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Abstract
It is self-evident that by smoothing consumption gaps due to irregular income and the
occasional large bills, financial inclusion does alleviate extreme poverty. But does it
really enhanced macroeconomic growth? Using Toda and Yamamoto causality test
technique, this paper utilized a vector autoregressive (VAR) model to explore the
possibility of a causal relation between financial inclusion and capital market growth as
well as between capital market and economic growth in Nigeria, for the period 1986 to
2017.The result indicated the absence of a causal relationship between financial
inclusion and capital market. It however reported a unidirectional causality from capital
market to economic growth in Nigeria. The study recommends that the long-term lending
capacity of Nigerian banks should be enhanced by legislation via debentures of not less
than 5 years maturity, packaged as individual savings account with attractive interest
rates and tax incentives. The banks should also be encouraged to set-up small
Cooperative Financial Institutions in rural areas that would specialize in taking small
deposits and lending to SMEs within the vicinity. Finally, the financial inclusion
implementation group at the Central Bank should develop a framework that promote
synergy between financial institutions and markets in order to take advantage of the
policy to enhance and fast track macroeconomic growth in the country.
Keywords: Causality, financial inclusion, economic growth, vector autoregressive
model
JEL: E63, G21, F43, C22
1.
Introduction
Financial inclusion has been accepted globally as an effective tool to support
development. This is due to its perceived ability to improve living standards of
individuals by giving them opportunities to save for future consumption, emergencies or
productive investments, as well as increase economic growth at the macroeconomic
level (Alliance for financial inclusion, 2016;FDCBimonth, 2016; CBN, 2016;Brune et
al., 2015; Prina, 2015; Sahay et al., 2015).All these, are possible because financial
inclusion is characterized by rapid change and technological innovation, including new
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products and forms of payment. It reduces liquidity risk and increases the stability of
depository and monetary transmission (Vo, et al., 2020). The Maya declaration of 2011 in
Mexico was the first global commitment by policymakers from developing and
emerging countries to unlock the economic and social potential of the poor through
greater financial inclusion. In line with global perception, the African Development
Bank (AfDB,2013) considers financial inclusion as a key factor for sustainable growth
for all developing economies and argues that it is imperative for fragile African
economies to include financial inclusion within national recovery strategies.
However, there is a growing concern about the existence of a missing link, because the
theoretical and conceptual postulation of financial inclusion with regard to
macroeconomic growth is not supported by empirical evidence in most developing
countries. How financial inclusion could be promoted to long term investments that
would impact on macroeconomic growth often remains ambiguous and even
confusing(Kono,2016;Wong,2014). For instance, despite recording positive trends in
financial inclusion indices(Penetration index, Availability index and Usage index)
immediately after the official launching of its National Financial Inclusion Strategy
(NFIS) in 2012, the Nigerian economy still went into recession thereafter in
2016(CBN,2017;2012; Sarma, 2004).Similarly, in spite of its giant strides and success in
deepening financial inclusion through M-PESA (mobile money) introduced in 2007, the
Kenyan economy still battles with low growth rates(Hove and Dubus,2019;KendeRobb,2016).Dismal economic scenarios such as these, prompted researchers like Mader
(2017; 2016) to query if financial inclusion does really promote economic growth. A
question that is apposite when viewed against the fanfare that heralded financial
inclusion as the magic wand to facilitate macroeconomic growth especially in
developing economies.
It is against this background that this paper set out to investigate if there is a causal
relationship between financial inclusion, capital market and economic growth in
Nigeria. This paper utilizes a vector autoregressive (VAR) model, using Toda and
Yamamoto analytical technique with time quarterly series data for the period 1986 to
2017.
This paper makes the following innovation to literature. Firstly, the analysis center on
identifying the causal link between financial inclusion and capital market growth as it
affects macroeconomic growth in Nigeria. The finding establishes the absence of a
causal relationship (evidence of a missing link') in long term financial intermediation
between financial institutions and the capital market. The policy implication being that
the NFIS committee, CEOs of deposit money banks, and capital market operators need
to improve the synergy between financial institutions in the country's financial sector if
any significant growth is to be realized from having an inclusive financial sector.
Secondly, the study is unique in (amongst several studies on financial inclusion in the
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Nigerian economy) recognizing the vital role of capital market in the financial inclusioneconomic growth nexus. Thus emphasizing how financial inclusion could galvanize
investment in other sectors of the Nigerian economy. Thirdly, the analytical technique
adopted is suitable for causality testing irrespective of the order of integration among the
variables.
The paper is structured as follows. After this introduction, literature review is presented
in Section 2, while Section 3 contains the methodology of the study. Results obtained
there from are presented in Section 4, and Section 5 concludes the study with summaries
of major findings and policy recommendations based on the analysis.
2.
Literature review
The World Bank's goal of achieving universal access to financial services by 2020 is an
indication of the importance attached to financial inclusion as an instrument that
facilitates rapid economic growth and poverty alleviation (Dermiguc-Kuntand Klapper,
2012).The committee on financial inclusion in India defines it as the process of ensuring
access to financial services and timely adequate credit where needed by vulnerable
groups such as the weaker sections and low income groups at an affordable cost
(Rangarajan Committee,2008)
Effective access to financial services has assumed the status of fundamental human
rights in most of the emerging and developing countries of Asia and Africa, as it is
considered a major force in achieving economic equality in this contemporary age
(World Bank, 2010). Several developing economies (Nigeria, Egypt, Pakistan, Kenya,
Tanzania, Ethiopia and Angola) have achieved high growth rates over the past decade
(2000-2014).But the good performance has not translated into significant poverty
reduction and shared prosperity. It has yet to provide low income households with
enough opportunity to improve their living standards (Central Intelligence Agency,
2016).
For Nigeria to adequately provide the infrastructure projects needed to facilitate the
transformation in living standards; it has to provide an efficient system (than what is
presently obtained) for savings to be generated and channeled to finance the
infrastructural projects and other productive investments. Small savers do not have
sufficient means to save safely and small businesses do not have sufficient access to
adequate finance, this missing link needs to be filled. As such, Nigeria needs a much
better means of financial inclusion and an efficient channel for long term investment to
meet the vast needs of its citizens. Because of the pivotal role ascribed to capital markets
in economic literature as efficient purveyors of long term finance to firms and SMEs(a
vital resource needed to achieve meaningful economic growth in all economies),
analyzing the capital market in issues relating to financial inclusion becomes
paramount(Fadun, 2018; Chauvet and Jacolin, 2015).
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2.2
Theoretical Review
In assessing the causality between the aforementioned variables of the study, this paper
reviewed the Financial Intermediation Theory of Gurley and Shaw (1960) and the
Institutional Theory of Capital Market Development (Allen, 1993), as a theoretical base.
Gurley and Shaw (1960) emphasized the process by which financial institutions
facilitates the movement of financial resources from surplus to deficit units in the
economy. It reduces market imperfections thereby boosting financial intermediation and
economic growth. Within this theoretical framework, deposit money banks in Nigeria
facilitate savings from the numerous hitherto unbanked low income earners by providing
a platform for financial inclusivity. The accrued funds are then channeled to deficit units
via credits/loans for meaningful economic activities, resulting in economic growth.
On the other hand, Allen's institutional theory of capital market development (1993)
affirms that even though stock markets are costly for the economy than banks, they allow
for better investment control and better risk management. The implication being that, the
Nigerian capital market is more efficient at financial intermediation than the deposit
money banks, of the financial resources (savings) polled in the process of financial
inclusion. Because the market provides different investment schemes to satisfy the long
term investment needs of divergent investors and adequate security coverage to
safeguard against the inherent risks.
2.3
Empirical review
In existing literature, a causal relationship between financial inclusion and economic
growth is emphasized. Against this background, we further explore the relationship
between financial inclusion and capital market; as well as, capital market and economic
growth. For example, inanalyzing the linkage between financial inclusion and financial
market stability in the Asia region, Vo, et al. (2020) used a dataset of 3071 banks for the
period 2008 to 2017.Using a Generalized Method of Moments (GMM) the findings
indicate that higher level of financial inclusion contributes positively and significantly to
bank resilience.
In a study on financial inclusion and bank stability, Ahamed and Mallick (2019)
employed panel data to analyze a sample of 2,600 banks in 86 countries from 2004 to
2012.The findings reveal that financial inclusion contributes significantly to bank
stability.
Owen and Pereira (2018) conducted a panel study from 83 countries over a 10 year
period and found that financial inclusion has a positive effect on bank deposits and loans
which indirectly affects economic growth. Conducting a study on the link between
financial inclusion and trade openness,
In assessing the association between banks and stock markets in Nigeria; Arize, Kaluand
Nkwor (2018) employed an ARDL model and Bounds test to conclude that there is a long
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run positive association between banks and financial markets.
Hajilee and Niroomand (2018) selected a group of 18 emerging countries for the period
1983 to 2014; applying autoregressive distributed lag (ARDL) and Non-linear
autoregressive distributed lag (NARDL) models for the analysis. Findings from both
models indicate the positive role of financial inclusion on the trade openness in most of
the countries.
In a study to assess the effect of financial inclusion on stability, poverty and income
inequality in MENA countries; Neaime and Gaysset (2018) used Generalized Methods
of Moments (GMMS) and Generalized least Squares (GLS) to analyze samples from 8
countries for the period 2002 to 2015.The findings reveal that financial inclusion
decreases income inequality, has no effect on poverty but contributes positively to
financial stability.
Sastry (2017) wrote on financial inclusion in capital markets in India, analyzing the
challenges and opportunities for producer (cooperatives) companies. Employing
historical analysis, the findings recommended that low income earners who are not
primary producers pooled together their meager savings, and set up producer companies
so as to enjoy credit facilities and significantly increase their incomes.
In exploring the relationship between stock market development and economic growth
in Nigeria, Ananwude and Osakwe(2017) used an ARDL model for the period 1981 to
2015.The result indicate that the stock market has an insignificant relationship with
economic growth in both the short and long run.
Massey (2010) employed historical data from members of the European Union to
conclude that capital markets performed significant roles in enhancing financial
inclusion by making available multiple products and services to the masses. Similarly,
Ningi and Dutse (2008) used historical data to reveal that the capital market was
responsible for the positive recapitalization exercise of the banking sector in 2004.With
similar outcome, Kuroda (2002) used historical analysis to suggest on strategies to
strengthen banks and capital markets in post crisis Asia, indicating that the institutions
are complements not competitors.
Our brief overview of literature on financial inclusion highlights the salient issue that is
the focus of our empirical investigation. Previous studies largely ignored the missing link
that should exist between financial inclusion and capital markets, if any meaningful and
sustainable economic growth is to occur. And, unlike, the few studies that employed
historical analysis to examine the relationship, our analysis use quantitative data with
appropriate analytical techniques to explore the causal relationship between the
variables of interest in Nigeria.
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3.
Methodology
The quarterly time series data used in this study to investigate the causality between
financial inclusion, capital market and economic growth in Nigeria comes from several
sources (see Table 1).The dataset covers 31 year period of 128 quarters from 1986 to
2017.The period is selected due to several reasons:(i) to coincide with the deregulation of
the Nigerian economy in 1986 with the implementation of the Structural Adjustment
Programme (SAP),(ii) to capture the effect of the global financial crisis of 2008-2009 on
the Nigerian economy, especially the capital market;(iii) to capture the effect of the
economic recession, occasioned by the fall in crude oil prices in 2015 and,(iv) data
availability.
The functional form of our vector autoregressive (VAR) model, which illustrates the
relationship between financial inclusion, capital market and economic growth, is:
Where: f(PeI) represents the penetration index as proxy for financial inclusion; f(MC)
represents market capitalization as proxy for capital market; f(GDP) represents gross
1
domestic product as proxy for economic growth; f( LSME) denotes the value of loans to
1
SMEs, the credit component in the economy; f(LR) is the lending rate, represents the
1
interest rate component in the economy; f(ER) is the Dollar/Naira exchange rate, an
1
indirect quotation of the exchange rate component in the economy ( these are non-policy
variables with no lags, which ensure the completeness of the model.
The econometric model of the study is specified as:
2

( all variables are transformed into their logarithm except the lending rate which is in
percentage)
Table 1:
Nature and sources of variables in the study
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Toda-Yamamoto (1995) causality test is utilized to analyse the relationships. The
justification for adopting this analytical technique lies in its reliability irrespective of the
order of integration among the variables, and is specified as:
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4. 

Results
Table 2: Descriptive statistics

Table 2 indicates that gross domestic product (GDP) has a mean value of N495250.5
billion. The standard deviation of N903804.7 billion shows the series is widely dispersed
from its mean. The skewness of approximately 3 shows the distribution is normally
peaked, while the Jarque-Berra statistic indicates the series is not normally distributed.
Similarly, the penetration index (PEI) within the study period indicates a mean of
78.2637 per 100,000 adults. The standard deviation (268.343) shows the index is widely
dispersed. The Jarque-Bera test show the index is not normally distributed. Other
variables could be similarly interpreted due to brevity.
4.1
Unit Root
The tests using different estimators indicate that not all the variables are stationary at
levels. An indication that innovation(s) to any variable has different time effect (lag) on
the system before it reverts to equilibrium.
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Table 3:
Stationarity Test Results

*denotes rejection of the null hypothesis at the 10% level. Critical values at 0.05 are in parenthesis.
**denotes rejection of the null hypothesis at the 5% level. Critical values at 0.05 are in parenthesis.
*** denotes rejection of the null hypothesis at the 1% level.

4.2
Cointegration Test
The study applied Bayer and Hanck (2008, 2013) technique to explore the cointegration
between the variables. The result is presented in Table 4, indicating the existence of a
long run relationship between the variables.
Table 4: Cointegration Test Results
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4.3
Optimal lag length
Having established cointegration from Table 4, we determined the optimal lag of the
variables that would have a significant effect on their contemporaneous values. The
result in Table 5 shows that various lag lengths are suggested by the different information
criteria. This study adopts the lag length of 10 quarters specified by the Akaike
information criteria (AIC), because it performs better for smaller samples.
Table 5:
Lag Order Selection Criteria Test Results

4.4
Toda Yamamoto causality test
We assess the causality amongst the variables specified in the VAR model, reporting
only the causality between financial inclusion, capital market and economic growth
which is the main focus of this study. Table 5 shows the result from applying the Toda &
Yamamoto causality technique.
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Table 5: Toda Yamamoto Causality (MWALD) Test

The result indicates the absence of a causal relationship between financial inclusion and
capital market in Nigeria. This is consistent with the view expressed by Levine (1996);
Billmeier and Massa (2009) that stock markets and banks promote economic growth
independently of each other. It implies that there is no significant synergy between these
institutions; signifying that financial inclusion does not promote long term investments
in the Nigerian economy.
The result also reveals a unidirectional causality flowing from capital market to
economic growth, in conformity with the outcome by Fadun (2018); Ananwude and
Osakwe (2017),on capital markets and economic growth. Finally, the result further
established bidirectional causality between financial inclusion and economic growth,
reinforcing the financial inclusion –economic growth nexus.
5. 
Conclusion and Policy Recommendations
Many developing African countries have made various attempts to ensure their financial
systems are inclusive to enhance economic growth and development. But, despite
several efforts and significant increases in banking sector indicators of financial
inclusion especially from the supply side, the desired economic growth has been elusive
and where attained; of short term duration, which hardly translates into any meaningful
economic development.
Using a VAR model, employing the Toda Yamamoto causality technique, this study is
conducted with quarterly data from macroeconomic indicators in Nigeria for the period
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1986 to 2017.We assessed the causal relationships amongst all the variables in the model
for the study, in order to unravel the causal relationship between financial inclusion,
capital market and economic growth.
Our findings have established (among others) the presence of a missing link (empirically
established by the absence of a causal link) between banks and the capital markets, in
terms of long-term financial intermediation in Nigeria. An indication that the financial
inclusion policy is not being efficiently utilized, since there is no synergy in providing
long term investments which is vital for sustainable economic growth and development.
Several policy implications have emerged from this study. Since the Nigerian financial
system is still developing, the country need to devise an efficient means of financial
inclusion and an appropriate channel for long-term investments to meet the vast needs of
its citizens, while the capital market matures.
i)

The capability of Nigerian banks to extend long term credit for capital investment
should be enhanced by legislation. Bank debentures with a maturity of not less
than 5 years packaged as individual savings account (under-written by the Central
Bank) with attractive interest rates and tax incentives attached could be created
and made accessible to SMEs and other investors in the country, as a means of
providing long-term finance.

ii)

Established commercial banks should be encouraged to set up Small Cooperative
Financial Institutions that specialized in taking small deposits and lending to
SMEs, in villages and rural areas not easily accessible. The small savings so
mobilized with provide a pool of excess funds that could be directed to provide
financing to long term investments.

iii)

Instead of its numerous interventions in various sectors through periodic loans
amounting to billions of naira, the CBN should encourage and support the
establishment of small Specialized Savings Banks (for example, Fishery Savings
Bank, Cotton Savings Bank, Rice Savings Bank etc) in local government areas
where small depositors and SMEs could access long term credit facilities by
operating savings accounts.

iv)

Government should revive the issue of Development Banks that specialized in
long-term finance subject to tighter regulation compared to commercial banks.
This would greatly the supply of long term finance, enhance economic growth
and contribute to enhancing financial inclusion in the country
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