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measured using the regulatory capital ratio in line with Basel
and Central Bank of Nigeria (CBN) standards. Employing
descriptive analysis and multivariate regression techniques, the
study controls for liquidity conditions and asset quality to
isolate the effect of capital adequacy on stability. The empirical
findings reveal that capital adequacy has a positive and

statistically significant effect on financial stability, indicating
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that higher capital buffers enhance the banking system's ability to absorb shocks and
mitigate systemic risk. Liquidity conditions are found to complement capital
adequacy in promoting stability, while non-performing loans exert a significant
destabilizing effect. The results are robust across diagnostic tests and align with
buffer theory and financial fragility theory, which emphasize the stabilizing role of
strong capitalization. The study contributes to the literature by providing Nigeria-
specific empirical evidence using a composite stability index rather than single
indicators. From a policy perspective, the findings underscore the importance of
sustained enforcement of capital adequacy regulations, the adoption of
countercyclical capital buffers, and strengthened supervision of asset quality. The
study concludes that capital adequacy regulation remains a critical pillar of financial
stability in Nigeria, but its effectiveness depends on complementary prudential

measures.
Keywords: Capital Adequacy, Financial Stability, Banking Regulation and Basel 111
Introduction

The stability of the banking sector is central to the effective functioning of modern
economies, particularly in developing countries where banks dominate financial
intermediation El- Yaqub et al., 2024; Igwe et al., 2021). A stable banking system
enhances savings mobilization, facilitates efficient credit allocation, and supports
economic growth through investment financing (Okoroafor et al., 2018; Abdullahi et
al.,2024). Conversely, banking instability can propagate systemic crises with far-
reaching consequences, including economic contraction, fiscal strain, and loss of
public confidence in financial institutions (Magaji et al., 2023; 2022). As a result,
ensuring financial stability has become a primary objective of banking regulation

worldwide (Mishkin, 2019; Gorton & Metrick, 2012).

Among the various prudential regulatory instruments, capital adequacy regulation
occupies a pivotal position. Capital requirements are designed to ensure that banks
maintain sufficient buffers to absorb losses arising from credit, market, and
operational risks. The Basel regulatory frameworks emphasize capital adequacy as a

key safeguard against insolvency and systemic contagion. Well-capitalized banks are
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expected to exhibit greater resilience during economic downturns, reduce moral
hazard, and limit excessive risk-taking behavior (Basel Committee on Banking

Supervision, 2011; Allen & Gale, 2007).

Nigeria's banking sector provides a compelling context for examining the
effectiveness of capital adequacy regulation. Historically, inadequate capitalization
was a major contributor to widespread bank distress and failures, particularly during
the 1990s and early 2000s. These weaknesses culminated in the landmark 2004-2005
banking consolidation, which significantly raised minimum capital requirements and
reduced the number of banks through mergers and acquisitions. Despite these
reforms, subsequent crises--most notably the 2009 banking crisis--revealed persistent
vulnerabilities related to weak capital buffers, poor corporate governance, and

excessive exposure to high-risk assets (Sanusi, 2011; CBN, 2021).

Although regulatory capital requirements in Nigeria have been progressively
strengthened and aligned with international standards, concerns remain regarding
their actual effectiveness in promoting sustained financial stability. Episodes of
rising non-performing loans, erosion of capital buffers during economic shocks, and
regulatory forbearance have continued to challenge the banking system. These
developments raise fundamental questions about whether capital adequacy regulation
in Nigeria has translated into tangible improvements in banking sector stability or
whether structural and enforcement weaknesses have undermined its effectiveness

(Beck, Demirguc-Kunt & Levine, 2010).

The problem, therefore, lies in the apparent disconnect between the existence of
robust capital adequacy regulations and the persistence of financial fragility within
Nigeria's banking system. While regulatory capital ratios have improved on paper,
the extent to which these requirements have strengthened banks' resilience and
reduced systemic risk remains empirically unclear. This gap in evidence limits the
capacity of policymakers and regulators to assess the adequacy of existing capital

frameworks and design reforms that effectively safeguard financial stability.

Against this backdrop, the aim of this study is to empirically examine the effect of

capital adequacy regulation on financial stability in Nigeria. Specifically, the study
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seeks to assess whether higher capital adequacy ratios contribute to improved
banking sector resilience and reduced vulnerability to systemic shocks. In pursuing
this aim, the study analyzes the relationship between capital adequacy, liquidity
conditions, asset quality, and financial stability indicators over time. By doing so, the
study provides empirical insights into the role of capital regulation as a stabilizing
mechanism in Nigeria's banking system and contributes to the broader literature on

banking regulation in emerging economies.
Literature Review
Conceptual Review

Capital adequacy regulation represents a core pillar of prudential banking
supervision and is fundamentally concerned with ensuring that banks maintain
sufficient capital relative to the risks they undertake. Conceptually, capital adequacy
serves as a buffer against unexpected losses, protecting depositors and maintaining
confidence in the financial system. Regulatory capital typically comprises Tier I and
Tier II capital and is measured relative to risk-weighted assets, reflecting the varying
risk profiles of banks' asset portfolios (Basel Committee on Banking Supervision,

2011).

Financial stability, on the other hand, is a multidimensional concept that extends
beyond the absence of banking crises. It encompasses the ability of the financial
system to withstand shocks, efficiently allocate resources, manage risks, and
continue supporting economic activity even during periods of stress (Magaji &
Ahmad, 2024). A stable financial system minimizes the likelihood of systemic
disruptions that could impair real sector performance and macroeconomic stability

(Schinasi, 2004; Mishkin, 2019).

The conceptual linkage between capital adequacy and financial stability lies in the
role of capital as a shock absorber. Adequate capital reduces the probability of bank
insolvency, limits contagion effects, and strengthens market discipline. In developing
economies like Nigeria, where capital markets are shallow and banks dominate
financial intermediation, the stabilizing role of bank capital becomes even more

critical.
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Theoretical Review

Several theoretical frameworks underpin the relationship between capital adequacy
and financial stability. The buffer theory of capital posits that banks voluntarily hold
capital buffers above regulatory minima to avoid costly regulatory intervention and
maintain operational flexibility. According to Calem and Rob (1999), higher capital
buffers enhance bank resilience and reduce insolvency risk during economic

downturns.

The moral hazard theory further explains the rationale for capital regulation. When
banks operate with low capital, they are more likely to engage in excessive risk-
taking because losses are partially transferred to depositors or the state, especially
under deposit insurance schemes. Capital regulation mitigates this behavior by
ensuring that shareholders bear a larger portion of potential losses, thereby aligning

incentives with prudent risk management (Diamond & Rajan, 2000).

The financial fragility theory highlights the inherent vulnerability of highly leveraged
banking systems. Allen and Gale (2007) argue that insufficient capitalization
increases susceptibility to shocks and amplifies systemic risk through interconnected
balance sheets. Capital adequacy regulation thus serves both micro-prudential and

macro-prudential objectives by reducing individual bank risk and systemic fragility.
Empirical Review

Empirical studies overwhelmingly suggest that capital adequacy plays a significant
role in promoting financial stability, although the magnitude and consistency of its
effects vary across countries and institutional contexts. Berger and Bouwman (2013)
provide strong evidence that higher capital ratios enhance bank survival and
performance during financial crises. Demirguc-Kunt et al. (2015) similarly find that

well-capitalized banks exhibit greater resilience to systemic shocks.

In the Nigerian context, empirical evidence remains mixed. Sanusi (2011) attributes
the 2009 banking crisis partly to weak capitalization and poor risk management,
underscoring the importance of capital adequacy regulation. Studies such as

Adegbite and Alabi (2015) find a positive relationship between capital adequacy and
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bank stability in Nigeria, while others report insignificant or context-dependent
effects due to regulatory forbearance and macroeconomic instability (Udom & Eze,
2021). These divergent findings suggest that the effectiveness of capital regulation
depends not only on formal requirements but also on enforcement quality and

complementary regulatory measures.

A major gap in the literature is the limited focus on system-wide financial stability
rather than bank-level performance, as well as insufficient integration of capital
adequacy with liquidity and asset quality dynamics. This study addresses these gaps

by adopting a comprehensive financial stability framework.
Methodology

This section outlines the methodological framework employed in the study to
investigate the impact of capital adequacy regulation on financial stability in Nigeria.
The methodology is structured to ensure a rigorous, empirical analysis grounded in
econometric principles, drawing on historical data to examine relationships among
key banking variables. The approach integrates research design, model specification,
estimation techniques, and diagnostic tests to provide robust insights into the

regulatory effects on the Nigerian banking sector.
Research Design

The study adopts an ex-post facto research design, which is particularly suited for
observational studies involving historical data where the researcher cannot
manipulate independent variables. Ex-post facto designs are retrospective in nature,
allowing for the analysis of cause-and-effect relationships based on existing data
without the ethical or practical constraints of experimental interventions. In the
context of this research, this design is appropriate for examining the influence of
capital adequacy regulation--implemented through policies like the Basel Accords
and Nigeria's Central Bank of Nigeria (CBN) guidelines--on financial stability
indicators, using secondary data from 2008 to 2023.

This design offers several advantages: it enables the empirical testing of hypotheses

derived from theoretical frameworks, such as those linking regulatory capital
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requirements to reduced systemic risk and enhanced bank resilience. For instance, it
facilitates the assessment of how regulatory changes, such as the mandatory increase
in the Capital Adequacy Ratio (CAR) to 10% under Basel II and subsequent
adjustments, correlate with stability metrics in Nigeria's banking environment, which
has faced challenges like the 2008-2009 global financial crisis and domestic
economic shocks. By relying on historical data, the design avoids the limitations of
cross-sectional studies and provides a longitudinal perspective, enhancing the
generalizability of findings to similar emerging markets. However, it is not without
caveats; potential confounding variables (example, macroeconomic fluctuations)
must be controlled through model specifications, and causality inferences should be

interpreted cautiously due to the non-experimental nature.
Model Specification

To empirically evaluate the effect of capital adequacy regulation on financial
stability, the study employs a linear regression model that captures the relationships

among key banking variables.
The model is specified as follows:
FSt = ,80 + ,GJ_CARt + ,GzLQRt + ﬁgNPLt + &

Where: FS: represents the Financial Stability indicator at time t, serving as the
dependent variable. CAR: denotes the Capital Adequacy Ratio at time t, a key
independent variable reflecting regulatory capital requirements. LQR; stands for the
Liquidity Ratio at time t, included as a control variable to account for liquidity
management. NPL; indicates the Non-Performing Loans ratio at time t, another

control variable representing asset quality. &; is the error term, capturing unobserved

factors and random disturbances. t refers to the time period (annual data from 2008 to

2023).

This model is rooted in economic theory, particularly the buffer theory of capital
adequacy, which posits that higher capital buffers enhance banks' ability to absorb
losses and maintain stability (example, as discussed in Basel Committee

frameworks). The inclusion of CAR; as the primary regressor allows for direct testing
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of the hypothesis that stricter capital regulations bolster financial stability. LQR; is
incorporated to control for liquidity risks, as inadequate liquidity can exacerbate
instability even with strong capital positions. NPL; accounts for credit risk, given that
high non-performing loans signal deteriorating asset quality and potential solvency

1ssues.

A priori expectations are based on theoretical and empirical literature: (f; > 0): A

positive coefficient for (CARt) is anticipated, as higher capital adequacy is expected
to improve financial stability by providing a cushion against shocks, reducing the
likelihood of bank failures, and fostering confidence in the financial system. This
aligns with studies like those by Demirguc-Kunt et al. (2013) on the stabilizing role

of capital in emerging markets. (f,> 0): A positive relationship is expected for

(LQRt), reflecting that better liquidity positions enhance stability by enabling banks

to meet withdrawal demands and mitigate contagion risks. (83< 0): A negative

coefficient for (NPLt) is hypothesized, as rising non-performing loans typically erode

profitability, increase provisioning costs, and undermine overall stability.

The model assumes linearity, stationarity of wvariables, and the absence of
endogeneity issues, which are addressed through diagnostic tests. Sensitivity
analyses, such as alternative specifications (example, including lagged variables or

interaction terms), could be explored in future extensions to test robustness.
Estimation Technique

The study utilizes Ordinary Least Squares (OLS) regression as the primary
estimation technique, selected for its simplicity, efficiency, and suitability for linear
models with time-series data. OLS minimizes the sum of squared residuals to
estimate parameters, providing unbiased and consistent estimates under the classical
assumptions  (example, no multicollinearity, —homoscedasticity, and no
autocorrelation). Prior to estimation, stationarity of the variables is confirmed using
Augmented Dickey-Fuller (ADF) unit root tests to avoid spurious regressions, which

can arise from non-stationary time series and lead to misleading results.

The ADF test examines the null hypothesis of a unit root (non-stationarity) against

the alternative of stationarity. If variables are found to be non-stationary, differencing
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or cointegration techniques (example, Engle-Granger test) may be employed to
ensure valid inferences. In this study, the ADF test is conducted at levels and first
differences, with critical values compared at 1%, 5%, and 10% significance levels.
OLS is deemed appropriate given the model's linear form, the relatively small sample
size (16 annual observations), and preliminary checks indicating no severe
multicollinearity (via Variance Inflation Factor, VIF < 10) or autocorrelation
(Durbin-Watson statistic close to 2). For robustness, alternative methods like
Generalized Least Squares (GLS) could be considered if heteroscedasticity is

detected, but OLS suffices for this analysis.
Diagnostic Tests

To ensure the reliability and validity of the model, a suite of diagnostic tests is
performed post-estimation. These tests assess the model's assumptions and overall

fit, mitigating risks of misspecification:

Augmented Dickey-Fuller (ADF) Unit Root Tests: As mentioned, these confirm
stationarity. The test equation includes lags of the dependent variable to account for
serial correlation, with results interpreted based on test statistics versus critical
values. Stationarity is crucial for OLS validity, as non-stationary data can produce

unreliable t-statistics and R-squared values.

Durbin-Watson Statistic: This tests for autocorrelation in residuals, with values

ranging from 0 to

A value around 2 indicates no autocorrelation, while values below 1.5 or above 2.5
suggest positive or negative autocorrelation, respectively. If detected, remedies like

adding lagged terms or using Newey-West standard errors may be applied.

F-Statistic: This evaluates the overall significance of the model, testing the null
hypothesis that all coefficients are zero. A significant F-statistic (p-value < 0.05)
indicates that the model explains a significant portion of the variance in financial

stability.

R? and Adjusted R*: These measure goodness of fit. R2 indicates the proportion of

variance in the dependent variable explained by the independent variables, while
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Adjusted R2 accounts for the number of predictors, providing a more conservative
estimate. Higher values (example, >0.5) suggest a better fit, though in time-series

contexts, moderate R2 is acceptable due to omitted variables.

Additional tests, such as the Breusch-Pagan test for heteroscedasticity and Ramsey
RESET for functional form misspecification, are conducted to ensure robustness. If
issues arise, corrective measures like robust standard errors or model respecification

are implemented.
Data
Data Sources

The study relies on annual time-series data spanning 2008 to 2023, a period marked
by significant regulatory reforms in Nigeria, including the adoption of Basel II/III
standards and responses to the global financial crisis. This timeframe captures pre-
and post-crisis dynamics, providing a comprehensive view of regulatory impacts.
Data are sourced from reputable, publicly available secondary sources to ensure

accuracy, consistency, and reliability:

Central Bank of Nigeria (CBN) Statistical Bulletins: These provide official
macroeconomic and banking statistics, including CAR, LQR, and NPL data
aggregated across commercial banks. The CBN's bulletins are authoritative, as they

are compiled from mandatory regulatory reports, minimizing reporting biases.

Annual Reports of Nigerian Commercial Banks: These offer supplementary insights
into bank-specific metrics, such as detailed balance sheet items, which are cross-
verified with CBN data for consistency. Reports from major banks (example, Zenith

Bank, GTBank) are prioritized for representativeness of the sector.

CBN Financial Stability Reports: These specialized publications furnish composite
indicators of financial stability, including solvency and risk metrics, derived from
stress tests and systemic analyses. They enhance the robustness of the FS proxy by

incorporating expert assessments.
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Data collection involved downloading and compiling datasets from the CBN website
and bank portals, followed by cleaning for outliers and missing values (example,
using interpolation for sporadic gaps). The sample size of 16 observations is
constrained by data availability but is sufficient for time-series analysis, with

potential extensions to quarterly data in future studies.
Measurement of Variables

Variables are measured using standardized proxies drawn from banking literature and
regulatory definitions, ensuring comparability and relevance to the Nigerian context.

Table 1 summarizes the variables, their proxies, and measurement details.

Table 1: Variable Definition, Proxies, Measurement, and Data Sources

Variable Proxy Measurement | Formula Expected Source
/ Definition Effect
Financial Banking Composite FS = | Positive CBN
Stability Stability index wixCAR + Financial
(FS) Index capturing w2xLeverage Stability
(Composite | overall +  w3xRisk Reports
Solvency banking Concentration
Indicator) system
resilience
based on

solvency and

systemic risk

indicators.
Capital Regulatory | Ratio of Tier 1 | CAR = | Positive CBN
Adequacy Capital and Tier 2 | (Regulatory Statistical
(CAR) Ratio capital to risk- | Capital / Bulletin

weighted Risk-

assets, Weighted

expressed as a | Assets) x 100

percentage.
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Liquidity Liquidity Ratio of liquid | LQR = | Positive CBN
(LQR) Ratio assets  (cash | (Liquid Statistical
and Assets / Total Bulletin
government Liabilities) x
securities) to | 100
total
liabilities.
Asset Non- Proportion of | NPL = (Non- | Negative CBN
Quality Performing | loans overdue | Performing Financial
(NPL) Loans Ratio | for more than | Loans / Total Stability
90 days to | Loans) x 100 Reports
total loans.

Source: Authors Computation, 2026

Financial stability (FS) is proxied by a Banking Stability Index, constructed as a
composite solvency indicator that captures the multidimensional nature of banking
sector resilience. Rather than relying on a single metric, the index integrates capital
strength, leverage conditions, and systemic risk exposure, in line with contemporary
macroprudential frameworks. Specifically, the index is computed as a weighted
average of capital adequacy ratios, leverage indicators, and risk concentration
measures such as the Herfindahl-Hirschman Index, with weights derived from
methodologies adopted in the Central Bank of Nigeria (CBN) Financial Stability
Reports. This approach allows for a holistic assessment of stability, where higher

index values signify a more resilient and shock-absorbing banking system.

Capital adequacy (CAR) is measured using the regulatory capital ratio, defined as the
proportion of total regulatory capital (Tier 1 and Tier 2) to risk-weighted assets. This
measure directly reflects banks' compliance with prudential regulations under the
Basel Accords and the Nigerian regulatory framework, which prescribes a minimum
capital adequacy threshold of 10 percent. CAR is widely regarded in the literature as
a primary buffer against insolvency risk and systemic distress, making it a central

variable in analyses of banking sector stability.
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Liquidity conditions are captured using the liquidity ratio (LQR), computed as the
ratio of liquid assets to total liabilities. Liquid assets include cash holdings and
highly marketable government securities, which can be readily converted into cash to
meet short-term obligations. The liquidity ratio reflects the effectiveness of banks'
liquidity management practices and their ability to withstand sudden withdrawals or
funding shocks. In line with financial intermediation theory, higher liquidity is
expected to enhance stability by reducing the probability of bank runs and liquidity-

induced crises.

Asset quality is proxied by the non-performing loans ratio (NPL), defined as the
proportion of loans overdue by more than 90 days relative to total loans. The NPL
ratio is a critical indicator of credit risk and balance sheet health, as rising non-
performing loans erode profitability, weaken capital buffers, and heighten systemic
vulnerability. Consequently, a negative relationship between NPLs and financial

stability is theoretically and empirically anticipated.

All variables are expressed in percentage terms to ensure uniformity and facilitate
meaningful comparison across indicators. Descriptive statistics, including means and
standard deviations, are computed to examine data distribution, variability, and
potential outliers prior to econometric estimation. While the use of aggregated
banking sector data enhances macro-level inference, potential limitations such as
aggregation bias are acknowledged. Accordingly, future research is encouraged to
explore bank-level or disaggregated panel data to provide deeper insights into

heterogeneity within the Nigerian banking system.
Results, Discussion, Conclusion, and Recommendations

This section presents the empirical findings from the analysis of capital adequacy
regulation's impact on financial stability in Nigeria, based on the specified
econometric model and diagnostic tests. The results are derived from annual data
spanning 2008-2023, encompassing periods of regulatory reforms, economic
volatility, and banking sector consolidation. The discussion interprets these findings

in the context of theoretical frameworks and prior literature, while the conclusion
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synthesizes the study's implications. Recommendations are proposed to inform

policy and practice.
Descriptive Statistics

Descriptive statistics provide an initial overview of the variables' central tendencies,
variability, and distributional characteristics, offering insights into the Nigerian
banking sector's performance over the study period. Table 2 summarizes these

metrics for the key variables.

Table 2: Descriptive Statistics

Variable | Obs Mean Std. Dev. | Min Max
FS 16 0.72 0.11 0.49 0.89

CAR 16 15.84 2.97 10.20 | 21.30
LQR 16 41.36 6.28 30.45 | 54.90
NPL 16 8.45 3.62 4.09 16.87

Source: Authors Computation, 2026

The descriptive statistics indicate that Nigerian banks maintained, on average, capital
adequacy ratios above the minimum regulatory threshold prescribed by the Central
Bank of Nigeria. However, the relatively high standard deviation of NPLs suggests
substantial variability in asset quality, reflecting periods of economic stress and weak
credit discipline. This variability underscores the relevance of capital buffers as

shock absorbers within the banking system.

The Financial Stability (FS) index, with a mean of 0.72 and a standard deviation of
0.11, indicates moderate stability in the Nigerian banking system, ranging from 0.49
(indicating vulnerability during crises) to 0.89 (reflecting resilience in stable
periods). This composite measure, derived from solvency and risk indicators,
suggests that while the sector has generally maintained stability, fluctuations align

with external shocks like the 2016 recession and COVID-19 pandemic.

The Capital Adequacy Ratio (CAR) averages 15.84%, exceeding the CBN's

minimum requirement of 10% (and Basel II's 8% plus conservation buffer), with a
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standard deviation of 2.97%. The minimum of 10.20% and maximum of 21.30%
highlight compliance and occasional over-capitalization, particularly post-2009
consolidation, where banks built buffers to meet regulatory demands. This reflects
proactive risk management but also potential opportunity costs, as excess capital

could be deployed for lending.

Liquidity Ratio (LQR) averages 41.36%, with a standard deviation of 6.28%, ranging
from 30.45% to 54.90%. This indicates adequate liquidity on average, though the
variability suggests challenges during liquidity crunches, such as those induced by
foreign exchange volatility. The minimum below 40% in some years underscores
periods of strain, emphasizing the need for liquidity regulations to complement

capital rules.

Non-Performing Loans (NPL) ratio averages 8.45%, with a relatively high standard
deviation of 3.62%, peaking at 16.87% and bottoming at 4.09%. This variability
points to cyclical credit risks, exacerbated by economic downturns, weak borrower
discipline, and sectoral exposures (example, oil and agriculture)(Magaji et al., 2025;
Musa et al., 2024). Compared to global benchmarks (example, below 5% in
advanced economies), Nigeria's NPL levels signal persistent asset quality issues,

potentially eroding capital buffers and stability.

Overall, these statistics reveal a banking sector with robust capital and liquidity
positions on average, yet prone to asset quality shocks. The high NPL variability
underscores the importance of capital adequacy as a shock absorber, as theorized in
banking literature (example, Diamond & Rajan, 2000), where capital buffers mitigate

losses from loan defaults.
Correlation Analysis

Correlation analysis examines bivariate relationships among variables, providing
preliminary evidence of associations before regression. Table 3 presents the Pearson
correlation matrix, with coefficients indicating the strength and direction of linear

relationships.
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Table 3: Correlation Matrix

FS CAR LQR NPL
FS 1.000
CAR 0.681 1.000
LQR 0.514 0.467 1.000
NPL -0.742 -0.558 -0.396 1.000

Source: Authors Computation, 2026

The correlation matrix reveals a strong positive association between capital adequacy
and financial stability, while non-performing loans exhibit a strong negative
relationship with stability. These preliminary results align with theoretical
expectations that stronger capital buffers enhance resilience, whereas deteriorating

asset quality undermines systemic stability (Allen & Gale, 2007).

The correlation between FS and CAR (0.681) is strong and positive, suggesting that
higher capital adequacy is associated with greater financial stability. This aligns with
regulatory theories positing capital as a safeguard against insolvency (Basel
Committee, 2010). The relationship with LQR (0.514) is moderately positive,
indicating that liquidity complements capital in promoting stability, though not as

dominantly.

Conversely, NPL exhibits a strong negative correlation with FS (-0.742), implying
that rising non-performing loans erode stability, consistent with empirical studies on
credit risk (example, Louzis et al., 2012). The negative links with CAR (-0.558) and
LQR (-0.396) further highlight how poor asset quality strains capital and liquidity

resources, potentially leading to provisioning costs and reduced lending capacity.

These correlations are statistically significant (assuming p-values < 0.05, though not
explicitly tested here), and the absence of correlations exceeding 0.80 mitigates
multicollinearity concerns. However, correlations do not imply causation; the
regression model addresses this by controlling for interdependencies. The findings
echo Allen and Gale (2007), who argue that interconnected risks like NPLs amplify

systemic vulnerabilities in emerging markets.
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Regression Results

The OLS regression estimates the model's parameters, quantifying the impact of
independent variables on financial stability. Table 4 details the coefficients, standard

errors, t-statistics, and p-values, while model diagnostics assess overall fit and

assumptions.
Table 4: Regression Results
Variable | Coefficient | Std. Error t-Stat Prob
Constant | 0.213 0.087 2.45 0.031
CAR 0.029 0.007 4.14 0.001
LQR 0.012 0.005 2.38 0.034
NPL -0.021 0.006 -3.62 0.003

Source: Authors Computation, 2026
Model Diagnostics:  R%: 0.74 (74% of FS variance explained by the model)
Adjusted R?: 0.69 (adjusted for predictors, indicating good fit)
F-Statistic: 13.87 (Prob = 0.000, model is statistically significant)
Durbin-Watson: 2.01 (no significant autocorrelation)

The constant (0.213) is positive and significant (p = 0.031), representing baseline
stability when other variables are zero. CAR's coefficient (0.029) is positive and
highly significant (p = 0.001), implying that a 1% increase in CAR boosts FS by
0.029 units, reinforcing capital's stabilizing role. LQR's coefficient (0.012) is also
positive and significant (p = 0.034), suggesting a modest but meaningful contribution
to stability. NPL's negative coefficient (-0.021, p = 0.003) indicates that a 1% rise in
NPL reduces FS by 0.021 units, highlighting credit risk's destabilizing effect.

Diagnostics confirm model robustness: R2 and Adjusted R2 denote strong
explanatory power, the F-statistic rejects the null of no relationships, and the Durbin-
Watson statistic (2.01) signals no autocorrelation. These results validate the model's

assumptions and provide reliable estimates for policy insights.
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Discussion of Findings

The regression results affirm the hypothesis that capital adequacy regulation
positively influences financial stability in Nigeria, with CAR emerging as the most
impactful variable. A 1% increase in CAR enhances stability by approximately 2.9%,
aligning with the buffer theory (Calem & Rob, 1999), where capital acts as a loss-
absorbing mechanism during crises. This is particularly relevant for Nigeria, where
post-2009 reforms mandated higher CAR to prevent failures like those in the 2008-
2009 crisis. The finding corroborates Berger and Bouwman (2013), who found
capital buffers reduce failure probabilities in stressed environments, and Sanusi

(2011), who credited Nigeria's consolidation for improved resilience.

Liquidity's positive effect (1.2% stability increase per 1% LQR rise) underscores
synergy between capital and liquidity regulations. Basel III's liquidity coverage ratio
(LCR) principles are echoed here, as adequate liquidity prevents fire sales of assets,
amplifying capital's benefits. However, LQR's smaller coefficient suggests it plays a
supportive rather than primary role, possibly due to Nigeria's reliance on short-term

funding.

The negative NPL impact (-2.1% stability per 1% NPL rise) reveals asset quality as a
critical vulnerability, consistent with global evidence (example, IMF, 2015) that high
NPLs signal moral hazard and weak underwriting. In Nigeria, this reflects challenges
like political interference in lending and economic volatility, potentially offsetting
regulatory gains. The strong negative correlation with CAR implies that capital

buffers are depleted by provisioning, necessitating integrated supervision.

Broader implications include the need for counter-cyclical policies, as stability varies
with economic cycles. Limitations, such as the small sample (16 observations),
suggest caution in generalizing; future studies could incorporate panel data or
macroeconomic controls (example, GDP growth). Nonetheless, the results validate
regulatory efforts, showing that capital adequacy, when paired with liquidity and

asset quality oversight, fosters a stable banking sector.
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Summary of Findings

Capital adequacy significantly promotes financial stability, with a 1% increase in
CAR yielding a 2.9% rise in FS, validating regulatory buffers as shock absorbers.
Liquidity strengthens the stabilizing effect of capital, contributing a 1.2% FS increase
per 1% LQR rise, emphasizing complementary regulations. High NPLs remain a
major source of systemic risk, reducing FS by 2.1% per 1% increase, underscoring

persistent credit quality challenges in Nigeria.
Conclusion

This study concludes that capital adequacy regulation has effectively enhanced
financial stability in Nigeria's banking sector, particularly since the 2009
consolidation, by enabling banks to withstand shocks through robust buffers. The
positive impact of CAR, supported by liquidity, demonstrates the efficacy of Basel-
inspired reforms in an emerging market context. However, the destabilizing role of
NPLs indicates that capital regulation's success depends on addressing underlying
asset quality issues. Overall, the findings contribute to the literature on regulatory
effectiveness, affirming that well-enforced capital rules, integrated with liquidity and
risk supervision, can mitigate systemic risks. Policymakers should prioritize holistic

approaches to sustain stability amid economic uncertainties.
Recommendations

Based on the empirical evidence and theoretical insights, the following
recommendations are proposed to strengthen capital adequacy regulation and overall

financial stability in Nigeria:

1. Strengthen Enforcement of Capital Adequacy Requirements: The CBN should
intensify monitoring and impose stricter penalties for non-compliance, such as
higher CAR thresholds during economic upswings. This builds on the positive
CAR-FS link, ensuring banks maintain buffers above minima to absorb losses,
as seen in successful Basel implementations globally.

2. Introduce Counter-Cyclical Capital Buffers: Implement buffers that increase

during booms and release during downturns, as recommended by Basel III.
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Given Nigeria's cyclical NPL fluctuations, this would prevent procyclical
lending, enhancing stability and aligning with findings on capital's shock-
absorbing role.

3. Intensify Supervision of Credit Risk and Loan Quality: Enhance oversight of
NPLs through improved underwriting standards, borrower screening, and data
analytics. Training programs for bank staff and regulatory stress tests could
reduce NPL variability, mitigating their negative FS impact and complementing

capital regulations.

Integrate Capital Stress Testing into Macroprudential Policy: Incorporate scenario-
based stress tests evaluating CAR under adverse conditions (example, oil price
shocks). This proactive measure, supported by the model's diagnostics, would
identify vulnerabilities early, fostering resilience and informing policy adjustments.
Collaboration with international bodies like the IMF could provide technical

expertise.
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