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Abstract

Open market operation was introduced as a mongtaligy tool in Nigeria in 1993. Since then, it hhsen
extensively used in conjunction with other toolsts@as reserve requirement, discount window operatind moral
suasion as an instrument of price stability; howewrdlation in Nigeria has not reduced to the desisingle digit
level on a consistent basis. It is against thikgamund that, our paper investigated the impac®IO as a tool for
monetary policy on price stability in Nigeria froh993-2007. Using OLS regression model, our regyeals that
open market operation has positive non-signifi¢gantact on consumer price stability as proxied Hiation rate in
Nigeria. Our result also reveals that there wa®stipe correlation between open market operatioth @nsumer
price stability of the Central Bank of Nigeria fahe period, therefore remains a useful tool, heoce
recommendation is that it should be used in cornjonavith other relevant ones in the maintenancprimfe stability
in Nigeria.
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1.0 Introduction

Monetary policy refers to a combination of measutesigned to regulate the value, supply and costafey in an
economy, in consonance with the expected levelcohemic activity. It has been argued that the dhjes of

monetary policy include price stability, maintenaraf balance of payments equilibrium, promotiorenfployment
and output growth, and sustainable developmentlzegk objectives are necessary for the attainnféntesnal and

external balance, and the promotion of long-rumeadc growth (Nnanna, 2001). The importance of@stability

is derived from the harmful effects of price vdifti which undermine the ability of policy makeis achieve other
laudable macroeconomic objectives.

However, the success of monetary policy often ddpemm the operating economic environment, thetutginal
framework adopted, and the choice and mix of tlstriiments used. In Nigeria, the design and implé¢atiem of
monetary policy is the responsibility of the CehBank of Nigeria (CBN). The mandates of the CBNstated in
the CBN Act of 1958 as amended include; issuindegfl tender currency, maintaining external reserie
safeguard the international value of the currempegmoting monetary stability and a sound finansigtem and
acting as banker and financial adviser to the F#déovernment. All these objectives are aimed towahe
maintenance of stable price in the country.

As have been observed over the years, Nigeria’'swoer prices are very volatile, and more unprebietthan in

other emerging market economies countries due lieypimconsistency of monetary policy regulatorsdasgain

partly because of the long rule of military regimethe country, which created problems for the cmtidbf a

monetary policy aimed at price stability. In areatpt to maintain price stability in the economyg entral bank of
Nigeria uses several monetary policy instrumenthsas open market operation, reserve ratio etc.edew Open
Market Operation as a monetary policy tool in Nigewas introduced at the end of June 1993 and risluied

wholly on Nigerian Treasury Bills (NTBs), includinggpurchase agreements (repos). OMO entails the mal
purchase of eligible bills or securities in the omearket by the CBN for the purpose of influencieposit money,
banks’ reserve balances, and the level of base ynam& consequently the overall level of monetany financial

conditions. In this transaction, banks subscritimghe offer, through the discount houses, drawthmir reserve
balances at the CBN thereby reducing the ovemliidity of the banking system and the banks’ apild create
money via credit.
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Since, 1993, when OMO was introduced as a monetaligy tool, it has been extensively used in confion with
other tools as an instrument of price stabilitywéwer, inflation in Nigeria has not reduced to tesired consistent
single digit. It is against this background thatr @aper sought to investigate the impact of OMQaawol for
monetary policy in Nigeria. The remainder of thepgmais organized as follows: Section two contaires rieview of
related literature; section three; our methodologggtion four; our presentation and analysis of;dathile we
conclude in section five with conclusion and recoenaations.

2.0 Review of Related Literature

The opening up of the Nigerian economy since 19886¢h included a significant degree of trade litieedion as
well as financial deepening, suggests that the dimdemand for money cannot be realistically eatéd without
considering the impact of monetary policy managemkenNigeria, monetary factors and macro-monefzoiicy
announcements are major determinants of the ioflagenerating process. With every policy announcgme
economic agents form their expectations about praczordingly. These factors have a significantaabpon the
maintenance of stable price stability in the ecopom

Studies abound in the literature on the effectsiohetary policies on inflation target of monetaofigy authorities.
For example, in a study of money demand and tHatiof process in Brazil, Calomiris and Domowit®89) have
argued that expected inflation is determined siamdbusly with equilibrium real balances and reakgoment debt.
In addition, Calomiris and Domowitz (1989) foundtithanges in money do not predict changes in ttice fevel
whereas changes in the price level do predict absumg money. In many other developing countriasdiss show
that one of the dominant predictors of inflatiottie growth of money (see, Owoye, 1997).

Although these studies return puzzling resultss iévident from their analysis that there seembe@ consensus
about the impacts of monetary policy shocks onwausind prices in developed economies as Christietna). (2002)
opine. Interestingly, for a developing economy INigeria, the potentials for using monetary policgovations to
engender real economic effects are less clearaifrti@guity may stem from the inherent imperfectionthe goods,
money and labour markets, and the un-sticky natfigrices. among others. Which in the past, cetaalkers and
academia has tried to clarify, using single-equmtisimultaneous-equations and (or) the narrativpragech
(Balolgun, 2007; Odusola, 2005; Uchendu, 1996; Aglaen 2004 and Nnanna, 2001).

Bernanke and Mihov (1998) and Leeper, e.t al. (J9&€fer to make the case for the choice of the eteoy
instrument used for intervention as the major deieaint of the degree of impact. They both submitt tthe
traditional approach of using changes in the mategk to stimulate or depress economic activityierior to the
use of interest rates. This is because the groatéh of monetary aggregates depends on a varietpfpolicy
influences.

To date, the implementation of monetary policy iigétia has been complicated by a number of factochuding
fiscal largesse, lack of operational autonomy & tentral bank, insufficient and low-quality statis, a weak
transmission mechanism, and a weak financial systémms, announcing and pursuing a long-run targeinflation
would be a good monetary policy strategy for NigefBatini and Morsink, 2004). Batini and MorsinR004)
analysis reveals that neither the stable prices/fteat nor the fixed exchange rate solutions aaetiqularly
appealing for Nigeria in the long run. HoweverJatibn targeting with a free float still seems ® d superior option
on various grounds.

Results also suggest that, if over the past 20syedne Central Bank of Nigeria (CBN) had been grdnt
independence in setting monetary conditions andfbldaved a Taylor rule consistent with a singlgitlinflation
target, monetary conditions might have been lessramodative and, hence, inflation in Nigeria mighve been
lower and less volatile than what was observed hiis (2000) is of the view that inflation targetifgs many
advantages as a medium term strategy for monetligyp For these to accrue, all elements of thé-ffaged
inflation targeting strategy are necessary. Notadiiyouncing a specific target for inflation anstitutionalizing the
commitment to price stability enhance the credipitif the strategy and its objectives. The insiitodl commitment
is also important on two other grounds. Claridali @ad Gertler (1997), opine that monetary polioycountries
such as France and the United Kingdom was fardigtian would have been the case if monetary patidhese
countries was focused on domestic considerations.
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3.0 M ethodology

The research design adopted for this paper istpest facto research design. The adoption of this researsiyiule
hinges on two reasons Firstly, the study reliechistoric data obtained from the Central bank ofeé\ig statistical
bulletin from 1993 — 2008, as such the event undarstigation had already taken place and the reseadoes not
intend to control or manipulate the independeniabdes. The inability of the researcher to marapellthese
variables is a basic feature @§post facto research design (Onwumere, 2005). Secondly, asided by Kerlinger
(1970), theex-post facto research design, also called causal comparatiseareh, is used when the researcher
intends to determine cause-effect relationship betwthe independent and dependent variables witieva to
establishing a causal link between them. Data wertgced from the Central Bank of Nigeria Statidtigalletin
from 1993-2007.

The choice of our model is based on, theoreticasgeEetives of monetary policy instruments as tdolsthe

maintenance of price stability. The OLS regressi@s used to test the model. Therefore, hypothegitiat Open
market Operation does not have a significant pasithpact on consumer price stability in Niger&d us to formula
the model (1):

INFR = a+ by OMOR+ by GDPGR+ £ ..viviiiiiiiiiiiieccc e 0]
where:

INFR = Inflation rate

OMOR = Open Market Operation rate

GDPGR = Exchange Rate

a = Regression equation intercept

b = Regression equation coefficient

i = error term

Explanatory Variables

a) Independent Variable- Open Market Operation
Open Market Operations are the direct actions tdlkea central bank to implement its monetary pobbyectives
for the size of the national money supply by buyamgl selling government securities or overnighbragreements,
thereby adjusting bank reserve accounts with thér@ebank. The process of buying or selling goweent bonds to
banks is a way to stabilize the money supply blyegitidding or removing money from the banking systia this
research, the growth rate of Open market operasates is used as proxy for open market operaliovas derived

by;
((OMO, —OMOL1)/OMO)*L00... .. eee et e, (ii)

b) Dependent Variables- Consumer Price Stability
This a condition in which the average price levetlie economy does not change or changes veryyslthig is a
key part of the macroeconomic goal of stabilitye(iither two are full employment and growth). Pstability is
commonly indicated by the inflation rate, calcuthtes percentage changes in either the Consumer [Rdex (CPI)
or the GDP price deflator. However, price stabiigymore generally the absence of large or rapadeases or
decreases in the price level. In this researclatimeial rate of inflation is adopted.

¢) Control Variable - Gross Domestic Product
Gross domestic product (GDP) refers to the markktevof all final goods and services produced withicountry in
a given period. The GDP growth rate which meashi®s fast the economy is growing, either as a peaggEn
increase or decrease of GDP compared to the previear is adopted in this research as a contréghhlar The
justification is based on the fact that all mongtaolicy instrument and frameworks in the long raffect
productivity output in the country.

4.0 Presentation and Analysis of Data

41 Presentation of Data

The section presents the data used for the analyséy include the values of the value parametepgr{anarket
operation percentage change, inflation rate in greege, growth domestic product at real factor eost growth
domestic product growth rate in percentage) forgegod 1993-2007. Below the table (4.1) are acmmmyor the
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data variables. The computed values of the pararfreta 1993-2007 are time series in nature.

Table4.1 Presentation of Model Data from 1993-2007
Years OM OS (N,000) OMOR (%) INFR (%) GDP (N,000) GDPGR (%)
199: 47,26" 10C 57.2 688,136.! 100
1994 223,68: 373 57 904,004. 31.3%
1995 158,190 -29 72.8 1,934,831 114.03
199¢ 234,83t 48 29.2 2,703,80! 39.7¢
1997 111,53 -53 8.5 2,801,97. 3.6:
199¢ 27,44, -75 1C 2,721,17 -2.8¢
1999 80,956 195 6.6 3,313,563 21.77
2000 103,845 28 6.9 4,727,523 42.67
2001 386,941.! 273 18.€ 5,374,33! 13.6¢
200z 591,988.. 53 12.¢ 6,232,24. 15.9¢
200z 794,647.. 26 14 6,061,70! -2.74
2004 1,099,446 38 15 11,411,067 46.88
2005 989,840 10 17.9 15,610,882 36.8
200¢ 1,808,42 83 8.2 18,564,59 18.92
2007 3,73¢,30C 107 5.4 23,280,71 25.4

Source: Central Bank of Nigeria Statistical Bulletin, 20B8ition

Note:

OMOS = Open Market Operations Sales

OMOR = Open Market Operations Rates

EXR = Exchange Rate

INFR = Inflation Rate

GDP = Gross Domestic Product

GDPGR = Gross Domestic Product Growth Rate

From table 4.1,, it could be observed that the ip0®re represented in aggregates as well as temeges. For
open market operations sales, the table revealghbahighest sale by the Central Bank of Nigeraswn 2007,
where N3, 736,300m debt instrument was sold to siepmoney institutions in Nigeria. This was follogvey 2006
(N1, 808,420m), 2004 (N1, 099,446m), 2005 (N9890QmB)Y, 2003 (N794, 647.1m) and 2002 (N591, 988.3m)
respectively. The lowest open market operationssai@s made in 1998 (N27, 447m), 1993 (N47, 265m 1299
(N80, 956) respectively. On percentage changegpénonarket operation sales, it was observed tleaetivas a
negative 1995 (-29%), 1997 (-53%) and 1998 (-75%gpectively, while the other years revealed a pesit
percentage change and the highest was observé®#vihere the change was 373% change when comiuatiee
figure in 1993.

On gross domestic product at real factor, it cduédobserved that there was a gradual progressivease in the
variable from 1993 to 2007. However the percentdgnges as observed from the gross domestic prgdowth

rate indicates that the highest growth in Niger@@BP was in 1995 (114.03%), this was followed b@2(16.88%).
A negative growth rate was observed in 1998 (-2)8&% inflation rate, the highest was recorded983 where it
was 72.8%, followed by 1993 (57.2%). It was sindjigits in 1997, 1999, 2000, 2006 and 2007. Figutedépicts a
diagrammatical representation of table 4.1.
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Figure 4.1 Graphical Presentationsof Table4.1
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Sour ce: Authors’ Graphical Presentation

4.2  Analysisof Results
Table 4.2 below presents the regression and ctaoeleesults of our analysis,
Table4.2 Regression and Correlation Results

Model R R R°Adj. | Std Error of | F Change| t-value | Sig(p) | Beta| Durbin
the Estimate Watson
1 0.828 | 0.685 0.632 13.1372 13.034 - - - 1.298
OMOR - - - - - 1.604 0.135 0.260 -
GDPGR - - - - - 4.923 0.000 0.799 -
Source: SPSS Results
Model Equation INFR = a + 0.0470MOR + 0.514GDP6&R
Fz’ 14 = 13.034, p= 0.001

From table 4.2, it indicates that open market djmmahas positive non-significant impact on consurmpece
stability as proxied by inflation rate in Nigerie=1.604, coefficient of OMOR = 0.047). The p-vata 0.135 > 0.05
indicates that it is non-significant. As indicated the F; 1, = 13.034 and p = 0.001, this ANOVA result provides
evidence of a strong linear relationship betwedlation rate and the two explanatory variables ejf®en market
operation and gross domestic product growth rateth@ correlation results as observed from theetabindicates
that there is a positive relationship between tidtarate and open market operation shown by the deefficient of
the independent variable (0.260). The coefficidrdetermination (B result of 68.5% shows that the proportion of
the variance in the criterion variable (inflaticete) which is accounted for by our model is siguwifit. This result
was further confirmed by the Adjusted F63.2%). In sum the impact of open market openatio realizing the
objectives of price stability has been positiveutdfio not significant.

5.0 Conclusion and Recommendations

There is fairly widespread consensus among macnoeeists that the primary long-term objective of retamy
policy ought to be a stable currency (Orphanides \Atieland, 1998). The result of our analysis rese¢hbt Open
market operation sales as a monetary policy toeé lsapositive non-significant impact on consumécepstability.
That is, an increase in open market sales whiohlweg reducing the volume of currency in the ecopoeduces the
rate of inflation. Conversely a decrease in operketassales through expansionary means of open mpatkehases
increases the rate of inflation in the economy.iAgthe paper found that there is positive corretabetween open
market operation and consumer price stability ef@entral Bank of Nigeria for the period.

One of the major objectives of Nigeria’'s monetagiqy is the maintenance of price stability. Usihis yardstick,
the outcome of monetary policy in Nigeria has bgenerally mixed. By definition, price stability Migeria refers
to the achievement of a single- digit inflationerain an annual basis. Indeed, this objective hiibbe®n achieved on
a sustained basis (Nnanna, 2001). However a cutsokyat the rate of inflation in Nigeria revealdtit from 1993
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to 2007, a single-digit inflation rate was only esked in 1997 (8.5), 1999 (6.6), 2000 (6.9), 208&2) and 2007
(5.4). This is quite worrisome considering the efffeuch high volatility in price of goods and sees will have on
outputs in the economy. The effect of such volstitiecessitated the introduction of the gross ddimgsoduct
growth rate as control measure in this paper. Véectbre, strongly recommend the use of open mambetations
among other policy tools as a monetary policy fondNigeria. Our result reveals that OMO has haasitjve effect
in this regard.
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