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http://creativecommons.org/licenses/by/4.0/ The peculiarity and place of importance of government bonds in any financial

system cannot be overemphasized. Amongst other uses, they play a predominant

role in funds mobilization and serve as effective instrument for regulating the

economy. The financial market securities are widely used as collateral in core
government transactions, especially when resources are mobilized within an
economy to meet government needs [1] [2]. Interestingly, studies have revealed
a strong correlation between government finance and the bond market; for in-
stance, Greenwood and [3], Fama [4] and Vayanos [5] found evidence that
market dealers have limited risk bearing capacity, suggesting that an increase in
long term government bond can predict the volatility in the bond market.

In Nigeria, the long term sustainability of government finances has been sub-
ject of immense debate, particularly with the presence of new treasury frame-
work proposed by the Ministry of Finance to set fiscal framework towards coun-
ter cyclical financial stance, debt sustainability and domestic resource mobiliza-
tion. As it were, the issuances of domestic government bonds and treasury bill
along with government taxes remains the primary sources of finance available to

the Nigerian government. This brings to fore the need to examine the relation-
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ship between government bonds and private securities. Thus, the relevance of
this study is to help the fiscal and monetary authorities understand that the bond
market offer an efficient vehicle for blending below-market capital within the
guideline of fiscal strategy which have severe implication on the rate of return of
private securities. The study therefore proposes a theoretical modeling strategy
for analyzing the impact of government finance on bond market return in Nige-
ria. The outcome of the model will serve as policy ingredient to large number of
audience such as the Central Bank of Nigeria (CBN), Ministry of Finance and
the academia who are ambitious in providing solution to policy impotence in the
Nigerian economy.

Following the introductory section, the paper is structured into four main sec-
tions. Section 2 provides a brief survey of existing literature while Section 3 ad-
dresses the theoretical building block of the model. Section 4 is the concluding
remarks and policy outlook.

2. Brief Survey of Literature

The best way to begin this intellectual journey would be to probably ponder on
the earlier Keynesian theoretical proposition that suggests the need to stimulate
aggregate demand through expansionary fiscal policy (ie. increase in govern-
ment spending). To further complicate the issue, David Ricardo backed up the
argument in Ricardian Equivalence curve by suggesting that the source of gov-
ernment finance does not really matter but the structure and composition of it
expenditure (Ze. how government spends its money is a major concern) [6].
While this existing theoretical model and proposition appear robust and empir-
ically appealing, it seems that the 18" and 19" century approaches to macroeco-
nomics modelling have been challenged by recent expansion in the frontier of
knowledge on many grounds.

Theoretically, the neoclassical approach developed over fifty years ago now
provides different effect on macroeconomic consequence of government finance
on bond market return, which is contrary to previous submission of Keynesian
model [6] [7] [8]. In the view of attack on earlier thought, Friedman Milton [9]
in his presidential address to the American Economic Association (AEA), cau-
tioned that not too much should be expected from monetary policy, which re-
flects a contradiction to his argument that only money matters. Specifically,
Milton further acknowledged that economists long ago have always neglected
the possibility of monetary toolkit being constrained by government finance
which in turn might have a feedback effect on private securities, a crucial ele-
ment for monetary policy formation [10].

In 1981, Sargent and Wallace [11] attempt to search for the logic behind the
puzzle visage by Friedman Milton in their article titled: Some Unpleasant Mo-
netarist Arithmetic. Sargent and Wallace [11] presented a demand function for
government finance with the assumption that seignorage can be earned on
bonds as well as on the base money. Their results show that the demand for

government bond is an increasing function of real rate of return on private
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securities. In 2002, Perotti estimated the effect of fiscal policy in OECD countries
and confirmed that government spending shocks have significant effect on re-
turns on private securities on one hand and net tax affect asset pricing on the
other hand [6].

The various objections to Keynesian proposition on government finance-bond
market returns nexus also reflected in varied results and policy responses sub-
mitted in academic conferences, seminar papers and working papers docu-
mented over the last twenty years. For instance, Nelson and Siegel [12]; Barro
[13]: Benigno & Michael [14]; Gagnon, Raskin, Remache and Sack [15];
Krshnamurthy & Vessing-Jorgensen [16]; Hamilton and Wu [17]; Campbell,
Evans, Fisher & Justiniano [18], Liu & Wei [8]; and Gilchrist, Sim & Zakrajsek
[19] all presented mix results regarding the possibility of government finance af-
fecting bond market return in their various environment of studies.

A cursory look at these previous studies reviewed above shows there is a lacu-
na in the existing literature as information presented are insufficient and me-
thodological deficiency can be observed. In particular, most of these studies pre-
tend to show robust macro-econometric modelling relying heavily on Vector
Autoregressive (VAR) to analyse the results providing more complicated results
in the existing literature. The contribution of this study is thus simple. First, it
provides serious objection to earlier studies’ submission of Keynesian theoretical
proposition that embraced expansionary policy and equally disagree with Ri-
chardian earlier assertion that the source of finance does not matter but how

government spends its money is a major issue.

3. Model

Building Block

This study assumes that the balanced budget rule of g, =7, holds and that
government bond as well as private bond exist. Similarly, government expendi-
tures are finance by a lump-sum tax at period ¢ It further assumed that taxing
rule require T, =g, +b[1—1/ R“] where b >0 is a permanent level of borrow-
ing.

Therefore, the representative agent is presented as:

o0 b +
max EoZ}:oﬂt” (C”;;]J

gt

Subject to

gt+1

¢+ + DS, T S(pt+d,)s,+bg, [20]

gt
we know that equilibrium consumption satisfies ¢, =d, —g, . We also know that
equilibrium s, =1 and g, =7, +(bg,+l)/(Rg[)—bg[ .

The Euler equations for this problem are

b b,
ul[cp ]ge[“]pl :ﬂEt ul(cwlﬂz;l](thrl-i_dHl)

gt gt
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[“1 {c, , by J+ u, [c, ,—bgm HR',I = pE, {“1 {cm,—bgtﬁ J}
R R & R
gt gt gt+1

Now consider a change in b,

requires an adjustment in taxes. Moreover, assume that ¢,,;,g,,,,b,.,,R,,,, also

that leaves (C,, gt) unchanged and hence

remain unchanged so that we can analyze the effect of b,,, upon R, and p,
(This can always be done by suitable choice of 7, and 7,,,.)
Differentiating the Euler equations we get

_ , dR,, d
by, (')(Rgzl_bnggzz ab . ]"'”l(')dbpl =0

gt+1

gt+1

_ , dR dp, __
(”12 +u22)[Rgtl _bgt+letz ab = ] =R}

Rearranging the equation gives;
bgt+l dp, _ bgt+l (“12 + “22)

Rgt dbgt+l - bgt+l (”12 +u,, ) + (”1 +u, )

For fixed ¢ define f(b/R)=u,(c,b/R)+u,(c,b/R). The previous formula
for the elasticity of the return on government bonds can be written as

b
bf'| —
var 1)

Rdb (b b

of'| = |+ f| =

(i)

(b . . (dR\b
If we assume that f 2 =u,, +u,, <0, it follows that, if Ty EZO,then

(dR/db)-b/R>1.

Now, the first equation of the system can be written (neglecting sub-indexes)

b (. bdR
L. gL
a0 {p "o ( R db j}

If (dR/db)-b/R>1 and wu,>0,dp/db>0 . If (dR/db)-b/R<0 and
u, >0 then dp/db<0.

Now as (p,,, +d,,)=-sign [(dp/db)~(dR/db)]. For the two cases described
above, we have that dR, / dR, <0 notice that if u, =0, changes in b,,, do

as

gt+1
not affect the rate of return on private securities.

4. Concluding Remarks

The study examines the relationship between government finance and return on
private securities using a modeling approach to identify the different transmis-
sion channel and which tax-debt combination is used in government finance.
Accordingly, this does not only affect the rate of return of asset issued by gov-
ernment but also rate of return on private securities. In all, the degree of gov-
ernment finance cum bond market return varies, since the direction of the effect
depends on the government utility function which is dictated by it budget con-

straints in different periods.
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While a growing body of existing empirical studies suggests the possibility of
government and private securities to create money for the economy, the ma-
croeconomic model demonstrated above warns that attempt to source finance
from domestic economy might have the tendency to frustrate and crowd out re-
turns on bond markets. This is obvious since fiscal discipline is a matter of in-
stitutional setting and the fiscal objective of the government. This has always
been adopted as part of monetary policy despite the quest for policy mix for ef-

fective coordination.
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