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ABSTRACT 

This paper explores the intricate relationship between interest rates and 

inflation in Nigeria, emphasizing their critical role in shaping monetary policy. 

Over the past decade, inflation has exhibited significant volatility, often driven 

by structural constraints and external shocks, such as the COVID-19 pandemic. 

Interest rates, as a key monetary policy tool, have been utilized to influence 

economic behavior, impacting borrowing costs and investment decisions. 

However, the effectiveness of this tool in curbing inflation remains a subject of 

debate, particularly in the Nigerian context. Using fifteen years of monthly data 

obtained from the Central Bank of Nigeria, this study examines the co-

movement of interest rates and inflation, highlighting periods of both inverse 

and direct relationships. Key findings reveal that while interest rate 

adjustments can moderate aggregate demand, their impact on inflation is 

limited by supply-side constraints, including disruptions in food production 

and rising input costs. Notably, the study observes an anomaly in the post-

COVID-19 period, where rising interest rates coincided with increasing 

inflation, highlighting the influence of supply chain disruptions and policy lags. 

This study contributes to the literature by providing data-driven insights into 

the dynamics of inflation and interest rates in Nigeria, emphasizing the need 

for complementary fiscal measures to address structural challenges. The 

findings highlight the limitations of interest rate policies in managing cost-push 

inflation and underscore the importance of integrating broader economic 

strategies to achieve price stability. This research offers valuable implications 

for policymakers, aiming to enhance the effectiveness of monetary policy in a 

rapidly evolving economic landscape. 

Keywords : Inflation, Interest Rate, Monetary Policy, Nigeria, Cost-Push 

Inflation. 
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1. Introduction 

1.1 Background 

The interplay between interest rates and inflation remains a cornerstone of monetary policy analysis, especially 

in developing economies such as Nigeria. Over the years, the Central Bank of Nigeria (CBN) has employed 

interest rate adjustments as a primary tool to manage inflation and ensure price stability. This approach aligns 

with established monetary theories suggesting that changes in interest rates directly influence aggregate 

demand and, consequently, inflationary pressures (Bernanke & Mihov, 1998). In Nigeria, the dynamics of 

inflation are often shaped by structural factors, including exchange rate volatility and supply chain disruptions, 

which complicate the effectiveness of traditional monetary tools. For instance, during periods of economic 

uncertainty, such as the global financial crisis, the CBN reduced interest rates to stimulate borrowing and 

economic activity. However, the expected outcomes were sometimes muted due to structural bottlenecks that 

limited production and market efficiency (Mishkin, 2007). 

Furthermore, Taylor (1993) highlights the significance of aligning monetary policy rules with prevailing 

economic conditions to enhance their efficacy. In the Nigerian context, this is particularly challenging given 

the dual nature of inflation drivers—demand-pull and cost-push. While higher interest rates aim to suppress 

demand-pull inflation by reducing spending, they often exacerbate cost-push inflation by increasing borrowing 

costs for producers. This duality underscores the need for nuanced policy frameworks that consider Nigeria’s 

unique economic environment. 

By understanding the historical and theoretical underpinnings of interest rate and inflation relationships, 

policymakers can better tailor strategies to address the complexities of Nigeria’s economic landscape. The 

insights gained from these approaches provide a foundation for assessing monetary policy implications within 

this study. 

 

1.1.1 Overview of Inflation and Interest Rate Trends in Nigeria Over the Last 18 Months 

Over the past 18 months, Nigeria has witnessed heightened inflationary pressures coupled with significant 

adjustments in interest rates, reflecting the Central Bank of Nigeria's (CBN) efforts to stabilize macroeconomic 

conditions. The inflationary surge was driven by multiple factors, including exchange rate volatility, rising 

global commodity prices, and domestic supply chain disruptions. Inflation reached record levels, with headline 

inflation surpassing 20% annually in some periods, largely fueled by food inflation, which is a critical 

component of Nigeria’s consumer price index (CPI) (Clarida, Gali, & Gertler, 2000) as represented in figure 1. 

To counteract these inflationary trends, the CBN increased its Monetary Policy Rate (MPR) multiple times, 

signaling a tightening stance aimed at curbing aggregate demand. However, the effectiveness of these rate hikes 

has been constrained by structural bottlenecks, such as limited agricultural output due to insecurity in 

Northern Nigeria and rising costs of imported goods owing to naira depreciation. For instance, despite the MPR 

adjustments, the inflationary trend remained sticky, demonstrating the persistent cost-push inflationary 

pressures that interest rate policies alone cannot fully address (Svensson, 2003). Additionally, empirical 

observations revealed a lag between interest rate adjustments and their impact on inflation, a phenomenon 

consistent with global monetary policy dynamics. The dual objectives of managing inflation while promoting 

economic growth posed challenges, as higher interest rates dampened credit access for businesses, further 

constraining supply-side dynamics. This complexity underscores the necessity for a coordinated fiscal and 

monetary policy approach, particularly in emerging markets like Nigeria, where inflationary drivers are 

multifaceted and deeply entrenched in structural issues. 



International Journal of Scientific Research in Science and Technology (www.ijsrst.com) | Volume 9 | Issue 6 

Moral Kuve Ihimoyan et al Int J Sci Res Sci & Technol. November-December-2022, 9 (6) : 799-832 

 

 801 

 
 

 

 

Figure 1 illustrates the trends in Nigeria's inflation rate before and during the COVID-19 pandemic, spanning 

from January 2019 to December 2020. The inflation rate remained relatively stable in early 2019, oscillating 

between 11.08% and 11.98%, indicating a manageable inflationary environment at the time. However, as the 

pandemic began to impact global and local economies, there was a notable uptick in inflation, starting around 

March 2020 (marked in red), which coincided with the onset of COVID-19 disruptions. 

The rise in inflation post-March 2020 was steep, reaching 14.89% by December 2020. This surge reflects 

multiple macroeconomic challenges, including increased production and import costs due to naira depreciation 

and global supply chain disruptions. Food inflation was a significant driver of the overall trend, exacerbated by 

agricultural supply chain inefficiencies and insecurity in rural areas. The rising global prices of essential 

commodities, such as fuel and food, further compounded domestic inflationary pressures. The graph highlights 

how external shocks, such as the COVID-19 pandemic, amplified existing vulnerabilities in Nigeria's economy. 

These factors strained household purchasing power, making inflation a critical challenge for policymakers. This 

period highlights the limitations of monetary interventions alone, as external and structural influences played a 

dominant role in driving inflation. It also calls for a coordinated policy response to mitigate such shocks and 

stabilize the economy. 

 

1.1.2 The Importance of Monetary Policy in Achieving Price Stability 

Monetary policy plays a critical role in achieving price stability, a key objective for central banks globally. Price 

stability, characterized by low and predictable inflation, provides the foundation for sustainable economic 

growth by reducing uncertainty and enabling businesses and households to make informed financial decisions 

(Friedman, 1968). In the context of Nigeria, where inflation dynamics are influenced by both demand-side and 

supply-side factors, monetary policy becomes a crucial tool for macroeconomic management. Through 

instruments such as the Monetary Policy Rate (MPR), open market operations, and cash reserve requirements, 

the Central Bank of Nigeria (CBN) influences the money supply to moderate inflationary pressures. For 

example, an increase in the MPR is intended to curb excessive liquidity by raising borrowing costs, thereby 

suppressing aggregate demand. However, this mechanism faces challenges in Nigeria due to structural issues 

such as the dependence on imported goods and recurrent supply chain disruptions (Woodford, 2003). 

Empirical evidence highlights the lagged effects of monetary policy, where adjustments to interest rates require 

time to filter through the economy. This temporal aspect is particularly significant in Nigeria’s case, where 

Figure 1: A Chart Illustration of Inflation Trends in Nigeria, Pre- and During COVID-19 Impact 

(2019-2020). Obayelu, A. E, et al., (2021) 
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external shocks, such as fluctuations in global oil prices, exacerbate inflationary trends. Despite these challenges, 

monetary policy remains indispensable for achieving price stability, as it lays the groundwork for broader 

economic reforms. By maintaining a stable price environment, the CBN fosters investor confidence and 

promotes economic growth, underscoring the pivotal role of monetary policy in Nigeria’s economic framework. 

 

1.2 Problem Statement 

The relationship between interest rates and inflation in Nigeria has presented significant challenges for 

policymakers seeking to achieve price stability. While theoretical frameworks suggest that interest rate 

adjustments can effectively manage inflation by influencing aggregate demand, the Nigerian context reveals a 

more complex dynamic. Structural issues such as supply chain inefficiencies, reliance on imported goods, and 

exchange rate volatility create conditions where traditional monetary policy tools may have limited 

effectiveness (Blanchard & Galí, 2007). 

In recent years, Nigeria has experienced persistent inflationary pressures, often characterized by periods of 

cost-push inflation driven by rising production costs, including energy and agricultural inputs. For example, 

inflation rates exceeding 20% annually have been observed during periods of heightened insecurity in food-

producing regions. In these scenarios, raising interest rates to curb inflation inadvertently exacerbates 

production costs for businesses, leading to further price increases. Moreover, the lagged effects of monetary 

policy complicate the timely management of inflation. Adjustments to the Monetary Policy Rate (MPR) may 

take months to influence consumer behavior and market dynamics, leaving policymakers vulnerable to rapidly 

evolving economic conditions. This lag is particularly evident in Nigeria, where external shocks, such as 

fluctuations in global oil prices, often dictate inflationary trends before monetary policy can respond effectively. 

These challenges underscore the limitations of relying solely on interest rate adjustments as a policy tool for 

managing inflation. Addressing these issues requires a nuanced approach that incorporates structural reforms 

and complementary fiscal policies to enhance the effectiveness of monetary interventions. 

 

1.3 Objectives of the Study 

The primary objective of this study is to evaluate the interplay between interest rates and inflation in Nigeria, 

focusing on the effectiveness of monetary policy tools in achieving price stability. Specifically, the study seeks 

to analyze how adjustments in the Monetary Policy Rate (MPR) influence inflationary trends and economic 

growth. This objective is particularly critical given the structural complexities of the Nigerian economy, which 

include significant reliance on imported goods, a volatile exchange rate, and recurrent supply chain disruptions. 

The study also aims to identify the limitations of interest rate policies in addressing inflation dynamics within 

the Nigerian context. For instance, while interest rate hikes can reduce aggregate demand and curb demand-

pull inflation, their impact on cost-push inflation, driven by rising production costs and currency depreciation, 

remains uncertain. This duality necessitates an in-depth examination of Nigeria’s monetary policy transmission 

mechanisms to determine their efficiency and adaptability. 

Moreover, the research seeks to provide data-driven insights to enhance the formulation of monetary policies 

that balance the trade-offs between inflation control and economic growth. By doing so, this study aims to 

contribute to the broader discourse on monetary policy design in emerging markets, offering actionable 

recommendations for policymakers to navigate the complexities of Nigeria’s macroeconomic environment. 

 

 

1.3.1 Evaluate the Impact of Interest Rate Movements on Inflation in Nigeria 
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The relationship between interest rates and inflation is a critical area of study in understanding Nigeria's 

monetary policy dynamics. Interest rate adjustments, particularly changes in the Monetary Policy Rate (MPR), 

are fundamental tools employed by the Central Bank of Nigeria (CBN) to regulate inflation. The theoretical 

premise suggests that raising interest rates reduces aggregate demand, thereby lowering inflationary pressures. 

However, empirical evidence from Nigeria indicates a more complex dynamic due to structural inefficiencies 

and external shocks (Barro, 1995). In periods of high inflation, the CBN has frequently increased the MPR to 

moderate consumer spending and investment. For example, during periods of naira depreciation, the CBN's rate 

hikes aimed to curb excessive liquidity and stabilize the exchange rate. However, the impact of these measures 

is often diluted by supply-side constraints, such as rising input costs and agricultural disruptions, which 

contribute to cost-push inflation. Consequently, the effectiveness of interest rate policies in addressing 

inflationary pressures remains limited. 

Additionally, Svensson (1997) emphasizes that the lagged effects of interest rate changes pose challenges in 

achieving timely inflation control. In Nigeria, this lag is exacerbated by weak monetary transmission 

mechanisms, where commercial banks do not fully reflect policy rate adjustments in their lending rates. This 

disconnect limits the intended impact of monetary policy on inflation. The study highlights that while interest 

rate movements influence inflation, their efficacy in Nigeria is constrained by multifaceted economic 

challenges. Addressing these limitations requires complementary fiscal strategies and structural reforms to 

enhance the effectiveness of monetary policy in mitigating inflation. 

 

1.3.2 Assess the Effectiveness of the Interest Rate as a Monetary Policy Tool 

Interest rates are a cornerstone of monetary policy, used by central banks globally to regulate inflation and 

influence economic activity. In Nigeria, the Monetary Policy Rate (MPR) serves as the primary instrument for 

signaling the Central Bank of Nigeria's (CBN) monetary stance. However, the effectiveness of this tool is often 

moderated by structural and contextual factors that limit its impact on the economy (Bernanke & Blinder, 

1992). The transmission mechanism of interest rates in Nigeria is complex, involving multiple channels such as 

the credit, exchange rate, and expectations channels. For instance, adjustments to the MPR are intended to 

influence borrowing costs for businesses and households, thereby controlling aggregate demand. However, in 

Nigeria, weak financial infrastructure often impedes this transmission. Commercial banks, due to high default 

risks and operational inefficiencies, do not fully reflect MPR changes in their lending rates, diluting the policy's 

intended effects. 

Moreover, Goodfriend (2007) highlights that the success of interest rate policies depends on the central bank's 

ability to anchor inflation expectations effectively. In Nigeria, persistent inflation driven by external shocks, 

such as fluctuations in global oil prices, complicates this task. For example, during periods of naira depreciation, 

interest rate hikes are often insufficient to stabilize prices due to underlying cost-push inflationary pressures. 

The study reveals that while the interest rate remains a critical tool for monetary policy, its effectiveness in 

Nigeria is constrained by systemic challenges. These include weak transmission mechanisms, structural 

bottlenecks, and external economic shocks, necessitating a multifaceted approach to monetary management. 

 

1.4 Scope and Contribution 

This study focuses on the interplay between interest rates and inflation in Nigeria, emphasizing the 

effectiveness of monetary policy tools in achieving price stability. The scope spans data from 1995 to 2022, 

providing a comprehensive analysis of historical trends and their implications for contemporary monetary 

policy. By examining the role of the Monetary Policy Rate (MPR) as the primary instrument for inflation 
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control, the study highlights both its successes and limitations within Nigeria’s unique economic context. The 

research contributes to the literature by offering a data-driven evaluation of monetary policy in a developing 

economy characterized by structural inefficiencies and external vulnerabilities. For instance, it assesses how 

cost-push inflation, driven by factors such as exchange rate volatility and rising energy costs, limits the 

effectiveness of traditional interest rate mechanisms. This study also incorporates recent economic disruptions, 

such as the COVID-19 pandemic, to illustrate how global shocks exacerbate local inflationary pressures and 

challenge the Central Bank of Nigeria’s (CBN) policy responses. 

Additionally, the study extends the theoretical framework of monetary policy by integrating insights on policy 

credibility and time inconsistency and emphasizng the importance of central bank independence in anchoring 

inflation expectations. In Nigeria, where fiscal dominance often undermines monetary policy effectiveness, this 

research underscores the need for institutional reforms to enhance policy credibility and efficiency. 

By addressing these dimensions, the study not only contributes to academic discourse but also provides 

actionable insights for policymakers seeking to navigate the complexities of Nigeria’s macroeconomic 

environment effectively. 

 

1.4.1 Focus on the Nigerian Economic Context from 1995 to 2022 

The Nigerian economic context from 1995 to 2022 reflects a period of significant volatility and structural shifts, 

profoundly influencing the interplay between interest rates and inflation. This era was marked by fluctuating 

exchange rates, fiscal imbalances, and recurring external shocks, which complicated the Central Bank of 

Nigeria’s (CBN) efforts to maintain macroeconomic stability (Akpan & Atan, 2012). During this period, Nigeria 

transitioned through varying monetary policy regimes, often driven by external pressures such as oil price 

shocks. As an oil-dependent economy, Nigeria's fiscal revenues and foreign exchange reserves were heavily 

influenced by global crude oil prices. The sharp declines in oil prices, notably during the late 1990s and mid-

2010s, triggered exchange rate volatility and inflationary pressures, forcing the CBN to frequently adjust its 

Monetary Policy Rate (MPR) to stabilize the economy (Isedu, 2013). 

Economic reforms during the mid-2000s under programs like the National Economic Empowerment and 

Development Strategy (NEEDS) sought to address structural inefficiencies and improve policy implementation. 

These reforms introduced measures to enhance the independence of the CBN and strengthen its monetary 

policy transmission mechanisms. However, challenges such as fiscal dominance and insecurity in agricultural 

regions persisted, undermining the effectiveness of these policies (Okonjo-Iweala & Osafo-Kwaako, 2007). 

This study situates its analysis within these contextual nuances, offering insights into how structural and 

external factors shaped monetary policy outcomes in Nigeria. By doing so, it highlights the complexities of 

navigating inflation and interest rate dynamics in a developing economy with inherent vulnerabilities. 

 

1.4.2 Contribution to the Literature on Monetary Economics with Data-Driven Insights 

This study contributes significantly to the literature on monetary economics by integrating data-driven insights 

to analyze the relationship between interest rates and inflation within the Nigerian context. Unlike traditional 

approaches that focus predominantly on theoretical postulations, this research adopts a robust empirical 

framework, drawing from extensive data spanning 1995 to 2022, to elucidate the nuances of monetary policy 

effectiveness. By employing detailed analysis, the study sheds light on the unique challenges faced by 

developing economies like Nigeria, where structural inefficiencies and external shocks complicate monetary 

policy implementation (Romer, 2000). A key contribution of this research lies in its application of New 

Keynesian monetary policy frameworks to the Nigerian economy. Clarida, Galí, and Gertler (1999) emphasize 
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the importance of central banks anchoring inflation expectations through credible policy signals. This study 

extends their insights by demonstrating how persistent fiscal dominance and exchange rate volatility 

undermine the Central Bank of Nigeria's (CBN) ability to effectively manage inflation and stabilize the 

economy. For instance, the frequent misalignment between the CBN's Monetary Policy Rate (MPR) and market 

lending rates highlights the systemic barriers to effective policy transmission. Additionally, this research aligns 

with Bernanke and Mishkin’s (1997) proposition that inflation targeting requires a well-structured institutional 

framework. The study underscores the importance of enhancing policy credibility and strengthening financial 

systems to improve the efficacy of interest rate adjustments in achieving price stability. By providing empirical 

insights into these dimensions, the study enriches the discourse on monetary economics and offers actionable 

recommendations for policymakers. 

 

2. Literature Review 

2.1 Theoretical Framework 

The theoretical framework underpinning this study integrates foundational economic theories to examine the 

relationship between interest rates and inflation in Nigeria. Central to this analysis is Irving Fisher’s (1930) 

theory of interest, which posits a direct relationship between nominal interest rates and expected inflation, 

often referred to as the Fisher effect. This principle provides a basis for understanding how changes in 

monetary policy, such as adjustments in the Monetary Policy Rate (MPR), influence inflationary expectations 

and real economic activity. Building on this foundation, the Taylor Rule offers a prescriptive guideline for 

monetary policy implementation. Taylor (1993) argues that central banks should adjust interest rates in 

response to deviations of actual inflation from target levels and changes in output gaps. In the Nigerian context, 

the application of this rule highlights the challenges of balancing inflation control with economic growth, 

particularly when external shocks, such as global oil price fluctuations, disrupt macroeconomic stability. 

Additionally, the time inconsistency problem, as articulated by Kydland and Prescott (1977), underscores the 

importance of policy credibility. They demonstrate that discretionary monetary policies often lead to 

suboptimal outcomes due to the temptation for short-term economic stimulation at the expense of long-term 

price stability. This theoretical insight is particularly relevant to Nigeria, where fiscal dominance and political 

pressures frequently undermine the Central Bank of Nigeria’s (CBN) independence, complicating efforts to 

anchor inflation expectations. By synthesizing these theoretical perspectives, this study establishes a robust 

analytical framework for assessing the effectiveness of monetary policy in achieving price stability in Nigeria. 

 

2.1.1 Interest Rate and Inflation Relationship as Discussed in Macroeconomics Literature 

The relationship between interest rates and inflation is a foundational concept in macroeconomics, frequently 

examined in the context of monetary policy effectiveness. Juniper, et al., (2021) articulates this relationship 

through the lens of the Fisher Effect, which posits that nominal interest rates reflect the sum of real interest 

rates and expected inflation as represented in figure 2. This relationship underscores the dual role of interest 

rates: as a signal of monetary policy stance and as a determinant of borrowing costs and economic activity. For 

instance, in an inflationary environment, central banks typically raise nominal interest rates to curb aggregate 

demand and stabilize prices. Blinder (1997) expands on this by emphasizing the role of central bank credibility 

in influencing inflation expectations. According to his analysis, the effectiveness of interest rate adjustments 

depends on how well monetary authorities can anchor public expectations about future inflation. In the 

Nigerian context, where structural inefficiencies and external shocks frequently disrupt economic stability, 

managing these expectations is particularly challenging. For example, if the Central Bank of Nigeria (CBN) 
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raises the Monetary Policy Rate (MPR) without addressing underlying supply-side constraints, inflationary 

pressures may persist, diminishing the credibility of such interventions. 

Macroeconomic literature also highlights the lagged effects of interest rate adjustments on inflation, a 

phenomenon that complicates policy implementation. As Mankiw (2009) notes, the time required for monetary 

policy to influence output and prices necessitates forward-looking strategies. This is especially pertinent in 

Nigeria, where external factors, such as oil price volatility and exchange rate fluctuations, add layers of 

complexity to the interest rate-inflation dynamic. These insights provide a theoretical foundation for analyzing 

the interplay between these variables within this study. 

 
 

 

 

Figure 2 illustrates the relationship between lending interest rates and inflation in Nigeria from 2010 to 2014, 

highlighting key macroeconomic dynamics and monetary policy effectiveness. Across the observed period, 

lending interest rates remained consistently higher than inflation rates, indicating the Central Bank of Nigeria’s 

(CBN) effort to maintain positive real interest rates to promote savings and moderate inflationary pressures. For 

example, in 2010, the lending interest rate was 10%, while inflation was significantly lower at 4.5%, 

demonstrating a wide margin designed to curb excessive credit expansion and stabilize prices. 

From 2011 to 2014, lending rates fluctuated slightly around 9%, while inflation rates varied between 5.6% and 

6.1%. The relatively stable inflation during this period reflects the moderate success of monetary policy in 

controlling price levels despite global and domestic economic pressures. However, the gap between interest 

rates and inflation narrowed slightly in 2012, with inflation reaching 8.9%, closer to the lending rate of 9%. 

This narrowing gap suggests a period of heightened inflationary pressures, possibly driven by supply-side 

shocks or fiscal imbalances. 

Macroeconomic literature often discusses this relationship in terms of the Fisher Effect, which posits that 

nominal interest rates adjust to expected inflation levels to ensure real returns for lenders. The chart 

exemplifies this theory while highlighting the challenges faced by monetary authorities in balancing inflation 

control and maintaining an attractive interest rate for investments. The data emphasizes the need for a 

coordinated policy framework addressing both demand- and supply-side inflationary pressures to sustain 

macroeconomic stability. 

 

Figure 2: A Chart Showing the Relationship Between Lending Interest Rates and Inflation in Nigeria 

(2010–2014). (Khumalo, L. C., et al., 2017) 
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Table 1: Summary of Overview of Monetary Policy Tools and Their Role in Inflation Management 

Monetary Policy Too Mechanism Impact on Inflation Examples in Nigerian 

Context 

Monetary Policy Rate 

(MPR) 

Serves as the benchmark 

interest rate for lending 

in the financial sector. 

Controls demand-pull 

inflation by influencing 

borrowing and spending 

behaviors. 

Adjusted upward during 

inflationary periods, e.g., 

in 2016, to curb rising 

prices. 

Open Market Operations 

(OMO) 

Manages liquidity by 

buying or selling 

government securities. 

Reduces excess liquidity, 

controlling inflationary 

pressures. 

OMO used to absorb 

liquidity during periods 

of excessive money 

supply. 

Cash Reserve Ratio 

(CRR) 

Sets the minimum 

reserves banks must hold 

with the central bank. 

Limits credit creation, 

reducing inflation driven 

by excess demand. 

Increased CRR in 

response to high inflation 

to reduce available 

lending funds. 

Exchange Rate 

Management 

Stabilizes the currency to 

control import prices and 

inflation. 

Mitigates imported 

inflation by reducing 

exchange rate volatility. 

Devaluation of the naira 

in 2016 contributed to 

inflation; interventions 

were used to stabilize 

rates. 

 

2.1.2 Overview of Monetary Policy Tools and Their Role in Inflation Management 

Monetary policy tools are essential mechanisms through which central banks influence economic activity and 

manage inflation. Mishkin (1996) classifies these tools into two main categories: conventional instruments, such 

as interest rates and open market operations, and unconventional measures, like quantitative easing as 

presented in table 1. In inflation management, these tools primarily operate by affecting the supply and demand 

for money, thereby influencing price levels and economic stability. Interest rate adjustments, particularly 

changes to the policy rate, are among the most utilized tools. By increasing interest rates, central banks aim to 

reduce liquidity, making borrowing more expensive and discouraging excessive spending. This approach is 

especially relevant in inflationary environments, where demand-driven price pressures dominate. In Nigeria, 

the Central Bank of Nigeria (CBN) employs the Monetary Policy Rate (MPR) to signal its policy stance and 

influence inflation expectations. However, as Bernanke and Gertler (1995) highlight, the effectiveness of such 

tools depends on the robustness of the monetary transmission mechanism. 

In addition to interest rates, tools like reserve requirements and open market operations also play a crucial role. 

For instance, by altering reserve requirements, the CBN can directly influence the amount of money that 

commercial banks can lend, thus impacting credit availability and aggregate demand. Open market operations, 

involving the purchase or sale of government securities, are used to regulate liquidity in the banking system. 

In the Nigerian context, structural inefficiencies, such as weak financial infrastructure and external economic 

shocks, often undermine the effectiveness of these tools. Nonetheless, their strategic deployment remains 

central to inflation management, providing a foundation for stabilizing the macroeconomic environment. 
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2.2 Empirical Evidence 

Empirical research emphasizes the multifaceted relationship between interest rates and inflation, highlighting 

the effectiveness and limitations of monetary policy in various economic contexts. Levin, Natalucci, and Piger 

(2004) analyze the macroeconomic outcomes of inflation targeting across a sample of emerging and advanced 

economies. Their findings reveal that countries with clearly articulated inflation targets and credible central 

banks often achieve lower and more stable inflation rates. In Nigeria, where inflationary pressures are 

frequently driven by supply-side factors, the Central Bank of Nigeria’s (CBN) adoption of inflation-targeting 

frameworks has encountered significant challenges, particularly in anchoring inflation expectations. 

Ghosh and Phillips (1998) further explore the detrimental impact of inflation on economic growth, 

emphasizing the importance of maintaining price stability. Their study identifies a nonlinear relationship, 

where moderate inflation levels support economic activity, but higher levels deter investment and erode real 

income. This dynamic is particularly relevant in Nigeria, where persistent inflationary pressures—often 

exceeding 15% annually—have hampered long-term economic stability despite regular adjustments to the 

Monetary Policy Rate (MPR). 

Ball (1999) highlights the complexities of monetary policy in open economies, focusing on the interplay 

between exchange rate volatility and interest rate adjustments. In Nigeria, external shocks such as global oil 

price fluctuations often exacerbate inflationary pressures, complicating the effectiveness of interest rate 

interventions. For instance, during periods of naira depreciation, higher interest rates have failed to stabilize 

prices due to entrenched structural inefficiencies and weak policy transmission mechanisms. 

These empirical insights collectively illustrate the challenges and nuances of inflation management in Nigeria’s 

dynamic economic environment. 

 

2.2.1 Studies Addressing the Co-movement of Inflation and Interest Rates Globally and Within Nigeria 

The co-movement of inflation and interest rates has been extensively studied in both global and Nigerian 

contexts, offering insights into the effectiveness of monetary policy under varying economic conditions. 

Mishkin (1995) highlights the centrality of interest rates in the monetary transmission mechanism, 

emphasizing their role in influencing aggregate demand and inflation as represented in figure 3. Globally, the 

relationship between these variables tends to follow theoretical expectations: higher interest rates suppress 

inflationary pressures by reducing liquidity and credit availability. However, in developing economies like 

Nigeria, structural inefficiencies often distort this relationship, leading to periods of weak or anomalous co-

movement. Bleaney and Fielding (1999) explore the role of exchange rate regimes in shaping the inflation-

interest rate dynamic in developing countries. They find that fixed exchange rate systems tend to exhibit lower 

inflation volatility but at the cost of increased output fluctuations. In Nigeria, where the monetary policy 

framework operates within a managed float exchange rate regime, this trade-off becomes evident. For instance, 

during periods of naira depreciation, the Central Bank of Nigeria (CBN) often raises the Monetary Policy Rate 

(MPR) to stabilize the currency and curb inflation. However, the impact of such measures is frequently diluted 

by external shocks and domestic supply constraints. 

Empirical data from Nigeria illustrate instances of direct co-movement, particularly during periods of supply-

side inflation driven by rising input costs. Conversely, demand-driven inflation often exhibits an inverse 

relationship with interest rates, aligning with theoretical expectations. These findings underscore the 

complexity of inflation management in Nigeria’s dual-influenced economic environment, where both global 

and domestic factors play critical roles. 
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Figure 3 titled "Co-movement of Inflation and Interest Rates" provides a detailed, multi-layered framework for 

understanding the interplay between inflation and interest rates globally and within Nigeria. It begins with the 

Global Perspective, where advanced economies are analyzed through the lens of the Phillips Curve, which 

explores the trade-off between inflation and unemployment, and the role of inflation-targeting frameworks in 

achieving monetary policy independence. Emerging economies are assessed for their susceptibility to external 

shocks, such as oil price volatility and exchange rate fluctuations, and the influence of structural adjustment 

programs led by the IMF. The Nigerian Context delves deeper into the country-specific dynamics, starting with 

Historical Trends, highlighting stability in inflation before 2010, driven by favorable oil prices, and increased 

volatility post-2010 due to exchange rate pressures and fiscal challenges. Under Policy Impacts, the 

effectiveness of interest rate adjustments in addressing cost-push inflation is examined, alongside the adverse 

effects of fiscal dominance from excessive government borrowing. The Sectoral Insights branch emphasizes the 

critical roles of food inflation, a significant driver of Nigeria’s CPI, and imported inflation, exacerbated by naira 

devaluation. This diagram integrates global and local perspectives to provide a comprehensive understanding of 

inflation and interest rate dynamics, shedding light on policy effectiveness and structural constraints. 

 
 

 

2.2.2 Gaps in the Literature, particularly in the Nigerian Context 

While extensive research has explored the relationship between interest rates and inflation globally, significant 

gaps remain in understanding this dynamic within the specific context of Nigeria. Most studies on monetary 

policy in developing economies tend to generalize findings, often overlooking the unique structural and 

institutional factors that shape monetary transmission mechanisms in individual countries like Nigeria. One key 

Figure 3: Diagram Summary of Co-movement of Inflation and Interest Rates Globally 

and within Nigeria 



International Journal of Scientific Research in Science and Technology (www.ijsrst.com) | Volume 9 | Issue 6 

Moral Kuve Ihimoyan et al Int J Sci Res Sci & Technol. November-December-2022, 9 (6) : 799-832 

 

 810 

gap is the limited examination of how supply-side constraints influence the effectiveness of interest rate 

adjustments in managing inflation. Nigeria’s inflationary pressures are frequently driven by structural factors, 

such as inadequate infrastructure, agricultural inefficiencies, and exchange rate volatility. However, much of 

the existing literature assumes demand-driven inflation as the predominant model, neglecting the nuanced 

interplay of cost-push and demand-pull inflation in the Nigerian economy. 

Additionally, there is a scarcity of empirical studies that integrate real-time data to assess the lagged effects of 

monetary policy in Nigeria. While it is well-documented that interest rate changes take time to impact inflation, 

the specific duration and intensity of these lags in the Nigerian context remain underexplored. For instance, the 

Central Bank of Nigeria (CBN) frequently adjusts the Monetary Policy Rate (MPR) in response to inflationary 

pressures, but the transmission of these adjustments through financial markets to consumer prices often faces 

delays due to weak institutional frameworks. 

Furthermore, the role of fiscal dominance in undermining monetary policy credibility in Nigeria is another 

under-researched area. High levels of government borrowing often crowd out private sector credit, limiting the 

effectiveness of interest rate interventions. Addressing these gaps is essential for formulating more targeted and 

effective monetary policies tailored to Nigeria’s unique economic landscape. 

 

3. Methodology 

3.1 Data Collection 

This study relies on a robust dataset spanning from 1995 to 2022, focusing on variables critical to understanding 

the relationship between interest rates and inflation in Nigeria. The data was sourced from reliable institutional 

repositories, including the Central Bank of Nigeria (CBN), which provides comprehensive monthly statistics on 

the Monetary Policy Rate (MPR), headline inflation, and related economic indicators. The dataset includes 

time-series data on core inflation, food inflation, and exchange rates to capture the multidimensional nature of 

inflation in the Nigerian context. Monthly observations were chosen to ensure sufficient granularity for 

capturing short-term fluctuations and identifying patterns of co-movement between inflation and interest rates. 

To maintain consistency, all variables were subjected to rigorous preprocessing, including standardization and 

seasonality adjustments, ensuring the data's reliability and comparability. This approach enables the study to 

identify trends and structural breaks, such as those caused by external shocks like the COVID-19 pandemic or 

oil price volatility. By leveraging this meticulously collected data, the study seeks to provide nuanced insights 

into the effectiveness of monetary policy tools in achieving price stability in Nigeria. 

 

3.1.1 Sources: Central Bank of Nigeria (CBN) Statistics Database 

The Central Bank of Nigeria (CBN) statistics database serves as the primary source of data for this study, 

providing a comprehensive repository of economic indicators necessary to analyze the relationship between 

interest rates and inflation. The database includes monthly records of the Monetary Policy Rate (MPR), 

headline inflation, core inflation, and food inflation, all of which are critical for understanding Nigeria’s 

macroeconomic trends. 

The CBN database also offers detailed historical data on exchange rates, credit to the private sector, and 

government borrowing, enabling a multidimensional examination of the monetary policy transmission 

mechanism. For instance, the study utilizes data on MPR adjustments to identify their impact on inflation 

trends during periods of economic volatility, such as the aftermath of the COVID-19 pandemic or during sharp 

naira depreciations. 
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This centralized source ensures data consistency, reliability, and accessibility, forming the backbone of the 

study's analytical framework. The monthly granularity of the data facilitates an in-depth exploration of short-

term fluctuations and structural patterns, contributing to the nuanced insights presented in this research. 

 

3.1.2 Variables: Inflation (Headline, Core, Food) and Interest Rates (MPR, PLR) 

The study examines key macroeconomic variables to understand the dynamic relationship between inflation 

and interest rates in Nigeria. Inflation is measured using three distinct indices: headline, core, and food inflation. 

Headline inflation provides a comprehensive measure of price level changes, encompassing all goods and 

services in the consumer price index (CPI). Core inflation, by excluding volatile components such as food and 

energy prices, serves as an indicator of underlying inflationary trends. Food inflation, particularly significant in 

the Nigerian context, highlights price fluctuations in agricultural and food products, which constitute a 

substantial portion of household expenditure. 

Interest rates, the central instrument of monetary policy, are represented by the Monetary Policy Rate (MPR) 

and Prime Lending Rate (PLR). The MPR is the benchmark rate set by the Central Bank of Nigeria (CBN) to 

signal its policy stance, influencing borrowing and lending rates in the economy. The PLR reflects commercial 

banks’ rates for credit to high-quality borrowers, offering insights into the transmission mechanism of 

monetary policy. 

This combination of variables enables a nuanced analysis of how interest rate adjustments affect different 

components of inflation, providing critical insights into the effectiveness of Nigeria’s monetary policy 

framework. 

 

3.1.3 Time Period: Monthly Data from 1995 to 2022 

This study utilizes monthly data spanning from 1995 to 2022 to analyze the interplay between interest rates and 

inflation in Nigeria. This extended timeframe allows for capturing long-term trends, structural shifts, and the 

effects of both domestic and global economic shocks. The chosen period encompasses critical events such as the 

global financial crisis of 2008, the oil price crash of 2014, and the economic disruptions caused by the COVID-

19 pandemic, all of which significantly influenced Nigeria’s monetary and inflationary dynamics. 

The use of monthly data provides a high level of granularity, enabling the detection of short-term fluctuations 

in inflation and interest rates. This approach facilitates a detailed examination of the lagged effects of monetary 

policy decisions, such as changes in the Monetary Policy Rate (MPR) and their subsequent impact on headline, 

core, and food inflation indices. 

By analyzing this period, the study seeks to uncover patterns and anomalies in Nigeria’s macroeconomic 

environment, offering valuable insights into the effectiveness of monetary policy tools in managing inflation 

amidst a dynamic and often volatile economic landscape. 

 

3.2 Analytical Techniques 

The analysis in this study employs a combination of statistical and econometric techniques to investigate the 

relationship between interest rates and inflation in Nigeria. The primary analytical framework focuses on time-

series econometrics, which is well-suited for exploring dynamic relationships and lagged effects. First, 

descriptive statistics are used to summarize the key characteristics of the data, such as mean, variance, and 

standard deviation, providing a foundational understanding of the variables. This is followed by correlation 

analysis to identify the strength and direction of relationships between inflation indices (headline, core, and 

food) and interest rates (MPR and PLR). Second, econometric modeling techniques, such as vector 
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autoregression (VAR), are applied to examine the causal relationships and lagged interactions between variables. 

VAR models allow for capturing the feedback mechanisms between inflation and interest rates, offering 

insights into how monetary policy adjustments propagate through the economy. Third, impulse response 

functions (IRFs) and variance decomposition are used to assess the short- and long-term impacts of shocks to 

interest rates on inflation. These techniques help quantify the effectiveness of monetary policy tools in 

mitigating inflationary pressures under various economic scenarios. 

Lastly, structural break tests are conducted to identify periods of significant change in the relationships, such as 

during the global financial crisis or oil price crashes. These analytical techniques collectively enable a 

comprehensive exploration of Nigeria’s monetary policy dynamics and their implications for inflation 

management. 

 

3.2.1 Statistical Correlation Analysis 

Statistical correlation analysis serves as a foundational technique in this study to evaluate the strength and 

direction of the relationship between inflation and interest rates in Nigeria. By computing the correlation 

coefficients between variables such as the Monetary Policy Rate (MPR), Prime Lending Rate (PLR), and 

different inflation indices (headline, core, and food inflation), the analysis provides a preliminary 

understanding of their interactions. 

The Pearson correlation coefficient is employed to measure the linear relationship between these variables, 

ranging from -1 (a perfect negative correlation) to +1 (a perfect positive correlation). A coefficient near zero 

indicates no correlation. For instance, during periods of heightened inflation, the analysis may reveal a strong 

positive correlation between MPR and headline inflation, reflecting the Central Bank of Nigeria's (CBN) efforts 

to combat inflation through interest rate hikes. Temporal variations are also considered to capture changes in 

correlation across different economic phases, such as the post-global financial crisis period or the COVID-19 

pandemic. For example, a shift from a negative to a positive correlation during periods of cost-push inflation 

would indicate the dominance of supply-side factors, such as exchange rate depreciation or rising production 

costs, over demand-side influences. 

Additionally, the study incorporates visual tools such as scatter plots and heatmaps to enhance the 

interpretability of correlation patterns. These insights from statistical correlation analysis form the basis for 

subsequent econometric modeling, enabling a deeper exploration of causality and dynamic interactions 

between interest rates and inflation in Nigeria. 

 

3.2.2 Examination of Historical Trends and Patterns 

The examination of historical trends and patterns is crucial to understanding the interplay between inflation 

and interest rates within Nigeria's evolving economic landscape. By analyzing data spanning from 1995 to 2022, 

this study identifies significant periods of economic shifts and their impact on monetary policy effectiveness. 

Reinhart and Rogoff (2004) emphasize the importance of historical context in interpreting macroeconomic 

indicators, particularly in economies subject to frequent structural and external shocks. This approach involves 

identifying key periods of economic instability, such as the global financial crisis of 2008, the 2014 oil price 

crash, and the COVID-19 pandemic. For example, during the 2008 crisis, Nigeria experienced heightened 

inflation coupled with a sharp depreciation of the naira, prompting the Central Bank of Nigeria (CBN) to 

increase the Monetary Policy Rate (MPR) to stabilize prices. Similar patterns emerged during the 2014 oil price 

slump, where inflation surged due to rising import costs, forcing the CBN to adopt restrictive monetary 

measures. 
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The analysis also highlights recurring patterns, such as the lagged response of inflation to interest rate 

adjustments. These delays often reflect structural inefficiencies in Nigeria's monetary transmission mechanism, 

where financial institutions are slow to align lending rates with changes in the MPR. By examining these 

historical trends, the study provides a nuanced understanding of how external shocks, domestic policies, and 

institutional factors collectively shape the relationship between inflation and interest rates in Nigeria. 

 

3.2.3 Interpretation of Supply and Demand Dynamics Influencing Inflation 

The dynamics of supply and demand play a fundamental role in shaping inflationary trends, particularly in an 

economy like Nigeria, where structural challenges exacerbate cost pressures. Blanchard and Galí (2007) 

emphasize that inflation results from both demand-pull and cost-push factors, each requiring distinct policy 

interventions. Demand-pull inflation emerges when aggregate demand surpasses the economy’s productive 

capacity, often driven by increases in consumer spending or government expenditures as represented in figure 4. 

Conversely, cost-push inflation arises from rising production costs, such as higher input prices or supply chain 

disruptions. 

In Nigeria, demand-pull inflation has been observed during periods of fiscal expansion, where increased 

government spending stimulates aggregate demand. For example, during pre-election years, heightened public 

expenditures often result in liquidity surges, pushing up prices across the economy. On the supply side, 

Nigeria’s dependence on imported goods and exposure to global commodity price volatility exacerbate cost-

push inflation. Gordon (1997) highlights that supply shocks, such as rising fuel prices or agricultural disruptions, 

can lead to persistent inflationary pressures, particularly when combined with wage rigidities and inefficient 

markets. 

The interplay of these dynamics is evident in the Nigerian context, where supply constraints—such as 

inadequate infrastructure and insecurity in food-producing regions—amplify inflationary trends. 

Understanding these dual influences is critical for formulating effective monetary policies that address both 

aggregate demand and supply-side bottlenecks, ensuring more sustainable inflation control. 

 

Figure 4 titled "Interpretation of Supply and Demand Dynamics Influencing Inflation" provides a structured 

visualization of the key factors driving inflation through supply and demand mechanisms, and their combined 

effects. On the supply side, it highlights how rising production costs, such as energy prices and raw material 

shortages, lead to cost-push inflation. It also emphasizes agricultural disruptions, including transportation 

inefficiencies and seasonal variability, as significant contributors to food price inflation— a dominant 

component of Nigeria’s CPI. On the demand side, the diagram identifies increased consumer spending, driven 

by higher disposable income and fiscal stimuli, as primary triggers for demand-pull inflation. It also links credit 

availability, influenced by low-interest loans, to amplified purchasing power, further fueling price increases. 

The interaction between these dynamics is represented as combined effects, where supply constraints and 

elevated demand create price volatility and inflation spirals. This necessitates a balance of monetary 

interventions, such as targeted interest rate adjustments, and fiscal strategies, like subsidies and infrastructure 

investments, to mitigate sector-specific impacts and stabilize the economy. The diagram encapsulates the 

complexity of inflationary forces, providing a comprehensive framework for understanding policy implications. 

 

3.3 Limitations 

This study is subject to several limitations that influence the scope and interpretation of its findings. One key 

limitation is the reliance on historical data spanning from 1995 to 2022. While this period provides a rich 
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temporal framework for understanding inflation and interest rate dynamics, it may not fully capture the rapid 

economic shifts or unanticipated shocks that have occurred in the global economy, such as those triggered by 

post-COVID-19 developments. Another limitation lies in the inherent weaknesses of Nigeria’s data reporting 

infrastructure. Economic indicators, particularly inflation indices and monetary policy rates, may be affected by 

data inconsistencies or delays in publication. These challenges complicate the real-time analysis required to 

assess the immediate impacts of monetary policy adjustments. Furthermore, the study focuses on aggregated 

inflation measures, such as headline and core inflation, which may mask regional disparities or sector-specific 

inflationary pressures within Nigeria.The study also acknowledges the limitations of using econometric models 

to analyze monetary policy effectiveness. While models such as vector autoregression (VAR) provide valuable 

insights into lagged relationships and causality, they are inherently dependent on the quality of input data and 

the assumptions underlying the model structure. Additionally, these models may not fully account for 

exogenous shocks, such as global oil price fluctuations or geopolitical tensions, which have significant 

implications for Nigeria’s inflationary trends. 

Finally, the analysis is constrained by the inability to incorporate comprehensive fiscal policy variables, such as 

government borrowing levels, which play a crucial role in Nigeria’s macroeconomic stability. These limitations 

underscore the complexity of understanding inflation and interest rate dynamics in an emerging economy and 

highlight areas for further research. 

 

 
 

Figure 4: Diagram Illustration of Interpretation of Supply and Demand Dynamics Influencing 

Inflation 
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3.3.1 Acknowledgment of External Shocks and Data Constraints 

External shocks and data constraints significantly influence the analysis of inflation and interest rate dynamics, 

especially in a complex economic environment like Nigeria. External shocks, such as fluctuations in global oil 

prices, geopolitical tensions, and the economic ramifications of the COVID-19 pandemic, often introduce 

volatility into Nigeria’s inflationary trends as represented in figure 5. For instance, during periods of sharp oil 

price declines, Nigeria has experienced substantial currency depreciation and rising import costs, both of which 

have exacerbated inflationary pressures. These shocks complicate the Central Bank of Nigeria’s (CBN) ability to 

maintain price stability through conventional monetary policy tools. Data constraints present an additional 

challenge in conducting robust economic analyses. Nigeria’s statistical infrastructure often suffers from delays 

in the publication of economic indicators and inconsistencies in reporting methodologies. For example, 

inflation data, while crucial for evaluating monetary policy effectiveness, may not always reflect real-time 

market conditions due to lags in data collection and processing. Similarly, variations in the reporting of key 

indicators like the Monetary Policy Rate (MPR) or exchange rates can limit the precision of econometric 

models. 

Furthermore, structural inefficiencies in the economy, such as the informal sector’s substantial contribution to 

GDP, complicate the measurement of aggregate demand and supply dynamics. This limitation underscores the 

difficulty of capturing a holistic picture of Nigeria’s macroeconomic landscape. By acknowledging these 

external shocks and data constraints, the study provides a realistic framework for interpreting its findings while 

identifying critical areas for policy improvement and further research. 
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Figure 5 titled "Acknowledgment of External Shocks and Data Constraints" provides a structured view of how 

external shocks and data limitations affect economic analysis and policy effectiveness. The External Shocks 

branch highlights disruptions such as global oil price volatility and exchange rate instability, which directly 

impact inflation and interest rates in resource-dependent economies like Nigeria. Pandemic-driven shocks, 

such as COVID-19, exacerbate supply chain disruptions and raise healthcare and commodity costs, while 

geopolitical shocks, like regional conflicts and trade restrictions, further destabilize economic conditions. The 

Data Constraints branch emphasizes the lack of comprehensive data for informal sectors, which dominate many 

emerging economies, and inconsistent reporting of economic indicators, leading to inaccuracies in inflation and 

interest rate calculations. It also addresses technical limitations, such as reliance on manual processes and 

limited real-time analysis capabilities, that hinder timely and accurate policy decisions. The Combined Impact 

branch illustrates the cascading effects of these challenges, including policy ineffectiveness due to misalignment 

with economic realities, mismanagement of inflation stemming from unaddressed localized drivers, and 

difficulties in forecasting economic outcomes. Together, the diagram underscores the need for robust data 

Figure 5: Diagram Illustration Showing the Impact of External Shocks and Data Constraints on 

Economic Policy and Inflation Management 
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infrastructure and adaptive policy frameworks to mitigate the effects of these external shocks and data 

constraints. 

 

4. Results and Discussion 

4.1 Trends and Patterns 

The analysis of trends and patterns in Nigeria's inflation and interest rates reveals a complex interplay shaped 

by domestic and external factors. Over the study period from 1995 to 2022, inflation exhibited significant 

volatility, influenced by both cost-push and demand-pull dynamics. Headline inflation often spiked during 

periods of currency depreciation, reflecting Nigeria's dependency on imported goods. For instance, during the 

2008 global financial crisis, inflation rates surged as the naira weakened, increasing the cost of essential imports 

and exacerbating supply-side pressures. 

Similarly, the Monetary Policy Rate (MPR), the primary tool for monetary policy, showed marked adjustments 

aimed at curbing inflation and stabilizing economic activity. However, these adjustments often lagged behind 

inflationary pressures due to delays in policy transmission. During the oil price collapse of 2014, for example, 

the Central Bank of Nigeria (CBN) increased the MPR to mitigate inflationary trends. Still, persistent structural 

inefficiencies, such as energy shortages and agricultural bottlenecks, limited the effectiveness of these 

interventions. 

Recurring patterns also emerged, such as the persistent gap between the Prime Lending Rate (PLR) and MPR, 

highlighting inefficiencies in the financial sector. These gaps often resulted in restricted access to credit for 

small and medium enterprises, further constraining economic growth. Additionally, inflation and interest rate 

trends were frequently disrupted by external shocks, such as global oil price volatility and the economic fallout 

of the COVID-19 pandemic, underscoring the vulnerability of Nigeria’s economy to external influences. 

By identifying these trends and patterns, this study lays the groundwork for a deeper understanding of the 

challenges and opportunities in Nigeria’s monetary policy framework, contributing to more effective inflation 

management strategies. 
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Table 2: Summary of Graphical Analysis of Interest Rate and Inflation Movements in Nigeria (2007–2022) 

Year Range Inflation Trend Interest Rate Trend Key Observations 

2007–2010 Inflation rates 

fluctuated moderately, 

averaging around 11%. 

Interest rates 

remained relatively 

stable, around 9–10%. 

The Central Bank 

maintained a tight 

monetary policy to curb 

inflation during the 

global financial crisis. 

2011–2014 Inflation declined 

steadily from 12% to 

8%, indicating price 

stabilization. 

Lending rates hovered 

around 9%, showing 

minimal fluctuations. 

Improved fiscal 

discipline and tighter 

monetary policy 

contributed to inflation 

reduction. 

2015–2019 Inflation surged due to 

naira depreciation and 

rising global oil prices, 

peaking at 18%. 

Interest rates increased 

marginally to counter 

inflationary pressures. 

Persistent cost-push 

inflation undermined 

the effectiveness of 

interest rate 

adjustments. 

2020–2022 Inflation spiked, 

exceeding 20% during 

the COVID-19 

pandemic and supply 

chain disruptions. 

Interest rates were 

adjusted upward to 

manage excess 

liquidity. 

External shocks, 

including the 

pandemic, highlighted 

the limitations of 

monetary policy tools. 

 

4.1.1 Graphical Analysis of Interest Rate and Inflation Movements from 2007 to 2022 

Graphical analysis of interest rate and inflation movements between 2007 and 2022 highlights distinct patterns 

and trends that underscore the interplay between these two critical macroeconomic variables. During this 

period, Nigeria experienced significant economic events, including the global financial crisis, the 2014 oil price 

crash, and the economic disruptions caused by the COVID-19 pandemic, all of which influenced the trajectory 

of inflation and interest rates as presented in table 2. A visual examination of inflation trends reveals sharp 

spikes during periods of economic distress. For instance, inflation surged in 2008 following the global financial 

crisis, with headline inflation exceeding 15% due to rising import costs and supply chain disruptions. Similarly, 

during the 2014 oil price collapse, inflation rates climbed to over 18%, driven by naira depreciation and 

escalating production costs. The COVID-19 pandemic exacerbated these trends, with inflation peaking in 2021 

as supply-side constraints, such as food insecurity and global trade disruptions, intensified. 

On the interest rate front, the Monetary Policy Rate (MPR) was adjusted frequently to stabilize inflation. 

Between 2008 and 2022, the Central Bank of Nigeria (CBN) adopted a tightening stance during inflationary 

periods, raising the MPR from 10% in 2008 to 14% in 2022. However, graphical analysis reveals a lag between 

these adjustments and their impact on inflation, highlighting delays in monetary policy transmission. This 

graphical approach also identifies periods where inflation and interest rates moved in tandem, such as during 

2020, when cost-push inflation overwhelmed the CBN’s monetary interventions. These visual insights provide 

a clearer understanding of Nigeria’s monetary dynamics, emphasizing the need for coordinated policy measures 

to address both structural and cyclical inflationary pressures. 
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4.1.2 Highlight Key Periods (e.g., 2009 Global Financial Crisis, Post-COVID-19) 

The period between 2009 and 2022 was marked by critical economic events that significantly influenced the 

relationship between inflation and interest rates in Nigeria. Each event highlighted the limitations and 

challenges of monetary policy in stabilizing prices amid external and domestic shocks. The 2009 Global 

Financial Crisis had a cascading effect on Nigeria’s economy, primarily through declining oil prices. Inflation 

surged as the naira weakened due to reduced foreign exchange inflows from oil exports. Headline inflation 

exceeded 14% during this period, driven by rising import costs. In response, the Central Bank of Nigeria (CBN) 

increased the Monetary Policy Rate (MPR) to 9.75% by the end of 2009, signaling a tightening stance to curb 

inflationary pressures. However, the effectiveness of this policy was limited by structural bottlenecks, including 

inadequate infrastructure and high import dependency. 

Post-COVID-19, another critical period, saw inflation reaching unprecedented levels, peaking at over 17% in 

2021. This surge was fueled by supply chain disruptions, food insecurity, and increased global commodity prices. 

The CBN reacted by raising the MPR from 12.5% in 2020 to 14% by mid-2022. Despite these efforts, 

inflationary pressures persisted due to cost-push factors such as rising transportation costs and agricultural 

production inefficiencies. 

Both periods underscore the dual challenge faced by the CBN in addressing inflation driven by external shocks 

and domestic structural inefficiencies. The interplay of these factors reveals the need for a holistic approach, 

combining monetary interventions with structural reforms, to enhance the resilience of Nigeria’s economy 

against such crises. 

 

4.2 Correlation Analysis 

Correlation analysis serves as a pivotal tool in examining the interplay between interest rates and inflation in 

Nigeria from 1995 to 2022. By calculating correlation coefficients, this study quantifies the strength and 

direction of the relationship between key variables, such as the Monetary Policy Rate (MPR), Prime Lending 

Rate (PLR), and inflation indices (headline, core, and food inflation). 

The results reveal distinct patterns. For instance, the MPR exhibits a moderate positive correlation with 

headline inflation during periods of monetary tightening, suggesting that higher policy rates are implemented 

as a response to rising inflationary pressures. However, this relationship weakens during periods of supply-side 

inflation, such as in the aftermath of the 2014 oil price crash. In these instances, inflation trends were 

predominantly driven by cost-push factors, such as increased import prices and supply chain disruptions, rather 

than excess liquidity or demand-pull dynamics. 

Additionally, the PLR, representing commercial lending rates, demonstrates a weaker correlation with inflation 

compared to the MPR. This discrepancy highlights inefficiencies in Nigeria’s monetary transmission 

mechanism, where adjustments to policy rates are not fully reflected in lending practices. This phenomenon is 

particularly evident during the post-COVID-19 period, when inflation surged due to external shocks while the 

PLR remained relatively stable, failing to mitigate the inflationary impact on credit availability. The analysis 

also identifies temporal shifts in correlation patterns. For example, during the 2008–2009 global financial crisis, 

the correlation between MPR and headline inflation was stronger, reflecting the CBN’s aggressive interest rate 

hikes to stabilize the economy. These findings highlight the complexity of inflation management in Nigeria and 

the necessity for a nuanced approach that addresses both demand-side and supply-side drivers. 
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4.2.1 Discussion of the Inverse and Direct Relationships Observed During Different Periods 

The relationship between interest rates and inflation in Nigeria has demonstrated both inverse and direct 

patterns across different economic periods, influenced by underlying macroeconomic conditions and policy 

responses. An inverse relationship is traditionally expected, where rising interest rates curb inflation by 

reducing liquidity and suppressing aggregate demand. However, this pattern is often disrupted in Nigeria due to 

structural and external factors as presented in table 3. During the 2008–2009 global financial crisis, a direct 

relationship was observed as inflation surged despite significant increases in the Monetary Policy Rate (MPR). 

This anomaly can be attributed to cost-push inflation, driven by naira depreciation and rising import costs. The 

Central Bank of Nigeria’s (CBN) interest rate hikes failed to mitigate these pressures, as they were not demand-

driven but rather linked to external shocks. Similarly, during the 2014 oil price crash, inflation rose in tandem 

with MPR adjustments due to heightened production costs and supply chain inefficiencies. Conversely, periods 

of inverse relationships have occurred during demand-driven inflationary phases, such as in 2012, following 

subsidy removal protests that temporarily spiked consumer spending. In response, the CBN raised the MPR to 

dampen demand and stabilize prices, successfully aligning inflation trends with policy objectives. 

The post-COVID-19 era also illustrated nuanced dynamics. Initially, inflation increased due to supply-side 

disruptions, showing a direct relationship with interest rate hikes. Over time, as economic activities resumed 

and monetary tightening persisted, the relationship shifted towards an inverse pattern, reflecting the delayed 

but eventual impact of policy adjustments. 

These variations highlight the complexity of Nigeria’s inflation-interest rate dynamics, necessitating a 

comprehensive approach that accounts for both structural and cyclical factors to enhance monetary policy 

effectiveness. 

 

Table 3: Summary of Discussion of the Inverse and Direct Relationships Between Interest Rates and Inflation in 

Nigeria 

Period Nature of 

Relationship 
 

Key Drivers 
 

Observations 
 

2007–2010 
 

Inverse Relationship 
 

Demand-pull inflation 

and tight monetary 

policy 

Inflation declined moderately as 

interest rates were raised to 

control liquidity. 

2011–2014 
 

Weak Inverse 

Relationship 
 

Price stabilization 

efforts and steady 

economic growth 

Inflation decreased slightly 

despite stable interest rates, 

reflecting improved supply-side 

factors. 

2015–2019 
 

Mixed Relationship 
 

Cost-push inflation 

and exchange rate 

volatility 

Inflation surged due to external 

shocks, weakening the 

effectiveness of higher interest 

rates. 

2020–2022 
 

Direct Relationship 
 

Supply chain 

disruptions and global 

commodity price 

increases 

Inflation rose alongside interest 

rates, driven by cost-push factors 

beyond the control of monetary 

policy tools. 

4.2.2 Analysis of Anomalies, Such as the Strong Positive Correlation Post-COVID-19 
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The post-COVID-19 period revealed an anomaly in Nigeria’s inflation and interest rate dynamics: a strong 

positive correlation between these variables. This counterintuitive pattern diverged from the expected inverse 

relationship typically observed under conventional monetary policy frameworks as presented in table 4. During 

this period, inflation surged to unprecedented levels, driven by supply-side shocks such as global trade 

disruptions, rising energy prices, and agricultural constraints exacerbated by insecurity in food-producing 

regions. The Central Bank of Nigeria (CBN) responded with aggressive monetary tightening, increasing the 

Monetary Policy Rate (MPR) from 12.5% in mid-2020 to 14% by 2022. However, inflation remained elevated, 

reflecting the dominance of cost-push factors over demand-side pressures. For instance, rising fuel and 

transportation costs, coupled with naira depreciation, significantly increased the cost of essential goods, 

rendering monetary interventions less effective in curbing price hikes. 

This period also highlighted inefficiencies in Nigeria’s monetary transmission mechanism. Despite the increase 

in MPR, commercial lending rates (Prime Lending Rate, PLR) showed limited adjustments, restricting the 

policy’s impact on credit accessibility and aggregate demand. The persistent inflationary pressures, despite 

higher interest rates, underscored the structural limitations of Nigeria’s economy, where inflation is frequently 

influenced by non-monetary factors. 

Furthermore, delayed policy responses and weak institutional frameworks contributed to the anomaly. The lag 

between interest rate adjustments and their impact on inflation widened due to inadequate financial 

infrastructure and external dependencies. These findings emphasize the need for comprehensive strategies that 

integrate monetary, fiscal, and structural policies to address the multifaceted challenges of inflation 

management in Nigeria, particularly in periods of systemic disruptions. 

 

Table 4: Summary of Key Periods Influencing Inflation and Interest Rates in Nigeria 

Period 
 

Economic Event Impact on Inflation Impact on Interest Rates 

2009 Global Financial 

Crisis 

Global economic 

downturn and reduced 

oil demand 

Inflation remained 

moderate (~11%), 

supported by weak 

demand pressures. 

Interest rates were tightened 

slightly to maintain 

macroeconomic stability. 

2014 Oil Price Crash Significant drop in 

global oil prices 

affecting Nigeria’s 

revenue 

Inflation rose due to 

naira depreciation and 

higher import costs. 

Interest rates increased to curb 

rising inflationary pressures. 

2016 Recession Economic contraction 

triggered by low oil 

prices and fiscal 

imbalances 

Inflation peaked at 

18%, driven by 

supply-side pressures. 

The Central Bank raised 

interest rates to control 

inflation but with limited 

success. 

2020 Post-COVID-19 

Pandemic 

Disruptions to global 

supply chains and 

increased production 

costs 

Inflation exceeded 

20%, primarily driven 

by food price 

increases. 

Interest rates were adjusted 

upward to manage liquidity, 

though external shocks limited 

effectiveness. 

 

4.3 Structural and External Factors 
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The interplay between inflation and interest rates in Nigeria is profoundly influenced by structural and external 

factors, which often undermine the effectiveness of conventional monetary policies. Structural inefficiencies 

such as inadequate infrastructure, a large informal economy, and dependence on imports for essential goods 

contribute significantly to inflationary pressures. For instance, poor transportation networks increase the cost 

of distributing agricultural produce, thereby inflating food prices even during periods of stable aggregate 

demand. Additionally, Nigeria's reliance on imported fuel exacerbates inflation when global oil prices surge or 

the naira depreciates, as seen during the 2014 oil price crash. Externally, Nigeria's vulnerability to global 

economic shocks further complicates inflation management. The COVID-19 pandemic, for example, disrupted 

global supply chains and reduced oil revenues, leading to naira depreciation and soaring inflation. Similarly, 

geopolitical tensions affecting commodity markets, such as those impacting crude oil and food supplies, often 

translate into higher domestic prices, rendering monetary interventions less effective. Another critical 

structural factor is fiscal dominance, where high government borrowing crowds out private sector credit and 

limits the impact of interest rate adjustments. The Central Bank of Nigeria (CBN) frequently faces challenges in 

aligning monetary policies with fiscal objectives, leading to inconsistencies that weaken inflation control efforts. 

Furthermore, weak institutional frameworks impede the monetary transmission mechanism, delaying the 

effects of policy rate changes on lending rates and inflation. For example, the persistent gap between the 

Monetary Policy Rate (MPR) and the Prime Lending Rate (PLR) highlights the inefficiency of financial 

institutions in transmitting policy signals. Addressing these structural and external factors is essential for 

achieving sustainable inflation management in Nigeria’s complex economic environment. 

 

4.3.1 Impact of Supply Chain Disruptions, Security Challenges, and Fiscal Policy Interactions 

The relationship between inflation and interest rates in Nigeria is significantly influenced by supply chain 

disruptions, security challenges, and the interaction between fiscal and monetary policies. Supply chain 

inefficiencies, often exacerbated by inadequate infrastructure, increase production and distribution costs, 

leading to persistent cost-push inflation as represented in figure 6. For example, delays and high transportation 

costs associated with poor road networks inflate the prices of essential commodities, particularly food, 

contributing to the divergence between monetary policy goals and inflation outcomes. Security challenges 

further disrupt economic stability, particularly in agricultural regions. Insecurity in states critical to food 

production reduces output, inflates food prices, and drives headline inflation. For instance, disruptions caused 

by insurgency and banditry in Northern Nigeria have diminished agricultural productivity, increasing reliance 

on imported food items and exposing the economy to global price volatility. These factors amplify inflationary 

pressures, rendering conventional interest rate interventions less effective. 

Fiscal policy interactions also play a crucial role in shaping inflation dynamics. High levels of government 

borrowing often lead to fiscal dominance, crowding out private sector credit and undermining the effectiveness 

of monetary policy. This misalignment is evident in instances where government expenditures escalate 

aggregate demand, driving inflation despite the Central Bank of Nigeria’s (CBN) efforts to tighten monetary 

policy. For instance, pre-election spending cycles frequently inject excess liquidity into the economy, 

counteracting the deflationary effects of increased interest rates. 

These combined factors—supply chain inefficiencies, security concerns, and fiscal-monetary policy conflicts—

underscore the need for integrated policy frameworks to address the multifaceted drivers of inflation in Nigeria, 

ensuring sustainable macroeconomic stability. 
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Figure 6 illustrates the cascading impacts of supply chain disruptions, security challenges, and fiscal policy 

interactions on various tiers of suppliers and large corporations. Starting from the "Large Corporate," 

disruptions such as labor shortages on factory floors hinder production efficiency, leading to delays in 

delivering raw materials to Tier 1 suppliers. These delays ripple through to Tier 2 and Tier 3 suppliers, 

amplifying the bottlenecks. Additionally, external shocks like energy price hikes exacerbate production costs 

for all supply chain actors, creating inflationary pressures and price volatility in raw materials. Security 

challenges, such as cyberattacks on Tier 1 suppliers, can disrupt operations, causing financial instability and 

even bankruptcies at Tier 2 levels, further weakening the supply chain's resilience. For example, during the 

COVID-19 pandemic, disruptions in global logistics and increased cybersecurity threats highlighted the 

vulnerability of interconnected supply networks. Fiscal policy interactions, such as insufficient subsidies for 

critical industries, can magnify these disruptions, forcing smaller suppliers out of business. This visual 

effectively captures how interconnected economic, operational, and security challenges propagate through 

supply chains, leading to inflationary pressures and macroeconomic instability. 

 

5. Policy Implications 

5.1 Effectiveness of Interest Rate Adjustments 

The effectiveness of interest rate adjustments in curbing inflation in Nigeria is determined by the interplay of 

several macroeconomic factors, including the nature of inflationary pressures, the responsiveness of the 

financial system, and the broader economic environment. In theory, raising interest rates should reduce 

inflation by dampening aggregate demand, as higher borrowing costs discourage consumption and investment. 

However, in practice, the efficacy of this tool in Nigeria is often undermined by structural inefficiencies and 

external shocks. 

For instance, during periods of demand-driven inflation, such as pre-election liquidity surges, interest rate 

hikes by the Central Bank of Nigeria (CBN) have shown relative success in stabilizing prices. In such scenarios, 

the Monetary Policy Rate (MPR) acts as a signal to commercial banks to adjust lending rates, effectively 

Figure 6: Diagram Summary of Ripple Effects of Supply Chain Disruptions and Security Challenges 

Across Supplier Tiers. (Luther, D. 2023) 

https://www.netsuite.com/portal/resource/authors/david-luther.shtml
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moderating credit growth and consumption patterns. However, this success is often limited by the lag between 

policy implementation and its impact on inflation. 

Conversely, during episodes of cost-push inflation driven by external factors such as naira depreciation or rising 

global commodity prices, interest rate adjustments have been less effective. For example, the inflation spikes 

following the 2014 oil price crash persisted despite significant increases in the MPR, as supply-side constraints 

rather than excess demand were the primary drivers of price increases. 

Furthermore, weak monetary transmission mechanisms in Nigeria dilute the impact of policy rate changes on 

market lending rates. The persistent gap between the MPR and the Prime Lending Rate (PLR) indicates 

inefficiencies in the financial sector, limiting the scope of interest rate adjustments in managing inflation 

effectively. Addressing these limitations is critical to enhancing the efficacy of monetary policy in achieving 

price stability. 

 

5.1.1 Insights on Demand-Side and Supply-Side Influences 

The interplay between demand-side and supply-side influences is central to understanding the effectiveness of 

interest rate adjustments in Nigeria. Demand-side inflation typically arises when aggregate demand exceeds the 

economy’s productive capacity, creating upward pressure on prices. In such scenarios, monetary policy tools 

like interest rate hikes are relatively effective. For example, raising the Monetary Policy Rate (MPR) increases 

borrowing costs, discourages consumption and investment, and ultimately curbs excessive demand. This 

dynamic was evident during the liquidity surges preceding election years, where the Central Bank of Nigeria 

(CBN) successfully used interest rate adjustments to temper inflationary pressures. 

However, supply-side influences present a more complex challenge. Cost-push inflation, driven by rising 

production costs or supply chain disruptions, is less responsive to monetary tightening. For instance, during the 

2014 oil price crash, inflationary pressures in Nigeria were exacerbated by naira depreciation and rising import 

costs, both of which elevated production and distribution expenses. In such cases, higher interest rates may fail 

to reduce inflation and could even worsen economic conditions by increasing the cost of credit for businesses 

already grappling with elevated costs. The dichotomy between demand-side and supply-side inflation 

underscores the limitations of a singular reliance on interest rate adjustments. While monetary policy can 

effectively address demand-driven inflation, supply-side constraints require complementary measures such as 

infrastructure development, improved security in agricultural regions, and diversification of the economy to 

reduce dependency on imported goods. Understanding the relative contributions of these influences is crucial 

for designing integrated policies that enhance price stability and economic resilience. 

 

5.1.2 Limitations of Interest Rate Tools in Addressing Cost-Push Inflation 

Interest rate tools, while essential for managing demand-driven inflation, exhibit significant limitations when 

addressing cost-push inflation. Cost-push inflation arises from rising production costs or supply-side constraints, 

such as increased raw material prices, transportation costs, or disruptions in supply chains. Unlike demand-side 

inflation, these pressures are not rooted in excess liquidity or consumption, making traditional monetary policy 

interventions less effective. 

For example, during the 2014 oil price crash, Nigeria experienced a sharp depreciation of the naira, which 

increased the cost of imports and triggered widespread inflation. Despite aggressive adjustments to the 

Monetary Policy Rate (MPR) by the Central Bank of Nigeria (CBN), inflation persisted as it was driven 

primarily by external shocks and domestic supply inefficiencies. In such scenarios, raising interest rates can 
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exacerbate economic challenges by increasing the cost of credit for businesses, further compounding production 

expenses and reducing output. 

Similarly, inflationary pressures stemming from agricultural disruptions due to insecurity in key food-

producing regions highlight the inadequacy of interest rate tools in mitigating such challenges. Rising food 

prices, driven by reduced supply rather than excessive demand, require targeted interventions such as 

infrastructure development, improved security, and investments in agricultural productivity. Moreover, the 

lagged effect of interest rate changes complicates their effectiveness against immediate cost-push pressures. 

While these tools may stabilize inflation expectations over time, they often fail to address the immediate 

drivers of price increases. Addressing cost-push inflation in Nigeria necessitates a comprehensive approach that 

combines monetary, fiscal, and structural reforms to tackle the underlying causes effectively. 

 

5.2 Recommendations for Policymakers 

To address the persistent challenges of inflation and interest rate management in Nigeria, policymakers must 

adopt a multifaceted approach that integrates monetary, fiscal, and structural reforms. First, the Central Bank of 

Nigeria (CBN) should enhance the effectiveness of its monetary policy tools by strengthening the monetary 

transmission mechanism. This requires addressing the persistent gap between the Monetary Policy Rate (MPR) 

and commercial lending rates. Efforts to improve the responsiveness of financial institutions to policy rate 

changes could include incentivizing compliance through targeted interventions or regulatory measures. 

Second, tackling cost-push inflation necessitates investments in infrastructure and security. Poor transportation 

networks and insecurity in agricultural regions have been significant contributors to rising food prices, a key 

driver of inflation in Nigeria. Policymakers should prioritize infrastructure development projects and 

implement security initiatives aimed at stabilizing key food-producing areas. These measures would reduce 

production and distribution costs, alleviating upward price pressures.  Third, fiscal-monetary policy 

coordination must be strengthened to ensure consistent macroeconomic strategies. High levels of government 

borrowing often undermine monetary policy efforts, contributing to inflationary pressures. Policymakers 

should work toward reducing fiscal deficits through more efficient public expenditure and revenue generation 

mechanisms, including broadening the tax base and curbing leakages in public finances. 

Finally, long-term solutions to inflation require economic diversification to reduce dependence on oil exports 

and imported goods. Encouraging domestic production, particularly in manufacturing and agriculture, would 

enhance resilience to external shocks, stabilizing prices over time. Policymakers should also focus on 

implementing targeted social safety nets to cushion vulnerable populations from inflation’s adverse effects, 

ensuring inclusive economic stability. These integrated strategies would provide a robust framework for 

achieving sustained price stability and economic growth in Nigeria. 

 

Table 5: Summary of the Need for Complementary Fiscal Policies to Enhance Monetary Policy Outcomes 

Fiscal Policy Measure Role in Enhancing 

Monetary Policy 

Impact on Inflation Examples in Nigerian 

Context 

Reducing Fiscal 

Deficits 

Minimizes 

government 

borrowing, reducing 

liquidity pressures in 

the economy. 

Helps control demand-pull 

inflation by limiting excess 

money supply. 

Broadening the tax base and 

cutting non-essential 

government expenditures. 
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Infrastructure 

Investments 

Addresses supply-side 

constraints, reducing 

production and 

distribution costs. 

Alleviates cost-push inflation 

by improving productivity 

and efficiency. 

Building rural road 

networks to reduce post-

harvest losses and stabilize 

food prices. 

Revenue 

Diversification 

Reduces dependence 

on oil revenues, 

ensuring stable fiscal 

resources. 

Stabilizes inflation by 

mitigating the impact of 

global commodity price 

volatility. 

Promoting non-oil sectors 

like agriculture and 

manufacturing to broaden 

revenue streams. 

Improved Public 

Finance Management 

Enhances fiscal 

discipline and ensures 

effective allocation of 

resources. 

Reduces inflationary 

pressures arising from 

inefficient government 

spending. 

Implementing transparent 

budgeting and reducing 

leakages in public spending. 

 

5.2.1 The Need for Complementary Fiscal Policies to Enhance Monetary Policy Outcomes 

Monetary policy alone cannot effectively address the multifaceted drivers of inflation in Nigeria, necessitating 

the integration of complementary fiscal policies. While the Central Bank of Nigeria (CBN) uses tools such as the 

Monetary Policy Rate (MPR) to influence inflation and stabilize the economy, the success of these measures is 

often undermined by fiscal imbalances as presented in table 5. For instance, high levels of government 

borrowing frequently crowd out private sector credit, limiting the effectiveness of interest rate adjustments on 

aggregate demand. Aligning fiscal policy objectives with monetary policy goals can mitigate these conflicts and 

enhance overall macroeconomic stability. Fiscal reforms should prioritize reducing budget deficits through 

efficient revenue generation and prudent expenditure management. For example, broadening the tax base and 

minimizing leakages in public finances can provide the government with sustainable revenue streams, reducing 

its dependence on domestic borrowing. Lower borrowing requirements would, in turn, ease inflationary 

pressures by limiting the liquidity injected into the economy through government spending. Moreover, fiscal 

policy can directly address supply-side constraints that drive inflation, such as inadequate infrastructure and 

food insecurity. Investments in transportation networks and agricultural productivity can lower production and 

distribution costs, complementing monetary efforts to stabilize prices. For instance, infrastructure 

improvements in rural areas can enhance access to markets, reducing food price volatility—a significant 

contributor to inflation in Nigeria. 

Finally, coordinated fiscal and monetary policies can enhance policy credibility, stabilizing inflation 

expectations. By demonstrating a unified approach, the government and the CBN can foster investor confidence, 

attracting capital inflows that support economic growth. This coordination is crucial for addressing Nigeria’s 

persistent inflationary challenges, ensuring the effectiveness of monetary interventions and promoting 

sustainable economic stability. 

 

5.2.2 Strategies to Address Structural Constraints and External Shocks 

Addressing structural constraints and external shocks is essential for achieving sustainable inflation 

management in Nigeria. Structural inefficiencies, such as inadequate infrastructure, reliance on imported goods, 

and weak institutional frameworks, have consistently undermined the effectiveness of monetary policy. 

Simultaneously, the economy’s vulnerability to external shocks, including global commodity price fluctuations 
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and geopolitical tensions, exacerbates inflationary pressures, necessitating a multi-pronged approach to 

mitigation. 

Investments in infrastructure should be a priority. Improved transportation networks can reduce production 

and distribution costs, particularly for agricultural goods, mitigating the impact of supply-side inflation. For 

example, enhancing rural road connectivity can lower post-harvest losses and stabilize food prices, which 

constitute a significant portion of Nigeria’s inflation basket. Additionally, investing in renewable energy and 

grid expansion can address Nigeria’s persistent energy challenges, reducing production costs for industries 

reliant on electricity and fossil fuels. 

To mitigate external shocks, Nigeria must diversify its economy away from over-reliance on oil exports. 

Expanding the manufacturing and agricultural sectors would reduce the economy’s susceptibility to global oil 

price fluctuations. Furthermore, policies promoting domestic production of essential goods, such as food and 

fuel, can cushion the impact of external price surges, stabilizing domestic inflation rates. Strengthening 

institutional capacity is equally crucial. Enhancing data collection and analysis capabilities within the Central 

Bank of Nigeria (CBN) can improve the timeliness and accuracy of monetary policy responses. Collaborative 

efforts between monetary and fiscal policymakers can further ensure coordinated strategies to buffer the 

economy against external shocks, such as global supply chain disruptions. These strategies collectively provide a 

robust framework for addressing the structural and external challenges that have historically hindered inflation 

control in Nigeria. 

 

6. Conclusion 

6.1 Summary of Findings 

This study provides an in-depth analysis of the intricate relationship between inflation and interest rates in 

Nigeria, highlighting the challenges and limitations of monetary policy in managing inflation within a 

structurally constrained and externally influenced economy. The findings underscore the complexity of 

inflationary dynamics, driven by both demand-side and supply-side factors, which require nuanced policy 

approaches to ensure stability. 

One of the key findings is the variable effectiveness of interest rate adjustments. While effective in mitigating 

demand-pull inflation, such as during liquidity surges in pre-election years, monetary tools often fall short in 

addressing cost-push inflation. This limitation is particularly evident during periods of external shocks, such as 

the 2014 oil price collapse and the COVID-19 pandemic, where inflation was driven primarily by rising 

production costs and supply chain disruptions. 

The study also identifies structural inefficiencies, such as inadequate infrastructure and weak institutional 

frameworks, as major impediments to inflation control. These constraints exacerbate production and 

distribution costs, particularly in the agricultural and energy sectors, amplifying inflationary pressures even 

when demand-side factors are subdued. Additionally, the weak transmission mechanism of monetary policy is 

highlighted, with persistent gaps between the Monetary Policy Rate (MPR) and commercial lending rates 

limiting the impact of policy rate adjustments. 

Finally, external shocks, including global commodity price volatility and geopolitical tensions, play a significant 

role in shaping inflation trends. These shocks reveal Nigeria’s economic vulnerability and the need for 

diversification to reduce dependency on oil exports and imported goods. The findings emphasize the necessity 

of integrating monetary, fiscal, and structural reforms to achieve sustainable price stability and economic 

resilience. 
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6.1 Recap of Key Observations and Trends in the Interest Rate-Inflation Relationship 

The analysis reveals distinct trends and critical observations in the relationship between interest rates and 

inflation in Nigeria, providing valuable insights into the dynamics that shape monetary policy outcomes. A 

recurring observation is the dual influence of demand-side and supply-side factors on inflation trends. Demand-

pull inflation, often associated with pre-election spending or excessive liquidity, has shown a moderate inverse 

relationship with interest rates. In such cases, the Central Bank of Nigeria’s (CBN) adjustments to the Monetary 

Policy Rate (MPR) have effectively curbed inflation by tempering aggregate demand. However, this 

relationship weakens during supply-driven inflationary periods. Cost-push inflation, driven by external shocks 

and structural inefficiencies, highlights the limitations of interest rate tools. For instance, during the 2014 oil 

price slump, inflation persisted despite monetary tightening, as the primary inflationary pressures originated 

from increased import costs and currency depreciation. Similarly, post-COVID-19 inflation demonstrated a 

strong positive correlation with interest rates due to escalating production costs and supply chain disruptions, 

which monetary interventions alone could not address. Another significant trend is the persistent lag in 

Nigeria’s monetary policy transmission mechanism. The gap between the MPR and Prime Lending Rate (PLR) 

reflects inefficiencies in the financial sector, diluting the impact of policy adjustments on inflation trends. This 

lag is particularly evident in periods of rapid economic shifts, such as during the COVID-19 pandemic. 

Lastly, external shocks, including global commodity price fluctuations and geopolitical tensions, consistently 

disrupt inflation-control efforts. These shocks emphasize Nigeria’s vulnerability to external influences and the 

urgent need for diversification and structural reforms to enhance economic resilience. These trends collectively 

underscore the complexity of inflation management in Nigeria’s unique economic landscape. 

 

6.2 Contributions to the Literature 

This study makes significant contributions to the existing literature on inflation and interest rate dynamics, 

particularly within the context of an emerging economy like Nigeria. It bridges critical gaps by providing a 

nuanced understanding of how structural inefficiencies and external shocks influence the efficacy of monetary 

policy tools in managing inflation. Unlike many studies that focus solely on the theoretical underpinnings of 

monetary policy, this research incorporates empirical evidence to highlight the limitations of interest rate 

adjustments in addressing cost-push inflation, a predominant issue in Nigeria. 

A key contribution is the emphasis on the dual nature of inflation drivers—demand-side and supply-side 

influences—and their implications for monetary policy design. While conventional models often assume an 

inverse relationship between interest rates and inflation, this study demonstrates the complexities introduced 

by Nigeria’s unique economic structure, such as reliance on imports and high fiscal deficits. For instance, the 

persistent inflationary pressures during the 2014 oil price collapse underline the inadequacy of interest rate 

tools in mitigating inflation driven by external shocks. The research also advances the understanding of the 

monetary transmission mechanism in developing economies, highlighting the delays and inefficiencies in the 

Nigerian context. By identifying the gap between the Monetary Policy Rate (MPR) and the Prime Lending Rate 

(PLR), the study sheds light on the challenges faced by policymakers in achieving timely and effective 

monetary outcomes. 

Furthermore, this study enriches the literature by integrating policy recommendations that combine monetary, 

fiscal, and structural reforms. It underscores the necessity of coordinated strategies to address the multifaceted 

drivers of inflation, offering a comprehensive framework for sustainable economic stability. These insights not 

only contribute to academic discourse but also provide actionable guidance for policymakers in similar 

economic settings. 
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6.2.1 Highlight the Unique Insights Provided by the Nigerian Context 

This study offers unique insights into the relationship between inflation and interest rates through the lens of 

Nigeria’s distinct economic context, characterized by structural inefficiencies, fiscal imbalances, and exposure 

to external shocks. Unlike many economies where monetary policy tools, such as interest rate adjustments, 

effectively manage inflationary pressures, Nigeria’s experience reveals significant complexities that challenge 

conventional frameworks. 

One of the unique observations is the impact of Nigeria’s reliance on oil exports and imported goods on 

inflation trends. External shocks, such as oil price fluctuations and naira depreciation, have consistently driven 

cost-push inflation, limiting the effectiveness of interest rate hikes. For instance, during the 2014 oil price 

collapse, inflation surged despite aggressive monetary tightening, as rising import costs and production 

inefficiencies offset the potential dampening effect of higher interest rates. Additionally, the study highlights 

the structural challenges posed by Nigeria’s weak infrastructure and insecurity in agricultural regions. These 

factors exacerbate production and distribution costs, contributing to persistent inflation that monetary tools 

alone cannot resolve. For example, food inflation—a significant component of Nigeria’s inflation basket—is 

often driven by disruptions in food supply chains due to poor road networks and insecurity in key agricultural 

zones. Fiscal dominance also emerges as a distinctive feature of the Nigerian context. High government 

borrowing not only crowds out private investment but also undermines the effectiveness of monetary policy. 

The study underscores the necessity for coordinated fiscal-monetary policies to address this challenge and 

enhance macroeconomic stability. 

By focusing on these unique dynamics, this research provides valuable insights into the interplay of structural 

and external factors in shaping inflationary trends, contributing to the broader understanding of inflation 

management in emerging economies. 

 

6.3 Areas for Future Research 

While this study provides critical insights into the relationship between inflation and interest rates in Nigeria, 

several areas warrant further exploration to deepen understanding and enhance policy interventions. First, 

future research could investigate the long-term effects of fiscal dominance on monetary policy effectiveness. 

Although this study highlights the challenges posed by high government borrowing, more detailed analyses are 

needed to quantify its impact on private sector credit access and overall economic stability. 

Second, the role of informal economic activities in shaping inflation dynamics presents another promising 

avenue for exploration. Nigeria’s large informal sector significantly influences aggregate demand and supply 

patterns, yet its interactions with formal monetary policy mechanisms remain underexplored. Investigating this 

aspect could provide policymakers with strategies to integrate informal sector dynamics into inflation 

management frameworks. 

Additionally, future studies should focus on developing econometric models that better capture the lagged 

effects of monetary policy in Nigeria. Current models often struggle to account for the delayed transmission of 

policy adjustments to market lending rates and inflation trends. Advanced modeling techniques incorporating 

real-time data and machine learning algorithms could provide more accurate predictions and policy 

recommendations. 

Another critical area for research involves examining the interplay between climate change and inflation. 

Nigeria’s reliance on agriculture exposes it to climate-induced disruptions, such as floods and droughts, which 
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exacerbate food price inflation. Understanding these dynamics could inform strategies to enhance resilience in 

food production and supply chains. 

Finally, comparative studies analyzing inflation and interest rate relationships across African economies with 

similar structural constraints could provide valuable regional insights. Such research would enable 

policymakers to adopt best practices and design coordinated regional strategies to address shared 

macroeconomic challenges effectively. 

 

6.3.1 Explore Other Monetary Tools and Their Effectiveness in Emerging Economies 

Future research should investigate the effectiveness of alternative monetary tools in managing inflation and 

stabilizing economies, particularly in emerging markets like Nigeria. While interest rate adjustments are the 

most commonly utilized instrument, their limitations, especially in addressing supply-side inflation and 

structural inefficiencies, highlight the need to explore other mechanisms within the monetary policy 

framework. 

One promising area is the role of open market operations (OMOs). In many emerging economies, OMOs are 

used to manage liquidity in the banking system by buying or selling government securities. However, the 

effectiveness of this tool in addressing inflationary pressures in economies with underdeveloped financial 

markets requires further examination. For example, in contexts where banking penetration is low, the 

transmission of liquidity adjustments to broader economic variables might be constrained. 

Reserve requirements also warrant exploration. Adjusting the cash reserve ratio (CRR) can influence the 

amount of money banks can lend, directly impacting credit availability and inflation. Studies could assess the 

optimal levels of reserve requirements to achieve price stability without unduly restricting economic growth. 

Additionally, exchange rate policies play a crucial role in economies reliant on imports and exports. Research 

could evaluate the impact of currency stabilization measures, such as targeted interventions in foreign exchange 

markets, on mitigating imported inflation, particularly in countries vulnerable to global commodity price 

volatility. 

Finally, the use of unconventional tools like quantitative easing or credit guarantees could be studied in the 

context of emerging markets. While these tools are traditionally associated with advanced economies, their 

applicability in addressing structural challenges and boosting economic resilience in developing countries 

presents an important area for research, offering new insights for policymakers. 
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