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Global Financial Metdown and the

, Reformsin the Nigerian Banking Sector *
Sanusi L. Sanusi

1. Pr otocol

Distinguish Ladies and Gentlemen, let me beginhayking the organizers for honouring me with
this invitation. First of all, | must thank the \&eChancellor, the Senate and Council of the
Abubakar Tafawa Balewa University (ATBU) for thisomderful privilege and for inviting me to
give this lecture titled Global Financial Meltdown and Reforms in the Nigerian Banking
Sector”. | am aware that the highly regarded ATBU Pulblecture Series focuses on developments
on topical issues in our nation. Therefore, mytatuon to this highly regarded event in the ancient
city of Bauchi, and the hometown of our great PriMmister, late Alhaji Abubakar Tafawa
Balewa, is greatly appreciated.

As the International Monetary Fund, IMF observéa, €xtent and severity of the crisis that began
with the bursting of the housing bubble in the @diStates in August 2007 reflects the confluence
of myriad of factors some of which are familiarrfr@revious crises, while others are new. As in
previous times of financial turmoil, the pre-crigigriod was characterized by (i) surging asset
prices that proved unsustainable; (ii) a prolongestlit expansion leading to accumulation of debt;
(i) the emergence of new types of synthetic ficiahinstruments; and (iv) regulatory failure. This
time around the rapid expansion of securitizatioot (tself a new phenomenon), which changed
incentives for lenders and lowered credit standaxassed the crisis. Systems became fragile
because balance sheets became increasingly coffiyither complicated by increased use of off-
balance-sheet instruments). Financial market ptaywere highly leveraged and relied on wholesale
funding and external risk assessments. Cross-b@uilovers intensified after the crisis started
because financial institutions and markets acramsldss were closely linked and risks highly
correlated.

No doubt, the world is inextricably linked by gldization. Thus, the economic and financial crisis,
which started in the United States, destabilizedketa and economies (developed, developing and
underdeveloped) around the globe and, has continoedominate discussions on the global
economy. These days one would hardly watch theviggd® or browse through national and
international newspapers, magazines and journdtsouti stumbling upon headline news of how
political leaders are scrambling for strategiesnitigate the impact of the financial crisis on the
domestic and global economy.

As rightly pointed out in several quarters, thebglofinancial crisis has been a major constraint to
growth in most countries, a situation that has keggravated by banking system crisis. The theme
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of this lecture is, therefore, very pertinent apritvides opportunity for the academia, researchers
and policy makers to explore alternative policy anaktical steps that can be taken to stem the tide
of recession, especially in developing countriks Nigeria.

Carl Menger in his 1871 seminal work on economiogples opined that “All things are subject
to the law of cause and effect”. It is imperatigeatgue here that, there is no exception to theatgr
principle in the light of the origin and cause($)tlme global financial crisis and its consequences.
As a corollary, we live today, in an era in whidoeomic liberalism and small governments is so
much propagated, and in which, it is generally eige that self regulation of markets is the best
way of promoting competition, productivity, efficiey and growth. An unarguable guide for lovers
of freedom and adventure is the fact thiaéeédom has responsibility’ While the freedom to
innovate has led to the rapid development of tharftial market in major industrialized countries
and emerging markets, it has become clear thae ttsean inherent danger in the manner the
markets were developing without proper supervisinod moderation. Innovation has worked in the
financial markets and has contributed significantlythe process made possible lbissez faire.
However, the same innovation thd¢epenedhe financial markets also accentuated predatory,
unsecured and irresponsible lending behavior anfmagncial institutions thus, exacerbating the
global meltdown.

The focus of this lecture is on the Nigerian expece. | believe that my audience at this lecture
today will share some perspectives on the subgatying from their individual experiences. The

critical challenge that Nigeria faces today as @onas how to create some irreducible minimum

standards of financial system stability that wilomote strong financial institutions and the

emergence of budding banking system, and henceessistained growth and development in
Nigeria and indeed in the rest of Africa.

The lecture is intended to stimulate discussiond,enable policy makers to come up with ways of
identifying specific institutional arrangements apdactical mechanisms that would expand
financial services to economic agents in Nigeriae Tocus is on developing, over time, an efficient
and sustainable banking sector for economic aigs/ito thrive. The vision is for a system that
integrates the domestic, foreign, short and lomg teources, where banks can exploit each others'
comparative advantages in cost-effective finarsgavices delivery.

2. Global Financial Meltdown: Natureand Origin

Let me start with a discussion of the nature angiroiof the global financial meltdown or crisis.
The termfinancial meltdowndefines moments when financial networks and markatidenly
become markedly unstable or strained to the poi@revit may collapse. It features sudden change
in expectations, speculative bubbles, falling mi@nd frequent bankruptcies. The literature is
replete with ‘what constitute a crisis or finanamltdown, but as related to the issues in diseurs
Eichengreen and Portes (1987) have defined casisaa‘sharp change in asset prices that leads to
distress among financial markets participants.’EAshengreen (2004) noted, it is not very ‘clear
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where to draw the line between sharp and moderate phanges or how to distinguish severe
financial distress from financial pressure.’” Commaeles on the origin of the crisis noted
myriadcauses including excessive and corrupt mestof ‘sub prime mortgage lending’ (that led
to high mortgage default and delinquency ratehiénUWnited States), massive funding of the “war
on terrorism” and the erroneous belief that “fresrket” principle is perfect, fair and efficient (&h
New York Times, November 20, 2008). It is to be eabtthat because it was global, its
consequences affected national, regional and globatets and economies.

The financial instability and panics caused in gmrtthe sub-prime mortgage lending difficulties

and consequent failure of the investment bankimysiry in the United States, notably Lehman
Brothers, Merrill Lynch, Morgan Stanley and JP MamgChase, as well as government-backed
Mortgage giants Fannie Mae and Freddie Mac arelwr@eognized to be at the root of the current
global financial meltdown. Most commentators agres the origin of the sub-prime crises is due
to a constellation of factors notably:

i. Low real interest rates in the US which was manadifor a long-time prior to the crises
thereby encouraging accommodating monetary policy;

ii.  Extreme confidence about the continued rise in imguprices and low volatility in the US
housing market. Between 1996 and 2005, US housicgpnationwide went up about 90
per cent. They went up 60 per cent between 20028608, and in the 30 year run-up to the
crisis, rarely did housing prices fall.

iii. A shift in mortgage lending toward the less creditiry, marginal borrowers, or sub-prime
borrowers who do not qualify for prime mortgages@lin the sub-prime market, more than
half of the loans were made by independent mortdrgkers who were not supervised at
the federal level, unlike banks and thrift insiibuts.

iv. Incentive problems associated with the securittratnmodel for the mortgage loans into
mortgage backed securities. There were also ineengroblems for the so-called
“independent” credit rating agencies, who were #gueavily involved in developing the
structured product they rated.

The sub-prime crises actually broke out in 200Ayéwer its effect was not dramatic then due to
write-down of losses by the affected investmentkisathereby eroding their capital. The realized
losses dramatically increased when the contagiosasipto other counterparties such as insurance
companies, hedge funds, finance companies, andaiarad pension funds that invested heavily in
the structured products. The contagion became lpellabecause the investors were not only US
companies. European banks, and emerging markdéutrests, in particular, bought just about as
many as US banks, which led to contagion aroundjliiee.
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Perhaps, a brief synopsis of the stages of theagfotancial meltdown would suffice in explaining
the origin of the global meltdown within an apprepe context. Historically, there have been four
major crises. These are The Great Depression,rdsh of 1987, the crisis of the 1990s and the
1987 Asian Financial Crisis. There was alsodbecomcrisis which was a fall out of the crises of
the 1990s. In August 2007, there were reported scadeliquidity constraints as financial
institutions faced difficulties raising funds inetlunited States so much so that, by March 2008,
there was an unprecedented credit contraction editccrunch as financial institutions tightened
credit in the US. During this time, there were wglgead cases of defaults in many markets which
by July 2008 had spread to other economies. Bylasiequarter of 2008, the US and European
countries officially declared that they were in remic recession. Consequently, the magnitude of
distortions to national economies became unpred¢eden what was later referred to as the worst
economic crisis in human history.

Thus, from 2002 to early 2007, the decline in Jbtgtin the global economy and financial
markets was reflected in lower measures of maikkt which encouraged firms to increase their
risk-taking. However, in September 2008, the ecanatownturn particularly in the United States
and a number of industrialized economies signaiedbieginning of a recession triggered by the
credit crunch that resulted from the crisis.

In Nigeria, like in many developing countries peutarly in Africa, the initial impact of the crisis
(the first round effect) was not felt because Nge&ras not a major player in the global economy.

The banking system was less integrated with théajldinancial market, and the sound
macroeconomic policies adopted by the country hlped to cushion the effect of the crisis. In
addition, the banking system operated with simpiaricial products but had strong capitalization
as a result of the recapitalization exercise ofR2@fowever, as the recession in advanced countries
deepened, Nigeria became affected with consequefmcethe economy as a whole and the
financial sector in particular.

3 Impact of the Global Financial M eltdown on Nigeria
3.1 Impact on the Nigerian Economy

It is by now very clear that Nigeria was not insethfrom the crisis, especially the second round
effect. The crisis which manifested itself globally the form of liquidity and credit crunch,
breakdown of confidence in the banking system,edes#laging and banks inability to improve
capital adequacy, weak consumer demand, and fglbival output, affected Nigeria through both
the financial and real (trade, remittances and aittBnnels. The undiversified nature of the
Nigerian economy and the high dependence on expdrtsude oil as well as foreign capital
inflows compounded the impact of the external shadking from the crisis. In specific terms,
Nigeria experienced low demand for its oil exparedo recession in the economies of her major
trading partners. The Nigeria's Bonny Light CrudeSpot Price FOB which was $95.16 per barrel
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in January 2008 rose to $146.15 in July 2008 bededining to $76.24 per barrel by October 17
2008. Thus, within four months, it had lost 50%tsfpeak price. This, coupled with the collapse in
the international price of oil, led to severe deelin foreign exchange receipts and consequently,
government revenue contraction. The low accretmrfoteign exchange reserves and demand
pressure in the foreign exchange market led totilibjaand substantial depreciation of the naira
exchange rate. Government resorted to Excess Qraceunt drawdown and domestic borrowing
to finance its activities. Within the period, thewvas substantial decline in foreign capital inflows
(foreign direct investment (FDIs); portfolio investnt, and remittances from Nigerians in
Diaspora) just as foreign trade finance reducedifstgintly for some banks while for others credit
lines literally dried-up. It is perhaps in the dapimarket that the greatest impact was felt. The
prolonged downturn in the capital market inducedslgnificant divestment by foreign investors
and compounded by lingering liquidity tightness,nmg public confidence, and panic selling by
domestic investors lead to significant losses byestors. The stock market which remained
bullish between December 2005 and March 2008, sugdeecame bearish in April 2008 and has
remained nearly so since then with only marginabvery. At the height of the bull-run in early
March 11, 2008, equity market capitalization-ait2\64 trillion while the Nigerian Stock Exchange
All Share Index (ASI) which rose by 37.8 per cemt2006 and 1.01 per cent in 2005 gained a
record 74.73 per cent in 2007. Between 31st Dece2@/ and the peak of the bull-run in early
March 2008, the market gained 14.45 per cent. By gad 2008, the NSE All Share Index which
gained 74.73 per cent the previous year, had dztliny 45.8 per cent while equity market
capitalization declined by 32.4 per cent fredaO\3 trillion at year- end 2008 te@\B6 trillion at
the close of 2008. Thus, between 2007 and 200&8ledeclined by 42.5 per cent compared to
33.8 per cent decline between 2008 and 2009. Thresmonding figures for market capitalization
were 27.5 and 28.3 per cent, respectively. Thet@apiarket downturn also had negative impact on
the banks balance sheet through increased prongidor bad debts and lower profitability.

In spite of the debilitating impact of the crisidigeria’s growth trajectory was not significantly

impaired. The real Gross domestic Product (GDP)wtirorate which averaged 6.29 per cent
between 2004 and 2007 declined marginally to 589c¢ent in 2008 rising thereafter to 6.9 per
cent in 2009. This is often attributed to the ingsiee performance of the non-oil sector,
particularly, agriculture and the continuous impéation of sound macroeconomic policies. The
external reserves was, however, still able to sttpgideast 15 months of imports.

3.2 Impact on the Banking Sector

Recall that in 2004, the Central Bank of Nigeri®{§ embarked on banking sector reform (Bank
Consolidation) which sought, among other thingssttengthen the banking system and improve
the operational efficiency of the Nigerian banks.tat time, the Nigerian banks were generally
weak and inefficient. CBN surveillance report agmd-March 2004 indicated that 62 banks out of
89 were classified as sound/ satisfactory and 1vhaginal. The number of unsound banks had
risen from 9 as at end-December 2003 to 11 in M#342There was serious over-dependence on
public sector funds and CBN credits as well asamedrom foreign exchange trading on the part of
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the banks. Besides being grossly undercapitalileel, banking industry was characterized by
several weaknesses including poor corporate gomeengoor asset quality, inaccurate reporting
and non-compliance with regulatory requirementiinfa ethics and de-marketing of other banks
in the industry, gross insider abuses resultinchuge non-performing insider related credits,
oligopolistic structure with 10 of the 89 banks toilling more than 50 per cent of the industry
assets and liabilities, lack of capacity to suppbe real sector of the economy, and lack of
competition by banks in savings mobilization to stothe level of deposits. The situation was such
that weak banks were paying higher interest rates bid to attract more deposits. As at end-May
2004 banks indebtedness to the CBN was abdut36 billion. The bank consolidation exercise
was meant to address these weakness through edizagion of banks with minimum paid-up
capital of AR5 billion: ensuring minimal reliance on public s&cfor funds; adoption of risk
focused and rule-based regulatory framework; adopdf zero tolerance in regulatory framework
in data/information rendition/reporting and infracts; stricter enforcement of corporate
governance principles for banking; expeditious pescfor rendition of returns by banks and other
financial institutions through e-FA$Srevision and updating of relevant laws for effest
corporate governance; ensuring greater transparandyaccountability in the implementation of
banking laws and regulation; and the establishntgnain asset management company as an
important element of distress resolution.

There is no doubt that the consolidation exerba® some positive impacts on the banking sector.
The banking system was transformed from 89 bank®3othrough regulatory merger and
acquisition and latter to 24 through market-induosetger and acquisition. Bank branches grew
from 2,900 in 2005 to almost 5,500 in mid-2009. iBes deepening of the capital market, the
banks were positioned to actively participate wider range of activities, including financing of
infrastructure and the oil sector.

However, while the consolidation exercise lastentasn developments in the economy and within
the banking system itself put the banking sectaeatous risk. Between 2004 and 2008, Nigeria
enjoyed unprecedented increase in oil price whasulted in huge inflow of foreign exchange and
robust economic growth. This, coupled with appreleidevel of foreign direct investment inflows,

resulted in huge liquidity in the economy which tieal sector of the economy could not absorb.
The excess liquidity found its way into the stocarket as shown in the unprecedented rally in the
stock prices on the Nigerian Stock Exchange betvi2®®% and March 2008. The excess liquidity
also allowed banks to raise capital. Fresh capésled between 2006 and first quarter of 2008
amounted te4,603 billion. The increase in capital supportedKksa balance sheet growth with

banking sector assets as percentage of GDP incgeespidly to 60 per cent from about 30 per
cent in 2004. With significant capital and grediguidity, banks were increasingly under pressure
to create risk asset amidst limited product innovaaind diversification. This, coupled with poor

risk management practices, ultimately led to a eatration of assets in certain areas, in particular
margin lending and oil trading/marketing. As at &ecember 2008, banks’ total exposure to the

3 Electronic Financial Analysis and Surveillance 8ystused to render report by commercial bankse BN
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oil industry stood at overRb4.0 billion, representing over 10.0 per centhef banking sector total
and over 27.0 per cent of the shareholders’ funds.

Thus, in mid-2008 when the global financial andreouic crisis set in, the domestic financial

system was already engulfed by several interdeperfdetors that led to the re-emergence of an
extremely fragile financial system similar to prensolidation era. These factors included
macroeconomic instability caused by large and suddgital inflows, major failures in corporate

governance at banks, lack of investor and conswophistication, inadequate disclosure and
transparency about financial position of banksticai gaps in regulatory framework and

regulations, uneven supervision and enforcemenstructured governance and management
processes at the CBN/weaknesses within the CBNwaa#tnesses in the business environment.

It is clear, therefore, that when the global crsigntually hit Nigeria, the banking sector was ill
equipped to weather the storm in spite of recap#éfabn. As we are all aware, the financial crisis
had an adverse effect on both the oil and gas rsecid the capital market where the Nigerian
banks were exposed to the tune=df.® trillion as at December 2008. The result washarp
deterioration in the quality of banks’ assets whioimediately led to concerns over banks’
liquidity. Indeed, the Nigerian banking sector whswn into severe crisis as many of the banks
became distressed.

3.3 Remedial Measuresto Mitigate the Impact on the Banking Sector

The initial diagnosis of the distress in the bagksystem amplified by the global financial crisss a
a liquidity problem led to the introduction of seakemeasures by the CBN between 2008 and
2009. These measures included, among others, doetren in the Monetary Policy Rate (MPR),
cash reserve ratio (CRR) and liquidity Ratio (LRhe MPR was gradually reduced from 10.25 per
cent to 6 per cent to its present level betweente®aper 18, 2008 and July 7, 2009 and
subsequently raised to 6.25 per cent on Septenihet(A.0. Similarly, the CRR was reduced from
4.0 per cent to 2.0 per cent and further to 1.0cpet while the LR was progressively reduced from
40 per cent to 25 per cent. The CBN also issuegttiMe to banks to restructure their margin loans
up to 2009, and expanded its discount window towaladditional instruments as well as allow
banks to borrow up to 360 days (currently suspenuteaddition to stoppage of liquidity mopping-
up. Greater emphasis was placed on enforcemeriteo€CBN Code of Corporate Governance to
promote transparency and accountability in banksvels as the review of contingency plan for
systemic distress in banks.

These measures did not fully resolve the problesisth® system remained fragile. It was
discovered that nine banks were the main userseoEkpanded Discount Window (EDW) over a
nine-month period ending June 2009. Accordinglyewlthe CBN eventually closed the EDW in
July 2009, and in its place, guaranteed interbda&gments, it was observed that these nine banks
were the main net-takers under the guarantee amagigt. At this point it was clear that the issue
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was far beyond the liquidity problem and if drasdictions were not taken, the financial system
could collapse.

4 Current Banking Sector Reforms
4.1 Diagnosisand Initial Stabilization Steps

Given the precarious state of the Nigerian bantks, @BN in June 2009, took a three pronged
approach to assess the financial condition of thdanks. The first was the special examination
exercise jointly conducted by the CBN and the NagemDeposit Insurance Corporation (NDIC).
This exercise highlighted inadequacies in capitsdea ratios and liquidity ratios as well as
weaknesses in corporate governance and risk maraggmactices in 9 banks. These banks were
found to be in a grave situation as a result oftaggiquidity and corporate governance concerns.
They failed to meet the minimum 10 per cent ca@ti@quacy ratio and 25 per cent minimum LR.
Apart from accumulating high non-performing loahB>(), these banks were seriously exposed to
the oil and gas sector as well as the capital ntsrkoor risk management practices in the form of
absence of necessary controls measures were preasl¢he board and management of the banks
had failed to observe established controls. Theaneimy 14 banks were found to be in a sound
financial state and did not require the CBN to takg action.

The second approach was to carry out diagnostiit twdugh independent consultants. The report
of the audit exercise revealed greater magnitudeealk financial condition of the nine banks. All
of them were “technically” insolvent with signifisenegative asset value. It also exposed several
illegal activities that had been taking place wrefof the affected banks.

It was against this background that the CBN movedisively to strengthen the industry, protect
depositors and creditors, restore public confideacd safeguard the integrity of the Nigerian
banking industry. The initial measures/ initiatkaden by the CBN in conjunction with NDIC and
the Federal Ministry of Finance (MOF) included otjen ofN620 billion into the nine banks; the
replacement of the chief executive /executive dmecof eight of the nine banks with competent
managers with experience and integrity; reaffiroratof the guarantee of the local interbank
market to ensure continued liquidity for all banks)d guaranteeing of foreign creditors and
correspondent banks’ credit lines to restore cemiog@ and maintain important correspondent
banking relationships.

When the new management of the banks took offideggame necessary to also carry out further
detailed and independent assessment of the filaooraitions of the banks. Thus, the third
approach was to carry out management account aidihe affected banks by their new
management. The outcome was very much in line thil of the audit report. Consequently, the
management took numerous actions under the CBNago&lto ensure that the banks operated
effectively with particular emphasis on improvingarisparency and operations. To improve
operations, the new management took steps to:n{prave reporting infrastructure, internal
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governance and risk management procedures; (n¢ase transparency and disclosure; (iii) ensure
effective and continuous communication with allkstaolders; (iv) ensure weekly reporting
between the MDs and the CBN on financial performeandoan recoveries, and; (v) immediate
report of any material developments to the CBN. sdees taken to improve operations included
continued focus on loan recovery to improve NPLostreducing cost to income ratio; avoiding
unnecessary costs; focus on de-risking and dedguey the balance sheet and liquidity
management.

There is no doubt that these initiatives enablesl nime banks to continue normal business
operations and prevented a total collapse of tinkibg sector.

4.2 Long Term ReformsMeasures

The focus of the CBN is first of all to ensure thiare is financial sector stability and, secondly,
that the financial system assists in growing tred sector of the economy. It is important to note
that any economy that cannot create jobs on araomis basis, reduce poverty, and guarantee its
citizens functional and qualitative education adl s world class infrastructural facilities is not
only unsustainable but would remain globally uncetije.

Attainment of this fit goes beyond short term dilie measures. It requires a strategic medium to
long term measures. This explains why the focub@tecent CBN reforms is in the following four
areas (pillars) namely: enhancing the quality afksa establishment of financial stability, enabling
healthy financial sector evolution, and ensuringt tthe financial sector contributes to the real
economy. A brief discussion of each of these mliarvery critical to an understanding of where
we are going.

4.2.1 Enhancingthequality of banks

This consists of a five part programme to enhaheeoperations and quality of banks in Nigeria.
These are industry remedial programmes to fix #hedauses of the crisis, implementation of risk-
based supervision (RBS), reforms to regulations ragailatory framework, enhanced provisions
for consumer protection, and internal transfornrratdthe CBN.

The industry remedial programmes include a sehibfatives to fix the key causes of the crisis,
namely, data quality, enforcement, governance, nsknagement and financial crime. These
initiatives are structured in such a manner thatlihnks do most of the work to entrench new
behaviours in the industry, with the CBN playingrass-industry management role. The focus is to
ensure that governance best practices are embéudled industry including the CBN as well as
ensuring that risk-based supervision (RBS) primgpimethodology and processes are established
across the CBN and NDIC. Under the RBS, the intenis to establish a programme management
structure within the CBN to ensure that there lgh level of communication with the industry,
implementation quality is measured and examinerpiiae the necessary skills. A monitoring
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mechanism to measure the programme’s impact andeeashigh level of responsiveness to issues
raised by the industry will also be established.

The regulation and regulatory framework reform pamgme involves systematic review of
regulations and guidelines around the key caus#seadrisis by industry regulators; harmonization
and raising to world-class standards of the sup@mviprocesses, technology and people within the
various financial regulators; and establishmentaofcentre of competence for International
Financial Reporting Standard (IFRS) and N-GAAP+lenpentation.

In the area of consumer protection, the aim is riguee that consumers receive appropriate
protection with the CBN acting as the consumer’goadte, setting standards of customer service
for the industry and ensuring that customers aa&tdd fairly in all their dealings with the indystr
Already, there is a Consumer Protection Unit inniea/ly created Financial Policy and Regulation
Department of the Bank. This Unit will work withgervisors to ensure that appropriate rules and
regulations are enforced by the banks.

Under the reform, the CBN will be transformed ts@m® good corporate governance, stronger
information management system, people developnasak,enhanced disclosure to levels expected
in major investor countries such as the UnitedeStathe United Kingdom, South Africa, China and

India.

4.2.2 Establishing Financial Stability

The main thrust of this pillar is for the CBN tooprde leadership in some areas and championing
some causes. The key features of this pillar cemtoeind strengthening the Financial Stability
Committee (FSC) within the CBN, establishment ofcrogprudential rules, development of
directional economic policy and counter-cyclicadctl policies by the government and further
development of capital markets as alternative tokbunding. The creation of a new macro-
prudential framework designed to ensure that moygtalicy is not only shaped by systemic risk
trends but also consistent with the expanded gfmlsoroduct and asset stability is a major
component of this pillar. This will be complementeyl the establishment of the FSC which will
work together with the Monetary Policy Committeeaithieving these objectives. It is the intention
of the CBN to champion the development of the edpitarket through the improvement of its
depth and accessibility as an alternative to bamklihg as well as encourage implementation of
directional economic policy, particularly countsretical fiscal policies, that will reduce oil-retd
volatility in the system. It is time to make betiese of our oil endowment by harnessing it for
strategic investment and also ensure that lendidgravestment get to the real economy, especially
the priority sectors, instead of being used tcatefifinancial asset bubbles.
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4.2.3 Enabling Healthy Financial Sector Evolution

The focus here is on ensuring the emergence ofmpettive banking industry structure; provision
of the required infrastructure for financial systesuch as the credit bureau and registrars;
improvement in the cost structure for banks throogst control and business process outsourcing;
reliable and secure payments system; reductionhefibformal sector and greater financial
inclusion. Foreign bank participation would be aemeged in order to improve and strengthen the
financial system provided such entry does not affiee development of the local banking sector.
Market-based merger and acquisitions activities thauld create stronger banks would be
supported while other banks that would drive regi@tonomic development will be licensed. In
the area of infrastructure provision, three privaiedit bureaux (XDS Solutions, CRC Limited and
CR Services Limited) have been licensed while tiBNGvould work with the Securities and
Exchange Commission (SEC) towards the creatiomnaohaeptable number of Registrars for all
securities in the country. Central to the refornthe need to check the excessive costs in the
banking system which is attributable, in the maémninfrastructure cost, high salaries/emoluments
for executives and poor operational efficienci¢ssIthe intention of the CBN to encourage the
development of electronic channels to drive dowdustry cost structure while working with the
banks to improve on the quality of service deliverprder to improve customer confidence.

Nigeria presently has a large informal sector whiels been estimated by the World Bank to
constitute about 57.9 per cent of Nigeria's Grossidthal Product (GNP). This is higher than what
obtains in Brazil, Ghana, Turkey, Malaysia and SoMtrica. Developing a financial system that
will take care of this large segment of the econasnyf utmost necessity. Thus, enhanced financial
inclusion strategy would result in more accuratasueement of economic outputs, increase in tax
base and tax revenue, more effective policy devety and more efficient use of financial
infrastructure. All these will in turn improve poyi efficiency and help in poverty reduction.

Central to healthy financial sector evolution i tlkstablishment of the Asset Management
Corporation of Nigeria (AMCON) as part of a broaahking sector crisis resolution strategy. The
AMCON Act 2010 was signed into law on July 19, 20f¢hen operational, AMCON would serve
as a vehicle to free the banks from the weighthefrtnon-performing assets and accelerate the
process of financial revitalization of the bankisgctor. Besides, the CBN is currently reviewing
the basic one-size-fits-all model of banking thas lemerged since consolidation. In addition to
reviewing the universal banking model, we consitl@appropriate to introduce greater diversity in
bank mandates. In the near-term, it should be plesso have international, national, regional,
mono-line and specialised banks such as Islamikbanthe country. Already the guidelines for
specialized institution have been fixed as followsin-interest bank (regional}-5N\billion,
noninterest bank (National}-19 billion, and primary mortgage institutions;5Noillion. The
commercial banks have also been restructured @gmmal, national, and international banks with
paid-up share capital ef10 billion,MN25 billion, andMb0 billion, respectively.
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4.2.4 Ensuringthe Financial Sector Contributesto the Real Economy

The last and final pillar of the reform blue priatensuring that the financial sector contributes t
the real economy. Rapid financialisation in Nigettid not benefit the real economy as much as
had been anticipated. Development financial instihs set up for specific purposes such as
housing finance, trade finance and urban developrhawe not fulfilled their mandates. Many
successful emerging markets have witnessed preacfowernment actions to ensure that the
financial sector contribute to the real economygeMia can learn from countries with successful
track records in creating financial accommodati@neconomic growth through initiatives such as
development finance, foreign direct investment,tuencapital and public-private partnerships. In
this regard, the CBN through the reforms shalegluate on continuous basis, the effectiveness of
existing development finance institutions and atities in agriculture, manufacturing, and import-
export credits, (ii) take a public lead in encoumgghe examination of critical issues for economic
development, such as the impact of infrastructuge gower, port and railway, (iii) lead further
studies on potentials of venture capital and penmiblic partnership initiatives in Nigeria, and
(iv) cooperate with State governments in runnirigtgrogrammes that are aimed at directing the
financial sector’s contribution to the State’s seseconomic development.

So far, the CBN has taken concrete measures tadinthe real sector of the economy. Some of
these measures include:

(i) N500 Billion Critical Infrastructure Fund: The Infrastructure Intervention Fund was
introduced in April 2010 by the CBN to provide letegym support to finance critical infrastructure
projects. The Fund is a 15-year debenture invedtmethe Bank of Industry (BOI) for on-lending

to all eligible deposit money banks (DMBs) and Depenent Finance Institutions (DFIs) at 1%.
These DMBs and DFIs will in turn lend to promotefghe projects at a maximum of 7.0%;

a. N 200 Billion Refinancing/Restructuring of SM E/M anufacturing Fund: Out of the*600
billion Critical Infrastructure Fund approved;280 billion was set aside for refinancing/
restructuring of SME/Manufacturing Fund in April ZD to enable banks refinance and
restructure their existing loan portfolio to SMEslananufacturing. The 15-year facility has
a 3-year moratorium with loan amounts ranging fagdB million (minimum) to=AL billion
(maximum) to single obligor at an interest rate/ df per cent annually repayable quarterly.
On July 28, 2010, the-]BO billion programme for refinancing and restruictg of loans to
SMEs and manufacturing sector was launched. Alre&dy beneficiaries have been
screened for the disbursement of the money.

b. N 300 billion for long term funding of Power and Aviation. The balance o£BOO0 billion
was also approved to provide long term funding ow& @250 billion) and Aviation
Industry €660 billion).
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4.3 TheJourney so Far

In the last seventeen months, the implementatioth@fvarious aspects of the reforms has been
vigorously pursued. Far reaching measures andtivés have been put in place. New prudential
guidelines were issued in May 2010. The AMCON Aas lbeen signed into law and the Board

inaugurated. These and several other measuresploaitevely impacted on the banking sector. In

spite of several challenges, it is gratifying tdenthat no single bank in Nigeria has collapsed and
no depositor has lost his/her money as a resuhlteobanking sector crisis. The banking system has
been stabilized and the nine most affected banks bantinued normal operation while modalities

for injecting fresh capital into them either by s#aolders or through acquisition and merger

arrangements are being finalized.

To a large extent the reforms have succeeded umniaty macroeconomic and financial system
stability. Overall output in 2010 is expected toHgher than in 2009. Projections by the National
Bureau of Statistics, showed that real GDP in 2@ilDgrow by 7.85 per cent compared to 6.66
per cent in 2009. The growth rate appears robusthaue is need to ensure it translates into job
creation and poverty reduction.

Between 2009 and 2010, the volatility in inflatibas moderated significantly. Headline inflation
declined steadily from 15.1 per cent in end-2008L@04 per cent in September, 2009, rising
thereafter to 15.6 per cent in February, 2010. &then, it has maintained a downward trend to
13.4 per cent in October, 2010. Food inflation ryeen 18 per cent at end-2008 to 20 per cent in
February, 2009 before declining to 14.1 per cenOrttober, 2010. It is only non-food (core)
inflation that has increased to 13.2 per cent ito®er, 2010, having declined from 10.4 per cent in
end-December 2008 to 7.4 per cent in Septembef.200

Inter-bank rate and other key money market rate® maoderated significantly compared to the

pre-reform period. Weighted average inter—bank redé and other key money market rates fell to
below the end-December 2008 level by end-AugusB24iter the sharp increase between January
and July 2009. As at 28 July 2010, the inter—bat& had fallen to 1.12 per cent while the Open
Buy-Back (OBB) rate stood at 1.10 per cent. In oese to the increase in MPR of September 21,
2010, both the Inter-bank call rate and OBB haeaded upward averaging 10.56 and 8.23 per
cent, respectively by November 15, 2010. In spit¢he fluctuation in money market rates, the

lending rates have remained consistently high. grimee lending rate stood at between 18 and 19
per cent while the maximum lending rate hovereavbeh 22.56 and 23.91 per cent over March
2009 and May 2010. The average prime lending eteamed at 16.66 per cent in both October
and September 2010, declining from 16.89 per cenfugust 2010. The average maximum

lending rate, however, declined to 21.85 per centOctober 2010 from 22.20 per cent in

September 2010 and 22.31 per cent in August 20h6. Weighted average savings rate equally
declined marginally to 1.48 per cent in Octoberl@@rom 1.49 per cent in September, 2010 and
1.41 per cent in August, 2010 while the consolidadeposit rate increased to 2.31 per cent in
October 2010, up from 2.07 per cent in Septembdr2a7 per cent in August 2010. The spread
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between the average maximum lending rate and theotidated deposit rate, however, narrowed
to 19.54 per cent in October, 2010 from 20.14 @t en September 2010, and 20.04 per cent in
August 2010.

The exchange rate has stabilized. The high excheatgevolatility noticed before July 2009 has
disappeared. For a long time now the exchangehageaemained at betweerd AB/AL52 per US$
compared with up te-NB0 per US$ between March and May 2009.

The confidence in the financial system is gradubiyng restored. External exposure to Nigerian
banks has improved considerably. EXIM Bank exposoifdigerian banks increased from US$403
million to US$1 billion. European Investment Bankshincreased its exposure to Nigerian banks
by an additional US$150 million. The Internatioi@hance Corporation (IFC) has also increased
its exposure to Nigerian banks. Recently, it hasoanced its intention to inject US$300 million
credit into two Nigerian banks. This consists of8280 million long-term funding to GTbank and
US$100 million convertible sub-debt and senior BmFirst Bank.

The capital market has also witnessed some stabilite sharp drop in both market capitalization
and the NSE ASI noticed between February 2008 gmmd 2009 has been reversed. As at July 28,
2010 market capitalization (MC) stood-a6.83 trillion while ASI was 25,889.98. By November
15, 2010, the ASI had declined marginally to 25,3@1while MC increased te-O08 trillion.
Gross inflows of FDI are expected to improve in @@% first quarter 2010 inflows stood-e8478
billion compared to fourth quarter 2009 inflow efl0R.42 billion. Inflows are toward share
equities, banking, telecommunication, manufactuand oil and gas sectors.

Monetary and credit aggregates have, however, pedermed consistently falling below their
long term trends. The decline in broad money (M2\gh witnessed up to July 2009 was reversed
and except in January and May 2010, the growthhasebeen positive. M2 grew by 4.25 per cent
in October 2010 which when annualized representgtbath of 5.10 per cent. Net credit to the
economy grew substantially since June 2009 althaudfas moderated since January 2010. In
October 2010, aggregate credit grew by 19.69 pet which annualizes to 23.63 per cent. Credit
to the private sector which grew since July 200f@ declined between January and August, 2010.
Since then, it has been rising. By October 2018ditrto private sector, core private sector, and
government grew by 3.86, 3.07 and 64.02 per cespactively, on annualized basis. It should,
however, be noted that the decline in monetary eggges is not peculiar to Nigeria as other
countries faced similar outcomes due to the glébahcial crisis.

The good news is that the banking system has resuereling. New credit to the economy
increased from=NL45,459 million in April 2010 te=lI73, 807 million in May 2010+-N845,998
million in June, 2010 representing increases ol %er cent and 99.1 per cent respectively. It
however, declined te-B22, 275 million in October, 2010, representinglidecof 6.85 per cent.
Credit by non-intervened banks rose fresh2¥,270 in April 2010 te=145,885 million in May
2010, and¥218,904 million in October 2010, representing iases of 14.63 per cent and 50.1 per
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cent, respectively. Similarly, the intervened bartkedit increased from=28,189 million to
N27,922 million and=M3,371million, also representing 53.51 per cent &&d33 per cent,
respectively. The bulk of the credit went to OidaGas, Manufacturing, and Transportation and
Storage. Furthermore, the stress test conducteshttgaon the twenty four banks has shown that
the financial soundness of the banks (both intesdeand non-intervened) has improved
significantly compared to the crisis period.

It is also gratifying to note that of tke5R0 billion approved for power and aviation sectssvell
as for the refinancing/restructuring of manufaatsrportfolios with the DMBs, aboutN9 billion
had been paid to the Bank of Industry (BOI) fobdisement towards the refinancing/restructuring

of manufacturers’ exposures to the DMBdso, of the other liquidity injections approved the
CBN, N80.701 billion had already been disbursed under Goenmercial Agricultural Credit
Scheme, while=R68.84 million had been paid by the Bank as its 0 cent interest rebate
obligation on 35 large scale agricultural projaatsler the Agricultural Credit Support Scheme.

5 Reform Challenges

In spite of the achievements so far, a number a@llehges have remained. Indeed, economic
growth has been robust, but a major challenge ® tw sustain and translate this into new
employment opportunities. The link between the mgjowth drivers, particularly agriculture and
manufacturing, continue to be weak. Hence, the fa@twring sector remains an insignificant
contributor to growth. There is, therefore, urgeeéd to address all binding constraints to growth.
As you all are aware, inadequate or absence of leasinomic and social infrastructure remains a
major binding constraint on Nigeria’s growth andrelepment. There is therefore, an urgent need
to fast-track the proposed reforms in some keyosecif the economy, notably power and oil/gas
sectors, to attract the much-needed investment raddce the huge import bills on refined
petroleum products. There is absolutely no reasby @ur refineries should not be functional.
There is also the need to deepen the deregulataegs in the electricity and transport sector to
attract private investment. The allocation of resbility for infrastructure development among
different levels of government need to be reviewResumption of credit to key productive sectors
of the economy is key because of the obvious medaitong term implications for the real
economy. This requires adequate regulatory intéiwes to develop all sectors of the credit market
from microfinance to larger corporations.

While acceleration of credit market reform suchd&gpute resolution mechanism, credit bureau
regulation, and leasing laws are very critical,cagde attention must also be given to development
of public-private partnership framework, legal feawork for rental markets, etc. A major
challenge also lies in reducing the high lendirtgrest rate in the face of low money market rates.

Growing banking system liquidity is still desirabéd, hence, the need to quickly bring the
banking system reforms to closure. There is urgexdd to inject fresh funds into the banks
affected by regulatory actions in addition to tlemoval of the “toxic assets”. This is where
AMCON is very critical.



108 Global Financial Meltdown and the Reforms in the Nigerian Bankector Sanusi L. Sanusi

A major challenge remains how to strike an appedprbalance between monetary, fiscal and other
policies. There is s a limit to what monetary pplcan do to deliver economic growth. Other
complementary policies must be in place. Bankirgdagaeforms is a necessary but not a sufficient
condition for economic growth and development. Clamentary reforms in other areas of the
economy, particularly in agriculture (in additiom ¢nergy sector mentioned above) to curb high
import bills on food (rice) and reduce demand pressn the foreign exchange market, are
absolutely necessary.

Equally important is the rising government expemdit and borrowings with the possible
crowding-out effects on the private sector. Thiads to the fore the need to eliminate unnecessary
subsidies that add to government expenditure abt de

6 Conclusion

Distinguished audience let me reiterate the faat ghsound, efficient and stable financial system i
very critical to the development of an economy. Tdlebal financial crisis and the post-
consolidation weakness in the Nigerian financiastesn, occasioned by illegal and criminal
activities in some of the Nigerian Banks have givise to a fragile financial system which the
CBN has tried to fix in the last seventeen moniie result so far has been quite encouraging. We
shall remain focused and committed to this cause.ddal is to bequeath to this country a stable
financial system that will oil the wheels of ecoriomevelopment on a sustainable basis. We count
on your support for this noble cause.

Thank you for listening.
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