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ABSTRACT 

This study centred on the Determinants of Investment in the Nigerian Economy: 

An Empirical Approach, 1981 – 2009. In attempt to achieve the objective, 

hypotheses were formulated and data for the study collected from the CBN 

statistical bulletin, annual report and statements of accounts, covering the period 

of 1981-2009. The data were analyzed using E-views econometric software 

under the ordinary least square (OLS) regression analysis. The study revealed 

that there is a significant relationship between the selected macroeconomic 

variables and level of investment in Nigeria. Also demonstrated by the study is 

the fact that only government expenditure has a significant influence on 

investment in Nigeria thus, leading the study to conclude that investment in 

Nigeria is still at a very low level and should be encouraged to impact positively 

on the economy in general. Based on the findings, it is recommended among 

others measures that government should review its policies on investments and 

pay more attention to its determinants i.e. inflation rate, exchange rate, 

government expenditure and interest rate.  They are essential ingredients for 

boosting investments in Nigeria. 
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CHAPTER ONE 

                              INTRODUCTION 

1.0 BACKGROUND OF THE STUDY 

   Investment can be seen as a commitment of resources made with the hope of 

realising benefits which are expected to occur over a reasonably long period of 

time.  It is an economic activity where an individual, group or government buys 

assets with the hope of receiving adequate risk premium (returns) overtime. 

According to Vaish (2007) investment is the change in capital stock during a 

period.  Consequently, unlike capital, investment is a flow and not a stock term.  

This means that capital is measured at a point in time, while investment can only 

be measure over a period of time.  Investment is a net tangible property of 

human being and of institutional arrangement capable of rendering services to 

consumers and producers of a nation, (Ogoko, 2002).  It is the profitable 

postponement of consumption in the expectation of greater consumption in 

future.  Such greater consumption expectation is only attained if the initial 

resources committed yield benefits as per the opportunity cost of the capital.  It 

could also mean the production of capital goods: Goods which are not consumed 

but instead used in future production.  Example of such goods include, building a 

rail road, or a factory, clearing land, or putting one’s self through college. 



 
 

    Ideally, investment exists in two forms, namely capital and financial 

investments. Financial investment involves committing money on intangible 

assets.  That is securities such as bonds and shares found in the money and 

capital markets.  Capital investment on the other hand involves the purchase of 

tangible assets such as buildings, machines and can be defined as total 

expenditure on new plant and equipment that is mostly undertaken with the aim 

of reducing cost and producing goods to generate future benefits. 

       Investment plays important role in the functioning of an economy whether 

developed or underdeveloped.  Therefore, to this end, measures are taken by 

government of various countries of which Nigeria is not an exception, to 

encourage investment in other to boost high productivity, innovation, employment 

level, standard of living, reduce poverty and ultimately accelerate economic 

growth (Ayeni, 2014). 

     Growth of economies is derived from investment in such economy.  A key role 

is assigned to investment as a propellant of economic growth.  Investment in 

various sectors of the economy stimulate aggregate employment, output, 

demand income which also increase the government revenue for the provision of 

basic industrial and agricultural inputs for the growth and development of any 

economy.  This entails that investment multiplier increase national income which 

increases savings for investment, consumption and aggregate demand level.  

The effect will be the rising standard of living of the citizenry. 



 
 

      Investment is the most strategic factor influencing growth in any country.  It is 

characterised as the main key to increased level of productivity.  A strong 

correlation between investment and economic growth has been revealed by both 

theoretical and empirical studies by development economists of the world (Adofu, 

2010).  Similarly, according to Muhammed et al (2004), investment plays a very 

important and positive role for progress and prosperity of any country. Many 

countries rely on investment to solve their economic problem such as poverty, 

unemployment etc. 

     Nigeria is a developing economy characterised by a lot of flexible economic 

factors which collectively influence the decision of growth in the economy. 

Ajakaiye (2002) observed that Nigeria has been classified as low savings and 

even lower investment economy. It is based on this fact that one of the principal 

objectives of the Nigerian government under the current dispensation is fostering 

sustained economic growth through the promotion of enabling investment 

environment. Stimulation of sustained economic growth requires a balance 

investment in physical and financial assets, human and social capital as well as 

natural environmental capital. 

      Investment is an essential component of aggregate demand and fluctuations 

in investment have considerable effect on economic activity and long term 

economic growth. According to Nnanna et al (2004), development economics in 

offering insights into the determinants of growth affirmed that the importance and 



 
 

role of investment cannot be overemphasised. It contributes meaningfully to 

economic growth. 

     Bage (2003) writing on Asian Countries experience suggests that an 

investment rate of between 20 and 25 percent could engender growth rate of 

between 7 and 8 percent with adequate attention on such factors that may affect 

investment trends.  This therefore means that for developing country like Nigeria 

to attain the goal of economic growth amongst other economic objectives, there 

is need to increase the tempo of investment that would lead to higher economic 

growth with much focus on such factors that determine investments within and 

outside the national economy. 

      No doubt, there are so many factors (internal and external) that influence 

investment.  This study therefore, is an attempt to evaluate major 

macroeconomic factors that influence investment behaviour with a view to 

determining their impact on investments. 

1.2 STATEMENT OF THE PROBLEM 

      Investment is the mainstream of economic development of any nation.  

The unsteady behaviour of investment in Nigeria has become a source of worry 

to all who are concerned about the economic growth/development of the country.  

The low level of investment has appeared to be the major problem facing the 

development of Nigerian economy.  Despite all efforts (policies) made by the 

governments of Nigeria at different times to tackle these problems, the menace 



 
 

still persists.  According to Johnson (2002), successive government has 

implemented policies and strategies raising the level of investment but these 

policies so far have been erratic as a result of changes in government induced by 

political instability.  It has however, been found that a major problem is that 

government is so much concerned about policies to boost investment without 

much knowledge or investigations into the main determinants of investment in 

Nigeria. This underscores the fact why the growth rate registered in most African 

countries including Nigeria is not often commensurate with the level of 

investment. 

     Decisions whether to invest or not are determined and/or constrained by 

numerous factors ranging from inflation rates, exchange rates, government 

expenditure and interest rates.  The importance of these variables as policy 

instruments lies in the fact that they can be used judiciously to foster 

investments.  An analysis of investment requires a simultaneous link to these 

factors and other unique variables that equally react to fluctuations.  However, 

attempts to analyse investment determinants and predict its behaviour in the 

Nigerian economy have achieved a disproportionate share of analysts’ attention. 

     Any decision taken in respect of investment whether rightly or wrongly has a 

lasting effect on the growth and development of an economy.  To avoid the 

danger of faulty investment or investment decision, it is necessary to examine or 

investigate very carefully those factors or macroeconomic variables that 



 
 

determine investments in the Nigerian economy, with a view of knowing their 

impact. 

1.3 OBJECTIVES OF THE STUDY 

     The main objective of this study is to examine or investigate those 

macroeconomic variables that determine investment in Nigeria, with a view to 

knowing their impact.  Specific objectives are: 

1.    Determine whether inflation rate has significant impact on the level of 

       investment in Nigeria. 

2.    Ascertain the impact of exchange rate movement on the level of 

       investments in Nigeria. 

3.    Determine whether government expenditure influences the size/level of 

       investment in Nigeria. 

 4.  Ascertain the effect of interest rates on investments behaviour in Nigeria. 

 

1.4 RESEARCH QUESTIONS 

 This research is meant to provide answers to the following questions: 

What are the macroeconomic variables that determine investment in the Nigerian 

economy? 

1. What is the effect of inflation rate on the volume of investment in 

Nigeria? 



 
 

2. How has the exchange rate movement impacted on the amount of 

investment undertaken in the Nigerian economy? 

3. What impact does government expenditure have on the level of investment 

in the Nigeria’s economy? 

4. What direction of impact does interest rate have on investments in the 

Nigerian economy? 

1.5 RESEARCH HYPOTHESES 

 The research is based on the following hypotheses which were tested: 

H01:  Inflation rate has no significant effect on the level of investment 

         undertaken in the economy of Nigeria. 

 

H02:  Exchange rate movement has no significant influence on the level of 

          investment undertaken in the Nigerian economy, 

 

H03:  Government expenditure has no significant impact on the amount of 

          investment undertaken in the economy. 

 

H04:  There is no significant correlation between interest rate movement and 

          the level of investment undertaken in the economy of Nigeria. 

 

 

 

 

 



 
 

1.6     SIGNIFICANCE OF THE STUDY 

This study will no doubt extend to the frontiers of knowledge. The Central 

Bank of Nigeria (CBN) and government at all levels stand to benefit from this 

study.  It would form an underlying base upon which further inflation rate, 

exchange rate, interest rate and government expenditure/spending decisions and 

policies are formed, as well as help to understand the effect of measures by the 

monetary authorities have on their targets. 

Understanding how high interest and inflation rates could create a slump in 

borrowing and investments which could be detrimental to the firmness of the 

nation's economy. 

To the consuming public or investors, the study will enable them to control 

their investment decisions. In other words, it would help broaden their knowledge 

about these variables, which will lead to profitable investment decision making. 

Without forgetting the usefulness of the research work on further 

investigations, it is acknowledged that prospective researchers would benefit 

from this study as it is expected to serve as an underlying base for further study 

or research findings. 

1.7     SCOPE OF THE STUDY 

In order to make this research work extensive and manageable, it will 

cover only a period of twenty-nine years (29) that is 1981-2009. Within this 

period, various inflation, exchange rate, government Expenditure profiles and 



 
 

interest rate policies and administration will be examined against the 

corresponding investment using available published data. 

1.8     LIMITATIONS OF THE STUDY 

In the way of limitations, the perceived constraints arise from three main 

areas of restricted information, time and finance. This study was restricted by a 

lot of factors such as the information available within the Nigerian context with 

less attention to international economic statistics. This was due to the 

assumption that the data within the country would be accurate as to bring out a 

correct or accurate reflection of the performance of the Nigerian economy within 

the period under review, despite the fact that up to date data on the subject 

matter was in short supply. 

Also, beside data problem, the time frame within which the study is 

expected to be completed is yet another problem. Hence this has necessitated 

the sampled nature of the study instead of undertaking the whole year. 

The present study no doubt involves a lot of finance, especially to a 

research student. However, in spite of these problems, it is our hope that the 

study will meet the intended purpose.  

1.9     ORGANISATION OF THE STUDY 

In consonance with other research work, this project work will be organized 

into 5 (five) various chapters. 



 
 

Chapter one focused on the introduction, statement of problems prompting 

the research work, objectives of the study, research questions intended to be 

answered in the study, hypotheses, scope and significance of the study among 

others. 

Chapter two is an extensive review of related literatures that seeks to capture 

relevant works of authorities, and experts as regards the study in view.   

 Chapter three dealt with the research methodology which the researcher 

adopted in the research process. 

Chapter four covered the data presentation and analysis of generated 

data, which were assembled, regressed through a computer programme and 

generated results analysed in a simplified and digestible form to readers. 

 Chapter five contained the summary of findings, conclusion and 

recommendations. 

 

 

  



 
 

CHAPTER TWO 

LITERATURE REVIEW 

2.1     THEORETICAL FRAMEWORK 

 Investment is generally classified into four major components: the private 

domestic investment, the public domestic investment, the foreign direct 

investment and portfolio investment.  Private domestic investment refer to gross 

fixed capital formation plus net changes in the level of inventories whereas public 

investment includes investment by government and public enterprises on social 

and economic infrastructures, real estate and tangible assets.  The combination 

of private investment and public investment is normally referred to a gross fixed 

capital formation in order to distinguish them from their counterpart foreign 

investment.  The foreign investment when it is on tangible asset is referred to as 

Direct Foreign Investment.  It is called portfolio investment when it is on shares, 

bonds, securities etc. (Bakare 2011).  Our focus in this study is Public and 

Private Investment. 

 Prior to July 1986, Nigeria was operating more of a mixed economy in 

which government owned and ran most public enterprises, as well as mining, iron 

and steel etc. However, with the introduction of IMF-World Bank backed 

structural Adjustment Programme in July 1986, the nation is more or less 

capitalist with major public enterprises either privatized or commercialized. 

Before now, Nigeria has implemented several national and economic 



 
 

development rolling plans. These plans are woven around some specific 

objectives which include; increase in the real income of the average citizen, as 

well as a more even distribution of income of individuals and socio-economic 

groups; a reduction in the level of unemployment and underemployment; 

increased sectoral and regional balanced development, increased dependence 

on local resources in the growth and development process, and maintenance of 

economic stability. In spite of these, the nation is still bedeviled by mass poverty 

and high income concentration among small group among other things. 

Economic development in Nigeria has been characterized by fits and 

starts. Several factors have hampered economic development. Although 

performance has somewhat improved since the 1990's, it remains fragile and is 

not strong enough to significantly reduce the prevailing level of poverty. However, 

one of the principal objectives of the Nigerian government under the new 

democratic dispensation is to foster sustained economic growth and 

development. World Bank and Chenery (1961) observed that all development 

models have come to accept that the rate of development of an economy is 

determined by the accumulation of physical and human capital, the efficiency of 

resource use and the ability to acquire and apply modern technology 

(investment). 

Investments are critical to economic growth that will lead to rapid economic 

development and reduce poverty. Nnanna et al (2004). From whatever 



 
 

theoretical angle that one may look at it, economic growth and development 

indicates the ability of an economy to increase production of goods and services 

with the stock of capital and other factors of production within the economy. It is 

therefore assumed that a high level of capital accumulation, with the right 

combination of other factors of production will bring about higher output growth. 

Economic growth and development is theoretically and empirically established to 

be dependent on capital accumulation or investment. Thus, the decision to invest 

or to postpone investment is influenced by lot of factors ranging from inflation 

rates, interest rates, exchange rates and government expenditure related issues. 

2.2 THEORIES OF INVESTMENT/MODELS 

The theories of investment date back to Keynes (1936) who first advocated 

an independent investment function in the economy. The central feature of 

Keynesian analysis is the observation that savings and investment must be 

identical ex-post but there is no reason why ex-ante savings should equal ex-

ante investment. Since the era of Keynesian there have been several hypotheses 

concerning macroeconomic variables that play a decisive role in explaining 

investment behaviour. These theories include: 

a) Keynes Theory: The theory assumes that the expected return on 

investment is intrinsically volatile in view of the uncertainty that accompanies the 

main determinants of investment returns. But this is especially as far as private 



 
 

investment is concerned. Keynesians have traditionally favoured the accelerator 

theory of investment while disregarding the role of factor costs. In the context of 

growth the accelerator principle suggests that increases in output lead to 

increases in investment. This principle relates investment to GDP. It follows from 

the fact that the demand for machinery and factories is a derived one Thus, if the 

demand for the goods that capital equipment produces rises and the existing 

industrial capacity cannot meet this demand, if production were to be increased, 

then new plant and equipment would be required. White new capital equipment is 

being built and installed, investment expenditure has taken place. If the desired 

stock of capital goods increases, there will be an investment boom which will 

translate to increase GDP in that economy. This makes investment depend on 

changes in final demand, and hence changes in GDP. In this vein, the 

accelerator principle explains why a slow down in growth of GDP can lead to 

negative growth in subsequent period through a fall in investment spending, 

b) Neoclassical Approach/Theory: As a result of the restrictive 

assumptions of the accelerator model, Jorgenson (1967) and Hall and Jorgenson 

(1971) formulated the neoclassical approach, which is a version of the flexible 

accelerator model. In this approach and/or theory, the desired or optimal level of 

investment stock depends on the level of output and on the user cost of capital 

which in turn depends on the price of capital goods, the real rate of interest and 

the depreciation rate. The difference between the current and desired capita 



 
 

stock is created by lags in decision making and delivery, giving rise to the change 

in the capita stock  

c) Tobin's Q Theory: The deficiencies in the neoclassical approach/theory 

related to the inconsistency of the assumptions of perfect competition and 

exogenously determined output. The assumption of static expectations about 

future prices, output and interest rates, has also been found inappropriate. These 

necessitated the formulation of an alternative theory by Tobin (1969). The theory, 

referred to as Tobin's Q theory, emphasizes the relationship between the 

increase in the value of the firm due to the installation of additional capital and its 

replacement cost. Investment, therefore, is a function of the difference between 

the market value of the additional unit of capital and its replacement cost This 

ratio (known as marginal Q) may differ from unit due to delivery lags; adjustment 

and installation costs. On account of measurement problems, marginal Q is 

proxied by the ratio of the market value of the entire capital stock to its 

replacement cost (the average Q ratio). Tobin's Q theory has been criticized on 

the following grounds. 

i) The marginal and average Q will systematically differ if firms enjoy 

economics of scale or market power or are unable to sell all they want.  

ii) The assumption of increasing installation cost is unrealistic. 



 
 

iii) The cost of additions to an individual firm's capital stock is likely to be 

proportional or even less than proportional to the volume of investment, 

because of the indivisibility of many investment projects  

iv) Disinvestment is more costly than positive investment as capital goods are 

often firm specific and so have little resale value.  

d) Investment Reversibility and Irreversibility: To deal with the 

above points. Arrow (1968) suggests that investment can be considered 

irreversible in an extreme situation. This implies that investment decisions can be 

viewed from the perspectives of reversibility and irreversibility while under 

conditions of certainty; irreversibility creates a wedge between the cost of capital 

and its marginal contribution to profit, under uncertainty (where irreversibility has 

important implications for investment decisions) irreversible investment can be 

adversely affected by risk factors. Betola and Coballero (1990). This means that 

under uncertainty, firms acquiring additional capital presently stand the risk of 

being stuck with excess capacity in the future that cannot be costlessly 

eliminated. This notion amplifies the importance of uncertainty in investment 

decision making. The problem of uncertainty is more severe in developing 

countries where transformations inherent in development such ads the 

establishment of new firms and new industries and the absorption of new 

technologies heighten uncertainty (World Bank, 1993). 



 
 

e) The Disequilibrium Approach: This approach is credited to 

Malinvaud (1980, 1982) and Sneessens (1987). The approach views investment 

as a function of both profitability and demand for output. This approach suggests 

that investment decisions have two stages viz. 

a) The decision to expand the level of productive capacity; and 

b) The decision about the capital intensity of the additional capacity. 

Malinvaud (1982). The first stage depends on the expected degree of capacity 

utilization in the economy which provides an indicator of demand conditions; 

while the second stage depends on relative prices such as the cost of capital and 

labour. The implication of this dichotomy is that while factor proportions are 

assumed, variable before the investment and fixed after it, investment decisions, 

take place under conditions in which firms may be facing current and expected 

future sales constraints. 

The disequilibrium model however has been criticized for the simplicity of 

its assumptions regarding expectations and its inability to explain price rigidities. 

f) The Coordination Failure Model: This model states that total 

investment depends on the inability of individual agents to successfully 

coordinate their investment decision in decentralized economic system. 

Coordination problems derive principally from shortcomings in markets for 

information and risk sharing. Both types of problems exist in all economies but 

the consequences tend to be worse in developing economics. For example, in 



 
 

developing economics, information problems such as poor accounting standards; 

and a dearth of banks and other institutions to monitor corporate performance 

mean that bond and equity markets are often weak or entirely absent. Also, 

limited market mechanisms for sharing risks (firms often cannot buy insurance for 

the most serious risks they face) as a result of lower wealth levels in developing 

economics make households and firms more vulnerable Monopolistic competition 

and increasing returns to scale are also common causes of coordination failure. 

Against this background, the return on investment depends on the overall level of 

economic activities which in turn is positively affected by the volume of aggregate 

investment. 

g) Financial Theory of Investment: This approach/theory was 

developed by Hyman Minsky, arguably the most important contributor as long as 

this theory is concerned. The neoclassical theory presumes "money neutrality”-

the notion that at least in the long run, money only determines nominal prices. 

Various devices have been posited to allow money to have short run "real effect 

on relative prices, real output, levels of employment or the composition of output. 

However, the market is continually striving to eliminate these non-neutralities as 

it seeks market clearing equilibrium consistent with tastes and technologies. The 

primary barrier preventing market clearing is, of course, the government. The 

efficient markets hypothesis extends the analysis to alternative methods of 

financing activity. Whereas Milton Friedman had famously argued that good 



 
 

neoclassical analysis might as well assume that money is dropped from 

helicopters, orthodox finance theory tried to show that shedding that assumption 

would make little difference. Whether productive activity is financed by retained 

earnings, debt or equity would, on the basis of "rigorous" assumptions, be 

irrelevant for "real" outcomes: According to Gentler (1988), prior to the 

introduction of informational asymmetries, the framework resembles a simple real 

business cycle model; financial structure is irrelevant. 

Minsky vehemently denied the relevance of such theory, at east for the 

modern capitalist economy with complex, expensive, and long-lived capital 

assets. In our kind of economy, money can never be neural-not in the short run 

not even in the long run. The method used to finance positions in assets is of 

critical importance both for theory as we as for real world outcomes. In particular, 

use of debt sets up a stream of obligations that must be fulfilled to maintain 

solvency. The problem is that at the time these commitments are made, neither 

party to the agreement can be sure that the contract for future payment will be 

fulfilled. Further, failure by one party to meet contractual payments can cause 

financial distress for the party expecting to receive payment. For this reason, one 

default can generate a snowball of defaults, as creditors holding bad debts fail to 

make good on their own debtors. As defaults spread, the value of financial assets 

falls-since every financial asset represents a- claim on an income stream or on 

cash expected from the sale of an underlying asset. As such the value of each 



 
 

financial asset depends on the expected payments, which if not forthcoming, 

causes values to fall. 

Thus, if an unconstrained snowball of defaults affects asset prices 

generally, what Irving Fisher called a "debt deflation" can take hold. Both Irving 

Fisher and Minsky believed that such a process occurred during the 1930's, and 

that this is what made the "Great Depression" so severe. It must be emphasized 

that all mainstream theory rules out of existence such processors and argues in 

any case that deflation helps the economy by increasing real balances and 

Friedman (1969) went as far as to argue that permanent deflation should be 

sought by Central Banks. As Goodhart and Tsomocos (2007) argues. "Rigorous" 

mainstream theory assumes that defaults never occur, meaning that deflation 

cannot generate a financial crisis when debtors find the real burden of debt rising 

because nominal prices and incomes are falling. This is precisely what made the 

Great Depression so bad-and what allows mainstream economists such as 

Friedman to claim that financial crises are solely due to policy mistakes, not to 

any fundamental forces operating in modern economics. For this reason, Minsky 

argued that mainstream theory is irrelevant and even dangerous if it is applied to 

the world in which we actually live.  

 

 



 
 

2.3    THE CONCEPT OF INVESTMENT 

Investment in a broad sense refers to both investment in machines and 

human capital in the form of quality education and training. Serven and Solinano 

(2000) observed that investment is an essential component of aggregate demand 

and fluctuations in investment have considerable effect on economic activities 

and long-term economic growth. Investment as a key to growth is reflected in the 

development strategies and plans of many countries which Nigeria is not an 

exception. 

Investment refers to economic activities designed to increase, improve or 

maintain the productive quality of the existing stock of capital. For an economic 

unit, person or firms, investment occurs whenever there is an addition to capital 

stock. From the macroeconomic point of view however, only additions to real 

assets can correctly be described as investments. This arises from the fact that 

most changes in the ownership of financial assets tend to cancel out within an 

economy leaving intact the initial stock of such securities. However, new issues 

of securities which result in net additions to the aggregate capital funds of the 

macro-economy count as part of net national investment.  Although, actual 

investment takes the form of additions to real or financial assets, investment 

outlay is usually measured in terms of fund committed in the process. 

Okereke (2000), went further to say that essentially the objectives of 

investment are profits maximization and/or social optimization and gave a partial 



 
 

list of objects of investment as profit maximization; achieving a target market 

share, and maintenance of minimum level of employees. However, the point to 

note is that every investment must be able to generate returns appropriate to the 

intentions of the investor. 

According to Akujuobi (2006), the rate of increase of capital formation and 

that of productive investment are among the most critical factors in determining 

the rate of expansion of output and therefore the rate of growth of economy. 

Therefore, there is scarcely any doubt about the close connection between 

capital formation, productive investment, the growth of output, the level of 

employment, the structure of income, the character of effective demand etc, and 

the wellbeing of the people. 

In Ndugbu (2003), investment is the commitment and utilization of funds 

and other scarce resources in a project with the expectation that the utilization 

will generate returns. Investments can be made in real or financial assets. Any 

decision taken in respect of investment whether rightly or wrongly has a lasting 

effect on the growth and development of an economy. To avoid the danger of 

faulty investment or investment decision, it becomes necessary to appraise very 

carefully those factors that have influence in terms of the expected returns from 

the investment. 

 

 



 
 

2.3.1 FEATURES OF INVESTMENT 

The essential features of investment could be summarized as stated below: 

a) Investments can be made in real or financial assets. Irrespective of the 

media, all investments can be measured in terms of the total outlay of 

funds. 

b) Investments benefits accrue overtime and there is the expectation that the 

asset in which any investment is denominated shall be retained by the 

investor for some reasonable, period.  Hence, the value of that asset 

should be carefully established at the time the investment is made. 

c) Investment is flow variable. Consequently it ought to be measured as a 

time-rate of change in capital stock. 

d) Every investment involves someone forgoing some capacity of 

consumption. As a result of this feature, Economists usually expect an 

identity between the level of savings and investment. 

e) Investments are undertaken in anticipation of benefits which are not 

expected to accrue currently with the investment outlay. As a result of this 

inevitable time-lag between outlay and benefit almost every investment 

involves some risks, in the sense that anticipated benefits may not be 

ultimately realized. 

 

 



 
 

2.4     RELEVANT MODELS OR THEORIES OF THE STUDY 

This review will be based on different definitions, theories or models, 

various effects or roles,   management and structure of interest rates, inflation,   

exchange rates as well as government expenditure, paying particular attention to 

investment.  

2.4.1  INFLATION  

 One of the greatest problems facing Nigerian economy today is inflation 

which is persistently a complex, economic and social problem of the economy.  

Government’s inability to provide a lasting solution to this aroused a universal 

conviction that inflation is inevitable and created pessimism that government has 

no power to bring rising price (inflation) trend to an end. (Taiwo, 2011).  Inflation 

is not only a serious problem but also has a disquieting effect on the economic 

life, political system and the society as a whole.   

Inflation is a social malady as well as a pervasive economic process 

whose effect is felt to some degree by every citizen and in all sectors of the 

economy. It is a problem that has often proved difficult to tackle largely because 

any meaningful attempts at curbing it would entail a trade-off among other 

important macroeconomic and social objectives such as economic growth, etc. 

Even though inflation is commonly defined as a persistent rise in price level, it is 

seen by different people in different ways and as such has different definitions. 



 
 

Mbutor (2008) defined inflation as the rise in prices though to be caused in 

the cost of production. This definition looks at inflation through the cost push 

theory, which results from the increase in the cost of production due to increase 

in the factors of shares of total products. It is often associated with autonomous 

increase in wages, salaries and depreciation of exchange rate as stated by 

Asiogu (1991). 

According to Taiwo (2011), Inflation can be defined as continuous rise in 

prices of goods and services. Inflation simply means too-much money chasing 

few goods.  Inflation in the country has become a threat to the Nigerian economy 

particularly to workers as their standard of living gradually fell. 

In the view of Johnson (2002), inflation is generally and conveniently 

defined as a sustained rising trend in the general price level. From these 

definitions, it could be observed that one of the most important economic 

indicators is inflation. At its most basic level, inflation is simply a rise in the 

general level of prices. This does not mean that all prices are rising. Even during 

periods of rapid inflation, some prices may be relatively constant while others are 

falling. 

Over time, as the cost of goods and services increase, the value of a naira 

is going to go down because you won't be able to purchase as much with that 

naira as you could have last month or last year.  

 



 
 

2.4.1.1 THEORIES OF INFLATION 

The literature identified a number of theories of inflation, viz. 

a)       Demand Pull inflation theory 

b)       Cost Push inflation theory 

c)       Structural inflation theory 

d)       Monetary inflation theory 

e)       Imported inflation theory 

Demand Pull Inflation Theory: This theory opines that demand-pull 

inflation occurs when aggregate demand for goods and services is greater than 

the aggregate supply such that the resultant excess demand cannot be satisfied 

by running down on existing stocks, diverting supplies from the export market to 

the domestic market, increasing imports, or postponing demand. Until recently it 

was felt that demand-pull theory could be approached from two independent 

angles. The first being the quantity theory of money which emphasizes the 

casual inflation of money supply in the inflationary process while the second is 

the Keynesian theory which emphasizes non-monetary influences like 

government expenditure. 

However, from the point of view of researchers of many countries 

especially Nigeria, it is evident that an increase in aggregate demand may have 

been initiated by increase in monetary supply and government expenditure 

particularly deficit financing. 



 
 

In demand-pull inflation case: too much money is chasing too few 

commodities, this being the case during the civil war and after the Udorji salary 

Awards of 1974 when wages were extensively increased. Higher wages 

increased the purchasing power of consumers thus put pressure on commodities  

leading to increase in their prices.  

Cost pull inflation theory: The cost-push school opines that inflation arises 

from increases in the cost of the factors of production, especial y rising wages 

emanating from trade union activities-embodying also a socio-political view. 

There is said to exist cost push inflation when price increases originates from the 

supply side of the economy either through profit push by producers and sellers or 

wage push resulting from a trade union action or simply because of workers 

revealed preference for more leisure. If in the process of this, there is a wage 

price spiral, the economy may be plunged into “stagflation”, a phenomenon of 

continuing higher prices accompanied by lower employment and output. 

However, it should be noted that even in cost push theories, inflation cannot be 

sustained without an increase in money supply. 

Structural Inflation Theory: The structuralists explain the long-run 

inflationary trend in developing nations in terms of certain structural rigidities, 

market imperfections and social tensions in those nations-relative inelasticity of 

the food supply, foreign-exchange constraint, protective measures, rise in the 

demand for food, fail in export earnings, hoarding, import substitution, 



 
 

industrialization political instability etc. In other words, the structuralist posits that 

inflation is unavoidable in an economy that aspires to achieve rapid growth in the 

face of structural bottlenecks which militates against the above mentioned 

subject matters. 

Supply shortages come about as a result of urbanization and rising 

incomes which lead to a rapidly increasing demand for foodstuff which could not 

be met by the agricultural sector in the short run Foreign exchange bottleneck 

arises because the rate of growth of foreign exchange receipts is not 

commensurate with increasing impact demands necessitated by accelerated 

development efforts, rapid population growth and industrialization effort which 

takes place in an environment of technological limitations, structural imbalance 

and imperfect factor mobility. The third bottleneck identified by some structuralist 

was the lack of internal financial resources (the fiscal constraint). As a result of 

the gap between the government expenditure and government revenue, 

government has to resort to deficit financing which have inflationary 

consequences. Kirpatricks and Nixson (1976). 

It can be said that the structural theory assumes that perfect mobility of 

factors lead to increase and never a decrease in prices because real investments 

to demand changes occurs too slowly and this causes inflation as various sectors 

of the economy do not develop in step with one another.  



 
 

The Monetary Inflation Theory: Monetarists opine that inflation is always 

and everywhere a monetary phenomenon. Friedman (1969); hence prices, tend 

to rise when the rate of increase in money supply is greater than the rate of 

increase in real output of goods and services. The monetarists see inflation 

purely as a monetary phenomenon that is brought about as a result of 

expansionary monetary and fiscal policies such as excessive government 

spending. Expansionary government inflation in different economies to the 

respective growth rates of money supply per unit of the national product. 

Explaining this view further, Akinnifesi and Philips (1978) said that the monetary 

theory of prices suggest that unless the stock of money increases, the general 

price level will not be influenced by changes in government spending or taxation 

or changes in the rate of investment or private spending. 

Friedman (1969) observed that the quantity of money is the most crucial 

determinant of the volume of expenditure and he argued that it is the stubborn 

tendency of households and firms to keep their bonds in cash balances that has 

a more or less constant real purchasing power. So he maintained that if people 

find that they have more balances than they needed, there will be strong 

incentive to go out and spend them and prices will go up. It is however, important 

to note that aggregate nominal money holdings cannot be increased in the same 

proportion. Therefore, the basis for a quantity theory of inflation to occur is for the 

money supply to increase continually as fast as the price level rises. 



 
 

Charles (1977) in analyzing prices and supply stated that it is unhelpful to 

try and explain events by looking at the money supply alone. He said that it is 

possible for output and prices to rise following increase in the supply of money. 

Output will rise to the extent that unused capacity exists in the domestic economy 

and prices will rise when excess demand develops and imports cannot supply 

the differences or are prevented from doing so. His argument was that the 

changes are not necessarily caused by an increase in money supply. Money 

supply can be increased through budget deficit, increased bank lending and 

export surpluses. All these are themselves the result of increase in demand and 

spending so that any consequent rise in output or prices in turn causes both the 

increase in money supply or prices and/or both. 

Imported Inflation Theory: This arises from international trade whereby 

inflation is transmitted from one country to another and this is more so during a 

period of rising prices all over the world.  It is another version of inflation which is 

held to be appropriate to some developing countries; it focuses on the gap 

between imports and exports. Imports tend to rise faster in those countries than 

the ability of the traditional exporting industries to pay for them. Difficulty is 

experienced in substituting home manufacturers for imports partly because home 

markets are often too small to support the required industries and partly because 

the development of manufacturing itself requires extensive imports of machinery 

and structural materials. Consequently, there is a continuous downward pressure 



 
 

on the international value of the country's currency: this is felt in a continuous 

upward pressure on the countries internal prices 

2.4.1.2 EFFECT OF INFLATION ON AN ECONOMY 

A lot has been said about the effect of inflation on the general economic life of 

nations all over the world. While some contemporary economists like Keynes 

(1936) argued for moderate inflation because he did not view the world to be 

over-reacting to the end side of inflation, in that he believed it has positive effect 

on economic growth because according to him, it favours investment and as 

such, increase growth and potential output. A lot of economists believe inflation 

should not occur at all. To them: it is a nightmare and one of the worst things that 

ever happened to man. In discussing the effects of inflation, Gbosi (1993) claims 

that inflation reduces the value of money in the country. Money no longer serves 

as store of value as inflation is said to transfer financial resources from the 

domestic economy to the rest of the world. 

Anyanwu (1993) saw savings as being damped by inflation as it reduces it 

value by eroding it. This effect forces consumption to increase thereby reducing 

capital formation. Our current chronic inflation has tended to artificially raise the 

production of goods as opposed to savings; of more durable goods to human 

capital hence firms are really in need and buy equipment sooner than really 

necessary thereby creating inefficiency. Inflation destroys and weakens the 

usefulness of all types of market information which people accumulate merely 



 
 

through repeated transactions at a stable price level. Thus, during chronic 

inflation, every transaction requires new information gathering so as to find the 

cheapest source, the most suitable quality at the price and so on. 

Ajayi and Ojo (2000) argue that inflation destroys the usefulness of money 

as a store of value and also that it distributes income away from fixed income 

earners since taxes are usually paid on money incomes and not on real income 

This could lead to adverse balance of payment deficit as well as destabilizing the 

domestic economy of the nation. Gorden (1985) claims that since higher prices 

tend to increase the nominal demand for money (for transaction and 

precautionary effects), unless the nominal money supply rises in pari-pasu (in 

equal proportion) with the price level the rate of interest will tend to rise which 

tends to reduce investment.  

Anyanwu (1993) while still discussing on the effects of inflation claims that 

money loses its stable value of character thereby making profit figure which 

consist of mixtures of past and present values of investment misleading. Also, 

those capital assets in the balance sheet do not represent their replacement cost 

or even their realizable value. Consequently, inflation turns a company's income 

tax into a tax on capital because part of what should appear as capital show up 

as income in the company's account and is then taxed away normally like an 

actual profit income. Thus, even if the firm's gross income rises as much as the 

inflation rate, inflation will still have effect on reducing the real resources that 



 
 

could be devote to investment price rise. If prices are flexible downwards, and 

they generally are, they will not decline in contrasting sectors and therefore the 

general level of prices will rise. 

Some industries experience larger increases in labour productivity, than 

the average. If workers in these industries receive money wage increase equal to 

the increase in productivity, prices can remain constant in these industries. 

However, since one aspect of trade union bargaining involves comparing the pay 

of their members to that received in other sectors, workers in lower productive 

industries wish to receive similar increases.  This triggers off wage increase by 

more than average increase in labour productivity which may consequently raise 

the price of its products, relative to those of the higher productive industries price 

increase, thus, spreads through the economy. 

2.4.1.3   INFLATION AND INVESTMENT 

How does the general level of business activity such as investment 

respond to inflationary trend? Essentially, is there any relationship between the 

levels of investment, trade, services and commercial activity with respect to 

inflation? 

Writing on the subject, Khan et al (2001) remarks that investment and 

inflation non linear nexus can be explained by using financial market 

development.  A predictable increase in the rate of inflation can slow down 

financial markets and investments.  Investment is most important channel 



 
 

through which financial markets affects economic growth. (Li, 2006).  Thus, in 

low inflationary environments, credit rationing might not emerge at all, and the 

negative link between inflation and capital accumulation vanishes.  In such a 

case, higher inflation reduces the rate of return received by savers in all financial 

markets and consequently increases capital accumulation. Inflation is expected 

to generate strong demand pressure and as such will increase investment. They 

also stated that there is in fact general belief that investment increase 

tremendously during inflation due to speculative game realizable from assets 

appreciation. 

However, every investment involves uncertainty that makes future 

investment return risky. Some of the sources of uncertainty include changes in 

the market interest rate, poor decision rate of inflation and so on. 

Although investment expenditure represents a much smaller proportion of 

Gross National Product, a lot of attention is still being given to it. Certain policy 

tools are aimed at this investment expenditure, with the aim of Influencing the 

total amount of such investment expenditure such as. tax holidays for a few 

years depending on the kind of project, preferential company income tax rates for 

manufacturing organizations owned by Nigerians, accelerated depreciation 

allowance on specified investment such as machinery, equipment, tax allowance 

for credit on capital expenditure, etc. For a business firm to undertake a new 

investment, the additional income on earnings must be adjusted to allow for the 



 
 

fact that they will be grossed now but will over a period of years given inflation 

rate and purchase price of the machines. 

According to the research made by the CBN (1994), which focused on the 

origin and development of inflation trends in African countries, inflation apart from 

discouraging savings may affect investment by promoting capital flight and 

discouraging capital in-flow. This will be in the case when the real rate of return 

on capital after tax is conspicuously negative. 

Inflation is greatly feared by investors because it grinds away the value of 

your investments. Put simply, N100 today is not the same as N100 in 1 or 10 

years. It is crucial to include measures of expected inflation when calculating 

your expected return on investment. Inflation can erode the value of cash for the 

low level of investment in the country was high inflation and unstable 

macroeconomic policies.  These adverse affected the expectations and 

investment decisions of entrepreneurs. For several years, inflation rate in Nigeria 

had been above single digit level. The rate rose steadily from 7.5% in 1990 to 

72.8% in 1995, before declining to its lowest level of 6.6% in 1999. Thereafter it 

resumed the upward trend. With this high level of inflation, most deposit rates 

were negative in real terms. This had adverse implications on savings and 

investment. In a developing country   like   Nigeria,   where   capital   and   

financial   markets   are   largely underdeveloped, a high rate of inflation results in 

the movement of portfolio investment from real money balances to real assets.  



 
 

2.4.2 INTEREST RATES 

According to CBN (2001), interest rates are the rental payment for the use 

of credit by borrowers and return for parting with liquidity by lenders. Like other 

prices, Interest rate performs a rationing function by allocating demands on it. 

Interest rate is very significant in a monetary economy like ours. The financial 

system in general and the banking system in particular cannot operate in 

isolation of interest rate. In fact it is the basis for their operation through monetary 

policy framework and requires services attention. 

Okereke (2009), said interest rate can be defined as the price or reward 

established by the interaction of the supply and demand of money. He further 

stated that it is the price at which future claims exchange hands between 

borrowers (users) and lenders (savers) of fund; it (interest rate) is the only 

motivator or inducer in the lending and borrowing process. The lender is 

motivated to lend his money to the borrower because he expects to get 

something higher than what he initially lends. This implies that interest rate is 

usually positive. However, if the future claims to resources is exactly the same as 

the initial amount lent, then interest are is said to be zero. In practice, this 

situation is not economically attainable. 

said interest rate is the reward for parting with liquidity for a specified 

period. It is the inverse proportion and what can be obtained for parting with 

control over the money in exchange for a debt for a stated period of time. Interest 



 
 

rates equilibrate the desire to hold wealth in the form of cash with the available 

quantity of cash (the price of credit). They are the prices that must be paid to get 

people to forgo willingly the advantages of liquidity. 

2.4.2.1 THEORIES OF INTEREST RATE/DETERMINATION 

Several theories abound which explain   or provide variables that 

determine the rate of interests. And these theories are subject to different 

opinions, given the divergent approaches to the determination of interest rates. 

 

i)        Classical Theory (Loanable Funds Theory) 

The proponents of the classical theory also called Loanable funds theory 

believes that interest rates are being determined by the real forces of demand 

(investment) for and supply (savings) of loanable funds: According to Okereke   

(2009), this is because the need to “reward” the lender for not using all his money 

in immediate consumption. Palfremanand Ford (1984) in Nzotta (2004) believes 

that interest rate at any one time is determined at an equilibrium price at which 

the demand for and credit from those who prefer to have the goods now will 

equal the supply of loanable funds to those who prefer to have the interest. This 

discloses the relation of investment and saving to the rate of interest. 

On the demand side of the classical theory, the business private sector, 

the government and individuals are always demanding loanable funds for 

investment purposes, that is productive activities. Basically each of these groups 



 
 

is influenced by a different factor(s). For instance while the private sector is 

affected by the profit via prevailing interest rate (cost of funds), the individual is 

affected by his level of income while the government is mostly affected by the 

related economic condition. Therefore, on a general note, we can say that the 

demand for loanable funds for investment purpose is affected by the level of 

expected profit in relation to the prevailing interest rate; the level of income; and 

the state of the economy. Thus the demand for loanable funds depends on the 

level of desired investment within the economy, which can only be undertaken if 

and only if the yield (return on investment) is equal to, or greater than the market 

rate of interest. Market rate of interest is the price paid for using other people's 

savings. According to Ojo and Ajayi (2000), it is the rate that when used to 

discount the stream of returns (on investment) equates the supply price of capital 

to the stream of expected returns. 

On the supply side is the schedule of real savings. Thus, the supply of 

loanable funds is determined by the level of savings in the economy. The level of 

savings on the other hand is mainly influenced by the cost of parting with one's 

savings-interest rate. The higher the interest rate: the higher the opportunity cost 

of consuming goods and services now and the higher the savings level. 

 

 

 

 



 
 

The above situation is fully illustrated in fig 2.1 below: 

 

 

 

 

 

 

 

 

 

ii) Keynesian (Liquidity Preference) Theory: This theory is credited 

to Keyenes. The theory posits that interest rates is determined by the supply of 

money as a whole instead of the loanable theory that sees money supply as 

being neutral since according to the proponents money supply determines the 

absolute level of prices and therefore has no effect on real variables such as 

investment, savings and consumption. Keynes explicitly rejected the postulations 

of the classical theory which holds that savings and investments are always 

equated by interest rates. He observed, as earlier stated that there is always 

compensation for one parting with his liquidity and therefore concludes that 

interest rate is the price (cost) offered to a stockholder or wealth holder for 

denying himself of his liquidity. Keynes (1936) says "the rate of interest is not the 
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price which brings into equilibrium the demand for resources to invest with the 

readiness to abstain from present consumption; it is the price which equilibrates 

the desire to hold wealth in the form of cash with available quantity of cash. This 

results into motives for holding cash by the public. Specifically these motives are 

identified as-transactions motive, precautionary motives and speculative motive. 

The Keynesians theory of interest rate determination can be illustrated thus: 

  



 
 

Fig 2.2: Keynesian interest rate determination. 

  

 

 

 

 

 

 

 

 

iii)     The Equilibrium Approach or Expectations Theory: 

According to Nzotta (2004); this theory was originated by Irvin Fisher and 

Perfected by Hicks in 1937. This theory tries to reconcile the criticisms or 

shortcomings of the classical and Keynesian theories of interest rate 

determination. The theory borrowed the good side of the two theories and when 

superimposed gives us what we can call equilibrating approach to interest rate 

determination. This theory can best, be explained by the IS-LM framework. IS 

curve is derived from family of savings schedules (S) at various income levels 

together with the investment demand schedule (1) while LM is derived from a 

family of liquidity preference (L) at various income levels together with money 

supply (M). Hence Interest rates and income levels are determined together at 
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the point of intersection of these two curves. At such point, income and interest 

rate stand in a relation with each other. 

The Hicksian IS-LM framework can be illustrated in fig 3.3 as follows: 
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iv)     The Monetarist Theory of interest Rate Determination: The 

Monetarist view of interest rate determination accepts that interest rate is a 

monetary phenomenon. They and Keynesian analysed that it is determined by 

money supply and money demand. 

They (Monetarist) add and in fact emphasise another factor-the price 

expectation or anticipations factor. To the monetarist led by Milton Friedman, an 

increase in money stock has three major effects - liquidity effect, income effect 

and price expectation or anticipation effect. To them, an increase in money 

supply initially (immediate observation impact) causes the interest rate to fall, that 

is the Keynesian liquidity preference effect. Due to this increase in liquidity 
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position, people go into the market to increase demand resulting in the expansion 

of the economy (the income effect). This increase in income will put pressure on 

goods and services and hence prices will rise. As prices increase (due to 

expectation effect) people will build up an inflationary psychology that is they 

expect more inflationary effect in future. Suppliers will expand their investment on 

that to supply more and this expansionary investment will make price to rise 

more. Also, financial institutions will expect prices to rise more and therefore 

increase interest rate on their liabilities. 

Even among consumers, they want to spend more now because they 

expect higher prices in future hence for durable materials they would demand for 

more credit and thus leads to an increase in interest rate (price 

expectation/anticipation effect). Thus, because of these three effects and more 

so, the price expectations effect, when money supply is increased, the ultimate 

result is an increase in interest rate. This is what Friedman (1976) linked with the 

Gibson Paradox, since prices and interest rate move together from empirical 

evidence. To them therefore, interest rates are not only   determined   by   money   

supply   and   money   demand   but   by   price expectation factors. 

2.4.2.2        THE ROLE OF INTEREST RATE IN AN ECONOMY 

The primary role of interest rate(s) is to help in mobilization of financial 

resources in the promotion of economic growth and development. Interest rates 

affect the level of consumption on the one hand and the level and pattern of 



 
 

investment on the other hand. They are crucial in financial intermediation which 

involves transferring funds from surplus units in an economy to deficit units. In 

general, interest rates are useful in measuring financial market condition and 

they are a major tool of monetary policy usually, when the structure of interest 

rate is changed, the resulting relative rates of return will induce shifts in the 

assets portfolio of both the banks and the non-bank public. Hence, the direction 

and magnitude of changes in market interest rate are of primary important to 

economic agents and policy makers, CBN (1995). 

Interest rates perform other several important functions in that they 

influence a broad range of economic decisions and outcomes. They are similar in 

scope to the influence of other economy-wide prices such as exchange rate and 

the basic wage rate. As the reward for accumulating financial assets and 

foregoing current consumption, interest rates influence the willingness to save. 

As a cost of capital, interest rates influence the demand for loanable funds by 

different types of borrowers, including private economic agents. The discount 

rate reflects the cost at which monetary authorities provide funds to the financial 

system (markets) and indicates the monetary policies being pursued. As market 

interest rates are tied to it, changes in the discount rate produce important effects 

on the credit market. The money market rate reflects the cost at which financial 

institution may obtain liquid funds in the 'money market11, while the government 

bond yield is indicative of the long-term loans Onyido (1997).  



 
 

2.4.2.3 INTEREST RATE STRUCTURE, ADEQUACY AND ITS 
IMPACT ON INVESTMENT 

Interest rates and their structure are of primary importance in the financial 

markets, as they affect capital movement or savings, investment and 

consumption decisions. For instance, the fluctuation in interest rates is a key 

variable in the valuation of contingent claims such as interest rate options as well 

as the selection of optimal hedging strategies for risk-averse investors. It is 

generally perceived that interest rate plays a crucial role in the transmission of 

monetary policy and economic growth. Thus, it is expected that a low positive 

real interest rate will engender capital accumulation   which   if adequately   

invested   would   result   in   economic growth. 

In Nigeria, banks' lending rates have generally remained high while deposit 

rates have been low and in most cases negative in real terms. Available data 

indicated that bank's savings deposit rate declined from 18.80% in 1990 to 4.11% 

in 2003 as shown on the table below. 

 

 

 

 

 

 

 



 
 

Table 2.1: Selected interest Rates in Nigeria (1980-2009) % 

Year Minimum Rediscount 
Rate (Now Monetary 

Policy Rates) 

Deposit     Money 
Banks Savings Rate 

Lending 
Rate 

(Prime) 

Treasury Bill 
Rate 

1980 6.00 6.00 7.50 5.00 

1981 6.00 6.00 7.75 5.00 

1982 8.00 7.50 10.25 7.00 

1983 8.00 7.50 10.00 7.00 

1984 10.00 9.50 12.50 8.50 

1985 10.00 9.50 9.25 8.50 

1986 10.00 9.50 10.50 8.50 

1987 12.75 14.00 17.50 11.75 

1988 12.75 14.00 16.50 11.75 

1989 18.50 16.40 26.80 17.50 

1990 18.50 18.80 25.50 17.50 

1991 14.50 14.29 20.01 15.00 
1992 17.50 16.10 29.80 21.00 

1993 26.00 16.66 18.32 26.90 

1994 13.50 13.50 21.00 12.50 

1995 13.50 12.61 20.18 12.50 

1996 13.50 11.69 19.74 12.25 

1997 13.50 4.80 
 

13.54 12.00 

1998 14.31 5.49 
 

18.29 12.95 

1999 18.00 
 

5.33 
 

21.32 17.00 

2000 13.50 
 

5.29 
 

17.98 12.00 

2001 14.31 5.49 18.29 12.95 
 



 
 

2002 19.00 
 

4.15 24.85 18.88 

2003 15.75 4.11 
 

20.71 15.02 

2004 15.00 4.19 19.18 14.21 

2005 13.00 3.83 17.95 7.00 

2006 12.25 3.14 17.26 8.80 

2007 8.75 3.55 16.94 6.91 

2008 9.81 
 

2.84 
 

15.14 9.55 

2009 7.44 
 

2.94 
 

18.36 6.13 
 

Source:         Central Bank of Nigeria Statistical Bulletin 2009. 

Similarly, the average prime and maximum lending rates declined from 

25.50% to 20.71% in 2003 respectively. However, inflation rate increase from 

7.5% in 1990 to 14.0% in 2003; rendering deposit rates negative in real terms 

during the period. This development coupled with the unwillingness by most 

banks to accommodate the small savers as the cost of administration of such 

deposits more than out-weighed the returns discouraged savings. On the other 

hand, interest rates on loans were generally high and the wide margin between 

lending and deposit rates created a disincentive to borrowers and savers alike. 

The development tended to discourage investment in the primary and secondary 

sectors of the economy while encouraging investment in tertiary sector activities. 

The tertiary sector (distributive trade) which is characterized by short run around 

investment could afford to borrow at the effective interest rate while the primary 

sector that is dominated by agriculture which has to contend with longer 

gestation period could not borrow. The implication was that the prevailing interest 



 
 

rate structure encouraged investment in commerce to the detriment of the 

productive activities which is expected to propel growth. 

A key element in any effort to evaluate the adequacy of a given level of 

interest rates should be to check whether these rates are positive in real terms. A 

positive real interest rate indicated that nominal rates are rising faster than the 

rate of inflation while a negative real rate is a reflection of high and rising inflation 

relative to the nominal rate of interest. Thus, decisions on savings, borrowing and 

allocation of wealth between financial assets and goods involve a comparism of 

the nominal rate of return on financial assets with the rates of which prices of 

goods are expected to increase. It remains to add that low and stable inflation 

favour financial sector development. Moderately positive real interest rates are 

desirable as extremely high real rates can cause distress among borrowers and 

by extension among financial institutions as well as constrain investment 

spending. Besides, if a country is hoping to attract foreign private capital flows, 

domestic rates should exceed international rates in order to encourage investors 

to borrow in the international markers. 

Deposit rates are paid on savings and time deposits of different maturities. 

Examples of such rates include savings deposits, one month, three-months, six 

months and twelve-months fixed deposit rate. Lending rates are interest rates 

charged on loans to customers and they vary according to perceived risks, the 

duration of loans, the cost of loanble funds; and lending margin etc. Other rates 



 
 

of interest in the financial systems include the treasury bills issued to cover its 

short-term borrowing needs. The inter-bank rate is the rate paid in the inter-bank 

market when banks borrow from and lend to one another in order to adjust their 

liquidity position. The minimum rediscount rate refers to the amount that is 

charged by the Central Bank for lending to banks in the performance of its 

functions as lender of last resort. 

The concept “term structure of interest rate" refers to a situation where the 

term to maturity is assumed to be the major factor affecting the rate of interest. In 

this instance, short term securities attract lower rates of interest. In this instance, 

short term securities attract lower rates of interest than long term securities. 

Occasionally, long term securities attract lower rates of interest than short term 

ones, a phenomenon referred to as an inverse yield curve. This situation may 

arise when the rate of inflation is rising, CBN (1996). The structure of interest 

rates is equally important in evaluating the appropriateness of a system of 

interest rate. Interest rates on savings instruments (and lending rates as well) 

should differ according to their intrinsic characteristic, such as their riskiness, 

liquidity and convenience of use. Yields on savings instruments (and Loan rates), 

should be positively related to their liquidity. A term structure of interest rates that 

offers insufficient returns to longer maturity deposits could reduce the availability 

of term finance for investment. 



 
 

Under competitive conditions, the spread between lending rates and 

average cost of loanable funds should be just enough to cover cost, risks and 

normal profits large spreads indicate in many cases the lack of competitiveness 

or government intervention in the financial market. Sometimes, they reflect high 

intermediation costs, often arising from a large portfolio of non-performing loans 

or high operating costs Onyido (1997) observed that in such cases, the spreads 

will most likely result in low deposit and high lending rates with an inappropriate 

division of risk.  

2.4.2.4 FACTORS INFLUENCING/DETERMINING INTEREST RATES 

Interests in any economy are been influenced by number of factors. 

Prominent among these are:     

i) Savings and Investment  

ii) Inflation 

iii) Government Spending  

iv) Monetary policy stand  

v) Taxation 

i) Saving and Investment: According to the classical theory of interest 

rates, the demand (investment) and supply (savings) of loanable funds influences 

the equilibrium interest rate. Consequently, the amount of savings by individuals, 

businesses and government has a part in determining the level of interest rates. 

For instance, decrease in the accumulation of loanable fund or savings is likely to 



 
 

exert an upward pressure on interest rates just as reverse situation would tend to 

have a moderating effect. 

ii)   Inflation: As another factor that affects the level of interest rates, inflation 

reduces the nominal value of money. So in order to encourage savings, nominal 

interest rates need to be higher than the expected rate of inflation. Nominal 

interest rate is the percentage by which the money borrower payback exceeds 

the money that he borrowed, making no adjustment for any fall in the purchasing 

power of the money that results from inflation. According to Nzotta (2004), the 

implication is that nominal rates of interest are arrived at by adding the expected 

rate of inflation to the real rate of interest. Changing expectations about inflation 

influences interest movements even though the demand and supply for capital 

remains constant. 

iii)  Government Spending: Government activities influence interest rates 

on both the demand and supply of the market for credit. Government supplies 

credit by running fiscal surpluses and demand credit to finance fiscal deficits. 

Persistent fiscal deficits put upward pressure on the money supply and thus 

affect interest rates. The same applies to budget surpluses. 

iv)  Monetary Policy Stand: The structure of any monetary policy is another 

crucial factor that influences interest rates. Nzotta (2004) observed that under the 

direct system of money management, interest rates were administratively 



 
 

determined. Here, there were interest ceilings and a rate structure that was 

prescribed by the monetary authorities. However under the indirect system, 

market forces determine the rate of interest. Interest rates move up and down 

depending on the minimum rediscount rate and the monetary policy posture of 

the government. Monetary policy is geared towards expansion or contraction of 

the money supply and this affects interest rates. The stance of monetary policy 

pursued influences the position of excess supply or demand for funds in the 

economy.  

Taxation: Tax considerations have some influence on market interest rates. 

For example, when borrowers are allowed to deduct interest payments in 

deriving taxable income, the after tax costs of funds are less than the prescribed 

rates. The effect is that the demand for credit is larger than would have been the 

case in the absence of tax incentives. On the other hand, since lenders are 

expected to include interest received as taxable income, the after-tax return is 

less than the contract rate, reducing as it were, the supply of loanable funds. The 

combined effect of income tax is to raise the market rate of interest. 

Other factors that affect interest rates includes speculation, expected 

changes in exchange rates, nature of financial markets, difference between 

domestic and international interest rates etc. More recently, the influence of the 

oligopolistic structure of the banking system and continued operation of 



 
 

distressed banks have affected interest rate developments in Nigeria (CBN 

2000). 

2.4.2.5 INTEREST RATE MANAGEMENT 

The management of interest rate involves two appropriate approaches 

namely: the administrative fixing and market determination of the interest rate. 

Under market based approach to economic management, interest rates are one 

of the complement tools adopted for the regulation of the liquidity in the system. 

According to Chizea (2001), interest rates help in the efficient mobilization of 

deposits and in the optimal allocation of credit to deficit unit in the economy. With 

complete deregulation of interest rates and the restoration of instrument 

autonomy to Central Bank of Nigeria, interest rates management should not only 

be easier for the bank, but also conducted in such a way as to achieve the 

overall goal of monetary policy. In this regard, interest rate policy should become 

an active instrument of liquidity management and resource mobilization and a 

location in the investment process. Ideally, while evolving Minimum Policy Rate 

(MPR) (formerly Minimum Rediscount Rate MRR) which is related to lending and 

deposits rates through the regulation of the supply of the Banks reserves, the 

CBN can use its Open Market Operation (OMO) to establish a desirable spread 

between the MPR and the market rate of interest (usually the interbank fund rate) 

which will correspondingly influence deposit and lending rates appropriately. 

 



 
 

2.4.2.6 APPRAISAL OF THE INTEREST RATE REGIMES IN 
NIGERIA  

 
 i. Era of Administered Interest Rate Regulation Period (1980-1988). 

Prior to the Structural Adjustment Programme (SAP) in 1986, the level and 

structure of interest rate were administered and administratively determined by 

the CBN. Both deposit and lending rates were fixed by the apex bank based on 

the policy decision. At that time the major reasons for determining interest rate 

were the desire to obtain social optimum in resources allocation, promote orderly 

growth of the financial market, combat inflation and lessen the burden of interest 

debt servicing on the government. 

In complementing credit policy, the sectors in the economy were classified 

into three (3) categories: preferred, less preferred and others. 

The preferred category include; Agriculture, manufacturing and Residential 

Housing, while the less preferred sector consisted of import and general 

commerce. In the group of "others" were credit and financial institution, 

government and persona! and professional sector; such classification enable 

government, to direct financial resources at concessionary interest rate to sectors 

considered as priority sector. The concessionary rates were typically below the 

minimum rediscount rate which was itself quite low averaging about 7.25% 

between 1978 and 1985. 



 
 

The prevailing rate was unable to keep pace with inflation, resulting in 

negative real interest rate. Moreover, the demand for credit soon exceeded the 

rate of savings and a large proportion of government's borrowing had to be 

financed by Central Bank. Other implication of low interest rate policy was that 

even preferred sector could not have access to funds, partly because financial 

institutions were unable to raise sufficient loanable funds, through savings or 

from money market at favoured concessionary rate of interest. At a point was the 

directive given to banks to lend to the agricultural sector at 7.09% in 1984, when 

the average savings deposit was 9.50%. In all, the low interest rate regime 

resulted in insufficient productive and excessive demand for credit CBN (1994).  

ii) Interest Rate policy Under Deregulation (SAP Era 1988-1996) 

Within the general framework of deregulation, the economy in 1996 was to 

enhance competition and a location of resources the CBN introduced a market 

based interest rate policy in August 1987. The policy decision was not without 

controversy. While it was generally agreed that low interest rate did not 

encourage savings, it was feared that high interest rate which were likely to 

accompany deregulation might stifle investment. The deregulation of interest rate 

allows banks to determine their deposit and lending rate according to market 

conditions (forces of demand and supply), through negotiation with their 

customers. However the Minimum Rediscount Rate (MRR) continued to fix by 

the Central Bank, in line with changes in overall economic conditions. For 



 
 

instance, the Minimum Rediscount Rate (MRR) was fixed at 15% in August 1987 

and was reduced to 12.75% in December 1987 with the growth in the economy. 

During the period, the savings deposit rate of commercial banks on the average 

was 11.5% and interest rate paid merchant banks on Go-day funds was 15%. 

The prime lending rate of commercial and merchant banks was on the average 

18.07 and 20.5% respectively, while corresponding maximum lending rate were 

19.29% and 22.0%. 

Following the need to moderate monetary expansion in 1989, the Minimum   

Rediscount Rate (MRR) was raised to 1425%. It was also observed that there 

were wide disparities in the interest rate structure of the various banks. 

In a bid to remove distortions in the structure of interest rate, the Central 

Bank of Nigeria (CBN), reached an accord with banks towards the end of 1989, 

on margins between their deposit and lending rates. Consequently, the spread 

(GAP) between savings and deposits rate as well as lending rate was fixed at 7% 

points. Also the margin between the prime and the maximum lending rate for 

each bank was fixed at 4% of which to be at least 1% points below the prime 

lending rates 

In furtherance of the fixable interest rate policy, the CBN introduced an auction 

based system for the issue of treasury securities (treasury bills and certificates) 

in 1989. Under the system, authorized dealers submitted competitive bids 

through which the issue rate emerged The tack of responsiveness of the 

structure of deposit and lending rate to market fundamentals particularly the 



 
 

decline in inflation in 1990 and the increase in domestic liquidity, compelled the 

authorities in 1991 to fix a maximum spread of 4% points between the cost of 

fund for commercial banks and merchant banks and the lending (maximum) rate. 

As it were, the benefits of the policy were largely marginal. Hence, the ceiling on 

interest rate was removed in January 1992. 

This policy was retained in 1993. During 1993, interest rates were not only 

distorted and violated, but also rose to an unprecedented high level of 36.10%. 

The behaviour of interest rate was traceable to a number of factors which 

includes: 

- High rate of domestic inflation arising from large fiscal deficit of the Federal 

Government which was financed by the Central Bank mainly. 

- Undue discretion which the deregulation of interest conferred on key 

market players in pricing their funds as well as arbitraging activities of 

market speculators. 

- Use of stabilization securities and system of allocation of foreign exchange 

both of which induced the sterilization of large funds at the Central Bank of 

Nigeria. 

The Prevailing high market interest rate in 1993 discouraged investment in 

the direct productive sector of the economy, which the volatile inter-bank rates 

undermined the efficacy of Open Market Operation (OMO) and the general 

stability in the financial system. Some measures of regulation were introduced 

into interest rate management in 1994 because of wide variations and 



 
 

unnecessary high interest rates observed following complete deregulations. 

Deposit rates were set at 12-15% per annum, while ceiling of 21% was fixed for 

lending. 

iii)     Interest Rate Policy under Guided Deregulation: 

The guided policy was introduced in 1995. This policy is a little different 

from the past, in that its deregulation is incomplete, in 1995, the CBN maintained 

the interest rate regime introduced in 1994 with minor modifications to make for 

flexibility. Under the new arrangement the banks and other financial institutions 

were required to maintain a maximum spread of 7.5% point between their deposit 

and lending rates of 21.0% 

The 1996 monetary policy retained the 1995 interest rate policy measures. 

The policy of interest rate deregulation was retained in 1997 (CBN 1997). During 

the 1998 budget breakdown tagged 'Thrust of Transition Budget", interest rate 

was deregulated. Consequently in 1997 the CBN continued to influence interest 

rate through its intervention with various market instruments especially through 

the Minimum Rediscount Rate (Now Monetary Policy Rate) and the marginal rate 

at the weekly tender of treasury bills. Subject to adjustment in the light of the 

prevailing monetary conditions during the year, the Minimum Rediscount Rate 

(MRR) which is the nominal anchor of the interest policy was maintained at 

13.5%. It was expected that the success of this initiative will attract large number 

of prospective investors and thereby make treasury bills a viable alternative to 



 
 

bank deposit that would invariably engender more competitive deposit rate in the 

financial system. 

Again, in 2002 interest was set to be market driven In this regard, the CBN 

influenced the level and direction of interest rate movements through changes in 

Minimum Rediscount Rate to reflect the prevailing market condition. The current 

spread between the deposit and lending rates of banks is unacceptably wide and 

has serious implications for savings and investment growth.  

2.4.3 EXCHANGE RATES 

According to Ndugbu (2001), exchange rate is the price of one currency in 

terms of other currencies. It therefore, denotes the numerical value of the 

domestic currency of one country at any given time in relation to those countries 

with which the country has trade links. 

Barisua (1999) said exchange rates could be said to be the price of one 

currency in terms of another. CBN (2000) Posit that exchange rate is the rate of 

transformation of one currency to another or the rate at which one currency is 

exchanged for another. Indeed, the exchange rate is a veritable instrument of 

economic indicator used in assessing the overall performance of the economy. 

Movements in the exchange rate or exchange rate volatility/fluctuations have 

ripple effects on other economic variables such as interest rate, inflation rate, 

money supply, unemployment, investments etc. 



 
 

Thus, exchange rate could rate be seen as the rate at which one • 

currency may be converted into another. The exchange rate is used when simply 

converting one currency to another. And in a market friendly economy, the 

exchange rate responds to the market forces of demand for and supply of foreign 

exchange. Also, it (exchange rate.) may be administratively determined 

depending on the peculiarities of the economy that is adopting the system. 

 

2.4.3.1 EXCHANGE RATE DETERMINATION THEORIES  

a) Purchasing Power Parity Theory: The Purchasing Power Parity theory 

is an exchange rate determination theory that states that a currency should 

purchase as much in its domestic market or country as anywhere also in the 

world. The changes in the exchange rate in the long run, as implies (in the 

theory) reflects relative inflation rate. In other words, the theory posits that the 

equilibrium exchange rate between two inconvertible paper currencies is 

determined by the equality of their purchasing power. This means that the rate of 

exchange is determined by their relative price levels. The implication is that with 

every change in the price level, the exchange rate also changes. Many experts 

agree the benefit of this theory is that it helps with over or under currency 

valuation. However purchasing power parity was established on the assumption 

that the market would be perfect, providing high information efficiency or goods 

market, as well as foreign exchange markets. 



 
 

b)    The Balance of Payment Theory:  This theory depends on the 

assumption that there exists an exchange rate and there exists internal and 

external equilibrium. The internal equilibrium is based on the assumption that 

there is full employment. The external equilibrium is the equilibrium in the 

balance of payments. Balance of payment theory holds that the balance of 

payments affects and determines the exchange rate of a currency under a freely 

floating   exchange rate regime.   If the balance of payment is favourable, the 

exchange rates tend to rise. On the other hand   when the balance is in deficit, 

the exchange rates tend to depreciate.   Deficit or unfavourable balance position 

depicts an increased demand of foreign currencies and vice versa. Based on the 

foregoing, the demand and supply of foreign exchange determine the exchange 

rate of the currency. 

c)   Monetary Approach: According   to   Olisadebe   (1991)   in   Nzotta 

(2004), monetary approach assumes that changes in the money supply affects 

the exchange rate one way of the other. The mode tries to explain the changes in 

exchange rates in terms of changes in the demand for and supply of money 

between two currencies. Therefore, an increase in real incomes given a fixed 

nominal money supply, leads to a fall in prices, thus making exchange rates to 

appreciate. Invariably, an increase in money demand, leads to increase in prices 

which eventually leads to exchange rate depreciation.  

 



 
 

2.4.3.2 FORMS OF EXCHANGE RATE REGIME 

- Fixed (Pegged) Exchange Rate Systems: This is a system 

whereby the exchange rates of countries were fixed or stabilized through 

legislations. Countries under this type of system do not allow the market forces to 

influence their exchange rates. The Central Bank of a country announces a fixed 

exchange rate for the currency and then agrees to buy and sell the domestic 

currency at this value. The basic motivation for keeping exchange rate fixed is 

the belief that a stable exchange rate will help facilitate trade and investment 

flows between countries by reducing fluctuations in relative prices and by 

reducing uncertainty. 

- Freely Floating Exchange Rate System: In a flexible exchange 

rate system, the value of the currency is determined by the market forces totally 

free from the interference of government. That is. by the interactions of 

thousands of banks, firms and other institutions seeking to buy and sell currency 

for purposes of transactions clearing, hedging, arbitrage and speculation. So 

higher demand for a currency, all things been equal, would lead to an 

appreciation of the currency. While lower demand will lead to depreciation of that 

currency and vice versa. 

- Managed Floating Rate Systems: This is a hybrid of a fixed 

exchange rate and a flexible exchange rate system, in a country with a managed 

floating exchange rate system, the Central Bank becomes a key participant in the 



 
 

foreign exchange market. Unlike in a fixed exchange rate regime, the Central 

Bank does not have an explicit set value for the currency and unlike in a flexible 

exchange rate regime, it doesn't a low the market to freely determine the value of 

the currency. Here individual countries fix the price of their currency at some 

agreed level but such currencies are allowed to float within some pre-determined 

limits Central Banks are then expected to enter the foreign exchange markets to 

maintain that price by buying or selling currencies when the price moves outside 

these limits so as to bring price back. 

2.4.3.3 EXCHANGE RATE VOLATILITY AND INVESTMENT IN NIGERIA 

Exchange rate volatility refers to the erratic fluctuations in exchange rates, 

which could occur during periods of domestic currency appreciation or 

depreciation. The exchange rate is therefore an important relative price as it has 

influence on the external competitiveness of domestic goods. Thus exchange 

rate has received considerable attention in terms of its influence on investment 

and economic growth. Policy makers have often been confronted with the 

problem of determining an appropriate exchange rate system through which the 

domestic economy is linked to the global economy. However, the literature is 

ambiguous about the direction of the effect of the real exchange rate on the level 

of investment whilst a real depreciation of exchange rate raises the cost of 

imported capital goods which in turn would lead to a fall in domestic investment: 

a real depreciation arising from raising the profitability in the tradable goods 

sector, would stimulate investment in this sector but depress investment in the 



 
 

non-tradable. However, in the economy that is driven by Foreign Direct 

Investment (FD1) flows and if the capital stock is optima a real depreciation of 

the exchange rate will result in a decline in domestic investment. According 

Nnanna et al (2004), In Nigeria, the naira exchange rate witnessed a continuous 

slide in ail the segments of the foreign exchange market (that is, bureau de 

change and parallel markets). In the official market the exchange rate 

depreciated progressively from N7.94 per U.S Dollar in 1990 to N81.02 per dollar 

in 1995 and further to 129 22 m 2003. Similarly, it depreciated from 9.62 and 

N9.61 per dollar in 1990 to 141.36 and 141.07 dollar in 2003 in the bureau de 

change and parallel market respectively. Consequently, the premium between 

the official and parallel market remained wide throughout the period. 

Given the import dependent nature of the Nigerian industrial sector the 

continued depreciation of the Naira Exchange rate vis-a-vis the currencies of 

other major trading partners, meant that more resources would be needed to 

increase domestic output. A depreciating exchange rate in the absence of 

domestic sources for input and inadequate infrastructure will raise the costs of 

production, which will turn make locally produced goods less competitive 

compared to the imported counterparts thus reversing the benefit of cheaper 

exports expected from depreciation of any currency. Similarly, the over 

dependence of the economy on imported capital goods implies that a 

depreciating exchange rate would crowd out marginal investment as a result of 

high investment cost. 



 
 

Ndugbu (2001) observed that for a country such as Nigeria with an open 

economy, where foreign trade accounts for a significant proportion of the Gross 

Domestic Product, the exchange rate links the domestic economy with the 

outside world. Furthermore, it is the most important price which influences most 

other prices. Consequently, exchange rate levels and movements have far-

reaching implications for inflation, investments balance of payment equilibrium 

etc. 

Given its critical influence, in macroeconomic management, the Nigeria 

naira exchange rate urgently need to be stabilized and subsequently defended to 

make for sustainability and better planning by economic agents. 

2.4.3.4   FACTORS THAT INFLUENCES THE EXCHANGE RATES 

Aside factors such as interest rate and inflation the exchange rate is one of 

the most important determinants of a country's relative level of economic health. 

Exchange rates play a vital role in a country's level of trade/investments, which is 

critical to every free market economy in the world. For this reason, exchange rate 

are among the most watched, analyzed-and governmentally manipulated 

economic measures Exchange rate movement affects a nations trading 

relationship with other nations. A higher currency makes a country's export more 

expensive and imports cheaper; a lower currency makes a country's exports 

cheaper and its imports expensive. A higher exchange rate can be expected to 



 
 

lower the country's balance of trade while a lower exchange rate would increase 

it. 

Numerous factors determine exchange rates, and all are related to the 

trading relationship between two countries. Recall, exchanger rates are relative, 

and are expressed as a comparison of the currencies of countries concerned. 

The following are some of the principal determinants or factors which influence 

exchange rates. 

a) Differentials in Inflation:      As   a   general   rule,   a   country   with   

a consistently lower inflation rate exhibits a rising currency value as its 

purchasing power increases relative to other currencies. Those countries with 

higher inflation typically see depreciation in their currency in relation to the 

currencies of their trading business partners.  This is also usually accompanied 

by higher interest rates. 

b)     Differentials in Interest Rates: Interest rates inflation and exchange 

rates are all highly correlated.  By manipulating interest rates, Central Banks 

exerts influence over inflation and exchange rates, and changing   interest   rates   

impact,   inflation and currency values higher interest rates offer lenders in an 

economy a higher return relative to other countries. Therefore, higher interest 

rates attract foreign capital and cause the exchange rate to rise. The impact of 

higher interest rates is mitigated if inflation in the country is much higher than in 

others or if additional factors serve to drive the currency down.  The opposite 



 
 

relationship exists for decreasing interest rates- that is lower interest rates tend to 

decrease exchange rates. 

c)  Current Account Deficits:   The current account is the balance of trade 

between a country and its trading partners, reflecting all payments between 

countries for goods, services interest and dividends. A deficit in the current 

account shows the country is spending more on foreign trade than it is earning, 

and that it is borrowing capital from foreign sources to make up the deficit.  In 

other words, the country requires more foreign currency than it receives through 

sales of exports, and it supplies more of its own currency than foreigners demand 

for its products.  The excess demand  for foreign  currency  lowers  the  country's  

exchange  rate  until domestic goods and services are cheap enough for 

foreigners  and foreign assets are too expensive to generate sales for domestic 

interest. 

d)    Public Debt:   Countries will engage in large scale deficit financing to pay 

for public sector projects and government funding.  While such activity stimulates 

the domestic economy, nations with large public deficits and debts are less 

attractive to foreign investors  This is because, a large debt encourages inflation, 

and if inflation is high, the debt will be serviced and ultimately paid off with 

cheaper real dollars or any other currency in the future. Also, if lenders believe 

there is any risk of default, they may sell the debt; this debt takes the form of 

treasury securities on the open market. 



 
 

In the worst case scenario, a government may print money to pay part of a 

large debt, but increasing the money supply inevitably causes inflation. 

Moreover, if a government is not able to service its deficit through domestic 

means (selling domestic bonds, increasing the money supply), then it must 

increase the supply of securities for sale to foreigners, thereby lowering their 

prices. Finally, a large debt may prove worrisome to foreigners or investors, if 

they believe the country risks defaulting on its obligations as earlier noted. 

Investors will be less willing to own securities denominated in that currency if the 

risk of default is high For this reason the country's debt rating is a crucial 

determinant of its exchange rate.  

e) Terms of Trade: A ratio comparing export prices to import prices, the 

terms of trade is related to current accounts and the balance of payments.  If the 

price of a country's export rises by a greater rate than that of its imports, its terms 

of trade have favourably improved. Increasing terms of trade shows greater 

demands for the country's exports. This in turn results in rising revenues from 

exports, which provides increased demand for the country's currency (an 

increase in the currency's value; if the price of exports rises by a smaller rate 

than that of its imports, the currency's value decreases in relation to its trading 

partners. 

 



 
 

f)       Political Stability and Economic Performance 

Investors inevitably seek out stable countries with strong economic 

performance in which to invest their capital. A country with such positive 

attributes will draw investment funds away from other countries perceived to 

have more political and economic risk. Political turmoil, for example, can cause a 

loss of confidence to the currencies of more stable countries 

The exchange rate of the currency in which an investor hold the bulk of its 

investments determines the investor's real return A declining exchange rate 

obviously decreases the purchasing power of income and capital gains derived 

from any returns. Moreover, the exchange rate influences other income factors 

such as interest rates, inflation and even capital gains from domestic securities. 

While exchange rates are determined by numerous complex factors that often 

leave even the most experienced economists flummoxed, hence the need for 

investors to have some understanding of how currency values and exchange 

rates p ay important role in the rate of return of their investments. 

2.4.4 GOVERNMENT SPENDING/PUBLIC EXPENDITURE 

According to Okoye (2000), public expenditure, otherwise known as 

government spending refers to the total amount expended by government as 

essential for its administrative and infrastructural services To this end 

government maintains public services, influences attitudes, shapes economic 

institutions, influences the use of resources, distribution of income, controls the 



 
 

quantity of money, control fluctuations, pursues full employment goal and 

influences the level of investment. 

Government spending plays vital role in the functioning of the economy. It 

acts as a stimulant to the economy and also as a corrective measure. If the level 

of economic activity is low, output is low and high level of unemployment exist 

the government increases spending as a corrective action to these problems. 

The increased spending will have a multiplier effect on investment. This is 

because, it will increase the volume of money in circulation, demand will be high 

and may be over supply will surface. This will force prices to increase, core 

investors will be attracted by high prices to go into production with the intention to 

make high profits, thus, investment size will increase. 

On the contrary, where the economy is  inflationary,  governments reduces 

spending  and this action  in the long  run tends to  discourage investment. 

2.4.4.1 GOVERNMENT EXPENDITURE AND INVESTMENT 

BEHAVIOUR IN NIGERIA 

The relationship between government expenditure and economic growth in 

Nigeria has continued to generate series of debate among scholars. Some argue 

that increase in government expenditure on socio-economic and physical 

infrastructures encourages economic growth, for example., government 

expenditure on health and education raises the productivity of labour and 

increase growth of national output Similarly, expenditure on infrastructure such 



 
 

as roads, communications power etc reduces production costs, increase private 

sectors investment and profitability of firms, fostering economic growth. 

However, some scholars did not support the above claim that increasing 

government expenditure promotes investment, instead they asserts that higher 

government expenditure may slowdown overall performance of the economy. For 

instance, in an attempt to finance rising expenditure, government may increase 

taxes and /or borrowing. Higher income tax discourages incentive to work, 

reduces aggregate demand increases production costs and reduces investment 

expenditure. Moreover, if government increases borrowing (especially from the 

banks) in order to finance its expenditure, it will compete (crowds-out) away the 

private sector, thus reducing private investment. 

Although, available statistics show that total government expenditure 

(capital and recurrent) has continued to rise in Nigeria due to the huge receipts 

from production and sale of crude oil, and the increased demand for public 

(utilities) goods like roads, communication, power, education and health, it is 

unfortunate that this gas not translated to meaningful growth and development 

(investment) as Nigeria in recent time, still ranks among the poorest countries in 

the world. In addition, many Nigerians have continued to wallow in abject 

poverty, while more than 50% live on less than US $2 per day (United Nations, 

2000), coupled with this, is dilapidated infrastructure (especially roads and power 

supply) that has led to the collapse of many industries, including high level of 

unemployment. 



 
 

The importance of an enhanced and sustained investment spending in any 

economy in general and Nigeria in particular, cannot be overemphasized. And 

this realization probably informed the seemingly aggressive drive of the present 

government administration that has embarked on wooing investors to invest in 

the various sectors of the Nigerian economy. In view of Laurence and Victor 

(2008), a genuine and adequate expenditure on business will increase the level 

of economic activities (through increased production of goods and their services}. 

This is capable of generating employment opportunities in the industrial sector, 

reducing or stabilizing the price levels, raising the real Gross Domestic Product 

(GDP) values, and if properly directed, reducing the pressure on the country's 

balance of payment position. 

The various macro-economic problems that beset the economy today, 

ranging from escalating price levels, growing unemployment dwindling import 

earnings to rising interest rates ate economic consequences of stilled private 

sector investment spending (especially, investment in machinery and 

equipment). These are known to constitute the machinery of transformation of 

economic inputs into intermediaries and final goods and services so determine 

the level of economic activities 

A situation where for example, expenditure on machinery and equipment 

accounts for little proportion of Gross Fixed Capital Formation (GFCF) depicts 

relative scantiness of aggregate investment in the economy. The consequences 

of this is depressed level of the national economic activity. 



 
 

Nigeria is a developing economy characterized by a lot of flexible 

economic factors which collectively influence the direction of growth in the 

economy. In essence, the factors being referred to assists in generating the 

index of growth in the economy, and largely determine its stability and ranking in 

the international community. 

Individuals and business firms embark on investment and implementation 

require critical analysis including factors such as cost, profitability and the risk 

elements (as enumerated herein-interest rates, inflation rates and exchange 

rates). Their estimate of future net receipts is subject to considerable 

uncertainties because they typically accrue over an extended time horizon. 

Future net receipts may differ from estimates because of changes in demand and 

supply. Costs may also change unexpectedly because of government regulations 

of decisions. Therefore, the government, in an attempt to stabilize the economic 

activities alters the level of planned investment (government 

spending/expenditure). Accurate predictions of the size and timing of investments 

responses to government policies/action and spending are essential for the 

design of those actions.  

2.5 TRENDS OF INVESTMENT IN NIGERIA 

Nigeria with a population of over 140 million, vast mineral resources, and 

favourable climatic and vegetation features has the largest domestic market in 

sub-Saharan Africa. The domestic market is large and potentially attractive to 



 
 

domestic and foreign investment as attested to by portfolio investment inflow of 

over N1.0 trillion into Nigeria through the Nigerian Stock Exchange (NSE) in 2003 

(CBN 2003)- Investment outcome however, has not been encouraging which was 

reflection of the sub-optimal operating environment largely resulting from 

inappropriate policy initiatives. Except for some year prior to the introduction of 

the Structural Adjustment Programme (SAP) in 1986, gross capital formation as 

a proportion of the GDP was dismally low on annual basis. It was observed that 

aggregate investment expenditure, as a share of GDP grew from 169 in 1970 to 

a peak of 29.7% 1976 before declining to an all time low of 7.7% in 1985. 

Thereafter the highest was 11.75% of GDP in 1990; before declining to 9.3% in 

1994. Beginning from 1995, investment-GDP ratio declined significantly to 5.8% 

and increase marginally to. 6.99% in 1997 and remained there about till 2001 

when 6.95% was recorded On the average about four-fifth of the Nigeria's 

national output was consumed annually. In comparison with both slow and fast 

growing economies. Nigeria's investment ratio lags behind the required minimum 

level of an average of about 20.0% of GDP annually that propelled the growth 

rate of those economies (World Bank, 1996). For instance, in the South East 

Asian countries, investment/GDP ratio is about 35% In Singapore, 38% in Korea, 

and 41% each in Malaysia and Thailand. Chile in South America registered 28% 

(World Bank 1998). This explains the low growth rate of the Nigerian economy 

which closely followed the pattern of the growth rate of investment expenditure. 



 
 

According to Donwa and Agbontaen (2010), with aggregate income levels 

between 128.6 to N297.8 million in the early 19970 s it fell to as low as-N404.1 

and - N334.7 million in the early 19980. Although in 1987 the levels of investment 

signs increase consistently, and persisted till 2004, recording its highest income, 

N258, 388.6 million in 2003. But from 2004, domestic investment in Nigeria has 

witnessed a continuous decline which has fallen below any other level of loss 

ever recorded in this sector since independence. With as low as N1921.2 in 2005 

to as drastically low as N114484.4 in the year 2008, the levels of domestic 

investment in Nigeria economy has fallen with over 145% below its 2004 position 

Apparently, if investments remain at the current low level, it will slow down 

potential growth and reduce long-run levels of per-capita consumption and 

income, thus militating against the sustainability of economic growth and any 

hope of meaningful poverty alleviation. (Lyoha, 1998). Theoretically it is expected 

that positive changes in macroeconomic adjustments are expected to trigger   a   

significant   resurgence   of   private   investment   resulting   from increases in 

domestic capital performance and acceleration of investment flows.    By   and    

large,    these    promised    benefits    of    macroeconomic adjustments have not 

materialized in Nigeria.  

 

 



 
 

2.5.1 MARGINAL EFFICIENCY OF INVESTMENT (MEI)         

AND INVESTMENT DECISIONS. 

Investors and businessmen are interested in any particular project whose 

expected stream of returns is high enough. This is why business executives 

before taking a decision on capital expenditure first carryout a feasibility study of 

such project to determine the expected rate of returns. Usually, most high-flyer 

firms would normally expect the rate of return as high as between 30-40% per 

annum or even more. The implication for profit maximization on such project is 

centred on the fact that the rate of return on the investment exceeds the rate of 

interest on the investment spending, in this circumstance the interest rate will 

leave something over to add to profit; ft not, such investment will be considered 

"an investment mistake" as long as the expected rate of return is far below the 

rate of interest. 

Spencer (1974), observed that investors invest in capital goods only as 

long as their anticipated rate of returns over cost on an additional unit of 

investment called the Marginal Efficiency of investment exceed the cost of money 

capital or rate of interest. Jhingan (2003). in analyzing the loanable funds theory 

of interest", posited that the tendency to borrow is more at lower rate than a 

higher rate of interest the order to enjoy consumption, so the demand curve of 

investment funds both for government and individuals slope downwards, showing 



 
 

that less funds are borrowed at higher rate of interest and more at lower rate of 

interest. 

The present value of any project or investment or the stream of expected 

revenue and other cost is determined by the interest of loanabe funds. Hence, 

Akujuobi (2006) opined that for an investor to decide on whether to embark on 

any investment or not he need to estimate the expected returns for comparison 

with his cost of investment. 

2.5.2 INVESTMENT AND ECONOMIC DEVELOPMENT 

The essence of investment to economic development cannot be 

overstressed in view of its role in the process of economic growth and human 

development of any nation. According to Shapiro (1966), "net investment is an 

addition to stock of capital. An addition to stock of capital means an increase in 

the production capacity of the economy. 

Meir (1984), with respect to less developed .countries believes that, even 

output of these countries remains limited cue to shortage of capital investment. 

This is so considering the fact that increasing investment demand turnout 

employment opportunity, increase output and income leading to high standard of 

living. Also, in Ayoade (2001), capital formation (investment) is a pre-requisite of 

economic development He stressed that it is the most important and strategic 

factor in the process of economic development. 



 
 

Summarily, the body of literature on economic growth and human 

development has emphasis on rapid capital formation (investment) as a propeller 

of sustained economic growth and human development.  

 

2.6     FACTORS CONSTRAINING INVESTMENT IN NIGERIA 

Investment has been identified as a major factor in economic growth by 

extension high rate of employment, productivity, human capital formation, 

improved, technology and poverty reduction. Investment growth requires policies 

that enhance domestic savings; domestic and foreign direct investment (FDI). 

However, Nigeria and other African countries have failed to create the enabling 

environment that would encourage both domestic and foreign direct investment 

in sufficient quantities capable of bringing about rapid economic growth and 

development A number of factors constraining investment in Nigeria include: 

a)       Inadequate macroeconomic framework and policy   

                                         Inconsistencies:  

Although Nigeria had implemented policies that were based on IMF/WB 

structural adjustment framework, it has not succeeded in attracting sufficient 

investment that will launch it to high economic growth. As part of its fiscal 

stabilization policies, the government usually cuts its investment expenditure. 

The private sector most often withholds its investment in a situation of rapid 

changes in policies, given the fact that some investments are irreversible. 



 
 

b) Low level of domestic savings:   Domestic   savings   have   been 

inadequate to fund the economy’s growth potentials.   Gross Domestic Savings 

(GNS) has consistently declined, since the introduction of the structural 

adjustment programme (SAP) in 1986 the ratio of savings to GDP has also been 

on the decline resulting from the decline in real income; high incidence of 

poverty;   low nominal disposable income, unfavourable economic environment; 

high unemployment, and inflation. 

c)  Poor Infrastructure: Economic and social infrastructures are poorly 

developed in Nigeria. With the introduction of structural reforms in the mid 1980s, 

the situation deteriorated as the government, which is the major provider of these 

goods could not cope due to decline in real income. The role of the private sector 

in the provision of basic infrastructure has been insignificant. Thus, both 

domestic and foreign investors are wary of investing in countries where basic 

requirements such as roads, utilities and health services are inadequate. Most 

often, industries have to provide their own back-up generators, access roads and 

medical care and other essential services, which increase cost of investment. 

d)      Political instability:  Political and social problems such as coups, 

human rights abuses, inter-ethnic and religious disturbances high rate of crime 

have generated a sense of insecurity of life and property in Nigeria with the 

perception of country riddled with crises and so not conducive for investments.  

Uncertainty and political arbitraries, which are common in Nigeria, serve as 



 
 

deterrents to investments, as investors always move their resources to where 

they are safe from economic and political disruption. 

e)       Low returns on investment: Due to high cost of production, it is 

often more profitable to import finished goods than to produce them locally. The 

problem of high cost of production emanates directly or indirectly from 

macroeconomic   instability,   erratic  fiscal,   monetary   and   exchange   rate 

policies,   coupled  with  weakness   in  financial   systems-   Macroeconomic 

instability manifests in high inflation, and interest rates, and a high degree of      

volatility in exchange rates. These problems create unfavourable investment 

climate as investors find it difficult to forecast their rates of returns. 

f)       Debt burden: The growth of domestic and external   debt over the years 

has negatively affected the rate and level of investment in Nigeria while   internal   

debt   reduces   incomes and savings, it invariably cuts domestic investments. On 

the other hand, external debt service takes so much   of   a   country's   export   

earnings   and   thus   discourages   foreign investments because investors are 

uncertain that the country would be able to authorize the remittance of profits or 

provide.   Foreign exchange for necessary imports. Domestic investors are a so 

discouraged because debt overhang    distort   incentives   to    invest   since   

the    benefits    of   good performance goes to the creditors,  investors may also 

face high taxation in such a situation in order for the government to service its 

debts 



 
 

g)   Shortage   of  foreign   exchange:   Persistent   shortage   of  foreign 

exchange and difficulties in foreign exchange transfers are a so serious 

constraints facing investors in Nigeria  Shortages of exchange rate means that 

spare parts and other inputs cannot be imported, which leads to plants being  

operated  well  below  installed  capacity.  In this kind of situation, investment, in 

the real sector suffers as a result of cost of production as well as deterioration in 

infrastructural facilities. 

Other factors constraining investment in Nigeria are inefficient and 

sometime insufficient incentive package, inadequate leg a system and regulatory 

framework, corruption and red-tapism.  

2.7     EMPIRICAL LITERATURE 

 Lesotho (2006) studied “An investigation of the determinants of 

investment: the case of Botswana”.  Variables used were real interest rate, credit 

to investors.  Findings from the study revealed that real interest rate affect 

investment positively and significantly.  Other variables do not affect investment 

in the short term as they show insignificant co-efficient. 

 Aysam et al (2004) in their study “How to boost investment in the MENA 

Countries”.  Among their independent variables were accelerator, real interest 

rate, macroeconomic stability, structural reform, external stability, 

macroeconomic volatility, physical infrastructure.  Their study comprises of panel 

of 40 developing countries.  They used co-integration technique to determine the 



 
 

existence of a long-term relationship between investment and its determinants. 

They found out that almost all the explanatory variables exhibit a significant 

impact on investment but higher interest rate (r) appears to exert a negative 

effect on investment. 

 Omoke and Ugwuanyi (2010) tested relationship between inflation, money 

supply and investment in Nigeria using Johansen Co-integration and Granger 

Causality test.  The results suggest that price stability can contribute towards 

increased level of investment.  The study found that major determinants of 

investment were monetary aggregates, real output, inflation and exchange rates. 

 On the basis of empirical consideration, De-Gregorio (2009) suggested 

that in developing countries, investment is determined mainly by the level of 

interest rate, government expenditure (public investment), credit available for 

investment and exchange rate. 

 Mouawiya (2005) examined the linkage between inflation rate and 

investment using panel co-integration approach and a variance decomposition.  

The result of the study was a negative relationship between inflation rates and 

investment. 

 Using data from Cameroon and OLS method, Mbanga and Sikod (2001) 

found that there exists a negative relationship between inflation rate, interest rate 

and level of investments. 

 Elbadawi (1996) confirmed the effect of inflation on economic growth using 

cross-sectional regression for 99 developing countries spanning Sub-Saharan 



 
 

Africa (SSA), Latin America, Asia and Middle East.  They identified channels in 

which inflation in SSA works against growth:  The indirect channel was on public 

sector expenditure.  They concluded that investment stimulates economic growth 

while government expenditure spurs investment. 

 Using a data from Nigeria, Ikhide (2004) did empirical study on external 

shocks, savings and investment.  The econometric result indicated that growth of 

real income, increase in public expenditure and exchange rate, openness of the 

economy and high savings have positive effect on investment.  Rising inflation 

and high interest (lending) rates impedes investment in Nigeria. 

 Anfofun (2005) investigated on the macroeconomic determinants of 

investment in Nigeria.  He discovered that debt burden, inflation, exchange rate 

and political crises and coup d’état negatively affect investment. The negative 

relationship attest to the major reasons why investors do not have confidence in 

Nigeria investment climate as such investors are scared away. 

 Sajid and Sarfraz (2008) investigated casual relationship between 

investment and exchange rate.  The study used co integration technique and 

vector error correction model to examine causality between investment and 

exchange rate.  The result showed that there is long run as well as a short run 

equilibrium relationship between them. 

 Ayeni (2014) examined the determinants of investment in Nigeria between 

1979 and 2012 using an ardl approach.  The study revealed that interest rate, 



 
 

exchange rate, gross domestic product, inflation rate and credit availability are 

essential ingredients for boosting investment in Nigeria. 

 However, most empirical studies in the literature on the determinants of 

investment provides support for the claim that higher interest and inflation rates is 

associated with lower level of investment, while exchange rate appreciation and 

increased government expenditure encourages high level of investment. 

 

2.8     SUMMARY 

Inflation is a situation in which there is a persistent upward movement in the 

general price level; interest rates are regarded as the rental payments for the use 

of credit by borrowers and return for parting with liquidity by lenders and on the 

other hand, exchange rate(s) is the rate or price at which one currency may be 

converted into another, 

A number of approaches/theories to the explanation of inflation 

government expenditure, interest and exchange rates have been suggested and 

tested in the literature. These include; Demand Pull. Cost-push, structural, 

Monetarist as well as imported inflation theories. On the part of interest theories 

we saw the classical theory. Keynesian theory, the Equilibrium Approach and the 

Monetarist theory of interest rate theory. As regards Exchange rate, theories 

examined included Purchasing Power Parity theory, Balance of payment theory 

and Monetary Approach These theories were not limited to investment theories 



 
 

which include Keynes theory, neoclassical theory and Tobin's Q theory among 

others. 

Regarding the impact of inflation, we saw that it destroys the usefulness of 

money as a store of value and causes income redistribution amongst others. On 

the role of interest rates, we saw that its primary role is to help in the mobilization 

of financial resources and to ensure the efficient utilization of such resources in 

the promotion of economic growth and development, they are also useful in 

measuring financial market condition and are major tools of monetary policy as 

well as used to influence a broad range of economic decisions and outcomes. On 

exchange rate, it has influence on the external competitiveness of domestic 

goods t is a veritable instrument of economic management and therefore an 

important macro economic indicator used in assessing the overall performance of 

the economy. While, increases in government spending stimulate investment 

which in turn spurs economic growth. 

Factors such as savings, investment, inflation, government spending, 

monetary policy stance and taxation were identified to have influence on the 

behaviour of interest rates in the economy. 

In a nutshell, investment is the conduit through which economic 

development and economic growth is achieved. It deserves an adequate 

attention for its benefits to be enjoyed. Therefore, there is the need for the 

Nigerian government to ensure that the macroeconomic facto-s that fosters 

and/or affects investment is given significant attention. 



 
 

CHAPTER THREE 

3.0                               RESEARCH METHODOLOGY 

3.1     INTRODUCTION 

This chapter covers the research methodology employed in this study. It 

presents the method used to collect the data for testing the hypotheses and the 

theoretical framework for the analysis. It also describes the techniques of 

economic and statistical terms used. 

3.2     RESEARCH DESIGN 

According to Anyanwu (2000) research design has to do with the 

development of strategies for finding out something. It could be seen as a 

framework or plan that is used as a guide in collecting and analyzing the data for 

a study. In this regard, there is missing link, which when discovered will help in 

the solution of identified problems.  The study therefore, employs an empirical or 

ex-post facto design. The investigation here is based on-existing data and it 

applies to secondary data 

3.3     DESCRIPTION OF POPULATION OF STUDY 

This research work is designed to evaluate a critical factor that influences 

investment in the Nigerian economy (investment inflation interest rate. exchange 

rates, government expenditure) and other related macroeconomic variables. 



 
 

The Central Bank of Nigeria (CBN) is selected for this study because CBN is 

empowered by the CBN Act 24 of 1991 to perform various functions, which 

includes promotion of economic growth, stability and development. Hence, the 

issue of economic growth and development has become a central concern of the 

CBN. 

For the secondary data, the population of this study includes all the 

macroeconomic variables/indicators that relates to investment and Gross 

Domestic Product in Nigeria.  

3.4     SOURCES OF DATA 

The study relied mainly on secondary sources of data collection. This is for 

enhanced clarity and doubt free results of analysis.  

SECONDARY DATA 

The study employs mainly secondary data. This consists of research 

studies already done by various individual, bodies or groups. These sources 

includes: Central Bank of Nigeria Statistical Bulletin, Economic and financial 

review, Federal Office of Statistics reports. Textbooks, Journals, Newspapers 

and other periodicals. 

3.5     SAMPLE SIZE 

Since the research work does not require questionnaire the researcher 

intends to generate a 29- year (1981-2009) data sample size which is expected 



 
 

to fit into the intended regression mode. This is expected to be suitable and 

reliable. 

3.6 METHOD AND DESCRIPTION OF DATA ANALYSIS TECHNIQUES  

Given that the study involves an evaluation of the effects of selected 

economic indicator or variables over another, there arises the need to establish if 

truly a relationship exists among them. The statistical technique used in 

establishing this relationship is the Multiple Regression Analysis Technique. The 

multiple regression analysis was applied which was estimated using the General 

Linear Model. 

The GLM was applied since there are more than two independent 

variables to correctly estimate the extent to which the variables are related to 

another (dependent variable). 

According Egbulonu (2007) multiple linear regressions expresses a linear 

relationship between a dependent variable Y and independent variables 

(Xi.........Xn), in other words, it is assumed that X1...........Xn jointly determine the 

values of Y. This relationship may be written mathematically as; 

Y  =   b0 +  b1 +  b1 X1 + b2 X2 + b3 X3......bn Xn + u. 

Where b0 + b1.......bn are unknown parameters to be determined and U is the 

stochastic or error term. 

The multiple regressions are predicated on the following assumptions: 

- The dependent variable can be expected to be and can be expressed as 

being linearly related to the independent variables 



 
 

- The regression coefficients are parameters to be estimated 

- The independent variables are known as constants 

- X   is   a   set   of fixed numbers (that is non-stochastic) thus, our 

regression is conditioned upon the fixed values of x variables. 

- The matrix has a full rank K<N.  This means that the number of 

observations exceeds the number of parameters to be estimated; and no exact 

linear relationship exists between any of the X variables (i.e. there is no 

multicollinearity). 

-  (beta) = (XTX)-1XTY 

The intercept "b0" can be obtained from the relationship b0 = Y- b1X1 

b2X2 – b3X3 

Since equation E(U) = 0  by assumption, b estimated is an unbiased 

estimator of b1 

An unbiased estimator of 02 is given by S2 - (eTe)/n-k 

In principle eTe can be computed from the estimated error term while in 

practice it can be estimated from. TSS-RSS= eTe = ESS 

TSS - YTY - (Y)2
/n 

RSS =TXTY-(Y) 2/n 

 

 



 
 

3.6.1 MODEL SPECIFICATION 

As already pointed out, the model adopted is multiple regressions with the 

independent and dependent variables specified thus; 

Y = b0+ b1+ b1X1 + b2X2 + b3X3......b4X, + u.........(1) 

 

Where 

b0  = Intercept 

b1……... bn = Slope 

X1  = Inflation rates 

X2   = Exchange Rates 

X3  = Government Expenditure 

X4   = Interest Rates 

Y   =  Investments 

3.6.2 TESTING THE SIGNIFICANCE OF THE PARAMETER ESTIMATES  

3.6.2.1   THE A PRIORI TEST EXPECTATION 

An a priori argument, reason or probability is based on assumed principles 

or facts, rather than actual or observed fact. These in economic terms are based 

on economic theory and they seek to determine whether the expected is equal to 

the observed, i.e. whether the economic expectations are in line with actual 

observations in our analysis. 



 
 

Therefore, from the above equations, we expect that in equation 1, the following 

conditions are obtainable:  

dY  =  b1 < 0 
dx1 

dY  = b2< 0 
dx2 

 
dY  = b3> 0 
dx3 

 
dY = b4,< 0 
dx4 

3.6.2.2 INDIVIDUAL TEST (t-statistic) OF SIGNIFICANCE 

This   test   involves   testing   whether   or   not   specific   explanatory 

variables "Xs” have significant influence on the dependent variable "Y" or "G" 

when other independent variables are held constant  

The test statistic is  

T-cal = bi Ho: b1 = 0 

S.E (b1) H1: b1 # 0 

Note: b1 is used where the test concerns X1 

b2 is used where the test concerns X2 etc.  

Decision Rule: 

The t-cal is compared with the t-table value. If the t-cal is > t-tab. we reject 

the null hypothesis (Ho) and accept the alternative.  But if the t-cal< t-tab, we 

accept the null hypothesis and reject the alternative hypothesis.  



 
 

3.6.2.3     JOINT TEST (F-STATISTIC) 

This involves tests for overall significance of the regression it aims at 

finding out whether the entire explanatory variable jointly have any significance 

influence on the dependent variable. 

The test of the overall significance of the regression implies testing the 

hypotheses; 

H0:    b1 = b2 = b3....... =  bn = 0 

H1: b1 ≠ b2  ≠ b3...... ≠ bn ≠ 0 

The conclusion is best set out on the analysis of variance (ANOVA) table as 

below: 

Table 3.1    ANOVA TABLE 

Source of 
variance  

Degree of 
freedom 

Sum of 
squares 

Mean Square F-value 

Regression k-1 RSS RMS = RSS 
            K-1 

RMS 
EMS 

Error n-k ESS EMS = ESS 
            n-k 

 

Total 
 

n-1 TSS   

 
Source: Nworuh (2010) 
 

The test statistic is the f-ratio. 

Fcal =  RMS 

  EMS 
 
 



 
 

Decision Rule: 

If Fcal > Ftab, we reject the null hypothesis (H0) and conclude that a 

relationship exist between Y (the dependent variable) and Xs (the explanatory 

variables). 

If fcal < Ftab, we accept the null hypothesis and conclude that no 

relationship exists between the variables. 

THE STANDARD ERROR TEST 

The standard error of the estimates is the indicator of how far the 

independent variables are predicting the dependent variable in regression 

analysis. 

If SE (bi) > 1/2 bi, then accept the null hypothesis  

If SE (bi) < 1/2 bi, then reject the null hypothesis  

3.6.2.4        THE COEFFICIENT OF DETERMINATION (R2) 

The coefficient of determination (R2) measures the proportion of the total 

variation in the dependent variables (Y) or (G); that is explained by the variations 

in the selected aggregates of macroeconomics performance (the explanatory 

variables) put together. This is computed using the formula: 

 R2  =  RSS   =     Explained Variation 

TSS           Total Variation  

 

 



 
 

Where: 

RSS = Regression sum of squares  

TSS = Total Sum of squares 

3.7     AUTOCORRELATION 

An autocorrelation is a correlation between successive values of the same 

variable.   With respect to regression model, it is assumed that there is no 

autocorrelation in the errors, U. That is, the error term for one observation is not 

influenced by the error term for any other observation Symbolically we have: 

E(Ui, Uj)-=0 ≠j.                                                                                       

In a given regression model, autocorrelation can be detected using the 

Durbin-Watson test. 

 

 

 

 

 

 

 

 

 



 
 

CHAPTER FOUR 

DATA PRESENTATION AND ANALYSIS  

4.1   INTRODUCTION 

Essentially, this chapter is on the presentation and analysis of data. 

Hence, it tries to interpret the results of the study so that policy recommendations 

can be offered. Recalling from the chapter three of this report, the models for the 

study as well as the variable specifications, have all been clearly stated and 

defined in order to accomplish the central objective of this study of ascertaining 

the determinants of investment in the Nigerian economy, for the period, 1981 - 

2009, 

We note also that only secondary data were employed in the study and 

sourced through the CBN publications. Furthermore, all the hypotheses of the 

study were tested with the aid of a multiple regression model after conducting 

unit root test on the explanatory variables using the E-views package as already 

explained in chapter three. Other analytical tools include the use of percentages, 

charts and graphs, where applicable. The orderly presentation in sections of 

actual data presentation, hypotheses testing and discussion of result is for the 

purpose of achieving clarity. 

 

 



 
 

4.2 DATA PRESENTATION 

The data for the study comprise of the Nigeria data set on total investment, 

inflation rate, exchange rate, government expenditure and interest rate for the 

period, 1981-2009. 

Table 4.1: The Nigeria Data set on total investment, inflation rate, exchange 
rate, government expenditure and interest rate for the period, 1981-2009. 
YEAR  INVESTMENT, 

1NV 
INFLATION 
RATE, INF 

EXCHANGE 
RATE, 

EXRATE 

GOVERNMENT 
EXPENDITURE, 

GOEXP 

INTEREST 
RATE, INT 

1981 18220.6 0 0.61 11413.7 10 

1982 17145.8 7.2 0.67 11923.2 11.75 

1983 1335.3 23.2 0.72 9636.5 11.5 

1984 9149.8 40.7 0.76 9927.6 13 

1985 8799.5 4.7 0.89 13041.1 11.75 

1986 11351.5 5.4 2.02 15223.7 12 

1987 15228.6 10.2 4.02 22018.7 19.2 

1988 17562.2 56 4.54 27749.5 17.6 

1989 26825.5 50.5 7.39 41028.3 24.6 

1990 40121.3 7.5 8.04 60268.2 27.7 

1991 45190.2 12.7 9.91 66584.4 31.2 

1992 7089.2 44.8 17.3 92797.4 31.2 

1993 96015.5 57.2 22.05 233806.5 36.09 

1994 105575.5 57 21.89 160893.2 21 

1995 141920.2 72.8 81.02 248768.1 20.79 

1996 20407.6 29.3 81.25 337217.6 20.86 

1997 2428998 10.7 81.65 428215.2 23.32 

1998 242256.3 7.9 83.81 487113.4 21.34 

1999 231661.7 6.6 92.34 947690 27.19 

2000 331056.7 6.9 100.8 701059.4 21.55 

2001 372135.7 18.9 11.7 1018026 21.34 

2002 499681.5 12.9 126.26 1018156 30.19 

2003 865876.5 14 134.04 1225966 22.88 

2004 863072.6 15 132.37 1426201 20.82 

2005 804400.8 17.8 130.6 1822100 19.49 

2006 1546526 8.2 128.28 1938003 18.7 

2007 1915349 5.4 125.88 2450897 18.36 

2008 2030510 11.6 121.9 3240819 18.7 

2009 2442704 12.4 150.01 3240819 22.9 

Source: CBN STATISTICAL BULLETIN (2009) 



 
 

Where; 

INV = Level of investment in year t. 

INF = Level of inflation in year t. 

EXRATE = Level of exchange rate in year t. 

GOEXP - Level of government expenditure in year t. 

INT = Level of interest rate in year t. 

 

4.2.1 DATA ESTIMATION  

Unit Root Tests 

The unit root test is carried out using the Augmented Dickey Fuller test in 

order to determine whether the data set is stationary and the order of integration. 

Evidently, from table 4.2, beside government expenditure that turned stationary 

at second difference or 1(2) all other variables turned out stationary at first 

difference or 1(1). Thus, meaning that the data set can be relied upon for the 

estimation (see results in appendix I). 

Table 4.2: Summary of Unit Root Test Results 
 Augmented Dickey-Fuller Unit Root Test 
Variable T-stat Critical value Order of co- integration  Significance  

GOEXP -8.142720  -3.724070  2nd Difference  *** 

EXRATE  -7.906637  -3.699871  1st Difference  *** 

INF  -5.208421  -3.711457  1st Difference  *** 
INT -6.507610 -3.699871 1st Difference *** 

Source: E-views 6.5 

 



 
 

4.3     RESEARCH HYPOTHESES 

 The research is based on the following hypotheses which were tested: 

H01:  Inflation rate has no significant effect on the level of investment 

         undertaken in the economy of Nigeria. 

 

H02:  Exchange rate movement has no significant influence on the level of 

          investment undertaken in the Nigerian economy, 

 

H03:  Government expenditure has no significant impact on the amount of 

          investment undertaken in the economy. 

 

H04:  There is no significant correlation between interest rate movement and 

          the level of investment undertaken in the economy of Nigeria. 

 

 

 

  



 
 

Table 4.3: Summary of the Results of the Global Statistics  
Test-statistic  MODEL 1 Least Square * Model 2 Least square 

with lag  

r-square  = 0.694224 = 0.689556 

Adjusted R-square  = 0.643262 = 0.61901 

S.E of Regression  = 461278 = 481469.4 

Sum of squared residual  = 5.11E + 12 = 5.1E + 12 

Log likelihood  = -416.6161 = 2.026478 

Durbin-Watson stat = 2.06173 = 2.026468 

Mean depend. var = 531569.9  = 549903.8 

S.D. depend. var  = 772303.1  = 780021.8 

Akaike info criterion = 29.0697 = 29.19448 

Schwarz info criterion  = 29.31272 = 29.47995 

Hannan-Quinn info 

criterion  

= 29.15081 = 29.28175 

f-statistic  = 13.6222 9.773265 

Prob(-statistic) = 0.000006 0.000050 

Source: E-views 6.5 Statistical Package. 

 

 



 
 

4.3.1:  THE INFLUENCE OF INVESTMENT DETERMINANTS ON THE      

LEVEL OF INVESTMENT IN NIGERIA (JOINT TEST). 

Ho1: There is no significant relationship between the determinants of 

investment and the level of investment in Nigeria. 

The resulting estimated models are given as follows; 

INVt = 76554.65  + 1998.25EXRATEt     +0.55GOEXPt       -22G4.16INFt- 

0.867.64INTt..........4.1 

INVt = 98401.98 + 2002.03EXRATEt +0.56GOEXPt -2454.83INFt-1446.68INTt-

0.02LAGINVt.......4.2 

Considering the results of the global statistics as displayed on table 4 3. Model 1 

on Least Square is selected for the analysis having paraded the best statistics 

(see table 4.3). 

4.3.2 Test of Model Significance - ANOVA 

In order to confirm the specification status of our model, wt employ the analysis 

of variance or ANOVA, for short. 

Decision Rule 

Employing the E-views software, since the F - ratio calculated (13 622) > F - ratio 

critical (4.22, 2.78), at both 1% and 5% levels of significance respectively, we 

reject Ho and conclude that the selected determinants of investment have a 

significant relationship with the level of investment in Nigeria (see table 4.3). 



 
 

4.3.2.1 THE IMPACT OF THE DETERMINANTS OF INVESTMENT    

ON LEVEL OF INVESTMENT IN NIGERIA (TEST OF 

HYPOTHESES 1-4). 

 The research is based on the following hypotheses which were tested: 

H01:  Inflation rate has no significant effect on the level of investment 

         undertaken in the economy of Nigeria. 

 

H02:  Exchange rate movement has no significant influence on the level of 

          investment undertaken in the Nigerian economy, 

 

H03:  Government expenditure has no significant impact on the amount of 

          investment undertaken in the economy. 

 

H04:  There is no significant correlation between interest rate movement and 

          the level of investment undertaken in the economy of Nigeria. 

 

In testing for the contribution of the individual explanatory variables to the 

level of investment in Nigeria, the student t - test is adopted. We refer to the 

regression result in Table 4.4. From Table 4.4 only government expenditure 

turned out to be a significant contributor to the level of investment in Nigeria 

since the t-statistic calculated (3490804) is greater than the t-statistic tabulated 

(2.80.2.06) at both 1% and 5% levels of significance. 

 

 



 
 

Table 4.4: Macroeconomic Effect on Investment-T- Statistic 
VARIABLE 
 

X1, Exchange 
Rate  

EXRATEt 

X2, 
Government 

GOEXPt 

X3, Inflation 
Expenditure                     
Rate, INFt 

X4, Interest 
Rate, 
INTt TEST STATISTIC  

Coefficient of the 
Variable       

1998.25 0.55 
 

-2264.16 
 

-867.64 

Standard Error                             2774.49 0.16 4791.07 14606.29 

T-Statistic Calculated            0.72 3.49 
 

-0.47 -0.06 

T-Statistic Tabulated 
1%  

2.80 2.80 
 

2.80  2.80 

T-Statistic Tabulated 
5%  

2.06 2.06 
 

2.06 2 06 

Significance 0.48 
 

0.00 
 

0.0059 0,0000 

NB:   *** = significant at 1%; ** = significant at 5%; * = Not significant. F-ratio 

tabulated DF (4, 24); 1% = 4.22, 5% = 2.78, t-ratio DF (24); 1% = 2.80, 5% 

=2.06.  

Source: E views 6.5 Statistical Package. 

4.4     DISCUSSION OF RESULTS 

The results of the model show that the time series properties of the 

variables in the model the Augmented Dickey Fuller (ADF) Unit root test were 

conducted. The ADF revealed that all variables: inflation rate (X1), exchange rate 

(X2) and interest rate (X4) were stationary at first difference 1(1), except 

government expenditure (X3) that was stationary at 2nd difference 1(2). 

 The model equation is therefore specified as: Invt = 786554.65 – 

2264.16Inft + 1998.25ERt + 0.55Goexpt – 867.6371Intt. 



 
 

 From the model equation, exchange rate and government expenditure 

have positive relationship with the level of investment while inflation and interest 

rates have negative relationship with investment level in the Nigeria’s economy 

within the period under consideration.  Thus, these were in line with our a priori 

expectations. 

 The effect of exchange rate on investment is ambiguous. This is because 

on one hand, a higher level of exchange rate reduces investment in the sense 

that a fall in the real income of the economy as a whole, thus reducing productive 

capacity, increase the real cost of purchasing imported capital goods, which will 

eventually lead to a decline in the level of investment.  However, exchange rates 

also have positive relationship with investment.  This occurs when currency 

devaluation in an economy enhances its competitiveness with the rest of the 

world and also expands its exports volume.  This type of scenario makes a 

country/investors look inward, relies mainly on its internal resources and 

industries thereby boosting investment in the country. 

 Inflation rate is expected theoretically to be negatively related to 

investment.  This is due to the fact that as inflation increases, the value of 

economic activity reduces, performance drops and ultimately investment 

reduces. 

 The effect of interest rate on investment is expected to be negative.  This 

is because as the interest rate (lending rates) increases it deters prospective 



 
 

investors, makes the cost of borrowing costly and the resultant outcome will be 

decline/fall in the level of investment undertaken. 

 From the test of the hypotheses, the first test revealed that negative and 

insignificant impact shown by inflation rate can be attributed to macroeconomic 

instability and hence deters investment in Nigeria.  The insignificant impact 

shows that most enterprises in Nigeria responds to higher prices of goods and 

services by increasing output, so as to take advantage of soaring prices and 

instability.  This result confirms with the findings of Acosta (2005). 

The insignificant impact shown by exchange rate depicts that it has 

insignificant impact on the level of investment in the Nigerian economy.  This 

may not be far from the fact that groups, firms and individuals alike finds it 

difficult to operate as a result of the continuous  depreciation of the naira which 

makes importation of inputs more expensive.  The impact is found to be 

insignificant because in Nigeria, no matter how devalued the naira is, the level of 

importation is still high.  This is in tandem with the findings of Ayeni (2014) and 

Sajid and Sarfraz (2008).  According to Ayeni (2014), this is due to the fact that 

other factors that inhibit investment are much more complex than the exchange 

rate in Nigeria. 

 Government expenditure is positively related and has positive impact on 

investment in Nigeria.  This shows that government increased expenditure in 

recent times have to a greater extent encouraged investment and hence, the 

need to sustain the trend.  This is in conformity with the findings of Elbadawi 



 
 

(1996).  Investment stimulates economic growth while government expenditure 

spurs investment. 

 Finally, interest rate was found to have negative and insignificant impact 

on investment.  High interest rates discourages the tendency to borrow by 

prospective investors and thus results in low level of investment in Nigeria.  This 

is because despite all efforts to encourage investment, the interest rate has 

continued to remain high in Nigeria.  For sometimes now, the Monetary Policy 

Rate (MPR) has been maintained at 12% by Central Bank of Nigeria (CBN), 

without minding the aftermath effect on investments.  This finding is in line with 

De-Gregrio (2009) empirical findings and also can be explained by the fact that in 

Nigeria, interest rate is often manipulated and imposed on the borrowers.  In 

other words, interest rate in Nigeria is highly regulated.  The double digit rate 

favours mostly buying and selling rather than investment in real assets. 

 

 

 

 

 

 

 

 



 
 

CHAPTER FIVE  

5.0 SUMMARY OF FINDINGS, CONCLUSION AND 

RECOMMENDATIONS 

5.1 SUMMARY OF FINDINGS: 

The research work centred on the Determinants of Investment in the 

Nigerian Economy: An Empirical Approach, 1981 – 2009. 

 The followings were the findings of the work: 

1. Inflation rate, exchange rate, government expenditure and interest rate 

jointly have significant impact on investment in the Nigeria economy.  They 

play significant role in determining the level of investment undertaken in 

Nigeria, 

2. The individual test of significance carried out using the t-tests showed that: 

i. Inflation rate was revealed to have negative and insignificant impact on 

investment.  This can be attributed to macroeconomic instability and 

hence deters investment in Nigeria.  Also, most enterprises in Nigeria 

responds to higher prices of goods and services by increasing output, 

so as to take advantage of soaring prices and profitability. 

ii. Exchange rate does not exert significant impact on investment within 

the period under consideration.  This was attributed to the fact that 

investors finds it difficult to operate as a result of continuous 



 
 

depreciation of the naira which makes importation of inputs more 

expensive. 

iii. Government expenditure was the only variable that exerts significant 

and positive impact on investment in Nigeria.  This shows that 

government increased expenditure in recent times have to a greater 

extent encouraged investment and hence, the need to sustain the 

trend. 

iv. Interest rate have negative and insignificant impact on investment.  This 

is because despite all efforts to encourage investment, the interest rate 

has continued to remain high in Nigeria.  The double digit rate favours 

mostly buying and selling rather than investment in real assets. 

3. The poor, unsteady and low level of investment experienced in Nigeria can 

be attributed to inadequate attention given to macroeconomic variables 

that determined investment in the Nigerian economy, such as the ones 

enumerated above. 

4. The Coefficient of Determination (R2 adjusted) with 64.3% shows that the 

explanatory variables – inflation rate, exchange rate, government 

expenditure and interest rate accounts for greater percentage (64.3%) 

changes in the dependent variable (investment). 

 

 

 



 
 

5.2 CONCLUSION 

Based on the findings above, the study concludes, 

1. That the entire explanatory variables do meet the a priori expectation 

2. That investment in Nigeria has not been encouraged a great deal given the 

fact that only one of the four selected explanatory variables exerts a 

significant effect on the level of investment in Nigeria 

5.3     RECOMMENDATIONS: 

 In view of the findings of the research work, the following 

recommendations were made: 

1. Government should review its policies on investments (public and Private) 

and pay more attention to its determinants i.e. inflation rate, exchange rate, 

government expenditure and interest rate.  They are essential ingredients 

for boosting investments in Nigeria. 

2. There is need for improved efficiency of macroeconomic framework with a 

view to achieving stability, creating a friendly investment environment and 

increased private sector participation.  Curbing inflation will go a long way 

through the increase in output which depends majorly on infrastructures is 

also recommended.  

3. Government should invest more of its available resources in the provision 

of infrastructures which will increase output, reduce inflation, interest rate, 

exchange rate fluctuation and ultimately increase investment. 



 
 

4. Monetary authorities should find ways of determining the best rate at which 

interest rate should be maintained, so as to encourage borrowing for 

investment purposes.  Interest rate should not be left in the hands of the 

forces of demand and supply. 

5. Exchange rate policies should consider the necessity of price and interest 

rate stability as cardinal rule. While government should endeavour to 

control the falling value of the naira relative to foreign currencies. 

6. Government need to focus on the overall institutional framework of public 

and private investment in Nigeria in order to facilitate growth and 

development in the country. 
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