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ABSTRACT

The chief aim of the study was to ascertain thati@iship between banking system development amuk st
market development (financial system development) @conomic growth. Secondary data relating to etark
capitalization (MCP), value of shares traded (VLGpvernment expenditure (GOV) Investments (INV),
Inflation (INF), real GDP per capita and creditthe private sector (PSC) were extracted from CBaMiSical
Bulletins and used for the study. The Cointegrafl@chnique was used for the data analysis. Thenigaé
comprises of ordinary Least Square regression (QUS) Root Test (URT), Error Correction Mechanism
(ECM) and the Augumented Dicky Fuller Test Approgéatestablish the short run and the long run resiilhe
results revealed that market capitalization, hastgtun and long run positive impact on economiavgh; that
credit to the private sector by banks also hassitipe impact on GDP; that the value of share tdaithestock
market, the turnover ratio, the investments allehpesitive influence on economic growth; that itila and
government expenditure are strong policy variablebe long run. On a final note, the financialteys can be
considered as a tool for short run and long rumenoc growth.

Key words: Development, Financial System.

INTRODUCTION

The components of the financial system in Nigend ather nations are made up of the stock markettlae
banking sector, it has long been recognized thafittancial systems and financial markets playrapartant
role in a country’s economic growth and developmé@iaus, Jacobsen, and Jera, 2004). Starkey, 2010
underscored the fact that the financial systemfopas the function of mobilizing savings, allocatinapital,
providing an efficient payment system, monitoringd &exerting corporate governance as well as anagiingy
risk. The same view was held by Aziakpona (2008 extent to which a nations financial systemegatoped

is a key determinant of the ability of the systammeffectively and efficiently perform these corendtions.
Theoretical and empirical development of the finahsystem is pivotal and critical for resolvingesmgy and
information asymmetry challenges as well as redutiansaction costs (Levine and Zevous, 1998, Guauit,
2005, Ray, 2006 and Hermes and Len sink, 1996).

However, the Nigerian financial system is to a éamxtent remains underdeveloped due to the adopfion
financially repressesive policies, political cortiop/ poor macroeconomic management, bank malfeasan
giving rise to insolvencies., low saving rates, aimgufficient resource allocation. The import ofeth
underdevelopment has meant that the Nigerian ecprsimggles to accelerate economic growth and eeduc
poverty. Studies carried out by scholars like O¢L®96), Ibrahim (2012) and Adelakan (2010) haveoreul
that there exist a strong positive nexus of finahsystem development on economic growth. In tiet lof these
reports, there exists a strong case for the spgexgotion of financial system development in Nigeri

In the course of executing the core functions, fthancial system positively influences factor aceilaion,
innovations and plays a crucial role in understagdvariation in growth since economic growth iseaft
discontinuous. (Allen and Aura, 2004), from a thgimal view point. The theoretical literature, also
distinguishes between the effects of these keytiume of economic performance when performed bgrfaial
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intermediaries banks and when performed by findmoerket (Stock markets) (Starkey, 2010, and Aziakp
2008). This issue has gained considerable atteatidrits commonly termed the ‘bank based’ versasriarket
—based’ debate contributors to the debate expliredseparate effects of the banking system andsdlok
market on the promotion of economic growth and stigate issues such as “Do financial systems parfor
different functions or are they doing the samedkim different ways?” Can one say that a banktagstem is
better than a market based system (Allen and Qx&4), Levine, (2002), submitted that there existainiform
definition of what constitute a bank-based system market based system.

However, a bankbased system principally refers téinancial system dominated by the banking sector
performing the key growth enhancing functions, whél market based system is characterized by tlok sto
market predominantly stimulating economic growied¢k and Levine, 2002).

Of the smaller body of research, which incorpordtesh banking system and stock market development
measures contrasting results appear with littlesensus existing regarding the roles played by ¢éawhrds
economic growth. Given the above circumstances #hidy examines empirically the nature (positive o
negative) and direction (unidirectional or bidiieoal) of the relationship between financial system
development which is measured as banking systemstouwk market development and economic growth in
Nigeria.

STATEMENT OF THE RESEARCH PROBLEM

Financial system development has assumed a devetdgphrole in finance and economics across theegésba
result of the impact it has exerted on economigviiets in both developed and developing nationer F
sustainable growth and development, financial sysasures that funds are effectively mobilized altmtcated

to enable business and economics harness their fhumaterials and management resources for optimal
productivity.

The two major components of the financial systemthe stock markets and banks. These componemtgdel
promote efficiency in capital allocation. In mostvéloping nations, most of the studies on the iozahip
between financial development and economic grovairegnore attention to the role of the banking seatwl
considered it as the only organized sector, whilglecting the potential role of the stock market dficient
allocation and risk sharing in a liberalized finehanarket. This, according to Caporale and P{t897) may
produce misleading results because the omissi@nrefevant variable from a system might invalidedesality
inference. Beck and Levine (2004), Vasakidis andmdpoulos (2009), Yucel (2009) are now modeling the
relationship between financial development and enva growth by simultaneously utilizing banking ®ms
and stock market development in their empiricaldists. Beck and Levine (2004), pointed out that any
examination of stock market impacts on economiomno should simultaneously consider the impactshef
growing intermediating sector. They further argukdt omitting a stock market variable makes itidifft to
appropriately examine bank development and econgnmuwth when controlling for stock market systenf. O
the Nigeria studies undertaken such as Akinlo akéhla(2007), Agu and Chukwu (2008), Ndako(2010),
Adelakun (2009), and Adeniran and Udeaja (2010ddathe usage of multiple banking development messu
Hence, there are scanty available time series statlies of finance growth relationship in Nigeriapdoying
both bank and stock market development measurelsein studies Thus, the inclusion of data of theclst
market as part of the indicators of financial depehent could provide better insight on the nature direction

of the relationship between financial developmert aconomic growth in Nigeria. This study attenapfift this
Lacuna. As alluded to earlier, adopting a singfgeasof the financial system, when both the bankiecior and
stock market are fairly developed, may hinder tleealery of the overall effects of financial deyaheent on
economic performance, which in the concept of ttésearch is of critical importance to the Nigerian
government. The largely underdeveloped nature eiNigerian economy implies that the Nigerian goweznt

is under pressure to improve and strengthenedrihersl of economic growth. In order to stimulateelepment

to formulate optimum growth enhancing economic ge$i, expert knowledge of the relative importantéhe
banking sector and stock market in the financiateay is vital. Therefore, the form of financialustiure that is
most conducive for economic growth must be deteedhim order to aid the formulation of robust andrsb
economic policy for a country. Policy interventishould be tailored towards the promotion of thecHjme
financial structure that more significantly contribs to growth rather than promotion of a seconst be
alternative system. Policy promoting the alterragystem may be misplaced and fail to raise ecangmiwth.
(Chakraborty and Ray, 2006).

Against this backdrop, this study will investigalbe relationship between the financial system dgwekent and
economic growth in Nigeria, adopting both bankiggtem and stock market development indicators.
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More specifically, the study seeks to provide answe the following research questions:

(i) Does banking system development and stock marke¢lafement influence economic growth in
Nigeria?

(i) What is the relationship between private sectoditsnd economic growth in Nigeria?

(iil) What is the relationship between liquid liabilitiegio and economic growth in Nigeria?

(iv) Does market capitalization influence economic ghointNigeria?

(v) What is the relationship between turnover ratio aoohomic growth in Nigeria?

(vi) Does value of traded shares affect economic grawitigeria?

(vii) What is the direction of casualty which prevailvee¢n the various measures of financial development
and economic growth in Nigeria

Objective of the Study
The chief aim of the study is to determine the iotpaf the financial system development on econaroevth
in Nigeria based on the relative contribution af tranking system and the stock market.

The subsidiary objectives include:
i. to determine the relationship between private sewtdit and economic growth: (GDP)

ii. to determine the relationship between liquid lidileis ratio and economic growth in Nigeria (GDP)

iii. to examine the relationship between market capéttn and economic growth (GDP) in Nigeria

iv. to examine the relationship between turnover ratio economic growth (GDP) in Nigeria

v. to examine the relationship between value of traatedes and economic growth in Nigeria

vi. to determine the direction of causality which exisétween the various measures of financial devsbop
and economic growth in Nigeria.

Scope of the Study

This study is a longitudinal survey in nature. Hmaual data of the banking and stock market as ooegs of
the financial system will be examined. Such datausually time series in nature. The study coveledd in
variables of key interest spanning over a periothiofy-three years (from 1980-2014). The choicéhef period
was sequel to the unavailability of data on Nigegapital market measures prior to 1980.

Research Hypotheses

Ho1 Liquid liabilities ratio has no significant effean economic growth in Nigeria.
Ho» private sector credits have no significant effateconomic growth in Nigeria.

Hos Market capitalization has no significant impaotezonomic growth in Nigeria.
Hoa Turnover ratio has no significant impact on eaaitogrowth in Nigeria
Hos Values of shares traded on stock exchange hagnificant impact on economic growth in Nigeria

Ho s Economic growth does not Granger cause finaneébpment in Nigeria or financial development does
not granger cause economic growth in Nigeria.

Significance of the Study

The key role of the financial system to enhancingnemic growth con not be underestimated. It iseetgd
therefore that the findings of the study will robysnrich the understanding dynamics finance ghoméxus in
Nigeria are thus useful for policy makes and ptiacters.

Some Relevant Literature Review

In order to devise a concentrate perspective ferstudy, the relationship determined by past ssubetween
financial development and economic growth needsexagnined. In line with this focus, there stemsriked to
review the theoretical and empirical literaturepast studies.

Like other developing nations of the world, Nigehas under taken financial sector reforms purst@ribe
growth of the economy. The reforms have evolveshiarp response to the challenges posed by theopeweht
in the system such as systematic crises, globi@lizatechnology, legal innovation and financialstgirocking
the economy. The reforms often seeks to act pnadgtito strengthen the weak system, prevent syaiem
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crisis, strengthen the market mechanism and etkiaadard. Financial reforms in the banking seictdfigeria

dates back to 1952 when the banking ordinance nasted. The deregulation of the banking systen®B6Xor

the structural Adjustment Programme(SAP), sawl&yshift from direct control to a market basedahcial

system which is workable especially, as regardseataoy management and asset holding capabilitiethef
banking institutions. Numerous reforms followedlirtting the consolidation in the banking system. $tack

market has also withessed some reforms over thes yespecially as regards the capital base requireofe
operators, the operational and ethical standardiseoinstitutions and the modalities of market nzgbm. The
great and serious controversy is whether the fimhisgstem reforms both in the banking sector dreddapital

market have actually translated to increase in@&EP per capita in Nigeria.

Concept of Economic Growth

Expansion of economies with the intent to improvihg welfare of the citizenry is a desirable gogtis
explains why economic Literature is repeated whkoties and studies investigating variables redquirg
economies to achieve sustainable growth. Byrnsstmk (1992) confirmed that economic growth is ohthe
macro-economic growth of government; since mosteguwents work hard at growing their economies deor
to stem unemployment, increase output and improdestrial capacity utilization. It is infact a keyplicy
concern to achieve high sustainable and equitabltg and thereby improving the standard of livimgich is
commonly proxied as level of real GDP per capita.

Financial Sector growth and Development

Different studies have employed a wide range ofcaitrs of financial sector development. Accordiing
Apergise et al (2007) there is an interesting aomtroversial views of finance-growth nexus that tegnitude
of financial development’s impact on growth vargepending on the type of financial indicator empldyand
the level of the country’s development. Based am dhkisting literature on various indicators of fir@ancial
sector development according to Livine, Lin and ¢2000), the focus here is on two groups of finahsector
development measures. These groups include theingaskstem development measures and stock market
development. These two measures (BD) and (SD) shalltilized to indicate the degree of banking esyst
development in Nigeria based on two size aspectiseobanks. These BD measures include the liqakdliies
ratio and the private sector credit ratio. The gtaldo utilizes the three SD measures in ordectoant for the
level of stock market development based on sizelignétlity aspect of the market. The market capitgion
ratio the turnover ratio and the value of sharaddd ratio shall be employed as the three SD messur

PRIVATE SECTOR CREDET RATIO

World Bank (2009) asserted that private sectoritiedhe most comprehensive indicator of the aigig of the
deposit money banks and it is calculated as theuataf domestic credit allocated to the privatet@eby the
banking sector divided by GDP. It indicates theeekito which the banking sector finance the econamy
more specifically the extent to which banks finammévate investments and private sector development
Therefore this ratio not only indicates bankingteys size but also importance of banking systenméoptrivate
sector of an economy. According to World bank ddroesedit provided to the private Sector includieancial
resources which establishes a claim for repaymasit as loans, purchased of non equity securitiadetcredits
and other accounts receivables hence this domestitits excludes credit extended to governmentparuic
enterprises (Beck and Levine, 2004). It is expettdtave a positive impact on economic growth. Théasures

of banking sector is critical to poverty reductiamd for financing consumption, production and aipit
formation which helps to stimulates aggregate dehemd in turn advance economic activities (WorldiBa
2008). Becks, Levin, Loayza(2008) affirmed thatsthproxy is superior to other measures of financial
intermediaries development because it excludestaegublic sector and better reflect the extehefficient
resources allocation.

(i) LIQUID LIABILITIES RATIO

This is utilized as an indicator of the size of Hanking system, taking as the size of the findnstarmediaries
relative to the size of the economy. It is othesnisown as measure of financial deepening. The raéiasures
the degree of monetization in the economy as wetha depth of the banking sector while it as smashan
expansion of payments and saving functions. Thiasme provides an indication of the banking sysabitity

to increase lending. The liquid liabilities rat® ¢alculated as M- which is broad money supplied (currency
plus demand and interest bearing liabilities ofksaand non-bank financial intermediaries) dividgd@DP.
Higher liquid liabilities ratio indicates larger fking sector where the size of the banking systeipositively
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related to the provision of financial services ghds to growth (World Bank, 2004). Therefore a posi
relationship is expected between liquid liabilitretio and growth in economy. The empirical studieggu and
Chukwu (2008), Aslam (2008), and Aziakpono (200@yraed that liquids liabilities ratio have posi@vimpact
on economic growth.

(iii) Market Capitalization Ratio

Osazee (2000), asserted that market capitalizégiarfunction of the prevailing market price of ¢gm equities
and the size of their issued and paid up capitaltkigt capitalization is seen as the most impomaedsures for
assessing the size of capital market. Market dagataon is thus computed as share price multiplgdtotal

number of shares outstanding divided by GDP. Tkie ra used as a measure of stock market size idd® of

the indicator is the larger the market size, thghér the ability to mobilize capital and diversitgk (N'zue,

2006). In terms of economic significant, the asstimnpis that market size and the ability to molalizapital are
positively correlated (Osinubi, 2001).

Osamwonyi (2005) found that market capitalizativpasitively related to GDP at current cost. Se®@d8) in
his study shows that market capitalization andvilee of shares traded relative to the size ofetenomy are
the channels through which African stock marketsiance economic growth (GDP).

(iv) Total Value Traded Ratio

This is the total value of shares traded on therflaf the stock Exchange divided by GDP. Total gatitaded
ratio and turnover ratio are the most used meadaresaluate the stock market liquidity. Thereftre ratio of
value traded relative to GDP is an indicator ofdle@vity and liquidity of the stock market, henogrovement
in the trading of shares. Osunubi (2004) expldih@ a greater total value of shares listed sigsifjreater
market liquidity and lower investment risk whichlpe better capital allocation in the market andstitan
influence economic growth. Osunubi (1998) pointed that liquidity of the stock market facilitatesofitable

interaction between stock market and money markéhat shares becomes easily acceptable as calléber
bank lending thereby boosting credit and investm@titer studies also show that the more liquid &ketia is

the faster the economic growth will be.

Atje and Jovonovic (1993), Adajusi and Biekpe (2008lowbusting and Odit (2009) and Starkey (2018)eh
all found that value traded ratio have positive actpon economic growth.

(v) Turnover Ratio

This is the amount of securities traded dividedHgymarket capitalization. It measures how activeaaket is. It
also indicates the treading volume of the stockketarelative to size. The turnover ratio measuhesvalues of
equity transactions relative to the size of equitgrket and is an indicator of the efficiency of fireancial

intermediation (Adegbite, 2008).

A positive relationship is expected between turmaegio and economic growth. Filler et al (1999pkined
that stock market development positively influengeswth directly when the turnover ratio is use@cB and
Levine (2004) prefers this measurement of stockketarariable because unlike other measures, theeraior
and denominator of turnover ratio contain pricebrolighout a direct measure of theoretical defunctd
liquidity; high turnover is often used as an indiazaof low transaction cost. The turnover ratiompdiment the
market capitalization ratio. A large but inactivanket will have a large market capitalization rdtit a small
turnover ratio. Some models predicts that some teimsnwith illiquid markets will create disincen¢éito long
run investments because it is comparatively diffitmsell one’s stake in the firm. In contrast,mdiquid stock
reduces disincentives to long run investments digoéd markets provide a ready exit option foréstors. This
can foster more efficient resource allocation aaster growth (Levine, 1999, Bencivenga, Smith atarS
1995).

(vi) Bank based Empirical Literature

Of the existing finance-growth empirical literatui® a relatively larger number of studies exanrtine role of
financial intermediation in real activity than matkbased studies. The crucial findings of king &edine
(1993) after examination of a cross-section of 8igHty) countries from 1960 — 1989, to test Schuempe
hypothesis that finance matters — the servicesnahtial institutions stimulate long run growthviewed as a
fundamental piece of empirical research in thisarsing four banking development measures suchtmsaf
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liquid liabilities, rates of deposit money bank,naestic assets to deposit, money bank domestic saphet
Central Bank domestic assets, ratio of credit (&diclg Credit Banks) and ratio of credit issued eafinancial
private firms as to GDP), the researchers invesgthavhether financial development improvement could
significantly and robustly be associated with geeaturrent and future rate of growth. King and bev(1993)
found in their studies that financial developmerggedes economic growth and that higher level rdrfcial
development are positively associated with fasaés of current and future economic growth, physieaital
accumulation and economic efficiency improvementhlbefore and after controlling for numerous naiand
policy characteristics. Results were thus indi@tof Schumpeter's hypothesized positive linkagevbeh
financial developments and long-run growth in theremy.

Odedokun (1996) found the growth enhancing effedtdinancial intermediation were predominant in low
income LDCs than in high income LDCs and these tlieywpromoting intermediation effects were equaly
significant as other key growth promoting factousts as export expansion, capital formation andualforce
growth.

Beck et al (2000) assessed the relationship betfieancial intermediation and overall economic gtiowsing
cross-country instrumental variable estimator andyaamic generalized method of moment (GMM) panel
estimator to control for un-observed country-speciffects, simultaneity bias and omitted variabias. They
found robust positive links between financial imediation and both real per capita GDP and Totatdfa
Productivity (TFP) growth.

Odhiambo (2007) investigated the dynamic causdaticgiship between financial development and ecoaomi
growth in Kenya, South Africa and Tanzania usintggnation of Johansen-Juseluis (1990) and Erroe®as
Granger Causality tests to data from 1980 to 2@id8ings indicate that all three countries havékgtdong-run
relationships between financial development andnectc growth while causality is sensitive to the
development measure used.

Aslan (2008) and Kiran et al (2009) used panelntegration analysis to investigate the effect ofaficial
development on growth and both different studiesnsithat financial development has a significantitpas
effect on economic growth. The result of the stoflyAdelakun (2010) also showed that there is a tanibigl
positive effect of financial development on econogriowth.

(vii) Market-Based Empirical Literature

There exists substantially, less empirical researblth employed stock market development indicateihen
examining the finance — growth relationship duemgarily to data limitation since fewer establishedck
markets exist globally relative to banking systdi#imwever, the study of Atje and Jovanovic (1993) ahi
examined the role of stock market development (mgbonomic growth process was one of the earlislies.
The researchers analyzed forty countries from 11880988 employing OLS regression on a cross-segtion
model. Using the ratio of annual value of stock kear trade to GDP as the stock market developmesaisure.
They found large growth enhancing effects of stmeakkets on economic development.

Levine and Zevous (1996) building one Atje and dowéc study (1993) used instrumental variable appincon
pooled cross-country, time series regression df ferone countries from 1976 — 1993 and found #tatk
markets development (measured by over all stoclkebatevelopment index) is strongly positively ctated
with economic growth. Filer et al (1999) found aosg relationship between financial development and
economic growth in twenty — one developing coustreom 1977 — 1997. The dynamic panel model was
estimated using the instrumental variables apprcauh revealed that stock market development pesjtiv
influences growth directly when the turnover rasiaused (that is the ratio of total shares tradsdesto market
capitalization), and indirectly when MCP is used.

Enisan and Olufisayo (2009) examined the effectstatk market development measured by MCP and VALT,
on economic growth in seven African countries frb®80 to 2004. The Autoregressive Distributed LagIDA)
bounds test and VECM based Granger causality veste used. They found a long run relationship betwe
stock market development and economic growth.

N’zue (2006) found that a long-run relationship vitn stock market development and economic growth
existed along with uni-directional causality whitbm financial development to growth. Ezeoha (20@2nd a
positive significant relationship between stock keardevelopment and domestic private investmenivtiran

turn positively influences economic growth in Niiger
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(viii)  Hybrid — Bank and Market Based Empirical Lit erature

Hybrid empirical research in this area emerged ndedbm the mid 1990s where there was greater alikel
financial system data to be used in computing lathk development and market development indicdtors
specific countries. Levine and Zerous (1998) eroplly investigated whether six measures of stockkata
development and single banking development medgaer®SC) are robustly associated with current fahae
rate of economic growth in forty nine countriesnfrd976 to 1993. Employing OLS cross country redgoess
instrumental variables approach and sensitivity ckhe They found a positive link between financial
development and economic growth suggestive of &gial role in the growth process for financialtfas.
Specifically, it was found that stock market deypstent measures (i.e turn and VALT) and the bankiygiem
development measure were positively significandiated with current and future rate of economicwgho
capital accumulation and productivity growth.

Law (2004) using traditional panel data estimatod panel data estimation (namely the mean grodgpaaled
mean group estimation) approach, when analyzinditlaace — growth nexus in fourteen developing ¢oes.
They found that over a twenty — four years perianf 1978 to 2001, banks and stocks markets areatinc
promoting economic growth with the impact of balagcsector more influential compare to stock market
development.

Botbol et al (2005) for the period from 1974 to 20th Egypt studied the interactions of the bankeohand
market based financial indicators with two enabliagtors (per-capita income and private net restimns).
Banking development measures where found to hawvegative impact on TFP growth only becoming when
after a certain threshold level of per capita inepidence the banking system'’s positive impact oppE¢s
economic growth is highly dependent on improventenper capita income. Stock market development had
more prominent effect’s on TTP growth particulasligen related with private net resource flows. Tbegclude
that over the sample period, the widening of finahndevelopment to include the stock market, hesitpely
impacted on TFP and growth in Egypt.

Starkey (2010), investigated the relationship betwhe financial system and economic growth in séMecan
countries from 1988 — 2008. The Pedroni panel tegiration technique was used to find the long-rrowth
relationship. The result tests showed that theeel@rg-run relationship between overall financialelopment
(measured by LOFD and OFD) and economic growthkibgnsystem development (Measured by LPSG) and
economic growth and as well as stock market devedop (Measured by LMCP and LVLT) and economic
growth.

Boca (2011) using a data set of 93 countries frO002- 2007, applying a fixed effects estimation amad step
GMM estimator to examine the impact of financiavelepment on economic growth and how institutional
quality affects the role of financial developmentezonomic growth, the results shows that the lcaadit has a
negative impact on economic growth. However, whearacted with protection of property rights bam&dit
has a positive impact on economic growth. The tedutther indicate that stock market capitalizatie crucial
for economic growth.

In the study of Msuku (2009) on the relationshigween financial development and economic growth, in
Malawi from 2001 — 2009, the results indicated thath stock market and banking sector are bothipeli and
robustly correlated with future rates of economiovgh. The results also showed that the causakityvéen
financial development and economic growth runs fifimancial development to economic growth thattissi
supply leading.

The Impact of Financial System On Economic Growth Bdogenous Growth Theory

The relationship between financial development asdnomic growth has long been established both at
theoretical and empirical levels. However, the egaace of new theories of endogenous growth hassdde
renewed interest in the potential role of the friahsystems in promoting economic growth. Endogsno
growth models emerged as an analytical framewarknfeestigating the much proclaimed relationshipwzen
financial development and growth. Endogenous growtidels demonstrate that in the absence of exogenou
technology progress, there can be self sustainimogvty and economic growth rates are associated with
preference, technology income distribution anditusonal arrangements (Pagano, 1993). Hence, thmeskels
indicates that finance not only have level of efe@.e improve level of capital stock and the lewé
productivity) but also growth effects. (i.e influmn the growth rates of capital stock and produgdiviln
addition, there exist differing specifications eidegenous growth models as distinct to the findmo&chanism
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included in the model accounting for the of finandecordingly, a variety of endogenous growth madedve
been used provide theoretical analysis for thenfieegrowth relationship, like that of Greenwood dndanovic
1991, Bencivenga and Smith 1991; Levine 1991 Bad &mith 1992; Pagano 1993, Benci and Wang 1997.

However, a simple “A K” endogenous growth modebkpscified by Pagano (1993) will be used to disthes
effects of financial development on growth. In tiiedel, output is a linear function of capital sticht:

Yt = AKt """" (21)
Where Y = Total output in an economy
K = Capital stock, and A is a constant which retertevel of technology in the economy or factooguuctivity.

This simple “A K” endogenous growth model providesetting wherein only capital (kt) is used in pretibn
and it exhibits constant return to scale capitgirdeiates at a constant rate of 6 and there isapulation
growth so that:

K - I+ (1 -8) Ky ------- 2.2
Where | = gross investment arads the rate of depreciation

It is also assumed that a proportion of savings, size of 10, is lost during the process of financial
intermediation. This savings linkage indicate if@éncy in the financial systems thus only the fi@c6 of the
total savings can be used to finance investmertgrefore, in a closed economy, the investment ngavi
relationship can be described as

l, =0S, 2.3

Where $indicates gross saving afds the proportion of savings available for invesim If ‘'S’ denotes the
gross saving rate so that

S=8 = Si--mmmm e 2.4
Yt AKt
Given the constancy of A, then the steady state/froate g. is expressed as
S = 9 =Yt =9
Y y
But S= Keiand K kea—k
A = ker—ke
But g =0 -Ki
Kt

Where g is the steady state growth rate. Expreshimgteady growth g in terms of the amount oftedpised in

the succeeding period, taking into cognizance #pétal depreciation element gives:

g = K841 -K¢
Kt
Using Equation 2.2 gives
g=h+ (1) ki-k = 0S5 -5
K Kt

So, equation 2.5 reveals three ways in which firmtevelopment can influence growth :
l. It may improve [A] The marginal productivity of cisgl.
1. It can increasef] The proportion of savings channeled to investnaemt
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M. It can enhance [S] the private savings rate.

RESEARCH METHODOLOGY
RESEARCH DESIGN:-

Like every longitudinal survey, the study adopthd &xpos facto research design. In this kind ofgteshe
researcher does not have, the ability to manipufeelata simply because they had already occasdhley are
secondary data.

SOURCES OF DATA

Secondary data were sourced from the CBN statidbichetins, Nigerian Stock Exchange (NSE) fact kgo
Securities and Exchange Commission database, ftavant literatures like books, journal and therinet.

(1) Study Population: This consists of all the financial intermediariesink and stock markets in Nigeria
financial system.
(2) Study Sample:To ascertain the influence of the financial systieuelopment on economic growth in

Nigeria the study covered data of the capital maakel the banking sector in Nigeria spanning oler t
period of 1980 — 2012. Selection of these databazed on stratified random sampling system.
Data Analysis Techniques

Co-integration technique was used for data analydiss approach is made up Ordinary Least Squate&S)O
regression ECM and the Unit Root Test (URT). Thacept of OLS is often used to describe statistjctile
behavior of time series (data) that satisfies laing-equilibrium situation, Time series data arewnfassumed to
be non-stationary and thus it is necessary to perfo pretest to ensure that there is a stationasintegration
relationship among variables to avoid the problérapurious regression. Based on the Error Corredtlodel
Mechanism (ECM) indicated by Johansen (1988), itdsessary for the variables to be of the samer @fle
integration, for the testing of URT, the Augumeniidky Fuller (ADF) was used. The variable are etpd to
pas the URT at levels 1(0) or first difference ll§gjore they can be entered for empirical estimatio

Model Specification
Y =K+ A FDi+HCOGXK AV e, (1)

Wherek ; = Is the dependent variable RGDP per capita income

FD; = Is a set of Financial System Development poxiel, PSC, MCP, TR,
VLT

X1 = Set of control variables: INF, INV, GOV

p = Is stochastic term or Error Term

WhereRGDP = Real GDP per capita income as the dependeratblari

LL = Liquid liabilities ratio
PSC = Credit to private Section
MCP = Market Capitalization
TR = Turnover Ratio
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VLT = Value of shares traded
INF = Inflation Rate
GOV = Government Expenditure
INV = Aggregate Investment

RGDP= X+ OGLL+ X, PSC+ X MCP +
X4 TR +CKs5 VLT +CX6 INF + C7 GOV
+CXs INV + e

e = Error term

A priori — Expectation =

K770, CKe, CK3,CKe, CXs,

O% ~ O Where inflation rate is only (-) minus sign whilthers are positive signs (+)

Note that liquid liabilities ratio measur®&s, — Money supply which includes currency plus demand interest
bearing liabilities of the banks and non — banlaficial intermediaries divided by GDP. PSC is thegte or
domestic credit provided by way of loans, tradeditrgourchases of non-equity securities, to thegte sector
divided by the GDP. MCP measures stock market aligation which is share prices multiplied by total
numbers of shares outstanding divided by GDP. Twen®atio (TR) stands for the amount of securitiaged
divided by the total value of listed shares (i.erkéa Capitalization). VLT which means total valuk share
traded during the period divided by GDP. INFR staffor Inflation Rate representing percentage change
consumer price index. Gov represents governmeat éansumption Expenditure divided by GDP. Investme
Rate represents Gross Fixed Capital formation dividy GDP.

EMPIRICAL ANALYSIS

This section presents and analyses the estimasetisdased on the model specified in the preveaasion. In
order to conduct a comprehensive dynamic analysnginary unit roots tests are performed on theada@he
importance of stationarity of time series usedeigression borders on the fact that a non-staticimaey series is
not possible to generalize to other time periodsrtaffom the present. This makes forecasting baseduch
time series to be of little practical value. Moregvregression of a non-stationary time series rmthe&r non-
stationary time series may produce spurious ré&dtdon, 2005).

The Augmented Dickey Fuller (ADF) test is employadrder to analyze unit roots. The results aresgmeed
only in their levels since it is observed that Hegies are stationary in levels. Table 1 presergsltis of tests
without taking into consideration the trend in edies. The reason for this is that an explicit téghe trending
pattern of the time series has not been carriedlouhe result, the ADF test statistic for eactttad variables
indicates that all of the variables have ADF valtiegt are greater than 95 percent critical ADF e@allhe
implication of this result is that the time serfesthese variables are time-invariant.
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Table 1 Unit Root Test for Variables in Levels

Variable ADF Test Statistic _
Order of Integration
Level First difference
LRGDPPC -2.89 -9.58* I[1]
LPSC -2.12 -5.22* I[1]
LLL -2.14 -5.53* I[1]
LTR -0.74 -7.53* I[1]
LVLT -0.85 -4.92* I[1]
LGOV -2.01 -2.15* I[1]
LINF -2.88 -5.98* I[1]

* denotes significance at 5% level

Having established that the series in the analysssall I[1] variables, possessing time variantpenties, we
move on to determine if they are cointegrated. fEsailts from the multivariate cointegration test presented
in Table 2 below. As can be seen from the tablé) HeA-max and the trace test statistics indicate thextetls

at least two significant cointegrating vector amaing variables since the hypothesis of no cointegyavector

of up to two (i.e. r=2) is to be rejected. The imation of this is that a long run relationship st&giamong the
variables.

Table 2: Johansen Multivariate Cointegration Tsts Results.

Trace Test Maximum Eigenvalue Test
Hyp:\cl)l#:esis Test Statistic | Critical Value Hyp:\cl)l#:esis Test Statistic | Critical Value

r=0* 194.28 125.62 r=0* 56.53 46.23
r<ix 137.75 95.75 £ 1* 51.22 40.08
r<2* 86.53 69.82 K 2* 42.30 33.88
r<3 44.23 47.86 K3 22.17 27.58
r<4 22.06 29.80 K4 12.59 21.13
r<b 9.47 15.49 r<b 8.15 14.26
r<6 1.32 3.84 r<eé 1.32 3.84

*(**) denotes rejection of the hypotteat 5% (1%) significance level

Empirical Analysis of Financial Development and Economic Growth in Nigeria

In estimating the dynamic relationships betweearfoial system development and economic growth gefif,

both the short run and the long run results arerted. This can help us evaluate the long run eadst state
conditions as well as the short term behavior af per capita income growth arising from changefnancial

system. Moreover, market capitalization and aggeegavestment were dropped in the final output sititey
did not perform well in the initial estimates. Thesults of the ECM and the long run models are ntedoin

Table 2 below. In the short run estimates, thenfina system coefficients are positive, except thfaliquid

liabilities ratio. However, only the coefficient$ turnover ratio and value of stocks traded in ¢hpital market
that pass the significance test at the 10 and Bepeilevels respectively. Apparently, these areedbsential
variables that can predict the short term behasfqrer capita income growth in Nigeria. These dogfhts are
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positive and suggest that in the short run the Wiehaf instruments in the capital market have aitie impact
on real income levels. The factors have similaffa@ents or elasticity (0.33), indicating that &ngent increases
in the stock market in terms of value of stockduwnover, will stimulate real per capita income dlyout 0.3
percent in the short run.

The coefficient of the error correction term hase #xpected negative sign and is significant atltheercent
level. This shows that long run adjustment follogviany short term disequilibrium will be achievedheT
goodness of fit statistics for the estimates ase glite impressive.

For the long run equation, all the coefficientshaf financial system development are significarthats percent
level, although that of liquid liabilities is negagly signed. This suggests that in the long ruwveg that positive
changes in the financial system are sustainede thidrbe growth enhancing effects from the sectgparently,
loans to the private sector seem to exhibit onlygloun impacts on economic growth in Nigeria. Alet
coefficients of the capital market indicators algoasignificant in the long run model. This alsopiias that
given its short term benefits, continued increasdahie capital market may ensure long run growttthia

economy.
Table 3: The Estimated Results
Dynamic (ECM) Long Run
Variable Coefficient t-Statistic Variable Coeffinte t-Statistic
C 0.019 0.31 C 10.790 11.88
DLPSC 0.265 0.53 LPSC 1.523 3.71
DLLL -0.566 -0.87 LLL -1.754 -3.30
DLTR 0.331 1.81 LTR 0.245 2.88
DLVLT 0.336 2.49 LVLT 0.333 4.03
DLGOV 0.042 0.20 LGOV 0.493 3.56
DLINF 0.100 0.90 LINF 0.152 1.84
ECM(-1) -1.415 -7.39
RP=0.734 F=968 DW.=1.99 R 0.52 F=312 DW.=2.28
Hypothesis Testing

The results from the long run equation show thhthed coefficients of the financial system devel@mnare
quite significant at the five percent level. Thigygests therefore that the null assumption thaididjabilities
ratio has no significant influence on economic dgfown Nigeria as null hypothesis is thus rejectadd the
alternate accepted. Market capitalization has Bamt influence on economic growth in Nigeria,eaftate
hypothesis accepted and the null hypothesis rejedternover ratio exerts significant influence aroeomic
growth. Thus alternate hypothesis accepted whiterthil rejected. Finally, the value of shares tchdaows
influence on economic growth. The alternate hypaithis thus accepted while the null hypothesiscte

Findings

The results reveal that market capitalization hamsitive significant impact on economic growth tbat the
short run and long run (with the impact more provwad); that the level of loan to the private segiaxy by
PSC, by banks, has a strong positive impact on aoan growth; that turnover ratio (TR) and market
capitalization (MCP) are the most significant dffalancial development measures which influenceneenic
growth. That value of share traded on the floothef stock market, influences economic growth; fivatvious
investments has long run impact positively on tbenemic growth and in the short run impact negfivsn
economic growth. That inflation and government exjiture are strong policy variables in the long.run

CONCLUSION
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In this study, we sought to investigate the eftddlinancial development on economic developmeriigeria.

A dynamic framework was devised for the analysisgigan ECM model with data sourced for both the eyon
and capital market variables covering the perio801® 2012. Empirical findings show that the fin@hsystem

is capable of promoting both short run and longgrowth effects in Nigeria.

Two implications are evident from the short runutess First that capital market seems to be mofecgfe in
stimulating short term economic growth than the eyomarket. The results reveal that none of the mone
market variables is significant in the ECM estinsat8econd, within the capital market, the sectmmstocks
and equities appear to be more relevant for shrircome growth purposes. Seetanaha, Sawkut astdrizd
(2010), Muhammed, Nadeem and Liaquat (2008) angeldas and Achugbu (2012) also found similar results
for a group of developing economies and for indieidcountries, including Nigeria. This is actugtiiausible
since more private individuals are disposed totezgiand stocks rather than bonds or the elusaastry bills
which seem to be more of a preserve of banks dwet financial institutions. The income growth deliy of the
capital market within a shorter period will be moeflected in the stock market activities.

Moreover, the position that can be drawn from thepieical analysis is that in essence, the moneyketar
section of the financial market may be considerea @ool for long run growth while the capital/staoarket
section can be used to pursue short run growtlsgoal

Recommendations
Based on the findings of this study, here are dlewing recommendations:

1. Aggressive and vigorous strengthening of the firgrsector by the deepening of the stock
market, and increasing the demand for and suppbgaidrities is imperative.

2. There should be reduction of the costs of interatémh and floating of new issues.

3. The ongoing financial sector reforms should be eggjvely pursued and sustained in the
stock market.

4, Adoption of policy/measures to improve institutibaad legal framework for stock market
operation and security ownership should be promoted

5. There is the need to improve the infrastructuretrafling system of stock market via
improving stock market operations, allowing stottksrade more frequently and speedy up
the purchase and sale of stocks thereby enhanankgiriquidity and efficiency.

6. Investor's confidence in the capital market shobdd sustained by the improvement of
security and legal frame work which will likely stulate information disclosure and
reduce misrepresentation and other financial msdfeees, leading to improved investors
confidence building, thereby enhancing market pgdition, investment and economic
growth stimulation.

7. Policies and measures should be adopted to fostegllaregulated transparent banking
system with high level of competition.

8. Efficient prudential supervision of money markets Nigeria with high emphasis on
surveillance measures which are indeed germane dmtaming and sustaining the
soundness and safety of the banking sector shauttbne and

9. Above all, the business environment should be rfrigadly by the provision of the basic
infrastructures that will drive businesses to tariw order to promote and sustain economic
growth in Nigeria.
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