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1. Introduction 

 Financial system development is generally regarded as a critical economic propeller and pathway to economic 
growth and development. As the economic hub of nations and a veritable tool for the attainment of sustainable economy, 
financial system development has been a global phenomenon and its development plays catalytic role especially in 
emerging economies. Ighoroje and Egedi (2015) assert that the Nigerian economy revolves round the hub of an active 
financial system. The financial system has witnessed colossal dynamism over time brought by financial performance and 
innovative practices especially in the emerging markets like Nigeria. The developments in the financial sector have not 
only led to the increase in the number of financial institutions, but also the development in level of sophistication with new 
payment systems and alternatives to holding money. This has resulted mainly from technological advancement and 
increase in competition as the number of institutions increase (Kibaara, 2015). Hayat and Ahmad (2018) states that 
establishing the relationship between financial development and economic growth has been of great interest to 
researchers for few decades and that the developing countries government is currently committed that economic growth 
can only be possible with the help of developing financial sector. Ebiringa, and Duruibe (2015) emphasize that a number of 
studies have documented evidences proving that financial system development plays a fundamental role in the economic 
growth of countries.However, existing studies explored segmented component of the financial system development and 
focused eitheron a specific financial institution or financial market and developed economies limiting the area of coverage 
and leaving the aggregate financial system unrivaled and lacuna on the emerging economies like Nigeria. Consequently, 
the paper assesses the relationship between financial system developments on the Nigerian economic growth.  
 

2. Literature Review 

 Financial system development is the measure of aggregate performance for most of the financial institutions.The 
development of the financial system manifests in many folds for performance evaluation of the participants and relevant 
stakeholders. This development is measured by the performance indicators arising from the financial institutions and 
markets activities compared to benchmark assigned to the country or region based on her economic classification by the 
global financial regulators and convergence. Financial system development looks in to overall development of financial 
institutions and markets (Bui, 2020). It provides a broad category of financial services (Loayza, Ouazad and Rancière, 
2018).  Guru and Yadav (2019) define it as a developmental tool for increasing the size, efficiency and stability of financial 
institutions and markets. Financial access means the access of the banking system and stock market with banking system 
and stock market spread throughout the population, including number of bank branches per 100,000 adults, ATMs per 
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100,000 adults and money agents per 100,000 adults.  
system performance base on the ability of the institutions to provide financial services at low cost and with sustainable 
revenue, frequently measured by interest rate spread and stock market turnover ratio.
 

2.1. The Impact of Financial System Development on Development of Economy

        The economic importance of financial system development has different intellectual perceptions, but all bored down 
to sustainable economic growth.  Bakar and
the overall impact of financial sector development. 
has always been potential ingredient in bringing growth in an economy. Ismail, Ab
the economic growth of nations is largely dependent on a financial system which is largely built on stable financial 
development policies.Omofa (2017) avers that financial sector development affects economic growth by lowering 
transaction cost, providing information from savers to borrower, providing corporate governance; and encouraging 
specialization through its exchange function. The trend of financial system development and Nigerian economic growth 
was presented in Figure  1 below.   
 

Figure 1: Authors’ Figure 

Index (FDI) 

 
  A glance at Figure 1 above depicts no linear relationship between financial system development index (FDI) and 
the real gross domestic product (RGDP). While the RGDP aggregate movements revealed average growth of 4.87%, FDI 
recorded 0.87% leaving a glaring gap of 4% spanning from RGDP to FDI
movements, as FDI fluctuates even below the m
period except in 1991, 2016 and 2020 by 
attributed to the impact lag of 2015 general election and subsequent powe
COVID- 19 pandemic. Whereas FDI trend recorded inconsistent movements along the vertical and horizontal axis, RGDP 
recorded 2.19%, 1.57%, 0.26%, 1.87%, 4.05%, 2.89%, 2.5%, 0.52%, 5.52%, 6.67%, 14.6%, 9.5%, 
1992, 1993, 1994, 1995, 1996, 1997, 1998, 1999, 2000, 2001, 2002, 2003, 2004, and 2005 respectively. Others include, 
6.73% in 2006, 7.32% in2007, 7.2% in 2008, 8.35% in 2009, 9.54% in 2010, 5.31% in 2011, 4.21% in 2012, 5.49% in 
2013, 6.22% in 2014, 2.79% in 2015, 0.82% in 2017, 1.91% in 2018 and 2.27% in 2019 before dampening by 
2020. This economic growth proxied by the RGDP was attributed to various macroeconomic policies of government, but 
RGDP failed drastically in 2020 due severe economic recession from COVID
and RGDP lines revealed no correlation with the variables, and contradicts
developed financial system enhances capital formation and efficient resource allocation, which in turn triggers economic 
growth and Chen et al. (2020) thatthe above mentioned impact has proven considerably worthy.
  Theoretically, supply leading and
system development and economic growth. Demand following contends that finance is led, rather than leads economic 
growth, while supply leading contends that financial sector develo
(Chandrashekar, Sampath and Chittedi, 2018)
valuation, risk management, management control and so on (Omofa, 2017). It also a
response (Patrick, 1966 in Vieito and Wong, 2018
Chow, Vieito and Wong (2018), supply leading relation, on the other hand, posits a causal relationship.
highlighted how financial development helps to boost the economic growth.
assertion that supply leading’ contends that financial sector development is a necessary 
growth; consequently, finance leads economic growth and causality runs from financial sector development to economic 
growth. Levine (1996) argued that the majority of theoretical reasoning and empirical evidence suggests a positive 
financial development and economic growth. 
 Tariq, Khan and Rahman (2020) and 
between financial development and economic growth in Pakistan. 
short run financial development had significant positive relationship with economic growth, negative in the long run. 
Bogari, (2019) dynamic panel approach and GMM inspected the association among financial development, financial 
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Figure ICAL Presentation of Financial System Development 

Index (FDI) and the Real GDP in Nigeria, 1990-2020 

1 above depicts no linear relationship between financial system development index (FDI) and 
domestic product (RGDP). While the RGDP aggregate movements revealed average growth of 4.87%, FDI 

0.87% leaving a glaring gap of 4% spanning from RGDP to FDI. The slopes in FDI and RGDP shows parallel 
movements, as FDI fluctuates even below the minimal basic point, the RGDP maintained positive trend throughout the 
period except in 1991, 2016 and 2020 by -0.55%, -1.58% and -6.1% declines respectively. 2016 decline in RGDP was 
attributed to the impact lag of 2015 general election and subsequent power transition in Nigeria while that of 2020 was of 

19 pandemic. Whereas FDI trend recorded inconsistent movements along the vertical and horizontal axis, RGDP 
recorded 2.19%, 1.57%, 0.26%, 1.87%, 4.05%, 2.89%, 2.5%, 0.52%, 5.52%, 6.67%, 14.6%, 9.5%, 
1992, 1993, 1994, 1995, 1996, 1997, 1998, 1999, 2000, 2001, 2002, 2003, 2004, and 2005 respectively. Others include, 
6.73% in 2006, 7.32% in2007, 7.2% in 2008, 8.35% in 2009, 9.54% in 2010, 5.31% in 2011, 4.21% in 2012, 5.49% in 

6.22% in 2014, 2.79% in 2015, 0.82% in 2017, 1.91% in 2018 and 2.27% in 2019 before dampening by 
2020. This economic growth proxied by the RGDP was attributed to various macroeconomic policies of government, but 

severe economic recession from COVID-19 pandemic. The growth rates along the FDI 
and RGDP lines revealed no correlation with the variables, and contradictsKumar and Paramanik
developed financial system enhances capital formation and efficient resource allocation, which in turn triggers economic 

the above mentioned impact has proven considerably worthy.
Theoretically, supply leading and demand following theoryexplained the casual relationship between financial 

system development and economic growth. Demand following contends that finance is led, rather than leads economic 
growth, while supply leading contends that financial sector development is a necessary pre-condition for economic growth 
Chandrashekar, Sampath and Chittedi, 2018). The development of the financial sector covers savings collection, project 

valuation, risk management, management control and so on (Omofa, 2017). It also aims to stimulate an entrepreneurial 
response (Patrick, 1966 in Vieito and Wong, 2018) in these modern sectors (Roger et al. 2005 in Omofa, 2017). As per 
Chow, Vieito and Wong (2018), supply leading relation, on the other hand, posits a causal relationship.
highlighted how financial development helps to boost the economic growth.Chandrashekar, Sampath and Chittedi (2018) 

supply leading’ contends that financial sector development is a necessary 
h; consequently, finance leads economic growth and causality runs from financial sector development to economic 

argued that the majority of theoretical reasoning and empirical evidence suggests a positive 
nomic growth.  

Tariq, Khan and Rahman (2020) and Rahman, Khan and Charfeddine (2020) examined nonlinear relationship 
between financial development and economic growth in Pakistan. Imoagwu and Ezeanyeji (2019) highlighted 

opment had significant positive relationship with economic growth, negative in the long run. 
dynamic panel approach and GMM inspected the association among financial development, financial 
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institution quality and economic growth. Yadav (2019) examined this relationship for five major emerging economies: 
Brazil, Russia, India, China and South (BRICS). Škare, Sinković and Porada-Rochoń (2019) investigated and revealed the 
existence of finance-economic growth link in Poland. Ismail, Ab-Rahim and Pei-Chin (2019) revealed the exact finding like 
above for a long run relationship. Haque (2020) selected private sectors for this study and showed that the private sector’s 
GDP had a negative relation with the supply of moneybut positive relation with bank credit. Iwegbu’s(2020) ARDL model 
was effective in stimulating economic growth through investment in portfolios.  Chen et al. (2020) Nonlinear ARDL results 
revealed positive shocks in financial development in the short run. Kumar and Paramanik (2020) NARDL revealed that the 
long run financial development does impact economic growth positively.  
 
3. Methodology and Data Analysis 

 Auto retrogressive distribution lag (ARDL) bounds test was adopted in this analysis. The ARDL technique 
employs a single reduced form equation for determining both short and long run relationship among variables and free of 
residual correlation since variables stand as a single equation; it is easy to derive the error correction model from simple 
linear transformation by integrating short run adjustments with long run equilibrium without loss of information. 
According to Lawal et al. (2016) and Ogwumike and Salisu (2017), ARDL bounds test technique has several advantages 
over other estimation techniques. It also allows for the variables to have different optimal lags, which is not applicable to 
other techniques. Therefore, the model was specifies thus:  

∆������� = 
0 + 
1∆������� − 1
��

���

+ 
2∆������ − 1 +
��

���

3∆����� − 1 + +∅1������� − 1 + ∅2������ − 1 + ∅3����� − 1
��

���+ �� …………………………………………………………………… . . . (1) 

 Where: RGDP is the real gross domestic product. FDI and MS represent financial development index and money 
supply respectively. In is the log of the variables. Δ represents the first difference operator. β0 is the constant term and β1, 
β2 and β3 represent the short-run coefficients. ϕ1, ϕ2 and ϕ3 are the long-run coefficients; n1, n2 and n3 are the lag length 
and ��represent the error term.  

 
Lag FPE AIC SIC HQIC 

0     
1     
2 ** ** ** ** 

Table 1:  Lag Length Selection 

**Indicates Lag Order Selected by the Criterion 

 
 Optimal lag length of two (2) out of a maximum of 2 lag structure as selected by four different criteria was 
observed in table 1 above, Final Prediction Error (FPE), Akaike information criteria (AIC), Schwarz Information Criterion 
(SIC) and Hannan-Quinn Information Criterion (HOIC) recorded the least values at the lag length of two. The results of the 
ARDL bounds testing approach were also shown in table 2 below.  
 

 
 
 

Table 2: ARDL Result 

1149.467 17.06355 17.25386 17.12173

1149.467 17.06355 17.25386 17.12173

1062.373 16.93997 17.17994 17.01133
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  RGDP = 1.75636469149RGDP (-1) 
461.633827961CM, P-Value = 0.2601 and 0.7360 > 0.05 critical value, FDI and MS had positive and non
on RGDP in the short run. This was explai
and the t-statistic less than two in absolute term and corresponding probability value of the t
percent critical value. The R2 as the summary measu
0.997315, indicating that 99% variation in RGDP  was explained by a change in FDI and MS, and the remaining 0.0001% 
was explained by variable not included in the model. The adjusted R
included and it explains 99.6827% variation in the dependent variable.
 

Variables 

F(RGDP/FDI, MS) 
Critical value 

1% 
5% 

10% 
Table 3: 

 
Notes: *** Statistical significance at 10% level; ** Statistical significance at 5% level; * Statistical significance at 1% level. 
The lag length k=2 was selected based on the 
 
         Table 3 above reveals long run relationship between real GDP and financial system development. This was explained 
by F-statistic value of 8.464408 greater than integrated order bands (upper bound values) and the t
 

 
  The CUSUM in the Figure 2 above was used to test stability of the function as CUSUM plot stays within the critical 
5% bounds, that confirms the long run relationship among the variables and stability of the coefficient. 
 

4. Conclusion/Implications of Result and 

         The ARDL results established short run and long run relationship between financial system development and 
economic growth in Nigeria, reveals that financial development index (FDI) and money su
significant impact on the real GDP in Nigeria from 1990 to 2020. This implies that 
proportionate change (11503.70) in the real GDP and a unit change in the MS causes 0.064196change in t
in the short run and long run and policy implication confirms that development of the financial system remains a veritable 
instrument for economic growth in emerging economy like Nigeria. Based on the results, the study recommends that the
monetary authority should repeal the financial inclusion secretariat with financial system development secretariat to 
broaden policies on financial inclusion and entrench the depth, access and efficiency of the financial system, policies on 
cyber security should be pursued vigorously to afloat contemporary issues in global financial system and plausible 
monetary tools embraced for optimal money supply in the econom
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