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Abstract 
The macroeconomic environment of Nigerian economy is characterized by 

instability which causes a major challenge to the economic growth of the 

country. The situation requires faithful application of the major monetary 

instruments in the implementation of the macroeconomic policies (monetary 

and fiscal). It is against this background that, this study sought to examine 

the effect of interest rate on the economic growth of Nigeria, 1999 – 2016. 

The study adopted ex – post facto research design, as data used were 

secondary data drawn from the publications of CBN and NBS. The 

Hypothesis which states that, Interest rate does not have a positive and 

significant effect on Economic growth (GDP) was formulated and tested, 

using the Ordinary Least Squares (OLS) multiple regression technique. The 

result emanating from this study indicates that, the null hypothesis is upheld. 

The conclusion of the study therefore, was that, Interest rate as a key 

monetary instrument, if properly applied, can be effective in achieving the 

desired macroeconomic targets, particularly, rapid economic growth. It is 

then recommended that, the monetary authorities should endeavour to keep, 

the interest rate, as low as possible, in order to achieve stable 

macroeconomic environment, for enhanced economic growth and 

development.  
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Introduction  
Economic growth which simply 

means an increase in inflation adjusted 

market value of the goods and services 

produced in an economy over time is 

one of the macroeconomic goals every 

country strives to achieve (Nigeria 

inclusive). This is because, it leads to 

an increase in the wealth of a country 

as a whole, extending its potentials in 

the fight against poverty, 

unemployment and solving other 

social problems. A high level of 

economic growth therefore, has 

become one of the main targets of 

economic policy in many countries 

around the world today, particularly, 

countries of emerging economies 

(Bjork, 1995; Sharipov, 2015).  

It is important to note that, for a very 

long time now, economic growth is 

measured by increase in Gross 

Domestic Product (GDP) thereby, 

making GDP a proxy for economic 

growth. This makes Economists and 

policy makers to show much concern 

about GDP because, material living 

standards depend largely on what an 

economy produces in the way of final 

goods and services (Andolfatto, 

2005). So Governments often use 

changes in GDP as an indicator of the 

success of economic and fiscal 

policies. It is used by the executive 

arm of government to prepare Federal 

Budget and, by the Central Bank to 

formulate monetary policy (McCulla 

and Smith, 2007). 

Monetary policy which is one of the 

major macro-economic policies being 

used by the Monetary Authorities to 

stabilize the macroeconomic 

environment of a country has Bank 

rate as one of its key monetary 

instruments, to achieve its objectives. 

In Nigeria, monetary policy 

committee (MPC) is statutorily 

charged with the responsibility for the 

conduct of monetary policy of the 

Central Bank of Nigeria (CBN). The 

MPC uses the instruments of 

monetary policy available with the 

CBN to effect changes in the Liquidity 

of the Deposit Money Banks (DMBs) 

to affect the supply of money. 

Most of the time, MPC takes monetary 

policy decisions through application 

of Monetary Policy Rate (MPR) in 

order to affect the short – term interest 

Keywords: Interest Rate, Economic Growth, Macroeconomic Policies, 

Monetary authorities, Instability. 
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rates. A change in interest rate affects 

everyone’s spending and borrowing 

decisions which enable the CBN to achieve the primary objective of the 

monetary policy, in terms, of maintenance of the monetary and price stability, 

in the macroeconomic environment of the country. Interest rate therefore, 

remains the vital instrument that a country can deploy for the maintenance of 

domestic price and exchange rate stability, as a critical condition for the 

achievement of a sustainable economic growth and external viability 

(Amassoma, Nwosa and Olaiya, 2011). 

 

Statement of the problem 

Instability in the macroeconomic environment of Nigerian Economy is a major 

challenge to the economic growth of the country. Overcoming this challenge 

requires effective implementation of monetary policy measures through faithful 

application of the monetary instruments, particularly, the interest rate. But this 

for long has been an illusion. This is because, most often, the interest rate is 

high (always in double digit) and, the implication of high interest rate is that, it 

inhibits investment, productivity and output which negatively affect economic 

growth.  

It is worth of note, that, several studies have been carried out on the inability of 

the monetary Authorities to effectively implement monetary policy by different 

researchers. In their studies, Adeolu, Sunday and Abike (2012) argued that 

before monetary policy can produce desired result as maintained by the classical 

Economists, highly integrated and monetized economy and regular information 

network system are indispensable. They, however, lamented that, the Nigerian 

economy lacks the fundamental flexibilities (in respect to interest rate, 

securities, etc.) which could have aided a much more effective use of monetary 

policy. It is in the light of this, the paper sought to examine the effect of interest 

rate on the growth of Nigerian Economy, in the last eighteen (18) years, 

effective from the year 1999. 

 

Hypothesis  

The hypothesis formulated for the purpose of this study is as follow:- 

H0: Interest rate does not have a positive and significant effect on economic 

growth (GDP). 

 

Review of Related Literature 

(A)  Conceptual framework 
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The word ‘interest’ was derived from the Medieval Latin word, “interesse”, 

which basically means, “money paid for use of money lent or for not exacting 

repayment of debt” (Patikin, 1979; Concise Oxford Dictionary, 1988). While, 

the ‘rate of interest’ or ‘interest rate’, is simply defined as, “the price of money 

services” (Dictionary of Modern Economics, 1986). According to Jochumzen 

(2010), interest rate is commonly expressed as a percentage of the size of loan 

per unit of time, usually per year. The rate may be fixed or floating. If it is fixed, 

the borrower pays the same percentage for the entire duration of the loan, but 

for the floating, the rate changes regularly, depending on the market conditions. 

The classical economists view Interest as, ‘the remuneration for mere 

abstinence’, while, New – Classical economists, define it as, “the price for the 

use of loanable funds”, and, the modern economists consider it, as the reward 

for the pure yield of capital, of saving, for the foregoing of Liquidity and the 

supply of money (i.e reward for Productivity, Saving, Liquidity Preference and 

money). The Keynesian economists, on the other hand, regard interest as a 

purely monetary phenomenon, that is, payment for the use of money. It is the 

reward for parting with the liquidity of money (Jhingan, 2006). 

Interest forms the basis on which the modern banking operates and, is 

considered as, the instrument that links the financial market to the real market 

(Patikin, 1979). So, ordinarily, interest rate means, a payment made by a 

borrower to the lender for the money borrowed and, is expressed as a rate 

percent per year. In Economics, interest has been defined in a variety of ways, 

commonly as, the payment for the use or service of capital. This simply means 

that, it is an income which goes to the owner of capital. 

(B) Theoretical Review 

According to Fisher (1930), who propounded the Time Preference theory of 

Interest, ‘Interest is an index of the community’s preference for a dollar of 

present over a dollar of future income’. So, ‘Time Preference’ is the preference 

that people have for present income over future income of an equal amount and 

equal certainty’. Thus, Interest is the price paid to the people for present income, 

rather than for future income. In a similar vein, the loanable funds theory of 

Interest states that, “the rate of interest is the price of credits which is determined 

by the demand and supply of loanable funds” (Harris, 1985; Jhingan, 2006). 

This postulation was popularized by the Neo – Classical economists (Robertson, 

1937; Wicksell, 1936; Ohlin, 1937) in their explanation of the determination of 

Interest rate in terms of demand and supply of loanable funds or credits. This 
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simply explains the fact that, the forces of demand for and supply of loanable 

funds determine the rate of interest (i.e. price of credit). 

In the words of Keynes (1936), rate of Interest is the, ‘premium which has to be 

offered to induce people to hold the wealth in some form other than hoarded 

money’, so, the higher the liquidity preference, the higher there will be rate of 

Interest that will have to be paid to the holders of cash to induce them to part 

with their liquid assets and vice – versa (Jhingan, 2006). It is important to note 

that, the concept of liquidity preference was used by Keynes, to explain demand 

for money as a determinant of the rate of interest. Liquidity Preference is simply 

the desire to hold cash. So, Liquidity Preference theory postulates that, Interest 

rate changes, if there is excess demand or supply in the money market, 

irrespective of what happens in the bond market, making this theory the 

opposite of the loanable funds theory of Interest (Harris, 1985). Thus, this 

theory simply states that, ‘the rate of interest is determined by the demand for 

and supply of money. 

A comprehensive explanation of Interest rate determination, which is adequate 

and determinate, was provided by Hansen (1949) in the modern theory of 

Interest where, the loanable funds and Liquidity Preference theories have been 

combined, to construct two new curves, Viz: The IS curves representing flow 

variables of the loanable funds (or the real classical theory) and, the LM curves 

representing the stock variables of Liquidity Preference formulation. The 

equilibrium between IS and LM curves, provides a determinate solution which 

the earlier theories lacked (Jhingan, 2006; Hansen, 1949). Remember that, the 

IS curve was derived from the loanable funds formulation (theory) showing the 

equality of Saving and Investment at various combinations of the levels of 

income and Interest rates. While, the LM curve was derived from the Keynesian 

formulation of Liquidity Preference, which shows all combination of interest 

rates and levels of income at which the demand for and supply of money are 

equal. 

(C)  Empirical Review 

Onyeiwu (2012) studied the effect of Central Bank of Nigeria (CBN)’s 

monetary policy on selected macroeconomic variables – Gross Domestic 

Products (GDP), Inflation rate and Balance of payment between 1981 and 2008. 

Using the Ordinary Least Squares Method (OLS) to analyse data, the result 

shows that, monetary policy proxy by money supply exerts a positive impact on 

GDP growth and Balance of Payments but negative impact on rate of inflation. 
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He recommended that, monetary policy should facilitate a favourable 

investment climate through appropriate interest rates, exchange rate and 

Liquidity management mechanism. 

Nwosa and Saibu (2012) investigated the transmission channels of monetary 

policy impulses on sectoral output growth in Nigeria for the period of 1986 to 

2009. Secondary quarterly data were used for the study where Granger causality 

and vector Auto – regressive method of analysis was utilized. The results 

showed that interest rate channel was most effective in transmitting monetary 

policy to Agriculture and manufacturing sectors while, exchange rate channel 

was most effective for transmitting monetary policy to Building/Construction, 

Mining, Service and Wholesale/Retail sectors. The study concluded that, 

Interest rate and exchange rate policies were the most effective monetary policy 

measures in stimulating sectoral output growth in Nigeria. 

Danjuma, Jibrin and Ejura (2012) assessed the effectiveness of monetary policy 

in combating inflation pressure on the Nigerian economy for the period 1980 to 

2010. The study employed classical least squares method with the aid, granger 

causality, stationarity test and correlogram, which minimize the possibility of 

estimating spurious relations, while at the same time retaining long – run 

information in the work. The results of the study showed that, the liquidity ratio 

and interest rate turnout to be the leading monetary policy instruments that can 

be employed to combat inflation in Nigeria. 

Alam and Waheed (2006) examined channels of monetary transmission in 

Pakistan across seven sectors (Agriculture, mining and quarrying, 

manufacturing, construction, wholesale and Retail trade, finance and insurance 

and ownership of dwellings) of the Economy. The study found out that, the 

manufacturing, whole sale and retail trade and, finance and insurance sectors 

declined more in response to the Interest rate shock while, Agriculture, mining 

and quarrying, construction and ownership of dwellings were observed to be 

insensitive to interest rate changes.  

Vizek (2006) analyses monetary transmission in Croatia using the Granger 

causality test and error correction model and concludes that, monetary policy 

affects industrial output through changes in the exchange rate and money 

supply, while, Interest rate changes do not have any influence. 

 

Methodology 

The adopted research design for this study is the ex – post facto, as data used 

were drawn from secondary sources (secondary data), specifically from the 
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CBN and NBS publications. While, Ordinary Least Square (OLS) regression 

analysis technique was used to analyse the data collected. To demonstrate the 

application of OLS method, a multiple regression model was developed with 

Interest rate, Exchange rate and OMO as independent variables and, Gross 

Domestic Product (GDP) as the Dependent Variable. 

The model developed is in line with the formulated hypothesis which states that, 

Interest rate does not have a positive and significant effect on economic growth 

(GDP). Thus, the model:- 

GDP = 0 + 1Intr + 2Exr +3OMO + µ……………. 

Where: GDP = Gross Domestic Product 

 Intr = Interest rate 

 Exr = Exchange rate 

 OMO = Open market operations 

0; 1; 2; and 3 = beta (parameters) 

µ = Error term 

 

Data presentation and analysis 

The data used for this study were extracted from secondary sources (CBN and 

NBS publications) and summarized using descriptive statistics. They were later 

subjected to some statistical treatment and then analysed using the Ordinary 

Least Squares (OLS) regression technique. Thus, a time series data set for an 

18 year period (1999 - 2016) is presented below, indicating Real GDP growth 

rate as dependent variable while, the independent variables are – interest rate; 

OMO (TBs) and Exchange rate. 

 

Table: - Data for the Dependent and Independent Variables. 

Year Real GDP 

Growth Rate 

Interest 

Rate 

Open Market 

Operation (TBs) 

Foreign 

Exchange Rate  
% % N' Billion N/US Dollar 

1999 1.91 21.32 88.90  92.6934  

2000 4.89 17.98 86.90  102.1052  

2001 4.72 18.29 1,985.50  111.9433  

2002 4.63 24.85 2,421.10  120.9702  

2003 9.57 20.71 3,026.30  129.3565  

2004 6.58 19.18 3,467.70  133.5004  

2005 6.51 17.95 2,521.70  132.1470  

2006 6.03 17.26 1,509.10  128.6516  

2007 6.45 16.94 1,304.20  125.8331  
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2008 5.98 15.14 916.30  118.5669  

2009 6.96 18.99 1,392.40  148.8802  

2010 7.98 17.59 2,004.90  150.2980  

2011 5.31 16.02 3,048.50  153.8616  

2012 4.21 16.79 3,609.70  157.4994  

2013 5.49 16.72 3,650.90  157.2600  

2014 6.22 16.55 3,879.50  155.0000  

2015 2.79 11 3,697.20  197.0000  

2016 -0.36 14 1,930.80  305.0000  

Source: Central Bank of Nigeria and National Bureau of Statistics (various 

years) 

 

Data Analysis 

The Table above shows data relating to real GDP growth rate, interest rate, open 

market operation and foreign exchange rate between 1999 to 2016. The table 

shows that real GDP has been growing since 1999 to 2015 at different rates with 

the highest growth rate of 9.57% recorded in 2003. The first ever negative 

growth rate of -0.36% was however recorded in 2016 when the country faced 

its worse economic downturn in the recent history, sliding the nation into 

recession.  

 

Figure:- Graph showing the Trend of GDP and Interest Rate 
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The Figure above shows the graph of GDP and interest rate movement during 

the period under investigation. The intention of the figure is to show in a 

graphical form, the relationship between the variables (GDP and Interest rate) 

in the first objective of the study. The graph clearly shows that the variables 

(GDP and interest rate) present differing trends, exhibiting an inverse 

relationship during the early years, a direct relationship during the mid years 

and an inverse relationship during the later years. In all, one may argue that their 

relationship took a random walk between 1999 and 2016. Further analysis was 

carried out subsequently. 

 

Table:- Descriptive Statistics for the two variables (GDP and Interest rate) 
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Source: Researcher's Computation using Stata Software (Version 13) 

Note: GDP = Gross Domestic Product; Intr = Interest Rate 

 

The Table above presents the descriptive statistics used to analyze the effect of 

interest rate on economic growth (GDP) in Nigeria for the period, 1999 – 2016. 

The descriptive statistics shows the mean, standard deviation, variance, 

skewness and kurtosis of the distribution of real GDP growth rate and interest 

rate. As revealed in the table, the mean growth rate of real GDP was 5.33% 

which was higher than those of low-income countries which averaged 4.1%, 

middle-income countries which averaged 4.2% and high-income countries 

99%        24.85          24.85       Kurtosis       4.159944

95%        24.85          21.32       Skewness       .2371609

90%        21.32          20.71       Variance       8.787294

75%        18.99          19.18

                        Largest       Std. Dev.      2.964337

50%       17.425                      Mean           17.62667

25%        16.55          16.02       Sum of Wgt.          18

10%           14          15.14       Obs                  18

 5%           11             14

 1%           11             11

      Percentiles      Smallest

                                                             

                            Intr

99%         9.57           9.57       Kurtosis       3.886774

95%         9.57           7.98       Skewness      -.7189624

90%         7.98           6.96       Variance       5.084166

75%         6.51           6.58

                        Largest       Std. Dev.       2.25481

50%        5.735                      Mean           5.326111

25%         4.63           4.21       Sum of Wgt.          18

10%         1.91           2.79       Obs                  18

 5%         -.36           1.91

 1%         -.36           -.36

      Percentiles      Smallest

                                                             

                             GDP
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which averaged 3.2% (Soubbotina, 2014). It also revealed a standard deviation 

of 2.25%. Kurtosis value, 3.89, which was used to measure the degree of 

steepness of the distribution of real GDP growth rate revealed that it was 

leptokurtic. The distribution was negatively skewed at -0.719 (i.e. the 

distribution of real GDP growth rate data tends towards a negative direction 

with much of the data being more than the mean). The table equally shows that 

the mean interest rate (Intr) was 17.63% with a standard deviation of 2.96. The 

value of kurtosis was 4.16 and measure the degree of steepness of the 

distribution. The interest rate distribution is positively skewed at 0.237.  

 

Test of Hypotheses 

We re-state the hypothesis of the study as follows: 

Ho: Interest rate does not have a positive and significant effect on GDP. 

Ha: Interest rate has a positive and significant effect on GDP. 

 

Decision Rule: 

Decision Rule 1: Accept null hypothesis if P-value is greater than 0.05 and 

reject null hypothesis if P-value is less than 0.05. 

Decision Rule 2: Accept alternative hypothesis if P- value is less than 0.05 and 

reject alternative hypothesis if p-value is greater than 0.05. 

 

Result of the Regression Analysis 

Table:-  Result of Ordinary Least Square Regression Analysis of the 

Hypothesis 

 
Source: Researcher's Computation using Stata Software (Version 13) 

                                                                              

       _cons     28.99316   12.89949     2.25   0.041     1.326511    56.65981

         exr    -15.60517   5.573464    -2.80   0.014    -27.55906   -3.651279

         omo     3.147715    1.03702     3.04   0.009      .923528    5.371901

        intr    -.0141886   .1849297    -0.08   0.940    -.4108233    .3824461

                                                                              

         gdp        Coef.   Std. Err.      t    P>|t|     [95% Conf. Interval]

                                                                              

       Total    86.4308259    17  5.08416623           Root MSE      =  1.7665

                                                       Adj R-squared =  0.3862

    Residual     43.686865    14  3.12049036           R-squared     =  0.4945

       Model    42.7439609     3   14.247987           Prob > F      =  0.0198

                                                       F(  3,    14) =    4.57

      Source         SS       df       MS              Number of obs =      18
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Note: gdp = Gross Domestic Product, intr = Interest Rate, omo = Open 

Market Operation, exr = Exchange Rate. 

 

According to the regression result presented in the table above, the coefficient 

of the key variable of interest, interest rate was negative. Interest rate essentially 

had a negative and non-significant effect on Gross Domestic Product {α = -

0.0142, t = -0.08, p = 0.94 > 0.05, R2 = 49.45%, Adjusted R2 = 38.62%}. The 

result reveals that interest rate had an inverse relationship with Gross Domestic 

Product. It equally reveals that the coefficient of determination, R2, which 

shows how well the degree of variations in the dependent variable (GDP) has 

been explained by the independent variables (goodness of fit).  

Additionally, the table also reveals the result of the other explanatory variables. 

The coefficient of open market operation was positive. Open market operation 

had a positive and significant effect on Gross Domestic Product {α = 3.1477, t 

=3.04, p = 0.009 < 0.05, R2 = 49.45%, Adjusted R2 = 38.62%}. However, the 

coefficient of exchange rate was negative. Exchange rate had a negative and 

non-significant effect on Gross Domestic Product {α = -15.61, t = -2.80, p = 

0.014 < 0.05, R2 = 49.45%, Adjusted R2 = 38.62%}. 

 

Decision 

In consonance with the decision rule, the alternate hypothesis is rejected while 

the null hypothesis that interest rate does not have a significant effect on GDP 

is accepted.  

 

Implications of Results 

In line with the findings of this study, interest rate had a negative effect on Gross 

Domestic Product. The implication of this result is that increase in interest rate 

inhibits investment, productivity and output which ultimately reduces economic 

growth. It also implies that a concerted efforts at keeping the interest rate down 

has the potential for increasing investment, productivity and output which 

would enhance economic growth.  

Our findings is in line with literature, for instance, those of Nwosa and Saibu 

(2012) who found a positive effect using Granger Causality and Auto-regressive 

method. Our discovery that interest rate had a negative effect on Gross 

Domestic Product, however, lacks statistical significance at 5% or 0.05 degree 

of freedom. This lack of statistical significance at 95% confidence interval 
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could be attributed to the number of observations. The result, nevertheless, is 

significant at 10% degree of freedom.  

 

Conclusion and Recommendation 

Interest rate is an important monetary transmission channel that affects the 

operational mechanism of any economy. It is used by the Monetary Authorities 

(MPR in Nigeria) to regulate the economic activities of a nation in order to 

stabilize the macroeconomic environment for economic actors to succeed. So, 

if properly applied as a major monetary Instrument, it can be effective in 

achieving the desired macroeconomic targets, particularly, rapid economic 

growth. 

Since, proper application of Interest rate instrument can be effective in 

accelerating economic growth, this study therefore, recommends that, the 

monetary authorities should endeavour to keep the interest rate, as low as 

possible, in order to achieve stable macroeconomic environment, for enhanced 

economic growth and development. 
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