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ABSTRACT 

Most of the studies relating banking activities and macroeconomic behavior of 

many nations focused on the effect of macroeconomic instability on banking 

sectors. This study rather examines the impact of banking instability on the 

Nigerian economy. Annual data were used ranging from 1980 to 2011 drawn 

from various data publication issues domestically and those outside the 

country. 

Variables taken into consideration in the course of analysis are those proxies 

to the banking instability and the Gross Domestic Product. The framework of 

analysis implies descriptive approach of individual data and the estimation of 

the Gross Domestic Product function through a dynamic error correction 

model. The results suggest that the variables in the model were normally 

distributed and there was no evidence of serial correlation. However, the study 

reveals that the saving rate and the interest rate adversely affect GDP. This is 

an indication that the consolidation policy of the central bank did not solve the 

problem of instability of banking activities. All the same, findings report for 

any long run distortion of the economy shows that equilibrium can be easily 

restored. A major submission of this study is that government should improve 

on the banking consolidation by critical review of different monetary policy 

actions with respect to the variables that constitute the dynamics of banking 

operations. 

 

Key Words: Banking Instability, Nigerian Economy, Descriptive Analysis 

and Dynamic Error Correction Model. 



 

CHAPTER ONE 

INTRODUCTION 

1.1   Background of Study 

Most discussions of banking crises begin with examinations of the 

characteristics of the financial institution that failed. The recent global financial 

and economic meltdown has, however, re-ignited interests on the issue of the 

fluctuations of the banking system and its tendency to amplify business 

activities. Arguments that the financial system is pro-cyclical are quite robust 

and consistent with economic events, such as the recent global financial crisis, 

the Russian and the Asian financial crises of the 1990s and the less celebrated 

financial crises that dot other developing economies such as the 1998 banking 

crises in Nigeria in which 26 banks were liquidated all at once, following their 

technical insolvencies. Moreover, in recent years a number of debates 

concerning macroeconomic and banking instability in advanced, developing 

and economies in transition have gained ground although instability in some 

macroeconomic variables can be traced back to the early years of the 

independence of most African nations. However, banking sector crises surged   

when business activities were gaining currency.  

In the early 1980s, severe banking sector instability characterized most 

developing economies and Nigeria is not an exception. The magnitude and 

frequency of banking sector instability in Nigeria over the years led to 



2 
 

macroeconomics instability. However, it is argued that the extent and dept of 

the banking distress can be of generalized nature or systemic consequence. 

Generalized distress exists when its occurrence is spreading fast and cuts across 

in terms or the ratio of total deposits of distressed institutions to total deposits 

of the industry: the ratio of total assets of distressed institutions to total 

branches of the industry among others has not adversely affected the confidence 

of the public in the banking system. 

In the literature of monetary policy particularly the banking sector, most studies 

have argued that this sector is vital for the socioeconomic development of a 

country. For instance, studies by De Gregario & Guidoti (1995), Rousseau & 

Watchtel (1998), among others, suggest that a well developed and sound 

Banking system can contribute significantly to economic growth by recognizing 

the important role financial intermediaries play in bridging the disequilibrium 

between savings and investment needs within an economy. These authors argue 

that economic growth can be sustained only if scarce resources are mobilized 

efficiently and transformed effectively into productive investments via the 

financial intermediaries; hence, the Banking sector is a key catalyst for 

sustainable development of a country.  

Banking sector stability can be defined as the resilience of the Banking system 

to internal and external shocks, be it economic, financial, political or otherwise. 

Banking system stability is evidenced by and reflected through an effective 

regulatory infrastructure, well developed and sound banking institutions. 
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Banking sector instability, on the other hand, is manifested through the failures 

of significant banking institutions, which greatly affect the real sector through 

macroeconomic costs. Table 1, in Appendix 1, shows that banking sector 

instability was witnessed in Sweden banking in 1990, United States 1980, Chile 

1981, Mexico 1982, Japan  1992, Malaysia 1985, and in Nigeria, from 1991 to 

date while Table 2 in Appendix 2 shows the closure of banks in Nigeria. Its 

causes, effects, and ultimately its containment, aroused the need for this study. 

This is because a clear understanding of financially unstable regimes is a 

prerequisite for crises management and prevention as well as prudential 

regulation. 

According to Adrian (2006), financial system risks exist in all components of 

the financial system. If any one component (markets, institutions and payment 

systems) of the financial system is impaired then it can become unstable and 

will not operate to allocate resources efficiently.  

Up to eight years before independence from the United Kingdom, the Nigerian 

banking system was completely unregulated. Indeed, the period before 1952 has 

been described as a period of free-for-all banking due to the number of 

businesses that opened up to provide banking services and the number that 

failed during the same period. The first attempt at regulating the Nigerian 

banking system was in 1952 when the banking ordinance was promulgated 

essentially to regulate commercial banking and prevent the establishment of 

unviable banks in the country. Six years after this event, the central bank act 
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1958 was promulgated to allow for the setting up of a regulatory body charged 

with the responsibility of supervising existing banks. 

Crude oil had been discovered in Nigeria in 1956 and by the early 1960s, 

proceeds from crude oil sales had begun to have a significant influence on the 

economy such that revenue from crude oil which accounted for 3 percent of 

gross domestic product in 1969 had increased to 30 percent of GDP by 1980. 

The war between Iran and Iraq in the 1980s further led to a dramatic rise in 

crude oil revenues and a corresponding expansion in public expenditure. The 

Nigerian economy gradually moved from a position of fiscal surplus and 

relative financial stability during the 1970s, to an annual increase in fiscal 

deficit which by 1982 was 2.5 percent of GDP, as public expenditure 

outstripped government revenue. The economic consequences of fiscal deficit 

financing during this period included a rising lending rate, depreciating 

exchange rate, rising general price levels (inflation) and a significant growth in 

broad money. 

As a result of excess crude oil supply over demand in the international market, 

crude oil prices fell in real dollar value from an average of US$39.12 in 1985 to 

an average of US$19.88 in 1986. The fall in international crude oil prices led 

directly to a fall in the revenues accruing to the economy and subsequent, to 

difficulties in keeping up with repayments on external loan stock obligations 

which, according to the World Bank’s World development Indicator, stood at 

$22 billion at the end of 1986. Indeed, Nigeria would go on to default in making 
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scheduled repayments on its external loan obligations as it was never able to 

fully pay interest charges and/or scheduled principal repayments in any given 

year. According to Aluko & Arowolo (2010) Nigeria was already in default on 

$22 billion worth of Paris Club debts owed to sovereign lenders, and was 

struggling to service its $3.5 billion London Club obligations. 

The dramatic fall in oil export revenues entailed a sharp deterioration in the 

country’s public finances and balance of payments. This led to recession and 

economic deterioration as manifested by fiscal crisis, foreign exchange 

shortages, balance of payments and debt crisis, high rate of unemployment, and 

negative economic growth. Indeed, beginning from 1982, and through 1984, the 

country had become saddled with negative trends in economic growth as 

indicated by the decline in the GDP (0.35% in 1982; -5.37% in 1983; and 

5.18% in 1984), persistent current account and budget deficits, a huge backlog 

of uncompleted projects, especially in the public sector, factory closures, large-

scale retrenchment, acute shortages of essential commodities and galloping 

inflation (NCEMA 2003). 

In an attempt to stabilize the economy and stimulate growth, the government 

introduced an IMF-led Structural Adjustment Programme in June 1986 which 

was intended to liberalize entry into the banking sector, encourage domestic led 

production, stimulate industrial diversification, and liberalize interest rates and 

exchange rate controls. The programme however did not provide any significant 

improvement in Nigeria’s key economic indicators as GDP at 1980 constant 
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prices declined from 7.5 percent in 1988 to 6.5 percent by the end of 1989 while 

inflation increased from 34.5 percent in 1988 to 50.5 percent by the end of 

1989. 

In its quest to improve this situation through stimulating foreign direct 

investment (FDI), the country allowed the establishment of foreign banks in 

1990. This resulted in an increase in the number of banks from 106 to 155 by 

the end of 1997. In 1997, a CBN directive lifted the restrictions on equity 

ownership of individual and corporate investments in Nigerian banks. Under the 

new directive, it was possible for an individual or corporation to own 100 

percent of the share capital of a bank. Prior to this directive, the maximum 

shareholding possible for an individual was 10 percent, while for companies the 

limit was 30 percent. However, due to the distress that plagued many of these 

banks, the number of banks declined to 89 by the end of 1998 with government 

liquidating twenty-seven failed banks. 

By 1999, while the inflation rate had reduced from the 1989 rate of 50.5 percent 

to 13 percent, the GDP growth rate had significantly declined to 2.4 percent and 

the CBN minimum rediscount rate (now monetary policy rates) increased to 

20.7 percent. Some of the major problems the Nigerian economy faced by 

middle of 1999, included a high domestic and external debt burden, declining 

growth, rising unemployment, crowding out of the private sector, heavy 

reliance on crude oil revenues, and inflation. The policies introduced at the time 

focused on the pursuit of a low interest rate regime in order to support the real 
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sector of the economy, narrowing the gap between savings and lending rates; 

and increasing efforts at price and exchange rate stability.  

To strengthen the banking sector and improve availability of credit to the 

private sector, further reforms were implemented in 2004. Banks were required 

to raise their minimum capital base to N25 billion before the end of 2005. In 

order to meet this requirement, banks merged with those who could not 

independently raise the new minimum capital. This exercise effectively reduced 

the number of deposit banks in Nigeria from 89 to 24. In the process of meeting 

the new capital requirements, banks raised the equivalent of about US$3 billion 

from the domestic capital market and attracted about $652 million of FDI into 

the Nigerian banking sector. 

In its efforts to bring lending rate down to single digits, the Central Bank of 

Nigeria in December 2006 replaced the MRR with the monetary policy rate 

(MPR), a policy targeted at forcing down lending rates, stimulating trading in 

the inter-bank money market and influencing the level and direction of all other 

interest rates in the money market. Prior to December 2006, deposit money 

banks seeking liquidity had resorted to rediscounting treasury instruments at the 

CBN. 

The gains of banking reforms in the mid to late 2005 was however not sustained 

as the start of the global sub-prime financial crisis late in 2007 and the 

contagion effect on the domestic economy meant that households and 

corporations faced difficulties in making payments on mortgages and other 
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loans. Some of the negative consequences of the financial crises on the Nigerian 

economy included reduced lending to the real sector; decreased economic 

activities and massive job losses in most sectors of the economy; declining 

capital inflows into the economy; de-accumulation of foreign reserves and 

pressure on exchange rates; and limited foreign trade financing for banks while 

credit lines dried up for some banks (CBN, 2009). 

 

Developments in the Nigerian Banking System  

The banking system in Nigeria has undergone radical changes since inception. 

Banking developed from an industry that was, in 1960s, dominated by small 

number of foreign owned banks into one in which public sector ownership 

dominated in the 1970s and early 1980s, and into the one in which Nigerian 

private investors have played an increasing important and dominant role since 

the mid 1980s, when the Structural Adjustment Programme (SAP) was 

introduced. Since 1987, financial sector reforms have been implemented, 

encompassing elements of liberalization and measures to enhance prudential 

regulation and mitigate crisis.  

In 1988, the Nigerian Deposit Insurance Corporation (NDIC) was established to 

insure bank deposits up to a maximum of N50, 000.00 (now N100, 000.00) for 

a single depositor in all licensed banks. NDIC was given the statutory authority 

to supervise banks to complement the CBN’s efforts and to act as the liquidator 

for banks whose license have been revoked by the central bank  
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In (1989), the prudential guidelines for licensed banks were issued to compel 

banks to adopt a uniform standard for risk asset classification and loan loss 

provisions, the non-recognition of unpaid interest as income and to make 

appropriate provision for off-balance sheet activities. The guidelines classify 

the loan portfolio of a bank into performing and non-performing loans. The 

non-performing loans are loans whose capital and interest are past due for 90 

days and above and are further classified into substandard, doubtful, and lost 

loans. Banks are only required to make provisions for the non-performing loans 

as follows: substandard, 10.0%; doubtful 50.0% and lost loans 100.0%. A 

general provision of 1.0% is required to cover the unexpected losses that might 

arise from a bank’s total credit portfolio. Whereas specific provisions are linked 

to impaired loans, general provisions are often based on a broad assessment of 

possible future losses on the entire portfolio. This reflects the fact that there is a 

potential probability of default for every loan booked.  

In March 1990, the CBN introduced the new capital adequacy requirements 

based on the risk-weighted assets, consistent with Basel Capital Accord. The 

new requirements were more stringent and pro-cyclical in that they required 

banks to maintain higher levels of capital even when the economy is in 

recession.  

In 1991, the minimum paid-up share capital for commercial banks was raised to 

N50 million, up from N20 million and that of merchant banks was raised from 
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N12 million to N40 million. The minimum paid-up capital for both categories 

of banks were subsequently raised to a uniform level of N500 million in 1997 

and further to N1 billion for existing banks and N2 billion for new bank 

licenses in 2004  

In 1991, the Banking Act of 1969 was replaced by the Bank and Other 

Financial Institution Act (BOFIA). In addition, the CBN Act of 1958 was 

replaced with the CBN Act of 1991, and was further replaced with the CBN Act 

of 2007, which gave substantial autonomy to the central bank.  

In 1994, the Failed Banks (Recovery of Debts) and Financial Malpractices Act 

was promulgated under which a number of bank executives and directors were 

prosecuted for their roles in the failure of their respective institutions. The 

banking system initially responded favourably to these reforms, recording 

unprecedented numerical growth and exponential profit performance.  

The distress phenomenon in the Nigerian banking industry dates back to the 

early 1930s when a number of failures and bankruptcies were recorded. In fact, 

the period 1929 – 1933 and 1945 – 1954 saw an unprecedented rate of bank 

failures in Nigeria. The absence of formal banking legislation and a regulatory 

agency such as the central bank, rudiment nature of the banking system and the 

poor management of Nigerian banks contributed to the distress. In the three 

decades following the establishment of the Central Bank of Nigeria, the 

Nigerian banking system witnessed some measures of stability.  
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However, there was a reoccurrence of banking crises in Nigerian between 1989 

and 1998 that was even of greater intense both in terms of scope and severity. 

By 1992, insolvent banks accounted for 20.9 percent of the total assets and 22 

percent of industry deposits; by 1995, about 50 percent of the banks were 

reported distressed and in 1998, the operating license of 26 banks were 

withdrawn as a result of their technical insolvencies,(Caprio & Klingebiel 

2003). During this period, confidence in the financial system deteriorated 

considerably as not less than 45 banks were categorized as distressed and about 

31 banks were liquidated by 1998. Between 1994 and 2002, a total of 35 banks 

were liquidated in Nigeria, and the liquidation of other two banks (Societe 

Generale Bank and Savanna Bank) was contested in court. Court has since 

ordered the restoration of their operating license, but they are yet to meet the 

new statutory capital requirement of N25 billion since 2008.  

Introduction of Universal Banking (2001)  

Prior to the adoption of Universal Banking in Nigeria in 2001, the Nigerian 

banking system was divided into retail and wholesale banking categories 

(Commercial and Merchant Banks respectively) distinguished by their statutory 

functions. The commercial banks were permitted to undertake, in addition to the 

traditional retail banking activities, some specialized functions such as leasing, 

investment advisory services and some other fee-based services, while the 

merchant banks were banned from offering retail banking services including 
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current account facilities and were not admitted at the clearing house. They 

were further subjected to restrictions on the minimum initial deposits they could 

collect from their customers. These restrictions created some imbalances in 

opportunities and led to diminishing profitability and viability of merchant 

banks.  

The universal banking system came into effect in January 2001with the passage 

of the Universal Banking Act. 2001. The aim of the Act was to create a level 

playing ground for all the banks and to strengthen the capacity of banks to fund 

commercial and industrial activities through diversification of services and 

products. The Act removed the dichotomy between commercial and merchant 

banks and all banks were at liberty to undertake, in additional to the traditional 

banking activities, capital and insurance marketing services, either directly or 

through their subsidiaries and associates. With this, the difference between 

banks, in terms of functions and activities, were a matter of choice rather than 

by reason of statutory or regulatory barriers. Consequently, the application of 

regulatory and monetary policy measures such as difference in minimum capital 

requirements, and the cash reserve ratio (CRR) which had been limited to the 

commercial banks were extended to all banks thereby providing a level playing 

ground for all banks. Despite these developments, the banking industry was still 

faced with the problem of low capital base, weak/small banks, weak corporate 

governance, over dependence on public fund and lack of capacity to support 

real sectors of the economy.   
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 Banking Industry Consolidation and Other Reforms (2004 – 2010)  

Banking industry consolidation and other reforms were then embarked upon to 

create strong financial institution, as part of the dynamic process for promoting 

the safety, soundness and stability of the Nigerian banking system, and in 

response to the developments in Nigerian and global economies, the Central 

Bank of Nigeria embarked on further reform initiatives culminating in the 

banking sector consolidation programme which was launched in July 2004. 

Hitherto, the Nigerian banking system comprises 89 banks with low capital 

base, large number of small and weak banks, weak corporate governance, over 

dependence on public funds, lack of the capacity to support real sector, and 

gross insider abuse, etc. The main objective of the consolidation programme 

was to create strong financial institutions that would take advantage of size to 

champion the economic development of the country, and which could 

favourably compete at the international financial market. The major 

components of the exercise include: an increase in the minimum capitalization 

for banks from N1 billion to N25 billion, with end-December 2005 as deadline 

for full compliance, a phased withdrawal of public sector funds from banks 

starting from July 2004, the consolidation of the banking institution through 

recapitalization and or mergers and acquisition, and the adoption of risk-

focused and rule based regulatory framework etc. Following the consolidation 

exercise, the number of operating banks was reduced from 89 to 25 by end-

December 2005 and further to 24 following the merger of Stanbic Bank and 
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IBTC Bank in 2007. Furthermore, the banks became bigger in terms of asset 

sizes, deposit base and branch network. The increased capital and asset size 

significantly enhanced the capacity of banks to finance large value transactions.  

In August 2009, following a special examination by a joint team of CBN and 

the NDIC officials, the Bank removed the Managing Directors/CEOs of 

fourteen (14) deposit money banks (DMBs) and their executive directors and 

replaced the CEOs with new ones. The action was sequel to the findings of the 

special joint examination which revealed gross financial indiscipline and 

corporate governance problems that gave rise to some banks having non-

performing loans in excess of their capital. Consequently the Bank removed the 

CEOs and other Executive Directors and appointed new ones for the 14 DMBs 

that were indicted in the audit. In the effort to save the affected banks and the 

entire financial system, the Bank injected N620 billion into the 14 affected 

banks to restore their minimum capital adequacy ratio of 10% as required by 

regulation. The Bank has set up an Asset Management Corporation (AMCON) 

to manage the huge non-performing assets of banks and thus free up capital for 

their operation. Recently the CBN released blue print for reforming the 

Nigerian financial industry in the next decade which is based on four pillars: (i) 

enhancing the quality of banks; (ii) establishing financial stability; (iii) 

establishing healthy financial sector evolution and (iv) ensuring the financial 

sector contributed to the real economy.  
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In line with the blue print, the CBN revealed a new banking structure based on 

bank holding company model. Under this structure the universal banking 

license will be withdrawn from all banks and new ones issued in line with the 

new model. The banking licenses available to replace the universal banking 

include mono-line banking and specialized banking licenses. Under the mono-

line banking there are going to be commercial banking, national banks and 

regional banks. Under the specialized banking, there are non-interest 

banking/Islamic banking, microfinance banking and primary mortgage 

institutions (PMI). The CBN recently released the guidelines for the license and 

take-off of the new banking model.  

 

1.2   Statement of Problem 

A number of authors argue that sound banking system should be able to pave 

the way for economic development, provide platform for sound monetary 

policy implementation as well as ensure price stability. However, the structure 

of the Nigerian banking system inhibited its effective performance as it was 

characterized by a number of structural and operational inadequacies. 

These inadequacies include low capital base, large number of small banks with 

relatively few branches, poor rating of some of the banks, weak corporate 

governance evidenced by high turnover of board and management staff, 

inaccurate reporting and non-compliance with regulatory requirements, late or 

non- publication of annual accounts, gross insider abuse resulting to huge non-
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performing credit, negative capital adequacy ratios. Others are: over- 

dependence on public sector deposits and neglect of small and medium scale 

enterprises. Thus, these inadequacies led to high prime lending rate, increased 

inflationary pressure, declined domestic credit by banks to private sector and 

other policy variables. In sum, the vulnerability of bank activities rendered the 

banking sector rather instable thereby handicapped the performance of Nigerian 

banking system and the economy in general.        

Over the years, sequel to the above inadequacies, federal government through 

monetary authorities has engaged in the exercise of restructuring or reforming 

the banking system in Nigeria. Although these reforms have been 

acclaimed to be necessary but on whether these reforms have actually improved 

on the instability of the banking system in the country remains questionable. 

Consequently, the number of distress banks between 1994 and 2003(see 

Appendix 2) crippled many investors and lead to a drop in gross domestic 

product which have had a long-run negative impact on the economy. Banking 

distress occurs when a bank or some banks in the system experience illiquidity 

or insolvency resulting in a situation where depositors fear the loss of their 

deposits and a consequent break down of contractual obligations.  In the case of 

Nigeria, even with the reforms in the banking sector that brought down the 

number of banks from 89 to 24, there is a degree of instability in the banking 

industry as one still witnesses high lending rate, huge inflation, and decline in 

allocation of credit to private sector and other monetary variables.  
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1.3   Objectives of the Study 

The general objective is to ascertain the impact of banking instability on the 

Nigerian economy. Specifically the study seeks to: 

1. Appraise the nature and characteristics of the banking instability in Nigeria 

2. Assess the effect of the instability in the banking industry on the Nigerian 

economy through an error-correction process. 

3. Provide some policy recommendations for proper implementation by policy 

makers. 

 

1.4   Research Questions 

The following research questions are derived from the above objectives: 

a) What are the determinants of banking instability in Nigeria? 

b) What impact has banking instability had both in the short-term and long-run 

on the economy of Nigeria 

 

1.5   Research Hypotheses 

On the strength of the research problem, and objectives  stated above, the 

following research hypotheses are therefore considered: Null hypothesis (Ho) 

and alternative hypothesis (H1) 

H0: There is no significant relationship between banking sector instability 

and macroeconomic performance (captured by GDP).  
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H1: There is a significant relationship between banking sector instability 

in Nigeria and macroeconomic performance (captured by GDP) 

H0: There is no long-run relationship between banking sector instability 

and the gross domestic product. 

H1: There is a long-run significant relationship between banking sector 

instability and the gross domestic product. 

 

1.6   Justification of the Study  

The justification of this study is derived from the statement of problem and the 

objectives.  If the banking sector accounts for more than 50 per cent of the total 

market capitalization at the Nigerian Stock Exchange (Soludo, 2009), the 

instability in this sector calls for a proper attention and analysis in order to 

advise better on how to mitigate its effect on the economy. Another justification 

of this study is anchored on the fact that fluctuations in bank deposits and 

credits have significant and indeed critical effects on macroeconomic activity 

and may amplify swings in the macro economy. As a result, the ability of the 

economy to recover from recessions may be restricted because banks are 

unwilling or unable to increase their loan portfolio to satisfy the increasing 

demand for such facilities and because any increase in bank reserves by the 

central bank may not be accompanied by corresponding increase in bank credit 

or deposit. If such hiccups exist, they may partially or totally frustrate the 

intended impacts of monetary policies, particularly during recessions.  
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Furthermore, understanding of the relationship between banking instability and 

macroeconomic behaviour of the economy is important for the banks in 

designing optimal lending contracts and for the regulatory authorities in 

designing the appropriate policy and regulatory framework that could mitigate 

risks arising from business fluctuations in the curse of the cycles, issues that are 

very critical in Nigerian banking industry today. It, therefore, seems appropriate 

to study the effect of banking instability on the Nigerian economy. 

Consequently, the recent global financial and economic crises have shown that 

the real effects of financial system turmoil can be large and prolonged. More 

importantly, domestic financial sector problems have been located primarily in 

the banking sector. This reflects the fact that, despite the expansion of capital 

market in Nigeria, banks remain the dominant channel of financial 

intermediation. Like in other emerging market economies, banks still account 

for more than 80% of financial intermediation. In this circumstance, the 

banking sector is likely to remain the principal source of the systemic 

vulnerability of the financial sector and therefore the economy as a whole.  

Some economic aggregate are affected by banks either positively or negatively.  

However, despite the importance of promoting a clear understanding of the 

issues impacting the stability of the financial system with a view to 

implementing appropriate policy responses to the issues, the activities of the 

banking industry in Nigeria remain fragile. The first Financial Stability Report 
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(FSR) published by the Central Bank of Nigeria (CBN) is quite recent (October 

2010) with its assessment of the risks of financial instability focusing 

extensively on a number of macroeconomic indicators and ratios. This suggests 

an understanding of the financial system particularly the banking sector prior to 

that year and even after. 

A number of studies have focused on banking stability with most of them 

focusing on developed economies (see Hoggarth, Milne & Wood, 1998) and 

few on developing economies across different continents notwithstanding 

structural differences amongst these economies (Hohnohan, 1997). In the case 

of Nigeria see Balogun, (2007), Olofin & Afangideh, (2008), Nzotta & Okereke 

(2009). There is no doubt that the steady decline in the saving rates particularly 

from 2002 (see Figure 1) exposes the instability in banks. Therefore the need 

for restoring the stability or mitigating its effect cannot be over emphasized. 

One important justification of this study is that, to date there is hardly any 

specific study that attempts to research on the relationship between banking 

instability and macroeconomic performance in Nigeria. Moreover, other studies 

on similar subject matter focused on panel data using a series of countries with 

conflicting results. It is anticipated that this study will cover the apparent gap in 

literature in the case of Nigeria.  
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Figure 1: Trend in Saving Rates in Nigeria: 1980 - 2012 

 

 

1.7   Scope and Data Sources 

The study covers the period 1980 to 2012 and time series data are used. The 

data for this study were collected from both domestic and international sources. 

At the local, data were sourced from the Central Bank of Nigeria (CBN) 

statistical Bulletin, the Federal office of Statistics (FOS). Other sources include 

International Financial Statistics (IFS) World Economic Outlook (WEO), 

World Debt Tables (WDT) and Human Development Index (HDI).  
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CHAPTER TWO 

LITERATURE REVIEW 

Introduction 

The recent global financial crises have stimulated a significant body of 

literature on defining and explaining Banking sector stability and causes of 

instability. This is because finding an appropriate definition not only allows for 

a better understanding of the phenomenon but also allows for a consideration of 

possible policy measures that may be implemented to ensure continuous 

Banking sector stability. According to Gadancz & Jayaram (2009), banking 

sector stability is difficult to define and even more difficult to measure: strictly 

speaking, a banking system can be characterized as stable in the absence of 

excessive volatility, distress or crises. The authors however acknowledge that 

this definition is narrow and does not capture positive contributions of a well-

functioning banking system to overall economic performance. Laker, (1999) 

define banking stability as the avoidance of disruptions to the banking system 

that are likely to cause significant costs to real output. 

The CBN Financial Stability Report (2009) defines banking stability as the 

resilience of the Banking system to anticipate adverse shocks and while 

enabling the continuing smooth functioning of the financial system 

intermediation process. The consensus therefore, is that a broad definition of a 

stable banking system should focus on the risks to the banking system as these 

are relatively easy to understand, quantify and their impact more readily felt. 
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Nelson & Perli (2005) explain that a stable banking system is vital if an 

economy is to achieve the objectives of sustained growth and low inflation.  

In terms of the causes of banking instability, it is difficult to provide a simple 

explanation as it is generally accepted in economic literature that Banking 

instability may be triggered by vulnerabilities in a predominant sector of the 

economy 'or as a result of global contagion. Gadanecz & Jayaram (2009) 

explain that different countries have been hit by different types of crises 

(banking crises, currency crises, debt crises, and equity crises) over time and 

there are several ways of defining a crisis of each type. Change & Velasco 

(1987) also argue that if domestic banks take on debts which are denominated 

in foreign currency, a crisis in that foreign currency may cause a banking crisis. 

According to Bordo et al (2001), for a financial crisis to qualify as a banking 

crisis, financial distress which should result in the erosion of most or all of 

aggregate banking system capital must be observed. While a financial crisis will 

qualify as a currency crisis, if a forced change in parity, abandonment of a 

pegged exchange rate or an international rescue is observed. Different measures 

of banking stability have been developed over time to quantify or analyze the 

strength or fragility of the Banking system: some of these indicators include 

ratio of broad money to base money, foreign exchange reserves, ratio of 

domestic credit to GDP, real interest rates, bank deposits. Terms of trade, ratio 

of lending to deposit rates, real exchange rates, stock prices, GDP growth rates, 

inflation rates, fiscal position of governments, change in equity indices, 
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liquidity ratios, other monetary aggregates and capital adequacy ratios (see Bell, 

2000; Gadanecz & Jayaram, 2009). The investment behaviour in Nigeria suffers 

from high lending rate as observed in figure 2. 

 

Figure 2: Trend in Total Investment and Lending Rate in Nigeria: 1980 - 2012 

 

 

Another problem to investment growth is the inflationary trend that triggered 

some macroeconomic variables in the country. Figure 3 depicts the trend in 

investment and inflation rate. 
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Figure 3: Total Investment and Inflation in Nigeria 1980 - 2012 

 

 

2.2   Theoretical Literature Review 

2.2.1  The Bank-Based Theories 

The bank-based theories highlight the positive role of banks in:  

i. Acquiring information about firms and managers and thereby improving 

capital allocation and corporate governance (Diamond, 1984). 

ii. Managing Cross-sectional inter temporal, and liquidity risk and thereby 

enhancing investment efficiency and economic growth (Bencivenga & Smith, 

1991),  and 

iii. Mobilizing capital to exploit economies of scale (Sirri & Tufano, 1995). 

Gerschenkron (1962) and Ragan & Zingales (1998), stress that powerful banks 
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can more effectively force firms to re-pay their debts, especially in countries 

with weak contract enforcement capabilities.  Without powerful banks to force 

repayment therefore, external investors may be reluctant to finance industrial 

expansion in countries with under developed institutions.  Thus, according to 

the bank-based theory of financial system management, unhampered by 

regulatory restrictions on their activities, banks can exploit scale economies in 

information processing, ameliorate moral hazard through effective monitoring, 

form long-run relationships with firms to ease asymmetric information 

distortions, and thereby boost economic growth. 

2.2.2  Monetarist Approach to Banking Instability: 

The monetarist approach linked to Friedman & Schwarz (1963), emphasizes 

contagious banking panics which may cause monetary contraction. Banking 

panics arise from a public loss of confidence in banks abilities to convert 

deposits into currency. This may be caused by failure of an important 

institution, which may in turn stem from failure of the authorities to pursue a 

steady and predictable monetary policy. 

According to Diamond & Dybvig (1983), bank runs may be seen in terms of the 

“liquidity insurance” banks provide to depositors by pooling risk; banks’ assets 

are mainly long-term and illiquid, and so banks engage in maturity 

transformation. This feature gives an incentive for panic runs on banks even if 

solvent because of imperfect information regarding the banks assets, inability of 

the bank to sell or cash illiquid assets (i.e. loans) at par and the first come, first 
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served process by which claims are met. According to the theory, the risk that 

other depositors may withdraw can cause a panic regardless of the underlying 

financial position of the bank, and may affect both other banks (via contagion) 

and borrowers without access to other sources of funds. However, Gorton 

(1988) provides data suggesting that systematic panics are not random events, 

but are linked to changing perceptions of the riskiness of banks by depositors at 

the onset of recessions. 

Parallel to the assumptions of the monetarist approach about shifts in policy 

regime, other theories focus financial instability on uncertainty. According to 

Knight (1921), uncertainty is defined as pertaining to future developments that 

cannot be reduced to objective probabilities (e.g. financial crises) and also 

providing opportunities for profit in competitive markets. It thus contrasts with 

risk, which refers to events for which in principle, probability analysis can be 

employed. Guttentag & Herring (1984), suggest that financial crises are 

characterized by abrupt increases in credit rationing. Extending the theories, a 

further distinction is market risks, such as recession and financial crises which 

are subject to much greater uncertainty, as outlined above in the case of 

recession, it is suggested that ex ante risk-pricing is generally accurate as such 

events occur frequently and are generally well understood. But for financial 

crises and other uncertain events, there is no such presumption; competition 

may drive prudent creditors from the market, as they are undercut by those 
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disregarding the likelihood of financial crisis, because of ignorance or hope of 

competitive advantage. 

On the issue of asymmetric information and agency cost theory, Mishkin (1991) 

suggests that the well-known problems of the debt contract, namely moral 

hazard and adverse selection arising from information asymmetry between 

borrower and lender and absence of complete contracts, can also account for 

sharp contractions of credit and financial instability. For instance, if interest 

rates rise, there may be a sharp increase in adverse selection (only the worse 

quality borrowers are still willing to borrow) thus leading to decline in the 

supply of credit, Collateral values may be reduced, which again would tend to 

increase adverse selection. And borrowers with low net worth (due to an asset 

price collapse) offer greater moral hazard to lenders, as they have less to lose by 

default. High-risk borrowers typically suffer in a “flight to quality”. Finally if 

there are bank runs, a sound bank can protect itself by increasing liquidity at the 

expense of loans, again leading to a contraction of credit. 

Asymmetric information also gives a view of the spillover effects of financial 

crises on the real economy. Developing from the financial fragility paradigm, 

Bernanke (1983) suggests that bank failures e.g. in the great depression 

destroyed private information on borrowers, raising real costs of intermediation, 

inducing credit rationing and wide spread insolvencies. 

Demirguc & Detragiache (1998) opine that banks are financial intermediaries 

whose liabilities are mainly short-term deposits and whose assets are usually 
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short and long-term loans to businesses and consumers. When the value of their 

assets falls short of the value of their liabilities, banks are insolvent. The value 

of a bank’s assets may drop because borrowers become unable or unwilling to 

service their debt (credit risk). Credit risk can be reduced in various ways, such 

as screening loan applicants, diversifying the loan portfolio by lending to 

borrowers who are subject to different risk factors, or asking for collateral. 

Appropriate screening can ensure that projects that are unprofitable ex ante are 

not financed; but risky projects that are profitable in an ex ante sense may still 

fail ex post. Also, portfolio diversification is unlikely to eliminate default risk 

completely, especially for banks that operate in small countries or regions, or 

that specialize in lending to a particular sector. Finally, collateral is costly to 

establish and monitor, and its value is typically subject to fluctuations. Thus, 

default risk cannot be entirely eliminated without severely curtailing the role of 

banks as financial intermediaries. If loan losses exceed a bank’s compulsory 

and voluntary reserves as well as its equity cushion, the bank is insolvent. When 

a significant portion of the banking system experiences loan losses of its capital, 

a systemic crisis occurs. 

Thus, theory predicts that shocks that adversely affect the economic 

performance of bank borrowers and whose impact cannot be reduced through 

risk diversification should be positively correlated with systemic banking crises. 

Furthermore, for given shocks, banking systems that are less capitalized should 

be more vulnerable. The shocks associated with episodes of banking sector 
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problems highlighted by the literature include cyclical output downturns, terms 

of trade deteriorations, and decline in asset prices such as equity and real estate 

(Gorton, 1988; Caprio & Klingebiel, 1996; Lindgren, Garcia & Saal, 1996; and 

Kaminsky & Reinhart, 1996). 

Even in the absence of an increase in nonperforming loans, bank balance sheets 

can deteriorate if the rate of return on bank assets falls short of the rate that 

must be paid on liabilities. Perhaps the most common example of this type of 

problem is an increase in short-term interest rates that forces banks to increase 

the interest rate paid to depositors. Because the asset side of bank balance 

sheets usually consists of long-term loans at fixed interest rates, the rate of 

return on assets cannot be adjusted quickly enough, and banks must suffer 

reduced profits or bear losses. All banks within a country are likely to be 

exposed to some degree of interest rate banking system;  furthermore, high real 

interest rates likely to hurt bank balance sheet even if they can be passed on to 

borrowers, as high lending rates result in a larger fraction of nonperforming 

loans. Thus, a larger increase in short-term interest rates is likely to be a major 

source of systemic banking sector problems. In turn, the increase in short-term 

interest rates may be due to various factors, such as an increase in the rate of 

inflation, a shift toward more restrictive monetary policy that raises real rates, 

an increase in international interest rates, the removal of interest rate controls 

owing to financial liberalization (Galbis, 1993) or the need to defend the 



31 
 

exchange rate against a speculative attack (Velasco, 1987; Kamisky & Reinhart, 

1996). 

Another case of rate of return mismatch occurs when banks borrow in foreign 

currency and lend in domestic currency. In this case, an unexpected 

depreciation of the domestic currency threatens bank profitability. Many 

countries have regulations limiting banks’ open foreign currency positions, but 

sometimes such regulations can be circumvented (Garber, 1996). Also banks 

that raise funds abroad may choose to issue domestic loans denominated in 

foreign currency, thus eliminating the open position. In this case, foreign 

exchange risk is shifted onto the borrowers, and an unexpected devaluation 

would still affect bank profitability negatively through an increase in 

nonperforming loans. Foreign currency loans were a source of banking 

problems in Chile in 1981 (Akerlof & Romer, 1993), in Mexico in 1995 

(Mishkin, 1996), in the Nordic countries in the early 1990s (Drees & 

Pazarbasioglu, 1995; Mishkin, 1996), and in Turkey, 1994. 

When bank deposits are not insured, deterioration in the quality of a bank’s 

asset portfolio may trigger a run, as depositors rush to withdraw their funds 

before the bank declares bankruptcy. Because bank assets are typically illiquid, 

runs on deposits accelerate the onset of insolvency. In fact, as Diamond & 

Dybvig (1983) have shown, bank runs may be self-fulfilling, that is, they may 

take place simply because depositors believe that other depositors are 

withdrawing their funds even in the absence of an initial deterioration of the 
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bank’s balance sheet. The possibility of self-fulfilling runs makes banks 

especially vulnerable financial institutions. A run on an individual bank should 

not threaten the banking system as a whole unless partially informed depositors 

take it as a signal that other banks are also at risk (contagion). In these 

circumstances, bank runs turn into a banking panic. 

Bank runs should not occur when deposits are insured against the risk of bank 

insolvency. Deposit insurance may be explicit, that is, banks may purchase full 

or partial insurance on behalf of depositors from a government agency or from a 

private insurer, or it may be implicit, if depositors (correctly) believe that either 

the government will prevent the bank from failing or, in case of failure, it will 

step in and compensate depositors for their losses. If the premiums do not fully 

reflect the riskiness of bank portfolios, then the presence of deposit insurance 

creates incentives for taking on excessive risk (moral hazard) (Kane, 1989).  

The effects of moral hazard are likely to be negligible when the banking system 

is tightly controlled by the government or by the Central Bank. On the other 

hand, when financial liberalization takes place (as it has been in many countries 

in the past years) the opportunities for risk taking increase substantially. Thus, 

if financial liberalization takes place in countries with deposit insurance, and it 

is not accompanied by a well-designed and effective system of prudential 

regulation and supervision, then excessive risk taking on the part of bank 

managers is possible, and banking crises due to moral hazard may (excessive 

risk taking and fraud) occur.  
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2.2.3  Banks Inefficient Liquidity Provision: 

Banks in need of short-term liquidity can liquidate their long-term assets or 

borrow from other banks with excess liquidity. If markets for liquidity are 

efficient, then a solvent bank that faces short-term liquidity problems will be 

able to obtain liquidity to tide over its problems. However, markets for liquidity 

may be inefficient, owing to market power or informational asymmetries. This 

section reviews models in which liquidity provision by asset markets and the 

inter-bank market are explicitly modelled.  

In the models of bank fragility, the deposit contract that implements optimal 

risk-sharing has the unfortunate consequence of exposing banks to destabilizing 

runs. Banks are exposed to this risk because they have to operate with a balance 

sheet in which the liquidation value of their assets is less than the potential 

value of their liabilities, to provide liquidity services. Most of these models 

assume an exogenous cost to liquidating the long-term asset holdings of banks. 

This cost is specified by a technology for liquidating the long-term asset. After 

the planning stage, bank liquidity is determined solely by whether a bank run 

occurs. Critics point out that it is relevant to consider other sources of liquidity 

available to a bank that experiences a run. Alternatives to disrupting the long-

term project and selling off the assets for some predetermined "scrap" value are 

markets in which banks can issue claims on their long-term assets, or inter-bank 

markets that allow banks to borrow from each other ex post or hold prior claims 

on each other that can be drawn on when liquidity is required.  
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Introducing market sources of liquidity endogenizes the cost of liquidity for 

banks that need it. A relevant question is whether markets provide enough 

liquidity. The answer has important implications for the lender-of-last-resort 

function of central banks. If the markets are efficient at channeling liquidity 

from those banks with excess liquidity to those in need of it, a fundamentally 

sound bank that faces short-term liquidity problems (for example, excessive 

withdrawals) will be able to obtain funds to tide over its liquidity problems. 

However, if markets for liquidity are inefficient, even sound banks can see a 

liquidity problem turn into a solvency problem. There may be a need for open-

market operations in the face of aggregate liquidity problems, but emergency 

liquidity assistance targeted at individual banks is justified only if markets are 

believed to be inefficient at distributing liquidity in the banking system.  

 

2.2.4  Endogenous Asset Values 

Donaldson (1992) developed a model where a bank that requires cash beyond 

its holdings of liquid reserves can issue securities, or claims, on its illiquid 

assets. Agents that provide liquidity by holding large reserves of illiquid assets 

are called reserve agents. The prices of securities issued by banks are 

determined by the “competition" among reserve agents. When the demand for 

liquidity is low or if no reserve agent has market power, securities trade at a 

"fair" price that is determined by its fundamentals. However, if the demand for 

liquidity is high or the distribution of cash among reserve agents is such that 
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some agents possess market power, securities trade at an average price below 

that of their fair value. Liquidity here pertains to the ability of financial 

institutions to meet their short-term need for cash. In this economy, banks 

invest all their deposits in illiquid assets that yield a bank-specific return, Rj, for 

bank j. Suppose that bank j has deposits of dollar amount j and promises a 

return on deposits, RD (common across banks). The dollar amount of securities 

that bank j can issue is jRj. Let  be the average price of a bank security of face 

value of one dollar. When the market for bank securities is competitive,  is 

equal to one. However, the market power of each reserve agent, , is determined 

by (i) the total need for cash by banks, (ii) the level of liquid reserves held by 

agent , C and (iii) the upper bound on the rate of exchange between securities 

and cash determined by foreign lenders' (exogenous) reservation price.  

Allen and Gale (1998), in addition to endogenizing the value of banks' illiquid 

assets, endogenize the amount of liquidity available in markets for bank assets. 

They show that such an asset market inevitably under provides liquidity, 

because it is costly to hold liquid reserves. In their paper, they consider the view 

that bank runs are necessary to achieve optimal risk-sharing. In their model, 

bank runs are not undesirable in that they support optimal risk-sharing in an 

economy where the return to the long-term asset is stochastic and the realization 

of the technology shock becomes public information only in the interim period 

after investment has been made. Their model is similar to the DD economy, 
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except for the following differences; as with DD, there is a storage technology, 

but the illiquid technology yields a stochastic return, R  0, at date 2. In 

addition, the long-term asset cannot be liquidated. This assumption of complete 

illiquidity of the long-term asset rules out self-fulfilling bank runs; that is, runs 

based on coordination failure, the uncertainty about R is resolved at date 1 and 

everyone observes a perfect signal about project returns.   

Allen & Gale' (2000b) note that the market's provision of liquidity is inadequate 

because investors require an incentive for providing liquidity, since the return 

on holding the liquid asset is lower than the return' on holding the illiquid asset. 

Investors obtain this incentive in the form of a capital gain if they can buy the 

illiquid asset cheaply enough in the interim period. Thus, the market will be 

willing to provide liquidity to distressed banks only if the terms are sufficiently 

profitable, which means that the asset has to be sold at a level below its fair 

value.  

 

2.2.5  Interbank Markets for Liquidity 

The literature on the above considers the banking sector to consist of multiple, 

heterogeneous banks. In this context, banks that experience liquidity problems 

can turn to other banks for liquidity. This is in contrast to the papers discussed 

earlier, which modelled economies with a single bank (or, equivalently, 

identical banks). A run on a bank is thus a run on the banking system and it is 

associated with system-wide illiquidity. In a multi-bank economy, a role arises 
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for the inter-bank market as a provider of liquidity. If there is no aggregate 

uncertainty and each bank's investment in liquid assets is publicly observable, 

then banks can fully insure themselves against liquidity risk by lending to each 

other. The following models focus on the possibility of a market failure in the 

inter-bank market that can turn liquidity problems faced by banks into solvency 

problems. In addition, inter-bank markets may provide the channel through 

which liquidity or solvency problems at one bank (or a small group of banks) 

can spread contagiously to other banks, leading to system-wide problems.  

Bhattacharya & Gale (1987) show that, with information asymmetry, inter-bank 

markets can lead to an under provision of liquidity because of free-rider 

problems. They develop a model of inter-bank lending based on the DD 

framework in which there is no aggregate risk. The authors assume away self-

fulfilling bank runs, but allow banks to face idiosyncratic withdrawal risks 

because they are not sufficiently diversified across depositors. These 

assumptions motivate the existence of an inter-bank market, where banks that 

face heavy withdrawals can borrow from those that do not. This reduces the 

amount of (costly) liquid reserves that each bank needs to hold. However, there 

is asymmetric information in that banks privately 'observe the realization of 

their liquidity needs and their investment decision is private information. This 

informational asymmetry implies that banks will free-ride on each other for 

liquidity and under-invest in liquid assets, because the return on inter-bank 

loans is lower than the return from long-term investment. Since all banks hold 
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too few liquid assets, aggregate liquidity in the system is low relative to the 

first-best (full-information) equilibrium. .  

Bhattacharya & Fulghieri (1994) obtain different results when, instead of 

assuming stochastic withdrawals, they assume that banks face uncertainty in the 

timing of short-term asset payoffs. While the long-term asset yields R units with 

certainty after two periods, the short-term asset yields one unit at date 1 (with 

probability p) or one unit at date 2 (with probability 1- p). That is, with 

probability 1- P, the short-term asset does not payoff at date 1 and the bank 

faces a liquidity shortage, which it meets by borrowing on the inter-bank 

market. The (incentive-constrained) second-best equilibrium in this model has 

the return on inter-bank lending being strictly higher than the return on the 

long-term asset. That is, holding liquid reserves is costly, but being a liquid 

bank in the inter-bank market is profitable. Hence, in the second-best 

equilibrium, banks may under- or over-invest in the liquid asset.  

The main difference between the two models is in the amount of liquid reserves 

at banks after the liquidity shock is realized at date 1. In Bhattacharya & Gale 

(1987), both types of banks have the same amount of liquid reserves, but they 

differ in their need for cash to meet early withdrawals.  

Either type of bank can misrepresent itself in the inter-bank market. The authors 

show that when the inter-bank rate is lower than the rate of return on the illiquid 

asset, the optimal deviation for both types of banks is to borrow on the inter-

bank market, whereas the opposite is true when the inter-bank rate is higher. 
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Under the model parameters, the inter-bank rate is lower than the return on the 

illiquid asset in equilibrium. Thus, it is necessary to induce the bank with excess 

liquidity to represent itself truthfully and lend on the inter-bank market. This is 

done by lowering the amount it is required to lend on the inter-bank market. 

Hence, investment in the liquid asset and the size of loans in the inter-bank 

market are lower relative to first-best. In Bhattacharya & Fulghieri (1994), a 

bank that discovers its short-term investment does not payoff until date 2 (an 

illiquid bank) is unable to misrepresent itself as a liquid bank by lending on the 

inter-bank market. Hence, one needs only to ensure that a liquid bank, whose 

short-term investments payoff on time, has no incentive to deviate. This can be 

achieved by increasing the inter-bank rate relative to the return to illiquid 

investment. Hence, the investment in the short-term asset, as well as the size of 

loans on the inter-bank market, may be higher or lower relative to first-best.  

Alger (1999) assumes that the level of liquid reserves of banks is observable, 

but introduces credit risks into the inter-bank market. Two ex ante identical 

banks make their portfolio decisions at date 0 and face a liquidity shock at date 

1. The proportion of early withdrawals is random (it can be high or low), but 

negatively correlated across the two banks. Hence, there is no aggregate 

uncertainty about early withdrawals. In addition, banks face a technology 

shock: the illiquid asset pays off R with probability 1 - p, and 0 with probability 

p at date 2. Illiquid asset returns are correlated across banks. This technology 

shock is realized at date 1 but it is private information until the final period. At 
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date 0, the planning period, banks choose the amount of investment in liquid 

and illiquid assets. Investing in liquid assets is costly because the expected 

return from long-term investment is strictly positive. Banks hold liquid assets to 

meet their liquidity needs associated with date 1 withdrawal. They can also turn 

to the inter-bank market to meet their liquidity needs. Independent of the 

realization of the liquidity shock, banks can be solvent or insolvent. A bank's 

solvency is private information. Inter-bank lending is thus subject to credit risk. 

Alger (1999), examines inter-bank risk-sharing when banks have the first-best 

level of liquid reserves (that is, banks choose investment in liquid assets equal 

to the average liquidity needed in the .interim period to meet withdrawal 

shocks). Following the realization of liquidity and solvency shocks, there is an 

illiquid bank and a liquid bank. If a liquid bank is insolvent, it will always lend 

to the illiquid bank in a "gamble for resurrection." However, a liquid and 

solvent bank may not lend if credit risk, or the probability that it will not be 

repaid (when the other bank turns out to be insolvent), is high enough, leading 

to a collapse of the inter-bank market. Thus, the inter-bank market can fail to 

supply liquidity if credit risks are too high. In addition, Alger points out that the 

amount of credit risk in the economy may be related to the state of the business 

cycle. Specifically, credit risks, and hence the likelihood of an inter-bank 

market collapse, increase with a downturn. The amount of credit risk in the 

economy is an important determinant of the equilibrium that prevails, and hence 

the biggest drawback to Alger’s paper is that credit risks are exogenous  
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2.2.6  Policy Implications of Inefficient Liquidity Provision   

Theories that focus on the inefficient provision of liquidity by markets reinforce 

the idea that otherwise-solvent banks can fail as a result of liquidity problems. 

Hence, the cause of crises is banking sector inso1vency arising from 

widespread liquidity problems. Asset price declines can also result from the 

fire-sale of assets by banks desperate for liquidity. These partial equilibrium 

models focus on the inter-bank market for liquidity and abstract from the 

factors that trigger runs by assuming exogenous liquidity shocks to banks in the 

form of excessive withdrawals. They demonstrate that these markets can be 

inefficient when there are market imperfections and this inefficiency may 

prevent a solvent but illiquid bank from obtaining the necessary liquidity to 

avoid insolvency. The types of inter-bank contracts that exist in each model are 

predetermined. For example, in Bhattacharya & Gale (1987), banks write 

contracts with each other prior to liquidity shocks that obligate a liquid bank to 

lend (at a pre-specified interest rate) when an illiquid bank approaches it. In the 

models of Alger (1999), Allen & Gale (1998), and Donaldson (1992), banks do 

not write contracts beforehand and turn to lending markets only after liquidity 

shocks are realized.  

Asset markets can fail to provide banks with liquidity when the value at which 

the asset trades, when bank runs occur, is lower than the asset's fundamental 

value, as demonstrated by Allen & Gale (1998). Intervention by the central 

bank, however, can achieve first-best in this world. The central bank, by 
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injecting liquidity into the economy, supports the long-term asset's price. This 

can be done by a repurchase agreement, whereby the bank sells its long-term 

assets to the central bank for cash at date 1 when a run occurs and buys them 

back for the same price at date 2. By providing liquidity in this way, the central 

bank ensures that the bank does not suffer a loss by liquidating its holdings of 

risky asset prematurely.  

In the inter-bank lending markets with no credit risks, the main implication for 

intervention is whether the first-best level of liquid balances, L = L*, can be 

enforced. If an ex ante reserve requirement of L* can be enforced, ex post 

trading across the banks in the inter-bank market will implement the first-best 

solution. The non-observability of the investment decisions of banks makes 

perfect enforcement unrealistic. However, even noisy monitoring of banks may 

increase welfare relative to the second-best. When there is credit risk in the 

inter-bank lending market, enforcing the first-best level of liquid reserves no 

longer ensures efficiency, as trade can fail to take place when credit risks are 

too high. One policy implication is to install mechanisms that ensure trade in 

the inter-bank market, or to have an open credit line from the central bank. This 

argument, however, is based on the absence of moral hazard in the model and 

the assumption that there is no cost to forbearance (allowing an insolvent bank 

to continue operating).  
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2.2.7  Contagion in Banking Markets  

Financial sector crises typically involve contagion in banking and other 

financial markets. An important policy question to be examined in the context 

of contagion is whether insolvent financial institutions, and not just illiquid 

ones, should be bailed out.  

Contagious bank failures can result from information externalities or explicit 

credit linkages between banks. Credit linkages between banks can arise from 

inter-bank risk-sharing or from banks' participation in payment and settlement 

systems, and they cause banks' performances to be correlated even when 

"fundamentals" are independent across banks. Information contagion occurs 

when depositors perceive the performance (fundamentals) of banks to be 

correlated. Liquidity problems at one bank may also be transmitted to other 

banks through the market for bank assets. When a run occurs on a bank, the 

bank generally must sell its assets quickly, possibly at fire-sale prices, and/or 

borrow funds, possibly at higher interest rates. This can turn a liquidity problem 

into a solvency problem. The reduction in bank asset prices can adversely affect 

the value of other banks' assets to an extent that it creates liquidity problems for 

them. When banks hold claims on other banks, a run on one bank is likely to 

affect other banks directly as the affected bank withdraws its inter-bank 

funding. 
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2.2.8 Information Contagion 

In this category of models, there are no credit linkages among banks. Payoffs 

are correlated across banks so that what happens at one bank is seen as 

providing information about the payoffs to deposits at other banks. Hence, the 

failure of a bank, or a subset of banks, can cause depositors at other banks to 

revise downwards their expectations of their banks' viability, to the extent that 

they will initiate a run on those banks. Hence, the arrival of new information 

regarding problems at other banks can trigger a crisis in which problems spread 

beyond the banks that are fundamentally unsound.  

Chen (1999) examines a model where payoff externalities owing to demand 

deposit contracts and information spillovers create the conditions for contagious 

bank runs even if Pareto-dominated equilibria, or self-fulfilling bank runs based 

on coordination failure, are ruled out. The economy modelled consists of 

multiple banks that invest in risky long-term projects. The returns to the banks' 

risky investments are positively correlated across banks. At each bank, a 

proportion of patient depositors get a perfect signal about the outcome of their 

bank's risky project. The signal is observed first by the depositors of a subset of 

the banks and can result in the failure of some banks. The depositors at other 

banks may respond to the noisy signal provided by the number of bank failures 

and run on their banks even before they receive information about the outcome 

of their own bank's projects. This occurs because uninformed depositors will 

respond to the information provided by the failure of other banks. Informed 
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depositors, aware that uninformed depositors may initiate a run, also withdraw 

early, before they receive information about their banks' asset returns. Hence, 

runs at individual banks can be contagious and provoke a banking panic on the 

rest of the banks.  

There are N banks in the economy, each with a measure one of depositors who 

deposit one dollar at their banks. Each bank's risky long-term project yields R > 

1 with probability 1 -  and r < 1 with probability  at date 1. Project returns 

are correlated across banks because they depend on the state of the economy. If 

the state of the economy is good,  = g, and if the economy is bad,  = b, 

where, g < b. At date 0, the prior probability of the state of the economy 

being bad is 0. Hence, the expected probability of getting a bad project is 0 = 

0b + (1 - 0)g at each bank. At date 1, a fraction,  of the patient depositors 

at each bank learn whether the outcome of their bank's risky project is good or 

bad. It is assumed that the preference shocks and information are revealed at N1 

banks first during the interim period and then at the other N – N1 banks later 

during the same period.  

At date 1, preference shocks and information are revealed at N1 banks. A bank 

fails if its informed depositors withdraw early, precipitating a run on the bank 

by the uninformed depositors. Chen (1999) assumes that depositors pick the 

pareto-dominant equilibrium where multiple equilibria exist to focus on 

contagion owing to information spillovers. Thus, only the banks with bad 
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projects fail and the number of .bank failures among the first group of banks, 

K1, is observed by the depositors at the other N - N1 banks before preference 

shocks and information are revealed at those banks. Upon observing 1(1, 

depositors at the N - N1 banks update their beliefs about the state of the 

economy. The posterior probability of the state of the economy being bad is 

thus a function of K1, 1(K1), and the posterior probability of a bad project at 

each of the other N - N1 banks is 1(K1) = 1 (K1)b + [1- 0(K1)]g.  

Given banks' deposit contracts (r1, r2) where r1 > 1, there is a critical value, K *
1 , 

such that the depositors at the remaining N - N1 banks will all run on their banks 

if the number of failures among the first N1 banks exceeds that critical value. 

Furthermore, K *
1  is weakly decreasing in the a priori probability of low 

investment returns at banks, 0, and the promised payoff to early withdrawals, 

r1. It is weakly increasing in the promised payoff to late withdrawals, r2. Thus a 

banking panic is more likely the higher the prior belief that the state of the 

economy is bad and the higher the date 1 deposit payment. Clearly, the 

possibility of a banking panic influences the optimal deposit contract offered by 

banks. Chen (1999) provides numerical examples to demonstrate that there exist 

parameter values for which the optimal deposit contract involves a positive 

probability of bank runs.  
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 2.2.9  Contagion via Linkages 

While inter-bank connections can help prevent the failure of individual banks 

by redistributing liquidity in the banking system, it may come at the cost of 

contagion risk. The network of liabilities across the banking system may 

transmit illiquidity problems, even failures, within the system through the 

unwinding of positions of failed banks. The following papers focus on the direct 

capital linkages (or credit exposures) that arise from inter-bank relationships as 

a contagion mechanism.  

Freixas, Parigi & Rochet (2000) modify the DD economy to allow for 

heterogeneous. Banks that are spatially separated, each with a continuum, of 

measure 1, of depositors. Each bank, i, has a long-term project that yields a 

deterministic payoff, R;" at the final date. This long-term asset can be liquidated 

for a < 1 at an earlier date. The uncertainty in this model arises not from 

uncertainty in the timing of consumption but in the location of consumption. 

Agents deposit their money at the bank of their original location (their home 

bank) at date 0 and consume at the final date, date 2. However, depositors .are 

hit by a location shock at the interim date, date 1. Thus, for each bank, a 

portion, t, of their depositors has to travel and will need to consume at their new 

location. These travelling depositors can do one of two things: (i) withdraw 

their funds from their home bank and travel with their funds, or (ii) transfer 

their deposits to the bank in their new location, in which case their consumption 

is determined by their share of the new bank's assets. The second option is 
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available to depositors only if banks extend credit lines to each other. Early 

withdrawal requires banks to either hold liquid assets or liquidate part of their 

long-term investment, both of which are costly. Hence, banks are motivated to 

extend credit lines to each other to economize on their liquid asset holdings and 

avoid liquidation of their long-term investments.  

The structure of inter-bank connections depends on the pattern of travel. 

Assume that banks and consumers are symmetrically located around a circle, 

with each location (and bank) indexed by the integer i = 1, 2, ..., N, which 

increases as we move in a clockwise direction. Freixas, Parigi & Rochet (2000). 

Examine two types of traveling patterns (and hence inter-bank credit flows): (i) 

"credit chain lending," in which depositors travel from location i to location i + 

1, and (ii) "diversified lending," in. which a portion of traveling depositors from 

each location travel to all other locations. That is, each bank swaps an equal 

number of depositors with all other banks. With "credit chain lending," each 

bank, j, extends a credit line to its neighbour bank, j - 1, only. With "diversified 

lending," each bank extends credit lines uniformly to all other N - 1 bank. The 

sharing rule in the event of a bank failure is important in determining 

equilibrium actions. The authors assume that the following sharing rules apply 

in the case of a bank closure: (i) all the liabilities of a bank have the same 

priority at date 2, and (ii) if a bank is closed at date 1, its assets are shared 

between its own depositors only. Hence, all of its depositors (and no one else) 

get an equal share of its assets at date 1 if a bank fails at that date.  
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Suppose that each bank at date 0 offers a deposit contract that promises D0 at 

date 1 as long as the bank has not failed and an equal share in its assets at date 

2. Travelling depositors at each location play a coordination game at date 1 that 

determines the value of their date 2consumption. At date 1, depositors travelling 

from location i to location j (where they consume) choose the fraction, xij, of 

their deposit to maintain in the bank. What is not withdrawn at date 1 is 

transferred to the bank at the depositors' new location. Let each unit of deposit 

at bank j be worth Dj at date 2. Then, traveling depositors from location i 

consuming in location j will either withdraw all their deposits at date 1 (xij = 0 if 

Dj < D0), or transfer all their deposits to bank j (xij = 1 if Dj  D0). Clearly, Dj 

depends on the actions of depositors at that location, which are, in turn, 

influenced by their expectations of the actions of depositors at the locations 

they will travel to. There are multiple equilibria to the coordination game. In 

one equilibrium, all depositors transfer their deposits to their new location and 

no long-term assets are liquidated. In the other equilibrium (the "gridlock 

equilibrium"), all depositors run on their home banks at date 1, because they 

expect to be denied consumption at their new location owing to a run on the 

bank at that location. Such expectations are self-fulfilling. Thus this type of 

banking system is vulnerable to coordination failures, like the bank in the DD 

economy.  

Freixas, Parigi, & Rochet (2000) next abstract from coordination problems 

among depositors, so that a bank fails only if it does not have the resources to 



50 
 

meet its obligations towards its depositors and they assume an exogenous 

failure of one bank to examine the possibility of contagion. Suppose that bank k 

is closed at date 1. This has two consequences for the banking system. First, 

there is an unwinding of the positions of bank k, since ikDk assets and kiDi 

liabilities disappear from the balance sheet of bank k, where ki,  i  k is the 

fraction of depositors at location i who travel to location k. Second, a 

proportion, ki of depositors from each location i traveling to location k will be 

forced to withdraw at date 1, and this forces bank i to liquidate some of its 

assets to meet the early withdrawals. If this amount is sufficiently large for 

some bank i, that bank will be forced into failure at date 1. The failure of 

another bank i as a consequence of the closure of bank k is' contagion. The 

authors show that the contagion risk of the banking system is lower under a 

"diversified lending" structure than it is under a "credit chain lending" structure, 

where credit risk is more concentrated for each bank. Moreover, the system 

with a "diversified lending" structure becomes more stable as the number of 

banks, and locations, increases, and becomes completely stable, so that no 

contagion can occur when this number is large enough.' On the other hand, the 

number of banks has no 'effect on the stability of a system with a "credit chain 

lending" structure.  

Allen & Gale (2000a) construct a model of contagion based on a modified DD 

economy with spatially separated banks, where regional liquidity shocks (the 
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number of impatient consumers in each location) are idiosyncratic but the 

aggregate demand for liquidity is fixed. Thus, banks have an incentive to hold 

interregional claims on each other to insure themselves against regional 

liquidity shocks. An inter-bank market in which banks hold deposits at other 

banks is one way to implement risk-sharing among banks. As in Allen & Gale 

(1998) pareto-dominated equilibria are ruled out, thus eliminating self-fulfilling 

runs on bank.   

Dasgupta (2000) presents a two-bank version of Goldstein & Pauzner (2000), in 

which banks hold deposits on each other. Each bank's risky-asset returns 

depend on some underlying "fundamental"; that is, bank’s risky asset will 

payoff R(i) at date 2, where i is uniformly distributed on some finite interval 

and independently distributed across banks. In addition, banks face regional 

liquidity (withdrawal) shocks at date 1 that are negatively correlated. The two 

banks share liquidity risk by holding inter-bank deposits on each other. Then, at 

date 1, after the realization of liquidity shocks, the bank in the high-withdrawal 

region (the debtor bank) gets a payment, x, from the bank in the low-withdrawal 

region (the creditor bank) and owes the creditor bank an amount, xR(d), at 

date 2, where the subscript d on  denotes the debtor bank. This means that the 

payoff to date 2 withdrawals at the creditor bank is a function of the debtor 

bank's performance, precisely because the value of the creditor bank's deposits 

on the debtor bank depends on whether the debtor bank is bankrupt or not. This 
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spillover is the channel through which contagion can occur, as in Allen & Gale 

(2000a).  

The spillover effect (or, the decline in the value of deposits held on region A's 

banks) on banks in region D if the banks in region A go bankrupt is z(c1 - qA). If 

Z(c1 - qA) > b(r), region D's banks will be run on and forced into bankruptcy 

also. As in. the Goldstein & Pauzner (2000) model, depositors observe noisy 

signals at date 1 about their bank's fundamentals. Dasgupta (2000) considers a 

case where the depositors at one bank observe their signals first and make their 

withdrawal decision before the depositors at the other bank observe their 

signals. Each bank's patient depositors then play a game in which the unique 

(trigger-strategy) equilibrium specifies a cut-off value, 0i, for each bank, i, in 

which patient depositors at bank i withdraw at date 2 if they observe signals 

greater than (or equal to), and at date 1 otherwise. It may be the case that the 

bank at which signals are observed last has equilibrium cut-off values that 

depend on the failure or success of the other bank. There are two possible states 

at date 1: (i) depositors at the debtor bank (the bank with the high liquidity 

shock) observe their signals and make their withdrawal decisions first, and (ii) 

depositors at the creditor bank (the bank with the low liquidity shock) observe 

their signals and make their withdrawal decisions first. Each of these cases 

yields a different game.  

The game in which the creditor bank's depositors observe signals first yields the 

values ( *
c ,  *

cF   *
dS ), where  *

dF  is the cut-off value at the debtor bank 
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conditional on the creditor bank's failure and  *
dS  is the cut-off value conditional 

on the creditor bank's success. Similarly, the game in which the debtor bank's 

depositors observe signals first yields the values ( *
d  *

cF   *
cS ), where  *

cF  is the 

cut-off value at the creditor bank conditional on the debtor bank's failure and 

*
cS is the cut-off value conditional on the debtor bank's success. Contagion is then 

defined as a situation where a bank's likelihood or failure is higher if the other 

bank has failed than if the other bank has not failed:  *
iF  >  *

iS  Dasgupta (2000) 

shows that when interim information is first received at the creditor bank, no 

contagion exists:  *
dF  =  *

dS . The failure of the creditor bank does not affect the 

debtor bank's chances of success. However, the reverse is not true. The failure 

of the debtor bank adversely affects the creditor bank's chances of success:  *
cF  

>  *
cS . That is, contagion flows in one direction, from the debtor bank to the 

creditor bank. Furthermore, the author demonstrates that the intensity of 

contagion ( *
cF  >  *

cS ) increases• with the size of the capital links, x, across the 

banks.  

Although this study does not survey the literature on payment systems, the 

participation of banks in payment and settlement systems also creates credit 

exposures among banks that give rise to the possibility of contagion. In netting 

systems, intraday credit exposures can become large and contagion can occur if 

collateral requirements are insufficient, because participants who had been net 
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creditors of the failed institution may have sent payments to other institutions in 

the expectation of funds that are no longer forthcoming.  

 

2.2.10  Policy Implications of Contagion  

The literature on bank contagion demonstrates that contagion can arise among 

banks with and without credit exposures to each other. Contagion can lead to 

widespread liquidity problems in the banking system and can cause otherwise 

solvent banks to fail. The onset of a crisis is often unpredictable, but the spread 

of liquidity problems from the originally troubled banks to other banks may be 

predictable. Contagion tends to occur among banks that are similar to each 

other (so that their performances are perceived to be correlated) or among banks 

with large credit exposures to each other. The risk of contagion in these models, 

however, is sensitive to the type of linkages, the pattern of linkages, and the 

intensity of the exposures. These factors are taken as given in these models. For 

example, in the models of Allen & Gale (2000a) and Dasguota (2000), banks 

share risk by holding inter bank deposits rather than by engaging in ex post 

inter bank lending. 

Contagion risk can be eliminated or minimized by bailout guarantees, lender-of-

last-resort operations, or collateral requirements and net exposure caps in 

payment and settlement systems. As with bank runs arising from coordination 

failure, contagion risk is often modelled in this literature as an undesirable but 

product of optimizing actions that banks take (for example, risk-sharing among 
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banks). In this case, eliminating contagion risk will improve social welfare if 

doing so is not too costly. In contrast, Rochet & Tirole (1996) point out that 

contagion risk is not necessarily bad when it promotes market discipline. The 

risk of contagion owing to inter-bank credit exposures may induce peer 

monitoring, which can reduce the insolvency risk of banks in the first place by 

reducing the scope for private, profitable bank mismanagement. 

Rochet & Tirole (1996) argue that insulating banks from each other’s liquidity 

shocks and eliminating contagion risks completely removes the incentives for 

banks to monitor each other. They focus on the question of how an optimal 

system of inter bank lending and peer monitoring can minimize risks ex post 

while preserving ex ante incentives for costly monitoring. They examine these 

issues in a model where investment by banks is subject to moral hazard because 

bank debt holders and bank managers cannot contract on the amount of effort 

supplied by managers. The moral hazard limits the amount of cash infusions 

required to keep their projects going. Banks have to raise additional funds from 

outsiders if the liquidity shock is in excess of their liquid reserves, and banks 

that are unable to raise sufficient funds have to liquidate their project and thus 

fail. 

In autarky (no inter bank trade), some banks are forced to liquidate projects 

with positive net present value (and thus fail) owing to their inability to raise 

sufficient cash from outsiders when they are hit with large liquidity shocks. It is 

assumed that date 1 peer monitoring among banks reduces the private benefit 



56 
 

loans market, banks that face smaller shocks and have surplus liquidity might 

lend to banks with a shortage of liquidity if they are able to monitor the 

borrowing bank at a cost that is not too large. Rochet & Tirole (1996), show 

that under incentive-constrained optimal inter-bank lending, the outcome of a 

borrowing bank is independent of the liquidity shock to the lending bank. 

However, to provide incentives for monitoring, the lending banks survival 

should be tied to the borrowing banks performance. Hence, the optimal 

mechanism sometimes requires that a solvent bank with exposure to illiquid 

banks be closed. That is, it may be necessary to allow contagious failure of 

banks to motivate optimal monitoring. Hence, the optimal public policy trades 

off the cost of contagion against the benefits of market discipline induced by 

contagion risk or the cost of reducing contagion risk.  

 

2.2.11 Macroeconomic Instability 

The problems of poor loan quality faced by the local banks are compounded by 

macroeconomic instability. Periods of high and very volatile inflation occurred 

in all four of the countries covered here. During the 1990s, inflation reached in 

Zambia 191 percent, in Kenya 46 percent, in Nigeria 70 percent and in Uganda 

230 percent. With interest rates liberalized (except in Nigeria), nominal lending 

rates were also high, with real rates fluctuating between positive and negative 

levels, often in an unpredictable manner, because of the volatility of inflation 

(Collier, 1993). 
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Macroeconomic instability would have had two important consequences for the 

loan quality of the local banks. First, high inflation increases the volatility of 

business profits because of its unpredictability, and because it normally entails a 

high degree of variability in the rates of increase of the prices of the particular 

goods and services which make up the overall price index. The probability that 

firms will make losses rises, as does the probability that they will earn windfall 

profits (Harvey & Jenkins, 1994). This intensifies both adverse selection and 

adverse incentive for borrowers to take risks, and thus the probabilities of laon 

default.  

The second consequence of high inflation is that it makes loan appraisal more 

difficult for the bank, because the viability of potential borrowers depends upon 

unpredictable development in the overall rate of inflation, its individual 

components, exchange rates and interest rates. Moreover, asset prices are also 

likely to be highly volatile under such condition. Hence, the future real value of 

loan security is also very uncertain.  

 

The Concept of Bank Distress 

According to a joint CBN study, when a fairly reasonable proportion of banks 

in the system are unable to meet their obligations to their customers, as well as 

owners and the economy, such inability often results from weakness in their 

financial, operational and managerial conditions which would have rendered 

them either illiquid and /or insolvent. A bank is said to be illiquid when it could 
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no longer meet its liabilities as they mature for payment, it is said to be 

insolvent when the value of its realizable assets is less than the total value of its 

liabilities (a case of “negative net-worth”) Glaessner & Mass (1995). 

As Nakamura (1990) opined, these could lead to bank runs as depositors lose 

confidence in the system and seek to avoid consequential loss. The uncertainty 

generated as a result of distress in the banking system if left unchecked, often 

raises real interest rates, creates higher costs of transaction and disrupts the 

payment mechanism with the attendant economic consequences (Sandarajan et 

al, (1991); Glaessner & Mass (1995). 

According to Glaessner & Mass (I995), a technically insolvent bank could 

remain liquid long after it became insolvent, if it has a large and stale deposit, 

while a technically solvent bank can be afflicted with liquidity problem due to 

mismatch between maturity of its assets and liabilities. Prolonged illiquidity, 

however, tends to reflect the underlying poor quality of assets and can turn to 

insolvency if the institution has to sell its assets at distressed prices to pay 

above marked rates on deposits in a desperate scramble for liquidity. 

 

Management of Bank Distress 

Management of distress implies restructuring which, according to Shang 

(1990), involves the apportionment of losses arising from the failure of a set of 

existing contracts and the renegotiation of a fresh set of contract – a new 

institutional set-up. According to Sheng (1990), a bank engages in financial 
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intermediation through two basic set of contracts. The first is civil contract 

between the depositor and the bank in which the bank borrows fund from the 

depositor and the bank warrants to pay the nominal value of the deposit plus 

interest at due date; the other contract is between the borrower and the bank as a 

loan in which the bank deploys depositors’ funds. 

The second set is a social contract between the state, the banks, the depositors 

and the borrowers. It is through the social contract that a citizen expects the 

state will protect individual property rights by enforcing the civil contract 

through regulatory agencies (Ebhodaghe, 1997). 

The management of distress or restructuring is therefore embarked upon by the 

regulatory authorities to restore public confidence in the banking system, 

preserve the sanctity of the social contract, and provide an opportunity to build 

a banking system that can better provide the efficient services, necessary to 

enhance the development of the economy. Management of distress, according 

to NDIC (1997) includes measures such as improvement of bank accounting 

standard, portfolio audit and diagnostic studies of ailing banks, greater bank 

financial disclosure, reform of banking laws and regulations, and upgrading the 

bank supervisory capacity, especially in off-site surveillance and field 

examination. 

Generally, the resolution of the problem of distress banks involves either 

rehabilitation or liquidation through the use of an appropriate option. According 

to Glaessner & Mass (1995), a distressed bank is said to be rehabilitated if it is 



60 
 

revived and brought back to life. In order to rehabilitate an ailing bank, it has to 

be given a special and intensive care that restores it to its former state of 

viability. There are various options that can be adopted to realize the objective. 

In the case of bank liquidation, the distressed bank is closed, and there are 

different options to accomplish this as well. Failure resolution options are to 

effectively mange a distressed bank for the purpose of rehabilitating or 

liquidating in an orderly and efficient manner so as to prevent the distress from 

affecting others and to sustain public confidence in the system by ensuring that 

depositors are protected and that the stability of the system is not compromised. 

 

Policy Consideration in Management of Distressed Bank 

According to Research Department of NDIC (1998) Deposit Insurance Scheme 

is established to prevent or minimize the incidence of bank failure as well as to 

handle failure and liquidate failed banks assets in an orderly, in expensive and 

non-disruptive manner. Banking being a sensitive, delicate and very essential 

business in which public confidence can easily be eroded, insolvencies in the 

system must be resolved effectively and efficiently to make them isolated 

events. 

For these reasons therefore, According to NDIC (1996; P.41), the choice of a 

specific restructuring option will usually need to be guided by certain desirable 

policy consideration and objectives which in the long run, are expected to 

enhance confidence and stability of the financial system. 
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(i) The first policy objective relates to the need for such framework to be able 

to maintain public confidence and stability, by guaranteeing protection to 

depositors. 

(ii) The second objective would be to encourage market discipline. That is by 

discouraging the management from taking unnecessary risks. 

(iii) Thirdly, the framework should be cost effective to the government 

and the tax payers. 

(iv) The framework should be as equitable and consistent as possible. 

This, according to NDIC (1997), should be made transparent to all parties as 

perception of inequitable distribution of gains and losses, based on imperfect 

information can sabotage any restructuring effort. 

(v) The other policy include the need to minimize disruptions to the 

communities where the insolvent banks are located and also the need to 

minimize government ownership, financing and managing of financial 

institutions and assets. 

 

Operation Consideration 

According to Glaessner & Mass (1995) when banking problems begin to 

surface, the regulatory/supervisory authorities fear to face the issues because of 

high budgetary costs involved, the sensitive political issues and the bureaucratic 

wishful thinking that the problem would eventually go away. Experience has, 

however, shown that bank problems do not just go away, rather concreted 
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efforts of both the participants and the regulators as well as the support of other 

concerned parties that is, the employers, depositors, creditors, etc. are necessary 

in resolving the problem over time. 

The first operational consideration to guide a good failure resolution framework 

according to Glaessner & Mass (1995) is the need for setting objective 

standards of measurement in terms of identifying the ailing banks. Secondly, 

there is also the need for proper and improved verification of results of bank 

operations through upgrading bank supervisory capacity, especially in off-site 

inspection. 

Bank restructuring therefore, occurs when it is apparent that a bank or a set of 

banks is failed. Such a failure is manifested in the breakdown of existing 

financial intermediation contracts. Hence, according to Glaessner & Mass 

(1995), a good operational consideration should ensure adequate prudential 

regulation, redrafting of banking laws. Enforcement powers, clear bank entry 

requirements, ownership concentration and clearer bank existing rules of the 

game and at the same time, ensure enforcement. The legal framework should 

prompt regulators to act in a timely fashion by assigning them responsibilities 

and giving them strong legal backing and protection against pressures from 

political or other special interest groups. Another area of concern is loss 

sharing. According to Glaessner & Mass (1995), for any option to be effective, 

losses should be borne in the following descending order; borrowers, 

shareholders, fellow-bankers (banks), other creditors, employees, government, 
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and lastly depositors. The NDIC (1997), however, contends that factors like 

unwillingness to pay, outright fraud and the use of political tout by borrowers 

often mitigate against repayment of loans and advances. Under whatever 

framework, however, it is necessary for the regulatory authorities to ensure full 

repayment. Shareholders should also be made to bear the brunt of losses since 

they are responsible in the first instance for the bank’s affairs. Whether or not 

fellow banks should be forced to absorb losses of failed banks is a contentious 

issue. The deciding point will be whether or not the government wants to 

encourage bank concentration in an area. If the choice is for concentration in 

the industry, it will be appropriate for the established banks to be induced to 

absorb the ailing smaller banks (see NDIC 1996: 43). As regards the position of 

employees in loss sharing, the NDIC research department (1999:44) advises 

that factors such as the largeness and the position of labour laws should be 

taken into recognition. 

In countries where government-owned banks fail, labour unions often lobby 

against closing and hence such banks are kept open at the expense of the public. 

This usually protracts the problems of trying to lay off workers, thus worsening 

the distress situation. In case, staff retrenchment benefits must be taken into 

consideration under the cost of restructuring. 

Ebhogaghe (1996), opines that the protection of depositors is the primary 

assignment of regulators worldwide especially in an economy with an explicit 

deposit insurance scheme. The Assumption is that depositors must be protected 
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to encourage savings and maintain confidence in the banking system. It is, 

therefore, worth nothing that no restructuring option would succeed unless 

depositors’ position is fairly or fully protected. 

The answer to the question of how much the public should share of the losses is 

another thorny issue and is very critical in designing the failure resolution 

framework. According to NDIC (1997), where the Central Bank does not have 

the capital and reserves to absorb banking failure and losses, the losses should 

be born by the treasury. 

The treasury may in turn finance the bank failure losses through six options; 

raising additional taxes, cutting expenditures, introducing domestic long-term 

borrowing, introducing  external borrowing, using the inflation tax or selling its 

real financial assets. All involve passing on the burden of bank failure losses to 

either the tax payers or the holder’s public debt; every option has its own 

implications. 

 

Bank Rehabilitation 

In the words of Glaessner & Mass (1995:60), rehabilitating insolvent bank 

entails three types of actions; solvency through recapitalization scheme that 

covers all existing losses and provides the institution with an adequate level of 

capital, restoring profitability by restructuring the institutions, staff, operations, 

cost structure and physical infrastructure and up grading the management in the 
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hope that new staff will improve decision  making, risk management and 

control systems and procedures. 

They further contend that quick and successful bank rehabilitation would 

require that these actions occur simultaneously. According to them, 

recapitalization is the most sensitive among the three and must be handled 

carefully. The authorities must equally decide on how to allocate the losses 

among the government, new and old depositors and shareholders. Until existing 

losses are shared, an insolvent bank is not likely to attract new capital. 

Therefore, the government should absorb any residual losses (after writing off 

old capital) and then solicit for new capital. 

There are several types of restructuring scheme, but the primary difference from 

one to the other is the source of new capital, which can come from former 

shareholders, new shareholders (including other banks), the government, or a 

combination of these. The following are some of the common restructuring 

schemes available to the regulatory/supervisory authorities. 

 

1. Bailout 

Glaessner & Mass (1995: 60) aver that under this scheme, the bank is kept 

afloat, with its operations and ownership intact. All the losses are borne by the 

government.  

Ebhodaghe (1997:35) identified this scheme as open bank assistance, but added 

that, the scheme would involve change in ownership and management of the 
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bank, injection of fresh funds in the form of equity and or loan capital, and 

reorganization of staff and overhauling of the bank including rationalization of 

staff and branches. Some guiding factors for the choice of this scheme are; 

a. Too Big to Fail/Essentiality Doctrine  

If a bank is very big and has large branches, such a bank is considered essential 

as its retention would sustain public confidence in the banking and financial 

system. Especially for communities where the failed bank is the only one 

rendering banking services to such communities, the failed bank is 

rehabilitated. 

According to Ebhodaghe (1997) it may not also be cost effective to liquidate 

such a bank as the social cost associated with the liquidation might outweigh 

the cost of restructuring it. 

b. Goodwill 

A bank having strong deposit base and loyal customers that are ready to sink or 

swim with the failed bank would readily attract government bailout. Such a 

failed bank would not likely have a huge run on it as its customers would not 

believe it could die.  

c. Banking Culture 

If restructuring of failed bank through other operations would lead to lowering 

of banking habit, then the option of open bank assistance is considered apt and 

most desirable. According Ebhodaghe (1997) a deposit insurance scheme is 

designed to promote and sustain healthy and growing banking culture, the 
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resolution of a bank failure through this scheme would therefore make the 

public to have more confidence in the deposit insurance scheme and reduce any 

negative attitude of the banking community. 

d. Cost Consideration 

Open bank assistance is considered less expensive and more manageable than 

other options. This basic advantage is, however, premised on a successful 

restructuring through this option because the aftermath of the failed bank not 

becoming viable could lead to even greater loss of funds.  

 

2. Nationalization of the Ailing Banks 

According to Glaessner & Mass (1995), if the government decides to 

nationalize the ailing bank, the losses again are covered by the government 

which provides enough capital to cover the losses and an additional outlay to 

keep the institution viable and to allow it to meet legal capital requirement. 

a. Bridge Bank/Assisted Merger 

According to NDIC (1997), this is an option whereby a failed bank is turned 

over a new bank especially set up to assume the assets and liabilities of the 

failed bank with little or no compensation to the shareholders of the failed bank. 

Under this scheme, the government through the insuring body, “covers all 

losses, restores the institution to solvency, and provides sufficient resources to 

induce the other institutions to invest. The bridge bank would operate 

immediately after the demise of the failed bank’s license but under a different 
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name. The bridge bank option, according to Ebhodaghe (1997) would ensure 

continuity of banking services to all creditors to the failed banks. The advantage 

of bridge banking is that it is less disruptive to banking services to customers. 

There would be no mass retrenchment of staff and this will reduce the social 

costs and the attendant tension which might characterize some other options. It 

would also engender confidence in the banking system and ensure stability of 

the money stock. Ebhodaghe (1997) however, observes that there may be 

uncertainty about the viability, profitability and marketability of the new 

venture, given the institutional constraints of the failed bank such as the 

clientele, staff culture, public perception etc. In the unfortunate event of the 

bridge bank not being viable, the deposits insurance institution would still be 

faced with options of pay-off which might be a greater cost than if the option of 

pay-off had been adopted earlier. 

b. Purchase and Assumption (P &A) 

According to Ebhodaghe (1997) P&A is a merger-type transaction involving 

the purchase of the assets of a failed bank and assuming its liabilities by another 

insured bank(s). Glaessner & Mass (1995) notes that under the scheme, the 

government replaces bad assets with good ones, puts in more resources to 

compensate for the assets that were removed. The receiver bank would then 

negotiate with the potential merger or acquiring bank(s).  

Ebhodaghe (1997) goes on to state that it might be possible to consider splitting 

the failed bank into separate parts with the intent of merging each part to one 
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bank especially where the failed bank has multi-branch network. The splitting 

of the failed bank is expected to be attractive to banks that wish to enhance 

market penetration or establish new branches where the failed bank had 

branches. The splitting exercise would, however, involve balancing each 

branch’s book with a view to determine its assets, liabilities and earnings. 

Splitting might also present the receiver complicated negotiation problems 

because of dealing with multiple merger partners instead of just one (see also 

NDIC, 1997). 

Glaessner & Mass (1995) posits that P&A scheme has the advantage of 

ensuring that all depositors are protected thereby giving credibility to deposit 

insurance scheme. It would also ensure continuity in rendering of banking 

services. It indeed enjoys all the advantages of the bail-out open bank assistance 

strategy, especially if the acquiring banks are convinced that government is 

likely to be more successful in recovering the banks non performing loans. 

They, however, agree that the arrangement is filled with uncertainties due to the 

possibility of long and protracted negotiations. The financial burden of the 

option may be difficult to estimate and it might also be difficult to find an 

efficient bank that would merge with the failed bank due to the certain stigma 

surrounding the failed bank which it might attach to the acquiring bank(s). The 

branching structure of the failed bank and the acquiring bank(s) might not be 

compatible for easy merging.  
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3. Bank Liquidation 

Liquidation is defined by Glaessner & Mass (1995), as the termination or 

winding up of a business by conversion of its assets into cash and distribution 

of proceeds, first to the creditors in their order or preference and the remainder 

if any, to the owners in proportion to their holdings. According to Glaessner & 

Mass (1995), liquidation of an insolvent bank is a measure undertaken to 

resolve the bank’s license and forced sale of the bank’s assets. 

Usually, the bank regulators, upon obtaining approval of the presidency, decree 

the suspension of operation. This is followed by the appointment of a receiver. 

According to NDIC (1997), the receiver takes over the assets of the bank and 

disposes them paying each class of creditors according to a hierarchy defined 

by the laws governing extra judicial liquidation. 

Mckinor (1973), asserts that liquidation reinforces confidence in the banking 

system as it would become clear that those banks left behind are the healthy 

ones. Adekanye (1986) defines three spheres of benefit of liquidation to the 

economy as follows: 

(i) That liquidation would save the people and the government of the amount 

that would have gone into reviving the liquidated banks. 

(ii) It would revive the confidence of the investing public 

(iii) The economy at large would enjoy better and improved patronage 

from foreign investors, since most transactions in the different sectors of the 

economy by foreigners involve banking institutions. 
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When a distressed bank is liquidated, there are two options of setting the 

various claimants. These, according to Ebhodaghe (1997), are pay-off and 

insured deposit transfer. 

(a) Pay-off: This involves the payment of insured deposits up to the insurable 

limit to the depositors of the liquidated bank. In the case of Nigeria, the limit as 

provided for under section 26 of the NDIC decree is N50,000.00 and later 

N100,000.00.  The procedure for pay-off includes the verification of accounts 

and balances, crediting interest up to the day of closing and printing cheques for 

payment etc. Uninsured depositors and creditors would only have claim on the 

liquidator from the proceeds of liquidation. Part of the proceeds of liquidation 

would also be used to defray the deposit insurance institution’s expenses 

connected with administering the liquidation process. 

Ebhodaghe (1997) contends that one of the major advantages of the pay – off 

option is that it is most likely to instill market discipline in the banking system. 

It will also provide the warning signal to other banks especially in the era of 

propping up insolvent banks, and also ensure that excessive risk – taking by 

banks is minimized. 

The disadvantage associated with the pay-off option is that there might be a 

denial of banking services in the area where the failed bank operates or at least 

a temporary suspension of banking operations to effect the pay-off. This will 

negate the policy goal of encouraging banking habit among the citizenry in 

banking system. According to Ebhodagha (1997) the problem of inadequate 
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records might make verification of depositor’s accounts and claims tedious. The 

recovery of debts and non performing loans would be worsened and finally the 

loss of uninsured deposits could cause social and economic problem. 

(b) Insured Deposit Transfer: This involves the transfer of insured deposits of 

the failed bank to another bank(s) preferably within the same locality. The 

acquiring bank(s) will be given enough cash and or less risky assets to cover the 

insured deposits transferred from the failed bank. As in the pay-off, only the 

insured deposits are fully covered. The deposit insurance institution takes over 

the assets of the failed bank which it can either dispose in the market or to the 

acquiring banks(s). Insured deposits transfer, according to Ebhodaghe (1997), 

would ensure continuity of banking services and would be less disruptive to the 

economy than the pay-off. It would promote market discipline and require less 

manpower needs compared with the pay-off mechanism. 

 

2.3  Empirical Literature Review 

Schumpeter (1911) argues that financial services are necessary for the 

advancement of the economy in so far as they improve productivity by 

encouraging technological innovation process. The financial development 

would also facilitate the mobilization of productive savings, efficient resources 

allocation, reducing problems of information asymmetry and better risk 

management; all these elements can probably create a favorable macro-

economic framework for strong economic growth. Indeed, theoretical 
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endogenous growth models, which take into account financial development, 

show that this would be a growth factor. Empirical results of relationship 

between financial instability and economic growth have been mixed and 

controversial. 

Although both King & Levine (1993) and Levine et al. (2000) confirm the 

endogenous growth models results and show a positive association between 

financial development and economic growth, some authors assert that the 

relationship between the two variables would not be existent or even negative. 

One of the arguments advanced by these authors is that the instability linked to 

financial development penalizes economic growth and destroy the positive 

effects associated with financial development. 

The results of Keminsky & Reinhart (1996) as well as Demirgtuc-Kunt & 

Detragiache (1998) confirm this assertion insofar as they found that financial 

instability would be positively associated with financial development. Indeed, 

the question that remains is the trade-off between financial development and 

financial instability to ensure optimal growth. The works of Guilaumont & 

Kpodar (2004) as well as Loayza & Ranciere (2004) take into account financial 

instability in the analysis of financial development and economic growth 

relationship. However, despite the negative impact of financial instability on the 

relationship between finance and growth, their conclusions are limited in the 

short run. 
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The empirical literature on the finance-growth relationship has greatly 

expanded since the work of King & Levine (1992, 1993). Although the first 

study establishing the empirical link between financial development and 

economic growth back to Goldsmith (1969), the inaugural papers of King & 

Levine (1992, 1993) confirm the endogenous growth models of Bencivenga & 

Smith (1991), Saint-Paul (1992), Greenwood & Jovanovic (1990) and Pagano 

(1993). However, it is interesting to notice that there is on apparent 

contradiction between the studies of finance-growth, some papers provide 

opposite evidence to this assertion. 

Using cross section and dynamic panel for 71 countries over the period 1960-

2004, Eggoh (2008) results show that, there  exist positive link between 

financial development and economic growth and the link between financial 

development at long-term. On the other hand, in the short run, financial 

instability has negative incidence not only on economic growth but also on 

financial development and growth nexus. 

The works of King & Levine (1992, 1993) examine the empirical relationship 

between economic growth and financial development. They concluded from a 

pure cross-country study, that beyond the positive relationship between the two 

variables that when countries have relatively high levels of financial 

development, economic growth tends to be relatively fast over the next 10 to 30 

years. They also found that the financial development is positively associated 

with high future improvement in the capital accumulation rate and efficiency in 
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the capital allocation. Similar results have been achieved by other authors: 

Savides (1995) and Odedokun (1996). Their results favour the theoretical 

predictions of financial liberalization. Roubini & Sala-i-Martin (1992) find that 

the strongly repressed economies by the interest rates regimes, record a loss of 

growth. Furthermore, Roubini & Sala-i-Martin (1992) show that an increase of 

the reserve ratio of 1% entails a decline of growth estimate to 2.02%, while the 

loss is 5% of growth for an annual increase of the inflation rate to 10%. 

The criticisms rose by studies in cross country led to the use of econometric 

techniques most effective (generalized method of moments) to assess the link 

between economic growth and financial development. So, Beck, Levine & 

Loayza (2000) found that financial development indicators are positively 

associated with economic growth, capital accumulation and global factor 

productivity; while it is still ambiguous with the private saving rate. Also, Rioja 

& Valen (2004) concluded that financial development affects economic growth 

in low-income countries, through capital accumulation while in high-income 

countries, it is productivity increase, which serve as a driving belt.  

Indeed, most studies often use ratios measuring the state of the banking system; 

these indicators hide a part of financial development recorded in recent years in 

many developing countries resulting in stock markets increase especially in 

emerging countries. Thus, for better financial development assessment, some 

studies include indicators measuring the size, or the turnover of the stock 

market. Indeed, if the stock market operates so efficiently, financial resources 
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can be allocated to successful companies for the realization of rentable 

investments. The works of Levine & Zervos (1998) as well as Beck & Levine 

(2001) provide evidence that stock market can offer good prospects for 

economic growth. Also, Henry (2000) concludes from the event study 

methodology that the liberalization of stock markets positively affects the 

private investment level. 

Although the split between financial system based market and banking oriented 

system seems to be exceeded because banks contribute actively to stock market 

development and both systems more easily dread in logic of complementary 

(Jacquet & Pollin, 2007) as well as Tadesse (2002) shows that banking oriented 

systems are more favourable to the growth in financially under developed 

countries; while in financially developed countries, systems based market 

would be more carrier of growth. On the other hand, Atje & Jovanovic (1993) 

found that banking indicators are less correlated with investment returns than 

stock market measures.   

As stated earlier, all the works do not converge on the positive link between 

financial development and economic growth; hence the controversial results 

follow. 

After the assertion of Schumpeter (1991), documented and popularized by King 

& Levine (1992, 1993a, 1993b), many authors have reacted to “Schumpeter 

might be right” of King & Levine (1993a), among which is Arestis & 

Demetriades (1998), who asked again if Schumpeter really had reason “is 
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Schumpeter right” Indeed, these authors believe that financial development 

does not impact economic growth but the opposite. Economic theories also 

mirror these divisions. Furthermore, Robinson (1952) argues that financial 

development primarily follows economic growth and the engines of growth 

must be sought elsewhere. Keynes (1936) also argues that, although growth 

may be constrained by the credit in the less financial developed systems, in 

advanced financial systems, financial developments strengthen the critics, led 

by Arestis & Demetriades (1998) against King & Levine (1993a) paper. So, 

Arestis & Demetriades (1998) show that the analyses of King & Levine (1993a) 

are based on very frail foundations of causality. They demonstrate that the 

correlation between the financial developments can no longer predict economic 

growth. 

De Gregorio and Guidotti (1995) feed the controversy insofar as they find a 

negative relationship between financial development and economic growth in 

Latin America. Berthelemy & Varoudakis’s (1996) results suggest a negative 

link between financial development and economic growth for financially 

repressed economies; this relationship is not significant after financial reforms. 

They argue that these results are proved by the existence of threshold effect 

associated with multiple balances in the long run relationship between finance 

and growth. In addition, the results obtained by Trabelsi (2002) suggest a 

positive relationship between financial development and economic growth only 

in the long run. 
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However, many arguments referring to the source and the nature of financial 

instability have been advanced to prove the weak link or the negative impact of 

financial development on economic growth. Indeed, some studies have 

established the undeniable link between financial development and financial 

instability (Demirguc-Kunt & Detragiache, 2000, Keminsky & Reihnhart, 

1999); since banking and currency crisis slowdown growth, it is easily 

concluded that given the positive link between financial instability and financial 

development, that the later would penalize growth. However, in the economic 

literature, only two papers were interested to take into account the financial 

instability in the analysis of the relationship between financial development and 

economic growth namely: Guilaumont & Kpodar (2004) and Loayza & 

Ranciere (2004). 

The results obtained by Loayza & Ranciere (2004) suggest a positive 

relationship between finance and growth at long run against a negative nexus at 

short run. So Loayza & Ranciere (2004) believe that this variation of financial 

development effect on economic growth between the short and long run is 

strongly bound to the financial fragility, which they measure through the 

occurrence of systemic banking crisis (number of years that country 

experienced financial crisis) and the financial volatility (standard deviation of 

financial development growth). The effect of the financial fragility implies a 

lowering of financial development effect close to 6.6% for the indicator of 

financial volatility. However, the impact of financial development on economic 
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growth is positive and an increase of 1% of financial development indicator 

leads to a higher growth rate approximately 0.98%. In line with this, 

Guilaumont & Kpodar (2004) included financial instability in the analysis of 

the finance growth relationship. They show that the positive effect of financial 

development on economic growth is lowered by 58% because of the increase of 

financial instability. For an increase of financial development volatility by 20% 

in seven years, the additional annual growth rate is only 0.9% instead of 2.3%, 

if financial instability is not taken into account. Consequently, Guilaumont & 

Kpodar (2004) advise that, financial development should be encouraged, as far 

as it is regular. So, the conclusion is that the financial development will be more 

favourable to the growth and to the poverty reduction if macroeconomic policy 

would be stable, the financial opening would be progressive and as banks would 

be subjected to a strict supervision. 

Finally, Ranciere, Tornell & Westermann (2005) decompose the effect of 

financial liberalization in two parts: a direct effect on growth (which is positive) 

and an indirect effect through crises (negative effect). The empirical estimations 

carried out by the authors show that the direct effects of financial liberalization 

on growth outweigh the indirect effect related to the strong propensity of crises. 

According to Ranciere et al. (2005), there are two opposite views of financial 

liberalization: first, financial liberalization strengthens financial development 

and contributes to the long-term economic growth and, secondly, it leads to 

more frequent crises. Davis, et al (2005) provides new evidence about the 
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relationship between financial instability and economic situation for different 

countries which belong to the OECD and emergent economies of Latin America 

and Asia. Aggregate data and panel techniques are used taking into account the 

occurrence of currency, banking and twin financial crises. In analyzing the 

relationship between different typology of financial crises and some indicators 

of economic environment, special attention was paid to economic activity that 

is engaged in by households. The sources of these variables are the data bases 

of world development indicators, international financial statistic, statistical year 

book etc, these data cover the 90’s for 46 countries that belong to OECD and 

emergent economies of Latin America and Asia, the panel data results are 

analyzed with the data of financial crises stated in Eicheagreen & Bordo (2003) 

and the authors considered three different models according to each type of 

financial crises, the authors used a panel probit model to study the relationship 

between typology of financial instability and macro economic environment and 

obtained different relationship in terms of probability of the occurrence of a 

financial crisis the dependent variable in each of the statistical models is a 

dichotomy variable which takes value I, if the financial situation of the country 

is, respectively, banking crisis, currency crisis or twin crisis and zero otherwise. 

Thus, factors such as GDP growth, current balance, foreign direct investment, 

gross domestic savings, industry value added, inflation, population growth and 

unemployment could be relevant in explaining whether a country is suffering a 

financial instability or not. 
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In the study on the determinants of ex-ante banking system distress, Gonzalez 

& Hermosillo (1999) analyzes the contribution of microeconomic and 

macroeconomic factors in five episodes of banking system problems in the U.S 

Southwest (1986-92), Northeast (1991-92), and California (1992-93), Mexico 

(1994-95), and Colombia (1982-87). The study finds that a low capital equity 

and reserve, coverage of problem loans ratio, is a leading indicator of bank 

distress, signalling a high likelihood of near-time failure. 

 

2.3.1  Characteristics of Banking Instability  

a. Banking instability involves substantial real costs in economic  

output: A study conducted by the IMF (1998) on 53 industrial and developing  

countries identified 158 currency crises and 54 banking crises. The study  

estimated that the cumulative output loss associated with the 158 currency 

crises  

was worrisome.  Another study conducted by Monnin & Jokipii (2010) using  

data from 18 OECD countries between 1980 and 2008, finds that banking sector  

stability appears to be an important driver of GDP growth. It argues that  

monetary policy should therefore pay more attention to banking sector  

soundness. Their measure was based on Merton (1974). Using a panel vector  

auto regression (VAR) model, they developed a continuous index to measure  

the probability of the banking sub-sector becoming insolvent within the next  

quarter. According to the study, the closer the value is to zero, the greater the  
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instability of the banking sector relative to the country historical mean.  

Consequently, there are four periods in which more than a third of the countries  

simultaneously experienced instability in the financial sector via the banking  

sub-sector.  The study also found that periods of financial Sector Instability  

followed a decrease in real output growth. Also those periods of instability have  

a greater impact on output growth than stable periods. This finding suggests that  

the link between banking sector stability and real economy is not smooth and  

continuous, but rather non-linear.  

An extensive literature has reviewed episodes of banking crises around the 

world, examining the developments leading up to the crisis as well as the policy 

response. Gavin & Hausman (1996) suggest that credit growth be used as an 

indicator of impending troubles, as crises tend to be preceded by lending 

booms. Mishkin (1994) highlights equity price declines, while, in his analysis 

of Mexico’s 1995 crisis, Calvo (1996) find that monitoring the ratio of broad 

money to foreign exchange reserves may be useful in evaluating banking sector 

vulnerability to a currency crisis. 

Honohan (1997) performed a more systematic evaluation of alternative 

indicators: he uses a sample of 18 countries that experienced banking crises and 

six that did not. The crisis countries are then divided into three groups (of equal 

size) according to the type of crisis (macroeconomic, microeconomic, or related 

to the behaviour of the government). The average value of seven alternative 

indicators for the crisis countries is then compared with the average for the 
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control group of countries. This exercise shows that banking crises associated 

with macroeconomic problems were characterized by a higher loan-to-deposit 

ratio, a higher foreign borrowing-to-deposit ratio, and higher growth rate of 

credit. Also, high lending to the government and of central bank lending system 

were associated with crises related to government intervention. On the other 

hand, banking crises deemed to be of microeconomic origin did not appear to 

be associated with abnormal behaviour on the part of the indicators examined in 

the study. 

Rojas-Suarez (1998) proposes an approach based on bank level indicators, 

similar in spirit to the CAMEL system used by U.S. regulators to identify 

problem banks. The author argues that in emerging markets (particularly in 

Latin America), CAMEL indicators are not good signals of bank strength, and 

that more information can be obtained by monitoring the deposit interest rate, 

the spread between the lending and deposit rate, the rate of credit growth, and 

the growth of inter-bank debt. Because these variables are to be measured 

against the banking system average, however, this approach appears more 

adequate for identifying weaknesses specific to individual banks rather than a 

situation of systemic fragility. Also, the approach requires bank level 

information, which is often not readily available outside of developed countries. 

The most comprehensive effort to date to develop a set of early warning 

indicators for banking crises (and for currency crises) is that of Kemisky & 

Reihart (1999), further refined in Kemisky (1996). These studies examine the 
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behaviour of 15 macroeconomic indicators for a sample of 20 countries which 

experienced banking crises during 1970-95. A variable is deemed to signal a 

crisis if at any time it crosses a particular threshold. If the signal is followed by 

a crisis within the next 24 months, then it is considered correct; otherwise it is 

considered noise. The threshold for each variable is chosen to minimize the in-

sample noise-to-signal ratio. The authors then compare the performance of 

alternative indicators based on the associated type I and type II errors, on the 

noise-to-signal ratio, and on the probability of a crisis occurring conditional on 

a signal being issued. The indicator with the lowest noise-to-signal ratio and the 

highest probability of crisis conditional on the signal is the real exchange rate, 

followed by equity prices and the money multiplier. These three indicators, 

however, have a large incidence of type I error, as they fail to issue a signal in 

73-79 percent of the observations during the 24 months preceding a crisis. The 

incidence of type II error, on the other hand, is much lower, ranging between 8 

percent and 9 percent. The variable with the lowest type I error is the real 

interest rate, which signals in 30 percent of the pre-crisis observations. The high 

incidence of type I error relative to type II error may not be a desirable feature 

of a warning system if the costs of false alarms are small relatively to the costs 

of missing a crisis. Since, presumably, the likelihood of a crisis is greater when 

several indicators are signalling at the same time, Kemisky (1996) develop 

“composite” indexes, such as the number of indicators that cross the threshold 

at any given time, or a weight variant of the index, where each indicator is 
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weighted by its signal-to-noise ratio, so that more informative indicators receive 

more weight. The best composite indicator outperforms the real exchange rate 

in predicting crises in sample, but is worse at predicting non crisis observations. 

In their econometric model of the probability of a systemic banking crisis, 

Demir-Kunt & Detragiache (1998), estimated various alternative specifications 

of a logit regression for a large sample of developing and developed countries, 

including both countries that experienced banking crisis and countries that did 

not. Their empirical model includes only variables from the international 

financial statistics that are routinely forecasted by the fund in its biannual 

World Economic Outlook (WEO). The regression is estimated using a panel of 

766 observations for 65 countries during 1980-95. In this panel, 36 systemic 

banking crises were identified, so that crisis observations make up 4.7 percent 

of the sample. The set of explanatory variables capturing macroeconomic 

conditions includes the rate of growth of real GDP, the change in the terms of 

trade, the rate of depreciation of the exchange rate (relative to the U.S. dollar), 

the rate of inflation and the fiscal surplus as a share of GDP. The explanatory 

variables capturing characteristics of the financial sector are the ratio of broad 

money, foreign exchange reserves, and the rate of growth of bank credit lagged 

by two periods. Finally, GDP per capita is used as a proxy for the structural 

characteristics of the economy. 

The estimated coefficients of the logit regression in the study shows that low 

GDP growth, a high real interest rate, high inflation, strong growth of bank 
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credit in the past, and a large ratio of broad money to reserves are all associated 

with a high probability of a banking crisis. Exchange rate depreciation, the 

terms of trade variable and the fiscal surplus, on the other hand, are not 

significant. Table 1 shows the estimated crisis probabilities for the 36 episodes 

included in the sample. The probabilities range from low of 1.1 percent for 

Nigeria to a high of 99.9 percent for Israel. About 70 percent of the episodes 

have an estimated probability of over 50 percent. Based on forecasts as of April 

– May 1997, estimated crises probabilities were relatively low for the five 

Asian countries, while Jamaica was well into the highest fragility zone as early 

as 1995. This is not surprising, since all the Asian countries had a very good 

macroeconomic performance in the years up to 1996, a performance that, by-

and-large, was expected to continue. In Jamaica, the forecasted crisis 

probability was 14 percent in 1995, and 12.80 percent in 1996. Analysis of the 

factors contributing to the increase in crisis probability indicates that both years, 

the two main factors were high real interest rates, and high inflation. Strong past 

credit growth and a favourable fiscal position also contributed to fragility in 

1995. The two most fragile Asian countries were Thailand and the Philippines, 

with a forecasted crisis probability of about 3.5 percent in 1997. This would 

have placed the two countries on the borderline between the second and third 

fragility zone based on the rating system. In Thailand, the main factor 

contributing to bank fragility both in 1996 and in 1997 was the high level of the 

real interest rate, while strong past credit growth was also a factor. In contrast 
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with Jamaica, however, where GDP growth was lacklustre. In Thailand the 

large predicted rate of growth of GDP worked as an offsetting factor, keeping 

the overall probability relatively small. 

In the Philippines, the predicted probability increased over twenty percent 

between 1996 and 1997, mainly due to the high rate of growth of credit two 

years earlier. The real interest rate was lower than Thailand, but so was GDP 

growth. Indonesia, Korea, and Malaysia, all had forecasted crisis probabilities 

below 3 percent both in 1996 and in 1997 and would have been placed in the 

rating in 1996 and in 1997 and would have been placed in the second fragility 

class (actually, Malaysia would have even received the lowest fragility rating  

in 1996). As in the other two Asian countries, the expectation of continued 

stability of the exchange rate and, especially, of continued strong GDP growth 

more than offset the elements of fragility coming from high real interest rates 

(not, however, in Korea) and strong past credit expansion. In Indonesia, the 

relatively high rate of inflation also tended to increase bank fragility. 

Gonzalez-Hermosillo, Pazarbasioglu & Billings (1997) use an econometric 

model to predict bank failures using Mexican data for 1991-95, on the study 

focused primarily on the connection between banking crises and balance of 

payments crises, Kemisky & Reinhart (1996) examine the behaviour of a 

number of macroeconomic variables in the months before and after a crisis in a 

sample of 20 countries, using a methodology developed for predicting the 

turning points of business cycles, they attempt to identify variables that act as 
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“early warning signals” for crises. The best signals appear to be a loss of 

foreign exchange reserves, high real interest rates, low output growth, and a 

decline in stock prices. 

Demirguc-Kunt & Detragiache (1998) studied the factors associated with the 

emergence of systemic banking crises in a large sample of developed and 

developing countries in 1980-94 using a multivariate logit econometric model. 

The results suggest that crises tend to erupt when macroeconomic environment 

is weak, particularly when growth is low and inflation is high. Also, high real 

interest rates are clearly associated with systemic banking sector problems, and 

there is some evidence that vulnerability to balance of payments crises has 

played a role. Countries with an implicit deposit insurance scheme were 

particularly at risk as were countries with weak law enforcement. 

Calvo, Leiderman & Reinhart (1994) attributed the probability of a banking 

crisis to sudden capital outflows. According to the model, in each period the 

country is either experiencing the crisis or it is not. Accordingly the dependent 

variable takes value zero, if there is no crisis, and takes the value of one if there 

is a crisis. 

b. Banking instability are often preceded by a period of credit  

expansion: Keminsky & Reinhart’s (1999) study of 26 banking and 76 

currency  

crises in 20 countries for the period 1970 to mid 1990 concluded that a common  

precursor to a crisis was an above-normal rate of growth in money and credit. 
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c. Banking instability involves liquidity shortages: In banking markets, a 

liquidity crunch can result from the liability side of banks’ portfolios owing to 

runs on deposits, usually by wholesale depositors, or from the asset side owing 

to declines in banks’ cash-asset ratios. A decrease in bank’s loans – asset ratios 

also implies a credit crunch. Sharp interest rate increases on deposits and loans 

indicate that the decline in bank lending is a supply-side phenomenon. Banking 

crises were generally accompanied by declines in bank deposits and bank 

lending, and increases in the interest rates on loans and deposits (Gupta, 1996). 

However, from a sample of 32 banking crises over the period 1970-95, bank 

runs occurring without currency runs did not result in a significant change in the 

total deposit-to-GDP ratio. Therefore, there were runs on individual banks but 

not on the banking system as a whole. A banking crisis that was accompanied 

by a run on currency, however, saw significant decreases in the deposits-to-

GDP ratio (Dermirghuc-Kunt, Detragiache & Gupta 2006). 

 

d. There is asset price instability: Stock and real estate market collapses 

typically accompany or precede banking crises. This was true of Japan in 1990, 

Scandinavia (Norway, Finland, and Sweden) in the 1980s, Mexico in 1994, and 

East Asia in 1997. According to Keminsky & Reinhart (1999), who studied a 

range of crises in 20 countries, a typical crisis was preceded by an average rise 

in the price of stocks of about 40 percent per year above that occurring in 

normal times. The prices of real estate and other assets also increased 
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significantly. At some point, the bubble burst and the stock and real estate 

markets collapsed. 

 e. There is contagion within and across markets: Contagion within banking 

markets is a common feature of financial instability. In the Swedish (1990) and 

Norwegian (1985) banking crises, the problems first emerged in financial 

companies and then spread to banks, owing to the banks’ involvement in the 

finance, companies (Drees & Pazarbasicghe, 1995). In Argentina (1995), 

depositor runs started at wholesale banks and spread to retail banks. Contagion 

in the banking sector was evident in Paraguay (1995) & Venezuela (1994) as 

well.   

f. There is a loss of confidence by investors: Evidence of a loss of investor 

confidence can be seen in the dramatic reversal of capital flows associated with 

recent international financial crises. Also, between 1996 and 1997, the capital 

inflow to the five Asian crises economies went from $93 billion to $12.1 

billion. This reversal represented 11 percent of the combined GDP of those five 

countries. 
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Table 2.1  Summary of Empirical Literature: 

Research (s) Observation(s Period (s) 

 

Method (s) 

 

Findings  

 

Monnim and  

Jokipii (2010) 

 

18 OECED Countries  

 

1980-2008 

 

Panel VAR 

 

Banking Sector stability 

 appears to be an important 

driver of GDP growth. 

Davis et al (2005) 

 

46 OECED countries 

 Latin America and Asia. 

 

1990’s 

 

Panel probit 

 model 

 

Factors such as GDP 

 growth, current balance, 

Foreign Direct Investment, 

Gross Domestic savings, 

industry value added, 

 inflation etc 

    Population growth and 

unemployment were found  

to be relevant in explaining 

whether a country is 

 suffering a financial  

instability or not. 

Gonzalez 

 and 

 Hermosilla  

(1999) 

US Southeast  

US Northeast California  

Mexico 

Columbia 

1986-92 

1991-92 

1992-93 

1994-95 

1982-87 

Fixed effects  

probit model 

The study finds that a low 

capital equity and reserve 

coverage of problem loans  

ratio is a leading indicator of 

bank distress and financial 

sector instability and low 

economic growth. 

Fadare, S. (2010) Determinants of   

Banking sector  

Liquidity in Nigeria 

1980-2009 OLS The study finds that during 

periods of economic or 

 financial crises deposit banks 

are significantly illiquid. 
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Somoye et al  

(2009) 

Impact of macro- 

Economic Instability  

on Banking sector  

Lending behavior in 

Nigeria 

1986-2005 Co-integration 

And vector  

Error 

Correction  

(VEC)  

Bank lending has a long-run 

relationship with macro-

economic instability in 

 Nigeria 

Fadare, S.O (2011) Banking crisis and  

Financial stability in 

Nigeria 

1985-2009 Stepwise 

 Regression  

Financial crisis increases in 

tandem with increases in 

liquidity ratios as banks 

 invest that proportion of 

 their deposit liabilities not 

covered by liquidity ration 

monetary policy in very risky 

and sometimes speculative 

 loans so as to cover the high 

cost of funds and operations.   

Nworji et al (2011) Corporate 

 Governance and 

 Banks failure in 

 Nigeria  

Eleven  

Randomly 

Selected  

Commercial  

Bank based in  

Lagos  

Structural  

Questionnaire/ 

Pearson Product  

Coefficient of 

Correlation (r ) 

The result of findings 

 revealed that the new code 

 of corporate governance for 

banks is adequate to curtail 

 bank distress and that 

 improper risk management, 

corruption of bank officials 

 and over expansion of banks are 

the key issues why  banks fail.

Source: Researcher 
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CHAPTER THREE 

 

RESEARCH METHODOLOGY 

Introduction 

This section discusses the interrelationship amongst variables that are used in 

the study. It follows that a number of economic variables can affect 

macroeconomic performance of a country given the sector they belong. In the 

case of the study the focus is on the impact of banking sector instability on the 

Nigerian economy. Assessing this impact necessitates the use of policy 

variables and non-policy variables. The choice of the explanatory variables and 

the theoretical link between them is discussed in turn. 

 

3.1   Theoretical Underpinnings 

A number of variables can be used as proxy to banking instability but, because 

of paucity or inadequacy of data in the case of Nigeria we restricted our model 

to the following ones and the concomitant theoretical interaction among them is 

discussed in turn. 

1. Domestic Credit 

Following Ranciere, Tornell & Westermann (2005) the changes in real credit in 

relation to GDP used account for a drop in credit supply due to multiple bank 

failures, more restrictive credit rationing policies of commercial banks, losses 

and increased capital provisions, lowering capital base and limiting the credit 
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supply in line with regulatory  capital requirements. The value of credit at time t 

can be measured as follows: 

1

1

(1 )t t
t

t

DC DCDC
GDP
 



 


        3.1
 

The domestic credit is denoted by DC, t represents the percentage change in 

the consumer price index between periods t -1 and t, and the GDP stands for 

gross domestic product. The choice of this variable is based on the literature on 

the transmission mechanism of monetary credit and the existence of the 

financial velocity that can amplify economic fluctuations (see Balke, 2000 and 

Calza & Sousa, 2005). GDP is used to control for the size of credit market in 

relation to the whole economy.  

2. Aggregate Deposits in Banks 

The changes in aggregate deposits (D), is generally determined by the deposit 

interest rate and the tendency of depositors to run away from their initial banks 

is high when this rate is low. But, their ability to further transact with those 

banks remains when the rate increases. Consequently, the aggregate deposits 

can be expressed in an equation terms as follows: 

1 1 1t t t t tD D d D r              3.2 

Where rt denotes the deposit interest rate at time t,  and dt the net deposit 

inflows at time t as percentage of old deposits that is the difference between 

new deposit inflows and deposit withdrawals at time t divided by the value of 

deposits at time t-1 (for instance Willis, 1960) 
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From Equation 3.2 the net deposit inflows defined as a percentage of old 

deposit is given as follows: 

1
1

1

t t
t t

t

D Dd r
D







             3.3 

Following the above equation, Gupta (2005) argues that lower values of dt 

during banking crises describe investors’ flight to liquidity. In fact the more 

severe the crisis, the higher the probability of bank runs and the lower the 

propensity to keep deposits in banks. In extreme cases the value of dt could 

become negative if there were new deposits than deposit withdrawals or the 

percentage increase in aggregate deposits was lower than the deposit interest 

rate. 

3. Money Supply 

Money supply is another proxy to banking instability as it affects the movement 

in the interest paid on money borrowed. But, it influence on the banking sector 

is noticeable through the difference between changes in money supply and 

changes in the amount of cash in circulation. In the literature, the increase in 

money supply due to the interest paid on demand, time and savings is taken into 

account. The percentage growth in money supply is given as: 

1
1

1

t t
t t

t

MS MSm g r
MS







           3.4  

In the above equation M is the money supply at time t and mt is the growth rate 

of money supply at time t. since the aggregate money contains cash in 

circulation (CI), interest in paid only to the part of the money. Often in the 
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literature a parameter g (belonging to the interval and 0 and 1) is used to proxy 

an average rate k – rt-1 on the money aggregate. If follows from the above 

theoretical argument that, g is calculated using the formula below: 

1

1

t t
t t

t

CI CIg m
CI






           3.5 

Further researches posit that the change in real money in relation to GDP can be 

described the movement in money in money growth. It is argued that the 

growth in money supply decreases during unstable banking operations because 

of credit rationing and investors flight from the banking system (see Bernanke, 

1986; Psaradakis, Rova & Sola 2005). The following specification exposes the 

Interaction between changes in real money in relation to GDP. 

1

1

(1 )t t
t

t

MS MSmr
GDP
 



 
         3.6 

where mrt denotes the change in real money in relation to GDP.  

On the nature of the relationship between banking instability, economic theory 

distinguish several channels through which banking instability affects the 

economy (see Hoggarth, Reis & Saporta 2002). In the first instance, a number 

of banks failures reduces credit and money supply and may lead to a recession. 

This scenario is well explained in a version of IS-LM model developed by 

Bernanke & Blinder (1983), where credit market is explicitly distinguished 

from the bond market, downward credit supply shocks limit both investment 

and consumption and lead to lower output. Similarly, a negative shock to the 

money supply causes an adjustment of output at a new reduced level. In the 
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second fold, this mechanism can be magnified when policies of banks (caused 

by the increased uncertainty about future financial stability amongst other 

factors) restrict only to firms that are in relatively good shape and cause weaker 

firm to go bankrupt (e.g. Stiglitz, 1989). It also follows that more restrictive 

credit limits may force companies to cut trade credits to their customers and 

subsequently to reduce output, a phenomenon well explained in Love, Preve & 

Sarria-Allende, (2007). In line with this, Bernanke & Gertler (1988), noted that 

in a credit rationing regime, the financial accelerator mechanism, where 

borrowers with relatively worse financial positions borrow and invest less plays 

a significant role. 

The third channel is that bank failures and credit rationing policies of banks can 

generate the loss of information about customers, hinder obtaining credit 

elsewhere and as a result increase the cost of economic activity. 

Fourth, depositors may lose confidence ion banks, or banks may lose 

confidence in other banks causing the payment system to malfunction and 

damage any trade. 

Finally, banking instability may also be accompanied by debt and currency 

crises and such crises will lead to stronger contraction in economic activity 

generally via balance sheet effects (see Hutchison & Noy, 2005). 

Another side of the relationship between banking instability and output is the 

effect that failing output has on banking instability measures such as credit 

growth or deposit growth. Instability may bring about more restrictive credit 
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policies of banks (for example expecting an increase on non-performing loans). 

Also, declining asset prices during instability reduce the value of firms and their 

collateral, both of which are (ceteris paribus) essential in order to obtain credit. 

Consequently, firms with balance sheet problems may reduce their demand for 

bank loan during recessions. Economic theory further argues that a recession in 

economic slowdown also affects money and deposits for example, households 

may save less during this period thereby reducing their deposits in banks and 

this may bring down the capacity of banks to provide loans for reliable 

customers. Empirical literature confirms that the fall in output among other 

factors is good predictor of banking instability (see Demirguc, Kunt & 

Detragriache, 1998 and Keminsky & Reinhart, 1999). Theoretical literature on 

financial development argues that bank activity indicators approximating the 

magnitude of instability in the banking sector are strongly interrelated for 

instance deposits growth may be decelerated during banking crises due to 

limited confidence of depositors in some banks, bank runs or bank failures. 

Since deposits are important elements of money aggregates (example. M2), 

money growth will be affected. 

However, money and credit growth are directly linked through the process of 

money creation, since new  loans provided to customers eventually return to 

banks as new deposits and enable banks to make further loans, this happens 

through credit multiplier effect.  But, it should be noted that theoretically, credit 

and money do not always have to move in the same direction. Bernanke & 
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Blinder, (1983), shows that exogenous upward shifts in credit demand increase 

aggregate credit and the interest rate on loans, but reduce output and money. In 

turn, exogenous increases in money demand cause a contraction of output and 

credit. 

 

 3.2  Model Specification 

To estimate the effect of banking instability on the economy, variables 

discussed in the theoretical foundation and basically the interaction among them 

gives room to multiple proxy of banking instability which reflects a level of 

control variables and it can be specified in the following functional relation: 

GDP = f(MS, DC , D , r, PI ,  Lr , INFL)      3.7 

The above Equation 3.7 only functionally elucidate on the relationship between 

GDP (which captures a nation economy performance) and domestic credit to 

private sector (DC), aggregate bank deposits (D), deposit interest rate (r), 

private investment (PI), inflation rate (INFL) and lending rate (Lr). 

In order to ascertain the impact of banking instability on the economy using  the 

above multiple proxy, there is need to specify Equation 3.7 in a behavioural 

form and it follows: 

   0 1 2 3 4 5 6 7t t t t t t t t tGDP MS DC D r PI Lr INFL                   3.8 

Most often, the regression results provide a clear reading when interpreted in 

terms of elasticity or semi-elasticity as such a Equation 3.8 can be transformed 

into a log-linear form so that various coefficients will reflect elasticities or 
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semi-elasticities of independent variables with respect to Gross Domestic 

Product. 

 0 1 2 3 4 5 6 7t t t t t t t t tLnGDP LnMS LnDC LnD r LnPI Lr INFL                  

 3.9 

 

3.3  Estimation Procedure and Data Requirements 

Data generated for this study (Appendix 4) were analyzed using both 

descriptive and econometric analytical method. One way of undertaking this 

kind would have been to use quarterly or time period data. But, the scanty or 

paucity nature of such data precluded us to use them. Again, for many studies 

this time around on the effect of macroeconomic problems on banking sector 

using panel data, many developing countries were dropped among which 

Nigeria because of unfilled data. The econometric method to be employed is the 

ordinary least square (OLS) technique which has the advantage of best linear 

unbiased estimator (BLUE) property. Results based on OLS will be generated 

us[ing e-views to check the impact of banking sector reforms on economic 

growth in Nigeria. The data series were tested for stationarity using the 

augmented dickey- fully (ADF) test. This process examines the time series 

characteristics of the selected variables to overcome the problems of spurious 

correlation often associated with non-stationary time series data and generate 

long-run equilibrium relationships concurrently. Similarly, residual tests for 

serial correlation, normality and heteroskedasticity were done using Breusch-
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Godfrey (B-G) test, Jerquer- Bera and White Heteroskedesticity test 

respectively  

1. Unit Root Test 

The unit root test is important because it allows us to examine whether a time 

series is stationary or not. To avoid running a spurious regression, the unit root 

test is inevitable. By so doing, we ensure the validity of the usual test statistics 

(t, f, statistics and R2). Stationary could be achieved by appropriate differencing 

which is called order of integration. The Augmented Dickey-Fuller test is used 

to check for the stationarity of the variables.   

The ADF test is will base on the following regression 

      yt = α0 +α1 yt-1+ ∑ α 1      yi + δt+et 

Where:  

y is a time series, t is a linear time trend, 

    is the first difference operator,  α0 is a constant,  

n is the optimum number of lags on the dependent  variable and e  is the random 

error term.    

 

2. Co-Integration Test 

The existence of long-run equilibrium (stationary) relationships among 

economic variables is referred to in the literature as co integration. The 

Johansen procedure will be employed to examine the question of co integration. 

The VAR based co-integration test using methodology developed in Johansen 

n 

i-1 
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(1991, 1990), is described below. Consider a VAR of order P 

      yt = Atyt-1+- - -+Apyt-P+Bxt+εt 

Where: 

yt is a k-vector of non-stationary 1 (1) variable  

xt is a d – vector of deterministic variables 

Ε is a vector of innovations 

 

3.4  Model Justification 

The reasons for adopting the ordinary least squares (OLS) are many. Firstly, the 

parameter estimates obtained by OLS have best linear and unbiased Estimator 

(BLUE) properties. Secondly, the computational procedure of OLS is fairly 

simple as compared with other Econometric techniques and the data 

requirements are not excessive. Thirdly, the least square method has been used 

in a wide range of economic relationship with fairly satisfactory results and 

despite the improvement of computational equipment and of statistical 

information which facilitated use of more elaborate econometric relationships, 

OLS is still one of the most commonly employed method in estimating 

relationships in econometrics model. Fourthly, the mechanics of least square are 

simple to understand. Finally OLS is an essential component of most other 

econometric techniques amongst which is the error correction model. The error-

correction methodology is appealing because of its ability to induce flexibility 

by combining the short-run dynamic and long-run equilibrium models in a 
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unified system. At the same time, it ensures theoretical rigour and data 

coherence and consistency. Since the ECM is derived from an over-

parameterised ARDL model, its lag structure is quite flexible and is certainly 

less restrictive than that used in the traditional partial adjustment model which 

has only one lag. ECM can be conceptualised as an extension and generalisation 

of the traditional approach to modelling short-run disequilibrium by use of the 

partial adjustment model. This is because the ECM incorporates the previous 

period disequilibrium in the final equation. However, the use of the 

methodology of cointegration and error-correction adds more richness, 

flexibility and versatility to the econometric modelling of the dynamic systems 

and the integration of short-run dynamics with long-run equilibrium. 
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CHAPTER FOUR 

DATA ANALYSIS AND DISCUSSION OF RESULTS 

Introduction 

The analysis of data for this study (Appendix 4) follows the standard error-

correction procedure. Given the unique nature of a study in this kind in Nigeria, 

the data gathered are proxy to banking instability in the country. The gross 

domestic product being the most important indicator of economy growth was 

used as dependent variable. The model follows a battery of analysis and they 

are presented and discussed in turn. 

4.1  Descriptive Statistic Results 

Table 1: Summary of Descriptive Statistics of the Variables 

 GDP MS DC DG R TIG LR INFL

 Mean  7107013.  1967707.  1608111.  23.04741  8.347813  22.60238  17.67500  31.58047

 Median  2317965.  317472.5  209300.7  20.67800  6.000000  22.56650  18.05000  21.00550

 Maximum  37543655  12172490  10660072  48.80500  18.80000  31.92100  31.70000  120.7330

 Minimum  47619.70  11856.60  6234.230  6.298000  3.110000  13.81600  8.400000  0.455000

 Std. Dev.  10577780  3410316.  3071075.  10.26118  4.912141  4.108482  5.576159  35.92137

 Skewness  1.588211  1.945209  2.121074  0.667008  0.652889  0.185295  0.092830  1.013927

 Kurtosis  4.403165  5.501324  6.038945  3.051219  1.994720  3.069036  2.871102  2.883923

         

Jarque-Bera  16.07803  28.52262  36.30801  2.376295  3.620855  0.189471  0.068112  5.500884

 Probability  0.000323  0.000001  0.000000  0.304785  0.163584  0.909613  0.966517  0.063900

         

 Sum  2.27E+08  62966625  51459567  737.5170  267.1300  723.2760  565.6000  1010.575

 Sum Sq. Dev.  3.47E+15  3.61E+14  2.92E+14  3264.047  748.0029  523.2683  963.9000  40000.68

         

 Observations  32  32  32  32  32  32  32  32 
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The characteristics of the distribution of the variables are presented in the table 

1 above. It is obvious that the Jacque-Bera rejects the null hypothesis of normal 

distribution for the GDP, money supply and domestic credit. Meanwhile, the 

null hypothesis of normal distribution is accepted for deposit rate, total 

investment, lending rate and the aggregate bank deposits. The statistic for 

kurtosis shows that GDP, money supply and domestic credit are leptokurtic 

since their distributions are peaked relative to the normal. However, aggregate 

bank deposit. total investment and lending rate are normality distributed. But, 

saving rate is platykurtic suggesting that its distribution is flat relative to the 

normal. 

The statistic for skweness demonstrates that aggregate deposit banks, saving 

rate, total investment and lending rate are positively skewed, GDP, money 

supply, domestic credit, implying that these distributions have long right tails. 
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4.2 Results of Stationary Tests 

Table 2: Results of Augmented Dickey-Fuller (ADF) Unit Root Test 

Variables ADF Value Before 

Differencing 

ADF Value After 

Differencing 

Critical Value Level of 

Integration 

LnDC 0.2366 6.3308*** -3.7378 I(1) 

LnDG -2.1638 -5.9031*** -3.6701 I(1) 

LnGDP 4.9648*** n.a -3.6891 I(0) 

LnINFL 3.2515** n.a -2.9677 I(0) 

LnLR -2.1837 -6.0753*** -3.6701 I(1) 

LnMS 6.4232*** n.a -3.6998 I(0) 

LnR -0.9196 -5.6289*** -3.6701 I(1) 

LnTIG -3.4345** n.a -2.9604 I(0) 

Notes: *** denotes significant 1 percent, ** denotes significant at 5 percent the null hypothesis is that there is a 

unit root. n.a : not applicable 

Table 3: Results of Phillips-Perron (PP) Unit Root Test 

Variables PP Value Before 

Differencing 

PP Value After 

Differencing 

Critical Value Level of 

Integration 

LnDC -3.1262** n.a -2.9604 I(0) 

LnDG -2.2285 -6.6811*** -3.6701 I(1) 

LnGDP 11.1540*** n.a -3.6616 I(0) 

LnINFL 8.0012*** n.a -3.6616 I(0) 

LnLR -2.1614 -6.0884*** -3.6701 I(1) 

LnMS 5.4918*** n.a -3.6616 I(0) 

LnR -1.1549 -5.6787*** -3.6701 I(1) 

LnTIG -3.2290** n.a -2.9604 I(0) 

Notes: same as under table 2 above 
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The time series characteristic of each variable using the Augmented Dickey-

Fuller and the Phillips-Perron tests are presented in Tables 2 and 3. The results 

indicate that aggregate deposit in bank is I(1) when considering the Augmented 

Dickey-Fuller but the same variable is integrated at level given the result of 

Phillips-Perron. However, the remaining variables are integrated at the same 

level in both tests. 

Discussions on the Results of the Granger Causality Test  

The detail result of this test is presented in appendix. The exercise reveals that 

aggregate deposit in banks granger causes the gross domestic product and the 

direction of causality is one way. An inference of this result is that aggregate 

deposit in banks (proxy to banking instability affects the economy of Nigeria. It 

follows from the same result that inflation rate granger causes gross domestic 

product demonstrating the fact that the rate of inflation also affects the gross 

domestic product again it is uni-directional causality. It is also clear from this 

result that investment granger causes money supply but money supply does not 

granger causes investment in Nigeria. Further reading of the result shows that 

inflation rate granger causes money supply   and investment granger causes 

aggregate deposit in banks. Aggregate deposit also granger causes investment 

while inflation rate granger causes aggregate deposit in banks. The domestic 

credit granger causes investment patter in Nigeria while inflation rate granger 

causes domestic credit. Following the result still, one could read that the rate of 

lending granger causes saving rate and this may partly be responsible for the 
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instability in the banking sector in recent years. In summary the direction of 

causality is one way but a lesson from this analysis is that variables proxy for 

banking instability affect the economy of Nigeria.  

 

4.3 Cointegrated Models 

Table 4: Johansen’s Co integration Test Results (Trace Test) 

        
        Hypothesized  Trace 0.05     

No. of CE(s) Eigenvalue Statistic Critical Value Prob.**    

        
        None *  0.996896  421.6378  159.5297  0.0000    

At most 1 *  0.946281  248.3887  125.6154  0.0000    

At most 2 *  0.904838  160.6690  95.75366  0.0000    

At most 3 *  0.716218  90.10385  69.81889  0.0005    

At most 4 *  0.564159  52.31740  47.85613  0.0180    

At most 5  0.466933  27.40306  29.79707  0.0921    

At most 6  0.180537  8.529789  15.49471  0.4106    

At most 7  0.081690  2.556614  3.841466  0.1098    

        
        Notes: Trace test indicates 5 co integrating equations at 5 percent level 

*Denotes rejection of null hypothesis at 5 percent level 

 ** Mackinnon-Haug-Michelis (1991)   - Values 

 

Table 5: Johansen’s Co integration Test Results (Maximum Eigen Test) 

Unrestricted Cointegration Rank Test (Maximum Eigenvalue) 

     
     Hypothesized  Max-Eigen 0.05  

No. of CE(s) Eigenvalue Statistic Critical Value Prob.** 

     
     None *  0.996896  173.2491  52.36261  0.0000 

At most 1 *  0.946281  87.71967  46.23142  0.0000 
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At most 2 *  0.904838  70.56516  40.07757  0.0000 

At most 3 *  0.716218  37.78645  33.87687  0.0162 

At most 4  0.564159  24.91434  27.58434  0.1058 

At most 5  0.466933  18.87327  21.13162  0.1006 

At most 6  0.180537  5.973175  14.26460  0.6167 

At most 7  0.081690  2.556614  3.841466  0.1098 

     
     Notes: Trace test indicates 4 co integrating equations at 5 percent level 

*Denotes rejection of null hypothesis at 5 percent level 

** Mackinnon-Haug-Michelis (1991)   - Values 

In this study we used the method established by Johansen (1991) to carry out the 

cointegration test. The Trace and Maximum-Eigen Co integration rank tests are  

reported in Tables 4 and 5. 

A cursory glance at Table 4, reveals that the null hypothesis of no cointegration 

is rejected by the Trace test as it indicates five cointegrating equation at 5 

percent level. However, the Maximum-Eigen test indicates four co integrating 

equation at the 5 percent level. The implication of the co integration analysis is 

that, there is a stable long-run relationship between the variables. Therefore, the 

spurious and inconsistent regression problem which otherwise would occur with 

regression of non-stationary data series are well taken care of. The existence of 

co integrating relationship among the I(1) variables implies that the impact of 

banking sector instability on the Nigerian economy is most efficiently 

represented by an error-correction specification. 
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We confirmed the existence of long-run relationship among the variables by 

checking for unit root of the ECM at level as it is argued that if the ECM is 

stationary at level, there is a stable long-run interaction among the variables. 

This evidence is presented is the table 6 below: 

Table 6: Augmented Dickey Fuller Test Results for the ECM 

     
        t-Statistic   Prob.* 

     
     Augmented Dickey-Fuller test statistic -5.706813  0.0000 

Test critical values: 1% level  -3.661661  

 5% level  -2.960411  

 10% level  -2.619160  

     
 

It could be read from the above table 6 that ECM is stationary at I(0) even at 

one percent. 
 

Long –Run Model 

lnGDP =  0.265 + 0.081lnMS + 0.07lnDC – 4.551lnDG + 1.912lnR – 3.71lnTIG – 3.381lnLR + 2.423lnINFL 

                            (0.055)           (0.02)         (4.301)           (1.029)      (2.234)        (2.032)         (9.010) 

 

As discussed earlier in the study, the GDP is one of the most important 

indicators in measuring the behaviour of the economy of a country and the 

independent variables are measures of financial instability. The coefficient of 

Money supply is positively signed but statistically insignificant even at 10 

percent level. An increase in the supply of money in the economy by 10 percent 

will propel the Gross Domestic Product by 0.8 percent. The result of GDP is in 



111 
 

line with the short-run analysis and it is consistent with the monetary theory 

with respect to the Gross Domestic Product where it is argued that the more 

money is being supplied into the economy, more will be available to use and 

this process contributes to the growth of the economy. 

The result for the domestic credit variable suggests that private investors in 

Nigeria use judiciously the money borrowed from banks for investment 

purposes and this is reflected by its positive link with the gross domestic 

product. In actual fact, the current trend given the study is that, a 10 percent 

increase in the credit provided by banks to private sector will lead to a rise of 

0.7 points of the gross domestic product. An inference that can be drawn from 

this result is that government should be able to supervise with cautious the 

policy of loan applied by mostly commercial banks, even when the impact of 

those loans is not statistically significant during the period studied. 

The long-run result for aggregate deposits in banks suggests a positive 

relationship with the gross domestic product as its coefficient is positive but not 

significant at 10 percent. This situation may be explained in the case of Nigeria 

by the fact commercial banks for some period in the country had a poor saving 

policy. No wonder the historical trend in the saving rate shows a decline from 

1992 to 1997 and 2002 to 2011. This decline could partly justify the weak 

positive relationship between aggregate deposit and gross domestic product 

since, the movement of money was from banks to hands as such discouraging 
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saving pattern and this could encourage banks to lend as their coffers were not 

responding well. Going by the historical movement of aggregate deposit, this 

result is in contradiction with the natural trend of this variable in Nigeria. 

In the long-run, the saving rate exercises positive relationship with the gross 

domestic product even though not significant. This result means in the Nigeria 

context at least for the period studied, saving pattern encouraged growth to the 

extent that a 10 percent increase in the rate of saving allows for an increase in 

gross domestic product by about 19 percent. It could be argued that this 

apparent saving rate behaviour could be attributable to the 1984 through 1996. 

For the mere fact that this period was the oil boom era followed with the boom 

in the economy the saving rate was high. But, after 1996 the country witnessed 

a decline in this rate as the banking sector faced challenges. These challenges 

exposed the instability in the banking activities. The inference from this result is 

that for the government to revolve saving behaviour there is need to regulate 

saving rate in accordance with bank authorities. Because the positive nature of 

the coefficient of the saving rate variable still points to a negative behaviour of 

the aggregate deposit vis-à-vis economic growth. 

Another variable in the model is private investment and its long-run result is not 

in consonance with theory. Surprisingly the coefficient of the investment is 

negative suggesting this variable does not encourage economic growth in 

Nigeria for the period under consideration. The inverse relationship between the 
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dependent and the independent variables points that a 10 percent increase in the 

private investment will rather discourage economic growth by about 38 percent 

and the drop is significant. It is agreed that this is the long-run behavior of this 

variable. The implication of this result is that, Nigerian government should 

venture into a long-term action that will aim at encouraging growth via 

elimination of non productive effect.      

The result for lending rate in the long –run model points to a negative link with 

gross domestic product. Calculus clearly demonstrates that lending rate if 

increased by 10 percent, the gross domestic product will decline by about 34 

percent and this reduction is statistically significant even at 5 percent. An 

inference from this result is that, the higher the lending rate from banks the 

lower the action private investment will have on growth in Nigeria. The result 

of the lending rate variable reflects more or less its historical behavior. One 

may not be wrong by arguing that the banking instability in Nigeria prompted 

this high rate of lending that could be partly explained by the absence of fund 

by mostly commercial banks available to the public. It is even clear from the 

coefficient of aggregate deposit that the paucity of fund has negative impact on 

the economy.  

The long run result of the rate of inflation shows a positive relationship with the 

gross domestic product. This result also reveals that a 10 percent increase in the 

inflation rate will propel the dependent variable by about 24 points meaning 
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that the inflationary trend during the studied period rather encourage growth in 

Nigeria. An inference from this scenario is that, the amount of money supplied 

into the economy further increase the inflation rate and this would have 

contributed to the massive withdrawal from commercial banks particularly from 

2002. 

4.4  Dynamic Error Correction Model 

Having identified the co integrating vector Johansen, we proceed to investigate 

the dynamics of banking instability in Nigeria. The final parsimonious equation 

is presented in the table below. The result shows that the coefficient of error 

correction term for the estimated gross domestic product equation is negative 

and significant. The implication of the behaviour of the error correction term is 

that it will rightly act to correct any deviation from long run equilibrium. 

Particularly, if long run deviation is too high, the error correction term will 

reduce it. While if it is too low the error correction term will raise it. The 

coefficient of -0.5937 denotes that about 60 percent of any past deviation will 

be corrected in the current period. 

Individual short run dynamic result indicates that the coefficient of money 

supply is positive and significant even at one percent level. This result suggests 

that if increases by 10 percent, the money supply will shut up the growth 

process by about 54 percent which is far higher to long run estimated gross 

domestic product equation. Again, this variable continues to fuel inflation in 
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Nigeria. This result suggests a short run policy of the money supply process 

since its effect on growth is more obvious than in long run. 

The aggregate deposit coefficient is negatively signed indicating that increase in 

that variable will rather draw the rate of growth backward. One could read from 

this result that the steady decline in the bank deposits for the past 10 years 

triggered the banking system that resulted to its instability. Further reading of 

the coefficient of the aggregate deposit variable demonstrate that if increased by 

10 percent,  the aggregate deposit will retard the economic growth by about 15 

percent and it is significant at 5 percent level. This is contrary to the long run 

behaviour of the aggregate deposit. Considering this result, one may be wrong 

by arguing that the instability in the banking system affects negatively the 

economy only in the short run in Nigeria. An inference from this result is that, 

government should pursue a long run policy approach in trying to encourage 

deposit in banks. 

The short run coefficient of the investment indicates an inverse relationship 

between investment and the gross domestic product in Nigeria at least for the 

period under consideration. However, the negative effect of this variable on 

growth is not as significant as it is in the long run. This adverse effect on the 

gross domestic product could be attributable to the poor performance of banks 

that could not gather enough to provide credit to investors. Because the short 

run effect of investment is less harmful on the Nigerian growth process, it will 
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be advisable to policy makers to advise a short run credit policy to banks as this 

will encourage investors to borrow and invest into the national economy. 

The inflation rate coefficient has the same sign both in the long run and the 

short run. This is evidence that over the years this variable contribute positively 

to Nigeria economic growth. But, the degree of participation of this variable is 

more appreciable in the long run than in the short run. The behavior of the rate 

of inflation in Nigeria suggests that inflation should be encouraged meanwhile 

theoretically high rate of inflation is not healthy for an economy. 

In aggregate, the short run result was fairly predicted given its coefficient of 

determination and there was evidence of no autocorrelation going by the 

Durbin-Watson statistic. 

Table 7: Parsimonious Regression Result 

Dependent Variable: D(LNGDP)   

Included observations: 30 after adjustments  

     
     Variable Coefficient Std. Error t-Statistic Prob.   

     
     D(LNMS) 2.379970 0.836816 3.429094 0.0000 

D(LNDC) -1.449636 0.777084 -1.726069 0.0000 

D(LNDC(-1)) 0.521258 0.403428 1.292072 0.2092 

D(LNTIG) -1.667758 38062.72 -1.226333 0.2325 

D(LNINFL) 1.680485 0.710480 2.504269 0.0198 

D(ECM(-1)) -0.593753 0.196818 -3.016765 0.0061 

C -1.66006.9 2.35961 -0.703535 0.4888 

     
     R-squared 0.862455     Mean dependent var 1249868.
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Adjusted R-squared 0.826574     S.D. dependent var 1.281594.

S.E. of regression 1.252238     Akaike info criterion 30.28566

Sum squared resid 1.572113     Schwarz criterion 30.61261

Log likelihood -447.2849     Hannan-Quinn criter. 30.39025

F-statistic 24.03638     Durbin-Watson stat 2.291435

Prob(F-statistic) 0.000000    
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CHAPTER FIVE 

SUMMARY OF FINDINGS, CONCLUSION AND POLICY RECOMMENDATIONS 

5.1  Summary of Findings 

The study investigated the effect of banking instability on the Nigerian 

economy using both descriptive and error correction approach and the result of 

the analysis reveals that. The coefficient of money supply is positive in the 

short-run and long run analyses and it is consistent with the monetary theory 

with respect to the Gross Domestic Product. A look at the aggregate deposit in 

bank tells us that while in the long run the aggregate deposit in bank exercises a 

positive pressure on the growth process in Nigeria, the short run coefficient of 

the same variable rather demonstrates a negative effect on the gross domestic 

product. This decline could partly justify the negative relationship between 

aggregate deposit and gross domestic product since, the movement of money 

was from banks to hands as such discouraging saving pattern and this could 

encourage banks to lend as their coffers were not responding well. 

An inference that can be drawn from this result is that government should be 

able to supervise with cautious the policy of loan applied by mostly commercial 

banks even when the impact of those loans is not statistically significant during 

the period studied. 

The behaviour of investment is inimical to the growth process which is not 

consistent with theory. This scenario can be partly explained by the fact that 
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poor access to credit given the high lending frustrated the effort of investors to 

borrow during the banking crisis period. It follows from the findings that the 

result of the lending rate variable reflects more or less its historical behavior. 

One may not be wrong by arguing that the banking instability in Nigeria 

prompted this high rate of lending that could be partly explained by the absence 

of fund by mostly commercial banks available to the public.  

It is clear from the final parsimonious result that the coefficient of error 

correction term for the estimated gross domestic product equation is negative 

and significant. The coefficient of -0.5937 denotes that about 60 percent of any 

past deviation will be corrected in the current period. 

Individual short run dynamic result indicates that the coefficient of money 

supply is positive and significant even at one percent level. The high positive 

coefficient of the money supply in the short run will further fuel the inflationary 

trend in Nigeria. The aggregate deposit coefficient is negatively signed 

indicating that increase in that variable will rather draw the rate of growth 

backward. This could be as a result of the steady decline in the bank deposits 

for the past 10 years, which triggered the banking system that resulted to its 

instability.  

The result of investment in both short run and long run have the negative signs 

meaning that higher lending did not favor investment climate in Nigeria. 
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In aggregate, the short run result was fairly predicted given its coefficient of 

determination and there was no evidence of autocorrelation going by the 

Durbin-Watson statistic. 

 

5.2  Conclusion 

In investigating the effect of banking instability on the Nigerian economy, the 

method used for analysis is mostly econometric and it reveals that Money 

supply is positively signed but statistically insignificant even at 10 percent 

level. The behavior of money supply is in line with the short-run analysis and it 

is consistent with the monetary theory as it argues that the more money is being 

supplied into the economy the net effect will be reflected in the growth process 

of Nigeria. The inference from the above discussion is that government in order 

to promote real sector will have to cautiously supply money in the economy. 

The analysis also concludes that aggregate deposit in banks also contributes to 

increase the gross domestic product in Nigeria. However, the action of 

aggregate deposit in banks is still insignificant.  Meanwhile, the result 

concludes that in the short run, the aggregate deposit in banks has a negative 

impact on growth in the country. This behaviour suggests that long run policy 

should be adopted while advising on saving pattern. 

The total amount of credit provided to investment was not sufficiently enough 

to cater for growth and the coefficient of domestic credit variable is negative 

and even significant at1 percent level. The implication of the domestic credit 
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behaviour is that the lending rate may have favoured investment habit as the 

paucity of credit to investors did not encourage investment climate. 

 The saving rate exercises positive relationship with the gross domestic product 

in the long run even though not significant. The implication of saving rate 

coefficient is that policy towards improving on the rate of saving should be 

geared at a long run result. Despite the positive nature of its coefficient, the 

saving rate variable still points to a negative behavior of the aggregate deposit 

vis-à-vis economic growth. The result of private investment considering the 

long-run and short run results are not in consonance with theory. The 

implication of this result is that, Nigerian government should venture into a 

short term action that will aim at encouraging growth via elimination of non 

productive activities. 

Since some variables were in the process of dynamic analysis, the study could 

only conclude on the lending rate behaviour in the long run. This result suggests 

that investment climate is inimical to economic growth of Nigeria. One may not 

be wrong by suggesting that higher interest rate should further be discouraged 

as this index is used by investors when trying to borrow for investment purpose.     

The result of the lending rate variable reflects more or less its historical 

behaviour. One may not be wrong by arguing that the banking instability in 

Nigeria prompted this high rate of lending that could be partly explained by the 

absence of fund by mostly commercial banks available to the public. It is even 
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clear from the coefficient of aggregate deposit that the paucity of fund has 

negative impact on the economy.  

Inflation rate coefficient in both long run and short run, points to a positive 

relationship with the gross domestic product with a higher level of significance 

in the long run. An inference from this scenario is that, the amount of money 

supplied into the economy further increase the inflation rate and this would 

have contributed to the massive withdrawal from commercial banks particularly 

from 2002. 

The preferred parsimonious regression result shows that the coefficient of error 

correction term for the estimated gross domestic product equation is negative 

and significant. The implication of the behaviour of the error correction term is 

that it will rightly act to correct any deviation from long run equilibrium. 

Particularly, if long run deviation is too high, the error correction term will 

reduce it. While if it is too low the error correction term will raise it. The 

coefficient of -0.5937 denotes that about 60 percent of any past deviation will 

be corrected in the current period. 

 

5.3 Policy Recommendations 

The implication for policy is derived from the summary of findings and 

conclusion discussed. The unique nature of this kind of study in Nigeria 

provides some useful insight into the understanding of banking instability and 
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its impact on the economy. Often policy makers take decision given the 

recurrent nature of events or consider past studies to act on the nation’s 

economy. With respect to this study, some recommendations are provided so as 

to prevent more drastic effect of the instability of banking sector on growth. 

These recommendations are based on the variables that are considered proxy to 

banking instability. It follows that in Nigeria, government through the monetary 

authority should put more emphasizes on commercial banks activities with 

respect to credit facilities. This could be done through a strict regulation of 

lending rate.  

The negative impact of saving rate on the growth in Nigeria is the result of poor 

aggregate deposits in banks. This result suggests a prompt by the government in 

order to restore a good saving climate in Nigeria. One way to improve on the 

saving behaviour is to increase the saving rate through short run policy actions. 

The behaviour of the saving rate suggests that the banking consolidation was 

enough policy to sanitize the banking sector in Nigeria. 

A major submission of this study is that, government should onward be able to 

use monetary sector via banking instability variables to adjust for equilibrium of 

the national economy. 

Given the uniqueness of this study in the case of Nigeria, we suggests to further 

this type of research using more sophisticated approach on several countries in 

Africa, with the aim at comparing the behaviour of these variables. 
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It may be important to state that the paucity of some data and the lack of study 

of this nature in the case of Nigeria could not allow for a comparison with what 

has been done in the same subject matter. 
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Table 1: Financial Sector Instability 

Countries Crisis Year Countries Crisis Year 

Chile 1981 Norway 1987 

Colombia 1982 Nepal 1988 

Ecuador 1995 Panama 1988 

Finland 1991 Peru 1983 

Guyana 1993 Philippines 1981 

Indonesia 1992 Papua New Guinea 1989 

India 1991 Portugal 1986 

Israel 1983 El Salvador 1989 

Italy 1990 Sweden 1990 

Jordan 1989 Swaziland 1995 

Japan 1992 Thailand 1983 

Kenya 1993 Turkey 1991 

Sri Lanka 1989 Tanzania 1988 

Mexico 1982 Uruguay 1981 

Mali 1987 United States 1980 

Malaysia 1985 Venezuela 1993 

 Nigeria 1991 South Africa 1985 

Source: IMF Staff Papers Vol.No.1 (March 1998). 
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Appendix 2 

Table 2: Bank Liquidated in Nigeria from 1994-2003 

S/no Banks in liquidation Date of closure 

1 Abacus Merchant Bank Ltd. Jan. 16, 1998 

2 ABC Merchant Bank Ltd. Jan. 16, 1998 

3 Allied Bank of Nigeria Plc Jan. 16, 1998 

4 Alpha Merchant Bank Plc Sept. 08, 1994 

5 Amicable Bank of Nigeria Ltd. Jan. 16, 1998 

6 Century Merchant Bank Ltd. Jan. 16, 1998 

7 Commerce Bank Plc. Jan. 16, 1998 

8 Commercial Trust Bank Ltd. Jan. 16, 1998 

9 Continental Merchant Bank Plc Jan. 16, 1998 

10 Co-op & Commerce Bank Plc Jan. 16, 1998 

11 Credit Bank Nigeria Ltd. Jan. 16, 1998 

12 Crown Merchant Bank Ltd. Jan. 16, 1998 

13 Financial Merchant  Bank Ltd. Jan. 21, 1998 

14 Great  Merchant Bank Ltd Jan. 16, 1998 

15 Group Merchant Bank Ltd. Jan. 16 1998 

16 Highland Bank of Nigeria Plc Jan. 16. 1998 

17 ICON Ltd. (Merchant   Bankers) Jan. 16, 1998 

18 Ivory Merchant Bank Ltd. Dec . 22, 2000 

19 Kapital Merchant Bank Ltd. Jan. 21, 1994 

20 Lobi Bank of Nigeria Ltd. Jan. 16, 1998 

21 Mercantile Bank of Nigeria Plc June 16, 1998 

22 Merchant Bank of Africa Ltd. Jan.  16,  1998 

23 Nigeria Merchant Bank Ltd. Jan. 16, 1998 

24 North-South Bank Nigeria Plc Jan. 16, 1998 

25 Pan African Bank Ltd. Jan. 16, 1998 
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S/no Banks in liquidation Date of closure 

26 Peak Merchant Bank Limited February 28, 2003 

27 Pinacle Commercial Bank Ltd. Jan. 16, 1998 

28 Premier Commercial Bank Ltd. Dec. 22, 2000 

29 Prime Merchant Bank Ltd. Jan. 16. 1998 

30 Progress Bank of Nigeria Plc Jan. 16,1998 

31 Republic Bank Ltd. June 29, 1995 

32 Rims Merchant Bank Ltd. Dec. 22, 2000 

33 Royal Merchant Bank Ltd.  Jan. 16, 1998 

34 Savannah Bank of Nigeria Plc February 15, 2002 

35 United Commercial Bank Ltd. Sept. 8, 1994 

36 Victory Merchant Bank Ltd. Jan. 16, 1998 

Source: NDIC. Annual report and statements of account (2002/2003). 
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Appendix 3 

 

Table 3: Total Deposits/Loans and Advances Lost by Banks at Closure 

 Bank Total deposits 
 at closure  
(N million) 

Total Loans & Advances as 
at Closure (N million) 

1 Abacus Merchant Bank Ltd. 273.409 1,213.87 

2 ABC Merchant Bank Ltd. 223.643 565.37 

3 Allied Bank of Nigeria Plc 2,784.083 2,535.48 

4 Alpha Merchant Bank Plc 1,218.445 1,030.72 

5 Amicable Bank of Nigeria Ltd. 41.035 328.99 

6 Century Merchant Bank Ltd. 573.288 809.81 

7 Commerce Bank Plc. 1,156.745 1,643.59 

8 Commercial Trust Bank Ltd. 206.277 570.59 

9 Continental Merchant Bank Plc 1,381.079 1,712.28 

10 Co-op & Commerce Bank Plc 1,955 .882 2,305.38 

11 Credit Bank Nigeria Ltd. 155.223 479.92 

12 Crown Merchant Bank Ltd. 111.603 340.31 

13 Financial Merchant  Bank Ltd. 154.913 447.19 

14 Great  Merchant Bank Ltd 132.421 393.44 

15 Group Merchant  Bank Ltd. 296.275 741.81 

16 Highland Bank of Nigeria Plc 91.275 114.05 

17 ICON  Ltd. (Merchant Bankers) 1,413.060 140.62 

18 Ivory Merchant Bank Ltd. 46.084 1,491.37 

19 Kapital Merchant Bank 314.601 344.27 

20 Lobi Bank of Nigeria Ltd. 233.284 291.60 

21 Mercantile Bank of Nigeria Plc 833.041 1,217.69 

22 Merchant Bank of   Africa Ltd. 712.398 2,048.81 
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23 Nigeria Merchant Bank Ltd. 153.896 1,243.15 

 Bank Total deposits 
 at closure  
(N million) 

Total Loans & Advances as 
at Closure (N million) 

24 North-South Bank Nigeria Plc 349.868 932.04 

25 Pan African Bank Ltd. 697.024 1,282.45 

26 Peak Merchant Bank Ltd. 3,263.627  

27 Pinancle Commercial Bank Ltd. 508.728 1,551.90 

28 Premier Commercial Bank Ltd. 31.051 1,102.00 

29 Prime Merchant Bank Ltd. 04.725 838.11 

30 Progress Bank of Nigeria Plc. 1,256.470 1,880.94 

31 Republic Bank Ltd. 79.182 232.56 

32 Rims Merchant Bank Ltd. 252.520 1,900.88 

33 Royal Merchant Bank Ltd. 677.856 1,131.07 

34 United Commercial Bank Ltd. 275.907 1,864.58 

35 Victory Merchant  Bank Ltd. 114.856 301.47 

 TOTAL 2003 22,172.774  

 TOTAL 2002 18,833.390  

Source: NDIC Annual report and statement of accounts (2002/2003). 
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APPENDIX 4 

 

Sourses: Central Bank of Nigeria (CBN) xtatistical bulletin, various issues and World 

Economic Outlook (WEO) data bank (1980 – 2011). 
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Appendix 5 

 Figure 1: Histogram and Normality Test of Model 

 

 

 

Table 4: Serial Correlation Test of the Model 

Breusch-Godfrey Serial Correlation LM Test:  

     
     F-statistic 0.427603     Prob. F(2,22) 0.6574 

Obs*R-squared 1.197390     Prob. Chi-Square(2) 0.5495 

     
          

Table 5: Heteroskedasticity Test Results of the Model 

Heteroskedasticity Test: Breusch-Pagan-Godfrey 

     
     F-statistic 2.098632     Prob. F(7,24) 0.0832 

Obs*R-squared 12.15013     Prob. Chi-Square(7) 0.0957 

Scaled explained SS 9.632080     Prob. Chi-Square(7) 0.2104 
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Median  -36564.02
Maximum  1829854.
Minimum -1353667.
Std. Dev.   683415.5
Skewness   0.234880
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Table 6: Granger Causality Test Result of the Model 

    
     Null Hypothesis: Obs F-Statistic Prob.  

    
     LNMS does not Granger Cause LNGDP  30  28.9047 3.E-07 

 LNGDP does not Granger Cause LNMS  26.5569 7.E-07 

    
     LNDC does not Granger Cause LNGDP  30  13.4741 0.0001 

 LNGDP does not Granger Cause LNDC  18.2976 1.E-05 

    
     LNDG does not Granger Cause LNGDP  30  0.90062 0.4191 

 LNGDP does not Granger Cause LNDG  1.58796 0.2243 

    
     LNR does not Granger Cause LNGDP  30  0.13818 0.8716 

 LNGDP does not Granger Cause LNR  0.54151 0.5885 

    
     LNTIG does not Granger Cause LNGDP  30  1.70043 0.2031 

 LNGDP does not Granger Cause LNTIG  1.93259 0.1658 

    
     LNLR does not Granger Cause LNGDP  30  0.89552 0.4211 

 LNGDP does not Granger Cause LNLR  0.41242 0.6665 

    
     LNINFL does not Granger Cause LNGDP  30  5.14784 0.0134 

 LNGDP does not Granger Cause LNINFL  0.94537 0.4020 

    
     LNDC does not Granger Cause LNMS  30  18.2048 1.E-05 

 LNMS does not Granger Cause LNDC  18.6361 1.E-05 

    
     LNDG does not Granger Cause LNMS  30  8.31027 0.0017 

 LNMS does not Granger Cause LNDG  1.19675 0.3189 

    
     LNR does not Granger Cause LNMS  30  0.87499 0.4292 

 LNMS does not Granger Cause LNR  0.29254 0.7489 

    
     LNTIG does not Granger Cause LNMS  30  1.32657 0.2834 

 LNMS does not Granger Cause LNTIG  6.58377 0.0050 

    
     LNLR does not Granger Cause LNMS  30  0.02050 0.9797 

 LNMS does not Granger Cause LNLR  0.54154 0.5885 
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     LNINFL does not Granger Cause LNMS  30  8.47378 0.0016 

 LNMS does not Granger Cause LNINFL  0.30314 0.7412 

    
     LNDG does not Granger Cause LNDC  30  8.97693 0.0012 

 LNDC does not Granger Cause LNDG  0.60971 0.5514 

    
     LNR does not Granger Cause LNDC  30  1.14813 0.3334 

 LNDC does not Granger Cause LNR  0.23515 0.7922 

    
     LNTIG does not Granger Cause LNDC  30  0.30453 0.7402 

 LNDC does not Granger Cause LNTIG  3.11139 0.0621 

    
     LNLR does not Granger Cause LNDC  30  0.12428 0.8837 

 LNDC does not Granger Cause LNLR  0.36810 0.6957 

    
     LNINFL does not Granger Cause LNDC  30  12.5441 0.0002 

 LNDC does not Granger Cause LNINFL  1.13225 0.3383 

    
     LNR does not Granger Cause LNDG  30  1.11958 0.3422 

 LNDG does not Granger Cause LNR  1.89868 0.1707 

    
     LNTIG does not Granger Cause LNDG  30  0.49254 0.6169 

 LNDG does not Granger Cause LNTIG  4.77040 0.0176 

    
     LNLR does not Granger Cause LNDG  30  0.00382 0.9962 

 LNDG does not Granger Cause LNLR  0.02963 0.9708 

    
     LNINFL does not Granger Cause LNDG  30  2.71158 0.0859 

 LNDG does not Granger Cause LNINFL  0.27417 0.7625 

    
     LNTIG does not Granger Cause LNR  30  0.04075 0.9601 

 LNR does not Granger Cause LNTIG  1.65785 0.2108 

    
     LNLR does not Granger Cause LNR  30  3.84107 0.0351 

 LNR does not Granger Cause LNLR  0.46031 0.6363 

    
     LNINFL does not Granger Cause LNR  30  2.95861 0.0703 

 LNR does not Granger Cause LNINFL  0.66687 0.5222 
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 LNLR does not Granger Cause LNTIG  30  0.22043 0.8037 

 LNTIG does not Granger Cause LNLR  0.69708 0.5075 

    
     LNINFL does not Granger Cause LNTIG  30  3.29656 0.0536 

 LNTIG does not Granger Cause LNINFL  6.37607 0.0058 

    
     LNINFL does not Granger Cause LNLR  30  0.45298 0.6408 

 LNLR does not Granger Cause LNINFL  3.04005 0.0658 

    
     

Actual and Fitted Residual Graphs of the Model 
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