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Abstract 

Over the years, the Nigerian economy has faced inflationary pressures, and the various government 

policies to counter them have eluded the long-term solution needed to bring Nigerian people a higher 

standard of living. The necessity for this study is burn out of the fact that inflationary trend in Nigeria 

keep taking difference dimension such that monetary policy makers are sometimes confuse about the 

dynamics of major inflation determinants. This study made use of annual time series data to empirically 

examine the major inflation determinants in developing economies; with a focus on the Nigerian 

experience. The approach adopted was the Model of Co-integration and Error Correction Model (ECM). 

The results showed that all explanatory variables (domestic loans to the private sector, exports, GDP and 

imports) had a significant and positive impact on the inflation rate in Nigeria during the period under 

study, particularly in the long run. The ECM has the right sign of negative, less than one and also 

statistically significant. This research work has shown that Nigeria's major inflation determinants are 

multi-dimensional and dynamic, so it is a priority to have full knowledge of these determinants at any 

point in time to be able to provide solutions to the country's inflationary trends leading to high 

productivity and increased citizenship living standards. Therefore, this study recommends among other 

things the need to test the persistent fiscal deficit to reduce over-expenditure in the economy in order to 

curb inflation incidence. 
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1.0  Introduction 

Price stability is one of every nation's major goals, and Nigeria is no exception, and price stability is 

critical to ensuring sustainable and inclusive growth, among other factors. Over the years, the issue of 

inflation has drawn both theoretical, empirical, and attention, and has also remained a leading topic in 

Nigerian press, communities, and government as it has far-reaching economic implications. For 

developed, emerging, and developing world economies, the term inflation is not new. But how it affects 

their economic fortunes is all together a different ball game. Inflation is essentially a gradual and 

persistent increase in an economy's product and service prices. According to Jhingan, 2002, inflation is a 

persistent and significant increase in the overall price rate. Not all increases in commodity prices are 

called inflation. In particular, Demberg and McDougall refer to inflation as a continuous price increase as 

calculated by an index such as the Consumer Price Index (CPI) (Jhingan, 2002). In an inflationary 

economy, it is difficult for the national currency to function as a means of exchange and a store of value 

without having an adverse effect on the distribution of income, production and employment (CBN, 2016). 

Inflation is characterized by a fall in the currency value of the country and an increase in the exchange 
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rate of the country with the currencies of another state. This is quite evident in the case of the Naira (N) 

rate, which in 1981 was N1 to $1 (one US dollar), the N100 to $1 average in 2000 (Okeke, 2000) and the 

N128 to $1 value in 2003. This collapse in Naira's value correlates with the inflationary growth cycle in 

Nigeria and is an alarming trend that has led to a dramatic decline in the average living standards in 

Nigeria. There are three main methods for estimating inflation in general. These include; the Gross 

National Product (GNP) implied deflator; the Consumer Price Index (CPI); and the Wholesome and 

Consumer Price WPI or PPI index. Changes in these two methods (CPI and WPI) are referred to from 

time to time as direct inflation indicators. There's none of the three that make the best calculation of 

inflation. Although it is the least efficient of the three, the Consumer Price Index (CPI) methodology is 

used to calculate inflation rates in Nigeria as it is readily available and currently available on a monthly, 

quarterly and annual basis (CBN, 2016). Cost-push inflation stems from the pressures on production 

costs, while structural inflation stems from constraints such as inefficient output, marketing and d 

Inflation in Nigeria has been evident from the beginning of our national life. The "cheap money rule" 

introduced by the go in the 1960s through the government's "cheap money policy" to stimulate 

development after independence motivated this. Interest rates were lowered and aimed at the desired 

sectors of the economy, and intended to facilitate the implementation of the First National Development 

Plan and eventually the prosecution of the civil war. This led to rapid monetary expansion at an annual 

rate of 29.7% (1961) and 44% (2015) with narrow and wide monetary stock measures (M1 and M2 

respectively). As a result, inflation rose from 6.4% (1961) to 12.1% (1969) (CBN, 2015). 

2. 0 Literature Review 

2.1 Conceptual Literature:  Major Determinants of Inflation in Nigeria 

The period of the oil boom in Nigeria (1979) was characterized by fiscal dominance and severe 

macroeconomic misbalances as the era witnessed a sharp increase of government revenue in foreign 

exchange from oil exports. In 1971, the revenue rose from six hundred and three million naira (N603.0M) 

to Ten billion, four hundred and thirty-three million, one hundred thousand naira (N10,433.1M) with a 

share in the total revenue of 52.46% (1971 and 88.89% (Suleiman, 1998). Reluctantly, the government 

injected massive private and public expenditure into the economy through the enormous post war 

reconstruction of the early 1970s and expenditures on the gigantic capital embarked upon by all the 

governments under the third national development plan (Suleiman 1998). This increased the entire 

currency in circulation with businessmen calling and withdrawing money from the banks. As a result, the 

annual growth rate in money supply escalated from 56.6% to 91.3% in January and April 1975 (CBN, 

2003). 

However, the Udoji Committee which doubled the basic minimum wage in the public sector in 1975 

represented a climax in inflationary tendencies that led to the widespread strikes and unrest in the private 

sector on which the Udoji recommendations were not binding. This cost push factor further crippled 

productivity and enhanced inflation as the increased money supply and increased aggregate demand was 

not matched by an increased productivity. The resultant structural rigidities hampering productivity, 

especially agricultural productivity led to the appointment of an Anti-Inflation Task Force in 1975 to 

recommend the liberalization of imports that resulted in the massive inflow of food, raw materials and 

other consumer goods. 

Furthermore the hosting of FESTAC in 1977 help in compounding the problem of macroeconomic 

stability whereas the accelerated growth in money supply and aggregate demand between 1970 and 1974 

was attributed to monetization of crude oil exports earnings through government spending, the main 

expansionary factor in 1975 to 1979 was the explosive growth in bank credit, especially to the 

government sector. Consequently, inflation rates increased from 13.8% in 1970 to 33.9% in 1975 but fell 

to 11.8% in 1979. This fall was due to the direct credit allocation policy by government productive 

investments to generate output and employment growth. Again, the imposition of special deposits, 

especially on import demand helped to contain the growth in aggregate demand (CBN, 2001). From the 

foregoing, over the years, inflation is one of the most crucial macroeconomic problems in Nigeria, hence 
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the need for a greater attention to it. Given the major distortions caused by it in the economic growth of 

the country and the living standard of the citizenry, various administrations in Nigeria in the past and 

present had adopted various measures to deal with inflation in the country without achieving the desired 

goal –long-term solution. Therefore, the research work intends to make a critical assessment of the 

determinants of inflation in Nigeria is the necessary condition upon which a lasting solution to inflation 

can be found in Nigeria. 

The oil glut from 1981, that resulted into balance of payment deficits also led to foreign exchange crises 

that necessitated various measures of import restrictions. These restrictions reduced raw materials for 

domestic production and spare parts for machinery operation. The resultant shortage of goods and 

services for local consumption spurred the inflation rate to rise from 20% in 1981 to 39.1% in 1984 (Itua, 

2000). With the adoption of the Structural Adjustment Programme (SAP) in 1986, there was a temporal 

reduction in fiscal deficits as government removed subsidies and reduced her involvement in the 

economy. But as the effects of the Structural Adjustment Programme (SAP) policies gathered momentum, 

there was a fall in the growth rate of Gross Domestic Product (GDP) in 1990 from 8.3% to 1.2% in 1994, 

with inflation rising from 7.5% (1990) to 57.0% (1994) Again, the devaluation of the naira by the Central 

Bank of Nigeria (CBN) through the Second Tier Foreign Exchange Market (SFEM) led to a fall in 

agricultural outputs as machines and raw materials (mostly imported) were out of reach. 

The devaluation reduced the aggregate real income and aggregate demand and at the same time raised the 

naira prices of goods whose production depended heavily on imported goods. Thus, unsold inventories 

accumulated in the face of consumer revolt. In this circumstance, the National Income (NI) fell and the 

price level rose (Osagie, 1989). In 1995, inflation rate rose to 72.8% due to increased lending rate, the 

policy of guided deregulation and the lagged impact of fiscal indiscipline. In addition to her contemporary 

fiscal and monetary policies, the Nigerian government had implemented various other policies aimed at 

curbing inflation in the country. One of such policies was the price policy (price control) in 1971 meant to 

control the soaring prices of essential goods but abolished in 1980 for its ineffectiveness resulting from 

the severe shortages witnessed during the oil glut in Nigeria (Udu, 1989). 

The Economic Recovery Emergency Fund of 1986 where one percent (1%) of workers’ salaries was 

deducted monthly to build the funds was meant to curb inflationary trends in Nigeria. They gradually and 

greatly reduced the purchasing power of the working class. But the policy measures failed as the prices of 

goods and the profits of corporate bodies were not controlled. Therefore, as prices rose, the labour unions 

agitated for higher wages resulting in further higher prices (Agba, 1994). More so, various agricultural 

programmes like the “Operation Feed the Nation” and the “Green Revolution” where implemented to 

boost output to reduce prices of food items but yielded minimal results. Notwithstanding the various 

efforts of the Nigerian government to curb the inflationary trend, inflation continued to cause setback in 

the growth rate of the living standard of most Nigerians who are fixed income earners or unemployed 

(Agba, 1994). Inflation has had adverse effects on savings, investment, productivity and balance of 

payment in the Nigerian economy, hence the fall in the growth rate of the Gross Domestic Product (GDP) 

from 26.8% (1981) to 5.4% (2000) and 3.5% (2002).  

2.1.2 Determinants of Inflation in Developing Economies and the Nigerian Experience. 

The vicious link between fiscal deficits, monetary growth and inflation (Montiel, 1989), (Dornbusch, 

1992) and (Bruno, 1993) is an important reason for sustained high inflation rates in Nigeria and 

developing economies. Inflation quality disparities, however, cannot be related to fiscal performance 

differences alone. Fiscal systems ' adaptability to external shocks was a contributing factor. Nonetheless, 

a sound fiscal balance is not a sufficient condition to rein in inflation if monetary policy remains loose 

and accommodates excess credit demand in the private sectors, as was the case in many East Asian 

countries before the crisis of 1997 to 98. Whatever the trigger, when monetary growth remains higher 

than necessary to support growth, excess demand emerges. A simple consequence of this is that when real 

demand drops to the rate associated with potential output, inflation will increase. On the other hand, a 

continuing decrease in inflation can be associated with a long-term fiscal adjustment and a lower rate of 
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monetary growth bringing real output closer to capacity. Therefore, changes in the output gap can explain 

most of the inflation policy-driven changes. The balance of payment view emphasizes the role of the 

exchange rate in deciding domestic prices as opposed to the fiscal view of inflation. According to 

conventional wisdom, countries vulnerable to large external shocks must cause their exchange rates to 

shift in order to correct the external imbalance. An essential result of having a flexible exchange rate is 

that the exchange rate defines part of the domestic prices. As a first-round impact, exchange rate changes 

influence inflation directly by increasing imports ' domestic currency prices. The second-round effect 

depends on how this initial shock is transmitted by cost changes and inflation expectations into other 

industries. Where preserving the stability of domestic prices takes precedence over external stability and 

the authorities opt for a fixed exchange rate system, the exchange rate does not, of course, affect inflation. 

Yes, fiscal policy is the responsibility of responding to external shocks. 

Nonetheless, empirical evidence on whether a fixed or variable exchange rate contributes to lower 

inflation is unclear. Several cross-sectional studies show that under fixed exchange rate regimes inflation 

is lower than under flexible regimes (Edwards, 1993) and (Ghosh et al, 1995). But this finding is usually 

true for periodically modified set regimes. Some related this finding to lower rates of monetary growth in 

fixed exchange regimes or what is called a. monetary disciplining impact of the system, and to the fact 

that some of the growth in excess money they appear as a deficit in the balance of payments in the 

absence of an offsetting shift in the exchange rate (Fielding and Bleaney, 2000). Nonetheless, the latter 

effect is only temporary since a correction will eventually be needed for the external deficit. The 

inflationary effects of a fixed exchange rate regime ultimately depend on the regime's credibility, 

especially in the context of an open capital account and financial imperfections such as a weak banking 

system (Kaminsky and Reinhart, 1999). Some claim that the exchange rate inflationary effects depend on 

the existence of temporary or permanent external shocks and whether or not a real depreciation is justified 

(Chang and Velasco, 2000). According to (Siklos, 1996), countries with fixed regimes frequently 

experience higher, not lower, average inflation as the regimes are not credible. On the other hand, Quirk 

(1994) argues that when adjustments are made for the effect of other variables, variations due to the 

different exchange rate regimes appear to be small. Nonetheless, country observations indicate that the 

exchange rate is an important determinant of inflation in a variety of developing economies, regardless of 

the regime (Kamin and Klau, 2001). 

The rate of wage inflation is a third important factor. The role of wages in the dynamics of inflation in 

developing economies has been noted from two key angles. One is that if monetary authorities follow an 

accommodating approach, an exogenous wage shock could lead to cost-push inflation. The other is that 

the retrospective indexing process, through which current wages imitate past inflation, may give rise to 

strong effects of persistence. (Dornbusch and Fischer, 1993) note two specific characteristics of the high 

to moderate-inflation indexation process that could cause these results. Second, indexing facilitates long-

term contracts, making the impact of inertia especially high. Second, the traditional indexing equation 

tends to make real wages a negative inflation variable, suggesting an increase in real wages and 

unemployment when the rate of inflation is lowered. The resulting cost of production can deter authorities 

from participating in an ongoing disinflation process.  

However, the wage indexation mechanism may play a role in transmitting exchange rate changes to 

inflation, as the frequency with which wages are revised tends to increase when exchange rate 

depreciation induces inflationary pressures (Leviathan and Piterman, 1986). Empirical studies have 

demonstrated the important role of wages in the dynamics of inflation in several developing economies 

(Montiel, 1989) and (Agénor and Hoffmaister, 1997). The position that relative prices play in the inflation 

cycle is a particularly important variable in the context of developing economies. Within conventional 

inflation models, relative price changes do not influence aggregate inflation, since price fluctuations at the 

industry level are supposed to balance each other in nature; only aggregate change in demand has 

implications for inflation rate. Nevertheless, after Ball and Mankiw (1994 and 1995) showed that 

businesses react differently to a large price shock than to a small price shock, the role of relative prices in 
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inflation has received growing attention. Because companies face costs in changing prices, by revising 

prices they will respond to a big shock but disregard small shocks. Hence the effect on inflation of a 

relative price shock depends on its distribution: the more distorted it is to either side, the greater the 

impact on overall inflation. In addition, two factors may explain why relative prices in the developing 

economies play a comparatively greater role in the inflation cycle. Some relative price changes, 

particularly those resulting from large supply shocks, may have significant macroeconomic consequences 

(Fischer, 1981). Even though the shock is only temporary, the size of the overall price effect depends on 

how critical the sector is for overall market inflation. Food and energy, for example, account in 

developing economies for a relatively larger share of the consumer price index than in the industrialized 

economies. A sharp rise in these commodities ' prices not only increases short-term inflation due to their 

high consumer price index weight, but can also lead to a prolonged rise in inflation if it raises inflation 

expectations. Second, they give rise to demand-driven inflationary pressures to the degree that supply 

shocks are accommodated by monetary policy. . Prices controlled are an important source of relative price 

instability in EMEs and Nigeria. Notwithstanding their declining significance, there have been 

inflationary outcomes in revision or liberalization of administered prices, especially in transition 

economies. It depends on the nature of price adjustments and the degree to which monetary policy 

remains neutral whether or not controlled prices can be a major source of inflation. They may not impact 

average inflation if controlled prices were annually adjusted to restore their relative level (Phillips, 1994). 

Nonetheless, it may be inflationary to change controlled rates. First, monetary policy must handle them. 

Second, as transition economies ' experience has shown, price increases in regulated sectors have not 

been entirely balanced by price decreases in non-managed sectors. In these economies, therefore, average 

prices increased (IMF, 1996). In contrast, price liberalization has spread over a long period of time in 

many situations, leading to persistent adjustment of relative prices and inflation increases. Recent 

research has indicated that relative prices in the transition economies have had a significant impact on 

inflation and that this influence is not simply transient (Coorey et al, 1998), (Pujal and Griffiths, 1998). 

The degree to which inflation persists on its own through various mechanisms that tie current inflation to 

past inflation is another consideration. The persistence of inflation derives both from backward-looking 

perceptions for inflation and from wage and price indexation of past inflation. Therefore, preventing high 

inflation typically involved attempts to break the structures that bring inflation its own impetus (Sargent, 

1982). While a low degree of persistence for the performance of the disinflation cycle is highly desirable, 

it is not entirely clear if that would be the case when inflation has stabilized at a low level. To the extent 

that low inflation and credible monetary and fiscal policies better anchor inflation expectations, they can 

contribute to more sustainable inflation, thus helping central banks sustain price stability in their efforts. 

A sudden shock in such a setting has very little initial impact on price stability prospects. Yet central 

banks ' problems are substantial as low political legitimacy leads to high rates of inflation persistence and 

high disinflation costs. 

 

 

2.1.2 Theoretical Literature 

The demand-pull theory of inflation has been used in this research work. The demand-pull principle, 

which is the conventional and most prevalent type of outcome of inflation, determines the aggregate 

demand in an economy that exceeds the supply of goods and services. The supply shortage may result 

from resource underutilization due to inadequate spare parts resulting from high interest and exchange 

rates or the production's inability to rapidly increase. According to John Keynes in (Jhingan, 2002), 

demand-pull inflation occurs when aggregate demand exceeds aggregate supply at full-employment 

output level, which relates inflation to the relationship between aggregate spending and full-employment 

output rate. This simply means that only price increases above full-employment level can be called 

inflation. Consequently, as long as an economy has not reached the level of full employment, any rise in 
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the supply of money or the price will exhaust itself by increasing the level of jobs and production rather 

than the general level of the economy (Bakare, 2000). 

According to Agba (1994) inflation is a domestic monetary phenomenon that occurs when the central 

bank raises the supply of money beyond the demand for money. Money supply is believed to be 

exogenous and under the authority's control. The monetarist model of inflation determinants is derived 

from the role of money demand and is based on the assumption that inflation varies positively with the 

rate of currency supply change and negatively with the rate of real income adjustment, ceteris paribus. 

Under practice, financing of fiscal deficits is by creating money that can raise prices and erode foreign 

reserves via the central bank (Agenor and Montiel, 1996). Monetarists see the short-term solution to 

inflation as introducing a monetary policy that is either contractionary or restrictive. 

2.1.3 Empirical Review 

This research examines a number of empirical studies on the determinants of inflation in developing 

economies; Khandan and Husseini (2016) used a system of simultaneous equations, incorporating several 

variables based on extant theories of inflation, to identify core drivers of inflation in Iran. The result of 

the study shows money supply as a key causal component of inflation. The study further reveals that 

financing of budget deficits through increased money supply indirectly raises the general price level. 

Oppong, Abruquah, Agyeiwaa, Owusu, Quaye, and Ashalley (2015) conducted a study on inflation in 

Ghana. The study was based on monthly data covering a period of 18 months (January 2000 to December 

2014). The result indicates that price of crude oil, exchange rate, and electioneering spillover quaternary 

effects (for each post-election year covered by the study, only first quarter was considered for this 

variable) are core influencers of inflation in Ghana.The study on capital market development and 

economic growth in Nigeria conducted by Okoye,Modebe, Taiwo, and Okorie (2016) adopted the 

estimation technique of Granger causality to determine the nexus between inflation and growth. The 

Granger causality estimate shows uni-directional causation from GDP growth rate to inflation. The result 

indicates that GDP growth affects inflation. The result of this study further confirms the finding in 

Odusola and Akinlo (2001), Laryea and Sumaila (2001), Leheyda (2005), etc.Okoye, Evbuomwan, 

Modebe, and Ezeji (2016) examined the link between macroeconomic performance and government fiscal 

deficits in Nigeria using annual data over the period 1981–2014.Granger causality and vector error 

correction estimation techniques were used in analyzing the data. The Granger causality estimate shows 

evidence of causal impact of fiscal deficits on inflation. The result indicates that as government raises the 

level of deficit spending, the rate of inflation increases. It validates the finding of earlier studies like 

Oyejide (1972), Alexander, Andow, and Danpone (2015), Khandan and Husseini (2016), etc. In another 

Nigerian study, (Iya and Aminu, 2014) analyzed the causes of inflation using the econometric technique 

of the ordinary least squares. The regression result shows government spending, interest rate, money 

supply and exchange rate as important determinants. It further shows that while interest rate and money 

supply positively affect inflation, the effect of government spending and exchange rate on inflation is 

negative. 

Iyabode (1999) developed a two-stage, least square method to estimate Nigeria's inflationary trend from 

1971 to 1995. To solve the price level, the analysis used a partial equilibrium model based on micro 

foundations. The findings demonstrated the value of parallel dynamics of the market exchange rate. Gary 

(1994) used a model of error correction to assess the factors affecting Nigeria's inflation. The result shows 

that monetary expansion, driven primarily by fiscal policies, explains the inflationary cycle in Nigeria to a 

large extent. Fakiyesi (1996) used an auto-regressive distributed delay (ARDL) model to study inflation 

in Nigeria. He found that inflation depends on the growth of large capital, the naira's exchange rate 

against the dollar, the growth of real income, the level of rainfall, and the level of expected inflation based 

on the level of inflation of the previous year. Odusola and Akinlo (2001) used unregulated VAR 

technique and impulse response to investigate Nigeria's production, inflation, and exchange rate analysis. 

Data from impulse response functions and structural VAR models showed that inflation had a negative 
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impact on production. But the key determinants of inflation dynamics in Nigeria are found to be 

production and parallel exchange rate. 

Imimole and Enoma (2011) conducted a study the effect of depreciation of exchange rate on inflation in 

Nigeria. The study uses Auto Regression Distributed Lag (ARDL) and for Cointegration procedure. Data 

from the projected results shows that the key inflation determinants in Nigeria are exchange rate 

depreciation, money supply and actual gross domestic product. Bakare (2011) looked at the determinants 

of growth in money supply and its effect on Nigeria's inflation. The research used a quasi-experimental 

approach to data analysis research design. The development combined theoretical analysis with empirical 

observations (a priori criteria) and obtained maximum information from the available data. The estimated 

outcome of the regression showed a positive relationship between growth in money supply and inflation 

in Nigeria 

3.0 Methodology 

3.1 Model Specification 

 
Where = 

LCPI is log of consumer price index, used as proxy for inflation, 

 LDOME is log of domestic credit to private sector,  

LEXPORT is log export; LGDP is log GDP used as proxy for domestic market,  

LIMPORT is log of import.  

Unit Root Testing 

ADF Unit Root Test at Level 

The unit roots in the variables were tested under the assumption of intercept, and intercept and trend. The 

optimum lag of 9 was chosen using Akaike information criterion. The probability value of the T-statistics 

for each variable is higher than 1% and 5%. This shows that they are not significant at 1% and 5% level 

of significance. This means that the null hypothesis of unit root in the variables cannot be rejected. The 

implications of this is that the series are not stationery 

Table 1. ADF Unit Root  

Variables At level 

Intercept Intercept and Trend 

 T-Stat Prob T-Stat Prob. 

LCPI 
-1.144514  0.6899 -1.410395  0.8441 

LGDP   0.674865  0.9903 -0.767543  0.9614 

LEXPORT -1.411309  0.5689 -1.564784  0.7918 

LIMPORT -1.048401  0.7282 -2.320771  0.4134 

LDOME -2.067228  0.2584 -2.570059  0.2952 

Source: Author’s Computation 2019, underlying data from World Development Indicator (WDI) 

Database and CBN annual report  

* indicates significance at 1%, ** indicates significance at 5%, *** indicates significance at 10% 

ADF Unit Root Test at First Difference 

The results of the unit roots test after the variables were differenced is presented in Table 2 For both 

intercept, intercept and Trend, the unit root was tested using optimum lag of 9. In both cases, the 

probability values are below the significance level of 1% and 5%. This indicates that the rejection of the 

null hypothesis at 1% level of significance. This implies that the variables are stationary after they were 

differenced once. 
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Table 2.  ADF Unit Root  

Variables At First Difference 

Intercept Intercept and Trend 

 T-Stat Prob T-Stat Prob. 

LCPI -4.090490  0.0025 -4.195844  0.0095 

LGDP  -5.821798  0.0000 -6.070704  0.0000 

LEXPORT -8.002974  0.0000 -8.168146  0.0000 

LIMPORT -5.876920  0.0000 -5.874440  0.0001 

LDOME -6.113862  0.0000 -6.078495  0.0001 

Source: Author’s Computation 2019, underlying data from World Development Indicator (WDI) 

Database and CBN annual report  

* indicates significance at 1%, ** indicates significance at 5%, *** indicates significance at 10% 

 

Testing for Co-integration 

With the result in the previous section, it is important to examine if the variables co-integrated in the long 

run. This was tested using Johansen co-integration process which is the best option if all the variables are 

differenced once to be stationary. The optimum lag was chosen as four. The Johansen co-integration 

result is divided into Trace test and Maximum Eigenvalue. When the two give different results, the Trace 

test result is considered if the number of observation is more than thirty. The results of the Trace Test and 

Maximum Eigenvalue test are presented in Table 2. In both cases, there is presence of co-integrating 

equations in the model. The Trace test indicates four co-integrating equations at 5% significant level, 

while Maximum Eigenvalues indicate three co-integrating equations at 5%. This shows that imports, 

exports, domestic credits, GDP, have relationship with inflation in the long run. 

 

Table 3. Unrestricted Co-integration Rank Test 

Unrestricted Co-integration Rank Test (Trace) 

Hypothesized  Trace 0.05  

No. of CE(s) Eigenvalue Statistic Critical Value Prob.** 

None *  0.770918  163.0637  76.97277  0.0000 

At most 1 *  0.730895  107.0641  54.07904  0.0000 

At most 2 *  0.605350  57.18324  35.19275  0.0001 

At most 3 *  0.285555  21.85255  20.26184  0.0300 

At most 4  0.212441  9.075059  9.164546  0.0520 

 Trace test indicates 4 cointegrating eqn(s) at the 0.05 level 

 * denotes rejection of the hypothesis at the 0.05 level 

 **MacKinnon-Haug-Michelis (1999) p-values  

Unrestricted Co-integration Rank Test (Maximum Eigenvalue) 

Hypothesized  Max-Eigen 0.05  

No. of CE(s) Eigenvalue Statistic Critical Value Prob.** 

None *  0.770918  55.99963  34.80587  0.0000 

At most 1 *  0.730895  49.88085  28.58808  0.0000 

At most 2 *  0.605350  35.33069  22.29962  0.0005 

At most 3  0.285555  12.77749  15.89210  0.1452 

At most 4  0.212441  9.075059  9.164546  0.0520 

 Max-eigenvalue test indicates 3 co-integrating eqn(s) at the 0.05 level 

 * denotes rejection of the hypothesis at the 0.05 level 

 **MacKinnon-Haug-Michelis (1999) p-values  
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Source: Author’s Computation 2019, underlying data from World Development Indicator (WDI) 

Database and CBN annual report  

Unrestricted Long Run Coefficients 

Table 3 above shows the results of the Unrestricted Adjustment Coefficients (alpha) which is the long run 

results of the determinants of inflation. The T-statistics values are in in parentheses: The result shows that 

domestic credits to private sector, export, GDP, used as proxy for domestic market, and import are 

significant determinants of inflation in the long run. In term of specific determinants, domestic credits to 

private sector have a significant negative impact on consumer price index. A 1% increase in domestic 

credit to private sector is associated with 0.77% decrease in consumer price index in the long run.  

This indicates that a negative inflationary trend. In other words, an increase in domestic credit to private 

sector tends to decrease inflation in the long run. As domestic to private sector increases, productivity in 

the economy will increase. As supply increases in the economy, inflation tends to reduce. Similarly, 

Export increases consumer price index in the long run. A 1% increase in export leads to 3.3% increase in 

consumer index. This means that export tends to increase inflation in the long run. As export increases, 

income increases. Increase in income tends to increase aggregate demand, and consequently increases 

inflation. Domestic market, proxied by GDP, also has a negative impact on consumer price index in the 

long run. A 1% increase in GDP is associated with 0.85% decrease in consumer price index. This means 

that GDP tends to decrease inflation in the long run. As an economy grows, employment opportunity 

increases, aggregate supply is close to aggregate demand, inflation tends to decrease. Import also 

decreases consumer price index in the long run. A 1% increase in import is associated with 2.4% decrease 

in consumer price index in the long run. In other words, import tends to decrease inflation in the long run.  

+ … (4.1) 

Error Correction Model Result 

The result of the error correction model which shows the short run results is find in Table 4 below. The 

result shows that inflation, lagged by one period, is positive and significant. This shows that previous 

level of inflation has influence on present level of inflation. In other word, once there is inflation in a 

country, there is a possibility of having inflation again. Similarly, export has negative effects on inflation 

in the short run. A 1% increase in export brings about a decrease of 0.35% in inflation. However, import 

increases inflation in the short run. This confirms the argument that there is imported inflation in the 

country. Since Nigeria is import dependent, an increase in imports increases the general price level in the 

country through its pressure on exchange rate. A 1% increase in import increases inflation by 0.3% in the 

short run. Domestic market, proxy by GDP and domestic credit to private sector are not significant in the 

short run to determine inflation in the short run. The result indicates that 75% variation in inflation in the 

short run is accounted for in the model. Durbin-Watson statistics indicates there is no first order serial 

correlation. The error correction term is negative and significant at 5%. This indicates that the speed of 

adjustment to equilibrium is low at 14% per annum. The result is free from the problem of serial 

correlation as shown by the LM test. Also, Breusch-Pagan-Godfrey test shows there is no problem of 

Heteroskedasticity. The Jarque-Beraresults also indicate that the residuals are normally distributed. 

 

 

 

 

 

 

 

 

 



British Journal of Economics, Finance and Management Sciences 10 

February 2020, Vol. 17 (1) 

© 2020 British Journals ISSN 2048-125X 

 

 

Table 4. Error Correction Model Result 

     

Variables Coefficient 

Std. 

Error t-Statistic Prob. 

ECT(-1) -0.145277** 0.060015 -2.420669 0.0270 

D(LCPI(-1)) 0.915783*** 0.250270 3.659180 0.0019 

D(LCPI(-2)) -0.473939 0.279478 -1.695800 0.1082 

D(LCPI(-3)) 0.466574* 0.246203 1.895080 0.0752 

D(LCPI(-4)) -0.078316 0.179501 -0.436301 0.6681 

D(LDOME(-1)) 0.091088 0.069211 1.316082 0.2056 

D(LDOME(-2)) 0.008632 0.064333 0.134175 0.8948 

D(LDOME(-3)) 0.107285 0.065557 1.636516 0.1201 

D(LDOME(-4)) 0.043576 0.072472 0.601280 0.5556 

D(LEXPORT(-1)) -0.380521* 0.209748 -1.814184 0.0873 

D(LEXPORT(-2)) -0.353737** 0.167015 -2.117990 0.0492 

D(LEXPORT(-3)) -0.222858 0.145232 -1.534501 0.1433 

D(LEXPORT(-4)) -0.048750 0.090345 -0.539601 0.5965 

D(LGDP(-1)) -0.246406 0.378135 -0.651635 0.5233 

D(LGDP(-2)) -0.644637* 0.331258 -1.946025 0.0684 

D(LGDP(-3)) 0.274835 0.359324 0.764868 0.4548 

D(LGDP(-4)) -0.257941 0.331367 -0.778416 0.4470 

D(LIMPORT(-1)) 0.174943 0.165476 1.057209 0.3052 

D(LIMPORT(-2)) 0.280366** 0.118520 2.365560 0.0302 

D(LIMPORT(-3)) 0.189063 0.123353 1.532697 0.1437 

D(LIMPORT(-4)) -0.076427 0.091303 -0.837069 0.4142 

R-squared 0.750124   

Durbin-Watson stat 2.053627   

Diagnostics Test 

Residual Serial Correlation LM  21.41519  0.6692 

Jarque-Bera 96.89777 0.7012 

Heteroskedasticity Test: Breusch-

Pagan-Godfrey 0.480977 0.9406 

Source: Author’s Computation 2019, underlying data from World Development Indicator (WDI) 

Database and CBN annual report  

* indicates significance at 1%, ** indicates significance at 5%, *** indicates significance at 10% 

Granger Causality Test 
The result of the causality test, presented, shows that it is only imports that Granger causes inflation. A 

unidirectional causality exists from import to inflation. A unidirectional causality also exists from 

inflation, import, and GDP to domestic credit to private sector. A bidirectional causality exists between 

domestic credit to private sector and export 

(t-statistics in parentis) 

4.0 Conclusion and Recommendations 

This study investigated the determinants of inflation in developing economies; evidence from Nigeria. 

The slow growth rate of the Nigerian economy is predicated upon macroeconomic variablesinstability, to 

be specific, the high rate of inflation. Inflation rate erodes the gains from economic activity and worst off 

the divide between the rich and poor. This study developed a co-integration andError Correction Model to 

explain the major factors that determines inflation in Nigeria. The outcome from the estimated parameters 

indicated robustness of results. The results of Johansen Co-integration test satisfy the presence of long-
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run equilibrium relationship between inflation and its explanatory variables. Granger causality test 

indicates the presence of a feedback or bidirectional relationship between inflation and its major 

determinants. The estimated ECM model provided useful and reliable information about the response of a 

variable to inflation level in Nigeria. It is clear that domestic credits to private sector, export, GDP, used 

as proxy for domestic market, and import are significant major determinants of inflation in the long run. 

However, import increases inflation in the short run. The study recommends the need to check the 

persistent fiscal deficit in order to reduce over-spending in the economy so as to curtail the incidence of 

inflation. 
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