The Economic Journal of Nepal, Vol. 32, No. 3, July-September 2009 (Issue No. 127) © CEDECON-TU

What Drives Current Account Balance in Nigeria,
1970-2008? An Error Correction Approach

Abu Narudeen*

Abstract

The paper attempts to examine the main drivers of current account balance
in Nigeria. The author employed the error correction approach to analyze
the relationship between current account balance and its potential drivers.
The regression results reveal that the main drivers of current account
balance in Nigeria include exports, overall budget balance (surplus/deficit)
and exchange rate. An increase in exports leads to an improvement in the
current account balance. Similarly, higher budget surplus (or reduction
in budget deficit) results to an increase in the current account balance. In
addition, depreciation in the exchange rate leads to an improvement in
the current account balance. Finally, the article recommends necessary
provisions with the view to increase exports and lower imports to improve
the current account balance.

Introduction

The recent macroeconomic crises and the persistent current account deficit being
experienced by many countries motivated this paper. Current account deficit arises when
a country imports more goods than it exports abroad (Christopher, 2005). Claderon et al.
(1999) argued that current account deficit occurs if gross domestic investment is higher
than gross national savings. Domestic savings include saving by households, businesses
and government (Cletus and Patricia, 2001). There are instances in which government or
public sector deficit leads to reduction in domestic savings. In order to maintain the initial
level of investment in the economy, the country has to borrow from abroad so as to
finance its investment (Cletus and Patricia, 2001). A current account balance arises if a
country’s imports match its exports or if national savings equals domestic investment.

One of the important objectives of macroeconomics is the achievement of current
account balance. Policy makers are confronted with the task of ensuring that the current
account is neither in excessive deficit nor surplus. However, in reality this is not the case
because countries either experience deficit or surplus in their current account. As Kamrul
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(2006) pointed out, current account deficit may not pose a problem if borrowed funds are
put into productive use. This is so because overtime the borrower-nation can repay its debt
with ease. But if the borrowed funds are used to finance unproductive (white elephant)
projects has as been with Nigeria in the past, the country may not be able to repay its
loans. This comes with severe consequences because prospective lenders (or creditors)
will be discouraged from granting future loans. In the case of a current account surplus,
the economy might sacrifice the expansion of its production capacity if its investment
expenditure is reduced. The implications of this include lower productivity, reduced exports
and high imports and widening current account deficit. Thus, in order to prevent these
scenarios, policy makers will ensure that appropriate policies or measures are employed.

Available statistics reveal that Nigeria’s current account balance has not been
encouraging, showing surplus sometimes and deficit during other periods. For example,
current account (deficit) deteriorated from -N 50.0 million in 1970 to -N 322.70 million
and -N 1,157.40 million in 1972 and 1978, respectively (see appendix 1). Between 1979
and 1992, a current account surplus was recorded, as the overall balance jumped from N
9.472.30 million to N 93,680.50million. The deficit in current account resumed in 1993,
moving from -N 34, 414.70 million to -N 331,435.20 million in 1998. The overall current
account balance is put at N 713,023.30 million in 2000, N 2,056,326.30 million in 2004,
and N 4,150,489.20 million in 2008 (see Appendix 1). Given the dismal performance of
the current account balance, the objective of this paper is to empirically investigate the
main drivers of Nigeria’s current account balance (deficit or surplus).

Literature Review

Chinn and Prasad (2000) empirically investigated medium-term determinants of current
accounts for a sample of industrial and developing countries. The authors discovered that
government budget balances and net foreign assets have positive influence on current
account balances. In addition, they found that financial deepening has a positive impact on
current account, while openness has a negative effect on current account balance. Edwards
(2007) showed that a decline in the growth of GDP by one percentage point results in an
improvement in the current account balance (higher surplus or lower deficit) by 0.25
percentage point of GDP. Joshua and Jinjarak (2008) found a significant positive relationship
between current account deficit and the appreciation of the real estate prices (GDP deflator).
The authors submitted that the real appreciation is facilitated by financial depth but slowed-
down by the quality of institutions. Stefan (2004) argued that contrary to the claim by
protectionists, it is not trade policy or wage levels that drive current account balances. He
concluded that increases in national savings tend to raise current account surplus (or reduce
deficit). However, higher attractiveness for investment raises investment, and consequently
reduces current account surplus or increase deficit.

Juan et al. (2008) investigated the structural factors that explain the behaviour of the
current account of Chile and New Zealand. The authors illustrated that foreign financial
conditions, investment-specific shocks, and foreign demand account for changes in the
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current account of the two countries. They also indicated that commodity export prices

play important role in current account movement only in New Zealand. Moreover, monetary

and fiscal policy shocks are shown to have little effects on the current account balance.

Robert (2005) emphasized that the major factor contributing to the rising current account

deficit is the effort by foreign governments (especially those in Asia) to boost the value of .
the United States dollar by purchasing large amounts of America’s financial assets. Central

Bank of Estonia (2009) attributed the reduction in Estonia’s current account deficit to the

declining demand for imports which in turn is caused by the global economic meltdown

and the recession in the economy, especially in the preceding year.

Jayaraman (1994) examined the determinants of fiscal imbalances and the resultant
current account deficit of Western Samoa. He concluded that a higher level of mobilization
of domestic resources is required including greater expenditure control in the short term as
well as medium term fiscal reforms. Claderon et al. (1999) developed a simple econometric
model to distinguish between transitory and permanent determinants of current account
deficits. The authors finding indicated that increases in output growth and saving (private
or public savings) lead to increases in current account deficit. Moreover, temporary
improvement in terms of trade and real appreciation in the exchange rate raise the current
account deficit. However, permanent changes in the variables have insignificant impact on
current account deficit. Lastly, higher growth rates in developed economies or increases
in international rates causes the developing economies current account deficit to decline.
Anne-Marie et al. (2004) focused on narrowing the United States current account deficit
by considering factors like dollar depreciation, fiscal consolidation and improvement in
the non-price competitiveness of the America’s producers. They confirmed that increases
in growth rates in the United States trading partners and the dollar depreciation tend to
improve the current account balance.,

Kamrul (2006) applied co-integration and error correction model to study the current
account behaviour and its determinants for Bangladesh. The econometric results reveal
that the main determinants of current account deficit include budget surplus, domestic
saving, domestic income growth, foreign income growth, foreign interest rate, terms of
trade, exports and real exchange rate. He advised that domestic economic policy will have
no meaningfully impact in reversing the current account deficit because its determinants
are related to external influences. Olga et al. (2006) showed that lower exchange rate
volatility increases current account deficit among Central and Eastern European member
states. International Monetary Fund (2006) indicated that higher government budget balance
(relative to trading partners), higher net foreign asset and increases in relative income
improve current account balance. On the contrary, increases in dependency ratio and
higher output growth, reduce the current account balance. Moreover, the banking and
Asian crises are shown to have contributed to the improvement of the current account
balance. Aristovnik (2006) reported that economic growth, real exchange appreciation
and deteriorating terms of trade lead to current account deficit. The author argued that
domestic growth is more related to domestic investment than domestic saving. Besides,
demographic factor has influence on the current account balance while shocks in public
budget rates may likely increase the current account deficit. Cletus and Patricia (2001)
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asserted that rising domestic investment leads to current account deficit in developed
countries. Following this finding, Christopher (2005) reported that the United States is
running a current account deficit because domestic saving is less than investment. He
suggested that to reverse the current account deficit, the saving-investment ratio must be
increased. Bernhard (2007) findings illustrated that a one percentage increase in the United
States economic growth over the OECD countries, leads to deterioration in the United
States current account deficit by 0.5 percentage of the GDP per annum. In addition, a 10
percentage decrease in the value of the United States dollar results to an improvement in
the current account by approximately 0.5 percentage. Finally, a 10 percentage increase in
oil prices makes the United States current account to worsen by 0.2 percentage of the
GDP.

Dallas (2007) assérted that the increases in the New Zealand current account deficits
have been attributed to the rising payments made to foreigners on their investment in the
country. Khan and Knight (1983) indicated that rising foreign real interest rates, declining
growth rate of industrialized economies and terms of trade are important determinants of
current account deficit in a group of non-oil developing economies. Other important
determinants of current account deficit include rising fiscal deficits and real exchange rate
appreciation. Debelle and Farugee (1996) revealed that relative income, public debt and
demographic factors have long run effect on current account balance. The authors also
found that government fiscal policy, terms of trade, exchange rate and business cycle have
short run impact on the current account balance. In Sudan, Bannaga (2004) illustrated that
growth rate of GDP and income per capita have significant negative influence on the
current account deficit. On the other hand, the black market exchange rate has a significant
positive impact on the current account. The terms of trade is also shown to have a significant
effect on the current account deficit.

Some studies have concentrated on the costs or effects of current account (deficit)
reversal. They include Milesi-Ferretti and Razin (1998), Edwards (2004) and Christian
(2007). For instance Milesi-Ferretti and Razin (1998) examined whether current account
deficit reversals slowdown economic growth. The authors discovered that current account
reversal does not lead to a significant reduction in economic growth. This finding is consistent
with the result of Christian (2007) that current account reversal has no significant negative
effect on economic growth. However, Edwards (2004) illustrated that economic growth
declined significantly following current account reversals. For other studies on the costs
of current account reversal, (Debelle and Galati, 2005).

Theoretical Framework

The inter-temporal approach emphasizes that current account deficit or surplus arises
from saving and investment decisions which are in turn determined by productivity growth,
government expenditure, interest rates and many other factors (Calderon et al., 1999). In
the inter-temporal hypothesis, given interest rate, an attempt to smoothen consumption
tends to influence movement of the current account balance or position. For instance, if
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output falls short of its permanent level, it results in a higher current account deficit. In the
same manner, if investment spending rises more than its permanent level, the deficit will
increase. The increase in the current account deficit arises from the fact that the increase
in investment is financed through foreign borrowing which in turn leads to higher current
account deficits (Aristovnik, 2006). Besides, government consumption and foreign interest
rate determine the position of the current account. An increase in government consumption
tends to worsen the current account position. Similarly, given a net foreign debtor, an
increase in the world interest rate widens the current account deficit (Aristovnik, 2006).

Methodology and Model Estimation

The paper uses the ordinary least squares (OLS) technique to analyze the relationship
between current account balance and its economic determinants. The econometric model
expresses current account balance (CAB) as a function of overall budget balance, surplus/
deficit (BUDS), domestic saving (DOMS), income growth (GRY), foreign interest rate
(FIR), export (EPT) and exchange rate (EXR). Thus, the model is specified as:

CAB =f (BUDS,, DOMS, GRY , FIR , EPT, EXR,, |15 R ———————— (1)
[-or+] [ -] [or+] [+] [
The variables are defined as follows:

CAB- refers to the current account balance. Tt is measured as the ratio of current
account balance to real GDP.

BUDS- refers to overall budget surplus/deficit. It is measured as the ratio of overall
budget surplus/deficit to GDP,

DOMS- refers to domestic (national) savings. It is measured as the ratio of gross
national savings to gross national investment. The gross national investment is in turn
captured by gross fixed capital formation.

GRY- refers to the growth of real income. It is captured by the growth of real gross
domestic product (GDP).

FIR- refers to the foreign interest rate. It is captured by the United States (LIBOR)
rate. '

EPT- refers to exports. It is measured as the ratio of export to real GDP.

EXR- refers to the Nigerian exchange rate against the American dollar.

U - refers to the error or disturbance term.

Annual (time series) data of the variables considered in the paper are used. The variables
were obtained from the Central Bank of Nigeria Statistical Bulletin (2008) and the
International Financial Statistics (IFS) various issues. E-views 4.1 version is used to run
the regression exercise. Prior to estimating the current account balance model, the author
conducted a stationarity or unit root test. This is achieved by using the Augmented Dicker-
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Fuller (ADF) statistic. In conducting the stationarity test, the author chose maximum lags
of four (4) and excluded both intercept and trend. The result of the stationarity test is

shown below:

Table 1: The Results of the Stationarity Test

Variable ADF-statistic Critical value Order of integration
CAB -7.026534 1% = -2.630762 Stationary at
(0.0000) 5%= -1.950394 first difference
10%=-1.611202
BUDS -7.097944 1% = -2.628961 Stationary at
(0.0000) 5%= -1.950117 first difference
) 10%=-1.611339
DOMS -4.586872 1% = -2.644302 Stationary at
(0.0000) 5%= -1.952473 first difference
10%=-1.610211
GRY -9.904603 1% = -2.630762 Stationary at
(0.0000) 5%= -1.950394 first difference
10% =-1.611202 -
FIR -3.987412 1%= -2.647120 Stationary at
(0.0003) 5%= -1.952910 first difference
) 10%=-1.610011
EPT -12.364064 1% = -2.634731 Stationary at
(0.0000) 5%= -1.951000 second difference
10% =-1.610907
EXR -5.012687 1% = -2.628961 Stationary at
(0.0000) 5%= -1.950117 first difference
10%=-1.611339
ECM -2.941382 1% = -2.644302 Stationary at
(0.0047) 5%= -1.952473 levels
10% =-1.610211

As indicated in the table 1, all the variables are stationary at first difference, except
export that is stationary at second difference. The error correction variable is stationary at
levels, indicating that the retained residuals from the initial regression have no unit root.
This implies that the variables are co-integrated. The regression result that incorporates
the error correction variable is presented below:
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Table 2: Regression results

Variable Coefficient Std. Error t-Statistic Prob. |
c -0.016296 0.695076 -0.023445 0.9815
BUDS 4.188929 1.062618 3.942085 0.0007
DOMS -0.136433 0.355667 -0.383598 0.7050
EPT(-1) 0.234598 0.131145 1.788837 0.0874
GRY -0.000430 0.001824 -0.235749 0.8158
FIR(-1) _ 0.021769 | 0.065345 0.333131 0.7422
EXR 0.028097 0.009512 2.954027 0.0073
ECM(-1) 0.453023 0.220347 2.055952 0.0518
_R-squared 0.811599 Mean dependent var | 0.762536
Adjusted R-squared | 0.751654 S.D. dependent var 1.789050
S.E. of regression 0.891561 Akaike info criterion _ 2.831494
Sum squared resid 17.48740 Schwarz criterion 3.205146
Log likelihood -34.47241 F-statistic | 13.53891
Durbin-Watson stat | 1.744965 Prob(F-statistic) 0.000001

Discussion of Results and Policy Implications of Findings

The regression results show that the explanatory variables account for 81.16 percentage
changes in the current account balance. The Durbin Watson statistic (1.74) indicates the
absence of serial (auto) correlation. Besides, the F-statistic (13.54) illustrates that the
explanatory variables are jointly significant and capable of explaining changes in current
account balance. The results also show that overall budget balance (measured as overall
budget balance-GDP ratio), exports (captured by export-GDP ratio) and exchange rate are
statistically significant. On the other hand, growth of GDP, domestic savings-investment
ratio and foreign interest rate are shown to be statistically insignificant. For instance, a
one percentage increase in the overall budget balance-GDP ratio results to an increase in
the current account balance by approximately 4.19 percentage. This is consistent with the
findings by Chinn and Prasad (2000) and IMF (2006) that budget balance has positive
effect on the current account balance. Thus, if higher budget surplus (lower budget deficit)
reduces demand for both domestic and foreign goods, it will lower payments on imports
and lead to an improvement in the current account balance. Furthermore, the results
reveal that a one percentage increase in export-GDP ratio in the previous one year leads to
an improvement in the current account balance by approximately 0.23 percentage. This is
in line with Anne-Marie et al. (2004) and Bernhard (2007). The finding suggests that
increases in a country’s exports tend to raise receipts from exports relative to payments on
imports, thus leading to improvement in the current account balance.

Moreover, the estimation illustrates that a one percentage decrease in the exchange rate
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causes the current account balance to improve by approximately 0.03 percentage. This is
in line with the empirical works of Anne-Marie et al. (2004) and Bernhard (2007) that a
reduction in the value of a nation’s currency will lead to an increase in the current account
balance. Thus, depreciation reduces the demand for imports but raises the revenue from
exports, leading to an increase in the current account balance. Finally, the error correction
parameter is positive and statistically significant. This implies that there is a divergence
between the actual and desired levels of current account balance.

Recommendations

Following the findings in the preceding section, it is recommended that, firstly,
government should encourage and support the export sector by given subs idies to participants
in the export industry in the form of reduction of export duties. Besides, government may
also protect new entrants in the export sector through imposition of tariffs on similar
product coming from abroad. In addition, government should increase funding of the
export processing zones authorities. These in turn would raise the volume of (and proceeds
from) exports and improve the current account balance. Secondly, government should
allow some depreciation of the exchange rate. This would make imports to be more expensive
relative to exports. The high import prices would reduce the demand for imports and lead
to an improvement in the current account balance. Thirdly, government should adopt a
policy a budget surplus so as to reduce demand for imports. Alternatively, a budget deficit
that leads to an increase in domestic investment will increase the economy’s productivity,
thereby increasing the current account balance. Lastly, efforts should be geared towards
raising Nigeria’s economic growth. This can be done by providing more infrastructures
(like roads, power, communications, etc) as well as maintaining existing ones; reduction
in interest (lending) rates and so on.
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