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Abstract: This paper looks at the correlation between inflation, money supply and the performance of
the banking sector. Such macroeconomic variables as inflation and money supply are the most important
factors that impact financial stability and banking operations, considerably. The paper examines the
impact of changes in money supply on the level of inflation and consequently the indicators within the
banking sector of profitability, liquidity, and asset quality. Based on theoretical insights and empirical
views, the research reveals that moderate inflation facilitates growth in the banking, but high inflation
has a negative impact on lending, savings and financial intermediation. The results imply that the
monetary policy and regulatory frameworks should be effective in ensuring that the economy is stable
and the banking system is stable
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L. INTRODUCTION
Money supply and inflation are key elements of the macroeconomic policy that is critical in determining the
performance and stability of the financial sector. Inflation is a consistent increase in the general price level of goods
and services that will result in a decrease in the purchasing power of money with time. Money supply on the other hand
is the total amount of money in circulation within an economy and this is mainly controlled by the central bank using a
number of different monetary policy tools. These two variables are very closely related because the alterations in the
supply of money tend to affect the trends of inflation.
The banking industry is a crucial intermediary in the process, which propagates the impacts of monetary policy to the
economy. Banks collect the savings, give credit and also assist investment thus leading to economic growth. But their
operations are very vulnerable to the macroeconomic factors, especially the inflation and liquidity rates. Moderate
inflation can positively affect the bank profitability through the ability of the financial institutions to set higher interest
spreads, but extreme inflation can result in financial instability, low real returns, and the growth of non-performing
assets (NPAs).
The linkage between inflation, money supply and banking performance in the developing economy is all the more
critical in India because of structural issues, financial inclusions and changes in the regulatory framework. The changes
in these variables may directly affect credit growth and mobilization of deposits and overall banking efficiency. Thus,
this dynamic relation should be considered in order to develop successful monetary policies that will guarantee the
economic stability and sustainable development of the banking sector'.

II. OBJECTIVES OF THE STUDY
e To examine the interdependence between inflation and money supply.
e To investigate how inflation affects the performance of the banking sector.

'Friedman, M. (1968). The Role of Monetary Policy. American Economic Review
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e The purpose of the assessment is to measure the effects of monetary policy on banking stability.
e To propose policy intervention towards sustainable banking development.

III. LITERATURE REVIEW
The relationship between inflation, money supply, and banking sector performance has been widely examined in
economic and financial literature. Various empirical studies highlight the complex and often dual nature of these
macroeconomic variables in influencing banking stability, profitability, and efficiency.
Demirgiig-Kunt and Huizinga (2015) conducted a comprehensive cross-country analysis focusing on the interaction
between macroeconomic variables and bank performance, particularly in developing economies. Their study revealed
that inflation exerts a non-linear impact on bank profitability. On one hand, moderate and predictable inflation enables
banks to adjust their lending and deposit rates effectively, thereby widening interest spreads and enhancing
profitability. This occurs because banks can anticipate inflation trends and incorporate them into their pricing strategies.
On the other hand, high and volatile inflation introduces uncertainty into the financial system, eroding real returns on
assets and increasing the likelihood of borrower default. This leads to heightened credit risk and deterioration in asset
quality. Furthermore, the study emphasizes that an expansion in money supply increases liquidity in the banking
system, which can initially stimulate lending and investment. However, if not carefully regulated, excessive liquidity
may fuel inflationary pressures, ultimately undermining financial stability. The authors highlight the importance of
institutional quality and sound regulatory frameworks in mitigating these risks.
Borio, Gambacorta, and Hofmann (2016) examined the interplay between monetary policy, inflation, and bank
profitability, with a particular focus on the long-term effects of different inflation regimes. Their findings suggest that
both persistently low and excessively high inflation can adversely affect banking performance, albeit through different
channels. Low inflation environments often compress net interest margins, reducing bank profitability, while high
inflation increases uncertainty and operational risks. The study further notes that expansionary monetary policies,
characterized by increased money supply and low interest rates, can encourage credit growth and stimulate economic
activity. However, prolonged periods of excess liquidity may lead to the formation of asset price bubbles, misallocation
of resources, and increased systemic risk. The authors argue that banks perform optimally in an environment of stable
and well-anchored inflation, where monetary policy is credible, predictable, and transparent. Such conditions reduce
uncertainty and allow banks to make informed lending and investment decisions.
Floros (2017) investigated the effects of inflation on bank profitability in emerging economies, with a particular
emphasis on the distinction between expected and unexpected inflation. The study found that expected inflation
positively influences bank performance, as financial institutions can adjust interest rates on loans and deposits in
anticipation of inflationary trends. This enables banks to maintain or even increase their profit margins. However,
unexpected inflation introduces volatility and uncertainty, making it difficult for banks to accurately price financial
products. This leads to inefficiencies, reduced profitability, and increased exposure to risk. Additionally, the study
highlights that rapid expansion of money supply, when not aligned with real economic growth, can create inflationary
imbalances. Such imbalances distort financial markets, reduce the efficiency of credit allocation, and negatively impact
overall banking performance.
Olokoyo, Osuma, and Nwafor (2018) explored the relationship between money supply and banking sector
development, particularly in the context of emerging economies. Their findings indicate that an increase in money
supply supports financial deepening by enhancing credit availability and promoting investment activities. This, in turn,
contributes to economic growth and improved banking sector performance. However, the study also cautions that when
money supply expansion is not accompanied by productive investment, it can lead to inflationary pressures. These
pressures reduce borrowers’ repayment capacity, resulting in a rise in non-performing loans (NPLs) and weakening
bank balance sheets. The authors emphasize the importance of maintaining a balance between liquidity growth and
inflation control to ensure sustainable banking sector development.
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Ozili (2020) examined the impact of macroeconomic instability on banking systems, focusing on variables such as
inflation volatility and fluctuations in money supply. The study found that sudden increases in money supply,
particularly during periods of economic shocks, can trigger sharp inflation spikes. These spikes negatively affect bank
asset quality by increasing default rates and reducing the real value of financial assets. Additionally, inflationary
pressures can lead to liquidity constraints, as depositors may withdraw funds to maintain purchasing power or invest in
alternative assets. The study concludes that maintaining inflation within a stable and acceptable range is critical for
preserving banking sector performance. It also underscores the importance of an efficient monetary transmission
mechanism, which ensures that policy changes are effectively transmitted to the real economy and financial institutions.

Overall Synthesis:

The reviewed literature consistently demonstrates that inflation and money supply have a dual and context-dependent
impact on banking sector performance. Moderate and predictable inflation, supported by controlled money supply
growth, tends to enhance profitability and efficiency. In contrast, excessive or volatile inflation, often driven by
uncontrolled monetary expansion, leads to financial instability, increased credit risk, and declining banking
performance. These findings highlight the critical role of prudent monetary policy and effective regulatory frameworks
in maintaining a stable and resilient banking system.

IV. THEORETICAL FRAMEWORK
4.1 Quantity Theory of Money
Quantity Theory of Money is one of the oldest and most basic theories that explain the relations between the inflation
and money supply. It was grounded on the classical thought on economics and it offers a basic yet effective way of
analyzing the impact of a change in the money supply on the general level of prices in a given economy”.
The equation of this theory is as follows:

MV = PT

where M is the money supply, V is the velocity of money (the rate of circulation of money in the economy), P is the
general price level and T is the quantity of transactions or output.
The current theory states that in case the velocity of money (V) and the amount of transactions (T) does not change, a
rise in the money supply (M) will result to a corresponding rise in the price level (P), thus, causing inflation. This
means that inflation is a monetary aspect that is basically caused by an excessive increase in money supply as compared
to the economy. The theory postulates a linear and unchanging relationship between money supply and price levels
hence it is a useful instrument to the policy makers in the dynamics of inflation.
The laws of constant velocity and output are not always true in the economies of the modern world. The velocity of
money may be affected by factors like technological advancements, financial innovations and consumer behavior. On
the same note, output can vary at any particular moment as a result of the economic cycles, productivity, and external
shocks. In spite of these drawbacks, the Quantity Theory of Money is still applicable because it puts emphasis on the
long-term correlation between the growth of money supply and the inflation. This theoretical background is usually
used by central banks in the formulation of monetary policies used to check inflation and price stability.

4.2 Transmission Mechanism

The transmission mechanism remains on how the alterations in the monetary policy especially in the money supply
affect the economic activity and eventually the inflation and the performance of the banking sector. It explains how
transmitted central bank actions are passed to the real economy.

Liquidity in the financial system goes up when a central bank injects money in the financial system by use of
expansionary monetary policy measures like lowering policy interest rates, reducing reserve requirements or by

*Mishkin, F. (2007). The Economics of Money, Banking, and Financial Markets
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implementing open market operations. This is because of the rise in liquidity which causes the interest rates to go
down, making borrowing cheaper to both businesses and consumers.

When interest rates go down, the availability of credit increases thereby motivating the banks to lend. Greater
availability of credit will encourage investment by the companies and encourage consumption by households.
Businesses spending in capital projects and consumers spending on goods and services increases. This increase in the
aggregate demand is part of economic growth.

Nevertheless, when the demand growth goes above the productive power of the economy the effect is the upward price
pressure, which causes inflation. Accordingly, an increase in money supply has an indirect contribution to inflation in
the form of interest rates, credit and demand®.

The transmission mechanism is relative to a number of factors, some of them being the strength of the banking system,
the level of financial development, and the responsiveness of the borrowers to interest rate changes. In the developing
economies, there are structural barriers like poor financial inclusion and poor credit channels which can retard this
transmission process.

In general, the transmission mechanism offers a vital connection between monetary policy and inflation and the
performance of banking sectors, in this case, a properly operating financial system is highly important to ensure
successful policy implementation.

V. NATURE OF THE STUDY
The present study adopts an analytical and empirical research design to examine the relationship between inflation,
money supply, and banking sector performance. While the descriptive component focuses on identifying and
explaining patterns and trends in key macroeconomic variables over a specified time period, the analytical component
emphasizes quantitative assessment using statistical techniques.
Unlike purely descriptive studies, this research integrates data-driven analysis to evaluate the magnitude and direction
of relationships between variables. The study, therefore, goes beyond theoretical explanations and provides empirical
evidence on how changes in inflation and money supply influence banking sector indicators such as profitability, asset
quality, and liquidity.
By combining descriptive insights with econometric analysis, the study ensures a comprehensive understanding of
both the behavioral trends and causal linkages among variables. The overall objective is to assess how monetary
fluctuations affect the efficiency, stability, and financial performance of banks.

5.1 Data Sources

The study is based on secondary time-series data collected from credible and authoritative sources to ensure accuracy
and reliability. The primary data sources include:

Reserve Bank of India (RBI) — Database on Indian Economy

World Bank — World Development Indicators (WDI)

International Monetary Fund (IMF) — International Financial Statistics

The dataset spans a period of approximately 10-15 years (e.g., 2010-2024) to capture long-term trends and cyclical
variations in macroeconomic and banking variables.

The use of secondary data ensures:

Consistency across time periods

Comparability of macroeconomic indicators

Reliability due to standardized data collection methods

Additionally, supporting information has been drawn from peer-reviewed journal articles, government publications,
and financial reports, which strengthen interpretation and contextual analysis.

*Khan, M. S., & Senhadji, A. (2001). Threshold Effects in the Relationship Between Inﬂatlon and Growth
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5.2 Variables of the Study

To examine the relationship between macroeconomic conditions and banking performance, the study categorizes
variables into independent and dependent groups.

Independent Variables

The independent variables represent key monetary indicators:

Money Supply:

Measured using standard monetary aggregates:

M1 (Narrow Money): Currency in circulation + demand deposits

M3 (Broad Money): M1 + time deposits

These indicators reflect the liquidity conditions in the economy.

Inflation Rate:

Measured using:

Consumer Price Index (CPI)

Wholesale Price Index (WPI)

These indices capture changes in the general price level and purchasing power.
Dependent Variables

The dependent variables represent banking sector performance indicators:
Return on Assets (ROA): Measures efficiency in utilizing assets to generate profits
Return on Equity (ROE): Indicates returns to shareholders

Non-Performing Assets (NPA): Reflects asset quality and credit risk

Liquidity Ratio: Measures the bank’s ability to meet short-term obligations
Together, these variables provide a comprehensive evaluation of profitability, stability, and financial health of the
banking sector.

5.3 Tools and Techniques Used (Empirical Approach)

To ensure robust and reliable findings, the study employs both descriptive and inferential statistical techniques:

1. Trend Analysis

Time-series data is analyzed using graphs and tables to identify long-term patterns in inflation, money supply, and
banking indicators.

2. Correlation Analysis

Correlation coefficients are calculated to determine the strength and direction of relationships between variables
such as inflation and bank profitability.

3. Regression Analysis

A multiple regression model is used to assess the impact of inflation and money supply on banking sector
performance:

Regression Model Specification

Bank Performance = o + p1(Inflationy+ B, (Money Supply) + €

Where:

. ﬁO = Intercept (constant term)

* B, 2= Regression coefficients representing the impact of independent
variables.

e &= Error term capturing the effect of other unobserved variables.
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This model facilitates the quantitative estimation of the relationship between macroeconomic variables and banking
performance. It helps determine both the direction (positive or negative) and magnitude of influence of inflation and
money supply on key banking indicators such as profitability, liquidity, and asset quality.

5.4 Justification of Methodology

The use of time-series data combined with econometric tools enhances the scientific validity of the study. Unlike
purely descriptive approaches, this methodology:

Provides empirical evidence supporting theoretical relationships

Improves accuracy and objectivity of findings

Enables policy-relevant conclusions based on statistical results

VI. ANALYSIS AND DISCUSSION

6.1 Impact of Money Supply on Inflation
Money supply and inflation are two key concepts in the macroeconomics. Causal-As with the increase in money
supply, higher inflation levels will be encountered especially in cases where growth rate in money supply is higher than
that of real output. This is because liquidity increases in the economy when more money is pumped into the economy
by the central banks via expansionary monetary policies that allow consumers and businesses to spend. This growing
demand of goods and services is likely to lead to the demand pull inflation where prices are pushed high by the too high
demand, compared to the supply.
This is more pronounced in developing economies which are hampered by structural constraints that include inadequate
production capacity, bottlenecks in supply and the lack of efficiency in the distribution systems. Consequently, a
moderate rise in money supply can cause a considerable rise in prices. Besides, when the extra liquidity is not
stimulated to productive investments, it can result into speculative trends and inflation of the prices of assets instead of
actual growth in the economy.
But the effect of money supply on inflation is also affected by the other factors like velocity of money, interest rates
and the general economic conditions. When there is low demand or the slowdown of the economy the supply of money
might not cause an instant inflation. Hence, although money supply is a major factor of inflation, it is affected by wider
economic processes and policy efficiency”.

Table 1: Relationship between Money Supply and Inflation

Money Supply Growth | Inflation Impact
Low Stable Prices
Moderate Controlled Inflation
High High Inflation
Excessive Hyperinflation Risk

6.2 Impact of Inflation on Banking Sector

The issue of inflation is very relevant in determining how the banking sector will perform and be stable. Its effects may
be negative and positive, depending on the degree, predictability, and timing of inflation in the economy.

Positive Effects

Moderate and predictable inflation would positively affect banks. Among the advantages is the growth of interest
margins. In times of moderate inflation, the banks have a chance to change the lending rates faster than the deposit
rates, which leads to an increase in the net interest margin. This helps the banks to have increased profits out of their
lending. Moreover, the medium inflation is a common indicator of a developing economy that demands more credit.

* Gambacorta, L., Hofmann, B., & Peersman, G. (2018). The effectiveness of unconventional monetary policy at the

zero lower bound: A cross- country analysis. Journal of Money, Credit and Banking, 50(4) 615-642.
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Companies increase their activities and people become borrowers to consume and invest increasing the income and
profits of banks. Banks can also plan their operations more efficiently and this eliminates uncertainty in making
financial decisions because the inflation rate is stable.

Negative Effects
Nevertheless, inflation may have a negative impact on the banking industry in the case of high and unpredictable
inflation. Among the factors is the decrease in the real returns on loans and investments because the value of money
will reduce with time. This undermines the purchasing power of the banks and depositors. The high inflation also
amplifies the default risks of loans, which results in the increase of the non-performing assets (NPAs). The rise in the
cost of living and business uncertainty might lead to the inability to repay loans by the borrowers. Moreover, inflation
demoralizes savings, since people tend to use or invest money in other forms of assets such as gold or houses instead of
storing money in banks. This decreases the deposit mobilization which contributes much to the banks".
In general, moderate inflation may foster the development of the banking sector, but high inflation also brings about
instability, low efficiency, and financial intermediation..

Table 2: Table: Inflation vs Bank Profitability (Illustrative Data)

Inflation Rate (%) | Bank Profitability (%)
2 5
4 8
6 12
8 9
10 6

Inflation vs Bank Profitability

12 A

11 4

10 A

Bank Profitability (%)

2 3 4 5 6 7 8 9 10
Inflation Rate (%)

Figure 1: Relationship between Inflation and Bank Profitability

> Ozili, P. K., & Outa, E. (2018). Bank profitability and competition: Evidence from developing countries. Journal of

Economic Studies, 45(6), 1176-1193.
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6.3 Banking Sector Performance Indicators
Table 3: Banking Sector Performance Indicators

Indicator | Impact of Inflation

ROA Moderate positive
ROE Mixed impact
NPA Increases with high inflation

Liquidity | Declines in high inflation

Most financial indicators used in the banking sector to measure its performance include Return on Assets (ROA),
Return on Equity (ROE), Non-Performing Assets (NPA), and Liquidity ratios. These pointers are highly affected by
inflation that is a measure of the efficiency of operations, as well as the stability of the banks in financial matters®.

A Return on Assets (ROA) which is the efficiency of the bank in using the assets it has to generate profits also exhibits
a moderate positive correlation with inflation. The banks are able to raise the lending rates in case of controlled
inflation; hence, enhancing their incomes in comparison to deposits. In the same manner, Return on Equity (ROE),
which measures returns to the shareholders, indicates a mixed effect. The moderate inflation can increase profits and
returns but high inflation can raise costs and risks and hence the overall returns.

Non-Performing Assets (NPA) are very sensitive to the level of inflation. High inflation puts economic strain on the
borrowers and they are unable to pay loans easily. This increases the NPAs, which impacts negatively on the quality
and profitability of banks. Moreover, the liquidity is likely to decrease in the periods of high inflation rates when
depositors take money out to cover the emerging costs or invest in other assets’.

Comprehensively, inflation affects the performance of the banking industry in a complex manner, where moderate
levels are positive and high levels are very risky.

6.4 Role of Monetary Policy

The monetary policy is very important in the regulation of the supply of money, regulation of inflation as well as in
stabilizing the banking sector. Policy instruments are employed by central banks including the Reserve Bank of India
(RBI), in order to affect the liquidity situation and economic performance. Repo rate, Cash Reserve Ratio (CRR) and
the Open Market Operations (OMO) are the most significant tools.

The Repo Rate is the rate where the central bank loans money to commercial banks. During high inflation, the central
bank raises the repo rate to make it costly to borrow, and hence, the money supply is less, and thus, they check the
inflation. On the other hand, a reduction in the repo rate will promote borrowing and economic growth.

The Cash Reserve Ratio (CRR) makes banks keep a specified percentage of the deposits in the central banks in the
form of reserves. The central bank slows down money supply in the market by risking the interest rate to the central
bank; hence, this restricts the supply of funds needed to lend to the market, thereby restricting liquidity and controlling
inflation. Reduction in CRR increases the lending capability of the banks®.

Open Market Operations (OMO) refers to buying and selling of government securities. As the central bank sells the
securities they diminish the liquidity and when it buys it enhances the liquidity in the economy.

6 Sufian, F., & Habibullah, M. S. (2019). Determinants of bank profitability in a developing economy: Empirical

evidence. Global Business Review, 20(5), 1-15.

7 Nguyen, T. H., & Nguyen, H. T. (2019). The impact of inflation on bank profitability: Evidence from emerging

markets. Asian Economic and Financial Review, 9(4), 456—470.

® Adusei, M. (2020). Interest rate, inflation, and bank profitability in Africa. Journal of African Business, 21(4), 549—

567.
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VII. FINDINGS

At a high degree, money supply and inflation are positively related.

Moderate inflation helps to make the banks profitable.

The problem of high inflation affects the quality of assets and liquidity adversely.
Important in banking stability is an effective monetary policy.

VIII. POLICY IMPLICATIONS

Keep inflation at target (46) range.

Enhance monetary transmission mechanism.

Improve risk management on banks.

Increase financial inclusion in order to stabilize deposits.

IX. CONCLUSION

This paper comes up with the conclusion that money supply and inflation have a strong relationship and they are very
important in shaping the performance of the banking sectors. The sustainable banking development is supported by the
stable monetary policy. Natural and moderated inflation is a healthy factor in ensuring economic growth because it
contributes to the profitability of the banks, credit growth, and financial stability. Nonetheless, high and unstable

inflation may prove to have negative impacts like decline in real returns, greater non-performing assets, and inabilities
in mobilizing deposits which eventually disrupts the banking system. The results indicate that it is important to have a

balanced

monetary policy that would effectively control the money supply, but at the same time, ensure a level of

inflation that will be acceptable. This kind of framework is crucial towards sustainable development of the banking
sector, enhanced financial intermediation as well as long-term economic stability.
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