1.0 INTRODUCTION

1.1 GENERAL BACKGROUND

In any nation, there are bascdly four objectives of gods or macro economic
policy: high levd of employment, a reasonably stable price leve, rapid economic
growth, and maintenance of equilibrium in the international baance of payments.
The last objective (baance of payments dability) is very crucid since the basc
condition of the world community is one of mutua interdependence. Again, there
is not a country in the world that does not rey to some degree, for its nationd
well being on internationd trade and payments. This truth carries particular force
for most developing countries, whose trade and payment magnitudes are
paticularly large in reation to domestic economic activity (killick 1981: 187).
Mogt of these countries run large deficits and ther international indebtedness
continues to grow. The management of badance of payments is thus of great
importance to the economic progress of such countries and Nigeriain particular.

For severd years, Nigeria has been pursuing a drategy amed at re-esablishing
internationa credit-worthiness and to achieve this god, she has been seeking to
narrow her baance of payments deficits on current account. But having such
internationad  payments equilibrium or deficits reduction is not an easy task.
However there has been ways of achieving it, as offered by the traditiond theories
or gpproaches of baance of payments adjustment mechanism. More recently, a
new theory (monetary approach) has developed and it emphasizes the agpplication
of monetary andyss to the internationd balance of payments problem. This new
theory needs empirical investigation, and that is the mgjor concern of this study.

1.2 STATEMENT OF PROBLEM

Conventiondly, the theory of baanceof-payments adjustment mechanism is
viewed as a successon of agpproaches the Hume's price specie flow mechanism,
the eadicity’s approach, the Keynesan Multiplier or income approach, the
absorption approach and the policy approach that stresses internal and externd
baance. However a new approach, which centers on the idea tha the balance of
payments is essentiadly a Monetary Phenomenon has developed in recent years. It
is the monetary approach to the theory of baance-of-payments adjustment
mechanism. The essence of the approach or theory is a congstent insstence that
the baance of payments is a ‘monetary and not a red phenomenon’ as postulated
by the conventional theories. While the traditional theories maintain that baance



of payment disequilibria are permanent, the mgor point of departure of the new
goproach is the recognition of the fact that a country in baance of payment deficit
(surplus) would ceteris paribus, experience a change in its money stock. The
amplicity of the approach gives it the research efficiency award and therefore
deserves a reasonably thorough exposition and verification, in order to ascertan
itsvaidity or relidhility.

It is in view of this that we want to invedigae the rdationship between the
Nigerian balance of payments and domestic credit expanson; and to ascertain the
importance of domegtic credit expandon reative to red varidbles such as
Government expenditure and Gross Domedtic product in determining balance on
current accounts outcome.  The invedtigation is an attempt to examine the extent
to which the new theory or gpproach, explains the observed behavior of Nigeria's
balance of payments.

1.3IMPORTANCE OF STUDY

The generd relevance of the study lies in its attempt towards the understanding of
the reationship between monetary policy and baance of payments problems. In
paticular, by usng Nigeria as an empirical evidence, the research will provide
quantitative information which will enable us know and when to use moneary
policy to correct badance of payments problems. If a dgnificant negative
relationship is edablished between bdance of payment and domestic credit
expangon, the implication for monelary management will be that the
manipulaion of domedtic credit by the monetary inditutions or authorities will
enhance baance of payments viability ovetime especidly a this criticd moment
of the nations economic circumgtances. On the other hand, if no Sgnificant
negative redationship is edablished, it follows that the Nigerian monetary and
fiscd authorities should give grester priority to other policy instruments or
measures to achieve balance of payments stability.

A further judification for the sudy is the benefit of applying the monetary
goproach to the theory of baance of payments adjustment mechanism; which like
many other apparently revolutionary andytica tools and gpproaches, will be
added to economists kits and increase the stock of knowledge in economics.

Findly, it is dso hoped that this sudy will serve as one of the sudies or research
work amed a verificatiion or refutation of baance of payments theories since any
theory, regardless of its elegance in expostion or its sound logica consstency,
cannot be established and generdly accepted without some empirica testing.

1.4 SCOPE AND LIMITATIONS OF STUDY

This study is a sudy of a developing country, Nigeria. The choice is made out of
the researcher’s interest given the nations economic circumstances. The period



covered by the research is twenty-four years period, 1963 — 1986. The
avalability of uniform daa on the rdevat vaidbles informed our choice. The
study does not consider dl the components of baance of payments such as overal
balance, the basic baance and reserve changes. Also, it excludes such monetary
and red variables as exchange rate, interest rate, foreign price, and domestic price
index.

1.5 ORGANIZATION OF WORK

For a systematic and scientific approach, this research paper is divided into five
chapters, which are further subdivided into sections. The introductory section
presents the generd introduction; the statement of problem; the importance of
sudy; scope and limitations of study; and organization of work, as shown in
chapter one. In section two, the relevant Literature is reviewed and the working
hypotheses stated. The methodology of the research is presented in section Three.
Section four concentrates on the presentation and andysis of regresson results.
The policy implications of such andyds or results are dso identified.  Section
Five concludes the research.



20LITERATURE REVIEW AND STATEMENT OF HYPOTHESES

21 THEORETICAL LITERATURE

From the earliest times, trade has involved discrepancies in values exchanged,
setled in credit or money, and these discrepancies conditute the origin of the
concept of “baance of payments’ (Munddl, 1972:1). The term itsdf entered the
English Economic ‘Literature during the Mercantilis period, eventudly replacing
“over plus’, “remayne’, “overvaue’, “badance of accounts’, “baance of
remittance”, and “grand badance of payments’ (Viner, 1937:13-14). In its origind
usage, a ‘bdance of payments meant an excess of payments over receipts and
under the gold standard this excess meant a gold outflow. But the term soon
acquired the neutral meaning of the “Sate of the baance of internationd
accounts’, whether negative or podtive. Thus one spesks of a “balance of
payments problem” whether gold is flowing in or out, and the term “baance of
payments theory” is used to cover the entire subject (Mundell, 1972:1-2).

Now the accounting balance of payments records both regular transactions and
transactions made to settle any gap between regular purchases and sades. In other
words the accounting framework records the international exchange of goods and
savices and movement of capitd. This measurement of internationd economic
performance is divided into three accounts the current account, the capitd
account and the cash account. The current account records dl transactions of
goods and services and unrequited transfers in a country: they are referred to as
autonomous transactions and they help to determine rather than depend on the
baance of paymentss On the other hand, the capital account records al
exchanges and money capitd for various kinds of red or finahcid assats. Thus,
the capita account transactions are “compensatory transactions’ as they often
only reflect short fals or surplus as might occur in the current account and the
cash account therefore, is that part of the balance of payment that is referred to as
the “bdancing item”, or ressrve movements. It wipes out such discrepancies that
might arise, like when the volume of transaction of commodities and assets do not
balance as they should (Ellsworth and leith, 1975; 304-361).

The badance of payments is related to other aspects of the economic system
because it describes the transactions of al the resdents of the country with the
ret of the world. These connections have given rise to various approaches to
badance of payments andyss The classcd internaiond theory therefore began
with David Hume's refutation, by use of the anadyss of the price-specie-flow
mechanism, of the mercantilig bedief that a country could achieve a perssent
baance of trade (payments) surplus by import-subgtituting and export-promoting
policies.  The price-gpecie-flow mechanisn made a key pat of the mechaniam of
adjugment a temporay rise or fdl of the generd price levd in the country
experiencing excessve or deficient supply of money redive to demand. This
relative price level movement leading to a baance-of-trade deficit or surplus, and



the deficit or surplus dtering the stock of money in the direction of equilibrium.
The need for price level movements was disputed by latter writers, who based
their argument on the principle of commodity market arbitrage; but in any case it
was understood by most classca writers that what was in question was generd
movements of nationd price levels, not dterations in the terms of trade.

The ‘dadticity’s approach, associated with Robinson (1937) and chronologicaly
the first of ‘non classca’ or ‘Keynesan’ agpproaches to the balance of payments
theory and andyss mantans that or involves a draight forward agpplication of
marchdlian partid equilibriums andyss to the separate markets for exports and
imports on the assumption that capitd movements are excluded so that an excess
or deficiency of the vaue of exports in redion to the vaue of imports gives rise
to a baance of payments surplus or deficit as one aspect of equilibrium.

In the Keynesan multiplier approach, Harberger (1950:47-60) and Laursen and
Metzler (1950:281-299) smplified the gpproach by assuming a two-good
international  economy (exportable and importable goods only) and production of
export good a constant domestic money cost. It hypotheszes that the extra
demand for domestic output created by a successful devauation will be satisfied
by re-employing some of the unemployed and that, because pat of it will be
saved, the extra income generated by increased employment will not increase
demand enough to wipe out the initid improvement in the balance of payments.

In the absorption approach, Alexander (1952:263-278) argues that devauation
will produce inflationary price rises that will cancd out the initid redive price
effect, unless inflation itsdf deflates the aggregate demand for goods through an
income redigribution effect or through a reduction in the red vadue of exising
money baances.

In the ‘economic policy approach’, Tinbergen (1952) and Meade (1951) improved
subgtantidly on previous approaches by anadyzing devaudtion, not as an arbitrary
policy change whose pogtive effects on the equilibrium of the internationd
economy were to be andyzed, but as one of the two independent policy
ingruments (wage price flexibility and devauation) required to achieve the two
policy objectives of full employment (internal baance) and a baanced badance of
payments (externd baance).

The implicit assumption inherent in these gpproaches is tha bdance of payments
disequilibria are permanent. However, these theories differ from one another in
emphasis as well as point of departure but they are reconcilable in terms of their
andyticd gpparatus and policy implications.

In recent years, a new approach, which centers on the idea that the balance of
payments is essentidly a monetary phenomenon, has developed. It originated in
the 1950, by Polak (1957:1-50) and his associates at the international monetary
fund and developed in the 1960s and early 1970s by Mundd (1968) and Johnson



(1972:1555-1572). However, modern academic work on the approach is often
traced to the Meade-Tinbergen of internd and externd badance in the early 1950,
developed further in the 1960s. Mundd demondrated that monetary policy is
more effective than fisca policy, in ataning externd baance, basicdly because
monetary policy improved both the current and capitd accounts of the baance of
payments. Presumably therefore, it was this concentration on monetary policy
and on the overdl badance-of-payments postion, coupled with the gradud
redization that with pefect capitd mobility the money supply ceased to be
controlled by the monetary authorities even in the short-run that led Munddl and
Johnson to develop the modern monetary approach. Thus Mundell and Johnson
with the help of graduate students a the university of Chicago were led to develop
on entirdy different andyticd framework and offer it as a subditute for the
traditiona approaches. What emerged is a cohesive body of theory that becomes
known as the monetary approach to the baance of payments (Kreinin and officer,
1978:32-33). The essence of the approach is a consstent indstence that the
balance of payments is a ‘monetary’ and not a real phenomenon as posited by the
conventiond theories. The mgor point of departure of the new approach is the
recognition of the fact that a country imbdance of payments deficit (surplus)
would ceteris paribus, experience a change in its money stock. The persstent
deficits run down the stock of money and perenniad surpluses build up the stock
and sooner or later, the spending pattern changes such that the imbaance is soon
eliminated (Johnson and Kiezkorishi, 1915:117).

The main diginguishing feature of the new approach to payments problem is its
focus upon the monetary implications of bdance of payments disequilibria  That
baance of payments problems are monetary problems in a monetary world
economy is bascdly the assertion of the proponents of the gpproach. Therefore
the rdevant concept of the badance of payments refers specificdly to the officid
settlement balance or the money account (Musa, 1976:147-167).

In mogt literature on this “monetary-thanreal phenomenon” feature of the
approach, efforts are made to dispel the idea that the new goproach does not give
‘red’ factor a place in its andyss. Musa (1976:189) argues that the monetary
goproach is an essentidly monetary phenomenon and further explains, “...to say
something is an essentiadly monetary phenomenon says that money plays a vitd
role, but does not imply that only money plays a role’. Frenkd and Johnson
(1976:24) date, “...Monetary approach asserts ether that monetary mis-
management is the only cause nor that monetary policy is the only possible cure,
for the balance of paymens problems; it does suggest that monetary processes
cold bring a cure for some kind. However, it is pertinent to note that Gervaise
(1720) is among the firgt to emphasize the link that as long as the exchange rate is
fixed, monetary policy in the form of control over credit creation has a direct
effect on the baance of payments. It is quite clear from these statements why the
monetary agpproach to the balance of payments views the balance of payments as
essentidly monetary phenomenon.



Furthermore, the proponents of this goproach formulate the baance of payments
aurplus in terms of difference between the demands for money and the actud
money supply both in the stock sense.  Here, there is the assertion that a balance
of payments surplus would only resut from badance of payments policies that
increase the quantity of money demanded and “domestic credit policy forces the
resdent population to acquire such extra money wanted through an excess of
receipts over out payments’. The monetary approach aso asserts that nationa
price levels are pegged to the given world price levd and must move “rigidly in
ling’ with it and hence prices of other countries John (1972:153) judified this
assumption on the ground that among the indudrid countries, indudrid
competition is endemic and because of this fact inter country eadticity’s of
subdtitution among products tend more towards infinity then the reativey low
numbers implicit in the eagticity approach.

In terms of time dimenson, the monetary gpproach to the theory of bdance of
payments adjusment mechanism is a long run phenomenon. Musa (1976:193)
noted this phenomenon by dating that the basic feature of the monetary approach
is a concentration on the long run consequences of policy and parametric changes
for the behavior of the baance of payments coupled with an eclectic view of the
processes through which these long run consequences come about. The new
goproach further recognizes the exigence of reserve-currency-countries and
incorporates in its anayss resarve currencies hdd as subdtitute for internationa
money. It provides a framework within which it is possble to assess the impact
of monetary disturbances in a world, which there is a least one reserve currency
(Johnson, 1976:162-163).

The theoretical underpinning of the monetary approach to the theory of baance of
payments adjusment mechanism or the theoretic foundations of the new approach
is anchored in the demand for money function (Johnson, 1976:156-157). Grubd
(1981: 432-434) derived briefly the equation sysem or the formad modd of
monetary agpproach, which underlies the most important and centrd udies, and
generdly the model can be defined or presented in nine different steps.

Let us assume that the money demand function has the following form:

M = (PPYD). (1)
(V)
Where Md = demand for money
P = price index
Y = red income or output
i = rate of interest
a = Price } } eladicity’s of demand
b = Income } } for money
C = interest }
u = error term



The main characterigics of this mathematical specification of this money demand
function are that the quantity demanded is an increasing function of the price and
income levels, and a decreasing function of the interest rate. The money supply
function is assumed to be:

Ms = mH ............... 2
Where Ms = money supply

m = money multiplier

H = high- powered money

The link between the foreign sector and the domestic money market is established
by conddering that the high-powered money base conssts of a domestic
component and a foreign component.

H = R+D ............ (3)

Where H = high- powered money
R = foreign component of high powered money
D = domestic component of high powered money

Substituting Equation (3) into (2) yidds
Ms = m(R+D)
And expressng R and D as a proportion of H yields:

Ms =m{R+D}H .............. (5)
{H H}

In equilibrium, money demand and supply are equa
Md = Ms (6)

Through substitution of (1) into (5) and (6) we get:

MH{R+D} =(PAYD) .oorriiin (7)
{H H (%

Taking logarithms of (7) and differentiating with respect to time yieds:

G"+Re*+Dd’ =af + by’ —cgi ......(8)
H H

Where g for each variable in the equetion is
Gx =1 dx (x=M,R,D,Y,P,andl)
Xdt



Rearranging Equation (8) to make R (dfY) the dependent variable on the left hand
H
Side, we arrive at the equation used for estimation.

R =ad +bg' —cgl—-gm-DcP ...... (9)
H H

In words, equation (9) says tha the weighted growth rate of resources is a
decreasing function of the weighted growth rate in the domestic component of the
high-powered money base after adjustment for the exogenous growth in the other
vaidbles influencing the transactions demand for money: rea income, prices and
interest rates, and changes in the money multiplier. Furthermore, the equation
implies that if the growth rates of price, income, interest, and the money
multiplier.  Furthermore, the equaion implies that if the growth rates of price,
income, interes and the money multipliers are zero and therefore the economy
requires no changes in the supply of money to satisfy increases in the transactions
demand for money, then growth in the high-powered money base D, influences
the growth of reserves R directly and in a magnitude determined by the redive
gzesof Rand D. Any posgitive growth in the money base, D, controlled by the
H H

authorities therefore are the immediate cause of the reserve bss and the opposite
holds when the growth of D is negative.

Alternaivdy, if we assume only interest rate, prices and money multipliersto be
constant,

Rg*=bg'-D¢’
H H

That is weighted growth rate of reserves is a decreasing finction of the weighted
growth rate in the domestic component of high-powered money base and an
increesng function of growth rate of output. Simplifying further by assuming no
domestic growth rate (9" = 0).

Rft=-Dd
H H

That is weighted growth rate of reserves and baance of payments is inversdy
rlated to the weighted growth rate in the domestic component of the high-
powered money base.

Now the above results are to be contrasted with various Keynesian theories about
the relation between economic growth and the balance of payments. According to
one such theory derived from the multiplier anadyss economic growth must
worsen the badance of payments through increasing imports relaive to exports,



this theory neglects the influence of demand for money on export supply and
import demand and on the internationa flow of securities. According to another
and more sophigticated theory, domegtic credit expanson will tend to improve the
bdance of payments by gimulating investment and productivity increase and so
lowering domestic prices in relation to foreign prices and improving the current
account through the resulting subgtitutions of domestic for foreign goods in the
foreign and domestic markets.  This theory bags a number of questions even in
na ve Keynesan terms, in terms of the present gpproach it commits the error of
attempting to deduce the consequences of domegtic credit expansion from its
presumed relaive price effects without reference to the monetary aspect of
bal ance- of - payments surpluses and deficits (Johnson 1976:158).

At this juncture, the theoretica literature will be incomplete if we fal to highlight
various writings on the defects of the new monetary approach to the theory of
badance of payments adjusment mechanism. Writing on the defects Musa (1976:
190) asserts that the monetary approach is defective in the sense that it attempts to
provide a theory of the net sum without atempting to explain its decompostion.
There is the disurbing lack of consensus on the most criticd concept on which
the approach lies — namey the demand for money function and this was why
Tdang (1977:320) noted that the casud way in which one specification of the
function is picked in preference to the others does not inspire much confidence.

Another related issue is the falure of proponents of the monetary approach to
diginguish between the transaction precautionary and speculative demand for
money. If we accept the decategorization of the motives for the demand for
money and the consequent bulding, of the different motives in to one ‘super
motive represented by the speculative motive, it is obvious that in the event of a
liquidity trap, the monetary agpproach loses its predictive power (Tdang,
1977:323). We should be left with a Stuation in which the baance of payments
would be whatever was dictated by exclusvely non-monetary factors. Another
defect is the “smdl country” assumption of the monetary gpproach. The
assumption tha the country under andyss is so smdl tha it is a price taker in
world trade poses some andyticad problems and adso too limiting to have
relevance to practica policy problems. However, Frenke and Johnson (1976:27-
28) countered this criticism by assarting that the terms of trade play only a
secondary role.

Since the monetary approach seems gpplicable only in a regime of fixed exchange
rate, the impression then is that only countries in a currency union or otherwise
linked by exchange rates that are guaranteed to remain rigidly fixed would find
the monetary approach rdevant. With flexible exchange rae and less than full
employment expansonay mongay policy would have a negdive effect on
foreign income (Munddl, 1964:421). The new approach has dso been criticized
of the time dimendon dement and difficulties associated with the empiricd
testing of its theoretical propostions. More 0, the role, which the monetary
approach, arrogates to internationa reserves as the channel for feedbacks of
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externd transactions on the domegtic system, is not clear (Backwel, 1972:71).
Settlement in overdl bdance of payments does not necessarily involve transfer of
international reserves that affect domestic economy.

22EMPIRICAL LITERATURE

The following empirica literature on monetary gpproach to badance of payments
theory is comprehensve but not exhaudive. Since any theory can be judged by
the accurecy of its predictions or by the vdidity of its assumptions, the empirica
studies reviewed will therefore cover both types of test. In this review, the studies
whose result upholds the theoretical propostions of the monetary approach are
teemed dudies with pogtive result while those, which did not, are termed
negative. However, dudies with neither postive result nor negative result are
taken to be sudies with mixed result. The technique of regresson andyss used
in these studies was ordinary least squares.

A magor premise of the monetary gpproach is that under a fixed exchange rate,
changes in a country’s reserves are as a result of excess demand for or supply of
money as a stock. This propostion is tested by wha has become known as
‘reserve-flow equation’ (Kreinin and Officer, 1976:35). A reserve flow equation
is an equation in which the dependent varidble is ether the levd of the country’s
international  reserves, the change in reserves or the rate of change in reserves
(Connolly and Taylor, 1976:849-859). The explanatory variables were interest
rate, Government Expenditure, money multiplier; money dtock, price index,
exchange rate (number of units of domedtic currency per unit of foreign
currency), demand for nomina and red money baances and so on. Within this
range, the explanatory variables may however vary from study to studly.

Udng this equation, three studies got negative results a sudy of fifteen indudrid
countries for the time period between 1958 and 1968 (Courchene, 1973: 65-84); a
sudy of five less developed countries for the time period between 1948 and 1973
(Sargen, 1975:31-48); and a study of seven European countries for the time period
between 1959 and 1970 (De Granwe, 1976). Equally, three studies got postive
results. a study of fourteen indudtria countries for the time period between 1960
and 1969 (Courchene and Singh, 1976:189-215); a study of United Kingdom for
the time period between 1952 and 1971 (Akhtar, Putnam, and Wilford, 1977); and
a study of Canada and Mexico for the time period between 1963 and 1969, and
between 1954 and 1974 (Cos and Wilfor, 1977). Still usng the reserve flow
equation, seven dudies got mixed results a study of Jgpan for the time period
between 1959 and 1970 (Bean, 1976:326-327); a study of thirteen less-devel oped
countries plus Finland for the time period between 1957 and 1972 (Connolly and
Taylor, 1976:849-859); a sudy of thirteen less developed countries plus seven
developed countries for the time period between 1952 and 1972 (Connolly and
Taylor, 1977); a study of Sweden for the time period between 1950 and 1968
(Genberg, 1976:298-325); a sudy of thirty-nine less developed countries for the
time period between 1957 and 1966 (Aghevli and Khan, 1977:275-290); a study
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of Spain for the time period between 1955 and 1971 (Guitan, 1976:338-356); and
findly a study of Audrdia for the time period between 1950 and 1971 (Zecher,
1976:287-297).

A vaiant of reservesflow eguation is capitd flow equations. For the authors
embracing this variant, the only baance of payments transaction induced is a
private capitd flow. In this egquation, the dependent variable was ether the net
privale cgpitd in flow or the net private short-teem capitd inflow.  The
explanatory variables were current-account balance plus net officid capita
inflow, net private long-term capita inflow and some of the regressors of reserve-
flow eguation. Usng this equation Porter (1972:395-422) carried out an
empiricd test on Germany for a sevenyear period (1963-1970) and got a negative
result. Others who used this equation got mixed results Kour and Porter
(1974:443-467) for Audrdia, Itay, Netherlands (1960-1970) and Germany
(1960-1971); Hodjera (1976:598-623) for Austria, France (1960-1971); and
Neuman (1978:131-142) for Germany (1963-1970).

Furthermore, others dso used a different equation in the empiricd tes. Under a
pegged exchange rate, the reserve flow and capital flow equations are used to test
the theoretical propositions of the monetary approach. With a floating exchange
rate these eguaions give way to an “exchange rae eguaion” in which the
dependent variable is the exchange rate, defined as the domestic currency price of
foreign exchange. Since we are not interested in the exchange rage explanation
but rather in the explanaion of baance of payments outcome, there may not be
need for review of studies using the exchange rate equation.

In an impressve extenson of the afore mentioned monetary models, Girton and
Roper (1977:537-548) derive an equation that integrates the reserve flow and
exchange market equations. The resulting equation is “exchange-market pressure
equation” which has as the dependent variable the sum of the change in reserves
as a percentage of the monetary base and the rate of gppreciation of the domestic
currency. The equation is therefore usable for periods encompassing fixed rates,
fredy fluctuating rates, and maneged floats. Using this equation, Girton and
Roper (1977:537-548) carried out an empirica study of Canada for a twenty-two
year period (1952-1974) and got podtive result. Findly, Sargen (1975) got a
mixed result from an empirica dudy of Audrdia, Canada, Germany, Japan and
United Kingdom, for the time period between 1952 and 1975.

It is interesting to note, from a close examination of the studies reviewed above,
that the number of dudies we consder to yied negdive results concerning the
monetary approach is approximatey equa to the number that produce postive
results.  Also, and perhaps more reveding, the vast mgority of sudies, viewed
independently of one another provide mixed findings  This suggests that the
empirical evidence is inconclusve. Again, it seems that three of the modds used
in the empiricd sudies — reserve flow, capitd flow, and exchange rate equations
— do dot produce conclusive results. However, the fourth modd, the exchange
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market pressure equation yidds results that, while mixed baance, are postive for
certain countries.

23LIMITATIONS OF PREVIOUS STUDIES

In one-way or the other, most of the dudies reviewed have made ussful
contributions to the undergtanding of the propostion that ‘Baance Payments is a
monetary phenomenon’ in the context of monetary gpproach to baance of
payment theory and adjusment. However, the empirical studies undertaken so far
tes the new theory “in isolation,” in no way is it pitted agang the traditional
gpproaches and the researchers must have gone too far in emphasizing monetary
vaiables to the virtud excluson of everything ese. The empiricd literature dso
reveded that none of the studies was on a West African country and Nigeria in

particular.

The researcher of this work therefore intends to improve on the reviewed studies
by usng Nigeria as empirica evidence, to test the theoretica propodtion of the
monetary approach to theory of baance of payment adjustment mechanism. We
gdl ds include some non-monetary varigbles in our modd. A longer time
period will be employed in our andyss or empirica tet.

24 STATEMENT OF WORKING HYPOTHESES

The research is guided by the following hypotheses:
Hoi: There is no negative and dgnificant reaionship between monetary variables
(domestic credit) and balance on current account.
Hi1:  There is a negdive and dgnificant redionship between monetay variables
(domestic credit) and balance on current account.
Ho2: There is a dgnificant relationship between balance on current account and red
variables (Government expenditure and Gross Domestic Product).
Hio:  There is no sgnificant reaionship between baance on current account and red
variables (Government expenditure and Gross Domestic Product)
Hoz: Rddive to monetary variables red variabiles is more important in explaning
variationsin balance on current account.
His: Redive to monday vaiables, red vaiables are not more important in
explaning variaions in baance on current account.
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3.2

3.0 METHODOLOGY

RESEARCH METHOD

Scientific or empirica research can be caried out by four possble dternative
methods, namely, the comparative method, the econometric method, the
experimenta method, and the case higory method. The naure of the problem
under investigation and the objectives of the research will determine which of
these aternatives will be adopted. They may be adopted singly or combinationd.

The econometric method is the approach employed for the research. There is no

doubt theat the method will fecilitate the modd specification, parameter estimation
and appropriate econometric tests.

MODEL SPECIFICATION

The firs, and most important step the econometrician has to teke in attempting the
dudy of any reaionship between variables is to express this reationship in
mathematicd form, tha is to specify the modd with which the economic
phenomenon will be explored empiricaly (Koutsoyiannis, 1977:12).

In the model specified below, | intended to invedtigate the impacts of monetary
and red variables on baance on current account. The explanatory variables
include the total domestic credit, or its components (Credit by Centra Bank and
Credit by Commercid Banks), Gross Domedtic Product and Government
Expenditure.  Explicitly, the equations for edimation, and the expected sgns of
the coefficients are presented below:

Bca = a + bDC + e b<0 ........... D

Bea = a + bBN + &  B<O.ooooo..... )

Bea = a + bCB + e B<O...ocvve..... )

Bca = a + by + €; B>0............. (4
Bca = a + bGE + e B<O.............. 5)

Bca = a + b;DC+BY+ e bi;<0,b,>%0....... (6)
Bca = a + b;CBN+B,Y+e bi<0,by,>%0....(7)
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3.3

Bca = a + b;CB+B,Y +¢ b:<0, B> ><0,.....(8)

Bea = a + b;CBN+B,GEe bi<0,B,<0,.......(9)
Bca = a + b;CB+B,GE+¢e b;<0,B><0....... (20
Where

BCA = Balance on Current Account

DC = Aggregate Credit to Domestic Economy

CBN = Credit by Central Bank of Nigeria

CB = Credit by Commercial Bank

Y = Gross Domestic Product at 1974 constant prices

GE = Government Expenditure

€ = Stochastic error term

ESTIMATION PROCEDURE

The ordinary least squares single equation technique is the estimation
procedure chosen for this study. It will be used for estimating the equations
already specified in section (3.2). As a judtification for this method, Maddala
(1977:23) identified that ordinary lest squares is more robust against
gpecification errors that many of smultaneous equation methods and also
that predictions from equation estimated by ordinary least squares often
compare favorably with those obtained from equations estimated by the
simultaneous equation method. Among other reasons is the smplicity of its
computational procedure in conjunction with optimal properties of the
estimates obtained and these properties are linearity, unbiasedness and
minimum variance among a class of unbiased estimators.

Now, for the ordinary least squares method (which depends on the
minimization of the sum of squares of the error) to be applied, certain

explicit assumptions must be made abut the behavior of non observable error
term (Koutsoyiannis, 1977:118). They are asfollows:

Assumption 1 (Randomness of Error term)
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ThevariableU isareal random variable
Assumption 2 (Zero mean of error term)

Therandom variable U has a zero mean value for each Xi, that is

E(U)=0
Assumption 3 (Homoscedasticity)

Thevariance of each U; isthesamefor all the X; values, that is,

E (Ui%) = 0,7 constant
Assumption 4 (Normality of error term)

Thevalues of each U; are normally digtributed, that is

Ui —N(0, 0,

Assumption 5 (Non autocorrelation or serial independence of the U’s)

The values of U; (Corresponding to X;) are independent from the
values of any other U; (Corresponding to X;), that isE (U; U;)) =0for it |
Assumption 6 (Independence of Ui and X;)

Every disurbance term U; is independent of the explanatory

variables That isE (U; X1i) = E (Uj X2i) = 0

Furthermore, the validity of ordinary least sgquares echnique requires the

following assumption:

Assumption 7 (No multicollinearity)

Two or more regressorsin amultiple regression are not sufficiently

Corrected E (Xs Xt) =0
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34

3.5

TECHNIQUE FOR EVALUATION OF RESULTS

The technique for evduaion of results implies the use of the following standard
criteria

R? (adjusted R? for degrees of freedom) for testing goodness of fit of our
edimated regresson equation; F (ratio) for teding the dgnificance of the
regresson coefficient; t (ratio) for testing the dggnificance of each regresson
coefficient; and ‘d datigic (Durbin-Watson) for testing the randomness of the
resduals.

Findly, a priori 9gn and magnitude of the coefficients will be usad to evauate the

results and tests conducted to ensure that the assumptions of the ordinary least
square method are fulfilled.

DATA NEEDED AND SOURCES

Annua time-series data on the varigbles under study covering twenty-four year
period 1963-1986 are used in this sudy for estimation of functions. The baance
on curent account is explicitly conddered because if we assume no capitd
movements, any andyss made from the standpoint of the flow market for money
is equivdent to andyds made in terms of the market for goods and services.
Aggregate credit to Domestic economy, credit by centra bank and credit by
commercia bank are the redevant monetary variables as postulated by the theory
under study. Equdly, the relevant rea variables are Gross Domestic Product and
Government Expenditure.

Data were collected from the 1976 and 1980 (2" edition) of the World Bank,
World Tables, various issues of centra bank of Nigeria Economic and Financid
Review; Annua reports and Statement of Accounts, and Principd Economic and
Financid Indicators. Table 3.1 presents the regression data.
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Table3.1

DATA FOR REGRESSION
1 BCA: 2| DC: 3 [ CBN: 4] CB. 5 CREDIT| Y: 6 CROSS| 7
BALANCE | AGGRAGATE | CREDIT BY DOMESTIC | GOVERNMENT
ON CREDIT TO | BY COMMERCIAL | PRODUCT | EXPENDITUR
CURRENT | DOMESTIC CENTRAL | BANK (N | (1974 (NMILLIONS)
ACCOUNT | ECONOMY BANK (N | MILLIONS) CONSTANT
(N (N MILLIONS) PRICES) (N
MILLIONS) | MILLIONS) MILLIONS)
1963 | -119.0 254.4 64.6 189.8 7210.4 330.0
1964 | -173.0 338.6 75.6 265.0 7401.1 384.0
1965 | -127.4 336.4 56.8 279.6 7803.6 444.1
1966 | -118.4 4150 924 3226 7550.7 450.0
1967 | -116.0 467.0 159.0 308.0 6384.3 426.1
1968 | -168.2 613.0 186.6 426.4 6308.4 504.0
1969 | -108.6 825.8 244.0 581.8 7999.2 840.0
1970 | 50.0 1140.2 277.4 863.0 10267.0 1155.9
1971 | -229.4 1122.0 326.0 796.6 11542.6 1262.0
1972 | -322.7 1269.2 265.2 1004.0 11929.8 1545.9
1973 | 52.7 13425 223.8 1114.1 12585.6 1952.1
1974 | 3062.5 -389.9 -1965.3 1570.7 13915.1 2624.0
1975 | 42.6 488.6 -1600.8 2083.3 13652.7 4473.9
1976 | -259.3 2617.3 -337.6 2948.1 15309.7 5169.9
1977 | -647.5 5608.8 1502.9 4098.9 16137.8 7654.0
1978 | 2386.9 8059.9 2821.1 5238.8 14863.0 9998.1
1979 | 1009.5 8855.3 1814.0 7041.3 15448.9 9964.0
1980 | 2355.3 10780.1 1713.2 9066.9 15892.7 10102.0
1981 | -3998.4 16261.4 5491.3 10170.1 15428.0 13238.0
1982 | -5211.2 21899.7 8475.0 13424.7 15428.9 13631.6
1983 | 3137.9 28182.1 11591.0 16591.1 14113.3 14968.0
1984 | 88.8 31141.6 10711.5 20430.1 13337.1 13850.0
1985 | 1108.9 32680.3 10265.3 22415.0 13494.3 14683.9
1986 | 654.9 3682.2 16510.8 20309.4 13046.0 14976.0

SOURCE: Columns (2) and (7) are derived from Central

Bank of Nigeria, Nigeria's Principal Economic

and Financial Indicators (1970-1985) and Annual Report and Statement of Accounts (Various issues):
Columns (3), (4) and (5) are developed from Central Bank of Nigeria, Annual Report and Statement of

Accounts (Variousissues) and Economic and Financial Review (V arious issues.

Column (6) is developed from World Bank, 1976 and 1980 World tables and Central Bank of Nigeria,
Nigeria Principal Economic and Financial Indicators (Various issues).
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4.0REGRESSION RESULTS AND ANALYSIS

The reaults of the ordinary least squares regressons of the key functions specified
in 31 are presented in this chapter. The edtimates are subjected to various
datistical tests. On the basis of the empirica findings provided by the results, the
hypotheses of the research are eval uated.

4.1PRESENTATION OF REGRESSION RESULTS

To report dl the estimating steps and processes one has tried in reaching his find
results would be tedious and boring to his reader. Therefore, the reported
regresson equation represents only a smal part of the work a researcher in the
empirical world has done (Rao and Miller, 1971:81). The ordinary least squares
esimates of the key functions specified in gble 3.1 are shown in table 4.1. In this
table, the figures in parentheses under the parameter estimates ae the
corresponding t-ratios.  R? 'S the corrected or adjusted coefficient of multiple
determinaions, which is a generd indication of the goodness of fit or the
explanatory power of the eguation. SER is the standard error of the estimate — Fs
are the varide ratio used in datigicd test of dgnificance D.W. is the Durbin-
Watson ‘d’ datistic used in the test of autocorrelation.
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Table4.1

NIGERIA: THE CURRENT ACCOUNT AND SPECIFIED REGRESSORS

Equation | Consgtant | DC CBN CB Y GE R’ Fs SER D.W

1 0.34 0.307 0.0016 | 1.038 | 3.404 | 2.317
(1.02)

2. 0.833 0.314 0.029 | 1.706 | 3.356 | 1.685
(1.31)

3 7.502 1.327 0.365 | 14.267 | 2.713 | 2.856
(3.78)

4 51.52 5.81 0.246 | 8.52 2.957 | 1.937
(2.92)

5 -8.399 1421 | 0.342 | 12.98 | 2.763 | 2.553
(3.61)

6 5242 | 0.38 5.94 0.211 | 0.016 | 3.026
(1.27) (2.6) (DC)
6.848

()

7 -48.84 0.17 5.41 0.233 | 0624 | 298
(0.72) (2.61) (CB)
6.848

()

8 -12.008 124 | 055 0.336 | 3.982 | 2.775
(2.0) | (0.17) (CB)
0.0303

(¥)

9 -8.446 -0.31 145 | 0.311 | 0019 | 2.826
(1.39) (3.15) (CBN)
10.2

GB

10 7.678 1.186 0.161 | 0.336 | 0.784 | 2.776
(0.82) (0.12) (CB)
0.012

(GE)

The number in parentheses aret values

42 STATISTICAL TESTSOF SIGNIFICANCE
In this study, two types of tet ae conducted: the test for the dHatiticd
dgnificance of each edimator (t-tet) and smilaly the tet of the estimator's
sgnificance (f-test). The tests are conducted at the 95% confidence levd.

In a given regresson equation with k regressors for edtimator's test of
sgnificance, the null hypothesesis

Ho:bi=0

And the dternative hypothesisis
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Hl:bil 0

For a decison the observed F-ratio, Fs, is compared with the theoretical Fratio,
Fo.05, which has V4 = k-1, V, = N-K degrees of freedom; N is the sample size
and K isthe total number of parameters estimated.

Thedecisonrulesare:

() If Fs > Fo.05, Rgect HO P the regressor have a significant influence on
the dependent variable;

(i) If Fs < F0.05, Accept Ho P the regressor have an inggnificant influence
on the dependent variable.

Furthermore, two-tailed tests are conducted by comparing the observed tratio, ts,
with the theoretica t-ratio, t (0.025) that has degrees of freedom N-K. The null
and dterndive hypotheses are respectively,

Ho:bi=0
Hlitjl 0

Thedecisonrulesare:

() If ts >/ '(0.25)/, Reject Ho P bi is not zero and ith regressor influence,
the dependent variable sgnificantly;

(i) If ts </ '(0.025) /, Accept Ho, bi is not satigticaly different from zero
and ith explanatory variable does not influence the regresson
ggnificantly.

Now, from the ‘F digribution table, the theoreticad F-ratios a 5% sgnificance
level are 430 and 3.47 for the cases of one and two regressors, respectively.
From the student’s ‘t' distribution table, the theoretical tratio for two-tailed test at
5% gignificance level are 2.07 and 2.08 for the cases of one and two regressors
respectively. At this point, these theoreticd ratios are compared accordingly with
the Fs of the various estimators and observed tratio (ts) for each parameter; and
next we Smply summarize which equations are sgnificant or not.

In equations (1) and (2), both tests reveded that Aggregate credit to Domestic
Economy and Credit by Centra Bank were respectively indgnificant in
explaining current account balance. However, both tests indicated that credit by
Commercid Bank, Gross Domestic Product and Government Expenditure were
respectively sgnificant in equations (3), (4) and (5).
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4.3

In multiple (three variables) regresson equations (6), (7), (8), (9) and (10), both
tests aso reveded the dgnificance of each estimator. While Aggregate Credit to
Domedic economy was indgnificant Gross Domedtic Product was datisticaly
ggnificant in equation (6). (7) Showed that credit by Centrd Bank and Gross
Domedtic Product were indgnificant and dgnificant respectively.  In equation (8),
credit by Commercid Bank was Sgnificant while Gross Domestic Product was
not sgnificant. Also in equation (9), the indgnificant of credit by Centrd Bank
was seen. However, Government Expenditure was dgnificant.  And findly,
equation (10) showed that both credit by Commercid Bank and Government
Expenditure were inggnificant in explaining current account baance, as reveded
by F-test and t-test.

EXAMINATION OF ALGEBRAIC SIGNS OF PARAMETER ESTIMATES
How far do the directions of the influences of the various explanatory variables on
the externd account (balance on current account) conform to the a priori
expectaions as shown in 32. This quedtion is warranted snce any rdiable
edimated regresson equation is expected to conform to the priori restrictions
imposed or determined by the theoretica underpinning of the sudy in question.
They are examined below.

In smple regresson equations, (1), (2) and (3), the coefficients of Aggregate
Credit to Domestic Economy, credit by Centra Bank and credit by Commercia
Bank did not conform to the expected negative sign respectively. This was dso
the case with the coefficient of Government Expenditure in eguation (5) as the
wrong positive sign was got.  However, the coefficient of Gross Domestic Product
conforms to the expected ‘ positive’ sgn.

In multiple regresson equations (6), (7) and (8), the coefficients of Aggregate
Credit to Domestic Economy, credit by Centra Bank and credit by Commercia
Bank did not conform to the expected sign respectivdy. However, the same
equations showed the coefficients of Gross Domestic Product to be postive as
expected. In equation (9), the coefficient of credit by Centra Bank conformed to
the expected negative sgn but the coefficient of Government Expenditure did not.
And findly, in equation (10), both the coefficient of credit by Commercid Bank
and coefficient of Government Expenditure did not conform to the expected

negative sgn.

A common cause of worry in empirical research is the appearance of ‘wrongly’
dgned coefficients in regresson modds It is the view of Rao and Miller
(1971:46) that if gspecification or interpretation of the coefficients is correct, a
coefficient can dill atain a wrong sgn because of the sampling digtribution of the
edimates. If this is the case, we generdly observe the coefficients to be not
ggnificantly different from zero datidicdly. Now the ‘wrong’ sgns in some of
our multiple regresson rexults are consgent with the dgns in the smple
regresson results and no eror is detected in the definition or interpretation of
vaiables. Also, an observaion of the monetary varigbles show on incressing
pattern while current account balance show nonsysemdic patern and findly,
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our F-tet and t-tet tend to suggest the non dgnificance of some of our
explanatory variables.

However, in some of the equations, the coefficient of credit by Commercia Bank
and Government Expenditure were sgnificant but Rao and Miller (1971:46) noted
that, when the coefficent is dgnificantly different from zero datidicadly and haes
the wrong sign, then some aspect of the problem has not been unvelled and thus
needs further investigation. We therefore urge future researchers to invedigate
further on the causes or empirical explanation of the wrong sign.

44 TESTSOFMULTICOLLINEARITY AND AUTO CORRELATION
In gpplied econometric research, the redisn of the assumptions of non
multicollinearity (or nonperfect collinearity) and non-autocorrelation are tested,
in order to ascertain the rdigbility of the parameter estimates.

In multicdllinearity test, the coefficient of multiple corrdation, R, is compared
with the smple corrdation coefficient between two explanatory variables, rm; or
with the partid correlation coefficient between any two independent variables, rl.
If r>rmor R >rl, it is vey likdy that there are no serious multi-collinearity in
the equation concened. If R < rm, or R < rl, it is likdy that there is serious
multi-collinearity.  Alternatively, the easest way to tdl whether multi-collinearity
is causng problem is to examine the standard errors of the coefficients. If severd
coefficients have high standard errors and dropping one or more variables from
the eguatiion lowers the dandard erors of the remaning variables, multi-
callinearity will usudly be the sources of problem (Pindyck and Rubinfeld,
1981:70). However, this sudy is limited to Smple regresson equation and three
vaiables multiple regresson eguation, hence the tendency for multi-collinearity
to exist issmdl or not likely to be of serious problem.

In auto correlation test, we use D.W. Limits on a 5% leve of dgnificance and k
degrees of freedom; to compare the theoreticd lower and upper limits of the
Durbin-Watson datistics dl and 4-dl respectively, with the observed or computed
D.W. gatistics dc.

() If dc < dl or dc > (4-dl), thereis serious auto correlation;

(i) If dc > dl or dc < (4-dl), auto correlation is not a serious problem.

The test is goplied to some of the equation results of this sudy and the summary
resultsis presented in table 4.2
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4.5

Table4.2

RESULTSOF AUTO CORRELATION TESTS

Equation No Computed D.W. Theoretical d1 D.W.Limits4- | Test Result
Dc d
1 2.317 1.27 2.73 FSA
2 1.685 1.27 2.73 FSA
3 2.856 1.27 2.73 FSA
4 1.937 1.27 2.73 FSA
5 2.553 1.27 2.73 FSA

KEY TORESULTS:. FSA = Free of Serious Auto correlation.

The test results indicate that our regresson equations are free of both errors. The
implication being that the variances of the parameter estimates cdculated on the
classcad multiple regresson mode assumption of non-multi-collinearity and auto
corrdation isvaid.

EVALUATION OF WORKING HYPOTHESIS

The empirical evidence or test results presented in section 4.1 do support our firgt
null hypothess that there is no negative and sgnificat rdaionship between
monetary variables (domedtic credit) and current account balance.  However,
credit by Commercid Bank was dgnificant but postively related to the current
account baance. The indgnificance of credit by Centra Bank and Aggregeae
credit to the Domestic Economy can be seen in ther respective low adjusted
coefficient of multiple determination (R?) and results of F-test and t-test.

The second null hypothess that there is a ggnificant reaionship between the red
variables and baance on current account tends to be supported by the empirica
evidencee  There was podtive and dgnificant relationship between Gross
Domedtic product and current account baance. Although  Government
Expenditure was dgnificant in explaning current account bdance, yet its
coefficient had podtive sgn contrary to the expectation. Agan, despite the
ggnificance of these red varidbles, they were associaed with low adjusted
coefficient of multiple determinations.

To evauate the third hypothess we have to examine equations (6) and (10) very
citicaly.  In combining Aggregate Credit to Domestic Economy and Gross
Domestic Product as regressor in equation (6); and combining credit by Centrd
Bank with the same red vaiadle in (7), showed only the red varigble to be
significant in both eguations. However, in equation (8), credit by Commercid
Bak was found to be ggnificant (with wrong postive sgns) while Gross
Domestic product was not. In equation (9) and (10), where credit by Centrd
Bank, and Government Expenditure were used as regressors, we found these
vaiables not ggnificant in explaning current account baance.  This evauation
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4.6

supports the third dternative hypothesis that relative to monetary variables, red
variables (in this case, Gross Domestic Product) are more important in explaining
vaiationsin current account balance.

IMPLICATIONSOF RESULTS

Obvioudy, the predictions of Economic theory do not dways hold. For this
reason and because, there are cases in which Economic theory does not have any
explict information, Economic theory should be complemented with empiricism.
Empiricdsm would involve experimenting with different components of the
aggregated variable as regressors to find the directions of their various impacts on
the relevant dependent varisble. However, the interpretation of al econometric
gudies leaves much room for judgments and this is true aso for the studies of the
monetary gpproach to the balance of payments. There are dways questions about
the Misuse of computations in the search for specifications that give “good”
results, high corrdation coefficients; high leves of confidence in the datidica
ggnificance of some or dl regresson coefficient; the finding of coefficients with
theoretically expected sgn and so on (Grubdl, 1981:435). In cognizance of these
facts, it is then expected tha the possible implications of the results of this study
should be taken with caution.

Generdly, the results of this sudy tend to suggest that Nigerian Monetary and
fiscd authorities should give greater priority to other policy insruments or
measures than monetary tools to achieve baance of payments sability. From the
vaious tests concluded and hypotheses evduated, it might wel imply tha the
manipulation of domedgtic credit by the Monetary authorities will not enhance the
badance of payment viability over time rather that increases in the leved of output
(as indicated by ggnificant pogtive coefficient of Gross Domestic product) might
improve the balance on current account.

As a tes of economic theory, the results of this sudy may well suggest to the
inconclusveness of the monetary gpproach to the theory of baance of payments
adjusment mechanism as dready suggested by most studies reviewed in section
2.2. In paticular the results of the study imply that problems of the Bdance of
Payments, cannot, to a large extent, be traced to the monetary policies of
Government.

Findly, for a devedoping country such as Nigeria, the conduct of any policy
indrument is likey to be a difficult task. Thus the use of a policy tool to achieve
a paticular macro economic objective might not be redidicdly dtanable. This
tends to suggest the use of a coordinated optima mix of policy instruments.
However, a quantitative research such as the present study will recommend or
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might help the rdevant authorities or policy makers in ascertaining the weight to
be assgned to each policy insrument. For instance the present study has reveded
the relative importance of Gross Domedstic Product to Domestic Credit in
determining baance of payments outcome (current account baance). In essence,
this means that policies directed to increase the level of output will invarigbly lead
to favorable balance on current account, than domestic credit control policies.
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5.0 SUMMARY AND CONCLUSION

The main thrugt of this research has been to investigate the theoreticd propostion of the
monetary gpproach to the theory of Baance of Payments adjusment mechanism. The
invedigation was an attempt to test or decide how wdl this podulation explans the
observed behavior of Nigeria's baance of payments. Specificaly, we are to establish the
relaionship between Nigerids baance of payments and domestic credit expanson; and
to ascertain the importance of domestic credit expandon rdative to red varidbles in
determining balance on current accounts outcome. The study was however, a sudy of a
developing country, Nigeria, and the period covered by the research was twenty-four year
period, 1963-1986.

In Chapter Two, the relevant literature (theoreticd and empiricd) was reviewed and
working hypotheses stated. Starting with the origin of the balance of payments concept
and accounting baance of payments framework, the theoreticd literature examined the
various approaches to the theory of baance of payments adjustment mechanism: Hume's
price-specie flow mechanism, the dadticity’s approach, the Keynesan Multiplier or
income approach, the absorption approach and the policy approach, that gressesinternd
and externd baance. In addition, a new gpproach, which centers on the idea that balance
of payments is essentialy monetary phenomenon, was reviewed. The essence of the
gpproach is a conggtent ingstence that balance of payments is a monetary and not a redl
phenomenon as posited by the conventiona theories. The mgor point of departure of the
new agpproach is the recognition of the fact that a country in balance of payments deficit
(surplus) would ceteris paribus experience a change in its money stock.

Furthermore, the essentid features of the new approach and its defects were seen and the
theoretical foundation sated. Turning to the empiricd literature, four different equations
were mosly employed by researchers. reserve flow equation, capitd flow equation,
exchange market equations and exchange-market pressure egquation. A close examination
of sudy by study evaduation shows that the number of sudies condgdered to yidd
negdive results is goproximately equa to the number that produce postive results and
perhaps the vast mgority of studies, viewed independently of one another provide mixed
findings. This suggests that the empirical evidence is inconclusve. These dudies were
limited mainly to developed countries and few d the less developed countries, hence, the
need for a sudy of a West African country Nigeria. Agang this background, three
hypotheses were stated for the research.

Chapter three of the research was concerned with the methodology. Here, we employed
the econometric method as the gpproach to the study. The method was expected to
fecilitate the modd specification, parameter estimation and appropriate econometric tests.
The modd was specified to investigate the impacts of monetary and red varigbles on
Bdance on current account. The explanatory variables include the total domestic credit,
or its components (credit by Central Bank and Credit by Commercid Banks), Gross
Domegtic Product and Government Expenditure. The possble expected sgns of the
parameter estimates were stated and the equations were of linear functiona forms. For
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purpose of the study and convenience, ten single equaions (smple and multiple) were
edimated and the ordinary least squares dingle equation was the estimation technique or
procedure.

Furthermore, certain explicit assumptions about the behavior of nonobservable
disturbance term and vaidity of the regression technique were stated. R, Fratio, tratio
and ‘d datigtics were techniques used for evaluation of results. Annud time series data
on the varidbles understudy covering twenty-four year period (1963-1986) were used for
esdimation of functions  Daa for the reseach came manly from World Bank
publications and Central Bank of Nigeria publications.

The results of the ordinary least squares regresson of the key functions specified were
presented in Chapter Four. Two types of test were conducted: the test for the dtatistical
sgnificance of each edimator (t-test) and samilarly the test of the edimaor's sgnificance
(F-test). The tests were conducted at 95% confidence interval. The tests showed that the
influence of some explanatory varigbles was daidicaly sgnificant while some were
ddidicdly indgnificant. On the examindion of dgebrac dgns of the parameter
edimates, the sgns of the coefficients of most of the explanatory variables did not
conform to the expected sgns. Given that the specification and interpretation of the
coefficients were correct, future researchers were then urged to investigate further on the
probable causes of the wrong signs.

Sill on the andyds the tes of multi-collinearity and auto-correlation reveded that the
edimated equations were free of serious auto corrdation and that multi-collinearity was
not a problem. In evauating the working hypotheses, we saw that the empirical evidence
or test results did support our firss and second null hypothess, and aso the third
dternative hypothess. The base of this support was seen in the datigticd test of
ggnificance, examination of dgebrac dgns of paameer edimates and low vaues of
adjusted coefficient of multiple determinations of the edtimated equetions. Despite the
fact that Economic theory should be complemented with empiricism, we noted that the
interpretation of al econometric dudies leaves much room for judgment and thus
expected tha the possble implications of the results of this study should be taken with
caution. We therefore concluded that the Nigerian monetary and fiscal authorities should
gve gregter priority to other policy instruments or measures than monetary tools to
achieve bdance of payments stability and as a test of economic theory, the results of the
sudy tends to suggest to the inconclusveness of the monetary approach to the theory of
baance of payments adjustment mechanism.

In view of this we recommend that future empiricd dudies should be formulated in
generd terms rather than oriented soldly to the monetary approach, so that the vadidity of
rival theories or gpproaches can be compared or assessed. At the same time, theoretical
work must proceed in the direction of reconciling and merging the various approaches.
In this connection, the present researcher intends to undertake further research aong the
goplicability of the modd of this study on other less developed countries especidly the
West African countries or sub-region; and dso to use a mode that is uniqudy suited to
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the current managed — floating system of exchange rates, where a payments imbaance is
reflected in a combination of reserve changes and exchange-rate movements.

29



BIBLIOGRAPHY

Aghevli, B. B. and S. K. Mohsin (1977) “the Monetary Approach to the Balance
of Payments Determination: An Empirical Test” International Monetary Fund Staff

Papers, 1.

Ahuchogu, G. U. (1982) Objectives of Monetary and Fiscal Policies: The
Nigerian Experience, 1975 — 1980 Unpublished MBA Thesis, Department of Finance,
University of Nigeria

Alexander, S. S. (1952) “The Effects of a Devaluation on a Trade Balance”
International Monetary Fund Staff Papers, 2.

Allen, R. G. D. (1963) Mathematical Economics, New Y ork: Macmillan.

Artus, J. R. and J. H. Young (1979) “Fixed and Flexible Exchange Rates: A
Renewal of Debate” International Monetary Fund Staff Papers, 26.

Asogu, J. O. (1985) “Independence of monetary Management and Exchange
Rate Regimes. Evidence from Nigeria, 1961-1982" Central Bank of Nigeria Economic
and Financial Review, December.

Bean, D. L. (1976) “International Reserve Flows and Money Market Equilibrium:
The Japanese Case” in J. Frenkel and H.G. Johnson, (eds) The Monetary Approach to
Balance of Payments, Toronto: University of Toronto Press.

Bilson, J. F. (1978a) “ The Monetary Approach to the Exchange Rate: Some
Empirical Evidence’ International Monetary Fund Staff Papers, 25.

Bilson, J. F. (1978b) “Rational Expectations and the Exchange Rate” in
J. Frenkel and H. G. Johnson, (eds) The Economics of Exchange Rates; Selected Studies,
London: Addison—Wesley.

Blger, M. 1. (1978) “Exchange Restrictions and The Monetary Approach to the
Exchange Rate” in J. Frenkel and H. G. Johnson, (eds) The Economics of Exchange
Rates: Selected Studies, London: Addison Wesley.

B. O. Sodersten (1980) International Economics, London: Macmillian.

Cheng, H. and N. P. Sargen (1975) “Central Bank Policy towards inflation”
Federal Reserve Bank of San Francisco Business Review, San Francisco:
Federal Reserve Bank.

Cohen, B. T. (1972) Balance of Payments Policy, Australia: Perguin.

Connolly, M. and D. Taylor (1976) “ Testing the Monetary Approach to
Devaluation in Developing Countries” Journal of Political

Economy, 84:1.

Courchene, T. J. and K. Singh (1976) “The Monetary Approach to the Balance
of Payments: An Empirical Analysis for fourteen industrial Countries’ in M. Parkin and
G. Zis, (eds) Inflation in the World Economy, Manchester:
Manchester University Press.

Courchene, T. J. (1973) “ The Price-specie Flow Mechanism and the
Gold-Exchange Standard” in H. G. Johnson and A. K. Swoboda, (eds)

30



The Economics of Common Currencies, Cambridge: Harvard University Press.

De Grauwe, P. (1976) Monetary Interdependence and | nternational
Monetary Reform, Lexington: Health.

Ellsworth, P. T. and J. C. Leith (1975) The | nternational Economy, L ondon:
Collier Macmillian.

Falegan, S. B. (1976) “ Instruments of Monetary Policy, their Application and
Effectivenessin Nigerid’ Central Bank of NigeriaBullion, April/June.

Frenkel, J. and H. G. Johnson (1976) “The Monetary Approach to the Balance
of Payments Essential concepts and Historical Origin” in J. Frenkel
and H. Johnson, (eds) The Monetary Approach to Balance of Payments,
Toronto: University of Toronto Press.

Friedman, M. (1968) “ The Role of Monetary Policy”
American Economic Review, 58:1.

Fry, M. J. (1976) “The Monetary Approach to Afghanistan’s Flexible
Exchange Rate” Journal of Money, Credit and Baking, 7.

Gafar, J. (1980) “Devaluation and the Balance of Payments Adjustmentin a
Developing Economy: An analysisrelating to Jamaica, 1954-72’
The Nigerian Journal of Economic and Social Studies, 22:3 (Nov).

Genberg, H. (1976) “ Aspects of the Monetary Approach to Balance-of-Payments
Theory: An Empirical Study of Sweden” in J. Frenkel and H. G. Johnson,
(ed) The Monetary Approach to the Balance of Payments, Toronto:
University of Toronto Press.

Gervaise, |. (1720) The System or Theory of the Trade of the World,
John Hopkins University Press.

Girton, L. and D. Roper (1977) “A Monetary Model of Exchange Market Pressure
Applied to the Postwar Canadian Experience”
American Economic Review, 67.

Grubd, G. H. (1981) International Economics, United States of America:
[ruin Inc.

Guitian, M. (1976) “ The Balance of Payments as a Monetary Phenomenon:
Empirical Evidence, Spain, 1955-71" in J. Frenkel and H. G. Johnson,
(eds) The Monetary Approach to the Balance of Payments, Toronto:
University of Toronto Press.

Harberger, A. C. (1950) “Currency Depreciation, Income, and the Balance of
Trade” Journal of Political Economy, 58.

Hume, D. (1955) “Political Discourses, 1752" in E. Rotwein and D. Hume,
(eds) Writings on Economics, London: Nelson

Hodjera, Z. (1976) “ Alternative Approaches in the Analysis of International
Capital Movements: A case Study of Austriaand France’
International Monetary Fund Staff Papers, 23.

31



Humphrey, T. M. and T. A. Lawler (1977) “Factors Determining Exchange Rates:
A simplemodel and empirical Test” Federal Reserve Bank of Richmond
Economic Review, 63.

Johnson, H. G. (1971) M acroeconomics and Monetary Theory, L ondon:
Gray-Mills.

Johnson, H. G. (1972) “The Monetary Approach to Balance of Payments Theory”
Journal of Financial and Quantitative Analysis, 7.

Johnson, H. G. (1976) “The Monetary Approach to the Balance of Payments
Theory” in J. Frenkel and H. G. Johnson, (eds) The Monetary Approach to
The Balance of Payments, Toronto: University of Toronto Press.

Johnson, P. D. and H. I. Kiezhonshi (1975) The Balance of Payments: An
Analytic Exercise, Manchester, The Manchester School.

Johnson, J. (1960) Econometric M ethods, New Y ork:
McGraw — Hill Company.

Killick, T. (1981) Policy Economics: A Text Book of Applied Economicson
Developing Countries, L ondon: Heinemann.

Kouri, P. J. K. (1975) “The hypothesis of Offsetting Capital Flows
A Case Study of Germany” Journal of Monetary Economy.

Kouri, P. J. K. and Porter M. G. (1974) “International Capital Flows and Port folio
Equilibrium” Journal of Political Economy.

Koutsoyiannis, A. (1977) Theory of Econometrics, L ondon:
The Macmillan Press.

Kreinin, E. M. and H. L. Officer (1978) The Monetary Approach to the Balance
of Payments: A Survey, Princeton New Jersey: Princeton University Press.

Laursen, S.and L. A. Metzler (1950) “Flexible Exchange Rates and the Theory of
Employment” The Review of Economics and Statistics, 32.

Maddaa, G. S. (1977) Econometric, New Y ork Mobraw Hill

Mesade, J. E. (1951) The Balance of Payments, London: Oxford University Press.

Mill, J. (1893) Principles of Palitical Economy, New Y ork: Appleton.

Mundel, R. (1960) “ The appropriate use of monetary and fiscal policy for international and
external stability” International Monetary Fund

Staff Papers, March.

Mundell, R. A. (1968) International Economics, New York: Macmillan.

Mundell, R. A. (1971) Monetary Theory, California: Pacific.

Mundell, R. A. (1972) “Balance of Payment” in D. L. Sills, (ed) International
Encyclopedia of Social Sciences, London: Macmillan Press.

Musa, M. (1976) “ Tarrif and the Balance of Payments; A Monetary Approach”
in J. Frenkel and H. G. Johnson, (eds) The Monetary Approach to the

32



Balance of Payments, Toronto: University of Toronto Press.

Neal, F. and R. Shone (1976) Economic Model Building, L ondon: Macmillan.

Neumann, M. J. M. (1978) “ Offsetting Capital Flow: A Reexamination
of the German Case” Journal of Monetary Economics, 4.

Nwankwo, A. E. (1985) The Relationship Between Inflation and the
Structure of the Economy in Nigeria. Unpublished Ph. D. Thesis,
Department of Economics, University of Nigeria.

Obi, A. W. (1984) “Nigeria s Economic Crisis. Structural Origins, Social
Foundations and Policy Options” African Development, I1X:3.

Okigbo, P. N. (1981) Nigerian Financial System, L ondon: Logman.
Oldoku, F. A. et a (1979) Structure of the Nigerian Economy, L ondon:
Macmillan Press Limited.

Olufade, J. (1986) “Economic Implications of Free Foreign Exchange
Market and SFEM” Business Times, (November 10).

Omoruyi, S. E. (1987) “A Review of the Structural Adjustment Programme, the
Foreign Exchange Market and Trade Policies” Central Bank of Nigeria
Economic and Financial Review, 25:4 (December).

Oparah, S. 1. (1986) Nigeria s Balance of Payments Situation, 1970-1984
Unpublished B. Sc. Thesis, Department of Economics, University of Nigeria.

Pindyck, R. S. and D. L. Rubinfeid (1981) Econometric Models and Economic
Forecasts. Singapore: Mc Graw-Hill.

Polak, J. J. (1957) “Monetary Analysis of Income Formation and Payments
Problem” International Monetary Fund Staff Papers, 6.

Porter, M. G. (1972) “Capital Flows as an Offset to Monetary Policy:
the German Experience” International Monetary Fund Staff Papers, 19.

Putnam, B. H. and J. J. Vanbelle (1978) “A Monetary Approach to Afghanistan’s
Flexible Exchange Rates: A comment” Journal of Money, Credit and Banking, 10.

Rao, P. and R. L. Miller (1971) Applied Econometrics, California: Wadsworth
Publishing Company.

Robinson, J. (1937) “The Foreign Exchangesin J. Robinson, (eds) Essays
in the Theory of Employment, L ondon: Macmillan.

Smith, W. L. (1956) “On the Effectiveness of Monetary Policy” American
Economic Review.

Soludo, C. C. (1987) An Econometric Study of the Market for Bank Credit in
Nigeria Unpublished M. Sc. Thesis, Department of Economics, University of Nigeria.

Teriba, O. (1976) “Instruments of Monetary Control: The Nigerian Experience” in
O. Teriba, et ad (eds) Money, Finance and Nigerian Economic Development, |badan:
Ibadan University Press.

33



Tinbergen, J. (1952) On the Theory of Economic Policy, North-Holland:
Amsterdam.
Todaro, M. P. (1985) Economic Development in the Third World, New Y ork:
Longman Inc.
Tsiang, S. C. (1977) “Monetary Theoretic Foundations of the Modern Monetary
Approach to the Balance of Payments” Oxford Economic Papers, November.

Viner, J. (1937) Studies in the Theory of International Trade, New Y ork: Harper.

Wickham, P. (1985) “The Choice of Exchange Rate Regimesin Developing
Countries” International Monetary Fund Staff Papers, June.

Wrightsman, (1976) An Introduction to Monetary Theory and Policy, New York:
Macmillan.

Zecher, J. R. (1976) “Monetary Equilibrium and International Reserve Flowsin
Australia’ in J. Frenkel and H. G. Johnson, (eds) The Monetary Approach to the Balance
of Payments, Toronto: University of Toronto Press.

GOVERNMENT AND INTERNATIONAL AGENCIESPUBLICATIONS
Central Bank of Nigeria, (Variousissues) Annual Report and Statement of
Accounts, L agos.

Central Bank of Nigeria, (Variousissues) Economic and Financial Review, L agos.

Central Bank of Nigeria, (1985) Nigeria s Principal Economic and Financial
Indicators, 1970-1985, Lagos.

Central Bank of Nigeria (1987) Nigeria s Principal Economic and Financial
Indicators, 1970-1987, Lagos.

Central Bank of Nigeria (1987) Index to Articlesin Economic and Financial
Review, Lagos.

International Monetary Fund (1986) World Economic Outlook, Washington D.C
International Monetary Fund Publication Service.

International Monetary Fund (1987) Balance of Payments Statistics, Washington
D.C: International Monetary Fund Publication Services.

World Bank (1976) World Tables, Baltimore and London: John Hopkins
University Press.

World Bank (1980) World Tables, Baltimore and London: John Hopkins
University Press.
World Bank (1983) World Development Report, Oxford University Press.




