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Abstract
This paper examines if Monetary Policies could predict economic development among
developing economies using Nigeria as a case study. This study adopted both the content
analysis and the descriptive research approach. Data were gathered from the statistical
bulletins/releases of relevant government agencies such as Central Bank of Nigeria and
Federal Office of Statistics.Analyses of data were done using the Linear Regression. The
linear regression result showed that there is 2 positive and significant relationship
between monetary policy and Gross Domestic } roduct (GDP), External Reserves and
Capital Expenditure. The paper recommends « mong other things that developing
economies should implement monetary policies that could ensue that enough fun_ds are
available for diversification of the economic base. Niger.za should pursue a deliberate
monetary policy that will encourage d virile productive secto:? that w:ll. support
Javourable and rapid growth in GDP, external reserve and capmf:l efr;.)endzture. The
monetary authorities should also pursue policies that encourage avadc'lbzltty of funds t.o
support other factors of production needed to engendersustainable economic

(IEVelopment.
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i INTRODUCTION

Background of the Study

For most economies, the objectives of monetary policy include price Stability
maintenance of balance of payments equilibrium, promotion of employment ang OUipu;
growth, sustainable development. These objectives are necessary for the attainmen; (¢
internal and exteral balance and the promotion of long run economic growth, The
importance of price stability derives from the harmful effect of price volatility Which
undermines the objectives. This is indeed a general consensus that domestic Price
fluctuations undermine the role of monetary values as a store of value and frustryg,
investments and growth. Monetary policy is nothing but a deliberate attempt to contro]
the money supply and credit conditions for the purpose of achieving certain broag |
economic objectives.

In general, most money authorities or central banks have confirmed the long run inverse |
relationship between inflation, growth and productivity. When decomposed into jts |
components, that is growth due to capital accumulation, productivity growth and the |
growth rate of the labor force, the negative association between inflation and growth has |
been traced to the strong negative relationship between it and capital accumulation as |
well as productivity growth respectively. The importance of these empirical findings is |
that stable prices are essential for growth. The success of monetary policy depends on the |
operating economic environment, the institutional framework adopted, and the |
implementation of monetary policy is the responsibility of the central bank of Nigeria |
(CBN). The 1958 act established by central bank of Nigeria gives it the following |
specific functions (which have endured the 2007 CBN Act).Issuance of legal tender |
currency, maintenance of Nigeria’s external reserve, safeguarding the international value |
of the currency, promoting monetary stability and a sound and efficient financial system
and acting as banker and financial adviser to the federal government

However, the current monetary policy framework focuses on the maintenance of price
stability and growth. The performance of monetary policy depends on some legal
framework upon which it operates. The legal frameworks are quantitative general Of
indirect and second, qualitative selective or direct. The effect effects the level f’f
aggregate demand through the supply of money, cost of money and availability of credit
Out of the two types of instruments, the first category include bank are variations, OP°"
market operation, and required reserve ratio. They are meant to regulate the overall level
of credit in the economy through commercial bank. The selective credit control aims &t
controlling specific types of credit. This includes changing margin, requiremen! g
regulation of consumer’s credit (M.L Jhingan, 2003). Monetary policies have proven 0
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be the most visible instrument for achieving medium
suideline 2002). Indeed, monetary policy formulation
;riticul government responsibility so that the economy

term stabilization objectives (CBN
and implementation emerged as a
does not go astray.

Generally, the primary objectives of monetary policy is concerned with application of
expansionary monetary policy measures during economic recession and contractionary
monetary policy controls money supply because it is believed that its rate of growth has
an effect on inflation. This basic aim of monetary policies is not to aggregate themselves
but the aggregate in the real sectors of the cconomy such as, level of capital price
stabilization and economic development. Policies are designed in order to change the
' trend of some monetary variables in particular direction so as to induce the desired
‘ behavioral change in the monetary policy. The central bank’s role is to conduct
appropriate monetary policy that is consistent with the main economic objectives that
will help the growth of gross domestic product(GDP) sustainable inflation are stable
balance of payment position. This is done by putting in place the direct or indirect
monetary approach so as to control monetary trends. Monetary policy influences the
macroeconomic objectives because it is believed that there occurs a relationship between
the real vanables. Monetary policy affects all aspect of our economic and financial
decision whether to build a house, start up a business, whether to send one’s child to
| school or to make the child learn trade. Monetary policy tries to influence the
implementation of the economy as reflected in key macro-economic indicators like
inflation, GDP and employment. It works by affecting aggregate demand across the
economy, that is, individuals® and firms’ willingness and stability to spend on goods and
services. In doing this, monetary policy has two fundamental goals to promote maximum
Sustainable output and employment and to maintain sustainable price level in the
economy.

. However, the job of stabilizing output in the short run and promoting price stability in
- thelong run involves several steps first, the central banks to estimate how the economy is
doing now and how it is likely to do in the medium term, then, it compares this estimates
its goals for the output and the price level, if there is a gap between the estimates and
the goals, the CBN have to decide on how to forcefully and swiftly to act to close the
“P. So to get a reasonable estimate of the current and medium term economic

ConditiUHS, the central bank tries to find out what the most relevant economic

“Velopments such as government spending, economic conditions abroad, financial

fo-ndiu""s at home and the use of new technologies. It is against this backgrounclj thflt
- “udy is set to determine monetary policy implementation and its effect in Nigena

cC()n
oMy from 1994-2013.
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Statement of Problem it
Government all over the world formulate guidelines geared towards the enhan,
ey

and development of policy variable designed to ensure the achievement apg Mainy;
of price level stability, balance of payment equilibrium, high and stable rate of ec
growth, full employment and equitable distribution of income, these are the instry
of central bank in controlling the activities and operations of commercia] banks mmems
to achieve the macroeconomic objective. In fact, commercial banks are reluctay B
responsibility to comply with the rules and regulations set by the central bany Such 5
Open Market Operation (OMO), Required Reserve Ratio (RRR) bank rate, liquidi,
ratio, selective credit control and moral suasion. The guidelines helped in setting of .
interest rates charged by the commercial banks, sales or purchases of securities to copgy
the money supply, and changes in the required reserve ratios of banks and financiy
institutions. The CBN guideline on monetary policy works through the effect of the cog
and availability of loans to real activity, and through this on inflation, and o
international capital movement and thus on exchange rate. Central bank of Nigena and
the federal government’s formulation and implementation of the monetary policy mor
or less finds its ultimate translation to the economy 1n real terms.

Objectives of the Study

The broad objective of the study is to examine the Impact of Central Bank of Nigenaz
Monetary Policy Implementation on Nigeria economy. Other specific objectives of the
study are:

1. To assess the effect of Money Supply on Gross Domestic Product (GDP).

2. To determine the impact of Money Supply on Nigerian External Reserves.

3. To appraise the effect of Money Supply on Capital Expenditure.

Research Questions
The following research questions are developed to achieve the study objectives:

3. What is the impact of Money Supply on Gross Domestic Product (GDP)?
4. To what extent does money supply affects external reserve?

5. What is the impact of money supply on Capital Expenditure?

Statement of Hypotheses
The controversy bothering whether or not monetary policy measures actual impact -
Nigerian economy is based on the statement of the problems and objectives

1. Money Supply does not significantly impact GDP

2. Money supply does not significantly affect External reserve

3. Money supply does not significantly impact Capital Expenditure.
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ii. Review of Related Literature

Conceptual Framework

Definition of Monetary Policy

Monetary policy 1s defined by the centra] bank of Nigeria (CBN) as combination of
measures designed to regulate value supply and cost of money in an economy, in
consonance with the level of economic activities. Odufalu (1994) defined monetary
policy as the combination of measures taken by monetary authorities(e.g. the CBN and
the ministry of finance) to influence directly or indirectly both the supply of money and
credit to the economy and the structure of interest rate for economic growth, price
stability and balance of payment equilibrium. He added that the CBN is empowered by
the decree of 1991 act, to formulate and implement monetary policy in Nigeria, in
consultation with the ministry of finance subject to the approval of the president.

Falegan (1995) defines monetary policy as financial measures which deal with the
discretionary control of money supply and credit by monetary authorities in order to
achieve some desired objectives. According to Okoro (2004) monetary policy generally
refers to a combination of measures designed to regulate the value, supply and cost of
money in an economy in line with the expected level of economic activity.Ugbaja (2002)
sees monetary policy as the use of money instruments to control the volume of money in
circulation as well as the level of economic activities. He added that it is the deliberate
effort by the monetary authorities to control the money supply and credit condition for
the purpose of achieving certain broad economic objectives. In general, monetary policy
is a major economic stabilization weapon which involves measures designed to control
and regulates the volume, cost availability, direction of money and credit 1n an economy
to achieve some specific macroeconomic policy objectives. From the definitions above,
it could be agreed that the aims of monetary policy are basically to control inflation,

maintain a healthy balance of payment, position in order to safeguard the external value

of the national currency and promote an adequate and sustainable level of economic

development.

Objectives of Monetary Policy

In many parts of the world today, the objectives of monetary policy have transcended the

traditional function of maintaining a stable exchange rate and avoiding business cycles.

ExpliCitly’ governments seek to use monetary policy as aid in the growth of output,
maintenance of stable domestic price levels and the

income 4
nd employment, tary policy since independence has

Strengthening of balance of payments. Nigeria mone
®en geared towards the following objectives: "
) Maintaining domestic wages and price stability.
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2) Creating full employment opportunities
3) Stabilizing the naira exchange rate

Paldo (1975) explains that maintenance of relative Price stab111tylall:: ;toi‘;"tr_oni.ng the
level of money supply to guard against inflation. Since the supp IY s IY 1S direct]y,
related to the price level, it behooves the governments jco con.tro € supply of Money,
and forestall the devastating effect of inflation or deflation using monetary policy, Tp,
economic growth is measured in the direction of the gross 'domeStIC‘PquUCt (QDP), thug
Falegan (1995) asserts that an expansionary monetary policy resulting in an increage in
money supply will expand output and aggregate demand.

The objective of achieving full employment is predicted on the fact that an €xpansion of
money supply leads directly to increase in expenditure on goods and services. Thjg
increase will be met by employing more labor. However, Falegan (1995) remarks thy
the motion of full employment does not mean absence of unemployed labor in the
economy. Monetary policy also aims at achieving an equilibrium in the balance of
payment position by discouraging importation and foreign borrowing. Pawley (1993)
submits that exchange rate stability can be achieved through effective monetary policy
by restrictive measures aimed at reducing the volume of money in circulation as wel] a
inflationary level. This will give the domestic currency relative advantage over foreign
currencies. Furthermore, he states that promotion of free market economy can also be
achieved through deregulation of interest rate and other monetary control measures, this
will move the economy towards liberalization and this means that the institutional
regulations in both money and capital market should be removed to allow market forces
to determine the position of the economy at any given period.

The Monetary Authorities

The monetary authorities in Nigeria currently comprise of the central bank of Nigeria
(CBN) and the ministry of finance both of which are agencies of the federal government
(Chukwu, 2000) says that while the central banks exercise primary responsibility for
articulating, implementing and appraising monetary policy, the banks authority is

exercised subject to appropriate consultation with the government which has legal power
to override the bank’s proposal or actions. He

bank has overall responsibility for the eco
the government may not be entirely co
viewed by the central bank. In current
hinges crucially on the extent to which
role of the government in the economy

nomy, there will be times when the priorities of
nsistent with the thrust of monetary policy as
Nigeria settings, the success of monetary policy
the budget is initiated. This is due to the critica
and for this réason; the government has continued
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(o be the largest source of liquidity growth in the system. The monetary policy in Nigeria
is best understood from the stance of the mandate set for the banks

[nstrument of Monetary Policy

[n 1993 when open market operation (OMO) was introduced, the CBN relied exclusively
on varying combinations of direct instruments of monetary control from time to time.
These instruments are credit ceilings, sectoral credit allocation, interest rate control,
imposition of special deposits moral suasion movement of government deposits,
stabilization securities and exchange controls. As the financial market deepens over time
as a consequence of the economy —wide macroeconomic reforms that commenced mid
1980’s, the CBN stated the process of shifting from the use of direct instruments to
market based instruments.The most significant move in the new direction came in June
1993 when the bank introduced (OMO). The market-based tools includes in addition to
OMO, reserve requirements which specifies the proportion of a bank’s total deposits
liabilities that should be kept with the central bank and discount window operations
under which the central banks performs the role of lender of last resort to the deposit
money banks. Open market operation may be undertaken through outright transactions
through repurchase transactions. Repurchase transactions are temporary and are usually
reserved a the expiration of the contract, where a party purchases securities and gives out
cash with agreement to sell securities back at a later date with some financial
consideration repo agreement is in place. On the >ther hand, if securities have been sold
to a party and cash taken with agreement to purch. se the securities at a later date with
some interest, a reversed repo transaction is deemed (o be in place, currently OMO 1s the
major instrument of monetary policy at CBN, other supporting instruments are discount
window operation, moral suasion, forex sales and the standing facility introduced in
December 2006.

Monetary policy instruments used indirect control regime have evolved over the years
with the monetary authority time-turning than as directed by treads in the economy

¢specially the overall money aggregates. Such major instruments are:

L. Bank Interest Rate : :
This is the rate at which the banks lend money to the public. Since the bank rate is to the

¢ommercial banks, the cost of borrowing from the CBN, he higher the rate, the lesser the

bility of the banks to borrow a larger amount from the CBN, as a result the market

forces of demand and supply will have to set in. According to Ojo (1999) the use of bank

"ate as an instrument of monetary policy is based on two assumptions:
That the bank rate can influence all other rates in the economy and that t

Money is interest elastic. Therefore, when the bank rate is high, the comme
dlsc0uraged from borrowing huge sums of money from CBN. Conversely,

he demand for
rcial banks are
the bank rate
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is reduced when the CBN wants to increase and lending capacity and the vojyp,, of

money in circulation.

2. Moral Suasion )

This involves the use of appeals of persuasion by the monetary aut‘honty on banks asking
them to operate in a particular discretion for the achievement of specified govermnmep
objectives. Subject to persuasion are usually discussed through formal meetings
committees or seminars. According, to Ojo(1999) the CBN intensified the use of mop,
suasion in 1993 by holding more dialogue with banks, other financial institutions apq
agencies on monetary policy measures in order to enhance performance. Included ajg,
here is the discount window operations which are transactions carried out at the windqy
in the form of short term, largely overnight loans, collaterized by the borrowing
institutions holdings of the government debt instruments and the CBN securities and
other eligible first class securities approved by CBN.

3. Discount (Rediscount) Policy

It refers to the condition under which and how much the CBN lends to commercial banks
in forming its rate as a lender of last resort. It primarily involves changes in the discount
rate (for minimum rediscount ration MRR) and affects the volume of loans to the banks.
And to monetary base and expand the money supply, a fall in discount rate reduces the
monetary base and shrinks the money supply. The CBN facility at which discount loans
or discounts are made to banks is called the “Discount window™ the MPR is also used to
influence the level and direction of other rates determines whether the commercial bank
is adopting a policy of monetary ease or monetary restraint. The MRR is currently fixed
at 18.5 percent.

3. Open Market Operation (OMO)

This involves the sale and purchase of government securities such as Nigerian treasury
bills, treasury certificate and development stock by the monetary authority. CBN in 2002
introduced another monetary instrument known as CBN certificate to compliment the use
of government security. The CBN certificate is different from other instrument in the
sense that, it cannot be discounted for, this is to enhance the efficiency of monetary
policy actions, given instability the only available treasury. According to Pawley (1993)
when the monetary authority perceive inflation, it will sell securities to banks $0 f”

reduce their liquidity and lending capacity. Ultimately, the volume of money "
circulation falls and vice versa.
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(entral Ilillll\l of N"“"“'.'"'".""""l.'""""‘ the ‘b“"kl'ﬂg Institutions o always maintain a stipulated
| n'ﬂl“"'“"q of then dl.:.\.l.'lh u; lgacg-vcs n cgsh. The purpose of which is to ensure adequate
jquidity for the banks at all lln.w.s.‘ lljgb"’Ja (2000) submits that when the CBN wants to
Juce the money supply and hquidity of banks, it
:I:: effect 1s reduction in the ability of banks

will increase the reserve ratio which

™ ‘ to lend out money to borrowers and vice
Jersa. For cxun.lplc, 1 the nlm.xunum deposits that could be created by the banking system

L fom any additional qcl)"""” IS qu'i_ll to the reciprocal of the reserve ratio multiplied by

| that change in deposit. However: it is the state of the €conomy that will determine the
direction 1o which the monetary authorities would move the reserve ratio.

4, Reserve Requirements

(ash and liquid assets are the requirement imposed by the CBN that commercial banks
must hold at a certain amount or reserves, It is the minimum amount of reserve (or
cligible liquid asset) that commercial banks must hold in proportion to total deposit
liabilities. For each category of the deposit liabilities, a rise in the cash ratio or liquid
ration reduces the amount of deposit that can be supported by a given level of monetary
base and will lead to contraction of the money supply. Conversely, a fall in the ratio
leads to an expansion of the money supply because more multiple deposit creation can
lake place. The reserve required is currently by the CBN fixed at 12.5 percent for cash
reserve ratio. However, for those in the bank that shows evidence that 20 percent
outstanding loan is to real sector, the cash reserve ritio has been reduced.

5. CBN-Certificates

This was issued for three liquidity first time in ear 2001 to mop up the excess liquidity
 senerated by the rapid monetization of the windfall going from the crude oil receipts, it
| ‘f’ilf be issued as the need arises to traditional monetary policy tool t contain growth in
uidity 1o desired Jevel (CBN Guideline, 2002)

0. Nati .
.;thaIlOnﬂl Savings Certificate
SIS medium for long term securities intended to broaden and offer alternative

| . .
l;We“mf:llt options for both banks and the public. It is used to supplement effort at
nag; : .

.nagmg Ol @ more sustainable basis, the persistence excess liquidity on the economy

Whlle T .
facmtatmg savings and investment growth.

"pa

A crit(jjr O{Mw'ey Supply on Gross Domestic Products (GDP)
C - - . .

Posii, " Study of the statistical records of the ultimate policy goals of Nigeria economy

Tevealeq that:

97|;.
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pply(M2) grew by 0.7 percent at the ¢p, d of

the first half of 2013 relative to the level at. end-December, 2012, Whep,
annualized, M2 grew by 1.4 percent compared with tl_le growth of 2.7 percep, i
the end of corresponding half of 2012. The grOV.Vth 1 HIOHCY supply reflecteq
wholly, the 4.7 percent increase in domestic credlt(net)', which more than, Offse
the effect of the decline in net foreign assets of the banking system.

b. Narrow money (M1); Narrow money (M1), fell by 6.5 percent to 6,939 6billigy
compared with the decline of 2.5 percent at the end of the corresponding haf of
2012. The development was due t0 the respective decline of 13.3 percent anq 5
percent in the currency and demand deposit components.

¢. Quasi money(QM); Quasi money grew by 7.3 percent to _'8,653.6billion at the
end of the review period compared with 5.4 percent growth recorded in the first
half of 2012. The growth in the QM was attributed to the growth in all the
components of QM, particularly the strong growth of 9.4 percent in foreign
currency deposits (FCD) with commercial banks. The strong growth in (FCD)
during the period may be indicative of possible currency situation taking in the
economy FCD as a ratio of QM rose from 3.0 percent in June 2012 to 33.8 percent
in December 2012 and further to 34.5 percent at the end of June 2013. As a ratio
of broad money (M2), FCD stood at 19.1 percent at the end of June 2013,
compared with 15.3 and 17.6 percent at end -June and end-December 2012

a. Broad money (M2); broad money su

respectively.
d. Currency in circulation (CIC); Currency in circulation at end-December 2012 was

N1,631,72billion representing an increase of 4.2 percent above the level in 2011
Relation to the level at end-December 2012, currency in circulation fell by 12.6
percent to }1,425.5billion at the end of the first half of 2013. When compared
with the level at the end of corresponding period of 2012, it fell by 4.5 percent.
Further analysis showed that currency outside bank (COB) fell by 13.3 percent,
compared with the decline of 12.6 percent at the end of the corresponding half of
2012. Thus, COB to M2 ratio (COB/M2) stood at 7.2 percent, down from 8.1
percent at the end of the corresponding period of 2012. The lower COB/M2 rati0
and the ratio of CIC to nominal GDP, which measures the moneys of the
economy, continued its downward trend, from 4.3 percent in 2011 to 4.0 percer!
in 2012, The lower COB/M2 ratio and the decline in the CIC/GDP ratio refles®

increased confidence in the use of non-cash or e-payment means of payment .
the country.

Relevance of Monetary policy on Capital Expenditure

Govemmer}t expendltulres are used to provide public goods and services t0 the po
though which economic growth jis induced. Public expenditures are classified 10t
98| 1Pave
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broad themes ‘namely; recurrent and capital expenditures. Recurrent expenditures are
goods, which include all consumption items that occur in a year, they are payments for
non-repayable lfansfl01it)115 such as salaries, wages and allowanc‘cs Capital expenditure
relate‘s to payment for the use of non-financial assets used in prud;wlion process which
contribute to lonn.%',.-l'ﬁl‘ﬂ1 development. Example of capital expenditure, include spending
on health, eduga.uon, roads, electricity, agriculture. Public expenditure affects private
sector productivity through the accumulation of frastructure and human capital.
Therefore, lhc structure of expenditure has implications for economic growth. There 1S
also ﬂ growing "C_C"g“ilim that as a prerequisite to the pursuit of sustainable fiscal
policies, t‘he quality of govermment expenditure needs t@ be improved (Premchand,
5001). This improvement involves largely higher expenditure on productive sectors like
education, health and agriculture while reducing unproductive expenditure including a
reduction in the wage bill. However, as Roubini and Sachs (1989) noted “in periods of
restrictive policies...capital expenditure are the first to be reduced (often drastically)”
aint to achieve the goals of fiscal adjustment

therefore, the use of expenditure restr
ise growth since

requires that expenditure be reduced n a way that does not compromi
overnment expenditure are more productive than others. In other
ainable fiscal reduction is not aided by arbitrary cost
yhancing sectors must be protected from across the

board spending cuts so that fiscal adjustment will not be an illusion (Easterly, 1999). The
of government spending depend, therefore, heavily on the

t expenditure In relation to current revenue of

| spending decisions.

some components of g
words. the achievement of sust

cutting of expenditure Growth er

long-term consequences

balance between capital and recurren

government and on the quahty of individua

Challenges of monetary policy implementation and its effect in Nigeria.

Monetary policy implementation in Nigeria faces enormous challenges which include:

one of the major challenges is the paucity of high quality data,

nd untimely data on some key

yn gross domestic product (gdp)

inefficient ict network system

to availability of real time

I. qualhty of data:
non-availability of high frequency data a
macroeconomics aggregates like quarterly data «
and others required for policy mputs purposc.
between the cbn and dbms 15 also another hindrance

quality data.
2. conflicting government policie
other and hence hinder the object
nt will set single digit
or expect low lev

es conflict with each
here are situations
y and double

¢ some government polic
ives of monctary policy. 1
! ion rate for the cconom
where governme inflation rate l. '

el of lending rates for the rest of the

gt output grnwth rate.

ents 1§ borrowing al high interest rate.

cconomy while governm






