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ABSTRACT

This gudy was undertaken in the Central Bank of Nigeria to examine foreign
exchange mangement in the country since the introduction of the Sructural
Adjugment Programme (SAP) in 1986.

The subjects of gudy were three hundred (300) aff randomly drawn from the
headquarter and all the branches nationwide. The researcher also made use of
guestionnaires, interviews, personal observation and documentary sources in
collecting data for this sudy.

The maor findings of this gudy include the inability of exchange control
measur es adopted befor e the commencement of SAP to turn around the external sector
of the economy, especially snce 1982 when Nigeria darted to experience serious
foregn exchange problems.

In an attempt to correct the serious disequilibrium in the external sector of the
economy and evolve a more rational bass for foreign exchange management, the
control sysem was replaced with a market basad system with the introduction of the
Sructural Adjusment Programme in July 1986. Under the programme, exchange
rate for the nairi is now determined through an auction sysem bassd on market
forces.

The qudy revealed that the main achievements of the new sysem are the
elimination of payment arrears that proved difficult to tackle during the exchange
control era. the increase in domestic capacity utilisation due to the increased local
sourcing of raw materials, eimination of the over-valuation of the Naira exchange
rate, improvement in the compostion of non-oil exports and reatively more relaxed

atmosphere for foreign exchange management.



The qudy also revealed that the problems of foreign exchange inadequacy,
dependence on the oil sector for foreign exchange earnings, continuous depreciation
of the naira exchange rate and the attendant inflationary expectations are yet to be
resolved.

In order to find solutions to some of the problems, the exchange rate for the
naira should be determined within a band to ensure stability while ill relying on
market forces, demand management policis should continue to be redrictive to
achieve gability in the short run while supply sde measures to increase foreign

exchange receipt should be pursued as both a medium and long term objectives.
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ABBREVIATIONS

In this research, the author restricted the use of abbreviations to the minimum.

Where ever they occur, however, the following abbreviations stand for:-

BCEAO Banque Centrale des Etats de I’ Afrique de I'Ouest.

SDRS Special Drawing Rights.

IMF international Monetary Fund.

LDCS Less Developed Countries.

WAMII West African Monetary Union.

MITI Ministry of International Trade and Industry (Japan).
SAP Structural Adjustment programme.

SFEM Second-tier Foreign Exchange Market

DAS Dutch Auction System

IFEM Inter-bank Foreign Exchange Market

CBN Central Bank of Nigeria.

NEXIM Nigerian Export and Import Bank

PRF Rediscount and Refinancing Facility.
BOP Balance of Payment

ECU European Currency Units

ERM Exchange Rate Mechanism

EMS European Monetary System

UK United Kingdom

AFEM Autonomous Foreign Exchange Market
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OPEC

FOREX

PPP

MERS

ErZ.

PHR

NIB

Organisation of Petroleum Exporting Countries
FForeign Exchange

Purchasing Power Parity

Multiple Exchange Rate System

Export Promotion Zone

Personal Home Remittance

Nigerian Institute of Bankers.
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CHAPTER ONE

INTRODUCTION

1.1 Backgroun the Stud

The beginning of the collapse of the world oil market, as both demand for and
the price of oil, plummeted in the late 1970s and in the 1980s was rather
unanticipated by the oil exporting countries. The demand for oil, which for Nigeria
and many oil exporting nations at this period had become the main source of foreign
exchange and capacity augmentation, began to decline due to the increased reliance
on other sources of energy by the major oil consuming countries. The surprise on
the oil consuming countries due to the 1973 oil embargo led to the development of
alternative sources of energy by the major consuming countries. The sudden increase
in the cost of imported oil made it possible and profitable for these countries not only
to develop and exploit their own sources of oil but also to search for alternative
sources including solar energy. nuclear energy, coal, hydro electric power, etc. The
policy of stockpiling was also vehemently pursued. This led to a substantial build-up
of stock of crude oil by the consuming countries. The impact of this development
was the downward adjustment in the current demand for imported oil. The result
was. of course, the decline in the Naira price of oil.

In addition to the weakened political power base of the Organisation of
Petroleum Exporting Countries (OPEC) the economic - social ramifications of the
collapse of the world oil market for the individual oil exporting countries attained
crisis levels. The drying up of the petro-dollars in Nigeria created problems of
serious unemployment (as factories and industries were shut due to lack of raw
materi;lls].linﬂalion (due to inadequate supply of essential goods and services), under-
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utilization of productive capacity(due to lack of material inputs, inability to service
the machines. and tools, and inadequate supply of spare parts). Very importantly, the
dwindling foreign exchange earning capacity resulted in the build-up of the back-log
of trade arrears as the country could no longer finance its imports from its current
foreign exchange earnings. 1n addition, the country began to experience considerable
difficulty in meeting the requirements for its short and medium term external loans.

Thus. beginning from the Shagari era it became clear that "some thing"
needed 1o be done to arrest the situation, the problem then became that of identifying
what that “something” is that will pull the economy onto the path of economic
recovery, growth, and development. The concept and policy of a structural
adjustment designed to facilitate the picking-up of the economy and to reduce the
vulnerability of the country due to the mono-cultural nature of it was widely discussed
during the Shagari administration. A major policy recommendation of the National
Economic Council (NEC) "Expert Report on the State of the Economy” February
[983. was the necessity to restructure the economic base and system of the Nigerian
economy to correct her external imbalance, domestic inflation and unemployment, and
the anomalous import content of the productive as well as the consumption activities
of the nation,

The growing inability of the Sahgari administration to meet the payments for
current imports, capital and interest payments on short and medium term loans
necessitated the dialogue between the country and the International Monetary Fund
(IMF) for a supporting loan. The Buhari administration continued this dialogue when
it took over power in December 1983, Meanwhile a belt tightening policy (through

fiscal and monetary measures) was adopted to check the external imbalance, internal



and external indebtedness and the concomitant problems of an economy in
depression/stagflation. The debate on the IMF Loan was thrown open to the public
during the Babangida regime. The Nigerian public unanimously rejected the loan on
the basis of the stringent conditions attached to it.

The search continued. The continued inability to finance external trade due
to the continued worsening of the oil market coupled with the insistence of our
external creditors forced the country to go back to the World Bank for assistance.
Like the IMP. the World Bank loan is accompanied with its own requirements. The
World Bank condition is broadly stated in terms of its structural adjustment
programme for the recipient country. The major aspects of the World Bank structural
adjustment programme include the decontrol of certain government parastatals and
corporation, trade liberalisation, reduction in government expenditure and the removal
of certain commodity price subsidisation. The major philosophy informing these
elements of the structural adjustment programme is the inherent efficiency of the price
system over and above government control in resource allocation.

Central to the IMF/Worid Bank initiated Structural Adjustment Programme
(SAP) is the policy to allow the market forces of demand and supply to determine the
rate at which the Naira is exchanged with other foreign currencies. This it is hoped,
will lead to a determination of the "realistic” value of the Naira vis-a-vis the foreign
currencies and in addition ensure a more optimal use and ailocation of foreign
exchange to the various sectors of the economy than could be achieved through the
import licensing policy. Furthermore, the policy of a market determined exchange
rate for the Naira is expected to improve the external imbalance by curtailing imports

and boosting exports, and to enhance the inflow of foreign capital/investments among



others.

The Structural Adjustment Programme came into being in the Nigerian
economy in July 1986 and was expected to be operated for two years, terminating in
June 1988. The dual exchange rate system, then popularly known as the Second-tier
Foreign Exchange Market (SFEM), was introduced with the first weekly bidding
commencing on September 19, 1986. The first-tier rate was the government fixed
(determined) exchange rate of the Naira against other foreign currencies, whereas the
second-tier rate is the market-determined rate.

In July, 1987 the two tiers were merged to form the Foreign Exchange Market
(FEM). In effect, however, it was the First-Tier that was abolished. leaving the
Second-Tier Market as the Foreign Exchange Market for the country.

During the period 1987 - February 1992 the Central Bank adopted the system
of selling foreign exchange, on a prededetermined quota system, using simple and
weighted averages to determined the rate. Control measures were introduced with the
1994 budget. Under the policy, naira exchange rate was pegged at N21.9960 to a US
dollar and there were other stiffer control measures. Despite all these policies to
arrest the so called drift of the economy, the policies seemed to have put the nation
into more difficult situation.

In this study, detailed analysis of the management of foreign exchange resources
under Nigeria's Structural Adjustment Programme and thus its implications and

prospects for the reactivation of the Nigerian economy is undertaken.



§.:2 Statement of the Problem

The fundamental knotty problem which forms the focus of this research is that
hetween 1960 and 1995, Nigeria went through varying development experience which
required prudent management of available foreign exchange resources. Prior to the
introduction of the on-going economic reform progrmme in 1986, the Nigerian
economy was in a highly traumatised state. The sharp fall in oil price and the
consequent decline in foreign exchange receipts were such that the economy could not
meet its international financial commitments. Consequently, unpaid trade bills and
payments arrears accumulated. This, along with the precarious external reserves
position severely compromised Nigeria's credit worthiness abroad to the extent that
for some time, access (o international credit was constrained.

Efforts were, however, made to tackle some of these problems. These were
embodied in the economic stabilisation measures of 1982. With respect to foreign
exchange rate policy, an accelerated depreciation of the naira exchange rate was
commenced. However, the over-valuation of the exchange rate persisted as the rate
continued to be fixed administratively. By and large, the exchange rate policy in
force then lacked dynamism and proper articulation. The result was that the rate
remained grossly over-valued and was propped up by stringent trade and exchange
control system. As foreign exchange was not made readily available to all users at
the prevalent low official price, the parallel market blossomed. The parallel market
premium - an indication of the misalignment of the exchange rate - was about two
hundred percent (200%) during the two years preceding the introduction of the
Structural Adjustment Programme (SAP) in 1986. The over-valuation of the Naira

exchange rate had deleterious effects on the economy. It cheapened imports and
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stunted the growth of non-vil exports with adverse consequences for the balance of
payments.  On the domestic front, the severe reduction in foreign exchange receipts
made 1t extremely difficult for a largely import-dependent industrial sector to sustain
its output. The result was severe under utilisation of capacity coupled with high rate
of unemployment. Inflationary pressures also persisted largely as a result of
financing of huge fiscal deficit.

At the end of 1985, the economy was on the brink of collapse. It thus became
clear that what was needed was a compmhepsive macro-economic reform programme
that would address the structural imbalances in the economy. The Structural
Adjustment Programme (SAP) was therefore introduced in 1986 to chart a new course
in macro-economic management. Under the programme, exchange controls on
current account transactions have been dismantled and the exchange rate for the Naira
is now determined through an auction-based system on market forces. The
institutional framework for achieving a realistic Naira exchange rate was initially the
Second-Tier Foreign Exchange Market (SFEM) which is an auctio-based market. The
SFEM has undergone several changes ranging from the Dutch Auction System (DAS)
to the Inter-bank Foreign Exchange Market (IFEM) although the basic objectives of
the new exchange rate regime remained the same. The main achievements of the
market determined system are; the elimination of payments areas (that proved difficult
to tackle during the exchange control era) since transactions are done on current
payment basis, the widening of the non-oil export base, the increase in domestic
capacity utilisation due to the increased local sourcing of raw materials, improvement
in the balance of payments and relatively more relaxed atmosphere for foreign

exchange management.



However, the problems of foreign exchange inadequacy, dependence on the
oil sector for foreign exchange earnings, continuous depreciation of the Naira
exchange rate and the attendant inflationary expectations are yet to be resolved. In
other words, the system has not succeeded in improving significantly non-oil receipts
and the economy is yet to be diversified away from over dependence on crude oil
exports.  Another problem is the wide disparity between foreign exchange allocation
to the industrial sector and its contribution to the pool of foreign exchange available
lo the economy. In addition, the allocation to the agricultural sector which should
have provided the necessary linkage with the industrial sector is dismal at less than
three percent (3%).

According to a one time Executive Director of the Central Bank of Nigeria
Mr. J.0). Sanusi in a paper he presented to the Tkeja District Society of the Institute
of Chartered Accountants, Nigeria's foreign exchange problems have got their roots
in various factors. The following are those the then Director considered the most
important:

a) The over-reliance on one commodity ~ crude oil as the major or principal
source of foreign exchange earnings. Because the price of crude oil, and to a great
extent, the quantity produced by Nigeria are determined exogenously, the
management of foreign exchange resources is made more difficuit.

b) The relegation to the background of the agricultural sector for foreign
exchange earnings since the 1970s had serious consequences for agricultural
productions which declined significantly and changed Nigeria from a food producer
to a major importer of food.

c) The high propensity of impert, both consumer and capital goods, has been



very difficult to check. The structure of industries is characterised by heavy
dependence, not only on imported raw materiais, machinery and spare parts, but aiso
on consumer goods. This has tended to negate the expected gain of foreign exchange
savings from our import substitution strategy.

d) The problem of a high debt service burden has prevented Nigeria in the past
few years from devoting full attention to developmental issues. As a matter of fact
up 10 41.2% of the foreign exchange budget was allocated for debt servicing in 1985
with the result that visible and invisible trade had earmarked for them only 42.9%
and 13.5% respectively. The steep rise in Nigeria’s debt service ratio from less than
one percent (1%) in 1978 to as high as 41.2% budgeted in 1985 highlights the
magnitude of the foreign exchange problems in Nigeria.’

It is in the light of these problems that this study endeavours to analyse and
describe the methods of foreign exchange management in Nigeria but using the SAP
period as case study. Policy recommendations would be proffered with a view to
harnessing foreign exchange resources, deploying them to service the economy and
meeting other international commitments while saving some to raise the level of the
country’s international reserves so as to prevent the economy from experiencing

shocks due to foreign exchange volatility.

1.3 Aims and Objectives of the Study

The inability of the Nigerian foreign exchange system adopted after the
commencement of Structural Adjustment Programme (SAP) to turn around our ailing
economy is the central concern of this study. Therefore the principal purpose of this

study is to examine foreign exchange management in Nigeria since the introduction



of SAP with a view to outlining the prospects for foreign exchange management in

the future.  Against this background, the study would specifically seek to attain the

following aims and/or objectives:

a)

b)

¢)

d)

To examine the various strategies used under SAP in managing foreign
exchange resources in Nigeria.

To determine the effects of foreign exchange management under SAP
on the Nigerian economy.

To identify problem areas associated with foreign exchange
management, and

To identify areas of improvement in the management of Nigeria's

foreign exchange resources.

[.4  Significance of the Study

Foreign exchange earnings from international trade transactions and external

aid are vital for the economic transformation of all less-developed countries (LDCs)

including Nigeria. Ceterius Paribus, foreign exchange resources so earned can induce

increased factor supplies and promote the development of technical skills and

knowledge all of which should enhance domestic capital formation and economic

growth. Consequently, the role of foreign exchange has traditionally been a critical

element in the development planning process of all less-developed countries.

Therefore, any study carried out for the purposes of improving foreign exchange

management in LDCs in general and Nigeria in particular is not misdirected.

There is no gain saying the fact that improper management of our foreign

exchange resources has been a perennial problem for a long time. Over the years the



government has adopted so many strategies and set up so many administrative
controls to attain the objectives of foreign exchange management. Examples are the
enactment of Exchange Control Act of 1962 which vested the Minister of Finance
with the authority to grant approvals in respect of foreign exchange transactions; the
establishment of the Central Bank of Nigeria (CBN) which deals with the private
sector transactions. There were also various administrative controls such as
guantitative import restrictions, import licensing requirement, the requirement of form
M and later the introduction of Second-Tier Foreign Exchange Market (SFEM), the
establishment of institutions such as the Export Credit Guarantee and Insurance
Corporation (NEXIM), Rediscount and Refinancing Facility (RRF), etc. However,
the problem of improper foreign exchange management still persists. This is not a
gospel of cynicism and despair. The researcher knows well that every problem must
have a solution which can be attained through sufficient study and application. The
present study may well be the 'lucifer’ that would illuminate a few dark recesses or
aspects of the foreign exchange management problems in Nigeria and point the way
to workable solutions.

The researcher is an academic staff in the Faculty of Administration of this
noble university. From time to time, the society expects academicians to search into
muitifarious problems the solution of which enhances the welfare of the entire society
and the success of organisations, as, well as promoting the researchers’ confidence,
morale and prospects for advancement. Man learns mostly by doing. To borrow
from Alexander Pope's "Essay on Criticism", true ease in writing comes from art not
chance. As these move easiest those who have learnt to dance. The researcher

hopes 1o develop research and probiem solving skiils by undertaking this study. Such
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skills will ultimately benefit Nigeria to which he is a patriot.

It 1s hoped that the recommendations evolved through this study would go a
long way n reorienting, restructuring and reprioritising the efforts of the policy
markers in the area of foreign exchange management in this country. Not unlikely
also 1s the acceptance or adoption of these recommendations by other countries that
have similar circumstances and foreign exchange problems as Nigeria,

Since the late 1970s, many Nigerians, including academics and practitioners,
have risen o the challenges of the literature gap in Nigerian banking and finance.
The numerous articles and books that have appeared on the subject since then fully
attest to this observation. "None however, has dwelt in any detail on foreign
exchange operations and practices in Nigeria.* This study represents a bold attempt
to fill this yawning gap. No one can deny that this study is a boom to students,
businessmen and the general public who require an introduction to this hitherto

uncharted course, and a challenge to other scholars,

1.5  Statement of H oo
This study 1s guided by the following hypotheses:

(1) An appropriate exchange rate for the naira reduces the pressure on foreign
exchange resources and stabilses the balance of payments.

(2) Export promotion in the non - oil sector brings about increase in foreign
exchange resources.

(3) The policy restricting external debt acquisition reduces pressure on foreign
exchange and hence stabilises the balance of payments.

(4)  External reserves diversificaion reduces the continuous slide of the foreign

C 472110
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exchange (usually in dollars) against other reserve currencies.
(5)  Tight monetary and fiscal policies bring about effective management of

foreign exchange resources.

.6 Scope and Limitations of the Stu

In undertaking a research project, its scope is normally defined with respect
to geographical and/or time dimensions. The fixing of such boundaries is usually
resorted to due to the problems posed by the administration of large data. The study
is therefore confined to Foreign Exchange management under Nigeria's Structural
Adjustment Programme (from the period of inception of SAP to 1995).

[deally, a study of this nature should incorporate the management of foreign
exchange since the period of Nigerian independence but it was limited to the period
of nine years 1986 to 1995.

The strategies which were designed to manage foreign exchange resources in
Nigeria prior to SAP and which are currently operative under SAP are many.
Consequently, it was not feasible to treat all of them in such a study due to
administrative constraints and an inability to meet the resources such a project entails.
The researcher therefore decided to select the strategy of foreign exchange
management under SAP. This selection was informed by the fact that the foreign
exchange management in pre-SAP period was more of a failure than success. For
instance, because the Naira was over-valued, it inhibited foreign exchange
management. it encouraged malpractice and evasions, as well as being a source of
bottlenecks in the production process. The exchange rate regime discouraged

production for export, encouraged imports especially of consumer goods and raw
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materials and induced the growth of parallel foreign exchange markets with all its

adverse effects.

The time dimension chosen was due to the inception of the Structural

Adjustment Programme (SAP) in 1986,

rational Definition o t

It is necessary to define, within the context of this study some terms or

concepts that have occurred frequently.

a)

b)

Foreign Exchange:  This is defined as the monetary asset used for the
settlement of current international transactions and for financing imbalances
in a country’s external payments position vis-a-vis other countries. In short,
it is a component of a country’s official external reserves which is the total
stock of external assets that are available to the monetary authorities of a
country for the settlement of international transactions. The other components
of external reserves are the holding of monetary gold, the reserve pasition in
the International Monetary Fund (IMF) and the holdings of Special Drawing
Rights (SDRs).

Foreign Exchange Management -

This 1s the art of ensuring that the country’s available foreign exchange
resources meet the needs of the economy - the issue of adequacy - and that
foreign exchange resources are optimally deployed. Apart from ensuring that
the value of its foreign exchange resources is secure, the country must ensure
that the resources are at a level adequate to meet its current trade

commitments. Consequently, foreign exchange management embraces policy
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d)

actions relating to foreign exchange receipts, disbursement and building up of
official reserves.

Structural Adjustmen me (S

SAP is a package of social-economic, financial, industrial, agricultural,
commercial and attitudinal policies aimed at reviving and restructuring and
generating an internal cumulative development process. In other words,
Nigerian SAP combines a nexus of measures aimed at promoting economic
efficiency and long time growth with stabilisation policies designed to restore
halance of payments disequilibrium and price stability.

Foreign Exchan i

This consists of the foreign exchange bankers and the foreign exchange
departments of commercial banks who buy and sell foreign exchange, plus the
treasury and the Central Bank who may on occasion also intervene to affect
the purchase and sales of foreign exchange. In short, foreign exchange
market, an institutional structure designed to facilitate the operation of the
international monetary system, is the mechanism by which one is able to
transfer purchasing power, provide credit for international trade transactions,
and provide a means of avoiding the risk of exchange rate fluctuations.

The official foreign exchange market in Nigeria comprises the Federal
Ministry of Finance and Economic Development and the Central Bank of
Nigeria as the apex institutions, authorised dealers including commercial and
merchant banks, development banks and bureau de change. Operating side by
side with the official foreign exchange market, is the paraliel or "black

market".
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f)

g)

h)

Exchange Rate: This is the price of one currency in terms of anather,

External Reserves:  These are portions of foreign exchange receipts saved

by the monetary authorities for the purpose of enhancing the credit worthiness
of the economy, protecting the international value of the domestic currency
and financing temporary shocks in the balance of payments. Reserves are
held in the form of monetary gold, reserve position at the International
Monetary Fund. Special Drawing Rights (SDRs) and Foreign Bank balances.
Special Drawing Rights:  These are reserve assets created by the IMF and
allocated to its member countries to supplement international liquidity.
Balance of Payments (BOP)

These are records of economic transactions between a country and the rest of
the world. The three major components of Balance of Payments are current
account, capital account and official settlement balance. The current account
comprises, ftransactions arising from the sale or purchase of goods and
services and unilateral payments, while the capital account is the record of
asset transactions. The official settlements account is deployed to finance
imbalances that may occur in the current and capital accounts so that all the

balance of payments accounts sum to zero.

Plan of the Theses

In this study, chapter one deals with the introduction, stating clearly the
hackground to the study, statement of the problem, objectives and significance
of the study, scope of the study, statement of hypotheses tested, the outline or

plan of the thesis and definition of concepts.
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I'he methodology used for the study is featured in the introductory chapter,
in which the procedures for data collection and sampling as well as the method of
data analysis are discussed.

The: second chapter is devoted to literature review and theoretical frame work.
The chapter discusses the meaning of foreign exchange; the utility of foreign
exchange: the objectives of foreign exchange management; techniques of foreign
exchange management, the foreign exchange control system of selected countries,
studies undertaken in the area of foreign exchange management while the other part
of the chanter discusses the theoretical framework.

Chapter three deals with foreign exchange administration in Nigeria. This
chapter discusses the genesis of foreign exchange administration, sources of funding
of foreign exchange market; foreign exchange management under colonial, pre-SAP
and SAP periods. Foreign exchange legislation and problems of foreign exchange
management in Nigeria are finally discussed.

in chapler four, data for the study are presented and analysed and the last
chapter which is five, is devoted to the summary, conclusion and recommendations.
1.9 Methodology

Bock® once defined a case study as "a narrative that portrays how one or more
persons sought to deal with a particular problem”. He added that "case studies are
efforts 10 wrest significant knowledge and useful understanding from the infinite
complexity and tangled interplay of forces and actions that make up the continuity of
a real process”. Accordingly, both the primary and secondary types of data were
collected and analysed in an attempt to "wrest significant knowledge" for the purpose

of this study.
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Primary Sources

These covered data that were collected and analysed for the first time. They

include the following:-

a)

b)

The Questionnaires were designed to elicit information from officials of the

Central Bank of Nigeria. Since it was not practicable to administer the
questionnaires on all such officials, a sample size that fairly represented the
enti-e officials (population) was selected.

The structures of the questionnaires were in step with the order in

which the hypotheses were listed. That is each part or section of the
guestionnaires was designed to obtain the respondents’ views or opinions in
relation to a particular hypotheses.
Interpersonal Interviews: These were conducted with the following officials
and the general public: Officials of the Ministry of Finance and Economic
Development, Central Bank of Nigeria, Bureau De Change, Parallel
marketers, commercial, merchant and development banks, finance houses and
the greneral public.

In most cases the interviews held with the groups except the officials
of the Central Bank of Nigeria (CBN) and the Ministry of Finance and
Economic Development took a casual and conversational form. The questions
were scheduled and they touched on issues that yielded valuable data.

Formal applications for appointment with the officials of these
orgatisations were made and formal acceptance were sent before the

mterviews were held. Some of them requested to have the interview
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schedules in order to be acquainted with the questions and probably have the
oppertunity to research into answers and that was obliged to.
In both the scheduled and unscheduled interviews tape recording was

usec, although there were objections and resistance in some cases by the

officials.
c) Personal Observation: A majority of researchers making observations do

s0 in a non-systematic and unstructured manner. That is employing an
approach commonly called "participant observation”.® In such cases
observation is usually combined with occasional questioning of the participants
to determine the meaning of their commitments or actions in the management
of foreign exchange resources. The researcher gets close enough to a group
to listen and to watch and either takes notes on the spot describing what he
sees and hears or attempts to reconstruct observed events at a later time.
Although the non-systematic observation is in predominant use by researchers
in field studies of organiations, systematic approaches (or non-participant
observations) are according to Scol, becoming more widely employed.” The
researcher enters the field with a set of criteria which allows him to differentiate
among types of behaviour, and classifies each unit according to the criteria.
This study employed the systematic approach, though sometimes with criteria
and sometimes none. There were occasions when the researcher would go to the
foreign exchange market, to among other things see the transactions going on in the

market and recorded some observations.
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Secondary Sources

The Secondary source consists of documentary sources. The Documentary
sources of data collection for this study has included, among others, the use of library
sources for the general understanding and grasp of existing literature on the subject -
published books, journals, periodicals, newspaper publication, seminar papers, file
records, official reports, memoranda and minutes.

Through these secondary sources, it was possible to obtain relevant

mformation on foreign exchange management policy.
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CHAPTER TWO

ITER RE REVI AND THEORETICAL FRAMEWO

Foreign exchange management has, since independence, become an area of
interest to individual writers, institutions and government alike. The government has
adopted various approaches to foreign exchange management which have failed to
achieve the expected results. Intellectuals have therefore carried out studies on the
various aspects of the foreign exchange management with a view to contributing to
knowledge of the modus operandi of the proper approach to this task and in the
process opening up further areas for investigations. It is therefore necessary o begin
this chapter by examining the concept foreign exchange, to know some approaches
to foreign exchange management and to see some studies that have been undertaken

in the area of foreign exchange management.

2.1 Definition and Meaning of Foreign Exchange

Foreign Exchange according to the Encyclopedia of the Social Sciences

"designates the entire mechanism by which payments and receipts between two points
or areas operating under different currency systems are effected without the passing
of actual money or articles having intrinsic values".! According to Chambers
Encyclopedia, foreign exchange "describes both the exchanging of the money of one
country for that of another and the markets in which it is carried out".” Simply put,it
is the purchasing power that a country has over the goods and services of other
countries.
&'43{/[ i ;
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A well known writer on the subject has defined foreign exchange as "that
section of economic science which deals with the means and methods by which rights
to wealth in one country's currency are converled into rights to  wealth in termns of
another country’s currency. It involves the investigation of the method by which the
currency of one country is exchanged for that of another, the causes which render
exchange necessary, the forms which exchanges may lake, and the ratios or
equivalent values at which such exchanges are effected”.’

To Ingn Walter and Kaj Areskoug "the term ‘foreign exchange' indicates the
process of settling obligations denominated in foreign currency. [t has also come to
describe the financial instruments through which such instruments are made - that is,
demand deposits with foreign commercial or central banks. or comparable claims in
foreign currency:.

According to John Adams, foreign exchange is a term that refers to foreign
money in what ever form: coins, currency, and bank credits and drafts of various
kinds... foreign exchange is composed only of foreign currency, although in the real
world bank cable transfers that shift home and foreign monies between domestic and
foreign holders are really the main international medium of exchange.”

In the words of M.O. Ojo® foreign exchange is "the monelary asset used for
the settlement of current transactions and for financing imbalances in a country’s
exlernal payments, position vis-a-vis other countries”. The main sources of foreign
exhange 1o a country include currency receipts from the exports of goods and
services, inflow of foreign capital such as loans and investinents as well as grants or
gifts which represent unilateral transfers. Defined in this way, foreign exchange is

a component of a country's official external reserves which may be defined as the
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total stock of external assets which are available to the monetary authorities of a
country for the settlement of international economic transactions. Besides foreign
exchange (or convertible foreign currencies) defined earlier, the other components of
external reserves are the holdings of monetary gold, the reserve position in the
International Monetary Fund (IMF) and the holding of Special Drawing Rights
(SDRs).

The International Monetary Fund defines foreign exchange to include monetary
authorities” claims on foreigners in the form of bank deposits, treasury bills, short-
term and long-term government securities and other claims usable in the event of a
balance of payments deficit, including non-marketable claims arising from inter-
central bank and inter-governmental arrangements, without regard to whether the
claim 1s denominated in the currency of the debtor or the creditor.’

In every day life, foreign exchange means foreign currency or any other
financial 1nstruments acceptable as a means of exchange or payment. Thus according
to the Federal Republic of Nigeria Exchange Control Manual, foreign currency means
any currency other than the Nigerian currency and includes any notes or coins which
are or have at any time been legal tender in any territory outside Nigeria; postal
orders, money orders, bills of exchange, promissory notes, drafts, letters of credit
and travellers cheque payable or expressed otherwise than in Nigerian currency.® The
definition even goes on further to include right to receive foreign currency in respect

of any credit or balance at bank.
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The Utility of Foreign Exchange

According to John Adams, foreign exchange is necessary to carry out the

following international transactions:-

a To buy foreign goods and services (import demand).
b) To remit unilateral transfers
¢) To purchase long-term investment assets

d) To hold foreign currency bank deposits

e) To increase the gold stock, the IMF balance, or to hold foreign

currency reserves.”

Emphasising on the utility of foreign exchange to Less Developed Countries
(LDCs) Ojo argues that foreign exchange earnings from international trade
transactions and external aid are vital for the economic transformation of LDCs. All
other things being equal, foreign exchange resources so earned can induce increased
factor supplies and promote the development of technical skills and knowledge all of
which should enhance domestic capital formation and economic growth.
Consequently, the role of foreign exchange has traditionally been a critical element
in the development planning process of LDCs.""

Commenting further on the importance of foreign exchange, Duku argues that
foreign exchange is so important to any nation that no discussion on export and
import financing can be complete without a word being said about it. To him foreign
exchange plays a very important part in any international transaction and can involve
an exporter/importer in some degree of risk. You as an exporter or importer could
loose money unnecessarily if you did not safeguard yourself against fluctuations in

foreign exchange rate."’
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According to Whiteside, " foreign exchange is sought for three main purposcs.
In the first place it is wanted by traders to pay for goods and services sold across
national frontiers. This is indeed the most fundamental reason for supplying one
currency ‘o the exchange market by way of demand for another. In the second place,
foreign exchange may be sought for purposes of investment, that is to say there may
be a demand for a country’s currency in order to purchase its securities. These
securities may be short term for example treasury bills, or long term, for example a
new issue of company stock. The effect on the price of the currency concerned will
vary accordingly. Thirdly foreign exchange may be wanted for purposes of
speculation. This can be dangerous and unstabilising force, as was discovered in the
1930s. In that period of political uncertainty and trade disturbance it was common
for"hot money" to be shifted from international centre to international centre in search
of what was for the moment believed to be a safe currency. Investors would also
speculate on the future movement of rates and dispose of their liquid resources
accordingly, thereby reinforcing the swings in market prices. The result of this rapid
shunting of fugitive funds was an unsettled and fluctuating pattern of international
exchange rates influenced as much by political and speculative forces as by the
underlying flows of trade and investment.

According to C.E. Agene," foreign exchange markets serve the basic purpose
of allowing traders and investors to buy and sell foreign currencies to meet their
requirements. A creditor will normally insist on being paid in the currency of the
country in which he lives or in a readily convertible currency. For example, if a
resident of Nigeria buys a motor car from the United States of America, the

American exporter will probably not accept Naira but insist on payment in dollars.
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It 15 escertial for a country to earn as much foreign currency ag pocsible (o meet its

foreign exchange commitments.

2.3 The Objectives of Foreign Exchange Management

Foreign exchange management can be defined as the art of ensuring that the
country’s available foreign exchange resources meet the needs of the economy - the
issue of adequacy - and that foreign exchange resources are optimally deployed. The
level of dependence of a country on international trade will to a large extent
determine its degree of involvement in foreign exchange management. Apart from
ensuring that the value of its foreign exchange resources is secured, the country must
ensure that the resources are at a level adequate to meet its current trade
commitments. Consequently, foreign exchange management embraces policy actions
relating to foreign exchange receipts, disbursement and building up of official
reserves. In fact, Walter Krause sees foreign exchange management as a technique
for the mobilization and subsequent allocation of relatively scarce supplies of foreign
exchange: its usual objective is that of forcibly confining the demand for foreign
exchange within limits of the available supply of foreign exchange, thereby allowing
the rate of exchange to remain stable, even though this rate may be at an overvalued
level."" In the same vein, Nwarache defines foreign exchange management as a
mechanism by which a country seeks to harness its foreign exchange resources and
rationalise them for the settlement of international indebtedness, while ensuring at the
same time a favourable development of domestic economic activities without

diminishing the international value of its currency"."

26



Foreign exchange management in existence today have one thing in common:
the rationing of foreign exchange - to a greater or lesser extent, depending upon
particular circumstances. In virtually every instance the rationale for such rationing
is that. at the prevailing rate of exchange, the supply of foreign exchange is not
replenished at a pace equal to the current demand. In the interests of maintaining a
stable exchange rate, the foreign exchange control authority (the Central Bank,
treasury or specially constituted agency) customarily acts to mobilise the supply of
foreign exchange and to allocate the relatively scarce supply, in accordance with
certain arbitrary crileria, among those demands the fulfillment of which are deemed
most vital to the country.

The objective of any foreign exchange management, according to Agene, is
to protect a country’ foreign exchange resources against misuse, i.e. for purposes
which do not enhance the economic interests of the country... in theory there are four
objectives of exchange management (a) conservation of foreign exchange, (b)
rationing of foreign exchange activities to spheres of national economic objectives (c)
maintenance of confidence in the international financial system, and (d) maintenance
of the par value of a national currency vis-a-vis other currencies.'

Krause'” also went further to comment on the purposes of exchange
management. According to him the purposes of exchange management are as
follows:-

a) To check capital flight:- exchange control may be used to prevent capital
flights, anc this purpose figured importantly in its introduction in Germany, Argentina
and some other countries during the early thirties. If adequately implemented and

enforced, exchange control tends to be highly effective in curbing erratic outflows of
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capital: when exchange control authorities refuse to sell foreign exchange for this
purpose they have closed the only legal avenue through which capital may leave a
country.

Aside from its use as a device to cope with capital flights, exchange
management in recent years has been employed by numerous countries in their
regulation of normal day-to-day capital movements. Foreign exchange management
in this form generally covers the exodus of domestic savings or the withdrawal of
foreign owned capital. The use of exchange control to control the outflow of capital
is motivated largely by two major factors. First, erratic shifts of capital especially
in the case of fear - motivated capital flights, frequently serve to create or accentuate
balance of payments difficulties. Second, some countries especially the capital -
poor. underdeveloped countries, are prone to resist large scale capital outflows,
undertaken either by their own residents or by foreign investors. These countries
tend to lock upon exchange control as a means to retain capital at home giving the
owners no investment alternative other than domestic investment.

b) To maintain overvalued currencies: Of the numerous purposes of exchange
control. a fundamental one has been that of maintaining the international value of a
country’s currency at an overvalued level. Exchange control, in allowing a country
to ration relatively searce supplies of foreign exchange among various demands,
leaving some demands unfulfilled, permits the total demand to be confined to the level
of the total available supply, even though the prevailing exchange rate is one which
overvalues the domestic currency. The basic reason why a country may seek to
maintain an overvalued currency is that in choosing the method to be used in

promoting balance in its balance of payments, a country may prefer the adjustment
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process under exchange control to the other alternatives open to it. Specifically, if
at the existing exchange rate the current demands for foreign exchange exceeds the
pace at which the supply of foreign exchange is being replenished, balance may be
restored i1 any one of three possible ways: (i) deflationary measures (monetary or
fiscal) in the domestic economy may serve to decrease the demand for foreign
exchange (as imports decline) and to increase the supply of foreign exchange (as
exports increase) until at some point equilibrium is restored, (ii) the rate of exchange
may be allowed to depreciate in accordance with the dictates of a free market until
at some new rate equilibrium is restored; or (iii) the government may institute
exchange control in order to limit the demand for foreign exchange to the supply
becoming available, thereby allowing the maintenance of the existing exchange rate
without resort to deflation. Neither of the alternatives to exchange control may prove
attractive 1o a country. Deflation is ordinarily a bitter "pill’ to swallow, and political
pressures frequently serve to place its practice beyond the realm of practicality.
Similarly, depreciation may be resisted for several reasons. Depreciation tends to
worsen a country’s terms of trade; foster inflation; and increase the cost of debt
service and repayment when the obligations are foreign held and are payable in terms
of a non-depreciated currency. In preference, a country may choose to maintain its
currency at an over-valued figure, relying upon exchange control to force its
international accounts into balance. While international accounts can be maintained
in balance in this fashion, free-market equilibrium can not be said to prevail.

c) To safeguard domestic programs: Exchange management (control) may be
instituted by a country to allow it to pursue domestic policies of an anti-deflationary

nature without its economy thereby becoming unduly vulnerable to adverse
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international repercussions. For example, if a single country chooses to embark upon
a full employment programme in order to counteract a general deflation which also
confronts other countries, certain consequences normally follow: the country’s
income and price level tend eventually to rise relatively to those abroad, leading to
an increase in imports and to a decrease in exports. The reversal of trade flows tends
to exert a dampening influence upon domestic expansion, and also tends to bring
pressure 10 bear upon the country’s international reserves. Thus, the efforts of one
country to promote domestic expansion may be readily undercut if the forces of
international adjustment are allowed to operate freely. If the country institutes
exchange control in conjunction with its anti-deflationary programme, however, it
acquires the ability to control imports and such other transactions as give rise to a
demand for foreign exchange. The importance of exchange control in this connection
is that the curtailment of imports serves to eliminate a source of leakage in the
domestic income steam, and also serves to prevent unwanted pressures from falling
upon the country’s international reserves.

In short, exchange control serves to insulate an economy, allowing it to pursue
single-handedly an anti-deflationary programme without its having to assume the risk
that later its relatively prosperous domestic market may be ‘raided’ through an influx
of relative'y cheap imports, or that its international reserves may later be subjected
to intense dressures. [t is because of this insulating effect that exchange control has
long been a leading weapon in the economic arsenal of those countries which are

committed to the idea of national planning.
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d) To control trade: If a country finds that al the prevailing exchange rate it does
not acquire sufficient foreign exchange to supply all possible demands, the line of
attack through exchange control is to provide for the rationing of what ever supply
is available. In allocating foreign exchange among various uses, the usual procedure
is to distinguish between demands as they relate to the transmission of money capital
to payment for merchandise imports, and to payment for various services. Movement
of money capital are generally severely restricted or entirely ruled out, essential
merchandise imports are generally accorded preferential treatment and other demands
are generally handled in a fashion lying some where between the two foregoing
extremes, the precise situation depending basically upon the acuteness of the exchange
scarcity.

In the process of allocating foreign exchange, trade comes to be controlled.
This control affects the trade of both the importing country and countries abroad.
First. in the importing country, the selective screening of imports under exchange
control goes far in determining the lines of domestic production likely to prosper.
Through exchange control some industries are in a sense given governmental
assistance (though indirectly). Such assistance tends to promote the prosperity and
growth of these industries, and serves in turn, to direct domestic resources and
manpower towards them. In short, exchange control may prove a factor in shaping
the domestic economy. This is especially true when the domestic economy is
dependent upon imported materials. Second, the exchange control measures of one
country may seriously affect foreign countries. For example, through use of
exchange control a country may discriminate in its trade with other countries i.e.,

imports payable in some currencies may be rated liberally while identical imports
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originating elsewhere may be treated less liberally or may be held entirely ineligible
for foreign exchange. Such trade discrimination may be practiced in order to
cultivate an economic link between countries or conversely, to lessen a country’s
economic dependence upon particular foreign countries.

e) To protect domestic industries: Exchange management (control) enables a
country to allocate foreign exchange on a product-by-product basis. It thus becomes
possible to treat some types of imports less favourably than others. When imports
are treated on a differentiated basis, the effect upon an import accorded relatively
unfavourable treatment is similar to that which follows from the imposition of a tariff
or a quota. The exclusion, or carefully controlled admission, of particular imports
serves (o protect the home market for competitive domestic producers. Countries
extending such protection to domestic producers generally do so for one of two
reasons. First, discrimination against particular competitive imports may be held
justified on grounds that infant industries, agricultural or industrial, need to be
sheltered if they are to develop. Second, the reduction in import volume through use
of exchange control is sometimes pictured as a way to increase the aggregate of
domestic output and employment.

f) To acquire revenue: Finally exchange management (control) may be employed
to acquire revenue for the government. Under a multiple exchange rate system,
exchange control authorities may establish both a purchase price, or prices for foreign
exchange and a separate selling price, or range of selling prices. The difference
between the average buying rate and the average selling rate, less costs of operation

accrues to the government as profit.
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During the past four decades there has been much discussion among
economists and laymen as to the justification, or lack of it, of exchange management.
A very usual "American attitude’ has been that exchange control constitutes an
impediment to trade, and that countries should therefore remove such controls at the
earliest opportunity. In contrast, in some countries (e.g. Britain) a very usual attitude
has been Ihat exchange control is capable of rendering a valuable service, and that
caution should therefore be exercised in the removal of such controls.

Those who are critical of exchange management have an outstanding
argument: exchange control serves to restrict the scope of international specialisation
and for this reason leads to a generally poorer utilisation of the world’s productive
effort. These critics in reality hold that the allocation of productive effort which
occurs in response to the forces of a free market is economically preferable to any
allocation which may arise upder the arbitrary rules and regulations established by
government,

To Adeniyi," exchange control laws and regulations play important part in
national firancial policy execution, and are of overwhelming importance in controlling
international financial transactions. Capital flows from one country to another affect
both the country which is investing the capital or lending it, and the country which
is borrowing the capital or where it is being invested. Such free flow of capital or
funds without control tends to inhibit the ability of government to pursue an
independent monetary policy, and may also impair its economic sovereignty. This
is so because the free flow of funds affect a country’s balance of payment, internal
liguidity, and consequently, money supply and inflation. Such free flow of funds may

also have the unpleasant effect of diverting into foreign or other unauthorised hands
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those savings in foreign currency which may otherwise be available for domestic

investments,

2.4 Techniques of Foreign Exchange Management

According to Agene'®, the techniques of exchange control in Nigeria have been

modified from time to time in response to changing economic circumstances. To
him, the principal control techniques adopted over the years include:

a) Diversification: The objective of diversification is to have a careful portfolio

selection of assets of different currencies, securities, etc in order to meet the needs
of liguidity, profitability and safety. The first step of diversification of foreign
exchange resources commenced when in October 1961 the Central Bank of Nigeria
added another asset to its portfolio converting ten percent (10%) of the nation’s
holding of sterling into gold. Hitherto, reserves were exclusively held in sterling
assets. Also the amendment of its enabling act in 1962 enabled the Central Bank of
Nigeria to include in the nation’s portfolio any or all of the following categories of
assets: gold coin or bullion, bank balance, bills of exchange, government securities,
treasury bills, securities of international finance institutions of which Nigeria is a
member, provided their maturity is five years or less, reserve (gold) tranche in the
IMF and since 1970, holdings of Special Drawing Rights (SDRs).

b) Administrative Controls: Some of the techniques of administrative control
include quantitative import controls via import licensing, the introduction of new
procedures or documentation, etc. For example, Form "M’ registration at the Central
Bank was used effectively as a supplementary instrument of import control in 1982

and 1983,



¢) Lschange Rate Adjustment:  The technique of exchange determination have

been modified from time to time in response to changing economic circumstances as

follows:

i) Under the Smithsonian regime of fixed exchange rates the currency was
aligned with the British pound sterling and the US dollar.

i) With the advent of the regime of floating exchange rates, Nigeria embarked
on an independent exchange rate management from 1974 to 1978.

iii)  Since February 1978, the Naira exchange rate has been based on an import-
weighted basket of currencies.

iv) Under SFEM introduced in September 1986 to achieve a realistic exchange
rate for the naira through the interplay of market forces, various exchange rate
regimes were witnessed.

d) Laws and Regulations: The first ever exchange control legislation to be

passed in Nigeria was the Exchange Control Ordinance of 1950 which discriminated
between sterling and non-sterling areas. As of today, the twin legislation, the
Exchange Control Act of 1962 and the Second-Tier Foreign Exchange Market
(SFEM) Decree of 1986 serve as the major sources of legal authority for foreign
exchange transactions. However, the CBN’s annual foreign exchange circular to the
authorised dealers indicate the exchange control policy objectives of government
which the latter are required to pursue from time to time. Such directives usually
cover wide areas of operations including documentation, rendition of periodic returns,
sectoral allocation of funds and policy measures such as the exchange rate policy to

be pursued.



Te Evelyn Thomas™ the devices used for controlling exchanges include the
following
a) Exchange Pegging: That is maintaining the exchange value of the currency
at a certain level by official purchases and sales. If the currency tends to fall below
this level the controlling authority enters the market and buys the currency, so forcing
up its value. If the currency tends o appreciate the controlling authority sells it.
b) Exchange Restrictions: These range from the mild form of prohibition of
speculative dealings to an extreme form in which no transaction in foreign currency
is allowed without an official permit. In some cases all transactions have to be passed
through an official institutions; in others the controlling authority actually fixes an
official rate at which all transactions must be made. Another system is that in which
exchange hanks operate under license and are bound to pass a certain proportion of
all foreign currencies they receive to the government.
c) Blocked Currency: Certain countries have adopted a system whereby if a sum
in the home currency is due to a foreign creditor, e.g an exporter, it is merely
credited to him in a special account - a blocked account - which can be drawn upon
him only for certain stipulated purposes, e.g. for the purchase of goods in the home
country. Currency 'blocked” in this way cannot be freely bought and sold on the
exchange markets, and thus the offerings of the home currency on the exchange
marke! are reduced, and its exchange-value maintained.
d) Exchange Clearings: The growth of exchange restrictions so hampered trade
between some countries that they were led to enter into ‘exchange clearing’
agreements to mitigate the harm done to their foreign trade. Under such agreements

all exchange dealings between the countries concerned pass through central authorities
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usually (Central Bank) by whom receipts are offset against payments, and exchange

dealings by private traders are obviated. The importers in each participating country

make their payments for goods imported in their own currency direct to the Central

Bank in their country, and out of the funds so accumulated, the Central Bank pays

its exporters in their own currency for goods sent abroad. Under this system, the

exporters do not receive payment unless the Central Bank receives sufficient from its
importers to meet the claims of its exporters. All payments and receipts handled by
each central bank are settled in its own currency; if an importer has agreed to pay,
or an exporter has agreed to receive payment, in the foreign currency, the amount is
converted into the home currency on the date of settlement at a rate fixed by the
central bank for this purpose.

According to Walton® exchange and trade controls commonly assume a
threefold form.

a) The institution of a system of export licensing, in order that exports may be
divected to those countries in which they may be sold to the greatest relative
advantage.

b) The operation by the country concerned of a system by which the Exchange
Control Authorities are able to exercise an effective check on the method of
peyment by the foreign buyer, and to ensure that payment for exports is
forthcoming.

¢) The setting up of controls which by the issuing of import licenses and other
means, can ensure that goods imported into the country are of an essential or
semi-essential nature, or that they emanate from countries with whom it is

desired to trade.
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