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ABSTRACT 
 

This paper basically examines the effect of Banking reforms and interest rate deregulation as tools 
for banks' sustainability and economic growth in Nigeria. The paper in determining the relationship 
between the Banking sector reforms indicators and economic growth employed Augmented Dickey-
Fuller (ADF) Unit root test and Johansen Co-integration tests. The OLS suggests that the relationship 
between the development of the financial sector and economic growth is significant and positive 
based on the data used. The data were lagged two periods which gave a better result, with 
improvement in the R-squared (R) adjusted R-squared, and the probabiliry F-statistics. On the 
strength of this result, the paper concludes that the Nigerian's financial sector is not yet virile enough 
to produce the needed growth that will propel the economy. This also means that the effect of the 
reforms in the sector takes a longer period for it to manifest in the economy. The results so obtained 
do not support the popular position of McKinnon- Shaw hypothesis. With the present reforms in the 
financial sector. therefore, it is suggested that the reform be sustained since the financial sector 
plays a very important role in Nigeria in channeling resources for investment and productive 
purposes. In the same vein, government should put in place appropriate macroeconomic policies like 
the fiscal policy, encourage foreign investment through the provision of enabling environment, and 
reduction in the cost of borrowing and maintain stability in the exchange rate of the naira. The 
Central Bank of Nigeria should as a matter of urgency, reconsider its Monetary Policy Rates (MPR), 
such that the gap between the lending and the interest rates on deposit be reduced to the barest 
minimum. 
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1.  INTRODUCTION  
 

Like any other country in the Sub-Saharan Africa, Nigeria has adopted a number of adjustment 
programmes since the 1980s as a panacea to its worsening economic situations at the latter part of 
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the 1970s. The country's economic situation was characterized by declining output, unemployment, 
and its growing dependence on the external sector through her increased need for aids and 
mounting debt burdens. As government was looking out for a way out of this situation, there was the 
need to improve the effectiveness of the country's monetary policy through her reliance on the 
market forces and the financial sector needed to be liberalised. This liberalisation was expected to 
relax the various controls and other rigidities that had hitherto hindered competition and efficiency in 
the financial system. 
 
As a back up to these reforms, the Central Bank of Nigeria Decree number 24, Banks and other 
Financial Institutions Decree (BOFID) - number 25, all of 1991, were invoked to allow for flexibility in 
regulating and supervising financial intermediaries. The aim behind these reforms was to promote 
growth and deepening of the financial sector. The decision to undertake the financial reforms in 
Nigeria could be traced partly as posited by McKimon (1973) and Shaw (1973), that low or negative 
real rate of interest discourages savings and hence reduces the availability of loan-able funds, 
constrains investment, and in turn lowersthe rate of economic growth. Conversely, an increase in the 
real interest rate may induce the savers to save more, which will enable investment in any form. 
 
Economic reforms in Nigeria can be traced to 1986 when Nigeria embarked on a restructuring policy 
programme under the Military regime, and particularly under the auspices of Structural Adjustment 
Programme (SAP). Several other policies directed al various aspects of economic, political, legal and 
social life of the economy supported the general reforms of the Nigerian economy. The SAPwas not 
presumed at the initial stage as a broad-spectrum and a policy that would last long. However, it 
became, because of the general trend in the global policy direction and the nature of economic crisis 
in Nigeria (Alayande, 2007).In most countries, especially the developing economies, financial 
development has been accompanied by structural and institutional changes and it can be very 
difficult to separate their impact in terms of promoting economic growth. In the last century, national 
development efforts in Nigeria were largely characterised by heavy government intervention and 
involvement in the economic domain including financial sector since SAP in 1986.  
 
Financial sector reforms have been implemented including liberalisation and measures to enhance 
prudential regulation and tackle banks distress so as to have positive impacts on growth and 
development. Indeed, financial institutions are conceived as important conduits for the mobilization 
of funds from domestic, through savings and others, and foreign sources which are channelled 
through government into public enterprises and other sectors considered as priority. The institutional 
framework and "process mechanism" for creating and channelling loan-able funds and domestic 
credit to the private sector has been little. While banks continue to flaunt and declare obscene 
figures as profits, the productive sector of the economy lies inactive either from loan-starvation or 
loans given out at a stifling twenty to twenty-six per cent interest rates, whereas interest on savings 
deposits was pegged at one or three per cent. As to whether financial development promotes 
economic growth and development, is still a matter for debate. Several literatures are found; even 
among Nigerian researchers which have not categorically stated that financial development 
promotes economic growth and development. 
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1.1 Statement of the Problem 
The essence of the banking reforms in any economy is to strengthen the sector and reduce the rate 
of banks' failure; hence increase in the economic growth; however, this seems not to have resolved 
this perennial problem. The industry is still faced with the menace and is creating panic in the minds 
of the industry's workers and loss of confidence in the sector by the public. The industry has not 
been able to stabilise since the reforms. There is still acquisition, merger and even outright 
liquidation in the industry up to the moment. 
 
1.2 Research Questions 
• The question to pounder here in this paper is why is it that the Banking sector reforms do not 

seem to have effect on the economic growth? 
• What direction of influence do the reforms run in the economy? 
• Does any relationship exist between the reforms and the economic growth at all? 
 
1.3 Objectives of the Study 
The objective of the paper is to: 

• Analyse the Banking reforms vis-à-vis financial sector and its effect on economic growth in 
Nigeria.  

• Find out the direction of the relationship. This will equip the researcher with enough data to 
proffer recommendation to policy makers. 

• The direction of the relationship will also help in the manner and pattern of the reforms such 
that the ills of the system may be corrected. 

 
1.4 Research Hypotheses 
To test this relationship that exists between the banking sector reforms and the economic growth, 
our hypotheses, 

H0: States that Banking sector reforms have no impact on the economic growth; 
H1  States that Banking sector reforms have impact on the economic growth. 

 
2. THEORETICAL REVIEW AND EMPIRICAL ISSUES 
 
The role of finance in a developing economy like Nigeria from the various perspectives theoretically 
is imperative in order to discem how the sector has developed and aids corporate growth and 
economic development. In the contributions of Goldsmith (1969), McKinnon (1973), Shaw (1973), 
financial development is synonymous with growth. In the words of Greenwood and Jovanovic (1990), 
Levine (1991), and Bencivenga& Smith (1991) constructed theoretical models that an efficient 
financial market improves the quality of investments and enhances economic growth 
 
To examine the relationship between financial sector development and economic growth in Nigeria, 
there are several studies in the recent past, like those of Aigbokan (1996). Ajakaiye (1996), 
Emenoga (1998), Adeyemi (1998), Ajakaiye (2002), Adebiyi (2005), and Ariyo&Adelegan (2005) who 
neither gave a clear-cut view of the influence of financial development on economic growth, but they 
all agreed that there is the evidence of its contribution to the economic growth of any economy 
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In developing countries, like Nigeria, where the financial markets are relatively under- developed, 
with banks monopolising the market coupled with the frequent interventions of government, 
McKinnon (1973), Shaw (1973), viewed economic growth as being constrained by financial 
repression holds. On the strength of this, they suggested a liberalisation in the financial sector in 
which the rate of interest will be determined by the market forces. This theoretically, means increase 
in the volume of savings and investment, bearing in mind that increased efficient investment 
enables long-term economic growth. While in other findings. theirs seem to be opposite, Giovannine 
(1985), Ogaki. Ostry&Reinhard (1996), Bandiera, Caprio, Honohans&Schiantarelle (2000), in their 
separate findings, concluded that in a low income eamings economy, like Nigeria, there is no 
systematic and reliable real interest rate effect on savings, as most of the households are at the 
level of subsistence, whilst the effects of economic liberalisation is mixed. Similarly, Soludo (2006), 
argued that the amount of money outside the banking sector is so high that there was the need to 
adjust the rate of imerest on savings to pull this money back into the system. The idea of looking 
mostly for high net worth agents for deposit government agencies, blue chips companies and some 
rich individuals will not be sustained nor is it healthy for the economy. 
 
2.1 Development in the Nigeria Financial System 
In Nigeria, the financial sector is predominantly the banking industry, expecially commercial banking, 
which came to being with the first commercial banking in 1892 as Standard Bank Nigeria Ltd, which 
is now known today as First Bank of Nigeria Pic Subsequently there were proliferations of banks up 
to about 41 banks during the Pre Structural Adjustment Programme era. When SAPwas introduced 
and there was liberalisation in the industry, and the licensing of new banks procedure was 
streamlined. consequently, the number of banking institutions were increased from 46 in 1987 to 
120 by 1993 but however, dropped to 115 in 1996. The number, however, further dropped to 89 by 
1998. These drops were attributed to their inability to withstand the competitions within the industry; 
therefore, they were "weeded off" (Adeoye, 2007), 
 
Moreover, the rash on financial distress options and outright liquidation, mergers and holding action 
had great consequences on the commercial banking market's competition. What is paramount here 
is the better understanding of the structural changes in the financial sector as a whole to all 
stakeholders and regulators especially in designing an appropriate legislation that will enhance 
healthy competition among banks 
 
The reforms in the sector, apart from government direct participation in commercial and merchant 
banking, the traditional instruments employed for the regulation of financial activities include 
liquidity ratios, special deposit, cash reserve requirements; regulation of interest rate, stabilisation of 
securities, direct credit control and moral suasion. The stance in the banking industry in pre-SAP was 
characterised as 'financial repression' but this changed with the inception of the structural 
adjustment programmed. The new stance was more of that which relied on market forces in the 
design and implementation of monetary, banking and external sector policies (Ojo, 1993). Steps 
were also taken to strengthen the capital base of banks as the Central Bank of Nigeria increased the 
required capital of commercial bank to N25 billion in 2005.  
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The financial sector in Nigeria has witnessed a high rate of maladministration that called for reversal 
in some part of the reforms like the prohibiting of autonomous foreign exchange market in 1993 and 
reintroduction of exchange control in 1994.  This lasted for only a year which was again reintroduced 
in 1995 (autonomous market). The instability in the implementation and sustenance of the reforms 
could also be responsible for the undeveloped nature of the nation's financial sector. 
 
The financial sector reforms and liberalisation were expected to narrow the spread between deposit 
and lending rates as a result of competition that was expected to ensue in the financial sector. 
Objective has never been achieved as margin continued to increase when compared; it has always 
been on the increase since the post reforms than it was in the pre- reforms era. The prevalence 
systematic widening of the lending-deposit rate margins in the post-reforms period is essentially 
unacceptable and that is the main thrust of this study. After the reforms programme, an initial 
increase in the spread between lending and deposit rates was expected, as banks needed time to 
adjust their cost structures during the changing environment. This spread was expected to narrow as 
more efficient business practices were embraced sequence to increasing competition and as credit 
demand stabilised. But more than a decade after reforms were embarked upon, the spread between 
the two continue to widen in the economy. The spread of the gap between these two variables, from 
pre-reforms and post- reforms is about 56.79 per cent on the average, from 26 per cent during the 
pre-reform period to 82.79 per cent in the post-reforms period (Central Bank of Nigeria 2010) 
 
3. METHODOLOGY OF THE EMPIRICAL MODEL 
 
The study uses secondary data collected from various publications of Central Bank of Nigeria, 
ranging from 1970-2010. The research work also uses econometrics analysis approach of the 
Ordinary Least Squares (OLS), Co-integration test to determine the convergence of the relationship 
and corroborated by stability graph to test whether the result can be used for forecast. Since the 
research is to investigate the impact of the financial deepening and the long run equilibrium of the 
relationship and also the data are time series in nature, OLS stands a better instrument for 
measurement than any other form of the techniques. 
 
Ordinary Least Squares regression analysis is used to capture the relationship between the 
economic growth (which is represented by the ratio of broad money to Gross Domestic Product 
(RBM/GDP)), and other variables like the ratio of credit to the private sector to Gross Domestic 
Product (RCPS/GDP), interest rate (INTR), inflation in the economy (INFR),Gross Domestic Product 
(GDP), while the Institutional reforms in the economy is proxy by dummy variables which are 
subdivided into two periods. The period before the reforms in the sector is captured by "Do" while the 
period during the reforms is captured by "Di". In an implicit form, the model is presented as: 

 
RBM/GDP = f (RCPS/GDP, INTR, INFR, GDP, DM)……………………………………….. 1 

 
However, in an explicit form, the equation can be represented as: 
 
RBM/GDP=β0+β1logRCPS/GDP+β2INTR+β3INFR+β4GDP+β5Do+β6D1……………………. 2 
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Since the data in appendix B which is being used for the regression analysis are not in the same unit, 
we need to take log of the data, by taking the logarithm of the data, we bring them to the same unit, 
that is, the depending variable and the explanatory variables. 
 

LogRBM/GDP=β0 +β1logRCPS/GDP+β2logINTR+β3logINFR+β4logGDP+β5D0+β6D1……..3 

 
On the other hand, we can semi log GDPwhich is not in percentage form, as all others are in 
percentages form to bring them back to uniformity for easy analysis. 

 
RBM/logGDP=β0+ β1RCPS/logGDP+β2INTR+β3INFR+β4logGDP+β5D0+β6 D6...................4  

β1, β2, β3, β4, β5, β6, > 0 
 
Equation "4" represents the semi-log of the GDP which is not in percentage form as other data. 
 
Where 
RBM/GDP ratio of Broad Money to GDP (defined the bank sector growth) 
RCPS/GDP= ratio of credits to Private Sector to GDP (defined as investmentin the sector) 
INTR  = Interest rate 
INFR  = Inflation rate 
GDP = Gross Domestic Product 
DM  =The effect of the reform on the economy (subdivided into Do for period before the reform 
and D, for period during the reform). 
 
4. DISCUSSION OF THE FINDINGS 
 
The discussions of our results from the cleansing tests to the regression results of the OLS are as 
presented below: 

 
Table 1: Augmented Dickey-Fuller tests for the presence of unit root 
Series or Variables  ADF Critical value(s) Order of Integration  

• RBMGDP -5.990 -2.938 I(1)** 

• RCPSGDP -5.147 -2.936 I(0)** 

• INFR -3.120 -2.936 I(0)** 

• INTR -9.379 -2.938 I(1)** 

• GDP -7.231 -2.938 I(1)** 

Note: (*) Denotes 5 Per cent level of significance  
Source: Author's computation 2012 
 
4.1 Unit Root Test 
The ADF test shows that the null hypothesis of non-stationarity would be accepted for two variables 
in levels, the variables RCPSGDP and INFR are integrated at level. The null of non-stationarity is 
rejected for three variables, RBMGDP, INTR and GDP, they were found to contain unit root and are 
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only stationary after first differencing the non-stationary series. Thus, while some variables are 1(0), 
others are I(1). In other to avoid spurious regressions, a co-integration test was conducted for both 
I(0) and I(1) variables using the Johansen co- integration test and the results obtained are shown in 
table 2 below. 
 
Table 2: Johansen Co-Integration Result 
Hypothesized 
No of CE(s) 

EIGEN 
VALUE 

TRACE 
STATISTICS  

CRITICAL 
VALUE 5% 

MAXI-
EIGEN 
VALUE 

CCRITICAL 
VALUE 

REMARK 

R=NONE** 0.746727 123.3910 95.75366 53.55827 40.07757 Rejected  
R<=1** 0.600133 70.03274 69.81889 35.74829 33.87687 Rejected  
R<=2 0.329171 34.28445 47.85693 15.57040 27.38434 Accepted 
 (**) Denotes rejection of the hypothesis at the 5% level 
Trace test indicates 2 co-integrating equation(s) at both 5% level. 
Source: Author's Computation 2012 
 
4.2 Co-integration Tests 
The Johansen co-integration test result suggests that from the Trace and Maxi- Eigen value statistics 
that there are at least two co-integrating equations in the system. Hence, it can be concluded that 
there exist a long run relationship between the dependent and its explanatory variables. The long 
relationship that exist between the ratio of credit to the private sector, inflation rate and ratio of 
broad money to gross domestic product with the dependent variable co-integrate at the first 
differencing. This is shown in the table above where the Trace Statistics values for two equations are 
greater than their critical value. 
 

 
Figure 1: Stability Test 
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The stability test confirms that the relationship between the dependent variable and the explanatory 
variables which will converge at the long run and are stable at 5 per cent level of significance. At the 
initial stage, the relationship is stable but negative lying below the zero line. The stability line, though 
lying below the zero line, is moving towardpositivity implying that in the long run the relationship will 
be positive and stable. The negativity of the relationship might be as a result of the period covered by 
the research, however, the larger the data the better the result would be expected to be positive e 
and a stable. The undeveloped nature of our financial sector also account for this instability in the 
relationship between the dependent and explanatory variables. This might be why the sector takes a 
longer period to response to changes or reforms. 
 
Table 3: Long Run Regression Result 
Dependent Variable: LOG(RBMGDP) 
Method: Least Squares 
Date: 03/07/12 Time: 19:03 
Sample: 1970 2010 
Included observations: 41 
 
Variable   Coefficient  Std. Error  t-Statistic  Prob 
C   1.599911  0.295569  5.412980  0.0000 
LOG (GDP)  0.015572  0.027197  0.572568  0.5706 
LOG (RCPSGDP) 0.480576  0.067410  7.129139  0.0000 
INFR   0.000711  0.002354  0.302085  0.7644 
INTR   0.015155  0.010106  1.499589  0.1427 
DUMM Y   -0.285371  0.158824  -1.796776  0.0810 
 
R-Squared    0.637886  Mean Dependent var  3.075113 
Adjusted RR-Squared  0.586156  S.D Dependent var  0.328481 
S.E of regression   0.211315  Akaike info criterion   -0.136479 
Sum squared resid  1.562884  Schwarz criterion   0.114287 
F-statistic   12.33094  Durbin-Watson stat  1.620737 
Prob-(F-statistic)  0.000001     
Source: Author's computation 2012 
 
4.3 The Long-run Model 
After conducting co-integration to check the relationship between the economic growth and the 
financial deepening variables in levels, we obtained the long-run result of financial sector 
liberalisation and economic growth by estimating the general model equation (2). We also tested for 
the goodness of fit (R) raising the F-test; this is reported in table 3 above.The R-squared indicates the 
significance of the explanatory variables and the degree to which variations in the rates of economic 
growth are explained by variations in financial sector liberalisation indicators. Thus, the Durbin - 
Watson statistic indicates a strong case of serial correlation; which lies within the acceptable region. 
However, the long-run model shows that all the explanatory variables are significant in explaining the 
growth of the Nigerian economy. The variables turned in positive signs showing that their 
relationships with the depending variable exhibited the expected signs.  
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The overall relationships shows a good interaction with per cent meaning that the liberalisation of 
the financial sector and the used indicators can create growth in the economy. Other prominent 
factors that can interplay in the growth of an economy include the political dimensions, fiscal policy, 
and the continued involvement of banks to trade in foreign exchange. Adjusted R-Square of 58 
 
Table: 4: The Result Of Two Periods Lagging 
Dependent Variable. LOG(RBMGDP) 
Method: Least Squares Date: 03/07/12 Time: 19:12 
Sample (adjusted): 1972 2010 
lacluded observations: 39 after adjustments 
Variable   Coefficient  Std. Error  t-Statistic  Prob 
C   2.208580  0.284016  4.255325  0.0002 
LOG (GDP)  0.020675  0.063770  0.324214  0.7481 
LOG (GDP -1)  0.033929  0.064136  0.529019  0.6008 
LOG (GDP -2)  -0.044279  0.061932  -0.714968  0.4803 
LOG (RCPSGDP) 0.307733  0.069206  4.446640  0.0001 
LOG (RCPSGDP -1) 0.224389  0.070735  3.172224  0.0036 
LOG (RCPSGDP -2) 0.142352  0.070031  2.032693  0.0513 
INFR   -0.001030  0.001976  -0.521598  0.6059 
INTR   0.020064  0.008561  2.343789  0.0262 
DUMM Y   -0.396162  0.136092  -2.910991  0.0069 
 
R-Squared   0.781015  Mean Dependent var   3.094697 
Adjusted RR-Squared 0.713054  S.D Dependent var   0.324811 
S.E of regression  0.173993  Akaike info criterion    -0.443054 
Sum squared Resid 0.877929  Schwarz criterion    0.016500 
Log Likelihood  18.63956  Hannan-Quinn criter   0.290010 
F-statistic  11.49212  Durbin-Watson stat   1.593799 
Prob-(F-statistic) 0.000000  
 
Source: Author's computation 2012 
 
In the quest to find a better result for analysis, the data were lagged for two periods. However, the 
two lagged periods showed that there are improvements in the relationship between the variables. 
The R-squared improved to 78 per cent, Adjusted (R-squared) to 71 per cent from the initial result of 
63 and 58 per cent respectively and the probability (F- statistic) in both cases are significant. We 
can, therefore, conclude that the reforms in the financial sector of the economy are necessary but it 
will take a longer period for the effect to be felt, as exhibited by lagged period result.Thus, the lagged 
period provided a better result on the whole. Some data turned in negative signs, like inflation rate 
which ordinary would have increased with lower interest rate on loan-able fund. Since the period is 
lagged, the inflation rate will fall with the corresponding increase in investment.  
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When funds are channelled into investment, output increases with increase in output, naturally 
inflation will fall. The negative sign of the GDP could mean that the available funds were not 
channelled into productive sector of the economy; if they were, the GDP could have increased with 
the growth in the financial sector and the available funds for investment. 
 
4.4 Implications of the Research Findings 
The result of the findings signifies that the financial sector needs to channel its available funds into 
proper investible sector to realise economic growth. The findings also show that, not only the reforms 
of the sector could account for the growth of the sector, but that other variables count. On the whole, 
the explanatory variables have positive influence on the depending variable. It also implies that apart 
from the reforms in the sector, other variables need to be addressed; like security, political stability, 
and the host of other exogenous variables. 
 
5. Summary, Conclusion and Policy Recommendations 
 
5.1 Summary 
The paper examines the relationships between Banking sector reforms and economic growth. The 
variables used as proxies for financial sector indicators and economic growthwere analysed using 
the long-run statistics dynamics. Augmented Dickey-Fuller Unit Root test and Johansen Co-
integration test were used as a pre-test for the data. The results obtained from the models showed 
that the liberalisation of the sector could lead to economic growth in Nigeria. In the first instance, the 
proxies used as explanatory variables were quite significant, and showed a significant percentage of 
their contributions to the depending variable - economic growth, which is represented by the ratio of 
broad money to Gross Domestic Product (RBM/GDP), 
 
Conclusion 
 

On the whole, the contributions of the explanatory variables to depending variable may not be very 
high, but was more than half; it could also be attributed to other factors in the economy such as 
inconsistency in government policies and lack of continuity of policies. In developing economy like 
Nigeria, there are poor infrastructural facilities, high risk and insecurity which might have their 
effects on investments and savings and in turn affect the process of growth in the economy that 
might not have been captured by this analysis. 
 
Recommendation 
 
In the last few years. Nigerian government has been pursuing better ways of private sector driven 
investment through the Public Private Partnership which might improve her economic growth. The 
government should adjust her fiscal policy by putting in place incentives capable of leading to 
reduction in the cost of investment so as to create confidence in the minds of the players in the 
sector. The best way out for the financial growth of any economy was to create an environment 
within the system where low income earners could be encouraged to set aside part of their low 
income as savings, rather than running after "big shadows", which will also encourage investment.  
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They should, through the Central Bank of Nigeria, encourage the low income earners by reducing the 
rate of interest on loan able funds and increase interest on savings such that funds will be pulled 
into the banking sector, rather than what it is today. 
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