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Abstract: The determinants of financial development in an underdeveloped financial system 

like Nigeria remained ambiguous. This study analyzes the potential impact of institutions and 

selected macroeconomic variables on financial development. The ARDL model was employed 

and the results indicate that interest rate and control of corruption are the main determinants 

of financial development in the long-run. Thus, monetary authorities should ensure a positive 

interest rate through sound monetary policy framework, since bank-based financial systems 

engender financial development. Also, anti-corruption agencies need to be strengthened, and 

regulatory quality improved upon. 
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Introduction 

The role of finance in promoting economic growth is documented in the literature but debate 

on the determinants of financial development remained contentious particularly in developing 

economies, Nigeria inclusive. Earlier studies by McKinnon (1973) and Shaw (1973) indicate 

that a positive real interest rate promotes financial development through increased volume of 

financial saving mobilization while a high interest rate discourage investors from investing in 

low return projects (Fry, 1997). In addition, Shaw (1973) asserts that financial development is 

a positive function of real income and real interest rates. King and Levine (1993) argued 

along this line. Similarly, Aregbeshola (2019) argued that institutional adequacy has impact 

on financial development in Africa, of which the role of efficient macroeconomic 

management is critical. Also, Law and Habibullah (2009) view institutions, real income per 

capita and financial liberalization determines financial development. In contrast, DeGennaro 

(2015) identified taxes, high transaction costs, and institutional weakness in influencing 

financial development. Also, Chinn and Ito (2002, 2005) argued that capital control and 

capital account liberalization determines financial development especially when there is 

development in legal systems and institutions. Similarly, Levine (2002) argued that it is the 

overall economic growth that determines financial development. Furthermore, the bank-based 

view articulated that banks contribute to overall financial development (Levine, 2002), while 

the law and finance view argued that the overall financial development is a positive function 

of the legal system. 
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However, various studies focused on developed economies (Chinn and Ito, 2002, 2005; 

DeGennaro, 2015; King and Levine, 1993; Law and Habibullah, 2009; Levine, 2002; 

McKinnon, 1973; Shaw, 1973;) while others investigate the institution-capital market 

performance analysis in developing economies (Aregbeshola, 2019). In addition, documented 

studies that investigate regional dynamics especially in Africa, and Nigeria in particular are 

rare. This implies that not much is known about the impact of institutions and selected 

macroeconomic variables on financial development in Nigeria. Given the gaps above, it is 

imperative to analyze the potential impact of institutions and macroeconomic variables on 

financial development in Nigeria. As such, an interesting question remains: why have some 

countries developed well-functioning financial systems and institutions while others have 

not? Thus, the objective of this study is to examine the determinants of financial development 

based on theoretical postulates. This study is unique in the following ways: 

First, the study provides a direct test of the determinants of financial development using 

appropriately specified financial development equations, which investigate the relative 

importance of these determinants in promoting financial development. Second, various 

documented studies have used series of variables such as rule of law, corruption perception 

index, regulatory efficiency, civil liberties, veto power, quality of government, trade openness 

and financial liberalization in investigating similar relationship (Aregbeshola, 2019; Law & 

Habibullah, 2009; McKinnon, 1973; Shaw, 1973; Valeriani and Peluso, 2011). The drawback 

of these studies is that they excluded macroeconomic variables in their studies, except 

Aregbeshola (2019) who made an attempt. This study fills these academic lacunae. 

The remainder of this study is structured as follows: section 2 is literature review and 

theoretical framework while section 3 explains the methodology adopted in this study. This is 

followed by results and discussions in section 4. Section 5 is conclusion and 

recommendations. 

 

Literature Review and Theoretical framework 

Several empirical studies were carried out on the determinants of financial development, and 

hence, economic growth. In advanced economies, substantial evidences were established. For 

instance, Law and Habibullah (2009) provides new evidence on the influence of institutions, 

trade openness and financial liberalization on financial development, using data from 27 

economies (G-7, Europe, East Asia and Latin America). The study employed the Generalized 

Methods of Moment (GMM) and Pooled Mean Group (PMG). The dynamic panel data 

analysis results demonstrate that real income per capita and institutions are statistically 

significant determinants of banking sector development and capital market development 

while trade openness promote capital market development and financial liberalization 

promote banking sector development. Also, Chinn and Ito (2002) findings in their study show 

that there is a strong relationship between capital control and financial development. Their 

findings hold for less developed countries in terms of stock market value traded, and 

emerging market economies. Similarly, Chinn and Ito (2005) found that capital account 

liberalization contributes to stock market development in 108 countries, but only when the 

threshold level of general development of legal systems and institutions have been attained. 

Furthermore, Levine (2002) empirically assess the influence of financial structure on 

economic growth. The results indicate the view that although the overall financial 

development is robustly linked with economic growth, there is no support for either bank-

based or market-based view. In a similar study, Wong and Zhou (2011) used cross countries 

data pooling across advanced economies and found that stock market development is a key 

driver for economic growth. In African context, Aregbeshola (2019) carried out a study on 

the impact of institutional framework on capital market behaviour of selected African 

countries by employing the GMM technique of analysis. Findings from the study established 
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the role of institutional adequacy in the development of capital markets in Africa. Also, the 

study found the role of efficient macroeconomic management to be important to capital 

market efficiency in Africa. Similarly, Ndlovu (2013) examined financial sector development 

and economic growth in Zimbabwe. The study found that economic growth led to demand for 

financial services. 

 

In Nigerian context, Adelakun (2010) used Credit to the Private Sector (CPS), interest rate, 

and trade openness in examining the relationship between financial development and 

economic growth. The results show that CPS, interest rate and trade openness are growth 

enhancing. Similarly, Agu and Chukwu (2008) employed multivariate Johansen Juselius 

framework and Toda-Yamamota causality tests. The study used per capita income, CPS, ratio 

of broad money to GDP, ratio of bank deposit liabilities to GDP, and the loan deposit ratio. 

The results suggest that the variables are positively cointegrated with economic growth. Also, 

Okafor et al (2016) employed Granger causality test to investigate the impact of financial 

development on economic growth in Nigeria. The Granger causality test results show that 

neither broad money supply nor CPS Granger causal to economic growth and vice versa. 

Other studies have examined the impact of institutions on the growth process of several 

countries (see Acemoglu and Robinson, 2008; Alonso and Garcimartin, 2010; Kaufman et al., 

2009; Valeriani and Peluso, 2011; Zhuang et al., 2010). The authors found institutions to be 

significant and positively correlated with economic growth. 

 

From the forgoing, most of the studies focused on developed economies while few others 

focused on the influence of financial development on economic growth. Thus, studies on the 

determinants of financial development are rare, particularly in the Nigerian context. In view 

of this, the present study added to the body of literature on the determinants of financial 

development in Nigeria. 

 

Theoretical framework 

This study is anchored on endogenous growth literature which predicts a positive relationship 

among financial development, real income and the real interest rate (King and Levine, 1993; 

McKinnon, 1973; Shaw, 1973;). Based on this theoretical postulate, a financial development 

relationship can be specified as: 

                                                                                                             
 

Where FD is financial development, RGDPC is real GDP per capita and INR is real interest 

rate. Also, Rajan and Zingales (1998) argued that bank-based systems have a comparative 

advantage in economies with weak legal systems and will benefit from becoming more 

market-based only as their legal system improves. In this case, equation (1) is modified and 

extended to include institutional quality index, and exchange rate as follows: 

                            (2) 

      

Where;    is financial development as proxy for Credit to the Private Sector 

(CPS),                                  ,    is regulatory quality,  INR is interest rate and 

EXR is exchange rate. 

 Statistically, 

   𝑡            𝑡        𝑡         𝑡         𝑡   𝑡    (3)  

Where the parameters,   i= 1, 2,…4 are coefficients of the explanatory variables,    stands 

for stochastic disturbance term. Thus, the econometric model employed in this study is as 

follows:  

    𝑡            𝑡        𝑡         𝑡         𝑡  𝑡   (4) 
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Methodology 

To achieve the objective of the study, the data collected was analyzed using the ARDL 

model. The model by Pesaran, et al. (2001) was used for testing the existence of cointegration 

and in evaluating both the short-run and long-run relationship simultaneously, when there is 

mixture of relationships; I(0) and I(1). 

 

Unit Root Test 

The Augmented Dickey-Fuller (1979) and Phillip-Perron (1989) were used to determine the 

order of integration of the series. In order to avoid estimating spurious regression, the 

stochastic properties of the series were tested. Therefore, ADF test is given as: 

            ∑        
 
           (5) 

In equation (5), lagged first difference terms of the dependent variable is added in order to 

assure no autocorrelation contained in the residuals. 

 

Sources of Data 

Time series data on institutional quality index was sourced from World Governance 

Indicators (WGI), while data on interest rate, and exchange rate were sourced from the 

Central Bank of Nigeria (CBN). The study covers the period from 1996 to 2018. 

 

Results and Discussion 

The results of the unit root test depicted in tables 1 and 2, show that the series are integrated 

at I(0) and I(1). This confirmed the relevance and justification for the use of the ARDL 

cointegration approach.  

 

Table 1: Augmented Dickey Fuller Unit Root Test 

Series 
 Intercept without trend  Intercept with trend 

 Level  1st Difference  Level  1st Difference 

CC  -3.279894**  -5.490461***  -3.169341  -5.334327*** 

CPS  -0.826769  -3.906593***  -2.717232  -3.783727** 

EXR  -5.331899***  -4.359182***  -5.043710***  -4.213945** 

INR 

RQ 

 -3.880698*** 

-2.404243 

 -0.137755 

-5.673758*** 

 -0.422613 

-2.873118 

 -2.569215 

-5.513998*** 

Note: *** and ** represent significance level at 1% and 5% respectively. The figures are the t-statistics for 

testing the null hypothesis that the series has unit root. The lag length is determined and fixed at 2 based on 

Schwarz (1987).  

 

Source: Researcher‟s Computation. 
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Table 2: Phillip-Perron Unit Root Test 

Series 
 Intercept without trend  Intercept with trend 

 Level  1st Difference  Level  1st Difference 

CC  -2.388071  -5.378326***  -2.389539  -5.241983*** 

CPS  -0.867641  -3.431554**  -2.070037  -3.301751* 

EXR  -5.331899***  -17.35360***  -5.043710***  -17.37559*** 

INR  -2.002418  -2.220088  1.177253  -3.603125* 

RQ  -2.414965  -5.737283***  -2.913094  -5.575873*** 

Note: ***, ** and * represent significance level at 1%, 5% and 10% respectively. The figures are the t-

statistics for testing the null hypothesis that the series has unit root. The lag length is determined and fixed at 

2 based on Schwarz (1987).  

 

Source: Researcher‟s Computation 

The ARDL bounds test in Table 3 below indicates cointegration among variables of interest. 

Thus, the null hypothesis of no long-run relationships is rejected. 

 

Table 3: Bound Cointegration Test 

Model F-Stat. Sig. Level. 
Critical Value 

I(0)                    I(1) 

CPS=f(CC, EXR, INR, RQ) 5.380476***    1% 3.79 5.06 

CC=f(CPS, EXR, INR, RQ) 1.679958* 10% 2.45 3.52 

EXR=f(CPS, CC, INR, RQ) 3.451742* 10% 2.45 3.52 

INR=f(CPS, CC, EXR, RQ) 

RQ=f(CPS, CC, EXR, INR) 

5.314204*** 

2.52162 

1% 3.74 

2.45 

5.06 

3.52 

     

Note: *** and * represent 1% and 10% significance level. The critical values are based on Narayan (2005), case 

III for T = 35 due to small sample size of the study. 

 

Source: Researcher‟s Computation 

From table 4, the results indicate that a positive interest rate determines financial 

development at 5% level of significance. The finding in this study is consistent with the 

findings in studies by King and Levine (1993); McKinnon (1973); Shaw (1973), that 

financial development is a positive function of interest rate, and promotes financial 

development through increased volume of financial saving mobilization. Also, Levine (2002) 

concluded that bank-based financial systems contribute to overall financial development. 

However, the result is inconsistent with the findings in a study by DeGennaro (2015) who 

argued that taxes, high transaction costs, and institutional weakness are the determinants of 

financial development. Similarly, the findings in this study is consistent with the findings of 

Aregbeshola (2019) that efficient macroeconomic management is critical to financial 

development in Africa. Further, Law and Habibullah (2009) concluded in their study that 

institutions are statically significant determinants of banking sector development. In the 

context of corruption, the findings in this study show that financial development is a positive 

function of control of corruption (institutional quality), hence economic growth. This 

corroborate the law and finance view who assert that financial development is a positive 

function of institutional quality. On the other hand, both exchange rate and regulatory quality 

are statistically not significant determinants of financial development. This may not be 

unconnected to the fact that following financial sector reform, the financial markets became 

more unstable and the financial institutions more fragile because of unfamiliar practices, 

excessive risk-taking and weaknesses in the regulatory and supervisory framework. Further, 

the short-run dynamics indicate that all the variables are statistically not significant. 
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However, the speed of adjustment shows that disequilibrium in the short-run adjusted in the 

long-run at an adjustment speed of approximately 62%. 

 

Table 4: Long Run and Short Run Coefficients 
Variables Long Run Coefficients Short Run Coefficients 

CC 
13.598299** 

(0.0789) 

CC 1.67238 

(0.7061) 

 

EXR -0.200169 

(0.3586) 

EXR 0.084993 

(0.1697) 

INR 19.735336*** 

(0.0001) 

INR -26.831225 

(0.3383) 

RQ 0.563079 

(0.8902) 

RQ 0.350654 

(0.8918) 

CONSTANT -9.476958 

(0.3093) 

CointEq(-1) -0.622744*** 

(0.0043) 

Diagnostic Test                  LM 

 

JB   HET  

Chi-Square                               0.1435 1.843654   0.9334  

P-value                  0.025 0.397792   0.8556  

Source: Researcher‟s Computation 

Note: ***and ** denote statistical significance at the 1% and 5% levels, respectively. The figures in parentheses 

are the T-statistics. Serial correlation is examine using Lagrange Multiplier test of residual (LM), normality base 

on skewness and kurtosis (JB) while Heteroscedasticity is based on squared residuals on squared fitted values 

(HET). 

 

 

Furthermore, diagnostic test shows robust results. For instance, Breusch-Pagan-Godfrey test 

show that there is no problem of heteroskedasticity. Also, Jarque-Bera test indicated that the 

data are normally distributed. Further, CUSUM and CUSUM of square test show that the data 

were stable during the period under study. 

 

Figure 1: Normality Test 
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Figure 2: CUSUM Test 
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Figure 3: CUSUM of Square Test 
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Conclusion and Recommendations 

This study provides a direct test of the determinants of financial development by 

investigating the impact of institutions and selected macroeconomic variables in promoting 

financial development. The ARDL model was employed. The conclusion drawn in this study 

indicate that interest rate and control of corruption are the major determinants of financial 

development in the long-run. The policy implication of the study is that a positive interest 
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rate engenders financial development, and that corruption hinders financial development, 

hence economic growth. Thus, policy-makers must, as a matter of policy ensure a positive 

interest rate through sound monetary policy framework. Also, anti-corruption agencies need 

to be strengthened, and regulatory quality should be improved upon. 
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