(1)

FI NANCI AL DEEPENI NG AND ECONOM C
GROWIH I'N NI GERIA 1975 - 1996.

BY

MATHEW ONALO AGBAWN
M SC/ FASS 09268/ 95- 96

A THESIS SUBM TTED TO THE POST - GRADUATE SCHOOL,

AHVADU BELLO UINI VERSI TY, ZARIA | N PARTI AL FULFI LMENT

CF THE REQU REMENTS FCR THE AWARD OF NMASTER CF

SA ENCE (M SO DEGREE | N ECONOM CS, DEPARTMENT CF
ECONOM CS, AHVADU BELLO UNI VERSI TY, ZAR A

OCTCBER, 1998



ii

DEDICATION

This work is dedicated to God Almighty and my wife

"
g

to be, Callister Jim.

*o .
A~ .



1ii

DECLARATION

I hereby declare that this is a product of my own research. It
has not been accepted anywhere for the purpose of awarding a
higher degree. All references have been acknowledged by way of

bibliography at the end of the thesis.

M, O. AGBAWN
(CANDIDATE)}



(CHATRMAN

SYOR M. KWANASHIE
UPERVISORY COMMITTEE)

.........................

DR. C. C. OKEKE

........................

DR. G. D. OLOWONONI
(CO-SUPERVISOR)

(HEAD DF ECONOMTCS DEPARTMENT)

Q0
" THE DEAN OF POST ;ZAnuATE SCHOOL,.

iv



v

ACENOCWLEDGEMENRT

T owe a debt of gratitude te varicus pecple who have assisted
me at different stages of the study.

Among thesge pegple, my superviscr, Professor Mike Kwanashie
deaerves gpecial mentioning. He contributed immensely to the
success of this woerk through his valuable advice and support in the
couves of writing., Tn addition to reading through the drafts and
affoting the necessary corrections, he particularly drew my
sttention to superiluity and some fisws in argument which most

young recearchers are prone to. For these, 1 am extremsly

My thanks 2lso go to Dr, G. D. Clcocwoneni, who was my second
upcrvizoy [or taking the pains to read through the draft again
afYer @y main gupervisor. T strongly appreciate his fatheriy

'ire 'o me ‘n the course of the study,

Sinilarly, T also appreciates the encouragement and concerns
e Yy the following friends and colleagues; Dr. Karl Wunde, Mr
Tatrick Adeh, Mr. Versima Alkali, Mr. Philip Abachi and others.

. 2 |

‘nally, my th=2nks alse go to those who have helped in the

t¥ping of the wark both at the proposal stage and final draft,

Ahmady Bello Univers -\. { ¥ FuGBAWN, M. O
ZAria 1939%



vi

ABSTRACT

The place of finance in real sector development in Nigeria is
not different from what conventional theories posit. This means
that financial deepening is an important factor in stimulating
growth in the domestic economy. What then is financial deepening?
A country is said to be financially deepened if there is a
phenomonal and sustazinable increases in the number and type of
financial institutions offering financial intermediation in the
economy. This is reflected by rising ratio of total bank deposits
{or total bank credits) to norminal Gross Domestic Product (GDP).
If this ratio continue to increase and sustained, the economy is
said to be financially deepened. Although important, the influence
of financial factor on the growth of domestic output has not been
established because of the ambivalent effect financial repression
can produce on an economy. Consequently, some authors contend that
financial deepening interferes with economic growth in a positive
way. On the other hand, another school of thought contends that
financia)l deepening interferes with economic growth in a negative
way.

However, the version of the argument that applies to Nigeria
has not been ascertained. That is why this study undertakes to
determine the influence of financial deepening on economic growth
in Nigeria for the period of 1975 - 1996. 1In doing this two

approaches were adopted. These are the theoretical explanation



which explains the Yscenario™ between financial deepening and
economic growth in Nigeria and the empirical analysis which uses
the Granger techniques in testing the causality between financial
deepening variable and economic growth. Another aspect of the
empirical work is the structural analysis of the two sub-periods of
the analytical time frame,

The two extreme positions are the two school of thought on the
relationship bstween financial drepening and economic growth which
are Lhe monetarist or the liberal school otherwise known as the
Mckinnon - Shaw - Pry approach, is of the opinion that when
financial markets are liberalised it will interfere positively
with economic growth, On the cther hand, the structuralist are of
the opinion that financial deepening interfere negatively to
acaonaomic growth due to some structural bottlenecks among develaping
economics. So that, no amount of liberalization of the financial
system can stimulate growth.

The inferences, from the results of the regression,
especially, the Granger causality test support the structuralist's
position in the place of finance in economic growth. The results
shows a negative unidirectional causality from financial deepening
to economic growth in Nigeria, This negative causality result is

e

al’ tad to structural rigidities inherent in t¢the long f{erm
growth and development of the economy identified as foreign
exchange constrains, the imperfection of the market system, as well

as socio-political and economic factors among others.
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Finally, in line with this result therefors, policy makers
must take a drastic measures to ensure that such structural
problems are taken care of to enhance the performance of the
country's financial system to boost growth. 1In another corrolary,
policy makers must seek through every available means, the
resolutions o©of the conflicts associated with the Nigeria's
"political transition™ and the establishment of durable political
system that will create a condusive business climate for the
performance of all the macro-economics variables, thereby
eliminating these structural bottlenecks inherent within the

aconomy.
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Chapter 1

GENERAL INTRODUCTION

1.1 BACKGROUND TO THE STUDY

Nigeria has been struggling with worst exparience of prolonged
econoric difficulties since early 1980s. Attempts to deal with
these difficulties have swung from one policy extreme to the other
and yet the problems apparently continued to persist. The problens
of aconomic recovery are probably also associated with Nigeria's
unending search for a generally agceptable and sustainable
political system. The pursuit of preofitable economic activities
that generate overall aggregate growth and development is best
promoted in the context of a stable political system that creates
and sustains appropriate "enabling environment™. This implies
that sclutions to Nigeria's stagnation and even deciine cannot be
found except in the context of a simultaneous or prior resolutions
of the conflicts associated with its "political tramsition™ and
establishment of durable political system that will create a
conducive business climate for an efficient performance of the
financial system which will in turn influence growth and
development of the country.

™is underscorez the fact that financial deepening is an
important economic indicator of economic and devslopment of a
country. A country with a sound financial system is supposed to be
developed. United States of America {USA) is a good example of
this.

Tn the context of Nigeria, the reason for stagnation and even

1
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decline in the trend of our economic growth in the past even to the
contemporary Lime is discernabile. Nigeria is suffering from
financial repressiomn. A Curgory survey of Nigeria's financial
system will indeed unfold the empirical realities of the economy.
Let us examine bhe down turn of events in the financial sector with
a special focus on the period since the introduction of the
"S|tructural Adjustment Programme”™ {SAP) in 1986, and the
deregulation of the financial system in 1987. Since that time,
there have been a phenomenal increases in the number and types of
financial institutions 1leading to stiff competiticn in the
industry. Many non-banks finance companies now offer services
praviously reserved for licensed banks. Tn addition, the banking
system has bheen buffeted by adverse economic forces including
foreiyn debt problems of Governmeunt, large fiscal deficits, high
inflation and slow growth.

The most visible result of these forces has been the emergence
of distress in the banking system which first came to the limelight
in May, 1989, after the withdrawal of treasury funds from the
lJicensed banks. According to the latest official figures, the
number of banks which the Central Bank of Nigeria and the Nigerian
Deposit Tnsurance Corporation (NDIC) classified as technically
inpsolvent or distressed rose from 8 as at the end of 1991 to 16 as
at the end of 1932 (NDIC Quarterly review, velume 3, No. 2 June
1993, P.17). There may wsell be many more banks on the margin of
distress whose activities are being closely monitored by the Apex

Rank and the National Deposit Insurance Corporation (NDICH.



The pace of activity in the financial services industry was
generally subdued in 1994, reflecting the shift in financial
policies of the Government, the continued distress of many banks
and non-bank financial institutions and the disruptions in the
economic activities in the third quarter of 1994, TIn the unstable
economic environment that prevailed, there was little respite for
the financial weaken institulions whose overall financial condition
suffered further deterioration. Tn fact, indications were that the
financially weak institutions suifered from significant "flight to
safety"™ on the part of depositors and investors. This, of course,
led to the movement! of funds into inflation hedges and speculative
transaction induced by the fixed interest rate and exchange rate
regime.

Tn the bid to strengthen the financial system as a whole, the
monetary anthority (CBN), for the first time in several decades,
closad some banks and non bank institution which were terminally
distressed in 1994, These comprised three Merchant Ranks, one
commercial bank, and twenty finance companies (Central BRank of
Nigeria (CBN} Annual Report and Statement of Accounts 31st
December, 19%4,

P.15-17).

Tn a major move to confront the insider dealings which had
emerged as a major cause of distress in the banking system in
recent years, the Federal Government in November, enacted The

Failed Banks (Recovery of Debts) and Financial Malpractice in Banks



indicales the long-run trend in the Gross Domestic Product (GDP)
per formance of anp sconomy. Gross Domestic Product (GDP) therefore

is a flow concept.

BANK TNSOLVENCY AND ILLIQUTDITY

Tnsolvency in a very simple terms refers to a condition in
which the sum of assets of a bank for example is less than sum of
its liabilities, including capital. A bank in this situation would
therefore be unable to henour all its obligations to depositors and
or creditors.

Ligquidity or illiquidity on the other hand generally describes
the cash flow position of a firm. An illiquid bank would typically
be forced to suspend payments to its depositors, perhaps for short
periods or default on maturity claims such as inter-bank
placements,

However, a technically insolvent bank could remain
sufficiently ligquid long after it became insolvent if it has a
large and stable deposit base while a technically solvent bank
could be afflicted by liguidity prcblems due to mismatch between
maturity of ils assets and liabilities. Often, however, prolonged
illiguidity tends to reflect underlying poor quality of assets and

tharefore the onset of insolvency.
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7.7 THEQORETICAL PRAMEWORK

The relationship between financial deepening and economic
growth has indeed generated increase research work both in the
developed and developing countries due to the realisation of the
place of finance in economic growth in modern econcmies. That is
why the Goverpmen! of WNigeria has taken a bulwark approach in
strengthening her financial system to efficiently boost economic
growth or development of Lthe economy.

The theoretical framework for our analysis is based on two
theories; one, is the modern guantity theory of money propeunded by
Milton Friedman to emphasise the linkage between financial
deepening (1.e component of total money supply, M,) and economic
growth (i.e Gross Domestic Product (GDP) or nominal income).
Secondly, Harrod-Domer growth model to show the mechanism through
which financial deepening transfers or mobilize fund from the
surplus sector to the deficit sector through investible fund, which
in turn influence or interfere with economic growth.

The choice of the monetarist's theory is premised on this
hypothesis that recessions are systematically related to declines
in Lhe rate of money growth (i.e efficiency of the financial
system). This presupposes that money growth (financial deepening)
is positively related to economic growth in genaral. 3Secondly, the
choice of Harrod-Domar growth model as a major thecry of modern
growth models is to underscare the transmission mechanism bebween
finance and economic growth or the real sector of the economy.

That is an increase in money supply (i.e. increase in bank

20



deposits) will lead tc a fall in the rate of interest (i.e.
increase in the available credits to private sector)}, which will
lead to an increase in the gross investment and this through the
multiplier effect will lead to an increase in the Gross Domestic

Product (GDP) "Ceteris Paribus”.

2.4:1 THE MONETARIST THEORY

Milton Friedman's version of the gquantity theory of money is
by far more complete than the ones produced by Fisher or the
Cambridge Economists {Y. P Veneris and F. D. Sebold (1935)}}. 1In
Friedman's interpretation, the quantity theory c¢f money is a theory
of demand for monsy. The supply of money, the exogenous datums of
the model, depends on external factors, example, the monetary
policy of the Central Bank. He says "holders of money cannot alter
this amcun! directly”. If the gquantity of money changes and
thereby monetary equilibriom is upset, the demand for money adapts
itselfl 'o the changed supply of money, and in the course of this
adaptation important variables have to be altered which are of
primary importance for the analysis of the economy as a whole,
example, money income or prices

Wow, the guestion is, why do pecple demand for money in
Friedman's theory? Friedman's approach is sc-called Cash-balance
approach of the guantily theory of money. inlixe Fisher's
transact ion approach, it does not emphasize the velocity but the
holding of money. The average amount of muney that peoplie hold or

wisl 1o hold is their demand for money. But why do people wish to
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Decree, 1994"7 The law provided for the recovery of debts
inproperly granted directly and indirectly teo directors and
management staff of banks and imprisonment for such and cother
malpractices, including those committed by bank - employees. In
ordar to ensure speedy brials of cases under the law and enhance
its deterrent effect, the law provided for the establishment of
special court or tribunals, esach headed by a high court judge.
Furthermore, persons convicted for offences under the law could be
sentenced for up to {ive {§) years imprisonment without an option
of fioe.

In addition, the Central Bank of Nigeria {CBN)}, introduced two
major regulatory changes to provide needed support for finance
companies struggling to overcome their financial problems and
restor confidenrce and profitability. Under the first of such
measures, the I1imit on the minimum borrowing which finance
companies were allowed to contract was Iowered from Ni100,000.00 to
¥a4,000.00 (Central Rank of WNigeria (CBN), Annul; Report and
Statement of Account December, 1994, P. 17). This measure was
expected Lo increase their potential funding bhase. Under the
second measure, finance houses were given up to four {4} vears to
bring their provisions on classified assets to the minimum level
permitted under the prudential guidelines applicable to them.

A1l these measures were geared toward achieving a viriie
financial sector that will essentially restore growth in the
overall macro-economic performance. Kence, financial deepening

significantly influepnce scovomic growth in a positive way.



Development economists have long argued that the evolution of
financial markets is an important dimension of growth., A Corollary
view is that financial repression in many less developsd countries
is a sericus obstacle to progress. But unfortunately many
countries have had disappointing experiences with liberalization.

According to Mark Gertler and Andrew Rase {(1991) "Freeing up
financial markets is often appeared to produce chaos rather than
growth, forcing many countries to retreat from deregulation“z. How
that ecopnomic stagnation seems to persist in many developing
countries, policy makers face a dilemma; should they c¢ling to
reprasss] Tinancial markets, or instead, should they try the road
to reform once again? That is why I supposed, {inancial deepening
and economic growth is a good topic of research for a developing
country like Nigeria, which is faced with a repressed or weak
financial system.

It is important to note that economists have long debated the
narure and empirical importance of the relationship between
financial deepening and economic growth. Financial institutions
such as Central Banks, banks, mutual funds, investment banks and
brokerage houses use a variety of financial instruments {currency,
demand deposits, stocks,bonds, and options) to facilitate trade in
goods and services, mobilising savings, allocating credits, and
allowing participants to poeol, trade and price risk, financial
systems may improve the fliow of informaticon, the allocation of
resources, and the management of firme in ways that promote

econocmic growth and development.



1.2 STATEMPNT OF EESEARCH PROBLEM

The nature of the current economic ¢risis in Nigeria has been
discussed by several others. Factors commonly identified as causes
of the crisis linclude poor economic management, corruption and
misuse of public funds, wasteful spending, deficient fiscal and
financial policies and virtually lack of patriotism,

The importance of deficient fiscal and financial policies andi
corruption has of recent been elevated particularly.during the
periocd of Babangida's Structural Adjustment Programme {SAP) of 1985
- 1993, Inflation attained unprecedented heights as domestic
credit expandsd following huge fiscal deficit that were financed
splely by "ways and means". Exchange rate depreciated continucusly
and fuel shortages were rampant. Other indices of social life
deteriorated (health, education etc}. There were therefore
justified calls for change.

On 17th November, 1993, a new Governmen!t was anncunced and
some policy changes were introduced. From these changes, it
appeared the Government believed that WNigerian Banks' behaviour
were responsible for the economic crisis that Nigerians are now
going through. Interest rate were regulated and directed credit
programme restored. Foreign Exchange was to be allocated directly
to end-users and exchange rate was fixed at WZ2,00 per US Dellar,
The autonomous markat was abolished and domiciliary foreign
currency accounts banned. Pinally, banks were blamed for not doing
enough to better the 1ot of the productive sectors.

However, some of Lhese acousations and blames called for a re-



examination of the conventiona! wisdom on bank's portfolio
behaviours, liquidity control and the economics of parallel market.
Tf it is understood that bank's fortune depends on the performance
of the economy, and vice versa, it would not be difficult to come
to the conclusion that banks could not be less desirous of national
progress and development than any olher ygroup, the Government
inclusive.

Consequently, if it is found that banks hold excessive
liguidity and refuse or fail to lend to the productive sector, or
their lending rates are considered high, something must be
fundamentally wrong for the horse to have refused to graze the
pastures. For banks' whose first and foremost businesses is
lending to have refused to lend, required deeper investigation than
we are often prepared to undertake. A bank refusal to lend to a
given seclor might suggest that it is uneconomical or not
prafitable to do so. Also, it is most unlikely that banks that
have been operating within the structure and intensity of
compeltition witnessed between 1987 and 1993 would commonly charged
jending rates that are higher than compelitive rates. For such
might suggest that we believe that collusive pricing is compatible
with intense competition.

Tn similar wvein, if the aboliticn of the autonomous and
parallel foreign exchange markets would do no harm to the nation's
sconomy, there is pno way it could be harmful tc the banks because
these markets came into existence in the first instance, because

Their services were required, Thus, it is desirable that we



mmderstand why and how parallel markets exist and function to be
able to determine their desirability or otherwise. Such an
understanding would enable us to appreciate the portfolio
behaviours of Nigerian Banks for some time now and equip us further
in determining the appropriate liguidity control response of
Government, as well as its attitude to the happenings in the
parallel market.

Presently and almost in all developing econcmies of the world,
the major factor identified as the causes of economic c¢risis is the
failure of the banking system toc stimulate the overall economic
activities. This is because, economic growth is believed to be
accalerated by the investment component of the aggregate demand.
Anud in the same vein, investment is stimulated by the availability
of investible funds which is mobilised by the banking system. The
effects of bank failures is the high rate of inflation, economic
stagnalion, severe macroeconomic instability and increase in public
seclor deht which are visible indices among developing economies,
Nigaria inclusive. Hence it is imperative to revisit this problem
in order to ascertain its dimension with a view of putting the
right policies in place {Monetary and fiscal policies) to address
it .

Tn Nigeria, emphasis in the literatures has been the nature
and causes of bank Tailures and decline in economic growth.
Attempts have nob been made to determine the causal relationship
hetween financial deepening and economic growth. Ta obther

developing countries, the causal relationship between f[inancial



deepening and economic growth continues to stimulate research. It
is important to note, however, that those studies which have tested
the causality relationship between financial deepening and economic
growth (Gross Domestic¢ Product) show mixed results which are
sometime contradictory to each other. In many cases, financial
despening does not make much difference to economic growth., For
other, there was no unidirectional causality (positive and
negative) from financial deepening to economic growth. And for
many others, fipancial deepening and sconomic growth appear to be
determined contemporaneousiy {Jchn Thomton, 1996¢). This might
reflect the absence from the estimates of an additional
indepsndents factor that Jjointly influence both variables;
alternatively, financizl factors might be important only
episodicaliy.

-+

Thig res-...h is the first attempt on the causality
relationship between financial deepening and economic growth using
Kigeria data. The project has adopted the Granger technique
{Granger C.W.J 1980) to iest the causality between financial
deepening and economic growth in NWigeria, In addition, olher
relevant statistical Lechnigues, especially student 't' statistics
were used to test the significance of the paramsters estimates to

see the link between financial dsepening and the Gross Domestic

Producl {GDP].

1.3 JURTIFICATION QF THE EFRSEARCH:

In a competitive environment, the ability of an organisation,



public or private, to plan for an uncertain future may represent
the difference between growth or failure. According to Schwartz
{1991) "the availability of powerful computers al reduced prices
has made the creation of 'what if' scenarios one of the most useful
strategic planning tools™d, Creating a realislic scenario clearly
involves the representaltion not only of the internal functioning of
the organisation or enterprise, but also of the envircnment in
which this operates. Tt is indeed very crucial to include the
macraseconomic environment! in any scenario that involves a bank or
financial institution. The rate at which an economy expands, oOr
contracts, and its fiscal and institutional environment affects
divectly bortowing and repayment, income and wealth, assets and
debt . The performance of financial instituticons is closely tied to
growlh scena) io as well as the overall performance of the macro-
SCOnomy

Tha linkage between Financial dJdeepening and economic growth
wiotrk both ways. TU I8 now widely recugnised that a country needs
4 sound and efficient Tinancial system Lo achieve long-term growth.
Tuefficienl credi! and capilal marketis would effectively "crowd
out™  private investmenl by making credit expensive or scarce to
the private sector, Any analysis of a country's ability to sustain
liscal and expendilure policiss in the long-term should then take
into account the viabilily of its financial system.

From the foregoing analysis therefore, it is indeed raticnal
te look at the empirical truth of the relationship between

financial deepening - economic growth in Nigeria so as to discover

10



the various constrains imposed by internal or external forces on
our Tinancial system to boost economic growth in Nigeria. Or
conversely, the forces Lhat impede economic growth on financial
deepening.

Tt is pertinent to note that the current crisis in Nigeria
banking system - increased cases of insolvency and destresses in
the banking industry justifies a study in this field. Because,
this problem reguired urgent attention to arrest the imminent
collapse of our financial sector, which could result to recession
or economic depression in general. Therefore, the major causes of
bank repression in Nigeria were succintly discussed, its effects
were addressed 50 as to proffer possible solution to remedy these
"urgly" effects. The choice of this research topic, I supposed is
a good one, due to the poor performances of the macro-economics

variables in the country today.

1.4 OBJECTIVES OF THE STUDY:

The major objectives of this research are as follows:

i. to know the causality between financial deepening and economic
growth;

ii. to know the growth performance of the Nigerian economy and
Analyse the bottlenecks limiting that process;

iii, 'o examine the major causes of financial repression in Nigeria
and advance possible solutions to the financial distress in
hanks gince 1989; and

iv. l!o proffer policy recommendation depending on the research

11



findings for regulating or deregulating the financial system

_ to booust growth performance of the econony.

RESEARCH HYPOTHESIS:

The hypethesis of this research centres on the mrajor

assumption of the monetarist economist as to the place of money

supply in growth process.

il

That economic growth {(GDP) depended on financial deepening
{i.e total bank deposits divide by GDP};

Hy ; a;00 = 0
Hy ; a111 # 0

At 5% level of significance.

[Note; Hy is the null hypothesis, that the parameter of
financial deepening is not significant, while Hy is the
alternative hypothesis that it is significant, i.e financial

deepening influence growth]

ii. That financial deepening depends on economic growth.
Hy i By" = 0
H? ; ﬁq_" w 0

At 5% level of significance.

[Note; Hy is the null hypothesis, that the parameter (B} of

the economic growth is not significant, while H; is the

iz



alternative hypothesis that it is significant, i.e economic

growth (GDP) influence Ffinancial deepening].

The above hypothesis underscore the fact that there is a
symbiotic relationship between financial deepening and economic
growth., A counliry with a sound financial system can influence its
growth performance. On the other hand, financial deepening is
being influenced by the growth performance of an economy. In other
words, 4 growing economy influence the development of its financial
system in a positive way. Financial deepening as an explanatory
variable of growth is expected to have a positive reggression
cosfficient. The reverse is the case for economic growth as an
explanatory variable for financial deepening. These hypothesis

were tested as specified in the research model.

1.6 METHODOLOGY OF THE RESEARCH

The study used both descriptive and analytical tcols to
analyze the actual relationship between financial deepening and
economic growbth.

The major analytical tcocls in this study were the use of
ordinary least square (OLS) method and the Granger techniques
{(C.W.J. Granger 1960) in the estimation of the parameters of the
models. Granger proposed that, for a pair of linear covariances -
stationery time series X and ¥; X causes Y if the past values of
¥ can be used to predict Y more accurately than simply using the
past values of Y. Finally, X is said to cause Y if 02, (Yei ?t—j'

2 2

p_3) & 0% (Vg Yt_j} where o“ represent the variance of forecast
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error and i, j =1,2, 3 - - k.

The stwly has compared the period of regulation with
deregulation in order to determine the impact of regulation and
deregulation on the performance of the Nigerian financial system in
boosting economic growth. Four different models were specified.
The first and the second adopted the simple regression analysis;
1675 - 1985 {for the first regression, 1986 - 1996 for the second
regression. The period 1975 - 1985 and 1986 - 1996 represents the
periods of regulations and deregulation respectively. The third
and the fourth models were the synthesis of both periods {(i.e
periods of regulations and deregulation), which is 1975 - 1996.
These adopted the Granger techniques to test the causality between
financial deepening and economic growth, using the distribution lag
models. The third model is financial deepening on growth, while
the forth is the reverse of the twog variables. The separate
analysis is important because it enables us to compare the impact
of the structural shift on the parameters of our models over time.
And the adoplion of the two statistical techniques (OLS and Granger
techniques) is also important in order to ascertain proper, the
lrue relalionship between financial deepening and economic growth

in Nigeria.

s 5 SOURCES OF DATA

The sources of data collection for this work were extensively
based on secondary source. This includes; Federal Government

Publications Cenlral Bank of Nigeria, (CBN), Journals, Articles in
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Magazines, National Dailies and other available literatures in

documentary units.

1.8:2 EXPECTED RESULTS

As already stated above, the study adopted the use of simple
regression analysis and the popular concept of Granger Causality
Lest techniques on Nigeria data to show the causality between
financial deepening and economic growth in Nigeria. The study
assumes a positive relationship between the two variables and the
causality run on both sides. And for this to be consistent with
Lhe analysis, it is expected that the regression coefficient should
give a positive magnitude to underscores the symbiotic relationship

between the two variables,

3:56:3 SCOPE _AND LTMITATION OF THE STUDY

This research has covered a period of twenty-two years (1985 -
1386). The choice of 1975, sixteen yvears after the regulation
began, is based on the fact that there is need to see the impact of
financial deepening on economic growth {or vice versa) during the
0il boom era. And from 1986 - 1996, the Structural Adjustment
Programmes (SAP) period, shows the period of deregulation proper.
The choice of this period also is important to show the impact of
deregulation on financial deepening and economic growth,
One fundamental limitation of any research work concerns the
gualily and adeguacy of data. It is important therefore to admit

the facl that some of the information and data supplied by the
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Central Bank of Nigeria (CBN), the World Bank and Literatures in
Docuwentary Units are sometimes, unrealistic and conflicting with
gach other due to the problem of improper recerd keeping method in
Nigeria, especially on economic data. Nevertheless, attempt were
made Lo reduce the impact of this weakness on the analysis by
comparing the data with each other from different sources and a
more realistic ones were be used.

Tn addition, Lhe simple regression model used in this study
assumed a way other factors that may affects economics growth in
Nigeria other than financial deepening, or the other way round.
Neverthr¥nsa it 1s expected that the well behaved normally
distributed error term has taken care of some of these factors.
Hence, the conclusions and inferences of this study was still

consistent with the research hypothesis.

1.7 OQCUTLINE OF GENERAL FRAMEWORK

The general framework of this research is made up ©f five
chapters. In chapter one, an intreductory aspect eof the study is
provided. OLher aspect of the chapter include; problem statement,
justification of the study, objectives of the study, the research
hypothesis, methodology, which comprises of the sources of data,
sxpected results and scope and limitation of the study.

Chapter two centres on theoretical framework, literature
review and the empirical studies.

Chapter three gives a cursory survey of the over-view of the

Nigeria economic growth, the growth of financial institutions in
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Nigeria, the crisis in the Nigeria financial system (the sconomic
crisis and bank's portfolio behaviours), ranging from causes and
effects of bank failure on Nigerian economy, and the relationship
between economic growth and financial growth. S

Chapter four centres on the wmodel specifications and
estimation of the parameters of the models and the interpretation
of the regression results based on the estimated coefficients in
explaining the causality hetween {inancial deepening and economic
growth.

Chapter five gives summary : . -+ gtudy, the conclusions and
the policy recommendation to reduce or remedy the emergence of
bank's insolvency in Nigeria. The bibliography is given at the end

of chapter five, which was followed by Appendix.

1.8 FOOT NOTER

1. Central Bank of Wigeria (CBWN) annual report and
statement of account., 31lst December, 1994, p.17.

2 M. Gertler and A. Rose {1991) "Finance and growth
and public policy” World BRank working papers,
December 1991, p.4. '

3. Schwarts, Peter (1991) " The art of the long
view" published by the Doubleday.
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Chapler 2

2.0 REVIEW OF LITERATURE

2.1  DEFINTTION OF TERMS

FINANCTAL DERPENING

Financial despening as an economic indicator is defined as the
ratio of tolal bank deposits to nominal Gross Domestic Product
(GDP). Currency is excluded from this definition since it is not
intermedizted through the banking system. Financial deepening can
also be measured as the ratio of total bank eredits to private
sector o nominal Gross Dowestic Product {GDP).

A= a4 componanl of total woney supply, total bank deposits
ollherwise known as Quasi money is defined as money supply, M, minus
money supply, M. (i.e currency outside the banking sector). A
counlry is financially deepened 17 the ratio of total bank deposits
te: Grozs Domestic Product (GDP) is hich. And if this ratio is low,
financial deepening is abseéent or low. II rthe ratio is as high as
4%3% and above, financial deepening exist, at least for purpose of
this study. Tha!l 1=, T Ihe ratio 1Increase over time and is

sustained.

ECOHOMIC GREOWTH

Growth of an sconomy reflects changes in either its productive
capacily o1 its percentage utilization of that capacity or both,
Gross Dopes! jo Produc! (GDRP), is an indicator of economic growth.
Reonowic growlh in a nutshell, reflects increamental changes in the
Gross Dowasiic Product {(GDP) of an ecopomy in the long-run. Tt

18



hold an average amount of money? Friedman's ultimate wealth holder
holds money for its useful services, because, as a result of
holding it, it is possible to bridge the period between selling and
buying, and because money held provides security in the case of
unforseen expenses, its possession gives its owner a sense of
pride, etc. And since, according to Friedman's definition,
evervything which represents a source of income or consumable
services is an asset, money in his opinion is therefore a kind of
asset, too. And so, money is among many assets, An entrepreneur
would like to hold a certain amount of money because the coantinuity
of production regquires it, Thus wmoney held is for Friedman a
productive resources, capital, and as such is also an asset. The
amount of these services of money depends on its purchasing power,
Friedman, as he himself admits, borrowed the interpretation of
money as a sort of asset from Keynesg [Antal M. D. {i980)}].
Friedman's analysis of the relationship betwasn the money
supply and ovutput can be better understood with an ocguation as

follows: -

VI W v e e v s e e ot e i s s ,} ‘3' I

where
V = velocity of circulation or the income velocity of money which
is the number of times in a year that money stock circulates.
M = total money stock

P = price level

et
1]

real Gross Domestic Product {(GDP)
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ITn a functional form therefore, egquation (7) can be
transformed into equation (8) as follows;

M = L PYT vaaeeiisan vaeet s 4 8 gioe (8)
v

In the short run price and velocity of circulation are assumed
constant, so that a change in the stock of money, M will result in
a positive change in the real output, Y. This, Friedman assumed
that unemployment only exist at a short-run. The gquestion now
arises Lhat if full employment, as Friedman thinks, is in the long-
rum typical of the capitalist economy, then why is it possible to
achieve a transitory expansion by the increase in the quantity of
money? He maintain thalt demand - supply equilibrium in the labour
market does not exclude the so-called natural rate of unemployment,
in the magnitude of which the costs of gathering information about
job vacancies, newly created jobs and labour availabilities, as
well as the costs of labour mobility etc find expression.

The analysis of the Friedman's gquantity theory of a positive
relationship between total money stock and real income {output)
underscores the relevance of Lthe theory in analyzing the

relat ionship hetwean financial deepening and economic growth.

Zilids HARROD-DOMARE GROWTH MODEL

As bhasic principle emphasised by Harrod and Domar and
incorporated in all modern growth theory is the dual effect of net
investmen!l, net investment constitutes a demand for output, and it
also increasges the capacity of the economy to produce output. For
example, constructing and equipping a new factory generates a
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demand for steel, brick, and the factory once constructed and
equipped increases the economy's productive capacity. This model
merely imbibed the spirit of Keynesianism of the mechanism of
egquality between planned saving and planned investment, if there is
to be eguilibrium in the level of income and output. What is
strange from the Keynesian model iz the fact that this psriod's net
investment also has a capacity effect; it increases the economy's
productive capacity in this period and thereby increases the next
period’'s potential output.

The basic theory involves a simple production function that
relates the generabtion of total output to the steck of capital
output ratio. Taking the techniques of production as gygiven, some
specified amount of output, if we let K represent the capital stock
and Y the level of cutput, we may define the average capital output
ratio ss K/Y. This, if it take ¥3.00 worth of capital goods to
produce ¥1.00 worth of final output, a capital stock of Ri00
billion is required to produce aggregate fimal output of ¥H100
billion, and the capital ocutput ratic is 3 to 1. 1In contrast, the
marginal capital output ratic i.e. DE/DY tells us how much
additional capital is necessary to produce a specified addition to
that flow of cutput. This model assumed a constant technoleogy, so
that DE/DY remains constant. For more simplicity, we alsc assume
that the constant DE/DY equals to X/Y, sc X/Y is also constant.

According to the model, the actual rate of growth of output in
a period G, is equal to DY/Y where Y is output. Thus

I = 3Y.
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That is, investment/capital stock is identical to saving, S as a
proportion of output, and thus

1 b
Ay G

But I/DY is the actual increament in the capital stock
divided by the actual increament of output, which is denoted

hy CP. Thus we can write

& zr

Now if CP happens to be equal to C, the capital-output ratio
"Warranted" by technological and other conditions, then the actual
rate of growth, G, is eqgual to the rate which the circumstances of
the econoemy warranted, Gy = Sic, and the sconomy is growing at an
equilibrium rate.

Although, the theory further posits some possibilities of
diseguilibrium or instability inherent in the balance economic
growth, but in the case|of our analysis, we will not go further to
the s0 called "knife-edge" instability as critiques of the model
try to unfold. It is important to note therefore, that inferences
can be drvawn from the above model as our basic theoretical
framework of this research work.

One important thing to note is that investmsni is seen as the
basic engine of growth. And experience shows that financial factor
is paramount in stimulating investment. Hence, economic growth is
determined to a large extent, by the efficiency of the financial
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system. Put in ancther way, financial deepening interferes with

the process of economic growth or development of an economy.

2.3 LITERATURE REVIEW

Available literature on the subject of financial deepening and
economic growth, the world-over, shows that financial factor
interferes wilth growth process to a very large extent. And that a
sound financial system is synonymous to 3 sustained economic growth
and development .

McKinnon {(e.g. 1973, 1991), Shaw (1993}, and Fry (e.g 1978,
1988}, have advanced the argument that a repressed financial system
interferes with development because savings and investment are
negat ive or unstable, and financial intermediaries do not allocates
aaving efficiently among competing users. When the financial;
system is liberalised household are seen as substituting out of
unproduct ive langible assets thereby raising the total real supply
of credits, the quantity and quality of investmenl, and the rate of
sconomic growth., This is the so called "McKinnon - Shaw - and Fry!
approach to the place of financial factor in growth.

Another approach, called the "Structuralist™, has also besen
advanced by Baffie [1984), Tayler ({1983), and Van Wijn Bergen
(1383). This group argue that in the process of financial
deepening, household substitutes mainly out of curb-market loans
such that financial deepening reduces the total real supply cf
credits available and hinders economic growth. The "Structuralist"

argument, often idenlified with the UN Economic Commission for
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Latin America {(ELWA) 1s that instability or crisis {(e.g. financial
repression) is inevitable in an economy that is attempting rapid
growth in the presence of structural bottlenecks, or constraints,
defined as certain fundamental facets of the economic,
institutional and socio-political structure cof the economy which in
one way or another inhibit expansion. These structural rigidities
in the economy Jjeopardise the transmission mechanism between
financial deepening and ecconomic growth, In this regard, a
transition requires massive changes in the socio-ecconomic structure
of the less developed countries {LDC) which the price mechanism,
operating within very imperfect structures and with limited
resources mobility, is unable to achieve; given the imperfections
of the system, the result of attempiing major structural change had
to be shortages and disequilibrium on many fronts (A.N. Livingstone
{ED) 1967).

An alternative approach, is the "Monetarist"™ argument which is
the same as the McKinnon - Shaw - and Fry approach posits that
financial repression or other economic crisis is not caused by
structural constraints - the inelastic supply of food sturfs, the
foreign exchange bottlenecks and the financial constraints,
identified by the "Structuralist”, but rather from the all too
freguent administrative control imposed on the economy by the
Government. They assumed that this interference with the cperation
of market forces has a disincenlive effect on many fronts, in an
economy. Nigeria adopted this approach in 1986 (SAP), hence the

crisis.



John {1998) in his study of the relationship between fimancial
deepening and economies growth in developing economic using Granger
- Causality tests on data for 22 Asian, Latin American and
Caribbean developing seconomies suggest that financial deepening
does not make much difference to economic growth; for eight
countries no lead-lag relaltionship was detected and in six, more
economic growlh led to financial deepening.

John specified the following auto-regressive time series model
ta tes! for Granger - Causality between financial deepening and
economic growth;

n ) n

Ve s a5+ T  a' ¥y ; + % B; FDp; + Up ——————= (9)

i-1 i=1
Where Y is the real GDP, FD is the financial deepening variable,
and U is a4 well behaved normally distributed error term. To
implement the Granger Causality test, in the above egquation, he
calculated F - statistic under the null hypothesis that the
coefficients of the lagged values of FD are jointly insignificant
(i.e all B; = 0).

This research work imbibed the above model specification for
financial deepening and economic growth in Nigeria. Tt adopts
virtuaily all the hypothesis and tools of analysis as provided or
used by John Thornton in his study of the relationship between
Financial deepening and economic growth in developing economies.

Another notable study of the relationship between financial
davelopment {despening) and ecanomic growth is conducted by Patrick
{1966} in his study of the Japanese monetary system between Lhe
1870s and the heginning of World War 7. The study reveals that the
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modern banking system evelved in 18B70s, with the right to issue
bank notes, This bank was constrained with the absence of a large
scale demand for fund and that their activities were essentially
the financing of agriculture, domestic commerce and foreign trade,.
It is important to nolte that these banks bacame the starting point
of the early promotional and entrepreneural talents that initiated
the industrial revolution beginning in the mid 1880s, especially in
rail-roads and in cotton textiles. It became the early source of
industrial fund. This study shows the relevance of financial
factor in growth processes. That industrialisation was spurted by
the activities of the financial institutions created at that time.

Robert and Ross (1992), in their study "financial indicators
and Growth in a cross Section of Countries", shows that financial
deepening and economic growth are correlated. They use existing
measures of the financial system and construct many new measures,
to document the reliationship between financial system and long-run
growth in c¢ross section of countries between 1960 and 1989.

They consider various measures of the size of the financial
system, the importance of different institutions, the financial
system's allocation of credits, the financial system's efficiency,
and the degree of financial repression. They use graphs,
correlation and regression to gauge the robustness of the partial
correlatiocn belween growth and the financial indicators. They also
examine two “channels"™ through which financial indicators may be
linked to growth; the share of GDP allocated to investment and the

efficiency with which resource are used.
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Their findings reveals that many of the financial system'
indicators are significantly correlated with growth through botih
investment and efficiency. Moreover, many of these partial
correlation remain strong after controiling for initial conditions,
dummy variables for Africa and Latin America, and measufes of
monetary, fiscal and trade performance. Their analysis suggests
that it is empirically important to identify which financial
intermediaries are doing the intermediation and to whom the
financial system 1s gllocating credit rather than simply using
proxies for the overall size of the financlial system, as has been
common in past studies. The four main measures of the size of the

fipancial system includes the followings:

"H4¥; The ratio of M; to GDF. My is the szum of currency held
putside of the banking system plus demandé deposit at
Com:. . .41 Banks.

LLY; The ratio of liguid liabilities of financial system to
GDP. Liguid liabilities egquals. M1
plus interest Dbearing liabkilities of the banking
systems, plus demand deposits and interest bearing
liabilities of the non-bank financial intermediaries,
e.g, saving banks, postal savings - institutiong, finance
companies etc.

OLLY; The ratio of guasi-ligquid iiabiiities of the financial

system to GDP. DQuasi - liguid liakilities equals liguid
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liabilities minus Hl'

A
T
50

The ratio of claims on the private sector by the Central

Rank and Deposit Money bank to Gnp"?

Mark and Andrew {(1991) on their part consider the relationship
between finance and growth and the appropriate role of government
policy. Many economists have stressed how problems of a systematic
information and contract enforcement impede the functioning of
financial markets in developing countries. Gertler and Rose flesh
Lhese theories out to make them relevant to pelicy makers. They
explains that informalion gaps and enforcement frictions introduce
a premium in the cost of external funds. Factors such as the
borrowars financial  health, the efficiency of financial
intermediation, and the case of enforcing private contracts govern
the =size of this premium. How financial factors contributes to
development may be understood along these lines. As for financial
st ructures, financial contracts and institutions ocught ideally to
be designed to minimize this premium.

What Aare the partial implications for policy makers?

According to them, a large decentralised capital market is
optional. Tncentive problems may inhibit the functioning of
financial markels, but the most direct way for the government to
mitigate lthem is to provide an efficient system for eniorcing
contracts. Publicly managing credits flow is likely only to make
investments more efficient, but creating incentives problems. To
the extent that some sector merit public assistance, tax credits or

subsidies in conjunction with the private allocation of credits is
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preferable to directly regulating credits flows. The government
should refrain from active involvement in the credit business,
except to act as lender of last resort in times of widespread
financial crisis.
They argued that liberalization of financial market
alone is not a panacea. And that financial and real development
must be a joint product. Liberalization can enhance growth, but
successful liberalization requires a viable borrowing class;
governments that slow liberalization when borrowers' net worth is
under pressure and accelsrate it when the real economy is thriving
are likely to experience more successful financial reforms.
According to Gertler and Rose "financialisation appears to

accompany growth in the real sector"d,

They alsc argued that as an
economy developed, non-bank intermediaries crop up, offering
borrowers and lenders 3 greater range of opinions. Secondly, that
more capital tends toc flow in from abrecad, in centrast to the
prediction of the simple neo-classical model. They posit that
across the developing countries, the ratio of external borrowing
to GDP tend to rise with GDP?. And that the composition shifts
from public sources to private sources.

They further stressed that "as development proceeds further,
markets for direct debt and equity emerged“5 And so, the variety
and magnitude of financial institutions and services continue to
grow, improving the allocation of saving and investment.

Finally, Gertler and Rose's analysis suggests a symbictic
Y

relationship between finance and growth. They said "Development of
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the real sector tend ro reduce the premium attached to external
finance, which in turn serves to stimulate further devalopﬁent“6
According to them, several broad empirical regularities are
associated wilh this process; evolution from self-finance 1o
exterpnal finance; development of intermediation, and subseguent
development of markets for direct credit; increased access to World
Capital Markels; and finally, narrowing of the spread between loan
and deposit rates, along with a rise in the risk-less rate.

Rose {1996} is ancther notable researcher on the relationship
between economic growth and fipancial deepening. Levine argued
that the preponderance of theoretical reascning and empirical
evidence suggests a pesitive, first order relationship between
financial development and economic growth. There is even evidence
that the level of financial development is a good predictor of
future rates of economic growth, capital accumulation and
technological change.

Moreover, cross-country, case study, industry level and firm
level analysis documen! extensive periods when financial
developmen! {or the lack thereof) crucially affects the speed and
pattern of economic development. He explains what the financial
system does and how it affects, and is affected by economic growth,
Theory =suggests that financial instruments, markets, and
institutions arise to mitigate the effects of information and
transactions costs. A growing literatures shows that differences
in how well financial system reduce information and itransaction

cost influence saving rates, investment decision, technclogical
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innovation, and long-run growth ratss.

A less developed theoreticail literature shows how changes in
eccnomic activity can influence financial systems. Levine
advocated s functional appreoach to understanding the role of
financial systems in economic growth. This approach focuses on the
tiers hetween growth and the quality of the functions provided by
the financial instrumeni, such as money, or a particular
institution, such as a bank. Instead, he address the more
comprehensive, and difficult guestion; What is the relationship
between financial structures and the functioning of the financial
system? Aconrding to him, the primary function of finance to
economic ¢growth can be bhroken into five basic functions, which
includes;

- to facilitate the trading, hedging, diversifying, and

pocling of risks.

- to allocate resources,

- te monitor manager and exert corporate control,

- to mobilize savings, and

- to facilitate the exchange of goods and services.

He in addition posit the foliowing as pattern of financial
development;
- "financial intermediaries get larger as measured by the
total assets or liabilities of financial intermediaries
ralative to GIP;

- bank grew relative to the Central Bank in allocating
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credits;

- non-banks - such as Insurance companies, investment
banks, finance companies and private pension funds grows
in importance; and

- stock markets became larger, as measured by markets
capitalization relative to GDP, and more liguid, as
measured by trading relative GDP, and capitalization, and
stock price variability"7.

He concludes "T believe that we will not have a sufficient
understanding of long-run economic growth until we understand the
evolution and functioning of financial 5ystams"8. He further
stressed that conclusion about financial development and iong-run
economic growth has an important coreollary; although financial
panics and recession are critically important issues, the finance -

growth link goes beyond the relationship between finance and
shorter term fluctuations.

Yaviz and Hecter (19%3) on their own present a simulation
model {applied to Urugudy and implemented in Javelin) that permits
analysis of the interaction between a financial system and the
economic snvironment in which it operates. This model allows the
user to compute and project the indicators necessary to monitor the
performance of a financial institution and to examine how those

indicators respond to economic change.

Boray and Sierra developed a tool that uses a time serieg that

shows developing trend lines. The model requires an adequate level
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of detail and consistency of content, interpretation, and
presentation of the financial and sconomic data, plus an adequate
grouping of banks to ensure that comparisons are between like
sntities. According to them, "the model should be useful to
financial analysts”™ that need to plan and ftorecast for growth and
profits of a financial instituticn, or a group of them, and that
are interested in capturing the linkages with the macro-economy in
a fully consistent framework. It should also be valuable to
economists interested in assessing the viability of the financial
system, and in particular in assessing the impact of financial
restructuring"g.

Oyejide {1994)'s argument on the relationship between econcmic
growth and financial deepening is along the same line of argument
by Ross Levine (1996) as stated above. He stressed the symbiotic
relaticnship between financial deepening and economic growth.

He said "“the thecoretical insights about the two way
relationship between financial deepening and economic growth have
generated several empirically observed patterns ¢f finance - growth
linkages".in. He said that this linkage pattern offers some
lessons for a developing country such as Nigeria which badly need
some way of digging itself out of a deep economic "hcole". As
prereguisite for financial and economic growth recovery in the
context of contemporary Nigeria, Oyejide suggests that financial
reforms policies that liberalize financial market should ultimately
enhance sconomic growbth. But that the magnitude of their

effectiveness would depend on the existence of a viable borrowing
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class, i.e a large group of credit worthy borrowers who are not
discouraged by the prevailing premium for external finance. Thus,
financial reforms and market liberalization would be more effective
if they were accompanied by other policies that directly stimulate
real seclor growth and enhance overall macro-economic stability.

Oyejide's suggestion is in consonance with Mckinnon - Shaw and
Fry's approach {or the "monetarist's position). When the financial
systam/market was deregulated in Nigeria during the era of
Structural Adjustment Programme (SAP) in 1987, this reforms were
not accompanised by other policies that directly stimulate real
sector growth and enhanced overall macro-sconomic stability in the
country. The new reforms, {(liberalization) merely enhanced growth
in the commercial secior of the economy. They were phenomenal hike
in lending rates by banks coupled with a short term - repayments of
loans. Therefore, investors were compelled to invest in the
commercial seclor where quick turnover could be achieved, to the
dgetriment of the real sector development, Hence, the ecconomy
depend on commission received from the expatriate firms in the
mining sector, and the commercial sector blossom to the neglect of
the real sector growth, The resuilt of this phenomenon is the
current economic crisis which Nigeria is plunged in.

Finally, Oye=jide stressed that confidence, absence cof
disruptions and relative certainty are obviously necessary for the
functioning of a financial system. And that when confidence
breakdown, disruption occurs and general uncertainties prevails,

financial markels and transaction contracts, and, in the process,
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they shrink rather tham facilitating real sector econemic
activities. And hence, if the public confidence are eroded in the
financial system, a sustained crisis is ensued. It is on this
ground, that the Federal Government of WNigeria in recent time
decided to take a series of measures to restore sanity to the
country's financial crisis. Failed Bank Decree were enacted and
adegual ¢ machinery were put in place to restore public confidence
on the Nigeria's financial sector. So¢ far, evidences have proved
that & lob of success have been achieved to some extent in the
counltry's financial sector.

Faview of empirical literatures as above shows evidences that
financial deepening is an important factor in growth process in
modern economies, both developed and underdeveloped. That a
repressed financial system negaltively affects growth process. And
s0, a fTinancial deepened economy is tc a large sxtent, a growing
economy. This presupposes that there is a symbiotic relationship
hetween financial deepening and economic growth. No wonder,
Nigeria Government in recognition of this fact, decided to take
steps to strengthen and redeem her already "distressed" banks off

from total collapse in recent time.

Z.4 EMPIRICAL STUNTES

John {1996) investigated the relationship between eccnomic
growth and financial deepening in developing economies., Using the
Granger Causality test for twenty two (22} developing economies.

The result suggest that for eight (8) of the twenty-two (22}
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countries, financial deepening and economic growth appears tc be
determined contemporaneously; that 1s, the null hypothesis 1is
rejected in both directions. That financial deepening promotes
economic growth is supported in five cases at 5% level of
significance {the Philippines, the Dominican Republic, Ei-Salvador,
Jamaica and Malaysia) and a further two cases {Hepal and Thailand)
at 10% level of sigrnificance; that is, in these cases there is

" e of unidirsctional Causality from financial deepening to
sconomic growth., His result further shows that the structuralist's
position was supported in the case of Mexico only, where negative
unidirectional Causality from f{inancial deepening to growth is
datected.

John's investigation alsc shows that unidirectional Causality
from economic growth to financial deepening was indicated in four
countries at 5% level of significance i.e. {Myammar, Peru, Uruguay
and Korea) and in 2 further two countries at 10% level (Guatemala
aind Paraguay). In twe countries (Jamaica and Venezuela)} there
appear to be feed hack effects betwsen financial deepening and
economi¢ growth the result further shows.

Mark and Andrew {1991} attempted to establish a broad
empirical characterization of the reiationship between ifinancial
depth and real Fer Capital Incoms. They examined correlation
hetween the {log of the) level of {real per capital dollar income),
and the {log of the} rativ of credits to GDP. They found a strong
evidence of a positive correiation; countries with higher income

have deeper financial system. Again, they stressed that their work
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is mainly descriptive, so that the causal interpretation of their
findings was unclear.

Gertler and Ross in their empirical work, the coefficients are
estimated in a simple regression of the log of the ratio of credits
(or quasi-money) on a constant and the log of real per capita
income measured in American Dollars. In a bench-mark result, the
slopes are positive and significant in both econcmic and
statistical terms. They estimated that a one per cent increase in
the ratio of private credits to GDP of 0.42%; the comparable
increase in the ratio of guasi-money to GDP is similar; 0.56%.
Their results alsc shows that the intercept of both equations are
significantly negative at conventicnal significant levels. Their
results is also true in virtually all perturbations of the basic
egquationg and it is quite robust to a variety of perturbations of
the basic framework.

Generally Gertler and Ross's findings of a positive
relationship between real income and the credit/income ratio is
robust with one exception, And this could be found when they take
the first differences of the data, they find a strong negative
relationship hetween the variables of interest rats.

Tn a cross country studies, Goldsmith (1969) uses the value of
financial intermediary assets divided by GDP to gauge financial
development under the assumption that the size of the fimancial
system is positively correlated with the provision and gqguality of
financial services. Using data on 35 countries from 1960 to 1963

He finds;
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{1} "... a rough parallelism can be observed between economic and
financial development if periods of several decades are
considered", and

{Z} "... there are even indicators in the few countries for which
the data are available that periods of more rapid economic
growth have been accompanied, though not without exception, by
an above average rate of financial developmant“l1
Goldsmith's work however, has several weaknesses;

{(a) the investigation involves limited cbservation on only 35
countries;

{b}) it does not systematically contrecl for other factors
influencing economic growth;

{c]) it does not examine whether financial development is
associated with productivity growth and capital accumulation;

(d) the size of financial intermediaries may not accurately
measure the functioning of the financial system; and

(e) the cluse association between the size of the financial system
and economic growth does not identify the direction of
causuality.

Tn order 1o address some of these weaknesses, a number of
ragearchers have taken steps in recent times, for example King and
Tevine {1993, a,b,c) study B0 ceountries over the period 1960 -
1989, systematically control for other factors affecting long-run
growlh, examine Lhe capital accumulation and productivity growth
channels, ccnstruclt additional measures of the level of financial

development to predicts long-run economic growth, capital
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accumulation, and productivity growth. They use four measures of
"the level of financial development"™ to more precisely measure the
functioning of the financial system than Goldsmith's size measure.
The first measure, DEPTH, measures the size of financial
intermediaries and equals liquid liabilities of the financial
system (currency pius demand and interest bearing liabilities of
banks and non-banks financial intermediaries) divided by GDP. This
shows that citizens of richest countries held about two thirds of
a year's income in liquid assets in formal financial
intermediaries, while citizens of the poorest countries held cnly
a guarter of a year's income in liquid assels. This investigation
shows that there is a strong correlation between real per capita
GNP and DEPTH. The second measure of financial development, BANK,
measures the degres to which the Central Bank versus commercial
banks are allocating credits. BANK equals the ratic of bank credit
divided by bank credits plus Central Bank domestic assets. The
intuition underlying this measure is that banks are more likely to
provide the five financial functions than Central banks. And that
BANK is grealer than 90 percent in the richest quartile countries.
Tn contrast commercial banks and Central banks allccates about the
same amount of credits in the poorest gquartile of countries. The
third and forth measures partially address concerns about the
allocation of credits. The third measures, PRIVATE, equals the
ratio of credits allocated to private enterprises to total domestic
credits (excluding credit to banks). The forth measure, PRIVY,

equals credit to private enterprises divided by GDP. The
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assumption underlying these measure is that financial systems that
allocate more credit to private firms are more engaged in
researching firms, exerting corporate control, providing risk
management services, mobilising savings, and facilitating
transactions than financial system that simply fund credit to the
government or state own enterprises. This study shows that there
is a positive, statistically significant correlation between real
par capita GDP and the extent to which lcans are directed to the
privale sector.

King and Levine (1993} then asses the strength of the
relationzhip between each of these four indicators of the level of
Financial development averaged over the 1960-1989 period, and find
three growth indicators also averaged over the 1960-1989 period.
The three growth indicators are as follows:

(1 Lhe average rate of real per capita GDP growth,

-

{2) Lhe average rate of growth in capital stock per person, and

{3} total productivity growth, which is a "slow residual” defined
as real per capital GDP growth minus (0.3) times the growth
rate of capital stock. Tn other words, if F{i) represent the
value of the ith indicator of fimancial development {DEPTH,
BANE, PRIVY, PRIVATE) average over the period 1960-198%, G{i)
represents the value of jth growth indicator {per capita GDP
growth, per capital stock-growth, or productivity growth)
avaraged over the period 1960-1989, and x represents a matrix
of conditioning information to control for other {factors

associated with eccnomic growth {e.g. income per capita,
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education, political stability, indicators of sxchange rate,
frade, fiscal and monstary policy), then the following twelve
(iZ}y .. - . . sre rvun on a cross section of 77 countries;
G{j) = a + BP{i) + FX + £ ... .. ...... (13)

King and Levine posit that there is a strong positive

relationship between each c¢f the four financial development

indicators, F{i}, and the three growth imdicators (G(3i}, long
run real per capita growth rates, capital accumulation and

Br T .ty growth. Their test shows that not only are all

the financial development coefficients, B,s statistically

gignificantly, but that the size of the coefficients, imply an

TN Soally important relationship.

Finally, EKing and Levine's results, plus theoss from more
sophisticated time series studies, suggest that the initial level
pf financial developmeut 1s a good predictor of subsequent rates of
aconomic growth, physical, capital accumulation, and economic
efficiency improvements over the next 30 vyears even after
controliing for income, education, political stability, and
weasures of monetary, trade and fiscal policy.

The madel for Tthis study has, to some extent taken care of
some of the limitation cited on Goldsmith's work {Goldsmith 1969},
which King and lLevine tried to address, Goldsmith's investigation
is carried out for ¢ross country's study, but this research work
basically utilize a4 stationery time series data c¢n the relationship
between financial deepening and economic growth in Nigeria only.

The areas of studies for the two differs, therefore, some of the
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weaknesses of Goldsmith's work may not be very relevant to this
work. Naevertheless, the research model has systematically
controlled other factors that influence economic growth apart irom
financial deepening. Tt is expected that the normally distributed
error term {or the disturbance term) in eguation 2,3,4 and 6 in the
models has Laken care of this., The study has also examined whether
Tinancial developmen! is associaled with productivity and capital
accumnlation. The emphasis of this work is not concerned with the
size of the {inancial intermediaries as mezsures of the functioning
of the financial system, but rather on the causuality tsst between
financial deepening and economic growth in Nigeria. Hence, the
adoption of the Granger technigques in testing the causality between
the two variables using the aulo-regressive time series model {i.e.
sgqual ion 4 and & respectively). Although, the model does not take
cara of the various financial measures or indicators (DEPTH, BANK,
PRIVY, PRIVATE), & more realistic measure were be adopted to gauge
for financial deepening (e.g. total deposits/liabilities of banks
and non-bank financial system divided by GDP}. The results of the
various tests were then used for analysis of the research.
However, it is important to note that less or nothing perse,
ig done empirically on the relationship between financial deepening
and aconomic growth, using bLthe Nigerian data. Oyejide (19%4)
merely looked at 'he Nigeria's financial system and economic growth
replicated Gertler and Rose (1991)'s result that a fairly robust
empirical finding is thal a one percent increase in real per

capital income is typically asscciated with approximately with a
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.I.h percent increase in various financial deepening measures. Ue
did not test this result empiricaliy using the Nigerian data to
ascertain the true relationship between financial deepening and
economic growth in Wigeria. His work is more of descriptive
analysis than guantitative.

This research has therefore locked at the relationship between
financial deepeuing and economic growth using the gquantitative
tachnigues on the Wigeria data to ascertain the true reiationship
hetween the two variables., Although, empirical robust evidences
ware found by researchers the world over of the two way causaiity
running hatween fin- -1zl deepening and growth, this study has
shown empirically, using the Nigeria's data of the true
relationship between the variablegs using the appropriate
sconometric tools bto know if the results would correspond with
earlier research findings. Hence, this research work is the first
of its kKind using the Nigeria's data and has thersfore provide a

gond material for references hy subseguent researchers.
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Chapter 3
3.0 AN CVERVIEW OF THE ECONOMY

3.3 TRERDS TN THE NTGERTAN ECONOMIC GROWTH

The Nigerian sconomic growth exhibits an unstable and long-run
declining character since independsnce even to the contemporal
time. Arguing along the line of the "vent for surplus thesis" the
pre-independence Nigerian sconomic growth was predominantly
influenced by the opening of the ecanomy to international trade by
the influx of the Western imperialist on the Nigerian shore.

Tt was argusd that in the pre-colenial sera, the Nigerian
sconomy was undiversified, mainly agricultural activities which was
eszentially a suhsistence one. And as such, there was no challenge
for growth, Bat with the influx of Western culture there was the
apening up of Lhe economy Lo international trade. Tnternational
trade then provided the market for the agricultural products. Ths
peasant Tarmers responded by tLhe increased demand to expand their
resoiurces and thereby increasing agricultural output. Hence,
product ian was na longaer for subsistence but for exports. And as
a resull of this development specialigation became visible. People
atartad moving from the agricultural sector in the rural areas to
the urhan centres for trading and other commercial activities. The
acunumy became more diversified, a shift from agricultural sector
to wolher sectors, such as mining, transportation, insurance,
banking, just to mention a few. The immediate result of this is
the accumulalion of investible surplus which provided the impetus
far develapment, and as such, the economy became more dynamic and
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diversified.

The above thesis provide an understanding of the Nigerian pre-
independence economic growth., The Nigerian economic growth in the
independanice era was essentially dominated by the growth in the
agricultural sector. The economy generated a lot of income from
the experts of agricultural produce such as groundnuts, cocea,
coffee, palm produce, etc. The country depended solely on the
agricultural sector, even after independence, until the discovery
of 01l deposits in a commercial quantities in the 70's.

One important issue to know about the Nigerian economic growth
ig that it exhibit an unstable and long-run declining character,
especially since independencs. Five distinct phases can be
detected in our growth circle. The economy growth was relatively
iow, but dynamic in the 1960s, but Show an exponetial trend in
19708 and collapse by the beginning of the 1980s (Dike E., 19891},
This of course depicts the feature of an economy whose growth is
hinged on raw material! extraction and sxports. Phase one Span
1960-1966. The growth performance of the economy during this time,
was a carryover from the colonial period when agriculture
production dominated WNigerian gross domestic product (GDP), though
industry was expanding its base that is the import substitution
type. Phase two constitutes the Biafran Civil War (1967-1%98695).
This period exhibit a trough in GDP expansion due to the
dilapidation of some important infrastructures resulting from the
civil war. The 1970's through 1980 mark the emergence and

expansion of the "oil economy" proper. The entire period can be
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splitted into two distinct phases. Phase three therefore is 1970-
1973, which constitutes the perieced of post-civil war
reconstruction, the beginning of the collapse of agriculture and
inception of oil based economic dynamic praoper. Phase four, 1974-
1980 depicts the Nigeria's golden age of o0il', Finally, phase
five, 1581-85 is characterised by the collapse of the oil economy
due to the fall in the price of crude o0il in the world market, and
the inception into the open of the on going eccnomic crisis (Enwere
D. 1991).

Far the period, 19860-1985, existing GOP growth estimates range
between 2% and 43, which shows an unstable growth, besides, the
growth tempo has shown & long-run declining trend, Several factors
have been identified for the long-term growth performance of the
ecanomy as observed here. Some of these fFactors identified in
recent economic literatures [or long-term growth performance of the
Iess developed couniries, among others includes; {(a) domestic
saving capacity; (b} structure and dynamics of human capital
formation, which represent the pace of technological changes {c)
demographic dynamics, {(4d) export performance; and {(e) the external
debht burden. Tt is postulated that growth in variables {a), (b)
and {d) enlances long term growth performance; in contrast, growth
in {¢) and (&) undermines that process.

2n empirical analysis conducted by Enwere Dike (1991) on the
Wigerian GDP gygrowth rate as a function of the above variables
between 1960-1385, and 1%70-1985, on Nigeria data shows that export

growth stands out as the major factor propelling Nigerian econcmic
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growth as other variables mostly shows negative coefficients. In
the 1970-1985 pericd, a 10% point increase in esxport growth rate
tended Lo boost the capita GOP growth rate by 7.1% points. On the
aother hand, harassing external debt and deficiencies on human
capital formation have constituted the major impediments to the
long=run growth of the economy.

Fe further pointed ocut that the negative growth rates in GOP
of the early 1980s sre lraced largely te the collapse in capital
investment, underfaid by rising external debt burden and overall
dvrop in efficiency of factor utilization. Tn the 1970s, he said,
“"the high growth rates in GDP were almost entirely generated by
equally high growth rates in investment and employment"® .

Capital accumulation (expansien in Capital Stock and
smployment } and economic growth are associated often by economists.
Bul if bhat process was not accompanied by technological progress,
4s seams the case in Nigeria economic growth, the economy would in
the lang-run experience a movement towards the “"statiocnary®™ State.

Tn a4 nulshell therefore, factors identified as limiting the
process of economic growth in Nigeria are; low domestic Saving
Capacity; low level of technology; high population growth rates;
and the rising external debt burdens. The low domestic saving
capacity can be traced from the failures of the Nigerian financial
system to effactively perform its role of financial intermediation

in the economy.
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3.2 GROWTH OF FINANCIAL TNSTITUTIONS IN NIGERIA

As a catalyst in the process of economic growth and
development, the Nigerian financial system has become increasingly
desp, broad and sophisticated. Over the last few decades, it has
undergone remarkable changes in terms of number and ownership
structure of its institutions, the dspth and breath of the markets
aindd the sophistication of the regulatory framework within which the
system operates.

The graowth of the Nigerian financial system can be better
appreciated along its regulatory framework. Now, what is a
Financial system of a country?

An economy's financial system is the framwork within which
capital formation take place through the intermediation of
financial institutions. A typical financial system is made up of
a network of banks and non-bank financial institutions including
financial markels on one part and the rsgulatory body on the other.

The Nigerian financial system comprises the Central Bank of
Nigeria (CBN) the Federal Ministry cof Finance {(FMF) the Nigerian
Deposit Tnsurance Corporation (NDIC), the banking sector and the
non-hank financial! institutioms. The banking sector consists of
the Commercial and the Merchant Banks as well as the development
financial institutions. The non-bank financial institutions
include finance houses, insurance companies, pension funds and
mortgage institulions. Others are Lhe Securities and Exchange
Commission {SEC), the Nigerian Stock Exchange {(NSE), Stock brokers,

registrars and discount houses.
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The growth and development of the Nigerian financial system,
especially the banking system has been very rapid interms of number
and structures. The commercial banking is relatively old and well
known business in Nigeria, As far as 1912, the year of the
establishment of the Wes! African Currency Board, an expatriate
bank, the Bank of British West Africa {now Standard Bank of West
Ririca) was already in existence. The Hisotry of Commerical
banking as we know today, therefore goes back at least sixty years,

Until about the end of the thirties, the business of
commercial banking (which was the first financial institution tc
develcpe in Nigeria) in Nigeria was in the hands of the expatriate
banks - the Bank of British West Africa and Barclary Bank
Domicican, Colonial and Over-seas., The first indegencus bank -
Wational Bank of Nigeria Limited - was established in 1933. This
was followed by the appearance of other indigenous banks; the
Aghbonmagbe Rank {now Wema Bank) in 1945, the Nigerian Penny Bank,
the African Continental Bank, all of which were formed in 1947. 1In
1649, another expatriate bank, the British and French Bank was
established in the Country.

The present financial structure had its rocots in the 1950s
following the promulgation of the banking Ordinance in 1952 and the
establishment of the Central Bank of Nigeria in 1958, Both
developments resulted from the adoption of the recommendation of
the Paton inguiry Panel established in 1%48 by the Colonial
administration to examine the causes of massive bank failures

experienced during that period. Thal was the first attempt mads to
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review the nation's financial system.

The eostablishment of the Central Bank of Nigeria and the
altainments of political independence in 1960 enabled some
conscicus attempts to be made to develop some formal financial
markets - the money market in 1960 and the Lagos Stock Exchange in
1961. The first ten years of independence witnessed the central
bank alt work, initiating, executing and monitoring monetary and
banking policies in conjunction with the Federal Ministry of
Finance. During this time, the banking system was dominated by
commercial banks which were predominantly foreign owned. The major
features of the banks were branch banking, conservative banking
postures, urban hanking orientation and risk-aversion. The first
monetary circular was issued in 1969 whilst a new comprehensive
hanking decree was also promuigated the same year toc serve a
guidelines for establishing and conducting banking business in
Nigeria.

Tn the mid 1970s, Lha nation was awash with petro-dollar.
Rowever, lhe conservative posture of a large number of existing
Financial institutions, coupled with ipadeguate fimancial
infrastrustrures, prompted government o set up a committee to
review the nation's financial system having realised the important
role the system can play in the real development of the country.
Tn this regard, attempt has been made to examine the two major
committees se! up by the government in 1%78& and 19886 to review the
nalion®s Tinancial! system and their implementation to underscore

the growth and development of the Wigerian financial system.
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tet in achieving significant transtormation of the

wm

rural sectasr; snd
asglat in ichieving greater inter-linkages in

agricalliure, comm=rce and industiry.

Apeanga® its many recommendations, the Federal Government

arrepted the following Lo be implemented;

-

.
Faw 3

the establishment of 4 security and Exchange Commission.

'he establishment of the Nigerian Stock Exchange with

hranches in T.agos, Kaduna and Peort-Harcourt;

Sfate angd Iacal governments 35 well as gtate-owned

corperal tong Yo be encouraged to Fleat their bends in the

sacur il ies markels,

45 part af the offart 1o improve Lhe aoneltary management

advisory fuuctions of the Cenira! bank, all financial

inatituticons are regquired t¢ make returns of financial

atatiztics Yo the Central Bank of Wigeria;

selting up more commercial bank branches in the rural

areas of the country;

4 cunpréehensive programme for training and manpower

Yevelnpmenl in the hanking system;

strenghtening o the banking legislation te reflect the

YTatinelicn in practise hetwsen commercial and merchant

hankea, and

| nereazed hank ing supervizion and regulation t¢ encourage
: r

apaciatigalion of financlal imstitutions,

iplewent 3t on of the above recommendation ook immediate



ages. Wowever, following Lhe collapse of

¢ . CHl S - - . T—— - -
1 Tert W u aEnss in Uu.‘!.‘.-?!-.‘. 5

-

the intarnaticnal oil market in mid-79827, the econnmy began Lo
nnse—dnse wilh coansequeni ial negative impacts on the financial
sfstem, Ry Ihw snd oF 79%5, it becams evident that the eccnomy had
e vestiuctured fnoarder to overcome monumental problems such as

Thaae peaed Dy lowWw sconomic growlth, unemployment, the debt burden

Aud the fundamental ipbalance in the siructure of production and

TE=Z 1SER REFORM OF TERE FTINANCIAL SEYETEM

The 1985 relfarm of Lhe flnancial sector was part of an coversll
siructura’ adjuatment programme of the whole aconcmy expectedly,
e flnancial sector was given a place of prids in the
ian f 'he intergrated policies of the reform. In the
waln, the obis tives were o emphaszis grice mechanism as means of
“treoaghtening government dJdemand management policies; encourage a

sehange tale for the naira; replace administrative

htrole #ith @market foroes; and attempt to rationalise pubiic
wnlte grices
Fr T938 throngh 1933, the reforms cut accross all subsectors

0 The fioancial gyatem. The first was the deregulation of the
Tureiga exchangs adrkat, The muveament lLowards an appropriate
pvicing of toreign exchange based om the demand and supply
5i0atian was Tlrat made Mhrough Uhe sstablishment of a second-lier

f ¥1: H:_..J'Ei :-‘.d;.?i.-'jn‘._',,“-: mal :':?tt 5 34 SE"?.F‘..’R?JF}Y :‘,g‘:h, 1986 {PEtBl’ Nu UI'ROE'},
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B;. Friar 'o that time, the governsent controlled the exchange



rate over a period of time. The rate was generally believed to
have over-valuead the main and consequently, the demand for foreign
exchange to import soared. Between 1986 and 1993, several
variations of Lhe floating exchange rate mechanisms were tried in
the management of the market. These included the two tier regimes,
the Tutch auction system and the inter-bank system which was
introduced on March §, 19%2, Another new dimension was the
introduction and licensing of bureaux de change in 1991. This was
done to accord legal recognition to small dealers in foreign
=xchange and provide free a ccoess te foreign exchange by small
buyers.

Another remarkable aspect of the reform was the deregulaticn
of interest rates in August, 1987,. With this singular action,
banks were given free hand in determining their deposit and lending
rates according to market forces. However, at various times
between 1988 and 1993, the monetary authorities in a bid tc stem
abuses and unnecessary high interest rates, capped the spread
hetwaen depasit and lending rates.

Also, as part of the reform package, there was deliberate
affart to encourage the emergences of new instituticns both into
the banking and non-banking sectors of the financial system. In
the banking sub-sector the procedure for licensing new banks was
eased to stimulate the growth of banks. To provide banking services
e the poar and others who had no access tc the conventional banks,
two innovative banking sub-system were created, the people's Rank

of Nigeria and the Community Banks in 1989 and 1930, respectively.
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Tn the non-banking financial sub-sector, new institutions such as
finance companies and primary mortgage institutions were
established to top the opportunities occasioned by the deregulation
of the financial system.

Quite a sizable number of companies had their shares floated
on the stock exchange as a result of either government
privatization of estwhile government corporations or the existence
of the second-tier market with less stringent conditiong than the
first-tier market and consequently, the number of stock brokesrage
firms, investment advisers and of stock exchanges nationwide
increased.

Concurrent ly as these institutional developments were taking
rlace, new supervisory, regulatory and legislative arrangements
aimed at strengthening the financial system and most especially,
promoting safe and sound banking practices were introduced.
Notably in 1988, government, through the promulgation of Decree No
272, established the Nigeria Deposit Insurance Corporation to insure
depositors' fund and enhance banking supervision, In 19%0, the
central bank of Nigeria issued some directives to banks aimed at
anhancing their capital base and professiconalism in bank lending as
well as provisioning for non-performing credits, The last
constituted the prudential regulation which was a landmark,
especially as regards income and loss recognition in the Nigerian
banking industry. To crown it si1l, the Central Bank Decree No 24
of 1991 and the Banks and other Financial Institution (BOFT) Decree

Mo 25 of 1991 were promulgated to strenghten the foundation for an
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afficient and sound financial sector. The laws became necessary,
firstly because of the need to consclidate and harmonize the
numerous amendments to the exisiting banking laws. Secondly, the
new laws constiluted an important component of the broadsr
programme of financial sector reforms aimed at promoting
competition and efficiency in the country's financial system.

The other subsectors of the system were equally subjected to
new regulations and negulatory bodies. For instance the National
Board for Community Banks was established to regulate the community
banks whilst the Federal Mortgage Bank of Nigeria alsc changed role
to that of regulator of primary mortgage institutions. Regulation
of finance companies was done by both the Central Bank and the
Security and EXchange Commission. And within the insurance sub-
sector, the National Insurance Supevisory Board was created as an
additional supervisory body of the industry.

Lastly, we considered the mconetary and credit management under
the reform., From the inception of the reform in 1986, the need to
curb excessive bank credit expansion of the economy (and most
especially to government) was recognised in order to maintain an
appropriate monetary growth which could ensure stability in both
the domestic and sxternal sectors of the economy. To this end, the
prrmissible rate of increase in licensed bank's lcans and advance
was generally reduced over the years of the reform except in 1988
when there was the need to stimulate growth and reduce
memployment . Inaddition direct credit ceilings, a series of

indirsct measurers toc control banks' ability to extending new
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credit were applied. These measures incliuded of the naira
counterpart of outstanding external payment arears; mopping of
excess ligquidity through the issuance of stabilization securities
since Cctober, 19%0; increases in commercial banks' cash ratio
reguirement and introduction of the same requirement for merchant
banks; transfers of public sector accounts from the commercial and
merchant banks to the Central Bank in May-June 1989; and the
prohibition of commercial and merchant banks from adopting foreign
guarrantees and or foreign currency deposits as collateral for
domestic loans dencminated in naira.

At the begining of September, 1992, the indirect method of
credit and monetary control recieved a boost with the selective
l1ifting of credit ceiling for healthy banks.

The implementaticns of beth the 1976 and 1986 Nigeria
Financial Reviews brought about a remarkable changes and progress
in the growth and development of the country's financial system.
The 1876 financial system review was the first and so far the only
comprehensive effort at the reform of the financial system. The
implementation of the recommendation of the committee that waré
created by government no doubt improved the financial system
considerably.

Tn the money market, the committee recommended the extension
of banking offices and banking credit to the rural areas where the
majority of our people reside. The recommendation was implemented
through the Rural Banking Scheme (RBS) introduced by the Central

Bank of Nigeria in 1977. Although the Rural Banking Scheme had its

61



prohlems between 1977 and 1989, rurai bank branches grew from 13 to
756|indicating an average yearly growth rate of ahout 76 per cent
(Peéer N. Umoh {1995%}. Unfortunately however, the same cannot be
said of credit to the rural communities in which the branches
aperated.

The recommendations calling for the strenghtening of banking
regulation and supervision led to a number of changes in the
Central Bank of Nigeria including multiple Deputy Governors {DGs)
as opposed to one Director General, in addition to increased
attensicn and protect depositors that the Nigerian Deposit
insurance corporalion was established in 1988 to complement the
Central Bank'z efforts in this regard.

The Committee called for a c¢lear distinction betwesn ths
gperations of the commercial and merchant banks and lamented the
unwillingness of the latter to extend medium to long-term credit
for development. Consegquently, the Central Bank of WNigeria in
implementing the recommendation stipulated vyearly, the maximum
lavels of short-term credit toc be extended by merchant banks.
w07, " such stipulations may have been met on paper, the truth is
that merchant banks as before the committes report impismentation
have been cperating like commercial banks at the short-term end of

the market.

The implementation of other recommendations of the committee
in the money market brought about serious breakthroughs in the

operations and functioning of the markets.
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Tn the capital market, the capital Issues Commission was
replaced with the newly established Securities and Exchange
Commission with wider powers, whilst the Nigerian Stock Exchange
(NSE) was created with branches in Port Harcourt and Kaduna to
replace the Lagos Stock Exchange against the recommendation of the
committee to creat Lhree competing exchanges that would share basic
information about the market. The indigenisation of estwhile
foreign companies through the Nigerian Stock Exchange increased
substantially the size and depth of the capital market. However,
state and local governments were unable or unwilling to use the
Nigerian Stock Exchange to float debt instruments as recommended by
the committes unitl the 1980s when a few state governments flcated
development bonds. So far, no significant interest has been shown
by local government to utilise the market to raise development.

On the ctherhands, the implementation of the financial reform
of 1986 brought about a phenomenal growth in the Nigerian financial
system, especially, the banking subsector. The growth of the
financial system during this pericd resuits from the deregulation
of the interest rate, the exchange rate market as well as the
fipancial -institutions as a whole which was the major policy
thrust of the reform. Tn the financial markets, money, the
tradable commcodity has its price adjusted according to market
forces. Such adjustment was of course reflected in interest rate
loan (interest rate) adjusted favourably, banks took advantage of
this to make abnormal profits due to the hike in interest rate

occasioned by the deregulation. As a result of this scenario,
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investors were turned to invest in the banking system. In the same
vein, the deregulation of the foreign exchange market was lucrative
to the banking system. Hence, the era of "new generation" banks
came into being. These banks essentialily were established majorly
for foreign exchange transactions with little or no interest in the
traditional rcles of supply of credits. The implication of this
development in the financial system is the financial repression in
recent times.

The proponents of financial reforms argue that financial
repression, which is a symptom of tight control of the financial
system by government, wculd give way o financial deepening
whenever such economy is subjected to reforms based on the forces
of supply and demand. It is argued that more firms would come intec
the industry thereby increasing the choice options for consumers cf
financial services. Furthermore, improved, efficient, and
competitive services are expected to result from such reforme. All
markets within the system are also expected to ciear at appropriate
market determined rates without undue waste of resources. Finanly,
the overall! financial intermediation index of an economy undergoing
reforn is expected to improve considerably. Given this background,
Appendix 1 shows some sellected indicators of the financial system
when the reforms started and when it peaked.

As showed in Appendix 1, the ratios of financial Assets/GDP
and M2/GDP increased from a low level of 0.8 and 0.4 in 1986 to
2.95 and 1.9 as at the end of 1993 respectively. These shows that

more Nigerians were holding financial assets. Secondly, the use of
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gquasi-money was gaining large support amongst Nigerians. The
sabstantial increase in both savings and time deposits were as a
result of the reforms.

On instituticonal banking, there was a substantial increase in
the number and type of firme in the system. Commercial banks
increased to sixty-six from twenty-nine, merchants banks totalled
fifty-four, branches of People's Banks of Nigeria stood at 271,
primary mortgage institutions numbered 252, whilst community banks
which were non-sxistents in the pre-reform period numbered 874, all
at the end of 1993. 1Inm the ncon-bank financial sub-sector, similar
increase were witnessed; stock brokerage firms increased to 140
from twenty-two, finance companies totalled 310 and the stock
exchanges alsoc doubled to six. Insurance Companies were alsc not
left out, from seventy-two in 1986, the number shot up to 121 as at
the end of 1992, The adoption of indirect method of menetary
control through the use of open market cperation (OMC) had given
birth to a new set of financial institutions - the Discount Houses
which, as at the end of 1993, numbered three, several new financial
services, product, and instruments were introduced by thess
competing institutions, whilst the use of old ones were greatly

enhanced.

In the securities markets, activities in both the primary
markel &= well &3 the secondary market have been on the upward
trend., BSeveral caompanies which had earlisr been unable tc meet the

stringent conditions of the first-tier market had their shares
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listed in the second-tier market. Furthermore, transactions in the
stock exchange went up significantly.

In 1986, the stock exchanges had a total transactions of
22,718 worth WN4%95.6m. By 1993, this had increased tc 40,938
transactions with a value of N804.4m (NDIC Quarterly REview, Volume
5, Number 3, Seplember, 1993}P.39). Even though this was still low
compared with what was obtainable in the developed economies, the
difference between the two periods was significant. TWo new
financial markets were created as a result of the reform - the
Foreign Exchange Markst, and Inter-bank Market. From the above
analysis therefore, one can conveniently conclude that there was
evidence of financial deepening which came as a result of the
reforms of the Wigerian financial sector from 1986.

3.3 CEISTIS TR THE NIGERTAN FINANCTAL 3SYSTEM (ECONOMIC CRISIS AND
RANE PORTFOLTO BRRHAVIOURS)

The incidence of crisis in the financial system is not a
monopaly of Nigeria alome, it occurs in various economies of the
world although the gravity of the problem and the mode of handling
it differs from country to country.

Nigeria have been buffeted with seriocus economic crisis and

the financial service sector is not an exception. Incidence of
crisis in the Nigeria Tinancial system is not a recent develcpment,
but date back to the pre-independence era. As already stated in

I'he previous section that while modern commercial banking commenced
in Nigeria in 18%2, indigenous commercial banking commenced only in
the late 1320s. Financial distress became highly noticeable among
the Wigerian indigenous banks as early as mid 1940s. With time,

66



the colonial authorities realised that the absence of banking
regitlation was largely responsible for this financial! distress.
Consequently, the banking ordinance of 1952 was enacted. Folowing
the implementation of 1952 Banking Ordinance, by 1954, 21 of the 25
indigenous banks had collapsed. The Major causes of the collapse
ol lhese banks were inadegquacy of capital, inexperienced
management, over-lending due to the main toc nationalism, and
intenze compelition from the already established foreign owned
banks. he colonial assessment was that the forces behind thier
distress were internal. Therefore, they were allowed to fail
without any attemp! 1o give them intensive care.

With the benefit of hindsight, the goal! of promoting
indigenous banking development would have been better served, if
financial and technical assistance had been provided to those
banks. Thus, upgrading their managements through merger and
acguisitions or by oulright management take-over, could have been
combined with the provision of financial support to prevent their
collapse. Bult since the promotion of indigenous banking could not,
morally, have been the objective of a colonial government, the
problems of the distressed banks were viewed as purely the result
of their internal weaknesses.

Tt was generally believed that the absence of safety
regulation prior to 1952 that created rooms for financial distress
in Nigeria. 7Tl was on this note that the Central Bank of Nigeria
{CBR), was aestablished in 1959, following the enactment cof the

{CRM} Central Bank of Nigeria ACt of 1958, Since its
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establishment, it has been a prime mover in the Nigerian financial
sector, Tt has acted positively toc accelerate financial
developmen!t in Nigeria.

Since 1360, the Central Bank of Nigeria has widened the mcney
market established and deepened the capital market, and promoted
the astablishment of development banks. With the Banking DEcree of
1989, it was more able to compel! the banks to perform some
developmental Ffunctions. It engineered and serviced the
indigenisation of the Nigerian banking industry. Thus, the period
belween 1970-1988 witnessed increase economic and safety
regulations. But the economic regulations appeared to have
excesded Fheir desirable l1imits by mid 1%70's, while safety
regulations were becoming inadequate.

Tn particular, the oil boom had created new consumption habits
and a culture of corruption has embraced the Nigerian society.
Corrupticon reduces the effectiveness of controls. Consequently,
economic regulations on banks that were earlier appropriate became
undesirable bhecause of the pervasive corruption. As the 0il bocm
waned in mid 1970's the inpappropriatness of Central Bank of
Nigeria's directed credit programme, credit c¢eilings, rural banking
programme, regulated interest and exchange rates, and restricted
bank licensing e.F.c. became clearer with the passage of time.
These policies discouraged compeltition in banking, reduced
profitabhility while increasing risk and encouraged fraud in
banking. FWence, bank crisis heightened again.

Tn 1973, National Bank of Nigeria (NBN), one of the indigenous
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bank then recorded 2 sericus illiquidity preblem. The Central Bank
of Nigeria initiated a3 move for the federal government to take it
over but later seltled for a change in the Managing Director
combined with financial support. Commenting on the rehabilitation
effort of the naticnal bank of Nigeria limited, Bghodagbe says,

"At the climax of Lthis liquidity crisis tor NBN in 1973, CBN,
actuzlly initiated a2 move for the federal government to take it
over. In November, 1973 a NICON facility of N7 million was
testored. Tts clearing facilities were raised to a limit of N10
million per month for the next cne year. As part of the measures
'e save the bank, a2 new expatriate Managing Director for NBN was
appointsed in Neovember, 1973. The federal government of Nigeria
eventually bailed out NBR with a loan of =N30 million in 1974
repayable over 10 years.......+v22.2.... The NBN was revived and
it paid all its indebtedness Yo CBN........... .. it succeeded in
reviving the bank which fully repaid the loan within 3 yearsA“2

Tn spite ¢f the efforts of the federal government tc bail out
the Na!ional Bank of Nigeria Limited from total cellapse, the bank
in less than a decade eventually ccllapsed completely due ig the
internz! weaknesses of the banking industry; fraud, forgeries,
fraudulent lending, violation of authority limits, etc.

The incidence of bank failures became more proncunced since
the introduction of the structural Adjustment Programme {SAP) in
198&, and the deregulation of the financial system in 1987. Since
that time, there has been a phenomenal increase in the number and

type of Tinancial institutions leading toc stiff competetion in the
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industry. This development led tc miany non-bank finance companiss
ta gffer services previocusly reserved for licensed bhanks as well as
engaging in some unethical banking behaviours and services. Tn
addilicn, the banking system was also buffeted by adverse economic
forces including foreign deb! problems of government, large fiscal
deficits, high inflation and slow growth,

The resull of these forces has been Lhe emergence of serious
distress in the banking system which reached a crisis state in May,
1988 after the withdrawsl of treasury funds from the licensed
banks. At the end of 13997, the number aof banks which the Central
Bank of Wigeria and the WNigeria Deposil Insurance cerporation
clagsified ag technically insclvent or dislressed rose from 8 as at
the end of 1991 !n 1& as at the end of 199292. They may weil Le
many more banks al the same period on the margin of distress whcse
aclivities are being closely monitored by the ceniral bank of
Kigeria and lhe Wigeria Deposit Tnsurance Corporatian.

Tn 1994, the Cenlra! Bauk of Nigeria closed some bank, and noen
bank institulicons which were tarminally distressed as part of the
efforts almed al strenghtening the financial system as a whoule,
These comprised Three merchant hanks, one commercial bank and 20
finance companies. Distress in the financial system in general
increased further in 1934 in terms of the number of institutions
regarded ss Jistressed 25 well as the individual financial
conditions a7 facted institutions. For Commercial and Merchant
banks, the nuwber of inalitutions in distress rcse from 10 to 42,

raciuding the 4 hanks thal were closed during the year.
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The zmcanzrio of bank failuress continues over the years till
Valay, Farly this year, tha federsz! government mandaled the
Tenliral Rank of  RKigerisa and the Nigeria Deposit Tnsurance
Tourporation to liguidate 286 bPbanks which cnuld not meet the
recapitalisalion automstum given in the last year's budget, as well
4% those under severes (digtress,

To conchela this asgpect, i1 is important to loox at the
Rigerian Bank's portfolio behaviour and liquidity levels.

Al any lime, sonetary and fiacal authorities is apy economy
ael targel Tevels for inflstion valte, extenal payments balances
{Balanca of paywen!s or exchange rates) and cuput growth, among
dthers, The attainment of these gosls would require Lhat monetary
¢ariables  {money supply, domestic credils, etc) and fiscal
variables (e.g fizscsl deticit, expenditures mix, etc) be kept at
some levels compatible with the target ilavel for the basic econemic
indices, Cnnsegueni iy, the desgirable level of liquidity is
pradetermined and is menitored by the regulatory and superviscry
siulhorities. When the actual ligquidity exceeds this predsiermined
ievel, the jiguidity iz said to he excess liquidity in an econcmy,
wonelary instrumenis are lightened to put ligquidity under control.

Tn ¥ig=ria, tighteoing monetary instruments in recsnt years,
have come in form of the issuance of stabilization securities (S8]
compuiscorily ta banks, raising the Mipimum Rediscount Rates (MRR),
eugaging in open market operstions (OMD) and raising the Cash
Reserve Reguiremant {CRR]. Gf all these, the issuance of B3

appears 1o he 'he major instruments that the monetary authorities
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Undariying 1%is conventional! wisdem is the belief that the
sristeare of ercess liguidity in the banking system would further
suppert and fiasance additional aggregale demand for goods and
services, Lthareby worsening inflation and externa! balances. While

thig foundation might be appropriate for a properly functioning
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Lanking system, it might be inappropriate for a system on want of
vonfidence or in financial distress that had been occasicned
largely by rvampan! 1lcan defaults and the existence of large
nonperforming lean portiilioc, Similarly, it might be inappropriate
for a banking yslem wilnesging frequent policy reversals, unstable
and unprediclabls sconomnic programmes. Alsc, it might bDe
inspproprists in a aystem where basic credit information on

potential horrowers Are SCAarcs or very exgensive,

D

When some bhanks are failing or have failed as a result of loan
repaymen! defaulls, others stiil operating are bound to be more
cantious in giving credits. The resulls is credit crunch for
ars where defaults are most rampant which are often the

ectors or the small scale firme with thin accounting
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records., As banks are relunctant to jend, they acquire more of
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Yiguid and szfe  assets butl  with lower rate eof return.
Consequent ly, banks' liquidity grow tce which the regulatory
arity respend, typically, by isauing additional stabilization
securitiss which are often in e4sess of the banks' free reserves.
A5 hanks try to replinish the lost reserves through deposit

ization securities are issued and 3 snow

wobilisation, mors stabi
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=11 process 'ha!t zaw depesit rate rieing, and at the end of the
tay, the Tinancial system was in distress.
=g

Tt is important to note Lthat when bank's ligquidity level is
high #s & resul!t of their reluntant tc lend, tightening monetary
instruments would serve o nueeful purposa. Rather, mwonetary
antherities should encourage and give teeth to banks' loan recovery
#ffarte and @0 everything within their power to discourage debtors
from reneging. They should alsc encourage banks to monitor their
sredits, such that deblors are not encouraged to default, let alone
tanks being retunctant to give gredits The intrecducticn of the
prudential guidelines and their sirict enforcement would encourage
ar oradit reviews that are capable of improving porticiic
guality &F hanks.

Another important issue on the bank portfolio behaviour is the

fureign exrhange lransaclions 2s a result of the deregulation
policy following the adoption of the structural Adjustment

Pragramme {JAP)] in 1988, many banks were established mainly for
foreign exchange frangactions. These “new generaticn banks" were
relunctant to give ont credits to the productive sector of the
economy, and as such banks vanlts are dencminated in foreign
curcencies, They merely use their deposits assets to bid for
rareiyn sxchange auc!ion weekly at the interbank foreign exchange
marke! {TFFM). Worses!iil, atter obtaining these foreign exchange
marke! At a cheaper official rates, they in turn resell same at a

“igh rate in the paratlel foreign exchange market. This was highly

ahle ta Yhem, and hence neglected the traditionail reole of
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aeclor ¢f the economy.

']
i
.
<
1
.
-
‘.
-
"
.
-
e
=l
3
i8]
\
o]
e
:"
ey
-
i
-
[
o
O
/]

ith the passage of time, with the coming of a new
administrat ion, coupled wiih the change in policy, the interbank
fareign exchange warkel (TFEM] and the second-tier foreign exchange
market (SFEM) were abonlished. The resultant effect is the collapse
T banks and non-hank financial instituticns since the feorsign
azohangs business was no longer profitable. This development was
ant pajatabls ta the sconomy. Banks' major role is to bridge the
gap bhetween thz surplus and the deficit sector of the economy,
tharehy mobilicing fund For capital investmen! which is the engine
of yrowth apd development of Lthe economy On the contrary,
¥igerisn Lhanka in recent time ware anly concerned with the quickest
w3y of waxiwising profit regardless of 1ifs effects to the
productive sector of the economy Growth 3nd development of a
country's finaneial system is synonymous to the overall growth and
Jeveispment of The sconomy. Tn other words, financial deepening is
rxpected to acoelerste growth in Lthe productive sector of the
counamy . Aub in the contex! of Wigeria, the reverse is Lhe case.

Sinee 19%0 when the Wigerian structural Adjustment Programme
acenging fingers have been pointed at the banks for
woveEening the Nigerian economic corisis. However, it is always
fergontlen that the hanks can coniy prosper if the economy is

prospericus, Similarly, the economy can oniy be prosperious it our

Twe areas hanks are commonly blamed concern their portfclio

hehaviauras In 1he cr=dit and fgreign exchange markets. In the
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creddil wmarhe!, they are blamed for not giving snough credit to the
productive sectors and for charging high interest rates. However,
These so-called high inlerest rates are economic rates that take

due acoount of high Inan defauits that is rampant in our eccnomy
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infialion, high credil information costs and the need to remain in
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& Mmsinese. The volume of credite given to certain
rectaors are agually ‘nflusnced by these same considerations.

3.4 CRUSES OF BARE FATLITES TN NIGERTA

Ths diztress in the Nigerian banking system is a manifestation
» 3
s 33

int=r-relaled problems which emanate from a

of Factars. i}

natgh, there seems to be an emerging worid

- P

#ide voncenaus thal lthe gualily of management makes the difference

hetweey aoned 3od gesound bankeg, clher factors are known to causs
haskling distrees in Wigeris and elsewhere. Attempt will be made to

iouk 4t some of these faclors as it affects the Wigerian

snv iromwenl . Thess iaclude economic downturn, inhibitive policy
s iranment . inadeguate capital, impact of deregulation, and

mwrership atrusture/pervasive influences. Some of these factors
#hich sre arapined in turn are sndogenous to the banking system

while olhsrz gould be regarded 35 exogenous.

- s SOONOMIC DOWNTUEN

Th= adverse aconomic condition since the mid-1981 has been
 haractey izef by high inflation, depreciating value of the naira,

defi¢cits, heawy external debdbt averhang, high
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snanploywenl and slow growth, Arizing from this strees in the
economy many borrowers, both corporate bodies and individuals as
well as government at 3ll levels, are unable to service their loans
thareby making many financial institutions to come under severe
distress. The macrosconomic reforms introduced in 1986 also took
its tall an the sxternal value of the naira which was then believed
tn be over-valued X massive depreciation that followed shot up
fToreign manufacluring input costs leading to greater domestic
capacity un€er-utilization and reduced ability of corporate
burrowers to repay their loans and advances. These probliems
greally impaired the guality of banks' assets as non-performing
agsel & hecame unbearable and turned oul to be huge burden on many
banks., The financial intermediation role of these banks have been
heavily impaired while ocur macroeconomic activities have sericusly

slowed down.

Lad
‘.
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2 INRTETTIVE POLICY ENVIRONMENT

Prior to the introduction of the Structural Adjustment
Programme in 1386, cur financial system could be described simply
5 highly reguiated. Some of the regulations, though occassionally
desirable, had no doubt contributed to the strains in the financial
system. Banks were subjected to substantiial restriction, or their
products and activities, These restrictions had, to a reasonable
extent limited some hapk's ability 1o adapt to changing market
condit ions under the new disgpensation in a deregulated environment.

Among these interventions and conlrols were ceilings on credit
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expansion and interasl rates as well as restrictions on entry into
lhe banking industry, Ancther major intervention was the
rasiriction often placed on bank's portfolio seiection. Many of
the banks were forced to perform developmental roles such as
provision of subsidized credit to priority sectors and public
enterprises for which some of Lthem well illequipped, and thereiocre
they sufiered fimancial problems. One of the effects of these
poeiicies was Lhe large number of weak banks, particularly among the
firat generalion banks.

Tnzddition, several measures were introduced in order to
sanitize the operations of banks in a deregulated environment which
ativerseiy affeclted some of them. Among such policy measures werse
the prudential guidelines, statement of accounting standards for
banks and Lhe use ¢f stablization securities by the Central Bank of
Wigeria to mop up excess liguidity in the system. The adoption of
Lhese measures, Lthough somelimes, imperative, exposed many weak
hanks and Lhreatened them with insolvency. Some banks which had
sarlier posted fat profits started to post heavy losses resulling
in insolvency. The use of stabilization securities to mop up
srzoess liguidily alse pushed some marginal banks to illiguidity.
To exlreme cases of 117iguidily there was near panic as some of the

hanks weres unabls 1o mase! depesitors’

demand, Consequently, the
banks embarked upon distress borrowing in the interbank market at

sxarbitant rates,

5 403 INADEQACY OF CAPITAL

One principal function oi capital in many baenk i8 1o serve as
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the means by which losses may he absorbed. Capital provides a
cuzhion to withstand abnomal 1losses net covered hy current
earnings, thus enabling the bank to regain equilibrum and re-
nstabhlish a normal earnings pattern. Unfertunately, a goad number
of the country's banks are grossly undercapitalized. This
situation could partly be attributed to the fact that many of the
hanks were established with very little rapital. This problem of
inadequate capital has been further accentuated by the huge amcunt
of non-performing !oans whirh has eroded the capital base of many

banks.

3.4.4% THE PROBLEME OF MANAGEMENT

Poor management often results in evessive rigk-taking rthrough
high operating expenses, inadequats administration of lcan
portielio, an overly aggressive growth policy to attract deposits,
interest rate speculation coupled with other instances of poor
judgement that result in gtress for their banks. Many of the banks
have poor credit pelicies, 3nd in cases where good policies are in

place, such are never implemented faithfully., Also, some of th

s

banks' mandgement teams are coften characterised by instability of
tenure of the direciors and key management staff especiszily in
stale government - owned banks while the private banXks,
particularly the nsw genersilon banks, are characterised by bosrd
room Quards, insider abuse, frazuds, and forgeries, weak intsrnal

control system as well as occssional contravention of well intended

statutory regulalions, All these have coptributed in no small way
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3.4.5 IMPACT OF DEREGULATION

The macroeconomic reforms in the country have had negative
impact on the health of some banks, particularly those that had
hithertc anjoyed some impiicit subsidy. The deregulaticn has
brought about increased competition and innovations accompanied by

not icesile Lraces of strains ia the industry. Banpking institutions

that de not have the wmanagement expertise to survive in an

increasingly cemglex, weistile and competitive market suffer

sdversely in a dereyulalted envivonment,

J.4.56 OWEERSHIP? STRUCTURE/PERVASIVE INFLUENCES

lirec! intervention, mos!t especially in government

el
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conlroiled bank, in the internal managementg of the banks has

contribinted to Lhe Tinancisl gistress in some of the banks. It the

soie wf Fhem,  Tn some of Mhe banks under liquidation, the main
aussrs of theiy failure had been due to insiders abuse and
financial salyractices, TFor example, 3baut BO percent of the nen-
perforsing luoans in the liguidaled banks were granted to a few
dirscicrs belTure The Llanks demize, Besides, most of the
governmen! , contruiled Danks are often treated as political banks.
In mousl osres, Yhe buard and Key management staff of these banks

change ss ireguently s changes orcur in the administration of the
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GUVEYtTHERMTE Ronty ing surhk hanks The resull is, apart from the

appoiptman! oF inconpelsnt hands ar aycophantg, there will be
intonslelenl pol #= a8 what one hoavd d4did, the succeeding one,

For poliltoal redsurs, wonid gverturn with reckless abandon.,
i if'-‘.-‘.-"_l, st ies =3 j.”-": ;.": h'lWG“\.’Fr dﬂtETmiTled t'n use tht"
provisions ol ihe prapulgated Decree Ne 18 of 1994 on Pailed Banke

117 F - » o X el WY L

praclices in Rapks to bring io book
I'he resptnaihie T the digtressed cendition of banks. The
Tunals whichk have henn consiituted upder the Decree will also
tiry bad deblaors and recover guch deblsg from them. The activities

T this lribunal kave hesn succees story since it commenced its
dutilsas, Mitilorns of neira has been recaovered through the Failed
Bankh {(Ferovery of Jdsht} and Malpractice Tribunal, and this has
fe=lored 250ty Yo the Wigerian financial system in recent times.
W wouder the Zhacha’s adminisirat lon has been praised in no small

way 1y wmany Wigerians in its afforts to sanitize the country's

Pinancial zystem which was at the verge of collapse in the early

7% ETFECT OF BANE TATLUFES CN THE NIGERIAN ECCNOMY

The systemic bank failure would do an untold damage to the
ragile scanomy to the extent that the economy might not reccver
from it easily. Tnfact, the adverse effect of bank failures on the
Wigerian econnmy is now visibie te all and sundry even to layman on
the stresls. Ti therefore suffice every purposeful planning person

'y sound a2 nots of warning that massive liquidation of banks, if
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nol well managed, would have far reaching implications for the
banking system in particular and the economy in general,

Boing down the memory lane, the origin of banks in Nigeria saw
the collapse of indigenous banks as rapidly as they were
established. Az already revealed in the past section, betlween
1957~-195%4, twenty one ocut of twenty five indigencus banks that wers
extablished failed within the period. In the words of Ebhodaghe,

"The attiluds of Nigerian bankers, which bordsared on reckiess
use of depositors fupd, inexperienced and poorly gualified
manigement staff at the helm of affairs of indigencus banks,
undercapitalisation, overtrading with available resources,
politicisation and abssance of regulation especialiy as there was no
cenliral bank, all combined to cause the mass failures of indigenous
hanks in the country during the periad"3.

The banxs' problem were compountded by the attitude of Nigerian
horrowers who would not wapt to honour their contractual loan
il igationg to lLheir banks sven when they had the means to pay.
The traumat ic experience of the failures linger long as depositors
lost their funds and gublic confidence in the industry was eroded
aspacially in banks owned and managed by Nigerians. This
exparisnce partiy expliained the Iull in the establishment of banks
in Wigeria until the pil boom of the mid-1970.

311 ithese negaltive cullure and iniluences are now being

repeated in the Nigerian banking system today as noted earlier,
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Board and Managemsnt! of banks are known to indulge in insiders
abuse, empire building, arbitrage opportunities and rent-seeking
activities, quarels on accegs to privileges and perquisites of
of fice rather than on charting profitable and growth oriented plans
for their banks., With the prolifsration of banks, the executive
capacity in the industry is over-stretched to the extent that the
gravily of technica! manpower has bescome very low. Banks now
viulale regulations and falsify returns to the authorities just to
cover up their atrocities. Many bankers are selfish as they are
nolt improving on their banks' capital but instead help themselves
tG sawe. Al the same time, many borrowers are not willing to repay
debls owed to banks even when they are known to have the means to
do so Many of them feels that the terms are their own share of
the 80 callad "national cake”™., Bank licensing are oflen granted to
men of gquestionable characters despite the official investigation,
they are however given clean reports. These short-comings should
be tsken note of in subsequent bank licensing in Wigeris.

The major adverse effects of bank failures in Nigeria are as

fallows:

. 08 | EEOSION OF PUBLIC CONFIDENC

Banking husiness ig built on trust and confidence but once
these are belrayed, they are nol easily returned. When thers is an
erogion of public confidenca on banks as a resullt of the constant
failures due to poor management, it impaired the ability of the

system to mehilise fund from the public in form of deposits to

)
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iinance investment. And as such banks will no longer be able to
play their role of financial in*ermedia! ion effectively. The loss

of public cenfidence would l!ead o many other adverse effects.

3.5.2 NE A CONTAGION
With the erosion of public confidence and the fear that bank
failures would spread, there would be bank runs and would no doubt

further worsen the condition of the aiready depressed economy,

3.9.3 EMONETIZATIOR

Following the loss of caonfidence and bank runs, there would be
masgive portfolic shifl Lo sates assels such ae foreign currencies,
Lrsasury Bills and cerlificals and non-wmonelary assets as well as

capital flight.

3.5.4 EFFECTS ON BANKING CULTURE

Equally relalted to demonetizaliocn is Lhe negative implication
for the banking o¢ulture. The bhabit! «f banking in Nigeria is poor
already in the counlry and bank failures would only exacerbate the
gituaticon., Statistics shaows Lha! currency outside banks exceed the
demand deposits component 2s it acconnted for 52.6 percent of total
money supply at the end of 19%4. This indeed, was the first time

in the history of !he sconomy [hat such happened. The loss of

s ]

pubiic venfidence an the Wigerian Lanks caused many Nigerians to
szfe thelr monsy oulside the banking system. Most wealthy class

keeps their rescurces in liguid Term in their houses.
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il S FEFPECT ON THE TAYMERT ZYETH

[ 2 o

fiective and efficient payment zystem in any country is
schieved when Lhe banking =ystenm ie sound. With bank failures, the
paymeal syatem wanld hecoms precariouns as the Tink between the real
snd the fimancial seclar, inciuding inlernational settlements,
wotld be greatly impaired This will hinder the intarmediation

rol}e ‘.J:t ‘L}'H hfir;'.r'..“- anid of

-

‘ourss, the development of the country.

- CREDTT MATEET

The ability of =2 hank ta extend new lending depends on its
health condition. The healthy ones would similariy be constrained

Trom generaling oredit far Tear of gsurh facilities becoming

deliguent T redity are extended at 311, they are likely to be
4 shor! term mainly o flaance commercs and the purchase of foreign

erchanye The eifac! of these would be to further crowd out the
groductive sectars of manufactiuring and agriculture from the credit
arhe!l , 34 Lhe nase in the counlry in recent time. If the economy

e b he revived, Phe productive sectors must be galvanised.

. $.7 EFFECT ON TNVESTMERT TN THE BANKING SECTOR

Tavest mant in the banking sector is often considered

Ticrative, With lLaank failures, investors lose their investments.
Trvesnlors wou'ld no lfonger he encouraged to make further investment

e dadustry, rather there would be deinvestment from the sector
gettmratlly. This probier wonld be compounded by low profitabiiity

foor Mhe rewmaining banks as loss of confidence in them would

34






