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~  ABSTRACT

The study investiga tes empirically the contribution of financial
sector development in reducing unemployment in Nigeria using
Vector Autoregress.ve framewortk. By employing Annual data
Jrom the period of 1980 to 2014, Domestic credit to the private
secior and stock niarket capitalization were found to have a
negative and statistically significant impact on the level of
unemployment in the: short run and long run respectively. Hence if
the financial sector is developed by increasing the amount of
money channeled to private investments, the menace of
unemployment can be curbed. The Granger causality test also
reveals a unidirectional causality running from market
capitalization and domestic credit to unemployment. As such the
importance of the capital market and the banking sector in
oreating job opportunities and increasing employment.rate cannot
be over emphasized. It is therefore important for the government to
channel its efforts ir. creating policies that will aid in developing
the financial sector to contribute to curbing -unemployment in
ot Nigeria. : SN e

" Keywords: Domestic eredit, Une:mployment, Nigeria, Vector Auto Regression.

~ INTRODUCTION ! -

. Financial development refers to a couniry's decision to allow and, promote financial
*- activities. The impact of finance as a catalyst for'ecan-qmj-c'g'rowth-'has been well
.established both in theory and in empiries (Roubini and Sala-i-Martin, (1992); King and:
Levine, (1993); Easterly, (1993); Pagano, (1993); Gertler and Rosg, (1994); Levine,
(1997); Levine, Loayza and Beck,(2000); Khan and Senhadji,( 2003); Chistopoulos and
“Tsionas, (2004)). The underlying notion here is that well developed financial systems
supply information for investment which aid in moving funds from places of excess to
places of scarcity which will aid in boosting various sector growths (Beck.et al., 20%
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LITERATURE REVIEW
Inrecent years, the financial turmoil which led to the increase in unemployment in many

economies has brought the issuz of finance and employment to lime light. This is based
on the fact that well functioniog financial systems perform numerous functions which
include; mobilizing savings; m nagement of risk; monitoring of borrowets; facilitating
the exchange of goods anc services; obtaining information about investment
opportunities and accumulaticn of capital amongst others. These functions increase
technological progress thereb:s enhancing multifaceted growth within the economy
(McKinon, (1973). For instance, bymoblhzmgand allocating resources to investments
which generate high returmn, prc ﬁtablllty 1s ensured thus leadmg to an increased demand
for lebour. More so, by aidiig transaction and increasing the supply of the credit
facilities and other financial product to individuals, there is easé in financial
accessibility which leads to diversification of investment and increased employment

opportunities.

Empirically, researchers have vxamined the various ways in which the financial sector
affects employment both at mai:ro and micro levels. Forinstance, atmicro level several
studies have focused on invostigating the link between financial constraints and
employment decisions across iirms during era's marked with banking failure and large
currency devaluation and the re sults show significant impact (Blalock, Getler & Levine
2008; Caggesse & Cunat 200¢; Benmelech , Bergman and Seru,2011). Pagano & Pica
(2011) alsc analyzed the effects ofinter industry job reallocation and employment posit
the theory of incomplete coniracts. They explain that unemployment is curbed if
financial development is allow:d to grow. More so, during banking crises employment
growth drops in industries that zre more dependent on external finance and most of these
industries are located in develon economies. However, the II_lDlIt&tlDI] to axammmg, this

nexus on firm level basis is the availability oftangible data

Existing literature examining financial development and empioymuntatccuu try level is
also scarce and has produced mixed results. For instance, Shabbir et al (2013)
investigated the impact of financial sector development on unemployment in Pakistan
for the period from 1973 —2007. Using Autoregressive Distributed Lag (ADRL) Model
to ascertain the Iong run relatioaship, they find that financial deve!opment indicators
measuredM2 minus currency ir circulation as share of GDP and unemployment in
Pakistan have a long and stable yelationship. Also, domestic credit to private sector as
" share of GD Preveals 51gmf Icant and inverse impact on unemployment in the long run
- butthe IIIlpaCt becomes in significant and inverse in the short ran. Similarly, Han (2009)
" also examines the link between financial development and unemployment in' the US. .
His findings show that financial sector crises propelled unemployment for the period
under study and this negatively afiected the financial aﬂ"ordab;luy for basic'needs such

25 2 home, food, clothes, and medic al care. .
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However, the question of whether the devel opment of the financial sector contnibutes to
reducing ' unemployment has little emp rical work in existing literature (some
exceptions are Honohan (2004) and Beck, Demirgiic-Kunt and Levine 2004, Aliero et
al.2013). © -° m L

Establishing a link between financial development and unemployment especially in
developing economies has becoms of th: essence, as history suggest that financial
sector erisis are closely associated with ur employment. For instance during The Great
Depression 0£1929 - 1933, the value of pro duction fell by 25%, the price level fell below
30% and unemployment rate heightened t> about 25% of the labor force, while about
9000 banks closed operations (Bordo, 2000). The global financial crisis of 2007-
2009also shoved industrialized economies into brutal recession which led to a rise in
_unemployment, indebtedness, and the loss of assets (Sasi, 2009; 11.0,2012). More so,
the wave of globalization presented cha-nels where the financial crises hit hard on
developing countries that bad less developed financial sectors ( Zaman etal., 2012). As
‘Ngwube & Ogbaugu (2014) point out tha the Nigerian financial sector was affected by
the global financial crisis through the removal of credit lines to Nigerian banks by
foreign banks thereby reducing the amowm t of funds in the indnstry; this led to the fall of
share prices on the stock exchange as such investors suffered heavy capital losses and
hence could not repay share purchase loars. The consequence of this rippling effect was
the decline of labour market conditions 15 shown in the unemployment rate that rose

from 17.1 % i1 2007 to 25.6%in 2011 (N1:8,2014).

Similarly, the contention on the relations 2ip between financial sector development and

employment is that if financial tools zre adequately developed, the persistence of
unemployment will be lowered. This is b 1sed on the premise that the quantities of credit
given to private individuals are alequately channeled for mvestment and
entrepreneurial activities(Pant et al., 2007; Dromel et.al. 2010; Yaroson, 2013). Ibrahim

and Aliero, (2012) on the other hand argue that financial development may not -

necessarily curb unemployment but just lessen financing constrainis, by allowing firms
to invest in more capital-intensive techrologies and expanding output. The aim of this
study therefore is to determine the role of finanicial sector development in reducing the
menace of unemployment in Nigeria. Gince the available empirical hiterature on this
nexus is scarce, this paper atternpts to fill in the gap by providing empirical evidence.
The study is divided into Five Sectiors. Following the Introduction is Section Two
which discusses the relevant theories and empirics, linking financial development and
unEmploy-mmt'iﬁ Nigeria overtime. Section three discusses the methodology used in
the study while four presents the results of the study; the paper draws its conchusion in
section five with the necessary recommendations.
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¢ Unemployment (UNEMP) as a share of labour force is employed as the dependent
- variable which measures the percentage of people who are willing and able to worlc and
“ haveno jobs.GDP at constant LS $(2005) is employed to measure the depth of growth of
thf: economy. This study also :ontrols for inflation and ForeLgn Direct lnvestment as

i factors that may affect unemplc yment. '

_Mo_del Specification

" In an aftempt fo examine the impact Financial Sector Development has on
“--unemployment, the study borrws the econometric model used by Dromelet al. (2010)
~~and Alieroetal (2013)

" In the model, we estimate wemployment as a function of its determinants which
"~ include: Gross Domestic Produ ct(GDP), Foreign Direct Investment (¥ DI, and inflation
rate (INF) and financial sector development indicators: Domestic credit to the private
" gector (DCP) and stock market zapitalization (MCAF). =

Inunemp,=fy +fInfdi-- Bolninfl -f;lngdp -Bslnmeap- flndecp + & (1)

¢ inthe model indicates error te rm . All variables are expressed in their log form.

- Unit Root Test '

%+ The Augmented Dickey Fuller (ADF) test is used to ascertain the stationary propemes
“-of the data with the null hypothesis as non stationarity among the time series data
{(Gujarati, 2004). The test is carried out on their level and first difference with the A.k.alke
Information Criterion (AIC) used to determine the appropriate lag length

~The unit root test is based on th: following regression model .

L TH ¥y + I Ayt @

Where Y, T and A denote a time series, a linear time trend and ﬁrst dlﬁf}fﬁl‘l(:ﬁ operator

_ﬁ_respccnvely BO is a constant; k is respecting the opumum number of Iags on the
;- dependent variable, and g, israndom errorterm. . .
" The data were also subjected to further dxagnmstm t&st te determme the uarure .
hetaroscedashc:lty and auto correlation. A : N

“ Cointegration Test

““After the unit root test, If our v aniables are integrated . tha first m‘der( l} we w111 go on

“to determine if long term or 2quilibrium relationship exist. between the variables by _
conducting the Cointegration test, here the Johansen Cointegration tests is employed
“(Tohansen 1988; Johansen anil Juselius, 1990).this test sets up.! the non—stanonary time

- series as a vector auto regressinn (VAR) of order p:
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inthe same vein,A]ici‘o,’_lbrahiin & Shuaibu (2013) investigate the relationship between
financial sector development and unemploys.ent in Nigeria. Annual time series data
from 1980 10 2011 period-was the sample peri yd under study with the Auto Regressive
Distributed Lag (ARDL) Bound Testing techn' que for Cointegration as the econometric
strategy, The _sjgudy,ﬁuds that formal credit al ocation in rural areas has both short run
and long run effectin reducing unemployme it. Furthermore, Oludoyi, Agama & Olu
(2013) examine em_ploymen't generation fror the angle of financing in Nigeria for a
period from, 1984-2011. By controlling for they use determinants of employment
. seneration which include money supply, lending rate and inflation, the study show 2
positive and statistically significant relation ship between financial development and
_ unemployment ag measured by broad money and the abserice of long run relationship
with uremploymerit and {ending rate. Contrz stingly, Hassan, Wajid & Mamoon(2013)
find that financial development does 1Ot r=duce unemployment significantly in the
~ short run 2nd in the long Tun in Pakistan wkilst empirically apalyzing the impact of
financial development; foreign direct investraent and urban population as share of total
population on unemployment for the period{rom 1973 -2010.In view of this, this paper
attempts to fill a gap in literature by providiag empirical evidence of the link between
financial developmentand employment gen¢ ration, with specific reference 1o Nigeria.

METHODOLOGY

Data Sources '
The dataset for all  the indicators of th's study which include Unemployment as

.. Percentage of Labour Force; Domestic Cri:dit to Private Sector as share of GDP and

" market capitalization as proxies for Finan:ial Development, exchange rate and GDP
were obtained from the World Developmen: Indicator databank and National Bureau of
Statistics respeetively. The dataset for the empirical investigation is from 1980 to 2014
and time sample size is based on availability of data.

~ Definition of Variables
Domestic Credit to the Private Sector (CCP) as 2 percentag¢ of GDP measures the

activities of the banking sector. 1t also measures the quality and quantity of investments

since the quantity of credit. facilities given to prvate individuals is believed to be
adequately channeled for investment, (J.evine and Zeryos, 1998; Ghirmay, 2004,
Caporale etal 2009;Shabir et al, 2012 Yaroson, 2013). '

Market capitalization (MCAFP) as 2 chare 5f GDP which is the value of shares listed on
the Nigerian Stock Exchange, measures the size of the capital market. The assumpiion

behind this measure is that the overall 1narket size is positively correlated with the

ability to mobilize capital and diversify risk on an economy-wide basis. Althqugh this
does notreveal the whole development of the stock markets as distortions like high taxes
hinder investors from listing on the stock1 narket (Shabiretal, 2012; Becketal, 1999).
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4. EMPIRICAL FINDINGS
Table 1. Descriptive statistics

I, June, 2013

Variable Obs Mean Std.Dev Min fMax

LNUNEMP 35 | 2.041199 0.7512118 0.641853 | 3.27714
9 5

LNGDP 35 75,07023 04567108 24.50055 | 25.2962
_ i : 7

LNMCAP 35 2337723 0.6158282 1.316329 3.94884

LNDCP 35 2.638301 0,3306823 2.189871 | 3.65239

’ g

LNINFL 35 2.427173 1.984559 - T [ 4.98220
.  0.894700 |2

LNEDI 35 0.9282355 0.6757783 - 2.38255
' 0.40989% | 6

Table 2 Augmented Dickey Fu.ler Unit roof test

Variables Level First Difference
LNUNEMP .1.762 -3 459" :
(0.7226) (0.0395)
LNUNEMP,. -0.365 5. 169"
\ {0.9158) (0.0000)
LNGDP 1.792 4776
(0.99883) {0.0001)
LNMCAP 1.948 .5.803
(0.3098) _ (0.0000})
LNINFL -1.753 2733
{0.4039) _ 0.0686)
LNDCP -2.400 5,280%
| (0.4418) (0.000)
LNFDI -2.990% -8.595*
L {0.0358) (0.000)

The value in brackets show the McKinnon p va.'ue;.*f*s'ign[ﬁcéﬁ't at 1% i
significant at 5% *significant at10% MRS R g R T
 The table 4,1 presents the results of the stationarity test _émpl‘py_iﬁg the _Augménted-
Dickey Fuller (ADF) for the variables in their level and first differences. We find that all

fhe variables are statiopary jn their first difference; as such we carry out our
Cointegration testand VAR analysis with the variables in their firstdifferences:
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- Where yt is 2 k-vector of the I (1) variables, xtis a vector of the deterministic variables, r

is the number of the cointegrating relaticns, and €, is an identically and independently-
. distributed error term. The Bigen value ard trace testare used in testing the hypothesized
existence of the colntegrating vectors. The race test statistic tests the null hypothesis
that the number.of distinct cointegrating vectors is less than or equal to r against a
general alternative. The maximum Eigen value test statistics on the other hand tests the
null hypothesis that the number of coint grating vectors is against the alternative ofr+1
cointegrating vectors. . . |

Granger Causality Test

A VAR system is constrnicted to examint the null hypothesis that financial development

does not Crangei-cause employment. This method is appropriate as it lessens the
* dilemma of differentiating between endogenous or €Xogenous variables while

investigating the dynamic relations betveen all the endogenous variables in stationary

multivariate systems without imposiig @ prion structural restrictions. Also, the

problems related with simultaneous eqL ation models are avoided because VARSs do not

" include current variables asrepressors’.

. Assuch, avariable X, is said to Granger cause another variable X, ifany lagged value of
X, is significant in the equation for X. . the null hypothesis will be accepted if 21l the
- Jagged values of X, are jointly insi onifisant in the equation. This study relies heavily on
the work of Dromel et al (2010), in which the equations in the VAR system contain
measures of financial development. Tb> Schwarz information criterion (SIC) is used to

determine the lag length

The VAR equationsare specified as follow:

X - = "'+E}£=1 B X t-j+2f=1 ¥i Yot
ult...; ............................................................................................................................... {5)
=Yk 0 X it Yo+
2L, ooooseoossssiossesassrocecatassassasmevasisenasenaunsts suessacstisatsressanaassbtssanaanasihasssummennnansnatiantsensssaran st ()
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Estimation of Coefficients
~In. tah]c 4.5 below, the outcome cfthe regression analysis in an attempt to examine the
:mpact the development of the fin incial sector has on employment generation in Nigeria
. is-presented. The results show tiat domestic credit to the private sector contributes
significantly in curbmg unemploy ment and jtis statistically significant with 4 p-value of
- 0.077.Therefore, if the value of domestic credit channeled to the private sector for
nvestment increases by 1%, the r ite of unemployment will fall by 28 percentage pomts
Firthermore, the effect of ma ket cap1tahzat10n on unemployment reduction is .
./paramount as a slight increase in the size of the capital market will lead to a fall in the
~level of unemployment which is also statistically significant. More so, an increase in
“foreign direct investment and GDP leads to a statistically sighificant fall in
_unemployment rate by 2.4 and 12 percentage points respectively. All the variables enter
“the mode! with apriori expectation and about 75% of unemployrnent rate1s explained by
itsindependent variables.

Table 4.5 estimaiion of coefficienis

Table 4.5 est. mation of coefficients

Dependent Variable= Unemployment

Variables Coeificient T Stats. P Value

LNFDI -0.2464063 -2.53 (0.601)
LNDCP -0.239793 1.77 (007D
LNINFL -0.5287339 S1.24 0 (-D.214)
LNGDP -1.252202 -2.19 7 L (-0.029)%*
LNMCAP -0.2056576 241 (-0.034)% -
Constant 7.42.8553 0117 - . (15D

¥ stats 15.00

Prob (F. Stats.)  0.0t0

Adj R? 0.7( 0

D. Watson 1.821

=, %=, *7~) denates 10%, 5% and 1% respectively

Granger Causality Test i : ]
[he Granger-causality test is employed to examine the dlrectmn of causalzty between
nancial sector developmcnt an¢i unemployment in Nigeria. The decision to reject or
iccept the null is based on the probability at 1%, 5% and IO% le.vcl of significance.

5%




Kaduna Business ﬁnd.ﬂg{a:mg;gmenr Review, Vol.2, Issuz= 1, June, 2015

Table 4.3 Lag Length Criteria

Lag |'LL LR FPL. AIC HGIC SBIC
0. [19.7358 |NA 1.1e-08  -1.30817 -1.2434 | -1.00973
1 534781 [67.485 |1.6¢-08  -1.09315 - 0.595893
Ny W 0.639776
|2 99.8598 {92.763 | 1.8¢-08  -2.0818%  -1.23991 | 1.79776
3 T '1703 63 ).3207.5% | 8.8¢-71* -151.393* - -
- ' 150.163* | 145.723*
R mdlcates Iag order selected by the criterion
..+ LR: Sequential Modified LR Test Statistic (Each Test At 5% Level)
. FPE: Final Prediction Error
 AIC: Akaike Information Critorion
SIC: Schwarz Information Criterion
HQ: Hannan-Quinn Information Criterion
Table 4.4 Cointegration Test Results
Maximum Eigen value Trace Statistics 5% Critical
Rank Value |
0 NA 149.4757 - 94.15 3
68.52 k
1 0.91060 96.3550
2 0.853929 47.1274* 47.21 5
3 0.67714 22.2555 29.68
4 - 0.343936 12.7998 15.41 i
5 0.32191 4.2534 3.76
6 0.17579 B
(*) denotes signiﬁcnnce i
£

Table 4.4 above, shows that there are at least two cointegrating relationships among the:
variables used in this study as the trac: statistics is greater than the critical value at 5% tﬂ"-?
witha value of 471274 , E '.

Table 4.4 above, shows that there are at least two cointegrating relationships among the:
variables used in this study as the trace: statistics is greater than the critical value at 5}
withawvalueof47.1274
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Conclusion and Recommendatisn

- This study examined the impact of financial sector development on the level of
unemployment in Nigeria. The results indicate a long run relationship between financial
sector development and unemplcoyment in Nigeria with the 2 unidirectional causality
running from financial developinent as measured (by Domestic credit and market:
capitalization) to unemployment. Based on our findings, the study therefore concludes
that the financial sector contributes in curbing unemployment.

Asaresultofthe aforementioned, the study therefore recommends that the Central Bank
of Nigeria should enact policies that will strengthen and deepen the banking and capital
market sector which may perhaps facilitate the provision of the necessary financial
support firms and the growing unsmployed in the country. Also, Expansionary-
‘monetary policy should be pursued so that velocity of money in circulation would speed
up the volume of transactions of goods and services. This will increase the requirements
for labour in order to contain the sressure for the demand of goods and services and so
severity of unemployment would irastically fall to the barest minimum.
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| Based-'.pﬂ the Iré_sw_’is mgon‘ed in table 4 6 financial sector development (as proxied by
domestic creditto the private sector (DC ) and market capitalization (MCAP)) Granger
causes unemployment (UNEMP) but not the reverse at 10% significant level,

Table 4.6 Granger Causality Test

VAR Estimates: T Searistics Probability Decision § Direction of Causality
DLNUNEM does not - 0.60514 0. 138 ACCEPT § MCAP= UNEMP
Granger-cause DLNMCAP |- NULL

DLNMCAP  doesnot. | 4.261 0.172* REJECT

Granger cause DLNUMEP - | - NULL UNIDIRECTIONAL
DLNUEM 'dc:f%sl nof granger | '0.000 0.3764 ACCEPT | DCP = UNEMP
cause DLNDCP . . - : NULL

DLNDCF deesnot granger | 5.0044 0.082* REJECT
| cause DLNUEMP NULL UNIDIRECTIONAL

(") denates leval of sighificance at 10%

Discussion of findings
The activities of the banking sector in N geria as well as its capital market are the major
contributors of the deepening of the fnancial sector in Nigeria which accounts for
almost 10% of the nation's economic rowth. Based on the findings int this paper it
shows that the activities of the financiz 1 sector play a significant role in reducing the
level of unemployment in Nigeria. The -efore, the amount of money in terms of credit
that is being channeled by the banks to the private sector can aid in reducing the
unemployment rate. This is so because. when private business and individuals collect
credit from the banks to set up and expai d their businesses. This in turn leads to demand
- for labour by these businesses and as such curb unemployment. This result provide
empirical evidence to support the findings of Aliero et al (2013) and Dromel et al,
(2010). Similarly, when firms generate money through the capital market, it leads to
expansion of businesses which increxse the demand for labour thus a decline in
_ unemployment rates (Shabir et al,(2012 ; Pagano & Pica (201 1)).
More s0, by channeling credit to the private sector, there is more spending power which
also increases GDP and hence curbs unemployment. The one way causal relationship

show that the development of the financial sector also causes unemployment As such, in
cases of financial crises and bankruptcy, where firms are unable to raise funds through

the capital markets because of the loss of values of their shares they tend o lay off
workers thereby leading to an increase inthe level ofunemployedin the labour market.
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