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Abstract

in the reported financial statements.

Asset quality also known as loan portfolio quality is one of the critical areas in determining the overall financial
wellness of a bank. Prior to the adoption of IFRS, the Statement of Accounting Standards (SAS 10) and the prudential
guideline recognized and specified the measurement criteria for loan portfolios disclosed in the financial statements
of Nigerian deposit money banks. With the mandatory adoption of IFRS in Nigeria, a different measurement basis
was introduced (IAS 39 and IFRS 9). Thus, this study examines the effect of IFRS adoption on the overall asset
quality of Nigerian money deposit banks. The study, which covers the period between 2006 and 2015, applies
Generalized Least Square technique to compare the asset quality of banks listed on the Nigerian Stock Exchange
before and after the adoption of IFRS. The study reveals that IFRS adoption has significantly affected asset quality
of Nigerian banks. It is recommended that deposit money banks should continually strengthen their credit risk
management and reporting mechanisms as enshrined in IFRS as this would guarantee good asset quality position
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Introduction

Nigerian economy is the largest economy in Africa with a GDP
of over $500 billion and one of the emerging-market economies in
the world. As a result of the enormous potentials of the economy in
terms of market, raw materials, young demographics, among others,
the Nigerian economy was identified with three other economies with
similar features from which the acronym “MINT” was coined. MINT is
an acronym referring to the economies of Mexico, Indonesia, Nigeria,
and Turkey [1]. The term was originally coined by Fidelity Investments,
a Boston-based asset management firm, and was popularized by Jim
O’Neill of Goldman Sachs. The term is primarily used in the economic
and financial spheres as well as in academia.

One of the key factors that earned Nigeria recognition and inclusion
in the MINT economies is its emerging financial market. However,
prior to the popular MINT acronym, the financial sector of Nigeria was
bedevilled with the aftermath of the global economic meltdown and
huge presence of toxic assets in banks’ balance sheets. The increasing
level of bad loans eroded asset quality with a multiplier effect on
profitability, capital adequacy ratio and the ability of banks to lend to the
real sector of the economy for growth and development. This prompted
the Central Bank of Nigeria (CBN) in 2009 [2] to sanitize the banking
system through various means, one of which is tightening of regulation
on Asset Quality Ratio (AQR) of deposit money banks in Nigeria and
the adoption of International Financial Reporting Standards (IFRSs).
Prior to the adoption of IFRS, the Statement of Accounting Standards
(SAS 10) and the prudential guideline recognized and specified the
measurement criteria for loan portfolios disclosed in the financial
statements of Nigerian deposit money banks. With the mandatory
adoption of International Financial Reporting Standards in Nigeria, a
different measurement basis was introduced (IAS 39 and IFRS 9) for
the measurement and recognition of asset quality.

Asset Quality Ratio (AQR) also referred to as Non-performing Loan
Ratio (NPR) is measured by the ratio of total non-performing loans to
total loans and advances [3]. The ratio can also be computed as the ratio
of total non-performing loans to total assets of a bank. According to the
International Monetary Fund [4], a non- performing loan is any loan in
which interest and principal payments are more than 90 days overdue;

or more than 90 days worth of interest has been refinanced. On the
other hand the Basel Committe [5] puts non-performing loans as loans
left unpaid for a period of 90 days. Thus time is an essential factor in
deciding whether or not the quality of a loan facility is eroded. It should
be noted that the higher the Asset Quality Ratio, the lower the financial
health of banks loans and advances portfolio and vice versa.

The problem of poor Asset Quality Ratio position has been a
challenge for the Nigerian apex bank with the bank pegging a healthy
Asset Quality Ratio position for any bank at a maximum of 5%.
However, Nigeria’s banking sector Non-Performing Loans Ratio (Asset
Quality Ratio) rose to about 10.1% as at April 2016, as disclosed by the
Deputy Governor of the Central Bank of Nigeria, Mrs Sarah Alade. The
rise in the Non-Performing Loans Ratio is said to be well above the
prudential limit of five per cent as enshrined in the CBN prudential
guidelines for deposit money banks in Nigeria.

The magnitude of non-performing loans in Nigeria increased from
about X0.3 billion in 1981 to about ¥5 billion in 1987. The total non-
performing loans increased to about ¥112 billion in 2000 and further
to about ¥1.1 trillion in 2011 [6]. This rising trend in non-performing
loans and its attendant negative consequences necessitated the CBN to
introduce an improved prudential guideline which focuses on measures
to check the rising trend of bad loans which affect the asset quality of
banks. To further improve the asset quality of Nigerian deposit money
banks, the prudential guidelines established the foundation for smooth
transition to IFRSs.

The year 2010 was the year of transition to IFRS for all deposit
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money banks in Nigeria. As such the measurement and recognition
criteria for loans and advances changed from that enshrined in the
prudential guidelines to that of IFRS. The prudential guideline measures
loans and advances based on the cost model and recognize loan losses
on the anticipated loss model [7]. Specifically, the prudential guideline
established general objective and subjective criteria for recognizing and
measuring loan loss provisions and the overall asset quality of deposit
money banks as follows:

Non-performing credit facilities should be classified into three
categories namely: Sub-standard, doubtful or lost on the basis of the
objective and the subjective criteria.

For facilities classified as sub-standard, doubtful, or lost:

« Interest overdue by more than 90 days should be suspended
and recognized on cash basis only.

« Principal repayments that are over due by more than 90 days
should be fully provided for and recognized on cash basis only.

For principal repayments not yet due on non-performing credit
facilities, provision should be made as follows:

o Sub-standard credit facilities: 10% of the outstanding balance;
« Doubtful credit facilities: 50% of the outstanding balance;
o Lost credit facilities: 100% of the outstanding balance.

The incurred loss approach of IAS 39 requires banks to make
provision only for incurred losses as of the balance sheet date. Also,
losses expected as a result of future events may not be recognized [7].
With the adoption of IFRS, loans and receivables are measured initially
at fair value. This is usually the same as the fair value of the consideration
given. Subsequently, loans and advances are measured at amortized
cost using the effective interest method. Also banks are to assess at the
end of each reporting period whether there is any objective evidence
that financial assets (loans and receivables) measured at amortized
cost is impaired. If there is objective evidence that an impairment loss
on financial assets measured at amortized cost has been incurred, the
amount of the loss is measured as the difference between the asset’s
carrying amount and the present value of estimated future cash flows
(excluding future credit losses that have not been incurred) discounted
at the financial asset’s original effective interest rate (i.e., the effective
interest rate computed at initial recognition). The carrying amount of
the asset shall be reduced either directly or through use of an allowance
account. The amount of the loss shall also be recognized in profit or
loss.

Thus the measurement and recognition criteria for asset quality
in the prudential guidelines and IFRSs are completely different in
that the prudential guideline adopts the anticipated loss model while
IFRS adopts the incurred loss model. The study therefore intends to
investigate the extent to which the mandatory adoption of IFRS’s
incurred loss model by deposit money banks affects the reported value
of non-performing loans and the overall asset quality since 2010.

Review of Related Literature

Since asset quality has been an issue of concern for financial
sector regulators as well as deposit money banks the world over, the
subject matter has attracted attention in the academia with several
literature contributing to knowledge on its determinants; its impact
on performance and capital adequacy as well as measurement and
recognition issues. To further ensure healthy asset quality position,

deposit money banks now adopt IFRS recognition and measurement
criteria. The question therefore arises as: “to what extent does the
adoption of IFRS affect asset quality of deposit money banks in
Nigeria?”

Generally, several literatures have come up with different findings
on the impact of IFRS on information disclosed on the financial
statement. Zeghal et al., [8]; Arum [9]; Wan Ismail et al., [10]; Liu et
al,, [11]; Tatridis [12]; Lin et al., among others established that IFRS

adoption is associated with high accounting quality [13]. Nevertheless, Ames

[14]; Lin et al,, [15]; Paglietti [16]; Paananen and Lin [17] discard the
assertion that IFRS adoption is associated with high accounting quality.
However, this study focuses on one of the elements of in deposit money
banks’ financial statement which is loans and receivables.

Eneje et al. [7] is one of the most recent studies on the impact of
IFRS adoption on asset quality of deposit money banks in Nigeria.
The study specifically investigated the effect of IFRS adoption on the
mechanics of loan loss provisioning for Nigerian banks using an ex
post facto research design and data from the twenty two banks in the
industry for eleven years study period. The study also found that the
application of stricter impairment rules reduces discretion in the main
operating accrual in banks’ accounts and the loan loss provision during
the IFRS era. Also based on the sampled bank dataset and results, the
study revealed that the adoption of IFRS has had significant effects on
the mechanics of loan loss provisioning in Nigerian money deposit
banks. However, the study did not clearly reveal the extent to which
Asset Quality Ratio has been affected by the adoption of stricter rules
in IFRS. Asset quality still remains a problem in Nigeria that the apex
regulator is grappling with.

Onalo et al. [18] conducted an extensive study on the impact of
IFRS on the quality of Nigerian banks’ financial statements. Among
other key findings from the study, the authors also concluded based on
the results that credit quality (also referred to as asset quality) is higher
for the IFRS reporting era compared to the local GAAP reporting era
(the prudential guideline anticipated loss model). The results reveal
substantial decrease in the amount of non-performing Loans generated
by a particular amount of total loan following the adoption of IFRS.
However, the period for the study is considered inadequate as only six
years [three years each for the pre- and post-adoption periods] was
used for the study i.e., 2008-2013. The study did not also focus on the
Asset Quality Ratio which is the overall measure of wellness of loans
and advances in banks’ balance sheet.

Firoz et al, [19] examined the impact of IFRS generally on
the Indian banking industry after implementation in April, 2011
using qualitative research approach and based on critical analysis of
published financial statements. Specifically, the paper is based upon the
critical analysis of prudential issues in the financial statements of the
Indian banking industry, such as business per employee, capital and
reserves, investments and advances and net non-performing assets
ratios (also referred to as Asset Quality Ratio). The study concludes that
the implementation of IFRS shall have major impact over the advances,
financial instruments and investments of Indian banks. The study also
observed that the industry requires a detailed analysis and valuation of
existing advances and all other instruments in compliances with the
IFRS. Although, the findings of the study are in line with Eneje and
Obidike [7] and Onalo et al., [18] the period was too short for sufficient
evidence to be obtained on the impact of IFRS on recognition and
measurement of loans and receivables. Also the qualitative approach
adopted in the study was not robust enough.
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Furthermore, Ozili [20] examined whether or not IFRS matters
in loan loss provisioning, income smoothing, signaling, capital
management and procyclicality. The study adopted a panel-data
regression with fixed effects after controlling for Basel Regulation.
Overall, the study finds evidence to indicate that Nigerian banks use
Loan Loss Provisions to manage capital, smooth reported earnings and
signal loan quality in the post-IFRS period. Thus, the findings indicate
that, during IFRS reporting periods, reported earnings and related
accounting numbers do not truly reflect the underlying economic
reality of Nigerian deposit money banks. Although, the study used loan
loss provisions (LLP) as its dependent variable, it does not clearly show
the effect of IFRS on the overall Asset Quality Ratio (which is different
from loan loss provision) of deposit money banks in Nigeria.

Gebhardt and Novotny-Farkas [21] examined the implications of
mandatory IFRS adoption on the accounting quality of banks in twelve
EU countries. Specifically, the study analyzed how the change in the
recognition and measurement of banks’ main operating accrual items
and loan loss provisioning affect income smoothing behaviour and
timely loss recognition. They found out that restriction to recognize
only incurred losses under IAS 39 significantly reduces income
smoothing. This effect is less pronounced in countries with stricter bank
supervision, widely dispersed bank ownership and for EU banks cross-
listed in the US. They also observed that application of the incurred loss
approach results in less timely loan loss recognition implying delayed
recognition of future expected losses.

Methodology

The study adopts descriptive and correlational research designs and
applies the Generalized Least Square (GLS) technique of data analysis
for the ten-year period, 2006 to 2015. The data for the study can be
described as panel data as it was obtained from financial statements of
the 16 listed deposit money banks in Nigeria for ten-year (10) period
with the first five years (2006 to 2010) as the pre-IFRS adoption period
and the next five years (2011 to 2015) as the post-IFRS adoption period.

Generalized Least Square technique of data analysis was adopted
to address challenges that may be posed by heteroskedasticity and
autocorrelation. Descriptive statistics and correlation analysis was also

Variables

Dependent variable Asset Quality Ratio (AQR)

carried out on the panel data. The variables for the study are defined in
the Table 1.

The following model has been developed for the study:
AQR =B,+B,ROA +B,CAR +B,IFRS +&,

Where: AQR: Assets Quality Ratio of bank [; at a period t; ROA,:
Returns on Assets of bank i at a period t; CAR : Capital Adequacy Ratio
of bank i at a period t; IFRS: Lending rate at a period t; 3: Intercept;
B, ,: Coefficient of the independent variables.

Results and Discussion of Findings

The results of the descriptive statistics and the multiple linear
regression analysis using OLS and GLS were presented in Tables 2-4
and discussed in the section (Appendices 1-6).

Descriptive statistics

The results of the descriptive statistics in Table 2 explicitly show
the position of the Nigerian deposit money banks in terms of key
prudential matrices before and after adoption of IFRS. Asset Quality
Ratio which measures the financial health of loans and advances
on banks’ balance sheet is better in the post IFRS period with an
improvement from about 19% in the pre-IFRS period to about 6%
in the post-IFRS period. To further corroborate this position, the
standard deviation in the post-IFRS adoption period for Asset Quality
Ratio is smaller than the standard deviation in the pre-IFRS era. In
the post-IFRS era, the standard deviation which measures the average
dispersion of observations from the mean is about 3% showing that
observed individual Asset Quality Ratios in the post-IFRS era are on the
average 3% dispersed around the mean of the same era. Observations
on asset quality in the pre-IFRS era on the other hand, reveal high
dispersion around the mean with a standard deviation of about 67%.
Profitability in the post-IFRS adoption era has also improved from
about 2% in the pre-IFRS period to about 3% in the post-IFRS period.
CAR which is a measure of the overall wellness and soundness of banks
has also improved from about 26% in the pre-IFRS period to about
31% in the post-IFRS period. Therefore, based on the results of the
descriptive statistics, it is observed that IFRS adoption has impacted on

Definition

Total Non - performing Loans

Independent variable IFRS
Control variables Returns on Assets (ROA)

Gross Loan

Dummy Variable ['0’ for Pre-IFRS Adoption Period and ‘1’ for Post-IFRS adoption period]

Annual Earnings

Total Assets

Net Profit

" Total Assets

Capital Adequacy Ratio (CAR)

Total Qualifying Capital

Total Risk — weighted Asset

Total Qualifying Capital=1% Tier capital+2" Tier capital

Table 1: Variables measurement.

Pre-IFRS Adoption (2006-2010)

Variable Mean Standard deviation Minimum
AQR 0.19 0.67 0.04
ROA 0.02 0.01 0
CAR 0.2677 0.0503 0.17

Observations 60

Maximum

Post-IFRS Adoption (2011-2015)

Mean Standard deviation Minimum Maximum
0.3 0.06 0.03 0.01 0.14
0.04 0.03 0.01 -0.03 0.05
0.45 0.31 0.08 0.16 0.49

60

Table 2: Descriptive statistics of dependent and independent variables.
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key banking sector performance matrices as contained in prudential
guidelines of the Central Bank of Nigeria (CBN).

Correlation analysis

Observing the pattern of the Pearson Product Moment correlation
coeflicients in Table 3, the result reveals a high and significant negative
correlation between AQR and IFRS. With a correlation coefficient of
about -0.78, this reveals that continuous adoption and improvement
of the various IFRSs would reduce AQR, thus enhancing the overall
position of risky financial assets such as loans and advances in
banks’ balance sheet. Also, the correlation coefficient reveals positive
relationships between IFRS, ROA and CAR. With the adoption of
IFRS, profitability which is measured by ROA and capital adequacy
has significantly improved. The results of the correlation matrix agree
with the overall position of the descriptive statistics which also shows
significant improvement in the key prudential ratios adopted in the
study.

Regression results and interpretation

The multiple regression results for GLS and OLS reveal the same
figures for the beta coefficients and the levels of significance (Table 4).
On the other hand, the multiple regression results for the OLS reveal
that the coeflicient of determination represented by R? is about 0.61
with an adjusted R? of about 0.60. This shows that about 61% of total
variation in Asset Quality Ratio of Nigerian deposit money banks is
caused by changes profitability, represented by return on assets, quality
of bank capital, resented by capital adequacy ratio and the adoption of
IFRS. Also, the high value of R? means that the estimated model has
good and high forecasting power, since only about 39% of the variations
in Asset Quality Ratio were left unaccounted for by the model, hence
captured by the error term g, This shows that the model is fit and robust
and the independent variables are well selected, combined and used [22].

Variables AQR ROA CAR IFRS
AQR 1.0000
ROA -0.2973 1.0000
CAR -0.3264 0.4565 1.0000
IFRS -0.7753 0.3105 0.2995 1.0000

Table 3: Correlation matrix.

Statistics Beta t-Values Significance
OLS Resullts Variables coefficients
ROA -0.1570 -0.38 0.707
CAR -0.1113 -1.41 0.161
IFRS -0.1196 -11.93 0.000
R? 0.6113
Adjusted R? 0.6012
F-Statistic 60.80
Significance 0.0000
GLS Results Variables Beta Z-Values Significance
coefficients
ROA -0.1570 -0.38 0.702
CAR -0.1113 -1.44 0.151
IFRS -0.1196 -12.13 0.000
Wald Chi2 (3) 188.69
Number of 120

observations

Table 4: Stata 11 regression results for Generalized Least Square (GLS) and
Ordinary Least Square (OLS) model.

The GLS result reveals absence of heteroskedasticity and
autocorrelation. Just as the results of the descriptive statistics and
the correlation matrix, the regression results also reveal that IFRS
adoption negatively affects Asset Quality Ratio of deposit money
banks in Nigeria. For every period of IFRS adoption, asset quality
position improved by about 12%. This result is consistent with Eneje
and Obidike [7], Onalo et al., [18] and Firoz et al., [19]. However, the
result is contrary to the findings of Ozili [20]. The multiple regression
coeflicients of ROA and CAR are also negative but not significant at
any level. This does not pose any problem to the study since ROA and
CAR are control variables.

This therefore reveals that the adoption of IFRS and its inclusion in
the CBN prudential guideline has significantly affected measurement
and recognition of loans and advances as well as loan loss provisions.
Also, the adoption of IFRS by deposit money banks appears to have
strengthened credit risk management practices as contained in IAS 39
and IFRS 9.

Conclusion and Recommendations

The research is an attempt to answer the question as whether IFRS
adoption affects loan portfolio quality of deposit money banks in Ni-
geria. Drawing from empirical literature reviewed and results of the
multiple regression analysis using GLS, the study concludes that IFRS
adoption significantly affects Asset Quality Ratio of Nigerian Deposit
Money Banks. The study also concludes that significant improvement
has been recorded in the key micro prudential ratios of deposit money
banks since the adoption of IFRS. Thus, the apex regulator of the Ni-
gerian banking sector should improve on its banking supervision role
to ensure optimal compliance with relevant IFRSs as it relates to credit
management and overall asset quality of deposit money banks in Ni-
geria. Also, deposit money banks should continually strengthen their
credit risk management and reporting mechanisms as enshrined in the
relevant IFRSs as this would guarantee good asset quality position in
the reported financial statements.
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