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ABSTRACT

The course of economc history the world over is
replete with substantial price disturbance. The concept
commonly used to describe negative price disturbances in
the formof upward novenent of prices is inflation. The
I easureabl e attention accorded the problem of inflation
can best be understood in its ability to alter social
pr ogr ess.

Attenpt at arresting the inlfationary situation in
N geria dates back to the late 1960s follow ng the civil
war and its attendant consequences. Ever since then, the
probl emof upward price pressure has continued unabated (in
relative terns) notwithstanding its nonetary explanation
and the various liquidity restraining strategi es enpl oyed.

The framework wi t hin which nonetary authorities design and
| npl ement actions necessary to bring the nonetary situation
under its control is the nonetary policy and inflation
viewed to a very |arge extend as a nonetary phenonenum have

over the years been addressed via nonetary policy.

Monetary policy actions which involves not only
neasures designed to regul ate the vol une but al so the cost
and direction of noney supply in the econony have not
yielded the required results. Wat seens to be happeni ng
Is that the polices designed over the years have not been

able to nainatin a close track with devel opnents in the



financial sector and the associated intricacies of
liquidity. Devel opnents such as the liquidity disposition
of non-bank financial institutions, donestic nonetisation
of foreign savings by individuals especially over the
el even (11) years of political transition and the extra
gover nment budget ary expendi ture that has characterised the
nations budgeting systemare cases in view

The results emanating from the enpirical test as
informed by the analytical frawmework and the
specifications arrived at proved the significance of the
variabl es captured in the nodel. For instance, the quasi-
noney variable used here as a surrogate proved to be
significant. This neans we can inferentially conclude that
the inflowof financial resources in the eleven (11) years
of political transition has been contri butory in
facilitating noney inflation. Also, the growh in
donestic credit, a larger proportion of which is usually
br ought about by government deficit proved significant, and
the fact that the major conponent of the nonetary base is
credit to the banking (commercial and Merchant) sector
activities in the non-bank financial sub-sector have proved
to be providing a counter working effect on efforts towards

i nfl ati on noder ati on.

It is the position of this study that the non-success
of the policy actions taken can be associated with the
consi der abl e i ncoherence and i nconsi stency i nherent in them

X



and policy oversight on, not ncessariily economc, policy
actions of government that have possible nonetary
i npl i cati ons. Thus, while there is the need to exercise
restraints on unwarranted nonetary expansion, especially
within the realm of the public sector, a major economc
chall enge of the future is for the nmonetary authorities to
understand the role nonetary policy has played and shoul d
play in influencing the behaviour of inportant economc

magni tudes and the restructuring of the econony in general.

Xi



CHAPTER 1

1.1 INTRODUCTION:

The course of economic history is replete with
substantial price disturbances. Whenever such disturbances
have occurred, two different explanations have Dbeen
cffered. One, common to all disturbances, is that the
price movement reflects changes in the quantity of money,
though the socurce cof the monetary change has varied widely
- from gold discoveries to changes in monetary standard,
printing of paper money and to creation or destruction of
deposits by central and commercial banks. The other
explanation has been in terms of some special circumstance
of the particular occasion such as good or bad harvests,
disruption in international trade, lack of business
confidence, the activities of ““profiteers'' or
*“monopolists'' selling goods or labour wunions or
organisations pushing wages up; and so on in lots of
variety (Samuelson and Solow, 1968).

The concept commonly used to describe negative price
disturbances in form of upward movement of prices is
inflation. Inflation may not be & relevant issue if it
does mnot alter, in any way, social progress. This

relevance is what has informed immeasurable attention

requiring social investigation and explanation (Ganiyu,
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1991). However, one common core of explanation is that
pDrice movements are generally associated with the socially
misguided behaviour of particular individuals or groups -
government, producers or distributors. Bearing in mind the
two strands of explanations provided, to the monetarists,
the alternative explanation plays 1little or very
insignificant role in either long-run or large upward price
movements, "~ “though they may in short and minor movements,
except indirectly as they affect the supply of money''
(Friedman, 1969). While this position still remains
contentious as one tries to be fair to non-monetarists,
structuralists in particular, it is not the choice of this
woIk to engage itself in this kind of discourse or debate.
The global attention accorded the inflationary
phenomenon in the post Great Depression era, in general, or
since the end of the Second World War, in particular, has
proved, beyond any reasonable doubt, the centre piece
occupied by inflation in modern economic analysis.
Discussions and search for solutions have not just been
carried ocut locally but globally as well (See Aghevli and
Idnan, 1978; Vogel, 1977 and Argy, 1970 among others).
However, the situation seems to have surrendered to the
view that solutions sought locally may eventually be a
panacea to the universality of the phenomenon.3 In
addition, beyond the conventional demand-pull and cost-push

explanations, the causative factors have been sourced from
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the policy perspective such that solution to the problem
has been proposed via the same policy grounds.*

In more specific terms, since the end of the Second
World War, the post-war monetary analyses have generally
concluded that variation in prices during the periods
covered were highly explained by the monetary factors which
were a function of policy design (See Cagan, 1956 and
Friedman, 1968). The various statistical and mathematical
techniques were and are still being employed to buttress
these arguments by making empirical the theoretical
findings and conclusions. As a result, most economies have
had a test of the framework to substantiate the view. The
ability of the position to withstand tests and criticism is
what has led to the near universalisation of the idea that
“*inflation is always a monetary phenomenon'', thus making
the monetary explanation of inflation the reigning paradigm
of the day.

From this and as earlier said, therefore, since the
proponents see the monetary factor as a policy variable,
they opined that solution must be sought policy-wise and it
is this attempt to address the problem from the policy
perspective by nations and Nigeria, in particular, that
will form the central thesis of this study.

In what follows, the remaining introductory items

examined include:
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Statement of the research problem. Here attention 1is
drawn on the fact that while some countries or
economies have been able to exercise a substantial
degree of control on price movements using the tools
available in the exercise of monetary policy, the
trend in Nigeria seems to have defied the use and
effectivity of these toocls. However, qQuestion still
lingering inquiring minds are whether or not the right
tools have been identified, and if yes whether or not
the right combination of these tools has been chosen
with cognisance to the prevailing general economic
condition at the given point in time.
Aims and Objectives: This includes identifying the
crucial lapses that have characterised the designs and
applications of past monetary policies aimed at
addressing the problem of inflation, through a
periodic assessment of the inflationary situation.
This will form the basis of understanding the
necessary combination of tools - which will be
identified in the course of the analysis, capable of
being employed in addressing the problem.
Justification of the research: Here an attempt is
made to justify the need for a research like this in
view of the problem raised.
Scope, methodology and limitation of the study: This

includes stating the time frame covered by the study,
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the method of analysis adopted in the research and the
rationale informing the choice of the method as well
as drawing the attention of the reader on the limiting
case to the reliability of the study.

The second chapter reviews some literature on the
inflation-money relationship. The review covers the
classical, keynesian and the new classical analyses of the
monetary basis of upward price movements and some inflation
models results of study conducted in Nigeria and other
developing countries that have near similar economic
conditions. The third chapter explains the framework of
analysis adopted in this study and the model emanating from
the thecretical framework. Trend analysis of monetary
policy in Nigeria over the periocd 1970 to 1993 engages the
forth chapter while chapter five covers the appraisal of
the model's empirical results. The study ends with
summary, conclusion and recommendations in the sixth

chapter.

1,2 STATEMENT OF PROBLEM:

Attempt at restraining excessive demand in Nigeria
dates back to the late 1960s which marked a period of
monetary and credit restraint (See Nemedia, 1974). The
contraction was informed by the need to arrest the
continued deterioration in our international payment

position and also containing inflationary pressure (See
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Ekukiram, 1968). Ever since then, the problem of upward
price pressure has continued unabated (in relative terms),
notwithstanding its monetary explanation and the variocus
liquidity restraining strategies employed. Strategies
tried have ranged from surplus budgeting to credit
guidelines and in some cases mop-up exercises are carried
out all in an effort to reduce the monetary demand
pressure., The underlying explanation informing these lines
of action has been the point that, bearing in mind the
fragility of the nation's productivity base as could be
seen in the inelastic nature of domestic output supply and
the high dependence on import of consumables, the rapid
monetisation of oil resources which characterises the 1970s
and the eventual slump of the crude oil price in the world
market during the first half of 1981, propelled money
demand pressure on goods and services. The explanation of
the upward and persistence movement in prices in the 1570s
which was said to be resulting in the rapid growth in money
supply resulting from the monetisation of oil resources
took a different tune in the 1980s as the slump in the
crude oil price triggered fiscal crisis as reflected in the
persistent and substantial budget deficit which cumulated
to approximately 17.4 billion Naira in five years between
1980 - 1984 (CNB-E&FR, 1984). The monetary situation
became highly expansionary as large part of the deficits

incurred were financed through the creation of credit and
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with the increase attributable to net claims by the
government. This growth in aggregate credit had two
important direct effascts - it vastly expanded aggregate
demand and second, it accelerated the growth of domestic
money supply. An insight in these effects is the view by
Harberger (1963) that “"....there is no record in the
history of the whole world anywhere or at anytime of a
serious and prolonged inflation which has not been
accompanied and made possible, if not caused, by a large
increase in the quantity of money.''

The framework within which monetary authorities design
and 1implement actions necessary to bring the monetary
situation under its control is the monetary policy.
Monetary policy which involves not only measures designed
to regulate the volume but also the cost and direction of
money supply in the economy has over the years been in use
and éupplementad by monetary circulars. What seems to be
happening is that the policies designed over the years have
not been able to maintain a close track with developments
in the financial sector and the associated intricaciss of
liquidity. For instance, the ligquidity disposition of non-
bank financial institutions, domestic monetisation of
foreign savings by individuals especially over the eleven
(11) years of political transition and the extra government
budgetary expenditure are cases in point. Thus this

explains why mere cofficial definition of money supply, that
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automatically predicts the conventional restraining tools

that can be used, has not yielded the required results.

1.3 RESEARCH OBJECTIVES:

Closely in line with the problem raised in the
preceding s8ection, and given its significance in the
monetary therapy of inflation, the objective of this
research is to investigate the nature of Nigeria monetary
policies and how they are, and can be used to curb ths
problem of inflation. To achieve this objective, the
cllowing are to be taken into account:

- The integration of the points raised in the problem
statement in the portfolio structure analysis and
their implication on money supply and its control;

-- The available monetary tools and their effectiveness
in solving inflation problem; and

--  The changing patterns of policies which may, in their
individual 1level, reflect significant influences
through either ameliorating or exercebating the
problem and this would, thus require a periodic

assessment of inflationary situation in Nigeria.

HYPOTHESIS:
Informed by the foregoing objective, the general
hypothesis premising this research is that if account is

taken on the operations of the non-bank financial
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institutions, individuals domestic monetisation of foreign
savings especially during political transition and the
monetary authorities' capacity to restrain government extra
budgetary expenditure in the design of monetary policy, the
end objective of curbing the problem of inflation would, to
a larges extent, be achieved. Analogously, the objective
would be far from being achieved if in the design of the
policy, attention is not accorded these aspects of the

nation's financial characteristics.

1.4 JUSTIFICATION OF THE RESEARCH:

As earlier observed in this chapter that inflation may
not be a relevant issue if it does not alter, in any way,
social progress, it 1is this impingement nature of the
problem of persistent upward price movement on the socio-
economic advancement of every society {(ours inclusive), in
areas of production, distribution and consumption that
would make this study worthwhile. To be precise, since
monetary policy has come tc assume an imperative position
in today's national macroeconomic policy formulation and
the high expectation attached to policy pursuits of
nowadays, the need for the formulation process to take into
account the dynamic nature of the economic environment and
the intricacies therein as well as the economic implication
of some socio-political programmes put in place cannot be

over-emphasized. Instead of sporadic reactions to monetary
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situations such as the episodic mop-up exercises, which
sometimes have the implication of financially strangulating
some businesses, the most appropriate thing is for the
monetary authorities to keep a close watch on developments
that have monetary implications and the policy formulation

process accounting for such developments.

1.5 METHODOLOGY OF THE RESEARCH:

Information covering the study are sourced from
official publications (which are secondary in nature),
mainly from articles published in Journals and magazinses
like the International Monetary Fund (IMF) staff papers,
the World Bank Observers and Economic Review, American
Economic Reviews, Journal of Applied Economics, the
Bullion, Economic and Financial Reviews of the Central Bank
of Nigeria, among others as well as conference papers and
Text Books. With regard to the method of data collectiocn,
the data used in this study is collected from official
publications of the Federal Office of Statistics (F.0.8),
Annual Reports and Statements of Account, and Statistical
Bulletin all of the Central Bank of Nigeria. The reliance
of this work on secondary information is premised on the
nature of the study area whose information or data can
hardly be sourced anywhere outside official quarters.

However, every conclusion reached in this study would be
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based ©cn my personal reasoning and analyses, and do not
represent the view of any group or organisation.

Furthermore, within the general context, the approach
to empirical analysis employed in this study is statistical
in nature. Therefore, in view of the fact that the
validity of any research work, to a great extent, depends
oh the methodoclogy used, the method of analysis adopted in
this research is ordinary least squares regression. The
rationale for the choice of this mathod is that it allows
for specificaticn of non-linear eguations {in variables)
but transformable into linear equations {in parameters) by
the use ¢f natural logarithms. Alsc, the parameters to be
estimated gives values of elasticities with respect to the
explanatory variables. The choice of thae method is borne
out of its simplicity and logical pattern of analysis and
it does not only ease understanding but also lessen
subjectivity to scme barest minimum.

In addition, it is worthy of mentioning here that even
though the relationship between variables in this study are
taken as linear and casually observed, these relationships
have now come to be subjected to test for their co-
intagration. For instance, if we take variables such as X
and Y, representing money and prices, their series are
expected to revolve round their means in the long-run.
That is, any drift from their means in the short-run should

only be temporal as forces would push them to their
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equilibrium mean. What this implies 1s that the trend
relationship belvween the variables over a long period of
time should prove the causal relationship and deviations
from their long-run average should be temporal. The X; and
Y, serles are expected to have a finite spectrum but non-
zero at all frequencies, a cendition under which they can
be said to be integrated of ocrder zero. However, under a
condition where the series of a given variable possesses no
such properties, depending on the degrse of the drift, the
series would have to be differenced in order tc provide a
good basis for establishing the relationship. This
development in the analysis ¢f relationship between

variables 18 credit to the work of Granger (1986).5

1.6 SCOPE AND LIMITATIONS OF THE RESEARCH:

Whether a policy aimed at providing a short-run or a
long-run panacea to the economic ailment cf any given
society, 1t adequately must have been informed by a good
histcrical experience that covers a good time frame and
which guides the theoretical underpinnings of the policy
decision. ©So time, as commonly construed by professionals
in management field, is vital when it comes to thrusting an
idea that has empirical flavour. This study deems it wise
for the analysis toc cover the period 1970 - 1993. The

choice of such a range of time iz informed by tws reasons:
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- In the science of research, the period is wide
enough tc permit gocd deductions that may
influence or redirect policy decisions.

-- The period covers what one may call two distinct
aggregate policy atrands - the regulated sort of
policy practice ({1970 - 1985} and the
liberalised sort of policy practice ({19386 -
1993). Put differently, the period covers the
pre-SAP and the SaP era.

With regards to the constraints of this study and as
well acknowledged that the most common obstacle to any
research work is the availability and reliability of
statistical data, our problem has to do with the
quantification and quality of data. This study is not such
problem free because if a work is to be adjudged empirical

v precision and statistical inferences, there is little to
rejoice about what the nation's data bank (the PFederal

Qffice of Statistics) has toc offer.
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FOOTNOTES

Garba A: Understanding the Nigerian Inflationary
process. The case for an inguiry. Paper presented at
the National Conference on the Financial System and
iigeria's Economic Recovery. Department of Economics,
A.B.U., Zaria (February, 1990).

Friedman M. The Supply of Money and Changes in prices
and output. In Friedman M. (ed). The Optimum
Quantity of Money and Other Essays. MacMillan, New
York. (1969%9) pp. 171 - 188.

This Observation is anchored on the much researches
conducted on the domestic inflation in many countries
compared to this 1less attention directed at
international inflation.

Deficit financing (being a policy matter) in
developing countries has been charged (by some
analysts) of being substantially responsible for the
inflationary spiral experienced by these countries.

Granger C. W. *“Developments in the Study of Co-
Integrated Economic Variables.'' \University of
California San Diego Discussion Paper. (1986).
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CHAPTER 2

LITERATURE REVIEW

2,1 INTRODUCTION:

Investigations have shown that lots of studies have
been conducted on inflation within and across economies
with similar characteristics (Onitiri and Awosika, 1982;
Ajayl, 1983; 0Qjo, 1978; Dlakal and Kandil, 1993; Asogu,
1991; Beltas and Jones, 1993 among others). The driving
force has been informed by the cbserved implications of
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ituation, perceptions and suggestions have varied and the

w

issue still remains contentious even to the present time.
Among the guestions yet to receive consensus of opinion are
what are the causes of inflation and how can it be stopped
or at least restrained? It need not be said that before we
can come to grips with gquestions such as these, we must

know what inflation is.

2.2 INFLATION - THE DEFINITIOR:

A search of learned literature would yield scores of
definitions of inflation, differing from one another in
essentials or in nuances. Example, a definition advocated
by Abba P. Lerner (1947) and which found favour 1in the

garly post-war years is that inflation is a state of
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affairs in which there is excess demand for commodities in
the economy as a whole.' By this it means that the level
of spending being directed towards home produced
commodities exceeds the maximum output of home produced
commodities which is attainable given existing producticn
resources.

A much used paraphrase of the excess demand definition
of inflation is that inflation is a condition in which
““toc much money 1s chasing toc few goods.'' However,
inherent in this paraphrase are two flaws. In the first
place, it is the (flow) spending which " “chases goocds'' not
the (stock) money. Secondly, sxcess demand means either
that desired spending is "“"toc much'' in relation to the
avallable goods, or {equivalently) that the available goods

-

are ""too few'' 1in relation to the desired spending.

- -

Therefore, to introduce both "“too much'' and too few''
in the definition is to say the same thing twice. A more
acceptable paraphrase of the excess demand definition would
rather be that inflation is a condition in which " “too much
spending is chasing the available gcods.“:

Paish (1969) in his work ~"Rise and Fall of Incomes
Policy'' defines inflation by first of all asking the

-

guesticon ~“what exactly is being inflated when inflation is
in progress.''? In answering the question he said, in

inflation, money incomes are being inflated relative to
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real potential Gross National Product (GNP). He puts the

point in the following way:

““A better definition of inflation
{than cne based on prices) is
that it is a condition in which
money incomes are rising faster
than the flow of goods and
services on which to spend them -
that is to say, faster than real
national income. But this
definition is not adequate, for
an accelerated rise of money
income may be accompanied for a
time by an equally rapid rise

of output and real income,
achieved by a higher level of
employment. But while the rise
in income can be achieved
indefinitely, and indeed is likely
to accelerate as unemployment
falls, the rapid rise can be
maintained only until full
employment is reached, and must
then slow down to equality with
long-term trend of growth. The
inflation already implicit in

the rapid rise of incomes, now
comes intoc the open. The
definition of inflation must
therefore be a condition in which
incomes are rising faster, not
more than the current rise in real
national income, but. than the
maintainable rise."3

From the foregoing definition, two points vis-a-vis
the excess demand definition can be cobserved here. First,
the definition runs in terms of a comparison between
aggregate money income and real potential G.N.P rather than

a comparison between aggregate spending and real potential

G.N.P. Secondly, the definition runs in terms of the rate



18
of increase in variables rather than in terms of the levels
of the variables.

Bearing in mind that the definitions above are among
the numerous definitions of inflation put forward by
different authors, the two can be said to be right in their
own sense. Though they provide a good basis for economic
analysis, they, however, seem to suffer the disadvantage of
being rather too technical. A definition that seems to
have been nodded by both professionals and laymen 1s that
inflation means a condition in which there is a persistent
upward movement in the general price level. Asogu (1991)
put it thus " “inflation is a situation of rapid, persistent
and unacceptably high rise in the general price level in an
economy, resulting to general loss of purchasing power of
the currency."4 By this definition, the price movement
does not only have to be general but persistent before the

situation can be described as being inflationary.

2.3 TIHEORETICAL APPROACHES:

In the course of research on inflation, theoretical
classification or several approaches for the explanation of
the inflationary ©process have emerged and which
traditionally became the conventions of analysis. The
literature is rich with several approaches and the five
most popular are demand-pull, cost/wage-push, monetarist,

structural and imported inflation.
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To the Demand-Pull theorists, inflation is
traditionally regarded as the consequence of excess total
demand. Inflation occurs when the economy attempts to
spend beyond its capacity to produce. Employing the
aggregate demand-aggregate supply framework, if aggregate
demand 1is in excess of the economy's full employment output
(as valued at current prices), an inflationary gap will
exist. That is, because the economy is already at full
employment and operating at a point on its production
possibilities curve (ppc), real output is fixed in response
to this excess demand; hence, the excess of total demand
will have the effect of pushing up prices. The rise in
demand may be due to a government deficit or to an
expansion of bank credit to private investment or rising

demand from abroad (See Papi, 1962 and Haberler, 1962).

i

Cost or Wage-Push 1inflation can be 1initiated by
increases in the cost of production following the raising
of factor share of the total product. This occurs under
imperfect market <condition in the product market
(administered prices) or in the labour market (wage-push).
There is the presumption that labour unions and big
businesses both possess significant amount of monopoly
power with which to raise wages and prices and that this
power becomes easier to exert as the economy approaches

full employmant.5 The ~“Wage-Push'' or <cost-push

inflationary scenario goes something like this; as the
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economy moves toward full employment, labour markst
tightens and unions becomes mcre aggressive in their wage
demands. Added to that, increasing prosperity will tend to
enhance the willingness of businesses to grant union
demands. Two reasons could necessitate that: firms will
not like to risk a costly strike at the very time when
business activity is becoming increasingly profitable - and
economic expansion provides a favourable envirconment in
which monopoly power can be used to pass wage increases on
to consumers in the form of higher product prices (See

cConnel, 19?3}.5 Mark-up inflation models are usually

=

grouped with cost-push models. Businesses mark-up the
price of their goods in time with the rise in factor cost
of production and the mark-ups cover the estimated cost of
the overhead costs and required profit margins.

The structural theory 1is platformed on the economic
characteristics of Less Developed Countries (LDCs) of the
world. The satructural thesis is that upward price
movements are not experienced in these countries only when
resources might have been fully employed or when labour
market tightens. Rather, the case in Less Developed
Countries has been that of inflation at less than full-
employment output level or inflation in the face of
significant proportion of unemployed labour force. Thus,
by the structural argument, inflation in these economies is

basically supply-oriented rather than demand. That
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explains why the term "“supply inelasticity'' is used to
describe it. That is, inflation can result from certain
structural constraints such as sluggish growth of one or
more sectors 1in an economy, which leads toc supply
shortages. Factors such as infrastructural bottlenecks,
imports bottleneck, inadeguate and unstable government
revenue creates situations that generate inflation. The
agrarian foundation of these economies and the crude
technology in use tends to provide a situation where the
rise in agricultural output lags behind the also increasing
food demand of the populace.

The monetarists hypothesise that inflation is always
and everywhere a monetary phenomenon, and maintain that a
policy of monetary and financial stability is a necessary
pre-requisite for rapid economic development (Friedman,
1968).  Therefore, monetarism stresses that, for demand or
structurally motivated inflation to hold, expansion in
money supply would be regqguired to finance the increasing
nominal national income brought about by rising prices.
The conseguent expansion of money supply outstripping
demand for money gives rise to inflation, especially if
output does not expand as much as money supply.
Accordingly, the inflation rate 1s expected to vary,
ceteris paribus, positively in relation to the rate of
change in money supply. To this end, monetarists

explanation can be said to be an explanaticon of the
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instruments of demand-pull, cost-push and or structural
inflation. An elaboration of this is what follows in the
next sub-section.

Imported inflation, concerns cpenness of economies.
This approach identifies a number of channels whereby
inflation may be transmitted from one country to another.
The channels include price, demand and liquidity effects.
The price effects are transmitted by internationally traded
goods and services; demand effects by the spill-over of
eXxcess demand across countries. The 1liquidity effect
result from changes in foreign reserves, occasioned by
adjustment in the balance of payment, which affect money

supply and prices.

2.4 THE MONEY-INFLATION RELATIONSHIP:

From the classical perspective, the cradle of a
comprehensive incorporation of money into mainstream
economic analysis dates back to the works of John Locke
(1932 - 1704), Richard Cantillon (1680 - 1734), David Hume
(1711 - 1776), Adam Smith (1732 - 1790) and Alfred Marshall
(1842 - 1924) among others. The Quantity Theory of Money,
though crudely formulated and accepted by these writers,
received 1ts onesome boost in the work of Irving Fisher
(1911) ~"The purchasing power of Money.'' The most

essentlial aspect of the theory is the quantity of monsy.
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Money was basically related to price and nothing more. In
the words of Cantillon:
““If mines of gold or silver
be found in a state and
considerable guantities of
minerals drawn from them, the
proprietor of these mines,
the undertakers and all
those who work there will not
fail to increase their
expenses in proportion to the
wealth and profit they make...
All this money, whether lent or
spent will enter into
circulation and will not fail
to raise the price of products
and merchandise in all the
channels cf circul?tion
which it enters.''®
Therefore, the quantity of money, increased either
through discovery of new gold or silver, increase in export
proceads {or rather increase in foreign exchange), official
printing of new money (i.e. by ways and means process), or
any combination of the above processes, would invariably
result in raising prices. A simple channel of transmission
observed by Cantillon is that the effect of this increase
of money will habituate a great number of people to a
larger expense than before (i.e. inducing a corresponding
increase in consumption) and this will in consequence send
up market prices.
A further observation is that it is not only the
abundance of money that determines the direction of price

movement but that increase in exchange does also raise the
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level of prices.5 That is, an acceleration or greater
circulation of money in exchange is equivalent
to an increase of actual money up to a point.x Thus, for
any increase to have a push effect on prices, that increase
must gc intc the exchange system. In other words,
supposing there is an increase in the quantity, but that
new money 1s not spent (which means it is hocarded), under
such condition velocity falls because there 1z a decrease

in the average number of times a unit of money changes

v

H

-

ands, hence there will be no change in prices. In the
same vein, assuming the gquantity of money remains
unchanged, increase in velocity of circulation resulting

from either increase in the level of monetisation,

£
i

4

nancial deepening or intermediation (through the

develcopments of money and capital markets) or both, would,

in the course, push prices up. This position is most

appropriately posited under Fisherian equation of exchange.
From his concised classical theory of money, Irving

Fisher viewed that the price level may be said to depend on

only three set of causes:

-—  The quantity of money in circulation.

- The “~“efficiency'' or velocity of circulation;
and

- The volume of trade (or the amount of goods

bought by money).
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It 1s the interactive process of these set of
variables that determines the direction of price movements.
However, to correctly formulate the theory more explicitly
as against earlier <classical explanations, Fisher's
guantity theory, which similarly posits that the level of
prices varies directly with the quantity of money, is
informed by the assumptions that such a relationship holds
true provided the velocity of circulation ¢f that money and
the volume of transaction or trade which it 1is obliged to
perform are not changed.11
The egquation of exchange is a statement in a
mathematical form and it relates to all purchases made by
money 1n an economy over a given period of time. In each
sales and purchases, the money and goods exchanged are
Ipso-facto equivalent. In sum the total money paid is
equal in value to the total volume of goods bought. The
equation is mathematically stated in the form:
Mv = PQ 1

where M = Total money supply or money stock

-3
n

Velocity of circulatiocn

o

= General price level
Q = Total output of goods and services in the
gconomy
From equation (1), by holding V and Q constant, the
relation provides the basis for a direct and proportional

relaticnship between the quantity of money and price level.
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To deduce the price equation from equation (1),

Given MV = PQ

V = PQ
————————— 2

M

The time rate of change of the variables in eguation (2)
gives

l.dv =

i.dp + 1.4Q - 1.d4 --——-- 3
Vdt p dt

gdt Mdt

h

the assumption of constant velocity is true, then

T
-+

l.dv = 0 80 that

vV dt

1.dp = 1.d¥-1.40 ---——- 4
P dt M dt Q dt

From equation (4), if output grows at a constant rate, then

our price egquation would thus be:

= 3, + 3 g& ———— 5

"~

Equation (5) provides a linear relationship between prices
and money stock with the rate of increase in the general
price level positively explained by the rate of increase in
money supply.

By relaxing the assumption of constant velocity and if
from equation (1) we make P the subject of that equation,

we would have
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So that the ratio V/Q would be the parameter explaining the
degree o0f responsiveness of P toc changes in M. In
addition, that means the increase in P depends not only on
M but on the value of the ratic V/Q too. That is, if the
value of the ratio increases (probably as a result of
increase in V or decrease in Q) or decreases (as a result
of decrease in V or increase in Q), P would change in the
same direction by increasing 1f the value of the ratio
increases or decrease if the value of the ratio decreases -
assuming the amount of money stock 1n the system remains
unchanged. In a nut shell, the equation ratioc V/Q is
similar to the parameter “&' in equation (5) and both
provide us a simple model of the classical theory of
inflation.

From the preceding classical provision on the theory
of inflation, it will suffice to say that the underlying
assumptions of the model regquired some appraisal with
respect to the Nigerian experience. As already mentioned,
constant velocity of circulation and full-employment output
level are assumptions governing the equation of exchange
{equation (1)} and they provide the basis from which
changes in money supply transmit easily into price level.
However, statistics available from the table in appendix 1
have shown that the assumption of the velocity of
circulation being constant does not hold. Over the years,

“*V'' has been falling in the Nigerian economy except until
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recently the excessive fiscal deficits, a likely product of
government's huge expenditure on the prolonged transition
programme, has raised the figure from an average of 5.2 to

5.9

With regard to the full-employment assumptions, the
wide gap existing between registered unemployment and
placements from official statistics, the jobless labour
force physically visible in our cities today and the
unworked installed capacities in our industries, among
others, are clear indicators that the Nigerian economy is
operating at far less than full-employment cutput level.
This means that changes in P, from equation (6}, in Nigeria
may to some extent be explained by variation in Q and the
small change in Q could be an indication of supply
rigidities which might be structurally premised.

As for the Kkeynesians view, the explanation of the
inflationary process is not very much in variance with the
classical postulation because they see inflation in terms
of movement in aggregate demand. In the words of Keynes
(1940) in his work titled ~“How to pay for the war'',
Inflation occurs when the volume of output (i.e. "~“output
at pre-war years'') is virtually fized in the short-run.
With that, supposing the government increases its own
spending without taking steps to reduce private spending by

an egquivalent amount, aggregate spending will increase.
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But 1f aggregate spending increases, the value of ocutput
must increase by the same amount because aggregate spending
and the value of cutput are identically equal. Now with
the volume of output fixed, the only way in which the value
of output can increase, 50 as to keep in line with the
higher level of aggregate spending, 1s by means of an
increase in the price index . Here the prices rise to fill
what we may call an inflationary gap as shown in the

diagram that follows.

Aggreqaf 0 Aggregafe Supply Curve
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o Curve
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From the diagram, the gap of disequilibrium between

Real output level in the short-run

Nominal cutput level.

the aggregate demand and aggregate supply is eliminated by
upward price movement which raises the nominal value of the
output to ensure egquilibrium between the aggregate spending
and the value of output. With this, however, a major lapse

in the keynesian analysis is its passive recognition of
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monetary forces in explaining the inflationary process. To
the monetarists, the Kkeynesian analysis would have been
completed if it had taken cognisance of or explained the

2ot
LilD W

y

ument(s) of expansion in aggregate spending or demand.

From the changes inflicted on the ecconomies of
industrialised countries by the Second World War, the
general presumption among most economists was that the
post-war problem was going to be depression and
unemployment. As such, what was needed was to stimulate
investment and consumption sufficiently in order to prevent
unemployment. The appropriate policy then, from the
Keyneslan perspective, was to pump substantial amount of
money into the system (possibly via the relaxation of
credit restrictions), so as to keep interest rate low.
Experience, however, later shows that this easy money
approach could not do the magic. The post-war prcblem
turned out to be inflation and not depression and
unemployment., Excess liquidity resulting from cheap monsy
supply was understood to be the causal factor of inflation
{see Friesdman, 1964).13 It was this situation that premised
a rebirth of interest on the role of money in the economy
which 1s the central thesis of the new classical or
monetarists argument.

Spearheaded by Milton Friedman of the Chicago School,

ever since the end of the Second World War, there has been
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a dramatic change in the views of economists about monetary
theory and government official about monetary policy.
Taking-off from the Keynesian view point, there has been
something of a counter-revolution in both theory and
policy.'* This revival benefited greatly from Keynes' work
in that money is viewed not only as a medium of exchange

ala the o¢ld clasgsical school but also as an asset (in

reference tc the speculative component of Keynes' money
demand Model). Again, the revolution also took the form of
a change in policy direction from credit policy (within the
aggregate demand management framework) to monetary policy
which 138 concerned with the gquantity of money.

The essential contribution of this revival, as
contained in Friedman's "“the Quantity Theory of Money ~ A
Restatement'' (1956) and his other articles plus those of
his contemporaries with similar theoretical conviction, was
not limited to accentuating the view that '“Money
Matters'', but permits an insight into the relationship
between monsy and assets as defined by the ligquidity
structure.

By way of definition, liquidity is the easeness or
cheapness with which an asset may be exchanged for any
other asset, and money is regarded as the most liguid of
all asset. BExample, it is easy to exchange money for other
assets or commodities {(example, government bond, house or

loaf of bread) than exchanging any of these assets for any
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other assets (excluding money). Therefore, the liquidity

£
ES

of an asset is commonly judged by the ease, cheapness and
speed with which they can be exchanged for money, and the
""liguidity spectrum'' of assets in order of decreasing
liquidity might be as follows; cash, demand deposits, time
deposits (at commercial banks), saving deposits, loan
shares, short term government securities, long-term
government bonds, corporate bonds, equities, real-estate,
human capital and so on. Although this order of listing
varies with economies, it 1s Thowever, important
particularly when we come tc considering the nature of
liguidity in Nigeria and the liquidity assets captured by
the official definition of money supply.

As earlier mentioned, we can say that the new
classical school revival surrounds three basic areas viz,
renewed interest in quantitative controls, the view of
money as an asset or wealth, and closely related to that,
the observation on the existence of near moneys in the
works of Gurley and Shaw (1956).

With regard to the quantitative controls, that follows
exactly the de-emphasising of credit policy with preference
to monetary policy. Credit policy means the effect of the
actions of monetary authorities on rates of interests,
terms of lending and the ease with which people can borrow.
While monetary policy in this context, means the effect of

the actions of monetary authorities on the stock of money
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(See FPriedman, 1969, p. 75). Therefore, instead of being
concerned about who borrow and how much is, or should be,
disbursed to the borrowerﬁ, the monetarists are concerned
with how much is, or should be, in circulation in the
economy.

To the asset or wealth definition of money, very much
influenced by Keynes' liquidity preference theory (which is
the analysis of the structure of people's balance sheet or
portfolio of the kind of assets they wish to hold”,
Friedman observed that:

“*I1f money is an asset, one
way of holding wealth or a
capital good that provides
productive services to the
wealth owning units and
business enterprises
respectively, then its
quantity is crucial in

determining eﬁonomic
magnitudes.'’

The attention on near moneys as an alternmative sourcs

Fty

iquidity as observed by Gurley and Shaw, provides the

Q
'...-l

or
oF]

5 of understanding the role of financial intermediaries

[

in providing near money substitutes and the influence of
portfolio adjustment mechanism of non-bank {financial
institutions in the effectivity of monetary policy. These
approaches were further improvements upon earlier works,
particularly that of Irving Fisher, which implicitly
defined money as currency in circulation.

Informed by the preceding theoretical underpinnings,
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therefore, a lot of models (differing in forms) have been
prepounded on inflation in developing countries in general
and Nigeria in particular. Although much attention has
been accorded to the monetary variable in the
specifications, most models have attempted capturing other
variables which have proved to be essential in explaining
the price behaviocur in the economies of their application.
Among some of these models that have been specified and
estimated includes those of developing countries whose
economic characteristics are similar to that of Nigeria,
e.g. Haberger (1963), Aghevli and Khan (1978), 8alih
(1993), Dhakal and Kandil (19%3), and Beltas and Jones
(1993), among others. With particular application in
Nigeria includes Ajayi and Teriba (1974), Adeyokunmu and
Ladipo (1974), Owosekun and Odama (1982), Adejugbe (1974),
Awosika (1980), Ajayi (1983), Ojameniaye (1988), Samuel
(1991) and Asogu {1991) among others. The choice of these
models for 1illustrative purposes 1in our analysis 1is
informed by the following reasons:

(i1) The models would provide us the basiz for
substantiating the existence of a relationship
between money stock and prices;

(ii) They would alsc allow an understanding of the

direction of the relationship;
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(iii) They would permit an insight into the role of
other variables in explaining price behaviour;
and
{iv) As a reflection of general inflation models
platforming designs of macro-economic policy,
they would provide a background point of
departure for this study.

Haberger (1963)3 conducted a research work on the
factors that determine inflation in Brazil for the period
1947 - 1962, In his attempt to observe whether the
behaviour of the general price level reflects changes in
the money g8upply, the result thus obtained revealed that
there is a direct relationship between the money supply and
inflation.

The Aghevli and Khan Model (1978)zu was designed for
four developing countries - Brazil, Columbia, Thailand and
the Dominican Republic. They specified a multiple equation
model of the form:

log Py =—)\ao - }\31 log v; - )\a: i~ {1- A} log

(M/P);-1 + log M; GEH e e 7
log M, = log My + K, + KlogG, - K; log R, + K,
log E SR R 8 8

1t = Blog Py + (1 - B) )1 .ovvnnnn, 9
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where:
M = ODStock of nominal money balances
P = Price level
Y = Level of real income

[l = Expected rate of inflation

t = Time factor.

log (M/P);-1 = (log M;-1 - log Py-1)

a. a. a. (1 - a), K., K. K, B and (1 - B) are

parameters that were estimated.

From equation (8), the deduction is that depending on
the budgetary behaviour of the government, changes in
government expenditure vis-a-vis her revenue (G, - R,) would
invariably influence the behaviour of money supply (M;).
Thus, deficit financing would raise M. and which would also
raise P: in equation (7). Variation in the expected rate
of inflation as explained by current changes in the price
level and expected rate of inflation in the preceding year
(egquation 9) would also induce price movement in the same
direction. This is a case of bidirectional relationship
between prices and expected rate of inflation.

The result of their estimation shows that all the
estimated coefficients are significant at the 5 percent
level except the coefficient of expected rate of inflation
for the Dominican Republic and Thailand, which,

nevertheless, have correct sign. The result also shows
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that those countries that have sluggish system of tax

ate of inflation because expenditure would tend to be

4

deficit - meaning raising the level of money stock and
hence prices. In a nutshell, the essential achievement of
the model is that it did explain the relationship between
government deficit and inflation which is a common feature
of the government sector in Less Developed Countries.

The Salih Model (1993) was informed by the theoretical
investigation of the determinants of inflation in oil-
exporting developing countries. Nigeria being a near
monoproduct-export economy depends highly on the export of

011 for foreign exchange. ©Salih observed that:

“*In the last two decades,
inflation in oil exporting
countries has been moderate,
relative to the rest of the
world, because of their
implementation of extensive
and expensive subsidy programmes.
However, with the increasing
cost of the subsidy and the
recourse to deficit financing
in these countries, there has
been a growing role and
resurgence of interest in
monetary polﬁcy as it affect
inflation.'"'

In addition, the openness of these economlies given
their weak production base has made them net importers and

models specified for such sconomies must take into account
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the import variable or the foreign sector. The model
specified by Salih is in the forms:

C:PIt =@, + @, UVim + @ M +e& ........ 10

where

Q
)
ﬁ
0

A measure of the rate of inflation in

the current vear.

Uvim. = The rate of growth of the unit value of
imports in the current year.

1 ]

M, = Rate of growth ¢f money supply (broadly

defined).
However, in order to allow for the existence of lag

structures, eguation (10) was restated in the form:
L]

CPIt =M+ BD + EA}. ;It-? + %5} E;Wt_j F Blowscs 11
0 i ‘

where =t
D = Dummy
’ L
PW{:_@ = UVlmt_J
e, = Error term

; B, }\i* and S} = parameters to be estimated
and all other variables are as8 previously.

defined.

[

n testing the model of equation (11), data for Kuwait
was used for the period 1970 -~ 13990. The result, thus,
obtained gave a mixed picture. Por example, while all the
coefficients are expected tc have a positive sign, the

second and third lagged quarters in the growth rate of
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money supply, and the second through the fourth as well as
the nineth and tenth lagged quarters in imported inflation
carried a negative sia;m.:3 With regard to the explanatory
power of the variables, the estimated coefficient for the
influence of the growth rate of money supply in domestic
inflation are not statistically different from zerc. The
result shows that at 0.15 percent level of significance (if
this level is permissible), the total lag effect of
monetary stimulus on domestic inflation is 6 percent. A
probable explanation to that could be the low level of
financial deepening and the maintenance of extensive and
expensive subsidy.

As for the imported inflation, the effect 15 nct only
a delaved one but also not very significant. For example,
the result shows that the whole period effect 1s 2.6
percent and the likely explanation to that follows from the
presence of large subsidy which cover all the imported
inputs used in domestic pre::rdm:tia::»n.34

The Dhakal and Kandil Model (1993) ¥ is a specified
and tested relationship of price behaviour for six
countries which 1includes: Bangladesh, India, Korea,
Malaysia, Pakistan and Singapore for the pericd 1970 -
1988. The model tested is in the form:
DPt = ® o + n‘:iﬁ(ip nPf_i - rgo(i MDM, +%oo<i YDY,; +

o =
ne n . L=z ne : -
Zoxir D¥; + Z oXif Df,; + S o¢i0 DimPyy -...... . 12
(=0 e L=0
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where
DPt = Inflation rate in the current period.
DP?; = Expected rate of inflation lagged

various period.

DM, = Mconey supply rate lagged various
pericd,

DY, ; = Growth rate of real output lagged
various period.

Dr,; = Domestic nominal rate of interest.

bei = Foreign nom.nal rate ¢f interest.

Dimp;.; = The lmported price.

From eguation {12), what d.stinguishes the Dhakal and
Kandil Model from the other models is that it takes into
account the influence of the domestic and foreign interest
rate in domeatic inflation. The theoretical basis for
their inclusion is that demand for money relates negatively
to the increase in domestic nominal interest rate {which is
a variable that measures the cpportunity cost of holding
money balances). A rise in opportunity cost stemming from
the rise in interast rate has a negative impact on the
public preference toc hold money balances, and, in turn, a
positive impact on the price level. ©Similarly, a rise in
foreign lnterest rate increases the international
opportunity cost of holding domestic money balances, which

has a negative impact on the damand for domestic currency,



41
and, in turn, a positive impact on the price level. At the
point of estimation, due to data limitation, three measures
were employed for foreign intersst rate. They are the
Japanese money market rate, the money market rate of the
United Kingdom and the money market rate of the United
States.

With respect to the result, among the six countries
considered, the money supply variable enters the
specification of the empirical model as an important
determinant of inflation in three countries - Bangladesh,
Malaysia and Singapore, While the impact ¢f a change in
the money supply on the price level in Bangladesh is of
short duration, the length of this impact has longer
duration in case of Malaysia and Singapore. However, it is
only in the long-run that the sum of the lags in Malaysia
is positive. Again, in all the three cases, the change in
the price level is not proportional to the change in the
money supply. Other variables such as interest rates as
they affect money demand, especially in Singapore and
Korea, expected rate of inflation and real output proved to
be significant. However, the result in general suggests
that appropriate anti-inflation policies must involve
reductions in the excessive monetary growth, This is a
cenclusion of most momnetary models of inflation 1in

developing economises.
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With particular attention tc Nigeria, Ajayli and Teriba
developed a gensral gquantity data model of multiple
equations to evaluate the relative contribution of the
Jifferent factcocrs that affect inflation during the periocd

1860 - 1972, 5Some of the eguatisns are in the form;

P o= f(Msy )it C e e 13
P = f{Msy, Mepy, Y/P, A).vrvvvnviinn. 14
P = £{(Ms;, Ms,, Y/P, A, Bxp/GDP}........15
P = f(Hs, Ms.y, Y/P, A, IMP/GDP.........16

where
P = Change in price or rate of inflaticn
Ms, = Money supply at time t
Y = Income
A = Past changes in the rate of inflation
EXP/GDP = Bxport - Income Ratio
IMP/GDP = Import - Income Ratio.

The result reveals that while the real income
parameter proved to be very significant in determining the
rate of general price increase, bearing in mind the
production level of the economy during the pericd undsr
review, the money supply variaklie was not all that a

concluded

1))
Q
Q)

significant determinant of inflaticon. They al
that the adjustment process was rather low.
In the same vear, Adeyokuamu and Ladipo (1974),

conducted a study on thte guantitative impact of money
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supply, import duties and Gross Domestic Product (GDP) on
the 1inflation rate in the citiss, using the following
models:

Linear: Y = £(Xy, X%, X, U)eviviiniiiiiiiniivinnnnaan, 17

Logarithmic: Y = a + a; log X; + &, log X; + 9; logX;...18

where,
Y = C.P.I. for Ibadan
¥, = Money supply
X, = Import duties
X. = Gross Domestic Product
U = Residual,

The result obtained from the data, for the period 1960
- 1373, for both the linear and logarithmic specifications
shows that money supply centributed significantly to the
inflationary process in the f:i'r.y.z6 The likely reason for
this difference from the result obtained by Ajayi and
Teriba 1is that the 1level of monetisation and, in
particular, the money velocity of circulation is higher in
urban areas compared to the rural areas. Though the other
variables in the model alsc proved significant in
explaining inflation in the city, a significant achievement
of the study is that it attempts providing & monstary
explanation of inflation in the Nigerian economy.

Almost similar to that of Adeyckunmu and Ladipo, the

model by Owosekun and Odama (1982) was specified in the
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form

P, =, + &Ky M + X M, +X Y X, A+ ULLLLL0
where,

P, = Rate of inflation

M. = Percentage change in real money supply

Y. = Percentage change in real GDP (1962/63 factor

cost)
A = Cost of holding money.

The result obtained could not support the "“apriori''
expectation. For that, a modified version was used
together with other variables like aggregate demand, price
expectation and cost elements. The result from this, thus
proves significantly different with the lagged variables
being more influensive.”

Adajugbe's (1974) empirical investigation into the
causes of inflation in Nigeria for the period 1962 - 1972
employed two sets of equations - static and dynamic. In
the static model, he examined the impact of the variables
generally, while in the dynamic equation, he attempts
measuring the influence of these variables through time.
The static equations are in the form:

P = A + AM + AY + ATrv + AW + U.....20 (Linear)

Log P = A, + Ay logM + A, logY + Ay logTrv +

I e L 21 (Log)

The dynamic equation took the form:

P. =a, + aM + aMyq + aM, + &Y + U..,.22 (Linear)
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Log P» = g, + a; logM. + a- logMt,, + Ay LOG m; + &y
log¥+¥U....... 23 {Semi-log transformation}
Log By = g +a M +a W, +a K, + 3y
Y+ U....o... 24 (Inverse semi-log function)
where,
P = Average price incex
P, = Rate of inflation
M = Money supply
Try = Trade restrictions variable taken as the
percentage of import duty to the value of
imported goods.
Y = Value of Nigeria's export used as surrcgate
for GDP
W = Average wage level
U = Residual,

Prom the result, the impressive growth of rate of the
GDP which also reflects on the volume of exports during the
pericd reviewed by the study buttresses the significance cf
output variable in the equations. The money supply
variable, though generally rot very significant ({as
similarly cbserved in Ajayi anid Teriba's investigation),
proved to be relatively important when lagged over scme

. I
tlmes.3u
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In a separate study conducted by Qjo (1974)31 on the
relative contribution of both the structural elements and
monetary factors in inflation in Nigeria; when regressed
together, it was observed that both factors were
responsible for inflation in Nigeria in the twenly Yyears
pericd raviewed. When the two factors were treated
separately, monetary variables performed fairly better than
the structural elements. A follow-up explanation to this
i3 that the civil war period happen to have experienced a
drastic reduction in the production of goods and services
thereby reducing the volume of goods and services available
in the face of war-induced rising gquantity of money. In
addition the post-war reconciliation, rehabilitation and
reconstruction expenditure Lty the government further
mounted another financial pressure on available gocds and
services.

A similar argument can be found in Awosika and Omitiri
{1980) discussion of the key causes of inflation and the
presentation of the anti-inflationary policy of the 1970s.
They argued that the deficit financing of the 1960s, the
civil war (1967/70) which disrupted the productive base of
the economy, high import tariffs and rising prices of
inputs exerted upward pressure on inflation. To them, the
""Udoji Award'' of 1974/75 and the rapid growth pursued by
the government contributed remarkably to the upward

movement of the general price level.¥ These findings show
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a high correlation between Openness cum level of
development of the <cconomy and inflation. Meaning
inflation in Nigeria is determined by developments in the
gxternal secter and strongly complemented by 1internal

+ -
4 ii
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e3.

1
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In 1988, OQOjameruaye undertoock an analysis of the
determinants of the general price level between 1960 and
1984 using a model of multiple eguations six of which are

stated below:

CPE = Ny Ulsworwus svmpans vusmmen s wesaen ol
BPT = P{; M Blacesas sosiawes § soamunrsvd 26
CBY = FOH, G, WD iianansssvunnss b aumn 27
CPI = f£(M;, GBD, B3CP5, BSCGS, W) oons snsnnes 28
CPI = £f(ER, FER, IMR, IM, ICR, VU)..... NP,
CPI = f(M,, IAP, SA, PM, MBLR, PCI, B)oaosas 30
where,
CPI = Consumer price index
MS = Money supply
GBD = Government Budget Deficit
BSCGS = Banking System Credit to the Government
Sector
BSCPS = Banking System Credit to the Private Sector
ER = Average Exchange Rate
FER = External Reserves of the CBN
IAP = Index of Agricultural Products

SA = Salary Dummy
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PM = Nigeria's Import Price

MBLR = Maximum Bank Lending Rate

PCI = Nigeria's Per Capita Income

M = Merchandise Imports

I0E = Index of oOpenness defined as the

import/current GDP ratio

With regard o the monetary variable, the result shows
that money supply is & significant variable in explaining
the price movement. However, he discovered that when
lagged, the money supply variablz is not significant at any
reasonable level,z3 probably because of the significant
influence of the banking system credit to both the
government and the private sectors.

Samuel's {(1991) Mcdel has & close similarity with
egquations 25, 26 and 27 of Ojameruaye's specifications.
The general egquation took the f::rm:34

I = £{M;, ¥, BD, Mgy, BD,, Pry, Pp, €)0vnvnenn,n. 2
where

I = Percentage change in CPI and the sexplanatory

variables are also in percentages.

= Money supply

b4 = Income

BD = Budget Deficit

Py = Expected rate of inflation
PF = TForeign prices

e = Residual.
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From the result, the explanatory power of the money
supply variable, though with expected sign happen to be
weak. The index of income proved to be the major
significant explanatory variable. The foreign price
varlable was also significant and the likely explanation to
that can be deduced from the degree of openness and the
technoclogical inefficiency of the Nigeria economy.

The AsGgu (1991)35 study came up with specifications
whose variables include index of real income, industrial
production, food prices, money supply, government
expenditure, import prices, exchange rate and lagged values
of some of these variables. From the result, the index of
food prices showed a significant explanatory power. This
i5 no surprise considering the dominance of food weight in
the household expenditure "“basket.'' Although the
coefficient for lagged changes in money supply appeared to
be neither statistically significant nor with the expected
sign in some of the equations, it however had ths correct
sign and also significant in some others.! This reminds
us ©f earlier studies conducted by Ajayi and Teriba (1974)
and Osakwe (1983)H, using quarterly data, which indicated
that the lag in the fourth gquarter in a year had
significant coefficient. Hence, the variable for lag-in-
effect of monetary policy, as far as inflation rates are

concerned, appears to be relevant for periocd less than one
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Taking a purely monetarists pcsition, the models by
Ajayi (1983)" and Beltas and Jones (1993)% for Nigeria and
Algeria respectively both tested for the relationship and
causality between money and prices. They also allow for
the existence of lag structures. The model by Ajayi (which

covers the period 1961 - 1977) was in the form:

Alog P. =log5ﬁ+o’f_élcq M;+tfg Alog M, +__
1 ALOI My 32
where,
Alog P, = Rate of inflation
M, = Money supply
n = Length of lag
Ky = §: = Parameters to be estimated.

On the other hand, the specification by Beltas and Jones

(which covers the period 1970 - 1988) is in the form:

a,(L) P, - e (t) |...... 33

Egquation (33) whose relation is expressed in matrix format

iz restated more explicitly in the form:

P, = a, + & log P,y + a; log M, + eift) ......... 34

M. = & + & log P, + a; log M + 7169 35
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From the models specified in equations 32 to 35,
though the authors theoretically scknowledged the role of
some other variables crucial in explaining price behaviour
that are not captured in their specifications“, the
essential objective was to assess the extent and the
direction of the relation between the two variables.

The result of estimates by Ajayi shows that better
result is obtained when the model allow for the existence
of lag structures. For instance, the model provides that
when instantaneous adjustment is allowed, the money
variable is statistically significant at one (1) percent
level, and less than 40 percent ¢f the variation in prices
is explained by the variable in the regras:aicn.*2 On the
other hand, the statistical significance of money supply
lagged two period (M) proved to be greater than for any
other lagged variable in the regression. The money lagged
nine period sum up to give about 95 percent explanation of
the behaviour of prices and, as expected, the goodness of
fit {F*J also improved.

In the same vein, the results by Beltas and Jones
shows that both the movement of the price index and the
money supply index rises continually throughout the period
but that the money supply increases at a faster rate than
prices.”

With respect to directional causality, Ajayi and

Beltas and Jones observed a unidirectional causality
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between money and prices, with changes in money supply

receding the variation in prices. This result, therefore,

i

eem tgo support the hypothesis that the growth of the money

1]

supply causes inflation and not vice-versa, i.e. there is
no bidirectional or feedback relationship between the money
supply and inflation. With this, the result may, thus,
imply that, for a developing economy, the interacticn
between the demand for and supply of money is the prime
mover of the price level and it is also the working

-

assumption used by modern monetary "~ “growth theorists.''

If the supply of nominal money rises faster than the demand
for real balances, price inflation ensues.

In summary, the preceding review of some literature
has allowed us an insight intoc the degree of asscociation
between money and prices. Meaning there is an established
relationship between money supply and rate of inflation
which is not only theoretical but empirically proved. 1In
addition, the direction of the relationship 1is not
ambiguous but well defined, with changes in money supply
causing prices to change.

Informed by the foregoing revelation, an inference

that can be drawn from there 1s that to control or reduce

(¢}

the rate of rising prices, in addition to the need for the
state to provide investment succour to willing investors in
order toc expand production, all that the monetary

authorities have to do is to regulate the gquantity of money
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stock in the system. This advocation is credited to the
monetarists and it has been put 1intc use not only in
Nigeria but in almost all economies of the worid. The
question then is why has there not been a success, on the
part of the authorities, in the implementation of this

policy action? 1In response to this question, this study

s
rt

€ o observe that there are lapses in some of the

i1}
n

1

E

th
Tl
-

cifications which are likely products of the theocretical

L5

P

Ul

underpinnings and the problem of policy conflict an issue
that i3z inherent particularly when the objective of
develcopment 13 vigorously pursued. With regard to the
first observation, what is needed and which defines the
framework of analysis employed by this study, is to further
exipicre the monetarists argument with the hope that a more

effective result would be obtained in that direction.
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CHAPTER 3

THE THEORETICAL FRAMEWORK

3.1 INTRODUCTION:

The intensity of research into the monetary sector of
developing economies, resulting from the awareness of the
role money plays or can play in economic activities and the
availability of more reliable data, have provided the basis
for the assumption of a position of near prominence, in
policy parlance, of monetary policy as a framework for

addressing problems and fashioning out a course for

e

omic advancement of societies. Otiti (1982), defines
monetary policy as " "measures designed toc regulate and
control the volume, cost and direction of money and credit
in the ecconomy to achieve some specific macroeconomic
policy objectives, which can change from time to time
depending on the economic fortunes of a particular
country."i Inferring from this definition and crucial in
monetary policy is the question of money supply and control
of money stock. The qgusestion is said to he crucial bscause
it provides the basis for understanding the working of the

monstary policy.
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Mcnetary policy is operated through the use of scme
tools and the basic instruments commonly used includes, the
bank rate, reserve requirement, liguidity ratio, open
market operation, special deposits, stabilisation
securities and moral suasion (a detail explanation of these
is carried out in the next chapter). Although the basic
framework of analysis is the same for all economies -
developed and developing, given these instruments, the

money supply and control process 1tself 1s highly

[N
[

1ifferentiated, depending on a variety of factors such as

e
-
W

openness of the sconomy, the level of development of

ct

he finpancial system, their degree of integration and so
on. For instance, it is argued that if the economy is
insulated, monetary policy tends tc have a far more
pervasive impact on the supply and control magnitudes than

it dces in an open economy where short-term capital

mcvements are unhampered {Khatkhate gt al (1974) and Porter

= . HE SUP OF MONEY AND CONTROL CF MO
STOCK - A PORTFOLIO APPROACH:

In line with the above observation, there exists
spirited argument, whose cradle dates back to the 19250s or
earlier than that and which has much bearing on the
effectivity of monetary policy understood within the

context of this study. This argument can be classified
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into two views - the orthodox view and the Radcliffe or
banking school view.}

The orthodox approach (whose proponents includes
English economists like Robert Torrens, George W. Normans
and Samuel Jones L.) argues that monetary policy must rest
primarily on control by the authorities of the supply of
money - the supply of money generally defined here as the
amount of money in the economy. The basic chain of
reasoning underlying this view is as explained in the
preceding chapter. Money is what people spend; the more
money is available, the more will tend to be spent and the
higher the level of spending, the greater the upward
pressure on production and prices. Given this line of
reasoning, the corollary for policy is plain. If the
authorities wish to encocurage expansion, the supply of
money should be increased; while to assist in controlling
inflation, the supply should be reduced. In the latter
case which has been of greater practical importance in
recent years (see Dhakal and Kandil, 1993), the effect to
be expected are two fold: as the supply of money becomes
increasingly scarce relative to the demand for money,
people will be inclined both tc spend less freely and to
lend less freely. The former influence reduces the
pressure on demand directly while the latter indirectly

because interest rates are pushed up and the demand for

lcans tend to fall.
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However, 1t 15 imperative 1in this type of policy
prescription that we should know with some precision what
money 1is and it will suffice to say here that this 1is the
point of the arguments. Going by the explanation of the
preceding paragraph, it is fundamental to first of all
understand the components that combine to define the
variable which the policy lays claim in controlling. On
the surface this is not a difficult problem because the

ition would seem to have been provided by the familiar

w
4]
'_..l
-

textbook definition of money as " “anything which 1is
generally accepted in settlements of debts.'' Several
classes of assets may be used to give effect to demand for
goods and services in the economy or in a restricted sector
of the economy (for example, the use of credit cards or

luncheon wvoucher in restaurants, bookshops and or super

i

ct

iarke

i 5} by the economic units. Thus, 1f we a&are to
influence the behaviour of these units by varying the
supply of money, then we must know which assets ars to be
classified in the category of money.

To the orthodox {or currency) schocl, money supply is
made up of the currency which includes cocins and notes

issued by the central monetary authority (in our own case

=

the Central Bank of Nigeriaj). Though today's official
narrow definition of money supply is the sum of currency
outside the banking system and demand deposits with

commercial Dbanks, to this school, deposits stems
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exclusively from deposits of cash by bank customers; hence
distinction can be drawn between notes-issuing bank and
deposits banks which perform the intermediary role of
borrowing money from some and lending to others.
Therefore, banks deposits are governed by cash volume
avallable in the economy and an exercise of control on the
supply of notes and coins would tend to produce a
reluctance to make deposits with banks and lending by banks
would thus be prevented from expanding.

The banking school's attack (with proponents like Lord

Cq

S. Mill and later monetarists like John
Gurley and Edward Shaw, among others) on the orthodox
thought hinges on the case of substitutability between
various classes of paper assets.: If money must be a
medium of exchange, a means ¢of payment, then in addition to
coilns, notes and bank deposits, payment can be effected or
made with deposits with Non-Bank Financial Institutions
(NBFIs) in addition to the Saving and Time deposits with
commercial and merchant banks. Other instruments such as
bills and trade credit do also pcssess some appreciable
degree of liquidity and this high degree of
substitutability between various types of liquid assets 1is
liable to create embarrassment for monetary policy. For
example, if the authorities try to bring down a reduction
in money supply, 1t would seem comparatively easy for

financial intermediaries toc offer rather higher rates of
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interest (on the assumption that there exists a high
interest elasticity of deposits) to attract previously idle
bank deposit which they can re-lend to the deficit spending
units. Similarly, firms can exzpand trade credit among
themselves to permit a hitch-free transaction just as
transactions using credit cards, luncheon vouchers and

other bills can be effected so long as there is that public

1
4

on on the 1liguidity of these instruments.

b
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1 it is a case of near-impossibility for the desire

o
-
ct
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er
to transform these instruments intc notes and coins to
collectively happen at once.

On the basis of this logic, we can, in this study,
argue that it 1is the general liquidity of the economy
rather than the supply of money officially defined, which
is the prime financial influence on the level of spending.

Cramp (1962) put it thus:

""To the extent to which highly
liquid assets are available at
attractive rates ¢f return,
pecple may be induced to take
them up and sc tc lend their own
money balances for the finance

of expenditure by others; further
the more such assets a transactor
{firm or individual) holds, the
mcre willing he may be to extend
his own spending, confident that
he has a source from which his
money balances could be

replenished in case of need.''!

The preceding analysis is but a portfolio thesory of

money supply. Meaning, the general liguidity or total
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money supply is the result of the interactive process of
the portfolio behavicur of the non bank public sector, the
commerclal banks and the c¢entral bank. Ajayli (1978)
observes that:

"“The importance of the portfoclio
approach is that it allows us to
get out of the money supply
exogeneity concept and the money
multiplier approcach while at

the same time allowing us to see

the inter-depengence between the
three sector.'"

In the case of Nigeria, a wider concept of money

upply which includes currency in the hands cof the public,

()]

plus demand, savings and time deposits with the commercial

oy
o]

nks is commonly used. And I think the choice of this

ition rests on the fact that most Nigerians tend to

o

i
21l

£l

use their savings account as current account. As a result,
savings account function as a means of payment. As a
matter of £fact, the banks have been Known for their
noticeable activity in the popularisation of savings
deposits - a case clearly seen in the way banks are
ramifying their network of activities. Purthermore, the
choice confronting an individual asset holder in most cases
i3 not between currency and demand deposits, or as much as
between currency and savings or time deposits.g Savings
deposits are themselves a means of payment while time
deposits are easily converted into a means of payment,

hence a conclusion by Laumas {1969) that:
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**What is regarded as near-money
in the traditicnal framework could
be very near-money lndeed in a \
different institutional milieu.''

Alcngside this argument, Ojo (1978) specified and
tested the substifutability relaticon between money
{narrowly defined) and savings deposits, money and time
deposits, and meney and time plus savings deposits for the

pericd 1961 - 1977.1% The result obtained are shown below:

log M/SD = 1.79 + 44.73 log 1 R“ = £.48
1 + is
{13.9) DW = 0.6%22
log M/TD = 1.26 + 2.4 log _ _ i R™* = 0.100
(.0 T oW = o.4682
log M/8T = 2.5 + 60.7 log — 1 - R = 0.024
{27.3) B DW = 0.6035
where,
M = Money supply narrowly defined (M)
Sh = $Savings deposits
0 = Time deposits
it, is = Rate of intersst on time and savings
deposits respectively.
ist = Average interest rate of saving and time
deposits.
The result shows that the elasticities of

substitutions for money-savings deposits, money-time

deposits, and money-saving plus time depcsits are 44.73,
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2.4 and 60.7 respectively. This implies that there 1is a

o
|
€]
=
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egree of substitutability between money and saving
deposits and between money and savings plus time deposits.
Once again, the implication of this result provides that
there is the need to properly comprehend or take cognisance
of the various components of money stock necessary tc allow
policy actions to yield required result.

With regard to control, the central bank's capability
of altering the composition of its portfolio depends on the

villingness of the other two sectors - the banking and the

+

non-bank public sectors, to absorb part or all of the
released assets into their portfolios. For instance,
commercial banks respond to their economic environment by
locating their portfolic of assets between extremely
liguid and illiquid assets. The non-bank public, on the
cther hand, makes a decision on the allccation of its
financial assets between currency holdings, deposits
holdings at the commercial bank and treasury bill holding,
based on the market opportunities which it faces.
Therefore, the potency of the central bank's power to
affect the money supply depends very much on the extent to,
and the mechanism by which the banks as well as the non-
bank public absorb changes in securities into their
portfolios.

Closely in line with the above, Ajayi (1978) specified

three different definitions of money (My = currency and
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demand deposits, M, = sum of M, and time deposits and M; =

um of M- and savings deposits), and tested their relative

-
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lity. The wunderlying hypothesis was that the
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elative stability of each of the definitions implies that

rq
ot

the components entering or captured by the definition are
controllable by the monetary authorities. A summary of
his instability index, for the period 1960 - 1977, shows
that M, = 24.4, M; = 29.6 and M; = 29.6. This means M, has
the lowest instability index but significant instability of
M- and M. The results thus explained why policies
anchored on M, definition have tended to be erromeous. In

the words of Ajayi:

““While the index cf instability
derived in the paper shows that
the My concept is more stable
than those of other monetary
aggregates, this finding does
not make M, a more acceptable
definition of money than other
aggregates. But rather that if
the appropriate definition is
not M;, attempts to control the
relevant aggregate involves
taking appropriate cognisance of
this wvariability and taking a
more appropriate and efficient
measures at attempting to
forecast the variables that are
involved in the different
component.''*

With regard to the activities of non-bank financial
institutions and given the circumstances of our economic

and social under-development, other monetary policy, in

addition to instruments imn use, such as setting up of

4
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credit ceiling for banks and sectoral distribution of such

credits - which are restrictions on bank aggregate loans

and advances, have mostly been applied to banks with less
. . . , . N L ts
attention given to the non-bank financial institutions.*

-

The is5ue here then becomes a questicn of how does the non-
application c©f these instruments on non-bank <{inancial
institutions impair the effectiveness of the instruments in
achieving the control objective?

Near moneys or guasi-monies - such as share account,

cash value of life insurance policy in additicon to savings

s]3

nd time desposits, which form part of +the security
structure of the non-bank financial institutions are asssis
that closely approach the liquidity of money. Their
menetary effect is that financial claims in the form of

near-monies affect the monetary process just &3 money

[is
ot

self does. Mew issues can be made an accepted as
premisscry notes. They can affect the veloeity or rate of
turn-cver at which money is spent. This velocity effect,
in turn, can change aggregate economic performance by their
on prices in addition tc other macre aggregates.

Therefore, by controlling banks and leaving non-banks

financial intermediaries with their near monies will not
facilitate the achievement of the policy objective {Akatu,
1987)

In addition, it has been argued that tight monetary

policy could be frustrated by borrowers increasing their
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expenditure by Dborrowing from non-bank financial
institutions and in an attempt tc compete with commercial
banks, non-bank financial institutions do make their
deposit terms more attractive so as to attract funds which
they can lend out at no restriction, thereby increasing
their liabilities and assets (0joc. 1%87). The implication
f this is that controlling the activities of commercial
banks alone, in an attempt to achieve projected objectives,
would be sabotaged by the unchecked cperaticns of the non-
ank financial instituticns (Tobin and Brainnard, 1963).

To further expound on the control argument, we can
adopt Park's control analysis in his paper, ~"The Role of
Money in Stabilisation Policies'' (1973), using Ajayi's

definitional specifications15 with the focllowing relation:

H = B sasians o oa GG § SRS & peaEaaa § B e el 36
where,
M = The stock of money (”E or M:)

m The money multiplier

A

n

The monetary base.
It will be crucial to say here that our definition of

the monetary base will be different from the one

of currency in the hands of the non-bank public and the
reserves of the banking system. To us, assets which serves
as primary reserves must count in our definition of the

monetary base. In Nigeria, since treasury bills held by
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Lo ]

banks are counted as reserves, the base may be defined as
consisting of currency in the hands of the non-bank public,

toctal bank reserves (vault cash and balances with the

m +- ! ] AT =~ ~ k] - = « 11 ' Lo - +
Central Bank of wigEerid, diiG CrecsSury bills in the hands of

The behaviocural relation in equation (36) points that
money stock (M; of M) at any gilven period is a function of

he monetary base defined by the money multiplier. This

rr

relaticn can be derived by using the feollowing definitional

M o= Dy +Co..... e B -
M: = M1+DE OIDE+Di+C................;.....{38)
A = R+ Gttt it iiretasranasronsesnoessl39}
R = R(Dy+Dyeeennnon... e (40)
C = A it e . (41)
D, = Dyevrin . e I £ ¥
where,

R = Total Reserves cof the banking system

£ = Currency heid by the non-bank public

0. = Demand Deposzits

D, = Time Deposits

b
A = /D, = Currency - Demand deposits ratio or the

marginal currency ratio. This ratic is not
constant in view of changes in opportunity cost
reflecting from changes in interest rates paid

on demand and Time depcszit and or savings
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deposits. It also depends on income and
relative income effects.

R = R/D = Deposit multiplier with D = D, + D,
5 = D,/D,

When we substitute equations (41) and (40) into (39), we

Time-Demand Deposit ratio.

can obtain our high powered money as
A = R (D +D) + ADE ......................... (43)
And substituting eguation (42) into (43) would give

A =R (B4 ®0) & ABycoovvesssovawassrbssed (44)

Eguation (44) when factored may be rewritten as
A= IROA+0)+ IDasiercosrnesinsosivoncos (45)

which 1s the same as

™ —
W=

R(1 +é’] + A
Eguation (46) specifies demand deposits relation with the
monetary base, and using equaticn (46), we can define both
currency and time desposits in terms of the monetary base by
substituting that into —eguations (41) and (42)

respectively. That is,

¢ = A A
R+ 6) + A

And

D = 5 ?x ...................... (48)
’ K(1 +§) + A

1f we substitute equations (46) and (47) into eguation

i
i

W

-
H

), we would have our narrow money supply function as

L
‘-—-\
&
>/
o
’.;
uw
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In similar vein, by substituting equations (48) and (49)

into eguation (38) gives cur broad money supply functicn as

M. = _l+>\+ { Rivsonivss e Sk § § e R il )
K(1+§ ) +A

Given eguation (49) and (50), what is of concern to us is;

i) Which of the variables entering these functions,
in terms of the parameters that defines the
money multiplier, can be controlled by the
monetary authorities, and

{11) Whether the functions explaining these relatiocns

are stable and predictable.

+
r

ratio (i1.e. the currency - demand deposit
as earlier observed, is determined by the public's
preference for currency versus demand deposits which 1in
turn depends on the interest rates, income, the degree cof
monetisation, the growth of the banking system and income
distribution.’’ The *° 6r "' ratio depends, among other
things, on the interest rates paid on time deposits, while
the ‘*HJ' ratio depends very much on the reserve

requirement for demand deposits with commercial banks. A

1

clear indication of these, therefore, is that it will be

€

theoretically unfounded to assume that the central bank can
easily change the money supply through variation in the
monetary base because the ratios describing the multiplier
are in themselves not constant

Added to this, with these determinants of the

respective ratios and bearing in mind that the sources of
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the monetary base in Nigeria are central bank credits to
the government (CBCG), central bank credits to the
commercial banks (CBCCB), and central bank holdings of
forsign assets (NFACB) - the sum of which 18 used up as
reserves by the banks (R) and currency outside the banks
{C), central bank credits to the government are dominated
by the budgetary operations of the government on which the
monetary authorities have little influence (Ogwuma, 1993).%
The second source of the monetary base, being credit to the
commercial banks, has been the major area in which monetary
control has been exercised, Changes in reserve
requirements, the use of stabilisation securities and
recently to some extent the use ¢f open market operations
have been effectively employed. The central bank's net
foreign assets holdings 1is primarily determined by the
rts, exports, and capital movements. In
an open economy like that of Nigeria, thes monetary
authorities appeared to have little control over this
source. Given these, therefore, we cannot view the

monetary base as being controllable by the central bank.

As a result of the peculiar definiticn and composition of

r~t

he base, the major effect cf the central bank acticns is

n the composition of the base rather than its total

(%]

volume. For instance, influencing the base will only
amount to touching on the controllable component which is

credit to commercial banks.
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With regard to the stability and predictability of the
functions, these appear less ascertained. For example,
considering the inherent feature of the external sector of
a country that rely heavily orn the export of few raw
agricultural products and, given her oil resources,
depending on the export of crude oil, while totally relying
on the imports of capital and evern housshold items, such an
sconomy 1is highly susceptible to externally generated
swings in her balance of payments (B.O.P) and hence the net
foreign assets. Similarly, for @ nation that has some of
her citizens owning an appreciable chunk of foreign assets
outside the economy, the «case of stability and
predictability of these variables or functions becomes

lmost impossible. A clear case in Nigeria is when

41}

civilians are about tc be ushered into power, a good
proportion of these foreign assetsz are ligquidated, thereby
increasing the liguidity level of the economy. Thus, with
the exception of ““R'' ratio (Central Bank credit to
commercial banks), and possibly central bank credit to the
government where there is financial discipline, the other
variables are endogenously determined by income or ocutput,

wealth, interest rate and level of development c<f the

)
3

r
-~

financlial systems - in terms of financial deepening 1in
particular, among others. The case of private ownership of
assets or rasources is an issue worth considering. In a

nutshell, where some of the components of the monetary base
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L]

alls outside the proper contrcl orbit of the central bank,

t is difficult to forecast the money multiplier and,

e

hence, the effectiveness of monetary policy to controcl
monsy supply. Alternatively, what is important is for the

monetary authorities to have or properly understudy the

portfclic mix of the non-bank public, the banks and the
non-bank financial institutions.
3.3 E PL TI o 8 S

ON MOREY SUPPLY:

It would alsc be imperative tC say here that the money
supply precess 1in developing countries has been highly
propelled by the fiscal operations of the government. In
Nigeria, for example, given the prevalence of the
government or public sector in eccnomic activities, the
entire operations have always been designed within a

planned framework - the budget. ¢£tate budgets have come to

oy
(1]

the major guide to the activities of not only the public
sector, but the private sector as well. Within this kind
of setting and bearing in mind the fact that the policy
thrust has remained the need for a socic-economic and
political advancement of the society, pursuance of this
thrust has come to be the responsibility of the stats.
This therefore, provides a clear reason for the high rate

of public expenditure. The fiscal operation has always
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resulted in deficit - a case of excess of public
expenditure over public revenus.

Government or public expenditure (G.) is the total of
capital and recurrent expenditure of the government in a
particular fiscal year. Total expenditure can be said to
be determined by output or income in the economy, external
assistance in the form of aids and grants and borrowing
from overseas. However, we shall posit here that all other
variables outside income that determine expenditure are
proporticonally less significant compared to income. With
this, government expenditure can linearly be specified as

l1og G =04, + & ¥ tovcovieecvvnnssssnnnns (51)
In the same vein, total revenue to the government can be
said to ke a function of ocutput or 1income generated or
earned by all the economic units in the system. That is,

Mlog R = B+ B %...... T T T T AnPO, (. - |
From eguation {51) and (52), the deficit can, therefore, be
explained by the difference between government expenditure

and total revenue, meaning,

G = N 209 (B~ Wduwsssvsuvnvs susapss yeqornsnhil)
where,
Tl = Deficit coefficient and 11 > O
GD. = Government Deficit in the current period.

5

However, actual expenditure (revenue) adjust to the
difference between desired expenditure (revenue) and actual

expenditure (revenue)} in the previous period.
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T 109G = (6 ~Gydeveveeunenn. N— (54)
TR T U R R ———— (55)
where,
and are coefficients of adjustment, with
0 << 1
0 <A< 1

-t

With sguations (54) and (5%) and under a balanced budget,

—

) log G.

) log R.. However, in developing countries,
even when government expenditure equal total revenue, the
i . 19 .
coefficients of adjustment may be such that e A -
view <¢f their peculiar economic circumstances and

programmes of action such as the political or transition

the case may be in Nigeria). In this case, we would expect
an expansion in money supply especially where the deficit
i3 financed by ways and means process as it were between

1986 and 1993.

3.4 MODEL SPECIFICATICN:

Informed by the preceding framework of analysis, what
we 3eek to do here is to investigate the long-run
relationship between inflation rate and determinants of the
general price level with adequate attention on the monetary
actor(s).

Tc identify the determinants of the inflation rate, in

line with the monetarists explanation, we start with the
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equilibrium condition in the money market, where,

This means the supply of real money balances (M*/P) equals
the demand for these balances (M'/P). The log of the money
supply 1s simply assumed to be determined by the central
bank and can be denoted here by M:. Accordingly, the log
of the price level "'P'' can be expressed as follows:

log Py = log My - 109 M/Ppccvnrensnienonnes (57)

When we take the first difference of equation (57), we have

Alog Py = AlogM - BlogMW/P....vvvnnn... (58)
Which means the rate of growth ¢©f prices (i.e. the rate of
inflation), equals the rate of growth of the money supply
less the rate of growth of the demand for real balances,
What this implies is that the supply of money is not meant
to be inflationary, but where the rate at which it is
supplied exceeds the rate at wnich the system 1s prepared
to absorb the real balances, prices increase to equate the
value of goods and services with nominal incomes.

In addition and from the monetarists assertion which
says 1nflation 1s a pure moneétary phenomenon, the phrase
““monetary phenomenon'' refers not only to movements in the
quantity of money ( & log M), but also to factors that
influence the public's willingness to hold money ( & log
!@/P). Accordingly, determinants of the inflation rate can
be expressed by rewriting the demand for real money

balances as follows:



Alog P. = A log M- Alog (Y, P%, r)...... (59)

¥ = Real income

P° = Expected rate of inflation

r = Nominal interest rate.
The functional relation in egquation (59) provides that the
change 1in the demand for real money balances 1s some
function of the rate of growth of real income { A log Y),
the change in the public expectation of the inflation rate
{ A log P*), and the change in the nominal interest rates
{ Alog r). A rise in income is expected to increase the
demand for money or people desire to hold part of their

-

558t

o1

in money Lalances. This reduces transactions or

(4]

(%8
=N

liguidity thereby decreasing the price level. On the cther
hand, demand for money relates negatively to the increase
in rates of inflation expectaticon and interest. The
expected rate of inflation messures the yield foregone on
real assets and the nominal rate of interest measures the
yield foregone of financial assets. Both variables
represent the opportunity cost of holding money balances.
A rise in the opportunity cost stemming from these
has a negative impact on the public's preference
to hold money balances and in turn, a positive impact on
the price level.

In less devsloped countries where the level of

financial development 1s low (i.e. 1in terms of the
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portfolio structure of the public), the interest rate as a
cost of holding money balances has proved to be less

gffective in determining the demand for money.* In its

ation has proved to be more

h
b

stead, the expected rate of in
significant (Park, 1273, p. 387). Thus, we can restate
aguation (59) to give us an inflation equation of the form:

Alog By, = Aleg (B, %, 7, Bl.....00nersness . {60)
Where E represents the error term whils P,, M, Y and P! are
as previocusly defined.

The relation depicted by equation (60) is not very

The ""M'' has both the narrow and broad definition M;, M;
and M;. The broader definition M,;, which is the sum of M,
and savings deposits, does nst imply that assets like
commercial bills and trade credits are irrelevant in

defining liguidity, but when it comes toc the most common

L

1iquid assets that defines money supply in Nigeria, My, M
and M. satisfies. By taking these components of money
supply into account, eguation (60) can be restated as:

A log P, = Alog (M, ¥, P, D, D;, B)......(61)

where,

e
[

Time deposits
Dy = S8avings depcsits, and

Q; = D; + D; = Quasi-Money.



The essential 1idea here 1is that notwithstanding the
adoption of mcstly'bg and K, (which is 1in this case the sum
of M. and Quasi-money), in the specification of models of
inflaticon, monetary policies, expected to be informed by
the empirical results of these studies, seems tc have paid
less, if any, attention to the significance of the guasi-
cney component in the determination of money supply and

price level by implication.

3

¢ account for the implication of fiscal deficit on
price level, eguation {(61) would have to be restated also
o capture the deficit wvariable. Similarly, the
tionship between the dependent variable and the
eéxXplanatory variable is such that current behaviocur cf the
ependent variable may not necessarily be a product of
rrent changes in the explanatory variakble, but or rather
a response to previocus behavicur of the 1independent
variable. The lags will be distributed because the
luence of the explanatory variable is distributed over
a number of past values of the explanatory variable.x In
meonetary sphere, the effect of s monetary disturbance on
other variables 1is not instantaneous particularly when
taking into account the various points invclved 1in the

24

tranamission channel.*

Lt

urthermore, in view of our structural peculiarity and
openness, in terms of international economic relaticns, a

e gy e vy g ] = ¢ = : 3 e s b AT v hao 1
structural varilablie which somehow has monetary bearilng and
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developments assocliated with it 15 the exchange rate. 1In
terms ©f the openness of the economy, the international
transmission of inflation is expected to be accounted for
by changes in the index of import prices. It is widely
believed 1n developing countries that another major source
f inflation for them has beern the behaviour of imported
prices.* Since many developing countries are highly
dependent on imported raw mater.als and intermediate goods,
a rise in import prices increases the cost of the ocutpu
produced in these countries which in turn propel 1ncrease
in domestic price level.

From the foregoing, the general model of inflation

structured in this study 1is 1in the form

A log P. = Alog ( M._L, > I-“ GD, QM, EXR, IMP, DC)

(+) (- {+} (+) {+) (#) (+} (+)

where,

P. = Inflation rate at current periocd

H}L = Money sSupply narrowly defined with 1 = time

factor

Y. = Real GDP

i = Expected rate of inflation

GD = Government deficit

oM = Quasi-Money

EXR = Exchange rate

[
be 4
)
i

Import Price Index

DC = Domestic Credit to the economy.
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In order to avoid or reduce the incidence of
multicollinearity, given that from the general
specification above there are certain variables in the
mocdel whose determinants happen to be explanatory variables
also 1n the egquation, we have to structure alternative
sguations Ifrom the general egquation where these variables
will be made to appear separately as substitutes. The

cllowing are the alternative equations to be estimated:

log P, = b, + by log M.y, - by log Y. + b; log P! + a, log QM

g

¥ bf 10 BXR + D 100G IMP. .t v i v it iennennnnnnonnas (ii)

W

log P. = ¢, + ¢, log Mbi - C log pf s ¢; log GD - ¢, log Y:

+ Cs 16g QM + €5 10G IMP.....vvvvnnnrsnnnanonnnsns (1i1)

log P, = d, + d; log DC + &; log M., + d; log QM + d; log P
+ds  log BXR + d; 109 IMP....covvvernrosnnnsvennnes (iv)

log P, = e, + & log M, + e log M,y + ey log pf - gy log Y, +

e: log EXR + € 10g IMP........cvcviivnnnninnens (v)
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log P, = h, + hy log M. - h: log DC., - h, log ¥, + h, log QM

-:-hflagEXRc-ao-ncoto.oool||;ao-n..|no|.-|llb;n----o-(vijj]

A look at the specifications vis-a-vis the reviewed
equations in chapter two revea.s some departures. In the
tiocns arrived at in this work, Quasi-Money (a sum
of time and savings deposits) enters as an independent
le from the usual money supply variable used in the
sviewed eguaticns. The aim 13 to be able to understand
the significance of savings and time deposits as components
f total mcney supply and the significance of their effect
on inflation. In addition, the quasi-money is also used
€re as a surrogating variable for the forelgn rasources
that are usually brought in [(for political reascons for
instance as earlier mentioned in the problem statement) by
individuals, as they are normelly lodged in the banks in
form ¢f time deposits of 90 days or (6) siz months or in
some Cases one vear maturity. It can also be recalled that
until 1992, stipulations on reserve requirements were made
n respect of demand deposits. Meaning rescurces emanating
from time deposits were not considered to be of any serious

significance in influencing some eccnomic magnitudes.
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well, things have now changed as the regquirement 15 now
specified as a percentage of total deposits.

Again, except for the worx by Ojemeruaye (1988) among
the studies reviewed, no major Or serious attention has
been given to the exchange rate variable. In view of the
developments in the foreign exchange market since 1988 and
their implication on imports, production and distribution,
this study deems the variable worthy of consideration.

The deficit variable, though included in some cf the
models reviewed 1s also included in our specifications,
however, with emphasis on the financial indiscipline which
iz the characteristic source of the deficit and arrived at
through excess credit to the government.

Given the foregocings therefore, the parameters to be
estimated will give us values of elasticities of the
dependent variable with respect to each explanatory
variable. The data used for the regression runs as shown
ble 2. They are percentage changes in the annual
figures for each variable obtained for the period 1970 to
1993. The rate of growth of the real GDP was obtained by
deflating the rate of growth of the nominal GDP by the rate
of Inflation. The import price index was obtained by
dividing the rate of growth of the value of imports by the
rate of growth of the volume of imports. As for the
exchange rate and government deficit, the data used are

actual values. Finally, while increases in money supply,
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inflation expectation, government deficit, exchange rate of
the Naira, index of import prices and domestic credit to
the economy are expected to .ntensify the inflationary

ressure, increase in real output would reduce the rate of
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CHAPTER 4

MONETARY POLICY IN NIGERIA - A TREND

ANALYSIS

4.1 INTRODUCTICN:

of economic management in Nigeria 1in recent years has

nas been underscored by the recognition that the need for
economic adjustment is necessitated in part by the outcome

of poor monetary policy management over the last post-civil

Monetary pclicy has a central role in macroeconomic
management primarily because of the close relationship

between the monetary aggregates and economic activity.

3
o g
b
ul
4

18 true irrespective of whether one is considering the

monetarists or the Keynesian framework. The monetary

[

but its application usually appear to be more of an art.
This is because other factors, other than the logic of the
theoretical framework, usually come intc play.- The key

.

determinant of the type of monetary management employed is
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the economic environment such that even when it may be
desirable to 1ntroduce scome monetary instruments, the

nment for theilr effective use may not be sultable.

envir

Q

The Nigerian monetary system 1s operated by the
monetary authorities and the banks (i.e. the commercial and
the merchant banks). The monetary authorities design and
implement monetary policy and consist of the presidency,
the Central Bank of Nigeria and the Pederal Ministry of
Finance. Of these, the CBN 1is the agency which 1s
primarily responsible for designing of monetary policy
proposals for presidential approval and ensuring the
implementation of the monetary policy measures accepted by

the Federal Government.

Since 1970 to date, the policy design has been
fluctuating between mcnetary ease and squeeze in line with
perceived economic condition and demands. However,

although monetary circulars have always been issued by the

(2
1

tral Bank containing monetary policy prescriptions, not

-
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recently has much attention been accorded monetary

-
-
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[ |

ternative regulatory instruments.
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This 15 because the behavicur of most economic variables
have had, either directly or indirectly, an inducing effact

of the monetary action taken.
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4.2 MONETARY POLICY OBJECTIVES S:
The objectives of monetary poclicy have over the years
remain broadly the same irrespective of the package of

instruments 1n use. These objectives includes among

- The maintenance of reasonable price stability;
-- The promotion of an accelerated rate of economic
growth;

e of payment
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The maintenance of a
equilibrium.

The gffectiveness of the monetary policy in achieving

one or more of the above stated objectives hinges, to a

extent, on the modes of operation of the monetary
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Generally, tools available for monetary policy
administration includes: Open Market Operations (OMO), the
rediscount rate mechanism, variable liquidity ratio;
variable «cash ratic; special deposits; stabilisation

securities; selective credit contreol and moral suasion.

=

pen Market Operation: This is done by the Central Bank
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T

the aim of regulating the availability of credit and

3

consequently influence commercial banks credit. OMC
invelves the discretionary sale or purchase of government
securities in the money market by the Central Bank. The

sales are carried out tc reduce the liguidity or cash
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holdings of banks and the public, while the purchases are
meant to increase the liquidity or cash holdings of both
the banks and the nocn-bank public. It is undertaken to
ffect all or any of the following: stability of the
general price level, rate of interest and to strengthen the
effect of changes in discount rate. Thus, OMC works where
there is the existence of a well developed financial system
and in an integratad and interest sensitive financial
markets, and where government securities held by banks,
te corporations and individuals are large.: The
Central Bank of Nigeria formally commenced open market
operations on 30th June, 1993 with a modest offer of

securities worth N250 million.

The Rediscounting Rate Mechanism: By this mechanism, the

ral Bank, being a lender ¢of last resort, stand ready to
honour demand for financial accommodation from the
commercial banks o¢on the former's term. However, 1in

rendering such services, ths Central Bank takes into

account the general economic condition. A situation that
demand a rise in the rate of rediscounting cf commercial
bills (i.e. a rise in the bank rate), will call for an

increase in the cost of capital. If banks remain ' loaned

=~

to hilt'', market rate of interest is automatically revised
upward and consumption and investment borrowing falls.

] = - e - ] wr g AT e e - - - -
Where commercial banks have excess ligquidity, the size of
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& bill market is narrow and/cr investment 1is interest

insensitive, conditions like this renders the bank rate

The Reserve Reguirements: This include variable ligquidity

ratio and cash ratio. The use of these tools have gained
much attention partly because, in Nigeria, banks enjoy
excess liquidity which renders both the OMO and
redigcounting rate instruments ineffective, and partly
because of the easeness associated with the use of these
tools. Unlike the OMC, the change in any of these

instruments is an important instrument of counter cyclical

By the device of the variable ligquidity ratio, the
Central Bank is empowered to rsise or lower, as reguired,
the specified minimum amount of liguid assets expressed as
a ratic of total deposit liabilities, which the commercial
banks are to maintain. The Central Bank is alsc empowered
to "““vary both the compositiocn of any specified ligquid
assets and the proportion of the different categories of
assets that may from time toc time be held by a bank, ' '}
ial design of the liguid assets requirement was to
ensure that the banks' ability to meet the demand from
their customers remain unimpaired and, therefore,

strengthen confidence in the banking system.



By the device of the variable cash ratio, the central
bank is empowered to order commercial banks to maintain a
given ratic of cash reserves to specified classes of

deposit liabilities. The use of this is to limit credit

are always in a
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position to meet their customers' demand for cash. The

esigned as a discriminatory control tool for
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which purpose the commercial banks are classified into
groups with the higher ratio going to the largest banks and

the smaller banks with the smallest ratio.

Special Deposits and Stabilisation Securities: These are
suprlementary reserve regquirements. The central bank's

power also call for special deposits by banks depending on
the economic situation. The raticnale for such calls is
similar to that of reserve ratio. In the same vein, the
central bank do sometimes 1ssue special securities,
compelling commercial and merchant banks to buy. These are
called stabilisation securities whose 1issue 1is also

informed by the prevalling econcmic circumstances and the

]

zim is to keep in grip of the monetary authorities the

behaviour of the monetary variables.

Direct Control: This includes credit ceiling and selective
control. They are principal means of directly influencing

banks credit operation in an economy. A variant to thes
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instruments is the power to prescribe minimum ratios of
lcans and advances which the commercial and merchant banks
should grant to indigenous persons. Similarly, the central
bank is empowered to fix ceilings on the volume as well as

the rate of increase in bank credit which banks must

w

maintain from time to time. C.osely associated with this
iz the power of selective control of credit which the
central bank can exercise by prescribing a sectoral

distribution of credit which the banks should adhere to

within a specified period of time. Over the years, these
instruments have been found to be of greater relevance in
the pursuit of goals of monetary policy in Nigeria.

Moral Suasion: This tool involves the use of persuasion to

lusnce the lending operaticn of the banks in a direction
desired by the monetary authorities. It is an age long

JETRP S p P ——— 9 Manpn+rs=1 Daml P [r—
instrument. The Governor of the Central Bank mere.y uses

on <credit expansion especially under an inflationary
situation. Although there is the perception that the use
of moral suasion is only a transcisnt device to influence
business decision except when more fundamental policy
5 are taken, one might tend tc agree that despite the
absence of legal compulsion, banks tend to comply for fear

that the central bank may exrercise its statutcry power to

Hh

orce them to behave accordingly.
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Informed by the preceding elaboration of monetary
e categorised into direct and indirect. The direct
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instruments Ci monetary Conirci are the special deposits,

ul
ct
o
or
-
=
4

sation securities, c¢redit ceiling and selective
credit control. The indirect instruments, on the other
hand, are open market operations and variable redisccunting
te mechanism. The emphasis on direct 1instruments can
glaringly be seen in the review of the monetary policy

trend that follows.

4.3 TREND ANALYSIS:

In the wake of the civil war, policy makers were
confronted with a paradoxical situation: the success of
mobilising resources to finance war led to the problems of
mounting inflationary pressures, a detericrating balance of
payment position, a rapid rate of deficit fimancing etc.
With these, the policy needed to be directed towards, among
other things, reducing inflationary pressures, restoring
normal economic conditions, relleving the pressure on the
external payment position, increasing government revenue
and reducing government's reliance on the banking 5ystem.5

In tackling these problems, the government relied on
iscal policy with monetary policy playing a supplementary

role. With regard to the credit policy, though the central

jhwmt:
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bank had very wide powers to control expanded liquid assets
o B e b | 3 Fm - h o~ T 1 j R p— Y5 nd -1-nost
oI commercial banks, the c¢entrai Dank Teilie ail

entirely on prescribing credit guidelines for commercial
banks. under the guidelines, the aggregate credit
outstanding at the end of 1970 was not to exceed 20%.
Increases in credit to the industrial sector, general

ervices were limited to 45,10 and 50 percent
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respectively. No increase was allowed for credit to other
tegories of borrowers, whose expenditures were believed

finance non-productive activities. Furthermcre, on 30
April, 1970, the central bank directed each commercial bank

to grant, on the average, a minimum of 35 percent of its

=

lcan, advances and discounts to indigenous bOIrrowers.
By the end of the year, while government succeseded 1in

raising its revenue, the overall deficit increased from
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N73.1 million in 1969 to N232.8 millior in 1970. The
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g of government deficit through the banking system
caused a substantial rise in money supply. The monthly
average level of money supply in 1970 was 48.4 percent more

than in 19%6%.° The liquidity ratioc averaged 96.2 percent

in 1970 compared with 92.6 percent in 19€9. The excess

the rising level of domestic prices. On the average prices
in 1970 rose 13.8 percent compared with 1969 {see Table I).
On credit guidelines, commercial banks complied with

he central bank directives such that lcans and advances
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increased by 19 percent, one percent 1less than that
permitted in the guidelines {See C.B.N - Annual Report and
tement of Account, 1970 page 42 Table 22). In case of
certain subsectors, credit increases were less than the
rates allowed under the guidelines.

The 1970 monetary policy cbjectives were carried over
into 1971. At the end of 1971, money supply fell by about
5.4 percent and the factcr that slowed down the ratse of
money supply was the drastic fall in bank credit to the

overnment. The composite consumer price index which had

Wi

increased by more than 4 percent in 1970 rose in 1971 to
16.1 percent.
The objectives of 1972 monetary policy remained

unaltered from those of the preceding year. They were to

contain inflaticonary pressure and to ensure that the bulk
of the banks funds went to the productive sectors of the
SCOnoHmY. While the central bank in the preceding years

relied on the prescription of ceilings on aggregate credit

gxpansion by the commercial banks, and on giving
directives regarding the sectoral allocation o©f credit,
this method of credit control was modified inm 1972.
Ceilings on aggregate credit were not prescribed for
1972/73. However, guildelines were specified £for the
distribution of commercial banks credit to the various
sectors in the economy.3 By the end of 1972, the rate of

credit expansion was not judged to be such as necessitates
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a change in the stance of monetary policy. The policy
objective was more successful in the area of price

reductiocn. The inflation rate falls from the figure of

=J

16.1 percent in 1971 to 3.1 percent in 1972 {See Table II).
In that same year, the government revenue and expenditure
balance stood a surplus of NKS7 million.’ That is,
government fiscal operation ceased to be a major source of
monetary instability.

The major development in the Nigerian economy in 1873
and 1974 were a massive balance of payment surplus,
however, accompanied by a rapid growth in domestic
liguidity and a strengthening ¢f inflationary pressures.
In its monetary circular for 1973/74 fiscal year, the
central bank stipulates a sectoral distribution of credit

e commercial banks ware to follow. Although actual
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sectoral allocation remain the same in 1973, the 1974
guidelines grouped production and services as the more
productive sectors. Minimum allocation of 45 percent and
11 percent were allowed for production and services and
maximum allocations of 32 percent and 12 percent for

-~

general commerce and ~“others' respectively. Thus, the
8 anti-inflaticnary measure, sought to
encourage commercial banks to direct a greater and

inCreasing proportion of their lcans and advances to the

more productive sector.
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At the end of 1974, inflation turn out to be the most
sericus problem that confronted the government. Reasons

fetched for that were both internal and external. In the

waords of the then Federal Commissioner of Finance on the
1974/7%5 budget statement:

““During the (past) year,

stability of internal prices

has been seriously disturbed 466597
through imported inflation and

the interﬂational monetary

crisis. "'

Inadequate domestic production and the inability to augment
supplies sufficiently and at a reasocnably low cost through
importation, due to bottlenecks such as port congestion,
were responsible for the rising cost of living. The short
fall in domestic production, despite the high rate of
growth cf the GDP was explained by the fact that the bulk

ributable to production for

ot

increase in DGP was at
t53. The increasing trend of liguidity in the system

urther exercebated the situation (See
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is worth mentioning that the 1870 - 74 monetary
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policies were all formulated and implemented within the

framewcrk of the Second National Development Plan. Though
deviations and shortfall were experienced during the

period, as contained in the preceding elaboration, certain
basic achievements were recorded. These includes, the

sharp cut in government deficits, reduction in bank credit

\!ﬂﬂ':‘ U
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the government, increase in credit access to commercial
banks through the taking over of 40 percent share of

foreign own commercial banks, among others.

The monetary policy objectives and strategles that
followed between 1975 and 1980 were designed and
implemented within the framework and the broader objective
of the Third National Development Plan spanning the period
1975 - 80. In the monetary policy of the 1975 fiscal year,
the central bank was asked to ~"revert toc a system of
imposing ceilings on total and sectoral 1increases in
commercial banks credit to the private sector and introduce

cash reserve requirements into the banking system in

1
'

dition t¢ the prescribed 1liquidity ratioc.''* In
addition, the central bank was expected tc exercise 1its
power 1n 1issuing stabilisation securities as well as
introducing a flexible 1interest rate structure so that
loans for non-directly productive purposes will attract
higher interest. The underlying objective of these was to
control ligquidity, prices and expand producticn. However,
by the end of 1975, there was the
unprecedented port congestion, the usually high rate of
inflation {33.9% percent) engendered by the rapild sxpansion
in domestic liquidity (73.5 percent), supply deficiencies

and rising import prices. The growth in the domestic
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liquidity was reinforced by the continued monetisation by
the government of its earnings from petroleum and the

vment of the public service review commission awards

i.z. the Udoji Awards). Credit by the banking system 1o
the private sector increased by 565.4 percent. The
ligquidity and cash ratio rose irom &5.4 psrcent and 29.2

percent in 1975 respectively. The banks maintained high

-

cash levels owing to an increase in bank deposits an
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short-term money market instruments. The end result

Y
ensuring price stability, reducing liguidity in the 3ystem
nd banking credit to the government as well as ensuring
equilibrium in the budgetary operation were defeated.
Government deficit stood at N427 million by the end of
107K
- Y

The monetary policy objective for the periocd 1976 to

Q

1879 remain the same as comparsed tc the preceding years.
Whils emphasis continued to be paid on the use of credit
ceiling and selective credit control, the developments in
the financial system permits the issuing of more finmancial
securities such as treasury bills, treasury certificates

- s = . .
and development loan stock, with commercial banks and
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ings-type institutions subscribing about 90 percent of
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& Becurities issued.-* The liquidity and inflation
control strategy adopted within the period was met with

eXCesslve expansion in money supply and aggregate demand.
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Indeed during the oil boom, the keynesian public
gxpenditure-led-growth was pursued by the military

governmernt. Similarly credit tc the government expanded

Y

nd since domestic supply could not expand sufficiently to
sarvice the increase in aggregate demand, the total import

i1l1ls acceleratad. Government deficit which stood at N797

r

million in 1974 rose to as high as N2535 million by 1978.
State governments' deficits also rose from K742 million in
1974/75 to N1768 milliont in 1978.

The 198C policies were aimed at further stimulating
domestic output and employment and stabilising the price
level through increase in supply of goods and services.
Although the aggregate ceiling on the rate of expansion of
commercial and merchant banks credit remain unchanged as
compared to the preceding year, the greatest share of the
permissible volume of bank credit was earmarked for the
productive sector of the economy.

In the period, commercial and merchant banks were
required to maintain a credit expansion ceiling of 30
percent. In addition, certain categories of loans were
excluded from credit ceiling namely - loan granted for the
purchase of shares by Nigerians under the indigenisaticn
programme, loans for buying motor cars by eligible workers
both in the public and the private sectors, and loans for

agricuiture and residential building construction.’ With

regard to the liquidity sgueezs, advance deposits for
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impcrts was unfrozen and such deposits were no longer made
compulscry. The minimum cash reserve ratio for the four
(4} categories cof commercial banks (based on their deposit
liabilities) were reduced from 6.25 percent to 5.0 percent
ig banks and 2.5 percent to 2.0 percent for small
banks. The 1nterest rate pclicy saw to the adjustment of
ooth the lending and the deposit rate 1n a way necessary to
mobilise savings. Similarly, the Minimum Rediscount Rate

{MRR] was reduced from the 1979 figure toc & percent in

198¢

while the s3trategies wsre geared towards the
achisvement of policy objectives, by the end of the fiscal
yzar, the results tended to be at variants with the
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projections. The relaxation of the liguidity restric

with no ceiling. The monstary policy of 1980 sow the seed
of monetary expansion of agbout 50.1 percent. Though

extensive importation of goods was undertaken to supplement
domestic production in order to dampen domestic prices, the
mounting demand propelled by liguidity induced aggregate

demand pressure worked their way into the 1981 year.

PHASE TIT71I
The period covering this phase was historic to the
naticn. In the domestic front were the emergent factor of

demccracy 1n economic decision making, the problem of
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xcessive deficits, high rate of inflation and low level of
dcmestic production. Externally, the period coincided with
the World 011 glut which severe earnings of the country and
the mounting import bills. Based on these developments,
the 19282 monetary policy was targeted at mobilising
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In crder to address the observed economic ailments and
for the purpose of credit allocation, the
production/economic units were structured into preferred
and l1ess preiferred sectors. Aggregate credit expansion
range of 30 to 40 percent, which has been in application
since 1978/79 was retained im 1982.% As prescribed in the

ry policy circular number 16, loans and advances

allocated to preferred sector was ralsed from 56 percent to
59 percent. llocation to export sector was reduced while

indigenous borrowing was encouraged as the percentage of
total loans and advances was raised from a minimum of 70
percent to 80 percent.

On ligquidity regulation, the 1981 directive for
regulating the bank liquidity in terms of both cash and
ligquid asset holdings was maintained up tc 1982. The
external sector which was far experiencing difficulties was
to be saved by a package of prohibitions and restrictions

on 1mportation of gocds or items classified as non-
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1¢ recession which inflicted the economy from 1981
lere was a fall in industrial
output of 25.1 percent as against an 1ncrease of 6.2

982. Money supply expanded by 12.3 percent in

1983 compared with 3.1 percent in 1%82Z. The problem of
inflation worsen as the rate of price inflation rose from

percent in 1982 to 23.2 percent in 1983, 1

The beginning of the 1%84 financial year was marked

with new government whose aim 1includes arresting the
extravaganza and squandermania culture which characterised
the c¢ivilian administration. Against this background, the
monetary policy objectives in 1984 were set to clear the
back log of accumulated trade debts and achieve a
substantial improvement in the balance of payment position,
stimulate domestic production, reduce the rate of price
inflation in the economy and mobilise increased domestic
resources as well as external financial resources.- In
order to achleve the objectives, the following measures
were taken:

—— In a bid to curb excessive monetary expansion, the
authorities decided to reduce the percentage of loans
and advances by 50 perceant i.e. from 25 percent in
1983 to 12.5 percent in 1984.

- The scheme of giving loan to indigenous borrowers was

given impetus as the percentage allowed was raised

from 80 percent in 1983 to 90 percent in 1984.
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- The provision of reserve regquirement of 1983 was

retained in 1984 where 25 percent minimum ligquid

assets ratic and a range of 2 - 5 percent for cash
ratio were prescribed.

- Interest rates were raised by 1.5 to 2 percent points

in order to 1increase mobilisation of savings and

promote efficient allocation of loanable funds.**

In the external sector, stringent measurss were introduced

ome 0of which includes the reactivation of the foreign

w

xchange anti-sabotage Decrse 2f 1977. These cbkbjectives

M

and measures of 1984 almost reign up to 1985 except some
few alterations that were made. These 1includes the
reduction 1n aggregate credit disbursement by commercial
and merchant banks from 12.5 percent in 1984 to 7.0 percent
in 1985. Interest rates were also mildly adjusted o
favour the preferred sector of the economy. The 1984
reserve requirements were retained in 1985 and debts

repayments were vigorously pursusd.

PHASE IV

This phase can be said to be unique in view of the
significant development in economic-wide policy framework
adopted during the period. Towards the last guarter of
1985, there was the change in government and so policy

issues started changing. By October 1st, the then
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administration declared a state of National Economic
Emergency for 15 months. The aim of this economic
emergency as stated in the decree enabling it was the
““revamping and stimulating the economy during the period
of 15 months.'' Thus, the monetary policy and credit
measures taken in 1986 were designed to achieve, among
others, an accelerated growth rate of national output,
reduction in the high rate ¢of unemployment and mcderation
of inflationary pressures in the economy as provided in the
decree. Measures adopted includes reversing, increasing
and 1n some cases maintaining the policy measures of the
preceding administration. For example:

-- As against the reduction in 1985 from 1984 Figure,
aggregate credit disbursement Dby commercial and
merchant banks was raised from 7.0 percent to 10.0
percent;

- Loan facilities to the agricultural sector was
increased;

—= The interest rate structure and reserve requirements
of 1985 were maintained for the 1986 fiscal :.J'e;alr.'*'i
In addition to the above measures, the monetary policy

circular number 20 of 1986 was amended twice. The first

amendment effective September 20, 1986 changed the existing
ceiling of 10 percent imposed on the rate of credit
expansion to 8 percent. Interest paid on time deposits was

fixed at the floor of 8.5 percent. Subject to this flow,
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banks were given the freedom to negotiate with customers on
acceptable rate depending on the size, maturity and forces
of demand and supply of funds. It was this arrangement that
provided the background to interest rate deregulation under
the Structural Adjustment Programme (SAP).

The second amendment was in respect of complaints made
by banks to the central bank that 10 percent ceiling was
toc restrictive. 1In fact they claimed that the £ percent
ceiling would starve the key sectors of the economy.
Therefcore, in order to avoid these problems, banks were
enjoined tc accept deserving applications for loans in
respect to agricultural production, production for exports
and export financinq.Eg Worth noting here is that by the
middle of 1986, the Economic Emergency Programme developed
into a full-blown Structural Adjustment Programme.

In the years 1987 and 1988, monetary policies were
similar in nature and complexicn. They were prescriptive
and restrictive because the economy was still not
respcnding as earlier envisaged.

The 1987 measures were designed within the context of
the Structural Adjustment Programme and meant to curb
excessive demand pressures and stabilise the economy.21
Some of the measures included the raising of interest rate
and finally its total deregulation, and the operation of
the Second-tier Foreign Exchange Market (SFEM) which was

designed as an institutional framework for the



111

determination of an exchange rate that is realistic for the

T
]

-
ol )

1Tra. In what follows, what was envisaged remaln a

mirrage because Naira went on depreciating as a result of

inadegquate funding/supply to ths market, and the attendant
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hat was the ccntinuous rise in the rate of
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lation to a figure of 10.2 percent.

Subsequent monetary policy objectives of 1988 and
1982, not in any form different from those of the previous
years, were addressed towards curbing these problems. As
ontained 1n the <central bank annual reports, the

Sbijective were to be attained through the fcllowing

- Raising of the ceiling on commercial and merchant

banks' credit to the private sector from 7.4 percent
s 12.5 percent;
Cradit extension to the rural borrowers and small-

scale wholly Nigerian owned enterprises was

- Interest rate deregulation introduced in 1987
continued in 1988 and the central bank Minimum
Rediscount Rate (MRR) was reduced from 15 percent to
12.7 percent;

- A range 0of 2 - 5 percent cash ratic were to be
maintained and liquidity ratio for commercial banks

was reduced from 30 percent to 27.5 percent;
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were allowed to take egquity participation 1n
companies but the overall ownership for sach bank
should not exceed 33,2 percent of its paid-up capital
plus reserve.

However, signals from key macro-economic lndicators by
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end of the first-hal 1588 showed that the economy
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getting over-heated and measures had to be taken to
reduce aggregate demand. This calls for the amendments of
some policies as contained in the monetary policy circular
number 22 of 1988, The circular contains the amendment of
the prescribed merchant Dbanks credit ceiling as a

rcentage of their total eligible assets at 47 percent to
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=forth be on the same basis as for the commercial
banks. ©SOpecifically, for the last two gquarters of 1988,
merchant and commercial banks total loans and advances were
targeted to grow by not more than 7.1 percent over the
level attained at the end of June, 1988.%

While 1t was generally agreed that these measures were
platformed on very laudable objectives, the 1988
reflaticonary policy package saw an unsatisfactory result.
Money supply rose sharply by 43.9 percent, the highest rate
recorded in the seven years preceding 1988 (See Table I).
This was an explosive deviaticn from the target rate of 15

et for the year. Similarly, domestic credit rose
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by 26.1 percent as against the policy target of 7.1

percant. Credit tc the government rose by 30 percent as
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increase by 38.3 percent - a figure highly accounted for by

the rate of increase in food prices (See Table II).
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doption of tight monetary policy measures 1n 1989
which 1includes a reducticn in credit expansion rate, the
raising of <cash reserve requirements and statutory
liguidity ratio as well as the prohibition of banks and
non-banks financial institutions from granting Naira-
denominated loan/credit against the securities of foreign
guarantees, foreign currency deposits or any other assets
held abroad, were all aimed at reversing the 1988 trend.
Government alsoc directed all Federal and state governments'
depcsits and those of thelr agencies to be transferred to
the central bank. In the same year, a monetary instrument
called "~ “stabilisation securities'' was introduced to mop
up the excess 1iquidit?.ﬁ' Money supply was to grow by 14.6
percent compared to 1988 figure. The growth of aggregate
bank credit, credit tc the gcovernment and credit to the

rivate sector exceeded their target of 9.5, 8.3 and 10.7

e

Irc

m

nt respectively. The rate of growth in money supply

T
[47]

as at the end of the last quarter was 31.0 percent while
the rate of inflation move up by a figure of 40.1 percent,

again a figure largely accounted for by food price
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inflation of 55.4 percent because of domestic output
shortage.

The focus of the 1990 economic policies remained ths
moderation of inflation, stimulation of private sector

I i e PO OF B A EIT AR - YR
11 as resduction of pressures on the external
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tor.“ To achieve these, monetary policy stance during
the vear 1990 remained modsrately restrictive. Money
supply (M) was targeted to grow at 13.0 percent, aggregate
bank credit at 13.5 percent while credit to the government
and the private sector at 10.9 and 15.8 9percent
respectively. In allocating bank credit, priority was
sxpected to be given to agriculture and industry in keeping
with the policy of inducing mors growth in the non-oil
sector.

Cther policy measures includes

== the retention of the  minimum liquidity ratio

1

requirement for commercial and merchant banks at 30.0

5

and 22.2 percent respectively; and reserve requirement
prescribed for various categories of commercial banks
{(with respect to their total deposit liabilities) in
19897

- - the stipulation of a 5.0 percent cash ratio by
merchant banks which hitherto had been excluded from
the observance of cash reserve requirement.
the granting of approval to commercial banks to

undertake equipment leasing up to 15.0 percent of
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thelr total assets. This was limited only tc merchant
banks before 1990.

~- the requirement that commercial and merchant banks to

report on the activities of their subsidiary firms
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financial services; and

the retention of the abolition of the use of foreign

guarantes Or currency deposits as cocllateral for Naira

loan and the regquirement that all segment of the

interest rate structure be market-determined in 1990.

These policy measures are nlghly promising. However,
the cbservance of some deviaticns 1n the response cof some
ic magnitudes from the stipulated targets called for
an amendment as contained in the monetary circular number
24 of 1990. This amendment was in respect of banks excess
reserves. By August, 1990, they re-introduced the issuance
of ncn-transferable and non-negotiable stabilisation
i3 to these banks whose reserves were in excess of
the stipulated reserve requirements.

By the end of the year, though there were some
favourable response of the economy to these measures, the
growth in money supply exceeded the target by about 31.9
percent. The underlying reasons in the excessive monetary

expansion wereg the unsust cnetisation
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foreign exchange earnings of the public sector and the
: - = . L]
sharp rise in credit to the domestic economy.* As for the

latter, the figure increased 14.f percent compared with the
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13.5 percent and in contrast to the decline of

16.4 percent in 1989 (see Table III). The combined credit

by commercial and merchant banks rose by 19.7 percent
compared with the stipulated target of 12.5 percent.

Similarly, commercial banks lcans and advances to high

ty sectors fell short of the stipulated minimum by

co

percent points compared with 4.0 percent point in 1989,
, the overall economic performance in the 1990 was
to some extent successful as GDP (at 1984 factor cost) grew
by 5.4 percent, inflationary pressures, which prevailed 1in
the preceding year, subsided considerably in 1990 from a

figure of 40.9 percent in 1989 tc 7.5 percent in 19%0. On

b

the external front, the balance of payment showed a surplus
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98.2 million compared wi .

198%. From the official position of the central bank:

*“overall econocmic performance
could have been higher than
what was achieved in 1990 but
for the persistent problem of
fiscal imbalance which tended
tc induce rapid monstary
expansion and depreciation. of
the Naira exchange rate.''“

In appreciation of these developments, the 1991 policy
measures were designed to consolidate and enhance the gains
of 1990 in areas of reduction in inflation, and pressures
on the external sector as well as stimulation of domestic
roduction capacity. Towards these ends, monetary policy

continued to be moderately restrictive. Most monetary

e
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policy measures of 199C were retained except few changes in
some areas., For example, money supply was to grow by 14.6
rcent 1n 1991 compared with the target of 13.0 percent in
he target of aggregate bank credit was reduced to
10.€6 percent compared to 13.5 percent in 1990. Cash
reserve requirement was fized at 3.0 percent, while the
r and ceiling for deposits and lending rates were fixed
.0 percent respectively. Tc support this
policy thrust, the central bank reduced its minimum
rediscount rate from 18.5 percent to 15.5 percent.

With regard to the result at the end of the year, the

-

owth rate of the money supply excesded 1ts stipulated

L |

3

target. It grew by 24.0 percent, surpassing the 14.6
percent target for the year though when compared with the

1590 record, it slowdown.

Aggregate banking system credit to the economy grew at
a rate of 31.2 percent and was substantially in excess of
both the 10.6 percent target for the year and the recorded
growth of 14.6 percent in 1990. Thus, the ezpansion in
money supply was a reflection of the sharp increase 1n

banking system's credit to the economy in addition to the

the increase in the rate of inflation from 7.5 percent
in 1990 to 13.0 percent by the end of 1991, 1In general,

the policy measures operated in the 1991 performed below



expectaticn as GDP growth of 4.4 percent was far below the

n
5

o Sl o = SERAAES 2 1 =
owth rate c¢f $.3 and 5.2 percents recorded in 1989 and

With respect to 1892, though the monstary policy
*tives remained the same as those ¢f the previous
ears, one important development in the year was 1n the
pattern of policy measures adopted towards achieving the
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set goals. The general direction of monetary p
e efforts towards the creation of a conducive environment
Or a change over to the use of market-based instruments of
monetary control, though direct control of monetary and
credit aggregates contained in the interim.

The growth 1in money supply was targeted at 24.3
for 1992 compared to 14.6 percent for 1991.
Furthermore and in line with the phased implementation of
the indirect approach to monetary and credit control, the

ling on the growth of commarcial and merchant banks'

[

credit to the private sector was removed for banks that met
specified criteria ({(which includes keeping with the
operational guidelines on cash reserve requirement,

ligquidity ratioc, prudential guidelines and capital adequacy

ratio, among others).* The reserve reguirements 1in
cperation in 1991 were retained while the ceiling on bank
lending was removed - though the spread of 5.0 percent

between cost and lending rate was to be observed.
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The end of the year 1992 saw a remarkable deviation of

the monstary aggregates from their prescribed target.
Money supply {M:} grew by 24.3 percent compared toc the
rowth rate cf 24.6 percent recorded im 1991. A dominant
factor in the expansion of M, during the year was the
unprecedented 40.9 percent growth in aggregate credit to
the domestic economy with a substantial part of it going to
the government. Inflation rate grew by 44.5 percent
compared to 13.0 percent recorded in 1991. In general, the

utcome of macroeconomic

e 4= - P ] = 3
tocr that dictated the

O

policy of 1992 was the financing by the central bank of the
large £fiscal deficit of the TFederal Government. The
etary impact of this mode (1.e. ways and means process)
of financing government deficit wmust result 1in rapid
monetary  expansion, depreciate exchange rate and
conseguently higher rate of inflation. The combined
3 of these problems adversely affected the productivs
sector and 1indeed forced some economlc agents to abandon
the more productive endeavours for quicker gains in
commercial and speculative activities.*

The policy measures of 1993 were highly informed by
the develcpments in 1992. The aim was to arrest the
macroeconomic instability experienced in 1992. As in the
preceding year, the 1993 pclicy focus was the use of the
market-based instruments o©of monetary control. However,

owing to compelling circumstances, there was increased



120

reliance on the allocation of stabillisation securities in
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rom the previous
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vear. The selective lifting of credit ceiling for banks
which met performance criteria of the central bank was
ontinued, while monetary and c¢redit management shifted to
the use of Open Market Operation (OMO) to curtail monetary
growth as well as maintain stability in the interest rate
regime.”” Money supply was to grow by 20.0 percent compared

the 1992 target of 24.3 percent. And inspite of the
hift tc the use of indirect instruments of control, credit
cellings were still stipulated and aggregate bank credit
was to grow by 17.5 percent target compared to 1992 targst

of 12.2 percent. It is worth noting here that the total

o

ank credit by official definition did compose of loans and
advances, equipment leasing, and net inter-bank call money,
certificates of deposits, bankers' acceptances, commercial
papers, bills discounted and Naira promissory notes. The
regerve reguirement of 1992 were retained and the intersst
rate policy of 1992 were also carried-over into 1993.

As for the indirect instrument, OMC was finally
introduced in June 30, 1993 and was tc be complemented by
cash reserve requirement, liguidity ratioc and cash ratio,
prudential guidelines, statutory minimum paid-up capital

and scund management, among others.*

iCY

et

By the end of 1993, the results of the po

objectives and measures shows that the restrictive stance



121
of monetary policy (despite the innovation) was not

effective owing to significant increase in Federal

Government fiscal deficit - solely financed through a
recourse to the banking system. Consequently, money supply

‘M.) grew by 35.5 percent compared with 34.3 percent in
Aggregate domestic credit, a major factor in the
apld monetary expansion, rosea by 43.2 percent compared
with 40.9 percent in 1992 and against the target growth

rate of 17.5 percent, The excessive increase in credit to

the domestic econcmy was dominated by increase in credit to
. p b
thie government which rose by 120.7 percent.*

.

In general, economlc activities slowed down in 1993

L

CW1lng tO persistent macroeconomic 1nstability and the
uncertain political climats. the rate of 1inflation
accelerated to 57.2 percent compared with 44.6 and 13.0

percents recorded in 1992 and 1991 respectively - & result
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ncreased demand pressures fuslled by the persistent
domestic liguidity.

In summary, the review has allowed us an insight to
the formulation and measures of implementation of monetary
policy in Nigeria. It has also allowed us an understanding
of the nature and combination of the instruments used over
the years under study. A clean picture that has emerged in
the review is as from 1970 to 1991 attention was accorded

to the uge of direct instruments of monetary and credit
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management 1in this country, and until 1992 that policy
strategy began changing in favour of market-based approach.

The full introduction of Open Market Operation was
informed by the digsatisfaction associated with some direct
instruments such as credit ceilings. FPor instance, while

it was initially good and effective, as the banking sector

el

an the economy expanded, many 1ltems of credit were

excluded from the credit ceilings. These only serve to
erode the effectiveness of the celilings as some operators
used such avenues to hide credit transactions. As for
selective credit control, skepticism about the

effectiveness of such control increased over the years as

(=]

ity of leakages could not be ruled out,
particularly when it has been difficult to monitor the end-
use of the allocated credit. In addition, it has also been
argusd that experience of countries that have shifted to
indirect methods of monetary management suggests that
attempts to introduce market instruments have hastened the
growth of the financial markets and stability in the
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MO i3 still at its embryonic stage, an appraisal of its

Q

effectiveness will be too early for now. Alsoc from the

review, the reasons for the pers.stent rise in the general

Fh

price level have been associated with the excessive fiscal

7))
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f the government financed by the banking system

and conseguently undue monetary exXpansion. The exchange
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since 1ts deregulation in 1986, has adversely been
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onseguently high import bills.
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the monetary policy trend has shown that attention has only
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policy. In some occasions they have moved in the wrong
direction. However, in most cases, the moves are in right
direction, although often too late or sometimes too far.
In fact too late and toc much has been the general
practice. In relating monetary actions to price level, it
takes a longer time for an action to affect the price level
than for the action to affect the quantity of money, and
oth the time lag and the magnitude of effects vary with

> . 1 = 2 .
circumstances.* Circumstances such as politic
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ndant monetary implications as we
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socciety are crucial situations requiring serious
consideration during policy formulation. It is not gain

saying that 1f you have scenarics such as these, it will be
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not impossible to predict accurately just what
articular monetary action will have on the price

level, and equally important, just when it will have that
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FOOTNOTES

A good example 1is the infusion of political factor
into economic policy as the case has been since 1986.
Bulus Y. D. " “The Effict: cy of Monetary Policy in the
Mobilisation of Savings in Nigeria.'' An unpub;lahed
undergraduate th&Sln, Department of Economics, A.B.U.
zaria (1991) page 2Z2.

Edodi U. U. " "The Potentials of Monetary Policy as an
Instrument cf Economic Recovery.'' Paper presented at
a National Conference on the Pinancial System and the
Nigeria Economic Recovery (1989).

Nemedia C. E. ""Monetary Policy in Nigeria - Tools and
Eifectiveness.'' Lecture given to Economic Society,
A.B.U., Zaria (February, 1974).

Central Bank of Nigeria -~ Annual Report and Statement
cf Accounts (December, 1970), page 11.

Central Bank of Nigeria - Annual Report and Statement
of Accounts, (December, 1970), page 14.

Central Bank of Nigeria - Annual Report and Statement
of Accounts (December, 1972), page 12.

Ibid, page 32 and Monetary Circular No. 4 (1972).

Anthony Kirk - Greene and Douglas Pimmer. ~'Nigeria
Since 1970 - A Political and Economic Outline.''
Hodder and Stonghton, London {(1%81), page 121 and 122

Central Bank of Nigeria - Annual Report and Statement
ci Accounts (December, 1974), page 13.

Central Bank of Nigeria - Annual Report and Statement
of Accounts (December, 1975) page 48.

Central Bank of Nigeria - Statistical Bulletin, Vol.
5 No. 1 (June, 19%94), PP. 48 - 52.

See Anthony K-G and Douglas R. Op. cit, page 122.
Similarly, the figures for state governments 4o not
include figures for Borne State.
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Central Bank of Nigeria - Annual Report and Statement
of Accounts {(December, 1980}, page 3.
Central Bank of Nigeria - Annual Report and Statement
of Accounts {December, 1982}, page 11.
Central Bank of Nigeria - Annual Report and Statement
cf Accounts (December, 1983), page 20.
Central Bank of Nigeria - Annual Report and Statement
of Accounts (December, 1984), page 14z.
Tbid, page 1
Central Bank of Nigeria - Annual Report and Statement
sf Accounts (December, 1986), page 10.
Bello Abdulmumin. **Critical Review of Monstary
Policy in Nigeria, 1977 - 1988. An unpublished M. B A.
Thesis, Department of Business Administration, A.B.U.
Zaria (1988).
Central Bank and X Lgerlu - Annual Report and Statement
cf Accounts {December, 1987).
Central Bank of Nigeria - Annual Report and Statement
of Accounts {December, 1988).
Ibid.
Central Bank of Nigeria - Annual Report and Statement
of Accounts (December, 1989).
Ibid
Central Bank of Nigeria - Annual Report and Statement
of Accounts {December, 199C), page 9.
Central Bank of Nigeria - Annual Report and Statement
of Accounts (Decembser, 1990), page 10.
Ibid pages 12 and 17,
bid, page 13.
Central Bank of Nigeria - Annual Report and Statement
of Accounts (December, 193%1), page 13.

ntral Bank of Nigeria - Annual Report and Statement

Centra
of Accounts (December, 1992), page 11.
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This 15 observable in the major engagements of our
banks from 1991, 1in particular, to 1992. The money
spinning business of buying and sel;;ng of foreign
exchange totally sucked ocut firarc al rescurces from
investment 1n real sector as gain ns from commercial and
speculative activities were 1immediate and more
promising

Central Bank of Nigeria - Annual Report and Statement
£ Accounts (December, 1993), page 11.
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CHAPTER 5

ms start with, it is worth observing that though the

ifications did not include a dummy variable for

1972 - 1978), that will not in any way, invalidate our
results: moreso, in a study conducted by Asogu (1991), the
dummy variable coefficient of the price control showed a
moderate significance which implies only a salutary effect
was achieved by price control.

The result of the empirical regression estimates for
equations (1) to (8) are presented in Table 4. the R’ and

R adjusted in all cases measured the explanatory power of
the multiple regression while the FP-statistics are reported
for testing the significance of the multiple regression
coefficient and coefficient of determination. The t-
statistics are 1in parenthesis under the relevant
coefficients.

Prom a cursory look at the results in Table 4, one
would note that all the selected factors, except the

=
i

iange  rate variable, had significant regression

1

®

M

coefficilents in equation (1), which also has a significant
coefficient of determination (R'= 89.0 and R* - Adj = 87.9).

The output, expected rate of inflation and the guasi-money
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variables proved to be significant at 5 percent level.
However, the significance of money supply {H%} happen to

e at 10 percent level while the inflation expectation

! D=\ = T o 5 s £ o + a ~3 = — - m

(P>}, though significant carried a wrong sign. The P-
- - £ = 3 =4 3 - T = 1~ - - -

statistics figure of 53.54 also implies that we raject the

-hypothesis and accept that the explanatory variables
cf the multiple regression are significant f{factors
explaining inflation in Nigeris.

Equation (2) has a lower coefficient of determination
1.5 and R - Adj = 59.5). And of the 3ix variables
entering the equation, only the output, import price index

and sxchange rate variables are significant at 5 percent

level. The Money Supply and Inflation expectation
variables are significant at 10 percent level while the

quasi-money factor 1s significant only at 15 percent level
such a level is permissible). The signs conformed with
the theoretical expectations with emphasis on quasi-money
and lagged variable of money supply. Again the F-
statistics figure of 43.59 proved to be significant at both
F0.05 and FQ.01 level which alsc implies that we accept

hat the coefficients of the multiple regression are

Bguations (3) and (4) similarly had lower coefficients
of determination compared toc equation (1), with R = 72.7
and R - Adj = 68.4 for equation (3) and R® = 56.8 and B! -

Adj = 55.8 for eguation (4). Government deficits and
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expected inflation in equation (3) and import price index
in eguation {4) appearad tc be much more significant at
oth 5§ and 1 percent levels. However, the import price
(3), lagged money supply and exchange
rate variables in equation {4), though with expected signs,
appeared not to be significant. Lagged money supply and
quasi-money in equation (3), and domestic credit and quasi-
money in egquation (4) are significant only at 15 percent
level - if that is permissible. The F-statistics figure,
hough much more lower compared to equations (1) and (2),
t1l1l provides that the coefficients of multiple regression
are significant at both 5 and 1 percent levels.
ith respect to equation (5), the coefficients of

3\
2)

—

determinaticn improved compared to those of egquations '
(3) and (4) - R* = 83.2 and K* - Adj = 82.3. Also of
importance to us from the results i1s the significance of
onetary variablses - money supply at current and lag
10ds as well as the exchange rate variables. The three
bles combined to account for about 70 percent of the
rate of inflation. The output, inflation expectation and
import price index variables, though carrying expected
31gns, appeared to be weakly significant.

The results in equaticn (6) provides that except for
the expectation variable which 18 completely not
gsignificant, all other variables are significant only at 10

percent level. Their weak coefficient of determination (R2
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= 52.6 and R* - Adj = 51.1) further buttressed the weak
explanatory power of the combined variables. The P-
statistics figure of 1.68 provides that the coefficients of
the multiple regression are not significant.

For results of esquations (7) and (8), except for the
output variable in equation 7 (though with expected sign),
all other variables proved tc be significant. the
inflation expectation in equation (7), output, exchange
rate and domestic credit lagged cone period in eguation (8)

appeared to be the major significant explanatory variables.

Both equations had strong coefficient of determination with

1
!
.
bl

= 75.5 and R - Adj = 72.9 {for eguation {7)) and Rf =
63.9 and R* - Adj = 50.1 (for eqguation (8)). Again by the
figures of the F-statistics, the results provides that the
fficients of the multiple regression, for both
eguations, are significant at both 5 and 1 percent levels.
With regard to the Durbin-Watson test, the observed
values for all the eguations happen to, comparatively, be
above the lower limit of the critical value (given the
number of observations and the number of the explanatory
variables excluding the comstant term). The results in
general provides that there 1s some degree of positive

serial correlation, which is stronger the cleser the value

In sum it can be observed from the results that where

1 .
money supply (M.) and quasi-money (QM.) appeared, the



variables have proved to be significant at either 5 or 10
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percent level., ©Similarly, eguations 1, 2, 3, 4, 7 and &

he factors have proved to be significant.
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heze are in line with our a priori expectation as informed

by the thsoretical underpinnings.

domestic credit appeared as factors 1in equations (3) and
(4) while their lag values appeared in equations (7) and
(8). However, while aggregate government deficits at
current pericd proved to be significant at 5 percent level,
aggregate domestic credit appeared to be much more

nificant when lagged one period. The implication of

73]
(I
[e}

this 1s that the total banking system credit to the
domestic sconomy 1in the precsding year would have an
inducing effect on the rate of increase in the general
price level at current year.

The openness of the economy proxied by the import
price index has shown to be significant (at 5 and 1 percent
levels) in two out of the five eguations 1t appeared.
Similarly, equations 1, 2, 4, &, 6 and & where exchange
e variable appeared, except in eguation (1) and (4), it
has proved to be significant.

In general, one important provision in the results is

that lagged effect of monetary variables have been crucial
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in determining the 1nflationary trend over the period under

study. Thus, in addition to changes in domestic output
\¥.). changes 1in 1liguidity brcught about by changes in
monesy s3upply, domestic credit and government deficit as

well a3 the disturbing trend of the Nalra exchange rate,

L

are the major determinants of inflationary pressures. A
lock at Table VII on the major causes of inflation 1in
MNigeris since 1985, from the point of view of the Central
Bank of Nigeria, confirms that changes in domestic output,
exchange rate and excessive government deficits financed by
the banking system credit which results in money supply
increases, have been the major causes of inflaticonary
pressure in the econcmy.

In an attempt to assess the Structural Adjustment
ogramme policy implications on the behaviour of the
variables 1n our specifications vis-a-vis what was
obtainable between 1970 and 1985, the results for the two
pericds are presented in Tables V and VI.
lose look at Table V reveals that while money
supply and output happen to be significant at 5 percent
level 1n equation (1), the parameters for quasl-money,
cxchange rate and import price 1adex in eguation (2} also
proved to be significant at 5 percent level. The
improvement in the coefficient of determination {R: = 90.3

and B - Adj

u

78.7) and the F-statistics is a reflection
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expectation, the coefficients of multiple regression are
significant at both 5 and 1 percent level.

However, a further look at Table V shows that in
squations {(3) and (5), only the lagged values of money
supply and output variables happen to be significant. A
1iRkely explanation to the non-significance of the other
variables may 1include the presence of subsidies on a

f products and services during the pericd under

mn
“
O
Fh

viaw, the relatively low level financial development -

in terms of financial deepening and the £f£ixed exchange
rate regime. Therefore, except for squations (3) and (5),
the coefficients of determination £for the remaining

eguations are low and insignificant as reflected by their

A turn to Table VI reveals some remarkable changes
notwithstanding the limited number of cbservations covering
g period. The coefficient of the exchange rate in
equation (1) proved to be significant at 5 percent level -
providing an elasticity value of 85 percent. The money
supply, «quasi-money factors as well as 1inflation
gxpectation, though carrying a wrong sign, appeared to be
significant only at 10 percent level. The combined

f the variables as shown by their coefficient

determination (R = 61.8 and R - AdJ = 60.1) is in the
average of 60 percent. The F-statistics, though low,

further provides that the <coefficients of multiple
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regressicn are significant. The results of eguations 2, 3,

and 5, given the significance c¢f their parameters and
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strength of their coefficients of determination, conformed

with our theoretical postulation especially in view of the
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pments in the economy following the introduction of
the Structural Adjustment Programme. The money supply
variable {especlally when lagged), the fiscal deficits of
the government and the growing ratio of guasi-money fully
rovides a picture of liquidity induced inflation. The
government cver-blown financial commitment to the political
transition programmes and the financing process of recourse
to borrowing from the central bank in the late 1980s and

early 19905 has been instrumental to the price spiral

In the production front, the continued downward trend
in the exchange value of the Naira, high import bills
{compounded by the removal of

some subsidies) and the low

level of production (in terms of household items) further
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cebated the spiral. A look at the coefficients of

determination in the aforementioned equations and their
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coefficients of the multiple regressions are significant.
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In summary, achievements emanating from these results
are the accentuation of postulations made by this study.

The guasi-money variable has proved to be significant in

all the eguations 1t appears, though in few cases with

Wrong sigmn. With the surrcgating power accorded 1it, we
can, thersfore, inferentially conclude that the inflow of

transition has been contributory in facilitating money
inflation. This also 1implies that with the policy
sversight on time deposits, the variable is bound to
e a counter working effect on effort towards
inflation moderation objective.

In addition, the growth in domestic credit, a portion
of which usually translate into government deficit, has
proved to be significant which means that except budgetary
discipline is ensured, {since the review has shown that a
icn of total domestic credit is credit to the
government), no amount of prescription and degree of
restrictiveness platforming any monetary policy can carry
the system to its reguired point. Closely in line with

his, the ever changing prescription and restrictiveness as

ct

can be seen from the review in chapter four 1s a clear
evidence of the absence of policy attention to lag 1in
of actions. Where the units of the economic system
are confronted with new policy prescriptions, having been

working toward adjusting tc the preceding periocd's
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CONCLUSION AND RECOMMENDATION

i S

cUMMARY AND CONCLUSION:
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not, however, imply that the study negates other also
important variables, (as can be seen in the specifications

rrived at in this study), but that the centrality of monsey

The study's theoretical formulaticn which is founded

tfclic approach did succeed in co-establishing the

emains inconclusive or
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doubtful. Therefore, to address the problem most
adequately, it would be pertinent for the monetary
authorities to understand how ineffective would their

= o
T Ll

-y~ = = o = e~ s - g m s ]
action be so long as the policy does not seriocusly

[

look into the portfolic mix of the public and non-bank
financial 1nstitutions.

In chapter four, the picturs emerging from the review
of the policy trend has buttressed the aforementioned
points. The monetary policy ~“traditions'' that have been
tice over the vyears, though prescriptive and
restrictive, have not vyielded the required results.
Emphasis on direct measures such as credit ceilings and
selective credit control among others have in scme ways
been circumvented by banks through excessively working omn

the soft spots of the restrictions. In almost all the

years, the prescribed percentages have always been



rshot. A good case in point 1s in specifying the
maximum amount of aggregate domestic credit. For instance,

between 1978 and 198Z, aggregate credit expansion range of

30 to 40 percent was what the policy prescribed. But in
all the five (5] years, the actual expansion was on the
average of 580 toc B85 percent,. Similarly, under the
Structural Adjustment Programme, the policy target of 7.1
percent was set for domestic cradit expansion, 2.5 percent

and 12.5 percent credit targets to the government and the
private sector respectively in 1988. However, by the end
cf the year, the actual figures were 26.1 percent rise in
aggregate domestic credit; 30 percent for the government
and Z1.6 percent for the private sector.

Following these, therefore, the specifications in
ter three and the results of the estimates in chapter

maen 3 - - £ - T a= - o om e s oy
nave {in terms of the 'v'ax;abs.e:a} shown that excessive

e}]

government fiscal deficits financed by the banking system

credit, the mcney supply (M-), the exchange rate and the
guasi component cf the money supply in particular are all

significant and have had an inducing effect on inflation.
In addition, the low level of prcduction, over-reliance on

o1l export and the high taste for foreign products have

[
<]

come to make possible the transmission of international
inflation into domestic inflation. The sudden policy of
liberalisation which follows the Naira exchange rate

devaluation did not help matters as the cpenness of the

A
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economy, given its level of development, could not insulate
the system from explosive swings in general and high price
spiral in particular.

t 15 hard, therefcre, to escape the conclusion that

. s 2 = P o e Y S
111G aliaged as neen the major cause of the inflationary
e ey nmy e Sy R — 3 - - SO ;

31Cuation. At one hand, we can associate that with

inappropriate policies and programmes; that is policies and

e
A
8]

grammes that contain considerable incoherence and
inconsistency, and on the other hand, weaknass of the
institutions charged with the responsibility of strict
compliance either as & result of the fiat from the
f the day or sheer loyalty and or sychophancy
ficials of the authoritiss.

While there 1s the need to &xercise restraints on
unwarranted monetary exXpansion, sspecially within the realm
of the public sector, a major economic challenge of the
re is for the monetary authorities to understand the
role monetary policy has played and should play in

influencing the behaviour o¢f important economic magnitudes

o
=1
L Fh

the restructuring of the economy in general.

6.2 RECOMMENDATIQONS:
From the policy perspective, the review of the
monetary policy trend in the country over the years and

result of the empirical investigation thus obtained have
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shown the concern about the effectiveness of domestic anti-

inflation policies and strategies. Tc compliment the
efifort, the following are recommended:

from our results, since the money supply variable (M)
gxerts a positive and significant impact on inflation,

appropriate anti-inflation poclicies must involve reductions
or cutdcown in the excess monetary growth that has
characterised the economy. Similarly, since the gquasi-
money component, as a variable —captured in the
specification, has also proved to be significant, a
domestic anti-inflation policy must take into account the
existence of near-liguid assets that, toc some appreciable

degree, possess the moniness of currency and demand
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sconomic, policy actions of the government.

Alsc, the fiscal operations of the government must be
made to be 1in alignment with monetary policy targets.
Specifically, it should be possible for the monetary
authoritiss to work out a public sector borrowing
requirement that is consistent with the monetary programme
with the aim of achieving the policy targets on inflation,
domestic aggregate demand and exchange rate.

It is similarly omnecessary that all <£{inancial
operators, be it banking or non-banking, be brought under

the regulatory guide of the Central monetary authority and
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YEAR | MONBY SUPPLY |  DEMAND CURRENCY 1(2) AB A% [ (3)As Al | % IN (1) | QUASI-MONEY*

LM O(AM) i DEPOSIT OUTSIDE BANKS |  OF (1) . OF (1) _ {(NM)

| {1) ! {NM) (NM) w _

: . ; (2) {3y | i . A - i

1970 ! §08.4 m 266.0 342.3 43.7 h 56.3 W 42.5 341.6

;& 629.0 | 274 .4 354.5 M 43.6 N 56.4 W 3.4 376. 4
72 700.2 | 315.0 385.2 45.0 m 55.0 W 11.3 | 461.2
73 | 827.2 “ 391.3 35.9 47.3 u 52.7 | 18.1 ! 586.9
74 | 1,178.2 | £08.¢ 569 .8 ————5t 6 | 1 BA——— 42.5 977.9
75 2,044.1 i 1,015.4 1,030.7 49.6 q 50.4 W 73.8 1,578.4
76 3,293.8 | 1,941.8 1.351.2 +———56+0 —t——4570 _ 61.1 1,985:9
77 4,794 .4 | 2,853.6 1,940.8 59.5 { 40.5 ” 45.6 2,255
78 5,089.7 | 2,932.5 2,187.2 57.6 w 2.4 ” €.2 2,601.6
79 | 6,146.6 { 3,795.8 2,350.8 _ 61.8 _ 38.2 “ 20.8 3,702.1
80 | 9,226.8 |  6,040.9 3,185.9 | 65.5 ” 34.5 i 561 --183.2
81 i 9,744.9 | 5,883.0 3,861.9 W 60.4 | 39.6 “ 5.6 5,796.1
82 ' 10,048.5 . 5,826.1 4,222.4 m 58.0 | 2.0 m 3.1 6,838.3~
83 11,282.4 | 6,439.6 4,842.8 m 57.1 , 42.9 . 12.3 . 8,082.&
84 12,204.1 | 7,320.6 4,883.5 m 60.0 W 40.0 i 8.2 | 9,391.3
85 13,267.8 { 8,355.5 | 4,909.9 _ 63.0 4 7.0 , 8.7 - 10,550.8
86 13,103.0 | 7,927.1 t  5,177.9 m 60.5 ” 39.5 “ -1.2 . 11,487.7
87 14,905.9 | 6,298.6 | 8,607.3 | 42.3 m 877 p 13.6 . 15,088.7
88 21,446.4 i 12,032.8 |  9,413.6 m 55.5% i 44.5 | 43.9 | 18,397.1
89 25,697.6 | 14,009.2 i 11,688.4 { 54.5 | 45.5 N 19.8 | 20;825.%
90 37,233.7 | 22,293.1 | 14,940.6 " 59.9 M 40.1 “ 31.0 ' 27,669.0
91 49,364.5 | 26,256.3 | 23,108.6 ! 53.3 | 46.7 i 24.6 36,788.0
92 82,165.0: | 45,399.1 i 36,765.9 i 88.3 | 44.7 34.3 53,135.1
93 116,5923.4 | 60,328.9 | 56,254.5 | 51.8 48.2 35.5 79,724.8

* It ig the sum of Savings and Time Deposits with Commercial Banks.

SOURCE: Obtained and computed from the data in various issues of Economic and

Financial Reviews of the Central Bank of Nigeria, 1970 1994,
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TABLE I11I

RATE OF | MONEY | QUASI- * EXCHA- | (1) _ ._ INFLA- | (2) | (3) | [ (4) |
. INFLA- | SPPPLY | MONEY NGE i GOVT. i i TION { IMPORT | REAL . | DOMES ; CREDIT
YEAR TION I Mt Mt t RATE | DEPICITS t GDt -1 { BXPEC- | PRICE { GDP LM | TIC C. .
Pt j | | EXR* | GDt* | | TATION | INDEX | Yt Y et o
,_, _ _ _. w v» | IMP _ | |
. e S L L ) — | ! _ |
197¢ ' 13.8 P 42.5 8.4 Q.7142 162.7 1 531.9 ! 10.0 | -12.1 | 24.% 30.1 | 38.0 34.7
1 15.6 P 3.4 9.2 0.6579 254.4 | 763.7 ! 13.8 " 2.4 “ T.9 | 42.5 | -1.6 | 38.0
2 3k O ) W i 18.4 0.6579 458.6 | 254.4 1 15.6 i 9.4 4.9 3.4 13.1 | -1.¢6
73 5.4 | 18.1 P18.4 0.6579 390.8 | 458.6 | 3.2 i 12.9 | 32.4 | 11.3 | 5.8 | 3.1
74 13.4 | 42.5 . 40.0 0.6182 365.8 w 390.8 ! 5.4 W 27.0 | 32.2 16.1 | -67.0 5.8
5 33.9 i 239 . 38.0 0.6267 | 3783.7 | 365.8 | 13.4 | 37.8 ] -18.8 42.5% | 113.6 67.0
7€ | 21.2 | 61.1 . 20.5 0.6308 | 4078.4 | 3783.7 , 33.9° | $.1 | 4.0 #3.% | 3.2 113.6
77 15.4 b 45,6 | 123 0.6514 | 5225.4 1+ 4Q78.4 + 21.2 { 1.5 | 3.6 | 61.1 17C.8 532
78 | 16.6 to6.2 { 13.3 0.6475 | 6206.1 ' 5225.4 | 15.4 h 8.4 | 6.1 : 45.6 | 4.4 ' 170.8
79 | 11.8 20.8 } 29.7 0.5605 | 4323.0 | 6206.1 | 16.6 6.5 | 8.7 | 6.2 | 26.4 | 74.4
8¢c 8.9 v 501 i 28.2 0.5445 ~pwwmq.e | 4323.0 ) 11.8 _ 28,2 | 5,1 20.8 170,7 . 26.4
1 20.9 i 5.6 i 10.9 0.6369 | 13969.2 1 11557.0{ 9.9 f 23.14 |+ -20.0  50.1 | 33.7 170.7
2 | 1.7 1 3.1 | 15.2 0.6702 ! 1862.2 !13969.2 ! 20.9 -3.6 | -6.2 5.6 t 23.2 33.7
83 o A 12.3 i 15.3 0.7486 | 5290.9 | 1862.2 I 7.7 3.4 h 3.7 | 3.4 | 24.8 | 23.2
84 39.6 §.2 { 13.9 0.8083 | -4690.4 | 5290.%9; 23.2 i -8.2 | -6.7 12.3 | 9.5 | 24.8
£ | 8.5 8.7 { 10.9 0.9996 _ 5106.4 | 4600.4 1 39.86 I 81.2 | T8 8.2 4.7 9.5
& 5.4 -1 .2 m 8.2 J.3166 _ 8804.2 ' 5105.4 ! 5.8 106.1 ! 3.2 | g.7 | 1.3 | 4.7
7 ¢+ 10.2 13.6 | 23.9 4.1916 | 5889.7 | 8804.3 5.4 90.1 | 1.8 | 1.2 | 21.%  11.2
88 38.2 43.9 P 30.2 5.3530 | 12224.5 | 5885%.7 « 10,2 -61.5 | g2 | 338 | 8.1 | ZL.5
89 40.9 19.8 | -5.4 7.6500 | 15134.7 ! 12224.5 + 38.3 -5.9 | 2yl 43.9 1+ -16.4 18.1
90 | 7.5 31.0 ! 28.2 9.0001 | 22116.1 | 15134.7 | 40.9 2.3 | 1.5 | 19.8 | 146 -16. 4
91 | 13.¢ 24.6 . 24.7 ! 9.7545 | 35755.2 | 22116.1 1.8 _ 3.3 i 2.9 31.0 | 7 14.6
2, 44.5% 34.2 | 30.7 | 19.6609 | 57531.0 35755.2 13.0 |  47.1 | R 24.6 400 31.2
92 57.2 35.5 ' 33.4 ) 21,8861 | 107126.5 | 57331.0 44.5 f 13,6 | 1.9 34.3 3.2 40.9
_ _ _ |
| “ : i L H
=) T—y—ay _i = e PO | M TR TOAL : | b A N R —
. ¥ = Xctual values - o _ .
{1} = A balance of government expenditure less revenue is used here as a proxy for government deficits {overal
(2}, {3) and (4) = Adopted from Asogu {1991).
SOURCE: Caomputed from data in various issues of CNB Annual Reports and Statistical Bulletin, 1970 1994,




TABLE IV (1970 - 1993)

two. | mmER- | | w ” w M | w 3 | 2 |

P0F  CEPT | M, ey ovt P et | DCt | oMt | IMp EXR | GDy; DGy | R |R- | F-Stat| DW
| EQUA- | o | w “ ” oo | { AD3 |

| TIONS | L 1 _ | m | M |
{1 | 13.3 |0.458 -0.359 | -0.296 | 0.406 0.144 189.0 | 87,9 53.5¢ | 1.84
L | (2.29) | (1.75) (-2.40) | (-2.79) | (2.88) | (1.07) | m | m w

' 2 t-p.20 | 0.394 | -0.245 ! 0.222 10.596 | -0.214 10,227 | | 61.5 1 59.5 | 43.58 | 1.79
" | (-0.30) | {1.73) | (-2,35) | {1.88) ( (1.59) | (-2.09) | (2.17) | | | . %

t 2 0.44 ! 0.372 | -0.194 | -0.270 |0.276 | 0.547 0.137 | | 72.7 | 68.4  13.96 | 1.49
{1 (-0.34) (1.63) ! (-1.95) | (-2.25) | (2.43) | (1.45) | (-1.22) | W | .

' 4 | -027 | 0.118 | 0.213 0.408 !0.247 10.206 !0.194 | | 56.8 | 55.8 | 8.76 | 1.62
m 1 (-0.16) | (0.36) | (2.04) (1.51) , (1.51) | (2.57) | (1.24) | _ S

© o5 |1.63  10.23 10,297 |-0.319 |0.191 | | 0.104 |0.224 | 183.2 | 82.3 | 5.77 | 1.87
L (1.24) | (2.83) | (2.26) | (-1.66) | (1.67) | | (-1.60) | (2.76) | | | i |
L6 | 0.77 1-0.109 |0.406 0.118 10,366 | 0.147 | | 52.6 | 51.1 | 1.68 | 1.82
| | (0.48) | (-1.79) | (1.79) (1.03) | (1.77) | (1.95) | R (U

i 7 1064 | | -0.080 | 0.306 | | 0,104 1 0.116 175.5 | 72.9 | 9.61 | 1.72
i {048 | | (-0.41) | (2.79) 1 | (-1.51) |, (1.86) | S

| 8 |2.22 |0.395 -0.311 | w . -0.308 ! 0.245 | 0.207 | 63.9!50.1; 4.61 |2.28
L/ f2.01) |({1.89) jt-2.3) | B A 110 T . R S SN S S

Results from data provided in Table I11I.



meawamﬂma Rezults from data provided in Table 111,

TABLE V {1970 - 1985)
No. | mmR | P | | m
OF | CEPT | M, Moo vt P 6t ¢ DCt | Mt | D | GDy 4 PR _
EQUA- { T ﬁ | | _ j |
TIONS ! " H .* m i | + _
i _ { e ! ! = ; 1 {
1 | 3.36 |0.573 | -0.449 ' -0.188 | ﬂ | -0.571 _w ” | 3.7
| 12.64) | (2.41) | (-3.27) | {-0.72) | L (-1.32 . | |
2 11.05 | 0.316 | -0.545 | -0.256 | 0,534 | -0.360 | 90.3 "
{121y | (2.55) | (-5.47) | (-1.53) |  (3.34) | (-2.75) ! |
3 13 0,489 | -0.501 | -0.082 | -0.037 116 | -0.139 w 79.4 | m
(0.93) | (2.41) | (-2.71) | (-0.32) | (-0.25 (1.63) | {-0.97) | | | |
4 f1m | 0.095 | 0.439 | 0.536 |0.23 |0.033 | | 56.2 | m
(0.65) | (0.20) , (-0.81) | (1.26) | (0.21) | {0.09) | j
5 2.5t 10,291 |0.477 | -0.439 | -0.240 | q -0.125 | | 7.1 | !
221 | (1.35) |(2.98) (-3.23) , (-0.96) | (-0.82) | __ i i
6 |0.62 !-0.113 |0.485 | 0.011 | 0,494 ”_ “ 8.7 |
(0.37) | (-0.40) | (1.86) | (0.04) | (0.81) i | i
T ojssz | -0.500 ! -0.146 | | -0.062 | -0.061 8.5 | __
{1.95) | u _(-2.46) | {-0.37) | ) 1 (-0.29) | | §-0.37) 1 i
g |273 0.6 | -0,295 ! -0.491 | 2.2 )
|1 3.90) .40 | (1.68) | R N R —— - 3




TABLE VI (1986 - 19%2)

i 7 ! : ! { | ! “|
NO. | INTER- | _. _ m ﬁ | _ _ I DR _
OF | CEPT M, (M., ot | P et | Dt oMt IMP BR (GDy DGy | B GR-E- =
EQUA- | : et __ | __ i ! | aB3 § Brat
TIONS | | | | | “ , : —t—t “
1 | 213 035 | 0.484 | -0.111 | 0.532 0.850 |61.8 | 60.1 | 21.54 | 1.74
$ 3.1y {2.94) W } (1.89) | (-3.10) B RN {4.44) | : ! } b
2 |-5.05 lo.865 | -0.804 |1.42 | ! 1 0.286 | -087] ' 0648 | | 99.0 | 92.8 | 15.99 | 2.36
(-4.31) | | {4.87) | {-5.96) | {5.41) | _ | {4.42) | (-5.98) [ (01.77) [ | : J b :
3 |-1,25 | 10.983 | -0.75¢ 11.26 | -0.513 10.345 | -0.833 _ | 3.9 19201 .03 3.8 |
 4-6.18) | (3.38) | (4.77) | (4.10) | (-5.08 | {22.26) | (-6.80) . | _, __ ; + f
4 | -8.44 | 0.4%0 ! |1.55 | 2.58 | | 0.673 | 1.86 83.5 | 81.3 | 2.43 | 1.64 |
| {-1.28) | (2.99) ! [ (1.75) | (3.13) 144.23) ; (1.78} L " 4 : i
5 1446 0275 10.756 |0.622 |1.20 | 0,881 | 0,529 | 99.9 | 99.8 | 68.24 | 2.68 |
,2.96) | (2.30) | (3.12) | (2.68) | {4.68) 1 ((-3.68) | (2.08) | 1 | : '
6 '2.57 /0.5 |0.036 | 0321 | ! 0.721 | 0.931 | . 6.7 ; 56,1 1.32 | 1.3 |
, (1.92) | (2.82) | (1.06) L 1.77) i (-2.68) | 178} R -
7 2.70 m ' 0.472 | H’unm, ﬁ. - | __ L 0,516 0.230 L 68.4 | 26.2 1%9.62 : 2.61
j40.83) 2 FRISC PUUAPNGRSTS | jtzem, @A) L
8 |-0.923 !-0.616 | {0,139 | ” ' 0.394 0.646 2.91 |96.5|87.8|11.11 } 2.57 !
| (-1.07) ((-2.22) {  [(29) [ it |(4.72) ((-2.82) | XS —

Estimated results from data provided in Table 111.




TABLE VII: RECENT RATE OF INFLATIOR IN NIGERIA AND THEIR CAUSES

RATE OF CAUSES OR REASONS ADDUCED I

YEAR . INFLATION IN CNB ANNUAL REPORT i
rs! i

1985 5.5 a. Inflation reduced due to improved !
supply situation and restraint in i

aggregate demand expansion, especlally i

government spending.

1386 o.2 a. Moderate focd prices decelerated
inflationary pressures and the
sustained restraints i1n aggregate
demand expanslon

a. Poor harvests leading to acceleration

1987 10.2 - in food prices.
b. Following the dismantling of the
remaining price control and ths

ensuring deregulatiud as well as the
depreciation of the Naira, inflationary
pressures intensifiac.

a. Sharp rise in food prices following

1588 38.3 increased demand conseguent upen the
ban on the importation of rice, maize
and wheat and their products.

b, Increase in cost of production

following continued jepreblatlon of the
Naira exchange rate., This means
inflation was both Demand-pull and
Cost-push.

: 1989 0.9 | a. The finance of excCessive government

’ deficit by the banking system and the

increased cost due to depreciation of
the Naira exchange rate.

By Induced high 1input costs including
reduction or in some cases removal of
subsidies on some industrial and
agricultural inputs.

1995 7.5 ' a. High interest rates and low level of

investment as well increased cost of
production due to further depreciation
of the Naira exchange rate. 1In
addition, the sustalined deficit
expenditure of the government and its
financing by the banking system.
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; RATE OF | CAUSES OR REASCONS ADDUCED
i YEARR | INPLATION | IN CHB ANNUAL REPCRT

: 4% =

4 "

iiﬁﬁnq i 17N |

Poadda Lo, W =

ca. Large fiscal deficit and persistent
i i ; depreciation of the Kaira exchange
i i | rate, with concomitant increases in the
| cost of manufacturing and farm inputs.

P 1992 | 44.5 a. The rapid growth in aggregate domestic
i ] . demand, in the face of only modest
i i ‘ ingrease in the supply of goods and
g % gervices.
i . '
1993 57.2 . Increased costs ¢f production traced
} ]
il H

largely to further depreciation of the
Naira exchange rate and the rising

7 i .

i f energy prices.

3

% ! b. Continued rapid growth in aggregate
i ; demand resulting from increasing
i+ liquidity in the economy.
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