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Abstract

Economists believe that money supply or money stet&tes to the total amount of money availablearn
economy at a particular point in time either exagesty determined by the Central bank or endogegousl
determined by changes in the economic activitidsichv affects people’s desire to hold currency ietato
deposits or rate of interest. Therefore, what oolanpact does the injection and withdrawal of mpatck into
the economy has on the economic growth performanbkégeria and what are the trends of such contigiouto
the Nigerian economy. This paper in providing solutto the above question therefore uses the anglieast
square method of simple regression models to aadahg effect of the injection and withdrawal of magrstock
on real Gross Domestic Product (GDP) as well asniiag the transmission channel of the relationship
between growth and money stock index covering #r@gd of 1970 to 2008. In conclusion, observatiéthe
theoretical and empirical analysis indicates tiggction of money stock into the economy tendgdduce
interest rate thereby increasing investment. Thdystherefore recommends that the Central Bankigéfia
needs to develop a strategic plan to deal withnfaibanks as well as deals with monetary policyimore
transparent manner so as to address the issugpegftations as inflation exhibits a high degre@eftia.
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1. Introduction

This study attempt to critically examine and analylse role and the impact of injection and withdahwf
money stock on the economic growth performanceigeha. In economics, the money supply or money stock
is the total amount of money available in an econp@ta particular point in time. There are two tfe® of
determination of the money supply. According te finst view, the money supply is exogenously by @entral
bank. The second view holds that money supplyeterdhined endogenously by changes in the economic
activities, which affects people’'s desire to holdrency relative to deposits or rate of interesfedtion of
money stock into the economy implies an increaskeittotal amount of money available in the econaing
particular time while withdrawal of money stock vidimply a reduction of available money in the ecay.

Money supply is an important aspect of governmeometary policy. Governments use monetary poliayngl
with fiscal policy (which is concerned with taxaticand spending), to maintain economic growth, high
employment, and low inflation. Economists disagogethe ultimate effects of changes in the moneyplsup
Two important schools of economic thought are Kejamasm and monetarism. Keynesians believe that an
increased money supply can lead to increased emglotyand output. On the other hand, monetaristseaitat

an increased money supply ultimately only affectsgs, leading to inflation, and that output is matreased.

Keynesians and monetarists also disagree about dimnges in the money supply affect employment and
output. Some economists argue that an increaseeinupply of money will tend to reduce interesésaivhich

in turn will stimulate investment and total demaritherefore, an alternative way of reducing unemiegt
would be to expand the money supply. Keynesiansnamadetarists disagree on how successful this metfiod
raising output would be. Keynesians believe thatemrtonditions of underemployment, the increasemding

will lead to greater output and employment. Mornistay however, generally believe that an increas¢hée
money supply will lead to inflation in the long run

The different types of money are typically claggifias "M"s. The "M"s usually range from MO (narretyeo
M3 (broadest) but which "M"s are actually used dejseon the country's central bank. In Nigeria, M1 i
currency plus demand deposits or checking accaalanbes; M2 is M1 plus net time deposits other thage
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certificates of deposit; m-3 is M-2 plus depositsnanbank thrift institutions such as savings aodnl
associations. Various other components and conibirsaare also used. Money supply is important bee#us
linked to inflation by the equation of exchangemequation proposed by Irving Fisher in 1911

MV = PQ

e Mis the total dollars in the nation’s money supply

* Vis the number of times per year each dollar ensp

» Pisthe average price of all the goods and ses\sotd during the year
* Qs the quantity of assets, goods and servicesdiging the year

According to Fisher, the nominal quantity of moniy circulation (M) is an autonomous variable
determined by the central bank. The total numbemtume of transactions being a function of theelenf
income which is assumed to be the full employmeobine, the value of T is fixed in the short peridbe
velocity of money V is also constant being deteedidy the institutional and technological factofshe
transaction process that do not change in the gleoitd.

2.0 Review of Literature

From the work of Sims (2007), empirical considematof whether or not financial variables can udgfbke
employed in conducting monetary policy has focusetl only on the ability of these variables to pogdi
movements in output and inflation, but also on Wwketor not they could help predict fluctuationstthee not
predictable by information contained in output anffation themselves. The use of Vector Auto Regjimss
(VARSs) to estimate the impact of money on econonag wioneered by Sims (2007). The development of the
approach as it has moved from bivariate to a laagekr larger systems, and the empirical findingditbeature

has produced, are summarized by Zha, Rubio and dvi@gd2004). The main attraction of tests from VARs
that they provide a natural basis for testing ctonial predictability. As long as the financial iables contain
some information that can independently predict @moents in output or inflation, policy makers camplek

that information (Friedman and Kuttner (2010). VARave been used to conduct forecasts of output and
inflation in systems that contain a financial sectariable (Tallman and Wicker (2010), Black et @002).
Using different measures to compare the accuradleoforecasts, the results from different finaheaiables

are then compared. In this way, the relative impuré of different variables is also checked. Bezahs
ultimate test of an equation lies in its out of pantests, many studies have also extended thgsimab
compare in sample and out of sample forecasts wlttilers have used conditional forecasting.

2.1 Empirical Review

A number of studies that look at the informatiomtemt of monetary aggregates for inflation and outpave
been carried out. The studies available, howevernainly on developed countries. However, maniaiitn
studies on developing countries in general andcAfsipecifically, although not focusing on monetzggregates
per se, have included money aggregates, exchabtge aad interest rate measures as explanatoryblegsia
These can give us an indication of the importanfcthese variables for inflation. Therefore, A fetudies
would be reviewed, specific to the topic and thems inflation studies on African countries.

A number of studies have employed the VAR methagipl®y evaluating F-statistics and forecast perfomoe
measures, empirical work has shown that the isbudether monetary aggregates are important féatioh or
not varies from country to country and from oneiqerto another. One of the studies important to the
discussion here, using US data, is that by FriedamehKuttner (2007). They used F- statistics t@ideine the
importance of money variables in a VAR model. Thieg that both M and M, are significant for inflation
before 1980 and the significance disappeared wherdata set is extended beyond that period. Ofcpbat
interest, they find that the commercial paper bjfread was a good information candidate for indlstr
production. This conclusion sparked a debate antksaf the resulting papers are those of Emery (L99®
estimates recursive regressions and uses both &raagsality and variance decompositions. He atietthe
importance of this variable to the presence ofiexgtlin the data.

2.1.1 How Government through the CBN Inject andhdfiaw money from the Economy

First, it can allow banks to hold a smaller peragetof their deposits as reserves. A lower resergairement
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allows banks to make more loans and earn more mfsnay the interest paid on those loans. Banks ngakin
more loans increase the money supply. Conversetjglzer reserve requirement reduces the amourdgaofsl
banks can make, which reduces or tightens the msmeply.

The second way the C.B.N can inject money intogbenomy is by lowering the rate it charges banksrwh
they borrow money from the C.B.N. This particulaterest rate is known as the discount rate. When th
discount rate goes down, it is more likely thatksawill borrow money from the C.B.N, to cover the#serve
requirements and support more loans to borrowense@gain, those loans will increase the natioromew
supply. Therefore, a decrease in the discount cate increase the money supply, while an increasten
discount rate can decrease the money supply. ketipga however, banks rarely borrow money the C,Bdl
changes in the discount rate are more importaatsignal of whether the C.B.N wants to increasdemrease
the money supply. For example, raising the discoaté may alert banks that the C.B.N might takéoast
such as increasing the reserve requirement. Tgaalscan lead banks to reduce the amount of Idaas dre
making.

The third way the C.B.N can adjust the supply ofney and the availability of credit in the economsythirough its

open market operations—the buying or selling ofggoment bonds. Open market operations are actiedlyool that

the C.B.N uses most often to change the money guppkse open-market operations take place in taekeh for

government securities. The Nigerian governmentdwesrmoney by issuing bonds that are regularly anetl on the
bond market in New York. The bank changes the amofumoney in the economy when it buys or sellsdsiwWhen

the C.B.N pays for a federal government bond wittheck, that check is new money—specifically, firesents a loan
to the government. This loan creates a higher belém the government’s own checking account afierftinds have
been transferred from the Bank to the governmemit iew money is put into the economy as sooneagdkiernment
spends the funds. On the other hand, if the C.Bll¢ government bonds, it collects money that letaout of

circulation, since the bonds that the C.B.N sallbanks, firms, or households cannot be used agynonmtil they are
redeemed at a later date.

To summarize the C.B.N's tools of monetary politycan increase the supply of money and the awvtiabf
credit by lowering the percentage of deposits teatks must hold as reserves at the C.B.N, by logethie
discount rate, or by purchasing government bondsigh open market operations. The C.B.N can degrtees
supply of money and the availability of credit laising reserve ratios, raising the discount ratehyoselling
government bonds.

The CBN injects money stock when it wants to enagarmore spending in the economy, and especialgnwh

it is concerned about high levels of unemploymbmirteasing the money stock usually decreases siteates -
which are the price of money paid by those who daerfunds to those who save and lend them. Lowerdst
rates encourage more investment spending by busisesand more spending by households for houses,
automobile, that are often financed by borrowingneyo That additional spending increases nationadl$eof
production, employment, and income. However, theNQBust be very careful when increasing the money
stock. If it does so when the economy is alreadyraging close to full employment, the additionadisging will
increase only prices, not output and employment.

2.1.2 Impact of Injection and Withdrawal on NigesiEconomic Growth Performance

The monetary policies adopted by the CBN can haaendtic effects on the national economy and, in
particular, on financial markets. Most directly, afurse, when the CBN increases the money supply an
expands the availability of credit, then the ingtreate, which determines the amount of money that
borrowers pay for loans, is likely to decrease. epwnterest rates, in turn, will encourage busiesgs
borrow more money to invest in capital goods, arnidl stimulate households to borrow more money to
purchase housing, automobiles, and other goods.

But the CBN can go too far in expanding the mongypéy. If the supply of money and credit grows much
faster than the production of goods and servicelkéneconomy, then prices will increase, and the o&
inflation will rise. Inflation is a serious problefar those who live on fixed incomes, since theome of
those individuals remains constant while the amafngoods and services they can purchase with their
income decreases. Inflation may also hurt banksodiner financial institutions that lend money, asllvas
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savers. In a period of unanticipated inflation,tlas value of money decreases in terms of what lit wi
purchase, loans are repaid with naira that is wiegb. The funds that people have saved are westh too.

When banks and savers anticipate higher inflatiogy will try to protect themselves by demandingher
interest rates on loans and savings accounts. Wii®e especially true on long-term loans and sgsi
deposits, if the higher inflation is considereckelikto continue for many years. But higher intenedes
create problems for borrowers and those who wainiviest in capital goods.

If the supply of money and credit grows too slowigwever, then interest rates are again likelyige,r
leading to decreased spending for capital investsnend consumer durable goods (products desigmed fo
long-term use, such as television sets, refrigesasnd personal computers). Such decreased sgendin
hurt many businesses and may lead to a recessi@gamomic slowdown in which the national output of
goods and services falls. When that happens, waggsalaries paid to individual workers will fatl grow
more slowly, and some workers will be laid off, ifag possibly long periods of unemployment.

For all of these reasons, bankers and other fiahegperts watch the CBN'’s actions with monetarlicyo
very closely. There are regular reports in the meadhiout policy changes made by the CBN, and eveutab
statements made by CBN officials that may indieathange in the supply of money and interest rates.

3 Research M ethodology and M odel Specification

In order to analyze the impact of injection andhdiawal of money stock on the growth of Nigeriac®momy,
there is need to specify an evaluating criteriolne Brdinary least square method of simple regressiodels
will be used to analyze the effect of the injectamd withdrawal of money stock on Gross DomestmdBct
(GDP). The model will take a general form of thpeybelow:

INY = a +InM5 - Inr +

Y = gross domestic product (GDP)

Aq = autonomous income

M, = money supply representing the total of demanubsli¢és, time and savings deposit in the economy.
INT = interest rate

U = error term

We estimated the equation with,Mince M provides better information than M his is because Mis a
combination of M plus net time deposit and other large certificateleposits. M(X,) and interest rate (X
represents injection and withdrawAhalytical tools such as graphs will also be usedrtalyze the comparative
growth rate between Mand GDP.

The growth in monetary aggregates exceeds itstiangenost of the years. For instance, the broashéy M)
increased by 21.5%, and 24.1%, compared with toevthr targets of 15.3% and 15.0% in 2002 and 2003
respectively. Similarly, narrow money supply {jMjrew by 15.9% and 29.5%, compared with the pesitrlis
targets of 12.4% and 13.8% in 2002 and 2003 reispedct The rapid expansion in aggregate money was
influenced by the prevalence of excess liquidityhi@ banking sector, induced largely by the exparasiy fiscal
operation of the Federal and state governmentghtengrowth in the net foreign assets. Howevergtansion

in M, and M, represented annualized growth rates of 12.0 ahg&. cent, which were within the programme
target of 16.5 and 13.4 per cent, respectivelyfifmal 2005. This growth rates were within thegéds due to
restrictive fiscal and monetary policy of the gaweent in the early part of the year.

Actually, inflation rate rose from 6.0% in 2001 18.9%, 14% and 15% in 2002, 2003 and 2004 respdgtiv
High inflation rates were due to excess liquiditglfed by the expansionary fiscal policy operatiohthe three
tiers of government, depreciation of the naira tlincrease in the pump-price of petroleum praogludiich
triggered higher costs in transportation and doimgsbduction (CBN, 2003, P 32). However, inflaticates
fell in the first quarter of 2005 due to the dese#n the Central Bank of Nigeria’s (CBN) net claion the
Federal Government occasioned by the rise in govent deposits with the Bank. It is a matter of paral
debate as to whether narrower or broader versibriskeomoney supply as well as interest rate haveose
predictable link to nominal GDP. A positive relatibetween the aggregates has been observed.
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Dependent Variable: LOG(GDP)
Method: Least Squares

Date: 04/18/11 Time: 14:03
Sample: 1970 2008

Included observations: 39

Variable Coefficient  Std. Error  t-Statistic Prob.
LOG(INT) 0.024877  0.160421  0.155072  0.8776
LOG(M2) 0.983529  0.030840  31.89152  0.0000
C 1540383  0.268142  5.744661  0.0000
R-squared 0.986041 Mean dependent var 12.66979
Adjusted R-squared 0.985266 S.D. dependent var 2.602483
S.E. of regression 0.315903 F-statistic 1271.506
Sum squared resid 3.592598  Prob(F-statistic) 0.000000
Log likelihood -8.837226

Durbin-Watson stat 0.412019

4 Interpretation of Result

GDP= 1.54+0.98M (-0.02)INT+

GDP =1.54 + 0.98+ 0.02INT +

The regression analysis above indicates that teficient of money supply (b is positive and significant at
1%. We could therefore deduce thaj Mas a positive impact on the performance of Nagegconomy. This
implies that an increase/injection of money suppily result in an increase in the GDP. An increastéhe GDP
insinuates economic growth whereby, there is irsrda output, income and employment and price tves.
This would however lead to inflation. A one pereagg in money supply to GDP will result in a 0.98ceatage
unit change in the performance of the economy.

This outcome is that high interest rate stimulategply of savings but high cost of borrowing disemges
investment and retards growth in Nigeria. My fimagression which has real interest rates as thmonse
variable indicates that the significant determinianeal GDP. The findings imply that growth andrelepment
in an economy is influenced by the level of moneyy.

Injection of money stock into the economy will letada reduction in interest rate which stands asoay for
withdraw. A reduction in interest rate will howevesult in an increase investment which impliegease in
output and income. An increase in interest ratéledld to a decrease in GDP.

The above analysis however shows a positive relstiip between interest rate and GDP. That is oreep&age
change in interest rate brings about 0.024 pergihthange in GDP, ceteris paribus.

4.1 Measurement of Goodness Fit
The coefficient of multiple determination$ B 0.98. This shows that about 98% of the totaiatimns in GDP
are explained by the variations in all the explanavariables used in the model.

4.2 Trend Analysis

The graphs above show the contribution ofdvid M, to GDP. It could therefore be deduced from theplgsa
that M, contributes more to GDP when compared tp Whe graphs show that GDP increases asngteases.
Figure 3 gives a trend analysis of financial de@mgenThat is, Mas a percentage of GDP of which of course
fluctuated over the years.

5.0 Conclusion and Recommendations
In conclusion, observation of the theoretical ampigical analysis indicates that, injection of mgrstock into
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the economy tends to reduce interest rate therelygasing investment. An increase in investmentrault in
increase in output, employment, income and pri¢esherefore implies that injection of money intbet
economy will bring about growth in the economicfpemance of Nigeria. It should however be noted tha
increase in employment and income will induce tifla However, given the supply of money in theremy,

a withdrawal or leakage this tends to reduce enmpét, income and prices thereby leading deflatipnar
process in the economy.

On this basis, we provide the following recommeimest. First, monetary policy should be more transpgto
address the issue of expectations as inflationbésha high degree of inertia. Prior to 1986, thgdxan
government had a history of backtracking on reforfites has created a situation where the publimlbas
confidence in the government and policy announceésnawuld not influence public expectations. ThuBNC
needs to address the issue of policy transpar@mapsparency tends to lower inflationary expectetiby
providing an implicit commitment mechanism on tletf the central bank. This way policy will becem
more credible and the public can now form expeatatithat are closer to the policy targets.

Second, the buying and selling of securities indhen market operation (OMO) should be reconsiderad
use of OMO to stabilize price at the expense opwatushould be discouraged. The mopping of excessdity
with the aim of stabilizing the economy has a negaiimpact on growth by raising lending rate andueng
investment.

Third, CBN needs to develop a strategic plan td deéh failing banks. It needs to strengthen itgdepowers to
close failing banks, and strengthen its capacityupervision as a matter of urgency. The authsrare further
urges to ensure that sound accounting standardspafed in valuing banks' assets. We calls alsgfogress
in the legal processes for establishing asset neamagt companies, since proper handling of failiagks'
assets will be critical in order to minimize cosighe public sector if banks have to be closed.
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Figure 1. Showing Trends Relationship Between M2,&GDP
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Table 1. Datasheet of Statistical Analysis

YEAR M1 M2(X1) | INT R(X2) | GDP(Y) | %GRTH(M1] %GRTH(M2)
1970 641.5 978.2 7 5281.1 0.00% 0
1971 670 1041.8 7 6650.9 4.44% 6.50%
1972 747.4 1214.9 7 7187.5 11.55% 16.62%
1973 925.8 1522.5 7 8630.5 23.87% 25.32%
1974 1357.2 2352.3 7| 18823.1 46.60% 54.50%
1975 2605.4| 4241.2 6| 21475.2 91.97% 80.30%
1976 3864.1] 5905.1 6| 26655.8 48.31% 39.23%
1977 5557.8 7898.8 6| 31520.3 43.83% 33.76%
1978 5260.7 7985.4 7| 34540.1 -5.35% 1.10%
1979 6351.5| 10224.6 7.9 41974.7 20.73% 28.04%
1980 9650.7 15100 7.5 49632.3 51.94% 47.68%
1981 9915.3| 16161.7 7.79 47619.7 2.74% 7.03%
1982| 10291.8| 18093.6 10.28 49069.3 3.80% 11.95%
1983| 11517.8| 20879.1 100 53107.4 11.91% 15.39%
1984| 12497.1 23370 12.5 59622.5 8.50% 11.93%
1985 13878| 26277.6 9.25 67908.6 11.05% 12.44%
1986| 13560.4| 27389.8 10.5 69147 -2.29% 4.23%
1987| 15195.7| 33667.4 17.5 105222.8 12.06% 22.92%
1988 | 22232.1| 45446.9 16.5 139085.3 46.31% 34.99%
1989| 26268.8 47055 26.8 216797.5 18.16% 3.54%
1990| 39156.2| 68662.5 255 267550 49.06% 45.92%
1991| 50071.7| 87499.8 20.01 312139.7 27.88% 27.43%
1992| 75970.3| 129085.5 29.§ 532613.8 51.72% 47.53%
1993| 118753.4| 198479.2 18.32 683869.8 56.32% 53.76%
1994 | 169391.5| 266944.9 21 899863.2 42.64% 34.50%
1995| 201414.5| 318763.5 20.18 1933212 18.90% 19.41%
1996 | 227464.4| 370333.5 19.74 2702719 12.93% 16.18%
1997 | 268622.9| 429731.3 13.54 2801973 18.09% 16.04%
1998| 318576| 525637.8 18.29 2708431 18.60% 22.32%
1999| 393078.8| 699733.7 21.32 3194015 23.39% 33.12%
2000| 637731.1) 1036080 17.98 4582127 62.24% 48.07%
2001| 816707.6| 1315869 18.29 4725086 28.06% 27.00%
2002 | 946253.4| 1599495 24.85 6912381 15.86% 21.55%
2003| 1225559| 1985192 20.71 8487032 29.52% 24.11%
2004 | 1330658| 2263588 19.18 11411067 8.58% 14.02%
2005| 1725396| 2814846 17.95 14572239 29.66% 24.35%
2006| 2280649| 4027902 17.26 18564595 32.18% 43.09%
2007| 3116272 5809827 16.49 20657325 36.64% 44.24%
2008| 4857545 9167068 16.08 23842126 55.88% 57.79%

67 |Page

www.iiste.org




This academic article was published by The International Institute for Science,
Technology and Education (IISTE). The IISTE is a pioneer in the Open Access
Publishing service based in the U.S. and Europe. The aim of the institute is
Accelerating Global Knowledge Sharing.

More information about the publisher can be found in the IISTE’s homepage:
http://www.iiste.org

The 1ISTE is currently hosting more than 30 peer-reviewed academic journals and
collaborating with academic institutions around the world. Prospective authors of
IISTE journals can find the submission instruction on the following page:
http://www.iiste.org/Journals/

The IISTE editorial team promises to the review and publish all the qualified
submissions in a fast manner. All the journals articles are available online to the
readers all over the world without financial, legal, or technical barriers other than
those inseparable from gaining access to the internet itself. Printed version of the
journals is also available upon request of readers and authors.

IISTE Knowledge Sharing Partners

EBSCO, Index Copernicus, Ulrich's Periodicals Directory, JournalITOCS, PKP Open
Archives Harvester, Bielefeld Academic Search Engine, Elektronische
Zeitschriftenbibliothek EZB, Open J-Gate, OCLC WorldCat, Universe Digtial
Library , NewJour, Google Scholar

m EB O INDEX (\@‘ COPERNICUS
I N T E RN A TTITIT ON AL

INFORMATION SERVICES
ULRICHSWES,  JournalTOCs @

N A ;
. E'z B Elektronische
lBAS(E T— Q0@ Zeitschriftenbibliothek O

open
> )
OCLC v)

The world’s libraries. — U cDigitalLibrary —
Connected. WorldCat e

Ny

'- ¥
GEORGETOWN UNIVERSITY
LIBRARY



http://www.iiste.org/
http://www.iiste.org/Journals/

