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ABSTRACT 

Asset price misalignment in the stock market has cost investors trillions of dollars in the modern 

economy. Stock market bubbles tend to occur when the market rate of interest is below the natural 

rate of interest over a prolonged period of time. This therefore shows that there must be a 

significant effect of interest rate on asset pricing in the stock market. The objective of this study is 

to investigate the influence of interest rates on stock price bubbles in the Nigerian stock market. 

Using the HP filter technique, the study found presence of a stock market bubble in Nigeria between 2006 

and 2007 as well as a boom-bust cycle between 2005 and 2009. The Granger causality test showed that 

there exist a bidirectional causality running between All Share Index and Monetary Policy Rate over 2 lags 

at 5 percent level of significance. The BVAR model was presented and the impulse response function of the 

effect of an interest rate shock on the stock market and economy showed that a positive shock to monetary 

policy rate has a significant negative impact on the stock market and economy. The variance decomposition 

of ASI shows that innovations to ASI and real GDP explain as much as 99 percent of the variations in ASI 

with MPR only explaining less than 1 percent of the variations in ASI in the long run.  The study concluded 

that interest rate shocks should not be used to deflate stock market bubbles because of the net negative 

benefit that such policy would have on the real GDP and inflation. The study recommends that interest rate 

cuts should be used to reflate the stock market and economy during another occurrence of a stock market 

meltdown rather than raising interest rates to burst market bubbles. 

 

Keywords: Stock Price bubble, Asset bubble, speculative bubble, interest rate, monetary policy rate, asset 

price misalignment 
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