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Abstract

The linkage between financial sector and econom@vth has been controversially debated in
finance and economic literatures. This researcim@aes financial sector development and economic
growth in Nigeria For the period 1990 to 2010. Ttedy relied on historical time series for its
secondary data obtained from Central bank of Négetatistical bulletin for the period. The study
employed Vector Error Correction (VEC) model to extain the direction of causality between
financial sector development and economic growthNigeria between 1990 to 2010. Recent
econometric technique Eviews 4.0 software was tséeist for the stationaries properties of the data
co-integration and direction of causality betwegs dependent and in dependent variables. The study
found strong positive relationship between finahs&ctor and economic growth and causality runs
from market capitalization, banking sector creditsl foreign direct investment to the real gross
domestic product which supports the supply-leadipgothesis. The conclusion that emerged from
this study is that market capitalization, bankingedits and foreign direct investment impact
significantly on real gross domestic product. Werétiore, recommend the adoption of policies and
actions that will develop the financial sector @mrf of increase banking credits to the privateasct
robust and efficient capital market as well as ease flow of foreign direct investment to the
financial sector of the economy. This will ultimgtémpact significantly and positively on the real
gross domestic product in the form of economic ghow

Keywords: Financial sector, Economic growth, foreign direstvdstment, Bank Credits, Market
capitalization.
Introduction
Financial sector comprises centrahlBaf Nigeria, commercial banks, discount houses,
other financial institutions, capital markets, Assmanagement, insurance companies and
pension sub-sectors. These institutions trade éiahmstrument such as domestic currency,
foreign currency, stocks, and derivatives. The ofléhe financial sector in any economy is
that of intermediation by channeling savings frdra airea of surpluses to that of deficits.
This means no profitable investment would be fatstt on the account of lack of finance.
Capital is one of the factors of production andcemhfinance is readily available
in an economy it is presumed that production wéllHigher and this will impact positively
on the economic growth. It is in line with the aforentioned, that governments of many
economies try to develop the financial sector ireiart to achieving sustainable economic
growth. There are sub-sectors that make up theedintancial sector of an economy, and all
are interrelated. This means that where one isgdwell it can impact on others e.g where
there is strong and vibrant capital market itkgly to effect the flow of foreign investment
into the economy. Accordingly, where there is higfiow of foreign investment into an
economy it is likely to increase new investment amhance the existing investment
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through finance, new technology and skills trarssf€here is strong perception of economic
growth to be associated with the financial sedwough other sectors such as real sector
and provision of infrastructures. Capital Markgirovides important avenue for economic
growth. Its liquidity role stands on clearly as thst significant among the numerous
functions it provides. According to Levine, R (199D97), without a liquid stock market,
many profitable long-term investments would nottidleen because savers may be reluctant
to tier their investments for long period of tinfdrough this catalyst role, the stock market
is also able to influence investment and economoevth in general. With the recent global
financial crisis, most countries appear to haveogezed the role of financial sector
development in sustaining economic growth. Moseatd economies had decline in
market capitalization.

The Central Bank of Nigeria’s monetary policy ageto be one that tends to
enhance the banks’ ability to extend more creditemwever economic growth is aimed at.
Campaigns have also been going on inviting foreigite come and invest in Nigeria with a
view that FDI promotes economic growth. The redeatberefore investigates the
development in three sub-sectors of the finan@ata viz: banking sector represented by
total credits to all sectors of the economy, cépitzarket represented by market
capitalization and Foreign Direct Investment (FDFow to the financial sector in relation
to whether or not they affect economic growth. Baécome of this research will assist the
policy makers in highlighting areas that affect de®@nomic growth which will consequently
increase the tendency for achieving a required odteconomic growth especially in
strategic initiatives like Financial Sector Strat@§20.

The limitation of this study has to do with saaiaf data which was solely derived
from the Central Bank of Nigeria statistical BulhetOther institutions such as Bureau of
statistics which provide data are largely unempdioygifferent series of statistics published
by the Nigerian Bureau of statistics and the Cémemk are often conflicting, some are
internally inconsistent or simply do not add up.wéwer, this research relied on the 50
years statistical bulletin of Central Bank of Nigefspecial edition), 2009.

Statement of the Problem

There have been several studies on financial setggelopment and economic growth.
However, most of them consider one component of fih@ncial sector in relation to
economic growth. Many studies have been conductedtapital market and economic
growth, banking credit and economic growth, likeseviforeign direct investment and
economic growth. The use of one component of thenitial sector like capital market or
Foreign Direct Investment as a representative @kttitire financial sector is inadequate and
in appropriateFor adequate analysis to be made for informed j@ihgro be reached there
is the need for the collaboration of at least ttoeeponents of the financial sector. To fill
this gap therefore, this study considered threepoorants of the financial sector comprising
banking credits, capital market and foreign diiagestment to the financial sector together
in relation to economic growth.

Based on this, the following research questioroimbilated to guide the study.

What is the causal relationship between market&iigstion, banking sector credit, foreign
direct investments and real gross domestic pradustgeria?.
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Objectives of the Study
The major objective of this research is to detaethe causal relationship between market
capitalization, banking sector credits and Fordidjrect Investment to financial sector and
real Gross Domestic product in Nigeria.

Statement of Hypothesis

Research hypotheses formulated for this are shegkeav.

Hypothesis 1

Ho: There is no significant causal relationshipaeen market capitalization, banking sector
credits, Foreign Direct investment and real GrosmBstic Product in Nigeria.

Hi: There is significant causal relationship betwemarket capitalization, banking sector
credits and c real Gross Domestic Product in Nigeri

Scope of the Study

The study covers the overall market capitalizatbrthe Nigeria Capital Market, Banking
sector total credit granted to all sectors and igarBirect Investment to financial sector for
the period 1990 to 2010, considered as periodsnahéial sector liberation and control.
Market capitalization is the overall capitalizatiohthe entire listed companies on the stock
exchange. Total Bank Credits are those of commiebaaks only, while Foreign Direct
Investment considered is total received by theniiie sector.

LITERATURE REVIEW
Earlier and contemporary studies on financial @edevelopment and Economic growth
have been reviewed for better understanding.

Financial Sector Development and Economic Growth
Earlier Scholars such as Schumpeter (1911), Gotldsf1969) Shaw (1973) & Mackinnon
(1973), emphasize the importance of financialsesysin economic growth. Hicks (1969)
argues that the industrialization process in Ergjlaas promoted by the development of the
financial sector which increased the access ofjttwvernment and people to funds that were
used to finance capital project which led to theellgoment of the economy. This view was
supported by King & Levine (1993), that finanai@velopment fosters economic growth.
Bencivenga (1995) concluded that well developadrfcial market induces long
run economic develop growth. Unalmis (2002) ingés the direction of causality
between financial development and economic growthTurkey using Granger non-
causality in the context of VEC model. Annual datam 1990 to 2001 were used. The
study found that except for one proxy of the prexised, causality runs from financial
development to economic growth in the short runn@su (2002) investigates the effect of
financial sector development in Nigeria using tlaadfrom 1980 to 2000, by applying
ordinary least square (OLS) Regression and foursitipe relationship between economic
growth in Nigeria and all the stock market develeptvariables used. The result showed
that economic growth in Nigeria is adequately eix@d by the model for the period 1980
and 2000. By implications 98 percent of the vapiatin growth of economic activities is
explained by the independent variables based cfinkiings.
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Samson & Udeaja (2010) examine financial sei¢eelopment and economic in
Nigeria. The study unlike most early studies; trganempirical results show that financial
deepening does not have influence on economic froWwhe VAR results indicate that
changes in net domestic credit impact on economoevttp while per capital output also
influences net domestic credit and economic gro®ttanges in deposit liabilities appear to
have no major impact on economic growth. More rdgeS8amson & Elias (2012) examine
the relationship between financial sector develamtnaad economic growth in Nigeria. It
tests the competing financial growth nexus hypashesing granger causality tests in VAR
framework over the period 1969 to 2009. The emairi@sults suggests bidirectional
causality between some of the proxies of finandéalelopment and

Foreign Direct Investment and Economic Growth

There is conflicting evidence in literature regag]ithe question as to how, and to what
extent FDI affects economic growth. Nigeria as anty considering her natural resource
base and large market, qualifies to be a majopied of FDI in Africa and indeed one of

the top three leading African Countries that caesidy received FDI in the past decades.
However, the level of FDI attracted by Nigeria iediocre (Asiedu 2003) compared with

the resource base and potential need.

Romer (1993) argues that idea gaps exist betweeridch and the poor countries
and foreign direct investment can ease the transfertechnology and business
understanding of poorer countries. Based on tlas/vFDI can have spillover on all firms
thereby boosting the productivity of the entire mmmy. Boyd & Smith (1992) however
argued to the contrary .According to them; FDI edfect resource allocation and growth
negatively where there is price distortion, finahdrade and other forms of distortions
existing prior to FDI injections.

Gregorio & Lee (1998) examine the effect of FDlemonomic growth using data
on FDI flows from industrial countries to 69 devglg countries over the last two decades.
Their regression results suggested that FDI wasnaertant tool for technology transfer
and it has contributed to growth more than domestiestment. However, the higher
productivity of FDI can be realized more when tlusthcountry has a minimum threshold
stock of human capital. In addition, FDI has theeptials of increasing total investment
more than one for one. In a similar study, Balaaoianyam, salisu, & Sapsford (1999) find
evidence in support of FDI and economic growthdardries with trade openness. Ogbekor
(2005) examines the role of exports and FDI oretenomy of Namibia from 1991 to 2001
using multivariate models, the study concluded B2kt and export aid in economic growth
potential

Aitken & Harrison (1999) argues that there is mgniicant positive relation
between FDI and economic growth. Even when theioglas positive, the effects tend to be
weak. Rodrick (1999) for example argues that muckhe correlation between FDI and
economic growth are driven by reversed causatiew. $tudies such as Salz (1992) show a
negative relationship between FDI and economic grow

FDI may affect economic growth directly becausecdantributes to capital
formation, and transfer of technologies to thepiecit country. In addition, FDI enhances
economic growth indirectly where the direct transfé technology augments the stock of
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knowledge in the recipient country through laborairiing and skill acquisition, new
management practices and organizational arrangsr(i@atMello 1999).

Adelegan (2000) explores the seemingly unrelaggglession model to examine
the impact of FDI on Economic growth in Nigeria dodnd that FDI pro-consumption and
pro-import are negatively related to gross domestuestment. Akinlo (2004) finds that
foreign capital has small and not statisticallynffigant effect on economic growth in
Nigeria. However, Mojekwu & Samson (2012) findamd run relationship between the
dependent and independent variables. They find stip® and significant relationship
between gross capital formation and economic groitinther, on basis of time series data,
Ekpo (1995) reports that political regime, realome per capital, rate of inflation, world
interest rate, credit rating and debt service weeekey variability of FDI into Nigeria.

Salvanathan (2008) explores the causal link betwe®l, domestic investment
and economic growth in China between 1988 and 20§I8g Multivariate and ECM. Their
results indicated that there was bi-directionalsedity between domestic investment and
economic growth while there was single-directiomalusality from FDI to domestic
investment and to economic growth. They found #éridevel of complementary between
FDI and domestic resources. Abu and Achegbulu (ROMEestigates the impact of FDI on
economic growth in Nigeria between 1986 and 200&ifTresult showed that foreign direct
investment has positive impact on economic growthigeria. The Granger causality test
indicates that GDP granger cause FDI. Causalityysisaalso indicates directional cause
effect between GDP and FDI.

Alfaro (2006) analyzes the role of financial masken enabling FDI to promote
growth through backward linkages. He asserted tthaiperate intermediate firms in good
sector, the entrepreneurs require upfront capitastments. The more developed, the local
financial market is, the easier it is for crediinstraints the increase the varieties and
guantities of intermediate goods, leads to posgpiover to the financial final good sector,
due to this, the financial market ensure the bacthwakages between foreign and domestic
firms to turn into FDI spillovers. Their calibratioresult indicated that holding foreign
presence constant, financially well develop ecomsmperform almost as twice as
economics with poor financial market in terms obwth. FDI contributes more in an
economy with well-developed financial system thanan economy with less financial
system. Lastly, local condition and as market $tmec human capital are also important to
generate a positive effect of FDI on economic gloadonomic development variables.

Capital Market Development and Economic Growth

Capital market also provides important avenue éomnemic growth. Its liquidity role stands

out clearly as the most significant among the nemefunctions it provides. Stock markets
can encourage economic growth by providing an awdou growing companies to raise
capital at lower cost. In addition, companies inrdoes with developed stock market are
less dependent on bank financing, which can retheeisk of credit Crunch. According to

Levine (1997), without a liquid stock market, mamgfitable long-term investments would

not be undertaken because savers may be reluotdi® tp their investments for a long

period of time. The stock market mainly providegiidity by enabling firms to raise funds

through the sale of securities with relative easkspeed.
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The nature and economic significance of the mhstip between stock
development and growth vary according to a coustigvel of economic development with
a large impact in less developed economies (Fitergdsek & Campos,1999). The
proponents of positive relationships between stowrket development and economic
growth hinged their argument on the fact that tleeks market aids economic growth and
development through the mobilization and allocatioh savings, risk diversification,
liquidity creating ability and corporate governariogorovement among others. In recent
times, research interests have focused on invéisiigashether stock markets, especially in
developing countries have achieved the developrogahted goals for which they were
originally conceived. The concept of stock marketiidity, for instance, has been used to
demonstrate how developments in the securities ehdaransmit to economic growth. This
liquidity argument is based on the proposition thimick markets enable firms to acquire
much needed capital quickly and, by so doing, hétpgacilitating capital allocation,
investment, and growth. It also assists in redudimgestment risk due to the ease with
which equities are traded and play crucial rolaefping to determine the level of economic
activities in most economies (Yartey & Adjasi, 200

Levine & Zervos (1998) observed a significant pesi effect of stock market
development on economic growth. Mohtadi & Agarva948) examine the relationship
between stock market development and economic gréawt21 emerging markets over 21
years, using dynamic panel method. Their resullcéted a positive relationship between
several indicators of stock market performance aocdnomic growth both directly and
indirectly by boosting private investment behavidgristing evidence on the relationship
between stock market development and economic brévas been inconclusive. Levine
(1991) argues that developed stock market reduots Ilmuidity stock and productivity
stock of businesses. This increase the accesssidssmen investment funds as well as
enhancing the production capacity of the econorhgreby leading to higher economic
growth

In Nigeria, some authors have also attempted amnéne the relationship between
stock market and economic growth. For instance j\&@Sanni (2005) examine the role of
stock market in Nigeria's economic growth using @er-Causality test and regression
analysis. The authors discovered a one- way caydsdiween GDP growth and market
turnover. They also observed a positive and sicgnifi relationship between GDP growth
and turnover ratios. Arzarm (2005) examines the igoah association between stock
market development and economic growth in in Indilae authors found no evidence of
association between the Indian stock market dewsdop and economic growth in the entire
period they studied. Whereas the author foundsatipr the relevance of stock market
development in economic development during  pileerdlization, they discovered a
negative relationship for the post liberalizatiaripd. In Nigeria, Ariyo & Adelegan (2005)
contend that, the liberalization of capital markegt its impact at the macro-economy is
quite negligible. In another development, Gabr2€l02) asenunciated by Nyong (2003) lay
emphasis on the Romanian capital market and coediutiat the capital market is
insufficient and hence it has not contributed toreenic growth in Romanian.

Obamiro (2005) investigates the role of the Nigerstock market in the light of
economic growth. The author reported significansitiive effect of stock market on
economic growth. Osinubi & Amaghionyeodiwe (20033o0aexamine the relationship
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between the Nigerian stock market and economic traduring the period 1980-2000.
Their results did not support the claim that stawkrket development promotes economic
growth. Earlier, Nyong (1997) analyzes the relalop between capital market
development and economic growth. The author usembusindicators of stock market
development (like market capitalization-GDP ratialue of transaction-GDP ratio, value of
transaction-GDP and listings) to capture capitatkeiadevelopment. He also included the
degree of financial market depth in the growth nodibe result revealed a negative effect
on economic growth of capital market developmerie Tesults of a study carried out by
Ajayi (2006), which examines the effect of stocriret development on economic growth
in 14 African countries, revealed a positive reaship between the two and indicated that
stock market development played a significant role growth only for adequately
capitalized markets.

In Belgium, Nieuwerburgh (2006) investigates tbied run relationship between
financial market and economic development. The astlused a new data set of stock
market development indicators to argue that firmlnoarket development substantially
affect economic growth. They found strong evidetiicat stock market development led to
economic growth in Belgium, especially in the pdrik873 and1935. More recently, Kokpo
& Adaramo, (2012) examine the impact of the NigeriCapital Market on economic from
the period of 1990-2010.The economic growth wasipth by Gross domestic product
(GDP) while the capital market variables considerethclude: Market
Capitalization(MCAP), Total New Issues(TNI), ValaeTransactions(VLT) and The Listed
Equities and Government Stocks(LEGS). Applying dsloa’s Co-integration and Ganger
causality tests result show that the Nigerian Gapitarket and Economic Growth are co-
integrated. This implies that along run relatiopsleixists between capital market and
economic growth in Nigeria. The causality testsgasg bidirectional causation between the
GDP, the value of transactions (VLT) and unidireicél causality from market
capitalization to the GDP. There is therefore arcladication of the relative positive impact
of capital market on the economic growth of thentou The evidence from this study
reveals that the activities in the capital marketto impact positively on the economy.

Banks Creditsand Economic Growth

Existing literatures on finance and economic grosdlygested that the financial functions
provided by banks (and other financial intermedisiriare important in promoting economic
growth: Empirical research strongly supports trewthat banks promote economic growth
at the firm, industry and country levels. The reédaarature also highlights that not only is
aggregate size of financial intermediaries impdrfan economic growth, but also that the
institutional framework of the banking sector cagn#icantly affect economic growth (
Mbat, 2001).

The existing literature does not measure the padoce of bank functioning
directly, instead, it relies primarily upon aggregaize of bank credit as an indicator of
financial development, where high ratios of bandédirto GDP indicate better functioning
of a country’s banking sector. If bank credit idoehted to politically desirable but
unprofitable projects, then the effect on banksditreo financial development and
subsequent economic growth will be negative (Lap@002).The question then is that do
there exist other channels by which banking ingusain make its contributions to the
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productive capacity of the economy? One of the chbmnlies in the arguments given the
level of total cost, if one assumes that the abditg of banks credit allows firms to
stockless raw materials in warehouse, their outmutid increase as a result.

Studies such as King and Levine (1993), Ndebbt®42, have established that a
well-developed banking system promotes economieviroAzege (2004) examined the
empirical relationship between the level of deveatept by financial intermediaries and
growth. He concluded that the development of fiftgnmtermediary institutions in is
fundamental for overall economic growth. Samson E&tids (2010) however show that
financial deepening does not have any influencBligeria’s economic growth.

Agu & Chukwu (2008) in his effort to ascertain tttieection of causality between
“bank based” financial deepening variables and ecwa growth in Nigeria found that
financial deepening variables and economic growgnewpositively co-integrated and that
there was only one co-integrating vector indicatengstable and sustainable long run
equilibrium relationship in the full Information Menum Like-hood (FML) multivariate
Johnson.

M ethodol ogy

Resear ch Design

The research plan adopted for this study is dasezipesearch method. In designing this
research, the type of data to be collected, natiivariables and technique of analysis were
considered. The study relied on historical timaesefor its secondary data which formed
the entire source for the study. Time series datkeated from secondary sources were
purely used. An initial investigation of the timeries properties of the data is followed by
examination of the existence of the possible lang+elationship between financial sector
development and economic growth, by applying the ltivaniate co-integration
methodology suggested by Johansen (1995).

Population of the Study

The population of this study consists of all ingtdns in the Nigerian financial sector.
Central Bank; commercial banks; discount housebgrofinancial institutions; capital
markets; Assets management; insurance companigzeaistn sub-sectors.

Sample Size

Because of the nature and requirement of this relsesecondary source of data were used
to study the relationship between financial sectevelopment and economic growth in
Nigeria for the period of 1990-2010. The sampeiqd is 21 years from 1990 to 2010.
This period is considered as period of economieréibzation and control.

Method of Data Collection

Documentary evidence constitutes the instrumetatd collection as the study is based on
secondary data. The data is time series collected the Central Bank of Nigeria statistical
bulletin. The data for the study is the aggregatebanking sector credits, market
capitalization and foreign direct investment toafigial sector and real GDP from 1990 to
2010. This period is regarded as period of findritiaralization and control.
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Techniques of Data Analysis

The variables for aggregate banking sector credisket capitalization, foreign direct
investment to financial sector and real GDP metrdgairement for the quantitative data
available for the study periods of 1990 to 2010séghon this, the hypothesis was tested
using vector error correction model. This studintsrested in the long run predictive effect
of financial sector development on economic growtithe advances in econometric
techniques however, enable recent researchersetéeabniques such as stationarity tests
(i.e. unit root test), co- integration test and sadily test in their analysis to reanalyze the
traditional regression applied in earlier studiEse steps used in this analysis are discussed
below.

Stationarity (Unit Root) Tests

We investigate the stationarity properties of thmet series data using the Augmented
Dickey Fuller (ADF) test. According to Nelson anld$3er (1982), Chowdhury (1994) there
exist a unit root in most macroeconomic time serbile dealing with time series, it is
necessary to analyze whether the series are satiaw not. Since regression of non-
stationary series on other non-stationary serigdsié¢o what is known as spurious (bogus)
regression causing inconsistency of parameter atirithe Null hypothesis of a unit root is
rejected against the one sided alternative if thgtistics is less than the critical value.
Otherwise, the test fails to reject the null hygastls as a unit root at 5% significance level.

Co-integration Test

Next, we employ Johansen Multivariate Co-integrafl est.

Co-integration is the existence of a long run égrilm relationship among time series
variables. Johansen (1988, 1991) pointed out tiaear combination of two or more non-
stationary time series may be stationary. If sudtationary linear combination of two or
more non-stationary time series exists, the notiesiary time series are said to be co-
integrated and may be interpreted as long-runioslsttip among the variables. The lag
length is one and is based on the Akaike (1969)rmétion criterion (AIC). The lag is
taken into account at Mckinnon critical values &b 3evel. If the residuals from the
regression are 1(1) or 2(2), i.e stationary, thariables are said to be co-integrated and
hence interrelated with each other in the long run.

Vector Error Correction (VEC) Technique

We investigate the direction of causality for thgdtheses using Vector Error Correction
(VEC) model based causality technique. The preseho®-integrating relationship forms
the basis of the use of Vector Error Correction Bloéviews econometric software used
for data analysis, implement vector Auto-regresg\oiR)- based co-integration tests using
the methodology developed by Johansen (1991,19%%).non-standard critical values are
taken from Osterward Lenun (1992).

Data Presentation and analysis

The time series data on the market capitalizatBanking sector credit and foreign direct
investment to the financial sector and Real GDPtlierstudy periods of 1990 to 2010 are
presented and analyzed. It presents the resulhefunit root test statistics and Co-
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integration tests as well as the Vector Error Gdiroa based causality analysis. The growth
patterns of the variables are also presented amga®@d in percentages in tabular form.

Investigation of the Stationarity propertiesof Data

The properties of the time series data for theopeaf the study covering 1990-2010 was
investigated in order to test its stationarity gsthe Augmented Dickey fuller (ADF) test

statistics. The number of lag used in (ADF) regims was selected using Akaike
information criterion (AIC). Table 4.2 shows ADFsteesults of the time series. The results
suggest that the null-hypothesis (Ho) of unit rcat be rejected in the first difference, for
MCAP, BCRDT, while FDI and RGDP can be rejectedhst same level in the second

difference respectively. All the series (MCAP, BCRIFID and RGDP) are stationary and
therefore their regression will not be spuriousd&%). They are all stationary at 5% critical
value.

ADF Unit Root Test

Variable ADF Test Critical Value Lag Stationarity
Statistics 1 0

MCANP @ TREND -3.483895 -3.0521 2 1(1)

BCRDT @ TREND -7.329960 -3.0521 2 1(1)

FDI @ TREND 3.238244 3.0400 1 1(0)

RGDP @ TREND -2.54889 -1.9642 3 1(2)

Source: Compiled from Eviews 4.0 statistical software.

Co-Integration Analysis

The results of the co-integration analysis ardainle 4.3 below. Two variables are co-
integrated if both their max-Eigen and trace diatigre greater than critical values
respectively. Johansen’s (1988, 1991) multivariable co-integrated. Co-integration
determines if the variables are co-integrated. ri@egration analysis is necessary in all-time
series data so as to determine whether or not ikei@ng run relationship between two

variables.

Johansen Co-Integration Test

Variable Max-Eigen Critical Value | Trace Statistic Critical
Statistic value
RGDP AND MCAP 15.42989 14.07 16.09099 15.41
RGDP AND BCRDT 24.31973 14.07 24.86930 15.41
RGDP AND FDI 20.17091 14.07 20.59399 15.41

Max-Eigen value test indicates 1 co-integratingatigun(s) at the 5% level.
Trace test indicates co-integrating equation(shet% level.
Critical values are all at 5%.

Sour ce: Compiled from Eview 4.0 result.

Test of Hypotheses

Causality Test

According to Granger (1969), measuring the coriatabetween variables will not be

enough to construct a complete understanding abeutelationship between two or more
time series. This is because some correlations Imeagpurious and not useful, as there
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might be a third variable that cannot be accoufaedThis is the essence of performing the
causality test. The causality test is the vectoorecorrection based causality test and the
results are presented in the table below

Vector Error Correction based Causality Test

Model 2.1 RGDP MCAP CAUSALTY

Standard Error 0.02174 1.15925 Causality runs from
T-Statistics 0.20953 8.44715 MCAP to RGDP

Model 2.2 RGDP FDI Causality runs

Standard Error 0.15029 0.33465 | FDI to RGDP

T-Statistics 0.49145 5.00298

Model 2.3 GGDP BCRDT

Standard Error 0.08355 13.0818 | Causality runs from BCRDT to
T-Statistics -0.61731 -4.17259 RGDP

Source: Compiled from Eviews 4.0 result.

The direction of causality can be determined bygaring t-statistic of two variables. The
variable with the highest value of t-statistic itatties where Causality is running from. Thus
from the table above, causality runs from markgtitatization to the real GDP, foreign
direct investment to the real GDP and Causalitys ituom banking sector credit to the real
GDP. Therefore the three null hypotheses formuladetkst the relationship between the
dependent and independent variables are rejectedréBult indicates positive relationship
between financial sector development and econonawtty in Nigeria for the period under
consideration.

Discussion of Findings
Looking critically at the preliminary tests of tlgata using statistical tools; indicates that
they are stationary and co-integrated. This mehat their combinations will not lead to
spurious regression and there exist a long runioakhip between the variables which can
be sustained. The Causality test between the Vasiabhich was conducted using vector
error correction model shows that Causality rumenfithe independent variables (market
capitalization, foreign direct investment, bankisector credit to the dependent variable
(Real GDP). This means that market capitalizatiorgign direct investment and banking
sector credit cause Real GDP. The relationship émtwthe variables derived from the
Vector Error Correction Model in this study suppthie supply-leading hypothesis. Supply-
leading hypothesis states, that, development danfiral institutions and their related
services induce real investment and growth. Thiamagcountries with better developed
financial systems particularly those with largdaéint banks and a large well organized and
smoothly stock markets tend to growth much fastepioviding access to much needed
funds for financial constrained economic entergrise

The key question then is what is the implicatioh tbese findings? The
implication of this result is that, developmentfaifictional financial market and institutions
in form of increase banking sector credits, incegémn~ of FDI, efficient capital market will
increase the supply of financial services in anneawy. This will ultimately lead to high
and sustainable economic growth in the form oféase real gross domestic product.The
findings based on the data for the period 1990-Z@d both the ordinary and the vector
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error correction models provide evidence in suppbrearlier findings from studies both
here in Nigeria and others countries.

The result of this finding is in line with some tfe studies conducted both
outside and in Nigeria such as World Bank (1998he® studies having similar findings
include Unalmiss (2002) conducted in Turkey, NedelfB004) conducted in Sub Saharan
African countries, and in Nigeria, the findingstbis research are in line with results of Agu
& Chukwu (2008), Nurudeen (2009), Samson & EliaB1@). However, there are some
studies conducted both within and outside Nigeaairhg contrary result with the finding of
this research. For instance, studies like Nde®®42 conducted in South Africa, Waqabaca
(2004) conducted in Fiji. In Nigeria Akinlo (2004 delekan (2010)

Summary
The purpose of this study is to determine the dausktionship between market
capitalization, foreign direct investment, bankisgctor credits and real GDP as well to
examine the pattern of growth of variables for 8anple periods of 1990-2010 in Nigeria.
The economic tools of analyses for the empiriesid of the relationship between
the variables includes ADF test of stationary, d@lea’s co-integration test for the long run
relationship and vector error correction model theg test of Causality. The results of the
study shows that all the variables are stationarg eo-integrated, meaning that their
combinations will not lead to spurious regression ghere exist a long run relationship
between the variables. The weakness of previousestisuch as unlagged variables; non-
stationarity of variables; shortcomings of traditb Granger Causality and spurious
regression have been avoided. The finding whichwsha positive relationship between
market capitalization, banking sector credits aréifjn direct investment to financial sector
and the real GDP as well as the Causality whicls fuom MCAP, BCEDT and FDI to the
RGDP validates the supply-leading hypothesis.

Conclusion

The research contributes to the emerging eviderficéghe validity of supply-leading
hypothesis for the Nigerian case over the periotiS®0 to 2010. It adds to the debate and
existing literature about financial sector develepiand its relationship with economic
growth. The stationarity properties of the data evervestigated using the Augmented
Dickey-Fuller (ADF) test, we also applied Johangatintegration test to all the models
formulated for the hypotheses .The co-integratiesults show that financial sector
development and economic growth is positively degnated indicating a stable long run
relationship. The Vector Error Correction (VCE) rebdhows that there is unidirectional
Causality running from market capitalization, bartkcredits and foreign direct investment
to financial sector development i.e. to real gamestic product. This means that financial
sector development leads to high and sustainableoatc growth.

The conclusion that emerges from this study it ket capitalization, banking
credits as well as foreign direct investment taficial sector will impact significantly on
the real gross domestic product. Therefore, theldpment of financial sector in form of
increase credits by banks to the private sectosease in foreign direct investment flow
into the economy and efficient and robust capitalrkat influence real gross domestic
product in form of economic growth. Government atidhe regulatory institutions should
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focus on the development of the financial sectoestore confidence in the system in order
to facilitate economic growth in Nigeria.

The finding from this study has policy implicatnwhich will reinforce the
observed benefits derivable from financial sectevelopment especially in the form of
economic growth arising from the established peasitink between the variables. The
policy issues relate to the individual componenthef financial sector included in this study
viz; capital market and economic growth, bankingddrand economic growth and foreign
direct investment and economic growth.

Recommendations
To make Nigeria one of the worlds’s largest ecomsnby 2020 as captured in financial
system strategy (FSS 2020) the following policyoramendations have been made:

The first policy recommendation which relates #pital market and economic
growth is that, investor's protection policies aather rules and regulations governing
capital market operation should be re-examined witliew to enhancing public confidence
in the market and increasing the level of actifidy enhance liquidity and growth of the
market. For example, reduction of listing requiretseto ease listing of new companies on
the exchange, lowering of charges and other fegshba by investors for buying and selling
securities and establishment of an effective ldgahework that will enable investment
related dispute to be resolved timely and satisfdgt

Secondly, the need to re-assess the banking €@tk economic growth’s policy
of the current universal banking license and theimim capital requirement ef N25 billion
with a view to having banks that will focus on sfieareas like real sector of the economy
instead of having few banks carrying businessetsdivart more of their funds to trading
and less productive sectors of the economy as ynpsdictice by banks hiding under the
provision of the current universal banking licengéhis will enhance banks’ lending to the
most productive sectors of the economy while climgaitheir speculative activities in other
sectors in the name of universal banking. This lik#ly increase the total credits granted
by banks to the economy with ultimate positive ictpan the economic growth.

Thirdly, the policy makers should evaluate thestmg traditional approach of the
country towards attracting FDI to an engineereditsgic approach. The engineered
approach can be in form of reassessment of themufunding of some social service
project from the current government funding to &ljuprivate partnership, where one or
two private individuals partners with the governmném financing public project. The
private individuals own/acquire the project aftempletion and transfer to government
after recouping its capital in accordance with gread term. This will attract new FDI into
the economy with consequent impact on the econgroiwth.

Suggested Areafor Further Studies:

Further studies on The Impact of Gldiaancial Crisis on the Nigeria Economy are to be
carried out. This is to further verify the assertibat the recent global financial crisis has
retarded the economic growth of many countriesiqadarly Nigeria. This study is to
provide bases for the formulation of policies atrdtegies for the adoption of reforms that
will reposition the Nigerian Financial System topiote sustainable economic growth.
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