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Abstract: The determinants of private sector credit investigation are a topic that should inspire
domestic investors and policy makers, more so in a country like Nigeria where investment funding is
constrained by several factors. The objective of the present study was to investigate the factors that
influenced the credit to the private sector in Nigeria. By including foreign interest rate, the study
improved on existing literature as it accommodates the impact of exogenous factor that could influence
the domestic credit provision in Nigeria. This study employed both the Fully Modified Ordinary Least
Squares (FMOLS) and the Dynamic Ordinary Least Squares (DOLS) with monthly series that spanned
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the period from 2007M1 to 2021M12 to determine the factors that influence private sector credit in
Nigeria. The used variables were: the private sector credit, bank reserves, (PhD Economics), the
exchange rate, federal funds rate, prime lending rate, broad money supply and inflation rate. The study
revealed that a long-run relationship existed among the variables. In addition, the exchange rate and the
US federal fund rate negatively and significantly impacted on the private sector credit in the two models.
However, the broad money supply, inflation rate, bank reserves and prime lending rate were shown to
impact positively and significantly on the private sector credit. The study concluded that even though
boosting domestic credit provision was paramount, excess credit extension could affect the achievement
of macroeconomic objectives of price and exchange rate stability. Consequently, it is the contention of
the study that fiscal measures should be aligned with monetary policy measures in order to improve the
productivity. The improved productivity is capable of controlling inflation and fluctuations in the
exchange rate, thereby relieving the pressure on the monetary authorities to boost domestic credit on
one hand and on the other hand struggle to maintain both price and exchange rate stability.

Keywords: private sector credit, broad money supply, bank reserves, exchange rate.

Introduction

The role of commercial banks in stimulating the domestic credit has been largely emphasised in
literature. The intermediary role of commercial banks takes the form of mobilisation of funds from
savers and channelling such to borrowers at lower financial costs. The importance of domestic credit
extension for the private investment has been noted by Frimpong and Marbuah (2010) to generate
employment, raise the rate of growth and reduce poverty. Availability of the credit therefore improves
investment and hence, raises economic growth (Colombo & Paccagnini, 2020). In another vein, a
country’s financial stability has been observed to be influenced by the growth in credit (Ghosh, 2010).
Excess credit for instance can raise the price level, while shortage of credit can retard investment and
the growth of the economy.

The picture domestic credit provision to the private sector in Nigeria has not been impressive.
Okere and Ugonma (2020) observed that in 1980 credit to the private sector was 66.7% of gross credit
in the economy and this reduced to 59.7% in 1981 and further decreased to 52.1% in 1982. In 1986, the
figure drastically decreased to 28.9% and rose to 34.0% in 1993. The figure has reduced further in
recent times as Ozili et al. (2023) observed that domestic credit to the private sector as a ratio of gross
domestic product (GDP) was 12.1% in 2020 which is very low compared to the global benchmark of
50%. Between January and December 2021, bank credit to the private sector marginally rose by 16.67%.
As observed by Sogules and Nkoro (2016), private sector credit remains unsustainable in Nigeria.

In Nigeria, the private sector credit has been hampered by several factors and over the years the
regulatory authorities have adopted several strategies to address these. Lack of requisite collateral on
the part of investors, high lending rate, inability to repay borrowed funds as and when due to the lack
of banks’ preference for medium and long-term financing are among the factors that hamper private
sector credit. In addition to these, incessant government borrowing from the banking sub-sector and
poor capital base impact adversely on private sector credit in Nigeria. Other contributory factors as
noted by Ozili and Ndah (2021) include fluctuations in oil revenue, high incidence of non-performing
loans and frequent use of unconventional monetary policy by the Central Bank of Nigeria.

In order to address the problem associated with low capitalisation, the Central Bank of Nigeria
(CBN) in July 2004 announced the banking sector capitalisation from two billion naira to 25 billion naira
which was to take effect from December, 2005. As observed by Ejokor et al. (2016), the continuous
distress as well as the poor capacity of the banks to extend credit led to the need for an increase in the
capital base of the banks. The gains made through bank capitalization with respect to improved private
sector credit extension were however eroded by the 2008 global financial crisis. As observed by Pakasa
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et al. (2023), before the global financial crisis, excess liquidity existed at the global level which led to
expansion in credit within that period. As noted by Nzeh et al. (2022), in July 2010 the Asset
Management Corporation of Nigeria (AMCON) was introduced as a reaction to the issue of non-
performing loans that the banks faced, mainly after the global financial crisis. It is also noteworthy to
state that the high rate of inflation in the country has been responsible for the upward adjustment in the
benchmark rate (monetary policy rate) which influences other interest rates in the economy. The
implication of this is that cost of borrowing is very high in the country.

In this study, the emphasis was placed on the determinants of private sector credit in Nigeria. The
study considered the impact of both domestic and foreign factors on the credit to the private sector. This
paper is of the view that concentrating only on the impact of domestic factors as done by previous
studies (Akani & Onyema, 2017; Gbenga et al,, 2019) is not adequate in investigating the determinants
of private sector credit in Nigeria. The global liberalisation of the economic and financial system implies
that events in other countries are capable of transmitting to the domestic economy with wider
repercussions. It is against this backdrop that this present study included the US federal fund rate which
represents foreign interest rate in the model that specified the determinants of credit to the private
sector in Nigeria. Two cointegrating models, namely: The Fully Modified Ordinary Least Squares
(FMOLS) and the Dynamic Ordinary Least Squares (DOLS) are used to estimate the results of the study.

The rest of the study is structured as follows: section one handles the introduction, research
problem, scope of the study, stylized facts, objectives of the study, research questions and research
hypotheses. Section two addresses the theoretical and empirical literature, section three handles model
specification, data sources and justification, section four handles results and discussion, section five
handles conclusion, recommendation and suggestion for further studies.

Research Problem

A facilitating access to the credit provision in Nigeria has become an issue that occupies the
attention of policy makers over the years. Despite the preponderance of policies to address the
constraints to credit provision, producers and other economic agents still lament over the high cost of
access to credit in the country. The lack of access to domestic credit has led to low business expansion
and the inability of people to venture into new businesses which has led to rising unemployment in the
country. In literature, several factors have been identified as the determinants of private sector credit.
However, to the best of the knowledge of this study, past studies mainly focused on domestic factors;
thereby ignoring exogenous factors which could as well influence domestic credit. The inability to factor
external factors in models used to estimate the determinants of domestic credit could pose a policy
challenge since financial liberalisation which has become a norm in recent times means that countries
are internationally linked. This means that events in one country can transmit to other countries.
Equally, this present study improves on existing literature by using the FMOLS and DOLS models that
handle both long-run relationship and the endogeneity problem which is a major issue in monetary
variables.

Scope of the Study

The focus of this study was to examine the determinants of credit to the private sector in Nigeria.
The study used monthly data that covered the period from 2007M1 to 2021M12 under the frameworks
of the fully modified ordinary least squares (FMOLS) and the dynamic ordinary least squares (DOLS).
Apart from data on US federal funds rate that was obtained from the Federal Bank of St Louis data on
other variables were sourced from the Central Bank of Nigeria Statistical Bulletin. A major limitation
encountered in the study is lack of monthly data on some relevant models, even though their non-
inclusion in the study did not affect the achievement of the objectives of the study.
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Stylised Facts

The issue of the crowding out effect of the borrowing by the government on the credit to the
private sector has been giving concerns to Nigerian investors over the years. In order to fill the shortfall
in revenue, both the state and the federal governments have been borrowing from the financial
institutions. This exercise influenced the ability of the private sector to borrow from the same financial
institutions. In Figure 1 evidence shows that credit to the government has been on the rising trend over
the years. Beginning from 2015, there is growth in government borrowing and this got to a peak in June
2017 after which it descended and got to a trough in August 2018. However, beginning from November
2018 credit to the government assumed a rising trend. This scenario portends an obstacle for the private
sector who struggle to raise funds from the financial institutions.

Figure 1

Trend in Credit to Government
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Note. CRGOV - credit to government.
Source: own compilation.

The credit provision has been noted to be spurred by money supply. Rising money supply has the
tendency to transmit to credit extension and the transmission mechanism is through bank reserves. This
is the major reason why the monetary authorities usually apply monetary policy instruments to lower
the monetary impact of increasing money supply. In periods of rising capital inflows, especially during
rising oil price, the CBN usually uses monetary policy measures to reduce money supply occasioned by
these inflows. The target is to reduce the liquidity in the banking system so as to avoid the rise in
inflation. By implication, it is expected that the private sector credit should trend in the same pattern
with both money supply and bank reserves. Figures 2 and 3 support this hypothesis as it is shown that
private sector credit moved in the same direction with the broad money supply and bank reserves,
respectively. They trended up in most of the periods though with some periods of slight fluctuations.
The trend in the private sector credit and broad money supply in most of the period was almost similar.
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Figure 2
Trend in Credit to the Private Sector and Broad Money Supply (M2)
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Source: own compilation.
Figure 3
Trend in Credit to Private Sector and Bank Reserves
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Note. BRESERV - bank reserves.
Source: own compilation.
Objectives of the Study

Following from the aforementioned stated problems, the broad objective of the study was to
examine the factors that determined the credit to the private sector in Nigeria. However, the specific
objectives were:

i. To examine the impact of bank reserves, exchange rate, federal funds rate, prime lending
rate, broad money supply and inflation rate on the credit to the private sector in Nigeria.
ii. To ascertain if a long-run relationship exists among the variables in Nigeria.
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Research Questions

Following the stated objectives, the following research questions guided this paper:

i. Do bank reserves, exchange rate, federal funds rate, prime lending rate, broad money
supply and inflation rate impact on the credit to the private sector in Nigeria?
ii. [s there any long-run relationship among the variables in Nigeria?
Research Hypotheses

On the ground of the aforementioned research questions the following hypotheses guided the
paper:

i. Bank reserves, exchange rate, federal funds rate, prime lending rate, broad money supply
and inflation rate do not have significant impact on the credit to the private sector in
Nigeria.

ii. There is no long-run relationship among the variables in Nigeria.

Theoretical Literature

The relevance of credit to the economy has led some scholars to provide theoretical backgrounds
on its determinants and its impact on economic performance. McKinnon (1973) and Miller (1998)
proposed the theory of finance and growth by arguing that the channel through which credit assists the
productive activities of firms are the debt instruments raised in the financial markets. Through this,
there is an increase in the output of the economy, thus resulting in higher growth of the economy. In
another vein, the difference between lending view and credit rationing view has been stressed. Kashyap
and Stein (1995) contend that the lending view relates to how policy actions of the monetary authorities
influence the changes in the demand for and the supply of credit. Accordingly, the volume of new credit
supplied will fall and the loan rates are expected to increase in relation to the market rates if the
monetary authorities embark on monetary policy tightening. This policy action raises loan supply in
relation to credit demand. On the other hand, the credit rationing view stresses that, while the volume
of new loans would fall in response to monetary policy tightening, bank loan rates would increase
proportionally but by lower than the market rates. However, Bernanke and Gertler (1995) noted that
interest rate and credit are the transmission mechanisms through which monetary policy actions
influence the supply of loan and demand dynamics. This finds support in Hurlin and Kierzenkowsk
(2002) which contend that the bank lending channel leads to a more restrictive monetary policy. Cheong
and Boodoo (2008) equally noted that monetary policy actions influence short term market rates such
as treasury bill rates and the interbank rate, which finally influences long term market rates and loan
demand.

In another angle, the market power theory was developed to explain the link between the size of
bank and profitability. Following this, Berger (1995) contended that only large commercial banks can
mop up more deposits, influence interest rates and lend more, thus affording them more profits. The
argument is that large commercial banks can achieve this because they are characterised by
differentiated products. In a similar way, efficiency structure hypothesis opines that large commercial
banks can extend more credit and earn high profits as a result of increased scale of economies (Olweny
& Shipho, 2011). Furthermore, Hahn (2015) noted that monetary policy rate changes affect growth
because they will alter the level of credit supply which will affect the economy’s aggregate demand,
leading to improvements in the level of investment, production and economic growth. The role of a
functional financial system in enhancing the credit expansion has been stressed by scholars such as
Levine (2005). The argument is that sound and well-developed financial system has the potential to
enhance better financial resources allocation (Danthine & Donaldson, 2005).

As observed by some scholars, the bank deposits and monetary policy are directly related and that
the supply of loanable funds largely depends on bank deposits. Thus, if there is a contractionary
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monetary policy, such will erode bank deposits and by extension reduces bank lending. However,
Disyatat (2010) had a contrary view towards this transmission mechanism as the study argued that
credit provision of banks is induced by a certain multiple of their capital which is based on either market
discipline or regulation. The study contended that within this limit, the growth of the supply of bank
credit is dictated by the interaction between the demand and supply of bank loans. The growth-
enhancing impact of changes in monetary policy rate through domestic credit which has been
emphasised by Hahn (2015) and other scholars has been interrogated. In retrospect, the argument of
the theory is that variations in monetary policy alter credit supply and such will influence aggregate
demand, thus leading to significant changes in investment and the growth of output. However, some
scholars such as Stiglitz (2018) have countered this contention by arguing that monetary policy is not
effective in changing credit supply level because money supply does not really matter, but credit
availability and the terms upon which credit is made available are the factors that matter.

Empirical Literature

The relevance of the credit has encouraged a plethora of studies that have investigated several
determinants of domestic credit. In a cross-country study involving 24 emerging market economies,
Gozgor (2013) used a dynamic panel framework to reveal that real trade openness, liberal monetary
policy and the difference between domestic and external lending rates had positive impact on domestic
credit. However, the impact of perceptions of global risk and external balance was negative. Using the
vector error correction model (VECM) approach, Shijaku and Kalluci (2013) showed that economic
growth, lower cost of lending and reduced government borrowing encouraged more lending in Albania.
In Uganda, Nampewo et al. (2016) used the VECM to show that in the long-run, mobile money impacted
positively to the credit to the private sector. Using the autoregressive distributed lag (ARDL) framework
in a study for Ghana, Baoko et al. (2017) revealed that bank assets, broad money supply, bank deposits
and real lending rate influenced bank credit significantly. Also, in the short-run, while inflation had
positive and significant impact, the impact of rising deposits mobilization by banks was not found to
increase the supply of private sector credit. For Nigeria, Akani and Onyema (2017) found that while
inflation rate, public expenditure and capital formation depressed net domestic credit, the impact of
balance of payment, government revenue and real GDP was positive. Also, the study found that interest
rate and Treasury bill rate impacted negatively on the net domestic credit, while the impact of broad
money supply, monetary policy rate and financial deepening was positive.

In another cross-country paper involving the Organization for Economic Cooperation and
Development (OECD) countries, Al-Shammari and El-Sakka (2018) disclosed that foreign liabilities,
money supply, exchange rates, inflation, fixed capital formation and GDP were the factors that determine
domestic credit in the long-run. Another study for Ghana by Obeng-Amponsah et al. (2019) indicated
that a short-run significant relationship existed between credit to the private sector, broad money
supply and gross capital formation. Also, gross capital formation was found to Granger-cause private
sector credit. In another study for Nigeria, Gbenga et al. (2019) revealed that both money supply and
economic growth had significant link with credit to private sector in Nigeria. The significant impact of
broad money supply found support in Akani and Onyema (2017). A study in Zambia by Funyina (2020)
used the fixed effects panel model to reveal that liquidity ratio, cash reserve ratio, bank size, foreign
funding, domestic deposits, Bank of Zambia policy rate, inflation, total government, etc had significant
effect on bank credit. In Papua New Guinea, Kasingu et al. (2020) used the ARDL to reveal that
commercial banks deposits, real GDP, net foreign assets and real effective exchange rate positively and
significantly impacted on the credit to the private sector in both the short and the long-run

In Ghana, Obeng-Amponsah et al. (2021) revealed that the bank loans denominated in foreign
currencies responded more to the change in monetary situations abroad than in home country. In
another study in Ghana, Asiamah et al. (2021) revealed that while tertiary education had positive and
significant impact on credit requests, its impact on credit constraints was negative. In another study in
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Nigeria, Eseyin et al. (2022) found that interest rate, real GDP and domestic debt have significant impact
on amount of credit extended to the private sector. In Bangladesh, Islam (2022) found that increase in
real interest rate, money supply stability, sustainable growth in GDP and high degree of trade openness
were the major determinants of private sector credit. In a study for the Association of South East Asian
Nations (ASEAN 5) which comprise Indonesia, Malaysia, Philippine, Singapore and Thailand, Aryestya
and Marta (2022) used the generalized method of moments (GMM) to show that an inverted U shape
link exists between bank lending and economic growth. In Malaysia, Pakasa et al. (2023) used the vector
auto-regression (VAR) method to show that broad money and gross capital formation had negative link
with credit to private sector. In Tanzania, Ndanshau and Semu (2023) revealed that while the economic
growth had positive impact on bank credit supply, the impact of inflation was negative.

From the empirical studies reviewed, among the papers that focus on Nigeria, evidence shows that
the variables considered to influence credit to the private sector are domestic variables. Nigeria, just
like any other modern country is linked to the world financial system and as such external factors such
as differences in world interest rate can have influence on the domestic monetary condition. This could
have repercussion to domestic interest rate, thus transmits to the credit extension of deposit money
banks. This study therefore filled such gap by including the federal funds rate which serves as world
interest rate that influences other interest rates. The differences between the world interest rate and
domestic interest rate could impact on the credit ability of the country’s deposit money banks. The study
also improves on past studies by employing models that handle measurement errors and also allows for
long-run heterogeneity.

Research Methodology

This study carried out some pre-diagnostic tests such as the descriptive statistics, the unit root
tests and the cointegration test in order to examine the variables of interest behavior. While the test of
stationarity was carried out using both the augmented Dickey-Fuller (ADF) and the Philip-Perron (PP)
tests, the test for cointegration was conducted using the autoregressive distributed lag (ARDL) bounds.
ARDL was chosen for the test of cointegration because the results of the unit root indicated that the
series have mixed order of integration. To examine the factors that influence the private sector credit,
two cointegration models; namely: the fully modified ordinary least squares (FMOLS) and the dynamic
ordinary least squares (DOLS) respectively developed by Phillips and Hansen (1990) and Stock and
Watson (1993) were used. The choice of the models is justified on several grounds. As noted by Kalim
and Shahbaz (2009), the FMOLS modifies the least squares to correct for the effects of serial correlation
as well as the problem of endogeneity arising from the presence of long-run relationship. Also, as
observed by Fereidouni et al. (2017), in small samples the FMOLS produces consistent parameters and
handles measurement errors, bias arising from omitted variables and allows for the long-run
heterogeneity in the parameters. On the other hand, Kurozumi and Hayakawa (2009) observed that the
DOLS included the leads and lags in order to deal with both simultaneity and small sample bias. Even
when there was endogeneity, the estimates of the DOLS were asymptotically efficient and unbiased.

Model Specification

The following baseline model that links the private sector credit to it determinants is a
modification from Baoko et al. (2017):

LCRPRIV, = %, + 4, LBRESERV, + ,EXCHR, + 2,FFR, + 2,PLR, + A;LM2, + 2 INFLR, + 1, 1
LCRPRIV, LBRESERYV, _

where = log of private sector credit at time t,

FFR

log of bank reserves at

time t, EXCHR’ = exchange rate at time t,
PLR LM?2

= prime lending rate at time t, * = log of broad money supply (a proxy for

1= US federal funds rate ( a proxy for foreign interest
rate) at time t,
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INFLR

money supply) at time t, = inflation rate at time tand *“ = error term. While the drift component

of the model is Ao , the model’s parameters are ﬂ1 . 16.
In specifying the cointegration models, this present study follows Adom et al. (2015). The

following is the specification of the FMOLS estimator:

T -1 T 77+ 12!
WwFME = (ZMtM,’J > M,N,-T
t=1 t=1 0
(2)
where both N, and 77 12° terms correct the serial correlation and endogeneity problems in the model.

The DOLS estimator is specified as follows:

i=k
yt =a+ ﬂxt Zé‘iAxtH' + gr
= 3)

where o and f3 are intercept term and the long-run elasticity, respectively. The leads and the lags
differences coefficients of I (1) independent variables are represented by the §’s term. As observed by
Herzer et al. (2006), these coefficients are meant to correct the problem of autocorrelation, residuals
that are not normally distributed and endogeneity that occur in the model.

Data and Sources/Justification

Monthly data that spanned the period from 2007M1 to 2021M12 was used to examine the
determinants of private sector credit in Nigeria. Apart from the data on the US federal funds rate which
was obtained from the Federal Bank of St Louis, data for other variables were obtained from the Central
Bank of Nigeria Statistical Bulletin. Bureau De Change (BDC) exchange rate of domestic currency to the
Dollars was used as a proxy for exchange rate, while prime lending rate and US federal funds rate were
measured in percentage. Other variables such the private sector credit, M2 and bank reserves were
measured in Billions of Naira. For the sake of normalisation, M2, bank reserves and private sector credit
were logged.

Bank reserves are the amount of cash which the deposit money banks keep as required by the
central bank and the central bank can influences the credit abilities of deposit money banks through
manipulating it. The higher the bank reserves, the lower the ability of banks to offer credit to the private
sector. Exchange rate is the rate at which a country’s currency exchanges for other currencies. The
appreciation of domestic currency usually leads banks to engage in foreign exchange transactions which
generate more revenues to them than extend credits to the private sector. Thus, as domestic currency
appreciates, it is expected that credit to the private sector will reduce. The federal fund rate is the rate
that is exogenous to the domestic economy and it is thought to influence other rates internationally. The
higher the federal fund rate in relation to the domestic interest rate, the higher the lower the propensity
to extend credit to the private sector. This is because banks will prefer to channel their investment
abroad to take advantage of the rise in foreign interest than to extend domestic credit. The prime lending
rate is interest rate which banks charge their borrowers. If the prime lending rate rise, banks will be
more willing to extend more credit to the private sector as such will generate more revenues to them.
The broad money supply (M2) is defined as currencies and coins in circulation in the hands of the non-
banking public and the demand deposit with commercial banks plus time and savings deposit. An
increase in the broad money supply signifies that banks are having more liquidity and as can extend
more credit to the private sector at reduced interest rate. During the period of rising inflation, money
loses its value and banks are more willing to extend credit to the private sector. Also, rising inflation
entails rise in interest rate which motivate banks to lend more to the private sector.
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Research Results

This study first evaluated the behaviour of the variables used in the study starting with the
descriptive statistics. Results in Table 1 indicate that the exchange rate has the highest mean with a
mean of 245.74 and a standard deviation of 118.09. However, the US federal funds rate had the least
mean of 0.95 and a standard deviation of 1.37. Findings also show that the mean and median of each
variable are close which indicate that the series are symmetric. Also, the exchange rate was found to
exhibit the highest volatility compared to other variables as it has the highest range of 276. However,
with a range of 0.99, broad money supply has the lowest volatility.

Tablel

Descriptive Statistics

LCRPRIV | LBRESERV | INFLR | EXCHR | FFR LM2 PLR
Mean 7.15 6.21 11.33 | 245.74 0.95 7.19 16.43
Median 7.21 6.49 11.58 | 169.85 0.18 7.22 16.65
Maximum 7.50 7.10 17.63 | 494.70 5.26 7.58 19.66
Minimum 6.36 4.98 540 118.70 0.05 6.59 11.13
Std. Dev. 0.24 0.55 2.95 118.09 1.37 0.22 1.64
Skewness -1.02 -0.46 -0.01 0.65 1.90 -046 | -1.27
Kurtosis 3.64 1.94 2.58 1.87 591 2.63 5.87
Jarque-Bera 32.82 14.28 1.25 21.22 | 164.72 | 7.24 | 105.65
Probability 0.00 0.00 0.53 0.00 0.00 0.02 0.00

Next the study discusses the results of unit root which was carried out to ensure the series do not
produce spurious results. In Table 2, the ADF results show that at level, the private sector credit, the US
federal funds rate and inflation rate are stationary (do not have unit root) at the 5% level, while others
are not stationary (have unit root). That is to say that private sector credit, the US federal funds rate and
inflation rate are integrated of order zero or I (0). On the other hand, after first differencing, all the
variables became stationary which implies that they all became integrated of order one or I (1). Under
PP, findings showed that while both the private sector credit and the US federal funds rate achieved
stationarity at level at the 5%, broad money supply achieved stationarity at level 10%. When differenced
once, all the series achieved stationarity.

Table 2
Unit Root Results
Variable ADF PP
Level First Diff. Level First Diff.

LCRPRIV | -2.877(0.00)* | -2.877(0.00)* |-2.877(0.00)* |-2.877(0.00)*
EXCHR -2.878(0.94) -2.878(0.00) * | -2.878(0.95) -2.878(0.00) *
FFR -2.877(0.01) * | -2.877(0.00) * | -2.877(0.01)* | -2.877(0.00)*
INFLR -2.877(0.00) * | -2.575(0.07) ** | -2.877( 0.44) -2.877(0.03) *
LBRESERV | -2.877(0.40) -2.877(0.00) * | -2.877(0.48) -2.877(0.00) *
LM2 -2.877(0.11) -2.877(0.00) * | -2.575(0.07) ** | -2.877( 0.00) *
PLR -2.877(0.82) -2.877(0.00) * | -2.877(0.71) -2.877(0.00) *

Note. * and ** denote the rejection of the null of the presence of unit root at the 5% and10% levels of

significant, respectively.
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Having examined the unit root, the results indicated that the variables have a mixture of I (0) and
[ (1). The implication is that the ARDL is appropriate in testing for the cointegration among the variables.
In Table 3, the ARDL cointegration results revealed that the F-statistic with the value of 8.50 is greater
than the upper critical bounds (3.61) at the 5% level of significant. It thus indicates that the series have
a long-run relationship (are cointegrated).

Table 3

ARDL Cointegration Results

Test Statistic Value K
F-statistic 8.50 6
Critical Value Bounds

Significance 10 Bound 11 Bound
10% 2.12 3.23
5% 2.45 3.61
2.5% 2.75 3.99
1% 3.15 4.43

The outcomes of the determinants of the private sector credit are displayed in Table 4. Findings
showed that in the two models, exchange rate impacted negatively and significantly on the private sector
credit. A unit rise in exchange rate led to a marginal fall in credit to the private sector in both models.
Also, in both models, the impact of the US federal funds was negative and significant. If the US federal
funds rate rose by one percent, the credit to the private sector fall marginally. However, bank reserves,
broad money supply and prime lending rate were all found to impact positively on the private sector
credit in both models and the results were significant. The impact of broad money supply was greater
compared to other variables which is an indication of the sensitive role money supply plays in the
economy. The coefficient of determination (R2) in the two models are 0.986 and 0.992 which means that
the two models explain about 99% of the total variation in the private sector credit. The results of the
post diagnostic test for both the FMOLS and DOLS models in appendixes i and ii reveal that the null
hypothesis that the error terms are normally distributed cannot be rejected. This is because the p-values
of the Jacques-Berra normality test are higher than the 5% level of significance, respectively.

Table 4

Results of FMOLS, PDOLS
FMOLS DOLS

Variable Coeff. t-Stat. Prob. Coeff. t-Stat. Prob.
EXCHR -0.0002 -2.112 0.036 -0.0003 -2.278 0.024
FFR -0.015 -3.887 0.000 -0.010 -2.147 0.033
INFLR 0.002 1.024 0.307 0.005 1.974 0.050
LBRESERV 0.076 3.066 0.002 0.109 3.711 0.000
LM?2 0.969 12.423 0.000 0.901 9.976 0.000
PLR 0.014 5.376 0.000 0.013 4.781 0.000

R? 0.986 0.992

AdjR2 0.985 0.991

Long-run variance 0.001 0.001

Discussion

This sub-section discusses the results of the study based on the research questions raised above
and their implications on the economy. First, the results indicated that in the two models, the exchange
rate negatively and significantly impacted the private sector credit. This result finds support in the
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finding by Al-Shammari and El-Sakka (2018) in a study in the OECD countries. The result follows the
economic expectation. If there is appreciation of the domestic currency deposit money banks will find it
more profitable to channel their funds to short-term foreign investment outlets such as foreign bonds.
Apart from this, banks in Nigeria are known to engage in round-tripping to take advantage of the
appreciated domestic currency. The parallel exchange rate market in existence in Nigeria does not help
matters as the banks most times sell foreign currency to black market operators thereby gaining from
the deals. So instead of extending the credit to the private sector and wait to gain from the interest
payment on the loan, they will rather prefer to make short-term gain from foreign exchange deals. US
federal funds rate was also shown to have negative impact on the private sector credit in both models.
In support of the impact of external factors on domestic credit, a study in Ghana by Obeng-Amponsah
(2021) revealed that the change in monetary situations abroad was found to impact on bank loans
denominated in foreign currencies. The present study contends that the negative impact of foreign
interest rate on the private sector credit in Nigeria is not out of place. If foreign interest rate represented
by the US federal funds rate rises higher than the domestic interest rate, the tendency is for domestic
financial institutions to give preference to investments abroad in order to gain from the rising foreign
interest rate. Thus, the propensity to extend the credit to the domestic economy will reduce since the
interest rate on such loans is going to be lower compared to the rate foreign investments will generate.

The findings showed that the inflation rate had a positive impact on the private sector credit in the
two models. This result has empirical support in the study in Zambia by Funyina (2020). However, the
finding is a departure from the result of a study in Tanzania by Ndanshau and Semu (2023) which
revealed that inflation has a negative impact on credit to the private sector. This present study contends
that the positive impact of inflation rate on the private sector credit in Nigeria is justified on several
grounds. First, during period of inflation, money supply is usually high (which off course is the major
factor that drives inflation) and this leads to liquidity build-up in the banks. So, with such high liquidity
position, banks will be more willing to extend loans to the economy. Second, in periods of rising inflation,
businesses tend to experience boom which implies that borrowed funds can easy be repaid. Such
willingness to repay loans will motivate the lending institutions to extend more credits to the economy.

The positive influence of bank reserves and the broad money supply on the private sector credit
as revealed in the present study aligns with the above stand. Rising money supply increases the reserve
position of banks, and hence their propensity to extend more loans. In periods of rising oil price, the
CBN usually intervenes to curtail the monetary impact of such phenomenon on the economy, especially
its inflationary impact. Such intervention is usually targeted at the reserves of the deposit money banks
with the intention to lower their ability to extend credit to the economy. The positive impact of broad
money supply on domestic credit finds empirical support in a study in Bangladesh by Islam (2022)
which found stability in money supply to be among the main determinants of private sector credit. A
study by Pakasa et al. (2023) for Malaysia also supports the finding. With respect to the positive impact
of bank reserves on domestic credit, findings by Funyina (2020) for Malaysia support the result of the
present study. Finally, the present study revealed that the prime lending rate positively impacted on
private sector credit. This finding does not align with the policy objective of the monetary authorities
whose intension of raising the benchmark rate during the period of rising money supply is to curtail
bank lending in order to maintain price stability. However, the study is of the view that if by any reason
lending rate rises, particularly if the benchmark rate (monetary policy rate) is raised, such will motivate
banks to lend more since they will make much profit through such activity. It is worthy of note to state
that the major attraction for banks to grant short-term loans is usually to take advantage of any short-
term spike in interest rate. In Bangladesh, Islam (2022) found that increase in real interest rate was
among the major determinants of domestic credit to the private sector.

In the second research question, the result of the finding indicated that the series had a long-run
relationship which implied that the study could not accept the null hypothesis of an absence of
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cointegration among the variables. The implication of this result was that the series moved together in
the ling-run. This result finds support in a study in Bangladesh by Islam (2022).

Conclusions and Implications

The role of domestic credit in stimulating the economy provided the motivation for this study. This
study improves the past studies lacks by considering both domestic and exogenous factors that
influence domestic credit in Nigeria, as well as using models that handle measurement errors and which
also allows for long-run heterogeneity. The study used monthly series in order to examine the
determinants of private sector in Nigeria. The findings of the study are as follows:

¢ In the two models, the exchange rate negatively and significantly impacted on the private
sector credit.

e Inboth models, the impact of the US federal funds on credit to the private sector was negative
and significant.

e Bank reserves, broad money supply and prime lending rate were all found to positively
impact on the private sector credit in both models and the results were significant.

The conclusions of the study based on the findings are that domestic currency appreciation and
rising foreign interest rate reduced the extent to which financial institutions extended the credit to the
private sector in Nigeria. However, increased money supply with its attendant reserve build-up and
inflationary pressure the spur credit extension to the private sector within the study period. The policy
implications arising from the findings are as follows: In an attempt to boost domestic credit in Nigeria,
monetary authorities usually encounter trade-off in implementing policies to this effect. For instance, if
measures are put in place to devalue the domestic currency as a way to improve credit extension, such
policy will lead to a massive importation which tends to result in negative balance of payments. In
another vein, money supply and bank reserves cannot be allowed to continue rising as a way to boost
domestic credit because of their tendency to raise the price level, thus defeating the CBN’s objective of
price stability. This study was therefore of the view that a right balance should be sought between
boosting domestic credit provision and achieving macroeconomic objectives of price and exchange rate
stability. Consequently, it is the contention of the study that fiscal measures should be aligned with
monetary policy measures in order to rein inflation through increased productivity and also achieve a
realistic exchange rate. This will reduce the pressure on the monetary authorities to boost domestic
credit on one hand and on the other hand will struggle to maintain both the price and the exchange rate
stability.

Suggestions for Future Research

The study suggests that future studies should focus mainly on the impact of the various policies
put in place in order to foster credit to the private sector in Nigeria. In Nigeria, several policies have
been put in place over the years to address the challenges encountered by the private sector in sourcing
funds. The impact of these policies in enhancing credit extension to this sector has to be examined.
Secondly, future studies should focus on examining the impact of none performing loans and lack of
collateral on credit provision in Nigeria. The issue of none performing loans has always discouraged
financial institutions from granting loans to some categories of business whose credit worthiness is not
guaranteed. Also, most businesses in Nigeria lack the requisite collateral that should be tendered for
loan demand. Such study should be able to examine in particular the constraints faced by the critical
sectors of the economy in accessing domestic credit. In addition to this, future studies should focus on
examining the crowding out effect of government domestic borrowing on the private sector credit. The
main source of revenue to the country is the oil sector. Each time the international price of oil falls; this
will have a ripple effect on the revenue projection of the government, thus warranting it to borrow from
both internally and externally. Internal borrowing mainly affects the supply of credit to the economy as
the private sector competes with the government. Such practice often affects the ability of local
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businesses to borrow from the same market. Finally, future studies should carry out comparative
studies of the policies implemented to address domestic credit challenges across the countries in Africa.
The essence of such study is to identify the countries whose policies are effective in addressing these
challenges such that the government can learn from them.
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Appendix A
Normality Result of FMOLS Model
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Appendix B
Normality Result of DOLS Model
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