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Abstract
This study empirically examines the relationship between inflation dynamics and financial growth in Nigeria from 1990 to 2023, using the Autoregressive Distributed Lag (ARDL) approach. The study investigates how inflation, interest rate, exchange rate, and real GDP growth influence financial development, proxied by broad money supply and domestic credit to the private sector. Recent macroeconomic indicators reveal that while financial aggregates have expanded significantly in Nigeria, persistent inflation continues to erode real financial growth and intermediation efficiency. Empirical evidence from the ARDL bounds test confirms the existence of a long-run relationship between inflation and financial growth. The short-run results suggest that GDP growth and exchange rate stability positively influence financial sector performance, whereas high inflation and lending rates exert negative effects. Diagnostic tests validate the model’s reliability, showing no serial correlation or specification error. The findings underscore the need for monetary and structural policies that maintain price stability, strengthen financial intermediation, and enhance financial-sector resilience in Nigeria.
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1. Introduction
The relationship between inflation dynamics and financial growth has remained a central issue in Nigeria’s macroeconomic policy debate. The financial system plays a crucial role in mobilizing savings, allocating credit, and stimulating productive investments of sustainable economic growth. However, persistent inflationary pressures often distort these financial intermediation processes by eroding the real value of assets, discouraging savings, and raising lending costs. Conversely, financial development can influence inflation outcomes by expanding credit creation, altering liquidity conditions, and shaping aggregate demand. Understanding this interplay is essential for monetary authorities seeking to stabilize prices while promoting financial-sector growth.
Recent macroeconomic indicators reveal the growing complexity of this relationship. According to the Central Bank of Nigeria (CBN, 2024), broad money supply (M3) expanded by 51 percent year-on-year to ₦78.7 trillion in December 2023, compared to ₦52.2 trillion in 2022. Likewise, headline inflation averaged 24.5 percent in 2023, up from 18.8 percent in 2022 (African Development Bank [AfDB], 2024). Commercial-bank credit to the private sector also increased by about 40 percent to ₦37.5 trillion in mid-2023 (CBN Statistical Bulletin, 2023). These trends indicate that while Nigeria’s financial aggregates are expanding, persistent inflation continues to undermine real financial growth and savings returns.
Nigeria’s financial sector has undergone significant transformation through reforms such as the 2004 banking consolidation, the 2010 recapitalization, and the recent digital-finance and foreign-exchange reforms of 2023–2024. Despite these initiatives, inflation has remained stubbornly high due to structural bottlenecks, exchange-rate volatility, and fiscal imbalances. The CBN Monetary Policy Communiqué No. 153 (2024) attributes this persistence to elevated liquidity growth and exchange-rate pass-through effects that have limited the success of monetary tightening.
From a theoretical standpoint, the impact of inflation on financial growth can be understood through two opposing mechanisms. The first is the debt-overhang effect, where moderate inflation reduces firms’ real debt burdens, stimulating investment and credit expansion (Myers, 1977; Bhamra et al., 2011; Gomes et al., 2016). The second is the cost-of-capital effect, where high inflation weakens the balance sheets of financial intermediaries, raises lending rates, and suppresses financial deepening. The net impact depends on which force dominates.
Empirical evidence remains inconclusive. Studies such as Akinlo and Owoyemi (2012) suggest that inflation retards financial development in Nigeria, whereas Adusei (2012) and Hassan et al. (2011) identify threshold effects that vary with institutional quality. International evidence (Boyd, Levine & Smith, 2001; Huybens & Smith, 1999) also supports a non-linear relationship, implying that moderate inflation may stimulate financial activity up to a point but becomes harmful once instability sets in.
This study therefore aims to provide empirical evidence on how inflation dynamics influence financial growth in Nigeria using annual data from 1990 to 2023 and the Autoregressive Distributed Lag (ARDL) technique. Specifically, it examines (i) the short- and long-run effects of inflation on financial development, (ii) the direction of causality between inflation and financial growth, and (iii) the implications for monetary and financial-sector policy. The research covers key financial indicators such as broad money supply, private-sector credit, and stock-market capitalization, benchmarked against consumer-price inflation.
The findings are expected to deepen understanding of the inflation–finance nexus in Nigeria and assist policymakers in designing inflation-targeting frameworks that complement financial-sector reforms. By focusing on recent data and dynamic econometric modeling, this paper contributes to ongoing policy debates on how to achieve price stability and financial-sector resilience in a highly volatile macroeconomic environment.

2. Literature Review
2.1 Conceptual and Theoretical Review
The relationship between inflation and financial growth is complex and has attracted extensive scholarly attention. Inflation dynamics describe how price levels evolve over time under the influence of both demand and supply-side factors. In Nigeria, inflation has largely been cost-push, driven by exchange-rate depreciation, energy costs, and food-price volatility (CBN, 2024). Persistent inflation increases uncertainty, discourages long-term investment and financial contracting, and weakens financial intermediation (Rousseau & Wachtel, 2002).
Financial growth, often captured through indicators such as broad money supply, private-sector credit, and stock-market capitalization, reflects the ability of financial institutions to mobilize savings and allocate resources efficiently. A well-developed financial system enhances growth by improving liquidity, reducing transaction costs, and fostering productive investment (King & Levine, 1993; Adegbite & Aluko, 2020).
The inflation–finance nexus highlights the bidirectional interaction between these two forces. High inflation erodes real returns, discouraging savings and credit expansion, while financial deepening can influence inflation through liquidity creation and monetary expansion (Boyd, Levine & Smith, 2001; Hassan, Sanchez & Yu, 2011). Theoretically, this relationship is explained through four major perspectives.
First, the McKinnon–Shaw Hypothesis (1973) posits that financial repression, interest-rate ceilings, credit controls, and directed lending reduces real savings and investment. Inflation worsens this repression by lowering real interest rates and discouraging intermediation.
Second, the Monetarist Theory (Friedman, 1956) views inflation as a purely monetary phenomenon resulting from excess money growth relative to output. Under the Quantity Theory of Money, sustained monetary expansion raises prices, especially in developing economies.
Third, Keynesian and Structuralist views emphasize that moderate inflation can stimulate production, while chronic inflation in developing economies reflects supply bottlenecks and institutional weaknesses that simultaneously hinder financial development.
Finally, modern theories such as the Debt-Overhang and Cost-of-Capital Effects (Bhamra, Kuehn & Strebulaev, 2011; Gomes, Jermann & Schmid, 2016; Brunnermeier et al., 2023) propose that moderate inflation reduces firms’ real debt burdens thereby encouraging borrowing and investment whereas high inflation damages banks’ balance sheets, raising lending costs and suppressing credit.
2.2 Empirical Review
Empirical evidence remains mixed. Internationally, King and Levine (1993) and Boyd et al. (2001) show that inflation reduces banking efficiency and private-sector credit. Rousseau and Wachtel (2002) find that high inflation dampens the growth-enhancing effect of financial deepening by distorting resource allocation. Recent evidence supports these findings, Agarwal and Baron (2023) report that inflation-exposed banks reduce lending during shocks, while Boons et al. (2020) and Campbell et al. (2014) confirm that inflation risk is priced in asset returns, underscoring its broader financial implications.
In Nigeria, early studies such as Nnanna and Dogo (1998) and Ogunmuyiwa and Ekone (2010) found that persistent inflation undermines savings mobilization and credit expansion. Olowofeso, Adeleke, and Adewuyi (2021) established a long-run negative relationship between inflation and financial intermediation, while Eze and Okpala (2022) showed that inflation volatility significantly weakens banking-sector depth. Ibrahim (2024) revealed that broad money growth heightens inflationary pressures without enhancing credit efficiency, and the World Bank (2025) noted that recent financial expansion in Nigeria has been largely nominal, eroded by exchange-rate instability and high inflation.
Collectively, these studies suggest that while financial development may initially coexist with inflationary growth, sustained inflation erodes financial efficiency and stability. However, most prior works neglect post-2019 data that capture Nigeria’s evolving monetary reforms and structural shifts. Few employ dynamic approaches capable of distinguishing short-run and long-run effects, and fewer still account for structural breaks such as the 2023 foreign-exchange liberalization.
2.3 Summary of Literature Gaps
Despite abundant literature, gaps persist regarding the
(i) use of recent data capturing Nigeria’s post-COVID and post-FX-reform period.
(ii) simultaneous analysis of short- and long-run dynamics.
(iii) integration of structural-break considerations. 
This study bridges these gaps by employing an Autoregressive Distributed Lag (ARDL) framework over 1990–2023, combining updated macroeconomic indicators with recent financial-sector developments to reassess how inflation dynamics affect Nigeria’s financial growth.
3. Research Methodology
This study adopts an ex-post facto research design, relying on secondary annual data from 1990 to 2023 to examine the relationship between inflation dynamics and financial growth in Nigeria. The ex-post design is appropriate because the variables are historical and not subject to experimental control.
The study employs the Autoregressive Distributed Lag (ARDL) model developed by Pesaran, Shin, and Smith (2001), which is suitable when variables are integrated of order I(0) or I(1) but not I(2). This framework captures both short-run dynamics and long-run equilibrium relationships among the variables. The functional form of the model is expressed as:
FG = F (INF, INT, EXR, GDPG)
Y = F (
RGDPINFINTEXR GDPG + U                      1
Where: 
FG = financial growth- the dependent variable, proxied by broad money supply or credit to the private sector
INF = Inflation Rate
INT = Interest Rate
EXR = Exchange Rate
GDPG = GDP growth.
Data were obtained from the Central Bank of Nigeria Statistical Bulletin, and World Bank Development Indicators. The analysis proceeds through five steps: (1) descriptive statistics and correlation analysis, (2) unit root testing using the Augmented Dickey-Fuller (ADF) approach, (3) ARDL bounds testing for cointegration, (4) estimation of long-run and short-run coefficients, and (5) diagnostic and stability tests. The Akaike Information Criterion (AIC) guides lag selection.
Model validity is checked using the Breusch-Godfrey LM test (serial correlation), Breusch-Pagan-Godfrey test (heteroskedasticity), and Ramsey RESET test (specification)
The expected signs are as follows: inflation and interest rate are anticipated to negatively affect financial growth, GDP growth is expected to have a positive impact, while exchange rate effects may be ambiguous depending on the degree of currency depreciation.

4.0 Data Analysis and Interpretation
4.1 Descriptive Statistics
[image: ]

The mean value of financial growth (FG), measured as Broad Money to GDP (%), is approximately 15.09%, indicating a moderate level of financial deepening during the study period. The inflation rate (INF) averaged 18.2% but reached as high as 72.8% in 1995, reflecting Nigeria’s historical inflationary volatility. The interest rate (INT) averaged 17.7%, suggesting a relatively tight monetary stance. The exchange rate (EXR) shows a sharp depreciation trend, rising from ₦8.04 per US$ in 1990 to ₦461.3 in 2023. Average GDP growth (GDPG) stands at 3.9%, which indicates moderate real economic expansion during the period.
4.2 Unit Root Tests
To ensure valid estimation and avoid spurious regression, the stationarity properties of all variables were examined using the Augmented Dickey-Fuller (ADF) and Phillips-Perron (PP) tests. Results are summarized below.
	Variable
	Level (prob)
	1st Difference (prob)
	Conclusion

	FG
	0.7467
	0.0005
	I(1)

	INF
	0.2148
	0.0007
	I(1)

	INT
	0.5430
	0.0007
	I(1)

	EXR
	0.9994
	0.0055
	I(1)

	GDPG
	0.0125
	      -
	I(0)



The results indicate that variable GDPG is stationary at level [I(0)], while others (FG,INF,INT, and EXR) become stationary after first differencing [I(1)]. Since no variable is integrated of order two, the ARDL model is appropriate for analyzing both short-run and long-run dynamics..
4.3 ARDL Bounds Test for Cointegration
The Autoregressive Distributed Lag (ARDL) bounds testing approach was applied to examine whether a long-run equilibrium relationship exists among financial growth (FG), inflation (INF), interest rate (INT), exchange rate (EXR), and GDP growth (GDPG) in Nigeria between 1990 and 2023. The ARDL model automatically selected an optimal lag structure of ARDL(1, 0, 1, 0, 1) based on the Akaike Information Criterion (AIC). The results of the bounds test are presented in Table 4.3.
Decision Rule 
If the computed F-statistic exceeds the upper bound critical value, the null hypothesis of no cointegration is rejected.
Decision:
Since the F-statistic value (7.85) is higher than the upper bound critical value at the 5% significance level (4.01), the null hypothesis is rejected.
Conclusion: 
There exists a long-run cointegrating relationship among financial growth, inflation, interest rate, exchange rate, and GDP growth in Nigeria. 
The existence of cointegration implies that despite short-term fluctuations, the variables move together toward long-run equilibrium. This finding supports the theoretical expectation that macroeconomic indicators such as inflation, interest rate, and exchange rate have a lasting influence on the financial sector.
4.4 Long-Run ARDL Estimates
The long-run results reveal that the interest rate(INT) has a significant and  negative effect on financial growth (FG) at the 5% level, implying that a 1% increase in interest rate reduces financial growth by approximately 0.56%. Conversely, GDP growth exerts a positive and statistically significant influence, suggesting that a 1% increase in economic growth leads to about a 1.19% rise in financial development.
Inflation and exchange rate, though positive, are statistically insignificant, indicating that price and currency fluctuations have limited long-run predictive power on financial growth in Nigeria.
Implication:
The findings underscore the importance of maintaining macroeconomic stability and promoting real sector growth to foster financial development. High interest rates may constrain lending and investment, thereby slowing down financial sector expansion
[image: ]     Table 4.3.
4.5 Short-Run Dynamics and Error Correction Model (ECM)
The short-run dynamics derived from the ARDL Error Correction Model (ECM) are reported in Table 4.3.
 Interpretation:
The short-run results show that exchange rate and GDP growth have positive and statistically significant effects on financial growth, while the contemporaneous change in interest rate is negative but weakly significant at the 10% level.
The error correction term (ECM) carries the expected negative sign (−0.558) and is statistically significant at the 1% level. This indicates that approximately 55.8% of short-run disequilibrium from the previous period’s shocks is corrected each year, confirming a stable long-run relationship among the variables.
4.6 Diagnostic and Stability Tests
Diagnostic tests were conducted to ensure the reliability of the ARDL estimates. Results are summarized below.
[image: ]
The Breusch-Godfrey Serial Correlation LM test (Obs*R² = 4.5483, Prob. Chi-square = 0.1029) shows that the null hypothesis of no serial correlation cannot be rejected. This implies that the residuals are free from autocorrelation, indicating that the ARDL model is correctly specified in terms of lag structure.
[image: ]
The Breusch-Pagan-Godfrey heteroskedasticity test (Obs*R² = 10.4206, Prob. Chi-square = 0.1080) indicates a failure to reject the null hypothesis of homoskedasticity. This suggests that the variance of the error term is constant across observations, implying that the model does not suffer from heteroskedasticity.
[image: ]
The Ramsey RESET test (t = 0.4966, Prob. = 0.6238) reveals no evidence of model misspecification. The functional form of the ARDL model is therefore considered appropriate, with no significant omitted variables or incorrect model structure.

5. Summary, Conclusion And Policy Recommendations
This study examined the relationship between inflation dynamics and financial growth in Nigeria from 1990 to 2023, employing the Autoregressive Distributed Lag (ARDL) bounds testing technique. The empirical findings validated the presence of a long-term cointegrating relationship among financial growth, inflation, interest rates, exchange rates, and GDP growth.
In the long run, interest rate exerted a significant negative effect on financial growth, while GDP growth had a positive and significant impact. Inflation and exchange rate were shown to be positive yet statistically insignificant. In the short run, both GDP growth and exchange rate significantly influenced financial growth, and the negative, significant error correction term confirmed a stable adjustment process toward long-run equilibrium. Diagnostic tests further revealed the absence of serial correlation and heteroskedasticity in the model, with correct functional specification confirmed by the Ramsey RESET test.
The findings suggests that real sector performance and monetary stability remain crucial determinants of financial development in Nigeria. High interest rates discourage productive investment and credit expansion, thereby hindering financial deepening, On the other hand, strong GDP growth helps the financial sector performance. The fact that inflation and the exchange rate don't have much of an effect on Nigeria's economy suggests that it is more sensitive to changes in growth fundamentals than to changes in prices
Policy Recommendations.
The study's results suggest the following policy recommendations:
1. Monetary Policy Adjustment: The Central Bank of Nigeria (CBN) should pursue interest rate policies that encourage lending to the private sector and productive investment.

2. Promote Real Sector Growth: Government should enhance infrastructure development and support industrialization to strengthen real sector performance, which directly promotes financial growth.

3. Exchange Rate Stability: Policies aimed at maintaining a stable exchange rate will help boost investor confidence and support financial market stability.

4. Inflation Management: Although inflation was found insignificant, maintaining a moderate and predictable inflation rate remains vital for financial system confidence.

5. Financial Sector Reforms: Regulatory authorities should strengthen financial supervision, encourage innovation, and deepen financial markets to promote sustainable economic and financial growth.
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Heteroskedasticity Test: Breusch-Pagan-Godfrey

Null hypothesis: Homoskedasticity

F-statistic 1.999882    Prob. F(6,26) 0.1021

Obs*R-squared 10.42063    Prob. Chi-Square(6) 0.1080

Scaled explained SS 7.695445    Prob. Chi-Square(6) 0.2613


image5.emf
Ramsey RESET Test

Equation: UNTITLED

Omitted Variables: Squares of fitted values

Specification: FG FG(-1) INF INT EXR EXR(-1) GDPG C

Value df Probability

t-statistic  0.496677  25  0.6238

F-statistic  0.246688 (1, 25)  0.6238

Likelihood ratio  0.324032  1  0.5692
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FG INF INT EXR GDPG

 Mean  15.09118  18.20588  17.71471  164.3624  3.955882

 Median  16.60000  12.80000  17.70000  130.3000  3.700000

 Maximum  23.50000  72.80000  26.30000  461.3000  10.30000

 Minimum  5.800000  5.400000  11.90000  8.040000 -1.800000

 Std. Dev.  5.433475  15.88321  2.920578  122.6715  2.682964

 Skewness -0.304078  2.198854  0.669384  1.016856  0.025208

 Kurtosis  1.714137  6.916576  4.523497  3.222124  2.961648

 Jarque-Bera  2.866336  49.12917  5.827239  5.929206  0.005685

 Probability  0.238552  0.000000  0.054279  0.051581  0.997162

 Sum  513.1000  619.0000  602.3000  5588.320  134.5000

 Sum Sq. Dev.  974.2474  8325.119  281.4826  496594.0  237.5438

 Observations  34  34  34  34  34


image2.emf
ARDL Long Run Form and Bounds Test

Dependent Variable: D(FG)

Selected Model: ARDL(1, 0, 0, 1, 0)

Case 2: Restricted Constant and No Trend

Date: 11/06/25   Time: 12:14

Sample: 1990 2023

Included observations: 33

Conditional Error Correction Regression

Variable Coefficient Std. Error t-Statistic Prob.   

C 2.949794 2.825600 1.043953 0.3061

FG(-1)* -0.199258 0.060649 -3.285423 0.0029

INF** 0.022912 0.017145 1.336338 0.1930

INT** -0.111248 0.127178 -0.874746 0.3897

EXR(-1) 0.010599 0.002937 3.609023 0.0013

GDPG** 0.236630 0.091156 2.595890 0.0153

D(EXR) -0.033930 0.012931 -2.623898 0.0144

  * p-value incompatible with t-Bounds distribution.

** Variable interpreted as Z = Z(-1) + D(Z).

Levels Equation

Case 2: Restricted Constant and No Trend

Variable Coefficient Std. Error t-Statistic Prob.   

INF 0.114987 0.100837 1.140331 0.2645

INT -0.558313 0.613881 -0.909482 0.3715

EXR 0.053193 0.017437 3.050519 0.0052

GDPG 1.187558 0.541117 2.194643 0.0373

C 14.80391 12.65052 1.170221 0.2525

EC = FG - (0.1150*INF -0.5583*INT + 0.0532*EXR + 1.1876*GDPG + 14.8039)

F-Bounds Test Null Hypothesis: No levels relationship

Test Statistic Value Signif. I(0) I(1)

Asymptotic: n=1000

F-statistic  7.847903 10%   2.2 3.09

k 4 5%   2.56 3.49

2.5%   2.88 3.87

1%   3.29 4.37

Actual Sample Size 33 Finite Sample: n=35

10%   2.46 3.46

5%   2.947 4.088

1%   4.093 5.532

Finite Sample: n=30

10%   2.525 3.56

5%   3.058 4.223

1%   4.28 5.84
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Breusch-Godfrey Serial Correlation LM Test:

Null hypothesis: No serial correlation at up to 2 lags

F-statistic 1.918330    Prob. F(2,24) 0.1687

Obs*R-squared 4.548312    Prob. Chi-Square(2) 0.1029


