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ABSTRA~CT
The exchange rate is a key macroeconomic variable in the context of general economic policy making and of
economic reform programmes in particular. An exchange rate reform in the form of depreciation was seen
as a tool of improving current account balance borrowingfrom the Marshall leaner condition. The objective
of the study to determines the dynamics of exchange rate on current account balance of Nigeria. The study
,vas based on time series data. Data for the study were sourced from the Federal Bureau of statistics, CEN
statistical bulletin and publications from Federal Ministry of Finance which covered 1970-2007. The cointegration and error correction model ',vere used. The econometric software used ir: Ollranalysis is the eview software. The ADF was used ill testing for unit root. At the end of our analysis, we discovered that
there exists a long-run relationship between the dependent and explanatory variables. The result obtained
indicates that domestic incomes end foreign incomes have positive impact 0.'7 the current account balance,
while exchange rate and money supply have a negative impact on the current account balance. The results
further shows that the Marshall-leaner condition does 110t hold for Nigeria. This is because our result does
nOTprovide empirical evidence supporting tile pas/Illations that depreciation of the country 's exchange rate
improves the current account balance of Nigeria in die long-run. TVetherefore recommends for policy mix
that will strengthened domestic and foreign income ill external sector management.
Keywords: Domestic income, Interest rate,foreign income, National income, Disequilibrium,

Aggregate demand.
1.1

INTRODUCTION:

Foreign exchange is the means of effecting payment for international transactions. It is made lip of
convertible currencies, interest bearing bonds, gold, special drawing rights (SDR) of the IMF, etc
that are generally accepted for the settlement of international trade and other external obl igations.
Among the key currencies are the United States Dollar, British Pound Sterling, European Euro,
Japanese Yen, and the Canadian Dollar. A foreign exchange market is the medium of interaction
between the sellers and buyers of foreign exchange in a bid to negotiate a mutually acceptable price
for the settlement of international transactions. The foreign exchange market consists of the sellers
(supply) and buyers (demand) of foreign exchange (CBN 2005). The major participants in the
foreign exchange market in Nigeria are the monetary authority (Central Bank of Nigeria authorized
dealers (banks), agents of the public sector, and the private sector as well as correspondent banks
abroad. The supply of foreign exchange is derived from oil and non-oil exports, capital receipts
including drawdown on loans, expenditure of foreign tourists in Nigeria, repartition of capital by
Nigerians resident abroad as well as invisible receipts by the private sector and foreign grants. On
the other hand, the demand for foreign exchange consists of payments for imports, external debt
service obligations, personal home remittances (PHR) by foreign nationals resident in the country,
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financial commitments
to international organizations
and the country's
other invisible out-payments
by the public and private sectors.
1.2
Statement
of problem

embassies

abroad, as well as

The evolution of the foreign exchange market in Nigeria up to its present state was influenced by a
number of factors which include the changing pattern of international trade, institutional changes in
the economy and structural shifts in production.
Before the establishment
of the Central Bank of
Nigeria (CBN) in 1959 and the enactment of the Exchange Control Act of 1962, foreign exchange
earned by the private sector was held in balances abroad by commercial
banks which acted as
agents for local exporters. During the period, agricultural
exports contributed
the bulk of foreign
exchange earnings. The tact that the Nigerian Pound was tied to the British Pound Sterling at par
with easy advisability,
delayed the development
of an active foreign exchange market. However,
with the establishment
of the CBN and the subsequent centralization
of foreign exchange authority

in the bank, the need to develop a local foreign exchange market became imperative. The increased
export of crude oil in the early 1970s following the sharp rise in its prices enhanced official foreign
exchange receipts. Thus, most economic agents had to patronize the CBN for foreign exchange
allocation [0 pay for international transactions. However, as the oil market weakened and foreign
reserves were depleted, comprehensive exchange control measures were introduced in 1982 to
check the numerous activities of speculators and middlemen. The increasing demand for foreign
exchange at the time supply was shrinking, encouraged the development of a flourishing parallel
market that emerged over time as a result of the inadequate supply of official foreign exchange led
to various abuses including under-invoicing of imports. These resulted in capital flight and the
diversion of official foreign exchange to the parallel market a practice known as round tripping.
The exchange control measures turned out not to b(" an appropriate mechanism for foreign
exchange allocation in consonance with the goal of internal balance. This led to introduction of the
Second-tier Foreign Exchange Market (SFEM) in September 1986, whereby public sector
transactions were carried out as official rate while all other transactions were conducted at market
determined rates. To enlarge the scope of the foreign exchange market bureau de exchange was
introduced in 1989 to provide access to small users of foreign exchange. In 1995, the foreign
exchange market was further liberalized following the introduction of an Autonomous Foreign
Exchange ;fjarktt (AfEM) for the sale of foreign exchange to end users by the CRN through
authorized dealers at market determined ex change rates. In 1999, the Inter-Bank Foreign Exchange
Market (IF EM) was introduced to deepen the foreign exchange market through the active
participation of banks, oil companies, parastatal, non-banks financial institutions, bureau exchange
and private companies. The IFEM was abolished with reintroduction of the subsisting Dutch
Auction System (DAS) in July 2002. Since 2002 to data the management of exchange rate remains
a problem of successive Governments.
L3

Objective of the study
To determine the impact of exchange rate dynamics on the current account balance in
Nigeria.
1.4
Theories of Exchange Rate
1.4. I The Purchasing Power Parity (PPP) Theory: This theory is perhaps the oldest and most
famous theory of exchange rate determination. Put simply, the PPP theory states that the exchange
rate between the currencies of two countries is proportional to their relative inflation. The research
on PPP is extensive; a flavor of the results can be obtained from Adler' and Lehman (1983), Balassa
0964), Hakkio (1964), Bilson (1978), Engel (1993), Frenkel (1981), Richardson (1978), Taylor
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(1995), and Rogoff (1996). There are two forms of the PPP between currencies of two countries.
These are:
i.
The absolute PPP and
The relative PPP
The absolute PPP between currencies of two countries is the ratio of the countries price levels,
while the relative PPP is the product of the exchange rate in a base period and the ratio of the
countries' price indices. The central tenet of the PPP theories (that is, both absolute and relative) is
a tendency for the short-term equilibrium rate to adjust to the PPP (Patterson, 2000).Apart from
providing guides for exchange rate,
the equilibrium
also constitutes one of the critical
variables for assessing degrees of over-valuation and under-valuation of a currency. In this regard,
a currency is said to be over-valued against another when it is priced above its equilibrium rate and
under-valued when vice-versa. The three main problems associated with the application of the PPP
theory relate to:
1.
the choice of the reievant price index;
11.
the choice of the base year periods; and
111.
the projection of the price indices one or lWO years ahead.
11.

1.4.2 The Open Interest Parity (OIP) Theory
This theory in its popular version, in the explanation of exchange rate determination emphasizes the
high mobility of shore-term capital, which produces open interest parity. In a way similar to the
PPP. OIP guarantees equa: expected returns on assets in two currencies, adjusted for expected
appreciation or depreciation. Under this hypothesis. investors rationally expect the per to hold in
the short-run: that is, they expect a depreciation of the domestic currencies that just equals the
difference between foreign and domestic rates of price inflation. Stated alternatively, the hypothesis
maintains that short-term real interest rate. (defined as nom inal interest fate minus inflation rate) is
equal. This hypothesis has not been validated by empirical observations of actual exchange rate
movements. Due to the fact that in reality investors neither exoect the PPF to hold nor have any
consensus on how the exchange rates will move, expectations on exchange rates will move,
expectation on exchange rate are consequently widely varied and highly volatile. The result is
considerable short-term volatility in foreign exchange rates in a flexible exchange rate regime.
1.4.3 The 'News' Model of Exchange Rate
The rational expectations model in which all economic agents take all relevant information into
account if) making decision has also influenced current thinking about exchange rate determination.
Based on rational expectations, the future 'path of the exchange rate can be forecast. The 'News'
model of exchange rates results from the tact that the current exchange rate reflects all relevant and
available information. The implication of this is that since the above holds, the only thing that can
cause a change in the current exchange rate is unforeseen events otherwise called 'news'. Since
'news' is by definition unpredictable and exchange rate changes depend on "news", to that line
with the OIP, they can be expected to be highly variable and volatile.
1.4.4 The Speculative Dynamics Model
This model assumes two classes of market actors, the "Chartist and the "Fundamentalist". The
exchange rate is shown to be dependent on the interaction between the behaviors of the actors.
Actors classified as "Chartists" are those who analyses the past behaviour of the exchange rate and
project past trend into future while the "Fundamentalist" computes the equilibrium rate and forecast
the exchange rate to decline (increase) in the future if it is above (below) today's equilibrium rate.
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Based on different assumptions about the degree of influence of each of these groups of market
speculators, the highly volatile nature of exchange rates is again confirmed.
l.4.S
The Balance oof Payments (BOP)
According to Turnovsky (1978), the balance of payments is a systematic record and summary of all
economic transactions that takes place between the residents of the reporting country and the
residents of all other foreign nations of the world for a time period usually a year. In the words of
Powell (1989), the balance of payments is the part of a country's national accounts which measures
all the currency flows into and out of the economy within a particular time period, usually a year.
Hence, the balance of payments is a flow concept. Whenever international trade takes place
between countries, payments must eventually be made in a currency, or other means of payment,
which is acceptable to the country from whom the goods and ser vices have been purchased. Each
entry in the balance of payments usually carries either a positive or negative sign. A positive sign
shows an inflow of foreign currencies whereas a negative sign shows an outflow of foreign
currencies. A country is said to have a deficit in its BOP if it has recorded a negative overall
balance for the relevant period. But, if it has recorded a positive overall balance, it is said to have a
surplus in its BOP. The BOP has three main parts. They are as follows:
(i)
The Current Account
(ii)
The Capital Account
(iii)
The Financing or Monetary Movements Sections.
The balance of payments on current account measures the flow of expenditure on goods and
services, broadly indicating the country's income gained and lost from trade. The current account is
usually regarded D.S the most important part of the balance of payments because it reflects the
economy's international competitiveness and the extent to which it is living within its means. If
receipts from exports are less than payments for impoi ts, there is a current account deficit, whereas
if receipts exceed payments, there is or course, 8. surplus, The current account balance is obtained
simply by adding together the balance of visible trade which measures t)l'; value of goods imported,
expressed in the country's own currency. The balance of visible trade is also known as the balance
of trade. Bur Powell (1989) has argued that this is misleading since it implies (falsely) that invisible
trade is also included. He stressed that the balance of the trade refers only to trade in goods and not
in ser vices. The balance of invisible trade is the value of services exported minus the value of
services imported.
1.5
FOREIGN EXCHANGE MANAGEMENT BEFORE 1986
Before 1986, importers and exporters of non-oil commodities were required to get appropriate
licenses from the Federal Ministry of Commerce before they could participate in the foreign
exchange market. The authorized dealers passed such applications for imports, backed by the
licenses and other relevant documents to the CBN for approval and foreign exchange cover, while
they deposited the domestic currency equivalent with the CBN. Similarly, exporters' applications
were roused through the authorized dealers to the CBN and foreign exchange receipts from such
transaction were expected to be surrendered to the Bank on exchange for domestic currency.
Generally imports productions followed the international standard of opening of letters of credit
(L'Cs) and subsequent conformation by correspondent bank abroad. However transactions on
unconfirmed letter of credit and open account carried foreign exchange risks and the licensed banks
and foreign exporters might lose in the process. The use of Form "M" was introduced in 1979 when
the Comprehensive Import Supervisor Scheme (CISS) was put in place to guard against sharp
import practices such as over- invoicing and importation of undeclared items which resulted in
persistent drain on external reserves. The authorization of foreign exchange disbursement was a
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shared responsibility between the Federal Ministry of Finance and the CBN. The Federal Ministry
of Finance had the responsibility
for public sector applications. While the Bank allocated foreign
exchange in respect of private sector applications.
The CBN effected payments in all cases. In
1984, a major foreign exchange reform was carded out when the Federal Government through the
CBN, decentralized
foreign exchange
allocation.
Licensed banks were allowed to approve
applications and allocate foreign exchange to customers subjects to the maximum allocated to them
by the CBN to the licensed banks. This practice was however discontinued in 1985 because of

abuses by banks and the CBN once more took over allocation of foreign exchange.
The principal instruments of foreign exchange management were trade and exchange controls.
During this period, the exchange rate was administratively determined with the objective of
reducing exterial sector imbalance. Trade and exchange controls were however the most prominent
as they exerted direct impact on various aggregates in the economy. The controls included
quantitative restrictions in the form of import and export license requirements. Control were
tightener during the period of crises but relaxed whenever the pressure lessened. Thus, from 1970
to 1975, controls were liberalized but tightened progressively from 1976 to 1979 and from 1981 to
September 25. 1986 when the foreign exchange situation worsened and the pressure on the balance
of payments persisted. Increased emphasis was placed on exports promotion as a means of reducing
pressure on the external sector. The government introduced a number of incentives to boost non-oil
exports. These included arrangements for setting up export free zones, concessions to exporters to
retain 25 percent of their exports proceed, the liberalization of export and, import exchange
procedures and the provisions for the establishment of an export credit guarantee and insurance
scheme. Th- major shortcoming of the exchange value system was its inability to achieve internal
balance in the short-term and guarantee external equilibrium in the long run. Overvaluation of the
currency under the system was a major obstacle that made the achievement of internal balance
difficult. Specifically, the problems with the administration of the exchange control system can be
summarized as increased dependence on imports, depletion of external reserves, encouragement of
parallel market activities, reduction of competitiveness in export activities, reduced capital inflow,
and the inability to pay on current basis. These led to the accumulation of payment arrears, which
compounded the external debt problem. Exchange control was discarded on September 26, 1985 in
order to evolve an exchange rate mechanism that would be more responsive to prevailing economic
conditions, crises of confidence in the government pronouncements because of government policy
inconsistencies and frequent reversals.
1.6
THE PERIOD, 1986 - 2007
The major premise of the World BankJIMF-oriented structural adjustment programme (SAP)
introduced in 1986 stemmed from the fact that when a country's access to international credit
financing has biding limits and exogenously determined by foreign sources of credit, a reform
strategy that restructures the fundamentals of absorption becomes the only way forward to a
sustainable economic growth (Soludo, 1995). The main policy thrust of the SAP was re-direction
from inward-looking import substitution strategy to out-ward-looking export promotion and the
final policy instrument was the exchange rate (Williamson, 1995). Before now, exchange rates in
the country were administrative fixed and allocated through the import licensing mechanism.
The movement towards the appropriate pricing of foreign exchange based on market forces was
first made through the establishment of a second-tier foreign exchange market on September 29,
1996. At inception, as a measure to ameliorate the disruption occasioned by the adoption of the
market mechanism in pricing of foreign exchange and all manner of government commitments, a
two-tier foreign exchange pricing was adopted (Chizea, 1993). The exchange rate at the first-tier
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market was administratively
fixed by the financial authorities and was to be used only for
government official transactions and other such transactions that attracted government concessions.
The exchange rate at the second-tier foreign exchange market was determined by the market forces
of demand and supply. This was with the expectation that the first-tier rates would move in
sympathy with the second-tier rate with a view to converging eventually within nine months. But
putting the two-tier system into practice manifested two problems of arbitrage by the market
operators and that of round tripping by the banks. In acknowledgement
of these problems, the
second-tier foreign exchange was abandoned on July, 1987.
In January 1989, the unified foreign exchange market was put in place for a singular rate with a
number of changes introduced to ameliorate the downward pressure on the Naira exchange rate de
termination. On August 2, 1989, Bureau de Change was introduced to accord legal recognition to
small dealers in foreign exchange and provides free access to foreign exchange by small buyers. On
December
14, 1990, the financial authorities, in a bid to further introduce some elements of
competitiveness in the foreign exchange market, re-introduced the Dutch auction system of Naira
exchange rate determination. Under this practice, banks were categorized into six for the purpose of

foreign exchange allocation in line with their budget provisions. By 1991, a slight modification in
computation of the central exchange rate was introduced with ~ view to making the foreign
exchange market more responsive to market forces of demand and supply. By March 5, 1992, the
Dutch auction system once more abandoned, which saw to the emergence of the interbank foreign
exchange market. This policy allowed for the Central Bank of Nigeria (CBN) to actively participate
in the buying and selling of foreign exchange at the prevailing market rates.
A t this point, he Naira exchange rate was unified with the lies prevailing in the bureaux de change

and the black market segments, resulting in considerable narrowing of the black market premium.
Still. it is a consensus of opinion in Nigeria that the exchange rate of the Naira has moved rapidly
from a position cf overvaluation pre-structural adjustment programme to that of gross undervaluation post-SAP, It docs: appear that the authorities are helpless in this regard as it was largely as
a result of the demand-supply gap occasioned by supply rigidity which cannot be ;CJdLC!d in the
short-run in 1994, the IFEM was scrapped and the pre-SAP fixed exchange rate policy adopted to
stabilize the naira exchange rate and halt the inflationary spiral associated with the persistent
depreciation of the Naira (Oiukole, 2002). By this policy, all foreign exchange flows were
centralized at the CBN for the purpose of effective control and regulation. The official exchange
rate of the Naira was fixed at N22 to IUS Dollar. The developments in the year indicated that the
objectives could be realized consequent upon the sharp and corrupt practices that trailed the policy
implementation. Consequently, in 1995, the fixed exchange rate policy was abandoned for a policy
of guided deregulation of the foreign exchange market. The policy trust was to deliberately buildup and strengthens the external reserves to create confidence in the Nigerian economy, strengthen
the Naira, and pave the way for the Naira to gain the status of a convertible currency.
The two policy measures in this direction are the establishment of the Autonomous Foreign
Exchange Market (AFEM) and the retention of N22 per dollar as the official exchange rate. The
power of the CBN over FEM was reduced from regulation and control to that of supervision and
intervention. To ensure reasonable stability in the market, bidding or allocation of foreign exchange
by CBN was suspended, as the AFEMs were to operate freely. By 1999, in furtherance of the
Federal Government objective of deregulating the economy and deepening the Inter-Bank Foreign
Exchange Market (IFEM) in particular, with a view to having a stable Naira exchange rate, the
CBN gave notice to the effect that it would commence daily Interbank Foreign Exchange Market
(IF EM) effective from October 25, 1999, with the existing weekly AFEM running concurrently in
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the interim. By this policy, the CB N would only deal with the authorized banks and the transaction
currencies would be the Naira and the United States Dollar. The year 2002 saw the re-introduction
of the Dutch Auction System (DAS) with the objective of ensuring the determination of Naira
exchange rate through the forces of demand and supply in the Foreign Exchange Market (FEM),
conserve the external reserve position, reduce to the barest minimum the premium between the
official rate and of the parallel market and bureau de exchange (BDCs), and ensure the stability of
the naira exchange rate (CBN, 2008). A review of DAS performance from July 19, 2002 to
December 31, 2(07 in relation to the objectives shows that substantial aspects of the policy
objectives have been achieved.
1.7 RESEARCH METHODOLOGY
Data for the study is basically times series. Data were generated from Federal bureau of statistics,
Central Bank of Nigeria bulletin, publications from the Federal Ministry of Finance which covered
the period 1970-2005.

1.7.1 Model of Specification
The study is guided by the full owing model
CAB

=

(DIR, DER, l\;fS, DL, FI)

,

,

,

,

,

(J)

Where
CAB
DIR

= Current
=

Account Balance

Domestic Interest Rate

DER = Domestic Exchange Rate
;vlS = Money Supply
FI

=

Foreign Income

Both the linear and log-linear
specification

form of the model was carried out.Eventually,

the log linear

was chosen based on goodness of fit, precision of estimates and tolerable level of

multicollinarity.

Thus, the compact form of the model in equation (1) was transformed

into the

following model respectively:

LOGCAB

=

(J()+ (J/LOGDIR + (J2LOGDER + (J3LOGMS + (J4LOGDL
+ (J5LOGFI + U

,

,

,

,

(2).

1.7.2 Estimation Procedure
1.7.2a Unit Root Test
The first stage of our data analysis was to conduct the unit root test for stationarity of our variables.
The study used the ADF. The Augmented Dickey Fuller (ADF) test was considered superior to the
other test because it adjusts appropriately for the occurrence of serial correlation.
The testing procedure for the ADF in equation 2 is as follows:

LOGt,.CAB/ = ).0 + jJt +LOGyt,.CABT-I +... +LOGb/t,.CABt_p +... LOGbp6.CABt_p+ ... LOGbp6.CABt_
p+ LOGb/.."CABt_p + u.
'"..,
, ,
,.
.(3)
Where
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leo is a constant, ~t is the coefficient on a time trend and p is lag order of the autoregressive process
and Ll is difference operator. The unit root test is then carried out under the null hypothesis y = 0
against the alternative hypothesis of Y < O. Once a value for the test statistic is computed we shall
compared it with the relevant critical value for the Dickey-Fuller Test. If the test statistics is greater
(in absolute value) than the critical value let say at 5% or 1% level of significance, then the null
hypothesis of Y = 0 is rejected and no unit root is present.
ADF
y
,
(4)
SE (y)
1.7.2b Co-Integration

and Error Correction Model

Due to error in the collection

of data, the study employed co-integration

and error correction

techniques. The following equation was applied to equation 3 for testing for co-integration

= [p - kt-I]
.
.
Where
k = vector of the co-integrated variable (s) and

(5)

I-1t

p = the vector of the dependent variable
The ADF of the residual of equation (4) is given thus
11

,~LOGCAPPt

=

leo + L AjLlLOGTIt_i + A4ECMt_j + 1-11.

(6)

i-l

where

]}-i

vector of the explanatory variable
AS = the coefficient of the ECM parameter showing magnitudes of the error correct at every
interval ECM,_J = the error correction mechanism.
Thus, the model in equation 4 is Distributed Lag Error Correction Model (DLECM) which We shall
fina!!y estimate if there is evidence of co-integration among the variables. On the contrary, if there
is no integration among the variables we shall estimate equation 3.
1.8

=c

ANALYSIS

OF DATA

In this section, all data generated for the study were analyzed using the tools already discussed in
our method of study. Granger and Newbold (1974), Engle and Granger (1987), Dickey and Fuller
(1981) Enders (1995), Sims (1990), Pindick and Rubinfeild (1998) and Gujarati (2004) highlighted
the fact that most time series economic data are subjected to the volatility of the economic
environment in which they exist and affirmed themselves to time so that their means is time
dependent thereby making them not stationary and co-integrated. Thus, it is observed that results
generated from such time series data are usually spurious in nature, thereby, making little or no
economic sense. Indeed, the loading of the endogenous variables is minuscule when in fact a longrun relationship exists between it and the economic fundamentals driving it. Consequently, we test
for the order
of
integration of the individual series by conducting unit root test for stationarty.
Following Engle and Granger (1987) a non-stationary series is said to be integrated of order d if it
can be made stationary by differencing it d times. This can be expressed as Xt-J (d). Hence, all the
variables used in the analysis were examined for unit root test using Augmented Dickey Fuller
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(ADF) test. Below we presents our unit root test according to different data set representing
objective.

our

1.8.1 TEST FOR UNIT ROOT
To stem the problem of spurious regression, the time series properties of the data set used in
estimation of equation (2) need to be verified. The enquiry into stationary property of each variable
is conducted using Augmented Dickey Fuller (Dickey and Fuller, 1979). The methods of testing for
unit roots are by use of the Dickey-Fuller (OF) test and the Augmented Dickey Fuller (ADF), but
the ADF test is considered superior to the Dickey-Fuller test because it adjusts appropriately for the
occurrence of serial correlation.

Table 1.1: Unit Test Result
Variable
L(CAB)
L(DIR)
L(DER)
L(M2)
L(GDP)
L(FI)
1(**) = 5% level of
1.8.2

ADF Value

Critical Val Lie
f--

-3.060360*' -5.715925**
-3.525256**
-3.633522"*
-3.968997**
-3.355099**
significance, ("') = 10%

-3. I 2.22
-2.9472
-2.9499
-2.9472
-2.9472
-2.9591
level of significance

Order of
integration
1(1)
1(1)
1(1)
1(1)
1(1)
1(1) -~

COINT!!:GRATION TEST

With the results of the above unit roots test suggesting that all the variables are integrated of order
10), we move 3. step further to employ the Johasen (l991) procedure to test for con integration
among the variables. The results of trace tests for co integration are as reported below in table 1.2.
This verifies the existence of an underlying long-run stationary steady-state relationship between
the dependent and explanatory variables under study.
Table 1.2: Cointegration Test
I

1 5 Percent
1 Percent
Likelihood
Critical value
Eigenvalue
Ratio
Critical value
385.5012
94.15
103.18
0.964293
I
288.8614
68.52
76.07
0.911539
,
47.21
54.46
218.5308
0.891172
29.68
154.2019
35.65
0.887767
15.41
20.04- - _,_
0.825222
90.78088
I
3.76
6.65
0749960
40.19792
i
*(**) denotes rejection of the hypothesis at 5% (1%) significance level
, L.R. test indicates 6 cointegrating equation (s) at 5% significance level

I

Hypothesized
No.ofCE(s)
None**
At mostl *
At most 2**
At most 3**
At most 4**
At ITI03t 5**

,

I

The results of the co integration confirm the existence of an underlying long-run stationary steadystate relationship between the explained and the explanatory variables. In this instance,
1.8.3

Error Correction Model (ECM)
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ECM is considered the best option for estimation of equation (2) to determine the dynamic nature
of current account balances because of ECM's ability to restrict the long-run behaviour of the
endogenous variables to converge to their co integrating relationships while allowing for short-run
adjustment dynamics. For this purpose, Engle-Granger (Engle and Granger, 1987) methodology is
followed and error correction model employed.
Table 1.3 Estimation of Error-Correction

Model.

Dependent Variable: L (CAB)
Variable
Coefficient
t-Statistics
Prob.
Std. Error
C
1.500198
0.781749
1.919027
L'l(L(CAB(-2»)
0.602707
3.376220
0.178515
L'l(L(DfR»
0.240828
0.254584
0.945967
L'l(LDIR(-2»)
2.62';·924
2.145793
0.817468
6(L(DER»
-3.923508
-2.658634
1.475761
L'l(L(DER( -1»)
2.760918
0.697084
3.960669 !
L'l(L(DER(-2)))
0.678075
1.187535
0.570994
L'l(L(DER(- 3»)
-2.014632
-1.065377
0.528819
--,---L'l(L(GDP»
1.104212
2.059305
-0.050606
L'l(L(GDP(-1»)
-2.495568
1.648692
-2120207
L'l(L(M2»
-2.948120
1.668344
-1.728294
L'l(L(M2(-:))j
-3.489876 I
-] 767094
2.019260
1
0'i4"T
L'l(L(Fl»
2.441117
0.431902 i . ~ ;J_:J
L'l(L(FI(-I»)
1.367452 I
0.519671
0.380029 i
ECM(-I)
-0.500541
-2.003714
0.249806
R2 = 0.780891, D- W = 2.1, F- Statistics =7.12

I

1-

0.0839
0.0070
0.8042
0.0254
0.0240
0.0027
0.2625
0.0716
0.3606
0.0600
0.1077
0.1146
0.0348
02014
0.0729

I

Table 1.3 above reports the long-run account balance model of Nigeria. The model is estimated
using the E-view version 3.1 econometric software. From the result, the adj usted R2 (goodness to
fit) value of
percent indicates a good fit of the data set, as it suggests that only 22 percent of
Nigeria's current account balance dynamics is unexplained by the independent variables. The
calculated F -Statistics of 7.12 is statistically significant at I percent level indicating that the
explanatory variable are jointly significant in influencing Nigeria's current account balance, the
estimated coefficient of the error correction term lagged one period, ECM (-l) of -0.5, which is
significantly different from zero at 10 percent level and with the appropriate negative sign. This
suggests the validity of long-run equilibrium relationship among the variable of the estimated
model. This implies that 8. short-run disequilibrium in the current account balance dynamics is
corrected at a speed of 50 percent per annum. The Durbin Watson test of 2.19 suggests the absence
of autocorrelation among the variables. The coefficient of the domestic income is positively signed
and significant at 5 percent. This means that domestic income is significant in explaining the
current account balance of Nigeria for the periods under review. The coefficient of foreign income
is significant at 5 percent and exhibits a direct relationship with the current account balance of
Nigeria. The result indicates that a growth in the economies of Nigeria's major trading partners
proxied by the U.S.A gross income impacts on Nigeria'S current account balance positively. The
coefficient of domestic interest rate is positively signed though insignificant. This result suggests
that the domestic interest rate appeals to be insignificant in explaining changes in the current
account balance of Nigeria. The coefficient of money supply is negative and insignificant at the 5
percent level of confidence. This agreed with the study of Ogbulu (2006) which showed that money

n
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supply does not significantly affect balance of payments in Nigeria. This means that it does not
influence current account balance in Nigeria. The coefficient of the exchange rate variable is
negatively signed and but significant at 5 percent. The result indicates that depreciation of the Naira
does not act to improve Nigeria's current account balance through reduction in import demand and
increase in foreign demand for Nigeria's exports as results of increase in import prices and decrease
in export prices responsively.
1.9

CONCLUSION

AND POLICY

RECOMMENDATIONS

The results show that the direction of relationship between the depreciation of the Naira and
Nigeria's current account balance is negative. This is evidence that the Marshall-Lerner conditicn
does not hold for Nigeria and that depreciation of the Naira docs not improve the current account
balance of Nigeria. This result seems to support the views of critics who argue that the MarshallLerner condition does not hold for Nigena. According to Bozi (2009), empirical evidence does not
seem to suggest that the theoretical expectations of the Marshall-Lerner condition can be satisfied
in the Nigerian case. This is so because the sum of the price elasticities of the country's imports and

exports is less than unity. They argue that crude oil which accounts for about 80 percent of
Nigeria's total export is zero elastic with respect to foreign exchange rate. This is because as
(OPEC) member Nigeria has fixed quota of exports. The results show that domestic interest and
money supply are not significance in explaining the variations in the current account balance of
Nigeria. The positive signs of domestic income on current account balance suggest that, tor
Nigeria, in the event of economic growth, the income raise faster that absorption. In the course of
this study, we recommend that there should be a pOI icy mix to create a synergy between domestic
and foreign incomes in managing the external sector of the economy.

84

Journal of Finance, Banking and Investment

Vol.3, No.1 April 2009

REFRENCES
Ajie H.A Ewubare D B, Akekere J : (2007) Financial Institutions and Markets Pear Publisher, Port
Harcourt.
Ayadi, F.O., Adegbite. E.O. and Ayadi, S.A. (2008), "Structural Adjustment, Financial Sector
Development and Economic Prosperity in Nigeria", International Research Journal of Finance
and Economics 15,318 - 329.
Bozi R. C (2009) Exchange Rate problems in Nigeria. monograph
CBN (2005), "Central Bank of Nigeria Statistical Bulletin 2005
Dickey, D.A., and Fuller, W.A. (1979), "Distribution of Estimators for Autoregressive Time Series
with a Unit Root", Journal of American Statistical Association, 74,427 - 31.
Greene, W.H. (2008), Econometric Analysis, Pearson Prentice Hall, New Jersey.
Gujarati, D.N. (2005), Basic Econometrics: McGraw-Hill International Editions, Singapore.
Hill, R.C. (2008), Principles of Econometrics, 3rd Edition, John Wiley &

Sons, Inc, USA.

Obadan, M.1. (2006), "Overview of Exchange Rate Management in Nigeria from 1986" in the
dynamics of Exchange Rate in Nigeria, Bullion, CBN Publication, July - Sept. 2006.
Ogbulu, O.M. (2006), Deregulation, Exchange Rate Movements and Balance of Payments
Adjustment Process in Nigeria: An Empirical Analysis, Abia State University Journal of
Accounting & Finance (JAF), Vo!' l.No. 1. March, 2006.
Soludo, c.c. (2001), "Macroeconomic Adjustment, Trade and Growth: Policy Analysis using
Macroeconomic Model of Nigeria,", Working Papers, AERC.

85

----------

