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Financial Liberalization and Rural Financial Landscape: Study of Nigeria

Abstract

The study was aimed at evaluating the impact arfomal sector liberalization on the
financial landscape of rural Nigeria representeddspurce mobilization and allocation
using time series data from 1981 to 2014. The swiay motivated by the high level of
financial exclusion in the rural area and the dedor solution to this problem. The
study adopted Ordinary Least Square as the prefenethod of analyzing the data due
to it best, linear and unbiased properties. Thdysfound financial liberalization had
significant impact on the rural financial landscapgecifically, the study found that
increase in number of bank branches in the ruedsasignificantly improved resource
mobilization and allocation. It was also found thatding rates and deposit rates also
encourages resource mobilization and allocatiamygdh insignificantly. On the basis of
these findings, the study recommended that finatibeeralization should be continued
in Nigeria as well as encouraging increased fundmggricultural sector. It was also
recommended that financial service providers shdgdencouraged to increase their
presence in the rural areas by establishing maeches in the rural area.

Keywords. financial liberalization, resource mobilization,soairce allocation, rural

financial landscape

Section 1
1.1 Introduction

Many developing countries like Nigeria have alwdd problems of inadequate financial
resources to generate and sustain economic aesivifihis situation worsened in the late 1970s
and early 1980s as a result of combined effectsilaghock, recession in OECD countries and
prolonged slump in real commodity prices. Consetyemany countries experienced debt
problems and USA became a large net debtor. Thitheu reduced the ability of most
developing countries to access global savings.

Nigeria’s economic situation was worsened by tHeboom of 1973 and 74 that drastically

changed the structure of production and consumpfidre boom created a mono-product
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economy that depended on the oil sector as thé shigce of revenue and total neglect of other
viable sectors like agriculture and manufacturMgth the global economic crisis, the Nigeria
economy that was already structurally imbalanced wa deep economic crisis which included
fiscal deficit, shortage of foreign exchange (watvervalued naira), negative economic growth,
external debt crisis, high unemployment rate etc.

Due to these unfavourable situations and the aettimg economic and financial conditions, the
government of the day resorted to a number of poficeasures to resuscitate the already
crumbling economy. In order to finance many of pinejects embarked by the government as a
result of the oil boom, the financial system wagressed. This is evidenced by imposition of
interest rate ceilings in lending and deposit ratestriction on entry into the banking sector as
well as limitation on foreign ownership of domesticancial institutions; high liquidity and
required reserve ratio; selective credit contralmaistered exchange rate etc. Rather than
ameliorating the situation, the repression of timarfcial system in order to raise inflation tax
worsened the economic woes of the country. Then@iieh system could not effectively carry out
its mobilization function as real interest rate wagative. The allocation role was also hampered
as the most productive investments were edged falviour of government preferred sectors.

In July 1986, the Structural Adjustment Programi®AHK) was adopted as a tool to restructure
the economy and save it from impending doom; craagitable environment for investment and
develop the private sector that will take a ledd m economic transformation. Specifically, the
thrust of SAP was towards deregulation and libeatiibn of the heavily controlled economy. A
critical ingredient to achieve this was financi@kralization. The direction of SAP towards this
end was relaxation of controls on interest rate @sd conditions for granting license; abolition
of credit ceilings and guidelines; deregulatiomainey and capital markets etc (Anyanwu,et al,
1998 ). It was also geared towards giving CentrahlBof Nigeria (CBN) more authority to
conduct monetary policy and more generally, to tgveand promote the role of financial
markets in financing the economy. These will enablke economy to grow and sustain the
growth.

In addition to these economic woes, the structfithe country is skewed in many aspects.
For instance the country is sharply divided intarfal and informal; urban and rural; rich

and poor etc. Dwellers of the rural sector, whickkemup a considerable percentage of the



informal sector, lack access to many productiveusses and is characterized by high
incidence of poverty, stagnated and depressed eoprone of the important resources the
rural area lack access to is financial resources.

Statistics revealed that many Nigerians are unlshrdked lack access to formal financial
services. The EFINA Access to Financial Servicedigeria 2010 survey showed that about
46.3% (39.2 million Nigerians) of the adult popwatare financially excluded; whilst only 25.4
million Nigerians, representing 30% of the adulpplation are banked. Statistics released by
Nigeria's apex bank the Central Bank of Nigeria {§Band the National Bureau of Statistic
(NBS) has shown that 50 per cent of Nigerians aokuded from the Nigerian financial system.
The situation is even worse in the rural areas.

An integral part of financial liberalization is gxpand financial services in general and banking
services in particular so as to include the exaugeople especially in the rural areas. To
achieve this, governments over the years haveasnorgly pursued the financial liberalization
policy to reduce the resource-type disadvantagethiearural dwellers face. The study thus seeks
answers to the following questions: What is the antpof financial sector liberalization on
financial resource mobilization in rural Nigeria? h#f is the impact of financial sector
liberalization on financial resource allocatiorrimal Nigeria?

Section 2

2.1 Theoretical Literature Review

The financial system plays very important and ipdissable roles in economic growth and
development. Specifically, financial systems: @Jgilitate the trading, hedging, diversifying, and
pooling of risk, (2) allocate resources, (3) moniteanagers and exert corporate control, (4)

mobilize savings, and (5) facilitate the exchanfigg@mods and services (Levine, 1997). It is,



therefore, widely accepted that well-functioningafincial markets is sine quo non to economic
growth in both developed and developing economies.

Seminal works of McKinnon (1973) and Shaw (1973%iteal the importance of freeing the
financial system against the widespread "finanoegression” in developing countries. It was
argued by Agenor and Montiel (1996) that finanecggression that have the effect of keeping
interest rates that domestic banks offer to saverg low and sometimes negative. This low
interest rate discourages savings, makes investmmguussible to achieve and retard economic
growth. While financial repression is commonly asated with placing restriction on interest
rate with its attendant consequences, financiardilization is often associated with freeing the
interest rate so as to encourage savings andezffigiallocate financial resources.

The effect of financial liberalization on savingnche direct or indirect (Nyanzi and Kaberaka,
2013). Its direct effects include but not limited: tentrance of more banks and attendant
competition thereby removing liquidity constraifésed by households and businesses; offering
of a variety of saving products; increase in re&trest rates and improvement macroeconomic
management. The indirect effects include increaseshlth holdings of households and
businesses.

According to the financial repression theory of Miekon (1973) and Shaw (1973), financial
liberalization causes financial deepening. Thedased interest rates, as a result of financial
intermediation, raises savings and shifts houseshfilam buying unproductive assets towards
financial assets, thereby deepening the finanektios.

Financial liberalization includes several elemeats includes three basic categorizations:
capital account liberalization; banking sector ddation; stock market liberalization. For

Nyanzi and Kaberaka, (2013), financial liberaliaathas eight factors which include:



g.
h.

Deregulation of credit controls to ensure efficiemtocation of credit among
competing sectors

Less reliance on direct monetary control such asute of reserve requirement and
encouragement of indirect monetary control instminiée the use of Open Market
Operations (OMO)

Deregulation of interest rate controls so that theyencourage savings mobilization
Removal of any barrier to bank entry so as to iaeeecompetition and efficiency in
the system

Conversion of state-owned banks into privately civbanks

Increased activities in the securities and stoadharge markets

Strengthening bank supervision and regulation

Liberalization of foreign exchange market

Waliullah (2010) identified measures of financiéklralization to be:

a. Interest rate liberalization

b. Reduction in reserve requirement

c. Reduction in directed credit

d. Foreign bank entry

e. Privatization of state-owned domestic bank

f. Widening of scope of activities in banking sector

g. Increased prudential regulation

h. Opening of stock market to foreigners

i. Stock trading system

J. Incentives to foreign investors



k. Issue of share capital

I. Exchange rate liberalization
The desire to liberalize the financial system iaged on the positive impact the improved
competitiveness, size, effectiveness and efficiafdinancial markets on the performance of the
economy. This positive externality will also sputr to the real sector of the economy.
However, the impact of liberalization has also niegaeffects especially in developing countries
where critical markets are highly underdeveloped trere is asymmetric information. As the
underdeveloped economies are quickly integratedh weveloped markets through financial
liberalization, the uneven relationship betweemthg worsened and results to financial crisis in
the underdeveloped economies.
Financial liberalization in Nigeria intensified 986 when the government adopted the World
Bank/International Monetary Fund (IMF)-backed nam@tiuctural Adjustment Programme

(SAP). Several objectives expected of the progrananie achieved include the following:

Market liberalization to promote efficient resouadcation

Expansion of savings mobilization base

Promotion of investment and growth through marlketdal interest rates

Foster healthy competition in the provision of $exg

Laying the basis for inflation control and economrowth

Embarking on SAP was ultimately aimed at directthg economy to capitalism instead of
government interventions and restrictions of a m@lytcontrolled economy. The paradigm shift
is based on simple economic principle on the powfemarket forces to properly coordinate

economic activities and allocate scarce resources.



Soyibo (1994) observed that SAP in Nigeria washasnation faced serious economic crisis and
the attendant instability in the financial systeffnancial systems liberalization was needed
because a well-functioning and virile system israportant support for economic development

and when it is inefficient spells doom and crigisthe economy.

2.2 Financial Liberalization in the Informal/Rural Sector

The rural sector often lack access to many prodecgsources, notably formal financial market.
To this effect, rural dwellers seek other mearfdlltthis awning gap: they patronize the informal

financial sector. This leads to financial dualissegmentation and fragmentation with grave
implications on the financial development and mangpolicy. On the part of the rural dwellers,

getting financial services from the informal sea®often at a high cost. For this reason, it is
important to look at the effects of financial libBzation on the rural financial terrain as the

effects may be different from its effects on theral sector.

It is believed that with liberalization in the foaisector, the informal sector should shrink in
favour of the formal sector. This is happens asredt rates in the formal market rises while that
of the informal sector falls, leading to a convergee As a result, savings in the formal sector
rises while savings in the informal sector fallgkimg more funds available for borrowing in the

formal sector. With financial liberalization comesth relaxing of entry barriers for financial

service providers and competition drives them teromore branches.

2.3 Empirical Literature

A study by Uwajumogu, et al (2014) was aimed aestigating the effect of finance on rural
entrepreneurial development in Nigeria between 188 2013. Using the Ordinary Least

Square (OLS) method, they found that lending fats and advances and banks’ performance



had positive and significant relationship with duemtrepreneurial development. The finding

signifies that finance is capable of increasing sustaining rural entrepreneurial development.

Mathew and Olowe (2011) embarked on a study ainmtefinding the impact of financial
liberalization on Nigeria’s GDP between 1997 an®&0The method used One-Way ANOVA
using Microsoft Excel Analytical tool on some ecamo variables that includes GDP, savings,
gross capital formation, number of bank branchekiafiation rate. They found that there is a
significant difference on the impact of liberaliz§dancial system on savings, gross capital
formation and GDP. The study is considered flawadtle method of analysis used and the

choice of variables used to capture financial Blization.

A research aimed at investigating the effect ofrficial liberalization on private savings in
Ugandan between 1980 and 2007 was embarked by NyatKaberuka (2013). They regresses
private savings against GDP; government deficia aatio to GDP; interest rate; real effective
exchange rate; broad money as a ratio to GDP; reddtelebt as a ratio to total exports and a
financial liberalization dummy. Methods of data lgss included cointegration, Error
Correction Model (ECM), Ordinary Least Square (OlaS)well as structural change analysis.

Findings revealed that financial liberalization teadositive effect on savings.

Adeusi et al (2012) studied the effect of finandilaéralization on the corporate performance of
informal capital market in Nigeria with a case stud Unity (Ife) NUT Cooperative Investment

and Credit Society from 2001 to 2010. In one ofrtiedels of the study deposits mobilized was
regressed against savings rate and loan disbuteednother model, loan disbursed was

regressed against lending rate and deposits metilidlethod of data analysis used was OLS



and study found a negative and significant relaimn between deposit mobilized and savings

rate as well as a positive and insignificant relaship between lending rate and loan disbursed.

Onwumere, et al (2012) studied the effect of finankberalization (measured by deposit and
lending rates) on savings rate and investment usimgle OLS. They disaggregated their data
into pre and post liberalization era. They foungipee and insignificant impact of deposit rate
on savings rate pre liberalization but negative mstgnificant impact post liberalization. They
also found positive and insignificant impact ofderg rate on investment pre liberalization but
negative and significant impact post liberalizatidimis work by Onwumere et al had lots of
flaws and therefore, the findings are unacceptdhiestly, they did not conduct any unit test
without which is likely to lead to spurious regriess Their interpretation of their result is also

very faulty. Also, the use of simple regressiondatudy like this is not realistic.

2.4 Summary of Literature Review and Gap in Literature

The study reviewed relevant theoretical and emgdiridgerature in the field of financial

liberalization. The seminal works of McKinnon (197hd Shaw (1973) showed the beauty of
financial liberalization given several conditioit empirical evidence is yet conclusive on the
impact financial liberalization on resource molation and allocation. There is scanty work on
the impact of financial liberalization on resoumo®bilization and allocation in the rural area.

This is the gap the present study tried to fill.

2.5 Theoretical Framewor k

It has been recognized that financial liberalizatie capable of mobilizing financial resources
and efficiently allocate them to their most effitieuse. In the light of this, savings and
investments are increased. This is the bedrockaKivhon (1973) and Shaw (1973) hypothesis.
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Removal of controls on interest rate increasesngaviand ensures efficient allocation of
financial resources to their productive use. Fimantberalization also results to financial

deepening which offers people a variety of finahassets to invest in.

Section 3

3.1 Methodology

The study employs both descriptive approach andauetric techniques so as to examine the
impact of indicators of financial liberalization oaral savings mobilization and credit allocation.
Econometric methodology in itself talks about thegedure which economics or econometricians
follow in other to analyze economic relationshipvasll as problem as regards to micro and
macroeconomic variables. The intercept and slopanpeter of economic model was estimated
using multiple Ordinary Least Square OLS methodcWwtdeal with minimizing the error sum of
squares or squared residuals.

3.2 Models Specification

Two models were specified to capture the objectofethe study. Model one captured the impact
of financial sector liberalization on resource niaation in rural Nigeria. Model two captured the
impact of financial sector liberalization on resmiallocation in rural Nigeria.

The functional representations of the models far work are as follow:

Model 1 RUS= F(AGDP,DR,NB) 1

Model 2 RUC=F(AGDP,LR , NB) 2

Where: RUS = Rural Savings; RUC= Rural Credit; AGDBross Domestic Product (proxy for
rural income); RLR = Real Lending rate; Real DR=pDst rate; NB = Number of Rural bank
Branches

Econometrically, the models in equation 1 and 2staited thus:
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RUS = o¢y+0o¢; AGDP 4o¢, DR 4 oc; NB 4 ul 3
RUC = 0, + 0, AGDP + 0,LR + 05 NB + u2 4
oy, Xy, X, X3,00, 01, 0,, 6; = parameter to be estimated and ul and u2 aeterms.
To standardized and reduce our data to manageat#eand interpret our result in terms of
elasticities, the models were set in logarithm form
log RUS =o¢y+0o¢; logAGDP +o¢; DR +0o¢; log NB + ul S
logRUC = 6, + 6,10gAGDP + 0,LR + 03logNB + u2 6
It was expected that,, «,, <3, 68;,and6; should be positively signed whibg
should be negatively signed.
3.3 Method of Data Analysis and Sour ces.
The Ordinary Least Square Method OLS was employathélyze the data. The data for the study
was subjected to a unit root test. This is to emalsl avoid spurious regression. The Augmented
Dickey Fuller (ADF) test was used for the process.
The data used are secondary data that spannedl®8into 2014 and were sourced from Central
Bank of Nigeria (CBN) Statistical Bulletin of vate years. E-Views Version 6 was used for
estimation.
Section 4
Results and Discussion
4.1 Unit Root Test

Table 1: Result of ADF Unit Root Test

Variable Leve First Difference Second Difference Remark

RUS ADF test statistic -3.30860: Integrated at
1% - level form @ 5%
3.646342 level of
5% - significance
2.954021

10%
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UNDER PEER REVI EV

2.615817
RUC ADF test statistic -3.454075Integrated after
1% - second
3.752946 differencing @
5% - 5% level of
2.998064 significance
10% -
2.638752
AGDP ADF test statistic -5.30748: Integrated at
1% - level form @ 1%
3.646342 level of
5% - significance
2.954021
10%
2.615817
DR ADF test statistic -5.895397 Integrated after
1% -3.653730 first differencing
5% -2.957110 @ 1% level of
10% -2.617434 significance
LR ADF test statistic -3.33108 Integrated at
1% - level form @ 5%
3.646342 level of
5% - significance
2.954021
10%
2.615817
NB ADF test statistic -3.679804 Integrated at
1% - level form @5%
3.646342 level of
5% - significance
2.954021
10%
2.615817

Source: Author’s E-View computation result

Result of the Unit Root test shows that RUS wasgrdted at order O while RUC was integrated at
order 2. AGDP, LR and NB were all integrated ateor@d while DR was integrated at orderl.

4.2 OL SResult

The summary OLS result for models 1 and 2 are pteden table 2 below.

Table 2: OL S Regression Results

MODEL 1 (Dependent Variable= LOG(RUS)) MODEL 2 (Dependent Variable = LOG(RUC))
Variable Coefficient Standard t-Statistic  Variable Coefficient Standard t-Statistic
Error Error

C -21.54006 8.642436 -2.492360 C -41.11832 7.361454 -5.585625

LOG(AGDP) -1.31092 0.901519 -1.454124 LOG(AGDP 1.327040 0.504041 2.632804
)
DR 0.070458 0.079196 0.889666 LR -0.111212 0.071089 -1.564409
LOG(NB) 5.490473 1.686670 3.255216 LOG(NB) 6.914590 1.501795 4.604217
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R-squared 0.325790 R-squared 0.763603

Adjusted R-squar ed 0.258369 Adjusted R-squar ed 0.739963
F-statistic 4.832179 F-gtatistic 32.30172
Prob(F-statistic) 0.007331 Prob(F-statistic) 0.000000
DW 0.639634 DW 1.023872

Source: Authors’ E-View computation results

The OLS result for model 1 shows that a percentagease in rural bank branch (NB) significantly
boost rural savings by 549%, while a percent irsana deposit rate (DR) insignificantly spurs rural
savings (RUS) by about 7%. On the other handreepéage increase in agriculture’s contribution
to GDP (AGDP) insignificantly decreases rural sggiby about 131%.

The adjusted Ris considered low at about 26%, signifying thallycabout 26% variation in rural
savings is explained by indicators of financiaklalization, given the income level in the ruradar
The F-statistic = 4.832179 is less than the clitzal19.5, we thereby conclude that the model ts no
statistical significant. That means no true relaiup exist between rural resource mobilization and
financial liberalization. The Durbin-Watson valuef ©.639634 signifies the presence of
autocorrelation.

Model 2 results show that a percentage increasle ®aAGDP and NB significantly raises rural
credit (RUC) by about 133% and 691% respectively.te other hand, a percentage increase in
lending rate (LR) insignificantly depresses RUC diyout 11%. The adjusted? & high at about
74%, signifying that only about 74% variation imalicredit allocation is explained by indicators of
financial liberalization, given the income level time rural area. The F-statistic = 32.30172 is less
than the critical F= 19.5, we therefore concluda the model is statistical significant. This means
that a true relationship exist between rural respuallocation and financial liberalization. The
Durbin-Watson value of 1.023872 signifies the pnegseof autocorrelation.

4.3 Discussion of Results
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Multiple linear regressions have been used to etalthe impact of financial liberalization on the
Nigeria’s rural financial landscape. Financial liékzation was represented by lending rates, déposi
rates and number of bank branches in the rurakafidsese are simple indicators of banking system
liberalization which is usually the first aspect bhancial liberalization. The rural financial
landscape was represented by the quantity of savimgpilized and credit disbursed in the rural

area.

The study found that deposit rate had positiveughoinsignificant impact on mobilization of
savings while lending rate had negative as welhagnificant impact on resource allocation. The
signs of the coefficient of the variables confornteda priori expectations. According to classical
theory of interest rate, savings and interest aa¢epositively sloped while investment and interest
rate are negatively sloped. Thus, liberalizationndérest rate encourages savings because it is a
reward for abstaining from current consumption.t@a other hand, interest rate can be regarded as

cost of borrowing. The higher the cost, the lovier quantity borrowed and vice-versa.

Figure 1: Trend of Lending Rate and Deposit Rate
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The period 1974 to 1992 was the era of direct meogetontrol and was mainly characterized by
administratively determined interest rate level atrdcture so as direct flow of credit to priority
sectors. But this objectives and targets were oieaed. Figure 1 shows that the period before
1990, lending rate and deposit rate were on avef®b% and 13.6% respectively. By
September, 1993, indirect monetary control stadad the Central Bank of Nigeria began
removal of selective credit ceiling for banks tina¢t some of the criteria set under the Basel
accord prudential guidelines (Mordi, 2009). Thizetalization saw a great volatility in these
rates as depicted in figure 1. By year 2000, depate saw some level of stability but volatility
continued for lending rate. It is also apparent tha spread between the two rates continued

widening from after 1995.

The study also found that number of bank branchethe rural area significantly encourages

resource mobilization and allocation. Rural bankwmbich is an aspect of universal banking, is
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critical for financial liberalization. Increasedmber of banks in the rural areas makes it possible
for rural dwellers to access financial servicesilgagithout spending much on transportation
fares to the cities where many banks are locatedtfarefore, is a tool for financial inclusion.
This will increase the saving culture and affordrepreneurs in the rural area the opportunity of
accessing loans. The impact of this, accordingpeéostudy, was impressive. Thus taken together,
the study has proved that financial liberalizattbrough establishment of rural bank branches

has positive impact on the rural financial landgcap

Figure 2: Trend in No of Rural Bank Branches
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A cursory looks at the figure two shows that thenbers of rural bank branches have been on
the increase, reaching its peak in 1993 with d aft@75 rural bank branches. However, after the
banking sector consolidation in 2005, the numbeuddl branches tapered off to 722 branches.
The impact of this expansion in the number of rumanches on resource mobilization and
allocation can be gleaned from figure 3. The figsinews that establishing rural branches, rural
savings and rural credit move in the same direction

Section 5

5.1 Conclusion

Financial sector mobilization is one potent wayraireasing financial inclusion in Nigeria as it
enables the rural population to have easier actedgmancial resources. Lack of access to
financial resources is one of the numerous challerfgcing the rural area and this study has
shown that it is beneficial both to the rural dwedl and the providers of financial services to
have bank branches in the rural areas.

The study has shown that there exists idle casétinbaes and lots of opportunities in the rural
area. Thus increase in number of bank branchesoffér the rural dwellers the platform to
deposit their idle cash balances as well as platfimr borrowing for investment. The providers
of financial services also benefits from the reseamobilized as well as that allocated.

Figure 3: Relationship between Rural Resource Alioo and Mobilization
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5.2 Recommendations
On the basis of the findings of the study, theoiwlhg were recommended:
* Government should continue with the financial ldemation policy with all sense of
responsibility.
* The current effort geared towards increased fulidsaded to agricultural sector should
be continued and even improved upon.
* Financial service providers (banks, insurance com@saetc) should be encouraged to

increase their presence in the rural areas byledtady more branches in the rural area.
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