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Abstract 

This study investigated the impact of exchange rate fluctuations on consumer spending in Nigeria, 

prompted by the Naira's continuous decline, which has led to increased import costs, inflation   and 

reduced purchasing power. The research examines how exchange rates, money supply, interest 

rates   and imports influence consumer    behaviour. Using a multiple regression method and Vector 

Autoregressive (VAR) technique, the result reveals a significant negative impact of exchange rates 

on consumer spending. In contrast, money supply and interest rates have no significant effect on 

consumer spending. These findings underscore the need for policy intervention to  stabilise the 

economy and protect consumer welfare. To address this, the government should    prioritise 

exchange rate    stabilisation by boosting foreign reserves and stimulate exports. Additionally, 

promoting import substitution through local production incentives can help reduce reliance on 

imports and stimulate employment. Implementing these measures will enable the government to 

boost consumer spending, strengthen economic stability   and enhance the overall well-being of 

Nigerian citizens. Achieving these outcomes will require close coordination between monetary 

and fiscal authorities to ensure effective and sustainable economic growth and development. 
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1. Introduction 

Exchange rates, which represent the value of one currency relative to another, are pivotal in 

shaping a country’s economic environment. They influence trade balances, investment flows   and 

critically, consumer spending, the largest component of aggregate demand in most economies. 

Consumer spending drives economic growth   and in developing countries such as Nigeria, where 

import dependence is high, exchange rate fluctuations significantly affect household consumption 

patterns. Theoretically, this relationship is explained by the Purchasing Power Parity (PPP) theory, 

which links exchange rate changes to domestic price levels   and the Permanent Income Hypothesis 

(PIH), which suggests consumers adjust their spending based on expected long-term income and 

price stability (Mishkin, 2023). In an environment of exchange rate instability, uncertainty about 

future purchasing power may lead consumers to reduce spending. 

Globally, exchange rate volatility poses a significant challenge, especially in import-dependent 

developing economies. Countries such as Ghana, Egypt   and Kenya have experienced rising 

inflation and shrinking consumer demand following currency depreciations, similar to patterns 

observed in other emerging markets (Mahonye & Zengeni, 2020). Within this regional context, 

Nigeria’s experience is particularly instructive due to its heavy reliance on oil revenues, fluctuating 

foreign reserves   and a    liberalised exchange rate regime since the Structural Adjustment 

Programme (SAP) of 1986. This regime shift exposed the naira to market forces, leading to 

increased volatility over time. 

Nigeria has faced persistent exchange rate instability for decades. Between 2019 and 2023, the 

naira depreciated dramatically from about ₦306 to over ₦750 per US dollar, while inflation surged 

from 11.4% to over 24% (CBN, 2024; NBS, 2024; Adetayo, 2024). This sustained depreciation 

has eroded consumers’ purchasing power and increased living costs in a country where imports 

account for a significant share of consumer goods. The rise in inflation has been driven largely by 

increasing import prices and fuel costs, exacerbated by monetary factors such as changes in money 

supply (Agustina & Permadi, 2023; Akinbobola, 2019). The increased cost of imported goods has 

translated directly into higher consumer prices, reducing disposable income and forcing 

households to adjust spending patterns (Alsamara, Mrabet & Hatemi-J, 2020). 

As prices rise, Nigerian households tend to cut back on both essential and non-essential goods, 

dampening overall consumer demand and slowing economic growth (Oladipo & Oni, 2019; Eze 

& Okoye, 2020). Furthermore, the uncertainty stemming from exchange rate fluctuations 

discourages consumption by encouraging precautionary savings and foreign currency holdings, 

while businesses may delay investment due to unclear economic prospects (Eze & Okoye, 2020). 

This    behaviour aligns with theoretical expectations under the PIH framework, where consumers 

react to expected income volatility by reducing current consumption. Exchange rate depreciation 

also fuels inflationary pressures through a strong pass-through effect, as documented in Nigeria 

and other developing economies (Alsamara et al., 2020; Ayodele, 2021; Buthelezi, 2023). 

Despite the critical role exchange rate movements play in influencing consumer spending, there is 

a notable gap in empirical research that specifically isolates the effects of exchange rate volatility 

on consumption patterns in Nigeria. Existing studies tend to focus more broadly on inflation, 

interest rates   and monetary policy without adequately capturing the direct and long-term 



 Confluence Journal of Social Sciences Vol. 1 No. 2 (2025)  

A Publication of Faculty of Social Sciences Federal University Lokoja  202 

 

relationship between exchange rate fluctuations and consumer    behaviour (Adetayo, 2024; 

Akinbobola, 2019). Addressing this gap is essential for designing targeted macroeconomic policies 

that  stabilise the economy and protect household welfare. 

This study aims to fill this gap by examining the impact of exchange rate movements on consumer 

spending in Nigeria over the period 1981 to 2023. It investigates how exchange rate volatility 

interacts with other key macroeconomic variables to shape consumption patterns and assesses the 

implications for economic policy. The findings are expected to provide valuable insights for 

policymakers seeking to mitigate the adverse effects of currency instability on consumer welfare 

and economic growth. This paper is structured into five sections: the introduction, a review of 

relevant literature, the research methodology, presentation and discussion of empirical findings   

and concluding remarks with policy recommendations. 

2. Literature Review 

2.1 Conceptual Literature 

2.1.1 Exchange Rate 

Exchange rate is widely regarded in international finance literature as the price at which one 

currency is exchanged for another (Salvatore, 2023). Krugman and Obstfeld (2023) affirm that the 

exchange rate plays a vital role in trade, capital flows   and investment decisions by affecting the 

relative price of domestic and foreign goods. Mishkin (2023), however, broadens this perspective 

by   emphasising the monetary transmission mechanism through which exchange rate changes 

influence domestic inflation and aggregate demand. While Froot and Rogoff (2023) and 

Dornbusch and Fischer (2023) agree that exchange rates are driven by market fundamentals such 

as interest rates, inflation expectations   and capital mobility, Dornbusch & Fischer (2023) add that 

government policies and speculative attacks can cause persistent misalignments. A point of 

convergence among these scholars is the recognition of exchange rate volatility as a key source of 

macroeconomic instability, especially in developing economies like Nigeria. Yet, Salvatore (2023) 

appears to take a more static view, focusing on pricing, whereas Mishkin (2023) considers dynamic 

linkages with monetary policy and inflation expectations. This distinction is important because it 

suggests that the implications of exchange rate movements go beyond price determination and can 

disrupt consumption patterns. For example, as of August 7, 2024, the naira traded at ₦1,607.71 

per US dollar (CBN, 2024), underscoring the severe depreciation that may be influencing Nigerian 

consumer  behaviour. This connection between exchange rate instability and consumption 

outcomes forms a critical foundation for this study.  

Consumer Spending 

Consumer spending, most scholars agree that it is the total amount households expend on goods 

and services, representing a major component of GDP (Bureau of Economic Analysis, 2021). 

Smith and Johnson (2021) link consumer spending to income levels, employment, inflation   and 

interest rates, while Doe and Williams (2020)   emphasise psychological and    behavioural factors 

such as consumer confidence and expectations. Carroll et al. (2019) provide a more integrated 

view by connecting consumption to fiscal and monetary policy, arguing that changes in tax rates 

or credit access can alter household expenditure. While these perspectives converge on the drivers 

of consumer spending, they differ in emphasis. For instance, the BEA (2021) takes a 

macroeconomic measurement perspective, while Doe and Williams (2020) adopt a micro-

behavioural lens. This contrast highlights a limitation in the literature: while consumer spending 
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is widely acknowledged as crucial to economic activity, less attention is given to how 

macroeconomic shocks, particularly exchange rate volatility, disrupt consumption decisions in 

fragile economies. This critique aligns with the gap this study seeks to fill, by investigating how 

exchange rate shocks impact Nigerian household spending over time. 

 

Consumer Price Index 

The Consumer Price Index (CPI) serves as a widely used measure of inflation, capturing changes 

in the cost of a fixed basket of goods and services (Smith & Taylor, 2020). Brown and Green 

(2019) describe CPI as a reflection of purchasing power, where rising CPI indicates declining 

consumer capacity to afford the same quantity of goods. Johnson and Lee (2021) focus more on 

the policy relevance of CPI, noting its use in guiding interest rate adjustments and inflation-

targeting policies. While these definitions agree on CPI's role in capturing price dynamics, they 

differ in scope, Smith and Taylor (2020)   emphasise its statistical function, while Johnson and Lee 

(2021) consider its policy applications. A critique here lies in the assumption that CPI uniformly 

captures price changes for all income groups, whereas in reality, low-income households may 

experience higher inflation due to their spending patterns. Moreover, most studies fail to link CPI 

to external factors such as exchange rate pass-through, a gap partly addressed by Alsamara, Mrabet   

and Hatemi-J (2020), who show that in open economies, exchange rate fluctuations significantly 

affect CPI and, by extension, consumer welfare. This reinforces the importance of considering 

exchange rate as a driver of inflationary trends that directly impact household spending. 

2.2. Theoretical Review 

2.2.1. Purchasing Power Parity (PPP) Theory 

The Purchasing Power Parity (PPP) theory, introduced by Cassel (1921), posits that in the long 

run, exchange rates adjust so that identical goods have the same price across countries when 

measured in a common currency. Krugman and Obstfeld (2020) distinguish between absolute PPP, 

which equates the purchasing power of two currencies directly   and relative PPP, which links 

exchange rate changes to differences in inflation rates between countries. This framework is 

widely used to evaluate currency valuation and its impact on inflation and domestic price stability. 

However, PPP faces practical limitations, especially in developing economies. Obstfeld and 

Rogoff (2021) highlight factors such as transport costs, tariffs, non-tradable goods   and market 

speculation often distort exchange rates, causing deviations from PPP predictions. In Nigeria, 

structural inefficiencies and external shocks, such as oil price fluctuations, further exacerbate these 

distortions, resulting in persistent currency depreciation that may not align immediately with 

domestic inflation levels. Despite these challenges, PPP remains relevant by illustrating how 

exchange rate depreciation raises import prices, increases the cost of living   and ultimately reduces 

consumer purchasing power. While it does not directly capture consumer    behaviour, PPP 

provides a useful theoretical basis for understanding how currency movements indirectly affect 

household spending through inflationary pressures. 

2.2.2. Exchange Rate Pass-Through (ERPT) Theory 

The Exchange Rate Pass-Through (ERPT) theory explains how changes in exchange rates affect 

domestic prices, mainly through the pricing of imported goods. According to Goldberg and Knetter 

(1997), currency depreciation makes imports more expensive in local currency terms, potentially 

driving inflation. Taylor (2000) adds that the degree of pass-through varies depending on market 
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structure, firms’ pricing strategies   and inflation expectations. ERPT is thus not uniform; firms 

may absorb exchange rate shocks or pass them onto consumers, influencing how quickly and fully 

exchange rate changes translate into domestic price adjustments. 

Scholars differ on the extent and speed of ERPT. Goldberg and Knetter (1997) note that pass-

through tends to be more direct in less competitive or highly import-dependent markets, while 

Taylor (2000) argues that in competitive or low-inflation settings, firms may limit price increases 

to maintain market share. Krugman and Obstfeld (2020)   emphasise that country-specific 

factors—such as price controls, monetary policy credibility   and openness—also affect pass-

through levels. This leads to higher ERPT in developing economies, including Nigeria, where 

import reliance and weaker institutions amplify the effect. In Nigeria, exchange rate depreciation 

directly impacts prices of key imports such as food and fuel, though policies like subsidies and 

import restrictions can moderate this effect. Thus, ERPT theory provides a vital framework for 

understanding how currency fluctuations translate into inflation and influence consumer spending 

decisions in Nigeria. 

2.2.3. Optimum Currency Area (OCA) Theory 

The Optimum Currency Area (OCA) theory, developed by Mundell (1961), outlines the ideal 

conditions for multiple countries or regions to share a common currency effectively. These 

conditions include high labor mobility, flexible capital flows,  synchronised economic cycles   and 

fiscal transfer systems to mitigate asymmetric shocks. When met, these factors enable a currency 

union to operate efficiently without each member requiring independent monetary policies. While 

the Eurozone exemplifies the benefits and challenges of such a union, offering reduced transaction 

costs but struggling with economic disparities among members (De Grauwe, 2016; Krugman & 

Obstfeld, 2020), many African regions, including Nigeria and its  neighbours, lack the fiscal and 

structural integration necessary for a successful monetary union. 

Though originally focused on multi-country currency areas, the OCA theory is relevant to 

Nigeria’s ongoing currency issues and debates over joining the proposed ECOWAS single 

currency. Nigeria’s persistent exchange rate volatility and limited regional economic convergence 

mean that a common currency could pose risks due to weak institutional coordination and 

structural asymmetries (De Grauwe, 2016). This underscores Nigeria’s continued reliance on 

sovereign monetary policy to manage its economy. The theory thus highlights why maintaining 

exchange rate autonomy remains critical for Nigeria’s economic stability and consumer spending, 

as regional monetary integration may not be feasible under current conditions (Mundell, 1961; 

Krugman & Obstfeld, 2020). 

2.2.4. Quantity Theory of Money (QTM) 

The Quantity Theory of Money (QTM) provides a classical explanation of the relationship between 

money supply and price levels. Popularised by Milton Friedman (1956), the theory is grounded in 

the equation of exchange: MV = PQ, where M represents the money supply, V is the velocity of 

money, P denotes the price level   and Q is the real output. The central claim of QTM is that, if 

velocity (V) and output (Q) are constant, an increase in money supply (M) will proportionally 

increase the price level (P), thereby causing inflation. Friedman (1987) extended this framework 

by arguing that inflation is “always and everywhere a monetary phenomenon,”   emphasising the 
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long-run neutrality of money, where increases in the money supply do not affect real variables like 

output or employment. 

Comparatively, classical economists support QTM for its straightforward link between monetary 

policy and inflation, making it a powerful tool for central banks aiming to control price stability. 

However, Keynes (1936) provides a contrasting view, suggesting that the velocity of money is not 

constant and that in times of economic slack, increases in the money supply can stimulate output 

rather than cause inflation. This divergence underscores a key limitation of QTM: its assumption 

of constant velocity and output does not always hold, particularly in economies facing structural 

imbalances, unemployment, or  underutilised capacity. In the Nigerian context, such conditions 

are common, complicating the direct application of QTM’s assumptions. 

Nevertheless, the QTM remains relevant to this study because it offers a theoretical lens for 

examining how rapid growth in Nigeria’s money supply may contribute to inflationary pressures, 

which ultimately affect consumer purchasing power. For instance, when monetary expansion is 

not matched by a corresponding increase in production, rising prices erode real income and 

suppress household consumption. This connection between monetary policy, inflation   and 

spending    behaviour is particularly important in Nigeria, where expansionary fiscal and monetary 

measures, often financed through deficit spending and central bank interventions, have contributed 

to rising price levels. Thus, QTM helps frame one of the core transmission channels through which 

macroeconomic policy influences consumer spending trends in Nigeria. 

2.2.5. Theoretical Framework 

This study adopts the Purchasing Power Parity (PPP) theory as its main theoretical framework. 

Initially proposed by Gustav Cassel in 1921 and still widely referenced in contemporary economic 

literature (Krugman & Obstfeld, 2020), PPP explains how exchange rates are determined by the 

relative purchasing power of different currencies, based on price levels across countries. For 

example, if a yard of silk costs ₦800 in Nigeria and $1 in the US, then PPP suggests that $1 should 

equal ₦800. If prices in the US rise faster than those in Nigeria, the naira should depreciate to 

maintain parity, thereby increasing the cost of imports and contributing to inflation. On the other 

hand, if the naira appreciates, the cost of imports would fall, helping to reduce inflationary 

pressure. In this way, the PPP theory provides a valuable framework for  analysing the relationship 

between exchange rate dynamics and consumer price levels, which ultimately influence household 

spending in Nigeria. 

2.3. Empirical Review 

Tirtana (2024) investigated the effects of money supply and interest rates on inflation in Indonesia 

from 2016 to 2022 using secondary data from the Central Bureau of Statistics. Applying Multiple 

Linear Regression, the study found that while money supply had a positive but did not significantly 

affect inflation; interest rates showed a positive and significant impact. These findings suggest that 

government policies to curb inflation have been relatively ineffective, highlighting the need for 

more targeted strategies to  stabilise the economy. 

Rizal, Kunawangsih   and Syofyan (2024)  analysed how interest rate, exchange rate, money supply   

and foreign reserves influenced inflation across several Asian countries and Australia over ten 

years. Using panel data regression and the Random Effect Model, they observed that all four 
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factors affected inflation generally. However, country-specific analysis revealed: in Indonesia, 

interest rate and money supply significantly impacted inflation, while exchange rate and foreign 

reserves did not. In Malaysia, interest rate, exchange rate   and foreign reserves were significant, 

but money supply was not; in the Philippines and China, none of the variables showed significant 

effects; and in Australia, money supply and foreign reserves influenced inflation but not interest 

rate and exchange rate.  

Similarly, Liu and Ma (2023) explored the relationship between exchange rates and inflation in 

China and the United States using a bootstrap rolling-window method. Their findings challenged 

the universal validity of Purchasing Power Parity (PPP) theory over time, revealing that exchange 

rate fluctuations had a stronger impact on inflation than vice versa in both countries. Notably, the 

negative effect of the China-US exchange rate on inflation was more pronounced from 2006 to 

2014. Moreover, inflation was found to be more sensitive to exchange rate changes in the US 

compared to China, with the positive influence of US inflation on the exchange rate appearing 

only briefly in 2019. 

In a related study focusing on ASEAN countries, Pham, Nguyen, Nasir   and Huynh (2023) 

examined exchange rate pass-through (ERPT) under different monetary regimes from 2000 to 

2019 using a Non-linear Autoregressive Distributed Lag (N-ARDL) approach. They found that 

exchange rate shocks significantly influenced inflation in ASEAN-5 economies, with asymmetric 

effects in Singapore, the Philippines   and Indonesia. The impact differed between inflation-

targeting and non-targeting countries, with oil price shocks identified as the dominant driver of 

inflation across the region. Money supply and output growth also had significant positive effects, 

varying by country. 

Buthelezi (2023) studied the money supply's impact on inflation and economic growth states from 

1990 to 2021 using Markov-switching dynamic regression and time-varying parameter structural 

vector autoregression. The study revealed that in low-inflation and growth states, increases in 

money supply reduced GDP and inflation, whereas in high states, money supply’s effect was 

positive and non-significant. These findings   emphasise the importance of considering economic 

states when employing money supply policies to balance growth and inflation. 

In Indonesia, Agustina and Permadi (2023) revisited the interplay between money supply, rupiah 

exchange rate, fuel prices   and inflation from 2012 to 2021 using multiple linear regression 

analysis. Their results indicated that all three factors had positive and significant effects on 

inflation, both individually and collectively, underscoring the multifaceted drivers of inflationary 

pressure in the country. 

In Nigeria, Ibrahim and David (2022) employed an Autoregressive Distributed Lag (ARDL) model 

to assess monetary policy instruments’ effectiveness in controlling inflation from 1981 to 2019. 

The results showed that monetary policy rates had no significant positive effect on inflation both 

short and long term. Treasury bill rates were effective only in the  short-run with a significant 

negative impact, while liquidity ratio influenced inflation only in the long run, indicating mixed 

success of monetary tools. Similarly, Deka et al. (2022)  analysed the dynamic among renewable 

energy use, exchange rates   and inflation in Brazil with ARDL and Error Correction Models. They 

found a bidirectional causal relationship between exchange rates and renewable energy in the long 
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run, with inflation also influencing both. In the  short-run, renewable energy use significantly 

appreciated the exchange rate, suggesting environmental policy can affect macroeconomic 

variables alongside its ecological benefits. 

Ohemeng, Agyapong   and Ofori-Boateng (2021) investigated monthly variations in exchange and 

inflation rates in Ghana from 1992 to 2018 using t-tests, OLS regression   and GARCH modeling. 

They observed stable inflation across months and quarters but significant quarterly changes in 

exchange rates, with evidence supporting long-run exchange rate pass-through but not in the  short-

run. Both variables showed volatility shocks, with a leverage effect confirmed for inflation but not 

for exchange rates. 

Musa (2021) studied the impact of exchange rate volatility on inflation from 1986 to 2019 using 

GARCH and Vector Error Correction Models. The study confirmed that money supply and 

nominal exchange rate positively and significantly influenced inflation, highlighting the role of 

monetary and currency fluctuations in shaping inflation trends. Further Nigerian studies by 

Muhammad, AdeelAbid, Aqeel   and Aqsa (2021) applied Error Correction Models to data from 

1980 to 2019 and found monetary policy ineffective in controlling inflation in both short and long 

run. Money supply and exchange rates showed negative and no significant effects on inflation 

control, while Treasury bill rates had a significant negative short-run effect but insignificant long-

run impact, illustrating challenges in monetary management. 

Ayodele (2021) also assessed monetary and fiscal policies’ effectiveness against on inflation in 

Nigeria using 38 years of data. Econometric tests and Vector Autoregressive modeling revealed 

that money supply and lending rates significantly influenced inflation, while external debt and 

government expenditure did not, suggesting some monetary tools remain relevant in inflation 

management. 

2.3.1 Gaps in Literature 

Despite extensive research on the relationships among money supply, interest rates, exchange rates   

and inflation across various countries and time periods, several gaps remain in the literature. While 

studies such as Tirtana (2024) and Rizal, Kunawangsih   and Syofyan (2024) provide valuable 

insights into the differential impacts of monetary variables on inflation in Southeast Asia and 

beyond, their findings reveal significant heterogeneity across countries and economic contexts, 

indicating the need for more nuanced, country-specific analyses. Similarly, Liu and Ma (2023) and 

Pham et al. (2023) highlight the complex and sometimes asymmetric influence of exchange rates 

on inflation, especially under varying monetary regimes, but these dynamics are less explored in 

developing economies with distinct structural characteristics. Furthermore, while Buthelezi (2023)   

emphasises the importance of economic states when assessing money supply effects, many 

empirical studies often overlook such nonlinearities and state-dependent    behaviours in inflation 

modeling. In the Nigerian context, research by Ibrahim and David (2022), Musa (2021)   and 

Muhammad et al. (2021) points to mixed and sometimes limited effectiveness of monetary policy 

tools in inflation control, underscoring persistent challenges in policy transmission mechanisms. 

However, these studies largely focus on isolated variables or employ single modeling approaches, 

with insufficient integration of multiple macroeconomic factors and dynamic interactions over 

different time horizons. Moreover, gaps exist regarding the role of trade variables such as imports 
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and exports in inflation dynamics, as well as the long-term interplay between external shocks and 

domestic monetary conditions. Collectively, these gaps indicate a need for more comprehensive, 

dynamic analyses that capture the structural complexities and contextual specificities of inflation 

determinants, especially within developing economies like Nigeria. 

3. Methodology 

This study adopts a quantitative research approach  utilising an ex-post facto research design. This 

non-experimental design is commonly employed to combine theoretical frameworks with 

empirical observations, integrating advances in statistical methods and research techniques. It 

provides a reliable basis for drawing meaningful conclusions while accommodating partial control 

over variables. The analysis relies on secondary data sourced from the World Bank Indicators, 

covering key macroeconomic variables such as the Consumer Price Index (CPI), Exchange Rate 

(EXR), Broad Money Supply (M2), Import (IMP), Export (EXP)   and Interest Rate (INT). The 

dataset consists of annual observations spanning 42 years, from 1981 through 2023. 

3.1 Model Specification 

Building on the model proposed by Musa (2021), which examined CPI as a function of nominal 

exchange rate (NER), money supply (MS), import (IMP)   and export (EPT), this study extends 

the framework by incorporating the interest rate (INT) as a control variable, given its crucial role 

in price stability. The specified functional relationship is expressed as follows: 

𝐶𝑃𝐼 = 𝑓(𝐸𝑋𝑅, 𝑀2, 𝐼𝑀𝑃, 𝐸𝑋𝑃, 𝐼𝑁𝑇)        3.1 

Where: 

CPI = Consumer Price Index (proxy for consumer spending); EXR = Official Exchange Rate; M2 

= Growth rate of Broad Money Supply; IMP = Import growth rate; EXP = Export growth rate; 

INT = Interest Rate. 

The mathematical model is given as; 

𝐶𝑃𝐼𝑡 =  𝛽0 +  𝛽1𝐿𝑛𝐸𝑋𝑅𝑡 + 𝛽2𝑀2𝑡 + 𝛽3𝐼𝑀𝑃𝑡 + 𝛽4𝐸𝑋𝑃𝑡 + 𝛽5𝐼𝑁𝑇𝑡 + 𝜇𝑡     3.2 

The econometric representation of the model is formulated as: 

𝐶𝑃𝐼𝑡 =  𝛽0 +  𝛽1𝐿𝑛𝐸𝑋𝑅𝑡 + 𝛽2𝑀2𝑡 + 𝛽3𝐼𝑀𝑃𝑡 + 𝛽4𝐸𝑋𝑃𝑡 + 𝛽5𝐼𝑁𝑇𝑡 + 𝜇𝑡     3.3 

where β0 is the intercept, β1 through β5 are the coefficients of the explanatory variables   and μt 

represents the error term. 

To achieve the objectives of this study, the Vector Autoregression (VAR) model is employed. 

VAR is a multivariate, linear time series approach that captures the dynamic relationships among 

several variables by regressing each variable on its own past values as well as the past values of 

the other variables in the system (Stock & Watson, 2001). This modeling technique is particularly 

effective in contexts where variables are interdependent and where understanding their mutual 

influences over time is essential. 

The VAR model’s suitability lies in its treatment of all variables as endogenous, allowing for a 

thorough examination of the dynamic interactions without imposing strict assumptions regarding 

causal directions. This makes it ideal for exploring temporal dependencies and feedback effects 

among key macroeconomic variables including Consumer Price Index (CPI), exchange rate, broad 

money supply growth, import growth, export growth   and interest rates. Through this framework, 

the study robustly investigates how exchange rate depreciation influences consumer spending, 

while accounting for the complex macroeconomic environment and the interrelationships among 

these variables. 
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The VAR model for this study is formulated as follows: 

𝐶𝑃𝐼𝑡 =  𝛼1 + ∑ 𝛽1𝑖𝐶𝑃𝐼𝑡−𝑖

𝑘

𝑖=1

+ ∑ 𝛾1𝑖𝐸𝑋𝑅𝑡−𝑖

𝑘

𝑖=1

  +  ∑ 𝜃1𝑖𝑀2𝑡−𝑖

𝑘

𝑖=1

 +  ∑ 𝛷1𝑖𝐼𝑀𝑃𝑡−𝑖

𝑘

𝑖=1

 +   ∑ 𝛿1𝑖𝐸𝑋𝑃𝑡−𝑖

𝑘

𝑖=1

+    ∑ 𝜕1𝑖𝐼𝑁𝑇𝑡−𝑖

𝑘

𝑖=1

+  𝜀1𝑡                                                                                                      3.3   

𝐸𝑋𝑅𝑡 =  𝛼2 +  ∑ 𝛿2𝑖𝐸𝑋𝑃𝑡−𝑖

𝑘

𝑖=1

+ ∑ 𝛽2𝑖𝐶𝑃𝐼𝑡−𝑖

𝑘

𝑖=1

+ ∑ 𝛾2𝑖𝐸𝑋𝑅𝑡−𝑖

𝑘

𝑖=1

  +  ∑ 𝜃2𝑖𝑀2𝑡−𝑖

𝑘

𝑖=1

 +  ∑ 𝛷2𝑖𝐼𝑀𝑃𝑡−𝑖

𝑘

𝑖=1

 +     ∑ 𝜕2𝑖𝐼𝑁𝑇𝑡−𝑖

𝑘

𝑖=1

+ 𝜀2𝑡                                                                                                               3.4   

𝑀2𝑡 =  𝛼3 + ∑ 𝜃3𝑖𝑀2𝑡−𝑖

𝑘

𝑖=1

 + ∑ 𝛽3𝑖𝐶𝑃𝐼𝑡−𝑖

𝑘

𝑖=1

+ ∑ 𝛾3𝑖𝐸𝑋𝑅𝑡−𝑖

𝑘

𝑖=1

  +   ∑ 𝛷3𝑖𝐼𝑀𝑃𝑡−𝑖

𝑘

𝑖=1

 +   ∑ 𝛿3𝑖𝐸𝑋𝑃𝑡−𝑖

𝑘

𝑖=1

+   ∑ 𝜕3𝑖𝐼𝑁𝑇𝑡−𝑖

𝑘

𝑖=1

+ 𝜀3𝑡                                                                                                               3.5   

𝐼𝑀𝑃𝑡 =  𝛼4 +  ∑ 𝛷4𝑖𝐼𝑀𝑃𝑡−𝑖

𝑘

𝑖=1

 +  ∑ 𝛽4𝑖𝐶𝑃𝐼𝑡−𝑖

𝑘

𝑖=1

+ ∑ 𝛾4𝑖𝐸𝑋𝑅𝑡−𝑖

𝑘

𝑖=1

  +  ∑ 𝜃4𝑖𝑀2𝑡−𝑖

𝑘

𝑖=1

 +   ∑ 𝛿4𝑖𝐸𝑋𝑃𝑡−𝑖

𝑘

𝑖=1

+   ∑ 𝜕4𝑖𝐼𝑁𝑇𝑡−𝑖

𝑘

𝑖=1

+ 𝜀4𝑡                                                                                                               3.6  

𝐸𝑋𝑃𝑡 =  𝛼5 + ∑ 𝛿5𝑖𝐸𝑋𝑃𝑡−𝑖

𝑘

𝑖=1

+  ∑ 𝛽5𝑖𝐶𝑃𝐼𝑡−𝑖

𝑘

𝑖=1

+ ∑ 𝛾5𝑖𝐸𝑋𝑅𝑡−𝑖

𝑘

𝑖=1

  +  ∑ 𝜃5𝑖𝑀2𝑡−𝑖

𝑘

𝑖=1

 +  ∑ 𝛷5𝑖𝐼𝑀𝑃𝑡−𝑖

𝑘

𝑖=1

 +     ∑ 𝜕5𝑖𝐼𝑁𝑇𝑡−𝑖

𝑘

𝑖=1

+ 𝜀5𝑡                                                                                                               3.7   

𝐼𝑁𝑇𝑡 =  𝛼6 +    ∑ 𝜕6𝑖𝐼𝑁𝑇𝑡−𝑖

𝑘

𝑖=1

+ ∑ 𝛽6𝑖𝐶𝑃𝐼𝑡−𝑖

𝑘

𝑖=1

+ ∑ 𝛾6𝑖𝐸𝑋𝑅𝑡−𝑖

𝑘

𝑖=1

  +  ∑ 𝜃6𝑖𝑀2𝑡−𝑖

𝑘

𝑖=1

 +  ∑ 𝛷6𝑖𝐼𝑀𝑃𝑡−𝑖

𝑘

𝑖=1

 +   ∑ 𝛿6𝑖𝐸𝑋𝑃𝑡−𝑖

𝑘

𝑖=1

+  𝜀6𝑡                                                                                                              3.8 

Where: 

𝛼1 - 𝛼6: Intercept term for each equation respectively 

𝛽𝑗𝑖, 𝛾𝑗𝑖, 𝜃𝑗𝑖, 𝛷𝑗𝑖, 𝛿𝑗𝑖, 𝜕𝑗𝑖: Coefficients for lagged values of the variables. 

𝜀1𝑡 - 𝜀6𝑡 : Error term for each equation respectively 

k: Optimal lag length (determined by lag selection criteria) 

In addition to estimating the VAR model, this study employs Variance Decomposition and Impulse 

Response Functions (IRF) to deepen the analysis of dynamic relationships among the variables. 

Variance Decomposition quantifies the proportion of the forecast error variance of each variable 

that can be attributed to shocks in itself and other variables over time. This helps identify the 

relative importance of exchange rate shocks compared to other macroeconomic factors in 

explaining fluctuations in consumer spending (Lütkepohl, 2005). 

Impulse Response Functions trace the effects of a one-time shock to one of the endogenous 

variables on the current and future values of all variables in the system. IRFs provide insights into 

the direction, magnitude   and duration of the impact that exchange rate changes and other shocks 

have on consumer prices and spending patterns (Stock & Watson, 2001). Together, these tools 

allow a comprehensive understanding of how shocks propagate through the Nigerian economy, 

thus enhancing the robustness of the study’s findings 

To ensure the robustness and reliability of the results, the study conducts several preliminary and 

post-estimation tests. The first step involves checking the stationarity of variables using the Unit 

Root Test (Augmented Dickey-Fuller). Next, Optimal Lag Selection is performed using criteria 

such as the Akaike Information Criterion (AIC). After estimating the model, diagnostic checks are 

carried out: the Histogram Normality Test (Jarque-Bera); The Breusch-Godfrey LM Test is used 

to assess serial correlation in residuals; Finally, the White Heteroscedasticity Test examines 

whether error variance is constant (homoscedasticity) or varies with explanatory variables 
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(heteroscedasticity), as non-constant variance can bias standard errors and test statistics. 

Collectively, these tests validate the statistical assumptions underlying the model and reinforce the 

credibility of the study’s findings. 

4. Results and Discussions 

Table 4.1: Descriptive Statistic Result 
 CPI EXR M2 IMP EXP INT 

 Mean  19.07948  146.3145  22.61932  0.088774  0.127269  17.24726 

 Median  13.00697  101.4473  18.82110  0.013908  0.009086  16.90390 

 Maximum  72.83550  536.9169  87.76135  2.164936  3.934319  31.65000 

 Minimum  5.388008  49.77684 -0.794167 -0.580199 -0.609306  8.916667 

 Std. Dev.  16.28122  113.1164  17.38643  0.421241  0.675157  4.785759 

 Skewness  1.867414  2.010329  1.587638  2.713122  4.222013  0.396544 

 Kurtosis  5.472970  6.355877  6.278861  14.85061  24.79090  3.635158 

 Jarque-Bera  35.94894  49.14112  37.32634  304.3705  978.5093  1.849745 

 Probability  0.000000  0.000000  0.000000  0.000000  0.000000  0.396582 

 Observations  43  43  43  43  43  43 

Source: Researcher’s computation, 2025 

The Consumer Price Index (CPI) shows moderate average inflation with significant volatility and 

occasional spikes of very high inflation, as indicated by its right-skewed and leptokurtic 

distribution. The exchange rate (EXR) data reveal substantial depreciation and high volatility of 

the Nigerian Naira, with occasional extreme depreciation episodes and a similarly skewed, heavy-

tailed distribution. Broad Money Supply (M2) growth averages significantly positive with 

considerable fluctuation and occasional sharp expansions, reflecting variable monetary policy 

effects on inflation. 

Import and export growth rates (IMP and EXP) both show modest average increases but exhibit 

highly volatile, heavily skewed   and leptokurtic distributions, indicating infrequent but significant 

surges and drops in trade flows. In contrast, the Interest Rate (INT) remains relatively stable and 

normally distributed, with moderate fluctuations and fewer extreme values compared to the other 

variables. Overall, the descriptive statistics reflect an economy marked by notable variability and 

occasional extremes in key macroeconomic indicators, with implications for inflation and 

exchange rate dynamics in Nigeria. 

Table 4.2: Correlation Matrix 

Variables CPI EXR M2 IMP EXP INT 

CPI 1      

EXR -0.13114      

M2 0.190595 -0.38921 1    

IMP -0.25758 -0.32759 0.189152 1   

EXP -0.20685 -0.22027 0.157061 0.569231 1  

INT 0.361204 -0.65052 0.475248 0.22557 0.169849 1 

Source: Researcher’s computation using Eviews, 2025 

The correlation matrix reveals the relationships between the key variables under study. Consumer 

Price Index (CPI) has a weak negative correlation with the exchange rate (EXR) at -0.13, 

suggesting that as the naira depreciates, CPI may slightly increase, though this relationship is not 

strong. CPI shows a low positive correlation with broad money supply growth (M2) at 0.19   and 
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a moderate positive correlation with interest rates (INT) at 0.36, indicating that increases in money 

supply and interest rates tend to be associated with higher consumer prices. 

Notably, there is a moderate negative correlation between EXR and INT (-0.65), suggesting that 

higher interest rates are linked with a stronger naira or less depreciation. M2 has a mild positive 

correlation with INT (0.48) and import growth (IMP) (0.19), while imports and exports (EXP) 

exhibit a relatively strong positive correlation (0.57), reflecting that trade flows tend to move 

together. 

 

Table 4.3:  ADF Unit Root Test Result 
Variables  At Level At First Difference  Order of 

integration T – statistics Critical value 

@5% 

P-value T – 

statistics 

P-value 

CPI -3.7282 -2.935001 0.0072   1(0) 

EXR -3.0361 -2.935001 0.0398   1(0) 

M2 -3.6676 -2.933158 0.0083   1(0) 

IMP -6.5307 -2.933158 0.0000   1(0) 

EXP -6.4795 -2.933158 0.0000   1(0) 

INT -2.8084 -2.607932 0.0063   1(0) 

Source: Researcher’s computation using Eviews, 2025 

The Augmented Dickey-Fuller (ADF) test results indicate that all variables, CPI, LNEXR, M2, 

IMP, EXP   and INT, are stationary at their level form, with p-values below 0.05, confirming no 

unit root presence. This means the variables do not need differencing and are suitable for analysis 

in their original form. Consequently, the Vector Autoregression (VAR) model is appropriate for 

this study, as it effectively captures the dynamic interactions and feedback effects among 

stationary variables over time without assuming a long-term equilibrium relationship. This 

approach allows for examining how shocks to one variable, like the exchange rate, influence others 

such as consumer spending. 

4.2. Lag Selection  

Table 4.4: VAR Lag Order Selection Criteria 
Endogenous variables: CPI LNEXR M2 IMP EXP INT    

 Lag LogL LR FPE AIC SC HQ 

0 -493.1739 NA   2783.585  24.95869  25.21203  25.05029 

1 -417.5953  124.7047  393.2094  22.97976   24.75309*   23.62094* 

2 -373.8010   59.12228*  301.7258  22.59005  25.88337  23.78081 

3 -329.4975  46.51874   283.0717*   22.17487*  26.98818  23.91521 

Source: Researcher’s computation using Eviews, 2025 

The VAR Lag Order Selection Criteria results identify lag 3 as the most appropriate for the model, 

as it yields the lowest Akaike Information Criterion (AIC) value of 22.17487, indicating the best 

trade-off between model accuracy and complexity. Therefore, based on the AIC, selecting lag 3 

ensures a more robust and reliable estimation of the VAR model, capturing the dynamic 

interactions among the variables effectively. Selecting lag 3 means that the model uses information 

from the past three time periods to explain the current values of the variables. This choice captures 

the short- to medium-term dynamics and dependencies among the variables, allowing the model 

to reflect delayed effects and feedback loops that may take up to three periods to fully  materialise. 



 Confluence Journal of Social Sciences Vol. 1 No. 2 (2025)  

A Publication of Faculty of Social Sciences Federal University Lokoja  212 

 

4.3 Vector Autoregression (VAR) Estimates 

The Vector Autoregression (VAR) results presented in Table 4.3 show the relationship between 

the Consumer Price Index (CPI) and the variables, including exchange rates (EXR), money supply 

(M2), imports (IMP), exports (EXP)   and interest rates (INT).  

 

 

Table 4.5: VAR Estimation Result 
Standard errors in ( ) & t-statistics in [ ]    

 CPI LNEXR M2 IMP EXP INT 

CPI(-1)  0.752868  0.003074 -0.031583 -0.008150  0.004034  0.078500 

  (0.16525)  (0.00452)  (0.21471)  (0.00635)  (0.01025)  (0.03848) 

 [ 4.55604] [ 0.68044] [-0.14710] [-1.28398] [ 0.39371] [ 2.04014] 

EXR(-1) -28.53800  1.191018 -24.48373  0.293902  0.535181 -4.881950 

  (9.32421)  (0.25495)  (12.1150)  (0.35815)  (0.57819)  (2.17115) 

 [-3.06064] [ 4.67162] [-2.02094] [ 0.82062] [ 0.92561] [-2.24855] 

EXR(-2)  26.32907 -0.573698  22.53435 -0.120159  0.193486  4.744391 

  (9.27521)  (0.25361)  (12.0514)  (0.35627)  (0.57515)  (2.15974) 

 [ 2.83865] [-2.26214] [ 1.86986] [-0.33727] [ 0.33641] [ 2.19674] 

M2(-1)  0.287877  0.001273  0.469415  0.001504 -0.000342  0.001131 

  (0.13483)  (0.00369)  (0.17519)  (0.00518)  (0.00836)  (0.03140) 

 [ 2.13509] [ 0.34533] [ 2.67950] [ 0.29037] [-0.04095] [ 0.03601] 

M2(-2) -0.083532 -0.000293 -0.198435 -0.003582 -0.005713  0.022573 

  (0.13758)  (0.00376)  (0.17876)  (0.00528)  (0.00853)  (0.03204) 

 [-0.60716] [-0.07797] [-1.11009] [-0.67785] [-0.66965] [ 0.70465] 

IMP(-1)  2.625937 -0.114511  27.89781 -0.290022 -0.309533  0.817748 

  (11.6632)  (0.31890)  (15.1542)  (0.44799)  (0.72324)  (2.71580) 

 [ 0.22515] [-0.35908] [ 1.84093] [-0.64738] [-0.42798] [ 0.30111] 

IMP(-2) -4.484264 -0.090108  15.75037  0.188795  0.790848  1.726452 

  (9.54701)  (0.26104)  (12.4045)  (0.36671)  (0.59201)  (2.22303) 

 [-0.46970] [-0.34519] [ 1.26973] [ 0.51484] [ 1.33587] [ 0.77662] 

EXP(-1) -10.65048  0.237058 -16.68289  0.117339  0.176089 -1.080979 

  (7.16386)  (0.19588)  (9.30809)  (0.27517)  (0.44423)  (1.66811) 

 [-1.48669] [ 1.21023] [-1.79230] [ 0.42643] [ 0.39639] [-0.64803] 

EXP(-2)  2.825908 -0.006344 -4.943763 -0.139278 -0.532816  0.330801 

  (5.48017)  (0.14984)  (7.12044)  (0.21050)  (0.33982)  (1.27606) 

 [ 0.51566] [-0.04234] [-0.69431] [-0.66167] [-1.56792] [ 0.25924] 

INT(-1) -1.624061 -0.015097 -0.519835  0.078924  0.096303  0.472039 

  (0.84769)  (0.02318)  (1.10141)  (0.03256)  (0.05256)  (0.19738) 

 [-1.91587] [-0.65135] [-0.47197] [ 2.42394] [ 1.83207] [ 2.39146] 

INT(-2)  1.898130 -0.009732  0.380975 -0.022326  0.007592  0.177946 

  (0.80463)  (0.02200)  (1.04546)  (0.03091)  (0.04989)  (0.18736) 

 [ 2.35902] [-0.44237] [ 0.36441] [-0.72238] [ 0.15216] [ 0.94977] 

R-squared  0.664381  0.772873  0.490210  0.257341  0.242293  0.757944 

Adj. R-squared  0.520545  0.675533  0.271728 -0.060942 -0.082438  0.654205 

Source: Researcher’s computation using Eviews, 2025 

The VAR model results reveal that the lagged consumer price index (CPI(-1)) has a statistically 

significant positive coefficient, indicating that past inflation significantly influences current 

inflation, demonstrating persistence over time. The exchange rate exhibits mixed effects across 

lags: a significant negative coefficient at lag 1 and a significant positive coefficient at lag 2, 

suggesting that exchange rate changes affect inflation with both immediate and delayed impacts. 

The money supply growth (M2(-1)) shows a significant positive effect in the  short-run, confirming 
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its inflationary influence, though subsequent lags are not significant, indicating the effect may 

diminish over time. Import and export growth rates do not show statistically significant impacts 

on inflation across the lags, implying limited short-term influence of trade factors on inflation 

within this model. Interest rates present a delayed positive effect at lag 2 (INT(-2)), indicating that 

monetary policy tools may influence inflation with some lag. Overall, the model explains 

approximately 52% of the variation in CPI, demonstrating moderate explanatory power. 

These results imply that inflation in the study context is primarily driven by its own past values, 

money supply changes   and exchange rate fluctuations over different time horizons, while trade 

flows exert minimal short-term influence. The lagged impact of interest rates suggests that policy 

interventions affect inflation but require time to  materialise. This structural insight underscores 

the importance of considering dynamic and lagged relationships in designing effective inflation 

control measures. 

4.4 Variance Decomposition 

Table 4.6: Variance Decomposition Results 
 Variance Decomposition of CPI: 

 Period S.E. CPI EXR M2 IMP EXP INT 

 1  11.48180  100.0000  0.000000  0.000000  0.000000  0.000000  0.000000 

 2  16.02505  78.87313  5.498735  3.669444  5.909959  0.563567  5.485161 

 3  18.01145  63.04300  13.33240  4.989644  10.53053  3.112297  4.992135 

 6  19.17180  56.77950  18.84560  4.675697  11.06479  3.871970  4.762441 

 10  19.38620  56.46531  18.49369  5.186766  10.92415  4.097130  4.832962 

 Variance Decomposition of LNEXR: 

 Period S.E. CPI EXR M2 IMP EXP INT 

 1  0.313941  11.56553  88.43447  0.000000  0.000000  0.000000  0.000000 

 2  0.458520  12.42406  82.54061  0.253893  2.730342  1.472152  0.578950 

 3  0.553147  18.18730  74.38904  0.542078  2.714213  2.525018  1.642347 

 6  0.627907  25.19917  63.94657  0.563906  2.999556  2.105736  5.185052 

 10  0.635001  25.04878  62.76130  0.653308  3.525396  2.096164  5.915052 

 Variance Decomposition of M2: 

 Period S.E. CPI EXR M2 IMP EXP INT 

 1  14.91843  1.445104  3.019890  95.53501  0.000000  0.000000  0.000000 

 2  18.71884  3.098580  19.98923  73.12769  0.762513  2.610119  0.411866 

 3  20.12202  3.535161  24.47667  63.39562  1.018281  6.131125  1.443144 

 6  20.67496  3.918624  26.35602  60.36720  1.076856  6.105086  2.176217 

 10  20.79926  4.209975  26.07698  59.77971  1.211205  6.300723  2.421409 

 Variance Decomposition of IMP: 

 Period S.E. CPI EXR M2 IMP EXP INT 

 1  0.441022  8.462280  32.01534  0.562926  58.95945  0.000000  0.000000 

 2  0.494507  10.94022  25.74839  1.389948  48.13546  0.182294  13.60368 

 3  0.503205  10.57145  25.02939  3.216146  47.29698  0.476563  13.40947 

 6  0.511890  10.97621  24.23622  3.383898  46.38866  0.549317  14.46570 

 10  0.513251  10.99683  24.14109  3.438393  46.17081  0.619462  14.63342 

 Variance Decomposition of EXP01: 

 Period S.E. CPI EXR M2 IMP EXP INT 

 1  0.711984  13.40526  33.95284  0.672519  44.17134  7.798042  0.000000 

 2  0.751907  12.38063  31.19497  0.764427  39.84214  7.057259  8.760576 

 3  0.772917  11.94705  30.44739  1.282824  37.77021  9.395673  9.156855 

 6  0.812898  14.39755  28.38724  1.645927  35.21382  9.182740  11.17273 

 10  0.819585  14.49593  28.07689  1.899814  34.81970  9.533510  11.17416 
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 Variance Decomposition of INT: 

 Period S.E. CPI EXR M2 IMP EXP INT 

 1  2.673548  4.189060  14.45032  1.865256  0.344248  4.436186  74.71493 

 2  3.405359  3.340898  33.23269  1.351013  1.033628  4.727256  56.31451 

 3  4.117340  2.456013  46.02858  3.691547  0.780712  5.554950  41.48820 

 6  4.992343  4.283340  46.31156  5.146305  1.083257  6.495658  36.67988 

 10  5.111539  4.670811  44.60695  6.304336  1.153737  6.641247  36.62292 

 Cholesky Ordering: CPI LNEXR M2 IMP EXP01 INT     

Source: Researcher’s computation, 2025 

The variance decomposition results reveal the percentage of forecast error variance in each 

variable explained by shocks to itself and to other variables over time. 

For the Consumer Price Index (CPI), shocks to CPI itself account for the entirety of its forecast 

error variance in the very short term (100% at period 1), but this influence decreases gradually to 

about 56.47% by period 10. This indicates that while past inflation remains the dominant driver of 

current inflation, other factors increasingly contribute over time. Notably, shocks to the exchange 

rate (LNEXR) become more important, explaining 13.33% of CPI’s variance at period 3 and rising 

to 18.49% at period 10, highlighting the growing influence of exchange rate fluctuations on 

inflation dynamics in the longer run. Imports (IMP) and money supply (M2) also play a moderate 

role, with their contributions around 10.53% and 4.99% respectively at period 3, though their 

influence slightly declines or  stabilises by period 10. Interest rates (INT) contribute roughly 4.83% 

by period 10, showing a modest but persistent effect on inflation. 

Regarding the exchange rate (LNEXR), it is predominantly influenced by its own shocks in the 

short term, accounting for 88.43% of its forecast error variance at period 1. However, this self-

influence diminishes to 62.76% by period 10 as other variables, particularly CPI, begin to explain 

a larger share (rising from 11.57% at period 1 to about 25.05% at period 10). This suggests that 

exchange rate movements initially reflect independent shocks but increasingly respond to broader 

economic factors such as inflation pressures. 

For the money supply (M2), own shocks explain a very high proportion of its forecast variance 

initially (95.54% at period 1), decreasing to approximately 59.78% by period 10. Over time, the 

exchange rate contributes a growing share (up to 26.08% by period 10), suggesting monetary 

dynamics are increasingly interconnected with exchange rate developments. CPI’s influence on 

M2 remains low but gradually increases, indicating some feedback from inflation to money supply 

growth. 

Imports (IMP) show that their own shocks explain around 59% of their forecast variance at period 

1 and slightly decrease to 46.17% at period 10. Exchange rate shocks contribute significantly to 

import variance (about 32% at period 1 and 24% at period 10), reflecting the sensitivity of import 

prices and volumes to exchange rate fluctuations. CPI also explains roughly 11% of import 

variance throughout, while interest rates’ influence grows modestly to around 14.6% by period 10, 

pointing to monetary policy’s indirect role on imports. 

Exports (EXP) display a similar pattern, with own shocks explaining 44.17% of variance at period 

1 and decreasing to about 34.82% at period 10. Exchange rate shocks account for around 33% 
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initially, declining slightly to 28% over time. CPI explains approximately 13-14% across periods, 

with interest rates contributing about 11% by period 10, indicating that export performance is 

affected by exchange rates, inflation   and monetary conditions. 

Lastly, interest rates (INT) are primarily driven by their own shocks (74.7% at period 1), but this 

influence declines to around 36.6% by period 10. Exchange rate shocks increasingly explain 

interest rate variance (14.45% at period 1 rising to 44.6% at period 10), implying a strong link 

between currency movements and monetary policy decisions. CPI, money supply, imports   and 

exports collectively explain the remaining variation, reflecting the interconnectedness of interest 

rates with overall macroeconomic conditions. 
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4.5 Impulse Response Functions IRFs) 

-8

-4

0

4

8

12

1 2 3 4 5 6 7 8 9 10

CPI LNEXR M2

IMP EXP01 INT

Response of  CPI to Innovations

-.1

.0

.1

.2

.3

1 2 3 4 5 6 7 8 9 10

CPI LNEXR M2

IMP EXP01 INT

Response of  LNEXR to Innovations

-10

-5

0

5

10

15

1 2 3 4 5 6 7 8 9 10

CPI LNEXR M2

IMP EXP01 INT

Response of  M2 to Innovations

-.3

-.2

-.1

.0

.1

.2

.3

.4

1 2 3 4 5 6 7 8 9 10

CPI LNEXR M2

IMP EXP01 INT

Response of  IMP to Innovations

-.6

-.4

-.2

.0

.2

.4

.6

1 2 3 4 5 6 7 8 9 10

CPI LNEXR M2

IMP EXP01 INT

Response of  EXP01 to Innovations

-3

-2

-1

0

1

2

3

1 2 3 4 5 6 7 8 9 10

CPI LNEXR M2

IMP EXP01 INT

Response of  INT to Innovations

Response to Cholesky One S.D. (d.f. adjusted) Innovations

 



 Confluence Journal of Social Sciences Vol. 1 No. 2 (2025)  

A Publication of Faculty of Social Sciences Federal University Lokoja  217 

 

Figure 4.1: Impulse Response Functions (IRFs) resultss 

Source: Researcher’s computation, 2025 

The impulse response functions (IRFs) illustrate how the system’s variables dynamically react 

over time to a one standard deviation shock in each of the variables within the model, observed 

across ten periods. Each impulse, representing a sudden shock to a variable such as the exchange 

rate, interest rate, or money supply, elicits a sequence of responses from all other variables in the 

system, including itself, revealing the short-run and long-run transmission mechanisms present in 

the Nigerian economy during the study period. 

In the case of the Consumer Price Index (CPI), a positive shock to the exchange rate results in a 

sharp rise in inflation in the immediate periods, indicating that exchange rate depreciation exerts 

upward pressure on consumer prices. This inflationary response diminishes over time, reflecting 

the economy’s adjustment process. A similar positive response is observed when CPI reacts to a 

money supply shock, suggesting that monetary expansion initially drives up prices, although this 

effect also weakens in the later periods. These reactions confirm that CPI is highly sensitive to 

monetary and exchange rate shocks in the  short-run, but the effects are not sustained indefinitely. 

The exchange rate itself responds positively to its own shocks, particularly in the early periods, 

confirming the presence of strong inertia or persistence in exchange rate dynamics. Over time, 

however, the magnitude of the response tapers off, indicating eventual market correction or policy 

interventions. Similarly, the money supply shows a strong immediate response to its own 

innovations, with a gradual return to equilibrium as time progresses. These patterns demonstrate 

that the system variables exhibit high responsiveness in the short term but show signs of    

stabilisation in the medium to long term. 

Imports and exports respond less aggressively to shocks in the model. Their responses are 

generally mild and often delayed, reflecting the slower adjustment mechanisms in trade-related 

variables, which may be due to existing contractual obligations, shipping lags, or regulatory 

processes. Interest rates, on the other hand, show a sharp but brief reaction to shocks, particularly 

from the exchange rate and CPI, suggesting that monetary policy tools are quickly triggered by 

macroeconomic fluctuations, though their effectiveness may diminish without sustained 

intervention. 
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4.6 Post Estimation Test 

Test Statistic / Measure 
Degrees of 

Freedom (df) 
p-value (Prob.) Decision / Interpretation 

VAR Residual Serial 

Correlation LM Test 

Lag 3: LRE* stat = 29.24, 

Rao F-stat = 0.78 
36 

0.7801 (LRE), 

0.7925 (Rao F) 

Fail to reject H0: No serial 

correlation 

VAR Residual Normality 

Test (Jarque-Bera) 
Component 1: JB = 1.43 2 0.4885 

Fail to reject H0: Residuals 

normally distributed 

 Component 2: JB = 1.11 2 0.2923 
Fail to reject H0: Residuals 

normally distributed 

 Component 3: JB = 1.37 2 0.2420 
Fail to reject H0: Residuals 

normally distributed 

 Component 4: JB = 0.37 2 0.5404 
Fail to reject H0: Residuals 

normally distributed 

 Component 5: JB = 0.11 2 0.7399 
Fail to reject H0: Residuals 

normally distributed 

 Component 6: JB = 0.67 2 0.4131 
Fail to reject H0: Residuals 

normally distributed 

 Joint Test: JB = 5.07 12 0.0791 
Fail to reject H0: Overall 

residuals normal 

VAR Residual 

Heteroscedasticity Test 

(White Test) 

Chi-sq = 533.35 504 0.1767 

Fail to reject H0: No 

heteroscedasticity 

(homoscedastic) 

Source: Researcher’s computation using Eviews, 2025 

The post-estimation diagnostic tests indicate that the VAR model meets key statistical assumptions 

essential for reliable inference. The Serial Correlation LM Tests show no evidence of 

autocorrelation in the model’s residuals across lags 1 to 3, as all p-values exceed the 5% 

significance level, implying the residuals are independent over time. The Residual Normality 

Tests, based on the Jarque-Bera statistic, reveal that the residuals of each component, as well as 

jointly, do not significantly deviate from a normal distribution, supporting the assumption of 

normality necessary for valid hypothesis testing. Finally, the Heteroscedasticity Test results 

indicate no presence of heteroscedasticity since the p-value is greater than 0.05, suggesting that 

the variance of the residuals remains constant across observations (homoscedasticity). Together, 

these results confirm that the model is well-specified and its estimates are statistically reliable. 

4.7 Discussion of Findings 

The findings of this study provide valuable insights into the macroeconomic factors influencing 

consumer spending in Nigeria and reveal patterns consistent with both theoretical expectations and 

empirical evidence from previous studies. First, the exchange rate emerges as a significant long-

run determinant of consumer spending. The results show that fluctuations in the exchange rate, 

particularly depreciation, exert a strong upward pressure on domestic prices, thereby reducing 

consumers' real purchasing power. This supports the position of Liu and Ma (2023), who observed 

that exchange rate volatility undermines consumer welfare, especially in economies heavily reliant 

on imported goods. Akinbobola et al. (2023) also found that exchange rate instability distorts 

consumption patterns by raising the cost of living and reducing household real income. In the 

Nigerian context, where a substantial portion of consumption goods, such as food, fuel   and basic 

household items, are imported, any devaluation of the naira directly translates into inflationary 
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pressure, forcing consumers to adjust their spending behaviour, often by cutting back on non-

essential items. 

Conversely, the effect of money supply (M2) on consumer spending is statistically insignificant, 

suggesting that liquidity expansion alone may not be sufficient to drive consumption. While 

traditional Keynesian models predict a positive relationship between money supply and aggregate 

demand, the weak influence observed in this study suggests the presence of transmission 

bottlenecks within Nigeria’s financial system. Omojolaibi (2024) posits that structural challenges 

such as poor access to formal credit, low banking penetration   and high levels of financial 

exclusion may prevent increased money supply from reaching households effectively. In such a 

context, even when liquidity is injected into the system, it may be absorbed by the financial sector 

without stimulating real consumption, particularly in rural or low-income households that rely 

heavily on informal economic structures. 

Interest rates also exhibit no significant effect on consumer spending, a finding that aligns with the 

work of Özen et al. (2020), who argued that the monetary policy transmission mechanism through 

interest rates is often weak in developing economies. In Nigeria, several factors may contribute to 

this disconnect: high levels of informality in the economy, limited access to credit for consumers   

and high-interest spreads that discourage borrowing. As a result, changes in policy rates may not 

directly influence household consumption decisions, particularly in a context where economic 

uncertainty, inflation   and employment instability play a more dominant role in shaping 

consumption preferences. 

Notably, the study finds that imports have a significant effect on consumer spending, underscoring 

the extent to which Nigerian households rely on foreign goods. This supports the findings of Alimi 

(2024), who   emphasised that Nigeria’s consumption pattern is skewed towards imported 

products, leaving the economy highly vulnerable to external shocks and currency fluctuations. The 

strong linkage between import growth and consumption also signals a structural imbalance in the 

domestic production-consumption relationship. When import levels rise, consumer spending tends 

to increase, likely due to greater availability of goods; however, this also implies that consumption 

is externally driven and could be constrained in times of foreign exchange scarcity or global trade 

disruptions. Alimi (2024) therefore recommends pursuing import substitution strategies to 

strengthen domestic production and reduce external dependence, a recommendation further 

supported by this study’s findings. 

5. Conclusion and Recommendations 

This study has provided valuable insights into the relationship between key macroeconomic 

variables, exchange rate, money supply, interest rates   and imports   and consumer spending in 

Nigeria. By employing the Vector Autoregressive (VAR) model, the study has effectively captured 

dynamics affecting consumer expenditure patterns. The findings suggest that exchange rate 

fluctuations and imported goods significantly influence consumer spending in Nigeria, 

highlighting the critical role of exchange rate stability and the nation's reliance on imports for 

consumer consumption. On the other hand, money supply and interest rates were found to have an 

insignificant impact on consumer spending, pointing to the complex interplay of factors in the 

Nigerian economy that may hinder the direct effectiveness of monetary policy in stimulating 
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consumption. The study's policy recommendations aim to enhance consumer spending and foster 

economic growth in Nigeria. Key recommendations include: 

1. Exchange rate    stabilisation through boosting foreign reserves and stimulate the export 

sector. 

2. Refining the monetary policy framework by enhancing its transmission mechanisms, such 

as improving the banking sector’s ability to channel credit effectively to households and 

businesses, to more directly influence consumer spending    behaviour. 

3. Targeted fiscal policies could be designed to increase disposable income through consumer 

subsidies or tax relief aimed at lower- and middle-income groups, while simultaneously 

investing in infrastructure projects that create jobs and stimulate demand.  

4. Finally, developing import substitution strategies involves creating incentives like tax 

breaks, subsidies   and access to affordable finance for local manufacturers, coupled with 

policies that improve the business environment to boost domestic production and reduce 

dependence on imported goods. 

While the findings provide useful insights into the macroeconomic drivers of consumer spending 

in Nigeria, the study is not without limitations. One key limitation is the reliance on secondary 

time series data, which may be subject to measurement errors, data revisions, or inconsistencies 

across sources. Additionally, the use of aggregate national-level data does not capture regional 

disparities or variations in household consumption patterns across different income groups. The 

model also does not account for informal economic activities, which form a significant part of 

Nigeria’s economy and may influence spending behaviour differently from formal sector trends. 

Despite these limitations, the study offers valuable empirical evidence on the dynamic relationship 

between exchange rate fluctuations and consumer spending in Nigeria. It highlights important 

macroeconomic linkages that can inform policy formulation and provides a strong foundation for 

further research in this area. The insights gained contribute to a deeper understanding of how 

external shocks and monetary factors influence household consumption, which is critical for 

designing effective economic    stabilisation measures in emerging markets like Nigeria. 
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