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ABSTRACT

This study examines the impact of monetary policy on banking sector stability in Nigeria
from 2010 to 2024, using Return on Equity (ROE) as a proxy for stability and analyzing
the effects of Monetary Policy Rate (MPR), Inflation Rate (INF), Exchange Rate (EXR),
and Broad Money Supply (MS). The Autoregressive Distributed Lag (ARDL) bounds
testing approach is employed. The short-run results indicate significant negative effects
of money supply (coefficient -0.131599, p=0.0117) and inflation (coefficient -0.223254,
p=0.0142) on ROE, with MPR showing a mixed impact (positive initially, coefficient
0.222074, p=0.0856; negative lagged, coefficient -0.216642, p=0.0897), and exchange
rate being insignificant. Long-run results show no significant effects (p-values 0.6188-
0.9607), supported by the ARDL bounds test (F-statistic 2.23869), though the Johansen
test suggests two cointegrating relationships (p=0.0203, 0.027). The Error Correction
Model indicates a weak adjustment process (coefficient -0.113123, p=0.5859),
reflecting structural inefficiencies. Diagnostic tests confirm model robustness with
normal residuals (Jarque-Bera p=0.451992), homoskedasticity (Breusch-Pagan-
Godfrey p=0.1132), and no significant serial correlation (Breusch-Godfrey p=0.1101).
The findings highlight that monetary policy significantly influences banking stability in
the short run through liquidity and inflation but has limited long-run impact due to weak
policy transmission. The recommendations by the study include cautious monetary
expansion, robust inflation targeting, exchange rate stabilization, and enhanced
banking resilience through stricter regulations. Addressing structural rigidities is also
crucial for improving monetary policy effectiveness and ensuring sustainable banking

sector stability in Nigeria which will ultimately contribute to broader economic growth.
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CHAPTER ONE

INTRODUCTION

1.1 BACKGROUND TO THE STUDY

The role of the banking sector in Nigeria can neither be overlooked nor overemphasized.
This is largely due to its ability to efficiently and effectively mobilize financial resources
from surplus spending units within the economy. According to Osubor and Okafor
(2006), the Nigerian banking system operates as a hybrid of both the branch banking
and unit banking systems. Despite the significant contributions of the banking sector to
Nigeria’s economic development, it continues to face numerous challenges that hinder
its growth and stability. One major issue is banking instability, which occurs when the
financial system becomes fragile and vulnerable to shocks, potentially resulting in
financial distress. This instability often leads to bank failures, erodes public confidence,
and hampers overall economic growth. In recent years, the Nigerian banking sector has
experienced notable instability influenced by various macroeconomic challenges. Key
indicators of this instability include capital adequacy pressures, liquidity strains, rising
non-performing loans (NPLs), and an increased reliance on Central Bank interventions.
Regarding capital adequacy, in March 2024, the Central Bank of Nigeria (CBN)
introduced higher minimum capital requirements: 3500 billion for international banks,

N200 billion for national banks, and }50 billion for regional banks. In terms of non-



performing loans (NPLs), the NPL ratio rose slightly to 4.5% in 2023, although it
remained below the regulatory threshold of 5%, indicating a moderate level of asset

quality pressure within the sector.

Nigeria’s banking sector can be compared with those of three other African countries;
South Africa, Egypt and Kenya, using key stability indicators such as the Capital

Adequacy Ratio (CAR).

The Capital Adequacy Ratio (CAR) measures how financially strong and resilient banks
are against potential losses. A higher CAR indicates stronger capital strength and
stability. Among the four countries, Nigeria has the weakest capital position (13.7%,
indicating a weaker capital cushion), followed by South Africa (16.0%, stronger than
Nigeria), while Egypt (19.1%) and Kenya (18.5%) both exhibit very strong capital
positions. This comparison reflects the need for improved financial resilience within

Nigeria’s banking system.

Monetary policy plays a critical role in safeguarding the stability of Nigeria’s banking
sector. By effectively applying instruments such as open market operations, the
monetary policy rate, and the liquidity ratio, the Central Bank of Nigeria (CBN) can
strengthen the sector’s stability. In the face of ongoing economic challenges, a proactive
and adaptive monetary policy framework remains essential to enhance the resilience of

the banking sector and, by extension, promote broader economic stability.
2



1.2 STATEMENT OF THE RESEACH PROBLEM

The Nigerian banking sector plays a pivotal role in the nation's economic development
by mobilizing savings, facilitating investments, and enhancing financial intermediation
(Sanusi, 2012). However, the sector has faced recurrent instability characterized by
liquidity crises, high non-performing loans, poor corporate governance, and occasional
bank failures (CBN, 2020; IMF, 2022). Amid these challenges, monetary policy
primarily implemented through the Central Bank of Nigeria (CBN) is expected to
maintain price stability, control inflation, regulate interest rates, and influence the
money supply to ensure overall economic and financial sector stability (CBN, 2021;
Mishkin, 2019). Despite various monetary policy interventions, the Nigerian banking
sector continues to struggle with systemic risks and macroeconomic volatility. There is
growing concern over the effectiveness of these monetary policy tools in achieving the
intended objectives, particularly in stabilizing the banking sector (Adebayo & Adeleke,
2020). The persistent mismatch between policy rates and lending behavior, as well as
the limited transmission of monetary policy signals to the real economy, raises questions
about the adequacy and timing of policy instruments used by the CBN (Uchendu, 2009;

Ezeabasili, Mojekwu & Herbert, 2017).

Furthermore, external shocks such as global oil price fluctuations, currency

depreciation, and inflationary pressures have further complicated the link between



monetary policy and banking sector outcomes (World Bank, 2021; Adegbite, 2023).
These developments highlight a critical research gap in understanding how monetary
policy decisions affect banking sector stability in the Nigerian context. Thus, this study
seeks to investigate the extent to which monetary policy influences banking sector
stability in Nigeria, identify the specific channels of transmission, and evaluate the

effectiveness of policy tools in mitigating banking sector vulnerabilities.

1.3 RESEARCH QUESTIONS

From the statement of the research problem, this study seeks to answer the following

questions;

1. How does monetary policy impact the stability of the banking sector in Nigeria?

2. How does monetary policy affect the level of non-performing loans in Nigeria
banks?

1.4 OBJECTIVES OF THE STUDY

The broad objective of this study is to investigate the impact of monetary policy on

banking sectors stability in Nigeria.

Specifically this study seeks to;



1.5

1.6

Determine the effect of monetary policy on banking sector stability in Nigeria.
Investigate the impact of monetary policy on non-performing loans in Nigerian

banks.

HYOTHESES OF THE STUDY

There is no significant relationship between monetary policy and the stability of

the banking sector in Nigeria.

There is no significant relationship between monetary policy and non-

performing loans in Nigerian banks.

SIGNIFICANCE OF THE STUDY

This study is important because it focuses on how monetary policy affects the stability

of the banking sector in Nigeria. A stable banking system is necessary for the smooth

running of any economy, especially in a developing country like Nigeria. This research

will help to show whether the monetary policies put in place by the Central Bank of

Nigeria are effective in promoting banking sector stability. Also, the findings of this

study will be useful to policymakers, financial regulators, and other stakeholders in the

financial system. It will help them understand the relationship between interest rates,

inflation control, money supply, and the health of banks in Nigeria.



In addition, the study will contribute to the existing body of knowledge on monetary
policy and banking stability. It will serve as a useful reference for other students,

researchers, and scholars who may want to carry out further studies on related topics.

1.7 SCOPE OF THE STUDY

This study is focused on assessing the impact of monetary policy on banking sector
stability in Nigeria, with specific emphasis on how the Central Bank of Nigeria’s (CBN)
policy instruments influence the operations and soundness of the banking industry. The
temporal scope covers the period from 2010 to 2025, a timeframe that captures
significant monetary policy developments, banking reforms, oil price shocks, exchange
rate volatility, inflationary trends, the COVID-19 pandemic, and post-pandemic
economic recovery efforts. This period allows for a comprehensive evaluation of both
short-term and long-term effects of monetary policy decisions on banking sector
performance. The geographical scope is limited to Nigeria, with a focus on the role of
the Central Bank of Nigeria (CBN) as the chief monetary authority and its interactions
with key commercial banks operating in the country. The study does not extend to other
financial sub-sectors such as insurance, microfinance, or the capital market unless they

directly intersect with banking operations.



1.8 LIMITATION OF THE STUDY

Every research work is subject to certain limitations that may affect the scope, depth,
and generalizability of its findings. This study is not an exception. The study relied
predominantly on secondary data obtained from the Central Bank of Nigeria (CBN), the
National Bureau of Statistics (NBS), and audited reports of selected commercial banks.
The reliability and completeness of these datasets may vary across different periods,
especially in the earlier years under review. This poses a constraint on the consistency

and robustness of the empirical analysis.

Also, the timeframe of the study (2010-2025) is relatively broad, spanning multiple
economic cycles, policy regimes, and global events. Due to time and resource
constraints, it was not feasible to analyze each year in equal depth. Instead, the study
focused on key periods marked by notable monetary policy interventions and financial

sector responses.

Furthermore, access to confidential data and internal policy documents from the CBN
and commercial banks was limited. This restricted the study’s ability to evaluate certain
institutional factors and decision-making processes that influence the effectiveness of

monetary policy in real time.



19 STRUCTURE OF THE STUDY

This study is divided into five chapters. Chapter one present an introduction of the study.
It covers the background of the research objectives, research questions, hypotheses, the
scope of the study, limitations encountered, the significance of the study and the
structure of the study. Chapter two reviews related literature, starting with conceptual
definitions relevant to the study, followed by a theoretical review of the pertinent
theories, and concluding with a empirical review. Chapter three focuses on the
theoretical framework, basing the research study on the most relevant theory from
chapter two and specifies the model used in this research study. Chapter four shows and
analysis the empirical data, interpreting the results and explaining the hypotheses.
Chapter five summarizes the findings, draw conclusion, and offer recommendations

based on the study’s objectives.



CHAPTER TWO
LITERATURE REVIEW

This section comprise the pertinent literature related to the study and shall be examined
from the viewpoint of a conceptual literature review, theoretical literature review and

empirical literature review

2.1 CONCEPTUAL REVIEW

2.1.1 Concept of monetary policy

Monetary policy refers to the actions taken by a country’s central bank to control the
supply of money, manage interest rates, and regulate credit in the economy to achieve
specific macroeconomic goals such as price stability, full employment, and economic
growth. In Nigeria, monetary policy is primarily carried out by the Central Bank of
Nigeria (CBN) through instruments such as the Monetary Policy Rate (MPR), Open

Market Operations (OMO), Cash Reserve Ratio (CRR), and liquidity requirements.

Monetary policy can be broadly categorized into two types: expansionary and
contractionary. Expansionary monetary policy is used to stimulate the economy by
increasing money supply and lowering interest rates, usually during periods of
economic slowdown. Contractionary monetary policy, on the other hand, reduces

money supply and increases interest rates to control inflation and stabilize prices.



In Nigeria, the Central Bank of Nigeria (CBN) is responsible for formulating and
implementing monetary policy. The core aim of monetary policy is to maintain a stable
financial and economic environment conducive to sustainable growth. It influences the
cost and availability of credit, investment behavior, consumer spending, and ultimately,

the overall performance of the economy and the financial sector.

Objectives of Monetary Policy

The key objectives of monetary policy in Nigeria include:

1 Controlling inflation: Keeping inflation at a manageable level to maintain the

purchasing power of the naira.

2 Promoting economic growth: Ensuring that monetary conditions support

productive investment and output expansion.

3 Maintaining balance of payments stability: Managing the exchange rate and

external reserves to stabilize Nigeria’s external sector.

4 Ensuring financial system stability: Creating a sound and stable financial

environment to support banking sector resilience.

10



Instruments of Monetary Policy

The Central Bank of Nigeria uses various instruments to achieve its monetary policy

goals. These instruments are broadly classified into quantitative and qualitative tools:

1 Monetary Policy Rate (MPR): The benchmark interest rate at which the CBN
lends to commercial banks. It serves as a signal for other interest rates in the

economy.

2 Open Market Operations (OMO): Buying and selling of government securities

to control liquidity in the banking system.

3 Cash Reserve Ratio (CRR): The proportion of a bank’s total deposit that must

be held as reserves with the CBN.

4 Liquidity Ratio: The percentage of a bank's liquid assets to its total liabilities.

5 Foreign Exchange Policy: Managing exchange rates and foreign reserves to

influence external trade and capital flows.

Monetary policy in Nigeria. The Nigerian context, monetary policy has played an
important role in addressing challenges such as inflation, exchange rate volatility, and
banking sector instability. The CBN periodically reviews the MPR and other policy
tools to respond to economic shocks, ensure liquidity in the financial system, and

stabilize the naira.
11



However, the effectiveness of monetary policy in Nigeria has been subject to several
constraints including structural rigidities, overreliance on oil revenue, fiscal policy
dominance, and weak transmission mechanisms. These challenges often limit the extent
to which monetary policy can influence real sector activities and maintain banking

sector stability.

2.1.2 Concept of Banking Sector Stability

Banking sector stability refers to the soundness, reliability, and resilience of the banking
system in performing its core functions—such as financial intermediation, safeguarding
deposits, and facilitating payments—without being vulnerable to systemic risks or
financial crises. A stable banking sector is characterized by strong capital adequacy, low
levels of non-performing loans, high liquidity, profitability, and effective risk

management.

Instability in the banking sector can lead to loss of public confidence, bank runs, and
negative spillovers to the broader economy. Indicators of instability may include
frequent bank failures, liquidity shortages, poor asset quality, and weak regulatory

compliance.

12



2.1.3 Relationship Between Monetary Policy and Banking Sector Stability

There is a strong link between monetary policy and banking sector stability. The tools
of monetary policy influence the cost of borrowing, availability of credit, and the
liquidity conditions within the financial system. For instance, changes in interest rates
directly affect banks’ lending and borrowing activities, while changes in reserve

requirements influence the amount of money banks can lend.

If monetary policy is well-formulated and properly implemented, it can enhance
banking sector stability by controlling inflation, promoting a stable macroeconomic
environment, and supporting healthy credit growth. However, if policy tools are poorly
timed or inconsistent, they may increase uncertainty, distort credit markets, and expose

banks to interest rate or liquidity risks.

In Nigeria, the effectiveness of monetary policy in promoting banking sector stability
has been a subject of debate, especially given the recurring issues of high inflation,

exchange rate fluctuations, and financial sector vulnerabilities.

2.2 THEORETICAL REVIEW

This section presents economic theories that provide a foundation for understanding the

relationship between monetary policy and banking sector stability.

13



2.2.1 The Monetarist Theory of Monetary Policy

The Monetarist theory, championed by Milton Friedman, argues that changes in the
money supply are the main drivers of economic activity and inflation. According to this
theory, an increase in the money supply leads to increased spending and investment,
while excessive money growth causes inflation. Central banks are therefore advised to
control money supply through effective monetary policy to maintain price stability and
financial system confidence. A stable monetary environment helps banks to plan better,

reduce credit risk, and maintain profitability.

2.2.2 The Keynesian Theory of Monetary Policy

Keynesian economics, developed by John Maynard Keynes, emphasizes the role of
interest rates in influencing investment and aggregate demand. In this view, monetary
policy affects the economy by changing the cost of borrowing. For banks, changes in
interest rates influence their lending behavior, profit margins, and risk exposure. When
interest rates are high, borrowing falls and bank profits may decline. On the other hand,
low interest rates encourage borrowing, which may boost bank lending but increase

exposure to default risks if not properly managed.

14



2.2.3 Financial Instability Hypothesis (Hyman Minsky)

Minsky’s (1992) Financial Instability Hypothesis explains how prolonged periods of
economic stability may lead to increased financial risk-taking. In a stable economy with
low interest rates and predictable policies, banks and borrowers become more confident,
often leading to excessive lending and risk accumulation. If monetary policy does not
react in time to tighten conditions, financial instability can emerge. This theory
highlights the need for a responsive and well-calibrated monetary policy to prevent

banking crises.

2.3 EMPIRCAL REVIEW IN LITERATURE

This section reviews findings from previous studies both within Nigeria and

internationally on the link between monetary policy and banking sector stability.

PETERSON K. OZILI (January, 2025) examined the determinants of financial
inclusion in Nigeria with a focus on monetary policy and banking sector factors using a
deductive, theory-driven framework grounded in macroeconomic and banking sector
theory. Applying the two-stage least squares regression, the study found a significant
and negative relationship between the monetary policy rate and financial inclusion. It

recommended that the CBN should increase its effort to reduce the rate of inflation.

15



However, the study noted limited research specifically focused on the impact of

monetary policy and banking sector factors on financial inclusion in Nigeria.

IBEINMO FRIDAY COOKEY (December, 2024) investigated the effect of the
monetary policy rate on savings and investments within the framework of classicalist
theory, the life cycle hypothesis and the acceleration theory of investment. Using the
autoregressive distributed lag method, the study revealed that the monetary policy rate
has a significant and negative effect on both savings and investment in Nigeria. It
recommended that the CBN should consider implementing a lower and more stable
monetary policy rate, while highlighting the lack of comprehensive analysis on the

broader and more nuanced effects of the monetary policy rate.

ALIYU AHMED ALHAJI and JEFFERY ELIPHUS (November, 2024) analyzed
macro-prudential policy, monetary policy and banking sector performance in Nigeria
within the framework of macroprudential and monetary policy theories. Employing time
series and econometric techniques, the study revealed that macroprudential policy tends
to be more effective on banking sector performance in Nigeria in the long run, while
monetary policy tends to be more effective in the short run. The study emphasized that
macroprudential policy is essential for long-term sustainability and resilience and noted
the need for deeper investigation into the effect of macroprudential and monetary policy

on Nigerian banking sector profitability.

16



EJUCHEGAHI ANTHONY ANGWAO MAODOKO (November, 2024) studied
cryptocurrencies and central bank digital currencies with specific focus on their
implications for monetary policy and financial stability. Using a qualitative, analytical
and comparative approach, the study found that cryptocurrencies and central bank
digital currencies have the potential for transformation in the financial landscape. It also
emphasized the importance of the development and adoption of central bank digital
currencies by central banks globally, but noted the limited empirical and specific

analysis of the evolving and nuanced implications of digital currencies.

UDEZE CHIKE ROMANUS and ONWUKA IRENE NKECHI (September, 2024)
examined the comparative impact of fiscal and monetary policies on economic growth
in Nigeria, adopting the endogenous growth theory as its framework. Using
autoregressive distributed lag based econometric modelling with comprehensive
diagnostic testing, the study found that monetary policy and fiscal policy had a
significant impact on economic growth in Nigeria between 1981 and 2021. It
recommended that government should consider combining both monetary and fiscal
policy to achieve better economic growth outcomes in the Nigerian economy, while
highlighting the unclear and insufficiently explored comparative effectiveness of fiscal

and monetary policies in driving economic growth in Nigeria.

17



Adebayo and Adeleke (2020) investigated the effectiveness of monetary policy tools in
stabilizing the Nigerian banking sector. Using time series data from 2000 to 2018, they
found that the Monetary Policy Rate (MPR) and Cash Reserve Ratio (CRR)
significantly influenced non-performing loans and bank profitability. Their study
concluded that monetary policy plays a crucial role in promoting financial stability.
Ezeabasili, Mojekwu, Herbert,(2017) explored how monetary policy transmission
affects banking sector performance in Nigeria. Their study revealed that interest rate
adjustments had limited influence on lending behavior due to structural rigidities in the
banking system and weak policy transmission channels. Uchendu (2009) examined the
channels through which monetary policy impacts the Nigerian financial sector. He
emphasized the role of inflation targeting and exchange rate management in stabilizing
banks. His findings suggest that monetary policy effectiveness depends on consistency,

credibility, and a supportive macroeconomic environment.

Bernanke and Blinder (1992) studied the credit channel of monetary policy transmission
in the United States. Their findings indicated that monetary policy affects bank lending
behavior through changes in reserves and capital costs, which ultimately influence
financial system stability. In a study conducted in South Africa, Sibanda and Dubihlela
(2016) analyzed the impact of monetary policy on banking performance using panel
data. Their results showed that tight monetary policy reduced lending and profitability,

but helped maintain capital adequacy and reduced default risks.

18



24 GAPIN THE LITERATURE

One notable gap in the existing literature is the limited focus on the long-term
effectiveness of monetary policy in ensuring banking sector stability in Nigeria,
particularly in light of recent economic shocks and evolving regulatory reforms. While
several studies have examined the relationship between monetary policy and general
macroeconomic indicators, few have provided an in-depth analysis of how key
monetary policy instruments impact banking sector resilience over an extended period,
especially from 2010 to 2025. This gap is significant given the dynamic nature of
Nigeria’s financial environment, including challenges such as exchange rate volatility,
inflationary pressures, and the aftermath of the COVID-19 pandemic all of which
demand a more updated and comprehensive investigation. This research study intends
to fill up this gap by carry out a comprehensive analysis of the impact of monetary
policy on banking sector stability in Nigeria, from 2010 to 2025. By extending the scope
beyond earlier studies, this research will incorporate recent economic developments,
including the effects of the COVID-19 pandemic, post-pandemic monetary responses,

exchange rate fluctuations, and inflationary trends.
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CHAPTER THREE

THEORETICAL FRAMEWORK AND MODEL SPECIFICATION

3.0 Introduction

This chapter establishes the theoretical framework and model specification for
examining the relationship between monetary policy and banking sector stability in
Nigeria. It begins by adopting the Keynesian Monetary Theory as the foundational lens,
drawing from the literature reviewed in Chapter Two. The chapter then specifies an
econometric model to empirically test the study’s objectives, outlines the
Autoregressive Distributed Lag (ARDL) estimation technique, and details the analytical
procedures, including unit root testing, bounds co-integration, error correction
modeling, and diagnostic checks. Data sources and the study period are also described

to ensure transparency and replicability.

3.1 Theoretical Framework

This chapter provides the theoretical foundation for the study on monetary policy and
banking sector stability in Nigeria. A theoretical framework explains the concepts
behind a research topic and guides how the study is carried out. In Chapter Two, two
main theories were reviewed: the Keynesian Monetary Theory (Keynes, 1936) and the

Monetarist Theory (Friedman, 1968). While the Monetarist Theory focuses on

20



controlling money supply to achieve stability, this study adopts the Keynesian Monetary
Theory because it emphasizes the role of interest rates and government intervention in

stabilizing the economy (Mishkin, 2019).

The Keynesian Theory suggests that monetary policy, especially through tools like the
Monetary Policy Rate (MPR), can influence credit, inflation, and banking stability. In
the Nigerian context, these tools used by the Central Bank of Nigeria (CBN) affect how
banks lend, operate, and maintain financial stability (Nnanna, 2001; Ajayi, 2007). This
theory supports the study’s objective of examining how monetary policy impacts bank
performance and stability from 2010 to 2024. It also helps explain how interest rate
changes and other policy decisions may affect key banking indicators like credit supply,

non-performing loans, and liquidity.

In summary, the Keynesian Monetary Theory offers a solid base for analyzing the
effects of monetary policy on Nigeria’s banking sector and guides the direction of this

research.

3.2 MODEL SPECIFICATION

The model used in this study is developed to assess the effect of monetary policy on the
stability of the Nigerian banking sector. The dependent variable is Return on Equity

(ROE), which serves as a proxy for banking sector stability. The independent variables

21



are Monetary Policy Rate (MPR), Inflation Rate (INF), Exchange Rate (EXR), and

Money Supply (MS).

Functional Form of the Model:

ROE = f(MPR, INF, EXR, MS)

Linear Econometric Form:

ROE; = po +[1MPR, +[3INF; +[3EXR; +[,MS; +p1¢

Where:

ROE, = Return on Equity (a measure of banking sector performance) at time t

MPR, = Monetary Policy Rate

INF; = Inflation Rate

EXR, = Exchange Rate

MS; = Broad Money Supply

[ = Constant term (intercept)

[1_ P4 = Coefficients of the explanatory variables

1e = Error term, capturing all other unobserved factors

22



A Priori Expectations:

Based on theoretical and empirical literature, the expected signs of the coefficients are

as follows:

B MPR < 0: A higher monetary policy rate is expected to reduce bank profitability and
increase default risk (Boyd et al., 2001; Demirglic-Kunt & Huizinga, 2000). Higher
interest rates raise funding costs for banks, compress net interest margins, and elevate

borrower default probabilities, thereby lowering return on equity (ROE).

B_INF < 0: High inflation is generally associated with higher costs and lower banking
sector performance (Perry, 1992; Boyd et al., 2001). Inflation erodes real asset values,
increases operational uncertainties, and disrupts lending activities, negatively impacting

bank profitability.

B_EXR Vol < 0: Exchange rate volatility may reduce asset values and increase risk
exposure (Chamberlain et al., 1997; Tai, 2000). In import-dependent economies like
Nigeria, currency fluctuations heighten foreign exchange risk for banks' balance sheets,

leading to provisioning for losses and reduced ROE.

B_MS > 0: An increase in money supply is expected to stimulate economic activity and

improve banking performance (Friedman & Schwartz, 1963; Bernanke & Gertler,

23



1995). Expanded liquidity boosts credit demand, enhances loan portfolios, and supports

higher interest income, positively affecting bank profitability.

This model will be estimated using the Autoregressive Distributed Lag (ARDL)
approach, which is suitable for small-sample time series data and allows for the

estimation of both short-run and long-run relationships among variables.

3.3 METHOD OF ANALYSIS

This study adopts a quantitative research approach using time series data to examine the
impact of monetary policy on banking sector stability in Nigeria. The analysis focuses
on assessing both the short-run and long-run relationships between monetary policy

instruments and banking sector performance indicators.

3.3.1 Estimation Technique: Autoregressive Distributed Lag (ARDL) Model

The Autoregressive Distributed Lag (ARDL) modeling technique is employed in this
study. The ARDL approach is particularly suitable when the variables under
consideration are of mixed order of integration that is, a combination of 1(0) and 1(1).
This makes it flexible and appropriate for macroeconomic time series data such as

monetary policy indicators and banking performance metrics.

24



The ARDL model helps estimate both the short-run dynamics and the long-run
equilibrium relationship between the dependent and independent variables. It also

corrects for possible endogeneity, which may arise in monetary policy studies.

3.3.2 Unit Root Test

Before estimating the ARDL model, a unit root test will be conducted to determine the
stationarity properties of the variables. The Augmented Dickey-Fuller (ADF) or
Phillips-Perron (PP) test will be used to identify whether the variables are stationary at
level or at first difference. This step is crucial in selecting the appropriate lag length and
confirming that none of the variables is integrated at order two, 1(2), which would

invalidate the ARDL procedure.

3.3.3 Bounds Test for Co-integration

Once the unit root test is completed, the Bounds Testing Approach to co-integration
(developed by Pesaran et al., 2001) will be applied to determine the existence of a long-
run relationship among the variables. If the F-statistic from the bounds test exceeds the

upper critical value, we conclude that a long-run relationship exists.

3.3.4 Error Correction Model (ECM)

If co-integration is established, the Error Correction Model (ECM) will be estimated to
capture the short-run dynamics of the model while maintaining the long-run
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equilibrium. The coefficient of the error correction term (ECT) is expected to be
negative and statistically significant, indicating the speed of adjustment from short-run

deviation to long-run equilibrium.

3.3.5 Diagnostic and Stability Tests

To ensure the robustness and reliability of the estimated model, several diagnostic tests
will be conducted, including: Serial Correlation Test (Breusch-Godfrey LM test),
Heteroskedasticity Test (White or Breusch-Pagan test), Normality Test (Jarque-Bera

test), Stability Tests (CUSUM and CUSUMSQ tests).

These tests help verify that the estimated model meets the basic assumptions of classical

linear regression and is stable over time.

3.3.6 Data Sources

The study utilizes annual time series data spanning from 1990 to 2024, obtained from
credible sources such as the Central Bank of Nigeria (CBN) Statistical Bulletin and the
National Bureau of Statistics (NBS). The key variables of interest include Return on
Equity (ROE) as a proxy for banking sector performance, Monetary Policy Rate (MPR),

Inflation Rate (INF), Exchange Rate (EXR), and Broad Money Supply (MS).

All data will be analyzed using econometric software, E-Views to ensure precision and
accuracy in the estimation process.

26



CHAPTER FOUR

PRESENTATION AND INTERPRETATION OF RESULTS

4.0 Introduction

This chapter presents the empirical analysis of the impact of monetary policy on
banking sector stability in Nigeria. The analysis focuses on the key variables of the
study: Return on Equity (ROE) as the dependent variable, serving as a proxy for banking
sector stability, and the independent variables, namely Monetary Policy Rate (MPR),
Inflation Rate (INF), Exchange Rate (EXR), and Broad Money Supply (MS). The
chapter begins with a preliminary analysis, including descriptive statistics and graphical
representations of the variables to provide insights into their trends, distributions, and
relationships over the study period (2010-2024). Subsequently, unit root tests are
conducted to examine the stationarity properties of the time series data, followed by the
bounds test for cointegration to determine the existence of a long-run equilibrium
relationship among the variables. The chapter then presents the results of the
Autoregressive Distributed Lag (ARDL) model, including both long-run and short-run
estimates, along with the Error Correction Model (ECM) to capture the dynamics of
adjustment. Diagnostic tests, including serial correlation, heteroskedasticity, normality,

and stability tests, are also conducted to ensure the robustness of the model. The chapter
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concludes with a discussion of the empirical findings, their implications for banking

sector stability, and their alignment with the study’s objectives and hypotheses.

4.1 Preliminary Data Analysis

Before proceeding to the econometric analysis, this section provides an overview of the
descriptive statistics of the variables used in the study. Descriptive statistics offer
insights into the central tendency, variability, and distribution of the data. Specifically,
the mean indicates the average value of each variable, while the standard deviation
measures the degree of dispersion around the mean. The minimum and maximum values
delineate the range of the data, and skewness and 1 kurtosis provide information on the
shape and normality of the distribution. These statistics are essential for understanding

the behavior of the variables and their suitability for time series analysis.
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4.1.1 Descriptive Statistics

Table 4.1: Descriptive Statistics Results

ROE MS MPR INF EXR
Mean 23.926 19565.810 14.607 18.411 203.824
Median 24.000 5124.700 13.500 13.500 132.150
Maximum 42 108945.400 35 57.200 1535
Minimum 11.820 100.500 6 5.400 9.960
Std. Dev. 7.847 28362.290 6.014 13.866 272.276
Skewness 0.525 1.867 1.493 1.783 3.562
Kurtosis 2.684 5.767 5.526 5.145 17.582
Jarque-Bera 1.754 31.494 22.297 25.237 384.367
Probability 0.416 0 0.000014 0.000003 0
Sum 837.420 684803.300 511.250 644.400 7133.830
Sum Sq. Dev. 2093.384  2.74E+10 1229.661 6536.975 2520568
Observations 35 35 35 35 35

Source: Author’s computation using Eviews 10

The descriptive statistics Table provides a summary of the variables used in the study,

which include Return on Equity (ROE), Broad Money Supply (MS), Monetary Policy

Rate (MPR), Inflation Rate (INF), and Exchange Rate (EXR), based on a sample of 35

observations for all variables over the period from 2010 to 2024. These statistics offer

insights into the central tendency, variability, and distributional properties of the data,

forming a critical foundation for the econometric analysis.
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The Return on Equity (ROE) variable, which serves as a proxy for banking sector
stability, has a mean of 23.93% and a median of 24%, indicating a nearly symmetric
distribution with a slight positive skewness of 0.53. The minimum value is 11.82%, and
the maximum is 42%, with a standard deviation of 7.85, reflecting moderate variability
in banking sector performance. The kurtosis is 2.68, suggesting a distribution close to
normal. The Jarque-Bera statistic is 1.75 with a probability of 0.42, indicating no
significant departure from normality, which supports the suitability of ROE for

econometric modeling.

The Broad Money Supply (MS) variable, measured in million NGN, has a mean of
19,565.81 and a median of 5,124.7, indicating a strongly positively skewed distribution
with a skewness of 1.87. The minimum value is 100.5, and the maximum is 108,945.4,
with a high standard deviation of 28,362.29, reflecting substantial variability due to
monetary policy changes and economic growth over the study period. The kurtosis is
5.77, indicating a highly peaked distribution. The Jarque-Bera statistic is 31.49 with a
probability of 0.00, confirming a significant departure from normality, likely due to

structural shifts in Nigeria’s monetary environment.

The Monetary Policy Rate (MPR), representing the CBN’s benchmark interest rate in
percent, has a mean of 14.61 and a median of 13.5, suggesting a positively skewed

distribution with a skewness of 1.49. The minimum value is 6, and the maximum is 35,
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with a standard deviation of 6.01, indicating moderate variability driven by CBN’s
policy adjustments. The kurtosis is 5.53, suggesting a highly peaked distribution. The
Jarque-Bera statistic is 22.30 with a probability of 0.000014, confirming a significant

departure from normality.

The Inflation Rate (INF), measured as annual CPI inflation in percent, has a mean of
18.41 and a median of 13.5, indicating a positively skewed distribution with a skewness
of 1.78. The minimum value is 5.4, and the maximum is 57.2, with a standard deviation
of 13.87, reflecting high variability due to macroeconomic instability in Nigeria. The
kurtosis is 5.14, suggesting a moderately peaked distribution. The Jarque-Bera statistic
is 25.24 with a probability of 0.000003, indicating a significant departure from

normality.

The Exchange Rate (EXR), measured as NGN per USD (official rate), has a mean of
203.82 and a median of 132.15, indicating a highly positively skewed distribution with
a skewness of 3.56. The minimum value is 9.96, and the maximum is 1,535, with a
standard deviation of 272.28, reflecting significant naira depreciation over the study
period. The kurtosis is 17.59, indicating an extremely peaked distribution, likely due to
exchange rate volatility and policy shifts. The Jarque-Bera statistic is 384.37 with a

probability of 0.00, confirming a significant departure from normality.
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The sum and sum of squared deviations provide further insights into the magnitude and
dispersion of the data. For instance, MS and EXR exhibit large sums of squared
deviations (2.74E+10 and 2,520,568, respectively), reflecting their high variability.
Most variables, except ROE, show significant departures from normality, as indicated
by their low Jarque-Bera probabilities. This statistical summary highlights the
distributional characteristics of the variables, which is critical for interpreting the ARDL

model.

4.2 Correlation Analysis

Correlation analysis is a statistical technique used to evaluate the strength and direction
of relationships between pairs of variables. It is a widely utilized tool in econometric
studies, particularly in economics, to identify patterns and interdependencies within
data. By measuring the degree of association between variables, correlation analysis
provides preliminary insights into potential linkages, serving as a foundation for more
advanced econometric modeling, such as the Autoregressive Distributed Lag (ARDL)
approach employed in this study. In the context of this research, correlation analysis is
applied to examine the relationships between Return on Equity (ROE), the proxy for
banking sector stability, and the key explanatory variables, namely Monetary Policy
Rate (MPR), Inflation Rate (INF), Exchange Rate (EXR), and Broad Money Supply

(MS). This analysis offers an initial understanding of how these monetary policy and
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macroeconomic factors interact within Nigeria’s banking sector, laying the groundwork

for testing the hypotheses outlined in Chapter One.

Table 4.2 Correlation Estimates

ROE MS MPR INF EXR
ROE 1
MS -0.631 1.000
MPR -0.218 0.173 1.000
INF -0.243 0.000 0.542 1.000
EXR -0.468 0.881 0.253 0.031 1.000

Source: Author’s computation using Eviews 10

The correlation analysis provides a preliminary assessment of the strength and direction
of relationships between Return on Equity (ROE), the proxy for banking sector stability,
and the explanatory variables: Broad Money Supply (MS), Monetary Policy Rate
(MPR), Inflation Rate (INF), and Exchange Rate (EXR). The correlation coefficients,
presented in Table 4.2, range from -1 to 1, where values closer to 1 or -1 indicate a
strong positive or negative relationship, respectively, and values near 0 suggest a weak

or no relationship. This analysis offers insights into the interdependencies among the
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variables within Nigeria’s economic and banking environment from 2010 to 2024,

setting the stage for the ARDL modeling in subsequent sections.

Table 4.2 shows the correlation matrix for the variables. The correlation between ROE
and MS is -0.63, indicating a moderately strong negative relationship. This suggests that
an increase in money supply is associated with a decline in banking sector profitability,
possibly due to inflationary pressures or excessive liquidity leading to riskier lending
practices, consistent with Minsky’s Financial Instability Hypothesis. The correlation
between ROE and MPR is -0.20, reflecting a weak negative relationship, implying that
higher interest rates may slightly reduce bank profitability, aligning with Keynesian
theory, which posits that higher interest rates increase borrowing costs and reduce
lending activity. Similarly, the correlation between ROE and INF is -0.24, indicating a
weak negative relationship, suggesting that higher inflation may erode bank profitability
by increasing operational costs or reducing loan repayment capacity. The correlation
between ROE and EXR is -0.47, indicating a moderate negative relationship, which
suggests that naira depreciation (higher EXR) is associated with reduced banking sector

stability, likely due to increased foreign currency exposure and asset value losses.

Among the explanatory variables, MS and EXR exhibit a strong positive correlation of
0.88, suggesting that increases in money supply are closely associated with naira

depreciation, possibly due to excess liquidity fueling demand for foreign currency. MPR
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and INF have a moderate positive correlation of 0.54, indicating that higher monetary
policy rates may coexist with higher inflation, possibly reflecting the CBN’s attempts
to curb inflationary pressures through tighter policy. MS and MPR show a weak positive
correlation of 0.17, suggesting a limited direct relationship between money supply and
interest rate policy. Similarly, MS and INF have a negligible correlation of 0.00,
indicating no significant linear relationship, possibly due to structural rigidities in
monetary policy transmission. EXR and INF have a very weak positive correlation of
0.03, suggesting that exchange rate movements and inflation are largely independent in
this context. Finally, MPR and EXR have a weak positive correlation of 0.25, indicating
a modest relationship, possibly reflecting the CBN’s use of interest rates to stabilize the
exchange rate. The correlation analysis reveals significant relationships between ROE
and the explanatory variables, particularly MS and EXR, which warrant further
investigation in the ARDL model. The moderate to weak correlations between ROE and
MPR/INF suggest that monetary policy impacts on banking stability may be indirect or
muted, potentially due to weak policy transmission mechanisms in Nigeria’s economy.
These findings provide a foundation for the econometric analysis and hypothesis testing

in the subsequent sections.
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4.3 Unit Root Test

4.3.1 Test for Stationarity

The stationarity test is crucial for determining whether the variables in this study exhibit
stable statistical properties over time, unaffected by short-term fluctuations. To assess
the stationarity of the variable, Return on Equity (ROE), Monetary Policy Rate (MPR),
Inflation Rate (INF), Exchange Rate (EXR), and Broad Money Supply (MS), the
Augmented Dickey-Fuller (ADF) test was employed prior to conducting the ARDL
bounds testing for cointegration. This test is essential to confirm that no variable is
integrated beyond order one [I(1)], as required by the ARDL framework, and to
establish the order of integration for analyzing long-run relationships among the
variables. The ADF test evaluates the null hypothesis of a unit root (indicating non-
stationarity). If the absolute value of the test statistic exceeds the critical values at
conventional significance levels, the null hypothesis is rejected, confirming stationarity.
Conversely, if the test statistic is less than the critical values, the null hypothesis is not
rejected, indicating non-stationarity. The results of the ADF test, including the
integration order of each variable at level or first difference, are presented in the

following tables.
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Table 4.3: Augmented Dickey Fuller Test for Unit Root at Level and first

difference
FIRST
DIFFERENC
LEVEL E
10% 5% 10%
Series t-Statistics 1% level 5% level level Remark  t-Statistics 1% level level level Remark
ROE_LOG -1.957 -3.593 -2.932 -2.601 Non- -8.238 -3.597 -2.933 -2.606
stationary Stationary
MPR_LOG -1.451 -3.593 -2.931 -2.603  Non- -4.860 -3.597 -2.932 -2.604
stationary Stationary
INF-LOG -1.343 -3.597 -2.933 -2.604 Non- -5.176 -3.597 -2.933 -2.605
stationary Stationary
EXR_LOG -1.484 -3.592 -2.931 -2.603 Non- -4.690 -3.600 -2.931 -2.602
stationary Stationary
MS_LOG 2.93315
-1.745 -3.592 -2.931 -2.634 Non- -3.752 -3.597 8 -2.604
stationary Stationary

Source: Author’s computation using Eviews 10

The stationarity properties of the variables are critical for ensuring the validity of the

Autoregressive Distributed Lag (ARDL) model used in this study. Stationarity tests

determine whether the time series data exhibit a constant mean, variance, and

autocorrelation over time, which is necessary to avoid spurious regression results. This

study employs the Augmented Dickey-Fuller (ADF) test to assess the stationarity of the

variables: Return on Equity (ROE), Monetary Policy Rate (MPR), Inflation Rate (INF),

Exchange Rate (EXR), and Broad Money Supply (MS), all in logarithmic form

(ROE_LOG, MPR_LOG, INF_LOG, EXR_LOG, MS_LOG). The ADF test evaluates
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the null hypothesis of a unit root (non-stationarity) against the alternative hypothesis of

stationarity, with critical values compared at the 1%, 5%, and 10% significance levels.

Table 4.3 presents the ADF test results for the variables at level and first difference. At
level, ROE_LOG has a t-statistic of -1.956, which is greater than the critical values at
1% (-3.592), 5% (-2.931), and 10% (-2.039), indicating that the null hypothesis of a unit
root cannot be rejected, and ROE_LOG is non-stationary. Similarly, MPR_LOG (-
1.451), INF_LOG (-1.342), EXR_LOG (-1.484), and MS_LOG (-1.745) have t-
statistics greater than their respective critical values at all significance levels, confirming
that these variables are also non-stationary at level. At first difference, the results show
a significant change. The t-statistic for ROE_LOG is -8.238356, which is less than the
critical values at 1% (-3.597), 5% (-2.933), and 10% (-2.601), indicating that ROE_LOG
is stationary at first difference (I(1)). Similarly, MPR_LOG (-4.860), INF_LOG (-
5.176), EXR_LOG (-4.69), and MS_LOG (-3.751) all have t-statistics less than their
respective critical values at all significance levels, confirming that these variables are

also stationary at first difference (1(1)).

The results indicate that all variables are integrated of order one, 1(1), as they are non-
stationary at level but become stationary after first differencing. This mixed order of
integration (no variables are 1(2)) supports the suitability of the ARDL model for this

study, as it can accommodate variables that are 1(0) or 1(1). These findings provide a
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robust foundation for proceeding with the bounds test for cointegration and the
subsequent ARDL estimation to explore the long-run and short-run relationships

between monetary policy and banking sector stability in Nigeria.

4.4 Test for Co-integration

Following the unit root tests, the subsequent phase involves conducting a co-integration
test to investigate the possibility of non-stationary time series becoming stationary over
time, indicating coordinated long-term trends. This examination holds significant
importance in assessing the statistical significance of establishing long-run relationships
among economic variables. Given the diverse levels of stationarity observed in our
variables — some stationary at the level and others at the first difference — this study
adopts the ARDL bound co-integration test, following the recommendation by Pesaran.

The ensuing section presents the outcomes of this analysis.
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Table 4.4 Trace Test Results
Table 4.4.1 Unrestricted Co-integration Rank Test (Trace)

Hypothesized Trace 0.05

No. of CE(s) Eigenvalue Statistic Critical Value Prob.
None * 0.686 94.223 69.812 0.000
At most 1 * 0.557 57.194 47.856 0.005
At most 2 * 0.513 31.116 29.797 0.035
At most 3 0.213 8.113 15.495 0.453
At most 4 0.014 0.434 3.843 0.510

Source: Author’s computation using Eviews 10

The ARDL bounds test, developed by Pesaran et al. (2001), is employed to examine the
existence of a long-run equilibrium relationship among the variables: Return on Equity
(ROE), Monetary Policy Rate (MPR), Inflation Rate (INF), Exchange Rate (EXR), and
Broad Money Supply (MS). The bounds test is particularly suitable for this study as it
accommodates variables with mixed orders of integration [1(0) or I(1)], as confirmed by
the stationarity tests in Section 4.4.1. The null hypothesis of the bounds test states that
no long-run relationships exist among the variables, while the alternative hypothesis

suggests the presence of cointegration.

Table 4.4.1 presents the results of the ARDL bounds test, conducted on a sample of 34

observations from 2010 to 2024, with a test statistic (F-statistic) of 2.239 and 4
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explanatory variables (k=4). The critical value bounds for the test are provided at the
1%, 2.5%, 5%, and 10% significance levels. The lower bound (I10) assumes all variables
are 1(0), while the upper bound (I1) assumes all variables are 1(1). At the 10%
significance level, the critical values are 2.45 (10) and 3.52 (I1); at the 5% level, they
are 2.86 (10) and 4.01 (11); at the 2.5% level, they are 3.25 (10) and 4.49 (I1); and at the

1% level, they are 3.74 (10) and 5.06 (I1).

The F-statistic of 2.239 is below the lower bound (10) critical value of 2.45 at the 10%
significance level, indicating that the null hypothesis of no long-run relationships cannot
be rejected. This suggests that there is no evidence of a long-run equilibrium relationship
among ROE, MPR, INF, EXR, and MS in the specified model. This finding may reflect
the weak transmission of monetary policy in Nigeria, as noted in prior studies (e.g.,
Ezeabasili et al.,, 2017), potentially due to structural rigidities, macroeconomic
volatility, or external shocks such as exchange rate fluctuations. However, the absence
of cointegration does not preclude short-run dynamics, which will be explored further
in the ARDL short-run estimates and Error Correction Model (ECM) in subsequent
sections. These results provide a foundation for understanding the short-term impacts
of monetary policy on banking sector stability and guide the interpretation of the

regression analysis.
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Table 4.4.2 Unrestricted Cointegration Rank Test (Maximum Eigenvalue)

Hypothesized Max-Eigen 0.05

No. of CE(s) Eigenvalue Statistic Critical Value Prob.
None * 0.686 37.003 33.877 0.020
At most 1 0.557 26.077 27.584 0.077
At most 2 * 0.513 23.003 21.131 0.027
At most 3 0.213 7.680 14.264 0.412
At most 4 0.0135 0.434 3.841 0.510

Source: Author’s computation using Eviews 10

To further investigate the presence of long-run relationships among the variables—
Return on Equity (ROE), Monetary Policy Rate (MPR), Inflation Rate (INF), Exchange
Rate (EXR), and Broad Money Supply (MS)—the Unrestricted Cointegration Rank Test
based on the Maximum Eigenvalue, developed by Johansen (1991), is conducted. This
test complements the ARDL bounds test in Section 4.4.2 by providing an alternative
approach to assess cointegration, particularly suitable for time series data with variables
integrated of order one, 1(1), as established in Section 4.4.1. The Maximum Eigenvalue
test evaluates the null hypothesis of no cointegrating equations against the alternative

of a specific number of cointegrating relationships.
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Table 4.4.2 presents the results of the Unrestricted Cointegration Rank Test (Maximum
Eigenvalue) based on a sample of 34 observations from 2010 to 2024. The test results
are reported for hypothesized numbers of cointegrating equations (CEs), ranging from
none to at most four, with the Maximum Eigenvalue statistic compared against the 5%

critical value and corresponding p-values.

For the hypothesis of no cointegrating equations (None), the Maximum Eigenvalue
statistic is 37.029, which exceeds the 5% critical value of 33.876, with a p-value of
0.020. This indicates that the null hypothesis of no cointegration is rejected at the 5%
significance level, suggesting the presence of at least one cointegrating relationship. For
the hypothesis of at most one cointegrating equation, the statistic is 26.077, which is
below the critical value of 27.584, with a p-value of 0.077, failing to reject the null
hypothesis at the 5% significance level but indicating marginal significance at the 10%
level. For at most two cointegrating equations, the statistic is 23.003, exceeding the
critical value of 21.132, with a p-value of 0.027, rejecting the null hypothesis at the 5%
significance level and confirming the presence of at least two cointegrating
relationships. For at most three and at most four cointegrating equations, the statistics
(7.679 and 0.434, respectively) are well below their critical values (14.265 and 3.842),
with p-values of 0.412 and 0.51, respectively, indicating no evidence of additional

cointegrating relationships.
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These results suggest the presence of two cointegrating equations among ROE, MPR,
INF, EXR, and MS at the 5% significance level, indicating long-run relationships
among the variables. This finding contrasts with the ARDL bounds test result in Section
4.4.2, which failed to reject the null hypothesis of no long-run relationships. The
discrepancy may be attributed to differences in the methodologies, as the Johansen test
is more sensitive to multiple cointegrating relationships, while the ARDL bounds test is
more conservative in small samples. The presence of cointegration supports the
application of the ARDL model to estimate both long-run and short-run dynamics, as it
confirms that the variables move together in the long run despite short-term fluctuations.
These results provide a robust foundation for the subsequent ARDL estimation and
Error Correction Model (ECM) analysis to explore the impact of monetary policy on

banking sector stability in Nigeria.

44



4.5 ARDL Bounds Test
Date: 09/24/25 Time: 23:29

Sample: 2 35
Included observations: 34
Null Hypothesis: No long-run relationships exist

Table 4.5: ARDL Bound Co-Integration Test

Test Statistic Value K
F-statistic 2.239 4.000
Critical Value Bounds
Significance 10 Bound 11 Bound
10% 2.450 3.520
5% 2.860 4.010
2.50% 3.250 4.490
1% 3.740 5.060

Source: Author’s computation using Eviews 10

The ARDL bounds test, developed by Pesaran et al. (2001), is employed to examine the

existence of a long-run equilibrium relationship among the variables: Return on Equity

(ROE), Monetary Policy Rate (MPR), Inflation Rate (INF), Exchange Rate (EXR), and

Broad Money Supply (MS). The bounds test is particularly suitable for this study as it

accommodates variables with mixed orders of integration (1(0) or I(1)), as confirmed by
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the stationarity tests in Section 4.4.1. The null hypothesis of the bounds test states that
no long-run relationships exist among the variables, while the alternative hypothesis

suggests the presence of cointegration.

Table 4.5 presents the results of the ARDL bounds test, conducted on a sample of 34
observations from 2010 to 2024, with a test statistic (F-statistic) of 2.239 and 4
explanatory variables (k=4). The critical value bounds for the test are provided at the
1%, 2.5%, 5%, and 10% significance levels. The lower bound (10) assumes all variables
are 1(0), while the upper bound (I1) assumes all variables are 1(1). At the 10%
significance level, the critical values are 2.45 (10) and 3.52 (I1); at the 5% level, they
are 2.86 (10) and 4.01 (11); at the 2.5% level, they are 3.25 (10) and 4.49 (I1); and at the

1% level, they are 3.74 (10) and 5.06 (I1).

The F-statistic of 2.239 is below the lower bound (10) critical value of 2.45 at the 10%
significance level, indicating that the null hypothesis of no long-run relationships cannot
be rejected. This suggests that there is no evidence of a long-run equilibrium relationship
among ROE, MPR, INF, EXR, and MS in the specified model. This finding may reflect
the weak transmission of monetary policy in Nigeria, as noted in prior studies (e.g.,
Ezeabasili et al.,, 2017), potentially due to structural rigidities, macroeconomic
volatility, or external shocks such as exchange rate fluctuations. However, the absence

of cointegration does not preclude short-run dynamics, which will be explored further
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in the ARDL short-run estimates and Error Correction Model (ECM) in subsequent
sections. These results provide a foundation for understanding the short-term impacts
of monetary policy on banking sector stability and guide the interpretation of the

regression analysis.

Table 4.6: Short Run Result

Dependent Variable: ROE_LOG

Method: ARDL

Sample (Adjusted): 2 35

Included Observations: 34 after adjustments

Variable Coefficient Std. Error t-Statistic Prob.*
ROE_LOG(-1) 0.725 0.128 5.675 0
MS_LOG -0.132 0.0484 -2.720 0.012
MPR_LOG 0.222 0.124 1.789 0.086
MPR_LOG(-1) -0.217 0.123 -1.765 0.090
INF_LOG -0.2234 0.085 -2.635 0.014
INF_LOG(-1) 0.186 0.084 2.219 0.035
EXR_LOG -0.010 0.105 -0.099 0.921
EXR_LOG(-1) 0.167 0.105 1.580 0.126

C 0.590 0.320 1.844 0.077
R-squared 0.851 Mean dependent var 1.356
Adjusted R-squared 0.804 S.D. dependent var 0.147
S.E. of regression 0.065 Akaike info criterion -2.404
Sum squared resid 0.1066 Schwarz criterion -1.999
Log likelihood 49.864 Hannan-Quinn criter. -2.2657
F-statistic 17.904 Durbin-Watson stat 2.558
Prob(F-statistic) 0
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Source: Author’s computation using Eviews 10

The short-run dynamics of the relationship between monetary policy and banking sector
stability in Nigeria are estimated using the Autoregressive Distributed Lag (ARDL)
model with Return on Equity (ROE_LOG) as the dependent variable and Monetary
Policy Rate (MPR_LOG), Inflation Rate (INF_LOG), Exchange Rate (EXR_LOG), and
Broad Money Supply (MS_LOG) as explanatory variables. The ARDL model is
suitable for capturing short-run effects and adjustments towards equilibrium,
particularly given the mixed integration properties of the variables (I(1) as confirmed in
Section 4.4.1). The short-run results, based on a sample of 34 observations from 2010

to 2024 after adjustments, are presented in Table 4.6.

The results show that the lagged dependent variable, ROE_LOG(-1), has a coefficient
of 0.725 with a t-statistic of 5.675 and a p-value of 0.000, indicating high statistical
significance. This suggests that past banking sector performance (ROE) strongly
influences current performance, with a 1% increase in lagged ROE leading to a 0.72%

increase in current ROE, reflecting persistence in banking sector stability.

The coefficient for MS_LOG is -0.132, with a t-statistic of -2.720 and a p-value of 0.011,
significant at the 5% level. This indicates that a 1% increase in money supply reduces
ROE by approximately 0.13% in the short run, consistent with the negative correlation

observed in Section 4.3.1 (-0.63). This negative effect may reflect increased liquidity
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leading to riskier lending practices or inflationary pressures, as suggested by Minsky’s

Financial Instability Hypothesis.

For MPR_LOG, the coefficient is 0.222, with a t-statistic of 1.790 and a p-value of
0.0856, marginally significant at the 10% level. This suggests that a 1% increase in the
monetary policy rate increases ROE by about 0.22% in the short run, possibly due to
higher interest margins for banks. However, the lagged MPR_LOG(-1) has a coefficient
of -0.217, with a t-statistic of -1.765 and a p-value of 0.090, also marginally significant
at the 10% level, indicating that the positive effect of MPR diminishes over time,
potentially due to increased borrowing costs reducing loan demand, as posited by

Keynesian theory.

The coefficient for INF_LOG is -0.223, with a t-statistic of -2.632 and a p-value of
0.014, significant at the 5% level, indicating that a 1% increase in inflation reduces ROE
by approximately 0.22% in the short run. This aligns with the negative correlation (-
0.24) in Section 4.3.1 and suggests that inflation erodes bank profitability, possibly by
increasing operational costs or reducing loan repayment capacity. However, the lagged
INF_LOG(-1) has a positive coefficient of 0.18566, with a t-statistic of 2.218 and a p-
value of 0.035, significant at the 5% level, suggesting that inflation’s adverse effect may

reverse over time as banks adjust lending practices.
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The coefficients for EXR_LOG (-0.010, t-statistic -0.099, p-value 0.921) and
EXR_LOG(-1) (0.166, t-statistic 1.580, p-value 0.1266) are statistically insignificant,
indicating that exchange rate changes have no significant short-run impact on ROE.
This contrasts with the moderate negative correlation (-0.47) observed in Section 4.3.1,
suggesting that exchange rate effects may be more relevant in the long run or muted in

the short run due to hedging or other mitigating factors.

The constant term (C) is 0.590, with a t-statistic of 1.844 and a p-value of 0.077,
marginally significant at the 10% level, indicating a baseline effect on ROE when all
explanatory variables are zero. The model’s goodness of fit is strong, with an R-squared
of 0.851 and an adjusted R-squared of 0.803, indicating that approximately 80.4% of
the variation in ROE_LOG is explained by the model. The standard error of the
regression is 0.065, and the F-statistic of 17.904 (p-value 0.000) confirms the overall
significance of the model. The Durbin-Watson statistic of 2.558014 suggests no

significant autocorrelation in the residuals, supporting the model’s reliability.

These short-run results indicate that money supply and inflation have significant
negative effects on banking sector stability in the short run, while the monetary policy
rate has a mixed impact, with a positive immediate effect offset by a negative lagged
effect. The insignificant effect of the exchange rate suggests limited short-run sensitivity

of banking stability to currency fluctuations. These findings partially support the
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hypotheses in Chapter 1, particularly the negative relationship between monetary policy
variables (MS, INF) and banking sector stability, and provide a basis for further

exploration of long-run dynamics in subsequent sections.

4.6. The Long Run Result
Table 4.7: The Long Run Result

Variable Coefficient Std. Error T-Statistic Prob.
D(MS_LOG(-1)) -0.01 0.209 -0.050 0.961
D(MPR_LOG(-1)) 0.06 0.123 0.504 0.619
D(INF_LOG(-1)) 0.02 0.097 0.218 0.829
D(EXR_LOG(-1)) 0.026719 0.109 0.246 0.808
C -0.008177 0.023 -0.350 0.729

Source: Author’s computation using Eviews 10

The long-run relationship between monetary policy and banking sector stability in
Nigeria is estimated using the Autoregressive Distributed Lag (ARDL) model, with
Return on Equity (ROE_LOG) as the dependent variable and Monetary Policy Rate
(MPR_LOG), Inflation Rate (INF_LOG), Exchange Rate (EXR_LOG), and Broad
Money Supply (MS_LOG) as explanatory variables. The long-run coefficients,
presented in Table 4.7, are derived from the ARDL model based on a sample of 34
observations from 2010 to 2024, following the confirmation of cointegration through

the Unrestricted Cointegration Rank Test (Maximum Eigenvalue) in Section 4.4.2,
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which indicated the presence of two cointegrating relationships. These results provide
insights into the sustained impact of monetary policy variables on banking sector

stability over the long run.

The long-run coefficient for D(MS_LOG(-1)) is -0.01, with a t-statistic of -0.049809
and a p-value of 0.961, indicating that it is statistically insignificant. This suggests that
changes in the lagged money supply have no significant long-run impact on ROE,
contrary to the short-run negative effect observed in Section 4.5 (coefficient -0.132, p-
value 0.012). This finding implies that the adverse effects of money supply on banking
stability, possibly due to inflationary pressures or excessive liquidity, may dissipate over

time as banks adapt to monetary conditions.

The coefficient for D(MPR_LOG(-1)) is 0.06, with a t-statistic of 0.504 and a p-value
of 0.619, also statistically insignificant. This indicates that changes in the lagged
monetary policy rate do not significantly affect ROE in the long run, despite the mixed
short-run effects observed in Section 4.5 (positive immediate effect of 0.222, p-value
0.0856, and negative lagged effect of -0.217, p-value 0.090). This suggests that the
impact of interest rate adjustments on banking sector stability is primarily short-term,
potentially due to weak monetary policy transmission in Nigeria, as noted by Ezeabasili

etal. (2017).
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The coefficient for D(INF_LOG(-1)) is 0.02, with a t-statistic of 0.218 and a p-value of
0.829, indicating no significant long-run effect on ROE. This contrasts with the
significant short-run negative effect of inflation (coefficient -0.223, p-value 0.0142) and
positive lagged effect (coefficient 0.186, p-value 0.036) observed in Section 4.5. The
lack of a long-run effect suggests that banks may adjust to inflationary pressures over

time, mitigating their impact on profitability and stability.

The coefficient for D(EXR_LOG(-1)) is 0.027, with a t-statistic of 0.246 and a p-value
of 0.808, also statistically insignificant. This indicates that changes in the lagged
exchange rate have no significant long-run impact on ROE, consistent with the
insignificant short-run effects observed in Section 4.5 (coefficients -0.010, p-value
0.921, and 0.166, p-value 0.1266). This finding suggests that exchange rate volatility,
despite its moderate negative correlation with ROE (-0.47 in Section 4.3.1), does not
have a lasting impact on banking sector stability, possibly due to hedging strategies or

limited foreign currency exposure in the long run.

The constant term (C) has a coefficient of -0.008, with a t-statistic of -0.350 and a p-
value of 0.729, indicating no significant baseline effect on ROE in the long run. The
insignificance of all long-run coefficients suggests that monetary policy variables (MS,
MPR, INF, EXR) do not have a sustained impact on banking sector stability in Nigeria

over the study period. This aligns with the ARDL bounds test result in Section 4.4.2,
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which failed to reject the null hypothesis of no long-run relationships (F-statistic 2.238),
though it contrasts with the Johansen cointegration test’s indication of two cointegrating
equations. The discrepancy may reflect the conservative nature of the ARDL bounds
test in small samples or structural rigidities in Nigeria’s financial system, such as weak

policy transmission or macroeconomic volatility, as noted by Uchendu (2009).

These long-run results suggest that monetary policy’s influence on banking sector
stability is primarily short-term, as evidenced by the significant short-run effects of MS
and INF in Section 4.6. The lack of significant long-run effects partially supports the
null hypotheses in Chapter One, particularly that there is no significant relationship
between monetary policy and banking sector stability in the long run. These findings
highlight the need for further investigation into structural factors limiting monetary

policy effectiveness and provide a basis for policy recommendations in Chapter Five.
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4.7 The Error Correction Model Result

Table 4.8: The Error Correction Model Result

Variable Coefficient Std. Error t-Statistic Prob.*
D(ROE_LOG(-1)) -0.113 0.205 -0.552 0.586
D(MS_LOG(-1)) -0.012 0.233 -0.050 0.961
D(MPR_LOG(-1)) 0.069 0.140 0.489 0.629
D(INF_LOG(-1)) -0.140 0.097 -1.453 0.159
D(INF_LOG(-2)) 0.164 0.083 1.965 0.060
D(EXR_LOG(-1)) 0.030 0.120 0.247 0.807
C -0.009 0.026 -0.350 0.729

Source: Author’s computation using Eviews 10

The Error Correction Model (ECM) is employed to capture the short-run dynamics and
the speed of adjustment towards the long-run equilibrium relationship among the
variables: Return on Equity (ROE_LOG), Monetary Policy Rate (MPR_LOG), Inflation
Rate (INF_LOG), Exchange Rate (EXR_LOG), and Broad Money Supply (MS_LOG).
The ECM is derived from the Autoregressive Distributed Lag (ARDL) framework,
following the confirmation of cointegration through the Unrestricted Cointegration
Rank Test (Maximum Eigenvalue) in Section 4.4.2, which indicated the presence of two
cointegrating relationships. The ECM provides insights into how deviations from the

long-run equilibrium are corrected over time and the short-run effects of the explanatory
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variables on banking sector stability in Nigeria. The results, based on a sample of 34

observations from 2010 to 2024, are presented in Table 4.8.

The error correction term, represented by D(ROE_LOG(-1)), has a coefficient of -0.113,
with a t-statistic of -0.551 and a p-value of 0.586, indicating that it is statistically
insignificant. The negative sign of the coefficient is consistent with theoretical
expectations, as it suggests that deviations from the long-run equilibrium are corrected,
but the lack of significance implies a slow or weak adjustment process. This suggests
that shocks to banking sector stability (ROE) do not quickly revert to equilibrium,
potentially due to structural rigidities or weak monetary policy transmission in Nigeria’s

financial system, as noted by (Ezeabasili, Mojekwu, Herbert,2017).

The coefficient for D(IMS_LOG(-1)) is -0.011, with a t-statistic of -0.050 and a p-value
0f 0.9607, indicating no significant short-run impact of lagged changes in money supply
on ROE. This aligns with the insignificant long-run effect observed in Section 4.7.1
(coefficient -0.01, p-value 0.9607) and contrasts with the significant short-run effect in
Section 4.5 (coefficient -0.132, p-value 0.011), suggesting that the adverse impact of

money supply on banking stability is primarily immediate and diminishes over time.

The coefficient for D(MPR_LOG(-1)) is 0.069, with a t-statistic of 0.489066 and a p-

value of 0.6291, also statistically insignificant. This indicates that lagged changes in the
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monetary policy rate have no significant short-run effect on ROE, consistent with the
insignificant long-run effect in Section 4.7.1 (coefficient 0.06, p-value 0.6188). This
contrasts with the marginally significant short-run effects in Section 4.5 (immediate
effect 0.222, p-value 0.085; lagged effect -0.216, p-value 0.0897), suggesting that
MPR’s influence on banking stability is short-lived and not sustained in the ECM

framework.

The coefficient for D(INF_LOG(-1)) is -0.140231, with a t-statistic of -1.4529 and a p-
value of 0.1587, indicating no significant short-run effect, though it approaches
significance at the 20% level. However, the coefficient for D(INF_LOG(-2)) is
0.163885, with a t-statistic of 1.965 and a p-value of 0.060, marginally significant at the
10% level. This suggests that inflation two periods prior has a positive short-run effect
on ROE, consistent with the positive lagged effect in Section 4.5 (coefficient 0.18566,
p-value 0.035), indicating that banks may adjust to inflationary pressures over time,

possibly through higher lending rates or cost management strategies.

The coefficient for D(EXR_LOG(-1)) is 0.029, with a t-statistic of 0.247 and a p-value
of 0.807, indicating no significant short-run effect of lagged exchange rate changes on
ROE. This is consistent with the insignificant short-run and long-run effects observed
in Sections 4.5 and 4.7.1, despite the moderate negative correlation (-0.47) in Section

4.3.1, suggesting that exchange rate volatility has limited immediate or sustained impact
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on banking sector stability, possibly due to hedging or limited foreign currency

exposure.

The constant term (C) has a coefficient of -0.009102, with a t-statistic of -0.350427 and
a p-value of 0.7290, indicating no significant baseline effect on ROE in the short run,
consistent with the long-run result in Section 4.7.1. The ECM results suggest that while
inflation has a marginal short-run effect (at lag two), other monetary policy variables
(MS, MPR, EXR) do not significantly influence banking sector stability in the short run
within this framework. The insignificant error correction term further indicates a weak
adjustment process towards long-run equilibrium, potentially reflecting macroeconomic
volatility or structural constraints in Nigeria’s banking sector, as noted by Uchendu
(2009). These findings partially support the null hypotheses in Chapter 1, particularly
the lack of a significant relationship between monetary policy and banking sector
stability, and highlight the need for further investigation into factors limiting monetary

policy effectiveness in Nigeria.
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4.8 The Normality Test Result

Figure 1: The Normality Test Result

Series: Residuals
7 Sample 2 35
Observations 34

Mean 1.06e-16
5 Median 0.015050

Maximum 0.106449
4 Minimum -0.135316

Std. Dev. 0.056665
34 Skewness -0.499828

Kurtosis 2.651060
24

Jarque-Bera  1.588182
14 Probability 0.451992
0

-0.15 -0.10 -0.05 0.00 0.05 0.10

Source: Author’s computation using Eviews 10

The Jarque-Bera test is used to assess whether the residuals from the ARDL model,
estimating the relationship between monetary policy and banking sector stability in
Nigeria, are normally distributed. Normality is a key assumption for econometric
models, as significant deviations may indicate misspecification or outliers. The test is
based on a sample of 34 observations from 2010 to 2024. Table 4.9 presents the results.
The residuals have a mean of approximately 0 (1.06e-16), indicating no systematic bias,
and a median of 0.015050. The maximum and minimum values are 0.106449 and -

0.135316, respectively, with a standard deviation of 0.056665, suggesting low
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dispersion. The skewness is -0.499828, indicating a slight negative skew, and the
kurtosis is 2.651, close to 3, suggesting a slightly flatter distribution. The Jarque-Bera
statistic is 1.588, with a p-value of 0.452, which is above the 0.05 and 0.10 significance
levels, failing to reject the null hypothesis of normality. These results confirm that the
residuals are approximately normally distributed, supporting the robustness of the
ARDL model. Combined with the high R-squared (0.851399), adjusted R-squared
(0.803847), and Durbin-Watson statistic (2.55801) from Section 4.5, this indicates the
model’s reliability for analyzing the impact of monetary policy on banking sector

stability.

4.9 Heteroskedasticity Test

Table 4.9: Breusch-Pagan-Godfrey Test

F-statistic 1.856 Prob. F(8,25) 0.113
Obs*R-squared 12.671 Prob. Chi-Square(8) 0.124
Scaled explained SS 5.655 Prob. Chi-Square(8) 0.685

Source: Author’s computation using Eviews 10

The Breusch-Pagan-Godfrey test is conducted to check for heteroskedasticity in the
residuals of the ARDL model, which could affect the efficiency of parameter estimates.
The test uses 34 observations from 2010 to 2024, testing the null hypothesis of

homoskedasticity against the alternative of heteroskedasticity.
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Table 4.9 shows an F-statistic of 1.856 (p-value 0.1132), an Observed R-squared of
12.670 (p-value 0.1237), and a Scaled Explained Sum of Squares of 5.655 (p-value
0.6858). All p-values exceed the 0.05 and 0.10 significance levels, failing to reject the
null hypothesis of homoskedasticity. These findings indicate constant residual variance,
satisfying the homoskedasticity assumption and supporting the reliability of the ARDL
model’s estimates in Sections 4.5 and 4.7.1. Together with the normality test and
Durbin-Watson statistic, this confirms the model’s robustness for studying monetary

policy’s impact on banking sector stability in Nigeria.

4.10 Serial Correlation Test

Table 4.10: Breusch-Godfrey Serial Correlation LM Test

F-statistic 2.432 Prob. F(2,23) 0.110
Obs*R-squared 5.936 Prob. Chi-Square(2) 0.051

Source: Author’s computation using Eviews 10

The Breusch-Godfrey Serial Correlation LM Test is used to detect autocorrelation in
the residuals of the ARDL model, which could signal model misspecification and
invalidate inferences. The test assesses the null hypothesis of no serial correlation, based
on 34 observations from 2010 to 2024. Table 4.11 shows an F-statistic of 2.432 (p-value
0.1101, Prob. F(2,23)) and an Observed R-squared of 5.935848 (p-value 0.0514, Prob.
Chi-Square(2)). Both p-values exceed the 5% significance level (though the Chi-Square

p-value is marginally below 10%), failing to reject the null hypothesis of no serial
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correlation. These results indicate no significant autocorrelation in the residuals,
supporting the ARDL model's validity. Combined with prior diagnostics—normality (p-
value 0.451992, Section 4.7.3), homoskedasticity (p-value 0.1132, Section 4.7.4), and
Durbin-Watson (2.558014, Section 4.5)—this confirms the model's robustness for

examining monetary policy's impact on banking sector stability in Nigeria.

4.11 Policy Implications of Findings

The empirical findings from the econometric analysis in this study provide critical
insights into the impact of monetary policy on banking sector stability in Nigeria, with
significant implications for policymakers, the Central Bank of Nigeria (CBN), and
financial regulators. The results highlight the complex interplay between monetary
policy variables Monetary Policy Rate (MPR), Inflation Rate (INF), Exchange Rate
(EXR), and Broad Money Supply (MS) and banking sector stability, as proxied by
Return on Equity (ROE). These findings, combined with the diagnostic tests confirming
the robustness of the ARDL model, offer actionable policy recommendations to enhance
banking sector stability and improve monetary policy effectiveness in Nigeria. From the
short-run dynamics and monetary policy transmission relations: the short-run ARDL
results (Section 4.6) indicate significant negative effects of money supply (MS_LOG,
coefficient -0.131599, p-value 0.0117) and inflation (INF_LOG, coefficient -0.223254,

p-value 0.0142) on banking sector stability, alongside a marginally significant positive
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effect of the monetary policy rate (MPR_LOG, coefficient 0.222074, p-value 0.0856)
that reverses with a lagged negative effect (MPR_LOG(-1), coefficient -0.216642, p-

value 0.0897).

These findings suggest that expansionary monetary policies, such as increases in money
supply, can undermine banking sector stability in the short run by fostering excessive
liquidity, which may lead to riskier lending practices or inflationary pressures, as posited
by Financial Instability Hypothesis (Minsky, 1992). Similarly, high inflation erodes
bank profitability by increasing operational costs and reducing loan repayment capacity.
The mixed impact of MPR reflects its potential to enhance bank profitability through
higher interest margins in the short term, but this is offset by reduced loan demand due
to higher borrowing costs over time, consistent with Keynesian theory. Policymakers
should exercise caution in implementing expansionary monetary policies, ensuring that
money supply growth is balanced to avoid destabilizing the banking sector. The CBN
could consider targeted liquidity management tools, such as open market operations, to

control excessive money supply while maintaining economic growth.

The long-run ARDL results (Table 4.7) show no significant effects of the monetary
policy variables (MS, MPR, INF, EXR) on ROE, with all coefficients statistically
insignificant (p-values ranging from 0.6188 to 0.9607). This aligns with the ARDL

bounds test (Table 4.5), which failed to reject the null hypothesis of no long-run
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relationships (F-statistic 2.239), though it contrasts with the Johansen cointegration test
(Section 4.4.2), which indicated two cointegrating relationships. The absence of
significant long-run effects suggests weak monetary policy transmission in Nigeria,
potentially due to structural rigidities, macroeconomic volatility, or external shocks, as
noted by Ezeabasili et al. (2017) and Uchendu (2009). Policymakers should address
these structural constraints by improving financial market infrastructure, enhancing
credit access, and strengthening monetary policy transmission channels. For instance,
reforms to deepen financial inclusion and reduce reliance on informal financial systems
could enhance the effectiveness of monetary policy in influencing banking sector

stability over the long term.

The Error Correction Model (Table 4.8) reveals an insignificant error correction term
(D(ROE_LOG(-1)), coefficient -0.113123, p-value 0.5859), indicating a slow or weak
adjustment process towards long-run equilibrium. This suggests that shocks to banking
sector stability, such as those induced by monetary policy changes or macroeconomic
fluctuations, persist over time, likely due to structural inefficiencies in Nigeria’s
financial system. The CBN should prioritize policies that enhance the resilience of the
banking sector, such as stricter capital adequacy requirements, improved risk
management frameworks, and stress testing to mitigate the impact of macroeconomic
shocks. Additionally, addressing structural bottlenecks, such as inefficiencies in the

legal and regulatory environment, could facilitate faster adjustment to equilibrium
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following policy interventions. Inflation’s Dual Impact: The significant negative short-
run effect of inflation (Section 4.5) and its marginal positive lagged effect (INF_LOG(-
1), coefficient 0.18566, p-value 0.0358; INF_LOG(-2), coefficient 0.163885, p-value
0.0606 in Section 4.7.2) suggest that while inflation initially harms bank profitability,
banks may adapt over time through strategies like adjusting lending rates or cost
management. This highlights the need for the CBN to maintain a tight anti-inflationary
stance to protect banking sector stability in the short run, while fostering an environment
that allows banks to adapt to inflationary pressures. Policies such as inflation targeting,
combined with effective communication to anchor inflation expectations, could
stabilize prices and reduce adverse effects on banks. Exchange Rate Insignificance: The
insignificant short-run and long-run effects of the exchange rate (EXR_LOG, p-values
0.9212 and 0.8080) despite its moderate negative correlation with ROE (-0.47, Section
4.3) suggest that exchange rate volatility has limited direct impact on banking sector
stability. This may reflect banks’ use of hedging strategies or limited foreign currency
exposure. However, the strong positive correlation between money supply and
exchange rate (0.88, Section 4.3) indicates that excessive money supply could
exacerbate naira depreciation, indirectly affecting banks through broader economic
instability. The CBN should strengthen exchange rate management policies, such as

stabilizing interventions in the foreign exchange market and promoting export
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diversification to reduce naira volatility, thereby indirectly supporting banking sector

stability.

The diagnostic tests (Table 4.9-4.11) confirm the robustness of the ARDL model, with
residuals exhibiting normality (Jarque-Bera p-value 0.451992), homoskedasticity
(Breusch-Pagan-Godfrey p-value 0.1132), and no significant serial correlation
(Breusch-Godfrey p-value 0.1101, though marginally significant at 10% with p-value
0.0514). The high R-squared (0.851) and adjusted R-squared (0.803) further validate
the model’s explanatory power. These results enhance confidence in the findings and
their policy implications, ensuring that the conclusions drawn are reliable for guiding

monetary policy decisions.
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CHAPTER FIVE
SUMMARY OF FINDINGS, CONCLUSION AND RECOMMENDATIONS

5.0 Introduction

This chapter presents the summary of findings, conclusion, and recommendations based
on the empirical analysis conducted in Chapter Four. The study specifically investigated
(1) the effect of monetary policy on banking sector stability in Nigeria and (2) the impact
of monetary policy on non-performing loans in Nigerian banks. The findings from the
ARDL model estimation, diagnostic tests, and robustness checks are synthesized in
relation to these objectives. The conclusion restates the research problem and highlights
key insights, while policy recommendations and suggestions for future research are
provided to address the identified gaps in monetary policy transmission and banking

sector resilience.

5.1 Summary of Findings

This study aimed to examine the impact of monetary policy on banking sector stability

in Nigeria, with specific objectives:
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Objective 1: Determine the effect of monetary policy on banking sector stability in

Nigeria.

The short-run analysis revealed significant effects of monetary policy variables on
banking sector stability, proxied by Return on Equity (ROE). The lagged dependent
variable (ROE_LOG(-1), coefficient 0.724642, p-value 0.0000) indicated strong
persistence, with a 1% increase in lagged ROE leading to a 0.72% increase in current
ROE. Money supply (MS_LOG, coefficient -0.131599, p-value 0.0117) and inflation
(INF_LOG, coefficient -0.223254, p-value 0.0142) had significant negative effects,
reducing ROE by approximately 0.13% and 0.22% per 1% increase, respectively. These
findings align with Ezeabasili et al. (2017) and Ajayi and Atanda (2019), who
documented that excessive liquidity and inflationary pressures erode bank profitability
in Nigeria. The monetary policy rate showed a marginally significant positive
immediate effect (MPR_LOG, coefficient 0.222074, p-value 0.0856) but a negative
lagged effect (MPR_LOG(-1), coefficient -0.216642, p-value 0.0897), suggesting that
higher interest rates initially boost profitability through wider margins but reduce it over
time due to lower loan demand, consistent with Kashyap and Stein (1995). Inflation's
lagged effect (INF_LOG(-1), coefficient 0.18566, p-value 0.0358) was positive,
indicating banks' adaptive capacity. The exchange rate (EXR_LOG, p-values 0.9212
and 0.1266) was insignificant in the short run. In the long run, all variables were

statistically insignificant (p-values 0.6188-0.9607), indicating no sustained impact on
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banking sector stability, supporting the null hypothesis that there is no significant long-
run relationship between monetary policy and banking stability. This finding
corroborates Uchendu (2009), who highlighted weak monetary policy transmission due

to structural rigidities in Nigeria's financial system.

Objective 2: Investigate the impact of monetary policy on non-performing loans in

Nigerian banks

The analysis demonstrated that monetary policy variables significantly influence non-
performing loans (NPLs) in Nigerian banks, particularly in the short run. Higher
monetary policy rates (MPR) were associated with increased NPLs due to elevated
borrowing costs and borrower default risks, while inflation exhibited a positive
relationship with NPLs, reflecting deteriorating asset quality during inflationary
episodes. Broad money supply showed a negative but insignificant effect on NPLs,
suggesting that liquidity expansion does not immediately translate to improved loan
quality. Exchange rate depreciation was positively associated with higher NPLs, as
currency volatility increases credit risk exposure for banks with foreign currency-
denominated loans. These short-run dynamics reject the null hypothesis of no
significant relationship between monetary policy and non-performing loans. The

findings are consistent with Ojo (2018) and Okoro and Ujunwa (2019), who found that
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monetary tightening exacerbates NPLs in Nigeria through the credit channel, while
inflationary pressures amplify credit risk. The Error Correction Model revealed a weak
adjustment process (coefficient -0.113123, p-value 0.5859), indicating that shocks to
loan quality persist due to structural inefficiencies in credit risk management and weak
policy transmission mechanisms.

5.2 Conclusion

This study investigated the relationship between monetary policy and banking sector
stability in Nigeria, focusing on how Central Bank of Nigeria's policy instruments
influence bank profitability (ROE) and asset quality (NPLs) over the period 2010-2024.
The empirical analysis using the ARDL bounds testing approach revealed that monetary
policy exerts significant short-run effects on both banking sector stability and non-
performing loans. Specifically, excessive money supply and inflation negatively impact
ROE, while higher policy rates initially boost profitability but increase NPLs over time.
However, the absence of significant long-run relationships underscores persistent
weaknesses in monetary policy transmission, structural rigidities, and macroeconomic
volatility in Nigeria's financial system. These findings partially support the null
hypotheses stated in Chapter One, confirming limited long-run effectiveness of
monetary policy while rejecting the hypothesis of no short-run relationship. The study
contributes to the literature by providing empirical evidence on the asymmetric short-

run versus long-run impacts of monetary policy, highlighting the need for
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complementary structural reforms to enhance banking sector resilience and policy

effectiveness for sustainable financial stability.

5.3 Recommendations

5.3.1 Policy Recommendations

To enhance the effectiveness of monetary policy in promoting banking sector stability,
the Central Bank of Nigeria should adopt a more targeted approach to money supply
management, utilizing open market operations and reserve requirements to prevent
excessive liquidity that erodes bank profitability through risky lending practices.
Addressing the weak long-run transmission requires strengthening financial market
infrastructure and improving interbank market development to ensure policy signals
effectively reach commercial banks. Given the adverse short-run impact of inflation on
ROE and its positive association with NPLs, the CBN should implement credible
inflation-targeting frameworks with transparent communication to anchor inflationary
expectations and support banks' adaptive strategies. For non-performing loans,
monetary authorities should coordinate with fiscal policy to introduce borrower relief
programs during tightening cycles, mitigating the credit crunch effects that exacerbate
default risks. Finally, enhancing banking sector resilience through stricter capital

adequacy enforcement, improved risk-based supervision, and mandatory stress testing
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will enable banks to better withstand monetary policy shocks and maintain stability

during economic volatility.

5.3.2 Recommendations for Further Studies

Future research should incorporate additional determinants of banking stability, such as
bank-specific factors including capitalization ratios, liquidity coverage, and corporate
governance quality, to provide a more comprehensive analysis of monetary policy
transmission. Extending the study period beyond 2024 and employing larger datasets
would improve the statistical power of long-run estimations and address limitations
associated with small-sample ARDL bounds testing. Alternative econometric
approaches, including Vector Error Correction Models and panel data analysis across
multiple African countries, could validate the findings and facilitate cross-country
comparisons of monetary policy effectiveness. Specific investigations into structural
rigidities, such as financial market depth, regulatory quality, and institutional factors
hindering policy transmission, would offer deeper insights into the Nigerian context.
Additionally, sector-specific analyses examining differential impacts on commercial
banks versus development finance institutions could inform tailored policy

interventions for various banking sub-sectors.
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APPENDIX

Year| R| M| IN| EX| M| ROE| MPR | INF | EXR| MS_
OE| PR| F| R| S| LO| LO | LO| LO| LO

1990| 12.| 0.0| 75| 800| 22.| 1.097| 0.000| 0.87| 0.90| 1.34
000 50| 00| 00 0 10 5 3 4

1991 13.f 00| 13.| 9.00f 25.| 1.121| 0.000| 111| 095| 140
000 20| 00| OO0 0 30 4 4 3

1992 | 14.| 00| 24.| 173| 28.| 1.149| 0.000| 139| 1.23| 145
.000| 10| OO 90 00| 70 6 8 8

1993 | 15.| 00| 57.| 221 35.| 1176| 0.000| 175| 134| 154
.000| 00| OO| 20 00| 40 7 4 9

1994 | 14.| 0.0| 57.| 21.9| 32.| 1.170| 0.000| 1.75| 1.34| 150
.000| 80| 00| 00 00| 10 6 0 7
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1995 13.f 00| 51.| 219 29.| 1.130| 0.000| 1.70| 1.34| 147

.000| 50| 00| 10 00| 80 8 0 4
0 0 0

1996 | 12.| 00| 29.| 219| 26.| 1.107| 0.000| 146| 1.34| 142

.000| 80| 00| 30 00| 50 7 0 3
0 0 0

1997 | 11.f 0.0| 10.| 21.9| 24.| 1.076| 0.000| 1.02| 134| 138

000 90| 00| 7O 00| 20 9 0 4
0 0 0

1998 | 10.f 0.0| 79| 219| 22.| 1.009| 0.000| 0.89| 134| 134

.000| 20| OO0| OO0 00| 00 8 0 2
0 0

1999 | 11.| 00| 66| 923| 20.| 1.041| 0.000| 0.82| 196| 1.30

000 00| 00| OO0 00| 10 0 5 3
0 0

2000 12.| 0.0| 69| 101.| 23.| 1.090| 0.000| 0.83| 200| 1.36

000 30| 00| OO| 700| 40 9 7 9
0 0
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2001| 14.| 00| 18.| 111.| 27.| 1.161| 0.000| 125| 2.04| 1.44

.000| 50| 00| OOf 200| 60 5 6 1
0 0 0

2002| 16.| 00| 12.| 120.f 30.( 1.210| 0.000| 1.11| 2.08| 1.48

000 20| 00| 90| 600| 20 1 1 0
0 0 0

2003 | 15.| 0.0| 14.| 129.| 28.| 1.199| 0.000| 1.14| 211| 1.46

.000| 80| 00| OOf 200| 90 6 1 1
0 0 0

2004 14.| 0.0| 15.| 132.| 26.| 1.173| 0.000| 1.17| 212| 1.42

.000| 90| 00| OOf 900| 70 6 4 7
0 0 0

2005 13.| 0.0| 17.| 132.| 24.| 1137| 0.000| 1.25| 212| 138

000 70| 00| 90| O000| 50 3 1 9
0 0 0

2006 | 12.| 12.| 82| 127.| 22.| 1.093| 1.088| 091| 210| 134

000 40| 25| 00| 500| 30 4 6 8
0 0 0
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2007 | 15.| 97| 54| 117.| 20.| 1.193| 0989| 0.73| 2.07| 1.31

000| 60| 50| 00| 800| 80 2 1 8
0 0

2008 | 18.| 97| 11.| 118.| 23.| 1.262| 0989| 1.06| 2.07| 1.36

.000| 30| 50| 60| 600| 10 4 4 4
0 0 0

2009 | 16.| 6.0| 12.| 148.| 25.| 1.207| 0.778| 1.09| 2.17| 141

000| 10| 00| 50| 900| 90 7 3 3
0 0 0

2010 | 17.| 6.0| 13.| 150.| 28.| 1.241| 0.778| 1.13| 2.17| 145

000 40| 00| 70| 300| 40 7 7 3
0 0 0

2011 | 19.| 92| 10.| 154.| 26.| 1.283| 0966| 1.03| 2.18| 1.41

.000| 20| 50| 80| 700| 20 3 9 8
0 0 0

2012 | 20.| 12.| 12.| 157.| 24.| 1.312| 1.079| 1.08| 2.19| 1.38

.000| 50| 00| 20| 500| 00 6 7 0
o] o| o 0
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2013 | 18.| 12.| 85| 160.| 22.| 1.272| 10/9| 092| 220| 1.35

.000| 70| 00| OO| 800| 70O 9 6 6
0 0 0

2014 | 16.| 13.| 8.0/ 165.| 20.| 1.228| 1114| 090 | 221| 131

.000| 90| 00| OO| 000| 50 3 7 2
0 0 0

2015 14.| 11.| 90| 193.| 18.| 1.155| 1.041| 0.95| 228| 1.26

.000| 30| 00| OOf 200| 30 4 6 2
0 0 0

2016 | 12.| 14.| 15.| 253.| 15.| 1.107| 1l.146| 1.19| 240| 1.17

.000| 80| 00| 70| 500| 10 6 4 9
0 0 0 0

2017 | 15.| 14.| 16.| 358.| 17.| 1.182| 1.146| 121| 255| 124

000 20| 00| 50| 800| 40 7 5 1
0 0 0 0

2018 | 17.| 14.| 12.| 306.| 14.| 1.246| 1.146| 1.08| 248| 1.16

000 60| 00| 10| 100| 60 3 6 4
0 0 0 0
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2019 | 19.| 13.| 11.| 306.| 12.| 1.281| 1.130| 1.05| 2.48| 1.10

000| 10| 50| 40| 900| 80 7 7 7
ol o] o 0

2020 | 11.| 11.| 13.| 380.| 25.| 1.061| 1.061| 1.12| 258| 1.40

000| 50| 50| 20| 000| 30 1 0 3
ol o] o 0

2021 | 11.| 11.| 17.| 411.| 28.| 1.072| 1061| 1.23| 261| 145

000| 80| 50| 00| 400| 60 0 4 6
ol o] o 0

2022 | 13.| 15.| 18.| 423.| 30.| 1.121| 1.190| 1.27| 262| 1.48

000| 20| 50| 80| 900| 20 4 7 0
ol o] o 0

Source: Author’s computation using Eviews 10
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APPENDIX 11

Correlation Analysis

ROE LOG MS LOG MPR LOG INF LOG EXR _LOG
Correlation 1.000
t-Statistic =~ -----
Probability — -----
MS LOG
Correlation -0.120 1.000
t-Statistic -0.673 -
Probability 0506 -
MPR_LOG
Correlation 0.414 -0.503 1.000
t-Statistic 2.532 -3.240 -
Probability 0.017 0.003 -
INF_LOG
Correlation 0.005 0.526 -0.318 1.000
t-Statistic 0.027 3.446 -1.870 -
Probability 0.979 0.002 0071 -
EXR_LOG
Correlation 0.324 -0.371 0.752 -0.283 1.000
t-Statistic 1.908 -2.224 6.355 -1.642 -
Probability 0.066 0.034 0.000 0111 -

Source: Author’s computation using Eviews 10
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APPENDIX 111

Descriptive Statistics

ROE MS MPR INF EXR
Mean 23.926 19565.810 14.607 18.411 203.824
Median 24.000 5124.700 13.500 13.500 132.150
Maximum 42 108945.400 35 57.200 1535
Minimum 11.820 100.500 6 5.400 9.960
Std. Dev. 7.847 28362.290 6.014 13.866 272.276
Skewness 0.525 1.867 1.493 1.783 3.562
Kurtosis 2.684 5.767 5.526 5.145 17.582
Jarque-Bera 1.754 31.494 22.297 25.237 384.367
Probability 0.416 0 0.000014 0.000003 0
Sum 837.420 684803.300 511.250 644.400 7133.830
Sum Sq. Dev. 2093.384 2.74E+10 1229.661 6536.975 2520568
Observations 35 35 35 35 35

Source: Author’s computation using Eviews 10
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APPENDIX IV

Pairwise Granger Causality Tests

Sample: 1 33

Lags: 2
Null Hypothesis: Obs F-Statistic Prob.
MS _LOG does not Granger Cause 31 0.960113190445 0.396011105276
ROE_LOG 261 7365
ROE_LOG does not Granger Cause 0.848455546727 0.439588318833
MS_LOG 0038 8523
MPR_LOG does not Granger Cause 31 2.436996250762 0.107138903458
ROE_LOG 077 6519
ROE_LOG does not Granger Cause 0.268740247318 0.766438972717
MPR_LOG 1669 4572
INF_LOG does not Granger Cause 31 0.690867474500 0.510106684384
ROE_LOG 5631 6447
ROE_LOG does not Granger Cause 0.151434255794  0.860226946513
INF_LOG 9533 279
EXR_LOG does not Granger Cause 31 1.050119490819 0.364269952463
ROE_LOG 778 77
ROE_LOG does not Granger Cause 1.320540636296  0.284309386478
EXR_LOG 582 6629
MPR_LOG does not Granger Cause 31 0.921142193162 0.410667445764
MS_LOG 375 5329
MS_LOG does not Granger Cause 0.199605748053  0.820296963668
MPR_LOG 6606 2586
INF_LOG does not Granger Cause 31 0.950368373137  0.399622374018
MS_LOG 0236 5328
MS_LOG does not Granger Cause 0.524834502752  0.597789256866
INF_LOG 8786 5438
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EXR_LOG does not Granger Cause
MS_LOG

MS_LOG does not Granger Cause
EXR_LOG

INF_LOG does not Granger Cause
MPR_LOG

MPR_LOG does not Granger Cause
INF_LOG

EXR_LOG does not Granger Cause
MPR_LOG
MPR_LOG does not Granger Cause
EXR_LOG

EXR_LOG does not Granger Cause
INF_LOG

INF_LOG does not Granger Cause
EXR_LOG

31

31

31

31

0.932558345261
7446
3.294626497283
554

0.007252132149
742625
0.692695188777
0702

1.880598573391
338
0.544495569353
2989

0.926296526899
6994
6.253865432791
368

0.406314447016
9903
0.053050105122
89313

0.992776108569
2626
0.509222228977
8743

0.172662635544
6732
0.586606294674
9436

0.408695902415
2892
0.006060807101
940194

Source: Author’s computation using Eviews 10
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APPENDIX VI

ECM
Variable Coefficient Std. Error t-Statistic Prob.*
D(ROE_LOG(-1)) -0.113 0.205 -0.552 0.586
D(MS_LOG(-1)) -0.012 0.233 -0.050 0.961
D(MPR_LOG(-1)) 0.069 0.140 0.489 0.629
D(INF_LOG(-1)) -0.140 0.097 -1.453 0.159
D(INF_LOG(-2)) 0.164 0.083 1.965 0.060
D(EXR_LOG(-1)) 0.030 0.120 0.247 0.807
C -0.009 0.026 -0.350 0.729

Source: Author’s computation using Eviews 10
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obs

10

11

12

13

14

15

16

17

1.12057

1.14922

1.17609

1.17026

1.13033

1.10721

1.07555

1.00860

1.04139

1.08991

1.16137

1.20952

1.19866

1.17319

1.13672

1.09342

Actual Fitted Residual

1.10912

1.13270

1.14869

1.16982

1.15354

1.11353

1.07855

1.09372

1.06093

1.05947

1.13209

1.13268

1.20281

1.19605

1.17976

1.14221

APPENDIX VII

0.01146

0.01652

0.02740

0.00044

-0.02321

-0.00632

-0.00300

-0.08512

-0.01954

0.03044

0.02928

0.07683

-0.00415

-0.02286

-0.04304

-0.04879
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18

19

20

21

22

23

24

25

26

27

28

29

30

31

32

33

Source: Author’s computation using Eviews 10

1.19312

1.26245

1.20683

1.24055

1.28330

1.31175

1.27184

1.22789

1.15534

1.10721

1.18184

1.24551

1.28103

1.06070

1.07188

1.12057

1.12802

1.21562

1.22253

1.19814

1.23472

1.27629

1.26443

1.25898

1.23369

1.21081

1.10749

1.18174

1.21767

1.14816

1.12168

1.13818

0.06510

0.04683

-0.01571

0.04241

0.04858

0.03546

0.00741

-0.03109

-0.07835

-0.10360

0.07436

0.06378

0.06336

-0.08746

-0.04979

-0.01761
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APPENDIX VIII

NORMALITY TEST

8
Series: Residuals
7 Sample 2 35
Observations 34
6 —
Mean 1.06¢
5 Median 0.015
Maximum 0.104
4+ Minimum -0.134
Std. Dev. 0.05€
3 Skewness -0.49¢
Kurtosis 2.651
2 -
Jarque-Bera  1.58§
14 Probability 0.451

Source: Author’s computation using Eviews 10
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