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Effects Of Monetary Policy Instruments On Bank Credit -
Evidence From Nigeria
By

Ashamu S.0., J.0, Abiola & A. A. Oyende

Abstract

The study invest; gates the effect of, policy instruments on Bank Credit in Nigeria, co vering the
period, 1990-2010. Specifically, we examine the influence of each of the following instruments
namely, money supply, interest rate, minimum rediscount rate on bank credit. Tywo major
Statistical tools were adopted, while q time —Series analysis was conducted to obserye the

10 bank credit shows that only the interest rate and exchange rate proved to have significant
impact on bank credi at 2% and 1.37% respectively. For money supply, the coefficient sign
conforms to the economic theory but not statistically significant. Base on these results, it is
recommended that monetary authorities should rely more on the use of money supply, interest
rate, and exchange rate, having all passed a priori test Therefore, the minimum rediscount

Keywords: Monetary Policy, Bank credit, Money supply, Interest rate, Minimum rediscount
rate

I Introduction

Ayodeji (1999) the broad objectives of monetary policies are the achievement of price
stability, high leve] of employment, sustainable €conomic growth and balance of payment

tquilibrium. The regulatory policies of CBN on banks in Nigeria have significant impact on
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basis in respect of statutory minimum paid up capital.

In Nigeria, the objectives of monetary policy have remained the attachment of internal
and external balance of payments. However, emphases on techniques and instruments to
achieve those objectives have changed over the years. There have been two major phases in
the pursuit of monetary policy, namely the first phase placed emphasis on direct monetary
controls, while second relies on market mechanism. Analysis of institutional growth and
structure indicates that the 'financial system' grew rapidly in the mid- 1980s to
1990s.Akujuobi (2005)

The number of commercial banks rose from 29 in 1986 to 64 in 1996 and declined to
51 in 1998, while the number of merchant banks rose from only 12 in 1980 to 52 in 1991 and
subsequently, declined to 38 in 1998. In terms of branch network, the combined commercial
and merchant bank branches rose from 1,323 in 1985 to 2,549 in 1996. (Chatrles, 2000).There
was also substantial growth in the number of non-bank financial institutions, especially
insurance companies. The economic environment that guided monetary policy before 1986
was characterized by the dominance of the oil sector. In order to maintain price stability and a
healthy balance of payment position, monetary management depended on the use of direct
monetary instrument such as: credit control selective credit controls, administered interest and
exchange rate as well as prescription of cash reserve requirements and special deposits. The
most popular instrument of monetary policy was the issuance of 'credit rationing' guidelines
which primarily give the private and the preferred sector of an economy especially in the area
of manufacturing and industries. The sectoral allocation of CBN guidelines was to stimulate
the productive sectors and there by stem inflation pressures. CBN (1999)

According to Dada (2003), the fixing of interest rates at relatively low levels was
mainly to promote investment and growth. Occasionally, special deposits were imposed to
reduced the amount of free reserves and credit creating capacity of the banks in the mid 1970s
on the basis of their total deposit liabilities, but since such cash ration were usually lower than
those voluntary maintained by banks. they forced less effective as restraint on their credit
operations. The structural adjustment programme (SAP) was adopted in July, 1986 against
crash in international oil market and resultant deteriorating economic conditions in the
country. It was designed to achieve fiscal viability by altering and restructuring the production
and consumption patterns of the Nigerian economy, eliminating price distortions, reducing the
heavy dependence on crude oil exports and consumer goods imports enhancing the non oil
export base and achieving substantial growth.

In line with the general philosophy of economic management under SAP, monetary
policy was aimed at inducing the emergence of a market oriented financial system for effective
mobilization of financial savings and efficient resource allocation. The main instrument ofa
market based framework is the open market operation, complimented by reserve requirements
and discount window operations. Effective from1990, the use of stabilization securities came
into place for the purpose of reducing and bulging size of excess liquidity in banks was re-
introduced. Commercial banks Cash reserve Requirements was increased in 1989, 1J90,
1992, 1996 and 1999.By way of inducing efficiency and encouraging a good measure of
flexibility in 'bank credit operations', the regulatory environment was improved (Ekpe 2004).
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The liquidity effect of large deficits financed mainly by the bank Jed to loan acceleration of
'monetary and credit aggregates in 1998 relative to stipulated targets and performance in the
preceding year. Outflow of funds through CBN weekly foreign exchange transition at the
Autonomous Foreign Exchange Market (AFEM) and. to a lesser extent of open market
operation (OMO) exerted some moderating effect.

According to Uremaduy (2003), from the mid -1 970's, it became increasingly difficult

toachieve aims of monetary policy measures. leading to unpredictable fluctuations in the level

rate, inflation rate and balance of payment position moved to undesirable directions.
Compliance by bank with prudential credit guidelines was less than satisfactory; this led to the

the extent to which the monetary policies have impacted on bank credit availability in Nj geria.
Therefore the major objective of the study is to empirically assess the impact of monetary
policy measures on bank credit in Nigeria.

IT Some Literature

there are time and Cross-country variation of the stance of monetary policy — their study
identified the impact of monetary policy on banks' appetite for risk. They found robust

al

nce
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also for the riskier loans. The softening of CS was over and above an improvement of the
quality of borrower's industry and collateral (i.e. over and above the balance sheet channel of
monetary policy). According to them, banks especially soften their CS by reducing spreads on
average loans, but also by reducing collateral requirements and covenants and by increasing
loan amount and maturity. The softening of CS was for all types of loans but the impact is
bigger for loans to nonfinancial corporations. They also found evidence that rates too low for
too long soften even further CS, that securitization makes the impact of overnight rates on CS
stronger, and that larger banks reacted less to overnight rates, especially in their lending to
SMEs. Finally, they agreed that overnight rates were more important in explaining CS than
long-term rates, term spread, house price growth or bank credit growth.

Bayangos and Pilipinas (2010) assessed bank credit channel of monetary policy in the
Philippines by adding and re-specifying a dynamic, structural, economy-wide macro
econometric model. The main question was whether the credit channel matters in transmitting
impulses to the real economy in the Philippines. According to them the evidence on the bank
credit channel was obtained by estimating changes in bank credit that take into account not
only the monetary policy indicators, but specific banking indicators to monetary policy
actions, such as bank capital. Simulation results suggested that bank credit channel matters in
Philippine monetary transmission mechanism. They maintained that total demand impact of
changes in bank credit was the sum of various effects in the money supply, Treasury bill and
lending rates, personal consumption and investment, all of which had significant impact on
aggregate demand. However, the impact of a monetary policy tightening on output appeared
to be relatively moderate and quite long. Meanwhile, they agreed that the impact on the price
level appears to be stronger and shorter compared to the impact on output. In addition, bank
capital was found to have significant effects on bank credit, implying that it could potentially
be a key determinant of monetary policy transmission. According to them, preliminary results
also indicated a feedback loop from real output to bank credit through the financial accelerator
and wealth effects.

Amidu and Harvey (2010) examined whether bank credit was constrained by
monetary policy in Ghana. The analyses were performed using data derived from the database
of International Financial Statistics. The Ordinary Least Square model was used to estimate
the regression equation after investigating the time series properties of the variables. The bank
credit was represented by freely allocated bank loan which is presumably more sensitive to
changes in monetary policy. Changes in money supply and central bank' prime rate was a
proxy of monetary policy. Their study revealed that Ghanaian banks' credits are affected
significantly by the country's economic activities and changes in money supply. The results of
this study also supported previous studies that inflation rate negatively but statistically
significantly affect banks credit. According to them surprisingly, the study showed a positive
relationship between the central bank prime rate and the Ghanaian banks credit. However, the
coefficient of the prime rate was statistically insignificant. The main value of their study was
the identification of the monetary policy factors that influence bank credit in Ghana.

Jimenez, Onenga and Peydro (2011) analyzed the impact of monetary policy on the
supply of bank credit. According to them monetary policy affects both loan supply and
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demand, thys making identification » steep challen
supervisory dataset with loan applications from Spai
heterogeneity in loan demand, they found that ti
conditions substantial]y reduce loan granting, es
liquidity ratios; responding to applications for the

grant the [oan. According to them firms cannot offset the resultant credit restriction by
applying to other banks.

Model Specification

Our mode] followed the Reverse répurchase rate mode] (RRP) mode] developed by Bangko

(2010) in the work of veronica (2010). The RRP model expressed banking credit as a function
“of some monetary policy variables, Specifically the RRp model is stated thys-

cf‘ ;la-;-ﬁq: —,6'(7-1 ‘—ﬂ‘:) -{-wm:-}yk: —In+s

Where

¢ is the private credit, g is the rea] output, ¢
inﬂationary €Xpectations, m js money supply, & represents the bank r

Weighted assets, 5 g the banks non-performing

.................................................. (2)
Vhere
)C = bank credit
s = money supply
NT = interest rate
XR = exchange rate
RR = minimum re-discount rate

e econometric model can be specified as shown below in equation two

BC=p,+ B/MS +BINT + B:EXR + BsMRR + W
IWhere

0 = Constant

1 B2, Bs, Byare constant of the Parameter
1= error term,
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Estimating Technique

The estimating technique adopted for this research work is the Ordinary Least
Square Estimating technique, precisely the multiple regression version. The model stated
above is estimated using the ordinary least square (OLS) method of multiple regression. This
method is adopted because OLS yields estimator which are best linear, um-biased and
efficient. The following are the reasons for employing the OLS method.

1 The mechanisms of OLS are easy to understand
The OLS interpretation procedure is fairly simple.

3. The OLS has been used in a wide range of economic relationship with fairly
satisfactory results and

4, The OLS is an essential component of most other econometric techniques.

Following the model in equation 3 where all the variables are as previously defined, a

number of standard assumptions are made about the error term or the stochastic variable,
some of which are stated thus:
(i) The error term is a random variable whose summation equal to Zero i.e. U, = O, that is to
say that the value which it may assume in any one period depends on chance, this could be
normality: thus implies that the error term (U,) is normally and systematically distributed
around its mean.

(1) Hanosk elasticity: this implies that the variances of the error term is a constant with an
unknown value, i.e. the parameter estimates which is B, to B, are estimated using the stata 11

econometric software. The standard error, R square value and the t statistics values and their
P values are also computed using software stata 11.

The R square shows the variation in exchange rate that is explained by the identified

determinants. The R’ which is the square of correlation co-efficient or as it popularly known

as the co-efficient of determination will show the percentage of the total variation of the
dependant various being explained by the changes of the explanatory variables. It measures
the goodness of fit of the model i.e., it measures the extent to which the explanatory variables
are responsible for the changes in the dependent variable. The standard error test which is a
measure of the dispersion of the estimates around the true parameter will be carried out, this
judges the reliability or significance of the estimates, of the regression co-efficient i.e. the
parameter estimates. The standard “t” ration performs the same function with the standard
error test but given due consideration to the level of significance which are traditionally 95%
and 99% level.

Again the validity of the model used in this study can be tested by conducting the 'F'
test, which describes the overall significance of the model; it would also be used in this study.
Tests shall basically be econometric in nature, which also extends to the test for presence of
multicollinearity. This is the consideration of the co-efficient of determination “R” and
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that the explanatory variables are correlated.

Sources of data

Data on all the m

base 2011 edition.

Results and Discussion

Table2: The Regression Result on Bank Credit

Variable

Source.'Authors’compurarion.

This model has the foll

owing result

, itmeans there is problem of multi

collinearity which means

onetary policy variables were sourced from the World Bank data

Std error T—statistic Prob.
23.21789 0.669201 0.5129
0.304295 1.387200 0.1844
1.536009 1.675013 0.1134
0.083405 0.164361 0.8715
-2.726425 1.475755 -1.847478 0.0833

R =0318247

F =(4,15)=1.867230

D*  =2.63225]

Where

R2 =coeflicient of multiple determination
¥ =Durbin - Watson statistic

The sign of the constant is positive which conform to a prior expectation as specified

1 the model. It stipulates that holding all other variable constant, bank credit (BC) will raise
y 15.53751. For money supply the sign conforms to economic theory. The results stipulate
hat a percentage increase in the availability of money supply will lead to 0.42219 percent in
ank credit. The coefficient of interest rate was found to be positive in the estimation. This
greed with theoretical postulation that with high i illi

ans, in the form of credit. According to Jingan (2008), exchan
ositive relationship. The coefficient of EXR (0.013709

creases. It indicates that over the period of study, holding other variables constant the
artial elasticity of RGDP with respect of EXR IS 1.370 implying that, there is a 1.37
Icentage increase in bank rate as a result of a unit absolute increase in exchange rate.
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The coefficient of minimum rediscount rate is -2.726425. This conforms to aprior
expectation of negative relationship between MRR and bank credit. According to Jingan
(2004), when there is inflation, the central bank increases the bank rate. Borrowing by
commercial banks from the central bank becomes costly and this discourages borrowing
from the central bank. The commercial banks in turn increase their lending rate to customers.
This reduces credit and money available in the economy. This then reduces the rate of

inflation in the country. Also, the negative sign indicates money supply is inversely related to
Real Gross Domestic Product.

Statistical Criteria (First order test)

We shall apply the student t test, R*and F test to determine the statistical reliability of
the estimated parameter.

The value of R*is 0.318247. This implies that 31% of the variation in bank credit is
explained by independent variables which are money supply, interest rate, exchange rate,
and minimum rediscount rate. This indicates that the fitness of the mode] isnota good fit.

The Student T Test :

Evaluation is carried out to ascertain if the independent variables are individually
significant. If the calculated t is greater than the critical t at 0.05 level of significant then
reject the null hypothesis H,, otherwise accept the alternative hypothesis H,.

From the statistical table, critical t 0.025 is 2.086. The result of the evaluation is
summarized in the table below.

Table 3 the T statistic Test

Variable T value T —tab | Decision Conclusion

M2 1.387200 2.086 Accept Ho Insignificant
INT 1.675013 2.086 Accept Ho Insignificant
EXR 1 0.164361 2.086 Accept Ho Insignificant
MRR -1.847478 2.086 Accept Ho Insignificant

From the table above B, (MS), B, (INT), B, (EXR) and B, (MRR) are not statistically
significant. We conclude that B.. B.. B, and B, have no significant effect on bank credit in
Nigeria in the period under review.

The F—Statistics Test

This evaluation is carried out to determine, if the independent variables in the model
are simultaneously significant or not. If F* is greater than critical F at 0.05 leve] of
significant, then reject the null hypothesis H0 and accept the alternative hypothesis.
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Decision Rule

Reject HOif F- cal> F0.05 (V1/V2)
VI=K-1 (numerator)

V2=N-K (denominator)

From the result in the model, F cal = 1.867230. From the F table F0.05 (4/15)=3.13.
Since F—table of F0.05 (3.06)> F-cal (1.867230), we accept H, and conclude that the
independent variables in the model are not significant.

Econometrics Test of Second Order Test

This test will be based on whether the assumptions of the classical linear regression
model are satisfied or not. The assumptions underlying the statistic are-

I. The regression model include intercept term

11. Theregressoror explanatory variables are non-stochastic of fixed in repeated sample
111, The error term is assumed to be normally distributed

1v. The regression model does not include the lagged value of the dependent variable as
one of the explanatory variables.

V. There are missing observations in the data.

When these assumptions are not satisfied it is customary to re-specify the model. For
instance, one may introduce new variable or omit some, transform the original variable, so as
to produce a new form that wil] satisfy these assumption.

Auto Correlation Test

We will adopt the Durbin Watson (d — statistic) to test the randomness of the
residuals. Based on this we state our hypothesis as thus

HO:  P=0(No positive first order autocorrelation)
HI:  P=0(positive first order autocorrelation)

Decision Rule
RejectHoifd* <duord* >4 -dy
Accept Ho Ifd*>du ord* <4 -dy
Where:
d*= estimated Durbin — Watson
du=Upper Unit Durbin - Watson
from the Dw d table
du=1.66 (n=15,k=4)at 5% level of significant. And d* =2.632251]

since our d* = 2.632251is greater then du = 1.66,we conclude that there is no evidence of
positive autocorrelation in the regression result.
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Summary Of Findings

1. The relationship between money supply and bank credit is positive and conformed with the
apriori expectation but is statistically insignificant.

ii. The result indicates a positive relationship between interest rate and bank credit which
conform to the apriori expectation but is statistically insignificant.

iil. The relationship between exchange rate and bank credit is positive which conform to the
apriori expectation but is statistically insignificant.

iv. The relationship between minimum rediscount rate and bank credit is negative which
conform to the apriori expectation but is statistically insignificant.

The above shows the performance of monetary policy as an instrument to improve
bank credit in Nigeria. The null hypothesis of this study posits that the use of monetary policy
. measures in promoting bank credit in Nigeria is not efficient. This proves true as monetary
policy variables (interest rate, money supply, exchange rate and minimum rediscount rate)
do not show statistical significant relationship between them and bank credit.

Conclusion

In the light of the Nigerian experience, it is essential that responsibility should
always be matched with authority. Such operational arrangement would help to define the
responsibilities of major players and enhance accountability and professionalism.Given the
magnitude of human capital at his disposal the CBN can surely make swift and decision
responses to the nations financial environment there by contribute effectively towards
financial stability, if and only if it is endowed with instrument independence. A continuous
and direct approach to monetary policy will ensure a sustainable and economically viable
level of bank credit facilities to both commercial and private enterprises.

Based on the findings and the unstable nature of the Nigerian economy, these
strategy adopted in implementing the research work the monetary variables considered in
this research should be streamlined in accordance with the rising needs of the economy. For
instance when the motive is to curb inflation gaps, the minimum rediscount rate can be
adopted, consequently leading to a decrease in the level of bank credit.

Recommendations

Monetary policy is an important level of power at the same time a tool. In this
process, the following recommendation has been suggested for onward performance in
ensuring financial stability in Ni geria with the optimum level of bank credit.
a. A gradualist approach to monetary policy believing that a serve of small movement
in interests is a more effective strategy rather than sharp and unexpected Jumps in the cost of
borrowing money.
b. Monetary policies in Nigeria should be designed to be proactive and forward looking
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because changes in interest rates always take time to work through the economy. The
reaction of business and consumers to interest rate movement is uncertain as at the time lays
involved.

s The state of the country's infrastructure is another critical factor which must be put
right for monetary policy to be effective while the economy needs an effective central bank
to work with; the effectiveness will also depend on a conducive environment before this
primary objective could be achieved.
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