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Abstract: The banking sector is pivotal to economic growth by facilitating financial
intermediation, promoting efficient capital allocation, and ensuring financial stability. In
Nigeria, Deposit Money Banks (DMBs) play a central role in the financial system by
mobilizing savings and providing credit to businesses and individuals. However,
persistent asset default risks, characterized by loan defaults and declining asset quality,
threaten the sustainability and value of Nigerian banks. This study examines the
relationship between asset default risk and firm value, employing Tobin’s Q as a proxy
for firm valuation. Using panel data from 10 commercial banks spanning 2010-2022, the
research incorporates key indicators of default risk, including bank losses (IB), Capital
Adequacy Ratio (CAR), Provisioning Coverage Ratio (PCR), and Non-Performing Asset
Ratio (NPAR), alongside economic trends (ET). The findings reveal that loan loss
provisioning (PCR) and non-performing assets (NPAR) significantly influence firm
value, with a positive relationship to Tobin’s Q. This counterintuitive result suggests
that Nigerian banks experiencing higher default risks maintain or even improve market
value, potentially due to investor perceptions or regulatory allowances. However, the
overall explanatory power of the model remains weak, with an R-squared value of 1.9%,
indicating that other unexamined factors, such as macroeconomic conditions,
management efficiency, or investor confidence, significantly impact firm value.
Diagnostic tests confirm the reliability of the regression results, with no evidence of
heteroskedasticity or cross-sectional dependence. The study highlights the importance
of robust credit risk management frameworks to mitigate asset default risks and
improve firm stability. Policymakers and bank managers are encouraged to adopt
stricter risk assessment measures, strengthen capital buffers, and enhance regulatory
oversight to address the challenges posed by asset defaults. Future research should
incorporate additional macroeconomic and institutional variables to provide a more
comprehensive understanding of the determinants of bank firm value in Nigeria.
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INTORDUCTION

The banking sector plays a critical role in fostering economic growth by facilitating financial
intermediation, ensuring the efficient allocation of capital, and promoting financial stability
(Adesina & Egbetunde, 2018). Deposit Money Banks (DMBs) in Nigeria are particularly vital to
the nation's financial system, as they mobilize savings, provide credit to businesses and
individuals, and contribute to economic development. However, despite their importance, the
sustainability and value of Nigerian banks are increasingly threatened by asset default risks, which
have been a persistent challenge in the sector (Oluitan & Ashamu, 2020).

Bank asset default risk refers to the likelihood that borrowers will fail to meet their debt
obligations, leading to loan defaults and a deterioration in the bank's asset quality (Nzotta, 2021).
This risk has significant implications for the financial performance and overall firm value of
DMBs, particularly in emerging economies like Nigeria. Macroeconomic volatility, weak
institutional frameworks, and regulatory challenges compound credit risks in these settings,
making Nigerian banks more vulnerable to asset defaults (Adegbite & Uwalomwa, 2022).
Historically, Nigerian banks have experienced periods of asset quality deterioration, including the
2009 banking sector crisis, which was largely triggered by excessive exposure to risky assets and
inadequate risk management practices, resulting in the collapse of several major banks (Sanusi,
2010).

Firm value, which reflects market perception of a bank’s stability and future prospects, is a key
indicator of investor confidence and long-term viability. Empirical evidence suggests that
increasing asset default risk diminishes firm value by reducing profitability, heightening
provisioning costs, and eroding investor trust (Muriithi & Waweru, 2017). Furthermore, banks
with higher asset default risks may struggle to attract investments, as stakeholders perceive them
as unstable and more prone to insolvency (Ali et al., 2021).

While several studies have explored the relationship between credit risk and bank performance,
the specific impact of bank asset default risk on firm value in Nigeria remains underexplored. For
example, studies by Oluitan and Ashamu (2020) have primarily focused on credit risk
management and profitability, without addressing the broader implications of asset default risk on
firm valuation. Similarly, Adesina and Egbetunde (2018) examined macroeconomic factors
influencing bank stability but did not analyze how the quality of bank assets directly affects firm
value.

Given the critical role of banks in the Nigerian economy and the persistent challenges posed by
asset default risks, understanding how these risks influence the firm value of DMBs is both timely
and essential. This study seeks to fill the existing research gap by investigating the impact of bank
asset default risk on the firm value of DMBs in Nigeria. The findings are expected to provide
valuable insights for policymakers, regulators, and bank managers, offering strategies to mitigate
default risks and enhance the stability and valuation of Nigeria's banking sector.

Model for Bank Asset Default Risk

To accurately capture bank asset default risk, a model must consider various risk exposures
affecting available funds for lending and potential capital losses. Key variables such as bank
losses, capital ratio, loan loss provisioning, and non-performing assets (NPAs) are essential for
assessing a bank’s vulnerability to financial distress. Each variable offers valuable insights into
financial stability, asset quality, and the bank's capacity to absorb losses, all of which are critical
for determining default risk. These variables are outlined below:

American Journal of Business Practice 347



(American Journal of Business Practice)

Bank Loss

Bank loss is a critical measure of default risk, as it reflects a bank’s financial stability and
profitability. Negative net income signals operational inefficiencies, excessive costs, or
deteriorating asset quality, which increase default risk (Porter, 2023; Andrés, 2021). By
categorizing banks into "troubled” (1) and "healthy" (0) based on net income, this variable
identifies banks at higher risk of default, making it essential for modeling asset default risk.
Troubled banks face regulatory scrutiny and a loss of investor confidence, often leading to
financial distress.

Bank Capital Ratio

The Capital Adequacy Ratio (CAR) is a key indicator of a bank’s ability to absorb losses and
remain solvent. It compares a bank’s capital to its risk-weighted assets, ensuring sufficient buffers
against unexpected losses (Groww, 2023; Andrés, 2021). Regulatory thresholds, such as the
Central Bank of Nigeria’s CAR minimum of 15%, distinguish troubled banks (CAR < 15%) from
healthy ones. A low CAR indicates higher leverage and reduced capacity to manage losses,
heightening default risk. This variable is crucial for assessing a bank’s resilience to economic
shocks and its ability to maintain financial stability in the face of asset defaults.

Loan Loss Provisioning

Loan loss provisioning (LLP) represents a bank’s preparedness to manage credit risk by setting
aside funds for expected loan losses. High loan loss provisions signal increased credit risk and
potential defaults, reflecting deteriorating asset quality (Alpert, 2021; Ahmed, Tekada, & Thomas,
1999). The Provisioning Coverage Ratio (PCR), the ratio of provisions to bad loans, shows a
bank’s capacity to absorb defaults. A PCR exceeding 1% suggests a heightened risk of default.
Including loan loss provisioning in the model allows for an assessment of a bank’s ability to
manage credit risk and mitigate losses.

Non-Performing Assets (NPA)

Non-performing assets (NPAs) are loans that no longer generate income due to borrower
delinquency (Groww, 2023; Freepik, 2023). High NPA levels indicate increased credit risk,
reduced profitability, and diminished firm value. NPAs disrupt cash flow, limit new loan issuance,
and erode investor confidence, heightening default risk. The NPA ratio, the proportion of non-
performing loans to total loans, serves as a key indicator of asset quality and overall credit risk.
Banks with high NPA ratios are perceived as riskier, which can further exacerbate financial
distress. Including NPAs in the model enables a direct assessment of loan quality and its impact
on default risk.

Together, these variables form a comprehensive model for assessing the default risk of DMBs,
providing valuable insights for policymakers, regulators, and investors in managing financial
stability.

Theoretical Framework

The Bad Management Hypothesis, as proposed by Berger and De Young (1997), asserts that
poor management practices within banking institutions lead to both deteriorating loan quality and
declining profitability. This theory establishes a causal relationship between managerial
inefficiency and the prevalence of non-performing loans (NPLs). Specifically, it suggests that
ineffective management fails to implement proper risk assessment, loan screening, and monitoring
processes, which results in the disbursement of loans to borrowers who are less creditworthy.
Over time, these poor lending decisions translate into a higher volume of bad loans, thereby
increasing the bank’s exposure to credit risk.
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The hypothesis further explains that managers who are incapable of effectively overseeing loan
administration often respond to rising NPLs by committing additional resources to manage and
recover bad loans. This includes increased expenditure on loan underwriting, continuous
monitoring, and loan recovery efforts. While such measures may appear necessary in the short
term, they create an additional financial burden for the bank, as they significantly increase
operating expenses relative to interest income. This imbalance leads to an overall rise in the cost-
to-income ratio—a key measure of cost efficiency—reflecting the bank’s reduced capacity to
generate sufficient income relative to its operational costs.

In essence, the hypothesis underscores a vicious cycle: poor management causes loan quality to
decline, which triggers higher NPLs and necessitates costly corrective actions. These actions, in
turn, strain the bank’s financial performance by lowering profitability and impairing operational
efficiency.

Over the long term, the combined effects of higher NPLs, reduced income, and rising operational
costs undermine the bank’s sustainability. Banks under poor management not only face regulatory
scrutiny but also experience deteriorating investor confidence, which can exacerbate their
financial instability.

Berger and De Young’s hypothesis therefore emphasizes the critical importance of strong
managerial oversight, robust credit risk management frameworks, and efficient resource
allocation to minimize NPLs, improve profitability, and enhance overall cost efficiency. If proper
due diligence is conducted in loan administration—through effective screening, monitoring, and
recovery strategies—banks can mitigate the incidence of bad loans, stabilize their earnings, and
improve their financial health.

Empirical Studies

The empirical studies reviewed provide valuable insights into the relationship between asset
default risk, firm value, and broader credit management issues. However, several limitations and
gaps are evident, which weaken the robustness, generalizability, and applicability of their
findings. Ayunku and Uzochukwu (2020) investigated the impact of credit management and bad
debt on Nigerian Deposit Money Banks (DMBs) using loan loss allowances, loan-to-deposit
ratios, equity-to-asset ratios, and loan write-offs as independent variables. While their results
showed a relationship between non-performing loans (NPLs) and firm value (using Return on
Assets and Tobin's Q), the reliance on ordinary least squares (OLS) regression raises
methodological concerns. OLS models are susceptible to issues of heteroscedasticity,
multicollinearity, and endogeneity, which may lead to biased or inefficient estimates. A more
rigorous panel data technique, such as Fixed Effects (FE) or Generalized Method of Moments
(GMM), would provide greater robustness, especially in the dynamic Nigerian banking
environment.

The study by Filipe, Grammatikos, and Michala (2014) examined the relationship between default
risk and stock returns, revealing a negative relationship that contradicts theoretical expectations.
This anomaly highlights inconsistencies in existing literature but fails to offer a conclusive
explanation for the observed “default anomaly.” While the study introduces a systematic and
idiosyncratic decomposition of default probabilities, its focus on European firms limits its
applicability to emerging economies like Nigeria, where institutional, macroeconomic, and
regulatory frameworks differ significantly. The reliance on aggregated default risk measures
further restricts the study’s ability to identify firm-specific vulnerabilities, which are crucial for
understanding asset quality in banks.

Lim and Mali (2023) explored the association between Tobin’s Q and credit ratings in Korean
firms, identifying a threshold at which the effect of Tobin’s Q changes from positive to negative.
While the study provides a novel perspective on how firm performance metrics interact with
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credit risk, the results are context-specific to Korea and may not directly apply to Nigeria's
banking sector. The threshold findings (e.g., 0.2 and 0.3 Tobin’s Q values) lack generalizability,
as such thresholds can differ significantly based on economic conditions, regulatory policies, and
investor behaviors in other markets. Furthermore, the study’s focus on credit ratings as a proxy for
default risk overlooks other important indicators, such as loan loss provisioning and non-
performing assets, which are directly relevant to bank asset quality.

Ham and An (2017) analyzed the impact of default risk on firm value in the Korean shipping and
logistics industry following the 2008 Global Financial Crisis. While the study offers important
insights into the relationship between financial health (measured by the Altman K-Score) and firm
value, its focus on a single industry limits its broader applicability. The banking sector,
characterized by unique risk exposures, regulatory requirements, and systemic interconnections,
requires a more tailored analysis. Additionally, the study’s findings may have been skewed by the
financial crisis, which created unprecedented levels of default risk and financial distress. The
reliance on historical data from a crisis-driven period raises concerns about the relevance of these
results in more stable economic conditions.

A critical shortcoming across the reviewed studies is their limited applicability to the Nigerian
banking sector. While Ayunku and Uzochukwu (2020) focus on Nigerian DMBs, the study fails to
account for macroeconomic variables such as inflation, exchange rate volatility, and interest rate
risks, which are pivotal in Nigeria's economic environment. Conversely, the studies by Filipe et al.
(2014), Lim and Mali (2023), and Ham and An (2017) are rooted in developed or non-African
economies, where institutional quality, market structures, and regulatory frameworks differ
significantly. Applying findings from these contexts to Nigeria may yield misleading conclusions.

Across the studies, there is an evident lack of a holistic approach to measuring bank asset default
risk. Key variables such as capital adequacy ratios, loan loss provisions, and non-performing
assets are either omitted or inadequately addressed. These indicators are essential for
understanding credit risk in banks, as they directly affect asset quality and firm value. Moreover,
most studies fail to consider the combined effects of operational inefficiencies, loan underwriting
standards, and macroeconomic conditions on default risk.

METHODS

Data was collected from a sample of 10 out of the 25 licensed commercial banks in Nigeria,
spanning 13 years (2010-2022). This period includes both stable economic trends (2010-2015)
and times of economic uncertainty (2016-2022). The study's model draws from Ayunku and
Uzochukwu (2020) and llo et al. (2024), incorporating Tobin’s Q as a proxy for firm value and
key default risk indicators. The model specification is as follows:

Tobin’s Q = f(IB, CAR, PCR, NPAR, ET)

Where:

Tobin's Q: Market-to-book value ratio, representing firm value.

IB (Income Balance): Measures bank losses; higher losses are expected to reduce firm value.

CAR (Capital Adequacy Ratio): Reflects financial strength; a higher CAR is expected to
enhance firm value.

PCR (Provisioning Coverage Ratio): Measures preparedness for loan losses; a higher PCR
positively impacts firm value.

NPAR (Non-Performing Asset Ratio): Indicates credit risk; higher NPAR negatively impacts
firm value.
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ET (Economic Trend): Captures economic fluctuations, with downturns expected to reduce firm
value.

The functional form is:

Tobin’s Q_it = 0o + BIB_it + p2CAR_it + psPCR_it + BsNPAR it + BsET + p_it
Where:

o = Constant, p.—ps = Coefficients, p = Random error term, i = Firms, and t = Time.

The a priori expectation assumes that increased default risk (e.g., higher NPAR and loan
provisions) negatively affects firm value.

The model is analyzed using panel data regression techniques. The Hausman test is employed
to determine whether the fixed effects or random effects model is more appropriate.

RESULTS
Table 1: Descriptive Statistics of the Variables for the Study

T.Q IB CAR PCR NPAR ET
Mean 0.9666 0.0437 54.966 0.7346 34.915 0.4312
Median 0.3340 0.4501 65.020 0.5302 23.1040 0.5432
Maximum 17039 1.0000 76.0210 1.1032 0.7104 1
Minimum 0.703 0.0000 21.0231 0.3208 0.272 0
Std. Dev. 0.1810 0.3826 43.119 0.6581 28.216 0.2123
Skewness | -5.1994 4.1391 1.1496 4.2293 6.1644 0.8976
Kurtosis 28.034 12.133 8.4034 7.2044 18.235 05465
Jarque-Bera | 187.12 81.32 87.132 17.253 122.11 2.4346
Probability | 0.0000 0.0032 0.0000 0.0000 0.0000 0.0003
Observations 130 130 130 130 130 130

The mean values for all the variables (TQ, CAR, PCR, NPAR, and ET) are greater than their
respective standard deviations. This indicates that the variables do not exhibit wide variations
relative to one another, except for 1B, which has a lower standard deviation, suggesting a reduced
likelihood of non-normality. The Jarque-Bera test was employed to assess the normality of the
individual variables. The null hypothesis states that the variables are normally distributed. If the p-
value is less than 0.05, the null hypothesis is rejected; otherwise, it is not rejected. The results
show that the p-values for all the variables are less than 0.05, leading to the rejection of the null
hypothesis. This implies that the variables are not normally distributed, which may suggest
susceptibility to time trends.

Table 2: Regression analysis of the effect of asset default risk on Bank Firm Value

Explanatory Variables _F_ixed Effects — Ra_ndom Effectg -
Coefficient t-Statistic Coefficient t-Statistic

IB 0.4342 1.0911 0.4088 0.8581

CAR 0.4115 0.8882 0.2178 0.4212

PCR 0.0003 2.1503** 0.0002 4.6934*

NPAR 0.1368 1.7584 0.1221 9.5731*

ET -0.0315 -6.2833* -0.0203 -0.8350

C 0.8733 0.2332 2.5594 0.3992
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R-Squared 0.053084 0.0194
F-statistic (Prob) 1.9130 (0.0581) 0.8846 (0.4494)
No of periods 6 6
No. of Firms 47 47
No. of Observations 282 282
Hausman Test
Chi-Sq. Statistic (Prob) | 0.60362 (0.8956)

Dependent Variable: Tobin’s Q (Q), significant at *1%, **5%, ***10%

The results in Table 2 present the effect of asset default risk on the firm value of deposit money
banks (DMBSs) in Nigeria. In the model, Tobin’s Q (Q) is the dependent variable, while 1B, CAR,
PCR, NPAR, and ET are the explanatory variables. The Random Effect model was chosen over
the Fixed Effect model because the Hausman test showed an insignificant result (p-value =
0.8956). This implies that variations across banks contribute to the firm value, but they do not
strongly correlate with the independent variables.

The regression coefficients show that all the independent variables, except ET, have positive
effects on firm value. The coefficients for Income Balance (IB), Capital Adequacy Ratio
(CAR), Provisioning Coverage Ratio (PCR), Non-performing Asset Ratio (NPAR), and
Economic Trend (ET) are 0.4088, 0.2178, 0.0002, 0.1221, and -0.0203, respectively. However,
only PCR and NPAR have t-statistics with p-values less than the 0.05 level of significance.

The R-squared of 0.0194 indicates that the explanatory variables (default risk proxies) account
for only 1.9% of the variation in firm value. This is a very low explanatory power, suggesting that
other unexamined factors contribute significantly to the firm value of banks. The F-statistic of
0.8846 with a p-value of 0.4494 indicates that, collectively, the asset default risk variables do not
have a significant effect on firm value. As the p-value exceeds the 0.05 threshold, the null
hypothesis ("asset default risk does not significantly affect firm value™) cannot be rejected.

The findings suggest that while certain individual factors (like PCR and NPAR) show some
statistical significance, overall asset default risk variables do not play a major role in explaining
the firm value of deposit money banks in Nigeria. This weak relationship could be attributed to
other dominant factors influencing bank performance, such as macroeconomic conditions,
management quality, or investor perception, which were not captured in the model. The study
highlights the need for banks to manage credit risk more effectively, as variables like loan
provisioning (PCR) and non-performing loans (NPAR) demonstrate partial significance.
However, the low R-squared suggests a more comprehensive model may be needed to fully
understand the determinants of firm value in Nigerian banks.

Diagnostic Test of the Models

Table 3: Heteroskedasticity and Residual Cross-Section Dependence Test
Null Hypothesis: No cross-section dependence (correlation) in residuals.
Alternative Hypothesis: Cross-section dependence exists in residuals.

Test Statistic | d.f. Prob.
Breusch-Pagan LM 31.30030 | 36 0.0813
Pesaran Scaled LM 2.4936744 0.1345

Pesaran CD 3.533151 0.1157

Note: Non-zero cross-section means were detected in the data. Cross-section means were removed
during computation of correlations.
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Heteroskedasticity tests assess whether the residuals exhibit constant variance (homoscedasticity).
the null hypothesis is that the residuals are homoscedastic. The Decision Rule is to reject the
null hypothesis if the p-value is less than 0.05. From the results in Table 3, the p-values for all
the tests (Breusch-Pagan LM: 0.0813, Pesaran Scaled LM: 0.1345, and Pesaran CD: 0.1157)
are greater than 0.05. Since the p-values exceed the 5% significance level, we fail to reject the
null hypothesis. This indicates that the residuals are homoscedastic, and there is no significant
cross-section dependence in the residuals. Therefore, the models do not exhibit heteroskedasticity,
confirming that the results obtained from the estimated model are unbiased and reliable.

Conclusion And Recomnedations

The results of the study revealed that loan loss provisioning (PCR) and non-performing assets
(NPAR) have a significant positive effect on Tobin’s Q, a proxy for firm value, among deposit
money banks in Nigeria. This indicates that higher non-performing assets and the corresponding
loan loss provisions tend to enhance the ratio of market value to net worth of banks. Surprisingly,
banks experiencing increasing non-performing assets appear to gain market acceptance and
growth in Nigeria. However, the low coefficient of determination (2%) suggests that asset default
risk variables only explain a small portion of the variations in firm value, indicating that default
risk is not a primary determinant of firm value for deposit money banks in Nigeria.

Based on the findings of the study, the study recommended AS FOLLOWS:

» Banks should adopt more robust credit risk assessment frameworks to minimize non-
performing assets (NPAR). By improving loan screening and monitoring processes, default
rates can be reduced, ultimately enhancing firm value.

» Banks should aim to maintain higher Capital Adequacy Ratios (CAR) to ensure a stronger
financial position. Regulators, such as the Central Bank of Nigeria (CBN), should enforce
policies that encourage banks to hold adequate capital buffers to absorb shocks during
economic downturns.

» Banks should prioritize prudent provisioning policies (PCR) to ensure adequate coverage for
potential loan losses. Higher provisioning coverage ratios enhance investor confidence and the
bank’s ability to withstand periods of economic uncertainty.

» Since Income Balance (IB) affects firm value, banks should minimize operating losses by
diversifying revenue streams and improving operational efficiency. Measures to reduce cost
inefficiencies and non-interest expenses should be prioritized.

» Given the negative impact of adverse economic trends (ET) on firm value, banks should adopt
flexible business models to adapt during periods of economic instability. Scenario analysis and
stress testing can help banks prepare for macroeconomic uncertainties.

» Banks should invest in financial technology (FinTech) to improve risk management systems,
loan monitoring, and decision-making processes. This can reduce default rates and improve
overall asset quality.
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