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Abstract This study aims at examining the effect of financial sector liberalization on the economic growth of Nigeria
from 1980 to 2013. It also tends to know whether the achievement of liberalization will continue to increase the economic
growth of the Nigeria since financial suppression leads to economic distortion and poor economic performance. In the model
specified, real gross domestic product (real GDP) was used to proxy economic growth while Real Interest Rate, Real
Exchange Rate, Inflation Rate, Total Deposit and Foreign Direct Investment were used to capture financial sector
liberalization. The Vector Error Correction Model was employed, which was conducted after checking the stationarity using
Augmented Dickey-Fuller (ADF) test and ensuring the existence of cointegration of the variables by Johasen co-integration
test. All the variables except real GDP had their data series differenced at first difference as a result of their unit root issues.
GDP was however differenced at second difference. The results of the co-integration test show existence of a long run
relationship between the dependent and independent variables at a 5% significance level. The error correction model (ECM)
shows a very high coefficient of multiple determinations of 92%. Therefore from the above assertion it can be concluded that
financial sector liberalisation has positively reinforced economic growth in Nigeria. The advantage of reform programmes in
Nigeria should be consolidated by the government by avoiding drastic policy reversal but concentrate effort in perfecting the
existing policy. This will induce prudence on the part of major operators in the financial market and encourage saving

behavior of all economic agents.
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1. Introduction

Financial Liberalization refers to the deregulation of
domestic financial markets and the liberalization of the
capital account. The linkage between financial Sector
liberalization and economic growth has long been a subject
of intense scrutiny. In developing countries, the structural
imbalance and economic disorder were severe owing to
distortions of regulation coupled with oil price shocks and
escalating real interest rate for external debt servicing of the
1970 and 1980s. Hence, many countries have made attempts
to liberalize their financial sectors by deregulating interest
rates, eliminating credit controls, allowing free entry into the
financial sector especially banking, giving autonomy to
commercial banks, and liberalizing international capital
accounts. However, following financial liberalization, many
developing countries have found their financial markets
more unstable and their financial institutions more fragile
because of unfamiliar practices, excessive risk-taking and
weaknesses in the regulatory and supervisory frameworks.
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Anyanwu (1995) asserted that financial repression such as
loaning restriction with respect to high interest rates, high
reserve requirements on bank deposits, and mandatory credit
allocations interact with ongoing inflation to reduce the
attractiveness of holding claims on the domestic financial
system. He advocated for financial liberalization as a remedy
to the distortive financial repressive policies of developing
countries. Financial liberalization as posit by McKinnon
(1973) and Shaw (1973) is a better and efficient mobilization
of resources such as savings with positive real interest rates
which will stimulate investment and economic growth. Thus,
the issue of financial liberalization has remained
controversial especially for the developing countries.

From the foregoing analysis, this paper seeks to
empirically examine the effect of financial sector
liberalization on economic growth in Nigeria. The remaining
part of the paper is organized into four sections. Section 2
focuses on review of related literature. Section 3 centers on
the methodology for data analysis, section 4 presents the
empirical results and discussion, while section 5 concludes.

2. Conceptual Issues and Review of
Related Literature

Financial sector liberalization refers to the removal or
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loosening of restrictions imposed by the government on the
domestic financial sector. However, this definition seems to
be too narrow in explaining the concept of financial sector
liberalization.

Kaminsky and Schmukler (2003) have provided a more
broad definition. Financial liberalization consists of
deregulation of the foreign sector capital account, domestic
financial sector, and the stock market. From this definition,
they put forward that full financial liberalization occurs
when at least two of the three sectors are fully liberalized and
the third one partially liberalized.

Johnston and Sundarajan (1999) view financial
liberalization as a set of operational reforms and policy
measures designed to deregulate and transform the financial
system and its structure with the view to achieving a
liberalized market-oriented system within an appropriate
regulatory framework.

Financial liberalization refers to measures directed at
reducing regulatory control over the institutional structures,
instruments and activities of agents in different segments of
the financial sector. These measures can relate to internal or
external regulations (Chandrasekhar, 2004).

From the above definitions, it is obvious that financial
liberalization focuses on eliminating controls that restrict
financial activities and allowing the market forces (interplay
of the forces of demand and supply) to serve as the price
mechanism for financial services.

Various empirical studies have been conducted to validate
whether financial liberalization has a positive impact or
otherwise on economic growth. Evidences from various
researchers are thoroughly reviewed in order to get adequate
and better knowledge of the effects of financial liberalization
in some emerging economies on economic growth.

According to Detragiache and Tressel (2007), financial
sector reforms represent eight main factors. The first relates
to deregulation of credit controls to ensure efficient
allocation of credit among competing sectors of the
economy.

The second relates to reliance on indirect monetary
controls through the use of reserve requirements, while the
third relates to deregulation of interest rate controls so that
they are conducive to savings mobilization and investment.

The fourth relates to removing bank entry barriers so as to
increase competition and efficiency in the banking sector.
The fifth area concerns bank privatization with a view that
the private sector is best placed to intermediate financial
resources compared to government.

The sixth area of financial sector reforms involves
supporting the growth and development of financial
infrastructure such as securities markets so as to foster the
development of government and corporate bond markets as
well as other financial equity markets in order to encourage
savings mobilization in support of long-term investment and
growth on one hand, and also support the conduct of
monetary policy on the other.

The seventh aspect relates to strengthening bank
supervision and regulation, so that there is orderly entry and
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exit in the financial sector based on Basel capital regulation,
including specific efforts aimed at strengthening bank
supervisory system, consolidating and granting high degree
of independence of the bank’s supervisory authority/agency
to ensure effectiveness of, on-site and off-site examinations
of banks by supervisory agency.

Finally, liberalization of the foreign exchange market,
including opening up of the current and capital account aim
at encouraging high economic growth based on out-ward
oriented policies.

McKinnon (1973) and Shaw (1973) in their Financial
Repression Hypothesis, assert that, interest rates, if regulated
among other components of the financial system, undermine
not only the efficiency of financial intermediation but also
interferes with the efficient allocation of resources which
result into poor long run economic growth.

Akpan (2004) in a study conducted to theoretically and
empirically explore the effect of financial liberalization in
the form of an increase in real interest rates and financial
deepening (M2/GDP ratio) on the rate of economic growth in
Nigeria using the endogenous growth model. The study used
time series annual data covering the period from 1970 — 2002.
The Error Correction Model (ECM) was used to capture both
the short and long run impact of the variables in the model.
The finding shows a low coefficient of the real deposit rate
which implies that interest rate liberalization alone is
unlikely to expedite economic growth. Overall, the results
show a positive impact on the economy of Nigeria.

Okpara (2010) also investigated the effect of financial
liberalization on some macroeconomic variables in Nigeria.
Real GDP, financial deepening, gross national savings,
foreign direct investment and inflation rate, were selected
and given pre/post liberalization comparative analysis using
the discriminant analysis technique. The pre-liberalization
period covers 1965 — 1986 while the post-liberalization
period continued from 1987 to 2008. The findings show that
the variables had positive impacts on the economy owing to
financial liberalization; the real GDP recorded positively the
highest  contribution.  This implies that financial
liberalization positively increases the growth of the
economy.

Tokat (2005) evaluated the impact of financial
liberalization on some macroeconomic variables in two
emerging countries (Turkey and India) from the period
spanning 1980 to 2003. The changing dynamics of domestic
industrial production index, domestic interest rate, and
trade-weighted average foreign industrial production index
were analyzed by conducting Multivariate Granger-causality
test. The findings suggest that there is an increased
interdependency among the variables following the financial
liberalization process. The study provides evidence on the
increasing impact of foreign economies on both countries
macroeconomic Vvariables which implies that financial
liberalization has been beneficial to both countries.

Kasekende and Atingi-Ego (2003), in the case of Uganda,
examined the impact of financial liberalization on the
conduct of banking business and its effect on the real sector.
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Quarterly data from 1987Q1 to 1995Q3 for the following
variables: Gross Domestic Product, Commercial Bank Credit
to the Industrial Sector, Premium on Official Exchange Rate,
Lending Rate, and Inflation Rate were analyzed using the
Vector Autoregressive (VAR) methodology. Their findings
show that financial liberalization has promoted efficiency
gains in the banking industry and consequently, the
increased growth of credit to the private sector following
financial liberalization, leads to economic growth. The study
provides evidence of a positive impact and supports the
McKinnon-Shaw Hypothesis.

Banam (2010) analyzed the impact of financial
liberalization on economic growth in Iran through Johansen
Co-integration test using time series data from 1965 to 2005
while also investigating the determinants of economic
growth. The financial liberalization index was represented
by the financial restraints index which includes interest rate
controls, reserve requirements and directed credit multiplied
by -1. The results suggest that financial liberalization has
positive and statistically significant impact on economic
growth measured by the gross domestic product in Iran. The
findings provide support to Mckinnon (1973) and Shaw
(1973), who argued that financial liberalization can promote
economic growth by increasing investment and productivity.

The above review of related literature is an indication that
there are varying results from different countries. In Nigeria
which is an emerging economy, there is dearth of empirical
study on the effect of financial sector liberalization on
economic growth which is the aim of this study.

3. Methodology

The model adopted in this study was built based on the
modification of the models in Kasekende and Atingi-Ego
(2003), Faria et al. (2009), and Akpan (2004). For the
purpose of this study, financial liberalization index was used,
because it is seen as an important and better financial
liberalization proxy variable. The model specified the
endogenous variable Gross Domestic Product as a function
of Real Interest Rate, Real Exchange Rate, Inflation Rate,
Total Deposit, and Foreign Direct Investment representing
the exogenous variables.

The model is specified as thus:

GDP =f (IR, XRT, INF, TD, FDI) 1)

Where;

GDP = Gross Domestic Product

IR = Real Interest Rate

XRT = Real Exchange Rate

INF = Inflation Rate

TD = Total Deposit

FDI = Foreign Direct Investment

f = Functional Relationship

The econometric form of the equation (1) is represented
as:
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GDP; = Bg + B1lR¢+ BoXRTy+ B3INFet B4 TDy + BsFDI; + pit

)

By specifying the error correction model (ECM) from
equation (2), the model becomes:

YAGDP, = B + B1ZIRc1+ BoEXRTa+ BoZINFea
+ B=TDus + Ps=FDlyy + St ©)

Where;

2ECM = Error Correction Term

t-1 = Variable lagged by one period

>t = White noise Residual

The study used annual time series data of 1980 to 2013
collected from the Central Bank of Nigeria Statistical
Bulletin especially the 50 years special anniversary edition.
In considering the availability of usable data 1980 was
selected as the cut off year. A total of six variables which
include; real GDP (Y), Real Interest Rate (IR), Real
Exchange Rate (XRT), Inflation Rate (INF), Total Deposit
(TD) and Foreign Direct Investment (FDI) were used.

Empirical tests were conducted for stationarity and
co-integration to find out the nature of the variables before
adopting them in various models for practical analysis.

Testing for stationary

Unit root test being the preliminary step for econometric
analysis of time series data, in the co-integration tests, results
are achieved by assuming the presence of unit root
(non-stationarity of the variable) in the null hypothesis (H0)
and no unit root (stationary of the variable) in the alternative
hypothesis (HA). In this regard, decisions were made based
on the calculated statistic and McKinnon’s critical value in
comparison with the critical values.

A variable was considered non stationary if its calculated
value was less than the McKinnon’s critical value hence the
justification for the existence of a unit root. On the other
hand, a variable was considered stationary if its calculated
value was higher than the critical value and this confirmed
the absence of unit root. These values were generated using
the ADF test in E-views.

For the lag length of k; the tests had a maximum lag of 6
and down to the appropriate lag by examining the Akaike
Information criterion (AIC). The target was to minimize
residuals indicated by the minimum AIC. The target was to
achieve the stationarity at the minimum AIC.

Testing for serial correlation

Serial correlation is wusually a result of model
mis-specification or genuine autocorrelation of the model
error term. In the presence of such a phenomenon, ordinary
least squares are no-longer BLUE (Best Linear Unbiased
estimators). In such cases R-squared may be over-estimated
and OLS estimators are biased and inconsistent. There was
thus every need to test for serial correlation in the residuals.

In this study the Durbin-Watson statistic was used, to test
for the first order autocorrelation. DW statistic measures
linear association, between adjacent residuals from a
regression model. It was based on the hypotheses:
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Ho: p=0, that is, no serial correlation

H1: p=I that is, presence of serial correlation

The rule of thumb is that DW = 2, that is, there is no serial
correlation. DW < 2, implies a positive serial correlation and
DW > 2 implies presence of a negative serial correlation.
However DW test becomes invalid if there are lagged
dependent variables to the right hand side of the regression
and it is also dependent on the distribution of the data matrix
in question. This dependence can be handled by placing
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Figure 4.1
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Figure 4.2
Table 4.1. ADF Unit ROOT Test Result
Test Critical values
Variable 1% 5% 10% ADF Status d(y) ADF
Interest Rate -3.646342 -2.954021 -2.615817 -2.362956 1(1) -8.670821
Exchange Rate -3.756348 -2.865133 -2.667219 -1.535826 1(1) -5.390868
Inflation Rate -3.684102 -2.987253 -2.625535 2.936732 1(1) -5.403202
Total Deposit -3.653730 -2.957110 -2.617434 -0.927387 1(1) -9.372967
GDP -3.854321 -3.675420 -3.432802 -2.345289 1(2) -7.867534

Source: Author’s Eviews output.
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Co-integration Test

The concept of co-integration is relevant to the problem of
determination of long-run equilibrium relationship.
Co-integration is the statistical implication of the existence
of a long-run equilibrium relationship between variables.
The condition for a long run co-integrating vector is that the
trace statistics (likelihood ratio) must be greater than 5%
critical value. The test was conducted using Johansen
Co-integration. The long-run relationship or co-integration

among Gross Domestic Product (GDP), Real Interest Rate
(IR), Real Exchange Rate (XRT), Inflation Rate (INF), Total
Deposit (TD) and Foreign Direct Investment (FDI). The
co-integrating equation was chosen based on log likelihood
ratio. If the log likelihood ratio is positively signed, then the
equation with the lowest log likelihood ratio is chosen and if
negative signed, the highest log likelihood ratio at absolute
term is chosen.

Table 4.2. Co-integration Test

Date: 01/08/16  Time: 19:26

Sample (adjusted): 1984 2013

Included observations: 30 after adjustments
Trend assumption: Linear deterministic trend
Series: DGDP DIR DXRT DINF DTD DFDI
Lags interval (in first differences): 1 to 1
Unrestricted Cointegration Rank Test (Trace)

Hypothesized Trace 0.05
No. of CE(s) Eigenvalue Statistic Critical Value Prob.**
None * 0.912125 182.5375 95.75366 0.0000
At most 1 * 0.749896 109.5825 69.81889 0.0000
At most 2 * 0.695340 68.00614 47.85613 0.0002
At most 3 * 0.382980 32.34940 29.79707 0.0249
At most 4 * 0.275443 17.86379 15.49471 0.0216
At most 5 * 0.239108 8.197921 3.841466 0.0042

Trace test indicates 6 cointegrating eqn(s) at the 0.05 level
* denotes rejection of the hypothesis at the 0.05 level
**MacKinnon-Haug-Michelis (1999) p-values

Unrestricted Cointegration Rank Test (Maximum Eigenvalue)

Hypothesized Max-Eigen 0.05
No. of CE(s) Eigenvalue Statistic Critical Value Prob.**
None * 0.912125 72.95509 40.07757 0.0000
At most 1 * 0.749896 4157631 33.87687 0.0050
At most 2 * 0.695340 35.65674 27.58434 0.0037
At most 3 0.382980 14.48561 21.13162 0.3265
At most 4 0.275443 9.665866 14.26460 0.2348
At most 5 * 0.239108 8.197921 3.841466 0.0042

Max-eigenvalue test indicates 3 cointegrating eqn(s) at the 0.05 level

* denotes rejection of the hypothesis at the 0.05 level
**MacKinnon-Haug-Michelis (1999) p-values

Source: Authors’” Eviews Output.
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Error Correction: D(DGDP) D(DIR) D(DXRT) D(DINF) D(DTD) D(DFDI)
CointEql -0.218975 0.001651 -0.046809 0.006658 0.001318 -0.007489
(0.03417) (0.00125) (0.00987) (0.00565) (0.00343) (0.00202)

[-0.55531] [1.32179] [-4.74021] [1.17912] [ 0.38403] [-3.71294]

D(DGDP(-1)) -0.686923 0.016446 0.042752 0.049837 -0.005531 0.007770
(0.16607) (0.00607) (0.04799) (0.02744) (0.01668) (0.00980)

[-4.13629] [ 2.70895] [ 0.89077] [1.81612] [-0.33167] [ 0.79260]

D(DIR(-1)) -10.02289 -0.381508 -3.525158 1.949461 -0.259113 -0.094551
(4.73654) (0.17315) (1.36885) (0.78266) (0.47562) (0.27961)

[-2.11608] [-2.20334] [-2.57526] [ 2.49081] [-0.54479] [-0.33815]

D(DXRT(-1)) 0.669839 -0.053807 0.550102 -0.258152 0.115580 0.099132
(0.91799) (0.03356) (0.26530) (0.15169) (0.09218) (0.05419)

[0.72968] [-1.60337] [2.07352] [-1.70186] [ 1.25384] [ 1.82930]

D(DINF(-1)) -2.086820 -0.000583 0.160131 -0.300617 0.121314 -0.006047
(1.07450) (0.03928) (0.31053) (0.17755) (0.10790) (0.06343)

[-1.94213] [-0.01483] [0.51567] [-1.69315] [ 1.12436] [-0.09534]

D(DTD(-1)) 0.026256 0.010087 -1.710888 -0.026094 -0.916102 -0.150339
(1.12052) (0.04096) (0.32383) (0.18515) (0.11252) (0.06615)

[ 0.02343] [ 0.24625] [-5.28331] [-0.14093] [-8.14190] [-2.27281]

D(DFDI(-1)) -0.183817 -0.093492 3.395676 -0.372695 -0.495237 -0.234346
(2.69223) (0.09842) (0.77805) (0.44486) (0.27034) (0.15893)

[-0.06828] [-0.94996] [ 4.36434] [-0.83778] [-1.83190] [-1.47454]

C -5.032655 0.298498 -2.856035 1.670073 0.962116 -1.199256
(24.0123) (0.87780) (6.93953) (3.96777) (2.41120) (1.41750)

[-0.20959] [ 0.34005] [-0.41156] [ 0.42091] [ 0.39902] [-0.84604]

R-squared 0.915438 0.643334 0.793432 0.403573 0.798116 0.747090
Adj. R-squared 0.923578 0.529850 0.727706 0.213801 0.733880 0.666618
Sum sq. resids 365144.3 487.9639 30497.01 9969.890 3681.819 1272.456
S.E. equation 128.8312 4.709583 37.23208 21.28795 12.93659 7.605189
F-statistic 3.073705 5.668916 12.07178 2.126622 12.42476 9.283917
Log likelihood -183.6709 -84.40382 -146.4310 -129.6601 -114.7176 -98.78076
Akaike AIC 12.77806 6.160254 10.29540 9.177338 8.181175 7.118717
Schwarz SC 13.15171 6.533907 10.66905 9.550990 8.554828 7.492370
Mean dependent -1.470000 -0.033333 0.184000 0.006667 0.360333 -1.028333
S.D. dependent 157.8142 6.868536 71.35068 24.00865 25.07731 13.17162

Determinant resid covariance (dof adj.) 3.42E+14
Determinant resid covariance

Log likelihood

Akaike information criterion

Schwarz criterion

Source: Authors’ Eviews Output.

5.32E+13
-729.4925
52.23283
54.75499
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4. Results and Discussions

One of the requirements for running VEC model is that the
data involved should be stationary. Hence, the stationarity of
the data are first tested using the Augmented Dicker- Fuller
(ADF) test (Dickey and Fuller 1981, unit root tests).

The endogenous and exogenous variables (real GDP,
interest rate, exchange rate, inflation, total deposit and
foreign direct investment) were checked for stationary. The
stationarity or otherwise of a time series data can also be
plotted graphically as represented below:

The series shows evidence of unit root as the line graph of
the diverse variables plotted above failed to cross several
times the zero-line with large departure from it. However,
the ADF test on the series was performed to ascertain the
number of times we differentiated our non-stationary time
series to become stationary which the results are as presented
in table 4.1.

From the above diagnosis, the null hypothesis of a unit
root is HO: a = 0 versus the alternative: H1: a < 0. The ADF
unit root test result presented above shows that real GDP was
stationary at the second difference while interest rate,
exchange rate, inflation rate and total deposit were stationary
at first difference.

The null hypothesis which confirms the present of unit
root in our variables was not rejected rather the variables
were differentiated at first difference except real GDP which
was differentiated at the second difference.

The graphs for the differenced time series to confirm their
new state of stationarity are as presented in Fig 4.2 below:

From the diagram above, it can be observed rapidly that
the differentiated series crosses several times the zero line
and has small departure from it. Given the stationarity of the
above series, further analysis can now be carried out to
determine the longtime associationship among the series.

We start our analysis by applying a co-integration test.
The concept of co-integration is relevant to the problem of
determining long-run equilibrium relationship.

Co-integration is the statistical implication of the
existence of a long-run equilibrium relationship between
variables. The condition for a long run co-integrating vector
is that the trace statistics (likelihood ratio) must be greater
than 5% critical value.

Johansen’s co-integration test was used after determining
the order of integration of the variables and the test results
were presented in the Table below:

The cointegration output above shows the trace statistic
and max-eigen statistics when compared with their critical
values indicate that there are long run relationship among the
variables. Hence we proceed with the vector error correction
model.

The error correction term / mechanism tell the speed with
which the model returns to equilibrium following an
exogenous shock. It should be negatively signed, indicating a
move towards the equilibrium; a positive sign indicates
movement away from equilibrium.
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From the diagnosis above the ECM shows that the
coefficient of the error correction term is significant with a
negative sign that is the negative sign justifies its
significance. This means that it would be effective in
correcting any deviations from the long-run equilibrium. The
coefficient of ECM which is -0.218975 indicating that the
speed of adjustment to long run equilibrium is 21.8%
meaning that is when any past deviation would be corrected
in the present period. This implies that the present value of
GDP adjust slowly to changes in IR, EXR, INF, TD and FDI.

5. Conclusions

The paper investigates the effect of financial sector
liberalization on economic growth in Nigeria. The study
shows how the removal of heavy government interventions
on the financial sector influences economic growth in
Nigeria.

The results show that financial sector liberalization
positively influences economic growth through its effects on
interest rate, savings and investments. The study found out
that, financial sector liberalization positively re-enforced
interest rates which encouraged savings, investments and
economic growth.

However, the study found a positive but insignificant
effect of financial liberalization on financial development
and economic growth in the short run although results were
reversed in the long run. Hence, government embarking on
financial liberalization should set in place a sound capital
base, prudential guidelines and a strong supervisory agency
that will follow up action to ensure compliance.
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