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ABSTRACT 

The study· is motivated by the current overwhelming 

reliance on monetary policy for Nigeria's economic 

transformation and the need to provide a. macro model 

within which detailed monetary analysis and forecasts 

can be carried out. The central objective of the 

research is, therefore, to investigate the role of 

monetary policy, with emphasis on when and how it works 

in the Nigerian economy, using a macroeconometric model. 

The macroeconometric simulation technique is 

employed as the relevant methodology. The model 

comprises seven sectors, namely, supply,' monetary, 

consumption, investment, Government, prices, and 

external sectors, and has 62 equations, 36 of which 

are stochastic. Out of the 69 predetermined variables, 

31 are exogeneous policy variables. The model is 

estimated using the Qrdinary Least Squares (OLS) 

technique, and historically simulated to test its 

stability, sensitivity and dynamic properties. 

The simulation results show that the model is 

dynamically stable enough to give reliable forecasts of 

economic behaviour in Nigeria. Indeed, the model's 

theoretical framework and results.recommend it as a 

use.ful. àà.ditiot1, s.rtd en alternative; ·eo thé existing 
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forecasting ~odels for the Nigerian economy. Also, 

with the n_umerous exogeneous policy variables apart from 

the monetary variables, the model can.be simulated to 
·, 

shed light tm a number of fiscal, exchange rate, 
• 

external t~aqe and debt, etc policy issues. 

In the area of monetary policY, the simulation 

results help to advance our understanding of a number 

of issues. For example, the results show, among others, 

that: (i) Monetary policy, when appropriately applied, 

impacts powerfully on the real sector ,· but over a 

variable time lag; (ii) Neither _the Keynesian nor the 

Monetarist theoretical monetary transmission process 

works effectively in Nigeria. The model demonstrates 

the optimal, sectorally homogeneous partitioning of the 

_economy as the relevant policy framework, and the . 

'credit availability' channel to be the most direct and 

powerful channel for monetary transmission mechanism. 

The results therefore provide basis ta question the 

governrnent policies of financial de-regulation, 

particularly as they concern the aggregation of 

1heterogeneous I sectors for the purposes of cre_di t 

rationing. Furthermore, the results show that for 

the attainment of balanced development, the pursuit of 

pô1_.i.oy ô'bj tJJëlti Vi;Js req\.Ül:iés 1a 'sstis.ficine; 1 l.4other thsn 

~ 'MfuXiilii~ihg' pbdtU~é, 

CODESRIA
-LI

BRARY



.CHAPTER ONE 

1•1 INTRODUCTION 

In all modern economies, the process of resource 

allocation amon~ various factors of production involves · 

several simultarieous~ complex interrelationships. Economie 
1 ' ' 

management, in -this circumstance, becomes equally complex. 

The government cannot afford to stand akimbo and watch the 

complex interrelationships sort themselves out. It must 

interven~, especially for a developing economy, if the 

fragile economy is to attain a desirable, ·optimum·social. 

welfare fUnction.. For Nigeria, the need for an articulate 

surveillance on the economy is even greater under the 

present Structural Adjustment Programme (SAP)~ . 

However, the nature of government intervention is a 

function of its understanding. of the trends and tendencies 

in the economy•s major macroeconomic aggregates. Such an 

understanding o·f a complex system as a developing economy 

requires systematic frameworks in the forms of macro­

econometric, and programming models. In such models, 

specific sectors may be emphasised or the implications of. 

alternative policy actions investigated, depending on the 

government•s policy thrusts. Under the present SAP in 

Nigeria, monetary policy is assigned a. prominent role. 

lt 1·s there.fore necessary and urgent to investigate the 

l 

1 
l' 
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implièations of alternative monetary policy scenarios 

within the framework of a macroeconometric model. 

1.2. Statement of the Problem · 

The debate·.· as to whether or not 11money matters 11 in 

the.conduct of'economic affairs is now sterile. Recent 

evidence shows that monetary policy is a, very powerful 

tool for economic stabilization, and growth. In Nigeria, 

fo17 instance, the objectives of monetary p'olicy are: 

promotion of a desirable or.sustainable rate of economic 

growth, price stability, high rate of employment, and 

the maintenance·of balance of payments equilibrium. The. 

recognition of the unique roles of monètary policy has 

warranted enormous research efforts in understanding its 

dynamics. 

Howev.er, inspité of the research findings, particularly 

in the advanced economies of .Western Europe and America, 

:some of the most controversial issues in monetary economics 

relate to the questions of~ and h2!! monetary policy is 

effective, and the selection of appropriate -instruments of 

policy. No doubt, economiç policies are economy-specific,. 

and the structural charact~ristics of any economy will have 

much to.bear on the nature and 04tcomes of particular 

policies. So, the only meaningfUl basis for informed poliçy 

. analye1a ünd décisio~s will be the empi~iôel tinding$ ôn 
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the macro-ecoriomic relationships in the economy in question. 

Familiarity with the.Central Bank of Nigeria's Annual 

Report and Statement of Accounts shows·that often, several 

of the chailges'in macroaggreg~tes are attributed to the 

1 restrictive', ,or: 'expansionary' monetary polie y pursued 

during.~he year, or "increased lending to the productive 

sectors', etc. These claims are. no doubt.reflections of the 

· monetary aùthority•s understanding, albeit theoretical, of 

the workings of monetary policy in Nigeria. Needless to say 

that often times, perhaps, the magnitudinal and directional 

effects of these p9licies contradict the· predictions of 

traditional theory or the findings of partial equilibrium 

studies. This may be why Willes (1981:94) has. cautioned 

that, . 

activist policies must be curbed because 
most of their effects are uncertain. Although 
we know they don•t work the way they are ' 
supposed to, we don•t know - even approximately -
what they really do --- Policy makers need to 
move more slowly, with smaller steps. They· 
must not try to stimulate economic growth with 
such massive measures as they have.been using, 
because no one can be sure what these measures 
~ill accomplish._ 

These uncertainties in the effects of policies are the 

reasons for a t,rend towards ecoriometric testing and measure'!" 

ment of mone.tary relationships. This is based "on the 

sensi\,le grounds that one cann·ot test and measure thé 

l 
1 
\ 
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4 
effects o.f policy on-the economy without a very care.fully 

and correctly speci.fied model (Heller, 1969:66). 

Evidence. from the experiences of. more developed 

economies, and some developing countries ·sug~ests·that the· 

relationships ih the monetary sector are not only stable 

and predictable, but are also necessary .for an ·understanding. 

of the behaviour in other sectors. The evidence also shows 

that a multi-sectàral model, with an eleborately specifièd 

monetary sector, ha·s beén widely accepted as a standard 

approach to forecasting and policy simulations. 

Despite. these developments, very little attention has 

been devoted to the investigation of the workings of monetary 

policy within the .framework of a macroeconometric model in 

Nigeria. Most of the earlier researchers concentrated on 

single-eqttation econometric studies of the demand ~or, and, 

·or supply of money, interest rates, or portfolio behaviour 

of banks, etc~ None, known tous, has investigated these 

monetary behaviours within a macromodel s6 as to provide 

evidence; among other things, on th.e indirect effects. of 

policies, and also, the magnitudinal and directional 

effects of policies over time. The mo~t comprehensive 

macroeconometric modela of tne Nigerian eèonomy known tous 

are the CEAR-MAC III and MAC IV models (see Olofin 1985). 
• 1 

antl thtt othcn1•• 'by Eke oku ( 1984) , and. Po1oem!rià ( 1 ~~b) iôr 
'1 
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5 
' 

policy analysis. In these models, the monetary s.ector is 

summarised by the money supply equation. However,· Ekeokµ, 

and Poloamina note this .rudimentary inclusion of the 
?· . • 

' 
monetary sector as one of the lim_i tations of their models. 

. . 
Moreover, ,it does not appear that the·growth of 

aggregate money supply, perse, is the main target of 

monetarypolicy in Nigeria.· The Central Bank of Nigeria 

(CBN) (1979:105) admits that, 110! all the techniques of· 

monetary control available to the CBN, the selective-

varian,t of direct credit control methods is the most popular 

because of its greater relevance to the economic circumstan­

ces of Nigeria --- 11 • This implies ·that the target of policy 

is not only the magnitude, but also and very importantly, 

the direction of credit. The sectoral credit rationing is 

therefore a major pollcy instrument. However, "one should 

not lose sight of the fact that the sectoral allocation of 

credi t suffers from the ba·sic defect that funds may be 

borrowed for one purpose and diverted to other purposes" 

(CBN, 1979:105) •. It then appèars that even the CBN is not 

sure of the exact direct and indirect effects of its policies. 

Added to this contusion as to t,le precise effects of 

policies, there'is now a programme of inCreasing de-regulation 

of the financial system, and the consequent increased 
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-LI

BRARY



6 

aggregation of the sectors f'or credi t administration. This 

approach presupposes a high level of technic~l sophistica:­

tion. The question however, remains as to the basis for 

such a policy in Nigeria._ 

Furthermor~, the state of the art i~ monetary manage­

ment in Nigeria. suggests that the monetary authority behaves 

as if monetary pol.icy has instantaneous once-and-for-all · 

effects on the national economy. Friedman (1960:84 -·99) 

posits that the effects of monetary policy actions on 

aggrega,te output are .powerfUl, . but occur wi th a long and 

highly variable time lag. It stands to reason therefore 

that policy makers need a fram'ework to understand how much 

of last year•s policies still live with us, and when and how 

this year's policies will take.effect. 

The focal problem warranting the research therefore, 
. . 

is the absence of an operational macroeconometric model 

wi thin which detailed monetary analysis. an.d forcests can be 

carried out for Nigeria. 

1.3. Objectives of the Study 

This study is an attempt to construct a macroeconometric 

model of the Nigerian economy, :wi th an: elaborately specified,. 

moneta_ry sector. This is wi th a view t.o simulating 

alternative monetary policy actions in order to understand 

.. thë.i.r dif'éCt and :1.tid:L:rêèt ~tfeets ort· the tiatiotiàl eëonomy * 
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Specifically, the central objective of the study is to 

investigate the role of money, with emphasis on when and 

how it works in the Nigerian economy, using a macro-· 

econometric model. The other objectives of the research 

are to: 

(a) ascertain whether monetary relationships are indeed 

stable enough to give a reliable explanation of 

national income; 

(b) identify the nature of time lags and channels through 

which mon~tary policy operates on the real sector of 

the economy; 

(c) ascertain the extent to which monetary policy 

instruments or their combinations are effective in 

achieving the stated objectives of policy; 

(d) provide evidence on what should be the intermediate 

targets of monetary policy in Nigeria; 

(e) provide empirical basis for the promotion or repudia­

tion of the current trend towards the·deregulation of 

the financial system (especially as it concerns the 

increasing sectoral aggregation for credit rationing); 

(f) serve as a,useful analytical tool to forecast the 

behaviour of the Nigerian economy. 

1 

\ 
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1 .4. Statement of· the Working Hypotheses 

The research is guided by :the fo.llowing hYJ)otheses: 

1. Monetary rèlationships are stable enough to give a 

reliable .forecast of the Nigerian economy • 

• 2. The sector-spe.cif ic polie y instruments impact more 
il 

directly·and powerfully on income than the aggregated,1 

sectorally n:on-discriminâting lnst.ruments •. 
. , V . •· . 

3. The •credit availability' channel ~s· a more direct and 

·. powerful transmission mechanism of monetary policy than 

ei ther the Keynesian or the monetarist channel. · . : 

4~ The impacts of monetary policy are felt on the economy 

over a variable time lag. 

1.5. Importance of the Study 

Monetary policy is assigned a pivotal rol.e in the· 

current economic transformation under the Structural 

Adjustment Programme in Nigeria. General economic and 

monetary management under such a programme requires dynamism 
. .' ' 

· and sophistication· .in the tools of policy analysis and 

forecasting. Such dynamism, no doubt, can only be achieved 

with a correct, ~ompreherisively specified, and üp-1;o-date 

·macroeconometriè model. of the Nig~rian economy. 
1 ,' ' •' ' • 

' . . 

;rn the earlier :macroeconometric' models · of Nigeria,;, .the 
. . ' : ' . ' . ;'··/; 

roles of oomaierc.:Lal ba~ks an<i the crédit mai-k:et âs thë itnk 

\ 
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between policy instruments under the control of the monetary 

authorityand the invèstment and consumption expenditures 

to. be controlled: were tr.eated as mechanical and constant •. 

The researchers, in most cases, treated money supply-;as an . . 
exogene6usly det~rmined variable. Consequently, the. 

monetary sector_was includèd as a rudimentary appendage of 

their models. The present study rejects: t~-li~ view, and 

sees the monetary sector ·as equally important as the real . 

sector. It stresses the flexibility and variability in the 

mo~etary b_ehaviour due to the behavioural relationships 

underlying the banks 1 · and the public's portfolio management 

and mpney supply determination. The behavioural dynamics of 

the_monetarY sector are.therefore elaborately specified and 

inv.estigated wi thin · a macroecon_ometric niodel of the Nigerian 

ecqnomy. Given Nigeria's current economic conditions, there 

could be no more relevant study in the area of monetary 

economics than one that provides policy makers with sound 

empirical bases for.monetary pplicy. 

Furthermore, as the first study known t_o· us, that has 

investigated the workings of monetary policy within such a 

· framework, its ,bene.fits are enormous.. It enablès the policy · 

makers to, among other things, investigate the direct .and­

inâ.i.rêOt e.t:teots o:t alternat.ive polioy actions.: This study 
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also illu,minates t4é understanding of a number of :other . · 
':): 

policy tssues: transmission mechanism and time lags è,f 

monetary policy, problems in the choice of policy instruments, 

interest rate ~olicy, inflation processes, etc • 
• 

Besides, as a macro .model of the. economy, wi th numerous · 

·. exogeneous ·policy variables apart from the monetary variables, 

the study is a valuable tool in the bands of policy makers 

for general economic management. For. instance, the model can 

be simulated to shed li&.h~ on a number of policy prob:Lems, 
' \ . j .. 

such as: the. relative·ef.fectiveness of monetary and f:j.scal 

policies; the implications for the economy of a ·change·in 

the export pricè of petroleum; the implications of.a change 

in the national income of Nigeria's major trading partners; 

the implications of changes in Nigeria,' s foreign reserves 

and foreign debts; the feedback effects of alternative policy 

a·ctions on the monetary sector and the implications for the 

growth and composition of money. supply; etc. 

Finally, the mod.el' s. theoretical framework recommends · 

it as an. alternative ,forecasting model for- the economy • 

. In most·advanced·economies, diffèrent models are built and 
. . ' " ' ' ·_ . ' 

~aintained by. individuals and institut;ons •.. Th.ese models 

are classified on the bas.es of their different theoretical 
,• \. •, ' 

and method.ologioal pe.rspécti.ves. As:the p:r-esent uiodel ca:n 

\ 
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be distinguished from the existing models in Nigeria on 

these grounds, it therefore stands out as a unique 

addition, and an alternative, to the existing models. 

1 .6. Rationale for the ·choice of 
the Macroeconometric Method 

'l'he methodology employed in any quantitative economic 

research depends on the Objectives of the research, the 

data and computational\.facilities available, and the 

requisite expertise of the research~r. In~n atte~pt to 

analyse and forecast the numerous but complex interrela­

tionships in an economy, three major types of models 

stand out clearlyè These are: 

(a) Mathematical Programming Models; 

(b) Single equation regression models; and 

(c) Macroeconometric simulation models. 

The most popular and widely used of all the mathe­

matical programming models is the input-output model. This 

model, pioneered by Leontief, bas provided the starting 

point for virtually all policy analyses focused on issues CODESRIA
-LI
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of the ·structure of production and tràde, and their 

change under different development strategies (Kubo, et al 

1983:3). Historically; multi-sec.toi planning models based _ 

on Input-Output .framework'have focused on·the real sphere . . 
o:f the econom_y •. SUch_ models have been widely used, 

bec·ause they provide a consistent .framework :for considering 

changes that affect a numb~r o.f productive' sectors in an 

interdependent economy. 

A major problem in using simple Input-Output models 

to analyse development in a mixed marke_t- economy is that 

the models do riot contain the incentive. _ or policy 

instrument.s that are the major tools :for planning in such 

economies as Nigeria. For example ,. taxes-~ tari.f:fs, 

subsidies, and other instruments such as exchange rate -

policy, monetary and .fiscal policies, that work through 

the market mechanisms are not explici·tj.y included in such 

models. While Input-Output models canprovide much 

use.ful information, the y cannot dire·ctly capture man y of 

the policy links that_ are of primary ·· concern · to policy 

makers. This study is concerned mainly with monetary 

· policy simulafion. Moreover,- the; type of micr_o · information 

. required for input-:output and other, programming models is 

di.fficul t to o_btain, particularly in a less developed 

.\ 

\ 
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existing data are poor and unreliable, there will be 
-

limited scope for the more refined type of analysis 

required by the Input-Output, and other math~matical 

programming models. 

Another kind of models, mainly·used in the analysis 

and forecasting of macroeconomic aggregates, are the 

single equation regression models. These- are those in 

,which the dependent variable is explained in terms of the 

independent variable(s) by·a single function. It could 

be linear or non-linear. In seeking to understand the 

simultaneous interaction of a complex system such as the 

Nigerian economy, the use of a single equation model 

would appear inappropriate. · This is because, the numerous 

interrelationships which exist between different macro­

economic variables and their indirect effects cannot .be 

captured in single equation systems. 

Finally, an alternative modelling approach, of'ten 

regarded as most sui table for policy analysis in an 

economy-wide framework, is the macroeconometric model. 

This differs from the other types of models in some 

respects. First, some of the linear relationships in the 

programming models are replac.~d wi th non-linear functions 

which incorporate substitution possibilities in both 

CODESRIA
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production an·d demand. Second, and perhaps more important, 

the moqel simulates the workings. of the markets for 

labour, commodities, foreign exchange, ètc and so 

embodies prices and market mechanism as major elements 

of the economic system and planning. Givén certain 

assumptions, the model endogeneously determines: wages, 

profits, produc.t prie es and the exchange rate; sectoral 

productions employment, investment, exports, and imports; 

and the nominal flow of funds including the governrnent, 

private sector, and foreign trade accounts (Kubo, et al 

1983:8 - 9). Thu.s a rnacroeconometric model has the 

capaéity to accommodate more featl!Xes and peculiarities 

of any particular economy compared with ·other formal 

models. This makes for greater capacitY for testing and 

evaluating a wider range. of propositions and policies, 

and usually the estimated coefficients account for the 

stochastic impulses diffièult to capture in other models.· 

The model permits various policy experiments. In this 

study, whose main objective is the understanding of t~e 

nature of the direct and indirect relationships between 

the monetary and other sectors of the economy, the macro­

econometric method appears to be the;most appropriate 

technique. 
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1.7. Organization of the Thesis 

Chapter one is the introductory chapter. Chapter 

two discusse~ the structure and performarice 
1

of the 

financial system •. Nigeria's monetary policies from 

1959 - 1988 are also discussed. A review of the role 

of money in earlier economic models of Nigeria is the 

concern of chapter three. The theoretical framework is 

taken up in chapter four, while chapter five focusses 

on the model specification and estimation pfocedure. 

Also, the data sources and problems are disc~ssed in 

this chapter. 

The results of the econometric estimation and 
' 

simulation are presented in chapter six, where the 

various validation tests are conducted. The model '·s 

stability is confirmed in this chapter. In chapter 

seven, further policy simulations are uncter:t,aken. 
/;'. 

'l'he empirical and_ pol icy implications of aLi the 

research simulation results are discussed. Chapter 

eight concludes the research, by presenting the 

summary, and the limitations of the study. 
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GENERAL BACKGROUND 

16 . 

In this c~apter, information is·provided on some of 

the characteristi'c:s and. operations· of the financial and 

monetary system. 'This is to give insights into the 

character and maturity off the institutions responsible for 

monetary management in Nigeria. 

2.1. Legal and Institutional Structure of 
Nigeria's Financial System 

The financial seètor is the grouping of all financial 

agents whose transactions determine quantitatively the 

financial flows in the economy (Okigbo:1981:23). The 

financial system which embraces the financial· sector, is the 

family of rules and regulations, and .the congeries of 

financial arrangements, institutions, agents and-the 

mechanism whereby they relate to eàch other within the. 

financial sector and wi th the rest of the world (Beckhart·, 

1965:79). 

As il~ustrated in Figure 2.1 below, the Nigerian 

financial system is comprised of a .nUlllber of diverse 
0. \ 

ins:titutions which èan be classified either by reference 

to how 'they are . .fin_anced or by the nature of their liabili­

ti@il, 0êfiêf'â11y; tnê!ilt! irHîi'bitUtiofü~ ftéadily COlfiê :lnto six 

\ 
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Fig. 2 · 1 THE NIGERIAN FINANCIAL SYSTEM 
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groups (Okigbo 198_1 :24) :'-;·' 
' t\~. 

(a) Banking system - Central Bank, Commercial, and 

merchant banks ~ and _in the Nigerian . situation, 

Co-operative banks • . . 
(b). Savings Institutions - Federal savings Bank; 

(c) Specialised or development banking institutions_ -

Nigerian Industrial and Development Bank (NIDB), 

Nigerian Agricul tural and Co-operative Bank (NACB), 

Nigerian Bank :for Comnierce and Industry (NBCI); 

(d) Insurance and Provident Funds - Irisùrance Companies, 

the National Provident Fund. 

(e) Security Market - Nigeri_an Stock Exchange; 

(:f) Public Sector - Federal and State Government ·and 

parastatal.institutions. 

These institutions could be classified by re:ference 

to how they are financed, thus: 

(i) Institutions Financed by Deposits 

(a) Monetary institutions like the commercial 

banking sector that collect demand and time 

deposits; 

(b) non-monetarY institutions like the Federal 

Savings Bank and Federal Mortgage Bank.· They 

e61lëot éaVittgS a$ dejo~itO~è and iend t~ 

pertioulttr groUps ô:f customers for- specifië 
1 

\ 
\ 
\ 
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purposes. They do not creàte money as the 

commercial banks ·do. 

(ii)' Institutions Financed Other than by Dèposits 

These are specialised institutions.which can raise .. 
funds. by subscr.iption by the public either ~n ~ contractual 

basis or on the issue of securities ~ stocks or bonds, or 

directly through the EXchequer. Examples of such institu­

tions in·Nigeria include the insurance companies, the. 

government and the specialised banks, ·. and several state 

investment companies and corporations •. These institutions 

operate as executors of public investment -policies because 

of the source of their funds. 

One thing however, is common ~o all these financial 

institutions: they all deal almost. exèlusively in .finàncial 

assets and liabilities. The assets ~ay vary in .their term, 

nature and risk. They are in reality debt instruments o.f · 

.final .borrowers ( us ers of funds) or o:f other intermediaries. · 

·Legal Framework 

As Figure 2.1 also shows, the Monetary Authority is 

the top most in the hierarchy .of the financial · system.· 

··This may_ be thei. Supreme Mili tary Council, the Apmed Forces. 
. ' . . 

Ruling Council or the Federal Executive Council, depending 

on whethèr àiniiitary Oi" oiv.i.lisn e;over-nmêï'lt is ;Ln t,ôwett. 

\ 
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It is the final authority that appr_oves the budget and the 

final arbi ter in any dispute between the Miriîstry of 
., 

Finance and the Central Bank •. However, for ail pr~ctical 

purposes, the.'morietary authori ties are made .'up of the 
i : . 

Ministry of F~nance,,and the Central Bank which is at the. 

apex of the banking system. Before January 1988, the 

Central Bank .used · to 11e under the Ministry. of Finance., and 

thus reported to the Minister. Since 1988; t~e Central 

Bank has been granted autonomy and it now reports directly 

to the President of Nigeria. Next to the Central Bank are 

the bank and n·on-bank financîa'l institut ions and the 

insti tutional relationships'' ;-that is' the ,reporting and 

supervisory relationships, are as follows: 

Institution 

Central·Bank 

Supervisory Institution 

Before 1988 - Ministry of Finance 
, But reports directly to the · 

- President as from 1988. · · 

NIDB, NBCI 

NACB 

FMBN 

Federal Savings Bank 

Commercial and
1
Merchant 

Banks · _ · _ 

Insurance Companies 

Nigl!t~ién s.toek itxchârigè 

Netiortêl Provid~nt tund · 

Ministry of Commerce 

Minïstry of Agriculture 

Ministry of Works .ii 
."\,) 

Ministry of .Finanè~ 

Central Bank 

Ministry of Trade 

Counëil. · tif thë ltxohattge 

· lViinistry of Labout-. 

,:J ,;. \.. 
... ;':. -, 

\ 
! 
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Indeed the legal framework ior the financial system 

and particularly the banking system i.8 provided in the 

' Central Bank Act 1958, building on the foundations of the 

1952 Banking Ord.inance. The period between ·1892 - 1952 

was a period of laissez-faire banking, wi thout any form of ' 
' ;:': 

banking regulation. This accounted in no small measure for 

the high rate of bank failure of the late 1940s and early 

1950s resulting in a significant lossto depositors •. The 
'' :;. 

collapse of one bank a:t;.te.r another caused considerable· -' 
,;·• ··: ·1 

concern wi thin government circles. · Following the repor.t: o:f 

the G.D Paton ·committèe in 1948, the Nigerian Banking 

Ordinance was enacted in. 19.52 to. protect the banks 1 

depositors and restore public confidence in the banks. 

Since the Central Bank o:f Nigeria (CBN) Act o:f 1958, 

a number. of amendments have been passed which profoundly 

affect the banking,operations in Nigeria. These include: 

CBN Amendment Act 1962, 1967, CBN Amendment Decree No.2 

of 1968, · the Banking ACt of 1969, Finance Decree 32, , · 

Decrees No. 40 and 59· of 1970; Decree·No. 46 of 1972~ and 

38 of 1976, etc. In· addition to these, anumber of 

decisions by the Federal Executive Council·affecting the. 

CBN Act of 1958 have been made: 

\ 
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(a) The White Paper on the Okigbo Finan.~:~ial System f 
·, 

Review Committee, (b) The.decisions of the Federal 

·Executive Council on the McKenze Report 1977, and 

'.' (c) The White P.aper on the Onosode Commission on . . 

Par~statals 1981. 

Also, partly as a resul t of the Indigeneous Eriterpri.ses 

Promotion Decree 1972 and 1977, and partly in an endeavour 

on the part of the authorities 11 to get ·intimately involved. 

in commercial banking activities so as to guide them to 

opera te to the maximum ben_efi t of the èconomy, 11 the 

·Federal Government acquired 4()9E; and 60% equity interest i~ 

· the hitherto foreign banks in 1975 and 1977, respectively. 

Prior to the commencement of operations-by the CBNin 
' July 1,· 1959, the West African currency Board system was in 

existence in the country. 

At that time, Nigeria's c~rrency was backèd_ one hundred 

percent by sterling reserves, and "the monetary system was 

neutral, that is, it did not exercise discretionary contrql 

over the economy or on the·availability of foreign exchange 11 

·(Adedeji, 1969:f09). Apart.from its dis_cretionary monetary 

control power, the CBN is aiso entrusted with some other · 

· trècU:t1011al Cèntral l3ank:Lrtg. functicm~ 1.neluél.1ïîg thât 6t thtt 

.• 

\. 
\ 
\ \ 
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issue of the .national currency.and the maintenance of 

external reserves in order to safeguard the international 

value of that,currency. The bank is also charged with the 

role of banker and financial adviser to the,Federal 
• 

Government. M~r~over, the Banking Acts equipped the CBN 

· · wi th powers of c.ontrol, supervision and direction over the 

licensed banks whose co-operation it must seek; wherever 

necessary, and with which it must statutorily cooperate to 

promote and maintain adequate banking services for the 

public and ensure high standard of conduct and management 

throughout the banking system. 

All the other financial institutions': operàte under 

their respèctive enabling legislations. For instance, the· 

insurance companies operate under the Insurance Companies 

Act, 1961, the In_surance Miscellaneous Provisions) Act, 

1964, the Insurance Companies Regulations (1968), and the 

National Insurance Corporation of Nigeria Decree 1969. 

\ 
\ 
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Structure -----
Table 2 •. 1 below presents the kinds and .distribution 

of the major iïnancial institutions in Nigeria. 
' ' 

Table 2 .1. Th:e Ni~erian Financial rnsti tutions 
. a~··at ecember 1987 

Type of Ins ti tuti on Number Branches 

Central Bank of ijigeria 1 14 

Commercial banks 33 1,483 

Merchant Banks 16 33 

Development Banks 4 65 
Federal Savings.Bank 1 20 

Insurance Companies 87 Not available· 

Nigerian 

National 

Sources: 

Stock Exchange 1 33 Brokerage Firms 

Provident Fund 1 Not available 

( 1) 

(2) 

R'esearch and· Data Services L td·, 
1985/86 Nigerian Banking Almanac. 

CBN 1 Annual Report ànd Statement 
of Accounts, 1987. 

An .examination. of Figure 2.1 and Table·2.1 above 

shows a general outlook of sophistication, both in terms 

of-the number of financial institutions available and their 

. branch network. · As at December 1987 • there were 33 

\ 
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commercial banks operating in Nigeria wi th 1 ,.483 bran·chès. 

This represents a ratio of one commercial bank office· t_o 

about 67,431 Nigerians.· In 1960~ there were 8 banks with 

190 branches. Even though the 1987 ratio gives the 
• . . 

impression thàt ·Nigeria is under-banked, it marks a 

considerable improvement over the· 1960 status. For the 
. . . . 

merchant b~nks which, until 1973, were monopolised by .only 

one bank (NAL :Merchant Bank) with only one office, the 

growth has been impressive. As at th.e end of December . . ~· . ' 

1987, 16 Merchant banks'with 33 branches were operating.in 

Nigeria •. As ~t this date, the overall number of rural · .. 

branches of commercial banks opened in the three_phases of 

the Rural Banking Scheme stood at 529 or 35 •. 7 per c·ent. of 

the total bank branches in the country.· The;trend in the 

growth of number and branches of commercial and merchant 

banks shows tremendous physical expansion of banking 

facili ties ,' due largely to the re.lative attractiveness>_ of 

returns to i~Vestment·in the banking industry (CBN, ArinUal 

Reports 1987:47). According to the Report, , 
. ' 

total of 36 applications for. bankin·g licences were 

receiveddn 1987 as compared with 18 .in 1986. 

The development_banks (four of them) maintained a 

total of 65 bra'nches as at the end o:f. ·necember 1987, whilè 

thotHlt . ôt the 'redè~ël . SiîV.1.rigs Êëïik . etood a~ ~o. A$ . i'l)l" 

1 
\ 
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other institutions, their number and branches reflect 

their peculiar nature. As at the end of December 1987, 

87 insurance companies with numerous branch offices 

served the economy while the Nigerian Stock Exchange 

operated with '3,J brokerage firms. 

' The Nigerian financial system has also undergone 

considerable changes in its ownership structure. Prier 

to 1977, a major segment of the financial institutions 

was owned by foreigners. But since 1977, it has become 

m:andatory for all financial institutions. in Nigeria to 

have majority Nigerian equity participation. This 

regulation which is enforced under the Nigerian Enterprises 

Promotion Decrees is designed to promote the Nigerianisation 

of the economy. The development banks (NIDB, NACB, NBCI), 

the Federal Mortgage Bank, and the Federal Savings Bank 

which were owned 100 percent by the Federal Government are 

now to be partly privatized, with the Federal Government 

retaining no more than 70 percent equity participation in 

each of them. This new development is contained in the 

Privatization and Commercialization of Government Enter­

prises Decree No. 25 of 1988. The general picture that 

emerges i-s that Nigerians are properly in control of the 

financial institutions operating in Nigeria. 

\ 
1 
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One very important feature of the structure of Nig~ria's 

financial system is the predominance of the banking system, 

particularly the commercial banks. This is a peculiar 

feature of most developing financial sys .. tems. At the e.arly 

stages of development, the commercial banks, widely defined, 

constitute the financial system. But as the economy 

develops the demand for other financial services increases, 

leading to the relative decline in importance of the 

commercial banks. 

Table 2 .2 below. shows the d·ominant status of the 

commercial banks in savings mobilization. Even though their 
of total savings · · 

percentage shareL?as declined from 85.9, 88.9 a.i:id 88.8 in 

1963, 1979 and 1981 respectively, to 80.8.in 1987, the 

commercial banks still constitute the most important set of 

institutions in the system~ In his analysis of the deposit 

liabilities of the main institutions in the financial 

system 1970 - 78, Okigbo (1981:3) observes that about 98% 

of all deposi ts come. from the commercial banks •. According 

to him, "it follows therefore that if deposits dominate the 

sources of funds of the system to the extent of over 80% 

and if commercial banks account·for practically all the 

deposits, then commercial banks constitute the most 

important set of enti ties in the system for mobilizing funds. it 

1 
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Table 2.2: Institutional Savihgs, 1963 - 1987 (N million) 

;:savii'lgs and 1 Time Na"tional · Federal N1.ger1an Premium (1) as% 
Year orime Deposits Deposits Provident Savings Building Bonds, Total of (7) lWi.th . with Fund Bank Society Savings 

;e.bmrnercial Merchant (Federal Certifi-_ 
· œanks Banks MortÎage cates 

. ': .. Bank· · etci~ .. .. ... ' 

(1) 
.. 

(2) (3) (4) (.5) . (6) (7) . (8) 
' 

; 
1963: 94.3 - 8.9 5.9 0.5 0.1 109.7 85.9 
1965·. 141.0 - 27.3· 5.5 · 0.9 0.3 175.1 80.5 
1967:. 131.2 - 4.3.5 4.8 1.4 0.4 181.4 72.4 ., 

1969. 215.4 - 58.6 5.1 2.0 . 0.2 281.3 76.5 
1911 · 366.5 3.9 . 72.4 4.8 4.1 0 .1 451.9 81.1 
1973 582.3 17 .1 109.7 4.5 5.5 1.0 720.2 80.8 
1975 '.. 1,572.4 63.4 159.9 8.1 11.8 · 0.9 1,816.1 86.6 
1917. ' 2·.,255.1 .. 82.4 -230.4 8.o 20.0 - 0.9 2,595.9 8_6. 7 
1979 j lts702 .1 117 .3 306.7 7.7 27.9 o.·1 4,161.8- 88.9 . . . . ---~-:· ;:··.;:{.; 

19ff1 '6,,023.5 328.0 370.1 5.3 57.2. 0.1 . ·-·~ 6,784.2 85.6 
1963 ' a"'o82.9 783.7 472.3 5.0 89.9 0.1 9,443.9 84.1 
198:5 ; 1:0.550. 9 1,318.2 543.5 8.1 118.2 0.1 12,539.0 .. 

19Sli : 1~050.4 2,871.1 593.5 16.9 133.8 0.4 18,616.1 . 80.8 
-- Source: _CBN · Annual Report and Statement of Accounts. (Vari~ous Issues). (\ 
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However, the>gradual but steady changes in the 

structure of the system have to be acknowledged. The 

relative decline in the commercial banks' share of the 

insti tutional savings, for instance, was a,ccompanied by the 

relative growth. in the share of other institutions, 

particularly the merchant banks, the Federal Mortgage Barlk 

and; the National Provident Fund. For e~ample, the 

Merchant Banks' share of savings rose .from about 2% in 1973 

to about 15% in 1987. Other institutions experienced 

minimal but steadr growth. 

Thus, it could be concluded that the trends in the 

structure of the financial system appear promising.- The 

commercial banks are getting more sophistipated as evidenced 

by the size and structure of their assets, deposits, loans 

and advances, and branch network. The other financial 

institutions are also growing at a moderate rate. 

2.2. Financial Development and Economie 
Growth ln Nigeria 

No doubt, financial development, defined as the 

expansion and elaboration over time of the financial 

structure (institutions, instruments and activities) is the 

hub of any econo~ic system. In the literature attempts have 

been made to gauge the extent of financial intermediation 

in an eoonowy, · âhd this mei.ù:lu:t~elâ tha relationsh:i.'.P betwèen 

l 
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the financial sector and the rest of the economy. That is, 

a relationship between the fin5ncial supe:rstructure (the set 

of financial ·institutions,. intermediaries and· instruments) 
,. 

and the financial infrastructure (nationai income and wealth). 

The pervasiven~ss of financing activities in economic life 

may be indicated by various ratios. Shaw (1973) introduced 

· the concept of 11 .financial deepening", defined as the ratio 

of financial assets of financial institutions to Gross 

National Product (GNP). This ratio corroborates what Gold­

smith term~d the Financial Interrelations Ratio (FIR). This 

ratio which measures the f1nancial structure relates the 

superstructure, measured by a number of indices, to the 

national income or wealth. The higher the ratio of financial 

assets to real assets, the.more the importancé of .financial 

institut ions and instruments in the economy •. 

As the economy grows and develops, financial inter­

mediation tends to increase. In the process of economic 

development, financial assets get diversified through trans­

formation of maturities fr9m short to long term by .financial 

institutions. The di versification provide.s opportuni ties 

for the development of secondary markets in which long term 

securities may be traded. The resultant broadening of the 

financial assets enhances the growth of financial deepening 

. end ot- interrnêdiation (Omoi"UYi, 1984:19 ... 20). 
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Financial development, at least in the quantitative, 

sense, is a very modern phenornenon (Drake 1980: 28). From 

his expansive study of the financial development in several 

countries around the world, Goldsmith (1969:44 - 48) 
• observes some s~riking historical regularities and these 

can be summarised thus: 

(a) The financial interrelations ratio (financial assets/ 

national wealth) rises with a country•s economic 

growth, ie, the financial structure grows faster thàn 

national wealth (and then national product). 

(b) EVentually the FIR levels off, at a value about 1, 

perhaps up to 1}. 

(c) The FIR is lower in less developed than in advanced 

countries. 

(d) The share of financial institutions in the ownership 

of financial assets increases as economic development 

proceeds. 
l 

(e) Financial development::starts with the banking system 

and depends especially on.the diffusion. of scriptural 

money, which the banking system provides. As a 

corollary, :the ratip of money to national weal th 

first increases with growth but eventually levels off 

or declines. 
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(.f) As countries become l'Üghly developed, the share of 

the banking system in the assets of the financial 

sector declines, while that of newer and.more 

specïalised instituti.ons - such as building societies, 

insurance 'companies, retirement funds .and finance 

companies increases. 
i} 

Thus, in advanced economies, the 

financial ass·ets of the banking system are of lesser 

value than the financial asset~ held by all other 

institutions, whereas.the reverse is true in economically 

underdeveloped countries. 

(g) Foreign financial links - either providing sources of 

funds or serving as avenues for overseas investment of 

surpluses have been of substantial importance at some 

stage in the development of most countries. 

(h) Over long periods, there has been in most countries a 

rough but unmistakable parallel between economic growth 

and financial ·development. But the direction of cause 

and effect in this obvious association is not clearly 

established. 

Needless to say that most of the observed regularities 

. apply to Nigeria,. One major problem arising in the use of 
' 

the financial interrelations ratio (at least from the point 

'of view of a developing· economy) is the dearth of :reliable 
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.. 

data particularly on national wealth, and total financial 

assets/liabilities. In estimating the FIR for Nigeria, the 

Gross Domestic Product at current price~ is used as a proxy· 

for national wealth,· while .the assets of major financial 

institutions (that is, the Central Bank, Commercial, and 

Merchant Banks) represent the assets ·of the financial 

system. The FIR is computed and p~esented in Table 2.3. 

Table 2.3: 

1970 

1975 

1980 

1981 

1982 

·1983 

1984 

1985 

1986 

1987' 

Ratio of Assets of Major Fi~ancial 
Institutions to GDP (Percentages) 

Ratio 01 

33 

55 

54 

59 

66 

82 

86 

71 

97 

111 

T~e table shows the steady. rise of .the. ratio over the 

years. By 1986, it had almo~t levell.ed µp :to 1000;G; it then 

rosè to 1119' .:ln 1987. This Oôtl.t'irms that Nigê:r,ia•~' 

\ 
1 
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financial structure grows faster than the Gross Domestic 

Product. This trend is·indicative of the maturing structure 

of the financial system. It must be noted, howeve~, that 

the growth in the importance of the financial,structure in 

the economy is influenced by the degree of monetization, the 
" 

.extent to which -the business units depend on external 

sources for their finance and how much on internal financing, 

and the diversification of financial instruments. 

Table 2 .4 shows the grmvth trend in the total dom es tic 

, credit granted by the banking system to the domestic 

economy over the years. 

Table 2.4.: Total Credit to Domestic Economy, 1960-1987 

Year 

1960 
1965 · 
1970 
1975 
1980 
1981 
1982 
1983 
1984 
1985 
1986 
1987 

s eutie i!Ui • ê i ) 
(ii) 

Amount (N Million) 

49.9 
352.2 

1,169.7 
1,156.5 

10,689.0 
15,746.0 
21,410.0 
27,600.0 
30,423.0 
32,680.3 

. 36,820.3 
42,082.0 

Percentage Change 

60,5.8 
232.1 
-1 .1 

242.5 
47.3 
3.5.9 
28.9 
10.2 
7.4 

12.6 
1!J:. 2 

Average Annual 
èhSl'ige • 44•2 

~ ••• - •,•' ' .. ", .•. ,..,._ ... ~-· ~ ...... - -·---·c,,-.•'" ·>.. ...... ,--- ·-.~ ·-. .. • .. --- ' ·- .... ~ 

ïMF1, :ff'lt&,u.'~XHli.t.~ôfltaJ;t ~"i.fl5,li'i.OiéiÏ .s.t1a.t.tat1.os. (~~à&~Ms · 
GSN - Ml'lUl!âl, ~ê,Rorit JU'J.d .• ~ta;têftleflt ot 
Acoounts.~Various Issue~,.. .. . · 

'1· . 
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Total domestic _credit grew from a paltry sum of N49.9 

million in 1960 to about N42,082 million {n 1987, 

representing some 84,232 percentage increase, and an 

annual average percentage change of 44.2 over the twenty­

eight year period (1960 - 1987). The magnitudinal changes 

in the size of domestic credit shows the -extent to which 

the financial system is increasingly meeting the demands 

of financing the national development process. 

However, one contentious issue in the field of finance 

and development relates to the direction of cause and effect. 

Ojo (1984:18) reports of his findings that the growth 

of financia1 assets which he estimated to be 12.5% consis­

tently led the growth of the GDP.which was 8.2%. This 

implies, according to him, 11 that the growth of financial 

institutions significantly mapped out the growth pattern of 

the economy." A similar computation was done for the 

period 1960 - 1987, and the results show that the average 

annual rate of growth of financial assets which was 24.9% ., 

consistently led that of the GDP which was 8.4%. These 

results, though suggestive of a supply leading financial. 

development, do not produce any conclusive evidence on the 

direction of causation. 

\ 

\ 
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To test for causality between finance and 

economic growth in Nigeria, the method developed 

by Sims (1972) is used. Using annual data for 

1966 - 1987,' . the resùl ts of the analysis show a 

bidirectional causation. That is, the financial 

system and the general economic activities are 

connected by a web of intèrrelationships, with 

each causing, and in turn being influenCed by, the 

activities of the other. 

The con·clusion, one draws from the discussion 

so far is. that Nigeria's financial system has 

experienced overwhelm_ing structural changes over the 

years. It has also played very crucial roles in 

financing national economic development. It is the 

recognition of these growth inducing capability of 

financial intèrmediaries that led the CBN to take · 

several rneasures to develop a sound financial sector. 

A healthy financial sectorisa sine qua non for 

efficacy in the conduct of.monetary policies of the 

government. In Nigeri·i as in other countries, the 

financial intermediaries especially the banking system 
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constitute the purveyors of the -govermnent' s rnonetarY' 

policies. And, these monetary policies, by and large, 

determine the Path and pattern of financial development. 

1 
/ Therefore, a brief discussion of the conien·t and 

. ' 
direction of !'Jigeria's mone-tary policies rnight further 

illurninate the Character of:the financial system. 

2.3. An Appraisal of Nigeria's Monetary Policy 
""[f959 - 1988) . . 

Monetary PolicY consists of discretionary measures 

by the monetary authorities to control the cost, 

availabili ty and direction of money and credi t in th~-~ 

economy. The main thrust of monetary mànagernent lies 

in the manipulation of total money supply through the 

control of the cost and availability of aggregate 

bank credit in the economy. This is because the 

banks, especially the commercial banks, constitute the 

dominant source of money and hence credit to the 

economy. 

1·,fonetary PolicY in Nigeria aims at . ensuring -~-­

optimum and balanced real growth of the economy as well 

as achieving a healthy balance of payments. Specifically, 

these objectïves can be grouped into four, namely: 
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(i) Maintenance of relative stability in 

domestic prices. 

(ii) Attainment of a high rate of employment. 

'(iii) J-\chievement of a high and sus'tainable 

rate of economic development, and 

(v) Maintenance of a good balance of payments 

position. The emphasis laid on any of 

these objectives or their variants depends 

on the econornic circumstances and the 

immediate policy thrust of the government. 

In 1987 for instance, the major aim of monetary 

policy ·was to "curb excessive demand pressures . and 

stabilize the economy" (Monetary Pülicy Guidel in es, 

1988:1). In 1988, the specific objectives of monetary 

and credit policy as contained in the 1988 credit 

policy guidlines are: (i) the stimulation of growth 

in national output; (ii) the promotion of increased 

financial savings and efficient resource allocation; 

(iii) Moderation of inflation rate; and (iv) improve­

ment in the balance of payments position. 

The formulation of monetary policy is the duty of the 

Central Bank of Nigeria. The memorandum containing the 
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policy proposals are sent to the government through the 

Minister of Finance for approval. In preparing this 

memorandum, the Bank takes into consideration the views 

and suggestions of the banking and other business 

communitY and Înterested public groups and individuals. 

More importantly, the Bank reviews the prevailing economic 

and financial conditions in the country and makes reasonable 

predictions regarding the future prospects of the economy. 

It then outlines the specific objectives of monetary policy 

tà be pursued in the irnrnediate year ah~ad and selects the 

relevant monetary policy tools for the implemènt~tion. The 

proposals are discussed first by the management of the Bank, 

and then finalised by-the Board of Directors of the Bank. 

The· proposals are then sent to' the Minister of Finance who 

usually invites the Bank for discussion· on the proposals 

before presenting them to the government. However, during 

the 1988 Budget announcement, the Central Bank was declared 

autonomous of the Ministry of Finance. The Bank now reports 

directly to the President. The final decision of the 

governrnent is often embodied in a Monetary Policy Circular · 

issued by the Bank to all Commercial and merchant banks as 

well as insurance companies. 

The instruments of monetary policy axailable to 
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Nigerian monetary authorities may be classified functionally 

into the quantitative, the cost, and directional measures. 

The quantitative tools are open market operations and 

reserve requirements or reserve ratios; the cost techniques 

are the rediscount rate and the interest rate structure; 

and the directional tools are selective credit contro1.s. or 
·'- . 

guidelines. Moral suasion is another instrument, and this 
. ) ·, 

can be applied quantitatively, directionally, or on the 

cost elements. 

In gener~ù, the application of the se tools ei ther in 

their classical forms or mod.ified f orms depends largely on 

the level of the development and maturity of the financial 

system. In more advanced economies such as the U.S.A and 

the U.K the principal tools are quantitative in na~µre and 

aim at controlling the cost and quantity of money and èredit. 

The interest rate structure and the direction of credit are 

very sensitive to market forces. Thus, they are not usually 

capable of discriminating between different kinds of lending 

activity or to emphasis~ particular sectors and de-emphasise 

others. 

Nigeria, on the other hand, is ap underdeveloped economy, 

with underdeveloped money and capital markets. The economy 

is characterised by structural imbalances Qnd, hence the 

ru,ed for prio~iti~stiôn ot sec'bô.t•s in the dievelopmènt 

CODESRIA
-LI

BRARY



l+O 
programme. It is this consideration that bas made selective 

or direct controls through annual monetary policy guide­

lines, exchange rate controls, and supervision and -

exarnination of ''the operations of the licens;ed banks, the 
~-

most effective _instrument in Nigeria's monetary policy. 

For example, open market operations, which means buying and 

selling of government securities with a view to influencing 

the cash base of the banking system, h_as never been used in 

Nigeria. Even though the CBN has powers to employ it, the 

underdeveloped capital and money markets have not made its 

application meaningful. 

The reserve requiremen·ts consist of funds which ba~ks 

are under statutory or conventional obligation to hold 

against their deposits from time to time in order to control 

their credit and liquidity portfolio. These requirements 

include the cash ratio, liquidity ratio, special deposits 

and stabilization securities. These reserves have direct 

impact on the cash base of the banks and hence on their 

abili ty to create money. Their effects are also autom.ltic 

because they can be effected by a stroke of the pen. The 

cash ratio is applied discriminatingly with the banks 

grouped into four categories according to size, with the 

largest banks maintaining the lergest ratios. Under the 

19êâ Mot1t;itau-•Y Polio Y âLd .. délines, the ratiôa .rtinge ft'olll 2~t 

1 
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_for banks with total deposit liabilities of less than N30 

million to 5% ''for:' th ose wi th deposi ts of :N:300', million or 
. . 

more. The original Acts which gave the CBN the power to 

prescribe the liquidity ratio for the commercial banks 

· specified a ratio of 25%. This was only raised to JO% in 

August 1987, but reduced to 27.5% in 1988. This ratio was 

designed mainly to safeguard the ability of the banks to 

meet their depositors' cash withdrawals·and en.sure confidence 

in the banking system. The 1969 Banking Decree empowered 

the CBN to require commercial banks to maintain, over and 

above the legal minimum cash and/or liquid assets some 

addi tional reserves in the form of special deposi ts and. 

st2bilization securities. Special deposits requirement 

was first used in June 1971 and during 1982 - 84 in the 

form of compulsory advance deposits agaînst specified 

imports, while stabilization securities was invoked to 

curb the excess liquid syndrome of the later 1970s. 

The other tools employed in the conduct of monetary 

Policy are the rediscount and interest rate structure. The 

rediscount rate is the minimum rate at which the Central 

Bank will discount commercial and merchant banks' first 
\ 

class bills, mainly the Treasury Bills. Since other rates 

are tied toit, any change in this rate will lead to changes 
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actively used between April 1960 when the first Nigerian 

Treasury bills were issued in 1961. Since then the 

rediscount rate has been changed as occasion demanded. 

In·Nigeria, theund-erdeveloped financial' markets, coupled 

with the relative scarcity of capital resources in the 

economy, are factors which mali;:e market determined interest 

rates incapable of producing the most desirable pattern of 

resource allocation. Thus the ·1969 Banking Decree (Section 

14) empowered the CBN to fix the minimum and maximum 

interest rates chargeable by banks. Interest rate structure 

has only changed, at times very significantly, in 1968, 

1975, 1977, 1978, 1980, 1982, 1984 and 1985; before the 

deregulation policy introdùced in August 1987. This 

deregulation of interest rates continued in 1988, but with 

the minimum rediscount rate reduced from the 1987 level of 15% 

to 12075%. According to the Credit Pol~cy Guidelines 

(1988:6), 11 individual banking institùtion, guided by the 

stance of policy and forces of supply and demand.in the 

financial markets, is free to determine its deposit and 

prime lending rates which shall be displayed in its place 

of business." Nigeria.is still experimenting with the 

market determined interest rate st~ucture. 

1 
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The effecti veness of moral sua si on is based on the 

cordial relatio~ship between the ~ommercial. banks and the 

Central. Bank. In Nigeria, the major.,channel for implementing 

the Central Bahk's moral suasive pow~r on the banks is the 

Bankers' Commi ttee meeting which is ·presided· over by the 

representative of the Central Bank. The Committee 

rèviews from timè to time the monetary and credit conditions 

as well as policies being pursued. Th~ exchange of views 

has proved beneficial for ensuring the co-operation of the 

banks wi th the monetarY authori ties. 
\. 
" 

· The next, and perhaps, the most important instrument 

' of monetary policy in Nigeria is the direct control system. 

According to the CBN (1979:10.5), "of all the techniques of 

monetary control available to tbe CBN, the selective 

variant of the direct credit control methods is the most 

popular because of its grèater relevance to the economic 

circumstances of Nigeria ---. 11 Consequently, as a 

supplement to the Federal Government annual budget speech, 

credit guidelines in the, form of Moneta.ry Policy Circulars 

have been issued by the GJ,3N since 1969 as directives to 

the banking sector. The main characteristics of these 

guidelines include: 

(a) Ceilings on overall expansion o~ credit, determined 

on the béais of specified assurnptions Oh the leVêls/ 

\ 
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expansion of relevant economic variables like 

domestic prices, reserves, money supply, balance 

of payments and gross domestic product. 

(b) Sectoral. and sub-sectoral ceilings fpr allocation of 

(c) 

• credit in·accordance with desired objectives of 

policy. For this purpose, sectors/sub-sectors are 

categorised into 'preferred' and ~'less preferred" wi th 

loans to the preferred sectors being minima and the 

less preferred sectors being maxima. 

Interest rate structure for the -system including 

deposi t and lending rate-s as well as the treasury 

bill and rediscount rates. Since 1987, the interest 

rates are fixedby individuaJ. banks. 

(d) Loans to indigeneous borrowers (90~ of total loans) 

of which 16% must go to small scale manufacturing 

enterprises; and stipulations that a defined propor­

tion (45% for 1988) of deposits mobilized from the 

rural areas under the rural banking scheme is invested 

in those rural areas. 

(e) Provision for sanctions and penalties against non­

compliance. 

(f) Exchange rate policies/controls to be in operation 

during the year. This was before the commenëement 

\ 

\ 
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of the:Second-Tier Foreign Exchange Market (now 

.Inter-Bank Foreign Exchange Market) in 1986. 

A variant of the direct control measures is the 

examination and. supervision of the books and operations 
! 

of the commercial end merchant banks. The aim is to 

ensure the compliance of the banks with statutory requiré~ 

ments and other regulations, and providJ· help and guidance 

to the banks in appropriate cases •. 

2.31. Application of Monetary Policy 

An analysis of monetary policy since 1960 shows that 

Nigeria has experienced a rapid; monetary expansion in terms 

of the growth of the money supply. The money supply 

increased at an àverage annual ra.te of 11% during the 

1961 - 1970 period,' 48.2% in 1973 - 77, 18.4.5 in 1978 - 81, 

and 7.5% in 1982 - 87. · The highest growth rcte of money · 

supply occurred in the 1973 - 77 period due mainly ta the 

easy monetary policY. of the period and the rapid monetiza­

tion of the oil revenue. Over the entire period (1961 -

1987), a dominant proportion of the growth in money supply 

was accounted for by an expansion of the monetary base. 

The control of the monetary base in Nigeria, a's in man y 

less developed countries, is. difficul t, when the balance o:f 

trade and government budget show persistent deficits, and 

the ooun·t~Y ooviu•s ·ëhësë d~i.'icits by seourins foreign lomrtë, 

! ., 
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. aids and governmental recourse to credi:t; ·· from the CBN. '., 

General],y, the growth rates of monêy supply have 

reflected the nature of monetary policy pursued by the 

authorities. T,he monetary policy formulation arid 

implementatio~ experiences of the CBN may be divided, for 

.analytical convenience, into eleven phases of monetary 

policy, 2 thus: 

(i) Formative Years 
1cy 

This was the formative years of .Central Banking. in 

Nigeria. The CBN of necessity directed much of·its efforts 

to-reshaping and restructuring the . banking system, 

structurally and tunctionally, in such a way as to be able 

to impact fav~urably and effectively on the banking system 

and the econe>~y as a whole; and to promote the development 

of money and capital markets. The most active tools 

· applied were ·1nterest rates and moral suasion. 

(ii) April 1·962. - September 1964: Cheàp Monetary PolicY 

Monetary policy at thi~ period was designed ta enable 

·the government borrow cheaply' to · fi:nance the .First National 

Development Plan launched in. 1962. Th~ major tools of 

policy were chafges in interest rates and the variable 

. liquid assets. The treasury bill rate was reduced from 

2. See Ayichi, 1~87; and FirstBank o:f Nigeria Ltd (1988). 

i' 
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41% ta 4% in.1962 and fùr:ther. ta 3!% in 1963, in line with 

a reduction in the redisc.ount · rate from 5i% ta 4!% in · 1962 

and further ta 4% in 1963.f. The Variable .liquid assets 

were · applied by fix,ing the share. of commercial banks 1 
, ,. 1 

9 

external assets· in their- licnlidi ty ratios_ at 7i%. The se 

measures succeeded in accelerating ·credit expansion and 

aggravated balance of payments problems. 

(iii) October '1964 - October.1966i. 
Credit Restraint Policy . 

ilccording to the 1964 Annual Report of the CBN, 

"1964marked • new stage in monetary management: a year 

when passive monetary policy ·in· vogue sinèe the days of 

the West Afric.n Currency Board was replacedby a conscio\ls· 
. . .. 

. . . ' 

effort on the part of the Central Bank and Governm~nt to 

influence the rate of credit creation and patterns of 

expenditure~ This phase was. out ta correct t4e balance of 

- payments disequilibrium oc_casioned by the preceding phase. 

Direct credit _controls, interest rates, moral suasion and 
. . . . ' . . 

' ' 

varia.ble liquid assets were the major instruments employed. 

Commercial banks I aggregate_, credi t. expansion was pegged '.:,at 
.. 

an annual growth rate of 15%. Interest r~ites were revised 
' 

upwards,. but the restriction on imports was accompanied by· 

.n upsurge in domestic prices. The impact of these policies 

was the QUick correction of the balenoe Of pâyments prôblêm. 

\ 
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' .! 

(iv) November 1966 - June 1969 
Easy MonetarY policy 

This period was dominated.by the civil war, and the 

main thrust of monetary. pol_icy was that of m_eeting the · · 

financial need.,s-'o:f a war economy, mainly tq'rough deficit 

financing •. The Central Bank was further equipped with 
1 • • 

additional weapons of monetary control to enable it cope 

! 

-,,.. with the problems. 
.,}~' 

(Amendment) (No.3) Decree No • .50 of 1968 was;enacted and t_he 

The Central Bank of Nigeria Act 

Bank was, among other things empowered to: 

(a.) set the level of minim1.llll ratios of total loans, 

· advances and discounts which commercial banks must 
•.; . •' 

make to indigenes. 

(b) Prescribe from time to time the cash reserves which 

the commercial banks should lodge with the Central 

(c) 

(d) 

· Bank. 

Call for special · dep~sits from_ commercial banks · 

Impose credi t ce~lings. · 

(e) Presèribe the struc1ture of specified liquid assets 

to be held in stipulated ratios to deposit liabilities. 

(f) .. Issue, allocate and repurchase·from financial 

. institut ions· of sta bilization securi ties •.. 

The strategy was to restric~ as muchas possible the 

ird1l1tiot111ry èonsrH1.uer1oes_ o:t.' thë wâ~ tinao@, tht'ôugh the 

\ 
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availabili ty of credi t to the priva te sectôr for increasèd·. 

goods and services. 

(v) July 1969 - March 1972: 
Moderate Monetary Restraint 

' The primaBy -objective Of policy was to increase 

. domestic produdtion and curtail inflationary pressures from 

15% to 5% per annum. Selective credit control, moral 
:f . 

suasion .and partial upwaritl revision of interest rates were 

the instruments used. Ceilings. on aggregîate credit. 

· expansion. w.as restored, whÎle government borrowing was 
l,, 

reduced. The outcome of the selective credit control was 

arise in the allocation of credit to the preferred sectors, 

while ·de-emphasising the less preferred sectors. 

(vi) April 1972 - March 1976: 
Easy Monetary Policy 

This was the period of economic reconstruction and 

the oil.boom. So, the economy èxperienced excess lfquidity 

resulting from petroleum earnings, increased government 

expenditures, the reconstruction and rehabilitation of the 

w~r ravaged arelis, plus. the wage increases of 1975. The'se 

were accompanied by expansion in bank credit, money supply 

and increased ~emand for consumables, thus fuelling 

inflation. The selective credit controls and variations 

in :1.nteU''ë.st ratés wère the mâjor instttuments ·empl.oye,èi. 
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( vii) · April 1976 - Dec,. 1981 : 
Moderate Restraint Policy 

The excess liquidity in the economy and the conseq~ent 
l,, 

inflationary pressures! wer:e the major concen;i of economic 

policy. Thus, a numb~r of monetary· instruments were 
• 

combined to cur.b these ailments. The todls included: 

direct credit ceilings, cash resèrve requirements, 

'stabilization securities and interest rates. 

· (viii) January 1982 - December 1983: Short term crisis 

management. , 

(i:Jc) January 1984 - June 1986: Medium term Crisis 

management with tight monetary 

policy. 

.(x) ·. July 1986 August ·1987: · Long term crisis .· 

management with Structural 

Adjustment Programme but restrictive. 

monetary policy. 

(xi) ·August 1987 -date: Long term crisis management 

with Structural Adjustment and 

more liberal monetary ~nd credit 

.Policies. 

An impor.tant observation from the foregoing analysis 

of the phases ·of monetary policy is that monetary policy 

appl~cation i1.n Nigeria hàs bê~rl ·onaracterised by. ;n 

\ ' 
1 

1 

\ 

CODESRIA
-LI

BRARY



51 
·~ 
. irregular pattern of tight and easy policies. This is to 

be expected. Monetary Policy, unlike the fiscal and 

income policies, enjoys thè superiority of peing much more 

flexible, and effective.in achieving the desired results • 
• 

·: Since independence, monetarY and general ·:economic policies 

were formulated against the ba,ckground of existing 

economic problems. Over time, the orientation and magni­

tude of these problems changed, and so with the nature of 

monetary policies designed to deal with them. ·Tbese 

policies have also.achieved the goal of developing and 

: sust.~ining a sound and orqered financial system. 

2.32. The Nature of M.one~ Market and 
the Rural Banking cbeme 

Nigeria's money market, as in most less.developed 

countries is characterised by its dual nature. Xbe 

ùnorganised money market, consisting mai.nly of. the money 

lenders, landlords, merchants, traders, rotating and non- ' 

rotating, savings and credit associations, caters largely 

for the needs of the rurai or agricultural sector. On 

the other band, the organised money market, consisting 

mainly·of the banks, government and semi-governmènt agencies, 
1 

operates mainly tor the benefits of the urban or industrial 

sector. · Some o! · the loans in the unorgan~sed sector- do not . 
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carry money interest. The· interest rates, where they 

exist, vary widely' ,.f'rom lender to lender,. and are believed 

· to be much higher than the ones charged by the banks in 

the organised market. Funds in the organised: market are 

loaned by saver:S to.the investors on the basis of personal 

contract. The·interest rate structure does not reflect 

the market conditions and distorts resource allocation -

between the econ~miè sectors. So the benefits of indirect 

external finance are not maximized in the rural économie 

transactions. 
·;, 

The size of the organized money marketmay be approxi-

mated by ratios such as the demand deposits to the total 

money supply, and the ra_tio of total bank credit to G.D.F. 

The first .ratio represents the liquidi ty preference· 

approach. ·' arid the second ratio represents the loana ble 
.. 

funds ap:proach. Table 2.5. below shows that bath ratios 

have maintained an upward trend over the years, reflecting 

, 

. the increasing importance of the organized · money mark.et. The low 
. . . . 

ratios, particUlarly before 1980, may be mainly due to the low 

banking habits. among the people and the relative a bs.ence 

of banking facilities in the rural areas of Ni~eria. 

· Accordingly, the size- of the ._organised market or the lack 

of integration betw~en. the'. two 'marke.ts gives riae to 
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Table 2.5: M@:uidity Preference and loanable 
ds Ratios · . 

.·53 

Demand De~osits/M1 (%) Commercial banks loans/ 
GDP (%) Year 

1966 · 

1967. 

1969 

1970 

75 

1980 

82 

84· 

86 

87 

• 37.0 

33.8 

40.8 

43.7 

49.6 

65.5 
58.o 

60.0 

60·.5 

60.0 

8.8 

9.9 

6.9 

7 .1 

·9.8 

12.8 

18.5 

20.3 

21.5 

24.3 

Source: Computed from data from CBN, Economie and 
Financial Review; and Annual Report and 
Statement of Accounts (various issues). 

certain peculiar characteristics of the money lending 

units. 'l'he use of checking accounts instead of currency 

as a medium of exchange is very restricted in the large 

rural areas of Nigeria. 

This.stàte. of affairs caused much concern to the 

monetary authorities. In recognition of. the need to 

mobilize thé l"Ural fitianoial resouroee foi" dêvëlopment, 

\ 
1 
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and as a reaction to the reluctance of the existing banks 

to extend banking services to the rural sector, the 

monetary authorities introduced the Rural B9nking Scheme . . 

in July 1977. The objectives of the scheme were as follows: . . 
(i) Cultiva~iü.n of banking habits among rural dwellers; 

(ii) Mobilization of savings from the rural areas for the 

purpose of channelling same to p~Ofitable ventures; 

(iii) Creation of credit by way of equity and loans for 

small scale industries; 

(iv) development of agriculture and agro-allied industries 

in the rural·areas with a view to achieving the 

national objective of self-sufficiency in food 

pro.duction; 

(v) reducing to a comfortable extent, the drift of 

young men and women from the rural to urban areas. 

As at the end of 1987, the overall number of rural 

bank branches opened in the three phases of t~,$ sc~eme 

stood at 529 out of the total allocation of 7J6. However, 

inspite of this apparent success, it Can be observed 

that the scheme has failed to satisfactorily achieve the 

primary objective of catal)'."sing the development of the 

rural areas. The experience so far shows that the banks 

have functioned strictly as branches of commercial bank~ 

\ 
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in rural .areas, .without any orientation or d6mmitment to 

the development of the rural areas. Thus, what is 

required to ensure a continuous flow of.savings for rural 

development efforts is no.t only the developinent of . . 

extensive and diversified network of institutions but also 

well adapted rural based financial institutions like the· 

co-operative banks and/or unit bank type of rural banks. 

There must be special orientation, special training and 

acceptance of the philosophy of rural banking ·and rural 

development by··the banks (Agu, 1987:15). 

In c9nclusion, it has been observed that Nigeria's 

financial system has shown considerable growth and 

maturity. It ha~ grown ifrom the 1960 status of a 
.\:< 

rudiment~ry :financial structure to a relatively sophisti-

cated system. The trend shows a tendency'towards a 

financial system structured in character.and operations 

after those of the advanced economies. However, behind . . 

this veil of maturity, lie the significant featùres.of 

relatively underdeveloped money and capital markets. .The 

unorganised money markets are signif,icant and persistent. 

This underdeveloped money market renders .the applicati.on 
• 1 

of several of the traditional instruments of mon~tary 
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policy, unreasonable. The nature of the moriey;:Înarket, 

and given thè characteristics of our underdeveloped 

economy, requires continuing, if not greater surveillance 

· of the financia.l system by the government. . . 
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3.1. Money in Macroeconornetric .Mo.dels of Nigeria 

Macroeconomic model building deve·loped in, and has 

been mostly c~ncerned with, the more developed economies. 

The earliest models by Tinbergen (1937, 1939, and 1~51) 

found the· f inancial side not to be particul,arly important. 

Following the initiative of Tinbergen, the next stage 

in the development of economic modellitj1g was the dëvelop­

ment of Klein-Goldberger model of the U:.S ,;-econorny (Klein 

and Golberger, 19.55; see also Klein, 1968). This model 

represents the starting point of modern interest in 

economic model building (Coghlon, 1983:8). The financial 

sector was more rudimentary than in the Tinbergen models 

with only the demand for and supply of liquid assets 

explained (the definition of liquid assets being somewhat 

wider than convention~l d~finitions - including holdings 

of US Government securities and a percentage of the 

priv@te share capital· of savings and Loan Associations, in 

addition to bank deposits, and notes and coins). A few 

years later, K,lein extended his model building activities 
1 . 

to the United Kingdom {Klein, et al, 1961). In this 

model, equations with respect to the supply of and demand 
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for liquidity were not included, and they were replaced_ 

by a single equation to explain the long-term rate of 

interest. From his studies of .the UK economy·, Klein 

(1964:56) concludes that 
. f . • • 

--- my_theoretical predilections are very 
niuch in faveur of a theory of the 'real' 
economy. The monetary economy if in 
good house-keeping order will not have a 
dominant influence on real affairs. 
Nevertheless, I have tried hard over the 
years in several models, to_give the 
benefit of.every doubt to money and 
interest rates when making statistical 
estimates. My empirical verdict, thus 
far, is that li ttle evidence can be 
found for the actual influence of money 
or interest rates on real activity. 

Klein's studies encouraged an upsurge of econometric 

model building and by the early 1970s the three main models 

in regular use in the United Kingdom were those of the 

London Business School (LBS) which contained sixty-eight 

behavioural equations; the Treasury model, which contained 

fifty behavioural equations; and the National Institute of 

Economie and Social Research (National Institute) model, 

which contained only eleven behavioural equations. In all 

of these models, the money supply was taken to ·be 

exogeneous. One or two interest rates provid$d the only 

potential linkage from financial market conditions to the 

real economy, and the whole of the financial side of the 

1 
. ' 
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economy was summarised within a demand for money function 

(the National Institute model did not even have that). 

Thus, it could be argued that the model builders had 

concentrated on the Investment-Savings (I_S) side of the 

IS-LM model, paying little attention to the interrelated­

ness between the 'real' and financial sectors, or to the 

financial sector itself. In fact, it is the absence of 

. financial linkages., rather than the neglect of a detailed 

financial sub~sector that is absolutely crucial (Coghlan 

1983:11). Goodhart (1978:10) notes that in the United 

Kingdom, the financial side of the economy remained "little 

more than a vestigial appendix to the main 'real' forecasts. 11 

When discussing the models presented at the 1972 SSRC 

conferences, Dicks-Mireaux (1975) commented on the lack of 

monetary influences, noting that, 11 possibly it is the very 

Keynesian framework itself which is tending to inhibit the 

search for monetary effects, 11 adding that "the greatest. 

need now is for a better understanding of the role of 

monetary fa et ors and their impac·t on the economy. 11 

This Keynesian dominance has been challenged by the 

monetarists, ma.inly by Mil ton Friedman and the Chicago 

based economists. They set out in various works (for 

exemple, Friedman 19$6, 1969, etc) to undermine the 
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Keynesian position w!].îch\. relegated money to the 

.,,; 

subsidiary role. In their works, Friedman and Meiselman 

(1963) provided strong evidence in support of the 

. monetarist position. The se studies gener'ated a great deal 

of controversj and subsequent empirical works. 

· Addi tional evidence in faveur of a strong, substan-_ 

tial effect of money on the economy was prpvided by the 

economists at the Federal Reserve Bank of St. Louis (see 

for example, .Andersen.and Jordan, 1968; Andersen and 

Carlson, 1970). Moreover, these studies found little 

support·for strong effect of autonomous expenditures or 
!' 

fiscal policy OI"l; th_e rest of the economy. However, as 

Modgliani (1975) notes, this debate has had a much greater 

influence on macroeconomic model building in the United 

· States than in the United Kingdom. But in UK as in 

most other countries, money came to be thought in~reàsingly 

important as inflation accelerated and the main fore­

casting models failed to provide reasonable predictions or 

explanations. Even so, in UK and the U.S.A a lively 

debate has continued as to the correct specification of 

macroeconomic behaviour and the appropriate linkages 

between the monetary and· the real sectors of the economy. 

i 
\ 
i 
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In Nigeria, and perhaps in response to the.trends in 

the developed economies~ a number of macroeconometric 

models have been constructed (see for example Ojo 1972, 
' UNCTAD 1973, Adamson 1974, Gosh and Kozi 1978, Olofin 

1977, Uwujareen 1977, \yorld Bank 1974, NISER 1983, 

Ekeoku 1984, ~ol~amina 1986, etc). Most·of the models 

have the limitation of npt being solved and not being 

maintained for policy analysis. The models were mainly 

of the conventional Keynesian demahd determined type, with 

the total absence, or mere ad hoc inclusions, of the 

monetary sector. ' -~~t 

However, some of these lllodels require further 

examination because of their relevance to the present 

study. The Ojo model deserves attention .because it is 

'? 

one of the few models that were solved and used. for policy 

simulation studies. It is a medium term planning model 

of the Nigerian economy and is made up of fifteen (15) 

equations (9 behavioural and 6 identities) and 17 

exogeneous or predetermined variables estimated over the 

period 1951 - 1965 using the 1'wo-stage and Three stage 

least squares techniques. No monetary sector equations 

were specified whatsoever and there was no explicit price 

.equation. Of all the models, the one with the most 

l 1. 
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elaborate specification of the monetary sector i.s the 

NISER model. Consisting of seven blocks and seventy one 

(71) equations, the money block is specified .bY five (5) 

equations: 3 money demand equations and 2 identities. 

Recent attempt's · at the model's · solution have not produced 

the expected results. 

The most disaggregated rnacroeconometric model of the 

Nigerian economy known tous is "The CE.AR model MAC-IV 11 , 

(see Olofin, 1985). This model was perhaps predicateà on 

the conclusion.by Klein (1966) that the standard Keynesian 

model is not appropriate for developing economies. The 

model subdivided the economy into eight major analytical 

blocks or sectors viz: Supply, Consumption, Capital 

formation, population and employment, wages.and.prices, 

finaricial, taxes and transfers (government), and the 

external sector. However, according to the model builders 

(see Olofin, 1985:183), 11 the economy is viewed for 

modelling purpose as consisting of two major sectors, the 

supply or production sector, and the external or foreign 

trade sector. 11 This shows the model's areas of emphasis, 

and explains why in a model of 137 equations, only 6 

stochastic and 2 definitional equations were used to 

explain the entire 1 financial sector•. Out of the 6 
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behavioural equations, 3 were devoted to modelling· the 

deter~inants of interest rates. The remaining three 

equations explained the money demand function, cash 

supply equation, and the public' s holding .of government 
·, 

securities eqtJ:ation. No doubt, ,the nature of peculiarities 

of any model,. as usual, depends on themodel builder•s 

perèeption of the economy being modelled. Besides the 

rudimentary inclusion of the monetary sector in this model, 

we arenot aware that the exogeneous variables of the 

sector (if any') have been simulated for policy analysis. 

The other two models (Ekeoku, and Poloamina) are modifica­

tions of the .GEAR' s model. 'The model builders however 

acknowledged the rudimentary specification of the monetary 

sector as a major limitation of their studies. 

Beside the macro models, a number of studies have 

also been devoted to investigating monetary relationships 

in Nigeria. However, a dominant proportion of the se h.as 

been devoted to the money demand function. 

As a. deviation from this trend, Ajayi ( 1973, 

1974, 1978) among others, devoted considerable research 

efforts to·inv,estigating the money supply relationships. 

It is in fact Ajayi's (1978) study which represents a first 

attempt at constructing a monetary model· of the Nigerian 
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econorny. But, since the study was devoted to 11 A Portfolio 
... 

Approach to Money Supply Determination·ï'n Nigeria," it 

faiLed to address certain issues relating to the monetary 

linkages with the real sector of the econq.my. The study 

comprised of s~ngie equation estimates and ·could not be 

called a macro monetary model of Nigeria becaµse 11 there is 

a lot more to building a cornprehensive.macrornodel for a 

developing country than merely putting together a· set of.· 

individually estirnated equations, no matt,er how good their 

estimates rnight be, and calling such a collection of 

equations a macro model 11 · ( Olof in, 1985 :40). 

Thus, there is a b_ig research lacunae to be filled in 

the area of an elaborate study of monetary relationships 

within a macro-econometric model of the Nigerian economy. 

3.2. Demand for Money in Developing 
· Countries, and Nigeria 

As observed earlier in this chapter, most of the 

studies of monetary relationships in Nigeria have centred 

on the demand for money function. It is therefore 

necessary to review the state.of knowledge· in that area, 

in order to understand generally the issues and controversies 

.concerning 'Moriey and the Economy' in Nigeria. 

Given the controversial evidence on the role of money 

in developed·countries, and considê~ihg tha ~êôUlibr 
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characteristics of unçierd~ireloped economies such as 

Nigeria, some basic analytic qÙestion's may be posed. 

First, is it possible that the theoretical relationships 

developed to explain monetary behaviour in the developed . . . 

economies are applicable to developing economies? If so, 

how far is the monetary theory of devèloped economies 

applicable to developing economies? 

A good deal of the controvèrsy betwe~n monetarists 

and fiscalists has centred on the particular form of the 

.demand for money function, whether this function was 

stable and predictable, and whether the interest elasticity 

of the demand for money was high or low and the likely 

size of the income elasticity of demand for money. From 

a monetary analysis point of view, many economists 

(Myint 1965; Park 1973; Polak 1957) have questioned the 

applicability of Keynesian liquidity Preference theory in 

developing countries. It has been argue_d that Keynesian 

theory is irrelevant to the rnonetary problems of developing 

countries because it is geared to the preoccupations of 

developed countries. This argument stresses the under­

developed nature of the financial sector of developing 

countries, particularly the primitive state of the money 

and capital markets. In most developing countries, the 

\ 
\ 
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variety of financial assets is extremely limited, and the 

markets for 'these assets are narrow. Thus, the financial 

assets that form the transition between money and real 

assets in countries with fully developed financial markets 

play a very mi~o:r:- role in the asset structure of developing 

countries. 

Moreover, the quoted interest rates in .many developing 

countries do not reflect money market conditions because 

·they are exogeneously determined by institutional arrange­

ments. In th.ese circumstances, i t is argued that the 

desired holdings of money are predominantly transactions 

ba+ances which are likely to be inelastic with the interest 

rates on financial àssets. Accordingly, many economists 

· (for example, Wong 1977, :~/ai 1956; Park 197J) contend that 

the unsophisticated classical qvantity theory may well be 

applicable to developing ,countries. 

However, whether the quanti ty theory is ·::relevant to 

the monetary conditions of developing countriesdepends 

upon the following fundamental empirical issues: (1) the 

most appropriate definition of money; (ii) the variables 

that enter the, demand for money function in a manner so as 

to main tain a stable deriland for money over time; and 

(iii) the use of varying interest rate structure and 
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whether real or nominal values of the relevant economic 

varü1bles are used. These· issues remain largely unresolved 

by monetary economists (Nemedia, 1981: 12); and perhaps, no 

area of economic research has generated more heated debate 

than this aspect •. 
; 

.~ 

The first published work on the demand for money in 
' ' 

Nigeria was done by Tomori:(1972). The debate generated 

by this article (Known in Monetary economists circles as 

the 'TATOO Debate 13) on the pages of thé Nigerian Journal 

of Economie and Social Studies, has furthe.:r illuminated the 

study. The subsequent studies (for example, Ojo 1974~ 

Teriba 1974; Ajayi 1974; 1978; Odama 1974; Akinnifesi and 

Phillips 1978, etc) are·either in reaction to Tomori's work 

or extensions of it. Several of the issues in dispute are 

either theoretical, definitional, interpretational or 

methodological in nature. 

One area of great controversy is the correct definition 

of money. There are disagreemer.ts as to whether the narrow 

concept,of money (currency plus demand deposits) or the 

broader definition, including savings and time· deposits is 

a better definition. Jom:son (1976:47) views the debate 

over the appropriate definition of money as being caused 

,by "--..; the transition from the conceptlon of mone:Y as a 

illAl11ôô itA ds:rivfilei frt~li1 'th~ fa,fs'h lêtîteilë of the, surnmriaHi 
of the pl\it1oip,ü dëbèter•s .. 'tomor.i, Ajayi • Ter1ua, . 
Ojo at1d Od:arna. 
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medium of exchange to money as a store of value. 11 Th.\s 

transition results from a wide recognition of substitutabi­

lity between m?ney and the financial assets. However, 

the debate as ,to. what to include in, and what to exclud.e 

from a definition of money is a problem of empirical 

evidence rather than a direct counterpart of the theoretical 

concept (Kaufman, 1969; Laidler 1969). Tomori finds out 

that the narrow definition of money (M1 ) performs better 

than a wider definition (M2 ) and goes ~n to conclude that 

M1 is a better definition of· money •. Ajayi (1974:167)contends 

that 11 savings deposi ts are therrJselves à means of payment 

whïle time deposits (given the constraints oz:i their type) 

are easily converted into a rneans of payment. 11 According 

to him, "most savers tend to Use their savings account as 

current accounts. 11 Consequently, he favours the use of 

the broader definition of money. This derives from the 

results of his ·empirical research which show that 'the 

wider definition of real balances (M2 ) performs better 

than the narrow definition of real balances (M1).' 

Teriba (1974) disc6vers U1at 'it certainly makes more 

sense to ·study the demand for money by studying the 

demand for its components, --- and of the assets included 

in thê study• tim~ deposits s~e the Clciseét ~ubstitutes 
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for money defined as currency and demand deposits.' Ojo_ 

(1978:92). concludes that 11 this paper has conf.irmed that 

there is a hïgh degree of substitution betw~en rnoney 

(:riarrowly def ined) and savings deposi ts on the one band 
• 

and money and.the sum of savings and time deposits on the 

other. Using a wider definition of money (which this 

paper has identified as a more appropriate one) would 

improve the quality of research in monetary theory and in 

the formulation of monetary policy. 11 

The above conclusion accords with the results obtained 

by Selden (1956:230 - 31). He argues that the de.finition 

of money which includes time deposits is more appropriate. 

This is due to his .finding that the long trend·o.f velocity 

·. in the United States has been one of secular decline as 

incorne has grown. He explains this phenomenon by indicating 

that rnoney is a luxury good with an income elasticity. 

Also Meltzer (1963:219 - 246) has documented various results 

concerning the defini tion of money. His findings strongly 

indicate that ·the demand to hold currency plus demand 

deposits is at least as stable as in alternative demand 

functions~ Thus, there appears to be no reason for 

broadening the definition of money to include time deposits 
,, 

or liabilities of financial ihtèrmediaries. 
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However, there are reasons to suspect the suitability 

of the broader defirii t'ion of money in a developing country. 

First, th$ role of interest rates and the speculé1ti ve 

motive for hcilding money are very weak, and 'the quoted 

interest rates do not change in response tô market forces •. 

Furthermore, the _money market in most · developing countries 

is characterised by its dual nature. This ma.kes it 

possible for a ~arge·part of tbe popul9tion to deal with 

bank balances. However, since currency constitutes a 

signi.f icanf part o.f money holdings, ,and currency and 

demand dèposits are net used interchangeably in most d$velo­

ping countries, it is quite appropriate to speci.fy separate 

.functions .for currency and dernand deposits • .Also, it is 

necessary to know the behaviour of time and savings 

deposits ·because every monetary analysis must rely on the 

movenient of funds among the components with resultant 

variations in the supply of money. 

The other major controversy relates to the de.finition 

and nature of interest rate variables to be used. As a 

matter ,of fact, enquiry into the demand for money functio~. 

is motivated by the need to understand the tran~mission 

mechanism of, and how monetarY policy affects people's 

decision to spend. This is done by examirting the interest 

elastici ty of the demand for money functioti, ie • how thé 
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quantity of money demanded varies in response to changes 

in the interest rates of money substitutes (Akinnifesi and 

Phillips 1978:,31). Thus·interest rate or structure of 
. ' 

interest rates should be included in the demand for moneY 
.. 

function. 

Friedman, however, found that there is no significant 

erhpirical relation. between the demand for money and the 

rate of interest. But this is contrar'yto his theoretical 

work, in which he includes interest rate·as a determinant 

of the demand for money. ' On the contrary, when a simil;ar 

study was. carried out by Laidler (1966:545 - 55), the 

interest rate was included in the cycle average regression, 

and this inclusion \;[as founcl t6 confirm the importance of 

the interest rate as a determinant of the demand for money. 

Also, Meltzer found that demand function for moneY. is a 

stable function for the long term interest rate and non­

human wealth. They are of almost equal importance in 

explaining the demand for real cash balances. Another 

strong result related. to interest rates was conducted by 

Laidler (1969:97). He concludes that, 

Whethe~ one thinks o·f the demand for money 
function as being constrai:ned by incarne, 
wealth or expected income, whether one cares 
to define money to include tirne deposits 
or exclude them, wh,athe.r one choases to 
ignôre the iderttifioètioh p~ôbiêfu 6~ daèl 
w1tl';i it, WYiii§'.thêr onei 1:1s~s a i:ïhtirt fia'bè of . 
ihtêi'êijt, a 1011.g ôrH~ • thé raturn em f irHn1oiial 
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interrnediaries' liabilities or the yield 
on corporate equities, there is an over­
whelming body of evidence in favour of 
the proposition that the demand for 
money is, stable and n?gatively related 
to the rate of interest. 

Unlike t~e .developed 6ountries, there· is no conclusive 

evidence as to:wheti1er the demand for mopey·is affected by · 

either short or long tenu interest rates in developing 
iA ,, ". 

countries. Empirical studies made by Biswas ( 1962), , 

Gujarati (1968), and Singh (1970) show that the dernand for 

rnoney îs not sensitive to either short-term or long term 

interest rates. On the other hand, Gupta .(1970), and 

Sastry (1962) found that the elasticity of the demand for 

money with respect to long tenn interest rates is 

statistically significant. On the basis of these studies, 

it may be difficult to deterrnine the interest rate effects 

on the demand for money in developing countries. 

Even more difficult is the choice of ·a repres~ntative 

rate of interest from a wide range of interest rates. 

Tomori (1972) uses the official discount rate of interest 

fo.r Nigeria. Teriba (1974:1.54), disagrees with Tomori and 

~ug~ests that several interest rates should be used. 

According to him, 11 the main reason why different interest 

ra·tes should be used indi vidually and in combinations 

(râther thtit.i just Ol"lê .N1tè 01" i Wé!i1h:tt\id f.lVs:ragê ôf .t;1at€H!I) 
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in an empirical work on the demand for money is to throw 

light on the degree of substitutability batween money 

and other financial assets, and to identify the closest 

substitute for money." Accordingly, he used the Central 

Bank short terra interest rate (RG), Federal Governrnent 

long term ~nt~rest rate (RL), Tirne deposit interèst rate 
I 

(RM), savings deposit interest rate {{s), and· found that 

."the time deposi t· interest rate (fün) was the only interest 

rate variable with consiste11t,right sign ànd non­

significant in all the equations tested." Unlike Teriba, 

Akinnifesi and Phillips use a 'representative' interest 

rate and the variable is entered as 'expected' rate of 

interest. This was infor:ned by the poor performance_ of 
' ' 

the model. when multiple interest rates were included. 

èontrary to 1'eriba 's fincti·ng about time deposi ts, 

Akinnifesi and Phillips con.sider saving deposit to be a 

. good proxy for money. Considering their discussion on 
' ,. 

interest.rates, they riote that 11the implication of all 

these is that for the demand for money, tnere are some 

crucial signif icant rates, Vle average lending rates, the 

minimum rediscount rate, and t'be treasury rate which the 

monetary authorities could focus on for policy purpo.ses 

while for the compone:nts cf rnoney i t is the post office 
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rate." Even though they observed that 11 interest rate 

turned out to be relatively i:heffecti ve policy instrui1ù:nt, 11 

they a1so concluded tha·t 'expected or permanent income and 

expected rate of interest are significant _arguments in the 
·, 

demand for money function in _6ggregate.and çomponent forms. 11 

Generally, empirical evidence shows interest rate to 

be non-significant in determining the dernand for money in 

Nigeria. The reason for t!le statistical insignificance of 

the interest rate, according to Ajayi (1974:171) 11 may be due 

to the fact that in a developing country like Nigeria with 

· underdeveloped money market, perfect information about the 

level of and fluctuations in interest rates ·are non-

existent. Also, interest rates in Nigeria have not 

necessarily reflected situations in the Nigerian economy ---." 
then 

Ojo (1974:150)l notes that 11 it is precisely the insignifi-

cance of the interest rate t112t led me to the idea that in 

an underdeveloped money market, cha.racterised by the absence 

of adequate financial assets, ~djustment to a position of 

equilibrium (in the wake of a monetary disturbance) would 

probably take place, not by way of purchase of money 

substitutes in the form oi' .financial assets, but rather by 

way of purchase of physical assets." He therefore argues 

for a model that excludes interest rate but utilizes 
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instead an expectations rlYIJC-l::~:cesi.s about the rate of 

inflation. F'akiyesi ( ·1980) agrees wi tn Ojo, "not becc:use 

we are convinced that the r~te of interest has no role to 

play in the demand for m~ney in the coun~ry, but w~inly 

because preliminary and unpublished work carried out with 

the rate of interest were no~ eno~raging; --- secondly, 

the structure of interest i:n r:igeria i.s greatly determined 

by insti tUtional factors." l-'~oreov"'T, i t appe ars tha t one 

important factor inhibiting t.he use of interest rate in 

developing countries is tüe cleërth of relevant data on 

interest rates. As Bain ('J97û:82) surns up "the c::hoice of 

interest is dictated partly by availability of suitable 

statistics and partly by the investigator's theoretical 

a:pproach. · --- Sin ce theory ~:ives no·. clear-cut ,:inswer on 

the choice of interest rates, empirical studies usw lly 

try out a variety of interèst rates 8Dd see which riontributes 

most to the explanation of the dernand for money. 11 

Howevi=r, whatever \nterest rates. are chosen, and 

however they are measured, .a very important statistic is 

the interest elastici ty .of the: demand for rnoney. This helps 

to ascertain trie degree ·of s~bstitUtion between money and 

other financial assets. 
t~ 
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The otner issue in t.t~e dE:n,;:md for money function is 

the role. and nature of incom0 or wealth as one 6f the 

explanatory variables .in t..::12. cien,and for rnoney function o 

Johnson ( 1971: 125) points out Ü1bt, 

• C 

ln principle o~e can regard c~rcent income 
as'corresponding ~o transactions·deffiand for 
moneyo This is to b~ contrasted with wealth 
which can be measGred either by the value 
of people' s assets or by the permé1nent 
incorr,e concept. In principle one coµld 
expect to bring both into the analysis. 

Meltzer (1963) finds that the inclusion bf income in the 

demand for money equation does litt.le to improve the 

explanatory ability of the function. Also he concludes 

that the demand for moriey function is more stable when 

wealth rather than incorne constraint is· used. On the 

other side of the spectrum, Goldfeld (1976:217 - 219) fi.nds 

that the wealth variable is unimportant when used with 

income variable alone, while the latter retains its 

significance. He suggests that the explana·tory abili ty 

of .the demand function for money would be improved by 

using the income variable • 

. Unlike in developed countries, the choice between 

incarne or wealth is ruled out because of the absence of 

estimates of total weaith in developing countries. But 

it could be said that, if wealth is an appropriate 

· Vsfliab1ê • èfiti iticorne is p1-i6psrly ëonsiclef•ed as thi:: retur•rt 
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~;,: 

on weal th} then as Johnson indicates ,- income is an 

appropriate variable also. However, most of the empirical · 

studies in leass developed countries show that incorne is 

the most important deterwin~nt of the demand for money 

function (see; for example, '.i'rescott 1971; Park 1973; 

Wong 1977). For Nigeria, the works by Tomori (1972); 

Teriba (1974); Ajayi (1974), (1978); Fakiyesi ·(1980); 

Akinnifesi and Phillips (1978); ·etc show that income is 
'' .. ~. 

the mos·t important explac13tory variable. In fact, ;,:· 
1: 

according to Ajayi (1974:170) 11 income a1one explains about 

81% of the demand for money when the narrow definition is 

used as opposed to 85 - 86% when the wider definition is 

used: 11 In corne elastici ty of the demand for money ïs 

found to be high (greater than unitY) thus confirrning the 

monetarist po.si tion. Most of the researchers ( enumerated · .. 

above) on Nigeria differ with regards to the nature of the 

income data to be used •. Different mèasures of income -

permanent incorne, real incarne, nominal income, etc are 

used. These differences reflect the researchers' 

different perceptions as to the nature of the economic 

relationships involved. 

Other areas of differences relate to the types,. and 

m~asurements·of the variables to be included, the rtèturè 
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and magnitude of the ·income and interest rate elasticities, 

the stock adjustment processes, model stability, the 

functional forms of the model and estimation procedures. 

Differences in these issues reflect the researdhers 1 

·, 

theoretic~l and methodological approaches. 

An Extension 

The evidence, as observed earlier, shows that incarne· 

is, to a considerable extent, the explanatory variable for 

money demand function. This implies that the N i1:;erian 

economy functions und.er the tenets of a. quanti ty theory 

equatio:h. But the .simple version of the quanti ty .theory, 

which includes incarne as t'i'1e only variable in.explaining 

the demand for money, w9uld become inapplicable to the 

developing economies if the incarne velocity is unstable 

over time. It has been observed by Park (1970:620 - 36) 

that the income velocity of money is ~ubject to short run 

decline in most less developed·countries. This is 

certainly èxpected in the li~it of progressive monetization 

of the economy. It is therefore, very important to take 

into account the degree o:f monetization·in specifying the 

demand for money function in Nigeria as weli as in other · 

developing countries. ·rhis has been a major shortcoming 

of all the earlier researchers for Nigei:'ia. · ln sutnmary • 
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i t could be said that t(re controversy s·urroundin6 t'ne 

specification of money de1112,nd Ïunction for Nie;eria is 

still largely unsettled. '.i.''.w~re i.s still se ope for 

modifications and extensionsG 11.i:le money dernand f'lmctions 

to be specified in this study will beneiit from the 

controversies, but more importar,tly, the degree of 

monetization of the econorny 1·1ill be incorporated as an 

explanatory variable. 
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80 

In this chapter, the failures of the mainstream 

theoretical framework are summarised; the m6dified 

frarnework,s· for analysi s :i,n less developed countries àre 

reviewed; and finally, art alternative theoretical frame­

work, consistent with the dynamics of Nigeria's under­

developed economy, is deveioped. 

4.1. Inadeouacy of the Mainstream Theoretical 
Framework . 

Indeed., "theré is probably no field of economics 

in which the writings of economists are so strongly 

influenced by both current fashions in opinion and 

current problems of economic policy as the field of 

monetary economics 11 (Johnson, 1969:51). This is 

particularly soin the volatile area _of thè precise 

role of money, because "the most basic issue in monetary 

theory is ~he extent to which.fluctuations in general 

economic activity are the result of.fluctuations in the 

money supply 11 (Friedman and Heller, 1969:10). The 

controversies between the Keynesi§ns and the monetarists 

on the role and transmission -mechanism of monetary 

policy relate to such issues as the- form, stability, 

p~@dibtmbiiity. ihte~è8t ~nd irtbOWé èladticitièé df thè 
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demand for mon.·ey funct1·on, etc. But 1·nsp1·te of the , 
; 

_controversies, i t can be shown that both schools of 

thought p·resent a unified theory of monetary policy 

( Ghatak, 198,1 : 26). Both schools of thought believe· that. 

monetéry poli~y is an effective instrumeni of economic 

manafü:!iiCrJt. The effectiveness is enhanced when the 
' interest rate sensitiVities of the demand for and supply 

of money are low. 

However~ from the ·mainstream theories (monetarism 

and Keyncsianisi:n) and their various refinements and .<: 

extensi_ons, a nurnber of observations could be made~ 

First, theY assume tbat monetary impulses. are trans­

mitted into the real sector through changes in interest 

rate or the realignrnent of relative prices. Second, 

there is the implicit assumption of mature, ''efficient 

and competitively functioning goods and money markets. 

It can also be observed, judging from thé implicit 

targets and instruments of policy, that the mainstream 

theories are primarily concerned with short term 

demand management or stabilization programmes. 

But,. it is to be re6ognised that in a system with 

non zero but finite interest elasticities of the demand 

for end/or supply of mortey, and a hôn Zét'O ihte~èst 

CODESRIA
-LI

BRARY



elasticitY·of demand for investment, the effipacy of 
l • 

monetary policy depends on the structure of bath the 

real sector (i~e; the markets for goods and services) 

and the mone·tary sector~ For Nigeria,· it can easily. 

be shown.that the structure of both markets, and the 

peculiar requirements of economic dev~lopment would 

seriously question the validity of those assumptions. 

For instance, Nigeria•s money and ~apital markets are 

grossly underdeveloped. rnterest rates charged to 

bo~rowers by commercial banks are institutionally 

determi:ned, and not by market forces.. Thus, the 

interest rate channel as the relevant transmission 

rnechanis1u is questionable.' Secondly, wi tl:i the 

imperfections and rigidi.ties that characterise the 

money and factor markets, it is not likely that a 

change in money supply Will quickly lead to a realign­

ment ·1n relative prices in the economy. Also, for an 

economy eager to escape from the throes of poveity, 

and lay the foundations for long term economic develop­

ment, preoccupation with ct,emarid rnanagêment may not be 
---r_, ., 

the main thrust of econonhc · policy_. Recent experiences 

bear out these observations. 
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During the post World War II period, attention 

began to focus on the economic growth of the less 

de~eloped countries, and thé Keynesianieboriomics was 

the dominé1nt. framework for analysing monetary policy. 

Unemploy1nent · in the midst of economic depression was 

treated synonymously with underdevelopment·of resources 

in LDCs. The suggestion followed naturally that 

expanding money supply and lower interest rates might 

be a ~oqd policy. This view preva~l~d for quite some 

time ·until the inflationary and other undesirable 

consequences of it forced several governments into 

interventionist policies (artificially low interest 

rates, exchange and capital controls, etc). The result 

was th~ repression of the financial sector and hence 

the underdevelopment of its potential contribution 

to the development process. These ·deVslopments 

triggered interest in the monetarist panacea to 

stabilü:e LDCs I economies. The monetarist policy 

was directed at regulating the quantity of money and 

ensuring free play of demand and supply forces. It was 

primarily concerned with the stabilization aspect 

(with little s0cces;), and hence addressed the issue 
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of econo!iÜC developrr:ent only in a limi 1.;ed way. 

The dissatisfactiofi with bath fra~eworks has raised 

the·need to search for an altertative f~amework for 

monetary policy analysis in LDCs. 

4.2. SLr·t1cture· of trie t~c:ono1nv dS a ·Dètcr:11in3nt 
o1--=t11e Relevant The·oreticéll Framework 

The structural and ·1nsti tutional characteristics 

of any economy determine ti1e content and character 

of any policy franiework. 'I'herefore, the starting 

point for the search for an a~propriate policy frame­

work for LDCs is the survey of their salient 

characteristics. 

Generally, an LDC is characterised by a dual economic 

structure - an urban, monetized sector; and the rural and 

often unrnonetized sector. The per capi ta incarne and 

capital stock are small. There exists a co.nsiderable 

amount of' unemployment and/or underutilization of the 

labour force. There is a concentration of production in 

the pri1nary sector, which implies that ne i ther dornestic 

output nor exports are likely to be se·nsi ti ve to demand 

fluctuations. Output in the short-run (that is, a year or 

two) is dominated by climatic factors. The· manufacturing 
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sector is •· rudimentary ,and): èontri butes ii ttle to national 

incarne. Exports consist largely o.f prirriarY commodi.tiés, 

the demand for which is detennir1ed by worJd mélrkets. The 

financial markets are in a~ inchoate stage.and bre 

doininated mainly by the comniercial banking system.. 'I'he 

main financial assets are bank depos~ts and currEncy. ènd 

the only other available assets, such as bonds and shares 
~ ~~ 

are held tnainly by th f= fina1:cial institutions rather than 
'' ' 

by the saving public. · Trie main al tern8tive t'a money as an 

investment asset is goods. As a coniequence·, there is no· 

free market activity in domestic secur~ties and the holding 

of gove·rnment .debt by the nori-bsnk public is generally , 

negl.:i,gi ble. Be.cause of this ,": interest rates are not 

determined freely by market fbrces, but by the governrnenf. 

A final characteristic of ~est LDC~ of interest in 

assessing: money' s role in the development process is the ·· 

limited sources of governrnent finance ahd the relatively 

large role thegovernmen:t plays in the economy of most LDCs. 

· As a resul t there· is often a lr:irge budget def~ci t which is · 

wholly fi:nanced by borrowing from either the Central Bank, 

Commebcial banks~ or f~~" ·abro~d, sinOe thè~e is no wèll 

ël.eVelôpetl mat1kè!t ih finm11t:i.siJ. as1ù1ts. Ïil tne fir~'ë tir.id 
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third ca~es, base money will ~e raised, leading to a 

mul tiplci ey~pansion of deposi ts. In the case· o::· borrowing 

from tl1e commercial banks, the rnonetary basE: will not be 

affected, but the. monE,y supply ir;ay exp:::ind if the.' banJ.s 
;~:7, 

possess ej(cess reserves ~o·_ stEtrt wi th.· For all tlH.:se 

reasons trH~- ci.istinction betweèr:i fiscal 8nci- afonetary 

policies in LDCs is almost non-existent. 

4.21. Fonnalizatibn of the Theoretical Madel 

Hancl3 (1970) has formalized these ·characteristics 
. ' 

into a thcoretical:framework for the stu~f .of mo~eta~y 
' . 

and fiscal analysis in LDCs. He -conceotrates. on 
' ' 

constr.ucting the most v'iabl_e frarnework for studying 

the shor:trun 
h ;~\ ' 

macroebortomic interrelati~riships in 

the se ecoiïornies ana cci'èri ving i:he implications for the 

need and ,scope for monetary and fiscal poli'cies. 1he 

domestic econ omy is subdi videà into the monetary an_d 

the non-monetary sectors.. .Using a set of eq'L:lations, he 

d·erives t;:·1e f-ollowing implicatiotls for the effectiveness 

of.monetary p~iicy in an LDC. 

The complete model consists of four 

endogen~ous variable~ and five equatiorts. 

,, 
.'!( 
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. . 

· The addi tional variable relevant in models wi th developed ·· 

. financial markets· and missing. in underdeveloped economies 

is the rate oi interest. The model thèn brings out· the 

inherent·deartb of market mechanisms or equilibràting 

variables in an underdeveloped economy. Such a scarcity 

is an absolute·· one from · the point of view of the proper 
.·~· .. 

·,:• 
functioning of the eco:ri.omy. · · 

The proper functi6ning of the economy then requires 

an additional endogeneous variable. This may be provided 

by making one of the exogenèous (policy) variables an 

· end.ogeneous one. Thus·, ei ther the money supply or the· 

budget de!icit · must become an endogeneous variable 

determined by the model •. Beth cannot play àn independent 

role. Further, assumîng fiscal policy to be an indepèndent 

·. variable, the approprfatè change .in the m.oney supply is 

not that g~ven by the size of the fisca·l def'.ici t but that 

impli'ed by-the structure of the economy, given the size 

of the fiscal deficit. In this model. therefore, fiscal 

policy used as direct instrument of development is more 

truly a policy variable than the money supply, the latter 

leaving an indireo.t and ques.tionable impact on developmênt. 
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Furthermore, the budget is a cumbersome and .inflexible 

tool for assi.sting in. continuous adjustments in the _economy 

while monetary policy is both variable in amount and 

timing. It seems, then, that even if a ,;çh,.oice were to 
. . . . . 

exi~t, the money supplyrather than budgetary de.ficits 

·would tend to become the relevant endogen'èous' variable. 

The scarcity of policy instruments in ·the face of goals, 

the·low degree of emphasis put on ach.1eving price stability 

_through fiscal measures and the errors in conductJng an 

endogeneous monetary policy imply tha·t governments would 

have the tendency to use direct controls on various. 

variables and especially on prices - almost an ever-present 

fact in uriderdeveloped eèonooiies. 

In conclusion therefore, Handa (1970:333) regrets ·that 

"unfortwiately, the appropriate ~odels do not-leave room 

for governmental discretion ·in money .supply and its very 

eff_icacy would ensure that a discretionary monetary policy. 

would result·-in. immediate and severe disequilibria in the 

economy. 11 It then appears that given the structure· of an 
. . . 

LDC and the nature of money sùpply, monetary policy is not 

a dependable instrument for economiè stabilization. 

4.22. Evidence from Nigeria 

There is evidence from Nigeria to corroborate thé 

imp:l..t.éu1·tïioru1J et Handâ • s tttsmswôrk. · sowé stüâiëél, 
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partic.ularlythat by Okah (1985), have· shown that the 

conduct of monetary policy through the orthodox manipula­

tion of money supply by the Central.bank is at best an 

uphill task if net aèt~
0

èlly achievable only by a t'luke. 

This is particularly ·soin the circumstance of Nigeria's 

economic and social Underdevelopment in which the 

parameters of the system are almost 'unknown and the 

public sector deficit is significant. 

of Okah are summarised below. 

•! . . 

The maj'or conclusions 

On interest rates, Froyen, et al (1983) have noted 

that interest rate instability varies inversely with 

1nstabili ty of the money stock irrespective of the . 

institutional setting. This of course assumes a. free-play 

of market mechanism which equilibrates investors' portfolio 

adjustment behaviours such that there exists, at any point 

in time,. a market clearing vector of rates.. But where. 

rates .are administered, as in many LDCs including Nigeria, 

the prevailing level of interest rates ceases to be an 

indicator of market trends and therefore a false guid~ to 

a central bank that may · contempla te .intervention in the 

. !inancial.markets. Based on this, Okah calls to question 

the efficacy of open market. operatio.ris as a tool for 

controlling the stock o~ money in a regime of âilinin1stered 

fiê'tHàê snd rèlatiVèlY iinmatura mohëY lilnd càpi 't'li.11 Wàl'kéilta. 
i, 
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In Nigeria,. the money stock is the resul t of the 

portfolio behaviours.of thebanks (cen~ral an.d commercial) 

and the public. 

by Ajayi ( 1978). 

This corroborates the empir.ical f.indi.ngs 
)' . . 

Since the individuals are the major 

bolde.rs. of currency, i t iinplies that parameters of their · 

portfolio adjustment processes have serious implications 

for the âbility of the Central Bank to control the.money 

stock. J>.ny noteworthy modelling of an investor•s 

behaviour at the micro level will most cert13inly specify 

arole for.either current interest rates, or expected 

rates,.· or both; usually both. Thus, the interest rate 

inflexibility handicap on the Central Bank of Nigeria's 

ability to control the stock of money reaches to the deep 

recesses of the micro foundations of macro behaviours. 

Again, under a regime of fixed exchange .r-ates (such 

as Nigeria had been practising · up to 1986), · an(l where 

foreign capital flows. are sen si ti ve to · interest rates, the. 

autonomy of the monetarY authorities to undertake 

independent financià~.policy is limited. But even in a 

system of flexible exchangè rates (e.g a managed float) 

the factors which enter into the determination·of an 

optimum exchange rate, particularly in an LDC such as 

Nigeria, eut across real and financial vari~bles and can 

CODESRIA
-LI

BRARY



91 

hardly .be built routinely and systematically into the 

adjustment process of portfolio management of the Central 

Bank. 

Furthermore, given a monocultural export-oriented 

economic base _in which; export earnings accrue in the first 

place to the government, and in the absence of a foreign 

exchange stèrilization,policy, fiscal factors will bècome 

very important in_determining the intensity and character 

of monetary movements. The Central Bank in this case also 

has no control over governmen t defici ts. In ·such a special 

case, such as in Nigeria, controlling money supply 

tantamounts to controlling government behaviour itself. 

The central Bank of Nigeria is not known to be doing that. 

Therefore., the implication of the foregoing discussion 

is that in a situation where the conventional tools do not 

work and the fiscal activities of the gbvernment are 

dominant but cannot be controlled, the efficacy of the 

tradi tional monetary policy in Nigeria becomes questiona.ble. 

Thus, Okah corroborates Banda' s view that in. a·n LDC such 

as Nigeria, fiscal rather than monetary policy should be 

·the major exogeneous policy instrument. But the point has 

to be noted that Handa's model is fo~ an analysis of short­

run macroecoriomic interrelationships. Okah analysed the 
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difficul ties facing the central Bank in achiev;,ing i ts 
.; .f 

traditional role of "maintaining filonetary·stab'.ility." 

But whether or nota particular policy achieves set 

objectives depends on the nature of the objec_tives and the 

instruments of ·policy. JThe relevant question therefore is 
'.· . 

whether short-run macrctE:Î'.conomic stabilization (wi th the 
.-.·,,., . 

traditional instruments·;of money supply manag'ement) can be 

taken as the appropriate thrust of monetary policy in an LDC. 

4.3. Stabilizing Versus Developmental Monetary Pcilicy 

4 .31. Stabilizin'g Monetary Policy 

Admitt.edly, the principal preoccupation of'the·LDC is 

to attain rapid economi_c growth from a very low level of 

income and employment. · But the concern for growth of out-
. " ' !.~~- . , 

put and change in its C84lpdsi.tion are not alwa'ys independent 

of the concern for price, stab111 ty and balanc.e in the 

external position of the LDC (Aghevli and Khan 1977; Coats 

1980; KhatKh~te 1972; McKinnon 1973; Thirwall 1974; Coats 

and KhatKhate t984, etc). Infl.ationary pressures can and· 
' ·: ' . 

do emerge dur.:i.ng the process of development. 

More genèrally, inflation produces inefficiences in 

production activity because inflationary forces render 
. . 

economic calcul~tion over . time diff icul t due to. ·. "money 

illusion-" .Closely related to the control o:f·inflation is 
• ·f 
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the need to maint~in a stable balance of payments position. 

If there is a faster rate of inflation in one country than 

in another with whose currency it maintains a fixed 

exchange rate and with which it bas trading relations, 

that country .~oses its competitiveness in regard toits 

exportables with the result that its balance of payments 

tends to worsen. It is thus clear that the objectives of' 

stable prices and the balance of payments position, and 

that of economic developmen_t are intertwined. So long, as 

there is harmoney between these sets of objectives, the 

policy instruments used·do not pose any serious difficulties 

in their implementation. However, more often than not, 

conflicts do arise between ·the objectives of price stab;ility 

and balance of payments equilibrium on.the one hand, and 

the objective of faster economic growth on the other hand. 
' The question naturally.is which one ·should claim the 

greater attention of the policy makers. 

The traditional stabilization role of monetary policy 

tends to focus more on maintaining international balance 

of payments in LDCs than on demand management perse, as 

that term is understooct·in the developed market economies. 
. . 

In an important sense, independent control of exchange 

r~tes and the money stock are mutually exciusive alternativès. 

!h@ pfi1c@ f'ü1it.totu,h1:t.Hï tht.1'b mus~ èx,h.1t b111two@n fiil'lY ëH:1onomy 
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and the rest of the world, and which are thus an important 

policy objective, . can b~ achieved wi th any exchange rate 

by making approprtate adjustments in the domestic price 

level (i.e; money stock), or with any price leVel by 

making appropriate adjustments in exchange rates. The LDCs 

are accustomed to the fixed exchange rate regime. Under 
,, 

this regime, actions by the monetary authorities to alter· 

the nominal money stock relative to the public's demand 

for it at prevailing internationally determined pricès 

ul timately lead to sel·f-defeating balance of payments 

surplus es or defici ts :(Aghevli and Khan 1976). 

Bllt even with market determined exchange rates the 

scope for demand management in LDCs is limited for several 

reasons: (a) The non-policy economic disturbances in 

which monetary.policy must respond invariably originate 

on the supply side qr a broad so, that policy efforts to · 

change domestic demand are.of little consequence for output 

and employment. Meaningful employment ,in LDCs is more 

closely related .to the pace and nature of economic develop­

ment than to the state of aggregàte demand (b) Coordinating 

supply and demand (equating savings and investment, etc) 

is the central task of markets. The more sophisticated and 

complex an economy becomes (i.e; the more indirect are the 

eoonomio :relat.tonships bl:ltween rnembers of the sooiety)' thê 

·' · 
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. more difficùl t this coordinating task is·, and the· more:· 

sensitive. these relationships are to disturbances. As 

discussed earlièr in this chapter, the economies of LDCs 

are relatively ·uncomplex in this sense. Therefore "fine. 

tuning" types _o:f demand management by the' authori ties are 

of little avail. 

While m~ny will dis-agree wi th this· negati ve assessment 
. . . 

of the prospects for active stabilizatio:n policies to do 

very much good, their potential to do great harm are more 

familiar and better docurnented {Coats 1976, Coats and 

KhatKhate, 1984, etc). · We need not over. stress the 

importance for economic growth of a broadly stable environ­

merit, to which monetary policy can con tri bute .·best by not · 

disrupting. Bu~ even this seelilingly passive stabilization 

role has proved difficult to·achieve. 

Indeed, the activities of Central Banks in most 'LDCs 

have made possible domestic monetary behaviour thatno 

longer reflects balance of payments dev':!lopments. · This 

then has precipitated more frequent for~ign'exchange crises, 
' . . 

devaluatiohs, ·.· t:rade and exchange controls, and inflation 

(Harberger ~ · 1978). · More than anything else i t has eased 

the access of finance ministries to th€: printing presses 

of thêir centrâl banks ând rosterëd ,rêViou~ly.unkriowi-1 
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rates of inflation (Aghevli and Khàn 1977, 1978). Wbere 

the moral aversion to such monetization of government 
:t 

debts is l9st, monetary and price stabili ty wi:11''.·not be 

easily re-established. This political problèm raises 

grave doubts àbout the wisdom of monetary discretion in 

the first place (Coats, 1980). 

Furthermore, while the notion that countercyclical 

monetary policy can successfully fine tune aggregate demand 

and economic acti vi ty has more ·often than not turned loose 

damaging inflationary forces, even in the developed countries, 

there is an additional qùestion of whether short tenn 

stabilizing monetary policy is relevant in the context of 

LDCs. Stabilizing monetary policy, assumes that money's 

. major function is as à means of payment, the regulation of 

which is required to moderate fluctuations in .aggregate 

expenditure. If therefore long tenn growth and development 

is the objective, monetary policy should be directed 

toward eradication of obstacles endemic in the institutional 

and econé>mic situations ex.isting in LDCs. In that case, 

the role of money. and the instruments of.monetary policy 

must be perceived diffe.rently. This brings to mind the 

concept of developmental monetary policy. 
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4.32. Developmental Monetary Policy 

Several economists (KhatKhate 1972; McKinnon 1973; 

Shaw 1973, Gürley and Shaw 1955, 1956, 1960; Thirwall 1974, 

Coats and KhatKhate 1984; etc) have stressed the need to 

view the·role· of monetary policy in LDCs more from the 

developmental than the stabilization functions. It is 

recognised that the individµal economic units endowed with 

entrepreneural talents and drive are not gène·rally the 

sarne uni ts wi th surplus resources to inve;st. · What matters 

crucially from the point of view of the development process 

is the existence of channels thr·ough which the resources 

of surplus units are transmitted to those in greatest need 

of those resources (Gurley and Shaw, 1955, 1956, _1960). 

In the absence of such channels economic growth fails to 

rèach fe~sible rates as savings either remain sterile or 

are misallocated. It is in establishing such a channel, 

and in improving its efficiency, that dèvelopmental monetary 

policy cornes into its own. 

A convincingly logical basis for developmental 

monetary policy has been provided by the Shaw-McKinnon 

theoretical framework, which was devised following 

dissat~sfaction with the stabilizing emphasis of traditional 

(Keynesian and Monetarist) monetary policy. They start 
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start with the premise that the fragmentation of money and 

capital markets in LDCà, and consequent dispersal of rates 

of return in these economies, inhibi t the growth process .• 

Therefore, priority should be assigned to the development 

of money and capital markets, thereby unifying them and 

ensuring a common denominator for an economy-wide rate of 

return on the investment. 'Low interest rate' policies » 

intended to project investment and gr'owth in fact have 

tended to retard the development of financial instrwnents 

and markets and to impede the efficiency with which 

resources were allocated. The policy prescription, following 

from the Shaw-McKinnon _approach implies raising the real 

rate's of return on money and other financial assets found 

in the 'organised' sectors of an economy to the marginal 

return·on investment. The implications of this policy are 

that maximum growth requires the highest possible return 

on financial as sets·, - wi thout pushing bo~rowing costs to 

the point of choking off investment below the level of 

savi.ngs,· to encourage the development·of a wider range of 

financial assets (or contribute to an environment conducive 

to such development) and to foster maximum efficiency·in 

the production of financial services so as, in· part, to 

minimize the spread between return to saver.s on financial 
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instrument and cost to borrowers. 

As money as a store of wealth competes primarily with. 

goods in many LDCs, i ts charact~ristics,. inclri_ding yield, 

should comp·are favourably with those of goods: as they 

relate to this motivation. In particular, ·the· nominal. 

yield on money should, as a minimum, excèed the explicit 

return from holding goods, which is ·the increase in their 

purchasing power. For goods in general, this return is 

measured by the rate of return on money adjusted for the 

rate of inflation, i.e; the real rate of .return or the 

real interest rate should at least be positive. In fact, 

it should be higher depending on_ the marginal productivity 

of investment • 

. Though maintenance of a positive real yield on 

financial assets .constitutes the main plank of the policy 
. . 

package following McKinnon' s theoretical ·frame, i ts inain · · 

thrust is toward complete liberalization of those LDC 

economi'es highly repressed by pervasive government inter-
.f 

vention. However, complete liberalization is ilot easily_ 

achieved, nor without cost to society, especiaily when a 

.fis cal def ici t financed by ·borrowing from the Central Bank 

continues to b·e the glaring feature of the LDCs' financial 

systems. The liberalization scheme presupposes a high 

ltVê!l oit t0ohtlioàl fliophi;:itioation ànd pôli tiea1 di sêipiitie. · 
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Both assumptions are likely to be naive. 

What emerges str.:i.kingly from.the skeletal revi~w of 

some of, the main issues in the debate on the role of 

monetary policy. in LDCs, is that the importance of money 
J 

in the development process should by no .means be under­

estimated. The skepticism about the efficacy of monetary 

policy in developing countries was due to a narrow view of 

monetary policy. If monetary policy is construed as no 

more than merely "a technique of monetary manàgement, 11 

· then i t :follows that in the absence of an insti tutional 

setting. conducive for active stabilization or demand 

management policies, there is little scope for it to 

operate. But if, on the other hand, monetary policy is 

considered in its broader aspects, not only in relation 

toits institutional mechanics but also in terms of 

interaction between it and the real economy, it·would have 

to have some "content of theory." There have to 'be 

certain broad principles, derived from generalised 

experi,ence, . that consti tute a relevant theory. Techniques 

then becbme no more than an appendage to relevant economic 

theory (KhatKhate, 1972:535). If therefore monetary 

policy cannot be analysed outside a given structural and 

·1nstitutional setting, the crucial issue for this study 
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would then be the formulation of the relevant theoretical . 

framework~ 
' . 

4.4. A Theoretical Framework for Niîeria: 
The structurallst-Developmenta Model 

The fram,ework · adopted for this research. is what can 

be called, the Structuralist-Developmental Madel~ It is 

a blend of the structuralist•s approach to economic 

analysis, and the propositions of the developniental 

monetary economists. 

The model recognises the peculiar c~aracteristics of 

Nigeria' s typic_ally underdeveloped ecoriomy as dis.cussed in 

section 4.2 of this chapter., One·funciamental feature of 

the economy which is germane to this framework is that it 

is characterised by sèveral forms of structural rigidities 

which tend to constrain the supply side of the economy. 

These rigidities and distortions make it possible for 

there to· exist excess demand or supply in some sectorp, 

and. inadequate demand or supply in otherp ~. 'While priëes 

are rising in some sectors, they are falling in others. 

The level of sectoral interdependence is very low. 

Productive resources are not ve'ry mobile. In fact, 

disequilibrium is the normal state of the. economy. Market .. 

fore es, in this circumstance, cannot be. relied upon for 

e.f.t'ioient·resource'alloêation. 
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Given these characteristics, and·assuming that 

population is determined exogeneousiy, this. implies a 

certain rate of growth of aggregate gross national 

product. Given the inflow of foreign resources, and.also· 

that output per unit of investment remains unchanged,· 

national output would grow at the same rate as domestic 

.savings, and policy should be directed towards sharply 

raising the rate of savings. The expansion of output as 

a result of technological change also involves a larger 

amount of savings, as it is now generally accepted that 

the technological change itself depends on accretion to 

investment (Kaldor anct·Mirrlees, 1962}'. The real 

difficulty lies in sustaining the additional investment 

without too much disturbance to the economy (KhatKhate, 

1972). Thus, given the poor per capita income in Nigeria, 

the crucial issue, from a monetary policy point of view, 

is how .to raise the necessary savings, and the strateg.ies 

to channel the available resources to their most socially 

desirabl.e and ef.ficient uses. From the discussion above,. 

three broad issues havebeen raised: (i) The supply, 

rather than the demand side of the economy is the major 

bottleneck to economic growth in an LDC such as Nigeria. 

(ii) The major constraint on investment and hehce, the 

eliWil'lstion o:t supply bôttlertéoks is thè deàt•th o/ 
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necessary resource inputs (and financial input is a 

major one). (iii) The use to which the available 

savings is put .also has implications for development. 

·However, given the peculiar structural imperfections, 
' . ' 

the targeting of such macroàggregates as investment, 

domestic credit, money supply, GNP, etc without regard to 

their composition may produce uncertain and often 

undesirable results. For instance, if aggregate 

investment increàses, the total output as measured by GDP 

may increase, and significantly too, but the other 

· objectives of reducing unemployment, maintaining stable 

prices and heal thy balance of payments account may worsen. 

In the face of low sectoral interaction and market 

imperfecti.ons, the e.ffect of policies may depend ·on which 

sectors are affected. This is because, in such circum~ 

stance, the distributional effects of macro policies are 

uncertain and there are tendencies for there to be 

"concentration effects" in some sectors while other sectors ·. 

stagnate. Thus, the composition of output or the 

directional effects of alternative policies rather than 

the magnitude should be the better focus for policy. 

Therefore, for purposes of general economic policy, 

we agree with Meier (1984:724) that: 
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The growth o:f p,oor countries · ~~pends at 
least a:s much · on their abili ty t.o 
reallocate resources to new uses and 
thus to change their economic: structures 
as on an increase in total investment 
and other resource inputs. The instruments 
of development policy are more likely to 
be s~ecific to particular sectors of the 
economy than is typically the case in 
advance.d countries, where less change is 
needed and resources move more freely in 
response to market forces. 

Specifically, from a monetary policy point of view, the 

direction or the distributional effects of money supply 

is very crucial. When money as an asset is desired .for 

channelling savings, whether between economic units 

within the same sector or between different sectors, the 

monetary authorities are justified in meeting that demand 

through the creation of additional money stock. Howeve.r, 

the money demand o~ asset holding units does·not rise 

steadily; it fluctuates,. and at times markedly, thereby 

causing disturbance to the investment process, which the 

initial money creation is designed to sustain. To take 

care of such oscillation in money demand, direct regulation 

of the availability of credit and money as an instrument 

of policy seems to be ineluctable (Khatkhate, 1972:554). 

The direct regulation of credit is therefore crucial. 

But even more important is the need for a carefully 

phesêd s1otO~èl tli1t~ibut1an Of e~edlt. Jo~ axbm~lé, it 
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can easily be.shown that an increase in money supply, 

occasioned by the financing of government deficit through 

the printing of new money, and spent on the transport 

and communication or the ·builàing and construction 
. . 

sector, would certainly produce different effects from 

the a.l ternati ve. of spending the money on,. say, .·agriculture 

or manufacturing sector. ·Even with the agricultural 

sector, itmay niake a difference as to whether credit is 

directed towards food produc.tion, forestry, poul try or 

fishery (Soludo~ 1987). 

This framework also explains the monetary transmission 

process. In the face of poorly developed money and 

capital markets and general price distortions, the 

monetary transmission in either· the Keynesian or the 

monetarist framework becomes unrealistic. A more 

realistic link between the monetary sector and the real 

sector is the 11 availability of credit 11 mechanism (see, 

Goldfeld 1966:351 - 2). As Modgliani (196):98) points out, 

.the demand for credit is limited "not by the borrowers' 

willingness to borrow at the given rate but the lenders' 

willingness ta lend, or more precisely, by the furlds 

available to them to be ratio:ped out among the would-be 

borrowers. 11 Therefore, the effectiveness of môl'leta.ry 

poliëY itl âf:f\~cting é;)(:'pèr1ditûre outlays tieper1ds upon the 
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availability·and rationing decision of credit rather than 

its cost. The evidence from Nigeria confirms.this 

hypothesis· (Soludo, 1987). Thus,· variations in the volume 

of bank credit, depending on which sectors ~re affected, 
' transmit the effects oî rnonetary policy changes to the 

real sectôr. 

The model therefore reiterates the fact that the 

struc·tural constraints on the supply side of the economy 

and the dearth of necessary resource inputs into the various 

sectors are. the. foremost impediments to, the economic 

transformation of Nigeria. .· The role of monetary policy in 

.the circumstance is seen in terms of its ability to 

channel the available financial resources to the preferred 

sectors so as to ensure that the composition of output 

satisfies the society's welfare function.' Therefore, the 

central thesis of the model is that an optimal, sectorally 

homogeneous partitioning of the economy of an LDC (in this 

case, Nigeria) is the most effective framework for 

monetary policy analysis.· Tangential to this is the 

hyp·othesis that the credit availabilitY channel, (that is, 

directing desired amount of credit to these optimally 

parti tioned · sectors as need arises) is the most direc·t 

and most po~erful means of using monetary policy to 

ètt~in the maorotoonamia objaotivas~ 
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The consistency of this framework with the 

stabilization and developmental objectiv~s of monetàry 

policy cannot bi over stressed. First, in the face of 

the non-workability of the traditional tools of monetary 

control, the'direct regulation of the magnitude and 

direction of· bank crèdi t is: the ortly viable ·alternative 

open to the monetary authorities. Second, it can be 

shown that it is the composition of output rather than 

its level that has implications for the·attainment ofthe 

macro objectives of policy. For example, if the· 

composition of output faveurs the productive sectors 

(e.g; agriculture and manufaciuring sectors), no doubt 

there will be ·reduced pressure on imports to satisfy loc~l 

consumption and this has implications for the balance of 

payments posi tian. It will ·. a.lso generate demand for · 

labour services. Besides, it has been shown (see Nwankwo, 

A.E. 1985) that whereas the _incrèased output of some 

.sectors (agriculture, for example) dampens the inflationary 
1 • 

pressure, the output of others (construction, transport, 

etc) ~ccentuates it. Thereforè, the r~lati~e share of the 

agricultural output to others, has implications for 

gbvernment' s anti-inflationary p.oli cies. '11hus, by 

selectively regulating the·volume and timing of credit to 

oe:rtîilii'l Séotors II th@ e:.'bjectiv@s o:.ê' shoi't ... tërm éoônômiè 

CODESRIA
-LI

BRARY



108 

stabilization and long term growth can be stimultaneously 

achieved. 

However, one major issue that has been neglected so 

far in the discussion relates to the determinants of the 
' volume of credit that banks will be willing to ration. 

It has been implicitly assurned thàt the demand for bank 

credit by the public is interest rate inelastic. Hence, 

credit availability rather than its cost is what matters 

more for policy. Can the same interest rate insensitivity 

be said also to hold for the depositors and commercial 

banks? Ajayi (1978:25) stresses that "the truth of the 

matter is that the scale of bank deposits and assets is 

affected by depositors' preferences and by the lending 

and investing opportunities available to the banks." 

Even though he later argues that "the reasons for savings 

deposits at commercial banks are therefore not due 

. primarily to interest rate·s but to other service factors" 

(see, Ajayi 1978:68), the sensitivity of bank deposits to 

interest rate cannot be denied. More fundamental and 

·widely documented is the fact that commercial banks are 

sensitive to the returns·on alternative investments in 

their portfolio management. Therefore, a principal 

factor that determines the voiume _of available deposits 

thêt b~nka woula rètio~ ia thei~ ~i~k~~&tu~rt analyêi•. 

CODESRIA
-LI

BRARY



Given also that a major obstacle to development in 

Nigeria isthe paucity of savings, it may be instructive 

to consider the Gurl·ey-Shaw-McKinnon notion of "developmen-

tal interest rate policy. 11 , 

As the Nigerian economy matures~ the asset preference 
,, 

of the saving/investment units diversifies, and fïnancial 

assets othèr than money ·are desired. However/ the 

development of financial assets should not be left only 

to the voluntary decisions of -the economic units. It must 

be fostered by pursuing appropriàte policies. The demand 

for such assets can be induced through offering attractive 

rates of return, so that aversions of the economic units 

to hold financial assets in preference to real assets~ 

such as.goods, or even currency boards, Càn be avercome. 

The nature of the interest rate policy împlied above 

needs some clàrification. It may connote any :policy that . 

is directed t:owàrdinfluencing the level and pattern 

of money rates of interest. It may take the form of 

either market intervention through disèount ra.te changes 
.:,. 

or open market operations or, alternatively, direct 

regulation of interest rates on certain types of financial 

asset, such as savings and time deposits as was the case 

in Nigeria until 1987. At times, it rnay mean a release 
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of the financial institutions from the ceiling requir"e-

ments ·on interest rates.· As the credit market organiza­

tion is not sufficiently advanced in Nigeria, the direct 

control of interest rates or removal of such controls 

.bas to be relied upon to achieve the financialization 

of personal savings. 

Once the demand for varied types of financial asset 

is generated, there may be an automatic respbnse from 

the supply of new financial assets. Only when the 

respons~. t6 the stimulus of a high interest fate is weak 

or inadequate are monetary authorities required to 

intervene through the creation of different types of 

financial intermediary. · This bas been the case in Nigeria. 

Often, it is contended that.the monetary policy instruments 

that are common in the developed countries can be 

introduced in the developing countries only after the 

capital ànd money markets are built. This view, however, 

assumes inde:pendence rather than interdependence between 

the instruments of monetary policy, on the one hand, and 

institutional development, on the other. In fact, inter­

action between the two is mutually reinforci:rig (Khatkhate, 

1972). Monetary po,licy instruments, suèh as the interest 

rate, if v1gorously and purposively edapted ta the 

00.t'ldi•b.ions Î?l tho developirig dôUtitf'iêS ~ Oêtl therilsàl vetj 
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become the agent to promotethe money and capital 

markets, which, in turn, create further favourable 

conditions for the effective exercise of a broader range 

of instruments of monetarY policy. 

It is this exposure to market mechanism and active 

use of interest rate policy as a dynamic instrument of 

monetary policy that is the central thesis of the 

financial liberalization hypothesis. It is argued that 

although the direct impact of interest rate on total 

savings may be uncertain, its indirect effects may be 

advantageous: (i) The wealth effects arising from a 

high interest rate policy may bring about a reduction in 

consumption; (ii) as the decision to save and to inv~st 

will be exposed to the price mechanism via financial 

intermediation, the overall efficiency of .. investment maY 

increase. However, given the distortions in the mnrket 

· structure, interest rate determined by the pervasive 

market forces may stifle.investments. Thus, in order to 

.elicit the required responses from savers, banks, and the 

investing public, a selectively liberalized interest ·rate 

policy is a sine qua non. 

This framework, therefore, recognises the volume and 

composition of aggregate private sector credit as.the 
' . 
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As the Central Bank of Nigeria (1979:105) admits "Of all 

the techniques of monetary control available tothe 

CBN, the selective raviant of direct credit control 

methods is the most popular.because of its greater 

relevance to the economic circumstances of Nigeria --- Il . 
The interest rate channel is also recognised but it plays 

a secondary role. Therefore, money is introduced into 

the model mainly through the credit availability and 

interest rate channels. In this sense, the framework is 

consistent wi th the policy thrust of the Central. Bank of 
. . . ' 

Nigeria under the Structural.Adjustment Programme. 

However, it queries the policy of aggregating rather non 

homogeneous sectors for ~the purposes of sectoral credit 

allocation. For instance, the aggregation.of the entire 

economy into the "productive sectors", and "the others 11 

assumes homogeneity and high competitive characteristics 

on the part of certain sector·s. On the contrarY, this 

framework argues that given Nigeria's peculiar structural 

distortions; such an assumption is doubtful and may be a 

potential source of policy ineffectiveness. The credit 

directed to a specific sector often has a "concentration 

effect" on it and only very slowly, if. at al1, diffuses to 

other sectors. Therefore, the d.irectional and magnitudinal 
e.f'fects of speoif io polici.es must be irnpc,rtsnt considei·atio:rià 

fô~ polioy ëffeotivsness. 
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. THE MODEL 

5.1 General Characteristics of the Model 

113 

The purpose 9f any study determines, perforcE?, the 

nature of the analytical model to be develop~d. This is 

because 11 models and to whatever use they are being put, 

cannot be divorced from. their builders, if they are to 

be applied meani:ngfully 11 (Olofin, 1985:17). 

The. specification of the model reflects the theoretical 

Îramework developed in chapter four OÎ this research. 

Also, some of the recent developrnents in modelling the 

N·igerian economy (see NISER 1983, Ekeoku 1984, Olofin 1985, 

Po1oamina 1986)·will be adapted, where necessary. The 

specification also reflects, as _muchas possible, the 

peculiar. circumstances of an underdeveloped economy. This 
.g 
.:• 

· is because, "in the final analysis, the model builder in a 

developing economy relative to hiscounterpart in a 

developed economy, may be practising more of an art than 

a science 11 (Olof in, 1985: 11). Besides, i t is known to the 

practitioners that "the prob~em o:f which Variables are to 

be included in a regression equation is a major problem 

in applied econometrics. Rules are helpful, but they 

cannot make decisions for the applied econometrician 11 

(Rao end Miller• 1971:52). 
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Based on the theoretical framework, the model's 

major·emphasis is on the supply sector. The demand side 

is not completely left oy.t as aggregate demand oriented 

consumpti'on and investment equations are included in the 

model. It has an inbuilt circular flow system which gives 

it the character of a general equilibrium macro model. 

The model recognises that the major targets of 

monetary policy in Nigeria are the rate of growth of bank 

credit and the interest. rate. The monetary authorities 

statutorily determined the magnitude and direction of these 

variables during the study period. However, _following our 

theoretical framework, money is -introduced into the mode1, 

principally, through the credit availability channel. 

Interest rate plaYs. a secondary ~ole. Thus, the sectoral 

credits, statutorily prescribed growth rat~ of credit to 

the private sector, and the various interest rate variables 

are exogenised in the model. Tbrough changes in the 

magnitude and direction of credit, sectoral and aggregate 

output are affected. The _changes in var.ious output 

components impact directly or indÎrectly on other macro 

variables - consumption, Government taxes, prices, etc. 

The feedback effects into the monetary sector are most 

powerfully transmitted throUgh 'the ir1êomo 1éVel. 
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Also, in modelling the rrionetary sector, we agre.e wi th 

Ajayi (1978:140) that 11 the total money supply is the 

result of the interaction of the portfolio behaviour 'of 

the non-bank public sector, the commercial banks and the. 

Central bank • ." Therefore, money supply is demand 

determined.. The money demand functio:ris are thus specif ied. 

The portfolio behaviour of banks is also incorporated. 

The volume o:f private sector credit as a function of the 

simultaneous interaction of the demand and supply factors 

is explicitly specified. These are to investigate the 

imp·acts. of the portfolio preferences of these sectors 

on the effectiveness of monetary policy. 
,. 

Generally, the model is a medium sized one. The 

economy is modelled uncter seven sectors, namely: supply, 

monetary, consumption, Investment, Prices, Government, 

and the External sectors. In all, the model consists of 

thirty-six (36) stochastic equations and twenty-six (26) 

identities/definitional equations, giving a total of 
., ·.:. 

sixty-two (62) equati'1ns/endogeneous variables. It bas 

thirty-eight (38) exo~eneous variables and thirty-one (31) 

lagged endogeneous var·iables, making a total of sixty-nine 

(69) predetermined variables. Dynamic ·features are thus 

incorporate.d into the model system throùgh the lagged 
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endogeneous and a rate of change variables. However, it 

must be observed that out of the thirty-eïght (38) 

exogeneous variables, thirty-one (31) are policy variables, 

thus bringing the non-policy exogeneous variables to just 

seven. Therefore, the model is well spiced with adequate 

exogeneous policy variables for various policy _simulations. 

5.20 Specificatio~ ~i the Madel 

According to Pindyck and Rubinfeld (1981:128) 

11 --- applied researchers usually examine more than one 

possible specification, attempting to find the specifi­

cation which best_ describes the process under study. 11 

What is presented below are therefore the best of the 

alternative specifications tried out. The model is 

specified ùnder seven sectors, namely: monetary, supply, 

Consumption, Investment, Governrnent, Prices, and the 

External sectors. 

5-21 0 The MonetarY Sector 

The specification of the monetary sector is done 

under the following sub-sections. 

(i) Money demand equations; 

(ii) Equation for total credit to the private sector. 

(iii) Equations for the commercial banks' portfolio 

behaviour; and 

(iV) Idéfttàtièé. 
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(i) Money Demand Functions 

The controversies and concensus regarding the 

.defini tion of money, and the specificatiori (?f the 

relevant explanatory variables in the demand for money 

function have been extensively reviewed under section 

3.2 of this research. Apart from any further extensions, 

the functions have been presented without further 

justifications. For instance, the wider definition of 

money (that ,is, the sum of currency, demand, savings and· 

time deposits) is adopted for this research. These 

various components of the money·supply are sP.ecified 

separately. Also, the income variable as measured by the 

Gross Domestic Product (Y) is included as a positive 

determinant of each of the components of money supply. 

As noted in section 3.2, one worrisome issue in 

specifying a money demand function for a ctev:eloping 

economy is the s'ta bili ty of the income veloci'ty of money 

over time. It has been observed that the inèome velocity 

of money is subject to short run decline in most less 

developed countries (Park, 1970). This is obviously 

expected in the light of progressive monetiza.tion of the 
; 

economy. in· Nigeria, as ·in most developing countri~s, · 

a sizeab1e propo:ttion o:f: inë9tnè originste.s f'rom :rldn ... 

mo.nêtt11ry ttte1l'lsaotiotis and 'btJt··t:e:r tradë. · This pi"ôpcrtion 
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g.enerally declines with economic development. Therefore, 

the demand for money increa.ses partly because of the 

income growth and p~rtly because of arise in the degree 

of monetization. This variable (degree of monetizat,ion) 
.. f :'I 

is therefore specified as· a determinant of the demarid 

for narrow money. 

But, what would be the most relevant measure of 

this variable? This variable could have been best 

represented by the marketed portion of the national 

income. But most developing countries, including Nigeria, 

do not have data on that breakdown. Thus a proxy variable 

must be employed. Sorne writers, (Bhattachary 1974; 

Chanjavarker 1977)., proposed the ratio of value. added of 

non-agricul tural sector to total va'lue added of national 

product. But Nigeria as well as most developing countries 

does rtot have data on .that separately. Since there is no 

exact measure available, the ratio of dernand deposits 

to money stock (currencY plus dernand deposits) is used 

as a proxy measure of degree of monetization (Ojoi 1984). 

lm increase· in this ratio indicates an increase in 

banking activity and rnonetization. 

Perhaps, the most controversial variable in the 

speëi.i'iôâtion o:t m.oney dètnt3rtd f'uhotiôh fol" developihg 
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. countrie s is the interest rate. Evidence on the riece.psi ty, 
•;• 

choice and defini tion of tùe interest rate variable .:is . . •.:· 

overwhelrning and highly controversial •.. For Nigeria,·· the 

itudies by Tornori (1972), Teriba (1974}, Ajayi (1974~ 1978), 
' Ojo ( 1974, ·1978), Odama ( 1974), Akinnifesi and Phillips 

( 1978) have produced no conclusive evidence on the issue. 

It needs to be noted that much of the contr·oversy deri ves 

from the .inconclusive evidence on·the nature of sub­

stitutability between money and other financial assets. 

Ojo (1978) fincts·out that the savings depo~it rather than 

the time deposit (as found out by Teriba 1974), is the 

closest substitute for money. This wôuld therefore rnean 

that the interest rate Oh saving-s deposi ts could be 

specified as the appropriate proxy for the cost of holding 

money. Further evidence on this rate has not been 

encouraging. For i~stance, Ajayi (1978:67 - 69) has shown 

that savings deposits as a component of money supply is 

not even sensitive toits own rate. 

However, i t is .ctoubtful if a representati ve '.interest 
·, 

rate will be useful in àn econorny characterised by highly 

underdeveloped money and capital markets, limited 

financial assets, and institutionally determined interest 

rates, It is expected that in such an economy, the 
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real choice is not between money (narrowly defined) and 

other financial assets, but between money and the 

tangible assets (Ojo, 1978). In an economy characterised 

by pervasive inflationary pressures, the ra~e of 

inflation, may, after all, be the real cost of holding 

money. But it is to be expected that in an inflationary 

situation, (with a given incarne level) the .demand for 

money for transactions purpose.s will increase. Thus 

inflation, rather than actas a cost of holding money, 

induces greater demand for rnoney. The rate c>f inflation 

as measured by the consumer price index is specified as 

positive determinant of the demand for currency and 

demand deposits. · In Nigeria, savings deposits account 

is operated like demand deposits. If it is agreed that 

money Cannat be held at zero cost, then a pro~y for the 

cost of holding money (narrowly defined) should be the 

interest rate on savings deposits. This rate is there­

fore specified 1as the cost of the deinand for:,currency and 

demand deposits. 

Furthermore, interest rates on savings ,and time 

dèposits are included in their separate demand equations 

respectively. This is because, even though.the real 

motives for saving in Nigeria cènnot be attributed to 
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the desire to earn interest only, it is still to be 

expected that part of the reason for saving is to earn 

returns. However, while conscious of the interest on 

their àeposits, rational savers are .also minqful of thé 

eroding influence of inflation on the value of their 

deposits ove~ timè. Therefore, investors in savings and 

time deposits tend to be influenced by consiqerations 

both to reap interest, and the alternatives a.vailable in 

investing in real assets, vihose value appreciates 

significantly over time as a consequence of inflation. 

The consumer price index is therefore specified as a 

proxy for re:turns on competing assets. Its coefficient 

is expected to be negative. Finally, following the 

partial stock a. justment process, we introduce the lagged 

dependent variables as explanatory variables. The demand 

equations for the monetary assets are presented below: 

Demand for Curiency 

CHt = bo + b1Yt + b2Zt + b3CPit + 'b4RSt + b5CHt-1 + ut ' 

o<. b1 , b.5 < 1; b2, b4 t(.,. o;. b3 > o -------------------- ( 1 ) · 

Demand for Demand Deposits 

DDt = bo + b1Yt + b2Zt + b3CPit + b4RSt + b.5DDt-1 + ut 

O<.b1 ,b.5,.C::1; b4.(.o; b2, b3,>o~ -----------:--------(2) 
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Demand for.Savings Deposits 

SDt =bd+ b1Yt + b2Rst + bJGPit + b4snt_1 ---- (3) 

·o.(b1 , b4 .c::1; b2 > o; b
3

<.,o. 

Demand for Time Dèposits 

TDt = bo. + b1 Yt + b2RTt + bJCPit + b4 TDt_1 + Ut ---(4) . 

a( b 1 , b4 < 1; b2 ·>o; b
3 
< o. 

where, 

CHt = Currency in ci.rculation outside the banks 

DDt = Dem_and deposi ts heid · by the. public 

SDt = Saving·s deposi ts held by the public 

TDt =. Time deposi ts held by_. the public 

Yt == Gross Domestic Product (Nominal). 

Zt = Proxy for degree of monetization, defined as the 

ratio of d.emand . deposi ts to money stock (M1) • 

RSt = Interest rate on savings deposits 

RTt = Interest rate on time dèposits 

CPit = Consumer price index as a measure of inflation. 

CHt_1 , DDt_,1 ,-SDt.:_1 TDt_1 == lagged dependent variables 

(ii) Domestic Credit to the Private Sector 

The total credit to the private $ector at any time 

i·s a function of the demand and supply. conditions existing 

for it. The following variables are specified to_ accoùnt 

:tôr" thé p~ivêtê seèto:r dem~nd. io:ï- oolfifüê.t"(ti.è'll bsnk a:r,,i:iit: 
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(a) The Gross Domestic Product, (Yt); This measures 

the economy'·s overall productivity. During an economic 

boom, the priv'ate sector investments rise to takè 

advantage of new opportunities for investmént. Since 

the GDP is a measure of the productivity of the etonomy, 

the piivate sector demand for credit is·expected to vary 

directly with it and (b) The prime lending rate (RP) 

is' specified as a cost of credi t, and the expected sign 

of its coefficient is negàtive. On the supply side, it: 

is postulated that the major determinant of the volume 

of credit banks are willing to grant to the private 

sector is the ·statutorily prescribed ceiling on the 

growth rate of private sector credit~ The higher is 

this ceiling, cete.ris pari bus, the higher would be the 

volume of credit to the private sector,and so its 

coefficient is expected to be posit'ive. In summary, the 

Domestic credi t to the private sector equation is given _-

as: 

DCPt = bo + b1Yt + b2RPt + b3GDCPt + b4DCPt~1 + ut---(5) 

b1 , b
3
). O; b2<o; O<b4<1. 

where, 

DCPt = Domestic Credit to the Private sector 

Yt - = Gross Domestic Product 

RI\· .. Primé _ l@~tl.ir1g :f\atè 
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GDCP t = Statutorily_ pre·scribed Growth rate of Domestic 

Credit to the Private Sector. 

DCPt_1= Lagged dependent variable, to account for 

partial stock adjustment process. 

(iii) Commercial Banksi Portfolio Behaviour 

The analysis o.f the commerc·ial banks' behaviour is 

essentially a study of their asset portfolio. A typical 

commercial bank holds a large number· o.f.di.fferent assets 

iri its portfolio. Each asset has a unique set of 

characteristics, for example, its liquidity, reversibility, 

predictability of return, risk, taxability, etè. Loans 

are the most important as·sets in the commercial banks' 

portfolio, and we have hypothesised that the amount of 

loans outstanding at àny time is a fu:nction of the 
. . . 

interaction between demand and supply factors. The 

equations of the banks' behaviour are presented below. 

(a) Demand for Vault.Cash (VC) 

This is defïned as cash held in the vaults of 

'commercial banks plus deposits in the Central Bank. 

Holding an asset in the form of vault cash implies a 

return foregone, but it is necessary in order to meet 

the requirements of day to day normal withdrawals. 

Thus, cash held by the banks depends mainly upon the 

itfiOUtl'h 6:t bèt1ks I d.épos:H,s. The seeor1d e~planêtot•y 
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variable is the previous period's vault cash. A related 

interpretation of one period lag of vaùlt cash is that 

there .is normally a discrepancy between actual and 

desi~ed stocks outstanding, ie~ a stock adjustment model. 

Also, the lending rate ought to be incorporated as an , 

explanatory variable'. This is because a rise in the· 

lending rate may leadthe banks to economise on their 

cash holdings which do not earn any interest. This may 

not hold for Nigeria. The ability of banks to expand 

credit in Nigeria is riot neCessarily constrained by the 

volume of vaul t ·cash, as i t is co:hstrained by the 

statutorily prescri bed ceiling on the growth of credi t .• 

However, it is to be expected that the actual growth rate 

of credit may or may not be equal to·the statutory 

prescription. But the real constraint on the holding of· 

vault cash is the actual growth rate of bank credit 

rather than the prescribed rate. Thus, the actual growth 

rate (AGDCP) is postu,lated as being negatively related 

to the volume of cash held by bahks. The demand for 

vault cash is therefore stated as follows: 

vct = bo + b.1Dt + b2AGDCPt + b3VCt-1 + ut---- (6) 

b2 <.0; O<b1 , b) <. 1. 

where 

v.ct • Totàl VéUl t cash hëld by èôülllll:~rclal bai'll(S . 
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Dt -- Total Deposit liabilitie~ of commercial banks. 

VCt_1 = Vault cash la·gged one perio·d. 

AGDCPt = Actual.growth rate of private sector bank credit. 

(b) Demand for.Excess Liquid Assets (EL.QA) 

T.he dem~nd. for total liquid as sets is determinèd as 

the sum o:f required liquid assets·and excess.liquid assets. 

Liquid assets in Nigeria consist of Nigerian currency, 

balances held with thé Central Bank of Nigeria, net credit 

balances with bànks both inside and outside thè country, 

and domestic and foreign government bills. Excess liquid 

assets play a substantial role in.determining the. 

·commercial banks I portfolio. O.ften there is a difference 

between'legal reserves'and liquidity reserves required 

by the Central Bank on the one hand and those actually 

maintained.by the commercial banks on the other. 

Theoretically,. :there are two major determinants of 

banks. • demand for excess liquid assets. First., since 

banks actas risk averting pro.fit maximizers, expected 

alternative net yields of various banks' assets·are 

considered among the main determinants of the banks' 

demand for th ose liquid as sets. · Go,ldfeld ( 1966: 69 - 71) 

employs a similar assumption. He argues that preferences 

for assets are assumed to be consistent with rational 

mfàXimitiili bèht:iVd.6ur by bànkis • ië, bf:itll(i5 • d@ntJ:ttld tt'>Ï' 
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liquid assets depends p6sitively on their own yield and 

negatively on all other yields. 

The second important determinant is the deposit 

liabilities of the commercial banks. Meltzer (1959:278) 

argues that there is a close relationship. between banks·• 

demand for excess liquid reserves and deposits even in 

a banking system without legal reserves. He maintains 

that, 

Given the distribution of· deposi ts the· 
amount of precautionary reserves held 
is. based on a proba bili ty distribution 
for the expected drain~ All reserves 
abovè the.amount required on the basis 
of the probability distribution are excess 
reserves. That is, there is a relation 
between the change in reserves and the 
change in deposits for any glven 
assumption about this distribution. 

Given the above, the formulation of the demand for excess 

liquid assets is as follows: 

ELQ~ = bo + b1rta + b2rtb i: ·b3rtc + b4Dt + Ut 

b1·>0; b2<o; b
3

<,o; O<b4..::::1. 

where ELQAt = Excess liquid assets 

rt 
a = an implicit , own rate 

b the loan rate rt = 

rc = rate on other assets such as ïnvestment 

abroad and government bonds; 

êfld O ~ total dopa1it liabilitiaa ot oofi~èfbièi baflk1~ 
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However, owing to the p~rculiar structure of the 

money and capital markets in a devel9ping country such 

. as Nigeria, the role of in:terest rates on the . banks' · 

demand for excess liquid assets becomes uncertain. It 

is believed'that banks might be constrained 1;o keep 

~xcess liquid assets because of the actual ceiling on· 

the growth of bank loans. Also, the other investment 

oùtlets such as in. government bonds, and investments · .· 

abroad, are not infinitely a'Vailable. It is therefore 
. . 

hypothesised tha.t banks demand for exè:ess lfquid assets . 

is a functi.on of banks total deposit · 1iabilities and the. 

actual growth rate of bank loans • 

. That is; 

where 

ELQ~ = bo + b1Dt +, b2AGDCP t + b3ELQAt-1 _+ ut 

o<.b1 , b
3

,.c1, b2~o. 

ELQA = Excess liquid assets 

Dt = Total deposi t lia·biiities of Comme_r;~ial banks 

AGDCP t = Actual' growth rate of bank credi t to the 

private sector. 

ELQ~_1 = Lagged.dependent.variable. 

(c) Demand for· Government Securities (GS) 

The government securities held in the asset port..:. 

to11o·ot Oomtne~eièl bünks inoiudë: 

(7) 
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(i) Treasury bills, (ii) Treasury certificates, and 

(iii) Government Development stocks. 'I'he first two above, 

however, dominate banks' investments in these assets. 

The share of Development stocks in the banks' se6u~ities 

portfolio is insignif.:i.cant, and it is therefore ignored. 

We have lumped the o·u1er securi ties together (Treasury 

bills, and cet'tificates) ·-~nd speCified one function for them. 

It iB postulated that the banks' demand for these 

assets is a function of (i) their total deposit liabili­

ties;· (ii) considerat1ons for rates. of return on the 

assets; and (iii) considefations ~or returns ·on alter--. 

native inVestrn.ents. The lending rate would have been 

considered as proxy for return on alternative investmen1:. 

But in Nigè~ia·, it appears that inveitments in these 

secur.:..ties yield.econornic:, rent to the bank as the funds 

ernploy12d in therll scarcely ha Ve al ternati Ve profitable U::,es. 

This is because thère is a statutory ceiling on the 

capacity of banks to expand credit, and. the banks .almost 

always fully utilize this quota. Besides, there·is 

often 8 statutory requirement for banks to hold government 

secm~i ties as part of tneir liquid assets. So, rather 

than the lending rate, the real constraint on investmerits 

in governrr,ent securi ties .is the (AGDCP) actual growth rate of 

b~nk c0Gctit t6 the p~ivat~ ~ector and the 

r•tHi;lüi°r'tHl · liqUicl ë_Ssë·bs. ~'.'h<i:' dernMid. tbr · tbthHJJ 
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securities can therefore be stated as follows: 

+ b5Gst_1 + Ut ---------------------·- (8) 

where; 

b1 , b2 , b3>.o;·b
4
(o; o.(b5 <1. 

GSt = GovernIIieht Securities defined as the sum of 

Treasury bills and Treasury certlficates. 

TBRt = Treasury bill rate 

TCR t = Treasury certificate .rate· 

RLÂt. = Required liquid assets 

AGDCPt = Actual·growth. rate. of bahk credit 'to the 

private sector. 

GSt_1= Lagged dependent variable. 

Identities of the Monetary sector 

The following identities are stàted to close the 

system in the monetary sector: 

Required Liquid Assets: These· are defined às: 

RLA = r (DD + SD + TD) 

i.e; RLA = r(ri) 

· where, RLA = Required liquid assets 

r = legal liquid asset ratio, on total depo~it 

liabilities (D) 
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It should be mentioned that required liquid asset ratio 

never varied since the establishment of the Central Bank 

of Nigeria in 1958 until August 1987. It had been 

25 percent of total deposits for the period 1958-1986. 

This covers the period for the study, 1970 - 1985. 

Consequently, the required. liquid asset identity can be 

wri tten as: 

RLAt - 0.2_5(D) -------------".'"--:----.-- (9) 

Mit= CHt + DDt --------------------------------(10) 
This shows that money supply (MI), narrowly defined, is 

the sum of currency held by the public (CH) anddemarid 

deposits held by the non-bank public at the commercial 

banks (DD). 

Also, 

M2t = CHt + DDt + SDt + TDt ---------------- ( l1) 

This is the·wider definition of money supply 

Dt= DDt·+ SDt + TDt ---------------.'..-------------(12) 
This shows that the total deposit liabilities of 

commercial banks are the sum of demand. deposits (DD), 

savings deposits (SD), and Time deposits (TD). This 

identity is only a balancing equation- on the liabilities 

sidë of thé qommercial banks' portfolio. 
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TLAt = RLAt + ELQAt. ---------------------------- (13) 

where TLAt = Total liquid assets. It is the sum .of the 

required liquid assets and the excess 

liquid assets of the commercial banks. 

AGDCPt. = DCPt ~ DCPt_1/DCPt_1 X100 ------~------- (14) 

where, 

AGDCPt = Actual growth rate of commercial bank 

credit to the privaté sector. 

DCP2t = DCPt - DCPt_1 ---------------------------- (15) 

where, DCP2t = Change in dornestic commercial bank 

credit to the private sector. 

GM2t = M2t - M2t_1 /M2t_1 x 100 ------------~-~~----- (16) 

where, GM2t = Growth rate of wider money supply M2. 

Zt = DDt/Mit -------------------------------------- (17) 

where Zt = proxy for. degree of monetization. 

5.22. The Supply Sector 

This sector is divided into nine (9) sub-sectors­

namely: Agriculture, Manufacturing ,· Building and 

Construction, Mining and Quarying,. Transport and 

Communication; General Commerce, General Government, 

Utilities, and Others. The classification follows the 

s'târidàt·d GPPflOtHJh ui~r;,d by th!# n1ôtrntiu•y sutha.r•1 t1é$ .ir1 the 
( 
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analysis of the banking system's credit to the economy. 

As observed under·the Theoretical Framework of this 

research, the. interaction· among the sectors. is very low o 

Also, the supply sector is not necessarily constrained 

by demand. Besides, a major constraint on the supply_ 

sector of.an underdeveloped economy is the lack of 

input variables especially capital. Data limitation 

particularly on. the· factors of production, rule out apy 

of the standard production function specification. The 

fact also that supply appears not to be constrained by 

demanct,· and the low interactions between seêtors argue 

a case against the application of the input-output 

framework. An indirect method is adopted in ·which it is 

assumed that the output of each ·sectorisa function of 

an index of productive capacity of the sector, an index · 

of input variables and the price index. 

As a composite index of the productive cap a ci ty .of 

the sectors, the volume of output in each sector lagged 

one period, is used. The aggregate commercial bank 

credit disbursed to each sector, and the federal govern-· 

ment capital expenditure on each sector, are taken as 

proxies for inputs in that sector. Finally, following 

Ojo ('1973), the implici t deflator of gross domestic 
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product for each sector is included as the relevant p_rice 

variable. However, for thé agricultural sector, a 

cobweb behavioural relationship is assumed. That is, the 

farmers' decision with regards to output ip. the current 

period is influenced by the prices they received in the 

last period. A one period lag in the price index is 

specified for the sector. Tb.us, for. the nine sub-sectors, 

the supply equati_ons are given as.: 

(i) Agricultural Sector: 

. YAt = b0 + b1YAt_1 + b 2 CAt + bJGAt + b4PAt_1 + Ut--(18) 

(ii) Manufacturing Sector: 

YMt = bo + b1™t-1 + b2CMt + b3GMt + b4PMt + ut ----(19) 

(iii) Building and Construction: 

YBCt = b0 + b1YBCt~1 + b2CBCt + b3GBCt + b
4

PBCt+Ut--(20) 

( i v) Mining and Quarying: 

YMQt = b0 + b1Y1110t_1 + b2CMQt + b3GMQt+b4PMQt+Ut~--(21) 

(v) Transport and-Communication: 

YTCt= b0 + b1YTCt_1 + b2CTCt + b3GTCt + b
4

PTCt+Ut--(22) 

(vi) General Commerce: 

YGCt = b0 +. b1YGCt_1 + b2CGCt + b3GGCt + b4PGct+Ut--(23) 

(vii) Government Sector: 

. Yât iili be + a1 -vat ... ·r li'· b2aat + bilôt + '1:14 fldt + ut...;"" ... (24) 
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(viii) Utilities: 

-YUt := b0 + b1 YUt_1_ + b2CUt + b3Gut. +_ b4Put+Ut --(25) 

(ix) Others: 

YOt = bo + b1YOt-1 + b2Cot +ib3Güt + b4POt+U.t'.--(26) 

where; 

YA,YM, ----- YO = Output of the variou.s sectors 

CA,CM, ------CO= Total commercial bank credit allocated 

to the various sectors. 

GA·,GM, ----- GO = Total .federal governrnent capital 

expenditures on the various sectors. 

PA,PM, ----- PO =.The price deflators for the various 

sectors. 

YAt_1 ,YMt_1 ---- YOt_1 = lagged dependent variables~ 

Àll the coefficients of the explanatory variables are 

expected to be positively signed. 

5.23. The Consumption Function 

The consumption expenditures can be divided into 

the private, and the government consumption. Both of 

them are specified sepa_rately in this study. 

(a) Private Corisumption 

The consumption function is essentially a Keynèsian 

contribution. Keynes· ar.gued that con-sumption is a 

steblé :tunotion of curren·t i11oome, snd that thê uiàrgirtal 
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propensity to consume is less than one and greater than 

zero. Other economists, namely Friedman, Ando and 

Modgliani., Dü.esenberry, etc have made significant 

contributions .to the consumption function theory. 

However, empirical evidencè has made it almost 

conventional to specify the private consumption as a 

function of current disposable income and the previous 

levèl of consumpti.on expenditure. Such a previous level. 

may refer to consumption spending in the immédiately 

past period,· or peak consumption spending among a set 

of previous periods' conswnption. 'Ihe immediately past · 

consumption expenditure: is specified as the relevant 

variable. Also, the cdrnmercial bank credit to the 

private sector is specified as an explanatory variable. 

It is expected that part of the credit to the private 

sector is used to finance consumption expenditures. Thus, 

the private consumption function is specified as follows: 

CPt = bo + b1YDt + b2DCPt + b3CPt-1 +ut---- (27) 

0 ( b1, b2, b3 ( 1. 

where,·cpt,=private consumption expenditures, 

YDt = Disposable incarne, defined as GNP minus 

net ·taxes. 
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DCPt = Commercial bank credit to the private sector 

CPt-î = lagged dependent variable. 

(b) Government Consumption 

The government consumption expenditure is specified 

as a function of government revenue and the government 

sector liquidi ty, that is,. domestic credi t to the government 

sector. It needs 'to be stre·ssed that the government 

sector here refers to the Federal Government.of Nigeria. 

The government consumption experiditure is thus expressed 

as: 

GCONt = bo + b GR + b DCG + U · --------. (28) 
1 t · 2 t t 

b1; b2> o. 

where, 

GCONt = Government Consumption expenditure 

GRt = Gbvernment total revenue· 

DCGt = Total Domestic credit to the government 

sector by comme~cial banks •. 

Investment Function 

Investment is one of the most.difficult areas for 

empirical study in developing countries. The difficulties 

of getting a satisfactory model of ·investment activitie,s 

in the rur-al sector ,i and the lack of ad.èquate and 
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comprehensive,data prevent disagregating the investment 

function according to various types .of investment. 

However, only two investment functions, representing the 

private, and gover,nment sector investments are specified. 

(a)_ Private Sector Investment 

Following Ojo (1973:·133) 11 our investment equation 

is a quasi-accelevator model, specified in terms of 

adaptive expectations hypothesis and incorporating 

Hirschman's theory of development via excess· or shortage 

of social overhead capital 11 •· Private investment behaviour 

is postulated to be a function of expected level of 

econàmic activities, as measured by the GDF, that is, 

(Y). ·· The current expectation is deri ved by modifying 

previ_ous expectations. Applying Koyck transformation, 

the investment function becomes: 

However~ it is to be expected that in an under­

developed economy such as Nigeria·, the impact of social 

capital on investment cannot be overemphasised. This 

is an index of external economies provided in the form of 
,. 

basic facilities. This-variabl~ can be represented by 

·government capital expenditure lagged o:he period. The 

l.ag struotu~e is impot•tant becausè it is assurr1ed "thé,.rC 
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at least one year elap·ses be fore government expendi ture 

on fixed c~pital begins to have impact on investment 

decisions •. ·. Also, the change in the totàl crecii t 

available to the private sector by commerc~al banks 

. is included asan explanatory variable. This is because, 

the more funds are available, the more investmertt is 

undertaken. The private sector investment equation is 

therefore given·as: 

INVPt = b0 + b1Yt + b2Gct_1 + b
3

DCP2t + b4INVPt_1+ut--(29) 

o<b
1

, b
4
<1;b 2 ,. bJ)O. 

where, 

INVPt 

yt 

' ' 
= P~ivate sector total investment expenditure. · 

= Gross Domestic Product 

. . GCt-1 = Gôvernment capital expenditure lagged one period • 

DCp 
2t = Change in Domestic credit to the private sector. 

INVPt_1 = lagged dependent variable. 

(b) Government Investment 

Government investment, following the NISER model 

(1983:13),·is specifi$das a function of g;overnment 

surplus (or deficit), medium and long-terin foreign. 

borrowing, domestic credit to the government and the 

lagged dependent variable. That is; 
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INVGt = bo: + b1GCRt + b2FDBt + b3DCGt + b4INVCt-1+Ut..;-'(3o)' 

b
1

, b2 , b
3
)o; o<:.b4< 1 . 

where ;· 

INVGt = Government investment 
" 

GCRt = Government capital reserves 

FDBt = Medium and long .terrn federal governrnent 

ext~rnal d·e bt. 

DCGt = Commercial bank Credit to the federal government 

INVGt_1 = lagged dependent variable 

'5. 2.5 o Government (Taxes) 

The total taxes are disaggregated into direct and 

indirect taxes. ·· 

(a). Direct taxes 

It is postulated that the current level of·GDP is 

a composite index of the economy's taxable capacity 

(tax b~se). Total direct taxes (ta~ yield) is therefore 

specified as a simple linear function of the tax base . 

(GDP). Thus; 

where, 

DTt = bo + b1Yt + ut ----------------- 0

---­

o<b1 < 1 

DTt = Total direct taxes 

Yt • ôD~ at ~u~~eht p~ieës-
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(b) Indirect Taxes 

The explanatory variables specified here are the 

private consumer expenditures, and total imports. Thus;· 

IDTt = bo + b1CPt + b2IMt + ùt 

· q<b1, b2< 1 

where, 

IDT -. Total indire·ct 

CPt = Total private 

IMt = Total imports. 

5. 2.6. External Sector 

(i) Imports 

taxes 

consumption 

-------~------ (32) 

The basic assumption that underlies import demand 

relation is that variation in imports·is primarily 

caused by variations.in income and relative prices. 

Gross Domestic Product (Y), and the ratio.of import 

price index to the price index of GDP are specified to 

account for the income and relative price variables. 

Also, the level of foreign reserves, and change in 

external debt are also included as explanatory variables. 

This is because, the level of foreign reserves is an 

index of foreign exchange availability. And, where the 

reserves are l~w, the.authorities either resort to drastic 

impbrt 1"estried:iiône dr i'àngàgë in êJCtër1hâi bôrtiowing. 
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1he change in .external debt in any year is, therefore,. 

a measure o.f the· willingn~s·s of the government to 

accommodate. extrél imports financed out of b()rrowing. 

Finally, it.is recognised that Nigeria's external trade 

sector depends heavily on commercial banks' loans. 

The total credi t to the priva.te. sector. by the commercial 

banks is specified as another·explanatory variable. 

The import function therefore becomes: 

!Mt= b0 + btYt + b2IMPt +·b3FRSVt+b4FDB2t+b5DCPt+Ut--(33) 

o< b1 < 1.; b3 ,. b4, b:70; ~2 < o. 
where; 

IMt = Total imports 

Yt = Gross Domestic Product 

IMPt ·=Ratio of import ·price index to priée index 

of GDP. 

FRSVt - Foreign reserves 

FDB2t = Change in foreign debt 

DCPt = Total commercial bank credit to the private 

sector. 

(ii) Exports 

The export sector presents a peculiar problem in 

terms of aggregative modelling. · This is because, since 

the early 1970s, the sector has been dominated by the 
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petroleurn subsector, to the extent that the export 

sector can reasonably be explained in terms of 

petroleum experts. However, other exports cannot be 

neglected. We therefore, disaggregat~ the e~port sector 

into two sub-sectors: 

(a) the petroleum and (b) Others. 

(a) Petroleum Export 

Crude petroleum export, especiallr since Nigeria 

joined OPEC·, has been deterinihed by the OPEC quota.· 

The sector is an ·11 enclave economy", and i ts. dependence 

on credit financing is minimal. It is also·known 

· that the quantity and price of crude petroleum depend. 

on the level of external demand for it. The EEC 

countries and the U.S.A are Nigeria's major trading 

part~ers. It is therefore hypothesised that as a proxy 

for the external demand, thé average per capita income 

of the EEC countries and America is appropr_iate. Also, 

the oil export is specified as a function.of the. 

quantity of crude petroleum produced and the export 

price per barrel of petroleum. 

Thus; 

. XPt = bo + ·b1QP.t + b2XPPt + b3YUSEECt + ut --- (34) 

b1 , b2 • b .3 > 0. 
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where, 

XP t = V'alue of petroleum export, in millions of na ira. 

Qpt = Quantity of crude petroleum produced in millions 

.of barrels. 

XPPt = Unit e:Xp.ort price of petroleum. (per barrel). 

YÜSEEC = Average per capita income of U.S.A and the 

EÉC countries. 

(b) .Other Export~ 

The explanatory variables specified to explain the 

export of other goods are: 

(i) the total output of the other sectors, as measured 

by their gro~s domestic product; (ii) the ratio of· 

export price index to GDP price index as a measure of 

relative prices, (iii) pro:xy for external demand, which 

is measured by the average per capita income of the 

u.s.A ar:ict the EEC countries, (iv) lagged dependent 

variable, showing the influence of previous exports on 

current export behaviour, and (v) the total·credit to 

the private sector which aids export financing. The 

export equation for other sE?ctors thus becomes. 

xot = bo + b1YOTHt + b2PEXt + b3YUSEECt + b4XOt-1 

+ b5DCPt +Ut----------------------- (35) 

'b1• b;p b:311 b5.> O; ô<.o4 G 1 
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where; 

XOt = Export of other sectors, apart from the 

· petroleum sector. 

YOTHt = Gross Domestic output of other sectcirs, 

apart from the petroleum sector. 

PEXt = Ratio of export price index to GDP price index, 

as a meaéure of price relatives. 

YUSEECt= Average per capita income of U.S.A and the 

EEC countries. 

XOt_1= lagged dependent variable. 

DCPt = Total Domestic credit to the private sector. 

5.27. Prices 

Ten equations are specified under_this section. 

Nine equations are specified to explain the implicit 

deflators for each.of the supply sub~sectors. The 

implicit deflator for any sector is hypothesised to be 

· a function of change in the output of that sector, and 

the implici t deflator lagged one period. ;'Changes in 

output will impact on the prices of the .particular sub­

sector, and the lagged deflator reflects the stickiness 

of prices downwards. Thus, the price equations for the 

nine sub-sectors are: 
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(i) Deflator for the Agricultural Sector: 

PAt = bo + b1YA2t + b2PAt-1 +ut ________ .:. (36) 

(ii) Manufacturing sector deflator: 

(iii) Deflator for the Building and Construction 

Sector: 

PBCt = bo + b1YBC2t + b2PBCt_1 ·+ u, ------t 
·, 
.r 

(iv) Deflator for Mining and Quarying: 

· (38) 

PMQt = b· 0 + b1YMQ2t + b2PMQt-1· + ut ----~--(39) 

(v) Deflator for Transport and Communication: 

PTCt = bo + b1YTC2t + b2PTCt_1 + ut ------ (40) 

(vi) Deflator for General Commerce: 

PGCt = bo + b1 YGC2t + b2PGCt-1 + ut ------ (41·) 

(vii) Government Sector Deflator: 

PGt = bo + b1YG2t + b2PGt-1 + ut --------- (42) 

(viii). Deflator for the Utilities Sector: 

PUt = bo + b1 YU2t + b2R\-1 + ut --------- (43) 

(ix) Deflato~ for Other Sectors: 

POt = bo + b1Y02t + b2POt-1 +ut.--------- (44). 

where; 

PA.t, PMt; --·, Pôt 1::i Priée de.t'lator .for the 

various sectors. 
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YA2t' YM2t' ---, Y02t = Change in the output of the 

various sectors,. and its 

coefficient could be less or 

greater than zero dependi~g on 

whether the particular output 

has a dampenin9 . or accentuating 

effect on its price. 

P~_1 , PMt_1 , --- Pôt_1 = lagged dependent variables and 

their coefficients are greater than 

zero but less than oneo 

The other price variable is the cost of living or 

consumer price index, which is a proxy for the rate of 

inflation. The specification of explanatory variables 

for this function has been very troublesome to empirical 

researchers in Nigeria (see Poloamina 1986, NISÉR 1983). 

·We resorted to several experiments and the variables 

that can reasonably explain the dependent variable 

include: (a) .the growth rate of broad definition of 

money.supply in the present, and the immediate·past 

period; (b) the demand pressure (or supply·gap), as 

measurèd by the ratio of private consumption expenditure 

to the sum of agricultural and manufacturing output; 

(c) the import price index is spec{fied as proxy for 

1mpat'ted infliàtioti; ~nd é cl) thê ehtàîtlë!;© in thé ôrôtHJ 
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Domestic product. Thus, the equation for the cost of 

living index is given as: 

CPit = b0 + b1GM2~ + b2GM2t_1 + b3DPt + b
4

Y2t 

+ b IMPX + b6CPI + U ----------- (45) 5 ·. t t-1 t 

The lagged dependent variable is included to account 

for the stickiness of prices downwards. 

b1, b2' ~3' b5>0; b
4
< O; . 0< b6<:1. 

where; 

CPit = Consumer price index. 

GM2t = Growth rate of the broad defini.tion of money. 

supply. 

DPt = Demànd pressure or supply gap, measured by the 

· ratio of private consumption·expenditure to 

the sum of agricultural and manufacturing 

output. 

Y2t = Change in GDP 

IMPX = Import-price index 

CPit_1 = lagged dependent variable. 

Identities of the Real Sector: 

These identities are specified to close the real 

sector model. · 
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This shows that the Gross domestic prodùct (Y) is the 

sum of the. various sectoral output. 

Y2t = yt - yt-1 -·------------------------ ----- (47) 

YA2t = YAt 

YM2 = YMt -.· t 

~MQ2t = YMQt 

YBC~t = YBCt 

YGC2t = YGCt 

YTC2t = YTCt 

YG2 = YGt . t' 

XU 2t = YU 
t 

Y02t = YOt 

-

y~-1 ---------------------~------- (48) 
,. 
'/. 

.·, 

YMt-1 ------~--------------~--~---- (49) 

- YMQt-1 ------------------~------- (50). 

- YBCt_1 -------------------------- (51) 

- YGCt_1 -------------------------- {52) 

- YTCt_1 -------------------------- . (53) 

YGt-'1 ---------------------·------ ( 54) 

YUt-1 ---~------------------~---- (55) 
', 

YOt-1 -------------------~-------- (56) 

---------------------------- (57) 

This means that total consumption exp~ndi ture is the.'\ 
,( 

sum of private, and Government consumttion exp~nditures. 

TINV t = INVP t + INVGt ·..:.--'.""-----------~..:.--------- {58) 

This is 1the total investment identity. Total investment 

is shown to be the· sum of private, and government 

investment expenditures •. 

YDt = Yt ... T ....... _ .......... _ ..................... .;. ......... :... ........... ~ .......... ...; ...... _· ...... (59) 

'l.'he rt0ttcmel ·dispt.H3able · inoôtllè J.s thè tlross Ni:ationëi 
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product less net taxes. 

T = DTt + IDTt -------~------------------------- (60) 

Total taxes· is the sum of direct and indirect taxeso 
' . . . 

xt = XPt + xot -------------------------------".'"- (61) 

Total exports is the sum of petroleum export, and 

other experts. 

DPt = CONSt/(YAt + YMt) ------------------------ (62) 

Demand pressure o:r supply gap is the ratio· of the 

private consumption expenditures to the sutn of 

agricultural and manufacturing output. 

5.3. Estimation Procedure 

Sèveral aiternative techniques for estimating. 

econometric models abound. These include the ordinary 

Least Squares (OLS) technique, and the various 

techniques for estimating simul taneous equation models·. 

The OLS (and its generalizations) is mainly used for 

estimating single equation models. The use of OLS 

method .in estimating a system of simultaneou.s equati~ns 

is known to produce biased and inconsistent resul ts •.. · 

However, it has been shown that the simultaneoùs 

equation.estimation techniques have several shortcomings 

.Ln ootnpariscm wi th the OLS• àtnong which is their 

inappi11t:ip.t'ièîltêi'ieëHi.l .:tori smtail sswplë dêd:e. · IJ.1hi~ 1:3-tudy, 
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which covers only a sixteen-year period (1970 - 1985) 

is therefore not sui;ted for any of the se techniques. 

Besides, Rao and Millgr (1971:18.5) have noted that the 
.. · 
' 

OLS procedure does not necessarily yield bad estimates, 

and that itmay happen that in some situations, single 

equation procedure yields better estimates 11 even though 

the true model involves-simultaneous equations. 11 

According to Maddala (1977:231), 

--- it has been found that the OLS 
method is more robust against speci­
fication errors than rnany of simulta­
neous-equation methods andalso that 
predictions from equations ,estimated 
by OLS often compare favourably with 
those obtained frorn equatiOns 
estimated by the sirnultaneous­
equation rnethods. 

Furthermore, Fisher~ F.M. (1965:607 - 620) has demonstrated 

on the basis of a number of other works in this area that 

improvements brought about by alternative procedures have 

not been more than 5· ·percent. The increased costs in 
.. 

terms of time ·and related costs and' possible ambiguous 

interpretation of the results .far outweigh the expected 

benefits. The OLS is therefore chosen for this study, 

and allowing for auto.correlation correction where 

necessary, at the expense of a 5% loss of efficiency, 

and 'bias. The choice of this technique is.corroborated 
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by ,Olofin (1985), Ekeoku (1984), NISER' (1983) and 

Poloamina (1986). 

5.4. Technique for Evaluation of Results· 

Having thus obtained the parameter estimates by the 

use of OLS; ·the standard criteria are used: R2 for 

testing goodness of fit or 1 F 1 for testing the 

signif.i:cance of the whole regression, •t' for testing 

the significance of each regression coefficient, a 

priori sign and magnitude of the coefficients to 
,' . 

' ' ' 

evaluate the results. The Dubin-Watson 'd' statistic 

is used to detect first order autocorrelation in the 

disturbance term. The test was desigried under the 

assumption · .of a single equation model wi th. exogeneous. 
' ·' 

independent variables. However, it is invalid for 

regressions .that contain lagged dependent variables among 

the regressors or for a simultaneous equation system 

(Johnston, 1972: 249 - 51). Trüs test is. therefore 

inappropriate for most of the equations spec·ified, that 

is, those containing lagged dependent variables. 

However, the real test of a mul ti...;·equation model, 
·-2 

perhaps more than the desirable propert'ies tested by R, 

the standard errors of: coefficients, D.~. test statistic, 

eto lies in i ts predic:ti ve abili ty. ln order tô test 
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the validity of the postulated relationships and to.see 

how well they hold, the model is subj~cted to the 

simulation technique. This is the technique for 

èvaluating the stability, sensitivity and thus the overall 

performance·of a multi-equation model. The description 

of the simulation processes and the results of the tests · 

are presented in .the next chapter. 

5.5. Data Sources and Problems 

Anhual time series data on the ·variables under 

study covering the period 1970 - 1985 are used. 

The data for this' study are collected from the 

foilowing institutions and their publications: 

(a) The Central Bank of Nigeria 

(i) Economie and Finnncial Review 

(ii) Annual Report and Statement of Account. 

(b) The Federal Office of Statistics 

(i) Annual Abstracts of Statistics 

(ii) Dige~t qf Statistics 

(iii) Gross Domestic Product and Allied Macro­

Aggregates. 

(iv). Industrial Survey of Nigeria (series) •.. 

(c) The Federal Miriistry of National Planning 

(.1) The National. DeVëloprnent Plains ($ècohdï 

third. ~ftd fau~th), 

CODESRIA
-LI

BRARY



(d) The Federal Ministry 0f Finance 

(i) The Annual Report of the Accountant-General 

of the federation. 

(e) The Un,ited Nations 

'(i) The Yearbook of International Tracte 

.Statistics. 

(ii) The Yearbook of National Accounts Statistics 

(f) The World Bank 

(i). The World ·rables. 

(g) The I.M.F 

(i) .International Financial Statistics (IFS). 

It should however be noted that there exist 

inconsistencies in thè data obtained from the different 

sources. This is ·the major data problem. It is taken 

care of by,ad.hering as muchas possibl.eito few sources 

or carrying out data transformations. 

5 • .51. The· Utility of the Poor Data Base for 
Econometric·Modelling 

In view of the poor data base of mpst developing 
'•', 

countries, some scholars (see for instance, Shouries, A. 

1972) have questioned the reliability of the macro­

econometric models based on the data. ·The data problems 

manifest in three dimensions, namely: (i) the shortn~ss 

of avsilable timé se~iea ior ~aoro variables. 
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(ii) their 'very low reliability due to errors in the 

data collection process, and.(iii) the too frequent 

data revisions. · However,, .3astry, V .K ( 1975) points· 

out that mo~t of the criticisms apply to all model 

building efforts regardless of whether the E;?Conomy is a 

developed or a develdping one. Also, he argues that 

economic data cannot be classified into good datà and 

bad data, since the quality of datais a matter of 
\ 

degree. In.a situation where even perfect data are 

available on a regular basis, model building is nota 

once-and-for-all activi ty and thus model re,yisions are 

necessary. Thus, the fact that some econometric models 

of developing countries have not been producing reliable 

foreca~ts may not:necessarily imply that bad data alone 

is the-source of the problem. The fact is that model 

building is at its infant stage in ,these countries and 

it is comparable to what obtained in the developed 

economies some fifty years ago, with the pioneering work 

of Ja,n Tinbergen. 

Indeed, even if bad data were all the problem, 

policy' makers in developing economies would still need 

to guess-estimate some quantitative relationships 

through modélling. Otherwise, eponomio poliey-makitig 
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will be reduced to.the uncertain gamble of crystal-ball 

mapping ... , A start is necessary, for we cannot even know 

how bad the data are unless we use the.IiJ.. . f ince modelling 

is never a,once-and~for-all affair, the fùndamental step· 

in obtainirtg better quality data in the future lies in 

their use, so that present inadequacies may be pointed 

out and improvements made. For Nigeria in particular, 

the CEAR MAC IV model (see Olofin, 1985) has been used 

to obtain reliable forecasts for use by the Federal 

Ministry of National Planning. So, the so-called 'bad 

data' can still be relied upon to give.reasonable guides 

to policy-makers. 

CODESRIA
-LI

BRARY



·:~ 

CHAP1'ER .SIX 

PRESENTATION AND VALIDATION OF 
REGRESSION RESULTS 

157 

In this chapter, the results of the Ordinary Least 

Squares (OLS) _regressi.ons of the functions specified in 

Section 5.2 are presented. The model is subjected to 

historical and policy·simulations to evaluate its 

performance, sensitivity and dynamic properties. These 

are to ensure the model's stability and validity. 

6 .1. Presentation of Regression Resul ts 

According to Rao and Miller (1971:81), 

As every researcher in the erripirical 
wofld sooner or later realizes, the 
reported regression equation represents 
only a small part of the work he has. 
done. To report all the permutations 
and combinations he has tried in 
reaching his final results would be 
tedious and boring to his reader. 
But they can be intimated bysaying 
that any reported result is the 
finished product, and not the sketch 
book, -of an artist. 

The results are presented without the D.W. 'd' 

statistic of the regressions in all the 

equa_tions containing lagged dependent variables as 

regressors. This is bec_ause of bias inherent in such 

statistics (Rao and Miller 1971: 176). The figures in 

pârsnthës:ls below ètach ooeffioiè?i"lt is thé t ... ~tat.isti.ô. 
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The adjusted coeffi.cient of determination for each 

equation is also reported. The·resul'ts are reported· 

as f oillows: : 1 

(A) The Monetary Sector 

Demand ·for Cash (CH). 

( 1) CHt =. s.165 + o.1094yt + 

(2.03) (5.2~) 

-84.35zt + o.142cttt_1 
~(3.16) (0.46) 

O.OJ1CPit 

(0.34) 

Demand for Demand Deposits: 

- 76.65RSt 

(-0.26) 

R2
= 0.992 

(2) DDt = 20.18 .+ 0.066Yt + o.048CPit + 43.9zt 

(0.93) (2.14) (0.23) (1.98) 

. :... 47. 71RSt 

. (1.68) 

+ 0.;302DDt_1 . 

(2.28) 

Demand for Savings Deposits 
.. , 

(3) SDt = 35.05 + o.045yt + 124.01Rst 

. ( ... 2.99) (3.90) (1.67) 

:(-0~75} (2.57) 2 n = 0.996 
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Demand for Time Depoiits 

(4) TDt = -24.55 + 0.0199.Yt + 154.7JRTt 

(-1.73) (2.88) 

-0.001.2CPit + 0.52TDt_1 

(-0.14) (4.49) 

(2.55) 

Credit to the Private Seètor 

(5) DCPt = -137.05 + 0.176Yt + 9.787GDCPt 

(-0.67) (2.59) 

-55.47RPt + 0.0731DCPt_1 

(-0.28) 

Vault Ca.sh 

(3.03) 

(2.01) 

(6) vct = -20. 01 + 0.062Dt + -0.09AGDCP t 

( -1 • 24) ( 4. 1 2 ) 

+ o.455vct_1 

(3.13) 

Excess Liquid Assets 

(2.20) 

(7) ELQAt = 82.68 + 0.019Dt + 0.19AGDCPt 

(1.06) (2.58) 

+ 0.5J3ELQAt_1 

(J.17) · 

( 1. 82) . 

-2 8 R = 0.9 8 

-2 
R = 0.912 
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Government Securities 

(8) GSt = 19.2 + 1.286TBRt + 0.567TCRt 

( 1 • 45} ( 1 • 1 2 ) ( 1 .41) 

+ 0.10,8RLAt - 0.069AGDCPt + 0.562GSt-l 

(2.89) (0.43) . 

(B) Supply Sector 

Output of Agricultural Sector 

( 1 • 21) 

+ 0.497YAt_1 

(1 .35) 

(0.85) {2.16) 

Output of. Manuf.acturing Sector 

(10) .YMt = -85.397 + 3.704PMt + 0.55CMt 

( 11) 

(-0.12) (2.03) (2.76) 

+ 0.842GMt + o.54YI1
\_1 

(2.08) ( 1. 90) 

Output of Building and Construction 

YBC = t· -1050 + 0.233CBCt 

(0.67) (2.42) 

+10.969PBCt .+ 0.679YBC,b ... 1 

(1.84) (J.6à) 

+ 0.607GBCt 

( 3. 31) 

-2 
R = 0.951 

(1.93) 

2 t?. = 0.958 

-2 R = 0.972 

Sector 
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Output of Mining and Quarying Sector 

(12) YMQt = 1140.4 + 0.595CMQt + 4.734GMQt 

. (~.35) (1.34) (2.19) 

+ JJ.64PMQ + o.o56YMQt-1 . t 

(2.13) (0.14). -2 8 R = O. 87 

Output of Transport and Communication Sector 

(13) YTCt = -253.3 + 2.199CTCt + 0.191GTCt 

(-1.19) (3.47) (5.09 

(2.02) ( 1 • 33) 

Output of the General Commerce Sector 

(14) YGCt = -527.8 + 2.096CGCt + 7.16GGCt 

( -0 .11 ) ( 2. 30) . (0.65) 

(2.87) (2.74) 

Output of the Government Sector 

(15) YGt = -420.05 + o.216CGt + o.1168GGt 

(-0. 77) (0.62) ( 1 • 95) 

+ 8.833PGt + 0.6JYGt_1 ' 

(2.07) (2.47) 
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Output of the Utilities Sector 

(16) rut= 43.0 + o.19cut + o.0366Gut 

(1' .. 08) (1 .40) . (1 .093) 

(2.60) (2 ~ 91 ) 

Output of the Other Sectors 

(17) Yüt = 472.6 + o.432cot + o.178Got 

(2.02) (2.14) (1.68). 

+ 4.133po't + 0.626Yüt_1 

( 1 .51) (J.05) 

(C) Prices 

Deflator 
' 

for Agricultural Sector 

(18) PAt = - 1.57 + 0.012YA2t + 1.06PAt_1 

(-0.36) (5.24) (23.7) 

Deflator'for Manufacturing Sector· 

(19) PMt = 8.45 + 0.006YM2t + 0.97PMt_1 

(0.92) (6.88) (12.53) 

-2 
R = 0.961 

-2 
R = 0.991 
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Deflator for the Building and Construction Sector 

(20) PBCt = 28.01 - 0.012YBC2t + 0.79PBCt_1 
-

(2.10) (-1 • 3) (6.8) 

·-2 
R = 0.93 

Deflator for the Mining and Quarying Sector 

(21) PMQt = J. 71 + 0.007YI''1Q2t + 0.84PMQt_1 

( 0.46) (2 .68) (17. 7) 

Deflator for the Transport and Communication Sector 

· (22) PTCt = j.82 - 0.0256YTC2t + 0.712PTCt_1 

(0.74) (-1.95) (27.9) 

Deflator for the General Commerc·e Sector 

(23) PGCt = 4.61 + o.0008YGC2t + o.87PGCt-1 

(0.98) ' (0 .24) (32.8) 

-2 
R = 

Deflator for the Government Sector 

(24) PGt = 9.72 - 0.012YG2t + 0.96PGt_1 

(1.22) (-0.92) ( 12. 32 )· 

2 R = 

0.986 

0.91 
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Deflator for thè.Utilities Sector 

(25) PUt = 12.88 + 0.24YU2t + 0.92PUt..;.1 

· ( 1 • 99) ( 3 ~ 88) (18.7) 

' ' 

Deflator for the Other Sectors · 

(26) Pût = 20.91 - 8.008Y02t + 0.82:POt~.1 

(1.38) (-0.25) ( 5. 71) , 

Inflation 

' -2 
.R = 0.963. 

2 ' 
R == o.67 

(27) C~It = 3.39 + 0.015JGM2t + 0.0007JGM2t_1 · 

(0.33) (1.22) (0.74) 

+ 0.0986DPt + 0.00012IMPXt + O.ô9~CPit_1 

. ( 1. 79) .. 

- '0. 0045y2t' 

(-1 ~58) 

D. .CONSUMPTION 

(0.55) 

Private Consumption Expenditures 

· ( 1 • 81 ) 

(28) CPt = 1079.4 +·O.J4YDt + 0.47CPt_1 + 0.66DCPt 

(1.45) (4.13) ·(2.1'5) (2.32) 

' 2 
R = 0.995. 
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(E) 

(30) 

(30) 

(31) 

164 

Government Consumption Ex.penditures 

GCONt = 343.85 + ·O.J9GRt + o .• o6DCGt 

(1.22) (5.45) (2.24) 
. 2 . 
. R = 0.862 

. D.W. 1.68 

SEE= 23.12 

INVESTMENT 

Private Sector investment 

INVPt· = 1321 + o .. 037yt + 0.095GCt_1::+ 0.55DCP2t 

(0.56)· (4.86) 

+ 0.23INVPt_1 

( 1 • 81} 

(2.04) 

Government Investment Exp·endi ture 

INVGt = 25.3 + 0.93GCRt + 0.69FDBt 

(0.77) (2 .11) (0.64) 

+ 0.476DCGt + 0.081INVGt_1 

( 1. 97) (0.91) 

(2.86) 

2 R = o.868 

n.w= 1 .• 83 

SEE= 41+.79 

2 , 
ii = 0.77 
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. (F) GOVERNMENT TAXES) 

Direct.Taxes 

(32) DTt = -515.0 + 0 .• 15Yt 

. (-1.3) (14.2) · 

Indirec:t Taxes 

(33) IDTt = 30.0 + 0.06CPt 0.004IMt 

(0.14) (5.95 

(G) EXTERNAL SECTOR 

Export of Petroleum 

(1.13) 

165 

2 R = 0.93 

D.W= 2.13 

SEE= 14.5 

-2 R = 0.81 

D.W.= 1 .. 74 

SEE= 19.21 

(34). XPt = -7059 + 0.82YUSEECt + 6.64Qpt 

(-4.16) (J.58) 

+ 116.9XPPt 

(2.10) 

(4.08) 

2 R = 0.987 

D.W.= 1.87 

SEE= 34.20 
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. Export of Other Goods 

(35) Xût = 271.6 + o.13DCP + o,.35XOt-1 .. 

( 1 • 24) ( 1 • 64) (1.83) 

+ O.J2Y2t ·+ 0.002YUSEECt + 0.0015PEXt 

( 1 • 27) (1 .45) (o.B2) 

General Import 

(36) IMt = 789.5+0.175Yt + 0.537DCPt 

(1.34) (2.69) (2.20) 

+ 0.013FRSVt + 0.008FDB2t 

( 1 • 82) (0.66) 

1.118IMPt 

(-0.97) 

·2 R = 0.71 

ï=î2 = O. 964. 

D.W.= 2.18 

.SEE = 49·.15 

The coefficients of most of the explanatory 

variables have the expected signs. As stated in 

sect_ion 5.227, the signs of the variable·s · in the 

1Sectoral Prices' equations will depend on whether the 

respective sectors' output have dampening or 

accentuating e.ffects on prices. This is a matter for 

empirical verification. Theref'ore,. the resp~cti ve s·igns 

' (jj;t 'thü dôê.tf:ioi'~li't s in thssGi èqUtïbi6fl.§ erè taket'l ·to 
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represent the correct structural relationships. 

Furtbermore, the standard evaluation of the 

statistical · performance of the indi vidual equations 

has been de-emphasised. This is a multi-education model, 

and i t is known that "even if all the indi'vidual 

equations fit the data well and are statisj:ically 

significant, we have no guarantee that the modelas a 

whole, \·,rhen simulated, will reproduce those sarne data 

series closely" (Pindyck and Rubinfeld,. 198.1 :J61). 

To test for the model's properties, it is subjected to 

simulation analysis. 

6.2. Validation of Results 

In this section, .the model is simulated to test 

·its validity. The discrete stochastic simulation 

technique, which is àppropriate for solving multi­

equation econometric· models, is employed in this. 

research. There are various kinds of simulation 

experiments and theY are performed for a variety of 

feasons, incluctirig model testing and evaluation, 

historical policy analysis, and forecasting. This 

section is concerned with the model testing and 

evalu8tion. · 
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6.21. Performance Tests Criteria 

A historical simulation of·the model is carried 

out for the en tire e stirm:it.i on period 1970 · - 1985. 

The ex-po.st or historical .simulation is performed in 

o~der to evaluate thè models abilitY to feplicatè 

actual d~ita. By simulating the mbdèl dur ing. 

the period for which the model was estimated, a 

·compari::;On of the actu;:-il data series with the 

simulated series for each endogeneous variable can 

provid.è a useful test of the validity of the model. 

However, ~1en all the equations are simulAte~ 

simultaneously, errors may accumulate and a b~d 

simulation fit may result~ "Of coùrse, no rnodel is 

expected to fit 'the data exactly: the question is 

whether the residua.l errors are sufficiently .... · 

small to be tolerable and sufficiently unsy.stematic 

to be treated as rand.cm" (Holt, 1965:639). 

Usually, two methods are used tci test this 

trackinc abilitY of.a rnodel. First the actu~l and 
'-' ' 

sirnulated values of the endogen~ous- variables·are plotted 
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in a graph and compared. 'Ehis is to ascertain how well 

the simulated values duplicate the turning points or 

rapid changes in.the actual data. Second,ly, and more 

importantly, some quantitative criteria Hre.used to 

measure how·closely individual variables track their 

corresponding data ser\~s. 11 'l'he measure that is most 

often used is called the HMS (root-mean:....square) 

simulation error" (Pindyc.k and Rubinfeld, 1981 :362). 

The RMS simulation error for the variable Yt is defined 

as, 

where Y\ = simulated value of Yt -

ya 
t = actual value 

-------------- (6.2 

T = number of periods in the simulation. 

Therms error is ·thus a measure of the cieviation of the 

simulated variable from its actual time·path. Of course, 

the magnitude of this error càn be evalua·ted only by 

comparing it with thé average size of the variaole in 

question. 

Other measures of simulation fit e,x:ist and are 

oftsn used. . 'rheae include: thë root tu@an uqual"e 
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percentage error (RMSPE), the mean absolute error 

. (MAE), and the mean absolute percentage error (MAPE). 

The MAE and MAPE measure errors .in terms qf absolute 

level to avoid the problern of positive and negative 

errors cancelling, but RMSE and RMSPEmeasure e.rrors in 

terms of level to penalize large.~ndividual· errors. 

However, a useful simula:tion statistic related to 

the RMSE and widely applied to the evaluàtion of 

his.torical simulations or expost forecasts is 11 Theil' s. 

Inequali ty Coefficient" dèfined as 

v = j 1~ 
T t=1 

/ 
1 J:: (Ys)2 /1 _J: Ca 2 . 

. ·. 'T .c:::::::. t + T. ~1 CY t) ' 
t=1 . 

Note that the numerator of Vis ju~t the ,RMSE, but the 

scaling of the denomin·ator i s such. that V wiil always · 

fall between O and 1. If V 
s a · 

= 0, Y = .Y t .for all t and 
t ' 

there is a perfect fit. If V= 1, on the other hand, 

the predictive performance of the model ii as bad as it 

possibly couid be •. The V can be decomposed into three 
' ,,m S C different component,s: v ·; V and V • With SOW! littlê 
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algebra (see Pindyck and Rubinfeld 1981:365), the· 

numerator of V can be decomposed such that. ; z_fYst - Y~~
2 

(~ - 6 )2 
+ 2(1-Y')b 6, --- (6.4 

s a . s a . . 
-s -a 2 

= (Y - y ) ,+ 

where Y5
, Yà, f;

5
, and S 

a 
are the means and standard 

deviations· of the series Yat and Y\ , respeçti vely, and 

'f' is thei~ correlation coefficient.. The proportions of 

inequality can thus be defined as 

vm = Cls - Ya)2 
- - -:----------------~(6.5) 

. (1/T )z_(Ys _ ya )2 
. t; t 

Vs = (é5 - 08 )
2 ------------~-~...:~(6.6) 

( 1/T)z_( y~ - y~ ) 2 

Ve = 2(1 -f>) ~ssa 
.·. (1/T).G (Ys _ ya )2 

L- t t 

---------~----~-(6.7) 

From the above, we have 

--------------- (6.8) 

where, 

· y1ll = · bias proportion. It is an indication of 

systematice error. If yffi) 0.2; it would 

mean that a systematic bias is present and 

.-the model would need to be revised. 
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v5 = Variance proportion and i t indicates the .a bili ty 

of the 'model. to r,eplicate the degree of varié;1bi-

lity in the variable of interes~. 
s , .. 

Large V ==*> 
bad IIipdel. 

Vc = Covariance proportion. It is the remaining (or 

unsystematic) error. Since it is unreasonable 

to expect predictions that are perfectly correlated 

with actual outcomes, this component of error is 

less worrisome. Indeed, for any value of V >O, 

the ideal distribut~on of inequality over the 

thre.è sources is ,tn = V5 = O; and v0 = 1. 

The Theil's statistics_have been computed for all the 

endogeneous variables in the model and the resul ts .are 

tabulated in Appendix (ii). 

In a multi-equation·system, it is possible for some 

endogeneous variables to have large forecast errors. 

All the forecast errors are therefore evaluated 

together to judge the modelas a whole. From the 

simulation statistics table (appendix ii) it is.evident 

that most of the active response variables in the 

system have less than. 20 percent bias or forcast error. 

The distribution, for instance, shows that about 87 

per eént ô:C the vsriab;llË!lJ h~Vê 'th@ Theil' s inéqùa.litY 
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coefficient of less than 20 percent. The corresponding 

percentages for the bias and variance proportions are 

8? percent and 88 percent respectively. The poor 

predictive performance are confined to a few variables, 

especially the AGDCP, GM2 and TINV, which are identities. 

It is therefore safe to conclude that the model 

generally tracks the historical time paths of the 

variables fairly well. 

6.22. Sensitivity Test of the Model 

Another criterion oÎ model performance is the 

overall sensitivity of the model to such factors as the 

initial period in which the simulation is begun, miner 

changes in estimated coefficients, and small changes 

in the ·tüne paths of exogeneous variables (Pindyck and 

Rubinfeld, 1981:396). For example, if the model 

approximately represents the real world, then the model 

should not be very sensitive to any change in the 

initial period of simulation. 1hat is, if the model 

was estimated using data from 1970 to 1985, then it 

should not matter verymuch whether the simulation is 

begun in 1970, 1975 or 1978~ For this kind of test, 

a number of .simùlati.on runs should be made with the 

.ini tiàl pêriod of simulation bëihg al tered t~om run to 
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run. Each run generates time paths for all endogeneous 

variables in the model. For each such run, the time 

paths generated may be compared with corresponding time 
. ' ' . 

paths of tl'te original initial simulation period. 

In this study, the sensitivity tests are performed 

by simulating the estimated model for two different 

initial periods: 1970 - 1985 and 1975 - 1985. 1'he 

1970 - 1985 period is the estimation period, and the 

model has ·been simulated for this period and its-
i 

statistics generated. The period 1975 - 1985 is 

arbi trarily selected. The 'l'heil' s inequal.i ty coeffi­

cients of the endogeneous variables are compared for 

the two simulation periods, and their percentage 

differences are also cornputed. The results are 

present~d in Appendix iii •. The appendix shows that 

about 85 percent of the variables record i variabilitY 
1 

of less than 5 percent between the simulation periods. 

Indeed, only four of the variables, PGC, AGDCP, GM2 

and TINV, have percentage differences·of more than 10 

percent. This is not surprising. With the exception· 

of PGC, the other variables are the ones that 

particularly record large errors as evidenced by their 

bias and variance proportions. Given therefore that 
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over. 95 percent of the variables show varüibili ty of 

less than 1 O percent,. the model can, in general, be 

said to be insensitive to changes in the initial 

simulation period. It is thus relatively ~table, and 

can be reli.ed . upon as a good approximation of the 

Nigerian economy. 

6.3. Dynamic Multiplier Analysis 

A multi-equation model is constructed to represent 

the dynamic behaviour of the real world. Therefore, 

i ts own time - dynamic behaviour is of c·entral concern 

in both i ts construction and i ts use. ;Thus, even if a 

model tracked well, that is, had small RMS simulation 

and forecast errors for most or all of the endogeneàus 

variables, one would also want to investigate whether 

or not it responds to stimuli (e.g. small or large 

changes in exogeneous variables or policy parameters) 

in a manner consistent with economic theory and with 

empirical observation. If the structural relationships 

are well-defined, a change in any of the policy 

instruments generates predictable reaction in the system. 

In econometric literature, there are three types 

of dynamicmultipliers in terms·of time dimension: 

.impact (short run) mùltipliers, 1riteritti niùltipliel's, 
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and total {long run) multipliers. The impact multipliers 

measure the immediate (first period) impact of each 

exogeneous variable on each endogeneous variable.· The 

interim multipliers indicate the effects on each 

endogeneous variable over a given time period. The sum 

of all interim multipliera over tirne is the total 

multipliers (see Golberger, 1959:83 - 99). These 

dynamic multipliera provide an additional check on the 

stability of the system. The system is considered stable 

if the interim multipliers b~come smaller and smaller 

in absolute value and converge to zero over time or, the 

total multipliers are.finite (Moroney, and Mason, 1971: 

807 - 808). Other benefits of the dynamic multipliers 

include: 

(i) The .determination of the extent to which the 

endogeneous variables exhibit business cycle 

variations. 

(ii) The determination of the timing relationship 

between the endogeneous variables in the system. 

(iii) Deriving useful.insight into the related problems 

of prediction and stabilization of the system 

that the model represents {see Howry, and Klein, 

1972). 
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In the present study, several multiplier simulations 

are tried wi th some of the ex·ogeneous· monetary policy. 

Variables, namely: 

(i) Statutorily prescribed. growth rate.of commercial 

bank cred'it to the priyate sector '(GDCP). 

(ii) Prime lending rate (RP) 

(iii) Interest rate on Savings deposits · (RS) 

(iv) Sectoral Credit to the:agricultural sector (CA) 

(v) Sectorai Credit to the Manufacturing sector (CM) 

(vi) Sectoral credit to the General Commerce sector (CGC 

( vii) Sectoral c·redi t to the Building and Construction 

Sector (CBC) 

These variables are shocked for the period 1978 to 1985, 

,implying that their values are adjusted one at a time 

during the relevant period, ar.id their impact on the 

other variables determined. For any exogeneous change 

· in the model, a different simulation (B) is run, whilst 

keeping all the otherexogeneous variables constant. 

The difference betwee~ simulation (B) .and the original 

(control) simulation of the model, (A), gives the 

impact attributable to the exogeneous shock and is 

defined as: 
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B . A 

Impact, T = Y. t - Y. t 
1., 1., 

(6.9) 

for any·variable Yi !3nd t = 1 ' --- n; where T may 
' 

approach 
1 

a constant in the long run. Given th.at the 

exogeneous variable is increased by X, then the dyri<;1mic 

multiplier D, attributable to the chang·e is gi ven ·as 
B Multiplier, D = (Yi t -, yA_ t)/X ----------- (6.10) JL , 

Two different kinds of shocks are applied in this · 

study for the multiplier analysis, namely: 

(i) Once-and-for-all ~ncrease in exogeneous variable 

done in 1978 only. This is carried out for seven 

of the exogeneous policy variables: GDCP, RP, 

RS, .CA, CM, CGC and, CBC. 

(ii) Sustained increases in the·exogeneous variabie 

valÙes for the period 1978 - 1985. This is done 

for five of the exogeneous variables, namely, 

GDCP, CA, CM, CGC and CBC. 

The multiplier results of the oncè-and-for-all, and 

sustained shocks are presented simultaneously for each 

exogeneous variable. A few.monetary and real sector· 

macro variables are selected, and they are those 

considered to be the key ones that are dirèctly related 

to the particular policy variables. ·The results are 
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extracted and i;he computed multiplier effects are 

tabulated for each of the policy variables. In the 

case of the once-and-for-all shocks, the total (long 

run) multipliers are computed. In addition, the 

percentage -of· the impact multiplier to total mul tiplie·r 

is calculated for all the selected endogeneous variables. 

The averages of these statistics are also computed, and 

the results will aid the policy analysis. The total 

mul tipliers are computed in àbsolute terms ,, that. is, by · 

ignoring the signs. The mul tipliers are briefly . 

presented below, while the policy implications of their 

.structures are considered in the· next chapter. 

6. 31. Once-and-for-all and Sustained Shocks 
in the statutoriik Prescribed Growth Rate 
of Commercial Ban Credit to the.Private 
Sector (GDCP) 

A 5 percent once and for all, and sustained shocks 

are applied to GDCP for the periods 1978, and 1978 - . 

1985 respecti vely. The resul ting mul tipl'iers are shown. 

in Tables 6.1 and 6.2. CODESRIA
-LI
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Table 6.1: amie Mul ti liers Due to Once-and-for-all- shock 
- in the Statutori Prescri ed Growth-

Credit o the Private Sector GDCP 

VAfilmE 

mm -1978 1979 1980 1981 - 1982 1983 1984 - 1985 ° 

DD - 0.002 0.002 - 0.001 - - - -
TD 0.006 0.006 0.004 0.002 0.001 - - -
-DCP 9.7880 0.7140 0.0520 0.004 - - - -
vc 0.0812 0.0120 0.0020 0.0018 0.0012 - - -
EWA. 0.4600 0.1280 0 .1100 0.1080 0.0740 0.0340 0.0080 0.0061 
GS o.678 0.4300 0.244 0.1380 0.078 _ 0.044 ·0.024- 0.014 
CPI 0.008 0.006 0.006 0.002 0.002 0.001 - -
CP 1.6800 1 .3l+OO 0.7400 0.42)0 0.3400 0.2200 0.014 0.008 
IM '' 1.256 o.872 0.358 0.026 0.002 - ·-~ - -.. ' 

INVP 1.784 0.8721 0.359 0.027 0.002 - - -
T 0.242 0.1220 0.078 0.044 0.026 0.002 - ' -

i 

X 0.1280 0.1000 -0.002 -- - - - -
A\l~E ! 

_ TOTAL 

0.005 

0.019 

10.558 
0.0987 
0.-8941 
1.648 
0.025 

4.767 

' 2.514 
3.042 
0 • .514 
0.2300 

2.0262 

% of-
1978· 
to 
Total 

0 

31.58 
92.71 
82.68 

51.45 
41 .14 
24.0 
35.24 
49.99 
52.38 
47.08 
55.65 

46.99 
' -3. 

CO 
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Table 6.2. amie Multi liers Due to Sustained Shock in 
the Sa u or y Prescribed Gro h a e of 
Credit to the Private SectOr (GDCP) 

YEAR/ 
VJŒI.ABLE 1978 1979 1980 1981 1982 . 1983 1984 1985 

-

m 0.004 0.0100 0.016 0.024 0.028 0.0320 0.0340 0.0360 
DCF 9.788 10.5020. 10.554 10.558 10.560. 10.570 10. 798 · 11 .160 
vc 0.0812 . o. 9940 1.006 1.008 1.01 O·· 1.016 1 .020· 1 .028 
fil:.QA 0.4600 2.988 3.598 3.924 4.0980 4.1920 4.2420 4.2660 
·Gs o.678 1.106 1.348 1 .48~0 -1.5660 1.6100 1 .6340 1.648 
CPI 0.008 0.010 0.014 0.017 0.0200 ·0.0290 0.0320 0.03512 
Cp 1.68 6.04 7.3800 8.100 8.5400 8.740 8.900 8.9600 
:m 1.256 6.384 6.628 6.802 7.0900 7.424 .7 .560 7.800 
mvP 1. 784- 5.'8580 6.028 · 6.202 6.6300 7 .1400 7.800 8.424 
T 0.242 0.354 ·0.440 0.486- . 0.5120 0.5340 0.5400 0.548 
X 0.1280 0.1320 0.1360 0.138 0.1420 0.1440 0.1460 0.1500 
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From Table 6.1, some twelve endogeneous variables 

are considered. The average total multiplier is 2.0269 

and the average percentage of short-run to total 

mul tipliers is 46. 99. 'rhe mul tipli ers have the expected 

impact signs and tend to zero over tirne. Interestingly, 

the greatest impacts of the once-and-for-all shock are 

felt on the volume of credit to the private sector (DCP), 

Private sector consumption expenditures (CP), imports 

(IM), and private secto,!' .investment expendi tures {INVP). 

Its impact on the components of money supply and the banks' 

portfolio variables is very minimal. It is hôwever, 

. inflation accentuating, as evidenced by its positive 

impact on the con$umer price index (CPI) over time. 

Furthermore, the sustained shocks proquce multtplier 

results which are consistent with the results of the once-

·and-for-all shock. One dynamic feature which is evident 

from Table 6.2 is that the multipliers are increasing 

over time for the respective endogeneous variables. This 

is expected, given the positive impact signs of the once­

and-for all multipliers. 

6.32. Once-and-for-all shock in the Interest 
Rate on Savings Deposits (RS) 

A$ percent increase in this interest raté (RS) is 

applit;Hi /te:Jr· 1 S78, iI1hê :r;~su:t:bing mui tiplie:i\s ai'~ shown 
Tâble ·6.3. 
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- Table 6. • amie Multi liers Due to Once-and-for-all 
- hock in Sav.1,n s e osi ate RS 

YRAR/ 
VAfiliRf.E 

-1978 '79 180 1 81- •-a2 1 83 •84 
.. 

- . 

CH· .:.2.2120 -1.6120 -1.0100 -0.7700 -0.3960 -0.1840 _-0.0640 
-

DD ~2.9820 -2.2280 -1.6080 ... 0.9740 -0.3400 -0.0900 -0.0700 
-.. 

SD 24.800 19.5680 15.4380 12.1800 9.6100 7.5820 5.9820 

vc 1 • .5490 1.3120 1.042 0.824 0.6500 0.5120 0.4060 

EWA 0.6740 0.6300 0.6120 0.5720 0.4900 0.4080 0.3320 

GS . 0~6760 0.9140 0~9260 o. 7460. 0.6280 0.5160 0.4200 

CPI 0.384 o. 3.5-80 0.2896 0.2300 0.1810 0.1428 0.1128 

A~ 

C 

· 1 8_5 · Total · 

-0.002 6.2500 

-0.0080 8.30 

4~7200 99.88 

0.3180 6.6130 

0.2080 3.9260 

0.2500 5.076 

0.0460 .1. 7442 

18.827 

% of 
1978 
Total 

35.J.9 

35.92 

24.83 

23.42 

17 .17 

13.32 

22.02 

24.58 

to 

...l, 

CP 
\.,J 
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The impacts of the shock are felt more on the 

monetary variables. It alters the composition of money 

·supply away from cash and dèmand deposits to savings 

deposits, where ~ts impact is felt most. The shock is 
' also .1.nflatio_n accentuating. 'l'he average long run 

multiplier is 18.83, which is indeed very high. 

However, the average percentage of short rùn to total 

multipliers is just 24.58 percent. This shows that 

even though the sizes of the multipliers are large, the 

impacts are felt over a variable time lag. with minimal 
\ 

impact in the first year. Thè multipliers also tend to 

zero over time. 

6.33. Once-and-for-all Shock in the Prime 
Lending Rate (RP) 

The 1978 value of RP is increased by 5 percent, 

and the resulting multipliers are shown in Table 6.4. 

below. 

The impacts of. the shock are felt in both the 

monetary and real sectors. The shock impacts most on. 

the credit to the private sector (DCP), Private sector 

investments (INVP), private consumption expendi tures . 

(CP), imports (IM), and the .Excess liquid assets (ELQA). 

It is interesting to note bowever, that apart from tbe 

monetàry variàblés (TD, vc, ELQA, and Cs), the. shock 
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Table 6.4. amie Multi liers Due to Once-arid-for-all 
e Prime Lending ate RP 

% of 
YEAR/ 1978 to 
VARIP..BŒ 1978 1979 1980 1981 1982 1983. 1984 1985 .. Total Total 

TD .. 0.008 0.006 0.006 0.006 . 0.004 0.002 - - 0.032 25.00 
DCP -2.0940 -02120 -0.060 ~0.004 - - -' - 2~370 92.68 
vc 0-. 9988 0.128 0.012 0.002 - - - - 1 .1405 ·87.55 
ELQA , 2 .1080 1.278 0.692 0~37 0.196 -0.1040 0.056 . 0.0300 4.834. 43.61 
GS • __ Q.764 

-· 
0.486 0.278 • C Q.1560 0.0886 0.0500 0.028 0.014 1.-864 . 40.98 

CPI -0.0042 -0.0026 -J:).0002 ~0.0002 - - - -- 0.0072 58.33 
CP :-0.6200 -0.44-20 -0.2812 ~0.1301 -o~ 1146 -0.0820 -0~014 -0.008 1.6919 41.34 -
INVP '-0.5102 -0.0656 -0.0414 -0.03 -0.002 - - --- 0~6492 59 •. 80 

' 
IM .~0.5958 -0.3522 -0.0404 -0.03 . -000021 - - - 1.0205 60.08 
X -0.1440 -0.1000 .:.0.0400 -.0.02 ·- 0.304 47.37 - - - -
T -0.2740 -b.1380 -0.0880 -0.052 -0~028 0.002- '!"' - o.s840 46.92 

'. 

AVERAGE 4.6378 54.88 
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impacts negatively on all the other variables. This 

implies that the shock produces contractionary effects 

on the economy. · The average total multiplier and aver·age 

pèrcentage sh0rt run to total multipliers 9f 4.6378 and 

54.88% respectively are quite high. Also, the shock has 

a dampening effect on the price level. 

6.34. Once-and-for-all, and Sustained Shocks ~n 
the Sectoral Credit to the Agricultural 
Sector (CA) 

A 5.percent once-and-for-all, and sustained shocks 

are applied to the values of CA for the periods 1978, 

and 1978 - ·1985 respectively. The multipliers are 

presented in Tables 6.5 and 6.6~ 

From Table 6.5, the multiplier effects are well 

spread over the selected fifteen endogeneous variables. 

The once-and-for-all shock impacts positively on all the 

monetary variables and the key real sector variables. 

The impacts are mostly felt on the output of the 

agricultural sector (YA). rt·is through this output 

that the effects of the shock on national income (Y) 

are transmitted. The other variables mostly affectèd 

include: the private consumption (CP), taxes (T), ·· 

imports (IM), cash (CH), demand deposits (DD) and 

private investments (INVP). It is to be observed that 
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TABLE 6.5. 

YEAR/ 
1978 

% of 
VARIABLE 1979 1980 1981 1982 1983 . 1984 1985 Total 1978 t 0 . Total 

CH ·o. 7438 0.3482 0.1830 0.1160 0.0938 - 0.0875 0.0714 0.0643 1.6366 45.44 
DD 0.4821 o_.3875 0.2455 0.1563 0.1107 0.0928 0.0893 0.0759 1 ~5295 31.52 
SD 0.0330 0.0420 0.0411 0.0375 0.0339 0.0304 0.0277 0.0178 0.2634 12.53 
TD 0.0250 0.0321 .0.0285 0.0268 0.0232 0.0188 0.0179 0.0152 0.1643 15.21 . 
VC 0.1509 0.1000 0.0589 0.0384 0.0286 .·0.0250 0.0205 0.0169 0.3393 44.47 
ELQA 0.2580 0.2804 0.2250 0.1688 0.1277 0.1027 0.0893 0.0848 1.3366 19.30 
GS 0.1045 0.1196 0.1008 0.0785 0.0616 0.0500 o.04J8 0.0411 0.7008 14.91 
YA or Y 7.4098 3.4473 1.8107 1.1607 0.9196 0.8660 0.8482 0.8286 17.2911 42 .85 · 
PA 0.0889 0.0466. 0.0299 0.6238 0.0224 0.0196 0.0178 0.0145 0.2638 33.69 
CPI -o.·0138 -0.0297 -0.0186 0.0104 0.0063 0.0046 0.0041 o·.0038 0~0637 21.65 

-
0.8835 

.. 

CP 2.5893 2.6875 2 .1607 1 .6161 1.2411 0.9911 0.8304 12.9999 19. 92. 
IM . 1.9973 0.2804 0.1384 0.1277 0.1250 0.1214 0.1143 0.1071 3.0116 66.32 

-

INVP. 0.9919 0.2036 0.1161 ·0.0339 0.0063 0.0419 0.0357 0.0250 1.4344 68 .19 
T · 1.2750 0.6795 0.4018 0.2705 0.2134 0.1964 0.1786 0.1616 . 3.3768 37.75 

l . . ~, .. _.~-:'\~); 

X 0.9063 0.3036 0.2589 0.1339 0.-0536 0.0178 0.0017 0.0009 1.6768'.'l 54.05 
AVERAGE. .3.0726 35.18 

·,:· 
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f ; Table 6.6. Dynamic·Multieliers.Due to Sustained . _ -
Shock in theredit to the Agricultural Sector (GA) 

YEAff/ 
.VARIAELE 1978' 1979 1980 1981 1982 1983. 1984 . 1985 

~ 

CH 0.7438 0.9794 1.080 1.1610 1.1873 1.2176 1.3437 1.3358 
DD 0.4821 0.7455 o.8784 . 0.9814 1.0145 1.0987 1.1967 1.1845 
·sn 0.0330_ 0.0618 0.0831 . 

' ' 
0.1032 0.1143 0.1319 · 0.1530 0.1568 

TD 0.0250 0.0475· 0.0645 0.0808 0.0897 0.1036 0.1205 ,0.1233 
vc · .. 0.1509 0~2188 0.2506 0.2765. 0.2846 0.3064 . 0.3317 . 0.3292 
EW1l 0.2580 0.4478 0.5671 0.6666 0.7072 0.7857 o. 8781 o.8758 
GS 0.1045 0.1861 0.2389 0.2846 0.3047 0.3408 0.3836 0.3843 
YA or Y 7.4098 7..9188 10.7485 1105567 11.8094 12.5319 13.3650 13.2885 
,PA 0.0889 0.1206 0.1368 0 ~ 1511 0.1579 0 .1719 0.1880 . 0.1913 

- .. .. 

CPI -0.0138 -0.0064 -0.0165 ""!0.0238 -0.0256 -0.0313 -0.0377 -0.0359 
CP - 2.5893 4.4121 5.5541· 6.5076 6.9021 7.6596 8.5532 8.5374 
IM 1.9973 2 .1873 2.2645 2.3418 2.3804 2.4638 2.5608 2 .5801 
'Th'VP' 0~9919 2.5091 0.7900 0.7549 0.7583 0.8036 Ô.7220 0.7522 
T 1.2750 1.7364 1 .9549 2.1330 2 .1951 . 2.3510 2.5285 2.5160 
X 0.9063 0.7030 0.5671 0.4771 0.4574 0.4028 0.3388 0.3679-

·.,, .".;. 
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the impacts of the shock are felt over a variable time 

lag. It can be observed that the impact multiplier for 

1985 are substantial for all the varia ble's. The 

average perce:ntage of short rw1 to total mul tipliers of · 

just 35.18 bears further evidence to this. Also, the 

impact on the price level draws a curious attention. 

The shock produces a dampening effect on the_ consumer 

price index for the first three years, and then 

aggravates the inflationary pressure for the rest of the 

years. Probably this is because, within the first three 

yearsp the output of the sector is so ::Large that it 

· exerts dampening effects on prices. Since the shock 

also increases the quantity of money supply,· especially 

cash and- demand deposits, it is not unlikely. that as the 

multiplier effects on output decline · rapidly after the 
• 1 

third year the inflationary pressure m~y be-_èxacerbated. 

Finally, it is evident that all the multipliers tend to 

zero over time. 

Furthermore, in Table 6.6, the sustained shocks 

produce results consistent with the once-and~~or-all 

multipliers. With the exception of the export variable 

(X) which shows declining multipliers, all the others 
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produce the expected increases. The sustained shocks 

also produce sustaineà dampening effects on "the price 

levelo 

6.35. Once-and-for-all, and.Sustained Shoèks in the 
Credit to the Manufacturing Sector (CM) 

; 

The once-and-for-all, and sustained shoc.ks are 

carried out for the periods 1978, and 1978 - 1985 

respectively, by increasing the values of CM by 5 

percent. The multiplier values are shown in Tables 

6. 7 and 6.H. 

·From Table 6. 7, the once-and-for-all shock impacts· 

positively on all the·selected monetary and real sector 

variables. The impacts are felt mostly on the output 

of.the sector (YM). The total (long run) multipliers 

are not large, and the average total multiplier of just 

0.2641 supports this claim •. However, the average 

percentage of the short-run to total multipliers 6f 

56.27 shows that the first period impact of the shock is 

substantial. Surprisingly, the shock impacts positively 

on the price level. 

In Table 6.8, it is observed that the sustained 

shocks produce declining mul tipliers in .fi ve of the 

fifteen endogeneous variables,· namely: càsh (CH), 

output of. the manuf a·cturing seotor (YM) ;. · itr1poi"t s (:t'M) • 

pîl:1. vetè investments ( INVP) èlt1d éxportël (X). The other 
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Table 6.7. amie Multi liers Due to Once-and-for-all 
o te Manufacturing ector (CM) 

% of 
YEAR/ 

1978 
1978 

VARIABLE 1979 1980 1981 1982 1983 1984 1985 Total to .. Total 
-

CH 0.1226 ·0.00035 0.00035 0.00035 0.00017 0.00017 0~00014 - 0.1242 98.69 
DD 0.0796 0.0267 ·0.0081 ·. 0.0025 0.0005 0.0002 0.00002 - 0 •. 1177 67.60 
SD . ·. 0.0056 0.0044 0.0033 0.0026 0.0019 0.0016 0.0012 0.0009 0.0216 25.91 
TD 0.0040 0.0033 0.0025 0.0023 0.0017 0.0014 0.0010 0.0007 0.0170 23.46 
. - . ·-

vc - 0.0249 0.0047 0.0012 0.0005 0.00017 0.00017 - . - 0.0317 78.42 - -
ELQA 0.0425 0.0262 0.0142 0.0077 0.0040 . 0.0021. 0.0010 b.00035 0.0982 43.26 
GS . 0.0174 0.0117 0.0068 0.0040 0.0025 0.0014 0.0007 0.0005 0.0452 38.52 
XM or Y . 1.2225 0.0037 0.0035 0.0035 0.0033 0.0031 0.0025 0.0017 1 .2464 98.08 
PM· , 0.0073 0.0025 0.0023 0.0021 0.0021 0.0019 0.0015 0.0012 e.0232 31.49 
CPI 0.0023 0.0059 0.0008 0.0002 0.00009 0.00005 0.00003 O~OOC01 0.0095 24.28 

CP 0.4271 0.2442 . 0.1353 0.0738 0.0404 0.0211 0.0123 0.0053 0.9596 44.51 

IM ·0.3295 0.1081 0.0084 0.0012 · 0.0007 ·- - - 0.4479 73.55 
INVP. 0.1636 0.1102 b.0083 0.0007 0.00017 0.00017 0.00017 0.00014 0.2832 57.75 
T . 0.2104 0.0137 0.0076 0.0038 0.0019 0.00017 - - 0.2376 88.55 
X · 0.1495 .Q.1195 0.0246 0.0053 0.00017 0.00017 - - 0.2993 49.95 
AVERAGE .. 0.2641 56.21 
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Table 6.8. 

Y.EAFii/J' .. 
l[ARI)RY.E 1978 1979 1980 1981 . 1982 1983 1984 1985 

œ 0.1226 - 0.1226 . 0.1224 0.1222 0.1221 0.1218 · 0~1215 0.1212, 
lID 0.0796 0.1019 0.1029 0.1044 0.1095 0.1150 0.1163 o.1·153 
SD 0.0056 0.0091 . 0.0104 -0.0115 0.0134 0.0160 0.0179 0.0189 
ffi 0.0040 0.0071 0.0081 ·- 0.0091 0.0106 0.0126 0.0142 0.0149 
vc .. . 

0.0249 0.0288" ô.0289 _- 0.0293 0.0302 0.0312 0.0316 0.0314 
ELQA 0.0425 0.0645 - 0.0691 0.6725 0.0797 0.0886 0.0631 0.0935 
GS 0.0174 0.0271 0.0293_ 0.0311 0.0347 0.0391 0.0416 0.0421 
morY 1.225 1.2194 1.2179 1. 2165 1.2142 1.2108 1.2076 - 1.2052 
p~ 0.0073 0.0071 0.0070 0~0094 0.0068 0.0066 0.0064 0.0062 
CPI 0.0023 0.0027 0.0024 0.0026 O.OOJ6 0.0046 0.0047 0.0045 
CP' 0.4271 o._6381 o.6755 -o. 7067 0.7762 0.8601 0.9047 _ _ O. 9096 .. 
Dl 0.3295 0.2499 0.2497 0.2451 0.2286 0.2136 0.21_;27 0.2159 
:mvp, 0.1636 0.4738 0.0824 0.0780 _ 0.0615 . 0.0462. 0-.0456 0.0497 
T' 0.2104. 0.2283 0.2241 . 0.2258 0.2296 0.2345 0.2367 o.·2364 
X 0.1495 0.0486 · 0.0531- ·0.0474 0.0270 · 0.0058 0.0023 O.Od68 CODESRIA
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ten variables record increases in theïr values. 

6.36. Once-and-for-all, and Sustained shocks in the 
Credit to the General Commerce Sector (CGC) 

A 5 percent once-ahd-for-all, and sustained shocks 

are applied"to the values of CGC for the periods 1978, and 

1978-1985 respectively. The computed multipliers are 

shown in T.ables 6.9 and 6.10. 

From Table 6.9 .below, it is evident that the once-

.and-for-ail shock impacts positiVely and strongly on all 

the monetary and real sector variables. The impacts 

are felt mostly on the output of·the sector (YGC), 

private consumption (CP), imports (IM), private 

investments (INVP) and exports (X). The total multipliers 

are quite substantial for most of the variables. Also, 

the average percentage of shortrun to total multiplier 

of 61.78 shows that a substantiàl part of the impacts 

is recorded in the first year. All the multipliers tend 

· to zero over time. 

However, the results of the sustainèd ~hocks show 

that four of the variables record decreas~s in their 

multiplier values over time. They are: ·consumer price 

index. ( CPI), imports ( IM), private investments ( INVP), 

and experts (X). The othe.r eleven endogeneous variables 

hava increasing multiplier values. 
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Table 6.9. Shock 

YEAR/ 
1978 

% of· 
VARIABLE 197~ 1980 . 1981 1982 1983 1984 1985 . Total 1978to 

Total 

CH-. o.5525 0.0029 0 •. 0015 o.0·015 0.0019 0.0012 0.0009 0.0008 o.5634 98.06 
DD :0.3584 0.1222 0.0401 0.0137 0.0054_ 0.0029 0.0019 Q.0015 0.5462 65.61 
SD 0.0244 0.0195 0.0156 0.0097 0.0078 0.0058 0.0049 0.0029 0.0909 26.83 
TD .. 0.0186 0.0151 0.0127 0.0103 0.0083 0.0064 0.0049 6.0034 0.0797 23.33 
vc' 0.1122 0.0225., 0.0063 0.0029 0.0019 0.0015 0.0015 0.6009 0.1499 74.87 
ELQA 0.1917 0.1193 0.0660 0.0367 0.0205 0.0122 0.0073 0.0048 b.4587 41.79 

., 

GS 0.0777 0.0533 0.0318 0.0191 0.0117 0.0054 0.0049 0.0034 0.2073 37.47 
YGC or Y 5.5056 0.0142 0.0151 0.0137 0.0122 0.0107 0.0098 0.0078 5.5892 98.50 
PGC· 0.0440 0.0047 0.0003 0.0003 0.0004 0.00029 0.0002 0.0(0()6 0.0503 87.45 
CPI .0.0269 0.0101 0.0038· 0.0010 0.0005 0.0003 0.00029 0.0002 0.0432 62.22 

.. ' . 
CP 1. 9217 1.1051 0.6259 0.3569 0.2054 0.1174 o.q782· 0.0488 4-.4595 43.09 
IM 1.4841 0.4782 0.0322 0.0049 0.0049 0.0029· 0.0019 0.-0012 2.0105 7.3· 81 . . . . 

INVP 0.7369 0.4919 o.035~ 0.0019 0.0009 0.0009 0.0007 0.0005_ 1 .2691 58.06 
.. .. ' ,. 

T· 0.9472 0.0665 0.0396 0.0235 0~0152 0.0097 0.0083 b.0068 1 .1169 84.81 
X o.6733 o_.5330 0.1076 0.0049 0.0047 0.0005 - -- 1~3242 50.84 

_, ,-

AVERAGE - 1 .197 3 61.78 
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Table 6.10. · Dynamic Multipliers Due to Sustained Shock 
in the Credit to the General Commerce Sector (CGC) 

'WBJ' 
VARlABLE 1978 1979 1980 1981 1982 1983 1984 1985 

- , 
--

œ. o. 5525 0.5549 o. 5552 0.5553 0.5567 0.5582 0.5589 . 0.5594 
DD1 0.3584 0.4713 0.6726 0.4802 0.4817 0.5075 0.5042 0.5001 
SD 0.0244 0.0429 0.0485 0.0541 . 0.0573 0.0661 0 .0691 0.0699 
':ID 0.0186 0-.0329 . 0.6378 0.6425 0.0452 0.0522 0.0545 0.0549 
vr" Il.,, 0.1122 0.1345 O .1319 0.1343 0.1348 0.1395 0.1.393 0.1388 
EE.Qtt 0 .1917 0.3020 0.3175 0.3367 0.3432 0.3775 0.3801 0.3763 
GS 0.0777 · 0.1269 0.1354 0.1452 0.1489 0.1653 0.1674 0.1661 

-

YGG or Y 5.5056 5.5192 · 5.5256 . 5.5331 5.5385 · 5.5526 5.5585 5.5640 

FGC 0.0440 0.0047 0.0048 0.0050 · o.~057 6.0054 0.0058 0.0057 

CPI 0~0269 0.0147 0.0111 0.0241 0.0130 0.0178 0.0165 0.0157 . 

CP 1.9217 2 .9481 3.1024 .3.2826 3.3498 3.6711 3.7009 3.6684 

m .1 .4841 1 .041Q 1.1294 1 .0997 1.1035- ." 1 ~0284 1.0592 1 • .07:36 

IlWP 0.7369 1. 5160 0.-3707 0.3394 0.3390 0.2633 o."2933 0.3074 

T 0.9472 1.0090 1.0192 1 .0314 1.0363 1 .0567 1.0606 1.05.97. 

X o.6733 0.1806 0.2331 0.1956 0.1959, 0.0985 0.1233 0.1426 CODESRIA
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6.37. Once-and-for-all 2 and Sustained Shocks 
in the Credit to the Building and 
Construction Sector (CBG) 

The one~ and for all, and sustained shocks are 

carried out for the periods 1978, and 1978 - 1985 
• 

respectively, by increasing the values of CBC by 5 per 

cent. The computed multipliers are as shown in 

Tables 6.11 and 6.12. 

From Tà ble 6 .11., i t can be observed that the once­

and-for-all shock produces lower multiplier effects on 

the endogenèous variables than all the earlier policy 

shocks. For some of the variables, the total- multiplier 

values a.re ei ther zero, or near zero. The average total 

multiplier of just 0.0026 is negligible, comp~red to 

similar figures for other policy shocks. However, a 

major part of the impacts is recorded in the first year 

as shown by the average percentage of shortrun to total 

multiplier of 57.60 percent. With the exception of those 

variables with zero total multipliers, all the others 

record positive multiplier effects. They also tend to 

zero over time. 
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YEAR 
VARIABLE 

CH 

DD 

SD 

TD 

vc 
ELQA 

GS 

YBC or Y 

PBC 
CPI 
CP 
IM .. 

INVP 
T 

X 

AVERAGE. 

Table 6~11. Dynamic Multipliers Due to Once-a:nd.-.for-all 
. Shock in Credi t to the Building and 

Construction Sèctor (CBCJ ·. . 

.. 

1978 1979 1980 1981 1982 1983 1984 1985 

0.0011 0.0002 0.0001 - - - - -
0.0007 0.0004. 0.0002 0.0001 - - - -

- - - - - - - -
·.,;,.. - - - - . -- - - -

0.0002 - -- - - - - -
0.0004 000002 0.0002 0.0002 0.0001 0.0001 - -
0.0002 0.0002 0.0001 - - - - -
0.0113 0.0009 0.0007 0.0004 0.0004 0.00015 0.0001 -

.9.00014 0.00002 0.00002 o.- - - - -
0.00007 0.00002 - - - - - -
0.0022 0.0022 0.0022 0.0018 0.0003 - - -
0.0029 0.0007 0.0004 0.0002 - - - -
0.0016 0.0009 - - - - - -

-
0.0020 0.0002 - - - - - -.. 

0.0014 . 0.0002 - - - - - -

% or 

. Total 1978 to 
.. Total 

. 
0.0015 74.4 

0 .001_4 49.78 

0 0 

0 -
0.0002 100.0 

0.0012 3J.33 

0.0005 40.00 

0.0140 80.62 

0.00018 78.39 

0.00009 77.24 
o. 0689 .. · 24.77 

0.0040 71.69 

0.0025 60.19 

0.0023 88.28 

0.0016 88.28 

0.0026 57.60 
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Table 6.12. amie Multi li.ers Due to Sustained Shock in 
the Credi t to he Building and Cons ruction Sector. ( CBC) . 

~-

1978 1979 1980 1981 1982 1983 1984 1985 V.ARTABlE .; 

CH 0.0011 _0.0013 0.0012 0.0013 0.0012 0.0013 .0.0013 . 0.0014 

DD - 0.0007 0.0011 0.0011 0.0011 0.0012 0.0012 0.00126 0.0014 .. 

SD - - 0.00015 .0.00011 0.00009 0.00009 0.00017· 0.00016 

TU - - - 0.00011 0.00019 0.0002 0.00017 0.00008 
. 

vc 0.0002 0.0002 0.0003 0.0003 0.00028 0.00026 0.00034 0.00032 

ELOA 0.0004 0.0001 0.0007.5 0.0008 0.00086 0.00097 0.0010 0.0009 

GS 000002 0.0004 0.0003 0.0003 0.0004 0.00035 0.0004 0.0005 

YBC: or Y 0.0113 0.0119 0.0122 0.0125 0.0127 0.0133 0.0136 0.0139 

PBC · 0.00014 0.00015 ·0.00011 0.0001 0.00009 0.00009 0.00008 0.00007 

CPI · 0.00007· 0.00004 0.00003 0.00002 0.00004 0.00004 0~00005 0.00006 

CP 0.0022 0.0057 0.0075 0.0068 0.0086 0.0079 0.0101 0.0104 -
IM 0.0029 0.0025 0.0024 0.0025 0.0025 0.0026. 0.0025 0-.0032 

INVP: 0.0016· 0.5201 0.00075 0.0008 0.0077 0.0066 0.00067 0.00056 

T .. 0.0020 0.0021 0.0022 0.0023 0.0024 0.0026 0.0025 0.0032 

X 0.0014 0.0025 0.0015 0.0011 0·.0009 0.00026 0.00017 0.000~4 
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In Table 6.12, the sustained exogeneous shocks 

increase the multiplier values of most of the variables 

over time. For the savings and time deposits, the multi­

pliers for the first t~o and three years respectively are 

zero. Two v~riables, namely; price deflatqr for 

building and construction (PBC), and private sector 

investments (INVP) record decreases in their multiplier 

values over time. 

:conclusion 

It can be observed that in all the seven once-and­

for-all shocks, the multiplier values of the various 

endogeneous variables tend to zero over time. Also, the· 

multiplier values in the five sustained shocks show 

sustained increases over time for most of the variables. 

The signs of the multiplier values conform to the 

a priori expectations. As the character of the dynamic 

multiplier analysis provides a powerful test of the 

model's stability, it is further confirmed from the 

above favourable characteristics that the model is v~ry 

stable. 
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CHAPTER SEVEN 

- POLICY SIMULATIONS AND IMPLICATIONS 
OF RESEARCH RESULTS 

The validation tests in_ the last chapter show that 
< < 

the model is ·· stable enough to be relied upon fer policy 

analysis · and forecasts.. Given the numerous exogeneous 

monetary and fiscal policy, variables, the model has 

great potentials for several policy experiments and 

ex-post forecasting. In this chapter, some of the policy 
< < ' 

impli'è::ations of the various policy shocks carried out in 

the l_ast c}1apter are· considered. · In addition, the 

implications of some policy experiments, naœely: 

expansionary and èontractionary monetary policies, and 

the interest rate policy, are discussed •. The discussions 

also help to evaluate the working hypotheses of the 

research. 

7 .1. structure of the Ec'onomy' s Approach to 
.Monetary Policy 

The conduct of monetary policy in an LDC, such as· 

Nigeria, characterised by structur_al disequilil;>ria, is 

an arduous_ task. The major challenge of monetary policy, 

among o~her things, is to influence the composition and 

magnit~de ibf réal output, and also maintain macroeconomic 

stability.· ,The_ results of the once-and-for-all, and 

üustêliflêd p_ôJJ.oy s1mUlê't1ons in thâ l~st ehl:ïlptêtt shêw 
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that failure to attain these objectives through monetary 

policy could be a consequence of erroneous· manipulation . · 

of macroaggregates like aggregate credit or money supply, 

etc. 

In the 1:>id. to, control aggregate credi t in the 

econorny, the monetary authori.ties often focus on the 

growth rate of private sector. credi t, or on the sectoral 

distribution of credit or both. Evidence from the 

dynamic multiplier results shows that both policy 

instruments are not substitutes for each other as their 

impacts on macroaggregates differ (see Tables .6.1, 6.2, 

6.5, 6.6,---,6.12). Also, the summary statistics of the. 

once-and-for-all simulations .as shown in Table 7 .1 below 

demonstrate further the differences between the 

instruments. 

It can be observed that the average long run 

multiplier for the statutorily prescribed growth rate of 

private sector credit (GDCP) is 2.0269 whereas. its · 

average percentage of shortrun to total multipliers is 

46.99. However, only 12 endogeneous variables are 

affected by a shock in the variable. An equivalent shock 

in the sectoral credits to agriculture (CA), manufacturing 

(CM), Building and Construction (CBC) and General 
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Table 7.1. Summart Statistics of the Once-and-for-all 
Simula ions . 

Exogeneous ·selected Number Average Average Per~ 
Policy of êndogeneous longrun centage of 
Variable Variables multiplier· shortrun to 

affected total multipliers 

RS .7 18.827 24.58 

RP 11 4.6378 54.88 

GDCP 12 2.0269 . 46.99 

CM 15. 0.2641 56.27 

CBC 15 0.0026 57.50 
' . 

CGC 15 1 .197.3 61.78 

.CA 15 J.0726 35.18 

· Commerce (CGC) affects 15 endogeneous variables but their 

average longrun m\lltipliers and average percentage of 

shortrun to. total multipliers differ·greatly as shown 

in the table. While a shock in agricultural credit (CA) 

has the ::J_argest average longrun multiplier value of 

3.0726, its average percentage of shortrun to total 

multipliers is just.35.18. Sectoral credit to the 

building.and construction sector (CBC) has the smallest 

average ~ong run multiplier of just 0.0026. 
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Furthermore, it should be noted that these aggregate 

statistics as shown in Table 7~1 above obscure the details 

of the differences between these policy instruments. 

A closer study of Tables 6.1 to 6.12 reveals th~ marked 
' 

differences in the magnitude and direction of impacts of 
1 

the policy shocks on various macroaggregates. For example, 

whereas the GDCP and CBC impact very weakly on the 

components of money suppl y, the. other s·ectoral · credi ts 

CA, CM, and CGC exert greater impacts on all the components 

of money supply. The GDCP affects only the:demand deposits 

(DD), and time deposits (TD),while the CBC affects only. 

the cash (CH) and demand deposits (DD). The sizes of 

their multiplier values on the selectedendogeneous 

variables over time also show marked differences. While 

some policy instruments impact powerfully on the macro­

variables, others exert lesser influences. Thé shortrun 

multiplier value on incarne, for instance, is 7.4098 for 

agricultural credit~ 5.5056 for credit to gerieral commerce, 

1.225 for credit to the manufacturing sector, and just 

0.0113 for credit to building and construction. Also, the 

direction of policy impacts further reveals the differences 

among the various instruments. Apart from the interest 

rate on savings deposits whose effects are concentrated 

.. ' 
1 
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on the monetary variables, and the prime lending rate, 

whose increase, predictably, exerts contractionary 

effects on the economy, the five percent increase _in 

each of the ~ecto'ral credits produces expansionary 

impulses on the· economy. In addition, the direction of· 

certain policy sho.cks on some macro variables is less 

certain in some cases than in others. _,For example, the 

growth rate of private sector credit (GDCP) impacts on 

only five real sector variables, namely; private 

consumption (CP), imports (IM), private investments 

(INVP), Taxei (T) and exports (X). The direction and 

magnitude of its effects on sectoral output are uncertain. 

It can be observed from the multiplier results that the 

impact of sectoral credits on sectoral output is often 

concentrated on the particular sector, and hardly 

transmits to other sectors. In view of this, it is 

probable that the. increase in GDCP without any deliberate 

effort to sectorally ration the credit may produce 

•concentration effects' on certain sectors, depending on 

which sectors are favoured by banks in their lending 

operations. The results also show that whereas the shocks 

in agricultural credit have darnpening effects on inflation, 

the ôthe~ sectôral drédit~ êrid tha s~owth ~stê cif p~ivétê 
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sector credit accentuate it. Furthermore,·the distribution 

of the impact multipliers of the policy shocks on the 
-

selected endogeneous variables show marked differences 

between the i~struments. Table 7.2 below is self 

explanatory in this regard. Thus, whereas the first 

period impact is high for some policy variables, it is 

very low for others. 

Table 7.2. 

Instruments/ 
Variables 

CH 

DD 
SD 
TD 
vc 
ELQA 
GS 
y ' 

P* 
CPI 
CP 
IM 
INVP 
T 

X 

Distribution of PercentaÎe of· 
Shortrun .to Total Multip .iers 

. GDCP RS RP CA CM 

- 35.39 - 45.41+ 98.69 . 
- 35.92 - 31 .52 · 67.6 

- · 24.83 - 1.2 .53 . 25.91 
31 .'58 - 25.0 15.21 23.46' 
82.68 23.42 87.55 44.47 78.42 

· 51 .45 17 .17 43.61 19.30 43.26 
41.14 13.32 40.98 14.91 38.52 

- - - 42.85 · 98.08 

- - - 33.69 31.49 
24.0 22.02 58.33 21.65 24.28 
3.5.24 - 41.34 19.92 44.51 
49.99 - 60.08 66.32 73.55 
52.38 - 59.80 68.19 57.75 
47 .08 . - 46.92 37.75 88.55 
55.65 - 47.37 54.05 49.95 

~·-···, ..• . ··--··- ·~· .. -.. . ... ·~ - - ~ ·- ·'·-- .. - -· . ·-,.-

CBC CGC 

71.4 98.06 
49.78 65.61 

- 26.83 

- 23.33 
100 74.87 

33°33, 41.79 
40.0 37.47 
80.62 98.50 
78.39 87.45 
77.24 62.22 
24.77 43.09 
71.69 73.81 
60.19 58.06 
88.28 84.81 ·. 
88.28 $0 .. 84 

. ,. -·.• ..... '" ~.· ,.,- .. .... . ..__,,_ -
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Finally, ·one area of difference deserves special 

mention. Recently, it has become the practice for the 

monetary authorities to divide the economy into 'high 

priority' or ,•productive' sectors and 'other' sectors in 

its annual se6toral credit allocation guidelines to the 

commercial and merchant banks. 'I'he 'high priori ty' 

sectors comprise the 'agricultural production' and the 

1 manufac.turing enterprises'. The 'other sectors' include 

the General Commerce, building and construction, 

Transport and Communication, Utilities, Mining and 

Quarying, ·etc. This polie y of aggregating the economy· into 

.only two broad sectors is part of the programme for 

de-regulating the financial system. The aggregation or 

de-regulation exercise implicitly assumes greater homoge­

neity and competitiveness of the sectors being aggregated. 

Evidence from the dynamic.multiplier tables, that is, 

Tables 6.1, 6.2, 6.5, 6.6 ---, 6.12; and T~bles 7.1 and 

7.2 show that the assumptions are likely to be wrong. 

Two sectors from each of the two sectoral clas$ifications 

are selected, narnely; agriculture,and manufacturing from 

the high priority sectors, and the general commerce and 

building and construction from the 'other sectors•. The 

Multiplièr ~eéults of a tive pa~oant sh6ok ih the oredit 
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allocation to each of the four sectors are compared. 

It is evident that even sectors within the same sub 

classification show rnarked differences in the multiplier 

effects of cr:edi t allocation to them. A compariaon o.f 

Tables 6.9 and 6.11 for instance, revesls that the 

sectors that makè up the •otner sectors' are not homoge­

neous,. The same conclusion can be reached about the 

agricultural and manufacturing sectors (that is, 

'productive sectors'), by comparing Tables 6.5 and 6. 7. 

The magnitudes, direction and spread effects of their 

multipiier values differ greatly. Therefore, àny policy 

directed to these heterogeneous aggregates is bound to 

produce spurious or unpredictable results. 

The results of this research therefore call to 

question, on empirical grounds, the aspect of financial 

system' s de-regulation that conc,erns the increasing 

aggregation of rather 'heterogeneous.' sectors for the 

purposes of sectoral credit allocation. Indeed, the 

results vàlidate the basic argument of the ·Theoretical 

Framework (Chapter 4) that an optimal, sectorally horno­

geneous partitioning of the econorny and allocating 

required amounts of credit to them is the most effective 

framework :fo:t' monètary po1ioy in an LDCw suoh as Nigêria, 
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The second research hypothesis that sector specific 

policy instruments impact more directly and powerfully 

on income tha~. the aggregated, sectorally non-discrimina­

ting instruments, is therefore·fully supported by the 

results of this research. In an economy characterised 

by market imperfections and·structural rigidities, the 

challenge of economic policy, among others, is how to 

raise the society•s social welfare function by ensuring 

an optimal output mix. ·ro attain the desired, balanced 

sectoral development would, no doubt require sector­

specific policies. 

The challenge to model builders. and policy makers 

would then be the determination of the optimal level of 

sectoral partitioning. This is because, the water-tight 

partitioning of the econorny into nine sectors in this 

research_cannot be regarded as the optimal partition for 

effective policy. The partitioning is merely.demonstra­

tive. The various sectors can be further divi'ded into 

sub-sectors, and even finer sub-sectors. For instance, 

the agricultural sector could be broken into produètion, 

and processing sub-sectors, or into foods, fisheries, 

poultry, forestry, etc. 'Also, for the manüfacturing 

stct~rj th~~e is ~ g~eat differenCê in thè o~•dit ft@~B• 
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of large and medium scale industries on the·one hand, and· 

small scale industries on the other. Each of these 

categories re~uires a different orientation in terms of 

credi t policy,. · The exact leVel of permis si ble parti tioning 

will be determined by the cost-efficiency trade-off the 

society cari accommodate at any time. The finer the 

sectoral partitioning, the greater the efficiency achieVed 

in terms of the certainty of impacts on targets, and t,hus 

the attainment of the desired output composition. 

However, it will also involve greater costs in terms of 

policy analysis and monitoring. Since rnodel building is 

never a once-and-for-all affair, a periodic review and 

disaggregation of the rnod.el is necessary to monitor the 

changing trends and in order to gain new insights. 

7 .2. Transmission Mechanis_m of Monetary Policy 

The main goal of all monetary models is the under~ 

standing of the link between the monetary sector and the 

real sector. In the monetary sector, the policy and 

interrnediate monetary variables and the effects of t.he 

real variables determine the final monetary variables. 

In the real sector, the behaviour of the economy is 

determined by the given final monetary variables and the 

exogeneous Vëriablës of the reaï sèOtori. In this 

1:u1slytioâl soh@m@ • thé monetarY modela 'ëtiiphë.sisà th@ 
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workings of the monetary sector in order to see how the 

individual instrumental monetary variables forward their 

effects into the final monetary variables which 

influence th~ real ·sector, and how the real sector 
. . 

reacts back upon the monetary sect,or~ 

The two main theoretical explanations of this process 

are the Keynesian and the monetarist theorie.s. The debate 

as to which theory is right is unending. As Johnson 

(1969:103) concludes, 11 this whole area is still in 

something of astate of flux, and there is much work still 

to be done before definite knowledge can emerge. 11 If it 

bas been difficult to resolve the debate with evidence 

from advanced market economies, the situation will be 

worse for an LDC such as Nigeria. With the market 

imperfections and structural rigidities that characterise 

the Nigeriàn economy, one may easily agree with Wrightsman 

(1976:234) that 11 there is no simple way to use real 

world 'facts' to determine who is right in the debate. 11 

The relevant issue may, afterall, not relate to who is 

right or wrong, but whether any of the theories explains 

the Nigerian s.ituation. 

For instance, the monetarist~ argu~ent that monetary 

expânsion lead to genëral eoonoïliië expansion i iîi 'bâëH~d ofi 

two pt'emisès about th@ intè.tiest tiâtë, One is that.a 
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change in the in~erest rate has a much larger impact on 

the demand for non-monetary assets and goods and services 

than it has on the demand for. money. The other is that 

the interest rate varies in the same direction with the 

money s,upply. (Wrightsman 1976:-149). .The transmission 

mechanism is through the realignment of relative prices 

throughout the economy, thereby increasing the price 

level and the nominal income. This presupposes a highly 

competitive and efficiently functioning market system in 

which substitutions between assets easily take place. 

The underdeveloped structures of the Nigerian economy 

rule out this mode of monetary transmission 'process. 

Besides, the results of the simulation experiments show 

that the impacts of policy instruments are often. 

concentrated on particular sectors and hardly transmit to 

other sectors. Therefore, the transmission process that 

leades to 'general' economic expansion appears not to 

be supported by the empirical evidence. 

The other major explanation is the Keynesian theory, 

which sees the transmission process as working through 

the interest rate channel.. Two interest rate variables, 

the savings deposit rate (RS) and the Prime lending 

rate (RP) are shocked and their multiplier effscts a~e 

t3hewn .tn Tëblês é.3 fàtiel ê .. 4t .r1Ë1Sp~ed:ïivëly. if.1rttsi i1t1peiots · 
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of the interest rate on savings deposit are concentrated 

on the monetary variables. It 's impacts on the ,real 

sect6r are uncertain. The increase in the prime lending 

rate.produces.the expected contractionary effects on the 

economy, but the·multiplier values appear to be 

comparatively low. This is not surprising. The results 

of the single equations show that the interest.rate 

variables except the time deposits rate (RT), are 

statistically insignificant. 'I'his conforrns wi th the 

results of earlier researchers, such as Ajayi (1974), 

Ojo (1974); Fakiyesi (1980), etc. This may be due, in 

part, to the fabt that the variables were statutorily 

,determined during the study period. They therefore 

hardly varied •. Besides the weak impacts of the interest 

rate variable (RP), the direction of its effects on 

income is unknown. Its multiplier effects on consumption 

(CP), investment (INVP), imports (IM), etc are notas 

large as the effects of, say, the prescribed growth rate 

of pr~vate sector credit (GDCP). 

Consequently, we examine the alternative thesis that 

the credit availability channel is the most direct and 

powerful .source of transmission of monetary changes to 

the real seetor in devëlôpihg èôU:ntriés. A-oompsr:Lson o:C 
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Tables.6.1, and 6.4 reveals that the statutorily 

prescribed g,rowth rate of credi t (GDCP) produces larger 

multiplier effects on the selectea macro variables than 

the prime .lendîng rate (RP). This is not surprising. 

In the single. equation in which both variables appear as 

determinants of the volume of the domèstic credit to the 

private sector, the GDCP variable is statistically 

significant while the RP is not. Given Nigeria's under­

developed money and capital markets, the monetary 

authorities statutorily control the growth rate of bank 

credit and the prevailing·interest rates. Henèe, the 

commercial banks (lenders) ration the available supply 

of credit among the would-be borrowers by various non­

price considerations. The rationed credit then exerts 

influences on the real sectors. Furthermore, an 

examination of the multiplier effects of shocks in the 

sectoral credits, underlines one fact. Besides impacting 

on more number of variables than the interest rate 

variable (RP), sectoral credits produce more direct and 

predictable effects on national income •. It can therefor~ 

·be concluded that the credit availability Channel, 

depending on which sectors are affected by the rationing 

decisions of lenders, gives a better explanatior1 o:f' the 
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monetary transmission process than either the Keynesian 

or the monetarist framework. The third hypothesis of 

the research is therefore validated by the results of the· 

research. 

The conclusion above has further implication for the 

ordering of the intermediate targets of monetary policy • . : 

Ajayi (1978:.54) has rightly observed that "the monetary 

policy targets in Nigeria are the rate of growth of loàns 

·and rate of interest ---." T::nese are the major monetary 

policy targets in most developing countries. . The 

evidence on the reaction process of the interest rate 

variable (RP) and the growth rate of private sector credit 

(GDCP) would however appear to question his conclusion 

that "interest rate is the main target with the rate of 

growth of bank credit as a subsidiary target. 11 If as we.· 

pave shown, the growth rate OÎ credit exerts greater 

impacts on macro variables than the interest rate variable, 

and the sectoral credits produce more direct and 

predictable effects on incarne, i t woul.d be reasonable 

ther:i to conclude that the magnitude and direction of credit 

should be the .main targets o:f policy. The effects of the 

interest raie variable are equally substantial. In order 

of importance, however, thé interest rste plaYs ê saôondi~y 

rolê ~~ ~~ int~Pffièd1mtê ta~gèt af fuôrlét~~y poliay. 
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7.J. Time Lags in MonetarY Policy 

One major development in the growing field of 

monetary economics has been a shift of interest from 

static equiliprium theory to analysis in terms .of process 

of adjustment over time. According to Wrightsman (1976: 

305), there are two major dimensions of the effect of 

monetary policy on the economy. One is the magnitudinal 

dimension which measures the strength or ultimate size of 

the effect of monetary· policy, and the other is a time 

dimension which measures the lag in the effect of policy. 

But the state of the art in Nigeria suggests that the 

monetary policy has instantàneous once-and-for-all 

effects on the national economy. The Annual Report and 

Statement of Accounts-of the Central Bank of Nigeria tends 

to attribute major changes in macro-aggregates to that 

year's monetary policies. Evidence ·is required on the 

nature of time lags of policy so as to enable policy 

makers understand, among other things, how much of last 

years policies still affect the economy, and when and 

by how much this year's policies will tàke effect. 

The results of this research provide some useful 

insights into the nature of tirne lags in Nigeria's 

monetary policy·. 'the yearly pércentage distribution Of 

th~ mu1t1,liêr v~lués ot thé ôhOé•êhd~tor~1ll polioy 
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experiments are computed, and presented in Table 7.3.· 

· The percentage distribution of the impacts o.f the 

experimental policy simulations (expansionary, 

contractionary and interest rate policies) are also 
. . 

presented in the table. 

Table 7.3. Summar of·Multi lier Distribution· 
of the Once-an -for-all 

YEAR/ 
INSTRUMENT 1978 . 1979 1980 1981 1982 1983 1984 

GDCP 66.26 14.30 10.50 4.49 2.49 1.24 0.19 

RS 25.25 20.20 15.88 12.37 9.33 7 .16 5.60 

RP 62.05 25.07 6.84 1.96 1.53 o.86 0.41+ 

CA. 37.00 19.50 12.60 8.7 6.4 5~6 5.30 

GGC 70.56 17.03 5.76 2.80 1. 70 0.99 0.70 

CBC 63.09 12.85 10.22 6.57 2.08 o.65 0.26 

CM 70.89 17.37 5.74 2.80 1 .51 o.85 0.52 

.Interest 
Rate Policy 25.15 19.06 17.03 13.35 9.04 7.24 5.08 

Expahsionary 
Policy 48.16 19.46 10.22 6.96 5.18 4.06 3.29 

Contractionary 
Policy 46.67 20.98 10.16 6.94 5.17 4.06 3.28 

Group Average 50.9 19.19 10.50 
. 1 

6.80 4.44 3.27 2.47 

1985 

0.12 

4.21 

0.24 

4.90 

0.46 

-
0.27 

4.05 

2.76 

2.74 

· 1.98 
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From the table,. it is evident that the impacts of 

monetary policy on the selected macro variables are 

distributed over the eight year period. The magnitudes 

· of the yearly qistribution differ among the po.licy 
' . . 

instruments •. For example, whereas about 70.9% of the 

·impacts of a shock in credit to the manufacturing sector 

(CM) occur in tne first year, the ·:·equivalent figures for 

credit to agriculture (CA) and interest .rate policy are 

37.0% and 19.06%, respectively. As summary statist.ics, 

the group avera·ges are computed as shown for the various 

years. Such statistics enable us to infer that, on the 

average, about 50% of the impact of monetary policy actions 

occurs in the ~irst year, 19% in the second year, 10% in 

the third year, etc. Thus, both from the individual 

instruments and the aggregate of all instruments, monetary 

policy is shown to impact powerfully on the economy, but 

over a variable time lag. This corroboràtes Friedman's 

(1960:84 - 99) argument that 'monetary policy occurs with 

a long and highly variable time lag.• Consequently, the 

fourth hypothesis of the study is fully borne out by the 

empirical res~lts. 

It should .be noted, however, that the nature of the 

legs is determiried, not only by the timing and instruments 

ot polioY applied by the monatary authô~itiêi• but êl~b 

i 
i. 
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by the nature of the portfolio interactions of the agents 

affected .by the policy actions. Generally, it is 

possible to think of the total .effect of a change in the 

money stock on the economy as working. through two 

separat.e chaf.!ne:;J..s which might be called the. primary, and 

the secondary effects. The primary effect is directly 

related to the credit creation associated with the 

increase in the money supply, and the relationship 

between this new credit and increases in aggregate 

expenditure. Banks therefore play a crucial role in this 

process.· But the actual outcome of the primary effect is · 

likely to depend on· the way in which the new money cornes 

into existence, and the uses to which the credit is put. 

The secondary effect refers to the continuing influence 

of money on the economy in the process of bringing demand 

and supply into equilibrium. The exact speed and pattern 

of adjustment will depend on the interaction of the 

various agents, including the banks, in the economy and 

their reactions to the disequilibrium (Coghlan, 1981:36 -

37). Usually, each .of the reaction processes involves a 

time lag. 

i. 

CODESRIA
-LI

BRARY



219 

However, it has to be emphasised that the 

monetary authorities can influence the magnitude 

of these lags. The nature of the lags will depend 
' 

on the objectives of policy and the instruments 

employéd. Sorne instruments are certainly swifter 

and more dir_ect on targets than others. If, for 

example, long term growth is the ultimate target, 

policies will be d~rected to elicit a credit 

structure with longer term maturity. This will 

produce longer time lag structure. Also, .ta control 

the lag effects, the CBN could give special 

directives to banks on the implèmentation schedule 

of certain policies. In the 1988 'Credit Policy 

Guidelines', for instance, the CBN prescribed the 

quartèrly permissible growth rates of credit. 

If a :greater impact of policies is desired in the 

same year, then the phasing of the quarterly growth 

will be skewed in favour of the first two quarters, 

contrary to the provisions of the 1988 Guidelines. 
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Ther_efore, the insights provided by the resul ts of this 

research will,\challenge policy makers not only to 

' consider the ma_gni tude and direction. of policy al tern~tives, 

but also and very importantly, the directional impacts 

of the policies.over time. 

7.4. EX erimental Contractionar ansionar 
Monetary Po icy and te hoice of Po icy Instruments 

The major focus of policy in most less developed 

countries (LDCs), including Nigeria, is how to remove the 

rigidities that constrain the supply sector, realign the 

composition of outpüt and put the economy on the. path to 

sustainable long-term.growth and development. However, 

the desire for economic growth cannot bè divorced_from 

a need for macroeconomic stability. Conflicts often 

arise in the process of pursuing _these objectives. The 

problem therefore is how to select an optimal combination 

from a basket of instruments to attain the s·ocially 

. desirable mix between macroeconomic stability (stable 

pr.ice level, and heal thy balance of payments), and 

desirable economic growth. ThE= choice of the necessary 

instruments is never an easy one. 
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In Nigeria, as in most other countries, it is 

conventional for the monetary authorities to resort to 

contractionary (deflationary) or expansionary 
' 

(reflationary) policies, depending on the perceived 
' 

needs of' the economy. This entails the simu,l taneous 

application of several policy instruments whose group 

effects may be uncertain. Experimental simulations of 

the two alternative policy scenarios are carried out. 

This is to provide'policy-makers with useful insights 

on the implications of a simultaneous interaction of 

different policy instruments. 

In the policy experiments, three major categori~s 

of policy instruments are selected, namely; (a) interest 

rate variables, (b) the prescribed growth of bank credit 

to the private sector (GDCP), and (c) -the sectoral credit 

allocations. The expansiopary policy is carried out by: 

(i) reducing all the interest rate variables (prtme 

lending ~ate (RP), savings deposit rate (RS), time deposit 

rate (RT), treasury bill rate (TBR), and treasury 

certificate rate (TCR)) by one_percent; (ii) a 5 percent. 

increa.se in the prescri,bed growth rate of bank credi t 

(GDCP); and (iii) 5 percent increases in all the sectoral 

crecl.its. The alternative simulation (contractionary 
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monetary policy) is carried out by applying the 

opposites of the policy·shocks enumerated above. 

The simulations are carried out with 1978 as the 

base year. ~ once-and-for-all shock is applied to the 

values of the selected.policy instruments in 1978. The 

results are compared with the control simulation, and the 

extracted differences are presented in Tables 7.4 and 

7 .5. ·The absolute values of the differences are 

presented. This is to enhance comparisons of the 

magnitudinal effects of policies. 

An examination of the two tables below makes some 

currious revelations. The expansionary monetary policy, 

expectedly, produces expansionary effects on the major 

real sector variables. The n~tional income increases 

substantially by about w389.8 million in the first year. 

The balance of payments (BOP) account worsens as shown 

by the widening gap between changes in imports and 

exports. The national savi.ngs as approximated by the 

savings and timè deposits ~ecreases substantially. 

Curiously, the expansionary policy dampens the 

inflationary pressure, contrary to popular belief among 
. . . 

policy makers. On the other hand, ànd surprisingly too, 

the oont:rsstionary policy eocentuates tnë intriatiônlàry 
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Table 7.4. Results of the Experimental Expansionary 
Monetary Policy 

-

VARUBLE 1978 1979 1980 · 1981 1982 1983 · 1984 . 
,. 

CH 38.97 3.9 2.02 1.29 1'.06· · 1 ~01 1 .06 
DIJ 23.32 8 .61 2.68 0.63 0.07 0.05 0~22 
sn -122.25 -96.68 -75.87 -59.B -47 .13 -37 .14 -29.26 
TD -153-35 -11.5.99 -87. 77 . -66.43 -50.28 -38.06 -28.8 
DCP 173.02 19.54 5.10 2.77 2.14 2 .01 2.0 
vc - o.06S -10.87 -10.12 - 8.09 - 6.29 - 4.83 -3.66 
ELQA 28.08 14.81 5.80 1.24 0.78 1 .46 1.49 
GS · - 3.28 - 2.31 -5.29 6.17 -5. 95. -5.24 -4-36 
CPI - 5 .019 - 2.13 -2.71 -2.25 -1.78 -1 .39 -1.06 
CP 175.6 116. 7 . 73.1 45.7 29.5 20.1 15~ 2 
IM 161 .14 75. 56 4.10 1.13 1.6 1.8 2.0 

-

ThTVP 109.59 55.64 7 .17 0.78· 0.07 0.31 0.43 
T 69.'66 12.58 7.50 4.79 3.43 2.80 2.60 
X 49.03 34.0 9.30 2.80 0.9 o.~5 0.1 
y 389.8 39.1. 20.9_ 13.6 11 ~ 0 . 10.5 10.8 

~ 1985 . 

1.03 · 
0.45 

-23.03 
-21. 79. 

2.0 
- 2.76 

1.22 
-3.49 
-0.81 
12.6 

2 •. 0 
0.5:, 
2.60 
0.1 

11.7 

1\) 
1\) 
\..tJ 
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TaM.e 7.5. Results of ExpÈ:rimental Contractionary Monetary Policy 

.. 

YEMf:/ 
VARTABLE 1978 ·1979 1980 19.81 1982 1983 1984 

.. 
CH -36.63 -3.85. -1.98 · -1 .27 -1 .01 .:.o. 97. · .-1 .01 · 
Ill) . -21 .8 -8.06 -2.48 -0.54 -0.01 -0.01 -0.18 
S.D' ' 122.35 96.36 75.93 59~85 47 .17 37 .17 29.28· 
TJJ 153 .42 116.05 87.82 66.48 50.33 38.09 28.83 
OCP· -168.89 -19.18- -5.02 -2. 70· -2.07 -1.92 -2.0 
v-c. o.55 . 10.97 10.15 8 .12 6.30 4.84 3.68 
Elf.QA .. -27.26 -14.29 -5.51 .-1.05 0.90 . 1.55 · 1.55· 
GS - 2.94 -2.54 -5.43 -6.26 -6.01 -5.28 -4-39 
CPI 4.98 2.25 2.72 2~26 1.78 · 1 .38 1 .06 . 
CF· -167.5 -111 • 9 -70.2 -44.0 -28.3 -19.5 -14.5 
m -154.82 -73.6 -4.02 -1.07 --1.53 1.7 -1 .8 
llfnl'· -106.45 .:.108.23 -7.03 -0.78 -0.05 -0.29 -0.41 
T' . -- - 65.63 1-12.24 -7.28 -4.64 -3.30 -2 .• ?0 ..;.2 .40 . 
X - 46.16 -31.8 -8.90 -2.80 -0.9 -0.25 -0~01 
y -366.5' -38.9 -20.5 -13.3 -10.7 -10.1 -10.4 

.... 

1985 

-1.09 
-0.39 
23.05 
2.1 .80 
-2.0 
2.77 
1~27 

-3.53 
0.81 

-12 .1 

-2.0 
-- -0 .49 

-2.40 
-0.01 

-11 .1 

· .. I\)' 
N 
+="" 
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pressure. Its effects on most economic aggregates 

(including national i~come) are, expectedly, negative. 

However, it improves the balance of payments. Therefore, 

the choice between expansionary and contractionary 
' 

.monetary policy is one between greater balance of · 

payments crisis, combined with dampened inflationary 

rate and higher economic growth on orie hand, and 

improved balance of paYments, higher.inflation and 

depressed economic growth on the other. 

Also, the earlier single-instrument policy shocks 

have been seen to differ markedly ~n terms of the 

direction and magnitude of their effects. For instance, 

a11 the instruments, (except the expansionary credit to 

agriculture (CA) and inc~ease in prime lending rate (RP)) 

are inflation accentuating. vfüile the increase in the 

prime lending rate dampens inflation and irnproves the 

balance _of payments, it dep.resses economic growth. In 

addition, with the exception of the prime lending rate, 

all the other once-and~for-all policy shocks hav~ 

worsening effects on the balance of payrnents. This 

evidence corroborates the observation by Olufade (1986: 

12 - 1~) that 11 the only possibility for the balance of 
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payments deficits whatever its origin to continue· 

indefinitely is the policies of monetary authorities 

allowing domestic credit expansion, and the,problem of 

external disfquilibrium is assoclated fundamentally 

with the power ·of the national banking system to 

create money. 11 'rhe evidence so far shows that, on the 

single-instrument basis, only two instruments can 

simultaneously dampen the inflationary pressure and 

also improve the balance of payments. A decrease in 

the growth rate of private credit (GDCP) or an increase 

ih the prime lending rate, achieves the. purposes. 

However, this must be weighed against the obvious cost 

in terms of depressed economic growth. 

This evidence on the attendant conflicts in the 

pursuit of macroeconomic balane~ re-echoes the well 

known predicament of policy makers. As Neal and Shone 

( 1976: 131) note, "the interdependence · of policy · 

objectives and the limited means to obtain them is one 

of the major reasons why economists have not had 

success in macro policy-making." Indeed, not.only are 

the instrume.nts limi ted, t.t1ey do· not work in isolation 

of one another. When applied as a set of instruments, 
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the effects of some instruments may .off set th ose of 

others; resulting in the uncertainty of the final group 

effects. Th~s point is validated by the résults. For 

instance, j~dging by the impacts of the single­

instrument simulations, the expansionary policy is 

expected to be inflation accentuating while the 

contractionary policy would be inflation attenuating. 
. ' 

The opposite .results are obtained probably because of 

the offsetting effects of· the combined policy instruments. 

Furthermore, it is evident from the results that no 

combination of all the instruments has·guaranteed 

relative shortrun economic stability. Apparently 

therefore, there is a tracte-off between inflation and· 

improved balance of payments. Th:us, the naive resort to 

the so called.expansionary or contractionary policies to 

achieve even shortrun stabilization programme is 

challenged by the results of this research. 

The above discussions emphasise the fact that each 

alternative policy mix involves,· at least, an opportunity 

cost. Each combination of output arising from credit . . . 

expansfon i~ associated with a certain level of balance. 

of payments crisis and.inflationary level. Evidently 
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also, the pursuit of balance of pay~ents stability 

must entail a·certain disutility arising from the 

exacerbated ~nflationary pressure. This is currently 
• 

the case in.Nigeria under the structural adjustment 

programme. 'These observations underline the futility 

of the attempt by monetary authorities to maximize all 

the objectives of monetary policy simultaneously. One 

gets this împression that the Nigerian ·mohetary 

authority seeks,to maximize all the objectives of policy 

by r~ading. through most of i ts· .. 'Annual Mo:r;ietary Policy 

Circulars '·. It is not easy to maximize on all fronts. 

Some objectives will definitely become the necessary 

const:raints. · 

In the circumstance, the c_hallenge to policy 

makers is a choice between what can be categorïsed asan 

optimizing model and a satisficing model of monetary 

policy. Under the optimj,.zing model, the objectives 

are prioritized and relative weights assigned to them. 

The less important. objectives at the point intime are 

· sacrificed. They necessarily become the constraints in 

the·· process 'of optimizing the one or two top priori ty 

objectives. The weighting of the objectives will depend 

on· Wl'ls'ë tn1e soôiéty l"ëg~.trds às • th@ 'best • Sd'11 i 
1Jin.is 

1 
1. 
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1best goal' is,however, d~termined by the preferences 

of. the policymakers depending on their perception of 

the state of.the economy. This framework rnay require 
, .. 

the applica\i:pn of ei ther 'contractionary' or 

'expansionary:r policies. In the alternativ·e a single 

instrument may be relied upon to achieve some objectives. 

For example ,~, if shortrun stabili ty is the priori ty, 

either a decrease in the growth rate of credit (GDCP) 

or an increas'e in the prime lending rate (RP) will 

improve the.balance of payments and dampen the price 

18Vel, and vice versa. 'l'he growth of the economy and 

ernployment are sacrificed. From this model of policy, 

the growth rate of credit and, or, the lending rate 

could be relied upon for shortrun economic stability. 

The sectoral credits produce varying results, and cannot 

be relied upori. The problem with this optimizing model, 

however, is that the sacrificed objective(s) can indeed 

negate the g~ins in the other objectives in the medium 

term. 

'Ine satisf icing model, on the other hand, focuses 

on the simultaneous pursuit of all the objectives of 

policy without attempting to rriaxirnize any. This requires 
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the setting of some "social minimum standar.ds" for all 

. the objectives. The benefit of this framework is that 

i t keeps the economy on an even keel. This ,should, 

decidedly, be a preferred framework for a developing 
' economy, des~rous of laying a solid foundation for 

sustainable balanced development. The growth of income 

and employment are priority objectives, but at the same 

time, the attendant social costs resulting from deepening 

balance of payment crisis and choking· price level 

cannot be contemplated. All the objectives are taken 

account of in poliéy making. Since the pursuit of either 

a contractionary or expansionary rnonetary policy will 

entail the sacrifice of at least one policy objective, 

none of them is appropriate under this policy framework. 

Having set the minimum-tolerance-limit for all ·the 

objectives, the challenge to policy makers is the location 

of the contractionary-expansionary nexus that achieves 

these minima. 

The optimal selection of the basket of instruments 

to attain this macroeconomic balance requires much 

ingenuity. ~owever, insights gained from the simulation 

results of this research underline the fact that the 

affects of the policies will depend on which sectors are 
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primarily affected. It èan, .for example, be shown that 

whereas· a policy of decreased growth rate of private 

sector credit (GDCP) and, or an increase in the l)rtme 

lehding rate (RP) will work to reduce inflation and 

balance of p~yments crisis, it is the sectoral rationing 

of the. available creçlit that bas implications for the 

level and direction of economic growth. On the ·other 

hand, the results of the expansionary policy show that 

an increase in GDCP is not necessarily inflation 

aécentuating., The consequences maY depend on which 

sectors are affected by the expansionary èredit, and the 

other instruments that are combined with the GDCP. A 

policy that expands th~.growth rate of credit (GDCP) but 

skews.the distribution.heavily.in favour of agriculture in 

particular and·the manufacturing sector will produce 

different effects on inflation, balance of payments, 
. . 

growth and employment than an alternative .rationing that 

favours building and construction or general commerce. 

The nature·of the sectoral rationing is therefore very 

crucial. Under this framework, the us·e : of. one single 

instrument for shortrun stability will involve the 

sacrifice of the growth objectives·. Therefore, a 

combination of polioies is alwàys requiréd toi:' both 
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shortrun stabilization purposes, and long term economic 

growth. 

In concipsion therefore, it is the orientation of 

policy makerp ,that determines whether or not specific 

policy instruments are chosen singly or in combinations, 

and the nature of the combinations. If they are 

optimizers, the. weights attached to specific objectives 

determine which instruments to adopt and when. On the 

other hand, if they are satisficers, the simultaneous 

adaptation of all instruments to achieve the minimum­

tolerance limit for all objectives is required. This 

latter model tasks the dynamism expected of policy 

makers in a developing economy such as Nigeria. However, 

the predicament of the policy make·rs, whether as optimizers 

or satisficers, is worsened by the variable time lags of 

,policies. For example, the effects of present policies 

might be vitiated by the lingering effects of previous 

years' policies. This observation further demonstrates 

the unique role of an up-to-date macro model in policy 

simulations. Useful insights could be continuously 

garnered on the prévailing tendencies and trends in 

macroeconomic behaviour. 
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7.5. Interest Rate Simulation and 
Implications for Policy . 
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The multiplier resul ts of the once-and.;./or-all 

simulations of.· the interest rate· on savings deposi t 

(RS) and.the.prime lending rate (RP) are shown in Tables 

6.3 and 6.4, respectively. \vhile the effects ·of the 

increase in .·the RS are concentrated on the monetary 

variables, the increase in (RP) produces contractionary 

effects . on the economy. In practice, however, ·the rise 

or fall in one rate is not always independent of the 

movement in other rates. It is therefore necessary to 

examine the effects ~ the interaction of a simultaneous 

rise or fail in all -:t;he rates. 'I'his experiment is done 

by applying a once-and~for-all one percent increase in 

all the intèrest rate variables in 1978. The variables 

are: the prime lending rate (RP), interest rate on time 

deposits (RT), savings deposit rate (RS), the treasury 

bill rate (TBR) and the Treasury Certificate rate (TCR). 

The choice of one percent is arbitrary, because ordinarily, 

the rates do not rise at the same rate. The results are 

compared with the control·solution with 1978 as base year, 

and the absolute differences in the values of the endoge­

neous variables over time are presented in Table 7.6. 

CODESRIA
-LI

BRARY



Table 7.6. 

YEAR/ 
VARIABLE 

CH 

DD 

SD 

TD 

DCP 

vc 

ELQA 

GS 
' 

CPI 

CP 

IM 

INVP 

T 

i.. 
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Results of the Experirnental 
Interest Rate Policy 

1978 1979 1980 1981 1982 · 

0.14 0.16 0.10 0.07 0.06 

2.06 2.53 2.27 1.85 1.46 
' 124 97.84 77.19 60.9 48.05 

154.7 117 .25 88.86 67.36 51.06 

-55.47 -4.06 -0.30 -0.02 -
12.42 13 .81 11.17 8.68 6.71 

5.20 0.59 3.55 4.31 4.21 

5.61 8.75 9.44 8.82 7.61 

4.30 3.96 3.13 2.42 1.93 

-21.0 -13.3 7.50 -4~2 ·-2.30 

-29.79 -27 .61 -2.02 -0.15 -0.01 

-30.51 -28.28 -2.07 -0.15 -0.01 

-1.37 -0.69 -0.44 -0.26 -0.14 

-0.72 -0.50 -0.20 -0.1 -

1983 

0.04 

1 .13 

37 .91 

38.70 

-
5.19 

3.72 

6.41 

1.45 

-1.40 

-
-

_-0.01 

-

1984 

0.03 

o.88 

29.91 

29.33 

-
4.02 

3.13 

5.22 

1.12 

-0.70 

-
-
-
-

From the table, the effects of the shocks inc.lude: 

-

1985 

. 0.03 

· o.69 

23.60 

22.23 

-
3.10 

2.55 

4.20 

o.87 

-0.40 

-
-
-
-

·. improvement in the balance of payrnents account, contraction 

in the volume. of' private investment (INVP) .and private · 

e:onsum13tidri (CP)J hi:ghêtt prios level: and iflèreéséd 

netiontal sèVins;s. :Cr.idéêd.; thë grëatest .impacts are on. tht1 
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savings and time deposits. The effect of the shocks on 

the price level is curious. In Table 6.4, the increase 

· in the prime Lending rate (RP), produces neg.ative 

multiplier values for the consumer price index (CPI). 

The opposite .effect is observed in Table 7.6. This 

reinforces the earlier conclusion that the effects of 

policy instruments on the economy.are better studied in 

a scenario of simultaneous interaction of several of them. 

The evidence (as shown in Table 7.6), on the magnitudinal 

and dire.ctional effects of increases in interest rate 

variables helps to shed sème light on the controversy 

among economists on the appropriate interest rate policy 

in an LDC such as Nigeria. 

Most economists seem to. agree that interest. rates in 

Nigeria (especially during the study period 1970 - 85) 

were artificially kept at very low levels. Sorne researchers, 

namely Ajayi 1974, Ojo 1974, etc have attributed the 

relative insignificance of interest rate variables in 

empirical researches to this statutory determination of 

interest rates. In all the equations containing interest 

rate variables in this research, th~ rates are statistically 

insignificant except the rat~ on time deposits. The 

Central Bank of Nigeria (CBN) (1979:102) haS· articulated 
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1 

the obvious reasons for the official control of these 

rates. It observes that 

The underdeveloped nature of the financial · 
markets coupled with the relative scarcity 
of capital resources i.n the economy, are 
important factors which could make market 
determined interest rates incapable of 
producing the most desirable pattern of 
resource allocation •••• Apart from the 
desire to obtain the social optimum in 
resource allocation, the tinkering with 
interest rates in Nigeria is aimed at 
promoting orderly growth of the financial 
markets, combating inflation and lessening 
the burden of internal debt servicing on 
the government. 

Thus, one of the reasons for controlling the interest rate 

is to combat inflation. This is ·supported by the evidence 

in Table 7.6 that an ïncrease in the rates exacerbates the 

inflationary pressure. 

However, the statutory control of the interest rate 

structure, particularly at very low levels, has several 

consequences. The real interest rate has, for most years, 

been negative in Nigeria. Negative real deposit rates 

signify that in general, physical. assets earn a higher 

rate of return than do savings accounts, and negative 

real loan rates mean that it is profitable to borrow even 

when there is a very low rate of retùrn on the uses to 

which the borrowed ~unds are put. 

In addition; artifioially low interest ratés gertërate 

excess demand ~or credit, and the euthority often resorts to 
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selective allocation, and other forrns of rationing. 

One. result of official credit rationing is to encourage 

further devel'oprnent of tradi tional curb markets operating 

outside the purview of monetary authorities, with 

consequences for the allocation of resources which run 

contrary to official design. The distribution of incorne 

also deteriorates as a result of low interest policies and 

credit rationing (Galbis, 1977:70). It is also argued 

that low interest rates tend.ta distourage financial 

savings and therefore reduce the.funds available for 

lendings, so that desired investment is higher than the 

realised investrnent. 

In order to mitigate the nbove undesirable effects, 

sorne scholars have suggested the raising of interest rates 

as a panacea. Galbis (1977:70) observe,s that 11 the rise 

in ·1nterèst rates, by discouraging consurnption, would 

increase the surplus · of investible resources, the'reby 

raising the rate of capital accumulation and mi tigating· 

inflationary pressur·es. 11 The views of Lanyi and 

Saracoglu (1983:13) can be summarised as follows: 

A substantial increase in interest rates to positive levels 

in real terms, following a ·protracted period of negative 

i"àtil rateÉI, tHilfi 'bè @Xpêr:rtëtl to hli1ive1 eetn !'ill'iafl'i'ir-Un ttlnd 

longfiUn· e.f.fèots. ln thé· sho.r1·trun II an inorëasê in interest 
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rates could cause an immediate once-arid-for-all rise in 

the demànd for domestic interest bearing finapcial assets 

and an accompanying fall in the demand for inflation 

hedges. When a làrge change in interest rates are 
' 

in vol ved, thi·s reallocation of the public' s weal th may 

result in a substantial rise in. the resources available 

for investment in the shortru:n. Moreov.er, if the new 

rates are higher than those abroad, ta king expected · · 

exchange rates into account, capital inflows will take 

place and permit the government to liberalize imports, 

removing a previous barrier on investment. In the long­

run, the average rate of return on savings Will rise and 

may resul t in a continuing increase. in the ratio of 

savings to income. 

The Nigerian monetary authority appears to be strongly 

influenced by the a bove views in i ts ·current interest 

rate policy under the Structural Adjustment Programme •. 

Sorne of its expectations are corroborated by the results 

in Table 7.6. In the short run, the interest bearing 

financial assets (savings and time deposits) increase 

sharply while 1 inflation exacerbates. Under the current 

Structural Adjustment Programme (SAP), the correction of 

balànce of payments disequilib~ium is the short run 

primar1 oonoa:t't.i ot polioy, and ~srkét to~ëês sr@ hêàVily 
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relied upon as the resource allocating mechanism. 

· Consequently, the interest rate structure is deregulated 

and market forces given greater fillip. This:has led to 

tremendous inereases in the various interest rates. The 

evidence from Table 7.6 shows that whereas the balance of 

payments crisis may be corrected and savings increased, 

the accompanying level of inflation and contractionary 

effects on investment, consumption, and hence-income, are 

worrisome. Wi th only one percent inc·rease. in the rates, 

the spreàd. effects_ on some macroaggregates in the first 

year show that: consumer price index (CPI) ·increases by 

4.3; private consumption (CP) and investrnent (INVP) 

decrease by N21.0 million and NJ0.5 million, respectively; 

and imports decrease by N29.8 million. One then imagines 

the magnitudes of the effects of the escalating interest. 

rate structure. The results therefore confirm the 

unceasing complaints of thè investors, especially the 

srnall scale ones of the choking effects of high interest 

rates. Also, the current persisting inflationary 

pressure may be partly expléiined by these high rates. 

The relevant pol~cy issUe therefore is the determination 

of the appropriate tracte-off between the requirements of 

e:f'ficiancy in resout'ce allocation, co:rrecticm of bà1tance 

C>f pêynH:1.t'i'bs o:risiël, 1êtO on th@ ône hënëi, âhd. thé ôô~'tls 
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in terms of depressed income, heightened inflation and 

the need to guarantee an orderly development of the 

financial system, on the other. Furthermore, it needs 

to be shown ~hat the economic structures and institutions 

in Nigeria are now so developed that the unguarded 

competitive impulses will ilot aggravate tpe distortions 

in resource allocation. In otherwords, have the 

initial conditions that warranted the statutory control 

of these rates ce~sed to exist? Again, can market fbrces, 

unguided, produce a most desirable interest rate 

structure? Then what rates can be regarded as the 

social optimum and how will such rates be determined? 

The resolution of these questions requires much 

ingenuity on the part of policy makers. However, the 

nature of the interest rate policy will depend on the 

overall posture of the authority to monetary policy. 

That is, i t d,epends on wnether the posture is optimizing 

or satisficing. In any case, interest rates do not work 

in isolation of other instruments. Thereforè, the results 

produced by a particular interest rate policy will also 

depend on the effects of other supporting instruments. 

The evidence from this research, however, suggests 

that relianoè on a markèt de-cert11ir1èd ihterést t1etë 
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· structure is questionable. A dynamic tinkering with. the 
~. 

rates may ~till be required. It is not easy to go1into 

the details of the nature of this dynamic structure. 

However, ins).ghts gained f.rom this research help to 

sugge~t some·gtiidelines as a general framework, thus: 

(i) The Central Bank of Nigeria (CBN) should continue 

to regulate. the determination of the interest 

rate structure. Its continued intervention in 

the exchang~ rate market is an indication tbat 

the market forces are less than efficient. 

The rates should be reviewed, perhaps quarterly, 

to reflect the inflationary and other economic 

circurnstances. It has been shown that higher 

interest rates cause inflation. Therefore, 

whereas it will be reasonable for the rates 

to move in the ·same direction with the rate of 

inflation, the quest for real interest rates 

may be counter-productive. 

(ii) The Central Bank should concentrate on fixing the 

minimum deposit rates and the maximum lending 

rates. The minimum rediscount rate cannot be 

wholly relied upon to give sufficient signals 

as tb the ctosirad trahdi Q~ limit~- Ai10. the 
~hméin1 out at the saatorél ints~ést rmt~s i~ 
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supported. First, empirical studies (see, Igben 

1981 : 387 for instance) have shown. · that the 

sectors are not significantly constra'ined by 

variations in the interest rates in their demand 

for credit. This is also consistent with the 

assumptions of our theoretical framework. It 

does not however mean that the interest rate 

insensitivity tends to infinity •. There ·may be. 

a certain limit within which sectors become 

interest sensitive. Secondly, it appears very 

difficult and costly for the Central Bank to 

monitor the adherence of banks to the prescribed 

sectoral interest rates. Customers often 

complain of being charged rates higher than the 

sectoral prescriptions. Also, this framework will 

now encourage some competition among banks within 

the fixed interest rates range. However, the· 

range should be reasonable to allow the banks 

enough room to manoeuvre. 

(111) The Central Bank should therefore, concentrate 

on sectoral allocation of credit as the only 

technique of rationing. The percentage of credit· 

all.ôcuat.ion to èach sé!)tor and sub•sèotoi- 1:1h0Ul.d · 

be oleerly d.et.1.nèd, and str.:l.otër" peïialties meted 

for non-èompliance. 
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(iv) The monetary authori ties could devise other. 

incentives to encourage investments in the 

preferr~d sectors. The Nigerian Industrî.al 
. . 

Developmerit Bank (NIDB), and the Nigerian . . 

Agricultu~al arid Co-operative Bank ·(NACB) may be 

encouraged to grant, say, three.years of grace on 

all projects wi~ long term gestation period. 

The agricultural credit guàrantee scheme shoÙld 

be intensified as an official policy. Besides, 

the agricultural and manufacturing sectors could 

be favoured in other ways such as the rationing · 

of foreign exchange; subsidizing of inputs; 

preferential tariff and tax .policies, etc. 

7.6. Proposal for the Reform of the Relationship 
Between the Monetary and Budgetary Authorities 

In this study, thecredit to the government. sector 

has been treated as an exogeneous variable. This is 

because its size.is determined ·by the decisionof the 

treasury. The review of the financial system in chapter 

two provides·some insights about the size of this credit, 

and other.sources of money supply oùtside the control of 

the monetary authority. The institutional setting is 

.worrisome· because it is a potential source of monetary 

· r,àl.ll.ay 1r1e:ttect1vetu!iS i 
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Indeed, the dominance of the government sector as 

a participant in the !inancial system is overwhelming. 

As Philips (1989:7) observes · 1 it is not generally 

appreciated that government is, among other things, a ' . - . 

financial institution. In fact, it is the largest 

!inancial institution in the financial system, with a 

current annuel turnover of about N50 billion." The 

commercial banks, historically, accôunt for only a small 

proportion of new money creation in the l~ss developed 

countries with a dominant public .sector. In Nigeria, 

this proportion averaged 15.2% bètween· 1970 - 1982 · 

(Okah, 1985:24). In fact, an examination of the Central 

Bank 1s .Annual Reports shows that for the 1970 - 1988 

period, the private sector component of total domestic 

credit has averaged below 50 percent. This implies that 

even if the Central Bank achieves one hundred percent 

success along the 'direct control' of private sector 

credit, the total money stock is still far from being 

controlled. The predicament faced by the Central -Bank 

in the circumstance is captured by Okah's .(1985:23) 

observations that: 

Given a monocultural export~oriented 
economic base in which export earnings· 
accrue in the first place to the govern• 
ment, and :ln the absence ot a toreign. 
exchange sterilization policy, fiscal 
factors will_become very important in 
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determining the intensity and character 
of.monetary movements. Suppose, in 
addition, that the public ·sector deficit 
is large and. growing, and that such. 
deficit is financed mainly by the . 
creation of new money: suppose also, 
that.there are constitutional provisions 
for sharing all financial accruals in any 
fiscal ·year to the various levels · ·of · . . 
government in a federal structure, each 
armed with stàtutory powers to spend 
irrespective of monetary implications; 
then a Central bank charged with the 
responsibility of maintaining monetary 
stability ih such a system ·is faced with 
an uphill task. In fact, it may., in 
practice, do little more than document 
activities of the government and record .. 
the resulting changes in monetary aggregates. 
That is very·different from controlling·the 
stock of money! · In such a special case,· 
controlling money supply tantamounts to 
controlling government behaviour i tselt'. , 
No central bank is known to-be ·doing that in 
·1ess developed countri:es. - ·· 

Furthermore, Teriba'(1976:8) notes·that tlthe·primary 

determinant·o:r the· extent to which government.has 

!inam.ced·its expenditures by loans:rrom !inancial 

institutions and the g·eneral public has been the govem­

ment budget over whichthe central bank has no control. 11 

There.tore, if monetary .policy is to be effective,-
. ' 

these circumstances need not be so. This explains why 

Philips (1989:7) .further argues that, 

As the largest financial institution in 
the system• J.t i·s 1nev1t1ble .· that it wtll 
ottett bà 01. i.t hia1 flêCêtitly bœtn; 'bllü •. 
mejo~ aoutci ot ~~obl@ms ih tnt tinanoia1 
ayaieem. fhel"e:tore, tny major attempt to· 

\ . \ 
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sanitize the system which. does not eover 
·the government sector is unlikely to. be 
significantly effective. . · 

The working relationship between the fiscal,:authority 

and the monetary authority therefore needs to be 
• 

re-examined.· Currently, the CBN·is autonomous of the 

Ministry of Finance. It reports directly to the office 

of the President, and this apparently enhances the 

speed and efficiericy of its operations. However, thé 

· . budgetary decisions of the ministry o~ finance affect 

and often.vitiate the. monetary policies of the CBN. 

The problèm then, is how to harmonize the budgetary and 

monetary decisions of government.. One option is to 

statutorily assign the control of government•s budgetary 

policy to the CBN. The Central Bank often has in mind 

the desired level of money supply that satisfies·a set 

of macroeconomic objectives. Its control over the 

government budget will ensure that government finances 

.become much more effectively monitored, controlled and 

managed to ensure consistency with overall economic 

policy. The recent order to all government parastatals 
. ' - . . 

to.withdraw their accounts from the commercial banks 
' ' 

and deposit same witll the Central Bank gives it a partial. 

cont~ol over government finances, 'l'ne other ôptton ta 
• L. ·, 

to enllJW'ê â àY,àtèrn in· whiob thè t.ï'ê1U1Ut1y · ttnd thG Ctïntra1 
,. ,' 'i 1 
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Bank agree on all budgetary matters of .the government, 

especially the borrowing decisions. These suggestions 

reflect the 'peculiar 'unconventional' circumstances of 

an underdev~loped economy. 
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SUMMARY AND CONCLUSION 

248 

The stu~y has. been concerned with·an empirical 
i .. , 

investigation of the workings of monetary policy in 

Nigeria. This was motivated by the current pivotal 

role assigned to monetary policy in the economic 

transformation of Nigeria, and the unique roles of a 

macroeconometric model in macroeconomic analysis and 

forecasting. The absence of such an' operational model 

within which detailed monetary analysis and forecasts 

can be carried out warranted the study. 

A general background information on the nature.and 

'character of the financial institutions, and monetary 

policy in Nigeria were provided in chapter two. Even 

though the financial system is relatively underdeveloped, 

it was shown to have recorded an impressive growth 

pattern and contributed significantly to the process of 

economic growth. Most of the conventional instruments 

of monetary policy do not work, and the selective 

variant of credit control was' shown to be the most 

popular instrument of monetary policy. Generally, 

monetary policy in Nigeria is dynamic, responding to the 

economio cirëumètaneés èé thè nèeds arisé, rurthermorè, · 
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a review of the earlier macroeconometric models showed 

that ·none of the solved and operationàl models has an 

elaborately ~pecified monetary sector. This research 

was therefore;. undertaken to try to correct this. ln 
. .. ~ . . . 

chapter four, the theoretical framework for the research 

was discussed. A review of the theoretical literature 

on the role and transmission process of money in the· 

economy revealed the inappro_priateness of the dominant 

theories for Nigeria. '.lne need to provide a consistent 

framework for the research led to the development of the 

relev_ant •Structuralist-Develo:Pmental' model. This 

framework guided the mod.el's specification and evaluation. 

The macroeconometric-simulation technique was 

presented. as the appropriate methodology in chapter 

five. A medium sized model, made up of severi sectors 

was specified. The sectors were the supply, monetary, 

consumption, Investment, Prices, Government, and the 

External sectors. In all, the model consisted of 62 

equations, 36 of which were stochastic. It had ·· also 69 

predetermined variables, 38 of which were exogeneous 

variables and 31 were lagged endogeneous variables. The 

model therefore bad dynamic features. The equations 

wei-e •_st_im~ted. us1ng the Ottd.inary, Leest Squsrés èstimating 
technique. The presentation and évaluation or the 
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regression results were the concern of chapter six. 

The model was then simulated and its dynamic properties 

tested. The tests based on the model's tracking ability, 

sensitivity and the dynamic multiplier tests showed that' . . 

it was stable enough to be relied upon for policy 

experiments and forecasts. This finding validated 

the first working hypothesis of the research. 

In chapter seven, the implications of the various 

simulation experiments were discussed. The magnitude, 

direction and ~pr~ad effects over time of the various 

policy instruments were shown to be diverse. The nature 

of the impacts of certain instruments on income was 

uncertain, whereas the sectoral credits produced the 

most certain and powerful effects on income. However, 

the effects of the sectoral credits on income were often 

concentrated on the specific sectors. Furthermore, the 

results showed that the impacts of the different 

sectoral credits on selected endogeneous variables were very 

diverse. These results provided basis to question the 

government policies of financial de-regulation, 

particularly as it concerned the aggregation of 

1heterogeneous' sectors for the purposes of credit 

rationing. In an underdeveloped economy such as Nigeria, 

thô èttèinment of bâlênced dêvêlopm@nt would ~équi~ê 
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sector-specifiè policies. Therefore the. results validated 

the basic postulation of the theoretica1· framework of.the 

research that an optimal, sectorally homogeneous 

partitioning"of the economy and allocating required 

amounts of credit to them is the most effective framework 

for monetary policy in an LOC, such as Nigeria. 

The evidence on the monetary transmission process 

showed that the credit availability channel, depending on 

which sectors were affected by the rationing decisions of 

the lenders, gave a better explanation of the monetary 

transmission process than either the Keynesian or the 

monetarist framework. This supported the third working 

hypothesis of the research. Furthermore, the results 

provided a basis for ordering.the intermediate targets of 

monetary policy. Lt was shown that the magnitude and 

sectoral distribution of bank credit should be the main 

target of policy, while the interest rate should be the 

secondary target. 

The results of the spread effects of the various 

policy instruments showed that monetary policy i~pacted 
·, . 

powerfully on the economy, but over a variable time lag • 
. . ~ . ..... . . ,. 

·,.:The implications of this for the designing and timing of 

policy actions were highlighteci, The evidence there:f'ore 
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challenged policy makers to be mindful of the distribu­

tional effects of poli_cies over time. 

Furthermore, the results of the contractionary 

and expansiqnar:y policy experiments illuminated the 

dilemma faced by the policy makers in the ·choice.of a 

set o.f instruments to achieve stated objectives. The 

futility of the attempt to maxio:iize all the objectives. 

o.f policy simultaneously was demonstrated. The 

maximizing posture to policy would de.fini tely enta.il the 

sacrifice. o.f one or more o.f the objectives of economic 

policy. The sacrificed objectives might turn out to 

vitiate the benefits of the other objectives. The 

satis.ficing model was suggested as the relevant model 

for Nigeria. It .focuses on the simultaneous pursuit of 

all the objectives of policy without attempting to 

maximize any. This requires .the· setting of. 'social}" 

minimum standards' for all the objectives. Its major 

bene.fit is that it helps to keep the economy on an even 

keel, and ensures balanced èievelopment. The implications 

of these conclusions on the choice o.f policy instruments 

for shortrun' stabilization and long run economic 

development were di~cussed •. 
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The results also provided interesting insights into 

the nature and ~mpacts of int·erest rates. The 

implications .of the results were fully discussed and a 
.··, . 

framework fpr an improved interest rate policy was 

suggested. ·Finally, a proposal was 'made :for the reform 
.. ~ •··· ... ' 

o:f the work_ing relationship .between the monetary and the 

fiscal·authorities. - This was because of the vitiating· 

effects of the operations of the fiscal authorities on 

the effecti veness of mone.tarY polie y._ 

Limitations of the Study and lm Agenda for 
FÛrther Research 

This research, expected.J.y, has some limitations. 
'-·-:· .·-· .. 

The discussion of the empirical results will therefore 
' ... 

not be_complete without enumerating the failures. This 

important philosophy by Evans (1969:15) is quoted by 

Ajayi (1978:64) thus: · 

In presenting these results, I have 
adopted the philosophy that the 
cataloguing ·of failure is almost as 
important as the description of final 
success. (•success', of course, is a 
relative term). From the point of view 
of economic science it is important to 
present this work in as complete· and 
rep~oducible a fashion as possible, 
however galling that record may be. 
One of the most valuable products of the 
exercise may then become · th_e information 
it yields on unfruitful approaohe~ - othe~ 
r1atarehors omn thu~_avota th1s1 ~11nd 
a!Lleys ,_ Sa'ètêr s,çill, they mey sèe :U.ght 
whère I saw only dark:nsss and disoov@~ 
thet it was the presenter who was blind. 
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Guided by this philosophy, it is believed that 

· the cataloguing of failures in this casè provides 

a re~earch · programme for future researches~ 

A simulation model is nota sacrosanct tool 

in the hands ~f policy makers. It is not expected 

to give an exact description of reality. A model,. 

after all, is an abstraction from· reality. In 

the case of an economy, it merely indicates the 

broad spectrum of some trends and tertdencies. The 

simulation results, especially the multiplier 

·results of this researèh, should therefore be 

interpreted cautioùsly. 

The only true test of a model is its 

approximation to reality. · Reality in itself 

is an ever changing phenomenon. That is why model 

building is never a ·once-and-for-all affair. The 

model has to be continuously revised in the 

light of the ever changing circumstance, and as a 

reflection of new insights gained into the operational 

dynamics of the economy. In the light of this, the 

following issues are raised as probable items for 

the modification and extension of the model. 
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First, the assumption that sectoral credits 

are exogeneously deter~ined is tenuous. This credit 

availability argument implicitly assumes tbat the 

volume of ,sectoral credi ts are not significantly 

constrained· · by the demand and supply factors. The 

extent of the constraining influence of the demand 

and supply factors needs to be constantly verified. 

There.fore, i t is suggested that an extension of the 

model by endogenizing sectoral credits will be a 

worthwhile exercise. 

Secondly, the model appears to be too 

aggregative. Indeed, the partitioning of the 

economy into nine water-tight sectors is far less 

than optimal. The, model merely demonstrates the 
. . 

niceties of grèater disaggregation in macro 

modell~ng and economic analysis. It is to be 

expected, for instance, that the agricultural sector 

can further be disaggregated into the forestry, livestock, 

food, cash crops, or even break the cash crops into major 

components - cocoa, rubber, etc. The manufacturing 
' 

sector is also an amorphous collection. There are 
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differences between the small, medium and large scale 

industries;•between food processing and machinery or 

drug manufactures, etc. The same argument goes for 

modelling capital formation, exports, etc. 

Furthermore, the concentration of the monetary 

relationships on the commercial bailking activities needs 

a review. The major justification for this concentration 

stems from the dominant role of the commercial banks in 

the financiàl system. For all practical purposes, 

commercial banking system is the banking system (Ojo, 1984). 

Of all the financial.institutions, commercial banks 

are the most significant intermediaries measured in terms 

of assets. Between 1970 and 1985, for example, the total 

assets of the commercial banks represented about 60% of 

the total assets of the financial system, and over 85% 

o~ the banking system. It is therefore expected that the 

results obtained from the study will approximate the 

situation in the monetary sector. However, in the light 

of recent developments in the monetary sector, future 

modelling efforts may take cognisance of the following: 

(a.) the growing importance of other financial intèr­

medieriee espeoially thé mé~ohsnt hâ~ksa nnd 
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(b) the government sector as the dominant participant 

in the financial system. Furthermore, in the light of 

recent dèvelopments in the foreign exchange market, 

efforts sh~uld be made to incorporate its equation into 

the model. · During the study period, (1970 - 1985) its 

values were statutorily determined. 

In addition, the assumption that the.stock of money 

is demand determined is for convenience. Re.cent 

developments iri m·onetarY economics point out that. the 

stock of money is the resuït of the interaction of the 

demand and supply of money. It will therefore be 

interesting to investigate the equilibrating or 

disequilibrating process in the determination of money 

stock. This is an item for further research. 

\ 
\ 
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APPENDIX I 

LIST OF VARIABLES 

Actual Growth rate of Domestic Credit to the 

private sector. 

Commercial bank credit to the Agricul~ural 

sector. 

CBC Commercial bank credit to the Building and 

Construction sector. 

CG Comme'rcial bank credit to the Government 

sector. 

CGC Commercial bank credit to the General 

Commerc~ sector. 

CH Currency in circulation outside the banks. 

CM Commercial bank credit to the manufacturing 

sector. 

CMQ Commercial bank credit to the Mining and 

Quarying sector. 

CO Commercial bank c·redit to the other sectors. 

CONS Total consumption expenditures 

CP Private consumption expenditure. 

CP! Consumer Price Index. 

CTC Commercial bank credi t to the .Transport and 

Communication sector. 
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CU Commercial bank credi t to the Utili t.ies 

sector. 

D Total Deposit liabilities of Commercial banks. 

·DD Dèmand ·deposits. 

DCG Total Commercial bank credit to the federal 

government. 

DCP Total Commercial· ·bank credit to the private 

sector. 

DCP2 

DP 

·DT 

.ELQA 

FDB 

Change in total commercial bank credit to 

the private sector. 

Demand pressure or supply gap 

·Direct Taxes 

Excess Liquid Assets of Commercial banks 

Medium and long term federal government 

external debt. 

FDB2 Change in federal government medium and long 

term external debt. 

FRSV Nigeria's Foreign Reserves 

GA Federal Government Capital expenditure on the 

Agricultural sector 
\ 

GBC Federal Government Capital expenditure on 

the Building and Construction sector. 

~Ctâl Fédê~âl âOVêrrtmê~t ca,1~11 éXPêflditUrê 
laggêd.onë pèriQda 

\ 
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GCON 

GCR · 

GDCP 

GGC 
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Government Consumption expenditures. 

Federal Government capital Reserves 
' Statutorily prescribed Growth Rate of Commercial 

bank credit ta the private sector.· 
Federal Governmerit capital. expendi ture!. on 

the General Commerce sector. 

GG Federal Government· capital expentj.iture on 

the Government sector. 

GM Federal Government capital expenditure on 

. GM2 

the manufacturing sector 

Growth Rate of the broader definition of 

money (M2). 

GMQ Federal Government capital expenditure on 

· the .~ining and Quarying sector. 

GS . Government Securi ties held by the Commercial 

bank. 

GTC Federal Government capital expenditure on the 

Transport and Communication sector.' 

GO Federal Governinent capital expenditure on the 

other sectors. 

GR Total Federal Government Revenue 

GU F·ederal Government capital expendi ture on 

the Utilities sector. 

1 
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IDT Indirect Taxes 

IM Total imports 

IMP R~tio of import price index to price index 

o;f GDP 

IMPX 

INVG 

INVP 

M1 

Import price index 

Total Government investment expenditures 

Total private sector investment expenditure 

Narrow definition of money supply, that is, 

the sum of currency and demand deposits. 

M2 Broader definition of money supply to include 

time and savings deposits. 

PA Price deflator for the Agricultural sector 

PBC Price deflator for the Building and 

Construction sector. 

PEX Ratio of export price index, to GDP price 

index, as a measure of relative price .• 

PG Price deflator for the Government sector 

PGC 

PM 

PMQ 

PO 

Price deflator 

Sector 

Price deflator 
' Price deflator 

sector. 

PfiiOë deflator 

for 

for 

for 

for 

the General Commerce 

the manufacturing sector. 

the Mining and Quarying 

the Othêt' seotors 
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PTC Price deflator for the Transport and 

Communication sector. 

PU 

QP 

RLA 

RP 

RS 

RT 

SD 

TER 

TCR 

T 

TD 

TINV 

TLA 

vc 

X 

xo 

XP 

Price deflator for the Utilities sector 

Qu.aritity of crude petroleum produced in 

millions of barreis 

Required Liquid Assets of the commerci'al banks 

Prime Lending rate 

Savings Deposit rate 

Time Deposit rate 

Savings Deposits with the Commercial banks 

·Trea sury Bill Rate 

Treasury Certificate Rate 

Total Taxes 

Time Deposits with the Commercial banks 

Total investment èxpenditures 

· Total Liquid As sets held by Commercial banks. 

Total Vault Cash held by Commercial banks. 

Total exports. 

Export of other sectors apart from the 

petroleum sector. 

Value of Petroleum export in millions of 

naira. 

XPP Unit export priioe of pëtrolëum (M peri bart-el) •· 
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y Gross Domestiè Product (GDP) (Nominal). 

Y2 Change in GDP 

YA Output of the Agricultural sector 

YA2 Change in output of the Agricultural sector . . 

YBC .output o.f the Building and Construction 

sector. 

YBC2 Change in the Output of the Building and. 

Construction sector 

YD Disposable income 

YGC 

.YGC2 

output of the General Commerce Sector. 

Change in the Output of the General 

Commerce Sector 

YG Output of the Government sector 

YG2 Change in the Output of the Government. 

YM Output of the manufacturing sector 

YM2 Change in the output of the manufacturing 

sector 

YMQ Output of the Mining and Quarying sector. 

YMQ2 Change in the Output of the Mining and 

Quarying sector. 

YO Output o.f the Other sectors. 

Y02 Change in· the output of the other sectors. 
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YOTH Gross Domestic output of other sectors 

apart from the ·petroleum sector. 

YTC 1 Output of the Transport and Communication 

.sector. 

YTC2 ·change in the output of the Transport and 

communication sector. 

YU Output of the Utilities sector. 

YU2 Change in the output of the Utilities 

sector. 

YUSEEC 

z 

Average per capita income of USA and the 

EEC countries as a proxy for external 

demand. 

Proxy for degree. of monetization, defined 

as the ratio of demand deposits to money 

stock (M1}. 
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VARIABLE 

CH 
DD 
SD 
TD 
DCP 
vc 
ELQA 
GS 
YA 
YM 
YMQ 
YBC 
YTC 
YGC 
YG 
YU 

YO 
CP 
GCON 
INVP 
INVG 
DT 
!DT 
IM 
XP 
xo 
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APPENDIX II 

SIMULATION STATISTICS 

THEIL'S BIAS VARIANCE 
IlJÉQUALITY PROPORTION PROPORTION 

0.1697 0.0165 0.1432 
0.1012 0.0149 0.0451 
0.1872 0.0304 0.0492 . 
0.1385 0.1991 ·0.2276 
0.1006 0.0609 0.1256 
0.1805 0.1079 0.1712 
0.1575 0.0325 0.0312 
0.1621 0.0247 ·0.0549 
0.0940 0.0069 0.0296 
0.0861 0.0025 0.0411 
0.1317. 0.0112 0.1017 
0.0988 0.0079 0.0753 
0.1144 0.1454 0.1322 
0.1770 0.0177 0.0522 
0.1759 0.2963 0.0006 
0.1327 0.0034 0.0475 
0.0772 0.0001 0.0188' 
0.0492 0.0517 0.0017 
0.1019 0.2359 0.0991 
0.3062 0.1181 0.0368 

. 0.1397 0.2192 0.0998 
0.1327 0.0071 0.1362 
0.1244 0.0088 0..0204 
0.2635 0.0084 0.1521 
0.011,0 0.1365 à.0000 
0.2501 0.001s o.21ô2 

COVERIANCE 
PROPORTION 

0.8403 
0.9400 
0.9204 
0.5733 
0.8135 
0.6409 
0.9363 
0.9204 . 

0~9635 
0.9564 
0.8871. 

0.9168 
. 0.7224 

0.9301 
0.7031 
0.9491 
0.9811 
0.9466 
o.6650 
0.8451 
0.6810 
o.8567 
0.9707 
0.8395 
o.8ô3S 
0.7823 
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APPENDIX II (CONT'D) 

!,, 

VARIABLE. THEI;L'S BIAS VARIANCE COVERIANCE 
INEQUALITY PROPORTION PROPORTION PROPORTION 

PA . 0.1537 0.2614 0.1237 0.6149 
PM 0.0,520 0.0217 0.1485 ' 0.8198 
PMQ 0.1242 0.1309 0.2678 0.6013 
PBC 0.1449 0 .. 0712 0.1006 0.8282 
PTC 0.0528 0.2706 0.0193 .Q.7101 
PGC 0.0325 0.2077 0.2743 0.5179 
PG 0.0453 0.1896 0.0322 0.;7782 
PU · 0.0995 0.0141 0.1406 b.8453 
PO 0.0880 0.0134 0.1030 . 0.8836 
CP! 0.0680 0.0120 0.2097 0.7782 
RLA 0.0251 0.0074 0.0199 0.9727 
Mt 0.2023 0.1701 0.0153 0.8146 
M2 0.0953 0.0814 0.1028 0.8158 
D 0.0677 0.0002 0.1715 0.8282 
TLA 0.0884 0.0038 0.2644 0.7317 
AGDCP 0.1128 0.0650 . 0.6164 0.3186 
GM2 0.2341 0.5177 0.1005 0.3818 
DCP2 0 .. 0619 0.0472 0.1898 0.7630 
z 0.1159 0.1072 0.0491 0.8437 
y 0.0849 0.0016 0.1365 0.861 
Y2 0.0533 0.0216 0.1165 0.8619 
YA2 0.0842 0.0046 0.0579 0.9375 
YM2 0.0769 0.0053 0.0276 0.9671 
YMQ2 0.0436 0.0107 0.179.$ o.ao9a 
YBOà 0.100a 0.089.3 0.012s o.s9a2 
YTC2 0,2155 0.172,S . 0.113 0.7162 
YGC2 0.0917 0.0276 0.0147 0.9577 

... 
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APPENDIX II ( CONT' D) . 

VARIABLE THEIL'S BIAS VARIANCE COVERIANCE 
I<NEQUALITY PROPORTION PROPORTION PROPORTION 

' 
YG2 0.1938 0.2001 0.0081 0.7918 
YU2 ·0.0603 0.0447 0.0216 0.9337 
Y02 0.1221 0.0039 0.0141 0.9820 
CONS 0.1297 . 0.1048 0.0917. 0.803.5 
YD 0.0.5.53 0.0029 0.010.5 0.9866 
TINV 0.2262 0.2701 0.1389 0 • .5910 
T 0.0846 0.0138 0.0733 0.9129 · 
X 0.2263 0.1.511 0.1103 0.7386 
DP 0.1:128 0.0209 0.0007 0.9784 
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VARIABLE 

CH 
DD 

SD 
TD 
DCP 
vc 
ELQA 
GS 
YA 
YM 

YMQ 

YBC 
YTC 
YGC 
YG 
YU 

YO 
CP 
GCON 
INVP 
INVG 
DT 
!DT 
IM 
XP 

APPENDIX III 

SENSITIVITY RESULTS 

INEQUALITY 
I' 

INEQUALITY 
.,ÇOEFFICIENT COEFFICIENT 
1970 - 1985 1975 - 1985 

0.1697 0.1710 
0.1012 0.1003 
0.1872 0.1944 
0.1385 0.1367 
0.1006 0.1053 
0.1-805 0.1794 
0.1575 0.1553 
0.1621 0.1534 

.0.0940 0.0891 
0.086-1 0.0855 
0.1317 0.1377 
0.0988 0.0996 
0.1144 0.1120 
0.1770 0.1753 
0.1759 0.1879 
0.1327 0.1324 
0.0772 0.0781 
o·.l)492 0.0491 
0.1019 0.0949 
0.3062 0.2954 

'. 0.1397 0~1497 
0.13~7 0.1311 
0.1244' 0.1288 

·0.2635 0.2$.30 
~-07.$0 0.720 

283 

! 

% Difference 

-4.30 
o.88 

-3.84 
1.29 

-4.67 
0.61 
1.39 
5.36 
4.36 

-0.69 
-4.50. 
-0.81 
2.09 
0.96 

-6.82 
0.23 

-1 .16 
0.20 
6.86 
3.53 

-7 .15 
1.20 

-3.53 
3.98 
4.00 
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VARIABLE 

xo 
PA 
PM 
PMQ 
PBC 
PTC 
PGC 
PG 
PU 

PO 
CPI 

RLA 

M1 

M2 

D 

TLA 
.AGDCP 

GM2 

DCP2 
z 
y 

Y2 
YA2 
YM2 
YMQ2 
YBC2 
YTC2 

• 

APPENDIX III (CONT'D) 

INEQUALITY 
COEFFICIENT 
1970 - 1985 

·0.2501 
0.1537 
0.0520 
0.1242 
0.1449' 
0.0528 
0.0325 
0.0453 . 
0.0995 
0.0880 
0.0680 
0.0251 
0.2033 
0.0953 
0.0677 
0.0994 
0.1128 
0.2341 
0.0619 
0.115Q 
0.0849 

' 0.0533 
0.0842 
0.0769 
0.0436 
0.1008 

0.2155 

INEQUALITY . 
COEFFICIENT 
1975 - 1985 

0.2626 
·0.1634 
0.0515 
0.1118 
0.1421 
0.0566 
0.0266 
0.0458 
0.0986 
0.0872 
0.0686 
0.0242 
0.1933 
0.0988 
0.0671 
0.0901 
0.0817 
0.3275 
0.0638 
0.1110 
0.0841 
0.0553 
0.0802 
0.0766 
0.042s 
0.0994 
0.2256 

284 

i t 

%' DIFFERENCE 

-4-99 
. -6.31 

0.96 ... 
9.98 
2.00 

-7.19 
18.15 
-1.10 
0.90 
0.91 

-0.88 
3.58 
4.90 

-3.67 
1.03 
9.45 

27.57 
.. 39.69 
-3.06 
4.27 
0.94 

-3.75 
4.70 
0.30 
2.00 
1 • .38 

-4.68 
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APPENDIX III (CONT'D) 

VARIABLE ~INEQUALITY INEQUALITY % DIFFERENCE 
, COEFFICIENT COEFFICIENT '' 
·1970 - 1985 · 1975 - 1985 ' 

YGC2 .0.0917 0.0898 2.07 
YG2 0.1938 0.1845 4.79 ' 

YU2 0.0603 0.0616 , -2.15 
Y02 0.1221 0.1214 0.57 
CONS 0.1297' 0.1276 1.62 
YD 0.0553 0.0545 1.44 
TINV 0.2262 0.2544 -12.46 
T 0.0846 0.0838 0.90 
X 0.2263 0.2160 4.50 
DP · . 0.1128 0.1166 -3.30 
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