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ABSTRACT

This study sought to achievethe following objectives: (i)investigate the impact of federal
government’s external borrowings on the lending rates of deposit money banks in Nigeria, (ii)
determine the effect of federal government’s domestic borrowings on commercial banks total
deposit liabilities in Nigeria, (iii) examine the effect of federal government’s domestic
borrowings on commercial banks total credit, and; (iv) evaluate the effect of federal
government’s domestic borrowings on the total assets of commercial banks in Nigeria. The study
adopted ex-post facto research design. It was conducted using 16 year annualized time series data
spanning the period,1995-2016. Data were generated from the Central Bank of Nigeria Statistical
Bulletin. Four research hypotheses were formulated in the process of the research as follows: (i)
Federal Government’s external borrowings had no positive and significant effect on the lending
rates of deposit money banks in Nigeria, (if) There was no significant positive effect of Federal
Government’s domestic borrowings on the commercial banks total deposit liabilities in Nigeria,
(iii) Federal government’s domestic borrowing did not have a significant positive effect on
commercial banks’ total credit in Nigeria, and (iv) federal government’s domestic borrowing did
not have a significant positive effect on the total assets of commercial banks in Nigeria. The
dependent variable for the four hypotheses was the banking sector performance measured by
commercial Banks lending rates, their deposit liabilities, their total credits, and their total assets.
The explanatory variables weregovernment external debt components for hypothesis one and
government domestic debt components for hypotheses two to four. The four hypotheses were
tested at 5% level of significance via IBM computer-based bi-variate linear regression model
using the current statistical package for social science (SPSS)version 20. Findings show that
there wasno significant positive effect of federal government’s external borrowings on the
lending rates of deposit money banks in Nigeria; there was significant positive effect of federal
government’s domestic borrowingson commercial banks total deposit liabilities in Nigeria;
Government’s domestic borrowing hadasignificant positive effect oncommercial banks’ total
credit in Nigeria; and Federal government’s domestic borrowing had a significant positive effect
on the total assets of commercial banks in Nigeria. Considering the findings, the following
recommendations are made: Government should reduce her financing expenditure using external
debt and should rather adopt more of domestic debt financing strategy as servicing external debt
have been found to be more expensive. Secondly, the presence of a well-functioning autonomous
domestic debt market could help reduce the rate at which government borrows from outside,
therefore, such robust domestic debt market should be established in Nigeria.

vi
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CHAPTER ONE

INTRODUCTION
11 BACKGROUND TO THE STUDY
Generally, debt refers to the resources of money in use in either public or private organization
which is not contributed by its owners and does not in any other way belong to them. It is a
liability which could be represented by a financial instrument of other formal equivalents. When
a government borrows, the debt is a public debt. According to Udoka and Ogege (2012), public
debt constitute that amount of money owned by the government to institutions, government
agencies and other bodies resident in or outside Nigeria. Again, public debt are debt owe by the
government internally or externallywhether interest-bearing or notand include bank-held debt
andgovernment currency, if any; less any claims held by the government against the private
sectorand foreigners. External debt as documented in Eleje, et.al., (2012) compriseobligations the
government owe to multilateral bodies, London Club, Paris Club, foreign promissory notes and
other unclassified external borrowings. On the other hand, Nigeria’s domestic debt is defined
mainly as debt instruments by the federal government and denominated in local currency. It
consists mainly of Nigerian Treasury Bills, Nigerian Treasury Certificates, Treasury Bonds,
Federal Government Development Stocks, Ways and Means, and recently considered are

Contractor debts(Central Bank of Nigeria, 2010;Adofu and Abula, 2010; and Obademi, 2012).

Public debt oftentimes results in economic hardship or burdenif not managed appropriately. The
hardship may take the form of waste of productive efficiencyfor the economy as a whole or
undesirable economic burdensimposed upon particular classes. The debtburden in Nigeria has
resulted in various distortions in the macroeconomy. Essentially, thesedistortions are structural in

nature, and thus affect the level of per capita incomes and areinstrumental to the rising poverty in



the country (Nzotta, 2004).The latter has attracted the attention of variousauthors and Nigerian

economic planners.

A country’s debt structurecould affect her individual citizens, institutions of government,
privately owned corporate organizations like banks and consequently the economy at large. The
debt structure in this context is the magnitude of the domestic debt as well as the magnitude of
the external debts. The issue of Nigeria’s public debt became important in recent times especially
prior to the period of the debt forgiveness because of its magnitude and the amount which was
required to service such debts as well as its attendant possible effects on different operating
sectors of the economy especially the banking sector and the growth of the economy at large. As
at year end,December 2005, Nigeria external debt was N2,696 Trillion of which about

N2,029Trillion or 85% was owed to the Paris club of fifteen creditor nations.

Apart from external debts, Nigeria’s aggregate domestic debt as at 31st December, 2005 was
N1,275 Trillionof which about N801B or about 63% was owed the banking institutions as
reported by the debt management office (DMO, 2006). According to Obademi (2012), three
reasons have been advanced for such growing government debt. First, government borrowed to
finance emergencies such as natural disasters and economic depression. Secondly,government
borrowed to finance important capital projects such as water dams, agricultural development
projects, river basin development projects; and thirdly,she borrowed to finance current expendi-

ture in anticipation of reasonable revenue collection.

The genesis of the market for public debt in Nigeria was the financial reforms introduced by the
colonial government in 1958 which led to the creation of the Central Bank of Nigeria and the

creation of marketable public securities to finance anticipated fiscal deficits. The Central Bank of



Nigeria ordinance 1958 explicitly stated inter alia that: “the Bank shall be entrusted with the
issue and management of federal government loans publicly issued in Nigeria, upon such terms
and conditions as may be agreed between the federal government and the Bank”. To the ordinary
man however, public debt evidenced in budget deficit might not make sense. But different
governments since independence have used budget deficit as a means of fostering policy agenda

as occasion demands.

1.2 STATEMENT OF THEPROBLEM

Notable researchers and concerned academics like Islam and Biswas (2005), Onyeiwu (2012),
Udoka and Ogege (2012)are yet to agree on the roles of public debt in economic development.
While some argue that public debt is a credible instrument of growth and effective economic
performance, others dismiss such position insisting that public debt rather triggers debt crisis
andworsens economic situations.Drine and Nabi (2009), in agreement with the debt cycle thesis
proposed by Avramovic (1964),argue that external debt is an important funding source for an
economy characterized by low domestic savings. According to them, domestic savings in the
long run should increase to finance a higher proportion of investment and to repay the external
debt contracted in the first stage of development. But Obademi (2012) consistent with Krugman
and Proot (1989) showed that there is limit to which debt accumulation stimulate investment and
growth. He documents that at high levels of indebtedness, growth and investment would only

improve if part of the current debt service obligations of a debtor country were forgiven.

On the other hand, studies including Islam and Biswas (2005), Onyeiwu (2012), Udoka and
Ogege (2012) amongst others hold that public debt has negative effect on economic growth.
They argue that high public debt leads to high taxes and puts upward pressure on real interest

rates, which may crowd out private investment.Onyeiwu (2012) particularly document that
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domestic debt holding of government was far above a healthythreshold of 35 percent over the

period of his study presenting evidence of crowding out of private investments.

As the aboveuniversal debate is yet unsettled,there is presently another widespread argument in
respect of the developing nations that excessive public indebtedness of these countries is a major
impediment to their growth and stability. Recent studies including Bolle, et.al., (2006),Guscina
and Anastasia, (2008), and Eleje, et.al., (2012), have documented that developing countries have
contracted large amount of external debts, often at highly concessional interest rates particularly
in the 1970s and 80s. The hope was that these loans would put them at faster development path
through higher investment and faster growth. But as debt service ratios reached very high levels,
it became obvious that for many of these countries, debt repayment becamemajor constrain to

their economic performance.

Meanwhile, an extensive body of literature have attempted to examine how the structure of
public debt could affect the stage of national development in a country and how fiscal policy and
the resulting level of debt could affect macroeconomic stability (Audu, 2004; Reinhart and
Rogoff, 2009; and, Udaibir, et. al., 2010). While most of these studies explicitly acknowledged
the role of proper management of public debt in promoting overall economic growth of nations,
major sectorial evidencesuch as the effect of public debt on the banking sector is still inadequate.
This means that there is still a research gap that needs to be covered in this direction. Moreover,
even in situations where research evidence exist, majority of the studies used data from the
developed nations. The studies therefore could not capture the socio-political and business
environmental differences in the developing countries.In Nigeria today, there is this popular
opinion although lacking in empirical validation that external debt overhang is one of the major

factors that has contributed largely to the poor bank credit accessibility by businesses due to
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associated high interest rates within the last decade. This study is therefore an attempt to fill

these research gaps.

1.3 OBJECTIVES OF THE STUDY
This research generally appraises the effects of public debt on the performance of the banking
sector in Nigeria. Specifically, the study is set toachieve the following objectives:

i.  To investigate the impact of federal government’sexternal borrowings on the lending

rates of deposit money banks in Nigeria,

ii.  To determine the effect of federal government’s domestic borrowings on commercial

banks total deposit liabilities in Nigeria,

iii. To examine the effect of federal government’s domestic borrowings on commercial

banks total credit, and;

iv.  To evaluatethe effect of federal government’s domestic borrowings on thetotal assets of

commercial banks in Nigeria.

14 RESEARCH QUESTIONS
Based on the statement of research problem and the objectives of the study, this researchwill
answer the following questions:
i.  To what extentdidthe federal government’s external borrowings affect the lending rates of
deposit money banks in Nigeria?
ii.  To what extent didthe federal government’s domestic borrowings affect commercial

banks total deposit liabilities in Nigeria?



1.5

To what extent didthe federal government’s domestic borrowings affect commercial
banks total credit in Nigeria?
How far had the federal government’s domestic borrowings affected the total assets of

commercial banks in Nigeria?

RESEARCH HYPOTHESES

Arising from statement of the problem, the research objectives, and the research questions, the

following null hypotheses are formulated to guide the study:

1.6

Federal government’s external borrowings had no positive and significant effect on the
lending rates of deposit money banks in Nigeria.

There wasno significant positive effect of federal government’s domestic borrowings on
the commercial banks total deposit liabilities in Nigeria

Federal government’s domesticborrowing did not have a significant positive effecton
commercial banks’ total credit in Nigeria, and;

Federal government’s domestic borrowing did not have a significant positive effecton the

total assets of commercial banks in Nigeria.

SCOPE OF THE RESEARCH

The timeframe for the analysis of this study will be the period 1995 — 2016. This is a twenty two

(22) year period which will cut across the pre-debt cancellation era and the post-debt cancellation

era. It could be recalled that in June 2005, following an initial move by the federal house of

representative, a deal on Nigeria debt reduction emerged from the Paris club which led to the

cancellation of 60% of Nigeria’s bilateral debt amounting to $18 billion (Webbler, 2007). The

need to empirically evaluate the performance of the banking sector following the debt relief

among others informed the choice of this period of study. The study therefore will be
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comparative in nature and as such will be divided into two periods viz;eleven years before debt
cancellation and eleven years after debt cancellation respectively.

1.7 SIGNIFICANCE OF THE STUDY

This study will be of immense benefits to several groups of people including the government,

banks and other financial institutions, business organizations and academics in diverse ways:

Government: The result of this study will aidthe federal government review its policies on
external debt and adopt more of domestic debts, as servicing of external debt appears to be
expensive.This will also improvethe implementation of the monetary and fiscal policy. It will
serve as aguide to the government on budgetary allocations, debt management as well as
management and control of budget deficits to ensure effective regulations of macroeconomic

factors like inflation rate amongst others.

Banks and Other Financial Intermediaries: Banks and other financial intermediaries are
expected to profit significantly from the outcomes of this research. The study will enable banks
and other financial intermediaries have indepth knowledge of the effect of government
borrowings on their deposit liabilities, assets, and their overall performance. Consequently, it will
enable them to device appropriate negotiation strategies with the government monetary

authorities as occassion demands.

Financial Market Regulators: The research will also provide required empirical and theoretical
base concerning the effects of government debt to financial market regulators like the Central
Bank of Nigeria (CBN), Ministry of Foreign Affairs, Debt Management Office, amongst others.
Such insight will offer useful guide to these regulators in designing appropriate regulations for

the economy.



Policy Analysts and Reading Public: The outcome of this research is also expected to be of
significance to policy watchers and analyst. This group of people will utilize the platform of this
study in their analysis on public debt and financial market performance in Nigeria. Similarly, the
general public, through the findings of this research, will be better informed on the level, nature

and impacts of government’s domestic and external borrowings on the Nigerian economy.

Academics: Academically, this study will contribute to the enrichment of literature on debt
management in Nigeria. It will empirically establish the significant impact of public debt on
banking sector performance. The study is expected to provide important information to guide

future researchers.

1.8 OPERATIONAL DEFINITION OF TERMS

Debt Structure: This is the composition of debt instruments and their maturities (Bolle, et.al.,
2006)
Domestic Debt: The proportion of government debt or borrowing incured internally such as

treasury bills, bonds, etc (CBN, 2009).

Economic Growth: This is a rise in the productive capacity of a nation on a per capita basis. It
involves the expansion of the economy on a simple widening process (Eleje,
Nwokeji, and Onwumere 2008/09)

External Debt: The proportion of government debt or borrowing incured outside the country

such as Paris Club loans, London Club loans, etc (CBN, 2009).



Financial stability: Financial stability relates not only to the absence of financial crises but also to
the inherent ability of the financial system to avoid, contain, and deal with
imbalances that could pose a threat to the system or to economic processes
(Guscina and Anastasia, 2008).

Per Capita Income: This is a measure of mean income within an economic aggregate such as
acountry or city. It is calculated by taking a measure of all sources of income in
the aggregate such as GDP or GNI and dividing it by the total population
(Wikipedia, 2012).

Performance: This is the accomplishment of a given task measured against preset known

standard of accuracy and completeness. To a business organization, it
implies the results of activities of the organization or investment over a

given period of time (Hornshy, 2006).



CHAPTER TWO
REVIEW OF RELATED LITERATURE

2.1 INTRODUCTION

This chapter generally reviews related literature on debt and the performance of the Nigeria
economybut with special attention to how public debt has influenced the performance of banking
system overtime. In order to achieve proper evaluation, both the conceptual framework as well as
theoretical and empirical literature relevant to the research objectives were reviewed. The
theoretical framework centred on theories of capital structure including Modigliani and Millers
Irrelevance theory, Trade-off theory and Signaling theory. It further reviewed theories that are
specific to government debt and the economy such as Debtcum-growth theory, Threshold school
of thought, and Profligacy theory respectively. Subsequently, numerous empirical studies
concentrating on the main objectives of the research were also evaluated. The chapter concludes

with summary of the literatur review.

2.2 CONCEPTUAL REVIEW

2.2.1 CONCEPT OF PUBLIC DEBT

Public or government debt generally mean debt obligations owe by the government within its
economy or externally. The Central Bank of Nigeria (2010) has defined foreign debt or external
borrowings as debt obligations the government owe to multilateral bodies, London Club, Paris
Club, foreign promissory notes and other unclassified external borrowings. Debt instruments are
IOU certificates, that is, certificates that acknowledge indebtedness. They are the tools
governments often use to borrow money from the public. In principles, state and local
government can also issue debt instrument, but limited in their ability to issue such. In Nigeria,

public domestic debt instruments consist of Nigerian Treasury certificates, Federal government
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development stocks and treasury bonds (Adofu and Abula, 2010). The instruments are being held
by banks and other financial institutions as well as other private non-banks institutions. Out of
these intruments, treasury bills, treasury certificates and development stocks are marketable and
negotiable while treasury bonds; ways and means advances are not marketable but held solely by
the central Bank of Nigeria. The Central Bank of Nigeria (CBN) is the banker and financial
adviser to the federal government and as such, it is charged with the responsibility for managing

the public debt.

2.2.2 CONCEPT OF BANKING SECTOR PERFORMANCE

Bank performance according to the European Central Bank (ECB, 2010) is measured in terms
ofthe bank’scapacity to generate sustainable profitability. Profitability is a bank’s first line of
defence against unexpected losses, as it strengthens its capital position and improves future
profitability through the investment of retained earnings. An institution that persistently makes a
loss will ultimately deplete its capital base, which in turn puts equity and debt holders at risk.
Moreover, since the ultimate purpose of any profit-seeking organisation is to preserve and create
wealth for its owners, the bank’s return on equity (ROE) needs to be greater than its cost of
equity in order to create shareholder value. Although banking institutions have become
increasingly complex, the key drivers of theirperformance remain earnings, efficiency,risk-taking
and leverage. These variables are directly influenced by the interest rates the banks pay
depositors for their deposits or the interest rates the banks receive in their process of creating
credits to the public. Bank performance could also be influenced by their total credit facilities as
well as deposit liabilities (Ang and Clark, 1997; Dev and Rao, 2006/2007). While it is clear
however that a bank must be able to generate earnings, it is also important to take account of the

composition and volatility of those earnings. Efficiency refers to the bank’s ability to generate
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revenue from a given amount of assets and to make profit from a given source of income
(Abuzayed and Molyneux, 2009). Risk-taking is reflected in the necessary adjustments to
earnings for the undertaken risks to generate them (e.g. credit-risk cost over the cycle). Financial
Leverage involves the introduction of debt in firms capital structure. It involves the use of debt to
fund a firms investment in an attempt to magnify shareholders value. The rationale is often based
on the understanding that interest funding is tax allowable unlike equity and as such, offers
financial relief on its holder (Pandey, 2006). For the banking industry, leverage might improve
results in the upswing in the way it functions as a multiplier but, it can also make it more likely

for a bank to fail, due to rare, unexpected losses.

The use of debt in a firm’s capital structure or investment proposals has been the subject of
intensive theoretical modeling and empirical examination over the years. Much of the literature
on this question takes its departure from the seminal writings of Modigliani and Miller (1958)
and their Theorem of Irrelevance. Since this period, many researchers have subsequently argued
their case for and against the firm’s optimal value capital structure (Wen-Jhan; 2010;
Muhammed and Qamar, 2010; Fabrizio, et.al, 2011; Meysam, Shaer, and Soleimani, 2012).

2.3 CONTEXTUAL REVIEW

2.3.1 PUBLIC DEBT AND THE NIGERIA EXPERIENCE

When the government spends more than it receives using some sort of security to cover the
deficiency, it normally lead to debt as source of fund. The aggregate of securities over timeless
redemption is called the national debt (Ajayi, 1991). The foregoing statement points to the fact
that government accumulates debt simply by running deficits through borrowing on the

distribution of such securities. National debt consists of all securities issued by the federal
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government and held by the Central Bank of Nigeria, individuals and foreigners, government and

trust funds, private sector as well as those held by commercial banks.

Various approaches have been adopted towards making public debt sustainable in Nigeria. Under
the Structural Adjustment Programme (SAP), Nigeria adopted the following strategies to
ameliorate domestic debt: acquisition of domestic debt, restructuring of domestic debt, and
servicing of domestic debt. On the external front, the following strategies were employed:
embargo on new loans, limit on debt servicing payments (maximum 30% of export earnings);
debt restructuring through refinancing, rescheduling, buyback, issuance of collateralized bonds,
and the provision of new money, and debt conversion schemes. In spite of these and international
debt reduction strategies such as the Baker Plan (1985), the Paris Club plan (1987), the Africa
Development Bank (ADP) plan, the Brady plan (1989), the IMF Facilities comprising the
Structural Adjustment Facility, External Fund Facility, the Enlarged Access Policy, the Enhanced
Structural Adjustment Facility, and Compensatory and Contingency Financing Facility have not
change the picture from what it used to be for mostly Africa countries. Despite the World Bank
facilities (structural adjusted lending, the reduction facility, the special programme of assistance
and the trade investment and policy loan), Toronto and Trinidad terms, the Housten terms and
the Naples term, Nigeria’s public debt continued to grow like an avalanche (Ajayi, 1991; Ani,

1997; Anyanwu, 1997).

2.3.2 PERFORMANCE AND RATIONALE OF PUBLIC DEBT IN NIGERIA

Within period under review domestic debt grew astronomically averaging 114.98 percent of bank
deposits (Obademi, 2012). In 1994, debt as percentage of bank deposits was 250 percent and
reduced progressively to 74.94 percent in 2005 and was as low as 7.62 percent of bank deposits

in 2008. In terms of tenor, the domestic debt was highly short tenured until recently. For instance
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in 1994, treasury bills accounted for 42 percent of domestic debt, treasury bond accounted for 48
percent, treasury certificate accounted for 9.16 percent and development stock accounted for 8.22
percent of domestic debt and this was the trend until 2007. In 2002, treasury bill accounted for
62.93 percent, treasury bond accounted for 36.93 percent and development stock which is the
long term instrument accounted for a mere 0.14 percent of domestic debt (Adofu and Abula,
2010). The implication of this is that the debt was used to finance recurrent expenditure which
was not growth inducing. But this situation reversed from 2007 as the contribution of treasury
bills to domestic debt fell to 26.50 percent, treasury bond accounted for 18.80 percent and federal
government bonds which is the long term instrument accounted for 54.67 percent of the domestic

debt.

Theoretically, there are three reason often advanced for government debt (Alison, et. al., 2003).
The first, is for budget deficit financing, the second is for implementing monetary policy and the
third, is to develop the financial sector by supplying tradable financial instrument so as to deepen
the financial markets. But Ola and Adeyemo (1998) while explaining the reasons for increasing
public debt on the part of the Nigerian government identified three factors: Government
borrowed to finance emergencies such as natural disasters and economic depression;
Government borrowed to finance important capital projects such as water dams, agricultural
development projects, river basin development projects; and, government borrowed to finance

current expenditure in anticipation of reasonable revenue collection.

2.3.3 EFFECT OF PUBLIC DEBT IN NIGERIA
Large public debt espacially, internal domestic debt tends to crowd out private investment. The
process of crowding out arises from the fact that once the government borrows heavily from the

domestic market, a shortage of loanable fund arise forcing interest rate up. Between 1994 and
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2003, a period of large deficit financing, interest rate was on an average of 23.05 percent but
between 2004 and 2008, a period of low deficit financing and lower debt ratio, interest on the

average reduced to 19.23 percent (Onyeiwu, 2012).

Another significant effect of public debt is high rate of poverty. The welfare implication of
public debt is the unemployment rate increase due to the closure of industries and decline in
government finance on social service, infrastructure service since most part of government
revenue are used to service the debt. The resultant effect of all these is that the rate of poverty
continue to rise in the country (Olukole 1991). For instance in 1996 a period of high debt ratio,
the poverty line was 65.6 percent whereas in 2004, a period of reducing debt ratio, the poverty

line reduced to 54.4 percent, though it further increased to 63 percent in 2009 (NBOS, 2009).

Internal debt may also aid government development program if the government sells bonds and
development stocks to members of the public to finance its capital expenditure thereby pulling
out funds out of personal and corporate income which is effectively utilize in infrastructural
projects which by a multiplier effect facilitate generation of a multiple of that income leading to
economic growth. It is this situation that commends the switch from overtly preponderance of
short term debt instruments in the 1990s to long term debt instruments from 2006.

An important component of debt management is to stimulate a diverse investor base and develop
instruments, trading facilitation and distribution network that best suite the needs of the invertors
( IMF, 2001). In fact, it is crucial to have a diversified investor base in term of time horizon, risk
preference and trading motives, especially for fixed income securities (Sidaou 2003). This will
help ensure high liquidity and a satisfactory demand. Between 1994 and 2003,CBN holding of
domestic debt averaged 67.92%, while Deposit Bank holding averaged 19.11% and non bank

holding averaged 12.03%. This situation changed between 2003 and 2009 as CBN holding
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plummeted to an average of 18.56% and that of Deposit Money Bank skyrocketed to an average
of 52.52% and that of non-bank public holdings of debt instrument averaged 27.45%. The
situation where CBN holds more than 50 percent of debt instruments is a reflection of a shallow
market with elements of financial repression and therefore a more active participation of the
banks and non banks from 2003 is indicative of increase in depth, breath and liberalization which
should improve the effectiveness of monetary policy. However, policies should be initiated to
make the market more attractive for non bank public as the large pool of fund with the pension

mangers could find a safe haven in the domestic debt market.

2.3.4 DEBT STRUCTURE AND MANAGEMENT IN NIGERIA

The debt structure of a country affects individual citizens, institutions of government, privately
owned corporate organizations like banks and consequently the economy at large. The debt
structure in this context is the magnitude of the domestic debt as well as the magnitude of the
external debts. The issue of Nigeria’s public debt became important in recent times especially
prior to the period of the debt forgiveness because of its magnitude and the amount which was
required to service such debts as well as its attendant possible effects on different operating
sectors of the economy especially the banking sector and the growth of the economy at large. As
at the month of July 2005, Nigeria external debt was US$34 billion of which about $28 billion or

85% was owed to the Paris club of fifteen creditor nations.

Apart from external debts, Nigeria’s domestic debt as at 31st December, 2003 was N1.329
trillion and as at July 2006 it was N1.5 trillion as at July 2005 as reported by the debt
management office. Nigeria’s domestic debt is defined mainly as debt instruments by the federal

government and denominated in local currency. It consists mainly of Nigerian Treasury Bills,
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Nigerian Treasury Certificates, Treasury Bonds, Federal Government Development Stocks,

Ways and Means and recently considered are Contractor debts.

At a point in year 2003 it was estimated that Nigeria needed approximately US$3 billion yearly
to fully service her external debt apart from her domestic debt and this was considered
unthinkable to do as it will result in the economy getting almost grounded. In Nigeria, the genesis
of the present existing market for domestic government debt was the financial reforms
introduced by the colonial government in 1958 which led to the creation of the Central Bank of
Nigeria and the creation of marketable public securities to finance anticipated fiscal deficits. This

is explicitly stated in the Central Bank of Nigeria ordinance 1958 thus:

“The Bank shall be entrusted with the issue and management of federal government loans
publicly issued in Nigeria, upon such terms and conditions as may be agreed between the federal
government and the Bank. To the ordinary man, public debt evidenced in budget deficit might
not make sense however different governments have used both budget deficit and budget surplus
as a means of fostering policy agenda as occasion demands.” In Nigeria like so many developing
countries, the government has assumed an active role in the development of the economy in
trying to put in place the infrastructure and institutional superstructure necessary for economic
growth and development. This necessitated borrowing from different sources with the aim of
putting the funds on various projects believed to have the ability of driving the economy forward

in which case they are supposed to be productive loans.

Also, over the years, the ever increasing Nigerian population has put some pressure on the
government to spend more on public goods and merit goods. The contribution or provision of

infrastructural facilities which is termed total factor productivity and often the responsibility of
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the nation state has made borrowing on the part of government also inevitable. Since most of
these infrastructures cannot be left in the hands of the private sector judging from the experience
of market failures in different countries where this has been experimented, the public sector is
then seen as the one better at handling issues of social overheads or infrastructural facilities.
Essentially, the argument for the public sector activity is not because of its ability to run systems
assigned to it efficiently but that the social marginal benefit derivable from state functions

usually far exceeds their social marginal cost even if the ventures are run at a commercial loss.

2.3.5 GENESIS AND GROWTH OF PUBLIC DEBTS IN NIGERIA

Nigeria’s external indebtedness dates back to pre-independence period. However, the quantum of
the debt was small until 1978. The debts incurred before 1978 were mainly long-term loans from
multilateral and official sources such as the World Bank and the country’s major trading
partners. The debts were not much of a burden on the economy because the loans were obtained
on soft terms. Moreover, the country had abundant revenue receipts from oil, especially during
the oil boom of 1973-1976. The total external debt outstanding as at 31st December 2004 stood
at US$35.94 billion as against US$32.92 billion in December 2003, indicating an increase of
US$3.03 billion or 9.20 percent. As was the case in the year 2003, the increase in the debt stock
was largely as a result of the interest component of additional payment arrears that accumulated,
and continued depreciation of the US dollar against other currencies in which the debts were

denominated.

The additional interest of US$1.54 billion was made up of contractual interest of US$1.30 billion
and late/penalty interest of US$0.233 billion, but the increase due to the effect of the depreciation
of the US dollar was approximately US$1.49 billion. A further breakdown of the total debt

outstanding showed that the principal balance was US$30.29 billion; principal arrears amounted
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to US$1.94 billion, interest arrears and late interest were US$3.36 billion and US$0.357 billion
respectively. The increase in the external debt stock was due primarily to arrears that were
incurred as a result of non-servicing of the non-official development assistance bilateral debt.

Arrears on this debt accounted for 96.6 percent of total arrears.

The management of domestic debt in Nigeria has hitherto been conducted by the Central Bank of
Nigeria (CBN) through the issuance of government debt instruments, which consisted of
Nigerian Treasury Bills; Nigerian Treasury Certificates; Federal Government Development
Stocks; Treasury Bonds; and, Ways and Means Advances respectively. It is important to note
that the above given position does not include contractor debts and supplier credit owed by the
government, which are estimated at about N650 billion. Neither does it include contingent
liabilities, which are loans guaranteed by the Federal Government, nor inter-agency debt. In the
year 2004, the DMO made plans to build on the success of the 1st FGN Bonds floatation that
were first issued in 2003. The DMO embarked on the arrangements to commence the issuance of
bonds on a regular basis in small tranches that the market could accommodate. The DMO
commenced the smoothening and restructuring of the Treasury Bills in 2004. The restructuring
entailed extending the maturities of the existing Treasury Bills by issuing tenors of 6, 12, 24, and

36 months, to refinance part of the existing 91-day Treasury Bills.

2.3.6  PUBLIC DEBT BURDEN VERSUS DEBT SERVICE BURDEN IN NIGERIA

Cohen (1992) posits that external debt does not constitute a burden when contracted loans are
optimally deployed and the returns on investment is enough to meet maturing obligations, while
the surviving of the domestic economy is not undermined. Rather, he argues that where the
reverse is the case, then a debt service burden will emerge. To properly gauge the gravity of debt

burden on Nigerian economy, Anyanwu (1997) argues that neither the overall level of
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indebtedness nor the aggregate level of debt service payment is an adequate measure of a region
or country’s problem. He suggested that they should be used in combination with other debt

indicators to get a more accurate picture of the situation.

According to Nzotta (2004), these other indicators include: the external debt of GDP ratio of debt
service to federally collected revenue, the ratio of interest payments to debt stock, and the ratio of
outstanding debt stock to GDP. These indicators according to him show the degree of the
severity or intensity of external debt burden. Nzotta (2004) described debt service burden as the
weight of debt service payment relative to the proportion of national income devoted to servicing
of economy. They concluded that debt service problem would arise when maturing obligations

cannot be redeemed owing to either bad leadership or insolvency problem.

The total external debt service payment for the year 2004 was US$1.75 billion compared to
US$1.81 billion in 2003, reflecting a decrease of US$0.054 billion or 3.01 percent. The external
debt service payments of US$1.75 billion comprised of principal repayments of US$1.17 billion,
and interest payments and commitment charges of US$0.589 billion. It is important to note that
the US$1.75 billion debt service paid in 2004 is actually well below the debt service due for the
year of US$2.99 billion. This arises because Nigeria has not fully serviced its Paris Club debts,
as an amount of US$2.23 billion was due but only US$0.99 billion was paid. The shortfall
transforms into arrears and attracts severe penalty interest. This very process has contributed to

the explosion in Nigeria’s external debt stock over the years (DMO, 2010).
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2.4 THEORETICAL REVIEW

A Capital Structure Theories

There are many competing capital structure theories, that it becomes necessary to classify them
into some broad groups. Harris and Raviv (1991), for example organized their survey of
literature around the “driving force” behind financing, government policy and capital structure.
They came out with a classification of theories based on times and bankruptcy cost, theories
based on agency cost, theories based on taxes and bankruptcy cost, theories based on asymmetric
information, theories based on interaction with import and, or product markets and theories based
on corporate control consideration. Another classification could be based on whether particular
theory presumes the existence of optimal financing policy and how the theory describes it. This
was one of the classifications adopted by Sanders (1998). According to this classification, there
are theories stating that there is an optimal debt-equity mix (trade-off theories); that there is an
optimal financing hierarchy (pecking order theories) and the capital structure irrelevance theory
(Modigliani and Miller, 1958). Modigliani and Miller (1958) points out that there is optimal
financial structure permitting the maximization of the value of the firm. This theory becomes

widely known as capital structure irrelevance theory.

2.4.1 Capital Structure Irrelevance Theory: The Modigliani and Miller Theory

Modigliani and Miller (1958) provide the fundamental impulse to the study of capital structure
problem by showing that under some strong assumptions (an ideal world of pure and perfect
competition without taxes) the choice between debt and equity financing has no effect on a firms
values. They showed that capital structure is irrelevant to a firm’s value when assets earnings and
future investment opportunities remain constant. The theory says that since financial leverage has

no effect neither on the size of operating income nor on the level of business risks, then dividing
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the operating income into two (dividends and interests) should not affect the value of the

company.

2.4.2 Trade-Off Theories

Opponents of irrelevance theory have criticized it by arguing that assumptions used by
Modigliani and Miller, are not realistic. The trade-off theory determines an optimal capital
structure by adding various imperfections including taxes, cost of financial distress and agency
cost, but retains the assumptions of market efficiency suggest that firm target leverage is driven
by three competing forces: (i) taxes (ii) costs of financial distress (bankruptcy costs), and agency
conflict. The trade-off theory says that companies have optimal debt-equity ratios, which they
determine by trading-off the benefits of debt-against it cost (Scott, 1976). In the traditional or
original form of the model, the chief benefit of debt is the tax advantage of interest deductibility
(Miller, 1977). The traditional view did not take into account that shareholders required rate of
return would increase as soon as financial leverage will rise. Modern versions of trade-off theory
are based on capital market imperfections (taxes, bankruptcy, cost, agency cost) and argue that
there is a trade-off advantages and disadvantages associated with the use of debt capital. The
earlier modern versions of the theory were static. The static trade-off theory of capital structure
explain observed capital structure, as its name implies, as a static trade-off of costs and benefits

of debt.

2.4.3 Signaling Theories

Though the Modigliani and Miller (1958) theorem suggested that the financial structure has no
influence on firm value, a number of theoretical works have provided arguments in favor of the
non-neutrality of financial structure in economic terms. Among the works contesting the

relevance of Modigliani-Miller theorem, a major strand suggests a relation between leverage and
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corporate performance. The studies on the link between leverage and corporate performance can
in fact be classified in two categories. The first one includes the works based on information
asymmetries and signalling. Firm insiders (managers or shareholders) possess some private
information about the characteristics of the firm. It has then been demonstrated that these
information asymmetries between borrowers and lenders induce some adverse selection
problems: the impossibility of lenders to price a loan according to the borrower’s quality results
in an imperfect pricing, leading to credit rationing (Stiglitz and Weiss (1981). Therefore, “high-
quality” borrowers have incentives to show their quality. However, they need to provide this
private information by using a credible signal, meaning a signal that can not be provided by
“low-quality” borrowers. Debt can then be adopted as this signal as the choice of financing by
debt rather than by equity conveys valuable information to the lenders (Leland and Pyle, 1977).
In particular, Ross (1977) advanced that a “good-quality” company can issue more debt than a
“low-quality” one, because the issue of debt leads to a higher probability of default due to the
debt-servicing costs which represent a costly outcome for firm insiders. As a result, debt is a
credible signal of the quality of firms and “good-quality” firms are more inclined to issue debt.
Thus, this theory suggests that the most performing firms, those having the more profitable
investments, ask for more debt: there should then exist a positive relation between corporate

performance and leverage.

The second category of studies on the relationship between leverage and corporate performance
is linked to the agency costs literature. As mentioned by Jensen and Meckling (1976), significant
agency costs can indeed arise from conflicts of interest between categories of agents (managers,
shareholders, debtholders). These authors identify in fact two types of conflicts that have

different implications leading to opposite theories on the link leverage-performance. Firstly,
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agency costs result from the conflicts of interest between shareholders and managers. The key
problem is here the moral hazard behavior of managers that can waste firm resources or
minimize their effort rather than increasing firm value, as they have their own objectives. In this
way, debt financing raises the pressure of managers to perform (meaning to reduce their waste of
resources and to increase their effort) as it reduces “free cash-flow” at the disposal of managers
(Jensen, 1986). Indeed, debt implies interest payment obligations that must be satisfied by
managers, under the threat of a bankruptcy if these obligations are not satisfied. Grossman and
Hart (1982) also argue that debt financing provides better incentives for managers to perform as
they aim to avoid the personal costs of bankruptcy. Consequently there should exist a positive

influence of leverage on corporate performance.

Secondly, agency costs also arise because of the conflicts of interest between shareholders and
debtholders. Indeed shareholders have incentives to take actions that benefit themselves at the
expense of debtholders, and consequently that do not necessarily maximize firm value. This
divergence of interests has two manifestations. On one hand, it gives incentives to shareholders
to invest in riskier projects than those preferred by debtholders (Jensen and Meckling, 1976).
This “asset substitution’ comes from the asymmetry of gains for shareholders: if an investment
provides returns above the debt value, gains are for shareholders. Whereas if the investment fails,
losses are shared between debtholders that do not receive the repayment and shareholders that
suffer from the loss of capital, because of limited liability for shareholders. On the other hand,
conflicts between shareholders and debtholders can also create underinvestment, as demonstrated
by Myers (1977). As a result, the agency costs resulting from the conflicts of interest
shareholders-debtholders suggest that a higher leverage is correlated with a lower corporate

performance.
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To sum it up, theoretical literature provides opposite arguments on the relationship between
leverage and corporate performance. Whereas theories based on signalling and the agency costs
resulting from the conflict of interests shareholders managers provide arguments in favor of a
positive relation, the stream of research analyzing the agency costs from the diverging interests
between shareholders and debtholders suggests a negative relation. Therefore, has empirical

literature decided between theories?

Determinants of Corporate Performance

There are sets of explanatory variables that are commonly documented in the literature that affect
firms’ leverage. One of the variables is growth opportunity. According to Galai and Masulus
(1976), Jensen and Meckling (1976), and Myers (1977), when firms issue debt, managers have
incentive to engage in asset substitution and transfer wealth away from bondholders to
shareholder. Uniqueness is another variable. Accordingly to Titman (1984), a firm’s liquidation
decision is causally related to its bankruptcy status. Again, non-debt tax shield is another
variable, the main incentive for borrowing is to take advantage of interest tax shield. The other
variables are tangibility and profitability and earnings volatility. The agency models of Jensen
and Meckling (1976), Easter brook (1984), and Jensen (1986) state that higher leverage helps to

control agency problem by forcing managers to payout more of the firm’s excess cash.

B. Government Debt And Economic Growth Theories

2.4.4 Debtcum — Growth Theory

The first stand of thought in the debtcum — growth theory is the substituting school of thought.It
considers external debt as a substitute for domestic savings and investment and

thereforedomestic savings and investment are crowded out as a result (Krugman, 1988; Alesina
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&Tabellini, 1990; Tornell & Velusco 1992). The thinking is that the returns from investing in
acountry are seen as being subjected to a high marginal tax by creditors and this may
discouragedomestic and foreign investors. This is the familiar debt overhang theory. It is also
argued thatforeign savings may be used for consumption rather than for investment. However,
studies byCohen and Sachs (1986) and Cohen (1992) present endogenous growth models where

capitalaccumulation is the driving force for growth.

2.4.5 Threshold School of Thought (Debt - Latter Curve Thesis)

The burden of external debt is the concern of threshold school of thought which emphasizes
thenon-linear relationship between debt and growth (Calvo, 1998). It links debt and growth
toproblem of capital flight where at high debt levels growth falls. According to the
thresholdtheory, the fall in growth is due to the higher distortionary tax burden on capital
required toservice the debt. It leads to lower rate of return on capital, lower investment and,
hence, lower

growth. It maintains that low debt regimes have higher growth rate and lower strand of thoughtin
the debt — growth nexus sees external debt as capital inflow with positive effect on
domesticsavings and investment and thus on growth which leads to poverty reduction via
appropriatetargeting of domestic savings and investment (Calvo, 1998). Such foreign capital
inflows helpto finance a chronic shortfall of domestic savings over investment, the gap in the
currentaccount. There should be no problem with the theory as the funds are channeled
intoproduction investment which allows the country to grow and generate future export earnings

torepay the loan.
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2.4.6 Profligacy Theory

The profligacy thesis attempts to correct the weakness of growth — cum debt theory by
focusingon the institutional arrangement under which a loan was contracted. The profligacy
thesis, acomponent of the system stability theory, recognizes that the debt crisis arose from
weakinstitutions and policies that have wasted resources through unbridled official corruption
anddamaged living standards and development. These policies led to distortions in relative
pricesand encouraged capital flights — as seen in substantial external liquid funds of private

citizensof debtor countries in foreign banks (Nyong, 2005).

C. Sovereign Debt-Cum Domestic Bank Liquidity Theory

Sovereign debt and domestic bank liquidity theory as recently formalized in the work of Perez
(2015) explains two mechanisms through which debt defaultcan disrupt the domestic economy
via its financial system and affect the government's repaymentincentives, using a model of
endogenous default enriched with a financial sector. The firstmechanism is related to banks'
balance-sheet exposure to public debt. As argued by existingresearch, a sovereign default has a
negative impact on banks' wealth, which reduces theirability to raise funds and prevents the flow
of resources to productive investments. The secondand novel effect is related to the liquidity
value of public debt. Banks that do not have goodinvestment opportunities invest in public debt
to transfer their wealth across time. After adefault the domestic supply of public debt is scarce
and these banks substitute away from theuse of government securities to investments in their less

productive projects.

The theoretical framework of sovereign debt features an economy with heterogeneous banks and

a government that can issue external and internal public debt and choose to default on it ex-post.
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Banks can finance projects with idiosyncratic productivity, lend to the government by investing
in public debt, or lend to other banks using interbank deposits. The joint analysis of domestic and
external debt gives rise to a new insight that is the dual role of sovereign debt. First, public debt
IS a security that allows the government to transfer aggregate resources across time when the
holders of this security are foreign investors. Second, it provides liquidity to the domestic
financial system given the presence of financial frictions in the domestic economy that prevent
the banking sector from satisfying its demand for liquidity with privately issued securities.
Accordingly, the government issues public debt to front-load and smooth consumption for a
representative household and at the same time provide public liquidity to the domestic financial
system. A negative liquidity effect arises following a sovereign default as the supply of public

debt is relatively scarce and its expected return low.

Consider a bank with low-productivity investment projects that finds it profitable to invest in
public debt. After a default the aggregate supply of public debt is low and so is its return;
therefore, this bank will now prefer to make loans to its low-productivity projects. These projects
demand labor, which will now be allocated to projects that are, on average, of lower productivity.
This in turn, translates into a lower level of aggregate output. The balance-sheet effect of default
arises due to the presence of a borrowing constraint for banks that links the maximum amount
that banks can borrow from each other to their wealth (net worth). Consider again a bank that is
invested in public debt and currently has the opportunity to finance high-productivity projects. A
sovereign default reduces the wealth of that bank, which in turn limits the amount of credit it can
obtain from other banks to finance its projects. This reduces the amount of labor demanded for
these projects, thereby reducing the aggregate demand for labor and equilibrium wages. The

reduction in wages increases the expected return on projects and induces banks with lower-
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productivity projects to invest in them. As a result, there is a drop in the average productivity of

the economy through a less efficient allocation of labor.

The presence of these effects gives rise to an internal cost of default that the government will
take into account when making repayment decisions. The optimal repayment decision entails a
trade-off. On the one hand, a sovereign default precipitates an output cost, in this case
endogenous, as well as an exogenous cost of a temporary exclusion from external financial
markets. On the other hand, by defaulting, the government saves resources from being paid back
to foreign investors. The attractiveness of default will thus depend on the composition of the
residence of the government's creditors.

25 EMPIRICAL REVIEW

Public debt problems in Nigeria have been traced to the collapse of the international oil price in
1981 and the persistent suffering of the international oil market and partly due to domestic lapses
(Adofu and Abula, 2010). Credit facilities during this period gradually dried up, which led to a
number of projects getting staled. Ahmed (1984) documented the causes of debt problem as
related to both the nature of the economy and the economic policies put in place by the
government. He articulated that the developing economies are characterized by heavy
dependence on one or few agricultural and mineral commodities and export trade is highly
concentrated. The manufacturing sector is mostly at the infant stage and relies heavily on
imported inputs. The overdependence on the developed countries for supply of other input and

finance for economic development have made them vulnerable to external shocks.

Similarly, Sanusi (1988) asserts that faulty domestic policies which range from project financing
mismatch, inappropriate monetary and fiscal policies were responsible for the government debt

problem. He argues that some of the policies were of little significance because of the perceived

29



temporary effect of the external shocks. The expansionary policies led to stupendous
macroeconomic fallout, which encouraged import and discourage export. Ajayi (1989) advocated
the revival of the economic growth as the best and most durable option to the debt burden. He
however observed that the needed growth is disturbed by two factors including limitation
imposed by inappropriate domestic policies and the external factors beyond the control of the

economy.

James (2006) argues that public debt has no significant effect on the growth of the Nigeria
economy because the fund borrowed were not channeled into productive ventures, but diverted
into private purse. He suggested further, that, for the gains of the debt forgiveness to be realized
the War Against Corruption should be fought to the highest. Adofu and Abula (2010) result is
consistent with Oshadami (2006). Both studies concluded that the growth of public debt has
affected negatively the growth of the economy. The situation is premise on the fact that majority
of the market participant are unwilling to hold longer maturity and as a result the government has
been able to issue more of short term debt instruments. This has affected the proper conduct of
monetary policy and affected other macroeconomic variables.

Other studies have attempted to explain the rationale for the changing debt profile in Nigeria
between the 1960s and now (Odozi, 1996; Rapu, 2003; and Obademi, 2012). The major factors
common to these studies include high budget deficits, low output growth, large expenditure
growth, high inflation rate and narrow revenue base witnessed since the 1980s. The fiscal
operation of the federal government resulted in large deficit averaging 1.93 percent of GDP
between 1994 and 2008. From an average deficit of 1.56 percent of GDP for the period 1994-
1979, it increased on average to 3.35 percent in 1999-2003 and then reduced to 0.86 percent of

GDP in 2004-2008. A very remarkable feature of the government fiscal expansion was the
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financing of the excess expenditure from domestic debt averaging 114.98 percent of bank deposit

between 1994 and 2008.

Cross country relationship between fiscal deficits (as a percentage of GDP) and the size of
government debt markets confirm that countries with large fiscal deficits have issued more
government securities in domestic markets (Mihaljek et al 2002). Generally declines in
government revenue were met by borrowing from the central bank through the instrument of
ways and means advances. These advances according to Adofu et. al. (2010) were never
defrayed by the federal government but refinanced by the flotation of new treasury bills and
treasury bonds to pay holders of maturing debt instruments thereby contributing to the continued
growth of the debt stock.

An extensive body of empirical literature exists that tries to examines how public debt affects the
structure and performance of banks as well as other financial institutions in a country and how a
country’s fiscal policy and the resulting level of debt affect macroeconomic stability. Majority of
the studies agree that different sources of vulnerabilities may arise from the debt profile,
depending primarily on the debt structure, that is, the composition of debt instruments and their
maturities (Borensztein, et.al., 2004; Bolle, Rother, and Hakobyan 2006; and Udaibir, et. al.,
2010). Inappropriate debt structures could become channels or sources of vulnerabilities to the

real economy and the financial system.

Perez (2015) quantified government debt and domestic bank liquidity theory using aggregate
macroeconomic and banking data forArgentina. He quantified theoutput costs of default and
found that the two mechanisms can generate a deep and persistentfall in output of 5.5% in the
two years following a default. These endogenous output costs ofdefault are important in inducing

government's incentives to repay its debt as they generateall the commitment necessary to
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explain observed levels of external public debt issuance. Dataon aggregate exposure of banks to
public debt and on banks' liquidity management before and after default allowed the researcher to
identify and disentangle the strength of each mechanism. The balance-sheet effect explained 65%
of the output cost of default, while the remaining 35% is explained by the liquidity effect. The
dynamics of the model are consistent with business cycle facts. The model is then used to explore
the implications of allowing for post-default bailouts of the banking system and implementing a
minimum requirement of public debt holdings in banks. Although desirable ex-post, post-default
bailouts are welfare reducing ex-ante since they weaken government commitment. On the other
hand, imposing a minimum requirement of public debt on banks is welfare improving as it

enhances government's commitment by increasing the output cost of default.

Some literature have focused on two sources of vulnerabilities, foreign currency-denominated
liabilities and the short maturity of liabilities (Guscina 2008, and Papaioannou 2009).
Inappropriate debt structures can lead to higher interest payments. In general, lower-cost debt
structures such as the excessive use of foreign currency—denominated debt are subject to higher
risk in the event of an unexpected shock. In the past, many emerging market countries, especially
in Latin America, relied heavily on the issuance of instruments linked to the exchange rate.
Mexico’s case during 1994 is a good example. According to Jeanneau and Verdia (2005), the
Tesobonos (domestic bonds linked to the U.S. dollar) represented almost the entire stock of
Mexico’s public debt, up from just 4 percent a year earlier. This increase alarmed international
investors. At the end of 1994, the domestic currency was devalued. The devaluation led to a
significant increase in the debt stock and consequently to significant financial instability. This
episode is a clear example of how a poor debt structure can have adverse financial consequences.

After the crisis many Latin American countries improved the composition of their debt structure
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and developed their domestic debt markets, in order to become less vulnerable to debt-related

shocks, a pattern also seen in Asia after the financial crisis that hit that region.

In Turkey crisis-triggered retooling of policies on debt management enhanced resilience to
financial shocks. Keller, et.al., (2007) document that Turkey’s public balance sheet was severely
weakened as a result of the banking and exchange rate crises in 2001. The bailing out of the
banking sector, through the issuance of foreign exchange-linked government bonds led to a
surge in public debt, a shortening of maturities, and greater exposure to foreign currency risks. In
the aftermath of the crisis, reducing the risks from high public debt became a necessary condition
for ensuring financial stability. Prudent debt management, against the backdrop of strong fiscal
and growth performance, contributed to the improvement in the country’s sovereign balance
sheet and prospects for financial stability. Although a virtuous combination of tight fiscal policy,
falling interest rates, and strong economic growth helped reduce debt ratios, the Turkish
authorities also took advantage of the favorable macroeconomic tailwind to improve the debt
structure, reduce risks, and increase financial stability, including through reductions in the level
and volatility of interest rates. For example, foreign currency—indexed domestic debt was halved
between 2002 and 2006, from 32 percent to 16 percent, significantly reducing sovereign debt
exposure to exchange rate risk. The fixed rate share of domestic debt over the same period
increased from 25 percent to more than 40 percent, and the share of short-term debt declined to

less than 5 percent of total debt in mid-2006, down from more than 20 percent four years earlier.

In general, debt structures that rely heavily on short-term instruments are sources of
vulnerability, because short average maturities entail high rollover and refinancing risk. In such
cases, an increase in interest rates can have an adverse fiscal impact. Debt structures that are too

short or allow for bumps in the maturity profile can potentially generate confidence crises, fueled
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by investors’ concerns that the government will not have sufficient funds to redeem maturing
bonds when they fall due. Depending on the extent of these fears, they could translate into lower
demand for the country’s instruments in auctions, thus triggering a self-fulfilling prophecy. It is
the debt manager’s responsibility to design policies and schemes that reduce these risks. This
could be done by preemptively building large cash buffers, ensuring efficient coordination with
cash-management policies, and, at times, absorbing the higher cost of prefunding liability
tranches maturing in the near future in order to extinguish the risk of a market call on solvency at

the point of redemption.

Some studies also examined the contribution of the use of public debt as a strategic component of
policy directed at increasing the level and pace of economic growth. For example, Abbas and
Christensen (2007) develop a model that shows that moderate levels of debt can increase growth
and higher levels can undermine it. They conclude that if domestic debt is marketable and part of

it is held outside the banking system, it can contribute to economic growth.

Many scholars in Africa and Nigeria have conducted researches into public debt and its impact
on the economy of different countries. Iyiola and Iyare (1994) examined the causes of Africa’s

debt problems and Nigeria in particular and grouped them into four categories as follows:

e those arising from fundamental or structural causes
e those due to cyclical causes
e those arising from a hostile economic and political environment

e those due to inappropriate domestic policy
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They affirmed that structural weakness in the typical African economy like Nigeria assume a
commanding position in causing the debt problem because it made the economy extremely
vulnerable to cyclical shocks such as oil price shocks, instability of primary commodity prices
and declining terms of trade. Taking a good look at Nigeria’s debt problem in the years
considered in this study in relation to the existing theories of growth in literature like the Big
Push Theory, The doctrine of balanced growth, Solow’s growth model, Rostow’s stages of
economic growth, the new endogenous growth theory, some insight can be gotten into Nigeria’s

predicament.

Considering the amount needed to service Nigeria’s debt as it relate to the big push theory it is
obvious that Nigeria had a serious problem to contend with. The Big Push Theory hinges on the
fact that a large comprehensive programme is needed in the form of high minimum amount of
investment to overcome the obstacles to development in an underdeveloped economy and to
launch it on the path of steady progress. Consequently, resources have to be freed to achieve this.
The scenario however is such that the debt overhang over the years did limit the amount of
resources required to achieve enviable growth for kick-starting and sustaining economic growth
and development.

As earlier mentioned, increasing population growth and the creation of states have necessitated
the provision of services of social overhead capital comprising good transportation facilities,
communications, power generation etc to drive the economy. For this to be done, there is always
the need for a sizeable initial lump-sum of investment that leads to government borrowing money
from many sources. Also looking at it from the perspective of the Balanced Growth Theory, in
designing an economic agenda for the desired growth of the Nigerian economy, government has

on different occasions employed the theory of balanced growth popularized by Ragnar Nurkse as
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deemed fit from the viewpoint that all sectors of the economy i.e., education, agriculture, health,

housing, power generation etc. has to grow in their productive capacity simultaneously.

Expectedly, this approach has its cost implications that have often resulted in government
borrowing and thereby contracting more debts. Though this approach to economic growth is
commendable, in Nigeria, there has been a problem with balancing the demand side and supply
side to make balanced growth benefit the economy on a sustainable basis. Ordinarily, the theory
of balanced growth states that there should be a simultaneous and harmonious development of
different sectors of the economy so that all sectors grow together. However, for this to be
achieved, a balance is required between the demand and supply sides. The supply side has to do
with the simultaneous development of all inter-related sectors which help in increasing the
supply of goods which comprises of issues such as investment in power, agriculture, irrigation,
transport while the demand side concerns the provision of employment opportunities and
increasing incomes so that the demand for goods and services may rise on the part of the
consumers. The balanced growth theory has a similar focus with the Solow’s model of long run

growth but it is instructive to say that they cannot be simply substituted for one another.

The interest in the Solow’s theory of long run growth is the savings component. Solow takes
output as a whole and as the only commodity in the economy with the annual rate of production
designated as Yt which represents the real income of the economy of which part of it is
consumed and the remaining is saved or invested. That portion that is saved represented as Kt i.e.
the stock of capital is often less than what is required for investment in the larger economy due to
demographic and structural changes in the country that were not anticipated and as a result

government has to borrow to make up for the shortfall.
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Looking at it again from the perspective of the growth theory propounded by Rostow popularly
known as the Rostow’s stages of economic growth, in the periods between 1970-1980, Nigeria
was making steady progress and it could be said that we had conveniently consolidated our
position on the Rostow’s precondition for take-off stage of economic growth and moving into the
next stage of what is known as the take-off stage with the peculiar characteristics of the need for
an increase in the rate of productive investment. Thus the Nigerian government tried to do by
investing in capital projects like the Ajaokuta Steel Project and other projects that required much
money to prosecute that the government did not have readily. It then meant that financial

assistance had to be sought.

Over the years until recently when Nigeria was granted some debt relief, the nation has been
accumulating debts through successive governments. These debts have to a large extent affected
economic growth with its attendant effects on the retrogressive standard of living of Nigerians.
Talking about public debt and Nigeria’s economic growth and performance, another area of
interest is the impact of debts on foreign investment. In a study carried out by Borenstein(1989)
as well as Froot and Kringman (1990), they asserted that the presence of large external debt
burden plays a vital role in reducing investment activities because the higher debt service

payments associated with large external debt reduce the funds available for investment.

They also pointed out that the existence of a large debt overhang in the form of high ratio of
external debt to GDP can reduce the incentive for investment because much of the returns from
investment must be used to pay existing debt. Another angle to it is that external debts lead to
difficulties in meeting debt-service obligations which may strain relations with external creditors

and make it harder or more costly to finance or attract private investments. Essien and
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Onwioduokit (1999) also confirmed in their study the existence of relationships between the
foreign direct investment inflow to Nigeria and variables such as credit rating, debt service,
interest rate differential, nominal effective exchange rate and real income. This they expressed in

a functional form and analyzed using the ordinary least square technique.

Though there have been some studies on Nigeria’s debt and other economic variables such as
that of Egwaikhide (1996) who appraised the implication of Nigeria’s debt profile on inflation
and current account balance, this study though seeks to do a similar thing with the whole
economy in mind. Egwaikhide (1996) appraised the implication of Nigeria’s budget deficit
profile on inflation and current account balance and the findings of the study indicated that fiscal
indiscipline in terms of lack of control over expenditure is the major determinant of budget
deficits in Nigeria while its mode of financing has aggravated inflation. The study also showed
that budget deficits correlate highly with current account deficits implying that the external

equilibrium is partly attributable to endogenous factors.

In Nigeria where budget deficit and financial gaps have existed between savings and investment,
it becomes absolutely necessary to contract debt either from external sources or domestically
when one considers the thinking of Rosenstein-Rodan who postulated the Big Push Theory of
growth and development. The main thrust of this theory is that there is a minimum level of
resources that must be devoted to a government development programme if it is to have any
chance of success. This is more relevant when one considers one of the indivisibilities and

external economies articulated by Rosenstein-Rodan as necessary.
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26 KNOWLEDGE GAP

An extensive body of literature have attempted to examine how the structure of public debt could
affect the stage of national development in a country and how fiscal policy and the resulting level
of debt could affect macroeconomic stability (Audu, 2004; Reinhart and Rogoff, 2009; and,
Udaibir, et. al., 2010). While most of these studies explicitly acknowledged the role of proper
management of public debt in promoting overall economic growth of nations, major sectorial
evidence such as the effect of public debt on the banking sector is still inadequate. This means
that there is still a research gap that needs to be covered in this direction. Moreover, even in
situations where research evidence exist, majority of the studies used data from the developed
nations. The studies therefore could not capture the socio-political and business environmental
differences in the developing countries.In Nigeria today, there is this popular opinion although
lacking in empirical validation that external debt overhang is one of the major factors that has
contributed largely to the poor bank credit accessibility by businesses due to associated high

interest rates within the last decade. This study is therefore an attempt to fill these research gaps.

2.7 SUMMARY OF THE LITERATURE REVIEW

Public debt generally means debt obligations owe by the government within its economy or
externally. External borrowings are debt obligations the government owe to multilateral bodies,
London Club, Paris Club, foreign promissory notes and other unclassified external borrowings.
Public domestic debt on the other hand are debt owe locally and denominated in local currency.
The instruments consist of Nigerian Treasury certificates, Federal government development

stocks and treasury bonds amongst others.
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The use of debt in a firm’s capital structure has been the subject of intensive theoretical modeling
and empirical examination over the years. Much of the literature on this question takes its
departure from the seminal writings of Modigliani and Miller (1958) and their Theorem of
Irrelevance. Since this period, many researchers have subsequently argued their case for and
against the firm’s optimal value capital structure and that of the government.The debtcum —
growth theory is the substituting school of thought. It considers external debt as a substitute for
domestic savings and investment and therefore domestic savings and investment are crowded out
as a result. The thinking is that the returns from investing in a country are seen as being subjected
to a high marginal tax by creditors and this may discourage domestic and foreign investors. On
the other hand, The burden of external debt is the concern of threshold school of thought which
emphasizes the non-linear relationship between debt and growth. It links debt and growth to
problem of capital flight where at high debt levels growth falls. According to the threshold
theory, the fall in growth is due to the higher distortionary tax burden on capital required to
service the debt. It leads to lower rate of return on capital, lower investment and, hence, lower
growth. The profligacy thesis attempts to correct the weakness of growth — cum debt theory by
focusing on the institutional arrangement under which a loan was contracted. The profligacy
thesis, a component of the system stability theory, recognizes that the debt crisis arose from weak
institutions and policies that have wasted resources through unbridled official corruption and

damaged living standards and development.

Finally, the sovereign debt and domestic bank liquidity theory exposits two mechanisms through
which a debt default can disrupt the domestic economy via its banking system. This particular
theory of course has a direct bearing to the subject matter of this research. First, the theory argues

that a sovereign debt default creates a negative balance-sheet effect on banks, which reduces
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their ability to raise funds and prevents the flow of resources to productive
investments.Secondly, default undermines internal liquidity as banks replace government
securities with less productive investments. This theory has been tested using some emerging
economies data. For instance, Perez (2015) quantified the model using Argentinean data and
found that these two mechanisms can generate a deep and persistent fall in output post-default,
which accounts for the government's commitment necessary to explain observed levels of
external public debt. The balance-sheet effect is more important because it generates a larger
output cost of default and a stronger ex-ante commitment for the government. Post-default
bailouts of the banking system, although desirable ex-post, are welfare reducing ex-ante since

they weaken government's commitment.

Meanwhile, to the best of the researcher’s knowledge, sovereign debt theory has not received
adequate empirical evaluation in developing countries in Africagenerally and particularly in
Nigeria. Many scholars in Africa and Nigeria have focused research attention into public debt
and its impact on the economy of countries but few on the banking system per se. This basically

constitute the major platform for this investigation.
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CHAPTER THREE

RESEARCH METHODOLOGY

3.1 INTRODUCTION

This chapter presents the method and procedure which will be followed to achieve the objectives
of this research. It includes the research design, the nature and sources of data, justification of
chosen models; the model specifications, and the method of data analysis. The chapter also
explains the descriptive statistics and the computational method which will be employed to test

the four major hypotheses formulated in chapter one.

3.2 RESEARCH DESIGN
A research design, according to Onwumere (2009:111), is a format which the researcher employs
in order to systematically apply the scientific method in the investigation of problem. They could

manifest in three major ways viz; survey, experimental, and ex-post facto designs.

The research will employ the ex-post facto (after the fact) design. The justification for the choice
is that ex-post facto design allows the researcher the privilege of observing one or more variables
over a period of time. For this reason, the research explanatory variablescomprising government
external and internal debt components will be observed over the period 1995 — 2016. Data
collected will be used in plotting trends to determine their variations. The same data will further
be analyzed and tested using computer based OLS regression models to determine the effect of
their fluctuations on the banking sector performance measured by commercial banks lending or

prime rates, their deposit liabilities, their total credits, their total assets over the same period.
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3.3 AREA OF THE STUDY
Basically, this study will focus on the Nigeria economy generally with special interest on
government finance and the banking sector. It is not a primary data research and as such does not

target any particular geographical location, state, or community in Nigeria and beyond.

3.4 NATURE AND SOURCES OF DATA

This study will purely make use of secondary data. In line with the data source employed by
Audu (2004), Adofu and Abula (2010), Obademi (2012) and Eleje, et.al., (2012) in a similar
study, the researcher will utilize in his empirical evaluation, secondary data on commercial banks
lending rates, their deposit liabilities, their total credits, their total assets, as well as government

internal and external debt profiles derived from the Central Bank of Nigeria Statistical Bulletin.

Other secondary data for the literature review will be sourced from both bank articles and
Magazines, as well as foreign and locally recognized Journals, dailies, seminar and workshop
papers, conference papers, unpublished materials in the form of project works earlier done in
this area amongst others. The main instruments for the data will be the libraries and internet

facilities.

3.5 SPECIFICATION OF MODELS

Obademi (2012) employed the augmented Cobb-Douglas production function while Eleje, et.al.,
(2012) adopted the logged bivariate linear regression technique to capture both the direct impact
of the two types of debts on growth and their respective elasticities.Patterning Obademi (2012),

the models of this study are specified in augmented Cobb-Douglas functional form as follows:
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Hypothesis One Model:
BnkPrimRts = a0 (MultiDebt) a1(OtherDebts) a2(TotalExDebt) a3 ..........cc........... 3.1
Hypothesis Two Model:

BnkDepoLiab = a0 (GovTBill) al(GovTCert) a2(GovDevStck) a3 .........cccccvevveneennne (3.2)

Hypothesis Three Model:

BnkTtalCrdt = a0 (GovTBill) al(GovTCert) a2(GovDevStck) a3 .........ccccovvvieineennnns (3.3)

Hypothesis Four Model:

BnkTtalAsst = a0 (GovTBill) al1(GovTCert) a2(GovDevStck) a3 ........ccocvvvrvrinnnns (3.4)
Furthermore, for easy estimation of the above equations, the logged linear regression technique
employed by Eleje, et.al.,, (2012) is subsequently adopted to generate the multiple linear
regression models below:

Hypothesis One Model:

LBnkPrimRts = ao + a;L(MultiDebt) + a,L(OtherDebts) + azL(TotalExDebt) + e...... (3.5)
Hypothesis Two Model:

LBnkDepoLiab = ap+a;L(GovTBill) + a,L(GovTCert) + asL(GovDevStck)+ e ...... (3.6)
Hypothesis Three Model:

LBnkTtalCrdt = ap+o.L(GovTBiIll) + a,L(GovTCert) + a3L(GovDevStck)+ e ...... (3.7)
Hypothesis Four Model:

LBnkTtalAsst = ap+o.L(GovTBiIll) + a,L(GovTCert) + asL(GovDevStck)+ e ...... (3.8)

Where:
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BnkPrimRts

BnkDepoLiab.=

BnkTtalCrdt.

BnkTtal Asst.

MultiDebt

OtherDebts

TotalExDebt

GovTBiIll

GovTCert.

GovDevStck

Commercial Banks Lending or Prime Rates

Commercial Banks Deposit Liabilities

Commercial Banks Total Credits

Commercial Banks Total Assets

Government Debt Outstanding to Multilateral Institutions
Government External Debt Outstanding to other Unclassified Bodies
Total Government External Debt

Government Treasury Bills Outstanding to Commercial Banks
Government Treasury Certificate Outstanding to Commercial Banks
Government Development Stock Outstanding to Banks

Constant of the Regressions

Coefficients of the Explanatory Variables

Disturbance or Error Term

3.6 JUSTIFICATION OF PROPOSED MODELS

The above proposed models for this research draw theoretical strength from Endogenous growth
models. Endogenous growth models among other things demonstrate thechannel by which
government fiscal policies could affect financial system growth and development. Accordingly,
the model chosen is consistent with previous local and foreign studies on public debt and

economic growth including Ghirmay (2004), Islam and Biswas (2005), Adofu and Abula (2010),

and Omorogie and Erah (2010) respectively.

Meanwhile, it has been known that the analytical techniques and testing procedures employed to
measure the effect of fiscal policy on economic performance often determines the conclusion.

The above highlighted previous studies have majorly focused attention on the direct test of
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Frankel-Romer (1962)endogenous growth model. As such, they concentrated on studying
economic performance from aggregate viewpoint. The previous studies however have recognised
the dynamic nature of the Nigerian economy. They have often concured that government
financing pattern is a major phenomenon that changes continuously and in relation to time.Rather
than replicating the methodology of the above previous researchers, this study will pattern recent
modified models employedinObademi (2012), and Eleje, et.al., (2012) which capture some
factors that are considered sensitive and relevant to the Nigerian economy in recent time.

This study however differs from the previous studies in three respects. First, it utilizes a model
that has been recently modified to investigate the government debt financing policy of Nigeria.
Second, some of the variables to be used in the study to the best of the author’s knowledge have
not so much been tested empirically in Nigeria in a study of this nature as it is in the advanced
economies. The outstanding variables that satisfy this description are government outstanding
debt to multilateral agencies, treasury bills as well as total asset of commercial banks
respectively. Third, the period covered by this research (1995 - 2016) is unique to this study and

substantially encompasses the pre and post debt cancellation period of the federal government.

3.7 EXPLANATION OF THE RESEARCH VARIABLES

There are two major research variables that will be used in this investigation: the dependent
variables that will measure bank performance and the explanatory or independent variables that
will measure public debts.

Bank Performance (Dependent) Variables:For the purpose of this study bank performance
will be measured using commercial bank prime rates, commercial banks deposit liabilities,

commercial banks total credits, and commercial banks total assets.
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Public Debt (Independent) Variables:On the otherhand, public debts will be grouped into
domestic and external debts. Domestic debts that will be used will include government treasury
bills outstanding to commercial banks, government treasury certificates outstanding to

commercial banks.

3.8  TECHNIQUES OF DATA ANALYSIS

The data which will be generated for this study will first be presented using different descriptive
statistical tools such as tables, graphs and charts. The essence will be to capture spot-pictures of
the behavioural patterns of the variables over the timeframe for the study. Meanwhile, an on-the-
spot assessement of each of these tables, graphs and charts will be made for ease of

understanding by the intended users.

Subsequently, the data relevant for the four hypotheses formulated in chapter one will be
subjected to computer regression inferencial statistics to determine the effect of their
fluctuations on the banking sector performance measured by commercial banks lending or prime

rates, their deposit liabilities, their total credits, their total assets over the same period.
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CHAPTER FOUR

DATA PRESENTATION AND ANALYSIS

41 INTRODUCTION

This chapter analyzed and tested the generated statistical data in respect of the dependent and
independent variables. Descriptive averages of the variables werecompared. Further, regression
results arising from the study were also presented. The presentation and interpretation of data
concentrated on the discussion of the significant dimensions in explaining variations in bank
performance. The degrees of agreementas revealed in the model summaries are also discussed.
The main aim was to draw certain conclusions on the impact of government debt on the

performance of banks in Nigeria.

4.2 DATA PRESENTATION AND INTERPRETATION

The dataemployed in this research are presented below. Precisely,the dependent variables which
constitute measures of bank performanceare made up ofcommercial banks prime rates (BPR),
commercial banks deposit liabilities (BDL), commercial banks total credits (BTC), and
commercial banks total assets (BTA). The independent variablesare government debt outstanding
to multilateral institutions (GDM),government external debt due to other unclassified bodies
(GDU), total government external debt (TED), and government treasury bills outstanding to
commercial banks (GTB) respectively. The annualized values of these set of data are as shown in

table4.1.
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Table 4.1:  Annualized Values of the Research Variables1995 — 2016
YEAR | BPR [ BDL (N' [ BTC(N' | BTA(N' | GDM(N' [ GDU (N' [ TED (N' | GTB (N
% Billion) | Billion) | Billion) Billion) Billion) | Billion) | Billion)

1995 | 20.18 99.5 144.6 385.1 97.04 28.85 716.87 17.7

1996 | 19.74 | 1185 169.4 458.8 102.63 2.66 617.32 46.8

1997 | 1354 | 1417 385.6 584.4 96.20 1.74 595.93 38.1

1998 | 18.29 172.1 272.9 694.6 93.21 1.45 633.02 40.8

1999 | 2132 | 274.2 322.8 1070.0 361.19 6.36 | 2577.37 186.1
2000 |17.98| 357.1 508.3 1568.8 379.04 15.75 | 3097.38 | 275.8
2001 |18.29 | 499.2 796.2 2247.0 313.50 13.58 | 3176.29 199.3
2002 |24.85| 653.2 954.6 2766.9 375.70 7.06 | 3932.88 460.2
2003 | 20.71| 759.6 1210.0 3047.9 413.88 7.02 | 4478.33 430.8
2004 |19.18 | 9329 1519.2 3753.3 384.25 6.46 | 4890.27 595.8
2005 |17.95| 1089.5 1976.7 4515.1 330.65 60.54 | 2695.07 585.0
2006 |17.26 | 1747.3 2524.3 7172.9 332.22 54.41 451.46 499.0
2007 |16.94 | 2693.6 4813.5 10981.7 374.30 64.59 438.89 525.8
2008 | 15.14 | 4309.5 7799.4 15919.6 464.56 58.70 523.25 325.9
2009 | 18.99 | 5763.5 8912.1 17522.9 524.20 66.23 590.44 585.4
2010 | 17.59 | 5954.3 7706.4 17331.6 635.45 54.39 689.84 925.3
2011 |16.02 | 6531.9 7312.7 17698.7 723.12 173.73 896.85 | 1458.3
2012 | 16.79 | 8062.9 8150.0 21288.1 828.72 198.18 | 1026.90 | 1419.6
2013 | 16.72 | 8656.1 10005.6 | 24301.2 986.84 400.49 | 1387.33 | 1317.9
2014 |16.55| 12008.2 | 12889.4 | 27526.4 1142.29 489.23 | 1631.52 | 1927.7
2015 |16.85| 28369.0 | 13086.2 | 28173.3 1489.41 622.12 | 2111.53 | 1027.4
2016 |16.87 | 32130.4 | 16117.2 | 31682.8 2436.41 104251 | 3478.92 | 1248.2

SOURCE: Central Bank of Nigeria Statistical Bulletin, 2017

Table 4.1 is a schedule representing the valuesof the explainedand explanatory variables

investigated in this study.Generally, the eight major variablesused in the study revealed various

degrees of fluctuations. Meanwhile, figure 4.1 are graphs depicting spot pictures of the behavioral
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characteristics of each of theexplained variables over the sampled period. A cursory look at the
graphsshow that each of the explained variablesexhibited variant behaviourover the period of

study.

Commercial banks prime rates for instance manifested sharp hike at the inception of the period
under study and precisely in 2002. The scenario immediately reversed downwardexhibiting
creeping and gradual movements from 2002 up to 2008 when it again adjusted upwardly and

subsequently fluctuated tillthe end period.

Commercial banks deposit liabilities on the other hand exhibitedcontrary feature over the period
studied. The trend showedpersistently upward movement throughout the period of study.The
rationale for thisupward flow howevercould be attributable to policies of the regulatory
authoritieswhichwereaimed at boosting savingsand instituting mega banks for national
development. Precisely, the period 2004 marked an indelible era in the history of commercial
banking in Nigeria following the massive consolidation of the industry by the Central Bank of
Nigeria (CBN) up to N25 billioncapital adequacy requirements for banks in Nigeria (CBN, 2004;
Okafor, 2011). Ofcourse, the aftermath of this policy implementation was doubled banks deposit
liabilities between 2005 and 2008. This is pictured in the steepy upward movement of the graph

of commercialbanks deposit liabilitiesin Figure 4.1.

The behaviour of banks total creditas well as total assets over the timeframe was not inconsistent
with earlier empirical evidence. Banks total creditsand total assets moved in similar direction
with deposit liabilities thus confirmingtheory and existing studies that deposits positively
influence loanable funds (Levine, 2003;Cem, 2010; and Eleje and Ani, 2013). A cursory

observation oftotal credit and total asset graphs in figure 1 revealgentle upward movement of
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both graphs at the early 2000s before 2004 capital adequacy reform.Butfrom 2005 upwards,
banks had more financial vitality to loan out more funds for investments. This gave rise tosharp

upward movements of both total credit and total asset of banks as depicted in figure 4.1 below.

Fig. 4.1 Annualized Values of the Research Dependent Variables1995 — 2016

Banks Prime Rate Changes in Nigeria 1995 - 2016 Changes in Bank Total Assets in Nigeria 1995 - 2016
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Furthermore, figure 4.2 below are graphs depicting the behavioral characteristics of each of
the explanatory variables of the study. A cursory look at the graphsshow different behaviours
manifested by each of the variablesovertime.Government debt to multilateral agencies
exhibited slight fluctuation at the early stage of the research period from 1995 up to 2007
when it suddenly took a sharp hike and remained steadily upward until 2016. Precisely,
government borrowing from multilateral agencies only dropped immediately after the debt
cancellation in 2005 but soon after, it became intensified and even worsened than the pre-debt

cancellation era as the figures rose continuously until the end of the research period.

Again, for unclassified debt, anecdotal evidence (CBN, 2012) shows that government
unclassified debt also worsened in the later period after debt cancellation when compared with
its levels in the early 90s. A closer look at the graph of unclassified debt in figure 4.2 is
confirmatory to this submission. Clearly, the graph reveals gentle fluctuation and occasional
hike between 2000 and 2010. Thereafter, it took a sharp rise and continued over the research
timeframe.But the behaviour of total external debt was somewhat different. Total external
debt in the late 1990s took a sharp upward rise and peaked to its maximum in 2004. This was
preceeded by immediate sharp drops and subsequent gradual fluctuations throughout the
remaining period. Unarguably, the Paris club debt relief of 2005 gave rise to the sudden drop

of total debt to its lowest minimum in year 2005.

Meanwhile, domestic debt proxied by government treasury bills over the period of
investigation also revealed fluctuation. Although there was creeping and dwindled movement
at the first half of the period up to 2008, the tempo changeswith a sharp hike at the eve of the
present administration and remained at increase throughout the period covered. In fact,
provisional data from the National Bureau of Statistics (NBS, 2012) show that the estimated

government treasury bills due to the banking sector stood at approximately N2 billion in 2012.
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Fig 4.2Annualized Values of the Research Independent Variables1995 — 2016

Changes in Government Treasury Bills 1995 - 2016 Changes in Government Total External Debt in Nigeria 1995 2016
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43  ANALYSIS AND TEST OF HYPOTHESES

The four main hypotheses formulated in chapter one were tested along the line of the models
specified for the purpose in chapter 3.5. Theywere tested usingmultiple linear regression
technique. The rationale was to generate optimal multivariate estimators of the coefficient
parameters at 95% confidence level.Meanwhile, all the operations were performed with the
aid of Special Package for Social Sciences (SPSS) IBM computer version 20 and results were

analysed as follows:-
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Hypothesis One A (Before Debt Cancellation):

The null and the alternate forms of hypothesis one are hereunder stated thus:

Ho:  Federal government’s external borrowings had no positive and significant effect on

the lending rates of deposit money banks in Nigeria before debt relief.

Hi:  There is significant positive effect of federal government’s external borrowings on
the lending rates of deposit money banks in Nigeria before debt relief.

Decision Rule

The decision rule is to reject the null hypothesis when the computed t-value is greater than

the critical t-value and accept the null if otherwise.

Analysis of the SPSS Regression Results for Hypothesis One (A)

Table 4.2 represents the summary output of the multiple linear regression tests. The estimated

coefficientsof the explanatory variables in the equation are as presented in equation 4.1:

Table 4.2: Regression Results Summary for Hypothesis OneA

Correlations

BPRb4 GDMb4 GDUb4 TEDb4

BPRb4 1.000 407 -.449 424

GDMb4 407 1.000 -.550 726
Pearson Correlation

GDUb4 -.449 -.550 1.000 -.705

TEDb4 424 726 -.705 1.000

BPRb4 . 211 .186 201

_ _ GDMb4 211 . 129 .051

Sig. (1-tailed)

GDUb4 .186 129 . .059

TEDb4 201 .051 .059

BPRb4 6 6 6 6

GDMb4 6 6 6 6
N

GDUb4 6 6 6 6

TEDb4 6 6 6 6
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Model Summary®

Model | R R | Adjuste | Std. Error Change Statistics Durbin-
Squar|{ dR of the R F df [df| Sig.F Watson
e | Square | Estimate | Square |Chang| 1 | 2 |Change
Change e
1 .49151 241 -.897| 3.68171 241 212 3| 2 .882 2.137

a. Predictors: (Constant), TEDb4, GDUb4, GDMb4
b. Dependent Variable: BPRb4

Coefficients®

Model Unstandardized |Standardiz| T |[Sig. 95.0% Correlations
Coefficients ed Confidence
Coefficien Interval for B
ts
B Std. Beta Lowe | Upper | Zero | Partia | Part
Error r |Bound| - I
Boun orde
d r
(Consta 20.49 55 10271
14.547 .710 73.62
nt) 2 1 4
1
1.351E- .85
GDMb4 .000 188 .209 .000| .000( .407| .146| .129
1 005 4
-3.621E- - .77 -
GDUb4 .000 -.285 -.001| .000 -225| -.201
005 3271 5 449
-2.696E- .04
TEDb4 007 .000 -.087| .082 , .000| .000( .424| .058| .051

a. Dependent Variable: BPRb4
Source: SPSS Processed 2018
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BPRDb4=14.54+1.35GDMb4 — 3.62GDUb4 —2.69 TEDDb4.............cccevnat. 4.1

The result in the above equationshows an intercept of 14.54. This value is positive but
statistically insignificant with sig.value of 0.71greater than 0.05. Hence this is an indication
that bank prime rate before debt forgivenesswas approximately constant at14.54% when there
was no change in the adopted explanatory variables. The coefficient of government debt to
multilateral agencies before debt cancellation (GDMb4) is positive but not significant
wherein sig. value of 0.21 is greater than 0.05. Thispositive coefficientis an indication that for
every one per cent (1%) increase in government debt to multilateral agencies, commercial
banks prime rate increased by 1.35% over the period of study holding other variables
constant. In other words, a direct relationship existed between bank prime rates and
government debts to multilateral agencies before debt cancellation. The GDMb4 result is
however discouraging as it not consistent with existing theoryof sovereign debt (Mark and
Wright, 2011).The implication is that the more government borrows from external sources,
the more expensive internalborrowingbecomes in Nigeria. Ideally, moreexternal
borrowingwill result in less domestic debt and invariably fall in the prime rates of local
banks. However, the reverse result may be due to influence of other debt factors such as Paris

club not captured in the model.

Controlling for other forms of foreign debt variables capable of impactingbank prime rate in
Nigeria, unclassified external debtbefore debt relief (GDUb4) showed negative but
insignificant result.A one percent (1%) increase inforeign unclassified debt over the period of
study decreased banks prime rates by3.62%. Similarly,a one percent (1%) increase in total
external debt before relief(TEDb4) over the period of study depletedbanks prime rates

by2.69%.
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The coefficient of determination (R?) measures the goodness of fit of the regression equation.
For equation 4.1, the coefficient revealed that 24.1% variation in banks prime rates over the
period covered were explained by the regression model, while the remaining 75.9% variation

may be as a result of other variables not included in the regression model.

Validation of Hypothesis One (A)using t-statistic

The critical t-statistics from the statistical table at 95% confidence interval is 1.9432. This
value is greater than the computed t-statistics of 0.209, -0.327, and 0.082respectively for the
explanatory variablesin the regression output for hypothesis one (a). Based on the above
decision rule therefore, we reject the alternate hypothesis and accept the null hypothesis
which states that; there is no significant positive effect of federal government’s external

borrowings on the lending rates of deposit money banks in Nigeria.

Hypothesis One B (After Debt Cancellation):

The null and the alternate forms of hypothesis one are again restated hereunder thus:

Ho:  There wasno significant positive effect of federal government’s external borrowings

on the lending rates of deposit money banks in Nigeria after debt relief.

Hi:  There was a significant positive effect of federal government’s external borrowings

on the lending rates of deposit money banks in Nigeria after debt relief.

Decision Rule

The decision rule is to reject the null hypothesis when the computed t-value is greater than
the critical t-value and accept the null if otherwise.

Analysis of the SPSS Regression Results for Hypothesis One B

Table 4.3 represents the summary output of the multiple linear regression tests. The estimated

coefficientsof the explanatory variables in the equation are as presented in equation 4.2:
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Table 4.3: Regression Results Summary for Hypothesis OneB
Correlations
BPRaftr GDMaftr GDUaftr TEDaftr
rBPRaﬁ 1.000 059 325 -123
GDMaf -.059 1.000 671 967
Pearson tr
Correlation S_Duaf -325 671 1.000 813
rTEDaft -123 967 813 1.000
?PRaﬁ 456 265 408
t?DMaf 456 072 001
Sig. (1-tailed)
t?Duaf 265 072 025
:EDaﬂ 408 001 025
rBPRaft 6 6 6 5
GDMaf 5 5 5 5
N tr
GDUaf 5 5 5 5
tr
;I'EDaft 6 6 6 6
Model Summary”®
Model R R | Adjuste | Std. Error Change Statistics Durbin-
Squar|{ dR of the R F df |df| Sig. F Watson
e | Square | Estimate | Square | Chang| 1 | 2 | Change
Change| e
420 4
1 e 176 -1.059 1.90344 176 143 (1 2 176 -1.059
Oa
a. Predictors: (Constant), TEDaftr, GDUaftr, GDMaftr
b. Dependent Variable: BPRaftr
Coefficients?
Model Unstandardized | Standardi| T [ Sig 95.0% Correlations
Coefficients zed Confidence
Coefficie Interval for B
nts
B Std. Beta Low B Std. | Beta
Erro er Error
r Bou
nd
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Elct:)onsta 16.973 3.93 4.18 .Og g(ti)onsta 16.273| 3.903
ir oo | 000 -900| sl Ty ir “oos| 000 -.900
TEDaft| 98605 | ooo|  1.273| 244| 53 TEDaft | 986051 000 1.273
a. Dependent Variable: BPRaftr
Source: SPSS Processed 2018
BPRaftr=16.27— 5.96GDMaftr — 2.56GDUaftr- 9.66 TEDaftr......................... 4.2

The result in the above equationshows an intercept of 16.27. This value ispositive
andstatistically significant at approximately0.05. This is an indication that bank prime rate
after debt forgivenesswas constant at16.27% when there was no change in the adopted
explanatory variables. The coefficient of government debt to multilateral agencies after debt
cancellation (GDMaftr) is now negative but still not significant wherein sig. value of 0.88 is
greater than 0.05. Thisnegative coefficient is an indication that for every one per cent (1%)
increase in government debt to multilateral agencies, commercial banks prime rate decreased
by 5.96% over the period of study holding other variables constant. This second result after
debt relief is inverse and therefore consistent with existing theoryof sovereign debt.The
implication is that the more government borrows from external sources, the less expensive
internal borrowing becomes in Nigeria. Ideally, more external borrowing will result in less

domestic debt and invariably fall in the prime rates of local banks. Hence, this second

outcome is in line with a priori expectation.

While controlling for other forms of foreign debt variables capable of impactingbank prime
rate in Nigeria, unclassified external debtafter debt cancellation(GDUaftr) showed negative
but insignificant result. A one percent (1%) increase in foreign unclassified debt over the

period of study decreased banks prime rates by 2.56%. Similarly,a one percent (1%) increase
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in total external debt before relief(TEDDb4) over the period of study depletedbanks prime rates

by 9.66%.

The coefficient of determination (R®) measures the goodness of fit of the regression equation.
For equation 4.2, the coefficient revealed that 17.6% variation in banks prime rates over the
period covered were explained by the regression model, while the remaining 82.4% variation
may be as a result of other variables not included in the regression model. Again, this result

confirms the reason while the sig. values of all the explanatory variables were not significant.

Validation of Hypothesis One (B) using t-statistic

The critical t-statistics from the statistical table at 95% confidence interval is 1.9432. This
value is greater than the computed t-statistics of -0.168, -0.505, and 0.244respectively for the
explanatory variablesin the regression output for hypothesis one (b). Based on the above
decision rule therefore, we still reject the alternate hypothesis and accept the null hypothesis
which states that; there wasno significant positive effect of federal government’s external

borrowings on the lending rates of deposit money banks in Nigeria.

Hypothesis Two

The null and the alternate forms of hypothesis two are hereunder stated thus:

Ho:  There was no significant positive effect of federal government’s domestic borrowings
on commercial banks total deposit liabilities in Nigeria
Hi;:  There was a significant positive effect of federal government’s domestic borrowings

on commercial banks total deposit liabilities in Nigeria.

Decision Rule
The decision rule is to reject the null hypothesis when the computed t-value is greater than

the critical t-value and accept the null if otherwise.
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Analysis of the SPSS Regression Results for HypothesisTwo

Table 4.4 represents the SPSS output of the multiple linear regression tests. The estimated

coefficientsof the explanatory variables in the equation are as presented in equation 4.3:

Table 4.4:

Regression Results Summary for Hypothesis Two

Correlations

BDL GTB
E’D 1.000 718
Pearson Correlation GT
718 1.000
B
oP 004
Sig. (1-tailed)
GT 004
B :
BD 12 12
N L
GT
B 12 12
Model Summary”
Model Change Statistics Durbin-
R Square F Change dfl df2 Sig. F Change | Watson
Change
1 516° 10.640 1 10 .009 566
a. Predictors: (Constant), GTB
b. Dependent Variable: BDL
Coefficients®
Model Unstandardized |Standardi| T |Sig.| 95.0% Confidence | Correlations
Coefficients zed Interval for B
Coefficie
nts
B Std. Beta Lower Upper | Zer | Parti | Pa
Error Bound Bound [ o- | al |rt
ord
er
(Consta 1009741 -1 .80 -11996913
nt) 25293505' 3 250 712502774.5 4
GTB 5.05 1.55 718 3'22 '08 1.599 8.493 '7é 718(.72

a. Dependent Variable: BDL

Source: SPSS Processed 2018
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BDL=-252930.55+ 5.05GTB.......iutiitiiiitt e s 4.3

Equation 4.3 shows a regression line intercept of -252930.55. The value is
negativeandstatistically not significant with sig-value of 0.807 greaterthan 0.05. The
coefficient of government Treasury bill (GTB) is positive andstatistically significant with sig-
value of 0.009 lesser than 0.05. The positive coefficient (5.05)of government Treasury bill
revealed that for every one per cent (1%) increase in government Treasury bill to commercial
banks over the period of study holding other variables constant, bank deposit liabilities
(BDL) in Nigeria increased byapproximately 5.05%. In other words, a direct relationship
exists between BDL and GTB in Nigeria. This result agrees with Abbas and Christensen
(2007) who develop a model that shows that moderate levels of debt can increase financial

market growth.

Measuring the goodness of fit of the regression equation,the coefficient of determination (R?)
for equation 4.3 revealed that 51.6% variation in bank deposit liabilities were explained by
the regression model, while the remaining 48.4% variation were due to other variables not

included in the regression model.

Validation of Hypothesis Two Using t-statistics

The critical t-statistics from the statistical table at 95% confidence interval is 1.7823. This
value is less than the computed t-statistics of 3.262for government treasury billin the
regression output for hypothesis two. Based on the above decision rule therefore, we reject
the null hypothesis and accept the alternate hypothesis which states that; there is significant
positive effect of federal government’s domestic borrowingson commercial banks total

deposit liabilities in Nigeria.
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Hypothesis Three:

The null and the alternate forms of hypothesis one are hereunder stated thus:

Ho:  Government’s domestic borrowing did not have a significant positive effect on

commercial banks’ total credit in Nigeria.

Hi:  Government’s domestic borrowing hada significant positive effect oncommercial

banks’ total credit in Nigeria.

Decision Rule

The decision rule is to reject the null hypothesis when the computed t-value is greater than
the critical t-value and accept the null if otherwise.

Analysis of the SPSS Regression Results for HypothesisThree

Table 4.5 represents the SPSS output of the multiple linear regression tests. The estimated
coefficientsof the explanatory variables in the equation are as presented in equation 4.4:

Table 4.5:  Regression Results Summary for Hypothesis Three
Correlations

BTC GTB
Pearson Correlation BTC 1.000 552
GTB 552 1.000
: . BTC . 031
Sig. (1-tailed) GTB 031 |
N BTC 12 12
GTB 12 12
Model Summary”
Model Change Statistics Durbin-
R Square F Change dfl df2 Sig. F Change Watson
Change

1 .304° 4.375 1 10 063 519

a. Predictors: (Constant), GTB
b. Dependent Variable: BTC

63



Coefficients?

Model Unstandardized |Standardi| T |Sig.| 95.0% Confidence Correlations
Coefficients zed Interval for B
Coefficie
nts
B Std. Beta Lower | Upper |Zero | Parti | Part
Error Bound | Bound - al
orde
r
E](t:)onsta 8350021r 1661322 503 .62 2866665 453667211
1 ' ' 53 '
GTB 532 2545|552 20| 901 35| 10905| 52| 552

a. Dependent Variable: BTC

Source: SPSS Processed 2018

BTC=835004.44 5.32GTB......uiuiiiiiiiiii e e 4.4
Equation 4.4 reveals a regression line intercept of 835004.4. The value is

positivebutstatistically not significant with sig-value of 0.626 greaterthan 0.05. The
coefficient of government Treasury bill (GTB) is positive but statistically not significant with
sig-value of 0.063 greater than 0.05. However, the positive coefficient (5.32)of government
Treasury bill revealed that for every one per cent (1%) increase in government Treasury bill
to commercial banks over the period of study holding other variables constant, commercial
bankstotalcredits (BTC) in Nigeria increased byapproximately 5.32%.Again, a direct
relationship exists between BTC and GTB in Nigeria. This resultagrees with Adofu and
Abula(2010)who argue that moderate levels of domestic debt can enhancefinancial market
performance.

Measuring the goodness of fit of the regression equation,the coefficient of determination (R?)
for equation 4.3 revealed that 30.4% variation in banks total credit were explained by the
regression model, while the remaining 69.6% variation were due to other variables not

included in the regression model.
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Validation of Hypothesis Three Using t-statistics

The critical t-statistics from the statistical table at 95% confidence interval is 1.7823. This
value is less than the computed t-statistics of 2.092for government treasury bill in the
regression output for hypothesis three. Based on the above decision rule therefore, we reject
the null hypothesis and accept the alternate hypothesis which states that; government’s
domestic borrowing hasasignificant positive effect oncommercial banks’ total credit in

Nigeria.

Hypothesis Four

The null and the alternate forms of hypothesis four are hereunder stated thus:

Ho:  Federal government’s domestic borrowing did not have a significant positive effect

on the total assets of commercial banks in Nigeria.

Hi:  Federal government’s domestic borrowing had a significant positive effect on the total
assets of commercial banks in Nigeria.

Decision Rule

The decision rule is to reject the null hypothesis when the computed t-value is greater than

the critical t-value and accept the null if otherwise.

Analysis of the SPSS Regression Results for HypothesisFour
Table 4.6 represents the SPSS output of the multiple linear regression tests. The estimated

coefficientsof the explanatory variables in the equation are as presented in equation 4.5:
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Table 4.6: Regression Results Summary for Hypothesis Four
Correlations
BTA GTB
Pearson Correlation BTA 1.000 624
GTB 624 1.000
. . BTA . 015
Sig. (1-tailed) GTB 015 .
N BTA 12 12
GTB 12 12
Model Summary
Model Change Statistics Durbin-
R Square F Change dfl df2 Sig. F Change Watson
Change
1 .390° 6.382 1 10 .030 499
a. Predictors: (Constant), GTB
b. Dependent Variable: BTA
Coefficients®
Model Unstandardized | Standardi| t |Sig. [ 95.0% Confidence [ Correlations
Coefficients zed Interval for B
Coefficie
nts
B Std. Beta Lower | Upper | Zer |Parti|Part
Error Bound | Bound | o- | al
ord
er
(Consta | 1690340. | 3199794. 52| .60 - | 8819928
) 93 79 8| o 5439242 1
GTB 12.384 4.902 624 2'2 'Og 1.461| 23.306 '62 624 '62
a. Dependent Variable: BTA
Source: SPSS Processed 2018
BTA=1690340.93+ 12.38GTB..........cotiiiiiiieeieie e 4.5

Lastly, equation 4.5showsa regression line intercept of 1690340.93. The value is

positivebutstatistically not significant with sig-value of 0.528 greaterthan 0.05. The

coefficient of government Treasury bill (GTB) is positive andstatistically significant with sig-

value of 0.03less than 0.05. The positive coefficient (12.38)of government Treasury bill

revealed that for every one per cent (1%) increase in government Treasury bill to commercial
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banks over the period of study holding other variables constant, commercial banks total assets
(BTA) in Nigeria increased byapproximately 12.38%.

The above result confirms a direct relationship between BTA and GTB in Nigeria. This
resultagainagrees with Abbas and Jacob (2007) who found positive evidence of debt on

financial market growth.

Measuring the goodness of fit of the regression equation,the coefficient of determination (R?)
for equation 4.3 revealed that 39.0% variation in banks total assets were explained by the
regression model, while the remaining 61.0% variation were due to other variables not

included in the regression model.

Validation of Hypothesis Four Using t-statistics

The critical t-statistics from the statistical table at 95% confidence interval is 1.7823. This
value is less than the computed t-statistics of 2.530for government treasury bill in the
regression output for hypothesis four. Based on the above decision rule therefore, we again
reject the null hypothesis and accept the alternate hypothesis which states that; Federal
government’s domestic borrowing had a significant positive effect on the total assets of

commercial banks in Nigeria.

4.4: Discussion /Implications of Findings

There areevidences from the research analysis which confirm the achievement of the
objectives sought in chapter one of this investigation. Objective one for instance was to
investigate the impact of federal government’s external borrowings on the lending rates of

deposit money banks in Nigeria.

Apparently, results arising from the descriptive statistics and t-test of hypothesis one

confirmed that this objective was achieved. The equation of the relationship between bank’s
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prime rates and government external debtboth before and after debt cancellation in Nigeria
showedinsignificant values when explanatory variables were zero. The coefficient of
government debt to multilateral agencies before debt cancellation (GDMb4) was not
significant wherein sig. value of 0.21 is greater than 0.05. Unclassified external debtbefore
debt relief (GDUb4) was also not significant. A one percent (1%) increase in foreign
unclassified debt over the period of study decreased banks prime rates by 3.62%. Similarly,a
one percent (1%) increase in total external debt before relief(TEDb4) over the period of study

depletedbanks prime rates insignificantly by 2.69%.

In the post debt cancellation period, the coefficient of government debt to multilateral
agencies (GDMaftr) showed negative but still insignificant result wherein sig. value of 0.88 is
greater than 0.05. Thenegative coefficient is an indication that for every one per cent (1%)
increase in government debt to multilateral agencies, commercial banks’ prime rate decreased
by 5.96% over the period of study holding other variables constant. The implication is that
the more government borrows from external sources, the less expensive internal borrowing
becomes in Nigeria. Ideally, more external borrowing will result in less domestic debt and
invariably fall in the prime rates of local banks. Testing the hypothesis at 95% confidence
level, for both the pre and post debt cancellation period, the t-statistics was used to validate
the stated hypothesis. Consistent with the t-statistics rule, the study rejected the alternate
hypotheses and accepted the null hypotheses for the two periods which states that; there is no
significant positive effect of federal government’s external borrowings on the lending rates of

deposit money banks in Nigeria.

For objective two which tried to verify the significant effect of federal government’s
domestic borrowings on commercial banks total deposit liabilities in Nigeria, results arising

from the descriptive statistics and t-test of hypothesis two confirmed that this objective was
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also achieved. The equation of the relationship between government Treasury bill and bank
deposit liabilities showed positiveandstatistically significant resultwith sig-value of 0.009
lesser than 0.05. The positive coefficientof government Treasury bill revealed that for every
one per cent (1%) increase in government Treasury bill to commercial banks over the period
of study holding other variables constant, bank deposit liabilities (BDL) in Nigeria increased
byapproximately 5.05%. In other words, a direct relationship exists between BDL and GTB
in Nigeria. This result agrees with Abbas and Christensen (2007) who develop a model that
shows that moderate levels of debt can increase financial market growth. Testing the
hypothesis at 95% confidence level, the t-statistics was used to validate the stated hypothesis.
Consistent with the t-statistics rule, the study rejected the null hypothesis and accepted the
alternate hypothesis which states that; there is significant positive effect of federal

government’s domestic borrowingson commercial banks total deposit liabilities in Nigeria.

Objective three was to verify the significant impact of government’s domestic
borrowingoncommercial banks’ total credit in Nigeria. Similarly, results arising from the
descriptive statistics and t-test of hypothesis three confirmed that this objective was achieved.
The equation of the relationship between government Treasury bill and banks total credit
showed positiveandstatistically not significant resultwith sig-value of 0.06 lesser than 0.05.
Thepositive coefficientof government Treasury bill revealed that for every one per cent (1%)
increase in government Treasury bill to commercial banks over the period of study holding
other variables constant, commercial banks total credits (BTC) in Nigeria increased
byapproximately 5.32%. Again, a direct relationship exists between BTC and GTB in Nigeria
and agrees with Adofu and Abula(2010) who argue that moderate levels of domestic debt can
enhancefinancial market performance. Testing the hypothesis at 95% confidence level, the t-
statistics was used to validate the stated hypothesis. Consistent with the t-statistics rule, the

study rejected the null hypothesis and accepted the alternate hypothesis which states that;
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government’s domestic borrowing hasasignificant positive effect oncommercial banks’ total

credit in Nigeria.

The significant effect between government’s domestic borrowing and the total assets of
commercial banks in Nigeria was the focus of objective four. Emanating results from the
descriptive statistics and t-test of hypothesis four points to the fact that this objective was also
achieved. The equation of the relationship between government Treasury bill and banks total
asset showed positiveandstatistically significant result. The positive coefficient (12.38)of
government Treasury bill revealed that for every one per cent (1%) increase in government
Treasury bill to commercial banks over the period of study holding other variables constant,
commercial banks total assets (BTA) in Nigeria increased byapproximately 12.38%. The
above result confirms a direct relationship between BTA and GTB in Nigeria. Validating the
stated hypothesis at 95% confidence level, the t-statistics was used. Consistent with the t-
statistics rule, the study again rejected the null hypothesis and accepted the alternate
hypothesis which states that; federal government’s domestic borrowing has a significant
positive effect on the total assets of commercial banks in Nigeria.

The findings of this study have certain major implications. The significant negative effect of
total external debt on commercial banks’ lending rates before debt cancellation and the no significant
positive effect of total external debt on commercial banks’ lending rates after debt cancellation are
informative to policy. The findings imply that the more government borrows from external
sources, the less expensive internal borrowing becomes in Nigeria. Ideally, more external
borrowing will result in less domestic debt and invariably fall in the prime rates of local
banks.The results are consistent with related studies in this regard (Bolle, Rother, and
Hakobyan 2006; Keller, et.al, 2007; and Udaibir, et. al., 2010). It is also consistent with
foreign debt theory (Perez, 2015) that a sovereign debt default has a negative impact on
banks' wealth, which reduces theirability to raise funds and prevents the flow of resources to

productive investments in the economy.

Meanwhile, the further findings on the effect of domestic debt on deposit liabilities, total

assets, and total credits of banks in Nigeria are also very implicative. The positive coefficient
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of government treasury bill indicated that for every unit increase in government treasury bill
to commercial banks over the period of study, bank deposit liabilities, bank total assets and
their total credits increased. This of course corroborates the credit creation theory of banks
that “every loan creates a deposit” (Baye and Jansen, 2006). Apparently, when a bank buys
government securities, it does not pay the purchase price at once in cash. It simply credits the
account of the government with the purchase price. The government is free to withdraw the
amount anytime. Hence, by crediting government account, the bank total deposit liabilities
and total assets are magnified. Besides, its total credit also increases through multiple credit-
expansion process. On this premise therefore, a direct relationship is said to exist between
deposit liabilities, total assets and total credits of banks and government domestic debt in
Nigeria. This implies that domestic debt enhances bank performance. It further means by
extension that domestic debt is positive to economic development going by McKinnon and
Shaw (1962) financial market led economic growth hypothesis. This implication is consistent
with Abbas and Christensen (2007) who developed a model that shows that moderate levels
of debt can increase financial market growth. It is also consistent with Adofu and Abula
(2010) who argue that moderate levels of domestic debt can enhance financial market

performance.

71



CHAPTER FIVE

SUMMARY OF FINDINGS, CONCLUSION AND RECOMMENDATIONS

51 INTRODUCTION

This chapter summarizes the various research results which emerged from the study. The
results are aligned with the various objectives and hypotheses set outin chapter one of the
dessertation. Conclusions are drawn and necessary recommendations made from the research

findings.

5.2 SUMMARY OF FINDINGS

1. Federal government’s external borrowings did not have a significant positive effect on the
lending rates of deposit money banks in Nigeria.

2. There was significant positive effect of federal government’s domestic borrowingson
commercial banks total deposit liabilities in Nigeria.

3. Government’s domestic borrowing hadasignificant positive effect oncommercial banks’
total credit in Nigeria.

4. Federal government’s domestic borrowing had a significant positive effect on the total

assets of commercial banks in Nigeria.

5.3 CONCLUSION

This research evaluated the the effects of public debt on the performance of the banking
sector in Nigeria. Specifically,the study sought to investigate the impact of federal
government’s external borrowings on the lending rates of deposit money banks in Nigeria. It
further evaluated the effect of federal government’s domestic borrowings on commercial
banks total deposit liabilities, total credits, and total assets in Nigeria. The essence here was
to determine if external debt has impacted positively on bank performance and by extension,

the overall economy.
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While utilizing data on certain identified variables over a twelve year period and applying
major econometric tools, the study made useful findings. The study found among other things
that there is no significant positive effect of federal government’s external borrowings on the
lending rates of deposit money banks in Nigeria both in the pre and post external debt
cancellation era. Secondly, there is significant positive effect of federal government’s
domestic borrowingson commercial banks total deposit liabilities in Nigeria. Again,
government’s domestic borrowing hasasignificant positive effect oncommercial banks’ total
credit as well as total asset in Nigeria.Based on these findings, the researcher concludesthat
government debt impact bank performance. While such impact may not be significant for
external debt, bank performance can be significantly and positively enhanced through

domestic debt.

5.4 RECOMMENDATIONS
Considering the above findings and potential research avenues, the following

recommendations are made:

e Government should reduce her financing expenditure using external debt. They
should rather adopt more of domestic debt financing strategy as servicing external

debt have been found to be more expensive.

e Secondly, the presence of a well-functioning autonomous domestic debt market could
help reduce the rate at which government borrows from outside. This study suggests

that such robust domestic debt market be established in Nigeria.

e Finally, actions taken, and policies implemented by debt managers can promote
financial market development and macroeconomic stability. Their relevance cannot be

overemphasized. The role of debt managers has gained elevated status in the context
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of managing the effects of the recent crisis, during which debt levels in many
countries rose significantly in a relatively short period of time. They should therefore
be encouraged in Nigeria.

5.5 Contributions to Knowledge

This work makes three contributions to knowledge.

This study has shown that the sovereign debt and domestic bank liquidity theory as
recently formalized in the work of Perez (2015) explains two mechanisms. Debt
defaultcan disrupt the domestic economy via its financial system and affect the
government's repaymentincentives using a model of endogenous default enriched with a
financial sector. The firstmechanism is related to banks' balance-sheet exposure to public
debt whereby a sovereign default has a negative impact on banks' wealth, which reduces
theirability to raise funds and prevents the flow of resources to productive investments,
and secondly,the novel effect is related to the liquidity value of public debt.

Finally, this study patterns recently modified models employed in Obademi (2012), and
Eleje, et.al., (2012) which capture some of the factors that are considered sensitive and
relevant to the Nigerian economy in recent times.Obademi (2012) employed the
augmented Cobb-Douglas production function, while Eleje, et.al., (2012) adopted the
logged bivariate linear regression technique to capture both the direct impact of the two
types of debts on growth and their respective elasticities.Patterning Obademi (2012), the
models of this study are specified in augmented Cobb-Douglas functional form as
captured in chapter 3.5. The proposed models for this research draw theoretical strength
from the Frankel-Romer(1962) Endogenous growth models.However, most of thesepast
studies in Africa in general and Nigeria in particular hadfocused research attention into
public debt and its impact on the economy or economic growth of countries but few on

the banking system per se. Findings from this study have shown that while federal
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government’s external borrowingsdo not have significant positive effect on the lending
rates of deposit money banks in Nigeria, federal government’s domestic borrowingshave
significant positive effecton commercial banks total deposit liabilities, commercial banks’

total credit and the total assets of commercial banks in Nigeria.
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