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ABSTRACT

The N gerian foreign exchange market as well as the value

of Naira exchange rate to other International Currencies have
caused a lot of concern to warrant academ ¢ di scussions.

The structural inbalances, distortions and general recession

in the world econony affected Nigeria's external reserve,

bal ance of paynent, Naira exchange rate, external debt, trade
and_export pronotions. Inspite of the various exchange rate
regi mes operational world over, Ngeria adopted fixed or
admnistratively controlled exchange rate from 1958 to

Septenber 1986. However, with the operation of SAP from
Septenber 1986 to Decenber 1993, free (floating) market
determnned exchange rate was adopted. The managenent of
foreign exchange market in Ngeria, has |eft mich to be desired.
This is because, MNaira witnessed the worst degree of deval uation
among the world currencies since the operation of SAP

At the expense of N gerian econony, the paralled market was the
only source for obtaining sizeable volume of foreign currency

at prohibitive costs. This position dealt inmenselywth the
manuf acturing sector which consumed about 60% but contributes
insignificantly to the source of forex supply.

From the study, demand far outstrips the level of supply or forex
thus creating undue pressures on the value of Naira. The market
forces of free supply and demand of forex could not operate,

to give a realistic exchange rate of Naira during the SAP period,
and even after. The search for a meaningful exchange rate of
Nai ra woul d be inconclusive unless a courageous and stable



governnent at the centre Initiates adequate operating
policies and at the sanme tinme nmonitorstheir inplementations

for desired results. The market determned exchange rate
appear to have failed the Ngerian econony. The noderated
purchasing power parity and managed or controlled exchange rate
regime woul d be adequate as a solution for reasonable Naira
exchange rate .
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The down-turn of the Nigerian economy and the fast
depreciating value of Naira since the 1980s naturally
generate a lot of academic interests, Nigeria is
heavily dependent on oil, and with the glut in the
world oil market in the early 1980s coupled with

the general recession in the world economy, distortions
and bad signals of structural imbalances manifested

in the economy. As a result of servere balance of
payment difficulties and huge external debts, Naira
exchange rate was felt to be grossly over-valued.

[t was believed that there was lack of effective
allocation of resources due to exchange control
restrictions on Capital Movements. In 1986, Structural
Adjustment Programme (SAP) was introduced with the

aim of improving overall economic performance,

Free Markets were to be encouraged to ensure optimal
allocation and utilization of resources.

At this end, the fixed exchange rate hitherto adopted
in Nigeria, was discountinued to give room for
competitive Market determined Naira exchange rate,
The flexible exchange rate to correct the over-valued
Naira, and ensure a stable exchange rate, became the
Corner Stone of Federal Government fiscal policies,
hence the introduction of SAP, This had a lot of
consequences on external reserves, External debt,

Export promotion, Trade and exchange controls.,
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1.2 The Statement of the Problem
The Naira exchange rate has not stablized after
years of operating a free floating exchange market
in Nigeria. Neither did it stablize even after the
SAP. The problem of determining a stable Naira
exchange rate in Nigeria, is still unsolved, largely
due to inconsistent fiscal polices and their poor
implementation,

1.3 Objective of Study
The purpose of this study is to dwell on Nigerian
foreign exchange market, exchange rate determination,
effect of declining Naira exchange rate and in addition
the issues of Stable exchange rate shall be focussed
in order to prescribe adequate solutions to revive
the ever depreciating Naira value.

1.4 Significance of the Study
The relevance of this study Is to critically examine
how the Nigerian economy has faired during this
period in its efforts to determine a stable Naira
exchange rate. It is difficult to estimate with
accurate measurement whether the solutions to Naira
exchange rate determination as well as the Nigerian
economy has been palliatory. The Naira exchange
rate has been on the decline since in 1980s. It
requires proper diagnosis and bold steps on the part
of Government to initiate realistic policies that will
guide the exchange rate of Naira. The resuscitation
of Naira Value is mandatory for the survival of

the Nigerian economy,
lll/3|



1.5

1.6

Methodology

In line with the focus of this study, the method
adopted is to examine the trend in demand and

supply of foreign exchange as well as trends in
foreign exchange rate in relation to the trend in
other Macro-economic variables of relevance during
the period - 1970 to June 1994. This is done with a
view to identifying the extent to which the exchange
rate of Naira has been, over the years considering
the critical factors that affect it. In the study,
secondary data obtained from Central Bank of Nigeria
(CBN), Finance houses, Finance and Commerce Alamanac,
on supply and demand of foreign exchange, and general
forex scenario would be analysised.

Scope of Study
Following the brief introduction, objective of the

study and its significance, this project, shall be
divided into six parts while Chapter 1, deals

with the introduction., Chapter 11, shall discuss the
literature review on foreign exchange market and the
exchange rate determination. Chapter II1 & IV would
highlight the foreign exchange Management prior to and

under the Structural Adjustment Programme (SAP) with a b

remark on the trends after the SAP., This chapter also,
would examine the devaluation of naira and its impacts
on the economy. Chapter V would analyse the various
variables for a stable exchange rate, while, finally
Chapter VI shall deal with summary, conclusions and
recommendations.,

AR



1.7

1.8

Limitations

In the process of this study, the major constraints were
time, source of data and finance. It required series
of trips to Central Bank of Nigeria and other financial
institutions in Lagos and Kaduna. These trips cost a
lot of money given the circumstance of high cost of

alr faires in Nigeria. The depening political crises
coupled with the Industrial Strikes embarked upon by
some labour Unions in Nigeria at the time of compiling
the necessary data for this project was yet another
major limitation for one to reach the source of data,
At last it became necessary to use telephone calls to
reach the source of data collection, as a less costly
alternative.

Defination of Terms
The terms frequently used in this project are explained

as follows:

a) Exchange Rate
Is the price of one currency in terms of another

This is the rate at which one currency will
exchange for another,

) Forex
Foreign Exchange indicates a currency other than
Nigerian Currency and includes any notes which
have at any time a legal tender in a territory
outside Nigeria.

c) SFEM
Second tier Foreign Exchange Market established
by law for the buying and selling of foreign
-exchange at market determined rate.



d)

e)

f)

9)

IFEM

Interbank Foreign Exchange Market is a medium through
which Banks bid for foreign exchange supplied by
Central Bank of Nigeria,

Devaluatidon of Currency

This is a reduction of a currency to a lower fixed
value in a cbuntry experiencing balance of payment
deficit, It is a tool for correcting disequilibria
In the balance of payments (Ibrahim Ayangl 1990),

Parallel Markets
This is foreign exchange a black market which was

developed because of the scarcity and official

rationing of available foreign currencies by CBN.
The Naira is exchanged for other currencles at higher
rates than the official rate.,

Letters of Credit (L/Cs):
A letter of credit is an undertaking (credit pledge)
by a bank accepting to redeem the liability of its

customer on an import contract if the importer fails
to make payment on maturity date and in accordance wit
all the terms of the credit purported in the L/C.
They are opened for bank customers after they would
have processed Forms ‘M’ which serve as the intention
to import. L/Cs guarantee that foreign exporters
would get their money from the issuing bank through
their correspondents abroad when such L/Cs are
confirmed. The tenure or life span of an L/C is
initially 180 days, but could be renewed for another
period of 180 days.

lfl/el



h)

i)

Open Account and Bills of Exchange:

In open account transactions, the importer and
exporter enter into a mutually acceptable contract
involving the settlement of a debt at a future date,
The exporter ships specified amounts of goods to

the importer based on trust and the assessment of
the importer’s credit-worthiness., On shipment, the
exporter has no further recourse. He counts on the
sincerity of the importer to effect payment,

The exporter sends the documents in respect of goods
shipped directly to the buyer or importer.
Bills for Collection

Bills for collection are negotiable instruments.
They are drawn by the exporter on the importer who
is required to pay a stated sum representing the
value of goods shipped to the importer at a specified
date. On shipment of goods to the importer, the
exporter may send the accompanying document direct
to the importer or to his bank. In the event that
the exporter requires his banker to collect proceeds
of goods shipped on his behalf, he will draw a bill
of exchange on the importer and this will be attached
to the shipping documents.

These will be deposited with the exporter’s bankers
as bills for collection,



LITERATURE REVIEW

2.1

INTRODUCTION

The performance of the External Sector of the economy
demonstrates an unhealthy performance. The balance
on Nigeria‘s current account remained remarkably
unfavourable occasioned by urge external debt,

This trend has imposed enormous costs on the economy
in terms of debt service burden, thus leaving very
little forex investment,

Foreign Exchange is the means of effecting payments
for International transactions., It is made up of
convertible Currencies that are generally accepted
for settlement of international trade and other
obligations., Such Currencies are usually those of
Industrialized Countries such as:

United States Dollars, British Pounds Sterling,
German Deutsche Mark, Japanese Yen, French France
and Italian Lira.

In Nigeria, the approved money market instruments
are denominiated in a convertible foreign currency.
These instruments include:

Foreign Bank Notes, Foreign Coins, Travellers
Cheques, Bank Drafts and Mail or Telegraphic Transfers.

The Market is the medium of interaction between the
sellers and buyers of foreign exchange in abid

to negotiate a mutually acceptable price for the
settlement of international transactions.



2.2

The objective of the Market include the provision

of an avenue for the exchange of npational currencies
Into those that are acceptable for international
transactions and the emergence of effective
Mechanism for exchange rate determination and
allocation of foreign exchange.

[HE FORETGN EXCHANGE MARKET

[he Backaround:

The evolution of the foreign exchange market 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 creation of Central Bank of Nigeria (CBN)
and the enactment of the Exchange Control Act of

1962, forex was earned by the private sector and

held in balances abroad by Commercial Banks which
acted as agents for local exporters. During this
period agricultural exports represented the bulk

of forex receipts and holding of forex was largely
private, The need to develop a local foreign exchange
market distinct from those in the major international
centres became paramount, with the creation of Central
Bank of Nigeria,

The agricultural exports contributed immensely to
forex earning in the 1960s. But soon after, in the
1870s this was displaced by Crude 0il exports owing
to the sharp rise in pertroleum prices.
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Most of the economic agents had tc patronize the

CBN for forex allocation to pay for international
transactions, The increase in economic activities
beginning from the early 1970s following enhanced

forex receipts and the high demand for forex to fund
heavy capital projects provided boost for the forex
market,

The Qperation of the Forex

During the period when foreign exchange was in abundance,
the need to deslgn an appropriate mechanism for
determining the exchange rate for the allocation of
foreign exchange was not given adequate attention,

The prevailling exchange control mechanism then was
based on administrative controls. Thus, foreign
gxchange allocation was not based on any formalised
criteria. The foreign exchange crisis that erupted

in 1982 as a result of the oil glut of the preceeding
year was a major challenge to foreign exchange managers,
The nation had accumulated payments arrears that could
not be settled as a result of declining foreign exchange
earnings. The situation thus reached a critical level.
Letters of Credit (L/Cs) already confirmed were revoked
by the CBN and banks were disallowed from opening new
ones since many countries refused to extend further
credit toc Nigeria at that time. Also the international
community stopped guaranteeing imports coming into
Nigeria. The foreign exchange situation was very tight
and exchange control measures were reactivated and

made more stringent,
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Some of the measures were advance deposit requirements
for imports, and import licensing requirements for a
large number of imported items. These measures,

in addition to the scarcity of foreign exchange,
increased activities in the foreign exchange market.
The activities of speculators and numerous middlemen
increased during this period. The increasing demand
for foreign exchange at a time when the supply was
shrinking encouraged the development of a flourishing
parallel market for foreign exchange in 1987 and
Bureaux de change in 1989.

Although the exchange control system continued to be
applied to allocate foreign exchange, attempts were

made to depreciate the exchange rate and reduce pressure
on the external sector, when it became clear that is

was overvalued. The parallel market premium that
emerged over time as a result of the disequilibrium in
the official foreign exchange market led to various
abuses including under-invoicing of exports and over-
invoicing of imports. It also led to capital flight
~and diversion of official foreign exchange to the parallel
market.

The exchange control system was unable to evolve an
appropriate mechanism for foreign exchange allocation

in consonance with the goal of internal balance,

This led to the discontinuation in September 1986 of

the rigid official control of the foreign exchange
market. With the inception of the Second-Tier Foreign
Exchange Market (SFEM), determination of the naira
exchange rate and allocation of foreign exchange were
based on market forces.,
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The former system were the CBN determined the exchange
rate and allocated foreign exchange as it deemed fit,
was discarded. Under the market system, foreign
exchange was allocated based on the supply by the CBN,
demand made by the banks, including their bid rates
and the price arrived at during auction session.

Thus, both buyers (banks) and seller (CBN) interact
and to determine a mutually acceptable price.

With the inception of the SFEM and up to the time the
inter-bank market for trading in authonomous funds was
merged with the SEFM into an enlarge inter-bank
foreign exchanged market (IFEM), developments in the
parallel market did not constitute very serious threat
to the attainment of the goal of internal balance.

The introduction of bureaux de change into the system
in 1989 was meant to increase the scope of the foreign
exchange market, and accord access to small users of
foreign exchange thereby reducing speculative tendencies.
However, the parallel market continued to move indep-
endently most of the time. As efforts were made to
improve the value of the naira in the official market,
the parallel market premium increased sharply.

Foreign exchange malpractices became rampant as some
authorised dealers charged premium on official foreign
exchange which they sold to their customers.

For example, while the official rate was N10.5564 to
1.00 US Dollar, as at end of February 1992, the corres-
ponding parallel market and Bureaux de change rates
were N16.550 to 1.00 Us Dollar.
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The wide differential in the official and the parallel
market/Bureaux de change rates were uphealthy for the
forex market. In order to reduce the wide diveraence
between the rates in the various markets and eliminate
the need for foreign exchange abuses, a more
deregulated market-based system was introduced on
March 5, 1992. Hence the official exchange rate change
from W10.5564 to W18.0000 to 1.00 US Doltlar,
The (BN floated the Naira, discountinued the system of
pre-determined quotas for Banks and allowed allocations
to be based on rates which emerged in the market.
As a result of difficulty in continuing to supply forex
to meet increasing demand backed by naira covering the
face of low external reverses and declining forex receipts,
the system was again discontinued cn December 15, 1992,
Investigations revealed that most of demand pressures were,
due to payments on open account and bills for collection,
Payments on these categories were accordingly suspended
effective from February 24, 1993, The CBN also introduced
a pro-rata system of forex allocation to ensure that all
-participating Banks get some allocations of forex.
Yet in 1994 budget. through the Persistential pronoucement,
the forex market became regulated and the official
exchange rate was fixed at N21.9360 to $1.00 US Dollar,
By the mid-year, 1994 the assessment of regulated forex
market did not improve the over-all performance of the
economy., The sectorial forex allocation was fraught with
poor handling and control, The forex supply was far below
the budgeted figures,
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The demand continued to rise over above supply,
Many industries were at the verge of collapse as
forex were not available for continuous payments on
raw materials and spare-parts. Many of them were forced
to patribuzed the unofficial source (the black market)
at the rate of N45.00 to N52.00 per Dollar,

Exchange Rate Determination

An exchange rate is the price of one currency in terms
of another, A strong economic indicator for assessing
_.the overall performance of an economy is exchange rate
apart from others such as interest rate, unemployment
rate, inflation rate, money supply and so forth.

Exchange rate is one of the macro-economic variables that
reflect the strength or otherwise of an economy.

A persistently strong currency is a reflection of strong
economy while the reverse is the case for a weak economy.
Exchange rate is also used to achieve certain economic
objectives of a country including balance of payment
equilibrum.

The following factors may influence the exchange rate
applicable in a country.

(a) Balance of pavments
The balance of payment could be used as a
barometer of the forces of demand for and
supply of foreign exchange in the market.
Specifically the current account balance is
often considered to be a measure of these
forces. For example in 1980 the United States’
Current Account balances showed & surplus of
3.72 billion US Dollars.



(b)

- 15 -

This indicates that the supply of foreign
currency is in excess of the demand for
foreign currency used to trade foods and
services between America and the rest of

the worid. This means that there would

be Dressure?génreciation of foreign currencies
relative to the US Dollar,

i owe rit eor
This is the most famous and the oldest form
of exchange rate. The theory asserts that the
exchange rates will adjust to maintain constant
purchasing power for a currency accross different
countries. Simply put, this theory assets
that commodity prices, after adjusting for
transportation and other costs, should be the
same in different countries., This means that
the exchange rate between two different countries'
should be such that would provide the same
purchasing power for each country. The purchasing
power parity (PPP) believes that the exchange
rate between two countries should reflect the
price levels 1n both countries.

For a country, P.P.P. involves the comparism of
aggregate inflation rates or aggregate changes

in price. At this aggregate level, PPP postulates
that if the inflation rate in a given country
accelerates relative to other countries, the
country’s currency would tend to depreciate
relative to the other currencies.
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Market Expectations
Market expectations can be a very important

factor in determining exchange rates since
it contributes a factor which affects
financial returns.

(1)

[he Forward Rate

Market participants who are capable

of bearing exchange risk are capable

of doing exchange transactions in two
different ways: Covered and uncovered.
For example the person who borrows
sterling today planning to repay

the loan with US DOllar in three months
time has an exchange risk., If the dollar
depreciates against pound sterling
during the intervening period, there
will be an exchange loss. To avoid this
risk, the borrower may enter into a
forward exchange transaction. In this
transaction, the borrower will sell us
Dollar against sterling for delivery in
3 months, say at a discount on the dollar
of 2% per annum, [If the borrower thinks
that it is unlikely that the US Dollar
will depreciate by 2% per annum in

the pext 3 months the borrower will
prefer to bear the exchange risk and

not cover the borrowing in the forward
market,
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If many sterling borrowers think the same,
soon we will see a decline in sales of
dollar against sterling in the forward
market for delivery in 3 months. Other
thins being constant, this will end to
decrease the discount of the forward
dollar against sterling,

Technical and psychological factors:

It is not uncommon for professional market
participants to have twoc cptions at the

same time regarding the trend of a specific
currency in the exchange market. One opinion
may relate to the long term trend which Is based
on the fundamental economic forces. The other
opinion may be concerned with the very short

term trend of a currency which is based on tne'"'

technical and psyschological conditions of the
market, Whenever, there is a discrepancy
between the previously held expectation of a
given economic event and the actual outcome of
that event, exchange rates will usually be
effected, For example, the market may expect
trade figures for a specific month for a country
like west german to be a surplus of a 1.5 billion
U.S. Dollar. However, when the actual figures
are announced, they report a surplus of only

1.0 billion U.S. Dollar. This surplus still
represents a historical positive payments.,
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This means an increase in demand for deutsche
mark (DM), Furthermore, to the extent that
this trade surplus will continue in the

long term, the Deutsche Mark will tend to
continue to increase in value relative to

other currencies.

However, the immediate reaction of the market
to the market to the anncuncement will probably
be negative. The exchange rate before the
report of the actual surplus was based on the
expectation of a demand for Deutsche Mark,

that is, of a trade surplus even larder than
the one actually reported, The édjustment

of expectations to reality will tend to depress
the price of the Deutsche Mark temporarily.

(d) Qther Factors
Other factors affecting exchange rate of currencies are:

(1) xpectations About Economic
onditions:

Participants in foreign exchange markets may

anticipate the likely effects on the balance
of payments of actual or expected events,
and hense, currencies may strengthen or weaken
even before the events may have any noticeable
effects on the balance of payments.

(11)  Relative Interest Rates
Changes in interest rate differentials between
countries may cause a reallocation in

international investment portfolios.
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However, raw norminal rates of interest

have to be taken with the expected relative

inflation rates and exchange rate changes to
form a meaningful calculation of real yields
on investments.

(111) Government Policies
A government may have significant effects
on exchange rates not only through the
broad stance of its monetary and fiscal
policies, but also through the specific effects
of policies directed towards the domestic
demand for imports, the supply of exports,
the general of inflation and so on.

(iv) ~ Non-Economic Factors
Actual or expected changes in the political
or social environment may have implications
for a country’s future economic and trading
position, and hence for balance of payments
flows and exchange rate patterns, For example
political or industrial unrest may undermine
the confidence of foreign investors, and may
drive domestic capital overseas, thus placing
downwards pressure on exchange rates.

2,3.1 Forms of Exchande Rate
In reality various exchange regimes exist and they

include the following.
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(1) Fixed Exchange Rate
This exchange rate typifies a situation in
which the exchange rate is determined and fixed
by the Government through monetary authorities.
Under this arrangement, all foreign transactions
of such an economy will have to be conducted
at the prevailing exchange rate. The exchange
rate also changes only at the instance of
government and this is when it is believed to
be over or under-valued to achieve balance of
payment objective,

For example prior the introduction of structural
adjustment programme in Nigerian, the fixed
exchange rate was applicable in Nigeria.

(ii) [he Flexible Exchange Rate
This allows the free market forces of demand and

supply to interact to determine the equilibrum or
prevailing exchange rate, The theory in this
respect says that the intersection of the aggregate
demand and supply schedules for foreign exchange

at a point in time determines the equilibrum
exchange rate, This reflects the purchasing of

the domestic currency in terms of the foreign one.

(iif) [he Managed “"Float” Rate
On April 1, 1974, the Naira was set free to

float upwards., This amounted to a de facto
upvaluation against the dollar, an action which
created an effective rate for the unit,
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Thus, for a good part of the floating period,
the official inoperative naira rate with the
dollar remained at 0.65789 whereas the effective
rate for all transactions fluctuated around
0.61728. What happened therefore was that
instead of the naira floating freely in

response to the determinants mentioned earlier,
the exchange values of the unit were carefully
managed. In fact, few countries in the world
can afford to freely float their national
currencies, The reserve losses that could
result from such an action would be intolerable.
It is for this reason that the regime of floated
currencies has been pupularly called the regime
of managed floating, in view of Central Bank’s
periodic intervention to stabilize currency
exchange rates. Attempts have been made to
manage naira exchange values to minimize or
eliminate arbitrage arising from differing cross
rate,

(iv) [he Open Interest Parity (0,I1.P,)
The open interest parity (0IP) theory in its
most popular version, in the explanation of
exchange rate determination emphasises the high
mobility of short-term capital, which produces
open interest parity (Allen and Stein, 1990).
In a way similar to PPP, OIP guarantees equal
expected returns on assets in two currencies,
adjusted for expected appreciation or depreciation.



(v)

(vi)

Under this hypothesis investors rationally

expect PPP to hold in the short-run; that is,

they expect a depreciation or appreciation of

the domestic currency that just equals the
difference between foreign and domestic rates of
price inflation. Stated alternatively, this
hypothesis maintains that short-term real interest
rates are equal.

The “News” Model of Exchange Rate

The new model of exchange rates results from the
fact that the current exchange rate reflects all
relevant and available information. The implication
of this is that the only thing that can cause &
change in the currency exchange rate is unforeseen
events otherwise called ‘news’'. Put differently,
exchange rate changes which occur now must be the
result of random disturbances or news, Since news
1s by definition unpredictable and exchange rate
changes depend on news, to that extent exchange
rates are themselves unpredictable. In line with
the OIP, they can be expected to be highly variable
and volatile.

The Speculative Dynamics Model
Exchange rate models of speculative dynamics have

been developed as an alternative, The model assumes
two classes of market actors, the ‘Chartists’ and
the ’‘fundamentalists’. The exchange rate is shown
to be dependent on the interaction between the
behaviours of these actors,
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Actors classified as ‘chartists’ are those

who analyse the past behabiour of the exchange
rate and project past trends into the future
while the ‘fundamentalists’ compute the
equilibrum rate and forecast the exchange

rate to decline (increase) in the future if

it Is above/below today's equilibrium rate.

In the speculative dynamics models the effect
of government interbention in the forex market
towards fostering the stability and consequent
improved predictability of the exchange rate
was simulated,

conclusion

Finally, due to the fact that a market determined
exchange rate system does not necessarily produce and
continuously maintain an equilibrium exchange, the
monetary authorities do not always believe in the
market determined rate (Oyejide 1989),

Quite often government reserves the right to “correct”
the market so as to nudge the system in the "right”
direction. Any regime adopted should be ailmed towards
ensuring a realistic naira exchange rate. Therefore
the naira should not be permanently undervalued ar
highly depreciated as we have withnessed in naira

in the relevant years.

§unma ry
This chapter introduces the literature review of the
subject matter “the Nigerian Foreign Exchange Market”,
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The meaning objective and back ground of the subject
matter, is fully explained. The chapter further

examines the summary of operaticns of the foreign
exchange market., Step was taken in the chapter to
ldentify various economic factors responsible for
determining a foreign exchange rate in any country.

These factors among others including balance of payments,
Market expectation, purchasing power parity theory,
external reserves, interest rates, and political
considerations,

In addition to above, various forms of exchange rate
applicable in any economy were intermized to include,
Fixed, flexible, managed floating, open interest and
parity rates. This chapter concludes that while fixed
exchange rate system encourages inefficiency and market
movement towards short-run equilibrium impossible, a
freely floating exchange rate system is usually unstable,
informationary and {papairs corporate decision making

if not subjected to some form of regulation,

The exchange rate therefore, should be allowed to float
within a regulated band. The divergence between the
upper and lower band should be narrowed to allowable
level so as not to exceed 5 per cent,
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CHAPTER THREE

The Foreign Exchange Market Prior
Structural Adjustment Programme

Introduction

The main objectives of Foreign Exchange Market during
the period was to harness Foreign Exchange resources.
prevent disequilibrium in Foreign Exchange movements,
preserve the Nation’s Foreign Exchange reserves and

the International value of the domestic currency,

During this period, Foreign Exchange control was the main
inctrument adopted to manage Forelgn Exchange resources,
The exchange rate was administratively determined but
this had its short-comings as it failed to isolate the
economy from the vagaries of International Trade, Inter-
national price movements and made it impossible for
tndependent monetary policy initiatives to be effective.

The dasic framework af Forex management was the Exchange
Control Act of 1962 and Economic stabilization Act of
1982. In assessing these policies under this period,
the following sequents shall be looked into:

trade and Exchange Controls

export promotion
external reserves diversification
external debt and exchange rate determination
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Trade and Exchange Controls

These were meant to manage judiciously avallable

Foreign Exchange, promote production and consumption

of home-made goods and ensure that forex reserves are
adequate to guarantee balance of payments stability,
Successful operation of trade and exchange controls,
require massive policing and complex administrative
framework, However, controls may be more effective
ordinarlily in an environment where corruption is resisted
and people are dedicated. Principally the 1962 Control
Act was enacted to tighten the outflow of Foreign Ex-
change. This requires that Central Bank centralizes

all receipts of Foreign Exchange and deliberately limits
the expenditure,

Export Promotion

Exports constitute the major determant of Forex inflow,
There was high dependence of the economy on the external
factor. For a sustainable economic growth, exports were
enhanced by the authorities, The export promotions
Council decree of 1976 was promulgated to give legal
backing to further incentives already in place.

During this time, the oil sector forms about 85% of the
total inflows of Forex. The Council was charged with the
responsipility of promoting non-oil exports base. To
boost this operation, the Marketing Boards were desolved
in 1977, Export free zones were established and import
duty concessions were given on manufacturing of goods

for export,
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However, most of the incentives to promote non-o0il
exports were not implemented. Export promotion which
was mean to raise the level of export production, turn-
out to be a Unit of Forex expenditure., Forex supply
had started falling short of demand requirement,

External Reserves Diversification

Diversification of external reserves means optimally
apportioning of the Nation’s reserves assets among
various currencies so as to ensure that liquidity
problems and losses are minimized while enhancing
maximum returns on currencies. From the data available,
in 1976, Nigeria's Forex reserves which were hitherto
held in four currencies were diversified into nine as a
result of increased Forex receipts on oil. In the

year, oil forms 82,8% on total Forex receipts. During

the year, pound sterling ceased to be the major component
of Nigeria Forex reserves,

External Debt

After the Civil War in the 1970s, there was the need

to fund adequately the reconstruction efforts of the
Federal Government. This led to huge outflows of Forex.
With the emergence of trade arrears in 1982, Due to
the inability of Federal Government to finance payments
on currency basis, external debt bacame the focus of
National Policy., As a result of building up of payment
arrears and persistent dwindling of external reserves,

Federal Government entered into refinancing agreements
in 1983 and 1984,
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Exchange Rate Determination

Under the Exchange Control System (1962 - 1986),
economic objectives played a major role although
ad-hoc measures were used to determine the Naira
Exchange rate. Central Bank of Nigeria applied the
basket of currencies approach from 1978 as a guide in
determining the direction of Exchange rate movement,
Others were the State of the balance of payments.
Level of reserves, Foreign g£xchange supply and demand
relationship, rate ¢of inflation and domestic output.

The Nigerian Currency was pegged to the pound sterling
on a 1:1 ratio from 1960 till 1873 when 1t was devalued
by 10% and allowed to move independently of the pound
sterling, The Naira was progressively appreciated to
source imports cheaply and to implement development
project, after 1973. This encourage imports which
eventually led to the depletion of external reserves,
This witnessed gradual depreciation of Naira on the long
run e.g, Naira exchange rates to U.S. Dollar were as
follows:

Year - Average Exchange Rate
1973 0.6573
1982 . 0.7631
1985 | 0.8924

1986 _ - 1.7323
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Counter Trade

Nigeria was faced with dwindling oil revenue, As a
strategy for national survival, a counter trade was
evolved by the Federal Military Government under

Maj. Gen. Buhari (Rtd). It was a policy of bartering
the Nigeria’'s crude oil for needed goods and services,
Crude oil was required to service external debt, pay
for machinery and spare parts, pay for imported goods
and services., As a reuslt of obvious possibilities
of over invoicing by trade partners, dumping inferior
products at low prices by advanced countries, counter
trade was not the best substitute for foreign exchange,
Hence the administration of General Babangida discon-
tinued the trade and embarked upon fulfiling the
conditionalities of International Monetary Fund (IMF)
with the Introduction of SAP,

Summary

Despite its obvious administrative advantages, the
major short-coming of the exchange control system was
its inability to achieve internal balance in the short-
run and guarantee external equilibrium in the long-term.
Over-valuation 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 exchange control system are:
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- increased expenditure on imports

- deplection of external reserves

- encouragement of parallel market activities.,
reduction of competitiveness in export activities,
reduced capital inflow and inability to pay on
current basis.

This led to accumulation of payment arrears which
compounded the external debt problem, Exchange

control was discarded in September, 1986 to pave way

for exchange rate mechanism that could be more responsive
to prevailing economic conditions.
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4,1 INTRODUCTION
With the introduction of SAP in September,

1986, the Second-tier Foreign Exchange Market
(SFEM) came Into being when the determination
of the naira exchange rate was made to
reflect market forces. Under the system, the
exchange rate became an active instrument of
Economic Management and the rate derived in
the market, served as the means for the
allocation of foreign exchange as opposed to

the former system of exchange control.

Under SAP, the rate of exchange was intended
to eliminate the over-valuation of the naira

and reduce the drain on forex reserves thereby
reducing pressures on balance of payment which
arose partly from unrealistic pricing of
Imports and exports.

4,2 Exchange Rate
The frame - work for Foreign Exchange Market

(FEM) under SAP, was a mechanism for
determination of an approprate rate for the
naira in order to reduce the pressure on
Foreign Exchange resources and stabilize the
balance of payments, The exchange rate
mechanism was expected to result in a more
rational allocation, thus utilization of forex
resources and forex market would be smoothly
-operational.,
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The major source of forex to the market was Central
Bank of Nigeria, while the main users were the
manufacturer who ironically contribute little to
the pool of forex resources,

Since the inception of the market-determined
system, in September, 1986, the naira has under
gone substantial devaluation.

Within the frame-work of market determined naira
exchange rate, various methods and adJustments were
applied.
(1) Dual Exchange Rate System
At the commencement of SFEM, a dual exchange
rate system for allocatlon of forex was adopted,
First-tier rate was applied on transaction
lnvolvlng_debt service payments, contribution
to international organisations, expenses Of —
embassies and other government transactions.
This naira rate was government fixed rate of
N1.5691 to US Dollar applicable prior SAP in
August, 1986.

Other transcations went via SFEM at an exchange
rate of N3.7258 to 1.00 US Dollar at the
inception of SAP in September 1986,

The essence of the dual exchange rate system
was to avoid a delibrate uniform and sizeable
devaluation of the naira but to allow it to
depreciate in the SFEM while continue in an
upward adjustment of the f'-st-tier rate until
the two rates converged to prgguce a more

realistic rate.
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The dualpexchange rate was rather abandoned
because International Monetary Fund (IMF).
the advocates of SAP prohibits it.

Under SFEM, the average pricing rate method,
marginal rate, and Dutch Auction system were
variously adopted to determined the naira
exchange rate. This created problem of
multiplicity of rates while naira depreciated
further.

Unified Exchange Rate System

By July 1987, the first and the second-tier
markets were merged into an enlarged "Foreign
Exchange Market” (FEM), where all transactions
were subject to market forces, At this time

the average rate was N4,2073 to US Dollar .

The merger increased demand pressures and -

contrlbutéd to the persistent depreciation of
the nalra exchange rate,

In 1988, the inter - Bank Market, where banks
were allowed to transact official forelgn
exchange between themselves was separated from
official market, and an autonomous market for
privately sourced foreign exchange emerged with
its independent rates. The autonomous market
further depreciated naira exchange helplessly,
e.g., In December 1988, while the official

naira exchange rate at FEM was K5.5530 to

US Dollar, the naira exchanae at the autonomous

market was N8.3500 to ' ar s
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A yawning gap of N3.0030.:

This further resulted in subsequent merger of
autonomous market with the rate the'FEM to form
Inter-Bank Foreign Exchange Market (IFEM)

in January 1989. Under this regime the exchange
rate was determined by elther of the following:-
Marignal rate pricing highest and lowest bid,

and weighted average pricing., This, system was
further modified, yet naira exchange further
depreciated. To arrest the situation temporarily,
Dutch Auction system was re-introduced in August,
1990, Under this system, rate tending the mode
was applied to determined the market exchange rate.

Completely Deregulated Exchange Rate

As earlier highlighted there was persistent
instability in the foreign exchange market,
This was witnessed in the wide divergence of the

rates between the official and parallel markets.

As a result of these inconsistencies, C. B. N,
completely deregulated the system of foreign exchange
market trading on March 5, 1992. This action was
because the parallel market premium was as high as
79.2% in February 1992 as compaired to 20% in

1990, 35.2% in 1991 and the universally recommended
limit of 5%. The aim of this operation is to
narrow the parallel market premium and enhance -
the operational and allocative efficiency of the
forex market. Hence the official naira exchange
rate was moved from N10.5564 *~ N18.00 per U.S,
Dollar,
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This resulted to declined premium in the parallel

market, while effective demand by banks fell

short of forex supply. Some of the reasons

advanced for continuous depreciation of naira

exchange rate were itemized as follows:-

- There was excess liquidity In the Banking
system due to high money supply.

- Expansion of Banks in the Economy

- High but relatively constant interest
rate

- Constant reduction in the supply of forex

as a result of decline in oil revenue,

- Increased rate of inflation

- Excessive demand for forex leading to high
importation of consumer goods. While the
industrial sector consumed about 60% of
the nation forex and contributes little
to the source of supply..

As a result of the unhealthy developments in

the decline of foreign exchange and market

disequilibrium in macro-economic management,

Government adopted series of fiscal policies

to correct the imbalance., Some of the

policies adopted to revive the value of

naira were:

- Constant mopping-up of excess liquidity
in the banking system.

- Constant modification in the operations
of forex market to determine naira

exchange rate.
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- Increase in forex supply to FEM to
improve the aggregate supply.
- Introduction of various fiscal measures
to discourage exessive demand of forex,

However most of the policies adopted were
defective in themselves, while improper policies
of forex guidelines coupled with large scale
corruption did not allow these measures to
resuscitate the naira value via-a-via

the entire economy.

Irends in the Parallel Market

The development of parallel market otherwise
known as black market or informal market is as
old as the financial system in Nigeria., With the
institutionalization of FEM in 1986, the parallel
market became equally an extension of the officlal
market, AN
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In order to encourage further, private Dartitlnatlon'
in forex market and to boost the supply of forex

to meet up the ever increasing demand, Bureau De
Change also was established. The objectives among
others were to improve fiscal efficiency and provide
free access to forex by small buyers,

It was expected that this step would arrest further
depreciation of naira. The analysis of naira
exchange rate during the varIous'Derlod can be

stated thus:

In 1988, the average exchange rate in the parallel
market was N8.3500 as compared with FEM average
official rate of K5.3530,
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The exchange rates thus recorded premium of

- N2.99 (55,98%) over the FEM rate,

This is far in excess of permissible margin of

5%

In 1989 the average exchange rates in parallel
market and Bureau de change were N9.4600 and
N9.4800 respectively compared with the FEM average
rate of N7.6221. The rates implied premiums of
24,11% and 24.37% respectively in the parallel
market and Bureau de change over the FEM rate.

In 1991 the average exchange rates in parallel
market and Bureau de change were the same -
N15,4500; while the Foreign Exchange Market rate
was N9.,9095. This indicates a margin of 55.91%

in both parallel market and Bureau de change over
the FEM rate, Still this is above the internationally
acceptable margin of 5%.

[n 1994, the forex market was again regulated.

The official exchange rate was pegged at N21,9960
to US Dollar. The parallel market was abollished
and Bureau de change were required to sell thelr
forex only to Central Bank of Nigeria on a
comnission, The operations of this policy so far,
has not stopped naira from further depreciation.

The black market, i.e, the unofficial exchange rate
rate since the operation of the 1994 Federal
Government Budget has remained N45,00 - K55.00

to U.S. Dollar. This shows a mart~* premium of
104,5% - over the official Exc! rate of naira,
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The private sector were reluctant to comply
with Central Bank of Nigeria directives to
sell thelr currency at Government -
determined reate based on the regulation.
The supply of forex is still falling

below expectation,

Industries who are the major consumers of
forex are forced to buy from the unofficial
source at the rate of W45 - N55.00 to
-1.00 U.S. Dollar, This further compounded
industries capacity utilization as forex
were not available to pay for raw materials,
spare parts and machinery. Finished goods
were in short supply within the economy.
Price level rose rapidly.

4,4 Devaliiation of Nalre T SRR
The introduction of SAP and the operation of

FEM in Nigeria since 1986 witnessed extreme
devaluation of National Currencies.
Devaluation is a tool for correcting
disequilibria in the balance of payments,

in a country experiencing balance of payment
deficit., It implies that the value of goods
and services imported from other countries are
greater than the value of those where the goods
are being bought. Foreign goods would be less
attractive to importers as they have to pay
more of the local currency.
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This will reduce expenditure on imports
(Ayangi 1990).

The unrealistic high value of naira made
foreign goods cheaper and more attractive
hence the proposal for devaluation of naira
and a market determined exchange rate of
naira under FEM, There was no effect of
devaluation on the balance of payment
disequlibrium because the devaluation only
affected imports and left the Inflow of
foreign revenue to be declining, Other
economic variables were not effectively
controlled so much so that the exchange rate
had inflationary and destructive effect on
the Nigerian economy (Ayangi 1990)
Devaluation involves, inter-alia a reduction
in the price - adjusted value of an important
component of the asset - portfolio of
individual asset holders in the economy.

In order words, it is a deterioration in the
value relationship of domestic financial assets
vis-a-vis non financial assets in the
individuals holder's total portfolio,

The trapped economy by Ibrahim Ayangi 1990,



- 4 -

Mr. F. L. Osunsade (1983) examined the channels through
which devaluation can produce significant Impacts on
major economic aggregates and in the process, correct
financial and structural imbalances. In his paper, he
opined that the effect of devaluation are as follows:

- It sets in motion a market driven process of
reconsitution which can contribute to an
improvement of the devaluing country’s balance
of payment through an increase in export earning.

- Devaluation - induced in the domestic prices
of Imports, stimulates increased production
of Import substitutes, thereby substituting the
employment of domestic, for foreign labour in
the production of such components of total internal
demand. Devaluation induces an increase in
Capital Inflow, & s SRt -

- Devaluation can help redress deficits in external
finance by raising the prices of imported goods,
thereby curtailing the demand for them,

- Devaluation encourages efficiency in resource
allocation and economices the use of foreign
exchange thereby reducing the overall import bill,

- The upward impact of devaluation on the total cost
of domestic Industrial sector should be less than
its impact on imported goods, thug resulting In
domestically produced industrial goods being
relatively less costly than comparable imports,
leading to a switch of demand in the devaluing

Exchange Rate in Action - A paper dc. .vered by F.L Osunsade
(Director CBN Lag ) ata foreign exchange seminar in 1993.
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country, from importsto less costly domestic goods,
It strengthens the industrial producers in the
devaluing country to tap demand potentials abroad
through export of non-primary goods.
Employment in sectors with increased price of
forex and reduced demand for output would be adversely

affected, while it would expand in sectors experiencing
increase in demand.

In the area of government budget, the net budgetary
impact of devaluation would depend on the relative
magnitudes of outlays and receipts on external debt
related operations., It assists government to

spend less on imported items since they are costly,
thus helping Government to reduce its expenditure

on such items. It raises the domestic currency
value of foreign - currency, grant inflows thus - == ==
creating positive enteries in Government budgets.
Finally, he concluded that devaluation could induce
higher inflows of capital as it can encourage
providers of previously curtailed lines of credit.

As a pricing policy instrument, devaluation literally
affects the value of financial and non-financial
assets in the economy thus encouraging economic
growth, Devaluation reduces the purchasing power

of domestic money holding over internationally
traceable goods and services. This encourages efforts
to export commodities and capital inflows,
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summary

This chapter has essentially discussed the
determinants and behaviour of exchange rates,
[t examined the exchange rate policies in
Nigeria, under the Structural Adjustment
Programme, It also focused the pricing
methods with a summary of the naira exchange
rate moverments from 1986 to June 1994,

The inclusion of exchange rate under parallel
markets and Bureau de change becomes important
as this topic cannot be wholly examined without it.

Nigerian is still in absolute search for a realistic
naira exchange rate after the adoption of SFEM,
1986, FEM, parallel market and Bureau de change
in 1989. The wide gap between the official rate
and the parallel market rate is not deSisfébié."
This shows that & realistic naira exchange rate
cannot be objectively established under the
current operations.,

S——

The chapter takes a further look at the effect
of SAP and FEIN which resulted in extreme
devaluation of the domestic currency - naira,

The devaluation of naira has therefore had its
impact on exports, imports, domestic industrial
sector, emoloyment} government budget and capital
flows,



CHAPTER FIVE
5.0 TOWARDS A STABLE EXCHANGE RATE

Basic economic theory stipulates that under
ideal conditions of perfect competition, where
there are large numbers of buyers (Banks) and
seller (CBN) product homogeneity, perfect factor,
mobility of product (forex) freedom of exit and
entry and perfect dissemination of information
(knowledge) a stable and reliable price (rate) {s
expected to prevail in the market in a given time
and environment. The pricing efficiency in the
forex market for determination of a realistic
exchange rate of Naira has been based on a number

of factors. These include demand, supply and

operating efficiency of the guldelines.

In order to evolve a market determined exchange
rate of Naira, SAP document specified 3 main areas;
viz
(1)  Adequate funding of the auction market
(1)  Strict control of budget deficits and

(111)  Tightening of monetary policy,
Indeed adequate funding and free market forces are
tools for adoption in order to move the Naira
exchange rate towards a reality.



5.1 ANALYSIS OF SUPPLY OF FOREX
The trend in the supply of forex has not
been smooth, It has been subject to a lot of
variations and inconsistencies. For example,
while a sum of $750 million was supplied to
FEM in 1986, the supply increased slowly to
$1010 million in 1987 representing 34.67% growth.
B In 1988 $1402.5 million was supplied to FEM,
however, in 1989 a colossal sum of $2398
representing 703 growth in supply was released.
However, in 1992 while a sum of $5080.4 million
was supplied only, a sum of $3103 million came
into the FEM representing a short fall of 38%.
See table 1. '
YEAR 'SUPPLY OF FOREX | PERCENTAGE OF
IN MILLION DOLLARS GROWTH
1986 750
1987 1010 - 34,.67%
1988 1402.5 38.86%
1989 239,8 70%
1990 2646,1 ' 10%
1991 3158.4 19%
1992 5080, 4 60%
1993 3103.9 -38%
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In the similar manner, the supply of forex to Central
‘Bank of Nigeria (CBN) did not help matters. These was
a rapld inflow of foreign exchange from 1970 up to 1980
when CBN recorded an annual total receipt of $25,979.3
million, Out of this total receipt, contribution from
the oil sector represented 88.3 per cent, Please see

tahle 2. .
From 1981, Nigeria started experiencing dwindling

inflow of foreign exchange as a result of a fall in the
world oil market, in the 1980s. between 1981 and 1985
an average total inflow of $14,000 million was recorded
with the oil sector contribution an average of 85%.

The forex inflow further slumped from 1985 to 1990
with an annual average of $7,000 million with the oil
sector still contributing a colossal percentage... However,....
in 1991 total inflow appreciated to $12,264 million and
$11,886 million in 1992 but crashed again in 1993 with a
.total inflow of $9,923.2 million, Oil sector still retain
a very large portion with an éverage of 97% to total inflow
over the years, - '
o From the trends above, the supply of forelgn exchange
to the forelgn exchange-market has not faired well to
support a perfect market for a realistic exchange fate.
The supplies of currencies to the market are not conslstently
free because of the country’s weak capacity to earn forelgn
exchange.  Other products which would have been developed

for world market were abandoned during the il boom.
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As long as Nigeria continue to depend on oil as the

only source of foreign currency generation and the
advanced countries are only in the position to determine
or rule the world price of oil, the hope for adequate
supply of foreign currency remains unrealistic. This
position has led to the spill-over of demand from
official to the parallel market. It will not be out of
place to point out that, the Government has limited
control over the forex supply. The bulk of supply
depends directly on oil proceeds which in turn depends
on volume of output as well as oil prices both of which
are outside the control of Government., Both of them are
determined by the world body - Organisation of Petroleum
Exporting Countries (OPEC).

Analysis of Demand for Forex

Paradoxically, the lower the capacity of a country to =~
earn Foreign Exchange, the higher its demand or needs
for Foreign Exchange., The Nigeria’s needs for Foreign
currency is geniune because as a developing cduntry it
lacks modern technology, spare parts, managerial/enter-
preneurial skills and some essential consumer goods.

[t is more dependent on importation of these items to
generate a falr Internal growth., Such importation has
to be paid for in foreign currency. The industrial
growth and agricultural production is'not encouraging.
The agricultural commodities produced in Nigeria do not
meet the consumption reauirement of the population, let
alone any surplus that might be left to support local
industries as raw materials. The industries therefore
account for high percentage of aggregate Forex demand



- W -
over the years, More than 60% of Forex supplied are

demanded by the manufacturing sector.

There has been constant rise in the deménd for Forex
- over the years, |

- Example: _ N _
e N g v
c1e86 . T w023 o -
g7 i.o4.22 e 30
1988 . 168436 - 37.58

1989 . .ij 17,337.2 929
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The demand rose in 1587 and 1988 by 30.2% and 37.58%
respectively, However, in 1989 the demand rose to
$17,337.2 million representing 9292 increase over

- the previous year 1988 which was $1.,684.36 million
only. In 1991 and 1992, the demand fell to $9,452,3
million and $6.434,6 million, respectively although

it skyrocked in 1993 to $40.641.9 million. The 1993
demand represented 531% increase over and above the 1992
demand, Some immediate and remote causes must have
accounted for this, There was no tight monetary policies
in ptace to check the demand for Forelgn currencies.

The Federal Government of Nigeria continue to engage

in extra-budgetary spending, To w n the situation,
the Commercial and Merchant Bank. uve excessive credits.
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There was too much Naira in circulation, thus worsening
the exchange rate., Aggregate credits to the economy
over the years were as follows:

| TOTAL CREDIT TO THE NATRA EXCHANGE

YEAR ECONOMY (IN MILLION NAIRA) RATE TO US DOLLAR

1989 49,259, 1 7.3651

1990 57,657.0 8.3469

1991 70,6668 9,9095

1992 1,274,730 17,2984
1993 2,239,836 21,9960

From above data, the Naira exchange rate worsens as the
aggregate supply of credits to the economy increases.
Simple economic principles imply that too much Naira chase
very few foreign currencies. This results in continuous
depreciation of Naira against the forelgn currencies.
For example, in 1991, while the aggregate money supply to
the economy was R70,666+8 million, average Naira exchange
rate to U,S Dollar was 9.9095. However, with the alarming
jump in credit supply to N1,274,730 million and N2,239,836
million in 1992 and 1993 respectively, the average Naira
exchange crashed to 17,2984 and 21,9960 during the years
respectively,

Demand and Supply Relationship

The relationship between the demand and supply is far
from achieving a reality. The demand outstripped the
supply helplessly between 1986 and 1993. Only an average
of 48.69% of total demand was met during the perfod. It
was worst in 1993 when only 7% of the total demand was

N —
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satisfied at the Foreign Exchange Market, The gap
between the supply and the demand levels continue to
widen over the years, The market was fraught with
problems of fraud and innefficient allocation policies,
This position further depreciated the Naira exchange rate,
Rates in both autonomous market and the FEM gradually

shot up to as high as K22.00 and N48.00 to the Dollar in
the autonomous market as at December, 1993. The net
results of this was depression of the already low capacity
utilisation in industry and increase in inflation rate.
See Graph One on - Trends in Supply and Demand at Foreign
Exchange Market,

Operation of the Market

The Exchange Act of 1962 provided a precautionary measure
designed to check and forestall any balance of payment .
crises. The balance of payment was under pressure and
there were signs of Imminent economic down turn., After
the attainment of independence in 1960, there was high

scale importation of capital goods.

Although the overwall authority for the administration
of the Act was Invested in the Minister for Finance,

the bulk of it was delegated to Central Bank of Nigeria.
All the authorised dealers in Foreign Exchange were |
under the supervision of CBN,

As a result of inadequacies and abuse of the Act Bribery
and Corruption in the operation of the system, coupled
with dwindling position of Nigeria‘’s external reserve,
Exchange Control (Anti-Sabotage’ was promulgated
in 1977. This was to control th wtices and




provide stronger sanctions in the operation of
Foreign Exchange Market.

During the 2nd Republic, 1978 - 1982 the operatlons

of Foreign Exchange fiarket did not help matters. Mal-
practices in Foreign Exchange continued unchecked,

The import license regulations were seriously abused.
Compliance with the requirement of Form ‘M’ were
neglected. :
Yet in 1984 another Foreign Exchange Anti-sabotage Decree
was promulgated by Buhari Administration. The Decree
prohibited private transaction in Forelgn Exchange which
were not authorised by the control authority. During
this period, the exchange rate was not left to be deter-
mined by the market forces of demand and supply, rather
efforts were concentrated on rationing and allocation -
to check-off all excess demand for Forex, With the
introduction of SAP in 1986, varied attempts were made

to revive the value of Naira in the FEM. Various

modal ities were adopted by CBN at several intervals to
restore confidence in the exchange rate of Naira. How-
ever, despite adjusted mode of operation of the Market,
value of Naira still depreciated. FEM operating guide-
lines could not be effectively operated because of the

following reasons:

Competent Government: A competent and fearless
Government would initiate policies that would put

the economy on course. This is don~ to check inflation,
unenpl oynent, rise in the value of noney
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Volatile Business Environment: In any economic
environment, where information on the future on the
of business cannot be predicted with certainty,
investment decision making will be irrational.

Trade Unionism: Where increases in wages in are
demanded by trade unions to compensate for any slight
increase In prices, It aggrevates inflation and bring
about further reduction in the value of money. This
brings about uncertainty and Inefficient investment

decisions. The problems of approaching a realistic value-i
of Naira were not sincerely tackled the past admlnistratlop

of General Babangica, Policies were changed harphazardly

from one system to another. Foreign Exchange policy
guidelines were not strictly enforced.

Exchange Rate

—t— e —

The exchange rate of Naira to U.S Dollar has undergone'

rapid depreclatiqn over the vears. For example:

Average Exchange Rate

Year Naira to U.S Dollar

1985 0.8924

1986 1,323

1990 8.3469

1991 9.9095

1992 17,2984

1993 21,9960

The degree of depreciation is beyond any comparable
rates adopted in any devéloping v, The above
rates 1986 to 1993 were the effec mpetetive

market determined exchange rate adopced under the

; ;
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NAIRA EXCHANGE RATE TO US DOLLAR AS AT DEC.OF EACH YEAR
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GRAPH - FOUR
AVERAGE NAIRA EXCHANGE RATES TO MAJOR CURRENCIES
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