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banking system results in a slowdown in capital accumulation and subsequently in productivity 

gain; high non-performing loan ratio is indicative of deterioration in the financial sector’s credit 

portfolio and financial contracts. These will lead to the reduction in loanable funds for investment. 

A severely hampered investment retards economic activity and invariable slows down growth 

(Manu, Adjasi, &Abor, 2011; Njung, Omini, Bekun & Adedoyin, 2020). 

 
The Central Bank of Nigeria (CBN), in a bid to prevent the seeming financial system to 

vulnerability, introduced a 4-pillar reform program in 2010: enhancing the quality of banks; 

establishing financial stability; enabling healthy financial sector evolution and; ensuring that the 

financial sector contributes to the real economy (CBN, 2009). Additionally, the stress test exercise 

was conducted, as a part of the measures to ensure that the financial system is stable. CBN also 

undertook a review of the prudential guidelines in accordance with the Basel Accord Framework 

which aim to address problems pertaining to capital adequacy, liquidity and risk managements 

(Olaitan, 2008).Again, the National Financial Inclusion Strategy 2012 was also established by the 

CBN to influence savings and investments through a standardized financial system thereby 

providing incentives that encourages private investments in Nigeria (NFIS, 2018). Ekpo (2016) 

pointed out that proper mobilization of investible funds in the economy by the banking sector 

through high saving deposits rates and accessibility of such funds by private investors through low 

lending rate is achievable only in a stable financial environment. Cheang (2004) emphasized that 

the stability of the financial system is of the first priority which private investors consider when

deciding whether to invests in their country or set up businesses in markets outside their origins. 

 
Previous studies have focused on exploring the nexus between financial stability and economic 

growth; financial vulnerability and economic growth in developed and developed economies. To 

the best of the researchers’ knowledge, there exists a lacuna in linking financial system stability, 

financial system vulnerability and private investment in Nigeria. Against this backdrop, the paper 

examined the causal relationship between financial system stability, vulnerability and private 

investments in Nigeria.  

 

2.0 Theoretical framework and Literature Review 
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2.1 Financial Instability Theory 

The theory of financial instability or fragility was developed by Hyman Philip Minskyin (1982). 

The theory holds that different characteristics of financial crises are attributed to swings in a 

potentially fragile financial system. Minsky argued that during prosperous times, when corporate 

cash flow rises above a level required to pay off debt, a speculative euphoria develops, and 

consequently, debts exceed what borrowers can pay off from their incoming revenues, which in 

turn produces financial crises. As a result of such speculative borrowing bubbles, banks and 

lenders tighten credit availability, even to companies that can afford loans, and the economy 

subsequently contracts. This slow movement of the financial system from stability to 

fragility/vulnerability, followed by crisis, is something for which Minsky referred to as Minsky 

moment. Minsky further argued that a key mechanism that pushes an economy towards a financial 

crisis is the accumulation of debt by non-government sector, and identified three types of 

borrowers that contribute to the accumulation of insolvent debt: hedge borrowers, speculative 

borrowers and Ponzi borrowers. 

 
2.2 Diamond-Dybvig Bank Run Theory  

The theory was propounded by Douglas W. Diamond and Philip H. Dybvig in 1983. The theory 

posits that the uncertainty of liquidity demand and the liquidity shortage on banking assets would 

lead to banking vulnerability. According to Diamond and Dybvig, (1983) savers' unpredictable 

needs for cash are likely to be random, as depositors' needs reflect their individual circumstances. 

Since depositors' demand for cash are unlikely to occur at the same time, by accepting deposits 

from many different sources the bank expects only a small fraction of withdrawals in the short 

term, even though all depositors have the right to withdraw their full deposit at any time.  

 
However a different outcome is also possible. Since banks lend out at long maturity, they cannot 

quickly call in their loans. And even if they tried to call in their loans, borrowers would be unable 

to pay back quickly, since their loans were, by assumption, used to finance long-term investments. 

Therefore, if all depositors attempt to withdraw their funds simultaneously, a bank will run out of 

money long before it is able to pay all the depositors. This means that even healthy banks are 

potentially vulnerable to panics, usually called bank runs. If a depositor expects all other depositors 
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to withdraw their funds, then it is irrelevant whether the banks' long term loans are likely to be 

profitable; the only rational response for the depositor is to rush to take his or her deposits out 

before the other depositors remove theirs. These actions will make the financial system to be 

vulnerable leading to possible distress. 

 
2.3 Review of Empirical Literature 

Empirical literatures on the topic, financial system stability and economic growth are vast with a 

number of studies showing that financial stability has positive effect on economic growth. 

However, literatures that incorporate both financial system stability and financial system 

vulnerability on private investment in Nigeria are nonexistent. Nonetheless, Ogieva and Chijuka 

(2019), investigated the impact of interest rate spread and financial vulnerability index on financial 

systems stability in Nigeria for the period 1989-2017. Relevant secondary data covering the period 

of 1989 to 2017 were collected from the Annual Reports, Financial Stability reports of the Central 

Bank of Nigeria (CBN) and the National Bureau of Statistics. Descriptive statistics and correlation 

analysis were conducted to give a general appropriate characterization and the relationship among 

the variables in the model while the Ordinary Least Square (OLS) technique was used to determine 

the relationship among the interest rate spread, financial vulnerability index and financial system

stability in Nigeria. The findings revealed that interest rate spread was negative and did not have 

any statistically significant impact on financial stability. It was also found that the financial 

vulnerability index had a negative and a statistically significant impact on the financial systems 

stability. It was also observed that the earlier levels of financial system stability have robust, 

positive and a significant relationship with the subsequent levels of financial systems stability. 

Based on the findings, the study recommends that the policy makers should not rely on interest 

rate spread as a tool of financial system stability.  

 
Samuel and Florian (2016), examined the impact of financial volatility, macro prudential 

regulation and economic growth in low-income countries, to fulfill the gap of scarce literature on 

the determinant of financial vulnerabilities on low-income countries. Financial vulnerabilities 

measured by annual change of the ratio of non-performing loans to loans was used for a sample of 

87 developing countries including 25 low-income countries. The results show that credit growth 
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is the main driver of financial vulnerability but its effect is mitigated by the presence of credit 

information sharing. This mitigation effect also exists in low-income countries, even if the credit 

growth direct effect is smaller. Sub-Saharan African countries do not significantly differ from 

other developing economies. These results are robust to alternative measures of financial 

vulnerabilities. Zhang, Kang and Feng (2016), investigated the impact of financial vulnerability, 

capital shocks on economic growth: evidence from china covering the period 2005 to 2014. The 

authors used the principal component analysis method to measure and analyze the trends of 

financial fragility in China from 2005 to 2014. Then the authors established several regression 

models to identify some of the macroeconomic factors which affect vulnerability. The results from 

the analysis shows that the coefficient values of nominal GDP growth rate (NGDP), consumer 

price index (CPI), broad money supply (M2) and fiscal expenditure (DFS) are positive which 

indicates that these variables are positively correlated with the financial fragility index, while the 

negative coefficients for exports (ET), fixed assets investment (DFAI), and real estate development 

investment (DEDI) indicate that they are negatively correlated with the financial fragility index. 

The study recommends that the accurate measurement of financial system fragility in China has 

great theoretical value and practical significance, and can assist in developing effective strategies 

for prevention mechanisms. In this way the healthy development of China’s financial system can 

be promoted, and the country’s competitiveness in the international market and the ability to deal 

with adverse external shocks can be enhanced. 

 
Manu, Adjasi, Abor and Harvey (2011), examined the relationship between financial stability and 

economic growth in Africa. Using a dynamic fixed-effect model, the results reveal that financial 

stability impacts positively on economic growth. Specifically, the results indicate that capital 

adequacy, liquidity and asset quality have significant effects on the GDP growth rate both in the 

long and the short run. It is recommended that the agencies concerned, mainly the central banks 

and the governments of African countries, should pursue policies that enhance the stability of their 

financial systems in order to spur economic growth in their respective countries. Njang, Omini, 

Bekun and Adedoyin (2020), evaluated the influence of financial system stability on economic 

growth in Nigeria from 1986 to 2016. Employing the use of Principal Component Analysis (PCA), 

the study constructs a Financial System Stability Index (FSSI) as measurement for financial 
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stability. Employing the use of four macroeconomic indicators, the index is then regressed against 

the Nigerian economic growth rate with an aim of discovering the short-run and long-run dynamics 

existing between both variables. The granger causality test, Johansson Cointegration test and 

Vector Error Correction Model (VECM) are the estimation techniques employed in achieving the 

objectives of this research. The granger causality test revealed auni-directional causality between 

financial stability and economic growth in Nigeria. The Johansson Co-integration test showed that 

long-run co-integration relationship exists between financial stability and economic growth. 

Finally, the VECM results find that financial stability displays a negative relationship with 

economic growth and bears no significant effect on economic growth in Nigeria. The findings 

disclose that financial stability in Nigeria may be high and has resulted in the underutilization of 

financial assets thus hampering sustainable economic growth in Nigeria. In conclusion, the 

outcome of the findings shows that while financial stability may be necessary for initiating 

economic growth, it is not sufficient for sustaining economic growth in Nigeria. 

 
3.0 Methodology 

The paper adopted historical design with annual time series data collated from the Central Bank 

of Nigeria (CBN) statistical bulletin and World Development Indicator for the period 2008 -2019. 

The multiple regression analysis was employed to give magnitude and direction of the independent 

variables and the dependent variable  

 
3.1 Model Specification 

In order to avoid issues of multi collinearity as suggested by Gujarati (2004) in the specified 

models, two models were designed for this study. The first examined the relationship between 

financial stability and private investment in Nigeria; while the second examined the relationship 

between financial vulnerability and private investment. The models borrow extensively from 

empirical models of Njang, Omini, Bekun & Adedoyin, (2020) and Ogieva & Chijuka, (2019) 

with slight modifications. 

  Model 1  

PI = f(CAR, LIQ) …………………………………….(1) 

The econometric form of the model can be written as: 
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PI = a0 + a1CAR + a2LIQ + £1 ………………………………….(2) 

Where; 

PI = Private Investment; CAR = Capital Adequacy Ratio; LIQ = Liquidity Ratio 

a0= Constant term; a1 – a2 = Coefficients parameters to be estimated; £1=Stochastic error term 

Model 2 

PI = f(DP/M2, INF) ……………………………………. (3) 

The econometric form of the model can be written as: 

PI = β0 +β1DP/M2 + β2INF + £1 …………………………………. (4) 

Where; 

PI = Private Investment; DP/M2 = Ratio Bank Deposits to Money Supply; INF = Inflation rate 

β0 = Constant term; β1 -β2=Coefficients parameters to be estimated; £1 = Stochastic error term. 

 
3.1.1 Justification of the variables 

Two models were constructed to examine the between financial system stability and private 

investment in Nigeria; and between financial system vulnerability and private investment in 

Nigeria. In measuring financial system stability, the study employs two IMF’s core financial 

stability index as a measure of stability in the financial system. They are, Capital Adequacy Ratio 

(CAR), and Liquidity Ratio (LQR), (International Monetary Fund, 2006; Njang, Omini, Bekun & 

Adedoyin, 2020). For financial system vulnerability, the paper uses the ratio of Bank Deposits to 

Money Supply which measures the deposits of the financial system in the event of an external 

shock/vulnerability, and inflation rate which measures the effect of changes in price levels as it 

pertains to investments and savings decisions. The justification for the choice of these variables is 

that; first, it is crucial to understand that financial stability is but an aspect of financial 

development. Financial development incorporates financial inclusion/access, financial depth/size, 

financial efficiency/profitability and financial stability/soundness each important in its own right 

(Čihák,Demirgüç-Kunt, Feyen, & Levine, 2012). Also, macroeconomic indicators such as 

inflation rate has greater impact in the vulnerability of the financial system. 
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4.0 Analysis and Discussion of Results 
Table 1: Result of descriptive statistics 

 PI CAR LIQ DP_M2 
INF 

 Mean  21.1458  14.1183  45.0640  6.68250 
12.5908 

 Median  21.5500  15.6100  44.1485  6.55500 
12.1450 

 Maximum  24.0000  21.9000  65.0440  14.7400 
16.5000 

 Minimum  15.4500  1.80000  26.3927  0.02300 
9.0000 

 Std. Dev.  17.2073  5.91199  12.3911  5.01169 
2.2855 

 Skewness  -1.36743 -1.04372  0.20035  0.23435 
0.2818 

 Kurtosis  4.87452  3.05934 2.30495  0.74493 
2.1515 

 Jarque-Bera  5.49670  2.18048  0.32182  0.68903 
0.5188 

 Probability  0.04640  0.33613  0.85136  0.0490 
0.7714 

 Observations  12  12  12  12 12 
Source: E-views 11.0 statistical software 
 

The result of the descriptive statistics depicted that, private investment (PI) stood at an average 

meanof 21, for the period 2008 to 2019. This positive value of PI implies private investment was

positive in Nigeria. The maximum value of PI was observed at 24.0000 whileminimum value was 

observed at 15.4500. The standard deviation for PI was 17.2073.This demonstrated that the PI was 

stable and is considered not to display wide dispersion from its average value. Also, the mean 

values for capital adequacy ratio, liquidity ratio, ratio of deposit to money supply and inflation 

rates were 14.1183, 45.0640, 6.68250 and 12.5908 respectively with their standard deviations as 

5.91199, 12.3911, 5.0169 and 2.2855 during the period under study. 

 
Furthermore, the analysis indicated that the measurement of skewness showed that LIQ, DP_M2 

and INF are positively skewed towards normality because their mean values are relative larger 

than the median variables as detected in the models While PI and CAR were found to be leftly 

skewed (negatively skewed). However, the kurtosis of PI and CAR were found to be greater than 

3.00, indicating that the variables are Leptokurtic. Whereas, coefficient of the kurtosis ofLIQ, 

DP_M2 and INF indicated that the variables were found to be below 3.0 relative to the normal 

distribution (Platykurtic). The probability value of Jarque- Bera statistic for the variables PI and 
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DP_M2 are statistical significant at 5% level. On the contrary, CAR, LIQ and INF were not 

normally distributed. 

 
4.1 Residual Diagnostic Test  
The table below is the results of the residual diagnostic tests for both model 1 and model 2.  
Table 2: Residual Diagnostic Test Results 

 
 
 
 
 

 
 
 
 

Source: E-views 11.0 statistical software 
 

The result of the diagnostic residual tests showed that the model was free from serial correlation 

because the Breusch-Godfrey serial correlation LM test accepted the null hypothesis of no serial 

correlation in the residual since the probability of the observed R squared is less than the 5% level. 

Similarly, the probability of the Harvey’s test for heteroskedasticityare significant at 5% level of 

significance, suggesting that there is no existence of heteroskedasticity in the model. As such, the 

estimated model is not spurious and the result is useful for policy recommendation. Furthermore, 

the Jarque-Bera normality test with a probability value of 0.96 which is greater than 0.05 (i.e. 5%) 

shows that the residual of the ordinary least square is normally distributed. 
 

Stability diagnostic test 

The result of the stability test prove that the estimated models and parameters were stable because 

therecursive error falls between the two critical lines. 
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Breusch-Godfrey Serial Correlation LM Test 10.74726 0.0155 

Harvey’s Test for Heteroskedasticity 7.548292 0.0118 

Jarque-Bera Normality Test 0.067726 0.9667 
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Test for Multicollinearity 

To assess the nature and strength of the relationship that exists between pair wise observations of 

the variable of interest and also to ascertain whether or notmulticollinearity exists among variables, 

a pairwise correlation analysis have been computed and summarize in Table 4. 

 
Table 4.3: Result of Multicollinearity 

 PI CAR LIQ DP_M2 INF 

PI 1.0000     

CAR -0.0209 1.0000    

LIQ 0.6602 0.4151 1.0000   

DP_M2 0.2013 -0.1335 0.1047 1.0000  

INF -0.3265 -0.1688 0.0164 -0.0644 1.0000 

Source: E-views 11 0 statistical software 

 
The result of the correlations matrix in Table 4 for the variables indicates that private investment 

(PI) is significantly and positively related with LIQ (0.6602) and DP_M2 (0.2013) at 5% 

significance level while CAR and INF were negatively correlated with a coefficient of -0.0209 and 

-0.3265. Furthermore, the results shows the absence of high correlation, and hence the absence 

ofproblems of multicollinearity. As according to Gujarati (1995), multicollinearity problems exist 

when thecorrelations value exceeded 0.80. 

 
4.2 Stationarity Test 

Unit root test were conducted to ensure that the series were stationary and check the problemof 

having a spurious regression. In this paper the test of stationarity of the variables was conducted 

using the augmented Dickey-Fuller (ADF) and Philip Perronunit-root tests. The results of the ADF 

and PP tests are shown in the table 5 below. 
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Table: 5. Unit Root Test 

Variables Test         Level First Difference Order of 
integration 

 
 Test Stat Prob Test Stat Prob  

PI ADF -4.152656 0.0108* -4.826784 0.0047 I(0) 
 PP -4.152656 0.0108* -8.956771 0.0000 I(0) 
CAR ADF -3.007642 0.0650 -4.061123 0.0141* I(1) 
 PP -3.007642 0.0650 -4.689904 0.0057* I(1) 
LIQ ADF -0.299031 0.8891 -4.172510 0.0140* I(1) 
 PP 0.127383 0.9519 -4.000359 0.0587* I(1) 
DP_M2 ADF -2.272671 0.1953 -3.365924 0.0398* I(1) 
 PP -2.272671 0.1953 -3.365924 0.0398* I(1) 
INF ADF -2.753875 0.1025 -5.322212 0.0026* I(1) 
 PP -2.333693 0.1790 -3.419034 0.0367* I(1) 

Source: E-views 11.0 statistical software 

The results in Table 5 (above) shows that only private investment (PI) was stationary at level 

I(0), while all the explanatory variables (i.e capital adequacy, liquidity, ratio of deposit to money 

supply and inflation) for both models were stationary at first difference. This is dueto the fact that 

the respective probability values of the variables are lower than the three ideal probability values 

(1%, 5% and 10%).Based on the result, it is therefore apposite to apply the Johansen cointegration 

test to explore the long-run relationships among the variables. 

 
4.3 VAR lag order selection criteria 

To ensure the reliability of the long run relationship, the level of time lag was confirmed using the 

Vector Auto Regression model. The optimum level of time lag was obtained with aid of Final 

prediction error (FPE), Akaike information criterion (AIC), Schwarz information criterion (SC) 

and Hannan-Quinn information criterion (HQ). 

 
Table 6: VAR lag order selection criteria for Model 1 

Lag formation FPE AIC SC HQ 
0 3469.980 13.82632 13.88683 13.75993 
1 1580.684 13.00329 13.18484 12.80413 
2 1436.527* 12.74851* 13.05110* 12.81658* 

* indicates lag order selected by the criterion (tested at 5% level each) 
Source: E-views 11.0 statistical software 
In table 6 above, the VAR lag order for Model 1, all the criteria unanimously suggest lag length 2. 

For better terseness and veracity of the model, the rule, according to Nwaolisa & Chijindu (2016) 
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is to adopt the lag criterion that is small. Hence, this study adopts the AIC of lag length 2 in its 

models estimation. 

 
Table 7: VAR lag order selection criteria for Model 2 

Lag formation FPE AIC SC HQ 
0 147.9613 10.67136 10.73188* 10.60498 
1 141.9625* 10.59324* 10.77479 10.39408* 
2 256.2506 11.02469 11.32727 10.69275 

* indicates lag order selected by the criterion (tested at 5% level each) 
Source: E-views 11.0 statistical software 
 
In table 7 above, the VAR lag order for Model 2, for all the criteria unanimously suggest lag length 

1.  Therefore, the study adopts the HIC of lag length 1 in its models estimation. 

 

4.4 Johansen Co-integration Test 

Having established from the ADF and PP tests explanatory variables are integrated of same order. 

The Johansen cointegration tests was carried out to assess the long run linkage between financial 

system stability, financial system vulnerability and private investments in Nigeria.In the Johansen 

cointegration tests the existence of a long run equilibrium linkage between the variables is signified 

by a trace test value not exceeding the critical value of 5% level of significance. The results for 

Trace statistic tests are reported in the Table below. 
 

Table 3: Unrestricted Co-integration Rank Test (Trace) for Model 1 
Hypothesized No. 
of CE(s) 

Eigenvalue 0.05 Critical 
Value 

t-statistics Prob** 

None* 0.744149 15.42566 15.29471 0.0495 

At most 1 0.147351 1.594071 3.841465 0.2067 
Source: E-views 11.0 statistical software 

The result of the co-integrating test for model 1 in Table 8 reveals the presence of one co-

integrating vector. This implies that there is a long run relationship between financial system 

stability represented by bank capital adequacy and liquidity ratio and private investment in Nigeria 

at 5% level of significance. 
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Table 3: Unrestricted Co-integration Rank Test (Trace) for Model 2 
Hypothesized No. 
of CE(s) 

Eigenvalue 0.05 Critical 
Value 

t-statistics Prob** 

None* 0.579421 15.49657 15.40471 0.0495 

At most 1* 0.490606 6.745335 3.841465 0.0094 
Source: E-views 11.0 statistical software 
 
The trace rank test result for Model 2 in table 9 indicate two co-integrating vector at the 5% level 

of significance. The result provided enough evidence to reject the null hypothesis of no 

cointegration between the variables at 5 percent level. This signifies that there exists a long run 

equilibrium relationships between financial system vulnerability and private investment in 

Nigeria.  

 
4.5 Error Correction Model 

The result of the Johansen cointegration tests for both models signifies the presence of a long run 

equilibrium linkage between financial system stability, financial system vulnerability and private 

investment in Nigeria. This gives economic credence to determine the short run dynamics of the 

model. According to Engle and Granger (1987), if a set of variables are co-integrated, then there 

exists an Error Correction Model (ECM) to describe the short run adjustment to equilibrium.  The 

result of the ECM for Model 1 and 2 are sunmmarized in table 10 and 11 below. 

 
Table 10: Error Correction Results for Model 1 
Dependent Variable: D(PI) 

Variable Coefficient Std. Error t-Statistic Prob.   

C 0.922617 0.255157 3.615879 0.0112 

D(CAR(-1)) -0.049603 0.044676 -1.110297 0.3094 

D(LIQ(-1)) 0.058047 0.042318 1.371677 0.2192 

ECM(-1) -0.712444 0.229237 -3.107893 0.0209 
Source: E-views 11.0 statistical software 
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Table 11: Error Correction Results for Model 2 
Dependent Variable: D(PI) 

Variable Coefficient Std. Error t-Statistic Prob.   

C 0.608539 0.239206 2.543999 0.0384 

D(DP_M2) 0.026804 0.045162 0.593511 0.5715 

D(INF) -0.248725 0.101998 -2.438520 0.0449 

ECM(-1) -0.320510 0.092750 -0.895761 0.0400 
Source: E-views 11.0 statistical software 

 
The error correction result depicted in Table 10 and 11 for both models divulge that the speed of 

adjustment coefficient for the equation is again correctly signed with the expected negative sign, 

expressing that there is a tendency by the model to correct and move towards the equilibrium path 

following disequilibrium in each period and by implication a significant error correction is taking 

place. The model indicates that about 71.2 and 32.0 percent of the error generated in the last period 

is corrected in the current period for Model 1 and 2 respectively. 

 
The ECM results for Model 1 further revealed that the estimated coefficient for capital adequacy 

ratio (CAR) {0.0496} shows that a percentage change in CAR will cause a corresponding percent 

decrease in private investment (PI) in Nigeria butwas found to be statistically insignificant. This 

implies that, capital adequacy ratio has a negative effect on private investment in Nigeria.Also, the 

coefficient of liquidity ratio (LIQ){0.0580} reveals that, a unit increase in LIQ will lead to a 

corresponding percent increase of about 0.0580 in private investment (PI).This implies that 

liquidity ratio positively impact on private investment in the Nigeria economy. 

 
Furthermore, the ECM result for Model 2 revealed that, the estimatedcoefficient for ratio of bank

deposit to money supply (DP_M2) shows that a 0.0268 percentage change in DP_M2 will cause 

acorresponding percent increase in private domestic investment and was found to be 

statisticallyinsignificant. The implication is that, DP_M2has a positive effect on private investment 

in Nigeria.Lastly, inflation rate (INF) affects private investment (PI) negatively but was found tobe 

statistically significant. This demonstrates that inflation rate has a negative effect on private 

investment in the Nigerian economy.The findings suggest that when inflationrate is high, private 
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investment is negatively affected, that is it falls. This conclusion is in agreement with the findings 

by Ayeni (2020) who found that inflation rate exerts negative effects on private investment in the 

Gambia economy. 

 

5.0 Conclusion and Recommendations 

The paper empirically examined the effect of financial system stability, financial system 

vulnerability on private investment in Nigeria for the period 2008-2019. Using two multiple 

regression models, results provided evidence of a long run relationship between financial system 

stability, financial system vulnerability and private investment in Nigeria. And therefore, financial 

system stability and financial system vulnerability are determinants of private investment in 

Nigeria. The paper therefore recommended a robust monetary policy frame to promote stability, 

reduce vulnerability in the financial system for private investment to thrive. 
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Abstract 
The paper empirically examined the causal effects of economic recovery and price of funds on 
domestic investment in Nigeria for the period spanning 1986-2020. The paper employed historical 
research design with annual time series data extracted from the Central Bank of Nigeria (CBN) 
and World Bank Indicator. Data collated were analysed with the aid of the multiple regression 
technique after being subjected to preliminary tests such as the Augmented Dickey-Fuller (ADF) 
and Johansen Co- integration tests to address the issue of unit root and long run relationship 
respectively. The ADF results showed that all data were stationary at first difference, while 
Johansen Co-integration test revealed the presence of a long run equilibrium relationship among 
the co-integrating variables. Arising from the Johansen Co-integration test, Error Correction 
Mechanism (ECM) was employed and results revealed that economic recovery as represented by 
real GDP and price of funds in the financial market indicated by real interest rate exerted positive 
impact on domestic investment in Nigeria within the period investigated. However, inflation rate 
negatively affected domestic investment in Nigeria. The paper recommended among other things, 
a macroeconomic policy encompassing monetary and fiscal framework that would reduce the cost 
of funds, boost domestic investment and facilitate economic recovery and sustain growth.  
 
1.0 Introduction 

Investment refers to the commitment of energy, time and financial resources in the current 

circumstance in anticipation of future economic gains. The procurement of fixed tangible assets 

such as plant and equipment, factories and buildings to produce economic goods and services,  and 

add to capital equipment with a view to raising aggregate income and spending in the economy is 

often referred to as real investment. The construction of public works such as roads, buildings, 

bridges, irrigations and dams is also classified under real investment. On the contrary, the purchase 

of securities such as bonds, debentures, stocks, treasury bills, treasury certificates, commercial 

papers and certificate of deposits is termed financial investment. This type of investment does not 

affect aggregate income, spending and production in the economy because is simply a transfer of 

existing assets. Investment in businesses, products and services of an individual’s own country

rather than in those of foreign countries is known as domestic investment. It is the commitment of 

financial resources into productive assets within an individual’s country rather than abroad. The 
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amount of financial resources committed by domestic businesses within an economy or country is 

referred to as gross private domestic investment (GPDI). It includes non-residential investment, 

expenditures by business firms on capital goods such machinery, tools and factories. GDPI = C + 

P + I, where C is business expenditures on machines, land and buildings; P is expenditures by 

house owners on renovation of existing buildings and construction of new buildings; I represents 

charges on inventories held by businesses.  

 
Sustainable economic growth and development is achieved through massive investments, and is a 

material and psychological incentive towards economic recovery beyond the post- COVID-19. A 

developing country like Nigeria requires substantial investments to promote and sustain the level 

of economic activity that guarantee better living conditions of the citizenry (Egbetunde and 

Fadeyibi, 2015). Adela and Frumusanu, (2010), as cited in Vasilescu, Românu and Ciceal (2000) 

posited that the volume of investments in an economy leads to economic increase through 

increased productivity, with improvement in the standards of living. Hence, the role of investments 

in the economic recovery progress cannot be ignored. Bosco & Emerence (2016) argued that the 

rate of growth of an economy is proportional to the rate of investment. Ergo, countries rely on 

investments both public and private to solve economic problems such as poverty, unemployment 

etc. (Muhammad 2004). According to Uremadu (2006), the availability of investible fund to boost 

economic growth is however dependent on the price of funds and other factors such as exchange 

rate, inflation rate, political instability amongst others. 

 
According to Investopedia, price of funds is a reference to the interest rate paid by financial 

institutions for the funds that they use in their business. In other words, interest rate is the price of 

funds in the financial market. Interest rate is likened to a price which brings into equilibrium the 

demand for resources to invest with the readiness to establish from present consumption (Luckett, 

1984). Simply put that, interest rate is the price paid for the use of money. Kinyanjui, Muturi & 

Njeru (2021), further opined that interest rate is the price of funds, which could be the main source 

of investment financing and is majorly determined based on the central bank rate which is the rate 

at which loans to commercial banks are discounted by the Central Bank as the lender of last resort. 

Therefore, the behaviour of interest rates helps to determine the investment activities and hence 
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economic growth of a country. In other words, investment depends upon the rate of interest 

determined by the demand for and the supply for money (Keynes, 1936; Uremadu, 2006), whilst 

economic growth to a large extent depends on the level of investment (George-Anokwuru, 2017). 

The need therefore, to promote an interest rate that will ensure increase in investment and 

consequently enhance economic growth cannot be over emphasized.  

A cursory to the above, Michael and Aikaeli (2014), asserted that enhancing domestic investment, 

indicates more domestic capital formation in the economy. Hence, domestic investment through 

capital formation is paramount and a prerequisite for the geometric acceleration of growth and 

development of every economy (Emeka, Idinyi&Nweze, 2017).  

 

Over the years, achieving sustainable growth and development in Nigeria has been very 

challenging, with swing in economic activities, characterised by expansion, recession, and 

recovery of an economy (CBN,2016). These swings in economic activities are usually expressed 

as boom and bust. A boom cycle is characterised by high positive growth, measured by indicators 

such as rising employment, high GDP growth, and high consumption spending, all in real terms. 

On the other hand, negative GDP growth, high unemployment rate, and low savings and 

investments are features of a bust cycle.  

 

 

 

 

 

 

 

Figure 1: Economic Cycle (Author’s computation) 

 
The changes in the pattern of economic activities may occur due to natural factors, war, low level 

of savings and investment, unstable monetary and fiscal policies, fluctuations in interest rates, 

raising inflation rates, falling crude oil prices in the international market, poor infrastructural 

development amongst others (Oresotu, 1988, CBN, 2016). No doubt, the Nigerian economy 
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depends heavily on the oil sector hence, swings in her economic cycle follows developments in

the international crude oil market (Alege, 2009). Therefore, during positive oil price shocks, the 

economy expands, while in periods of negative oil price shocks, it contracts. The Nigerian 

economy expanded rapidly during the 1970s due to positive oil prices. During the period, the 

economy recorded massive progress in GDP with, moderate inflation and unemployment rates. 

However, due to weak macroeconomic policies and neglect of the non-oil sector, the international 

crude oil market in 1979 caused a reduction in oil prices which led to decline in economic 

activities. As a result, the economy slid into economic recession, recording negative growth rates 

for most economic indicators. For example, real output growth was negative 13.1 per cent in 1980 

from positive 6.75 per cent in 1978 (WDI, 2019). To rescue the economy from economic recession 

and persistent stagflation, the Structural Adjustment Programme (SAP) was introduced in 1986 to 

boost economic activities and aid ailing sectors. According to Uche (2000), SAP was designed to 

achieve balance of payment viability by altering and restructuring the productions and 

consumption patterns of the economy; eliminating price distortions; reducing the heavy 

dependence on consumer goods; imports and crude oil exports, enhancing the non-oil exports base, 

justifying the role of the private sector and achieving sustainable growth. . Consequently, interest 

and exchange rates were deregulated to guarantee competitive access to bank credit. Yet, economic 

crisis was still unabated, with high unemployment rate, falling real wages, high external debt 

burden, high inflation, unfavourable balance of payment and depressed output growth (CBN, 2016, 

CBN, 2019). However, slight improvement was recorded in the early 1990s as a result of positive 

oil price shock during the gulf war with the economy recovery to an average of 4.7 per cent 

between 1987 and 1992. 

 
Further, the transfer of power from military to civilian rule in 1999 led to the development of sound 

macroeconomic policies, favourable crude oil prices, and stable inflation. Whence, there was a 

significant economic expansion with real GDP growth rate averaging 6.0, 6.7, and 6.8 per cent for 

2000 -2005, 2006 - 2010 and 2011 - 2014, respectively. However, there was negative oil price 

shock from mid-2014 when crude oil prices sharply declined at the international market. 

Additionally, persistent rise in price levels, exchange rate volatility, high interest rates and slow 


