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Abstract: 

This study investigated the effect of capital adequacy on Commercial Bank ‘s financial performance in Nigeria. The research was an x -post -

facto research design which made use of secondary data covering the period of 2010-2017. Descriptive statistics was employed to check the 

trends, linearity or otherwise of the data. Regression model was applied in determining the extent of the effects exerted on Commercial Bonk 

Financial performance by Loans and Advances, Owners ‘ Equity and Total Deposits of commercial banks in Nigeria. The main theory that 

underpinned the research is the; “Liquidity Theory “. The result of the analysis shows that Owner’s equity (OE has positive and no significant 

impact on Net interest Income (Nil) of Commercial Banks in Nigeria. This study also confirmed that Loans and Advances had a positive and 

significant relationship with Net Interest Income of Commercial Banks in Nigeria. The study further show that Total Deposits had negative and 

no significant effect on Net Interest Income of Commercial banks in Nigeria. In the light of above findings, the study concluded that loans and 

advances are the important and positive predictor of commercial Bank financial performance measured in terms of Net interest income. The 

study therefore recommended that management of Commercial Banks in Nigeria should adhere strictly to the provisions of the prudential 

guidelines in reviewing and reporting bank financial performance, particular/i’ in the areas of credit portfolio classification and disclosures, 

provision for non-performing loan facilities, interest accruals, and classification of other assets and off balance sheet engagement. 
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Introduction 

The financial sector is one of the mostly regulated sectors in an economy and banking by far the most heavily regulated industry. Regulatory 

authorities carry out their supervisory functions through hank examinations. Bank examination is understood as the examination of the hooks, 

records and affairs ofa bank for the purpose of finding out whether the affairs of the banks are conducted in a safe and sound manner with 

respect to adequacy of capital, asset quality, corporate governance, earnings, liquidity, adequacy of internal control, adequacy of accounting 

system and record keeping as well as compliance with both the individual hank’s internal policies and prudential guidelines (Longe, 2003, 

lgbinosa and Aigboso. 2016). 

The importance of the banking financial institution sector is based on the fact that banks arc the foremost channel of savings and allocation of 

credit in an economy (Abdul. 2017). The sector 

facilitates financial intermediation task by transferring the money into productive investments. Banks serves as a bridge between small savers 

and big borrowers and executes all tasks related to the profitability and secure channeling of funds. Therefore to maintain the hope of the 

banking sector, the financial authorities have to ensure that banks play by the rule. A major form of rules of banks is the requirements for banks 

to maintain or have some - minimum amount of capital that is adequate for their level of operations. 

Capital is a major asset of a bank’s financial institutions strength. It supports bank operation by providing a buffer to absorb unanticipated losses 

from its activities and in the event of problem, enables the bank to continue to operate in sound and viable manner while the problems are 

being addressed or resolved (Igbinosa and Aigbovo. 2016) 
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The Basel Committee introduced capital adequacy regulations in 1988. The regulations according to Bank of International Settlements (BIS) 

(2013), requires globally active banks to maintain a minimum capital of 8% of their risk adjusted assets, with capital consisting of Tier 1 capital 

(equity capital and disclosed reserves) and Tier 11 capital (Long-term debt, undisclosed reserves and hybrid instruments). It means that banks 

must maintain a capital adequacy at a specified minimum level in order to avoid risks and bankruptcy. 

The maintenance of sound capital reserves by banks can enhance the hope on the financial soundness and stability of the bank by providing 

continued assurance of honouring its obligations to bank customers. A measure of the capital sufficiency of a bank is the capital adequacy ratio, 

which is the amount of a banks’ regulatory capital expressed as percentage of its relation to their assets. The capital requirement set a 

framework on how much capital banks must have in relation to their assets. The major importance of capital adequacy in banking subsector of 

the Nigerian economy necessitated the enhanced study on the effect of capital adequacy on commercial banks financial performance in Nigeria. 

The main objective of the study is to investigate the effect of capital adequacy on commercial bank financial performance in Nigeria. The specific 

objectives are to; determine the effect of owner’s capital on return on Net Interest Income of commercial bank financial performance in Nigeria, 

Ascertain the relationship between Loan and Advances of commercial banks and Net Interest Income of commercial bank financial performance 

in Nigeria. Examine the effects of Customers’ Total Deposits of commercial banks on Net Interest Income of commercial banks in Nigeria. The 

remaining part of the paper is patterned as follows: Section 2.0 reviews the already written works in the area of study. section 3.0 states the 

methodology adopted for data collection and analysis. section 4.0 discusses the findings after data analysis, while section 5.0 concludes the 

study. 2.0 Review of Related Literature 

Concept of Bank capital 

Bank capital is seen as the shareholders’ funds or net worth or owner’s equity. They include the paid up capital, share premiums, statutory 

reserves, retained earnings (undistributed profit) general reserves, minority interest and other subsidiaries reserves excluding preference share 

and revaluation reserves. This can be got by deducting the total liabilities from total assets. (Nwankwo, 1991). 

Bank Capital Adequacy: 

CBN (2004) defines adequate capital/capital adequacy as a situation where the adjusted capital is sufficient to absorb all osses and fixed assets 

of the bank having enough surpluses for the current operations and future expansion. Central Bank of Nigeria adjusted capital is made up of 

ordinary share capital, statutory reserves, general reserves, net provisions for non performing accounts including other losses arising from 

frauds, forgeries, theft etc and loan capital that satisfies certain conditions How much capital is adequate? A bank is said to have adequate 

capital when the bank has enough funds to meet the stipulated amount and capital ratios for its level of business, ensure safe operation of the 

bank and retain public confidence, and enough to acquire the infrastructure needed for sound operations (Rose, et al, 2008) 

Adequate capital creates an avenue for better standards in any business establishment. It spurs business exertion and a better performance. 

According to Olalekan and Adeyinka (2013), the minimum ratio of capital to total risk-weighted assets should remain at 10 per cent as 

prescribed in circular BSD/1 1/2003 issued on 4 August 2003. Further, at least fifty per cent ofa bank’s capital should comprise paid-up capital 

and reserves, while every bank should maintain a ratio of not less than 1:10 between its adjusted capital funds and total credit net of provisions. 

Consequently, commercial banks in Nigeria are encouraged to maintain a higher level of capital which is commensurate with their risk profiles. 

The existing definition of the constituents of capital, deductions from total qualifying capital and restrictions within and between primary (Tier 1) 

and supplementary (Tier 2) capital are generally consistent with the Basel Accord. Tier 2 capital is limited to 100 per cent of Tier I capital. The 

general provision was part of Tier 2 capital where a bank’s specific provision for bad and doubtful debts was made to CBN’s satisfaction. 

(Olalekan and Adeyinka, 2013) 

However, such a general provision was restricted to a maximum of 1 .25 per cent of the risk weighted assets. Deferred tax assets are considered 

as intangible assets for capital adequacy purposes and should he deducted from total capital and reserves in arriving at total Tier I capital. Based 

on the Basel Accord’s level ofcapital adequacy ratio as an acceptable limit, a commercial bank may be classified into under-capitalized; 

significantly undercapitalized; critically under-capitalized; and insolvent (Olalekan and Adeyinka, 2013). 

CBN also mandated that all commercial banks should employ credit rating ratio agency to continuously update their credit on a daily basis at the 

close of each year and submitted to CBN.. Further, banks should also disclose their credit ratings prominently in their published annual reports 

(CBN, 2010). 



 

 

The effcct of capital adequacy on banks’ performance cannot be under-estimated since enough capital directly and automatically influences the 

amount of money available for loans, which will normally affects the level and degree of risk absorption. Gardner (I 981 in Hassan and Bashir, 

2004) stresses that despite its many roles and diverse functions, it is clear that bank capital is acting as a protective cushion against losses 

precipitated by certain kind of uncertainties. 

This view looks at capital as a constraint in avoiding defaults; capital also acts as a cushion for protecting owners of the fund and lenders against 

losses at the operating and liquidation stages. If deposits are going to grow, capital must grow alongside. Gardner affirms that the management 

discipline has an effect on capital. In his view capital constraints help avoid over-trading and curbing malpractices by the management. He 

further says that prudent guidelines of the capital adequacy system have an important effect on bank capital, profitability and costs. The 

importance of capital adequacy lies in the fact that it helps in spreading the cost of prudent business conduct and deters the criminally minded. 

Unioh (1991) explains that a bank requires sound capital for the same reasons that other businesses require capital since banks deal with other 

people’s money. Nwankwo (1991) emphasizes that the key element of capital is the only element common to all countries’ banking systems. It is 

prominent in published accounts as it is the point for making market judgments about capital and it has a crucial bearing Ofl profit margins and 

banks’ ability to compete. The need for sound capital for banks is a pressing problem not only in Nigeria but also to a reasonable extent in other 

countries worldwide. 

Concept of Bank Performance: 

Rose and Hudgins,(2008), says that performance refers to how adequately a financial firm meets the needs of its stockholders (owners), 

employees, depositors and other creditors and borrowing customers. Banks performance is of importance to investors because it determines 

both the returns on investment and it is a measure of economic stability and secured investment environment. Improvement in individuals, 

groups or organizations cannot be guaranteed except or unless there is a process of evaluation. Evaluation as a concept is therefore a process 

by which an organization or firm obtains a feedback on the way it has carried out its activities over time. Performance link 

an organization’s goal and objective with organization’s decisions. It is important to note that before we can declare that an activity has 

improved, it must have been measured so that the extent of improvement can be determined and/or quantified. Measurement is therefore the 

first step in determining improvement. 

Types of performance measurement: 

Shaw (2009), in Abdulrasheed, Yahaya and Aliu, (2011), observe that performance can be grouped into two basic types: 

Those that relate to result, output or outcome such as competitiveness, profit and 

Those that focus on the determinants of the result such a prices or products 

The above statements suggest that performance can be based on results and determinants. They further said that performance usually 

embraces the following interlinking fundamental areas: 

Money; usually measured as profit or loss; Output/input relationship or productivity; 

Customer emphasis: such as quality; Innovation and adaptation to change, and Human resource. 

Measuring Bank Performance 

The significant changes that have occurred in the financial sector of developing economy like Nigeria have increased the importance of 

performance analysis of modern banks. Performance analysis is an important tool used by various agents operating either internally in the bank 

or who form part of the bank’s external operating environment. This is why investor in share and bond issued by banks consider the investment 

outcome before forming an opinion about the ability of its management. 

Abdulkadir (2007) report that a good means of measuring the performance of banks and other business organization is the financial analysis. 

Financial analysis is therefore, the process of identifying the financial strengths and weakness of a firm by properly establishing relationship 

between the items of the balance sheet, the profit and loss account. In performing the analysis financial ratios are employed, which shows the 

relationship between items in the financial statement. These financial statements are prepared as general information models of an enterprise at 

regular period, normally each year.(Ajayi,2007). 

 

 

 

 

 

 

 

 



 

Prem (2012) observes that unlike any other manufacturing or Service Company, a hank’s accounts are presented in a different manner (as per 

banking regulations). The analysis of a bank account differs significantly from any other company. The operating and financial ratios, which an 

analyst would normally evaluate before invest in a company, may not be the same in all bank (for example, operating margins). The raw 

material for a bank is cash. The ability for bank growth in the long-term is therefore, depends upon the amount cash in the bank (i.e. capital 

adequacy ratio). 

Capital comes primarily from total owner’s equity. As a result, price to book value is important while analyzing banking stock rather than 

price/earnings (P/E). but deduct the net non- performing asset from net worth to get a true feel of the available capital for growth. 

Key factors that influence bank’s Performance 

One of the key parameters used to analyze hank performance is the Net Interest Income (Nil). NIT is essentially that difference, between 

income and expenditure. This parameter indicates how effectively the hank conducts its business of receiving and giving to customers (in short, 

how to generate more from advances and spend less on deposits).(Nwankwo, 1991) 

Interest Revenue interest earned on loan ± interest earned on investments + interest on deposits with CBN. Since banking activities mainly deal 

with “interest”, current interest rates of an economy have a big role to play. So, in a high interest rate scenario, banks earn more on loans. But if 

interest rates are low, both corporate and retail classes will hesitate to borrow. But when interest rates are high, banks find it difficult to 

generate revenues from advances. 

While deposit rate also fall, it has been observed that there is a squeeze on a bank when bank rate is soft. A bank cannot reduce interest rate on 

deposit significantly, so as to maintain its customer base, because there are other avenues of investments available to them (like mutual fund, 

equities, public savings scheme) (Abdulrasheed et al.20l I) 

Since a bank normally give loans to both retail and corporate clients, interest accruals also depend upon factors that act on demand for money. 

Firstly, the business is heavily dependent on the economy. Obviously, government policies (say reforms) cannot be ignored when it comes to 

economic growth. In time of economic slowdown, corporate bodies tighten their purse strings and curtail spending (especially for new 

capacities), this means that they will borrow less, Prem (2012). Companies also become more efficient and so they tend to borrow lesser even 

for their day- to-day operations (working capital need). In period of good economic growth, credit off-take pick up as corporate bodies invest in 

anticipation of higher demand going forward. Similarly, growth drives for the retail segment are more or less similar to the corporate borrowers. 

Owner’s Equity 

Owner’s Equity is defined as the part of the total value of a firm’s assets that can be claimed by its owners (sole proprietorship or partnership) 

and by its shareholders (if it is a corporation). It is calculated by deducting all liabilities from the total value or an asset (Equity = Assets — 

Liabilities). (Edvardsson, Johnson, Gustadsson and Stmdrik, 2000). The liabilities represent the current and non- current liabilities. Ctirrent 

liability is one paid on demand and also fall due within twelve months of the balance sheet date while non-current liabilities are those that will 

fall due after twelve months. They are the amount owed by the owner to lenders, creditors, investors and other individuals or institutions who 

contributed to the purchase of the asset. Owner’s equity is defined as the amount of money invested by the owner in the business minus any 

money taken out by the owner of the business. For example: If a real estate project is valued at N500.000 and the loan amount due is 

N400,000, the amount of owner’s equity is N 100,000 whether the business is tightly held (Owner’s) or 

widely held (Shareholder’s). 

https://corporatefincinceinstitute. corn/resources/knowledgo/valua tion/orvners-equity, 2018) 

Equity and Owner’s Equity 

The term “equity” means the value of a property after all charges and debts has been paid. It can also mean ownership of something. In general 

terms, equity is considering the value of something and how much is owed on that value. Equity in real estate means the value of a piece of 

property that is not the loan amount. So, if a property is valued or appraised at N 100,000, and the loan amount is N80,000. the equity is 

N20,000. Owner’s equity is an owner’s ownership in the business, that is, the amount of the business assets owned by the business owner. 

Another way to look at this concept is to say that owner’s equity in a business is the amount 

 

 

 

 

 

 

 

 



the owner has invested iii the business minus any money the owner has taken out of the business in the form of a withdrawal— not as salary. 

You can find the amount of owner’s equity in a business by looking at the balance sheet. On the left are assets, the value of what the business 

owns. On the right top are liabilities, what’s owed by the business, and the owner’s equity. 

Equity Interest 

An equity interest is an ownership interest in a business entity, from the concept of equity as ownership. Shareholders have equity interest their 

purchase of shares of stock in the corporation gives them a share of the ownership of the business. Equity interest is the opposite of creditor’s 

interest from loans made by creditors to the business. 

Loan and Advances 

Loans and advances arc general descriptions of debt obligations companies owe and must show on their balance sheet as part of total liabilities. 

Formal contracted loans are typically known as “notes payable” on a balance sheet, whereas advances or purchases on credit are recorded as 

accounts payable. Overdraft facility allows customers to draw beyond the deposits of their current accounts, for a viable and ongoing business. 

Total Deposit 

Total deposit could be an amount paid by a customer to a company prior to the company providing it with goods or 

services. In other words, the company receives the money prior to earning it. The company receiving the money has an 

obligation to provide the goods or services to the customer or to return the money. 

For example, Ace Manufacturing Co. might agree to produce an expensive, custom-made machine for one of its customers. Ace requires that the 

customer pay N50,000 before Ace begins to design and construct the machine. The N50,000 payment is made in December 2012 and the 

machine must be finished by June 30, 2013. The N50,000 is a down payment toward the machine’s price of N400.000 

(https://www. accountingcoach.coni./terms/C/custorner-deposits, 2018) 

Theoretical Framework 

The theoretical framework of this study is based on liquidity theory propounded by Holmstom and Tirole (1998). The theory provided liquidity in 

which intermediaries have borrowing frictions. It states that a government has an advantage over private markets because it can enforce 

repayment of borrowed funds while the private lenders cannot. They showed that availability of government provided liquidity leads to a Pareto 

improvement where there is aggregate uncertainty. They further argue that the role of the government is thus to correct any inefficiencies 

arising from externalities and private information and possibility of hidden trades. 

Empirical Review 

Bourke (1989) examined the effect of capital adequacy ratio on performance in a cross-country study of 12 banks from Europe, Australia and 

North America. He found a significant positive relationship between capital adequacy and profitability indicating that banks with higher capital 

ratio are more profitable than banks with less capital ratio. Berger and Bouwman (201 3) examined the impact of capital adequacy requirements 

on banks performance during financial crises by focusing on three dimensions of performance: survival, market share and profitability. Their 

sample is composed of all US banks from 1984-2009. They find that higher capital ratios help banks to survive and to increase their market 

shares and profitability. Osayande and Imafidon (2013) examined the relationship between regulation and performance of banks in Nigeria for 

the period 2006 to 2010. The study employed a panel regression model given that the data were a combination of cross-sectional and time-

series in nature. The findings of the study were that bank regulation is negatively associated with performance. 

3.0 Methodology  

Research Design 

The research utilized an ex-post fricto research design. Agburu (2001), posits that post facto research design known also as causal comparative 

research involves the ascertaining of past factor(s) or the present happening or event. The population of this study comprised quoted 

commercial banks in the Nigerian stock exchange (NSE).The sample size of the study consists of five (5) commercial banks selected using 

purposive sampling technique to enable the researchers choose the banks that possess the required information. These banks are: Diamond 

Bank, Eco Bank, UBN, Zenith Bank, First Bank, The study made use of data obtained from audited financial reports of the selected commercial 

banks for a period of 8years (2010-2017) Multiple regression model was 

 

 

 

 

 

 

 

 

 



adopted for the analysis. The preliminary analysis involves the use of descriptive statistics and regression analysis. 

Model Specification 

This study is anchored on the model of Karernera (2013) with some modifications to suit this study. The functional relationship between the 

dependent variable, that is, selected commercial banks financial performance (proxy by Net Interest Income (NIT) and the independent 

variables (Owners’ Equity. Loans and Advances and Total Deposits) are as follows; 

N1I1
it   =    f(OE,     LA, 

TD) ………………………………………………..  (4) 

The model is specified in econometric form as follows: 

NII
it = ᵝa+ ᵝ1 + ᵝ2LAa 

+ ᵝ3 TDit……..£it ,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,,, (5) 

Where: 

Nil1 Net interest Income of Bank i at OE = Owners’ Equity of Bank i at 

LA Loans and Advances of Bank i at 

TD —Total Deposits of Bank i at 

u Error term/unexplained variables 

Apriori expectation = 32= 33> 0 

 Description of Variables 

Net Interest Income (NIl) 

Nil is essentially that difference between the bank’s interest revenues and its interest expenses. This parameter indicates how effectively the 

bank conducts its lending and borrowing operations (hov1 to generate more from advances and spend less on deposits) 

interest income/Revenue is computed as; Interest earned on loan interest earned on investments + interest on deposits with CBN. 

Since banking operations basically deal with “interest”, interest rates prevailing in the economy have a big role to play. 

Owner’s Equity 

Owner’s Equity is defined as the proportion of the total value of a company’s assets that can be claimed by its owners (sole 

proprietorship or partnership) and ’by its shareholders (if it is a corporation). It is calculated by dedticting all liabilities from the total value of an 

asset (Equity = Assets — Liabilities). 

The liabilities represent the amount owed by the owner to lenders, creditors, investors and other individuals or institutions who contributed to 

the purchase of the asset. 

Loan and Advances 

Loans and advances are general descriptions of debt obligations companies owe and must show on their balance sheet as part of total liabilities. 

Formal contracted loans are typically designed as “notes payable” on a balance sheet, whereas advances or 

purchases on credit are recorded as accounts payable. Overdraft facility allows customers to draw beyond the deposits of their 

current accounts, for a viable and ongoing business. 

Total Customer Deposits 

The Liability accounts on the books of company shows that 

receiving cash in advance of delivering goods or services to the customer. The entry on the books of the company at the time the money is 

receied in advance is a debit to Cash and a credit to 

Customer Deposits 

A customer deposits could be an amount paid by a customer to a company prior to the company providing it with goods or services. 

4.0 Data Presentation and Analysis 

Table 4.0 Presentation of the variables, Net Interest 

income/Revenue, Loans and Advances, Total Deposit, Owner’s Equity. 



 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

source:  E-view 9 computation 2018 

Table 4.1 above is a descriptive statistical analysis of the variables in the study. In the case of independent variables the results reveals that the 

mean value for capital adequacy proxies, Loans and Advances, Total Deposits and Owner’s Equity are 10.55, 12.68 and 14.12 respectively. The 

median value for net interest income, loan and advances, total deposit and owner’s equity are 13.96, 10.77, 12.67 and 14.48 respectively. This 

show that their respective median value have some level of relationship with their mean values; an indication that much dissimilarities do not 

exist in terms of the values and structure of respective leverage and growth of the respective individual banks. 

The capital adequacy proxies loan and advances, total deposits and owner’ equity maximum values are 07.903596, 12.02368, and 11.73327 

respectively. The standard deviation value for net interest income, loan and advances, total deposits and owner’s equity are 0.871187, 

0.916652, 0.370229 and 0.929060 respectively. The standard deviation figures for the independent variables indicate that most of the banks are 

not in the same range of capital adequacy. All the independent variables exhibit negative skewness, while the kurtosis values for the 

independent variables are 4.048 103, 2.077779 and 3.5489 10. The probability corresponding to Jarque- Bera (JB) shows that all the 

independent variables were normally distributed. 



Table 4.2 Regression Analysis 

Dependent Variable: LNNTI 

Method: Least Squares 

Date: 11/25/18 Time: 16:17 

Sample (adjusted): 3 40 

Included observations: 37 after adjustments 

Variable      Coefficient       Std. Error        t-Statistic       Prob, 

 

Nil — -0.069080 - 1.041973 + 0.117292 0.363 948 SE = (4.229761) (0.252691) (0.491980) (0.223356) 

Interpretation of Regression coefficient, Durbin-stat and coefficient of determination (R2) 

The regression coefficient shows that a 1% increase in loan and advances will lead to a decrease in net interest income (NIl) by - 

0.069080. The regression also shows that a 1% increase in Owner’s Equity (OE) will lead to an increase in NIT by 0. 117292. Also a I O,/ 

increase in Total Deposit (TD) will lead to a decrease in Nil by -0.363948. The result shows that loan and advances has positive and significant 

relationship with Net Interest Income. Owner’s Equity has positive and no significant effect on Net interest Income of commercial bank 

performance in Nigeria. Total deposit has negative and no significant impact on Net interest Income of commercial banks in Nigeria. 

The coefficient of determination which was captured with adjusted R-square shows that the value of adjusted R-square yielded 0509740. This 

means that about 51% of the variations of Net Interest income are explained by changes in the specified independent variables. This entails that 

about 49% of changes in Net Interest Income is explained by other variables outside the model. The Durbin-Watson which yielded 1.116968 

shows a positive presence of serial correlation in the time series data. 

5.0 Summary of findings, Conclusion and Recommendations Summary of findings 

I. Loan and advances had a positive and significant relationship with Net Interest Income of the sampled Commercial Banks in Nigeria 

2. Total Deposits had negative and no significant effect on Net Interest Income of the sampled Commercial Banks in Nigeria 

3. Owner’s Equity had a positive and no significant impact on Net Interest Income of Commercial Banks in Nigeria. 

Conclusion 

This study investigated the effect of capital adequacy on financial performance of Commercial banks in Nigeria for the period 20 10- 20 17. The 

capital adequacy variables considered in this work include loan and advances, customers’ total deposits and owner’s equity. The specified model 

was estimated using ordinary least square OLS. 

The Descriptive statistics and regression analysis were used to investigate the standard tests for the significance of the overall regression. The 

regression analysis was used for estimating the relationship among variables, It was concerned with the study of the dependency of one variable 

(dependent variable) on one or more other explanatory or independent variables with a view of finding out the mean or average value of the 

former in terms of known or repeated values of the latter. It was therefore concluded that loans and advances and owners equity are the 

important and positive predictor of deposit money banks financial performance in Nigeria 

Recommendations 

Management of Commercial Banks in Nigeria should adhere strictly to the provisions of prudential guidelines in reviewing and reporting bank 

financial performance, particularly in the areas of credit portfolio classification and disclosure, provision for non-performing loan facilities, interest 

accruals, and classification of other assets and off balance sheet engagement. Amendment to prudential guidelines of deposit money banks in 

Nigeria should be in line with the Basel Accord of 2004. 



Commercial Banks authorities should maintain programmes aimed at continuous liberalization of the financial system in favour of the poor, 

reduce the number of adult Nigerians excluded from formal financial services, promoting deposit collection and promoting financial inclusion and 

sustain the country’s development which hinges on ensuring that adults population have access to affordable financial services in Nigeria. 

Commercial Bank authorities should ensure the maintenance ofhigh level of equity financing. High level of equity financing reduces external 

funding and also will ensures high financial performance by deposit money banks in Nigeria. 
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Abstract 

 

This study investigated the effect of selected microeconomic variables fluctuation on private domestic  investment in Nigeria. Specifically the 

study sought to; (i) evaluate the long-run effect of interest rate on private domestic Investment in Nigeria (ii) ascertain the responsiveness of 

exchange rate to private domestic Investment in Nigeria (iii) determine the impact of inflation rate on private domestic investment in Nigeria.. 

The researcher adopted time series data from 1986 to 2017 which were drawn from Central Bank of Nigeria (CBN) statistical bulletin various 

issues. The data obtained were subjected to advanced econometric technique, the Augmented Dickey Fuller (ADP) unit root test, the Johansen 

co-integration residual test. The Co-integration result variables, Exchange Rate, Interest indicated that there are three () co-integrating 

equations which indicate that rate, Inflation rate, Private there is a long—run relationship between the dependent and the independent Domestic 

Investment, variables. The result of ADF reveals that the variables are integrated of different order. The regression result indicates that 

exchange rate exerts positive and significant response to private domestic investment in Nigeria. While inflation rate and interest rate have 

negatively affected the growth of Private Domestic Investment in Nigeria. The study recommends that an effective foreign exchange rate 

management is expected to break the dominance of the oil sector, and give more opportunities to other sectors of the economy such as the 

manufacturing, agriculture, solid mineral mining etc and ultimately improve its balance of payment. Also, exchange rate policies should not be 

tied to external factors like changes in oil price because it has chain reaction on other sectors of the Nigerian economy.  

 

 

 

 

 

 



1.0 Introduction 

Investment determines the long-run economic sustainability of any nation. In some years back, there has been mounting debate on the 

importance of domestic investment to economic development especially in developing economies. According to OECD (2001), a country’s 

economic performance over time is determined to a large extent by its governance performances (i.e. political, institutional, and legal 

environment). It is generally accepted that long-term economic growth of a country will lead to a significant improvement in the standard of 

living of its citizens. A reduction in the widcsprcad poverty which is a major feature of the Nigeria economy can be achieved through a sustained 

increase in domestic investment. 

A closer look at the pattern of domestic investment in Nigeria is imperative in order to be able to achieve sustained growth. Over the years, the 

Nigerian economy has gone through periods of economic and political instability, which have hindered domestic investment into the country. The 

stability of a country’s socioeconomic and political system reflects the soundness of its level of governance and this is seen as a major factor in 

decision making by investors. 

Also, the downward trend in private investment can be attributed to policy inconsistency over time in Nigeria. Exchange rate, interest rate and 

inflation rate are the economic indicators which directly affect investment. This gives credence to why the public sectors, foreign investor and 

private individual pay lots of attention to the macroeconomic variables variations. The exchange rate for example is among the most watched, 

zed and government manipulated macroeconomic indicators. Since September 1986, en the market determined exchange rate system 

:Ls introduced via the second tier foreign exchange market, the naira exchange rate has exhibited the features of continuous depreciation and 

instability (Oniore, Gyang & Nnadi, 2016). 

People have not been investing due to exchange rate volatility high interest and inflation rates. This instability and continued depreciation of the 

naira in the foreign exchange market for example has resulted in decline in investment, standard of living of the populace, increased cost of 

production which also leads to cost push inflation. It has also tended to undermine the international competitiveness of non— oil exports and 

make planning and projections difficult at both micro and macro levels of the economy. This study, therefore, tends to contribute to the existing 

literature on the effect of macroeconomic variables fluctuation on Domestic Private Investment in Nigeria. 

1.2 Statement of the Problem 

A good number of small and medium scale enterprises have been strangled out as a result of low dollar/ naira exchange rate, high interest and 

inflation rate fluctuations and so many other problems resulting from fluctuations in macroeconomic variables (Adelowokan, Adesoye & 

Balogun, 2015). The frequent appreciation of the dollar against the naira has led to sharp drop in private domestic investment in the country. 

Political instability has also made the climate for private saving and investment hostile and dull in Nigeria. In spite of various structural changes 

and reforms in Nigeria, the country remains entangled with a number of economic maladies such as corruption, which so far has proven to he 

overwhelming against the nation (Oniore, et al, 20163. 

Among these difficulties are high unemployment aim poverty levels. The planned withdrawal of the government from the investment scene, and 

leaving it to the private sector to play its function has not been too promising for the nation. Nigeria’s macroeconomic indicators show the 

pitiable performance of private investment in Nigeria for the period 1986 to date (CBN, 2010). For example, private investment declined from 

12.3% of GDP in 1991 to 8.3% o 01W in 1992, this may be partly due to the reduced public investment, which fell during the same period. 

Private investment then increased to 12.5% in 1993 and to 16% in 1994. Later, it fell continuously to 8.p% in 1996. Between 2001 and 2005, 

the ratio averaged 13%; it peaked at 16.2% in 2002 but fell again to 12% in 2005 (CBN, 2010). It was found from the CBN statistical bulletin 

that the growth rate of domestic investment in 1980 was 133.1% while gross fixed capital formation was 11.7%. In the same year, the gross 

domestic product growth rate was 18.2%. This implies that the growth rate of domestic investment was greater than GDP growth rate while 

GD? Growth rate was greater than gross fixed capital formation (GFCF). In 1990, the growth rate of domestic investment ( 1.6%) was still 

greater than GDP growth rate (23.7%) while GDP growth rate was still less than gross fixed capital formation (38.8%). 1-lowever, it was 

observed that between 1980 and 1990, GDP growth rate and gross fixed capital formation were on the increase while domes tic investment 

growth rate was on the decrease and the trend had continued unabated till date (Nweze, 2017). Therefore, this study investigated the effect of 

macroeconomic variables fluctuation on private domestic investment in Nigeria. 

 

 

1.2  Objectives of the study 

The main objective of the study is to investigate the effect of macroeconomic variables fluctuation on Private Domestic Investment in Nigeria. 

The specific objectives are to; 

Evaluate the long-run effect of interest rate fluctuation on Private Domestic Investment ik Nigeria. 

Ascertain the responsiveness of real exchange rate fluctuation to Private Domestic Investment in Nigeria 

o Determine the impact of Inflation rate fluctuation 

on Private Domestic Investment in Nigeria. 



1.3 Research Questions 

To what extent does interest rate fluctuation positively and significantly affected Private Domestic Investment in Nigeria in the long-run? 

How far real exchange rate fluctuation does positively and significantly responded to Private Domestic Investment in Nigeria? 

What are the impacts of Inflation Rate fluctuation on Private Domestic Investment in Nigeria? 

2,0 Review of Related Literature 

2.1 Conceptual Framework 

Macroeconomic Tariab1es 

Macroeconomic variables refer to factors that, are pertinent to the broad economy at the regional or national level and affect a large population 

rather than a few select individuals. Macroeconomic factors such as economic output, unemployment, inflation, savings and investment are key 

indicators of economic performance and are closely monitored by governments, businesses and consumers (Khalid et 

al, 2012). 

Fischer (1993) posits that the interplay or relationship between various macroeconomic factors is the subject of a great deal of study in the field 

of macroeconomics. While macroeconomics deals with the economy as a whole, microeconomics is concerned with the study of individual agents 

such as consumers and businesses and their economic decision-making. 

The macroeconomic factors are; real GDP, the unemployment rate. the inflation rate, the interest rate, the level of the stock market, and the 

exchange rate Juma,, 2014). The five common macro-economic factors: rate of inflation — affects prices for inputs and outputs in the short run 

and  interest rates over the longer run in an economy rates of 3 , interest — affects cost of capital which is the interest expenses hence property 

values, rate unemployment — affects available income and hence disposable income for investments since this is an important source of internal 

equity capital, rate of growth in GDP — affects the domestic demand for national output and rate of foreign exchange — affects the value of t 

currency relative to international currency hence affecting property values where different currencies are involved well as the export demand for 

outputs. 

Domestic Investment 

Domestic investment is described as expenditures on capital goods to be used for productive activities in the domestic economy that are 

undertaken by the business sector during a given time period, after deducting capital depreciation. More specifically net private domestic 

investment is found by subtracting the capital consumption adjustment from gross private domestic investment. Its primary function is to 

measure the net increase in the capital stock resulting from investment (Economic Glossary, 2008) 

Gross private domestic investment is the measure of physical investment used in computing GDP in the measurement of nations’ economic 

activity. This is an important component of GDP because it provides an indicator of the future productive capacity of the economy. It includes 

replacement purchases plus net additions to capital assets plus investments in inventories. From 20 02-2011 it amounted to 14.9% of US GDP, 

and from 1945- 2011 was 15.7% of GDP (BEA, USDC, 2013). Net investment is gross investment minus depreciation. Of the four categories of 

GDP (investment, consumption, net experts, and government spending on goods and services) it is by far the least 

stable. (Investment https://www.inves,topedia.corn/term s/i/investment.asp#ixzz5LaCSBy3P. 2018) 

 

Why Private Domestic Investments? 

Importance is attached with investment activity for overall economic performance of countries in long run perspectives, endogenous growth 

theory gives more emphasizes for investment activities for long run economic performances. It creates an employment opportunities, enhances 

technical progress and introduces new techniques of production and facilitates economic growth. Thus, investment determines productivity in 

the long run through the accumulation of capital stock. 

Exchange Rate: In finance, an exchange rate is the rate at which one currency will be exchanged for another. It is also regarded as the value 

of one country’s currency in relation to another currency (CAF, 2018) 

Exchange Rate fluctuation 

A market-based exchange rate will change whenever the values of either of the two component currencies change. A currency becomes more 

valuable whenever demand for it is greater than the available supply. It will become less valuable whenever demand is less than available supply 

(this does not mean people no longer want money, it just means they prefer holding their wealth in some other form, possibly another currency) 

(Asaleye, 2016) 

Increased demand for a currency can be due to either an increased transaction demand for money or an increased speculative demand for 

money. The transaction demand is highly correlated to a country’s level of business activity, gross domestic product (GDP), and employment 

levels. The more people that are unemployed, the less the public as a whole will spend on goods and services. Central banks typically have little 

difficulty adjusting the available money supply to accommodate changes in the demand for money due to business transactions. 

Speculative demand is much harder for central banks to accommodate, which they influence by adjusting interest rates. A speculator may buy a 

currency if the return (that fs the interest rate) is high enough. In general, the higher a country’s interest 



rates, the greater will be [he demand for that currency. It has been argued that such speculation can undermine real economic growth, in 

particular since large currency speculators may deliberately create downward pressure on a currency by shorting in order to force that central 

bank to buy their own currency to keep it stable. (When that happens, the speculator can buy the currency back after it depreciates, close out 

their position, and thereby take a profit.) (CAP, 2018) Inflation etc 

A country’s rate of inflation drives its interest rates. And interest rates tend to affect how foreign capital flows in and out of a country. “If 

inflation is consistently rising in any one country, the central bank will control that and they do that through raising interest rates,” 

(McGrath,2o18) 

Higher interest rates can stimulate the amount of foreign investors and their capital coming into the marketplace, causing the demand for the 

country’s currency to increase. 1-laying a higher currency value then lowers the price of imported goods for citizens of that country. 

“Interest rates for currencies are the main driving force behind a currency’s valuation. “If people expect interest rates in a certain country to go 

up, it’s going to have a positive effect on that country’s currency. 

Interest Rate: 

Interest rate is the amount charged, expressed as a percentage of principal, by a lender to a borrower for the use of assets Interest rates are 

typically noted on an annual basis, known as the annual percentage rate (APR) 

Datta and Kumar (2011) define interest rate as the reward for not hoarding cash, but for parting with liquidity for a specific period of time. This 

focuses more on the lending rate. 

lyoha, (2012) define interest rate as the return or yield on equity or the opportunity cost of deferring current consumption in the future. Some 

examples of interest rate include the saving rate, lending rate, and the discount rate. Engle and Granger (2007) define interest as the price 

which equates the supply of credit or savings plus the net increase in the amount of money in the period, to the demand for credit or investment 

plus net hoarding in the period. This definition implies that an interest rate is the price of credit, which like other price is determined by the 

forces of demand and supply; in this case. the demand and supply of loanable funds (Lipsey, 2012). 

Dakwat, (2010) defines interest rates, as the rental payment for the use of credit by borrowers and return for parting with liquidity by lenders. 

Like other prices, interest rates perform a rationing function by allocating limited supply of credit among the many competing demands. 

2.2 Theoretical framework Simple Accelerator Model 

The basic idea of accelerator theory states that investment responds to the changing demand conditions, thus net investment is given by the 

change in the desired output: As demand (income) increase, investment made by firms also increases. Thus, when output is expected to 

increase, capital stock increases consistent with the given level of output. Investment is a function of the difference between the existing and 

desired capital stock and replacement capital needed to replace worn out of the existing capital stock. 

Assumption: During these relationship aiming at the role of demand in the formulating investment function, k- Y ratio is nearly constant (Clark 

1917). 

Investment t = [Kt - Kt-i]k [Vt - Vt-i] (i) 

Where Yt is demand (aggregate), Kt capital stock at time t, and RI-i capital at a previous period (1-i) and k = k/Y. It leads the role of demand in 

the investment function. 

Critics: When deiTland changes the level of actual and desired capital kept constant by the level of investment, may not always be true. Since 

the cost of capital and technology varies, the desired capital-output varies as a well. 

2.3 Empirical Review: 

The paper of Greene and Villanueva (1991) looks at the {ic effects and macroeconomic environments on the response of private investment in 

LDCs during 1975-87 and t: concluded that real and per capita GDP level and public investment positively effects private sector investments 

interest rate, external debit and debit service and tile incidence of high inflation has negatively associated with private investment rates. 

As Pfefferrnann and Madarassy (1993) summarizes what determines private investments in developing countries and it is stimulated by the 

growth of demand in the economy. Likewise, credit obtained from banks, which helps to finance investment projects are directed to public and 

private firms and when the public sector needs highest proportion of it leaves negative impact on the amount required by the private sector 

investments. Moreover, fiscal deficit adversely affects the availability of finance to the private sectoj’ firms. Similarly, exchange rate movements 

and the existence of inflation affect private investments negatively as of distorting effects on the relative prices of items. 

High inflation in the economy associated with the devaluation of currency leads to increase the price of imported goods and items and affects 

the private sector investment negatively. 

Chum and Gooduon (2000) confirmed that private investment in LDCs has positively associated with real GDP growth, investment activity by 

government and improvement of financial intermediation. 

Aiiyu (2011) affirmed that appreciation of exchange rate brings about increased imports and reduced exports while depreciation would expand 

export and discourage import. Also, depreciation of exchange rate is likely to cause a shift from foreign goods to domestic goods. Thus, it leads 



to diversion of income from importing countries to countries exporting through a shift in terms of trade, and this tends to have impact on 11w 

exporting and importing countries’ economic growth. 

Bahmani and Harvacy (2011) investigated exchange rate volatility and industry trade between the US and Malaysia. The results pointed that 

exchange rate volatility: has short- run effect on 70% of goods traded between two countries and in tile long run it affected 38 affected goods 

and 10 imported goods. Exchange rate volatility on commodities that have little share in the trade.  one of the important factors that were 

influential in the trade between the two countries was  the  countries income level. 

Recently, Bahmani, Harvey and Hegerty (2014)   investigated exchange rate volatility and Spanish- American commodity trade flows over the 

period from 1962 to 2009, for 131 U.S. export industries and import industries. The authors found that that exchange rate volatility has short-

run and long-run effects in only a fraction of the cases, but that exports responds more to increased uncertainty than imports do. 

Green and Villanueva (1991), estimated the effect of :n:c-recmomic variables and policies including i::-n’-ct races on private investment on a 

group of developing countries. Their results showed that private  investment-GDP ratio is positively related to 45P growth level of per capita 

income and rate of 1 setor investment, while interest rate, domestic inflation negatively affect private investment ratio. 

Ologunde  et al (2006) examined the relationships between stock market capitalization rate and interest rate in Nigeria. 

They used the ordinary least-square (OLS) regression  method and they found that the prevailing interest rate exerts positive influence on Stock 

market capitatiza0on rate.  

3.0 METHODOLOGY 

:3.1  Research Design 

Because of the quantitative nature of this research, tire researcher employed ex-post-fcicto research design approach. The use of ex-post-facto 

is deemed appropriate becaise it will enable the researcher to gain some determination, evaluation and explanation of past events, which are 

vital for better and more reliable prediction o the future outcomes. To bring out the changes, the independent variables are causing on the 

dependent variables. Multiple regressions of the Ordinary Least Square (OLS) are tire estimation technique that is employed in determining the 

effects of macroeconomic variables, proxy, real exchange rate, interest rate and inflation rate fluctuations have on Private Domestic Investment. 

4.0 DATA PRESENTATION 

 

 

 

The model contalos the dependent variable denoted by Y, which represents Private Domestic Investment and the indenencien i/explanatory 

variables X,, X2 

which represents the real exchange rate. interest rate, and inflation rate respectively. Put mathematically, 

have 

PDI =f(REXCR, INTR, INFR) equation 

(1) 

From the above functional relationship, the econometric 

model is specified below; 

Y = IL + f3,X, + (LX2 ± + p (2) 

Where; 

Y = Dependent variable 

X1, X2, X Xn = the explanatory or independent variables 

Br, 132, 33 13n = the coefficient of the parameter estinrate or the slope 

i= Error or disturbance term 

: ‘aiating Pete Un tifle study; 

PDI =f(REXCR, INTR, INFR) () 

Relating it in econometric form and the variables 

linearised, it will appear thus; 

PDI 13° + 131 LnINTR + (32 LnREXCR + (33 LnINFR 

I’ (-i) 

Where; 

PDI = 



LnREXCR 

LnINIR 

LnINFR 

Private Domestic Investment Real Exchange Rate 

= interest Rate 

= Inflation Rate 

p = Disturbance /Error term 

f3 = Intercept 

— 133 = Coefficient of the Independent Variables. 

A priory expectation: It is expected that (31 — (3 > 0 

 

 



 

Source-view, 9.0 software data, 2018 

The summary of the descriptive characteristics of the variables are presented in table 4.2 above, The mean values are exchange rate — 

4.207124, inflation rate — 2.645340, interest rate- 2.912545, private domestic investment- 

11.78608. The median variables which measures the centrality of variables are distributed in the following pattern; EXCR (4.717992), INFR 

(2.451005), INTR (2.887590) and PDI (12.32485) respectively. The probability corresponding to Jarque-Berra (JB) shows that exchange rate 

variable was normally distributed while other variables like, inflation rate, interest rate and private 

domestic investment are not normally distributed. The pvalues of inflation rate, interest rate and PDI are significantly greater than 0.05, while 

exchange rate is significantly less than 0.05. The variables like exchange rate, inflation rate, interest rate are positively skewed towards 

normality as evidenced by the positive sign of tile skewness, while private domestic investment is negatively skewed towards normality as 

evidenced by the negative sign of the skewness. The kurtosis that measured the peakdness of the distribution of each variable is, 12.00559, 

2.714186, 

4.474271 and 2.305043 respectively. 

Table 4.3 Regression Analysis 

Dependent Variable: LNPDI 

Method: Least Squares 

Date: 10/24/18 Time: 21:55 

Sample: 1986 2017 

Included observations: 31 

 

 

 

Source: F-view 9.0 software Data, 2018 Rogression &ua1ion: 

P1)1= 12.88264 -o.3pq -0.893231 + 0.608887 PIE = (5.043177) (0.531733) (1.878845) (0.148768) 

Interpretation of Regression coefficient, DurbinWatson stat and coefficient of determination (R2) The regression coefficient shows that a 1% 

increase in inflation rate will lead to an increase in P1)1 by 12.88264. The regression also shows that a i% increase in interest rate will lead to a 

decrease in P1)1 by -0.893231. The result shows that inflation rate and interest rate has negative and no significant impact on P1)1. A i% 

increase in exchange rate will lead to an increase in P1)1 by 0.60887. This result shows that exchange rate has positive and significant effect on 

PDI in a long-run, while inflation rate and interest rate responded negatively to the growth of PDI. The coefficient of determination which was 

captured with adjusted Rsquare shows that the value of adjusted R-square yielded 

0.378550. This means thaf about 37% of the variations of P1)1 are explained by changes in the specified independent variables. This also 

entails that about 63% of changes in PDI is explained by some other variables outside the model. The Duibin-Watson which yielded 1.463911 

shows a negative presence of serial correlation in the tivie series data 



AIDE Unit Root Fet: 

The unit root test was performed to ascertain the stationrity of the time series data under study so as to avoid running a spurious regression. 

Augmented Dickey fuller method was used in tile process. In considering the levels the data could be integrated of, Augmented Dickey fuller 

(ADF) test statistics was compared with the critical values at 5% level of significance. A situation whereby the (ADF) test statistics is greater 

than the critical values with consideration on the absolute values, the data at tile tested order will be said to be stationary. 

 

Table 4.4 shows the summary of ADF Unit root test of stationality of the time series variables. Tile result shows that all the variables are not 

stationary at the same order. The rejection of null hypothesis was based on the ADF-stat being more negative than the critical value at % level 

of 

significance. This informs the choice of the ARDL because it accommodates a combination of (r) and i(o) order of integration and it is also very 

efficient in the face of a small sample. 

 

 

Trace test indicates 3 co-integrating eqn. (s) at 0.05 level of significance 

Table 4.5 was used to estimate the Johansen co-integration to establish a long run relationship of the variables. The result indicates the 

presence of three () co- integrating equations at 5% level of significance. The trace statistic values of 77.20 and 31.06 exceed the 5% critical 

values of 47.85 and 29.79 which show that co-integration exists. 

5.0 SUMMPJY OF FINDINGS, CONCLUTIION AND RECOMMENDATIONS 

Summary of findings 

In line with our objectives of the study, the following findings were made; 

1. Exchange rate fluctuation exerts positive and significant effect on Private Domestic Investment in Nigeria on the long—run. 

2. Interest rate fluctuation had a negative and insignificant response to Private Domestic Investment in Nigeria. 

3. inflation rate fluctuation has negative and. insignificant impact on Private Domestic Investment in. Nigeria. 

Conclusion 

The general objective of this study is to investigate the link existing among macroeconomic variables fluctuation and private domestic 

investment, while the specific objectives are to; evaluate the long-run effect of exchange rate fluctuation on private domestic investment in 

Nigeria within 1986 and 2017, examine the responsiveness of interest rate to Private Domestic Investment in Nigeria and to ascertain the impact 

of inflation rate on private domestic investment in Nigeria within the period under study. 

 

The study employed ex-post facto research design using Nigeria’s data obtained from Central Bank of Nigeria (CBN) of various issues (1986-

2017). The empirical results were on Augmented Dickey Fuller test. In the second step, Johansen Co integration Test was conducted. The 

presence of long run equilibrium found led to the use of Error Correction Mechanism (ECM). It was found that private domestic investment cause 

economic growth in Nigeria within the period 

under study, 

Rucommcndaticxriu 



An effective foreign exchange rate management is expected to break the dominance of the oil sector, and give more opportunities to other 

sectors of the economy such as the manufacturing, agriculture, solid mineral mining etc and ultimately improve its balance of payment. 

o Exchange rate policies should not be tied to external factors like changes in oil price because it has chain reaction on other sector of the 

Nigeria economy. 

o Private domestic investmenL can be improved through the maintenance of macroeconomic and fiscal stability measures. which constitute 

important precondition for the success of any policy related to investment. This also means that effort should be made to see that interest rate 

do not go beyond the threshold of 30% of GDP required to increase private domestic investment in Nigeria. This recommendation is in 

agreement with Nwakoby and Alajekwu, (2016) 
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