Nigerian Journal of Banking and Financial Issues (NJBFI)
Vol 12, No.2, September, 2026. ISSN: 119-8494

THE IMPACT OF MONETARY POLICY ON PRIVATE SECTOR CREDIT
IN NIGERIA

OGBUJI Isaac Azubuike & HARUNA Saidu
Email: chibuike3014@gmail.com Phone Contact: 07066229927
Department of Finance, University of Lagos, Akoka, Nigeria

ABSTRACT

This study empirically examined the impact of monetary policy on credit to the private sector in
Nigeria. The study underscores the importance of how monetary policy decisions affect financial
intermediation and private sector financing in Nigeria. The study adopted the ex-post facto
research design using secondary time series data obtained from the Central Bank of Nigeria
(CBN) statistical bulletin covering the period 1985 to 2024. The Autoregressive Distributed Lag
(ARDL) estimation technique was employed to examine the long-run relationships between
monetary policy variables and credit to the private sector. The empirical results revealed that
monetary policy interest rate has a negative and significant impact on credit to the private sector
in Nigeria while money supply exerts a positive and significant impact on private sector credit.
The cash reserve ratio was found to have a negative and insignificant impact on credit to the
private sector. The study concludes that monetary policy plays a significant role in influencing
private sector credit in Nigeria. The study recommends that the monetary authority in Nigeria
should maintain a balanced interest rate policy and promote liquidity expansion strategies that
support private sector lending and economic growth in the country.

Keywords: Monetary policy, Private sector credit, Cash Reserve Ratio, Money Supply.
1.0 INTRODUCTION

Monetary policy occupies a central place in macroeconomic management, particularly in
economies where the financial system serves as the primary channel for mobilizing and allocating
funds to productive activities. Beyond its conventional role in maintaining price stability, monetary
policy influences the pace and direction of economic activity through its effects on liquidity
conditions, interest rates, and credit availability. In Nigeria, the responsibility for the formulation
and implementation of monetary policy rests with the Central Bank of Nigeria, whose policy
actions shape financial conditions and credit behaviour within the economy (CBN, 2023). The
effectiveness of monetary policy in such an environment depends largely on how well policy
signals are transmitted to the banking sector and ultimately to private economic agents. The key
instrument through which monetary policy operates is the policy interest rate, commonly referred
to as the monetary policy rate. Interest rates play a coordinating role in financial markets by
influencing borrowing costs, investment decisions, and intertemporal consumption choices.
Adjustments in policy rates affect credit conditions by altering the cost of funds faced by banks
and borrowers alike. In a bank-dominated financial system like Nigeria, changes in interest rates
are particularly important because firms and households heavily rely on bank credit more than the
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capital market for external financing. Consequently, interest rate policy remains a central
mechanism through which monetary authorities influence private sector credit conditions
(Mishkin, 2021).

Money supply reflects the overall volume of liquidity available within the economy and determines
the capacity of financial institutions to extend credit. Conceptually, an expansion in money supply
increases banks’ reserve positions and enhances their ability to create loans, while a contraction
restricts lending capacity. In developing economies where financial intermediation is largely bank-
based, money supply management plays a critical role in shaping credit creation and financial
deepening. Scholars have argued that the money supply channel remains particularly relevant in
economies with limited financial market sophistication and structural rigidities, such as Nigeria
(Bernanke, 2022). Closely related to liquidity control is the use of reserve requirements, especially
the cash reserve ratio imposed on deposit money banks. Reserve requirements directly determine
the proportion of deposits that banks must hold with the central bank, thereby influencing the
volume of funds available for lending to the private sector.

Unlike market-based instruments, reserve requirements exert a direct and immediate effect on
banks’ balance sheets, making them an effective tool for regulating credit expansion. In monetary
systems where interest rate transmission may be imperfect or delayed, reserve requirements are
often used to complement conventional policy instruments and reinforce monetary control
(Goodhart & Schoenmaker, 2021). Credit to the private sector represents the aggregate outcome
of these monetary policy actions and reflects the extent to which financial resources are channeled
to households and firms for productive use. Conceptually, private sector credit is widely regarded
as a key indicator of financial development and intermediation efficiency. Access to credit enables
firms to finance working capital, undertake capital investment, adopt new technologies and expand
productive capacity. In economies with developing capital markets, bank credit remains the
dominant source of external finance for private enterprises (Beck & Levine, 2020).

The interaction between monetary policy and private sector credit is further shaped by the broader
institutional and macroeconomic environment. Factors such as inflation expectations, regulatory
frameworks, risk perception within the banking sector, and macroeconomic uncertainty influence
how monetary policy signals are interpreted and transmitted. As a result, the impact of monetary
policy on credit availability cannot be fully understood without situating it within the context of
financial sector structure and policy credibility. Contemporary monetary literature emphasizes that
these structural and institutional factors are especially important in emerging economies, where
policy transmission mechanisms may differ from those observed in advanced economies (Gali,
2020). It is against this backdrop that the paper seeks to empirically examine the impact of
monetary policy on credit to the private sector in Nigeria and also provides a conceptual basis for
understanding how monetary policy actions influence credit allocation, private sector financing
and financial intermediation process in Nigeria.

2.0 Literature Review
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Monetary Policy Rate (MPR) also referred to as the policy interest rate is the benchmark interest
rate set and used by the Central Bank of Nigeria to influence lending and borrowing rate in the
economy. Conceptually, it serves as the main instrument through which the central bank regulates
liquidity, controls inflation, and manages credit flow to various sectors of the economy,
particularly the private sector (Ogbonna & Nwosu, 2021). The MPR directly affects commercial
banks’ cost of funds by shaping interest rates on loans and deposits and ultimately determines the
volume of credit available to businesses and households. The MPR is significant because it
operates as the primary signaling tool of monetary policy, communicating the stance of the central
bank to financial markets and economic agents. A higher MPR typically signals a contractionary
monetary stance, discouraging borrowing and slowing credit growth while a lower MPR signals
expansionary policy, encouraging borrowing and investment (lheanacho, 2020). Monetary policy
rate uses two main channels to influence credit allocation in the economy, namely the interest rate
channel and the bank reserve or liquidity channel.

Based on the interest rate channel, changes in the MPR affect the interest rates that commercial
banks charge their customers. Whenever the MPR increases borrowing becomes more expensive,
reducing loan demand and constraining private sector credit (Owolabi & Adewale, 2022).
According to the bank reserve and liquidity channel, monetary policy rate is expected to influence
banks’ liquidity and bank reserve positions. A higher policy rate will increase the cost of borrowing
from the central bank, discouraging excessive lending whereas lower rates improve bank liquidity
by increasing credit allocation to the private sector (Eze & Okonkwo, 2021). The Cash Reserve
Ratio (CRR) is the proportion of depositors’ funds that commercial banks are mandated to hold as
reserves with the Central Bank of Nigeria (CBN). By adjusting the CRR, the central bank directly
influences the volume of funds that banks can deploy as private sector credit. A higher CRR
reduces banks’ lending capacity and vice versa (Akinlabi & Ojo, 2021). The cash reserve ratio is
used to influence private sector credit through two main channels, namely the liquidity constraint
channel and interest rate and cost of fund channel. Based on the liquidity constraint channel,
whenever the central bank increases the CRR, banks are required to hold a larger fraction of
deposits as reserves which reduces the funds available for lending to businesses. This contraction
in lending capacity can slow down private sector credit, particularly for SMEs and long-term
investment loans (Okafor & Nwankwo, 2021). According to the interest rate and cost of funds
channel, changes in CRR can also affect lending rates indirectly. A higher CRR may prompt banks
to raise loan interest rates to maintain profitability despite reduced lending capacity, whereas a
lower CRR can reduce pressure on interest rates, making borrowing more affordable for firms
(Olalekan & Musa, 2022).

The study is predicated on both the loanable fund theory and the credit channel theory. The
loanable fund theory assumes that the interest rate is determined by the interaction between the
supply of loanable funds which largely originates from household savings and the demand for
loanable funds which arises from the firms’ investment needs and government borrowing. Within
this framework, banks are viewed primarily as intermediaries that mobilize savings from surplus
units and channel them to deficit units in the form of credit. An expansionary monetary policy
increases the availability of funds in the financial system which leads to a decline in interest rates
thereby encouraging borrowing and expanding private sector credit and vice versa. The credit
channel theory of monetary policy also known as the bank lending channel theory or the balance
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sheet channel theory. The credit channel theory assumes the presence of information asymmetry
in financial markets, where lenders have imperfect information about borrowers. It also assumes
that banks play a unique role in the economy because many firms, particularly small and medium-
sized enterprises depend heavily on bank credit and cannot easily substitute it for other sources of
finance. Expansionary monetary policy improves bank liquidity and capital positions, enabling
banks to increase lending. This theory is particularly relevant to the study and Nigeria where the
financial system is bank-based and private sector access to credit is influenced by banks’ liquidity
and regulatory conditions.

Suleiman & Danjuma (2024) assessed the asymmetric effects of interest rate changes on private
sector credit using a nonlinear ARDL model. The findings of the study revealed that rise in interest
rate has a stronger and more persistent negative impact on credit extension. Kibet & Rotich (2025)
explored the interest rate-credit nexus in frontier African economies, emphasizing the role of
monetary policy credibility. Using panel co-integration techniques, they found that credible and
predictable interest rate policies reduce uncertainty and support stable credit growth even in
periods of rising rates. Salami & Lawal (2024) examined whether the effect of money supply on
private sector credit is symmetric in Nigeria. The study found that positive changes in money
supply exert a stronger effect on credit expansion than negative changes have on credit contraction.
At a cross-country level, Hassan & Osei (2025) analyzed the interaction between money supply
growth and banking sector depth in influencing private sector credit across developing economies.
The finding of the study showed that money supply significantly boosts credit only in countries
with relatively deep and efficient banking systems. Ajayi and Atanda (2021) examined the effect
of cash reserve requirements on bank lending to the private sector using time-series data and an
error correction framework. The findings of the study indicated that increases in the cash reserve
ratio significantly reduce private sector credit in both the short and long run. Uche and Okafor
(2023) focused on the post-pandemic period in Nigeria, when reserve requirements were actively
used to stabilize the financial system. The study revealed that elevated cash reserve ratios
weakened credit growth to the private sector despite expansionary policy signals elsewhere.
Abdulkarim and Bello (2025) explored the asymmetric effects of changes in the cash reserve ratio
on private sector credit in Nigeria using a nonlinear ARDL framework. The results showed that
increases in CRR have a stronger and more persistent negative effect on credit than the positive
impact associated with CRR reductions.

3.0 Research Methodology

The study focuses on the role of Deposit Money Banks (DMBSs) in extending credit to the private
sector. Nigeria is the largest economy in Africa and has a bank-dominated financial system where
commercial banks serve as the primary source of funding for businesses and households. The study
uses bank related data such as monetary policy rate, money supply, and cash reserve ratios and
regressed them on credit to the private sector. The study adopts an ex-post facto research design
which is appropriate for analyzing the impact of monetary policy instruments on credit to the
private sector in Nigeria and used time series data that span from 2000 to 2025 to determine how
past changes in monetary policy instruments influenced private sector credit over time. This design
helps to capture both short-term dynamics and long-term relationships among the variables used
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in the study. The population of this study comprises all categories of banks operating in Nigeria,
including commercial banks, merchant banks, microfinance banks and other licensed financial
institutions. This broad population ensures that the study captures the full scope of banking
institutions potentially affected by monetary policy and their role in channeling credit to the private
sector. The sample of this study comprises all Deposit Money Banks (DMBs) operating in Nigeria
with complete and consistent data for the period 2008-2023. The purposive sampling technique is
employed to ensure that the selected banks are the most relevant for examining credit to the private
sector and its responsiveness to monetary policy instruments (Saunders et al., 2019). This approach
allows for a comprehensive analysis of how monetary policy interest rate, money supply, and cash
reserve ratio influence credit allocation over time providing both short-term and long-term insights
into the dynamics of Nigeria’s banking system.

3.2 Data Sources and Measurement of VVariables

The study employed secondary data obtained from the Central Bank of Nigeria (CBN) Statistical
Bulletin and annual reports of the selected banks. Credit to the private sector represents the amount
of financial resources extended by deposit money banks to businesses and households for
productive activities. It is measured in Naira (3¥) as the total value of loans and advances granted
to the private sector, using data obtained from the Central Bank of Nigeria (CBN) and individual
DMB financial statements. For comparative analysis across banks over time, credit to private
sector is sometimes expressed as a percentage of total banking sector credit or GDP to capture its
relative contribution to the economy. The monetary policy interest rate often referred to as the
MPR or CBN policy rate is the benchmark rate set by the Central Bank of Nigeria to regulate
liquidity and control inflation. It is measured in percentage per annum (%), representing the cost
of borrowing in the banking system. Changes in the MPR are expected to influence the lending
rates of banks, which in turn affect the volume of credit extended to the private sector.

Money supply refers to the total stock of money available in the economy, and it is measured in
Nigeria by broad money (M2) components. M2 includes currency in circulation, demand deposits,
and quasi-money (time and savings deposits). It is measured in Naira () using data from the CBN
Statistical Bulletin. A higher money supply is expected to increase liquidity in the banking system,
enabling banks to extend more credit to the private sector. Cash reserve ratio represents the
percentage of depositors’ funds that banks are required to hold with the Central Bank of Nigeria
(CBN). It is expressed in percentage (%) and is reported in the CBN’s monetary policy release.
CRR directly affects the loanable funds of banks. A higher CRR reduces liquidity available for
lending and vice versa.

3.3 Model Specification

The study examines the impact of monetary policy instruments on credit to the private sector in
Nigeria. To achieve this, an econometric model is specified where credit to the private sector (CPS)
is the dependent variable, and monetary policy interest rate (MPIR), money supply (MS), and cash
reserve ratio (CRR) are the independent variables.
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The general functional form of the model is expressed as:

CPS = f(MPIR, MS, CRR)

For empirical estimation, the model is expressed in linear regression form as:

CPSt = Uy + ﬁlMPIRt + ﬁZMSt + ﬁ3CRRt + €

Where:

CPS,= Credit to the private sector at time t,

MS.= Money supply at time t,

a,= Intercept term,

MPIR.= Monetary policy interest rate at time t

CRR.= Cash reserve ratio at time t

B1, B2, B3= Coefficients of the independent variables

€.= Error term capturing unobserved factors

3.4 A priori Expectations

Table 3.1: A priori Expectations of Variables

S/IN | Variable Variable Expected Variable Rationale
Abbreviated sign
1 Monetary MPIR Negative (B1 <0) Higher policy rates increase the cost of
Policy Interest borrowing, discouraging banks from
Rate lending and reducing private sector
credit.

2 Money Supply | MS Positive (2 > 0) Higher money supply increases
liquidity in the banking system,
enabling banks to extend more credit to
businesses and households.

3 Cash Reserve | CRR Negative (B3 <0) Higher CRR reduces the proportion of

Ratio deposits available for lending, limiting
the volume of credit to the private
sector.

Source: Author’s compilation (2026).
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4.1 Data Presentation

Preliminary estimation was conducted to examine the basic statistical properties of the variables
used in the study before carrying out the main econometric analysis. This helps to ensure the

reliability of the data and determine the appropriate estimation techniques for the model.

4.2 Descriptive Statistics

Table 4.2: Descriptive Statistics of Study Variables

CPS MPIR MS CRR

Mean 25.68264 14.09375 24.05461 11.85750
Median 20.57328 13.50000 20.48086 9.050000
Maximum 90.76052 27.50000 57.78157 45.00000
Minimum -3.806432 6.000000 -2.010000 1.000000
Std. Dev. 20.77439 4.316667 16.11990 10.62768
Skewness 1.573506 1.054144 0.448596 1.246382
Kurtosis 5.663566 4.977458 2.199941 3.903469
Jarque-Bera 28.33046 13.92537 2.408414 11.71688
Probability 0.000001 0.000947 0.299930 0.002856
Sum 1027.306 563.7500 962.1843 474.3000
Sum Sq. Dev. 16831.43 726.7109 10134.20 4404.958
Observations 40 40 40 40

Source: Author’s computation using Eviews 9.0

Table 4.2 presents the descriptive statistics of the study. The mean value of credit to the private
sector (CPS) is 25.68, indicating that on average private sector credit growth during the study
period was approximately 25.68 units. The median value of 20.57 is lower than the mean,
suggesting a slightly positively skewed distribution. CPS recorded a maximum value of 90.76 and
a minimum value of -3.81, indicating that although credit to the private sector expanded
significantly during some periods, there were also years where credit growth declined. The
relatively high standard deviation of 20.77 suggests that CPS experienced considerable
fluctuations over the study period, reflecting variations in banking sector lending.

For the monetary policy interest rate (MPIR), the average value is 14.09 percent, implying that the
Central Bank of Nigeria maintained an average policy rate of about 14 percent over the study
period. The median value of 13.50 is close to the mean, indicating a relatively balanced distribution
of interest rates. The maximum value of 27.50 percent and minimum of 6 percent show that
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monetary policy in Nigeria experienced both tightening and expansionary phases. The standard
deviation of 4.32 indicates moderate variability in the policy rate, reflecting periodic adjustments
made by the Central Bank to stabilize the economy. The descriptive statistics for money supply
(MS) shows a mean value of 24.05, indicating that on average money supply in Nigeria grew by
approximately 24 percent annually during the study period. The median value of 20.48 suggests
that in half of the observed periods, money supply growth was below this level. The maximum
value of 57.78 percent reflects periods of significant monetary expansion, while the minimum
value of -2.01 percent indicates that there were periods when money supply growth slightly
contracted. The standard deviation of 16.12 indicates substantial fluctuations in money supply over
the study period. In the case of the cash reserve ratio (CRR), the mean value is 11.86 percent,
implying that on average deposit money banks were required to hold about 12 percent of their
deposits with the Central Bank as reserves. The median value of 9.05 indicates that reserve
requirements were relatively moderate for a significant portion of the study period. However, the
maximum value of 45 percent and minimum of 1 percent show that the Central Bank frequently
adjusted the reserve requirement as part of its monetary policy strategy to control liquidity in the
banking sector. The standard deviation of 10.63 indicates substantial variability in CRR over time.
The skewness values show that all the variables are positively skewed, meaning that their
distributions have longer right tails.

4.3 Unit Root Test

The unit root test is used to examine the stationarity properties of the variables to avoid spurious
regression results. It helps to determine the order of integration of each variable in the model.

Table 4.3: Augmented Dickey-Fuller (ADF) Unit root Test

Variables | Augmented Dickey — Fuller (ADF) Test I (d)
Level First difference
Model | Model 11 Model 111 | Model | Model Il | Model 111
CPS -4.9444 -5.0922 -2.5699 - - - 1(0)
MPIR -2.3045 -2.1742 0.1342 -7.3787 -7.3386 -7.3676 1(1)
MS -3.6761 -3.6818 -1.5783 - - - 1(0)
CRR 2.3017 0.2361 3.277936 | -3.9413 -4.6082 -3.3599 1(1)

Source: Computer Analysis using E-views (2024).

The result of the Augmented Dickey-Fuller (ADF) unit root test presented in Table 4.3 was
conducted to determine the stationarity properties of the variables and to guide the choice of
appropriate estimation technique for the study. The findings reveal that credit to the private sector
(CPS) and money supply (MS) are stationary at level, indicating that they are integrated of order
zero 1(0). On the other hand, monetary policy interest rate (MPIR) and cash reserve ratio (CRR)
became stationary only after first differencing, implying that they are integrated of order one I(1).
The mixed order of integration observed among the variables suggests that the Autoregressive
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Distributed Lag (ARDL) estimation technique is the most appropriate method for model
estimation. The ARDL approach is suitable because it can effectively handle variables that are a
combination of 1(0) and 1(1) series without requiring uniform stationarity among variables.

4.4 Long Run ARDL Estimates

Following the confirmation of co-integration among the variables, the long-run coefficients of the
ARDL model were estimated to determine the long-term impact of monetary policy variables on
credit to the private sector in Nigeria.

Table 4.4: Long-Run ARDL Estimates

Variable Coefficient Std. Error t-Statistic Prob.
MPIR(-1) -2.360413 0.964552 -2.447161 0.0233
MS(-1) 2.894281 0.527004 5.491953 0.0000
CRR(-1) -0.187614 0.355182 -0.528220 0.6029
Statistic Value
R-squared 0.853983
Adjusted R-squared 0.756638
F-Statistic 8.772759
Prob(F-Statistic) 0.000007
Durbin-Watson Statistic 2.108026

Source: Author’s Computation using Eviews (2026)

The long-run results in Table 4.4 reveal that the monetary policy interest rate (MPIR) has a
negative and statistically significant effect on credit to the private sector. The coefficient of
—2.360413 implies that an increase in the policy interest rate reduces credit to the private sector,
holding other variables constant. This finding suggests that higher borrowing costs discourage
lending activities and reduce the demand for credit by private sector investors. Money supply
growth rate (MS) exhibits a positive and highly significant relationship with credit to the private
sector. The coefficient value of 2.894281 indicates that an increase in money supply significantly
enhances the availability of credit within the financial system. The cash reserve ratio (CRR) shows
a negative but statistically insignificant relationship with credit to the private sector. Although the
negative coefficient suggests that higher reserve requirements may restrict the lending capacity of
commercial banks on credit allocation within the Nigerian banking sector during the study period.

4.7 Discussion of Findings

The empirical findings of the study revealed that monetary policy variables exert varying degrees
of influence on credit allocation in the Nigerian financial system. The results further showed that
the monetary policy interest rate has a negative and statistically significant impact on private sector
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credit. Money supply has a positive and statistically significant impact while the cash reserve ratio
exerts a negative but statistically insignificant influence on private sector credit. The result is
consistent with conventional monetary theory which holds that an increase in the policy interest
rate raises the cost of borrowing for businesses and households, thereby discouraging loan demand
and reducing the volume of credit extended by financial institutions. This finding is consistent with
the empirical findings of Bernanke and Blinder (1992) who emphasized the importance of interest
rate channels in the transmission of monetary policy to credit markets. Similarly, Acha (2011)
found that interest rate movements significantly influence bank lending behavior and private sector
credit allocation in Nigeria. This observation aligns with the findings of Nnanna (2001) who noted
that high lending rates constitute a major constraint to private sector investment and economic
growth in developing economies like Nigeria. The findings of this study also reveals that money
supply has a positive and significant impact on credit to the private sector. This finding supports
the theoretical proposition of liquidity effect which suggests that an increase in money supply
expands the volume of loanable funds available within the banking system. This result is consistent
with the findings of Akinlo and Akinlo (2007) who found that increases in money supply
significantly stimulate financial intermediation and private sector development in Nigeria.
Similarly, Mishkin (2016) emphasized that expansionary monetary policy, through increases in
money supply, plays a critical role in stimulating credit growth and economic activity.

Furthermore, the results revealed that the cash reserve ratio has a negative but statistically
insignificant impact on credit to the private sector. The negative sign of the coefficient aligns with
theoretical expectations because higher reserve requirements reduce the proportion of deposits that
banks can utilize for lending activities. Whenever the central bank increases the reserve
requirement, commercial banks are required to hold a larger portion of their deposits as reserves,
thereby reducing the amount of funds available for credit creation. However, the insignificance of
the result suggests that changes in the cash reserve ratio may not exert a strong direct impact on
private sector credit in Nigeria. This result is consistent with the findings of Uchendu (1995) who
argued that reserve requirement policies may have limited effectiveness in influencing credit
allocation in financial systems where banks possess alternative liquidity management mechanisms.
Overall, the findings of this study highlight the significant role of monetary policy in shaping credit
allocation within the Nigerian economy. The negative effect of interest rates and the positive
impact of money supply confirm that monetary policy actions directly influence the availability of
credit to the private sector. These findings are particularly relevant in the context of Nigeria’s
current macroeconomic environment, where policymakers face the challenge of balancing
inflation control with the need to stimulate economic growth and private sector development.

5.0 Conclusion and recommendations

Based on the empirical findings of the study, the study therefore concludes that monetary policy
plays a significant role in influencing the level of credit available to the private sector in Nigeria.

The study hence recommends that the Central Bank of Nigeria should maintain a balanced
monetary policy stance by avoiding excessively high interest rates that may discourage borrowing
and limit private sector investment. Besides, policymakers should adopt expansionary monetary
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measures that increase money supply when necessary to improve liquidity and encourage greater
credit flow to productive sectors of the economy.
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