Journal of Finance, Banking and Investment

Vol.3, No.1 April 2009

DETERMINANTS
OF COMMERCIAL
BANKS' CREDIT TO THE DOMESTIC
ECONOMY IN NIGERIA: A RE-EXAMINATION
OF THE EVIDENCE USING
COINTEGRATION
(1970-2008).
By
A. E. Cookey; PhD*
Dr. Cookey is a Senior Lecturer in Economics,
University of Port Harcourt.
ABSTRACT
The pope: identifies some important and verifiable factors that influence the flow of Credit frdm
Commercial banks to private and public sectors of the economy and subjects them to quantitative analysis
"IS ;ng ccintegration. Some monetary policy tools like interest (lending) rate which has been successful in
otner economics are found to be ineffective in Nigeria. The flow of banks' funds to the real sector
(Agriculure and manufacturing) is threatened by the dismal performance of the sector due to absence of
pcwer end other infrastructural facilities. Banks consider this sector too risky for the relatively low
maximum lending rate imposed by the monetary authorities. Commercial banks "funds held with CHN and
total deposit liabilities of the banks exert very significant influence on the flow of credit. The CHN should
deploy ether tools like stabilization securities and direct intervention to control the volume of free funds
with commercial banks since the legally required reserve is no longer effective partly due to absence of 'full
dis closu=e' by the banks. The banks should also restrategize to mobilize more deposit funds [specially from
the rurn]population and channel same to the productive sector and for infrastructural development.

INTRODUCTION
In every economy, banks perform an important function of financial intermediation. It is the
responsibility of the banks to mobilize and channel funds into the productive sectors of the
economy to propel economic growth. The commercial bankers are profit-seeking investors that
would naturally want to hold a profit-maximizing investment portfolio.
Ironically, the same commercial banks are expected by the government to extend a greater
percentage of their credit to the preferred sectors, the risk and profit potentials of the secters notwithstanding. There is therefore an apparent conflict, which the commercial bank tries to resolve in
order to arrive at an optimum portfolio mix (Cookey 2001).
The availability and accessibility of loanable funds are important determinants of growth in every
economy. The quantity, quality and cost of loanable funds have significant impact on the existence
and performance of businesses. It has been established (see for instance Uremadu 2007) that a very
high proportion of credit transactions in Nigeria takes place in the informal financial market and
this is a pointer to the fact that the formal financial institutions have failed to provide the quantum
of capital needed to keep the economy afloat. The nature and management of the loan portfolio
directly or indirectly
Influence the core macroeconomic variables- productivity, price instability, employment, income
and income distribution. In Nigeria, the banking sector has been able to exert sufficient positive
impact on these macroeconomic variables. The sector has passed through a lot of troubled waters,
problems that have assumed different dimensions at different times. The more an economy
develops, the more the banking sector takes over the control of its heartbeat because part of the
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yardstick for measurement of economic development is the extent to which it depends on the
banking sector for its daily transactions and activities.
In a developing economy, it is not an overstatement to say that anytime the banking sector sneezes,
the entire economy will catch neumonia. This is why both developed and developing economies
have continued to introduce reforms in the banks to improve on their performance as the economic
environment changes
Of ali assets of commercial banks, the loan portfolio appeals to be the most important to the public,
the government and the bank itself. It determines the level of liquidity in the economy, the level of
investment, the extent to which government polices and programs can be implemented as well as
the income and profit of the bank itself. Since after the consolidation exercise in Nigeria, the
banking and regulatory environment has changed and no study has been done currently to
determine the variables that influence the allocation of funds into the loan portfolio of commercial
banks and the possible changes in the role of these variables in the light of the new banking
environment occasioned by consolidation. This paper shall attempt to fill this gap using a
cointegrational analysis.
Section 2 01 this work is devoted to a review of relevant literature while section 3 briefly examines
bank lending and credit administration environment in Nigeria. Section 4 attempts to build a model
of commercial banks' loan portfolio while section 5 takes up the analysis and discussion of the
cointegration results. Section 6 provides some concluding remarks.

2.

LITERA TURE REVIEW AND PAST EMPIRICAL STUDIES

The concept and theory of loanable funds is central to the effectiveness of monetary policy. It
explains how the demand for, and supply of credit determines the financial market interest rate.
Bannocks, et al, (1998) defines loanable funds as money available for lending to individuals,
governments and institutions in the financial markets. It comprises the current savings made
available by the actions of depository institutions, governments and monetary authorities in the
financial markets. Thus, loanable funds represent a flow of money into the financial markets for
loans of all kinds.
The modern theory of loanable funds, which was developed by Wicksel and elaborated by
Pigou, Ohkin and other neo-classical economists, has its roots in the classical theory of
interest rate (Levacic and Redman, 1983 and Otu, et ai, 2003). In its simple version, the
theory explains the determination of interest rate in terms of the demand for, and supply of
credit
The rate that equilibrates the financial markets is that which equates the supply of credit,
(through savings from present income plus 'let increase in money supply in
a given period) to the demand for credit (from the investment demand fa. real capital
expenditure, plus net hoarding during the period) (Ajayi and Ojo, 1981).
The actual amount of credit granted to both private and public sectors of the economy by
commercial banks is a function of a plethora of factors and include:

Regulatory and Monetary Policies
The regulatory actions of the monetary authorities, particularly with regard to the conduct of
monetary policy affect the availability of credit in the economy. Since the monetary policy
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stance impacts on the reserves of commercial banks, their portfolio management in response
to policy action affects the flow of credit. As a matter of fact, if legal reserve requirement
(or cash reserve ratio) is high, commercial banks will be left with little cash or credit to
advance or create loanable funds and vice versa (Jhingan, 1984 and Cookey, 2000). The
lending capacity of commercial banks is constrained further when part of the deposits
mobilized is sterilized by the central bank, through reserve requirements, partly for
prudential reasons and partly for monetary control purposes. This implies that less money is
available to commercial banks for lending operations.
The theory of portfolio regulation provides new insights into the loan behaviour of
commercial banks. The theory posits that the regulation of banks is necessary to maintain
safety and soundness in the industry. This involves attempts by monetary authorities to
compel greater solvency and liquidity on individual banks than they would adopt
voluntarily. Thus, bank supervisory and regulatory agencies devote more time to the
determination of the level of risk of bank assets and the adequacy of their capital. According
to Peltzman (1970). "if the asset portfolio is deemed too risky or capital inadequate, the
relevant supervisory agency will attempt to compel a change in the bank's balance sheet".
Such a bank is given a 'Hobsian' choice-more capital or less risky assess.
Commercial banks' loan, which is the riskiest
determined by the level and quality of regulation.

asset in their portfolio,

is therefore

partially

Interest rate is another val iable that i;-,f1ii,::1Cc-o the decision of commercial banks to grant loans As
Diaku (1997) observed, the lending rate of interest depends on tile duration of the loan and the
quality and level of risk inherent This is also in consonance with the term structure of interest rate
theory. The higher the rate, the more expensive and less profitable it becomes to take loans and the
lower the volume of credit that would be disbursed by commercial banks.

Nwankwo (1991) observes that the volume and structure of bank deposit affect irs lending capacity
and patterns. He argues that since bank deposits consist mainly of demand, time and savings, if the
proportion of demand deposit which can be theoretically withdrawn at any time is greater than the
proportion of time and savings deposit, the tendency will be for banks to grant only short term
loans, so that they will remain liquid enough to meet the withdrawal needs of depositors, On the
other hand, he continued, if the proportion of savings and time deposits are greater, the banks will
be better
positioned to grant long term loans with little or no risk of liquidity crisis since, theoretically,
savings and tine deposit customers are expected to give withdrawa! notice in advance.
Three different approaches to commercial banks' asset management have been espoused by Reed,
Cottar, Gill and Smith (1990). The first approach called the 'Pool of funds' approach requires that
all funds should be pooled together from where allocation to various assets are made. In this case,
the source is immaterial. In this approach, allocation is made in order of liquidity and profitability.
The primary reserve must be satisfied first, followed by the secondary while the loan portfolio is the
third priority. The residual funds are allocated to the investment portfolio.

Asset-allocation or conversion of funds approach. This model recognizes that the amount of
liquidity needed by a bank is related to the sources from which its funds are obtained. In this
approach loans and investments are financed from regular savings, time deposit and shareholders'
funds as these require relatively long term assets. The third approach uses the linear program
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model, which requires an explicit statement of an objective to be optimized, and the specific
constraints faced by the optimizer. In a loan portfolio problem, the objective is to maximize returns
from loans, subject to constraints imposed by law and the regulatory authorities.
Awosike and Nwoko (1983) argue that the state of the economy is an important
determines the volume of funds allocated to the loans portfolio. They stated that:

factor that

"The extent to which banks can mobilize savings (which determines the extent of lending)
not only depends on the availability of banks and bank services but also on the degree of
monetization of the economy, the level of income, the savings habit and the distribution of
bank services within the economy".
Demand for bank loan is also a function of the business cycle. In periods of boom, business would
have a greater demand for funds to finance its investments. In most studies the level of business
activities is proxied by the Gross Domestic Product; GOP.
Legal reserve requirement, LRR, is another factor that tends to influence the lending capacity of
commercial banks (Jhingan 2000). These variables are expected to be inversely related to the size of
a commercial bank's loan portfolio.
Russell (1964), using monthly data for United States from 1949 to 1961 found that the flow of
funds into any class of assets (including loans) responds positively to the rate of returns and level of
deposit. Pierce (1964) using weekly data for United States from 1959 to 1962 found that the desired
loan portfolio is positively related the lending rate, but a negative function of loan risk, government
deposits and loan terms. In Britain, White (1972), used quarterly data for 20 years to test both a
static and dynamic model of banks' asset choice and showed that deposit banks respond to interest
rate changes and liquidity ratio requirement when allocating funds to the loan asset portfolio. Sharp
(1974) examined the portfolio behavior of Australian savings banks and found that interest rate
performed poorly as an explanatory variable in the loan equation and the long-run coefficients
indicate that savings banks would invest 40 percent of any permanent increase in deposit, in
mortgage loans. Kahn (1991) also exam ined the relationship between monetary growth and bank
lending in the United States and demonstrated that monetary growth does not necessarily iead to
increase in bank loans since 1982 as against the practice in the period before 1982.
In Nigeria, Ojo (1976), worked on the demand and supply of bank loans using quarterly data from
1962-1972 and discovered that the demand for commercial banks loan is a function of the level of
productivity, approximated by the GNP, interest rate on loans and some seasonal factors. Ajayi
(1078), estimated a supply of loans equation for commercial banks in Nigeria and found it to be a
function of excess liquidity ratio, poor lending rate, net export and the volume of loans in the
previous period.
Udegbunarn (1992),
banks in Nigeria by
In his resu It, interest
loan portfolio, while
(1997), which found

following Tobin's formulation, examined the portfolio behaviour of merchant
maximizing the banks' utility function and derived the desired asset equation.
rate and total deposi t have significant impact on the allocation of funds to the
the GOP variable performed poorly. The result differed slightly with Cockey
GDP significant, but with a wrong sign.

In 1986, Ojo and Ajayi reformulated in a disequilibrium framework, the model of demand for and
supply of commercial banks' loans in Nigeria. The result was not too different from that of previous
independent studies by the two authors where the interest rate coefficient failed the significance
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test. They explained that interest rate was pegged officially and did no move in response to demand
and supply conditions.
Uremadu (2007) investigated the indicators of bank credit to the domestic economy between 1997
and 2002 and discovered that the ratio of banking system's credit to GDP is a positive function of
demand deposit liabilities, maximum lending rate and banks' investment to GDP, while the banks'
balances with the eBN is found to have negative impact 011 the volume of credit against a priori
expectations.

3. Bank Lending and Credit administration environment in Nigeria.
Bank lending and credit administration in Nigeria is influenced by three main factors, namely
government regulatory controls, institutional/corporate constraints and macroeconomic
constraints:
(a)

Government Regulatory Controls:
Banking business is perhaps the most regulated of tmsinesses the world over. Even in the
United States of America, where emphasis is placed on the operation of the market, banking
is not free from controls. USA has been operating banking regulation for many years. This
regulation prescribes, amongst others, interest rate ceilings on deposits of Federal Reserve
member banks (Oyejide and Soyibo, 1987). In Nigeria, in a bid to ensure a reasonable
spread in the loan portfolio of banks and thus prevent making a hank's exposure vulnerable
through the concentration of credit in few hands, the legal limit stipulated by the Banking
Ordinance of 1958 as amended is that no more tr.an20% of the paid-up capitai and statutory
reserves of a bank can be lent to anyone borrower or a group of connected accounts. This
was raised to 30% by the Banking (Amendment) Act, Bonfid of 1991.

Similarly, in order to ensure that banks are sufficiently liquid to meet the demand deposit
requirements of their customers, the eRN maintains strict surveillance OlJ bank's capital adequacy
and portfolio management. Thus the banking Act of 1969 stipulates the minimum capital a bank
must maintain, This was reviewed upwards(to W25 billion) in 2006. Besides, banks are required to
maintain a reserve fund into which they must transfer part of their annual profit as a way of
enhancing their capital base. Thus, if the reserve is less than the adjusted capital fund of a given
bank, it must transfer a sum equal to 25% of its net profit to the reserve fund. In a situation where
the reserve equals to or is in excess of the paid-up capital, 12Yz% of the profit of the bank must be
transferred to the reserve fund.
The 1969 Act as amended also stipulates that a ratio of 1:2 must be maintained between a bank's
adjusted capital funds and its total loans and advances. A bank, which fails to maintain this ratio,
cannot pay dividends out of the current year's net profit.
(b)

Institutional/Corporate

Constraints

Every bank operating within an economy has limitations imposed upon it by its institutional
constraints, which may hinder the effectiveness of its portfolio management in one way or
the other. Such constraints include the bank's deposit base, its shareholder's corporate
policy, and the availability of financial instruments.
The size and structure of the deposit base of a bank constitute a barometer of its lending and
investment policy. If its deposits are mainly short-term, it will be imprudent to invest
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substantial part of such funds in long-term investments. In Nigeria, the greater portion of
commercial banks' deposits is demand deposit. For example, between 1980 and 2006, 41%
of total commercial banks' deposits were made up of demand deposits while time and
savings deposits averaged 39% and 20% respectively.
A bank's shareholders' fund is made up of capital funds including reserves. The smaller the
shareholders' funds the greater the controls to lending, since there is a specified limit to a
bank's exposure in relation to shareholders' funds. In recent times however, commercial
banks in Nigeria have carefully managed the growth in shareholders' fund through profit
plough-back and capitalization.
The corporate policy of a bank provides a focus for operational direction at any point in
time. This is often a statement of strategy and tactics, which can be consolidated into
corporate planning. In recent times, most Nigerian commercial banks have had to
restructure their portfolios owing to the constraints in credit creation and the attractions
offered by treasury income. The result is that rather than provide more loans and advances,
some banks, which are risk averse, tend to place more funds in investments at a more
predictable income. One other element in the portfolio management equation is the
availability of loans and investment avenues. Apart from the inadequacies in the number of
financial institutions in Nigeria, there is paucity of financial instruments, which can be
issued and traded in. That those instruments issued by government dominate the existing
financial institutions is a pointer to the serious gap in the Nigerian financial system. Worse
still, all the government securities carry interest rates, which are significantly below the
market rate. Thus, they are restricted to those markets in which they are compeiled by law
to invest. This tends to encourage investments in short-term instruments which generate
very little secondary market activities and constitute illiquid elements in portfolio asset
holding. Besides, they create very high liquidity preference among investors resulting in a
dis-incentive to long-term S8 vings.

(c)

Macro-economic Constraints
Monetary policy: In its annual budget, the Federal Government of Nigeria announces its
fiscal and monetary policies, which dictate the general direction in which the economy is to
move. On its own part, the CBN issues its annual monetary circulars specifying the
monetary direction and guidelines to be followed by banks and other financial institutions in
line with the overall objectives of government policy. While it is generally agreed that
monetary policy may be designed to deal with four main objectives viz. maintenance of
price stability, reduction in unemployment, achieving a satisfactory level of economic
growth and maintenance of balance of payments equilibrium, in practice, those objectives
sometimes result in conflict, necessitating unavoidable trade-offs. Standard tools have been
designed to facilitate monetary policy accomplishment but the tools are not universally
applicable. There is a strong need for selectivity depending on the country's stage of
development.

In Nigeria, the Central Bank like all other Central Banks in the world possesses and uses a wide
range of tools to regulate money and credit. Olalusi (1992) classified the Central Banks' tools of
control into two main categories-traditional and modern. The traditional tools include Open Market
Operations, Discount Rate and Moral Suasion while the modern methods of credit control include
Reserve Requirement and the banking credit system. Nwankwo (1980), also indicated that there are
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tools which operate primarily on quantity or availability, those that operate primarily on the cost of
money and credit and those that operate primarily on the direction of credit.
From the above discussions, it could be noted that all the tools operate and impact on the
availability, cost and direction of credit as well as the portfolio growth of banks in Nigeria.
Commercial

Banks'

Credit to the Domestic Economy:

The credit environment in Nigeria has undergone remarkable changes since 1986. The introduction
of SAP in 1986 represented a watershed in the process of bank deregulation. The deregulation
process has been partial because of the imposition and reimposition of regulations like ceilings on
credit growth, pegs on interest rate, differentiation between
lending and deposit rates and the issuance of stabilization securities to mop up excess liquidity
which have continued to characterize the period of liberal zation.

Table 3: LOAN-TO-DEPOSIT
1970-2008. (in %)

I

Year

I Loan/Deposit
I Ratio

I Year

I.

RATIO

OF COMMEERCIAL

LoanlDeposit
Ratio
66.7
74.5
84.6
R3.8
81.9
66.9
83.2
72.9
66.9

1 LoanlDeposit

Year

Ratio

1990
1980
51.3
1970
1C)91
1981
68.2
197'
1992
1982
74.2
1972
1993
1983
69.8
1973 ~
.I
1"0;1
19R4
lC)74 !
61.6
I
f-1995
1985
51.1
1975
1996
48.3
11986
1976 I
1997
1987
53.0
1977 I
1998
1988
68.6
1978
80A
1999
1989
70.3
1979 I
Those in parentheses are the CBN prescnbed levels.
,

i

BANKS IN NIGERIA

') .»

•

66.5
59.8
55.2
45.9
60.9
73.3
72.9
76.6
74.4
54.6

FROM

Yea
r
2000
2001
2002
2003
2004

LoanlDepos
itRatio

~

70.8
I
--6i6--

--r-2006
2007
2008

:, 1.0

65.6
62.8
61.9
68.6

70.8
81.3

~.C)

Source: CBN statistical bulletin, various issues and author's computations
Table 3: shows that between 1970 and 1977 commercial banks in Nigeria recorded very low
lending profile. On the average, the loan-to-deposit ratio of commercial banks during this period is
59.69%. This means that tor every NI received as deposit, commercial banks lent out less than 60k.
The average lending ratio of commercial banks in the 80's (i.e. between 1980 and 1989) is above
70%. This is due to the introduction of structural adjustment programme in 1986, which
deregulated the banking industry and led to licensing of more private banks in the second half of
that decade.
There was a continuous decline in total bank credit to the economy from 1990 which reached an
all-time low in 1993. This was caused by the withdrawal of about N 6 billion government deposit
away from commercial banks to CBN in 1989. The prob!em reached its height in 1994 when up to
40 licensed banks became insolvent (Agene, 1995).
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Most monetary policy and macroeconomic
variables were fairly stable during the General Abacha
years (1994 and after) and this accounted for the steady increase in loan / deposit ratio between
1994 and 1998. Apart from the decline recorded in the first two years ofObasanjo's
regime (1999
and 2000) the commercial banks' loan/deposit ratio remained fairly stable during the 8-year period
of the regime. (Between 62.8 and 70.8%). It rose sharply to 81.3 percent in 2008 indicating that the

2006 consolidation exercise had started bearing fruits.
4. Bank Credit Determination Model
From the empirical studies reviewed, two important issues have been thrown up and require serious
consideration. First, virtually all previous studies that deal with commercial bank loan/credit model
have utilized the ordinary least square method. The data used are time-series data, which is subject
to accidental or spurious correlation, thereby misleading the analyst. No attempts were made to
screen the data through diagnostic stationarity tests and other cointegrational analytical processes.
Second, there is need to update and re-examine the evidence in the light of the consolidation and
other reform exercises that have taken place in the sector in the recent past.
In most of the previous studies, lending rate or maximum lending rate MLR, as the case may be
was found to be an important explanatory variable in the bank credit model. A high MLR will,
ceteris paribus reduce the demand for credit by the non-bank public and increase the supply of
credit by commercial banks.
In the current Nigerian banking environment, where the loan applicant needs to initiate the process
and fulfill many other conditions imposed by The bank, an increase in the MLR is likely to lead to a
fall in the volume of credit actually granted by the bank:
eBe = f1(lVILR);

f/

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

"

,

(1)

<0

CBe is commercial banks' total credit to the economy

MLR is maximum lending rate.

Many past studies included liquidity ratio as one of the explanatory variables as well as banks'
funds held with CBN. The t\VOvariables measure the same thing since the liquidity ratio determines
the amount kept with the CBN. We feel that funds held with the CBN is a better measure because it
includes liquidity ratic proceeds as well as proceeds from other stabilization instruments used
periodically by the apex bank to regulate liquidity in the economy. This variable could be a twoedged sword. If commercial banks have sufficient funds with the central bank which they can easily
access without cost when their liquidity position is threatened, they would be encouraged to lend
out a greater percentage of their funds, even at the risk of primary and secondary reserves. On the
other hand, an increase in the volume of funds held by the CBN will reduce the available funds
with the banks for credit disbursement. In this case a higher amount of funds held with CBN will
reduce the lending capacity of the commercial banks. We shall tentatively assume that the negative
impact of an increase in the balances with the CBN will outweigh the positive impact. The
relationship will then be:
CBC = f2( FCB);
f/ <0

,

(2)
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FCB is commercial banks' funds with CBN
The total deposit liability, TBL, is the largest component of the liability side of a commercial
bank's balance sheet. The size of the total deposit determines the size of banks' excess reserve and
by implication the size of loan portfolio. Naturally the higher the total deposit, the higher the
amount of credit the bank will grant to the public and private sectors of the economy. A positive
relationship is expected to exist between total deposit liability and total credit to the economy

= 6(TDL);

eBe

r./

(3)

>0

TDL is total deposit liability of commercial barks. Equations (1), (2), (3) could be combined in a
multiple regression equation as follows:
CBC = F(MLR, FCB, TDL)

,

(4)

Both linear and non-linear specification are tied
Linear:
CBC = ao + aj MLR + a2FCB + a, TDL + U,
ao a3 are coefficients; UI is white noise
aiaz < 0;
a3>O

(5)

Non-linear form (of the Cobb-Douglas variety):
~'( 1\/LR,f]l(FCB)b2(TD
')b3('u2
(/'B"
". ~ Of) \ l'.!.1
.,
L r
~
T

.

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

(6)

b's are elasticity coefficients and UL is white Boise.
We take the natural log of both sides of (6) to linearize:
Ln CBC = Lnb, + b, Ln MLR + b2 Ln FCB + b, Ln TDL + U2

(7)

After consolidation, the total asset, and by implication total size of commercial banks in Nigeria
increased substantially. To remove the influence of bank size on our results, we respecify (5) and
(7) in relative terms to arrive at relative credit equations: (5) will become
CBC
Assets

do + dlMLR + d2FCB + d3TDL + U3

(8)

d's are coefficients and U2 is white noise error.
(7)
will
/
\

become:

CBC
ssets

Ln -A

Ln eo + e) Ln MLR + e2 Ln FeB + e3 Ln TDL + U;

~

(9)

We snail try both the linear (8) and log-linear (9) formulations and accept and interprete the one
that performs better. The following procedure are adopted for diagnosis, estimation and analysis:
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(a)

A stationarity test is carried out using the Augmented Dicky - Fuller, ADF unit root
test.

(b)

If all the variables are stationary, 1(0) at levels we go ahead with the usual multiple
regression analysis. But if any of the variables is non-stationary at levels but stationary after
differencing; we procede to a cointegration test to confirm a long-run relationshop and fit an
error correction equation. The final, parsimonious error correction result is interpretated and
analysed using the normal analytical statistics - Adjusted R2, Durbin-watson statistics, F-ratio
as well as the signs and sizes of the coefficient estimates.
Presentation and Analysis of Results:

Equation (8), the linear model performed badly, suggesting that the relationship between
commercial banks' relative credit to the economy and the hypothesised expalantory variables is not
linear. The unit root test showed that MLR is integrated of order two,
I (2) while each of the
other variables is integrated of order 1, 1(1). The Johansen-J uselius coinetragtion test indicated the
existence of one co integrating equation, but the Error Correction Model exhibited very low fit with
an adjusted R2 of 0.0382 and F-ratio of 1.0662. Eesides, two of the three explanatory variables
were wrongly signed judging from a priori expectations while none of them passed the individual
coeffiecnt significance tests even at 10 percent level. All these are indicators to the fact that if any
relationship exists between commercial banks' relative credit to the economy and the explanantory
variables it could not be linear. We therefore discard this result and procede to present and analyze
the result of the log-linear model.
Table 5.1 ADF Unit Root Test Result

_-

Variable

ADF Statistics

1%Critical level

~-

i

I

I

5%Critical level

I Order
I

of
•

i Integration

I Ln CBC

I

-3.6348

-2.9489

10

-3.6271

-2.9458

! 1

-3.6271

t,L11CBC

1-3.3417

LnMLR

1-0.8413

t,LnMLR

--

1

-2.9458

-1.3348

I

I

I

1-3.0617

-3.6348

-2.9489

10
I

LnFCB

-l.9106

-3.6271

-2.9458

11
i

t, LnFCB

I--

I -3.2268

-3.6348

-2.9489

I

LncCDL

I -2.008'1

t,LnTDL

1-4.1185

1---

1

1-3.c2'!!

-2.9458

II

-3.6348

-2.9489

10

6. indicates first difference.
Sources: author's computation

10
I

I

and extracts from E-view print out.
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The result in table 5.1 shows that each of the variables is integrated
of them became stationary only after first differencing. Long-run
banking sector in order to attain stability in the banking system
economy. We therefore carry out a cointegration test to determinw
exists between the variables.

of order one i.e 1(1) since each
relationship is important in the
and by extension in the entire
whether a long-run relationship

We adopt the test developed by Johansen (1988) and Johansen and Juselius (1990). The result of
the cointegration test is presented in table 5.2
Table 5.2:

Johansen - Juselius cointegration

test result

Series: l'.LnCBC; D-.LnMLR;D-.LnFCB: LLn TDL.

Eigen value

Likelihood
Ratio

1% Critcal
Value

5% Critical
Value

Hypothesised No. of
Cointegrating
equations

0.9904

238.1185

55.41

46.92

None*

0.8662

106.2184

35.61

28.48

At most 1*

I 0.7086

50.8229

20.71

12.17

At most 2 *

I
I 0.4842

13.6167

5.74

4.66

At most 3 *

I

*

-

i

denotes rejection of hypothesis at 1 % level

* * denotes rejection of hypothesis at 5% level
source: Author's computation and extracts from E-view print-out
In table 5.2, the likelihood ratio test shows that "At most 3" cointegrating equations is rejected at
1% level of significance. The hypothesis rejecting "At most 4" is not statistically significant, hence
it was dropped from the table. If "At most 4" is not rejected, it means that 4 cointcgrating
equations is possible. This comfirms the existence of long-run relationship between the commercial
banks total credit to the economy and the hypothesised fundamentals.
A long-term relationship is an equilibrium relationship. Therefore, we can treat the error term in
equation (9) as an equilibrium error. Further we estimate this error term through the ordinary least
square method and use it to reconcile the short-run value of CBC to its
long-run value by a process known as the Error Correction Mechanism (ECM). The ECM has the
capcity to correct any disequilibrium situation that is present at the shor-run.
To achieve this, we adopt the general to specific approach to estimate an overparametised Error
Correction Model from where a parsimonious, preferred short-run dynamic result is present in table
5.3,
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Table S.3 parsimonious Error Correction Result
Variable

I Coefficient

T-statistic

Probability

Constant

2.0164

1.8416

0.6120

"" Ln CBC(-I)

0.3411*

2.3118

0.0512

"" Ln CBC(-2)

0.1665*

1.4463

0.0035

"" Ln MLR

-0.2258

-0.8416

I 0.1864

"" Ln FCB

-0.2837*

-2.9316

I 0.0358

"" Ln TDL

0.4105*

0.6498

0.00(,2

"" Ln TDL(-l)

0.0821 *

0.8817

0.0445

!

"" Ln TDL(-2)

774*

0.7115

0.0013

ECM(-I)

S013*

11.6787

0.0002

*statistieally

significant at

5~/('

I
I

or less

R2 = 0.9163; Adjusted R2 = 0.8115; F -ratio = 11.3412
Durbin Watson = 2.15; Akaike
Criteriorn (BIC) = 1.9166.

info Criterion

Sources: Author's extracts and computations

(AlC) =2.8907;

Schwartz Bayesian

information

from Evview Print-out.

The model displayed a good fit with the explanatory variables accounting for 81.15 percent of
chnages in commercial bankscredit. The F-ratio, with a value of 11.3412 confirms overall
significance of the explanatory variables. Durbin-watson statistcs of 2.15 suggests absence of
strong autocorrelation. The low values of AlC and BrC further suports the adjusted R2 to confirm
the goodness of fit cf the model and its appropriateness for purpose of policy recommendations.
Except the lending rate, every other explanatory variable is statistically significant at probability
levels not exceeding 5 percent arid with signs that are in conformity with a priori expectations.
Though the lending rate failed the signiifcance test, the negative si811agrees with cur expectations,
We earlier explained that the effect of interest rate an total credit granted by commercial banks
should be considered from the demand side and not the supply side only as most researchers do.
For commercial bank credit to be granted, the applicant initiates the process and fulfills the
numerous banks' conditions. If the lending rate is high, he will not apply and no loan will be
granted. So the positive relationship between bank credit and Inding rate suggested in the literature
is not supported by this study, even
on a priori grounds. This result is however in agreement with Otu et al (2003) and Uremadu
(2007). The variable FeB, commercial banks' funds with the central bank passed the significance
test at less that 4 percent level of probability with a negative sign. The coefficient estimate shows
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that a 100 percent increase in commercial banks' funds held with the CBN will elicit a reduction of
banks' total credit to the economy by 28.37 percent. This is quite substantial. Reserve requirements,
stabilization securities and other instruments employed to mop up excess liduidity and stabilize
prices should be cautiously used in order not to starve the economy of the necessary credit that
would enhance development. Both current and lag values of TDL and the total deposit liability of
commercial banks are statistically different from zero at less than 5 percent level. From the
coefficient estimates, a 100percent increase in TDL will increase total credit to the economy by
41.05 percent that year, by 8.21 percent and 17.74 percent in the first and second succeeding years
respectively. So efforts should be intensified by the commercial banks to mobilise deposit as this
wi.l substantially increase their capacity to extend credit to the economy. This will increase their
profit-taking opportunities as well as stimulate economic growth if they extend more credit to the
reel sector and for infrastructural facilities.
Tile lag values of the variable CBC (represnting total commercial bank credit to the ecoonrny) are
significant with influential coefficients. This means that bank credit can reinforce itself by helping
to boost.the economy and creat conducive economic climate that would encourage banks to grant
more credit.
Finally, the Error Correction variable ECM, is correctly signed with a comfortable coefficient. The
coefficient is approximately 2.5 in absolute terms. This means that 2.5 percent of the correction is
efected every year (since we used annual data). This is quite good for policy simulations.
CONCLUDING

REMARKS.

From the analysis so far, it is important to note that the explanatory variables: Maximum Lending
Rate, MLR; Funds held with CBN, FCB, and Total Deposit Liability TDL, are important in
explaining relative but 110tabsolute credit to the Nigerian economy by commercial banks. Relative
credit is the ratio of total credit to total assets of the bank.
This is a weighted measure which, neutralizes the influence of the Big Bank - Small Bank
syndrome. This is a major point of departure and improvement over similar previous studies.
Maximum lending rate did not show any significant relationship with the volume of Credit granted
by the commercial banks. For now, government influences the lending rate charged by commercial
banks through the CBN rediscount rate and persuasive emphasis on the preferred sector of the
economy in the monetary policy guidelines released annually. Unfortunately the infrastructural and
other institutional problems in the country have continued to threaten the survival of this sector
(Agriculture and industry) and render them too risky for the range of lending rates prescribed by the
monetary authorities. Government should urgently address the power and other infrastructural
problems of agricultural and manufacturing sectors, so as to improve their health condition, reduce
their risk potential and restore the confidence of commercial banks. It is
Only then, that important monetary policy variables like interest rates (including lending rates) will
play their proper roles in the banks and by extension in the economy as it does in other economies.
Total commercial banks' funds with the CBN exerts greater influence on the flow of credit to the
economy than the legal reserve requirement because commercia! Lanks dO not disclose their deposit
turn-over fully and when due. CBN needs to utilize other tools like special tools and stabilization
securities to control the volume of free funds in the banking system for effective monetary policy.
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Finally, the banks should develop effective strategies to mobilize deposit funds especially from the
rural population. Total deposit liability, especially savings and time deposits are important
determinants of the size of commercial banks' credit to the domestic economy.
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APPENDIX
Table: showing commercial banks' total credit to the Economy, maximum lending Rate, total
deposit liability, funds held with CBN and total assets (1970-2008).
Total
Deposit Funds Held with Total Assets
Total credit I Maximum
Liability in N B CBN (N Billion)
Years in N Billion ! Lending
~ Billion)
! Rate
i
8
0.63
1970
0.35
0.05
1.15
0.66
1971
0.50
10
:
0.03
1.28
,
0.79
1972
0.62
10
0.05
1.44
i
,
I 1973 I
1.01
0.75
10
0.05
1.77
;
I
! 1974 II
0.94
10
1.69
0.25
t
2.81
I
i
I
2.84
1.44 _L_
9
0.70
11975 I
4.31
i
10
4.16
1976 II
2.12
C.95
6.37
i
6
5.24
1977
4.31
0.89
8.53
i
-11
5.30
1978
4.12
0.79
I
9.11
11
6.97
1979
4.63
0.45
11.24
10.01
9.5
6.35
1.13
i 1980
16.34
10.6R
10.0
8.58
0.39
19.48
~
J982 I
12.02
11.75
10.23
1.50
22.66
I
11.50
13.94
11.09
0.81
26.70
I
11983
13.00
15.74
J984
11.50
I
0.57
30.07
II. 75
17.60
12.17
0.34
11985
32.00
12.00
18.14
15.70
0.97
iT986 i
39.68
19.20
23.09
17.53
1.64
49.83
il937
I
1,36
29.07
17.60
19.56
i 1988 I
58.03
6.1.87
27.17
i Inq
24.60
1.12
22.01
I
!
I
38.78
27.70
26.00
3.51
\ 1990
82.96
20.80
53.21
I 1991
31.31
11.53
117.51
31.20
75.05
42.74
24.20
I 1992
159.19
: 1993
36.09
110.45
35.52
65.67
226.16
142.54
21.00
41.59
1994
66.13
295.03
20.79
178.96
47.01
1995
144.88
385.14
20.c)6
)Vm
214.36
1996
169.44
458.78
I
385.55 .
280.03
23.32
50.46
584.38
I 1997
314.30
21.34
47.14
I 1998
272.90
694.62
! 1999
476.35
I
27.19
96.63
1,265.98
1,070.02
702.11
21.55
132.65
1,795.77
1,568.84
12000 i
I
947.18
21.34
219.62
2,247.04
I 2001 I 2,796.11
1157.11
245.02
30.19
3,606.23
2,766.88
12002
1337.30
22.88
272.30
4,339.44
3,047.86
2003
1661.48
20.82
276.98
3,753.28
5,686.67
2004
I
2036.09
436.05
19.49
4,5 I 6.12
2005
7,468.60
3142.46
18.70
542.15
2006
2,524.30
7,172.93
4705.70
445.11
2007
18.36
10,981.69
15,285.13
7610.29
2008
71 S.45
18.79
15,919.56
27,503.93
I

!

i

I

"--j

!

I

Source: Central Bank of Nigeria Statistical Bulletin 2008.
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