therate of interest, investment, employment and
output. Themode gtipulatesthat thereisagtructura relationship between money supply,
interest rates, investment and output. From thistheoretica framework, if money supply
increasestheloanablefundswill also increasethus, sustaining adecreaseininterest
rates. Investorswould usually prefer low interest rates. Thisrelationship could be
expressed astheinvestment functionthus:

| = f(r, 1),
Where:

I [nvestment

R Rate of interest

Il Expected profit

Theinvestment function showsanegativere ationship betweeninvestment and
interest rates and a positive relationship between expected profit and thelevel of
investment spending. The leading works of Cameron, Bright and Caza (1972),
McKinnon (1973) and Shaw (1973) on financial repression hypothesisholdsthat
financia sector devel opment would contribute most Sgnificantly to economic growthif
authoritieswerenot tointerferein the operationsof thefinancia ingtitutions. McKinnon
(1973), Adebiyi (2000), Adebiyi and Adekanye (2000) explainthat the effect of real
deposit rateof interest on savingsand investment rest on theassumption of saf-financing
congtraint of al economic unitsand therédativelumpinessof investment expenditures
over consumption expenditures. Therdativelumpinessof invesment expenditureimplies
that aggregate demand for money will begreeter, thelarger the proportion of investment
intota expenditures. Commercia banksinvestment portfolio management followsthe
application of Markowitz theory and the capital asset pricing mode (CAPM), which
emphasizesefficient diversification of investmentsin portfolio selection taking into
consideration therisk and expected rate of return, denoted as:

E(R) = _§1R1Pl

Where:
E(R) - Expected rate of return
R, =Rateof returnsof individual assets
P, = Associated probability
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TheMarkowitz theory and Sharpe CAPM emphasizesaportfolio selection, which
targets maximum returnswhileminimizing risk given market efficiency. Banksoften
quantify theserisks by the computation of individual asset and portfoliorisk. Mbat
(2001) explainesthat Sharpe’s contribution to modern portfolio theory hashelpedin
modifying the complex mathematical presentationsintrinscin Markowitz' stheory by
theintroduction of asingle-index model which hel psin determining the characteristic
line that relates the performance of a chosen asset to a chosen index of market
performance. Themodel isgivenas:

ER =a+BX,
Where:
ER = the expected return of astock at atime‘t’
X = theindex of market performanceat atime, ‘t’
a = congtant
3 = Stock Betaratio

When thereturn of the asset would be adependent variable and theindex of market
performance becomesanindependent variable: Normaly, risk would besmply related
toreturnas.
R-i-0O
Where: r = rate of return on bank’sinvestment
i =real interest rate (risklessrate)
0 = vector of risk (simply made up of generic risk)
Thisismeasured asthe deviation from expected returnswhile othersinterpret the beta
- coefficient associated with the capital asset pricing | asanindex for risk.

Sructureof Commercial Banksin Nigeria

Commercia banksasfinancia intermediates combine human and financia resources
to ensure credit creation and deposit mobilization, which is required for even
development and growth of theeconomy. Crossand Hempel (1980); Nzotta (1999),
are of the view that character of abank - its appearance, its policies, reflectsits
organization successor failure. These characteristics could be subsumed into the bank.
Asstated by Crossand Hempel (1980):
“The structure of a bank in the dynamic sense encompasses
various characteristics that shape or determineitsindividuality.
Among those are the market, it services and own institutional
organization” .
From theforegoing, the structure of the commercia banks, whichincludesitsage,
Sze, market served, management organization (structure) and ba ance sheet determine
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theinvestment portfolio. Hence, the actual investment securitiescommonly held by
banks most often than not hover around the bank’ s size and | ocation because these
characteristics affect/determinesthe strength, publicimage, expertiseand financing
activities. In like manner, the structures of commercial banksare affectedto alarge
degreeby the strength of theregulatory bodiesand applicableregulations/lavsguiding
their operations. Consequently, the volume of investment held by the banksisalso
determined by theexisting laws. Thisaccounted for why there hasbeen aresurgence
of substantial interest in the health, soundness and stability of thefinancially sector
globally. Theserevol utionary globa changesal so affectsthe Nigerian financia sector
and bringswith it huge opportunities, although not without the associated risks and
chdlenges.

Dimension of Commer cial Banks' I nvestment

Commercia banksinvestment portfolio entailsacombination of individua securities,
which emphasizesthe holding of awell-diversified portfolio given the expected return
andrisk of theportfolio, whichisnormally digtributed. Therefore, efficient and effective
bank management involves good understanding of the portfolio theory aimed at
identification of the specific risks associ ated with banking business. The Markowitz
theory of portfolio selection and Sharpe capita asset pricing mode (CAPM) emphasizes
risk diversfication and returnimplicationsof holding risky securitiesand thecongtruction
of the portfolio opportunity set with risk-free securities. The structuring of commercial
banks investment place Bank management in aposition where they must constantly
resolvethe conflict between safety, liquidity and profitability by striking ajudicious
bal anceamong them.

Commercia banksinvestment portfolio hasto do with some basic reasons
why banks hold security portfolio given their maturity structure. According to Rose
(1991), banks security portfolio playsthefollowing functionswhich indicateswhy
banksinvest:

i Stabilizethebanks' income, sothat bank revenueslevel out over thebusiness
cycle- whenloanrevenuesfal, incomefrom securitiesmay rise;

i Offset credit risk exposureinthebanks' [oan portfolio. High-quality securities
can be purchased and held to balance out the risk from bank loans;

i Providegeographicdiversfication;

v Provide abackup source of liquidity, because securitiescan besold toraise
needed cash or used ascollateral for bank borrowingsof additional funds;

v Reducethebanks' tax exposure, especially offsetting taxableloan revenues,

Y Provide flexibility in a banks asset portfolio because investment securities,
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unlike most loans, can be bought or sold quickly to restructure bank

assets,

Vi Dressup thebanks' balance sheet and makeit look financially stronger dueto
thehigh quality of most bank-held securities.

Nwankwo (1991) states that investments are important to banks because
they act asaliquidity back-up or cushion and provide such other functionsas,; providing
acceptablecollatera sfor borrowing, examplefromthe central bank; acting asvehicles
for repurchase agreementsand for risk diversification and portfolio adjustments. They
a so provideopportunitiesfor activeliability management, dressing up balance-sheet
gppearancefor customersand regulators, and they permitimpersond flexibility, which
isessential in managing banks overall maturity and interest rate sensitivity position.
Nzotta (1999), in answering the pertinent question on why bank management is
interested ininvestment management, stated that; investment areanimportant source
of incometo abank; ass tingin managing abank liquidity problems; serving ascollaterd
for borrowing from the CBN and other banks; providing vehiclesfor repurchase
agreements, risk diversification and portfolio adjustment; and safety of funds. Banks
investment securitiesvary, infact they grow by the day and include both money and
capitd marketsingrumentslike; Treasury bills, notesand bonds; Certificateof Deposits,
Bankersacceptance, Commercia papers, for money market instruments, Municipal
notesand bonds; Treasury notesand bonds (over ayear); Corporate notesand bonds,
Structured notes; Securitized notes; Stripped securities, for capital marketsinstruments.

According to Onoh (2002), commercial banks investment fall into three
categorieswhichthey makewiththeir internally generated or purchased funds. These
include short-term assets, long-term assets and ease finance terms. The short-term
assetsareinvestmentintreasury bills, tressury certificates, CBN highyid ding certificates,
banksacceptances, commercial papers, billsdiscounted and payablein Nigeria. The
long-term assetsinclude the securities of thefederal government (development loan
stocks) and those of the Stateand local governments, investment in sharesof publicly
guoted companies, or those not quoted but properly incorporated and bonus and
debenturesof limited liability companies. Theleasefinanceterm asthebalancesonthe
equipment lease still to pay constitute an asset to the bank financing the equi pment.

Ebhodagheand Jimoh (2000) citedin CBN Bullion (2000), statethat universa
banking hasexpanded commercial banksinvestment portfolio asthey can now carry
out what iscaled investment banking whichisoften theareaof merchant banksspecidty.
More so, other areas, which werethe exclusiveright of insurance and other finance
companies, are aso opened to commercia banks.
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Deter minantsof Commer cial Banks' I nvestment

Investing in securitiesisastraight forward policy but requiresthe understanding of
factorsaffecting the choiceamong investment securitiessincethe underlying principle
isthe maintenance of aba ance between liquidity, safety and profitability. Theclasscal
and neoclassical economidts' theorigtsidentified investments determinantsas; deposits
(savings), interest rates, incomelevel and predictionsabout business performanceas
well astherateof returnswhich Keynesdescribesasthe” margind efficiency of capitd”
whichisthe highest rate of return expected from an additional unit of acapital asset
over itscosts. Thesetheoriesfound awide applicationin banksinvestment portfolio
determinantsanayss.

Samuel son and Nordhaus (1995) opinethat revenue, costs and expectations
arefundamenta determinantsof investments. They arguethat because capital goods
last many years, investment decisions depends on thedemand, theinterest ratesand
taxesthat influence the cost of investment and business expectationsabout the state of
an economy. Theliteratures on thetheoriesof investment behaviour recognizesthese
three determinants, whilerecent theoriessuggest thet investment with particular reference
to private sector investment can be significantly affected by such factorsasmacro-
economic instability, macro economy policy (monetary, fiscal and exchangerate),
credibility of policy reformsamong others. Theworksof Revell (1980), Agu (1988),
Aja-Nwachukwu (1990), Nwankwo (1991) and Mbat (1995) identify variousrisks
suchasinterest raterisk, credit risk, risk of marketability and purchasing power risk as
the major determinantsof commercia banksinvestment portfolio. More so, thework
of Cameroun, Bright and Caza (1972), Mckinnon (1973) Shaw (1973) inAgu (1988)
onfinancial repression hypothesisand those of Wheel ock (1992) and Obadan (2004)
point to regulatory/supervising authorities as playing fundamental rolesininvestment
profileof banks.

METHOD

Thisstudy isan attempt to bring out the core variables (determinants) that influence
investment portfolio of commercial banksin Nigeriathrough empirical method. The
designisdescriptive. Datawere sourced from the Central Bank of Nigeria(CBN)
statistical bulletinsand reports (seetablefor analysisin Appendix 1) for the period
1985-2004. The study adopted both descriptive and inferent statistics, involving
regression anaysisusing Statistical Packagefor Socia Sciences(SPSS). Our economic
moded isspecifiedinitsfunctiona formthus:
Y = (X, Xy Xy X, veeerrireeneenns Xn) (1)
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Where:
Y =Dependent variable
X - X_=Independent variables

Specificaly, wehave:

Inv=f (Erg, Liq, Int_Exr, Inf, Dep, Cos, .......... n ... (2)
where;

inv. = Investment portfolio holdings

Erg. = Expected Earnings

Lig.=Liquiditrate

Int. = Interest rate

Exr. = Exchangerate

Inf. =Inflationrate

Dep. =Depogitliability

Cos.= Funding cost
Theregression modd becomes:

Y=b +b +b, +b, . +b, +.... b,+tUu ... (3)

So;
|nV = b0 + blinerg + b2in|iq ’ b3inint + b4in9)<r + b5ininf + bGeindep + b?incos + U """" (4)

Theanalysisand interpretation of resultsare based on our linear modelsfor clarity.
Theuseof linear equationsisto help reduce, if not completely remove heterscedastic
errorsthat might creep into both sidesof the equation asagreed by Friend and Pucket

(1964), Ekpo (1977) and Amadi and Osaro (in) Amadi (2002).
RESULTSAND DISCUSSION

The datafor the study are extracted from CBN various publications from 1985 -
2004 (Seeappendix 1).

Regression Results

MultipleR 0.970
R - Square (R?) 0.942
Standard error of Estimate 0.898
Adjusted R-Square 0.908
D-W dtatistics 1.606
F-gatigtic 27.77
Significancet-ratio 5%

Fromtheregressonresultsontablel, thelinear modd showsthat the coefficient
of determination (R?) is94.2% and it impliesthat 94.2% of total variationsisaccounted
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for by therel ationship between the dependent (investment portfolio) and independent

variables (explanatory variables). Theresult also showsthat giventheregression

intercept, -123634,3, aunit increasein the dependent variable (investment portfolio)
wouldleadto533.163increasein expected earnings (returns) positiondl other varigbles
givenremaining constant. Thisappliesto all other variablestaking oneafter theother.

The student t-value gives; 1.056, 2.901, 0.671, 1.016, -1.744 2.344 and 0.341

respectively for al theindependent variablesat 5% leve of significance.

The Durbin-Watson (D-W) statistics, isan econometric criteriaaimed at
investigating whether the assumption of economic model employed issatisfied or not
inany particular case. It measuresthe degree of auto -correl ation among variables
used. Inthiscase, our D-W (of 1.606) showsthat thereisastrong degree of positive
auto -correlationsamong thevariablesused. The F-statistic (27.77), which concerns
the entiremodel ishigher than the tabulated value of (2.06) at 5 percent significant
level. Thisshowsthat the difference between thevariablesinthemodd issignificant. In
testing our hypothesistherefore, sincethe calculated val ue of F-statisticsisgreater
than thetabulated value (F_, > F,,) wereject the null hypotheseswhich statethat;

0] Commercid Banks investment portfolioisnot Sgnificantly affected by liquidity
ratein theeconomy and acceptstheaternativewhich statesthat it isaffected
by liquidity rate. Sincethe F-statisticsapplied to theentiremode!, thergjection
of thenull hypothesesand acceptance of thefollowing.

(i) Commercia Banks' Investment portfolioissignificantly affected by deposit
profileof thebanks.

(iii) Commercia Banks' investment portfolio affectsthe expected rate of returns
(earningsor profitability).

CONCLUSION

Investmentsare said to beeconomic activitiesdesigned toincrease, improveor maintain
the productive quality of theexisting stock of capital, whichinthe case of commercial
banksisenhancement of liquidity and profitability to prevent runsin the system. But
investment isaflow variable, whichinvolvescommitment of fundsinan activity which
occursover aperiod of timewith the expectation or anticipation of benefitswhich may
or may not occur or accrue concurrently with theinvestment outlay. Consequently, this
study concludesthat aproper understanding of investment determinantsinthebanking
industry could formabasisfor bankersand policy-makersto device policy prescriptions
concerning the management of investment portfolio and supervision. More so, banks
should exploreinvestiment vehicles, whichwill reducethe r tax liability snceloanincome
istaxable(i.e. subject tofull corporateincometax) whileinvestment income can offer
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significant tax shelter. Thisstudy coversthe period (1985-2004), the pre-merger and
banking consolidation eraof the Nigerian banking history. Hence, other studiesshould
be carried out to extend the period to 2015 or 2016 to unravel the present realities.
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APPENDIX 1

Invp erg Lig inf exr inf dep cos

1087580 2080 65.00 540 202 1920 1759710 343
522330 2120 3640 1020 402 1760 1813760 5.03
8712.60 46.10 4650 56.00 454 2460 2308670 4.72
7565.20 34.70 4500 5050 739 2770 2906510 835
4606.40 2700 40.30 750 804 2080 2716490 7.45
1006780 1540 4430 1270 991 3120 3[777.30 929

745350 14.60 38.60 44.80 17.30 1832 5320870 210
6767.00 3130 2910 57.20 2190 21.00 7904770 162
3119200 1259 4220 57.00 2190 20.79 1104536 .02
4044400 527 4850 7290 2190 20.86 1425375 279
2269500 4938 33.10 2930 2190 2332 1789621 852
4975100 7715 4310 850 2190 2551 2143508  4.99
4286150  103.30 4020 10.00 2181 2612 2800287 6.87
5200380 10290 46.80 6.60 2181 2719 3143035 8.03
1934129 10830 61.00 6.90 2181 26.35 4763509 3.64
2852944 12010 64.00 18.90 2181 3115 7021045 8.39
3443767  150.00 5540 1800 2200 1300 9707053  5.46
3202003 15550 55.10 1750 26.20 2820 1422686 1305
2837537 18000 5210 1750 26.20 29.29 1501266 9.63
347354 16240 50.20 1380 2340 2435 1689588 12.82
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APPENDIX 2
Regresson
Model summary?
Modd R R square Adjusted Rsquare Sd. Error of theEstimate
1 a7 A 903 .0898
M odel summary®
Modd Change Statistics Durbin-
Watson
R? F change dfl df2 Sig, F Change
1 A2 27.768 7 12 000
1606

a. Predictors: (constant), COS, BXR, LIQ, INF, INT, ERG DEP
b. Dependent Variable: INVP

ANOVAP
Modd Sum of Mean
Squares of square F Sig.
1 Regression 341E+11 12 48664382997 27768 .u50?
Residual 210E+10 19 1752518292
Total 3.62E+11

a. Predictors: (constant), COS, EXR, LIQ, INF, INT, ERG DEP
b. Dependent Variable: INVP

Coefficients?
Modd Unstandar dized Coefficients Sandardized t Sig.
Coefficients
B Sd.Error Beta
1 (Constant) -128634.3 81847.488 -1572 142
BRG 533.163 504.776 224 1056 312
LIQ 3979552 1371.880 282 2901 .013
INF 427434 636.581 067 671 515
EXR 2077553 2044.220 120 1016 330
INT -5148.224 2952587 -180 174 107
DEP 129 055 520 2344 037
COSs 4941553 5874.937 127 841 A17
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