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ABSTRACT

Most less developed countries are conscious of the importance of savings in the
development process. To adequately harness savings in Nigeria various policies have
been evolved; and one of such policies was interest rate deregulation. This thesis
examines savings mobilization in Nigeria. It adso evauates the non interest rate
structural adjustment reform policies such as foreign exchange deregulation,
commercialization and privatization. The trends in interest rate and savings are

andysed. The thesis aso proffers recommendations to the appropriate authorities.

Using ordinary least squares method, data from 1975 to 1996 which covered the
two policy thrust - regulation and deregulation are examined, to ascertain whether
interest rate had significant impact on savings during the period under study. Three
regression tests were run.  One covered the period of regulation (1975 to 1986), the
second covered the period of deregulation (1987 - 1996), While the third covered the

period of regulation and deregulation (1975 - 1996).

It was observed from the empirical investigation that interest rate deregulation
had significant impact on savings than interest rate regulation, which showed that
financia savings in Nigeria was not repressed during the period 1987 - 1996. While
gross domedtic product and lagged savings rate had a positive and significant impact on
savingswhich revedled that real interest rate, gross domestic product and lagged savings

rate are potent
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factors that determine savings in Nigeria.  The non-interest rate structural adjustment
reform policies such as deregulation of foreign exchange, commercidization and

privatization has a negative but sgnificant impact on savings in Nigeria

It was aso shown that the non-interest rate structural adjustment programme
introduced during the period of deregulation has negative and significant impact on

savings.

The thesis dso observed that various factors may have caused the decline in
savings during the period 1975 to 1996. These factors are: a decline in per capita
income; high dependency rate; the decline in foreign exchange receipts and high
proportion devoted to debt servicing; leading to decline in domestic resources; low
capacity utilization in manufacturing and industrial sector leading to high rate of
unemployment; inaccessibility to financial ingtitutions, especidly in the rura areas;
decine in population per bank branch and loss of confidence in the banking sector due

to distress.

Recommendeations were however drawn based on the findings of this thesis. It
was recommended that interest rate should be completely deregulated, since it has a
positive and sgnificant impact on savings than interest rate regulation. The federal

government should also discontinue the aspect of the non-interest rate Structural



Adjustment Policies; such as faulty foreign exchange policy, privatization and

commercidization; since they have negative impact on savings.
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Chapter 1 INTRODUCTION

1.1  Background to the Study

Interest rate policy has been a major issue in economic discourse in recent times.
This is because of the important and supportive role it is expected to play in mobilizing
savings and the efficient utilization of savings into productive investment and hence
economic growth. Therefore, ensuring adequate level of interest rate is seen as an

indispensable prerequisite for the development of other sectors of the economy.

The basic role of interest rate in an economy as enumerated by Lanyi and
Saracoglus (1983), and reported by Sander (1987) include among others to serve as a
reward for postponing current consumption; that of accumulation of monetary resources
to influence on the demand and allocation of borrowed funds. Also, both the domestic
interest rate together with foreign interest rate and expetced rate of inflation jointly
influence whether savings are accumulated in domestic foreign assets, foreign financial

assets or inflation hedges in making decision on saving and borrowing.

Prior to the introduction of the structural Adjustment Programme in Nigeria,
nominal interest rate was fixed and administratively determined by the monctary
authority. The aim of interest rate policy within this period was to reduce the cost of

capital in order to stimulate investment for rapid economic growth (Ogiogio, 1988).
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However, government intervention in the administration of interest rate within this
period was associated with administrative bottlenecks, distortion in prices, inadequate
mobilization of resources, allocation and the subsequent utilization of these resources

in the economy.

In 1986, the Federal Government introduced the Structural Adjustment
Programme in the Nigerian economy. The aim of this programme was to correct the
economic imbalances that existed during the period of interest rate regulation. Within
the overall package of the structural adjustment programme was the financial sector

reform which includes interest rate reform.

The period from 1987 to 1996 therefore witnessed the emergence of the gradual
deregulation of interest rate in Nigeria. The fixed and administered interest rate was
replaced by ‘market determined’ interest rates. Banks were therefore allowed to
negotiate their rate of interest with their customers. The aim of interest rate deregulation
was to aid in the mobilization of savings and this was expected to accelerate the pace of
economic growth. Therefore, ensuring adequate macroeconomic-stability was very
crucial in ensuring successful financial liberalization such as interest rate reform. The
liberalization of interest rate in an underdeveloped financial market, coupled with the
high inflationary situation and other macroeceonomic imbalances may result in distress
in the financial sector. An extremely high rate of interest may act as a disincentive to

savers because savers tend to compare the nominal rate of return with the expected
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increase in prices. However, the real rate rather than the nominal rate of interest is

therefore very crucial in assessing savings.

It is against this background that this thesis assesses real interest rate in the

mobilization of savings in Nigeria.
1.2 Statement of the Problem

The intermediation of funds between surplus spending units and deficit units is
a crucial factor that aids in the development of other sectors of the economy. Interest
rate therefore has an important and supportive role to play in the mobilization of savings
in the less developed countries.

The deregulation of interest rate in Nigeria in 1987 was aimed at the
mobilization of savings. However, despite this policy stance, savings have declined over
time. It has become imperative therefore to investigate the various factors that inhibit

the effort of savings mobilization in Nigeria.

1.3 Significance of the Study

The mobilization of savings has been recognized as a major factor that will

accelerate the pace of economic development in the less developed countries and
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therefore requires an urgent attention. To achieve this, there is the need to evolve

policies geared towards increasing the flow of savings and foreign resources for
development.

Nigeria, like most of the other less developed countries relies on foreign
resources to finance its development projects. Such reliance has inhibited the rapid
cconomic growth rate it has sought to achieve. This is because of the general decline
of domestic financial resources, inflow of foreign direct investment which was further
aggravated by the external indebtedness of the less developed countries. There is the
need among the less developed countrics to evolve policies geared towards increasing
the flow of domestic resources and channelling them for investment without relying on
mdustrial countries for funds. Ensuring adequate rate of return on savings will reduce
the outflow of capital and encourage the inflow of resources which will enhance and

accelerate the pace of economic development.

1.4  Objectives of the Study

The regulation and deregulation of interest rate in Nigeria has informed the
need for these objectives. The specific objectives are:
(i) To investigate the impact of interest rate regulation and deregulation on savings
mobilization in Nigeria:

(i)  To investigate the various trends of savings in the periods under review;
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(i)  To ascertain the impact of non~interest rate structural reform policies on savings
within the study period;
(iv)  To highlight the factors affecting savings in Nigeria;
(v)  To offer recommendations to appropriate authorities about its interest rate

reform policies.

1.5  Hypotheses

In this thesis the following hypotheses were tested.

(1) Interest rate has no impact on savings during the period of deregulation
Hy:q=Q,

Against the alternative hypothesis that interest rate has positive impact on savings during

the period of deregulation
H:Q ~>q

(ii) The non-interest rate structural reform policies have no impact on savings
Hy:a, =0

The non-interest rate structural reform policies have significant impact on savings

H,:e;<0

1.6  Scope and Limitation of the Study

The series analysed began in 1975 and end in 1996. The choice of this period
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was made in order to capiure the periods of interest rate regulation and deregulation.
The period 1975 was significant because it was the beginning of the period when there
was a ‘boost’ in real minimum wage in Nigeria. While the choice of 1996 as a terminal
date was due to the fact that data for the required variables were available only up to

1996.

This study was limited by inadequate data. Some data will be used as proxy for
some variables. For instance, interest rate on savings and time deposits were merged to
get a new time deposit.

1.7  Methodology

1.7.1 Data Sources

This Thesis used secondary data which are obtained from the Central Bank of
Nigeria publications; relevant publications of the Federal Office of Statistics, Lagos;
Nigerian Deposit Insurance Corporation (NDIC); the World Bank publications as well

as the International Monetary Fund publications.

1.7.2 Tools of Analyses

Descriptive and analytical tools are used in this thesis. The descriptive tools

consist of the use of tables and percentages. The analytical tools consists of the use of

ordinary least squares regression. Savings are regressed on real interest rate.
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Commercial bank savings and time deposits are used as proxy for total financial savings
in Nigeria. The choice of the use of Commercial Banks' savings was because
commercial banks account for about 80 percent of total financial savings in Nigeria.

(See Appendix B).

Separate regressions were run in order to assess the parameter estimate of
savings function in Nigeria. In this connection, three types of regressions were run.
The first covered the period before the liberalization of interest rate (1975 - 1986), while
the second regression covered the liberalization of interest rate (1987 - 1996). The third
test covered the period of interest rate regulation and deregulation, in which a dummy
variable was included in the regression. The dummy variable so included in the
regression took care of non-interest rate Structural Adjustment reform policies that were
introduced within the period 1987 to 1996. The variable therefore took a value of 1

when interest rate was deregulated and zero when interest rate was not deregulated.

The average rate of interest between the two sub-periods were analysed in order
to ascertain if there was any significant difference between interest rate in the periods

being studied. To this end, the thesis employed the use of ratios and percentages.

The parameter estimates for the three periods were presented in order to offer
policy recommendations on the impact of interest rate reform policies on the

mobilization of savings within the period under review.
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1.8  The Expected Results

The expected results as regard the various variables used was based on apriori
expectations. In this rescarch, it is expected that interest rate deregulation would have
a positive impact on savings within the period of deregulation than the period when
interest rate was administratively determined. This expectation was based on the
McKinnon and Shaw (1973) complementary hypothesis - that interest rate liberalization

would stimulate savings and hence investment.

The independent variables used in the regression were expected to have a
positive regression coefficient on savings. The dummy variable is not expected to have
a positive regression coefficient because policies such as foreign exchange deregulation,
commercialization and privatization of public enterprises are expected to have a negative

impact on savings.

1.9  Organization of Work

This thesis was divided into five chapters. Chapter One provides the
background to the study which basically includes introduction; statement of the problem,
significance of the study; objective of the study; hypotheses; scope and limitation of the

study; methodology and expected results in that order.
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Chapter Two contains the review of related literatures. In this chapter theories
of interest rate and savings were analysed and various determinants of savings were

reviewed in order to find gaps to be filled in the literature.

Chapter three analyses interest rate policies as well as interest rate structure in
the period of regulation and deregulation. Growth rate of financial institutions and
deposit mobilization were also reviewed. Also reviewed were the extent of financial
intermediation as well as the effects of non-inierest rate structural adjustment policies

on savings. Attempt was made to provide reasons for the declining savings over time.
Chapter four presents model specification for the thesis. Various specifications
were made, the models were estimated, the hypotheses tested and the regression

estimated results were analysed.

Chapter five contains summary, conclusion and recommendations.
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Chapter 2 LITERATURE REVIEW
=1 Introduction

The role of interest rate in stimulating savings has been an interesting issuc in
development lterature. Various authors have formulated theories of interest rate and savings,
but divergent views in their determination still exist. In this chapter an attempt was made to
review theories of interest rate and savings as well as the empirical investigation put forward

by various authors.
2.2 Theoretical Framework

The framework for this thesis was derived from McKinnon’s (1973) and Shaw’s
(1973) financial repression hypothesis. The authors separately postulated that government
intervention in the operation of the financial system often leads to incfficient operation of the
financial system.. Government intervention in the form of interest rate regulation, ceiling on
deposit and loan rates and official restriction such as policies, laws, regulation of taxes,
distortion . quantitative and qualitative restrictions and control do not allow financial
institutions to operate efficiently. The failures of banks and other financial instituttions has

been blamed on government interference.

McKinnon (1973, P.69) emphasized that ‘the failure of banks to earn higher
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equilibrium rates of return from their privileged borrowers is reflected back on unduly low
retum fo depositors. ............. One that may well be negative in real terms if inflation is at all
significant’.

The financial repression hypothesis does not onlv emphasize on positive rate of retumn
on financial assets, and the deregulation of interest rate, but also that the free play of market
forces will bring about an optimal utilization of financial resources and therefore eliminate
distortions in the operation of the market. Liberalization will therefore stimulate investment

by permitting outside finance that will lead to economic growth.

The classical economists have recognized the importance of interest rate in stimulating
savings in an economy. They highlighted three classes of savers that are responsive to interest

rate changes.

The first class of savers are those who are insensitive to interest rate changes. This
class of savers will be willing to save irrespective of the level of interest rate because their main
aim is to save for rainy days and for safekeeping, rather than saving in order to take advantage

of interest rate changes.

The second class of savers are those who save in relation to the level of interest rate.
People will be willing to save if the rate of interest is just enough to induce them to do so.

While the third class of savers are those who are very sensitive to interest rate changes. If
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mferest rate rises people take advantage of the rise in the rate of interest than when it is low.

In this analysis, the second and third classes of savers regard savings as sacrifices,

abstinence or waiting to forgo present consumption in order to take advantage of the rise in

interest rate.

In the classical doctrine, the relationship between interest rate and savings can be
transformed into the following expression.
S = F)

Where

The above expression simply showed that savings is a direct function of interest rate.

The higher the rate of interest the higher will be the level of savings.

The classical theory has been criticised in several fronts. Keynes argued that unless
the level of income is known it will not be possible to know the rate of interest. Income is

therefore very important because it plays a major role in determining the level of savings.

In the classical theory also, the monetary factor in the determination of the level of

interest rate was completely neglected. In Keynes analysis he considered money as having an
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impact on the level of interest rate.

The liquidity preference theory was propounded by Keynes (1936) who, like the
classics was of the view that market forces determine the rate of interest. In his analysis, the
rate of interest is determined by the forces of demand and supply of money. The supply of
money itself was seen as a major determinant of the rate of interest to a degree. The supply
of money was considered to be endogenously determined and therefore perfectly inelastic.

The demand for liquidity preference is therefore the desire to hold cash balances.

The rate of interest is therefore seen as a premium which has to be offered to induce
people 1o hold weaith in some form other than hoarding. The demand for money and the rate
of interest have a direct relationship with one another. In this respect, the higher the demand
for money the higher the rate of interest which encourages people to save. Moreso, the lower
the demand for money, the lower will be the rate of interest that will induce people to hold

cash.

Three motives for saving money were stressed in the literature. They are: the
transactions, precautionary and speculative motives. The transactions motive is to bridge the
gap between known receipts and expenditures, while the precautionary motive is money held
for unexpected expenditure. The speculative motive is money held for the purpose of avoiding
capital losses in a declining security market. This motive arises out of uncertainty about the

future price level and therefore depends on the rate of interest. The precautionary and
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transactions motives both depend on income.

The decision to hoard and the decision to save form an interesting part of Keynes’
theory. The main distinguishing feature between these two decisions was that the decision to
hoard entails the desire of people to hold wealth in the form of idlc balances, while the
decision to save is the abstension from consumption. Therefore, the decision to hoard entails

the sacrifice of future interest income and as such, the decision is related to interest rate.

The liquidity preference theory has been criticized. Jhingam (1986) observed that
Keynesian theory of interest rate was not only determinate, but it was also an inadequate
explanation of the determination of the rate of interest. It also treat interest rate as a purely

monetary phenomenon and also neglecting real factors.

2.3 Theories of Savings

Various authors have propounded theories of savings. These theories include the
absolute income hypothesis, the life cycle hypothesis; the permanent and relative income

hypothesis. These theorics will be reviewed in this section.

Kewnes (1936) propounded the absolute income hypothesis in his book ‘the General
Theory of Employment, Interest and Money’. The hypothesis was subsequently developed

by Tobin (1951).
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This hypothesis was derived from Keynes' two psychological laws. In the first

psychological law, the average propensity to save 8/Y increases with the level of income.

This was emphasized by the savings function S = a, + a, Y, where a < 0 and the
margimal propensity to save is 0 < a <1, In this specification it was observed that the average
propensity to save rises with the level of income which goes to show thatif a, > 0, the average

propensity to save will be less than or equal to the marginal propensity to save.

In the Keynes second psychological law, the marginal propensity to save is seen as an
increasing function of income. This can be represented by the following expression. |
S=b +bY
where b > 0 and b >0.
This specification has gone along way to show that there was no much significant difference
between the average propensity and the marginal to consummne or save since both of them are

seen as a function of income.

The life cycle hypothesis is associated with the writings of Modigliani (1964), Ando
{1963) and Brumberg (1955). In this hypothesis, savings is seen as a function of income
which extends over the balance of individual life, and income that accrued within the same
period is one element which coniributes to shape the individual plan. Individuals will therefore
accumulate enough savings over the years in order to maintain their consumption standard

during retirement and to have zero assets at the end of their life horizon.
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The permanent income hypothesis is attributed to Milton Friedman (1957), Ando and
Modigtiani (1963) who postulated that savings were a function of permanent income or wealth
rather than measured income. Permanent income is directly related to individual life time
income based upon the real and financial wealth which is at the disposal of an individual plus
the value of one’s human capital in form of inherent and acquired skill and training. Measured
income was also perceived by this hypothesis as income that an individual actually received
in a vear. The difference between the permanent and measured income is the transitory
income which may be positive or negative. In other words the higher the transitory component

of income, the higher the saving ratio.

The implication of this theory is that the propensity to save varies depending on the
source of income. The propensity to save depends on taste, interest rate, the ratio of human
wealth and uncertainty. Uncertainty is seen as measured income originating from sources that
have different permanent and transitory incomes. Therefore, the propensities to consume and
to save vary. This theory is therefore based on the long run expectation over a planning

period.

The relative income hypothesis is aftributed to the works of Brady and Fricdman
(1947), Modigliani (1947) and Duesenbery (1949). Their theory hinges on savings (or
consumption) of an individual or time series observation which are independent. The savings
(or consumption) of an individual depends on his group, habit, and time period which are

influenced by savings (or consumption) of other persons, group of time period. This theory
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seems to take a different tum from other theories of savings behaviour because of its emphasis
on the interdependence of individual consumption behaviour. Savings (or consumption) is
“EMULATIVE”, that is, the savings pattern of an individual could be greatly influenced by
the saving pattem of another individual. This is because the savings pattern of individuals are
influenced by the consideration of individual’s social status and habit.

Inherent in this hypothesis is the emphasis that savings do not depend on the level of
current income alone, but also, on the relationship between current income and the highest

level of income that the household previously experienced.

2.4 Saving Mobilization in Development Literature

The importance of savings mobilization in the development process of the less
developed countries has gained considerable recognition in development literature.

Rostow (1960) observed that for savings to be mobilized the rise in savings should
follow rather than proceed the take off period. The essential condition necessary for the take
off requires that the ratio of efficient investment and savings rise by say 5 percent of national
income to 10 percent or more. This rise in national income will be accompanied by the
development and extension of the banking institution, which will expand the supply of working
capital and in most cases, also by an extension in the rate of long term financing done by
central. formally organized market. Caincross (1964) observed that Rostow did not attempt

to explain how the rate of 5 percent to 10 percent or more will be attained.
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Morris (1967), recognized private savings as an important determinant in mobilizing
savings in the less developed countries. He was of the view that to actually mobilize savings,
financial institutions that collect and disburse funds should be available and accessible to the
people as well as safety of funds, liquidity and interest payment on deposits should be
provided. He therefore advocated for the development of cooperative societies, credit
agencies, postal services, savings banks as well as development banks which will mobilize

savings from various sectors of the economy.

The development of capital markets in order to develop securities and liquidity by
attaching a lottery was also recognized as an important factor in mobilizing savings.

Lewis (1972) like Morris, recognized the importance of private savings in the
economic development of the less developed countries. According to him savings will be
mobilized if it was easy for people to borrow first and save afterwards to repay the loan.
Savings therefore could be stimulated by creating institutions which lend money to small
businesses through the establishment of a country wide network of savings institutions of
various kinds. This includes postal services, cooperatives and building unions, as well as the
integrity of the people in the financial institutions. This would go a long way in promoting

savings if public agencies should concern themselves specially with making savings casy.

Myint (1971) was of the view that private savings may be increased through the

improvement in market for finance or through the rise in capitalist plough back profit. The
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increased savings through public channels such as taxation, marketing boards and the issuance
of government sccurities was highly advocated. The success of these depend to a very large

extent on the market factors including the stage of development of the capital market.

Kim (1982), emphasized the role of rural saving mobilization in the less developed
countrics. He opined that one of the prerequisites for successful rural saving mobilization was
the effective linkage between the formally organized institutions and the informal system. The
aim of linking the formally organized and the informal institutions was to provide the needed
gateway for banking institutions to expand rural banking networks without violating existing
policies on deposit rate. Consequently, at a more developed stage, the informal systems of
mobilizing savings are institutionalized and fully integrated into the formal financial system.

He however observed that the objective for launching an aggressive rural savings
mobilization campaign was to improve agricultural productivity, expansion of bank branches

in the rural areas and the preponderance of the informal system for mobilizing savings.

2.5  Empirical Literature of Interest Rate and Saving in Nigeria

The relationship between interest rate and savings has been an interesting issue which
has stimulated empirical investigation among economists and policy makers. In an attempt to

resolve these differences, empirical rescarches were conducted.
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Agu (1988) carried out empirical study using McKinnon's and Fry's (1980) model of
financial repression hypothesis. He used time series data drawn from 1970 to 1985. He
regressed real inferest rate on savings and time deposit with commercial banks. The empirical
investigation showed that the aspect of real interest rate of return on time deposit was negative
for the entire period except in 1972, 1982 and 1985,; and for these three years it was found
out that the positive rates were very low at 1.4, 0.6 and 6.9 percent respectively. It was also
observed that the real rate of return on savings deposit with positive rates of interest were 0.4,

0.3 and 6.4 percent for the years 1972, 1982 and 1985 respectively.

He therefore opined that distortions in interest rate policy led to financial repression
through negative real rates which imposed macroeconomic questions concerning the

economy'’s ability to accumulate financial asset in real terms.

Agu’s finding was inconclusive as he observed that the aspect of inferest rate on
savings deposit was constant at 3 percent for the period 1970 to 1984. His saving index
showed a rising trend for the period between 1970 and 1984. He observed that for the period
1975 to 1978 interest rate was stable at 4 percent. On the contrary, saving index was much
higher for the periods 1980 to 1985 when interest rate on savings deposit was adjusted upward
for every two vears. He opined that considerable amount of savings were wasted cither in the
form of hoarding or in unproductive ventures in the economy because of the low rate of retum

offered by banks.
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He therefore concluded that low interest rate depressed savings and investments and
that saving was often wasted. Thus distorting resource allocation and reducing efficiency,
thereby leading to the development of parallel market where substantially high rates were paid
and charged. He suggested the revision of interest rate policy with a discretionary, dynamic
and flexible interest rate that would go a long way in stimulating savings.

Reichel (1991), investigated the impact of interest rate on savings in Nigeria. The
ordinary Jeast squares regression method with data from the International Monetary Fund and
the World Bank from 1960 to 1987 were used. The deposit rate of interest used was
subtracted by approximately one percentage point between the discount rate from 1960 to

1969.

The specification of Reichel model was based on; first the relationship between gross

domestic savings rate and real interest rate.

The models

- Vi SR R i TP eq.1

ST = BOYL W) ccasinimicuvisiiimassivess B2

S7Y = F(Yf ir, S/Yp ) cererrecicnnecinnsasnanencnsnnn€Gu3
where

SY = Gross domestic savings.
Ir = Real interest rate.

Yr = Realincome.
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SY,; =  Lagged saving function.

In models 1, 2, and 3, the regression coefficient showed that real interest rate had a
positive but statistically insignificant impact on savings, while real per capita income had a
positive and statistically significant impact on savings. The lagged savings rate showed a
positive and statistically significant impact on savings in Nigeria. The coefficient of
determination in the models were plausible because they account for between 56 and 68
percent of the variation in the dependent variable. The Durbin Watson test showed the
absence of serial correlation because Durbin Watson test was approximately 2, while the

Durbin Watson in the third model showed the existence of serial correlation.

In order to account for financial savings rate to real interest rate movements, three

models were formulated:
ot A - T eq.4
£ = YL E) cmemnanivieaisiisume eq.5
T ol S ;i ERR—— T
where

g"r = Growth rate of savings and time deposit.

Ir = Real interest rate.

-
H
I

Real per capita income.

D = Dummy varable.
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In equations 4 and 5, the regression coefficient of real interest rate was positive but
statistically insignificant, but it was positive and statistically significant at equation 6. Real per
capita income in equation 5 was positive and statistically insignificant even where it was
positive in equation 6, the quantitative effect of the coefficient was rather small. The dummy
variable ntroduced to take account of the “boost” in real minimum wage in 1975 was positive
but statistically insignificant. The coefficient of determination of equations 4, 5 and 6 showed
that a very low varation of the dependent variable was explained by the independent vaniable.
The Durbin Watson test in the three models showed the absence of serial correlation because

it was approximately 2.

Uchendu (1993) also investigated the impact of interest rate on savings in Nigeria. The
data used were derived from the World Bank table for the period 1969 to 1989, while the data
for the period 1990 to 1991 were derived from the Central Bank of Nigeria (CBN). He used
the ordinary least squares method with the following specifications:

G = BFOOP AR P8 usiuanusnmisiasin eq.7
where

GDS = Gross domestic savings.

GDP = Gross domestic product.

RSR = Real savings rate.

FS = Foreign savings.

But

3GDS > 0, 0GDS > 0, .2 0 - R J— % |
SGDP SRSR dFS
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In his specification, gross dorestic saving was mostly affected by gross domestic
product, while real saving rate was deflated by inflation raie, and foreign saving was measured

as the net of impeort and export.

The regression coefficient showed that gross domestic product and foreign savings had
a positive and statistically significant impact on savings, while real interest rate had a positive
relationship with savings but it was not statistically significant. The coefficient of
determination (R*) showed that 75 percent of the variation in the dependent variable was
explained by the independent variables, while the Durbin Watson test showed the existence

of serial correlation at 1.3.

He analysed financial savings in Nigeria using the following specifications:
TES/GDP = F(SR) cvrerereecrerieeeeeresssmreenessssreneeennssn 8.0
where

SR = Nominal savings rate.

Commercial bank savings rate was used as proxy for total financial savings. The
regression analysis showed that savings rate had a positive and statistically significant impact
on savings, while the coefficient of determination showed that a considerable variation in the
dependent variable was explained by the independent variables, The Durbin Watson statistic

showed the absence of serial correlation.
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Uchendu opined that interest rate policy was an effective method of mobilizing
financial savings in Nigeria. He therefore concluded that interest rate policy should be fine
tuned to encourage financial savings without dicouraging investment. He further observed that

interest rate policy was an effective factor in mobilizing financial savings in Nigeria.

Sovibo and Adekanye (1992) investigated the determinants of savings in Nigeria within
the period 1969 to 1989. The base period of 1969 was justified based on the period Nigeria
adopted the strict interest rate regime. In their analysis aggregate saving was substituted for

other types of savings.

The following models were modified by them. The original version of the model was
The Fry (1978) model
S = F(Y, Pyu 1 SF)otieerecieireseesssnassesevessssssesanns ¢q.10
where
S = Aggregate savings.
Y = Curent income.
P, = Permanent income.

1 = Real interest rate.

SI' = Foreign savings.

The Yusuf and Peter (1984) model

GPS = F(Y,,DY,, GPS,, X/GDP ) coorirrirrrcnnans eq.11
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where

- GPS (ross private savings.

i

Y, Disposable income.
DY, = Change in disposable income.
GPS,= Lagged gross private savings.

X/GDP = Share of export in gross domestic product.

In the modified form of the model, four types of interest rates were usecll. They are
three types of adjusted ex ante real interest rate and the ex post real interest rate. Three types
of adjusted ex ante real interest rate are adjusted ex ante real commercial bank prime rate,
adjusted ex ante real minimum term rate and the adjusted ex ante real federal savings bank
raic. The data used for the ex ante real interest rate were from 1977 to 1989, while the data
used for the adjusted ex anfe real interest rate were from 1978 to 1989, The data used for the

ex post real interest rate were from 1971 to 1989,

In the modified Frv (1978) model, the regression result showed that only lagged
savings rate was a significant determinant of savings in Nigeria. The coefficient of
determmation showed that 93 percent of the variations in the dependent variable was explained

by the independent vartables.

In the modified form of Yusuf and Peter medel (MYPM), the coefficients of current

income showed a positive and statistically significant impact on savings of 11.0, 11.3, 10.7 and
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31.0, while the coefficient of foreign savings showed a negative impact on savings. The
adjusted real interest rate was not statistically significant, while the ex post real intersst rate was
found to have statistically significant impact on savings. The Durbin Watson statistics showed
the absence of serial correlation because it was approximately 2, while the coeffecient of
determination showed that 98 and 99 precent of the variation in the dependent variable was
explained by the independent variable. The dummy variable introduced to capture the impact

of deregulation on savings was negative and statistically insignificant.

The modified Laite and Mckmnon (1986) model showed that only lagged ;aggregate
savings had a positive and statistically significant impact on savings in Nigeria with its
coefficients of 4.0, 4.1, 3.9 and 12.0 for the periods. The non significance of other variables
and the high cefficient of determination of 99 percent recorded may have indicated that there

could be problem of multicollinearity.
The determinants of savings in Nigeria according to Soyibo and Adekanye are lagged

aggregate savings ratio, lagged aggregate savings, current gross domestic product, foreign

savings and ¢X post real interest rate.

They concluded that domestic savings could be held in foreign currency, while the

significance of the ex post real inferest rate support financial liberalization.

Mathias (1997) asseris that Soyibo and Adekanye (1992) did not give room for
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comparative study because interest fate regulation and deregulation are two polict thrusts. He
therefore investigated the impact of interest rate regulation and deregulation on savings from
1970 to 1994, The data used was derived from the hltemaﬁonal Monetary Fund (DVF) and
World Bank research publications; Central Bank of Nigeria and the Nigerian Deposit
Insurance Corporation Annual Report and Statement of Accounts which were augmented with
relevant publications of the Federal Office of Statistics. He modified Yusuf and Peter’s

{1984) model in which the following mode] was derived.

The models are:
GDS = F(GDP, R1) ... canserescasesssessnessesssssnse eq. 12
The linear form of the model was
GDS1 =00 + bIGDP + b2R1 + U ..ciicrereerevererirrceenscenenessennnen €. 13

The second model used was

GDS: = F(GDP2, R0Y oottt sneeeenne 80 14
The linear form of the model was

GDS2=B0+BIGDP2 + BZR2 + U i rrerrevscinerecsneenen €. 158
The third model was |

GDS3 = F(GDP3, B3, D) 1ot veseeeeereeseeeereeeseraenens s 60, 16

The linear form of the model was

GDS33 = al +alGDPP3 + a2R3+ a3D+ U.iiireiveieeree.8@.17

GDS = Gross domestic savings,



GDP = Gross domestic product,
D = Dummy variable,

U = Error term.

The dummy variablc'inn‘oduced took care of non-interestrate structural adjustment
policies. This variable took a value of one when interest rate was deregulated; otherwise taking
a value of zero. Three separate regressions were run. The models in equations 12 and 14
were used in estimating savings function from 1970 to 1986 and 1987 to 1994 respectively;
while equation 16 was used in estimating the impact of non-interest rate structural adjustment

policics.

Based on his aprioti expectation, the regression coefficient of the independent variable
were expected to have a positive impact on savings except the regression coefficient of the

dummy variable.

The regression coefficient of equations 12 and 14 showed that the parameters estimate
of income and interest raie are positive; indicating a positive relationship between the
independent variables (interest rate and income) and gross domestic savings. Comparison
between interest rate in the period of regulation and deregulation showed that interest rate

deregulation has a higher regression cocfficient than interesr rate reguiation.

In equation 16, the regression coefficient of real gross domestic product and real



30

interest rate are positive and statisticalty significant; while the regression coefficient of the
dummy variable showed that it was statistically insignificant at 5 percent level. He however,
opined that the statistical insignificance of the dummy variable notwithstanding, the dummy
variable contributes most information for the prediction of gross domestic savings during the

period 1970 to 1994.

The study concluded that gross domestic savings was an increasing function of gross
domestic product over the review period; and some aspects of the structural adjustment
policies negatively affected savings, while interest rate component of these policies had a

positive impact on savings.

He de~emphasized the re-introduction of interest rate regulation in 1994 based on the
fact that it does not give room for competition within the banking industry.

2.6  Empirica] Literature of Interest and Savings in Some less
Developed Countries

1 aite and Mckinnon (1986) carried out empirical investigation on savings and interest
rate on six francophone couniries of Benin; Ivory Coast; Niger; Senegal;, Togo and Upper

Volta.

The sample used consisted of 14 annual observations for each of the six Banque
Centrale des Estats de I’ Afrique de I"Ouest (BCEAQ) member countries and covered the

period 1967 10 1990,
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Three models were specified in their analysis. Equations in 18 was based on the
Keynesian absolute income hypothesis where it was simply a function of disposable income.
S = RV ) canmssnamsiaassnosnsasasissig i
where
GPS = Gross private savings.
Y, = Disposable income.

SR

I

Real interest rate.

Buta, <0:0<a,;anda, > 0.

The model in equation 19 used the lagged saving hypothesis which was based on the
theoretical postulation of the permanent income and life cycle hypothesis.

GPS = F(Yp GPS,;, SR}  correivcciremirnnenenaennenenns€.19
where

GPS,, = lagged savings ratio and GPS, Y, and SR are as defined in equation 19.

by <0;0<b,<1;0<b,<1;and b,> 0.

The model in equation 20 used the Houthakker and Taylor (1966) dynamic adjustment
hypothesis which took into consideration the possible effect of changes in income on savings.
GPS = F(Y,, Yy, GPS,;, SR) .ocovrrirrrrrcrrriennennn©G.20
where «Y,, = change in disposable income and GPS ; Y, , GPS, and SR are as defined in
equation 18 and 19.

Where C, < 0; 0 <C,;0<C,;0<C,<1and C,>0.
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Using the weighted least square method to correct heterscedasticity, the regression test

showed that in all observations interest rate was positively related fo savings.

In the lagged savings model the effect of interest rate was strongly positive and
significant while in the dynamic adjusted model, the interest rate variable lost much of its

significance when the change in income was included in the regression.

The Keynesian income hypothesis showed a positive and statisticalty significant

relationship between real interest rate and gross private savings.

Leite et al (1986) concluded that the level and change in disposable income and past

savings performance are the major determinants of savings in the BCEAQ countries.

Mwega et al (1990) investigated the impact of real interest rate on private savings in
Kenya. They adopted the traditional model of Fry and Giovannin. Their data were derived

from the International Financial Statistics table from 1966 to 1985,

The mode! used was

S/Y, = F(Y/POP, DY/Y, d-II°, FS/Y, $/Y.y, D8O .cvvevvrrereenen€q. 21
where |

8Y, = Private savings,

DY/Y = Real growth rate of income.
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d-IT* = Real interest rate on deposit.

Y/POP = Real per capita income.

FS/Y Net foreign savings.
S7Y,, = Lagged private savings.

D80 = Dummy variable.

The dummy variable (D80) was introduced to capture the influence of other structural
adjustment reform policies introduced by the government in the first half of the 1980s such
as crawling peg exchange rate, price decontrol, trade liberalization and the control of fiscal

deficit.

Theyv used the two stage least squares (2SLS) regression method to capture the strong
feed back effects from private savings rate to growth in income and inflation. It was found
that real deposit rate had an insignificant impact on real savings rate in Kenya, while per capita
income had a significant coefficient at 5 percent level. However, the per capita income was
not significant when the growth rate of income was introduced in the analysis. It was observed

that the growth rate of real income was significant at 5 percent level thereby having a

significant impact on private savings.
The dummy variable had a constant significant positive coefficient in the regression.

This shows that non interest rate structural adjustment policies undertaken during the 1980s

had a significant positive impact on private savings.

s
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2.7  Gaps in the Literature

This thesis examined empirically the determinants of savings in Nigeria and observed

some shortcomings with regard to the specification of the model and variable used.

The empirical investigation by Reichel (1991) on financial savings in Nigeria showed
that the model performed poorly in explaining the determinants of savings in Nigeria. The
poor performance of the model can be traced to the statistical insignificance of the variables
and the low coefficient of determination (R2), which showed that a significant proportion of
the dependent variable was not explained by the independent variables. The insignificance of
the regression result can be attributed to misspecification or the omission of some important
explanatory variable in the model. This misspecification or omission could lead to
questionable conclusions. It is against this background that this thesis adopted the Reichels

model.

Uchendu (1993) analysis on interest rate and savings did not give room for
comparative analysis, because his analysis did not take into consideration the policies of
regulation and deregulation which have different policy objectives. Therefore, for any study
on interest rate and savings fo be objective, it would be analytically useful to carry out
comparative study on interest rate regulation and deregulation in order to ascertain if interest

rate deregulation has more impact on savings than interest rate regulation or otherwise.
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The use of nominal mterest rate by Uchendu (1993) is misleading, because it does not
take into consideration the truc cost of financial return. The use of real interest rate will

however remove the impact of inflation and provide a good measure of financial return.

2.8 The Choice of Model and Variables

2.8.1 The Model Used

This thesis adopts the Reichel's (1991) model. This model was used because like
Reichel’s it seeks to investigate the impact of interest rate on financial savings in Nigeria. In
order to fill some gap in the literature certain modifications are made as regards the variables

used which this thesis secks to improve upon.

2.8.2 The Choice of the Variables

Most studies (Reichel, 1991, Uchendu, 1993, and Mathias, 1997) investigated the
impact of interest rate on savings using gross domestic savings as proxy. Gross domestic
savings embodies both private savings and public savings. Real interest rate did not affect
public savings which are essentially budgetary services. Therefore, the use of gross domestic
savings may distort this analysis. The data on gross private savings used by Leite and

Mckinnon (1986} are not readily available in Nigeria.

However, this thesis equates financial savings with private savings because available
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evidence such as Ikhide (1996) have showed that private savings constitute the bulk of

financial savings in Nigeria.

The growth rate of savings and time deposit with commercial banks used by Reichel
(1991) will be substituted for real savings and time deposit with commercial banks because in

Most studies used permanent income, Leite et al (1986), change in income, Leite et
al (1986) and per capita income, Reichel (1991). These variables are not used in this analysis,
because the data on permanent income are not readily available in Nigeria. In the dynamic
adjustment model of Leite et al (1986), interest rate loses its significance when change in
income was included in the estimation of six francophone countries, while per capita income

in Reichel’s (1991) model of financial savings in Nigeria was not statistically significant.

In the modified Yusuf and Peter model by Mathias (1997), it was discovered that real
gross domestic product (GDP) was a significant determinant of savings in Nigeria. This study

therefore used real gross domestic product.

This study retained real interest rate in Reichel’s (1991) model because the growth rate
of savings and time deposit are intercst rate sensitive. Also, it was demonstrated that higher

interest rate stimulate financial savings and the coeflicient are statistically significant.
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Lagged variables are important explanatory variables in most economic relationhips
because economic behaviour in anyone period is to a great extent determined by past
experiences and past pattern of behaviour (Koutsoyiannis, 1977). To this end, the inclusion
of lagged savings showed the extent to which savings in the present period was influenced by

savings in the past.

Mwega et al (1990) demonstrated that the dummy variable introduced to take account
of non-interest rate structural adjustment reform policies had a significant positive impact on
savings. Therefore, the dummy variable used to capture the “boost” in real minimum wage
in Reichel’s (1991) model will be extended to take account of the non- interest rate structural
adjustment reform policies such as foreign exchange deregulation, commercialization and

The reason for the extension of the dummy variable in Reichel’s (1991) model was
that his analysis stopped in 1987, therebv undermining the full impact of interest rate
deregulation which started in 1987. Thercfore, to adequately understand the impact of interest
rate on savings in the period 1987 to 1996 will be appreciated because it gives room for

comparative study which is long enough for any meaningful research to be undertaken.
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Chapter3 AN OVERVIEW OF MACROECONOMIC POLICY
MEASURES AND SAVINGS MOBILIZATION IN NIGERIA,
1975 -1996

3.1 Introduction

Chapter two focused attention on the review of related theories of interest rate
as well as theories of savings behaviour. Also reviewed were savings mobilization and

various empirical investigations of interest rate and savings.

In this chapter an attempt was made to review macroeconomic policy measures
in the process of savings mobilization in Nigeria within the period of regulation and

deregulation.
3.2 An Analysis of Interest Rate Policies in Nigena

Over the years inferest rate policy has been one of the policies infroduced within
the financial system designed to mobilize savings in Nigeria. The mobilized funds are
intended to be channelled info productive investment in the economy. The responsibility

for the formulation of interest rate policy is vested on the Central Bank of Nigena.

Before the introduction of the Structural Adjustment Programme, inferest rate
was mstitutionally and administratively determined by the Monetary Authorities in line

with the Federal Government macroeconomic objectives such as price stability.
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The power to control the structure of interest rate was contained in the banking

amendment act of 1962, which stated that;

(i} ‘the rate of interest charged on advances, loans and credit facilities ér paid on
deposit by licensed banks shall be linked to the minimum rediscount rate of the
Central Bank subject to the stated minimum and maximum rate of interest.
When s0 approved the rate shall be the same for all licensed banks...................°.

(ii) ‘the mterest rate structure of each licensed bank shall be subject to the approval

of the Central Bank of Nigeria’ (Reported by Falegan, 1987, P.139).

The 1969 bank decree (section 14) gave the Central Bank of Nigeria (CBN)
powers not only to control but to determine and prescribe minimum and maximum
interest rate chargeable by banks (Agu, 1988). Up till now the structure of interest rate

in Nigeria has been subject to the approval of the Central Bank of Nigeria.

Various reasons have been advanced for the administration of interest rate in
Nigeria. It was observed by Agu (1988) that the administration of low interest rate in
Nigetia was to enable the government to borrow from the public at low cost; stimulate
investment, to strengthen the financial system and also the usury law which limits the

payment of interest rate on moral ground.

During the period of regulation the structure of the economy was classified into

three broad categories viz: the preferred, the less preferred and others. This
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classification enabled government to direct financial institutions to lend funds at
concessionary rates to sectors classified as priority ones which the federal government
considered very vital to the economy. The concessionary rate was itself low,averaging
about 7.25 percent between 1978 and 1985 (CBN Brief, 1994 Series). The preferred
sectors could not get the concessionary loans as banks preferred to lend to sectors where
the rate of interest was high. The low interest rate on deposit within this period did not
only hinder domestic savings mobilization but impeded an efficient allocation of scarce

capital.

The advent of the structural adjustment programme resulted in a radical
departure from the dictum of control of interest rate and monetary management. It
introduced market oriented development process with emphasis on small government;
efficient resource ailocation and market determined prices. The major policies of the
Structural Adjustment Programme include trade liberalization, deregulation of interest

rates, public sector reform, privatization and commercialization.

3.2.1 Interest Rate Structure During the Period of Regulation

Interest rate control techniques which were in vogue in 1970s continued up to
1986. This period witnessed the fixing of interest rate by the Monetary authorities.
This means that from time to time, the Monetary Authoritics adjusted the rate of interest

in order to achicve certain macroeconomic objectives such as money supply and
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inflation rate. Table 3.1 below shows the structure of interest rates from 1975 to 1996.

Interest rate on deposit range from 2.5 percent in 1975 to 10 percent in 1986,
while lending rate ranged between 6 percent and 22.5 percent in the same period. The
minimum rates set by the Central Bank for rediscounting first class securities is very
important. This is because the rediscount rate influenced commercial bank liquidity,
hence the cost of loanable funds. That is, it drew the linc for minimum lending rates

charged by commercial banks.

The minimum rediscount rate ranged between 3.5 percent in 1975 and 10
percent in 1986, with an average of 6.6 percent for the period. Treasury bill rate ranged
between 2.5 percent and 8.5 percent for same period and averaged 5.5 percent for the
period. The minimum rediscount rate and treasury bill rate was set with a differential
of 13.5 percent from 1975 to 1986. Minimum rediscount rate within this period was
set between 1 percent and 1.5 percent above the treasury bill rate for the period 1975

to 1986.

With the lending rate, the margin between the minimum and the maximum
lending rates was as wide as 3 percent in 1975, 4 percent in 1976 and 1977. However,
the margin between the minimum and the maximum lending rates was 4 percent for the
period 1978 1o 1981 and 3 percent point between 1982 and 1985, The year 1986

showed a very wide margin of 11 percent between the minimum and maximum lending
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rates. Banks took advantage of these differentials in concentrating their loans portfolio

at the maximum lending end of the market (Falegan, 1987).

Analysis of the minimum rediscount rate on the one hand and minimum and
maximum lending rates on the other hand was also very important because it influences
commercial bank liquidity, hence the cost of funds to the economy. However, in 1975,
the margin was 2.5 percent and 5.5 percent to 6 percentage points for maximum lending
rates for the periods 1977 to 1983. In 1984 to 1985, the minimum rediscount rate was
higher than the minimum lending rate of 0.5 percent 2/3 percentage point respectively.
The maximum lending rate shows a range of 3 percent for the same period. The year
1986 showed a wide margin between the minimum rediscount rate and the maximum

lending rate at 12.5 percentage point for the year.

Another remarkable differential existed in the lending and savings deposit rate.
Between 1975 and 1983, the range between the minimum lending rate and savings
deposit rate was 1.5 percent to 3 percent respectively. They were at par in 1984 at 9.5
percentage point. In 1986, however, the minimum lending rate exceeded the savings
rate by 2 percent. Between the maximum lending rate and savings deposit rate, the

spread was between 5 percent to 6.5 percentage point from 1975 to 1986.

However. there was a wide margin of 13 percentage point in 1986. The wide

differential between the lending rate and savings rate discouraged savings in financial



43

assets thereby, inducing excessive demand for credit.

3.2.2 Interest Rate Structure During the Period of Deregulation

The distortion created by the administration of interest rate prompted the federal
government to deregulate interest rate in 1987.
The deregulation of interest rate was contained in the Central Bank of Nigeria's
annual report (1987 P.8). According to the report,
(1) ‘All controls on inferest rate were removed in line with the emphasis on
deregulation of the economy’.
(i)  ‘Inorder to serve as a signal to the desired direction of interest rate charges, the
minimum rediscount rate would continue to be fixed by the Central Bank of

Nigeria’.

The year 1987 witnessed the begining of the gradual deregulation of interest rate
in the Nigerian economy in line with the Federal Government’s directives. In the period
of deregulation commercial and merchant banks were allowed to negotiate their rate of
interest with their customers. The Central Bank of Nigeria therefore adopted the policy
of fixing only the minimum rediscount rate to indicate the desired direction of mterest

rate charged during the vear.

In January 1987, the minimum rate of interest payable on savings and time
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3.1 Inter te Stru i 19
Year | Minimum | Treasury Deposit Rates Lending Rates
rediscount | Bill Rate :
Rate 3 3-6 6-12 Over 12 | Savings | Minimum | Maximum
months | months | months | months | Rate

1975 3.50 2.50 3.00 3.50 3.50 4.00 4.00 6.00 9.00

1976 | 3.50 2.50 2.50 3.50 3.50 3.50 400 6.00 10.00
1977 | 4.00 3.00 3.00 3.00 3.00 3.50 4.00 6,00 10.00
1978 | 5.00 4.00 475 2.50 525 5.50 5.00 7.00 11.00
1979 | 5.00 4.00 475 5.00 5.00 5.50 5.00 7.00 11.00
1980 | 6.00 5.00 575 6.00 6.25 6.50 6.00 7.50 11.50
1981 6.00 5.00 5.50 6.00 6.25 6.50 6.00 7.50 11.50
1982 8.00 7.00 7.25 7.50 7.75 8.00 7.50 10.50 14.00
1983 8.00 7.00 7.25 7.50 7.75 8.00 7.50 9.50 13.00
1984 10.00 850 Q.75 950 275 10.00 9.50 9.50 13.00
1985 10.00 850 925 9.50 975 10.00 9.50 9.30 13.00
1986 10.00 8.50 925 9.50 9.75 10.00 9.50 11.50 22.50
1987 12.75 11.75 14.90 15.30 15.10 15.80 14.00 15.00 20.50
1988 12.75 11.75 13.40 12,10 13.70 1430 14.00 16.30 18.40
1989 18.50 17.50 18.590 21.60 21.40 21.20 16.40 25.50 25.70
1990 18.50 17.50 19.60 2050 22.10 23.00 18.80 26.00 26 50
1991 14 50 15.00 15.71 17.09 20.10 20.10 14,29 20.20 25.00
1992 17.50 21.00 20.80 22.30 22.10 20.50 16,10 28 40 29.00
1993 26.00 26.90 25,32 26.09 26.20 28.02 16.66 29.80 31.20
1994 13.50 12.50 13.40 13.80 14.10 14.20 12.30 2020 21.00
1995 13.50 12.50 13.60 13.70 14.00 14.30 12.60 20.20 20.80
1996 13.50 12.50 12.30 12.80 13.20 13.30 10.10 19.10 20.80

Source: CBN Annual Report and Statement of Accounts, Various Issues,
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deposit were revised from 9.5 percent and 8.5 percentage point to 11 percent and 12
percentage points respectively. The maximum lending rate was retained at 15
percentage point. The minimum rediscount rate which was fixed at 15 percent in
August, 1987 was reduced to 12.75 percent as at December, 1987 (CBN Brief, 1994

Series).

From 1987 to 1996, the minimum rediscount rate ranged between 12.75 percent
and 26.0 percentage point with an average of 16.1 percent. The differential between
the minimum rediscount rate and treasury bill rate for the period 1989 to 1990 and 1994
to 1996 was 1 percentage point above the treasury bill rate. While the period 1991 and
1993 treasury bill rate rose above the minimum rediscount rate with a differential of

0.9 percent to 3.5 percentage point.

The spread between the minimum and maximum lending rates also differ. The
spread between them ranged from 15 percent to 31.2 percentage point for the period
1987 to 1996. With an average of 22.07 percent to 23.9 percentage point respectively.

However, the gap narrowed for the period 1989, 1990 and 1992.

Particularly revealing was the spread between the minimum rediscount rate on
the one hand and the minimum and maximum lending rates on the other. The spread

between the minimum lending rate and minimum rediscount rate ranged between 2.3
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percent and 10.9 percentage point from 1987 to 1996. While maximum lending rate
and minimum rediscount rate ranged between 5.2 percent and 11.5 percentage point for

the same period.

In order to mobilize savings in the economy, saving deposit showed an upward
trend for the entire period of dercgulation except for the period 1994 to 1996. On the
average however, the increase was 14.5 percentage point for the period 1987 to 1996.
The sprudbctwmthcnﬁnﬁnmkmﬁngmcmdﬁwsavmgsdcposﬁrmw
between 1 percent to 13 .14 percentage point for the period 1987 to 1996. While the
spread between the maximum lending rate and savings deposit rate ranged between 4.4
percent to 14.5 percentage point above the savings deposit rate. This wide differential
has the impact of discouraging investment as people will prefer to save their surplus

funds in order to take advantage of the wide differential that existed between the

maximum lending rate and savings deposif rate.

It would be seen in table 3.1 that all categories of interest rates started to rise
from 1989 when the minimum rediscount ratc was adjusted to 18.50 percentage point.
This upward differentials between the various rates of interest continued especially
between savings rate and lending rate. The high interest rate that was observed was the

consequence of tight liquidity measures especially in the last quarter of 1989.

Conventionally, the minimum rediscount rate as well as the treasury bill rate
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were expected to provide a base for the directions of savings and lending rates, but

rather, it was the savings and lending rates that dictated the direction (Umoh, 1995).

The reason for the behaviour of interest rate during this period of deregulation
was stated in the CBN Brief, 1994 Series which included among others:
the high rate of domestic inflation arising from huge fiscal deficit,; the undue
discretion which the deregulation of interest rate conferred as well as the
arbitraging activities of market speculation; technical insolvency and serious cash
flow problem on the part of the weak banks resulting in distress borrowing and
the use of stabilization security; and the system of allocation of foreign exchange
both of which induced the sterilization of large funds at the Central Bank of

Nigeria.

The distortions that were observed in the structure of interest rate, especially in
1993, prompted the Federal Government to reregulate interest rate in 1994. Deposit
rates were fixed at between 12 percent and 15 percent per annum, while lending rate

was fixed at 21 percent.

In the Central Bank of Nigeria Monetary Guidelines of 1995, a policy of guided
deregulation was adopted as opposed to the administratively controlled measures of
1994. Banks and other financial institutions were required to maintain a spread of 7.5

percentage points between the deposit and lending rate subject to 2 maximum lending
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rate of 21.0 percent. However, in October 1, 1996, the cap on interest rate was
removed and the treasury bill and minimum rediscount rates were to reflect prevailing

market conditions.

3.3  Development of the Financial Institution 1975 to 1996

The Nigerian econpmy has undergone considerable changes in terms of structure
and activities in order to enhance and accelerate the pace of economic growth. The
growth rate of the economy was also associated with the growth of the financial

The primary function of the financial system has been highlighted by Levine
(1996, P.6) who gave five basic functions:
(1 Facilitate the trading, hedging, diversifying and pooling of risk;
(i)  Allocate resources;
(i)  Monitor managers and exert corporate control;
(iv)  Mobilize savings; and

(v)  Facilitate the exchange of goods and services.

To a very large extent the Nigerian financial system has performed these

functions over time,
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Before the introduction of the structural adjustment programme and the

subsequent liberalization of the banking sector, the number of commercial bank offices

mcreased o 29 with 481 rural and 829 urban branches, while the number of merchant

banks increased from 5 in 1975 to 12 in 1986 with 27 branches (see table 3.2),

Bank 1975 | 1980 | 1986 {1987 | 1990 |1992 | 1994 | 1996
Commercial Bank 17 20 29 34 42 635 65 64
Rurat Bank branch - 168 | 481 |529 | 765 774 | 763 {675
Urban Bank branch - 365 829 1947 [ 1,165 |1,4935 | 1,634 | 1,727
Merchant Bank 5 6 12 16 49 54 51 51
Branches - 12 27 33 74 116 144 147
Community Bank - . - - 1 401 910 1,366
Foreign Exchange - - - - 83 132 na na
Fmance Companies - - - na na 666 |na na
Peoples’ Bank - - - na na 228 275 278
Deposit Insurance - - - - 1 i na na
Corp.

Unit Trust - - - - 1 10 na na
Stock Brokers - - 23 23 80 14 na na
Mortgage Bank - - - - 1 145 na na
Discount Houses - - - - - 3 3 5

Source: UBN Annual Report and Statement of Accounts Various Issues
Nigerian Structural Adjustment Programme Workl Bank Report 1994,

Note: na = Not Available.
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Another significant change that took place in the financial sector was the
ownership structure of commercial banks which was in private hands in 1975. The
Federal Government decided to acquire 40 percent of the equity of banks which was

later increased to 60 percent in 1976.

The uneven geographical spread of financial institutions, banks and branches
was very evident before the structural adjustment reform policy. Post office bank was
the only bank that was established freely in the rural areas. The Federal Government
therefore evolved a policy through which commercial banks were required to establish
rural bank branches before setting up an urban bank branch. Ikhide (1996) gave the
reason that compelled the Federal Government to evolve the policy aimed at establishing
rural bank branches. This includes the mobilization of savings in the rural areas:
allocation of credit to productive activities; linkage of the money market and also to
serve as a back up institution for some government programmes such as green
revolution and operation feed the nation programmes. The number of commercial
banks gradually increased between 1987 and 1996. Commercial bank branches
increased from 34 in 1987 with 947 urban and 529 rural branches to 68 offices with

675 rural and 1727 urban branches in 1996.

Phenomenal increases were also recorded for merchant banks which increased

from 16 with 33 branches in 1987 to 51 with 147 branches in 1996.
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The period 1987 to 1996 witnessed the emergence of new breed of banks and
different banking products. Nwadike (1990), reported by Soyibo et al (1992), observed

the existence of 151 banking products.

The number of stock brokage firms increased from 23 in 1987 to 140 in 1992,
To further complement bank facilittes in the rural arcas for saving mobilization in the
rural and urban centres, the Federal Government through its reform policy package
established the peoples Bank and community Banks in 1989 and 1990 respectively. The
number of Peoples banks increased from 228 to 278 in 1992 and 1996 respectively.
Community banks also recorded a spectacular growth rate from 1 in 1990 to 1,366 n
1996. This policy was intended to bring banking services to the rural and wvrban
commugitics who had no access and collaterals to meet the requirements of commercial
banks.

3.3.1 Other Measures Introduced in the Financial Sector During
the Period of Deregulation

Within the period of deregulation a significant change that took place in the
financial sector was the promuigation of the Centrat Bank of Nigeria’s Decree number
24 and Banks and Other Financial Institutions Decree (BOFID) number 25 of 1991.
This decree gave the Central Bank of Nigeria more flexibility in regulating and
supenvising the banking sector and licensed finance houses which had hitherto operated

outside any legal framework (CBN Brief, 1994 Series). To further augment the
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monetary policy objectives was the shift from direct to indirect monetarv control

measures through the open market operation (OMO).

To provide deposit insurance and confidence in the financial sector the Nigerian
Deposit Insurance Corporation (NDIC) was established by decree 22 of 1988. The
NDIC was mandated to examine the books and affairs of insured banks and other
deposit taking financial institutions and apply adequate sanctions and corrective
measures when lapses are observed as well as undertake the liquidation of failed banks

(CBN/NDIC Collaborative Study, 1995).

Another significant change that was put in place to strengthen the functional
system and fo protect it from the adverse effect of liberal policy on the licensing of new
banks, the minimum paid up capital of merchant and commercial banks stood at 540.0

Million and %50.0 Million respectively.

In order to encourage the inflow of foreign exchange the system of foreign
currency Domiciliary Accounts and the Inter-bank foreign exchange market (IFEM) was

introduced.

To adequately carry out the challenges posed by the increase in the number of
banks and to ensure an efficient payment system between banks the inter-bank

settlement system was introduced.
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To strengthen the supervisory role of the Central Bank of Nigeria (CBN) and
enhance sound financial system was the promulgation of three banking laws which arc
the CBN Decree Number 24 of 1991 which enlarges the powers of the Central Bank
of Nigeria with the responsibilities of maintaining monetary stability and sound financial
system and to facilitate the use of market based instruments of monetary conirol. The
second law introduced was the Banks and other Financial Institutions Decree (BOFID)
Number 25 of 1991 which replaced the Central Bank of Nigeria Act of 1958 (as
amended). This decree contained the following elements as stated by Odoz (1995)
which are (1) the centralization of the functions of bank licensing, regulations and
supervision in the Central Bank of Nigeria, (ii) provision for changes to be made to
some aspects of the law without recourse to a new legislation, (iii) strengthening of the
supervisory powers of the Central Bank of Nigeria regarding keeping of proper books
of accounts by financial institutions, the control of distressed banks and winding-up of
failed institutions; (iv) enlargement of the duties and responsibilities of directors and
external auditors of banks; and (v) bringing under the regulatory/supervisory purview
of the Central Bank of Nigeria all non-bank financial institutions whose activitics

influenced the economy in a significant way.

In order to recover debt and to deal with defaulting banks, the Federal
Government promulgated the failed banks (Recovery of Debts) and Financial
Malpractices Decree 18 in November, 1994. In order to minimize the opprtunity not

covered by the Decree, it was extended to include other financial institutions. The main
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objective of the decree is to facilitate recovery of non-performing debt and to penalize
culprits who had engaged in malpractices.

Another measure was the withdrawal of government deposits in merchant and
commercial banks to the Central Bank of Nigeria. This measure was to prevent such
accounts from discouraging healthy competition in savings mobilization and to check

excess liquidity in the banking system (Odoz, 1995).

3.4  Trend in Institutional Savings

Analysis of the various trends of institutional savings will be carried out with a

view to identifying various financial measures put in place.

The increase in the number of banks which was associated with the increase in

economic activities also witnessed the increase in savings though in nominal terms.

Table 3.3 shows institutional savings in nominal terms which revealed that
institutional savings have been on the increase over time. As at December, 1975,
institutional savings stood at X1,815.2 Million from where it increased to N5,769.9
Million in 1980. There was a continuous increase from its 1980 level to N13,934.1
Million in 1986. The increase in total institutional savings within this period could be

attributed to the increase in revenuc from oil and expansionary monetary policy
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embarked upon by the Federal Government.
The period of deregulation shows the emergence of the increase in mstitutional
savings. It increased from N18,676.3 Million in 1987 to N29,651.2 Million in 1990.

There was a gradual and sustained increase which was maintained up till 1996 when it

stood at XN158,147.4 Million.

Ve Total Institutional Annual Growth Consumer Price Real Institutional Annual Growth Rate
Savings NMillion) Rate %) Index (1985 = 100) Savings (NMillion) )
1975 15152 50.6 20.7 8,769.1 0.19
1976 2,1533 242 5.6 B8.B0%.% 03
977 15918 15.0 2.6 L7895 4.6
1978 3,009.7 16.1 a5 37139 0.4
1979 41618 4.7 383 10,5103 193
1980 57699 379 43 13.640.4 20.8
1981 6.562.6 17.8 512 12,8176 4.4
98z TS14.4 10.0 51 13,6378 6.0
1980 4439 263 679 13,908.6 20
1984 10.988.1 173 4.3 11,5903 -20.0
1985 12.521.3 143 100.0 12.521.7 T4
1986 139341 73 105.4 13,2203 53
1987 186763 MO 116.1 16,086.6 173
1988 D2480 145 181.2 12,830.7 -254
1989 23,8013 24 2727 85,7282 ~470
1990 29,6512 246 2 10,1130 123
1991 ¥ 920 271 3309 11910 2
1992 35418 450 478 4 114218 03
1993 80,0279 5.5 7519 11,085.1 30
19%4 90,410.9 91 1,180.7 7.657.5 ~44.8
1995 120,538.5 7 2.040.4 55404 -288
1996 158,147 4 34 16381 5.994.7 09

Source: CBN Annuaj Report and Statement of Accounts, Various Issues.







