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The Trace test and Max-Eigen statistics show a long run equilibrium relationship 
among the variables at 5 per cent significance level, implying that the non-
stationary time series are co-integrated. Given the presence of co-integration, the 
Vector Error Correction Model (VECM) is appropriate to evaluate the degree and 
impact of the relationships, and generate the respective impulse response 
functions and their variance decompositions.

We also tested the error correction term (ECM), and found that it is negative and 
statistically significant. This is shown in Table 3: 



Table 3: Error Correction Parameter

Source: Eviews 10 Output, 2020

The magnitude of the error term shows a moderate speed of adjustment if there is 
any deviation from the long run equilibrium in the endogenous system where 
about 40 per cent of the disequilibrium may be removed in each period.  Given that 
the ECM term satisfies the two a priori conditions, we proceed to analyse the 
results of the impulse response and variance decomposition.

5.2 Impact of Monetary Policy on Financial Repression in Nigeria
The preliminary analysis above suggests it is appropriate to apply the VECM. 
Following the VECM analysis, we are able to show the response of financial 
repression (proxied by private investment) to unanticipated shocks to monetary 
and fiscal policy variables, namely fiscal deficits, savings, lending rates, deposit 
rates, and inflation. Thus, we unveil the impact of the monetary and fiscal policy 
variables on financial repression in Nigeria. The feedback of financial repression 
to monetary policy was also estimated using the impulse response functions while 
the proportions of shocks accounted for by each variable in the endogenous system 
were analysed using the variance decompositions. The impulse response functions 
are shown in Figure 3:



Figure 3: Response of Financial Repression to Monetary Impulses
Source: Eviews 10 Output, 2020.

Figure 3 shows the response of private investment (a proxy for financial 
repression) to its own shock and to the innovations from fiscal deficits, savings, 
lending rates, deposit rates, and inflation. In summary, private investment 
responds positively to its own shock, with the response persisting over a long term. 
Similarly, it responds positively to the impulses from deposit rates, lending rates, 
inflation, and savings. However, the innovations from fiscal deficits affect private 
investment negatively.

Deposit rates, savings and fiscal deficits signs are in conformity with economic 
theory; however lending rates and inflation rate signs are contrary to a priori 
expectations. This implies that lending rates and inflation do not inhibit financial 
repression. In other words, lending rates do not affect investor decisions and 
inflation rate is not inimical to private investment. Thus, deposit rates and savings 
have the potential to spur private investment in the long-run, and are not inimical 
to financial repression in the short to medium term. Conversely, fiscal deficits 
worsen financial repression in Nigeria.

Furthermore, the impact of lending rates on investment appears to be transitory 
and may become negative in the foreseeable future implying that the current rate 
of interest charged by DMBs is not sustainable, neither is it conducive for 
borrowers. On the flip side, the innovations from savings, fiscal deficits and 
inflation are permanent in the long run. While the impact of savings and inflation is 
a conduit for expansion of future investment; fiscal deficits have significant 
negative consequences for private investment in the Nigerian economy.

The development indicates that fiscal deficits lead to financial repression; 
however, lending rates and inflation do not trigger financial repression. Thus, 
fiscal policy is detrimental to private investment while monetary policy is not. 



However, caution needs to be exercised as the behaviour of interest rate is 
momentary and may exert similar outcomes as fiscal deficits in the longer term.
To examine the dominant factors that cause financial repression, the Variance 
Decomposition analysis of private investment is presented in Table 4:

Table 4: Variance Decomposition of Private Investment (PI)

Source: Eviews 10 Output, 2020.

Table 4 indicates that in the first period, 100 per cent of the shocks to private 
investment originates from itself. This declines gradually over the successive 
quarters to 59.80 per cent in the 5th quarter and 27.78 per cent in the 10th quarter. 
The shocks from deposit rates peaked at 6.70 per cent in the 4th horizon decreasing 
to 1.92 per cent in the 10th horizon. The shocks from lending rates to private 
investment are peculiar in each quarter – it rose to 12.41 per cent in period 3, fell to 
11.18 per cent in period 4, increased to 38.59 in the 8th period, before decreasing to 
35.33 per cent in period 10. This development suggests that lending rates shock 
exacts the most significant impact on private investment (a measure of financial 
repression), followed by fiscal deficits.

The shocks from inflation appear weak and changed moderately in the forecast 
horizon – rising from 0.84 per cent in the 3rd forecast horizon to 3.0 per cent in the 
10thhorizon. The innovations from fiscal deficits rose steadily across the forecast 
horizon from 0.00 per cent in period 1 to 19.45 per cent in period 10; except 
between periods 3 and 4, where there was a slight decline from 5.52 per cent to 
5.27 per cent. The impulses from demand for money balance across the forecast 
period only witnessed a decline between period 5 and 6 – from 10.43 per cent to 
10.20 percent. Generally, there was a significant rise between the 1st and 10th 
horizons from 0.00 per cent to 12.51 per cent.



In summary, private investment accounts for 27.78 per cent of the shocks affecting 
itself in the 10th forecast period. The other variables in the endogenous system 
constitute the remaining 72.22 per cent.  Out of this proportion, lending rates and 
fiscal deficits are the major determinants of private investment representing 35.33 
per cent and 19.45 per cent respectively. Savings also accounts for a significant 
proportion of the impulses affecting private investment. Deposit rates and inflation 
together constitute 4.92 per cent of the shocks from the system – the least impact in 
the system. The minimal impact of deposit rates has implications for savings 
which in turn affects investment in Nigeria.

6.0 Conclusion and Policy Implications
The study examines the feedback of financial repression to innovations from 
monetary policy instruments and fiscal deficits. The analysis reveals that lending 
rates and fiscal deficit are the main drivers of financial repression in Nigeria. 
However, their respective impacts on private investment are in different 
magnitudes. As shown in the discussion, lending rates impacts investment 
positively – this is contrary to the theoretical postulation of Mckinnon (1973) and 
Shaw (1973). Contrarily, fiscal deficit impacts investment negatively implying 
that rising debt is a driver of financial repression as revealed by the empirical 
model. It is plausible to assert that fiscal policy through government deficits causes 
financial repression in Nigeria. On the other hand, monetary policy through 
interest rates and inflation does not lead to financial repression. Even though this 
buoys confidence on the conduct of monetary policy, the result shows that lending 
rate will converge towards equilibrium into negative horizons in future periods. 
Thus, there is a negative impact of lending rate on private investment if lending 
rates are not steered in the right direction.

Savings can stimulate investment. For that to happen, deposit rates need to be 
competitive to attract savings. The results of the empirical model show that deposit 
rates exert the least impact on investment, because they are currently too low to 
stimulate mobilisation of savings. As lending rates are impacting investment 
negatively while deposit rates are not attractive enough to stimulate savings 
mobilisation, then financial repression is bound to persist. On the basis of these 
findings, the study suggests as follows:
i. Deposit Money Banks should reduce their interest rates to reflect market 

conditions. The high lending rates, if not adjusted, will continue to be an 
impediment to domestic investment in Nigeria, thereby worsening 
financial repression.



ii. The CBN should adjust the band around savings rate (a quotient of the 
policy rate) upwards. This is because the current deposit rates are not 
attractive enough, resulting in savers' preference for money holdings 
rather than saving. Poor savings mobilisation will further intensify the 
degree of financial repression in Nigeria.

iii. Finally, the diversification of the Nigerian economy by increasing 
revenue sources should be implemented. When achieved, it would help to 
rein-in growth of government deficit, a major cause of financial repression 
in Nigeria.
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