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ABSTRACT

The exchange rate policy introduced in Ngeria in
Sept enber, 1986, ains at establishing the naira exchange
rate based on the nmarket conditions of demand for and
supply of foreign exchange. The objectives of the policy
are to diversify the revenue and forei gn exchange sources
to the government, reduce the over-valuation of the naira
and inprove the trade bal ance of the country. The contro-
versies about the appropriateness of this policy of allow
ing market forces to determne the exchange val ue of the
currency provide the inspiration of this study to enquire
into whether N geria should continue, nodify or abandon
the policy of depending on market forces in determning

the naira exchange rate.

This study looks at the N geria s exchange rate tine
path and evaluates the fluctuations in exchange rate which
the forei gn exchange market has produced since 1986. we
have al so used the X2 tests to eval uate the responses of
exports, inports and rate of inflation to the narket ex-

change rate over the peri od.

The results of the dissertation show that the depre-
ciation of the naira as a result of determning the
exchange val ue of the naira through the forei gn exchange
market has failed to significantly reduce inports and boost

the exports denomnated in foreign.currency. The increase
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in exports is only in nomnal (naira) terns. The policy
has also led to under-valuation of the naira as a result
of which the rate of inflation has risen sharply and rea
I nconme reduced. It has also led to currency specul ati ons
and these cause constant depreciation of the naira because
of the limted supply of foreign currencies. From 1986
to 1990, when the exchange rate is determned through the
forei gn exchange market, there has been fluctuations of
exchange rate and these are likely to distort |ong—+term
devel opnent plans and di scourage both donestic and foreign

I nvest nent s.

As an alternative to the mnarket-determned exchange
rate, we suggest a wei ghted average of narket-determ ned
rate which is to be determned through the foreign exchange
mar ket and the purchasing power parity rate to be conputed
periodically by the central Bank of N geria. This wll
help to achi eve the objectives of boosting the non-oi
exports and reduce inports with mninmnumrate of inflation.
There should al so be nore control and supervision of the
authorised dealers in their sale of foreign exchange to
custonmers to ensure strict conpliance with central Bank's
directives on allocation of foreign exchange according to

sectoral priority.
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CHAPTER ONE

EXCHANGE RATE DETERMINATION IN NIGERIA: 1971-1990,

1. INTRODUCTION

Nigeria, like cother members of the IMF, operated an
adjustable peg system of exchange rate until the collapse
of the Bretton woods system in August, 1971. Ssubsequent
to the smithsonian realignment of currencies in December,
1971, Nigeria started pegging its currency to either gold
or the pound and by 1974 the exchange value of naira was
administratively being determined on the basis of changes
in the values of selected group of currencies of different
countries.1 puring that period, the flexibility of exchange
rate was limited and it was the monetary authority, rather
than market forces, that determined the exchange value of
the naira using import weighted basket approach or relying
on changes in the exchange rates of major currencies, the
UeSe. Dollar and pound sterling in particular. puring the
that period and up to september, 1986, when the policy was
reversed to that of market determlined exchange rate, the
Central Bank of Nigeria, sometimes in collaboration with
other government ministries, rationed and allocated the

avallable foreign exchange at the rate that was determined

1e Uzoaga, W.0. (1981) Money and Banking in Nigeria,
Fourth pimension publIshers, Enugu, P. 138.




and fixed by the authority. The rationing and restriction
in the sale of foreign exchange, coupled with higher infla-
tion rate in Nigeria than in her trading partners, indicated
clearly that the demand for foreign exchange was higher

than supply at the rate was being fixed by the CBN and that
the foreign goods were cheaper relative to home goodse.

That discrepancy between the supply of and demand for foreign
exchange brought about some distortions in the economy

such as cheaper domestic prices of tradable-goods relative
to the prices of non tradable-~goods resulting in import
dependency syndrome, and at the sametime the exports from
Nigeria were expensive relative to those of the countryts
trading competitors. The low prices of export commodities
discouraged the government policy of exports promotion
while the policy of import=substitution did not achieve its

desired objective due to low prices of imports.

In early 1980s the Nigerian government was convinced
that the economy was in serious distortions as a result
of disequilibrium exchange rate and that the only solution
was to have a policy of gradual and continuous depreciation
of the Nigeria's currency against the major international
currencies in order to bring the exchange value of naira

into purchasing power parity (pP.P.P) with other currencies,



Hence the naira depreciated by 5.6% and 16.8% in 1984

and 1985 respectlvely.1 on 29th september, 1986, a
fundamental change in the Nigerian economy was introduced
when the second-Tier Foreign Exchange Market (SFEM) came
into operation. The first and second tiers of the market
were later merged to form a new system called Foreign
gxchange Market (FEM). The operation was once again
modified into what is now called Inter-Bank Foreign gxchange
Market (IFEM). The main objective of these institutional
changes and arrangements that started with gradual naira
depreciation and later culminated into market determined
exchange rate was to obtain "a realistic" exchange rate in

the countrye.

11 Nigeriat's gxchange Rate policy

puring the exchange rate policy of the IMF adjustable
pegged system, exchange rate policy in Nigeria was dormant,
reacting only to dollar and pound sterling which were the
intervention currencies, since the Nigerian currency was
registered with the IMF as a non-trading currency. In the
early 1970s, the moil boom" enabled Nigeria to rapidly
build up external reserves and this, coupled with rising
inflation rates and floating of currencies in 1970s among

the industrialised countries, forced Nigdria to devise ways

1le International Financial statistics, IMF. vole XLII
No«5, May, 1969,



of preserving the purchasing power of the reserves. One
of the methods used was to diversify the holdings of

pound sterling into other stronger currencies such as
peutsche Mark and French France. The oil boom and its attene
dent healthy balance of payments position gave Nigeria so
much sense of relief that management or conservation of
foreign reserves was no longer among the targets of the
government economic policies. Hence, exchange rate policy
which at that time would have been a useful and effective
instrument for switching demand away from foreign towards
domestic goods and increasing Nigeria's non-oll exports
gave way to the policy of price stability as the monetizaw
tion of the o0il revenues generated alot of inflationary

pressures.

The intractability of the inflationary pressures was
conspicuous in the early 1980s when the rate of inflation
in Nigeria was perpetually higher than that of Nigeriarts
trading partners/competitors.i Government began to see
disequilibrium in the economy as being caused principally
by the external sector especially disequilibrium in ex-
change rates Discussions and debates then began about

going beyond the traditional fiscal and monetary policy

1« International Financial statistics, IMF. Year Book,
1987,



instruments to that of exchange rate adjustment so as
to find a lasting solution to the Nigeriat's economic
problems which have been assumed to be exacerbated by

over-depence on oil revenues and currency over-valuation.

The basic philosophy underlying the Nigeriat's exchange
rate adjustment (E.R.A) 1s reliance on market forces sc
that prices of both export commodities and non-export
commodities would reflect their true scarcity values in
the preccesses of promoting efficient allocation and effece=

tive utilization of resourc:es..‘1

The theory of efficient
and effective allocation and utilization of resocurces
requires that Nigeria produces those goods in which it has
a comparative advantage. Since one of the objective of
S.A.Pey as various official pronouncements indicate, is

to reduce the dependence on oil exports, then the objective
of ERA would be diversification of the productive base of
agricultural exportables in which the country is assumed

to have a comparative advantage and whose elasticities of
demand and supply are assumed tc be high, in order to

enhance the foreign exchange earnings from them. The ERA

being a major component of SAP, 1s based on "the monetarist

1le Ayodele, A.S. et. al. eds. (1988)., Reflating a
pepgessed Nigerian gconomy, pepartment of Economics,
Ahmadu Bello uUniversity, zaria.



philosophy which in its basic form insists that a capita-
list economy when allowed to operate without government
interference is capable of ensuring optimal allocation
of resources and convergence to equilibrium after sh-:alt:l-t:s"..l
This monetarist philosophy can be found in the monetary
theory of exchange rate in which relative interest rates,
goney supply, real national incomes, inflation differentials,
among other factors, determine the variability of exchange
rate. This was unequivocally stated by the president in
his 1988 budget speech:

"After fifteen months of operating the foreign

exchange market, we should be generally better

informed about the facts, as against the fancles

of exchange rate determination., such facts in-

clude the demand for and supply of foreign exc-

hange in the economy, the relative inflation and

interest rates, the balance of payments and a
host of subjective internal and external factorsm,

2
The exchange rate adjustment, as various government
pronouncements and policy statements indicate, was set

out to achieve the following objectives:

1. Kwanashie, M. "Fiscal and Mcnetary components of
Nigeria's structural Adjustment pProgrammev. PpPaper
presented at the conference on SApP and Future of
Nigeria. C.S.E.R, Ahmadu Bello university, zaria,
March, 29-31, 1989.

26 Babngida, 1.B. "Address to the Nation on the 1988
Budget", pagos, 1st January, 1988,
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(a) to correct the former system of inefficlent alloca-
tion of the country's scarce foreign exchange through
the forces of demand and supply so that naira would
in the long-run find its real effective exchanger
ratej

(b) to diversify and enhance the production of exportables
so as to earn more foreign exchange and to reduce
imports and thereby improve balance of trade;

(c) to attract capital inflow and discourage outflow;

(d) to encourage the production of more raw materials
for national industries by boosting the naira price
of such commodities, and hence raise the incomes of
primary commodities producers.

(e) to eliminate the parallel (black) market currency
trafficking and thereby reduce the incidence of
smuggling;

(f) to restore the confiidence of the world RBRank and the
IMF in the Nigerian economy so as to facilitate the
rescheduling of the external debts and benefit from
the fund's structural adjustment facilities and other

soft loans.

1«2 statement of Problem

Looking at the conventional indicators of growth,
one might say the performance of the Nigerian economy

was worse in 1980s than in 1970s. Throughout 1970s and
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and up to early 1980s oil accounted for a significant
percentage ot GDP, over 60% cf government revenues and

1 The pPetro-dollar revenues

over 70% of export earnings,.
of 1970s enabled Nigeria tc meet her foreign exchange
requirements without much constraint and enjoyed a healthy
external reserves position. 0il revenues enabled Nigeria
to achieve both internal balance and external balance to
the extent that neither was much attention paid to the
exchange rate being in equilibrium nor was policies,
such as exchange rate adjustment, ever considered or used
as instrument of diversifying the productive base of the
economy in order tc minimize any shocks that might result
from a decline in oil revenues. 1In the 1970s and up to
1976, naira was under-valued vis-a-vis the uU.s. dollar
(according to the ppPp criteria and with 1983 as a base
year) indicating that the domestic price level had fallen
relative to the price level in America. That deviation
of exchange rate from the purchasing power parity rate
encouraged the smuggling of goods from Nigeria to the
neighbouring countries, especially the petroleum and agri-
cultural products. From 1977 the naira was over=valued
against the y.s. dollar and the degree of over-valuation
increased greatly in subsequent years as a result of which

the dorminant position which agricultural sector used to

1e nmpconomic and sccial statistics Bulletinn. Federal
office of statistics, Lagos, 1986, rdition.
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have in Nigerian economy was significantly curtailed.
The over—-valuation of naira in the middle of 1970s gave
a negative protection to agricultural sector and ercded
its significance in the economy from about 40% of GDP in
early 1970s to 20% in 1980.> The absolute decline in
agriculture of 0.4% a year and low producer prices for
agricultural output which served as disincentive to

farmers had created a food gap in the country and the

-

need a rose‘i filling the gap through 1mports.2 wheat
imports which were only 832 tonnes in 1977 rose to 1,517
tonnes in 1981, while rice imports followed similar trends
during the same period.3 In early 1980s Nigeria consis=
tently faced both internal and external imbalances, with
federal government budget deficits rising from N2.065
billion in 1981 to N4.942 billion in 1982 while the net
outflow of foreign exchange was also in deficit, reaching
¥2,993.,0 million in 1981.4 The external reserves of
Nigeria fell from N5,734.2m in June 1981 to N828.3m in

May 1982.5 These situations show the terrible consequence ©Ff

1e Tobi, D. et.al, "sacrifice and pPains as necessary
cost of structural adjustmentm", sAp in a developing
economy (eds) Phillips, A.0. and Ndekwu, E.C, NISER,
Ibada Ny 1987 .

2e Ibida.

3e "Trade Year Book", Foods and Agricultural Organization
of United nNations, 1981.

4e Osagie, £ and Okogu, B.E. "Estimating a realistic
exchange rate for the naira: pPPP approach" paper
presented at the workshop on aspects of sAp, held at
Kuru, september 19-20, 1988,

S5 Oolukun, I.A. "An Appraisal of the SFEM" in phillips
A.0O. and Ndekwu, E.C. (eds) Op.cit.
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depending on oil as the only major source of foreign
exchange and the misdirected policy of pegging the exchange
rate déspite the high rate of inflation and declining

economic fortunes in the country.

Thus, the seemingly unresolvable external imbalance
and its negative impact on the government finances was
the immediate reason that forced Nigeria to look for a
diversified source of foreign exchange so as to cushion
the effect of any dramatic fall in oil revenue and to lay
a strong foundation for a self-reliant economy. The option
chosen and the instrument used by the government was the
exchange rate adjustment so that the naira could find its
true-market value; this would help in curtailing the demand
for foreign currencies thereby reduce the volume and value
of the imports of the non-essential commodities as imports
are made expensive and at the same time encourage people
to produce goods locally both for domestic consumption and

for exporte

In this stud; we shall investigate the extent of
the fluctuations of the exchange rates in Nigeria and
their comformity or divergence from the purchasing power
parity. we shall then be able to validate or disprove
the notion that the naira was over-valued in the eve and
after the introduction of the structural adjustment prog-

ramme, We shall also investigate the extent to which the



current government policy of finding an equilibrium
exchange rate has helped in improving trade balance and

raising economic growth in Nigeria.

1«3 Objectives of the study

The study 1is set out to achieve the following major

objectives;:

(2a) examine and analyse the - theoretical foundation of

the Nigeria's new exchange rate policy;
(b) determine the extent of naira over-=valuation/under=

valuation from 1971 to 1988;

(c) evaluate the extent to which the major economic ine
dicators respond to the Nigeria's exchange rate

adjustment;

(d) 1identify the short-comings of the Nigeriats exchange

rate policies/adjustment and make recommendationse.

1le4d Justification

In specific terms, we
(a) evaluate the effectiveness of the current policy of
determining the exchange rate through the foreign

exchange market;



w 12 =

(b) provide a theoretical framework whthin which exchanrge
rate determination/policies in Nigeria can be
explained;

(c) determine the extent of the naira over-valuation/

under-valuation;

(d) provide an alternative approach for exchance rate

determination in Nigeria.

1.5 Methodology

We are going to use the concept of the changes in
the purchasing power of the naira domestically relative
to that of U.s. dollar and pound sterling in their
respective countries to calculate the purchasing power
parity rates of the naira from 1960 to 1988, 1In a competi-
tive foreign exchange market with an infinitely elastic
supply of foreign exchange, the calculated purchasing

power parity rates would coincide with equilibrium rates.1

Tle Osagie, § and Okcgu, B.E. "Estimating a realistic
Exchange Rate for the Nailra: PpPp Approach,
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Oon the basis of the purchasing power parity criteria, the
degree of over-valuation/under-valuation of the naira
would be established prior and after the introduction of

the market determined exchange rate in 1986.

We shall also use the concept of coefficient of variation
to determine if the degree of fluctuation of exchance

rate 1s greater during the period of fixed exchange rates
than the period of floating rates. The first period,
which is a lengthy one, is from 1960 to 1985 when the
exchange rates variations were slight while the second
period, which is a short one, is from 1986 to 1988 when
the exchange rates variations were large, x2 distribution
is also to be used to determine the effectiveness of
market exchange rate in reducing imports and beoosting

exports in both local and foreign currencies.

1«6 Sources of Data.

we shall rely on secondary data from the central
Bank of Nigeria, Frederal oOffice of statistics, rederal

Ministry of rinance and Economic pevelopment, Manufacturer's A
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ciation of Nigeria, The world Bank and International Mone-
tary Fund publications and various economic and financlal

journalse

1«7 Limitations

In a less developed country like Nigeria, purchasing
power parity approach to exchange rate determination has
cl=ar:y some drawbacks since the economy is faced with
inadequate supply of foreign exchange, capital movements
and speculations among the authorised dealers who buy and
sell the foreign exchange., Purchasing power parity approach
is just one out of many approaches to exchange rate deterw=
minations pue to time factor and financial constraints
we are not able to empirically apply other approaches to

the Nigeriar's situatione.

OUT=LINE OF CHAPTERS

Chapter one is the general introduction, introducing
the Nigeria's exchange rate policy. It also consists of
the statement of problem, the objectives and justification

of the study as well as its limitations.

Chapter two is a literature review. The exchange
rate regimes are put into their histcrical perspectives
and different approaches to exchange rate determination

are reviewed,
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chapter three locks at the policy objectives of
exchange rate policies in Nigeria., It also examines the
exchange rate movements and thelr impact on macro-economic

variablese.

Cchapter four is data analysis. 3ome foreign trader
data of Nigeria are analysed using a x2 distribution and

purchasing power parity rates computed.

Chapter five summarizes the study. Recommendations,
which are based on the findings of the study, are given

in this chapter.



CHAPTER TWO

2 LITERATURE REVIEW

This chapter ccnsists of the theoretical framework

and historical perspective on exchange rate regimese

21 Historical perspective.

we can basically classify exchange rate regimes into
three: the gold standard, the IMF (Bretton woods) system
and managed floating.

I Gold standard

The classical full gold standard was in operation
by the middle of 19 century and continued up to 1914 when
it was distrupted by the first myorld warm. The system
required the monetary authority to convert even the smallest
quantity of notes and coins into golde. The system of
flexible exchange rate characterized the immediate post
war period, with exception of the USA which returned to
the gold standard immediately after the war. Britain,
and very soon other nations, returned tc gold standard in
1925, The second gold standard, which is known in the
literature as gold bullion standard was in operation from
around 1925 and continued up to early 1930s when it
collapseds Unlike in the first godd standard, the monetary
authority, under the gold bullion standard, is obliged to

convert paper money into gold bars of a minimum size - for
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Britain each bar weighed a minimum of 400 ounces which
worth about 1,560 pounds - so that there was no need of
maintaining a gold reserve against internal note issue.
some countries chose to be on gold exchange standard,
which was a system of keeping the reserves of a nation
in currency of another nation which is on gold standard.
such countries were able to endoy the benefit of earning
interests by keeping their reserves in foreign currency

which itself is convertible intc golde.

The gold standard is basically a system of fixed
exchange rate.,under the system, the monetary authority
of each nation set a par value of its currency interms
of golde Gold, which was the common denominator between
the currencies of member nations, established a fixed
relationship between member nations' currencies. This
fixed relationship between national currencies in terms
of gold was the exchange rate between the nations, or the
mint parity as it was called under the gold standarde.
Adjustment occurs in the system by allowing deficits/

surplus to act on the volume of money.

b & 3 The Bretton woods (IMF) System

After the world war ITI discussions began on how to
evolve a new international monetary arrangement that would

correct the short comings of gold standard and prevent



The destabilizing effect of flexible exchange rate., OCne of
the reasons for the collarse of the gold standard was the
£ailurn tec atide by tha rule of the game of automatic adjuge
t~ant (price-specie-flow mechanism) uron which the system
was couched, since the tctal money suprly was determined

by availarility of gnld in the country, then according to
the rulc of game a nation facing a doficit leading to out-
flow of cold would have to reduce its dcmestic money sunplye
A reduction in money supply in the deficit country weuld
cauge prices to fall while an increase in roney sunply in
surplus country would cause prices to rise; in that way
excorts from a deficit nation become more competitive due

to lower waces and prices while the exports of surplus
nation become less competitive thereby making the adiust-

ment automatic.

3ecause of the dissatisfaction with the past systems
of exchange rate Kevnes and 'thite, representing the 3ritain
and the UsA respectively, wrote and circulated documents
in early 1940s proposing for a new international monetary
arracnements. In 1944, when the 44 member countries of
the uUnited Nations met at the Mount washington Hotel,
3retton ‘Jcods, New Hampshire, to devise new international
Monetary arrangements, the documents that dominated the
conferencets discussions were the Pritish plan for an
international clearing union, presented by kKeynes and

American plan for an international stabilization fund,
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presented by Harry Dexter white.‘1 After the extensive
discussions on and redrafts of the Keyns and white plans

at the sBretton woods conference, approval was then given

to the articles of agreement for the International Monetary
Fund (IMF) = an institution closer to white's plan than

to Keyns'.z

Article IV required each nation to establish a par
value of its currency interms of gold or uUs dollar and
then keep its exchange rate within one percent of its
par value. The rules allowed the fund to grant a request
from a member country in a vfundamental disequilibrium»
to change the par value of its currency. For a change
of ten percent or less the prior approval of the fund
was not required., The U.,5.A., whose currency served as
a key currency, fixed the parity of dollar in terms of
gold at 35 dollar per ounce of gold and was obliged to
buy and sell gcld at the fixed rate so as to maintain the
stability of the system. Other countries, on the other
hand, allowed their currencies to fluctuate within the
one percent margin and using dollar as the intervention
currency to make sure that the rate did not deviate from
the agreed margin. A country suffering from a balance of
payments deficit leading to a downward pressure against
its national currency was supposed to sell dollars at

fixed rate to meet the excess demand of foreign exchange

1. Meir, B.M. (1982) problems of a world Monetary Order,
Oxford university pPress, p. 32.

2. 1Ibid, pe 41.
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by her residents, and vice versa when the natlional currency

tend to appreciate against the dollar.

In the case of inadequate foreign exchange avalidable
to the monetary authority, the country could draw from
her quota in the IMF. The quota, which determined a
nationt's voting power and its ability to borrow from the
fund, was established by article IIT and was based on the
countryts national income, its trade and its international
reserves, - when the USA., the linch-pin of the system,
faced the problems of depletion of her gold reserves which
was triggered off by her persistent inflation and deficits,
she suspended gold convertibility of the dollar in August,
15, 1971 and the system collapsed as a result of which
currencies started to float. Dpespite the attempt by the
group of ten when they met in sSmithonian Institution,
washington, in order to revive the collapsed system, in
which new parities were set by revaluation of a few curren-
cies and devaluation of dollar as well as widening the
margin of fluctuation from one percent to two and a quarter
percent above or below the new par values, the USA deficits
persisted and the system finally died out in March, 1973.
Since then, a regime of floating rate (among the industriali-
sed nations) emerged with interventions by the monetary
authorities to 1limit the degree of fluctuation - dirty

floating.

1. Argy, Ve (1981) The post war International monetary
crisis: An Analysis. George Allen and unwin Ltd,
Londone pe. 41
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11T 0il noom and "putch=pisease"

Nigerian economy increasingly became vulnerable to
external shocks as oil emerged as the life wire of the
economye. In 1970s when Nigeria depended heavily on oil
for her foreign exchange requirements relationships
between the balance of payments positions and conditions
in international oil market were not established or cou-
templated by the policy makers until after the external
base of the economy collapsed anc external debts mounted
up, and also a trend of balance of payments deficits
emerged for many consecutive years. This situation corres-—
ponds to what is refered tc in the literature as the
putch-pisease, which is a situation in which a booming
resource sector leads to a decline of the industrial sece
tor via the loss of competitiveness due to appreciation

of the domestic currencye.

Following olopoenia,1 we shall analyse the effects
of Nigeriats oil boom on the rest of the economy using
the nputch-pisease" model. For the simplification of our
analysis, we assume Nigeria produces non~tradable commodity
called N and tradable commodity called T. The tradable

commodity, T, is made up of traditional goods, such as

1. Olopoenia, R.A., "A Preliminary Assessment of the
Theoretical Foundation of SAp in Nigerian, Ppaper
presented at the National workshop on the SAP in
Nigeria, Kuru, Jos. April 25th - 26th, 1988,
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agricultural products or manufactured goods, which we
shall call A, an¢ non-traditional tradable commodity,
which is oil, and which we shall call B« A boom in sector
B would lead to an increase in real national income as
well as increase in demand for both good N and A, leading
to growth of Gpp as long as neither the good N nor good A
is inferior. However, since the prices of agricultural
exports and exports of manufactured goods of the third
world countries are determined by their world prices and
nominal exchange rate, the increase in demand for the commo-
dities in sector A cannot push domestic price higher than
internaticonally determined price. But the increase in
demand for good N would lead to increase in domestic pro-
duction and the price of the commodity. The price of
good N then beccomes higher relative to that of good A,

implying real appreclation of the naira.

with price of commodity A unchanged and that of
commodity N higher than pre-~boom level, commodity A will
gradually lose its competitiveness in domestic production
because of lower returns it yields relative to N and the
countryt's resources will then be shifted from production
of commodity A to that of N. The level of output in
sector A (agricultural exports and exports of manufactured
goods) will shrink and this will bring about what Olopoenia

in his wputch=pisease" model called de-industrialization
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and de-agriculturalization. correcting the currency
appreciation through exchange rate policy which allows
the domestic currency to depreciate will lead to the
expansion of sector A and possibly contraction of

sector Ne However, this might not be realised in case

of the Nigeria's market-determined exchange rate due to
some reasons which include rigidity of import coefficient
and non=response of exports to increase profitability

because of little technical f1¢'~:xib:l.lii:y.,‘1

22 THECRETICAL FRAMEWORK

In this section we examine different approaches
to exchange rate determination and the stability condi-

tions of the foreign exchange market.

2¢241 Approaches to Exchange Rate petermination

when the exchange rate is not fixed, a number of
factors determine its changes. These include balance
of payments position, domestic rate of inflation relative
to that of other nations and monetary and fiscal policies.
In order to investigate how these and other factors
influence exchange rate movements, we are examining four
approaches to the analysls of exchange rate behaviour,
These are the purchasing power parity approach, Asset
Market approach, Elasticity approach and Absorption

approach,

1o Olopoenia, R.A. Op.cit.



I purchasing power parity Approach

The concept of the purchasing power parity was fore=
mulated by a swedish economist, Gustov cassel, as the
theoretical basis for explaining and measuring statistically
the new equilibrium exchange rates to be re-established
after the first wworld warv. puring the war trade amcng
the European countries was disrupted and rates of inflation
were generally high so that it became necessary to have
a new set of exchange rates to ensure a more realistic
basis for conversion of the Eurcpean currencies after the

wWars

Two different versions of the ppp theory are distine
guished in the literature: the absolute version and the
relative version. writing on the absolute version Cassel
states:i

"the rate of exchange between the two countries

will be determined by the quotient between the

general levels of prices in the two countriesv,

In other words, the exchange rate between two coune
tries should equal the ratio of the price indexes in the

two countries at every moment,

1. Chacholiades, M. (1978), International Monetary
Theory and policy. Mcgraw=Hill Inc. pe. 184,
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symbolically, if a = Nigeria; b = foreign country
(U.S.A.) and e = exchange rate, then the absolute version

of the ppp can be formulated as follows:

sesaneae € 7

0
]

P
a/Pb

where P, = the price index in the home country (Nigeria)
and p, = the price index in the foreign country (USA)e
Equation 1 implies, for example,that if the -rices lzv=l in
Nigeria is ten times as much as the price level in USA ,
then one US dollar would be exchanged feor ten naira i.e.

exchange rate should be N10 : $1

with e denoting the logarithm of exchange rate and
P and P* denoting the logarithm of domestic and foreign
price levels respectively, the formulation in equation 1
can be re-specified as;

e = p - p. Sesssee Eq. 2

equation 2 states that the price of one unit of foreign
currency in terms of domestic currency (exchange rate)
at every time equals the rate of inflation differential

between the two countries.

The relative version, on the other hand, is concerned
with effects of changes on price levels on the intial
equilibrium exchange rate, as it is stated by cassel in

the following quotation:
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mon the other hand, when we offer so and so much
of our own money, we are actually offering a
purchasing power as against ccmmodities and ser-
vices in our own country. oOur valuation of a
foreign currency in terms of our own, therefore,
mainly depends on the relative purchasing power
of the two currencies in their respective count-—
rieSeesess When two currencies have undergone
inflation, the normal rate of exchange will be
equal to the old rate multiplied by the quotient
of the degree of inflation in the one country and
in the othere..... This parity 1 call purchasing
power parity". 1

If, for instance, compared with a base year when the
exchange rate was in equilibrium, and in subsequent year
prices have doubled in Nigeria and trebled in USA. Then
according to the relative version the equilibrium exchange
rate will have to change in the propertion 2:3. If the

actual exchange rate is smaller than 2/3 2% its orizinal level,

it im-lies an over-valuation of the naira,

we can formulate the relative version of the ppp
symbolically as follows:

[=] = P
1/e alfpao

O ssssssssoc 20 3

P
bi/Pbo

where,

e, = initial exchange rate (base year)

e = exchange rate in subdequent year

1le Herin, J; Lindbeck, A and Myhrman, J (eds),
Flexible gxchange Rates and stabilization policy,
The Macmillan press Ltd, London, 1980.



- 27 e

Pio = price index in nation A in base year

Paq = price index in natlon A in subsequent year
Pho = price index in nation B in base year

Phqy = Price index in nation B in subsequent year
or simply,

Pa1/p = domestic price index (in nation A)

ao
pbi/PbO = foreign price index (in nation B)

so that eguation 3 reduces to:

[ = e X domestic price index seseee Eq.4

foreign price index

several authors applied the pPpp empirically as a
basis for either setting new exchange rates or determining
the degree of under valuaticon/over valuation. At least
three countries, namely united kingdom, czchoslovakia and
Belgium were found to have used PPP as a basis for setting
new exchange rates.1 Ronald I. Mekinon computed PPP rates

for nine European countries and USA from 1955 to 1977.2

1e officer, L.,H. (1976), The Purchasing Power parity

Theory of Exchange Rates. IMF staff papers, March
1976

2e Mekinon, R.T. (1979), Money in International Exchange:
The convertible currency System. oOxford University
pPress Inc,



Margaret Ge. de yries computed regional pPpP rates comprising
of Africa, Asia, less developed countries of the Rurope,
Latin America, middle gast and more developed countries

as a group.i

There are a number of problems in using the theory
of purchasing power parity. In computing the relative
PPP rates we need domestic and foreign price indices, as
shown by the equation 4. The problem is that of appropriate
price index to use., If we use the export price indices,
then pPpp would be a mere truism since for the prices of
tradables, when determined by the market forces, the inter-
national prices would equal domestic price after allowing
for transport charges and tariffs. 1If, on the other hand,
the prices of tradables are not competitively determined,
then these prices might not truelly reflect domestic costs,
secondly, some structural forces, apart from the monetary
factors may influence the foreign exchange market: these
include changes in relative income, growth, changes in
technology or changes in tastes at home or abroad. Thirdly,
there is a problem of selection of a base year when the
exchange rate is in equilibrium; such a year is supposed to

be when the balance of payments is in satisfactory conditione.

1l de vries, M.G. Exchange pepreciation in peveloping
Countries, IMF staff papers. vol.15, No.31, November
1988,



Also there is the problem of causation as causation might
run not only from relative inflation to exchange rates but
also vice versa. For example, the massive depreciation of
the naira after the introduction of the exchange rate
adjustment in Nigeria led to higher rate of inflation

which in turn caused further depreciations of the naira.

Il Asset Market Approach

The asset market view ccnsiders exchange rate to be
determined in the same manner as the determination of
other asset prices. Joan robinson went to the extent of
justifying this view;

nThe traditional view that the exchange value

of country's currency in any given situation

depends upon the amount of it in existence is

thus seen to be justified provided that suffi-

cient allowance is made for changes in internal

demand for money", 1

rThe approach focuses on asset adjustment rather
than flow variables with exchange rate adjusting to
equilib rate the international demand for national
assets., There are many variants of this approach the
popular of which are the monetary model and port folio-
balance models. All the models of asset market approach

to exchange rate determination share some common assumpte

ions with the prPP. These common assumptions are absence

1. Robinson, Je. Banking pPolicy and the gxchanges.
Review of gconomic studies, No.3, 1935~1936.
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of transactions costs and trade controls.

According to one of the variants of the asset market
approach to exchange rate determination, the exchange
rate between any two currencies is determined by the
relative supplies of and demands for money: this is a
monetary approach to exchange rate determination. It makes
assumptions analogous to that of PPP-1 These are absence
of transactions costs or capital controls, and that
domestic and fcreign bonds are perfect substitutes in the
consumer demand functions. The model and its variants
has been developed by exchange rate economists such as

Frankel, Mussa, Girton, Roper, Hodrick and ailson.2

Fellowing Frankel, we derive the exchange rate equa-
tion of the monetary model below.3:

M=P+ By = Byy eceee €Qe 5

where,
M = log of domestic money supply
P = log of domestic price level

Y = log of domestic real income

1e Herin, J., Lindbeck, A and Myhrman, J (eds), The
Flexible Exchanger Rrates and stabilization policy.
The Macmillan Press Ltd., London, 1980, p. 44,

2. 1bide, p. 87,

3. This Monetary gxchange Rate Equation is adapted from
Frankel, J.A., Monetary and portfolio-Balance Models
of Exchange Rrate petermination in Bhandari, J.s.,
Rutnam, B.,H. and Levin, J.H. (eds), Economic Inter-
dependence and Flexible Exchange Rates. The Massac-
husette Institute of Technology, London, 1983,



i = the domestic short-term interest rate

B, = the money demand elasticity with respect to income

1

By = the money demand semi-elasticity with respect to

interest rate.

we write the money demand function for the foreign
country in similar manner with asterisks denoting foreign
variables and assuming the parameters to be equal in both
countries:

il R Bly. - 821. ssnee 20 6

we take the difference of the two equations to get the
relative money demand function:
(m=m*) = (P=P*) + B,(Y-Y*)=B,(i~1*) .... eq. 7
The assumption of the model that foreign and domestic
bonds are perfect substitutes gives us uncovered
interest parity;

1«1 = ed ssssee @Gs 8B

where ed = the expected depreciation of domestic currency.

The uncovered interest parity in equation 8 implies
that the asset holders are indifferent to the composition
of their bond portfolios since with perfect bond substitu-
tability, the expected rate of return on foreign bond,
converted into local currency, 1s equal to expected rate
of return on home bond. what matters to an asset holder
in his portfolio investment is the expected change in the

exchange rate,
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Combining equation 7 and equation 8 and sclve for
relative price level will yleld;

(P-pe) = (M-M+) = B (¥Y=Y*) . By(ed) .... eq.9

The assumption of perfect substitutability between
domestic and foreign goods gives us ppp and implies that
equation 2 holds. Thus, by implication, expected depre-
ciation is equal to the expected inflation differential:

ed = ep - ep* ersss €. 10
where ep and ep* denote expected inflation in domestic

and foreign country respectively.

we can now combine equations 2, 9 and 10 to get

the monatarist equation of exchange rate determination.

e = (M-M*) = 31(Yw¥') + Bz(ep - ep¥) esee €gell

Equation 11 says that the exchange rate, being the
relative price of currency, is determined by relative
changes in money supply, real income and expected
inflation differential. An increase in the domestic real
income or a decrease in the expected inflation rate, raises

the demand for domestic money and leads to appreciation.1

various variants of the monetarist exchange rate

equations have been estimated econometrically by various

l. Frankel, J.A. Monetary and portfolio~Balance Models
of Exchange Rate Determination. In Bhandari, J.s.
and rputnam, B.H. {(eds) Op.cit. ' '
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such as exchange rate variability. Investors, for
instance, diversify the risk associated with floating
exchange rate by balancing their bond portfolio between
domestic and foreign bonds in propeortions that depend on

the expected relative rate of return.

IIT Elasticity Approach

The elasticity approach focuses on the reaction of
balance of payments subsequent to an exchange rate change
and it is based upon satisfying what is known in literature
as Marshall-Learner condition. According to the approach,
to know the effects of devaluation, we have to examine
the home elasticity of demand for imports and foreign
elasticity of demand for the country's exports. The

Marshall-Learner condition, with specific reference to

Nigeria and USA can be formulated as follows.t
gg = -x(ENI + EUe - 1) ssee €(a 12
where,

dB = change in balance of payments
de = change in exchange rate

dB = change in balance of payments as a result of exchange
de rate changes

1e Heller, H.R. (19741), International Monetary Economics,
printice~Hall Inc., pe 95. ; A
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X = volume of exports

Enr = Nigeriats elasticity of demand fer imports of USA

Eje = USA elasticity of demand for Nigeria's exportse

with %E being negative, then devaluation will
[

improve Nigeria's trade balance if the term in the

1

brackets is positive, i.e. E 1e This is

NI * Fue >
known as Marshall=Learner condition and it states that

for a normal reaction of the trade balance to exchange
rate changes the demand elasticities have to sum to more
than one. This condition is sufficient but not necessary
for improvement in trade balance. The success of exchange
rate depreciation will depend upon satisfyling the follow=
ing conditions,.

A country must have an elastic foreign demand for her
exports so that the devaluation will have the positive
impact of raising the exports significantly and thereby
improve trade balance.with low elasticity of demand for

domestic exports, the fall in export prices might not

increase the volume of exportse.

Cline, W.R. (1976 ), The international monetary Reform
and Developing Countries. The Brookings Institutions,

Washington, D.C.
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Home supply of exports must be elastic so that more
could be produced domestically and exported. If the
domestic supply of exports is inelastic there will not
be an increase in volume of exports despite the fall in

export prices as a result of depreciation,

on the imports side, the demand must be elastic so
that the increase in prices of imports as a result of
depreciation would force individuals and firms to curtail
their imports by looking for local substitues. However,
if the demand for imports is inelastic, such as essential
goods with no local substitutes, the same quantity will
continue to be imported at higher costs. Hence, trade

balance will not improve.

with perfectly elastic foreign supply the foreign
suppliers can divert their supplies from the country
which resists importation of their goods as a result of
depreciation to some where else. 1In this case there may
be improvement in trade balance. 1If, on the other hand
home market absorbs a large share of total foreign suppe
lies, the resistance of home consumers against imports
as a result of depreciation could force foreign suppliewyg
to accept reduction in foreign price of imports. 1In this
case the price of imports in local currency will rise by
less than the amount of depreciation and the volume of

imports may therefore not be significantly curtailed.
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IV  Absorotion Approach

The aprrcach was developed as an alternative to
the elasticity approach by sidney s. Alexander (1952)
who considered aggregate income and expenditure of a
nation as crucial in evaluating the effects of currency
ad justments Debunking the elasticity apprcach,
Alexander observes:

"The most important reservation against the

use of the Marshallian supply and demand

curves in the analysis of the effects of a

devaluation arises from the complex of the

relationships which govern the sypply and

demand conditions in international trade.

The elasticities for which the conventional

formulas are valid must be defined as total
elasticities and not as partial elasticities".1

According to Alexander, for a devaluation to
succeed, there must be an increase in income (output)
or a decrease 1n expenditure or both two. The approach
starts from taking a balance of trade (R) gs a difference
between total goods and services produced in the nation,
which is refered to as national income (Y) and total
goods and services taken off the market domestically,
which is refered to as total expenditure or absorption
(A)e Balance of trade can then be written as:

B =Y = A eeveses 20 13-

1. Allexander, S. Effects of pevaluation a Trade
Balances. IMF staff Papers, No.2, Vvol.II, 1952.
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pevaluation can affect change of trade balance in
only two ways: thrcugh a change (increase) in national
income or a change (decrease) in real absorption associated

with any given level of real income.

penoting chances in these quantities by d, we can
write equation 13 as:

dB = dY - dA LI ] eq. 14

Bquation 14 indicates that a change in trade balance
(dp) 1is the difference between a change in income (dy)
and a change in absorption (dA). The first task of
Alexander was to investigate how the devaluation will

affect the two terms of equation 14, dy and dA.

The effects of devaluation upon absorpticon will show
in dA which we can break into two parts: income-induced
change in a absorption, dy, which in turn depends on
price level or other factors related to devaluation (which
we call ¢) and the other part which is non-income-induced
or direct effect of devaluation upon absorption to be
called dpe Then our total absorption, dA, can be written
as:

dA = cdy = dp ensssie OQe 15
combindng equation 14 with equation 15 we get:

dB = (1=C) dy + dDp sesses € 16
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Equation 16 is the Alexander's basic formulation
highlighting the factors that affect trade balance as a
result of currency depreciation., These factors are the
effect on income, dy, the effect on propensity to absorb,

¢y and the effect on direct absorption, dpe.

The increase in income and production that is brought
about by devaluation is the difference between the increase
in total production and the induced increase in total
absorption and this he called hoarding. The trade balance
by equation 16, equals aggregate hoarding of the whole
economy so that the income-induced change in trade balance
equals income~induced change in hocarding i.e. change in
income, dy, multiplied by the propensity to hocard, I-Ce.

If C<1I, then (I=C) dy>» 0 so that there is some hearding
and devaluation under this condition is expected to
have a favourable effect on production, employment and
balance of payments. If C is equal to or greater than one,
which means the economy is already at full employment,
increased output brought about by devaluation will not
improve trade balance except through the direct effect on
absorption, dp. 1In this case trade balance can only
increase through a reduction in domestic absorption of
income and an equal increase in exports or reduction in

impor‘tS.
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2.2.2 Foreign Exchange Market stability conditions,

Foreign exchange market is defined as an institutional
arrangement in which individuals, firms and financial
institutions buy and sell foreign currencies.1 when Nigerians,
for instance, export goods to America, the foreign exchange
market enables the American importers to pay for the goods
in dollar while the Nigerlian exporters are paid in naira.

In this case, we say there is a demand (by the Americans)
for the Nlgeria's naira and supply of the American dollar

for paying the Nigerian exporterse.

In the market approach to exchange rate determination
the market is conceptualised as having demand and supply
functions, with the equilibrium exchange rate being
determined by the intersection of the twe functions. This

is illustrated in fiqure 2.1 below:
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In figure 2.1, the vertical axis represents the
exchange rate which is the cost of foreign currency in
terms of domestic currency. The horizontal axis represents
the volume of foreign currency demanded or supplied.
The demand curve represents the demand for foreign exchange,
and the supply curve represents the supply (The demand for a.d
supply of foreign currency are simply the monetary reflec-
tion of imports and expcrts of goods and services). At an
exchanger rate re, the demand for and supply of foreign
currency are in balance, and the volume of transactions is
Qe I1f the domestic currency depreciates, or exchange
rate is fixed at a level higher than re such as Ry in
figure 2.1, then foreign exchange will ccst more. At R4
the quantity of foreign exchance demanded will be Q,
while the quantity supplied (representing the prcceeds of
export sales) will be Qqe The balance of payments surplus
will be Qy = Q2 as represented by the line LM. The excess
supply of foreign exchange represented by the line LM
will cause the price of foreign exchange to fall until
equilibrium is restored, and vice versa if the exchange

rate is lower than Re.

Exchange rates as determined in figure 2.1 are capable
of removing external deficits/surplus only if the foreiagn
exchance market is stable. Foreign exchange market is

stable if the demand and supply functions have the right
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slopes and elasticities, which in turn are determined by
other institutiocnal and technical conditions in the
economy.1 where such stability cenditions are not satis—
fied, an attempt for external adjustment through the de-
preciation/appreciation of the domestic currency will

not succeed as illustrated in figure 2.2.

Unstable roreicn Exchange Market
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1e kKindleberger, ¢ (1973), International Economics,
Homewood, Irwin,



Foreign exchange market as illustrated by figure
2.2 is unstable because the supply curve is negatively
slopping and flatter (more elastic) than the demand curve
at the equilibrium point. At an exchange rate higher
than the equilibrium rate Re’ the amount of foreign exche
ange demanded is greater than the amount supplied imply=-
ing a deficit in the balance of payments. The excess
demand of foreign exchange will cause the price of foreign
exchange to rise and exchange rate to depreciate further
and the deficit becomes even larger., 50 also the reverse
if the exchange rate is lower than the equilibrium rate,
Therefore a movement away from the equilibrium rate Rg
in figure 2,2 automatically moves us even further away

from Rg? hence the foreign exchange market is unstable,

In countries with unstable foreign exchange markets
attempts to remove the undervaluation and overvaluation
of the domestic currency through the exchange rate adjus—
tments in order to have a viable balance of payments

position may not achieve the desired objective.i

Empirical
work by Ajilima and Agba points to the existence of un-
stable conditions in the nNigerian foreign exchange market .
Hence, there is the need for caution in implementing the

exchange rate adjustment in Nigeria.

1. Olopoenia, R.A. "A preliminary Assessment of the
Theoretical Foundation of SAP in Nigeria. Op.cite.

2« Ajilima, 1 and Agba, v.,A. (1986), The second=-Tier
Foreign Exchange Market as a catalyst to non-oil
Exports. The Nigerian Journal of Economic and
social studies, vol.28, No.1.
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CHAPTER THREE

3 NIGERIA'S EXCHANGE RATE POLICIES

3s1 pPolicy Objectives

The first foreign exchance regulation in Nigeria
was gxchange control Act of 1950 in which two different
areas were designated for the purpose of fcreign exchange
transactions: the sterling area which was free of control
anc non=sterling area which was defined as foreign area
and therefore subjected to requlations. Two years after
independence, Nigeria's external reserves declined from
N343.3m in 1960 to N250.6m in 1962 or by 27%. Against
this background, the 1958 CBN Act in which the CBN was
required to hold external reserves only in gold and
sterling was amended. Under the new arrangement, the
CBN was required to maintain the foreign exchange reserves
in the form of or combination of the following assetszi
( 1 ) cold coin or bullion
( ii) Bank balances

(iii) Bills of exchange

1le rFalegan, s.B, Management of Nigeria's gxternal
Reserves. NIIA Lecture sSeries, No. 6.
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( iv) Government or government quaranteed securities of
not more than 10 years maturity,

( v }) Treasury bills

( vi) securities of international financial institutions
of which Nigeria is a member, provided such securi-
ties have a maturity of five years or less.

(vii) Gold tranche with the IMF.

The exchange control act was alsc promulgated in
1962 so as to conserve foreign exchange and improve
balance of payments position. The new law removed the
favourable treatment accorded tc the sterling area by
defining all currencies other than Nigerian pound sterling
as foreign and all residents of countries other than

Nigeria as non—r:es:ldents..‘l

In early 1970s oil started assuming greater importance
in Nigerian economy and taking increasingly greater share
of Nigeria's total exports and revenue earnings. The
substantial increase in o0il revenues and their monetiza-
tion enabled Nigeria to enjoy a fiscal balance and
favourable trade balance for most of the years in that
decade. However, despite the favourable trade balances,

the over=all balance of payments suffered great fluctuations,

1e Swammy, M.R.K. "Focus on Demonetization of the
Nigerian Naira"in Nigerian Jgournal of pinancial
Management, Institute of Management and Technology,
Enugu, VvVol.4, 1985,



plunging into deficits in 1972, 1976, 1977 and 1978

(see Table 3.1). Hence, as one of the earliest expenditure
switching policies, naira was devalued by 10 percent in
1972 in order to conserve foreign .em:h‘anqe..‘1 The world
wide fleating exchange rate that started in 1973 posed a
serious problem to the Nigeria's exchange rate policy

since the depreciation of the dollar or pound sterling,

the currencies to which naira was anchored, would invariably
lead to the depreciation of the naira against major trading
currencies even when the country was experiencing a rapid
accretion of external reserves. The continued pegging of
naira to the dollar and pound sterling and the new develop-
ments in the global exchange rates policy had serious
adverse impact on the Nigerian economy that the CBN
observed:

"The structure of the export trade was not such that
the country could benefit from any competitive advantage
that continued depreciation could have brought about =
although the naira equivalent of non-oil export earnings
would as a result, be higher. with respect to imports,
the naira prices of imports from countries other than the
the united states and united vingdom continued to rise

with the attendant adverse effects on domestic price 1eve1".2

1. Uzoagu, W.0. (1981), Money and Banking in Nigeria,
Fourth pimension publishing Co. Enugu, p. 174.

2e Twenty Years of Central Ranking in Nigeria 1959-1979.
CBN, Lagos, 1979, p. 172.



In view of the inherent disadvantage in the above policy,
the monetary authority decided from April, 1974 to
implement an adjustable peg exchange rate system in which
the naira would be managed independently of the yus dollar
and other currencies. This involved the pegging of the

naira to some currenciess’

By 1977, the external assets declined from the 1976
level and the exchange rate depreciated. The decline
in foreign assets necessitated the need for external
borrowing in order to maintain the current import level
and external debt was so serious that as early as in
1977 Nigeria was one of the 17 countries whose external
debt was too large relative to their GNP or their export
earnings.1 In order to halt the foreign exchange crisis
that was imminent in 1977, the foreign Exchange Anti-
sabotage Decree of 1977 was promulgated so as to punish
and prevent foreign exchange saboteurs but, that notwithe
standing, the foreign assets in that year declined further
and exchange rate depreciated. with effect from February,
1978, the naira was pegged to a system of import-weichted

bagket of seven major trading partners of Nigeria with

1e Margaret, G. de vries. The IMF 1572-1978 Narrative
and Analysis. IMF, 1985, p. 928.
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weighs assigned to each of the seven currencies based on
the volume of each country's trade with Nigeria.1 From
that time, changes in the exchange rate took cognisance
of many factors, viz, the balance of payments position,
level of foreign exchange reserves, rate of inflation
and movement in the foreign markets of the currencies of
Nigeria's major trading partners, especially the Us dellar

and pound sterling.

The crash of prices in the international crude oil
market in 1981 and the resultant short fall in foreign
exchange earnings coupled with the emergence of serious
balance of payments and external debt crisis, forced the
monetary authority in Nigeria to embark upon a policy of
gradual depreciation of the naira in relation to other
currencies., But the administrative depreciation of the
naira failed to correct the problems that bedevilled the
economy which were assumed tc have been caused by the
unrealistic exchange rate. Consequently, the second=tier
Foreign Exchange Market (SFEM) was introduced on september
26, 1286 within the framework of Stpnuctural Adjustment
Programme (SAP), with a view to achieving a market determined

realistic exchange rate.

1. Obadan, M.I. Exchange Rate pPolicy and Impact on
the economy. A paper presented at the Training
Programme organised by National centre for Economic
Management and Administration (NCEMA) oOctober 20-
November 15, 1991.



The introduction of SFEM marked the beginning of a
floating exchange rate regime in the country. A floating
exchange rate system is one in which the exchange rate
is determin=d by the market forces of demand for and
supply of foreign currency. In the system of floating
exchange rate the currency is allowed to find its level
in the market without government control or intervention.
However, Nigeria's current exchange rate system is a
managed float or dirty float like that of other countries
operating floating exchange rate regimes. It is managed
float because the monetary authority sometimes intervenes
to keep the exchange rates within the desired limits,

The SFEM exchange rate system began as a dual exchange
rate system comprising the official first tier rate and
the SFEM or free market rate. The former was administra-
tively determined and applied to a few official interna=-
tional transactions such as debt servicéng. The free
market rate which applied to the rest of transactions
was determined by market forces of demand and supply
within the framework of a foreign exchange auction system.
The objective of having a two-tier system was to avoid

a deliberate uniform and large devaluation of the naira
but to allow it to depreciate gradually in the SFEM

while at the same time the government continued a down-
ward adjustment of the first—tier rate until the two

rates converged to produce a realistic exchange rate,
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This convergence was achieved on July 2, 1987 at an

exchange rate of N3.74 : $1.00,

since its inception in 1986, the SFEM has metamorp-
hosed into the Interbank Foreign Exchange Market (IFEM)
since January 1989. During the period, the foreign
exchange market has experimented with various techniques
and operational procedures among which are the average
and marginal exchange rate methods, the putch Action
system and the weekly, fortnightly and daily bidding
system, All these changes and reforms have been tried
with the aim of finding a realistic exchange rate of naira

which was believed to have been over-=valued in 1980s.

3.2 Impact on gxchange Rate

contrary tc the colonial version of the pre-colonial
Nigeriats history, inter-regional trade was wide spread
before the colonial domination with variety of currencies,
such as gold, copper wire, iron rods, cowrie shells and
commedity Currencies being used as media of exchanges
Later on, especially after the commencement of the mer-
chantalist imperialism, these currencies were supplemented
by other foreign metal currencies such as American-eagle,
spanish doubloon, Austrian Maria Theresa deollar, French

Napoleon and British sovereign.1

1e ckigbo, P.N.C. (1981), Nigerla's rinancial system,
structure and Growth. Longman Group, London, pe75e



with Britain in colonial control of what is now known as
Nigeria, policies were put in place through various legis-
lations in order to demonetise all other currencies and
allow the pritish currency as the only legal tender in

the country.

when the Nigerian pound was introduced in 1959, it
was fixed at par value with a pound sterling and it was
exchanged for US $2.80. with Nigeria becoming an indepen-
dent nation and her subsequent joining of the IMF on
march 30, 1961, the par value of the Nigerian pound was
defined in terms of gold in 1962 at N2.48828 gramms of
fine gold.1 On November, 1967, the pound sterling, the
currency to which the Nigerian pbund was pegged, was
devalued against the US dollar but Nigeria decided to
maintain the existing gold content of her pound, which
in effect meant appreciation of the Nigerian currency
against sterlinges when the USA unilaterally suspended
gold convertibility of dollar in August 1971 and major
currencies subsequently started floating against the us.
dollar, the smithsonian conference was convened for the
realignment of currencies in which the dollar was devalued

by 8.57%« But Nigeria maintained the gold content of her

1e Twenty Years of Central Banking in Nigeria: 1959~
1979. CBN Lagos, 1979, p. 72.
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pound sterling which implied appreciation of the Nigerilan
pound anainst the dollar by 8,57%. A few months after

the :smithsonian agreement Britaln returned to floating
rate and that resulted in the termination of the fixed
relationship between the nNigerian pound and pound sterling
while the fixed relationship with the dollar continued, >
with effect from January, 1973, Nigerian currency was
decimalised with the naira as the new currency which was

equivalent to a half of the former pound.

In line with the Nigerlia‘'s new exchange rate policy
in which the balance of pa.ments position and level of
external reserves are among the factors determining
exchange ; rate, the naira appreciated by 4.4% and
201% in 19274 and 1975 respectively as a result of rising
external reserves (see Table 3,2)., The level of the
external reserve declined in 1976 and the currency
accordingly depreciated by 1.8%. 1In 1977, the external
assets declined from the 1976 level and the exchange rate

depreciated again.

At the beginning of January, 1980, the exchange
rate was US $1 : NO.5605 but by the end of the year naira
appreciated by 2.9% (i.e. $1 : N0.544S5) which was a re-

flection of the continued dollar depreciation against

1e Ibide, pe 173,
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major currencies that started since 1'9'1'8..‘l The naira

pound exchanae rate, on the other hand, changed from £1:
3142362 at the reainrina of Canuary, 1980 to £1 : M1.2739

at the and of the vear (naira depreciation of 3 percent)
which was a reflection of the pound sterling appreciation
against major currencies.2 pesrite of the recession of

1981 that was brought about by the collapse of oil prices,
the naira - sterling exchange rate was kept fixed in the
first half of 1981.° However, the exchange rate was
variable against the dollar which was due to instability

of the exchange rate of the US dollar against the major
currencies.4 Exchange rate in 1982 was less administratively
determined than previous years. Internally, the decline

in foreign exchange earnings and external reserves in 1902
ercded the strength of the naira as a result of which the
naira depreciated against the dollar by 5.9% but appreciated
against the sterling by 13% due to the sterling's relatlive

weakness,

1le williamson, J (1985), The Exchange Rate system. The
Institute for International gconomics, washington, DC
De 98.

Ze Ibide

3. Annual Report and statement of Accounts, for the year
ended 31st Decermber, 1981. CBN, Lagos.

4‘ 1:"-:;:‘- . ¢ <

5« Ibid., for the ended 31st pecember, 1982,
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The recovery of the US economy led.té'the apprecia~-
tion of the dollar against major currenciles in 1983, ith
Nicerian acoromy still in recession in 1982 the naira
depreciated by 10% against the U35 dollar in that vyear
while it wag steacdy agalnst sterling because of pound
sterlingt's continulng weakness against the dollar. with
interest rate still high in usSA and balance of pavments
in surrlus in 1%84, the deollar contlnued its appreciaticn
against major currencies as a result of which the naira
depreciated against the dollar by approximately 7.4%
while it depreclated against the pound sterling by less
.amount because of the sterling's depreciatlion against the
dollar.1 gy 1985 the Nigerian government was convinced
that gradual depreciation of the naira was inevitable in
order to restructure and diversify the economy. Hence,
the naira exchange rate adjusted downward 26 times in 1985,
with the naira dollar rate depreciating from N1 : $1.2046
at the end of January, 1985 to M1 : $1.0004 at the end of

December, 1985, 2

pevelopments in the exchange rate movements in Nigeria

reveal that government policies, changes in the exchange

le Ibid for the vear ended 31st pecember, 1985,

Ze Aluko=Clokun, I. An aAppralisal of the secon=Tier
' rForeign gxchange Market (grEM), in pPhillips, A.0,
and MNdekwu, z.C. (eds) structural adjustment programme
in a peveloping gconomy, NISRR, Ibadan, 1987,
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rates of malor currencies especially Us dollar and pound

sterling as well as the balance of payments position
influence the naira axchange rate. Although the policy
of gradual depreciation of the naira commenced since
early 1980s, it was after the introduction of the market
detarminad exchanze rate in 1986 that serious attempts

to astalblish real effective naira exchange rate begans

3.2 TImnact ©° racro~economic varlables

o

1

varked exchange rate determination, especially
after the introduction of zAP in 1986, has had a number
of effects on the Nigerian economy. The adjustment was
sat out to achieve certain objectives among which are:
(a) reduce the country's dependence on imports of raw
materials and consumer goods;
{b) enhance the prcduction of the exportables so as to
increase the jigeriat's foreign exchange earnings;
(c) reduce the derendence of the country on oil as a
source of export earnincs and,
(d) increase the level of foreign reserves and bring

aout a balance of payments equilibrium,

The approach we shall use in this section is to
analyse the impact of the market exchange rate on cer=
tain kev economic variahles using a "before and after
method of analysis", A shortcoming of this descriptive
"before" and vafter" method is that it does not explain

to us causality among the varlables., However, it allows
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us to see the extent to which the objectives of the adjuste

- ment are acnieved or failed.

(a) Gross Domestic Product (DP) and its Componants

Deterﬁinaticn of the exchangé rate by the market fbrées
as contained in SAFP document, is to limit the growth of |
domestic aagregate demand and boost supply. The aggregate -
. demand consists of demand for goods and services by cone

sumers, aovernment, businesses and export buvers abroad

while aggregate supply refers to the total supply of goods |

and services. Towards this end, depreciation of the naira
was expected to raise import prices and thereby rationalize
individual and national consumption patterns away from non-
'-\essential imports to the consumption of domestically pro-
duced items. Thus, by determining the relative prices of
tradanle and nontradable, exchange rate will help to achieve

the realighnment of domestic preduction with consumption

. patterns. the import component of aggregate supply is

expected tc decline as a result of higher costs of imports
:'while domestic output supoly is to increase as a result of

increased local demand.

Fl

The index of incdustrial production for all the sectors
in 1986, as shown in Tabkle 3.6, stood at 1686 (1972 = 100)a
This shows a decline of 2%. However, there are marginal

~ increases in 1587, 1988 and 1989, This development is an



.

indication that the derequlation of foreign exchange dis-
bursement had enabled industrial sector to import its

raw materials and spare parts thereby increase industrial
production, The positive impact of the adjustment on the
Nigerian economy was its ability to discourage industries
which preduce goods with high import content and how it
gave incentive tec industries whose products have high
local value-added, 1In this direction, the index of manu=
facturing preoduction {1972 = 100) shows a dramatic

decline from 1986 to 1989 for those industries that derended
on foreign inputs, such as vehlicle assembly plants as well
as radio and T.V. For the vehicle assembly the index
dropped from 1344.1 in 1985, a year prior to the adjustment
to 2329.6 in 1989, decline of 82% (see Table 3.7)e. The
index for radio and T.,V. declined from 367.6 in 1985 to
2442 in 1989, a decline of 93%. The index of cotton
textiles, on the other hand, shows an upward trend: it
rose from 44 in 1986 to 148.4 in 1989, indicating the
ability of the cotton sub-sector to utilize local raw
materials in its production matrix. On the aggregate,

the index of manufacturing production shows upward trends
since tre commencement of the market determined exchange
rate althouah the increases were only marginal, as Tatle

3.7 shows,.

Despite the marginal increase in manufacturing
production, mining and electricity supply during the

period of the market exchange rate determination, one has
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to be cautious in interpreting this develocment since an
increase in industrial capacity utilisation may not
necessarily imnly eitrter an efficient allocation of the
ccuntrv's scarce fcreign exchange or achievement of an
equilibrium exchange rate. The de-control of foreign
exchange market, for instance, has encouraged the IiImporta-
tion of finished goods rather than raw materials and
producer coods, as a result of which the share of finished
goods sectcr to the total foreign exchange allocation
under :SrFZr rose from 17% at the end of the 8th auction
(13/11/86) to 24% at the end of 21st auctione It has
also been observed that over 70% of forelign exchange at
the srzr allocated to the industrial sector was used for
the importation of finsished goods rather than industrial

inputs.2

On the side of agriculture, the index of agricultural
production and share of agricultural sector to GDP have
witnessed marginal increases since 1986.3 But petroleum
continued to dominate the total exports, with share of
major agricultural export commodities standing only at 5.2%

4

in 1987 and 5.,7% in 1988, The share declined further to

3.0% in 1989 while the share of petroleum was 92.9%,

1le Ayodele, A,.,s, et.al (eds), reflating a pepressed
Nigerian Economy. Department of gconomics, ARU, zaria,
1988, p. 11.

2e Ibhide

3e Annual peport and statement of Accounts, for the year
ended 31st pecember, 1989, CBN, Lagos.

4a Ibide.
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91.2% and 94.9% in 1987, 1988 and 1989 respectively. Al-
though there has been an increase in the production of
most of Nigeria's major agricultural export commodities
during the period, with output in cocoa rising from 105,000
tonnes in 1987 to 230,000 tonnes in 19881, there has not
been a significant increase in the export of these commodi-
tiess This development indicates the increasing use of
these commodities by the agro-allied industries that flourished
after 1986 as well as the smuggling of the agricultural
commodities into the neighbourino countries. The increase
in the output of cocoa and other agricultural export
commodities could be due to reduction in employment and
utilization of resources in the production of other cropse
For instance, while the unit price per ton for the production
of maize increased at the end of 1986, the selling price
per ton had declined thereby forcing farmers to shift their

resources to the production of other pfofitable crops.2

(b) Balance of pPayments

According to the theory of purchasing power parity,
the exchange rate links the price levels of different coun-

tries, In this case, the prices of internationally traded

‘l. Ibid.

2e Usoro, E.J. Development of the Nigerian Agricultural
sector within the Framework of the sAP in Phillips,
A.C. and Ndekwu, E.C, (eds) Op.cit, p. 170.
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goods can be changed by varying the exchange rate. The

exchange rate affects the balance of payments through

effects on exports and imports of goods and services and
capital inflows/out flows. A depreciation/devaluation of
the naira, for instance, is expected tc improve the balance
of payments through one or combination of the following:

( 1 ) raising, in terms of nalra, the prices of imports
of ncods and services into the country relative to
domestically produced goods and services. This is
expected to reduce import demand;

( ii) reducing, in terms of foreign currency, the prices
export commocdities from Nigeria relative to the
prices of commodities in the importing country and
relative tc the prices of exportables from tre
country's trading competitors. This is expected
to increase exprort sales abroade.

(iii) encouraging foreign capital inflow and discouraging

ocutflow,.

In Nigeria the price and quantity of crude petroleum,
which accounts for over 95% of total export earnings, are
fixed by the opPECc as a result of which devaluation/depre~
ciation will not have much impact on earnings from oil.
Exchange rate change does not also affect the prices of
primary export ccmmodities which are determined on the

various commodity exchanges abrocad by the consumers,
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Therefore, trends in the current account of the balance
of payments are, tc some extent, determined independently
of exchange rate action. The figures in Table 3.1, 3.2
and 3.3, which show different asrects of balance of paye=
ments, are in million naira. The value of Niceriars
exports, as table 3,3 shows, was %9,088 million in 1984
and N11,720.8 million in 1985, but it declined in 1986
when SAP was introduced to wW8,920.5me The value of exports
jumped to 230,239.9m in 1987, althouch the substantial
increase was only in nominal (i.e. nzira) terms. ror
instance, the indices of average prices in dollars of
Nigeria's major agricultural exports (1975 = 100) was
only 1274 in 198% and 127.8m in 1988 but due to the naira
depreciation the indices in naira terms were 833.1 and
935.4 in 1987 and 1988 respectively.1 The increase in
exports was slight in 1988 even in naira terms. The
value of exports showed a declining trend in terms of
foreign currencies, For example, the value of non-oil
exports declined from 537m s.D.R. in 1985 to 340 million

2

Se.D.R. in 1986, a decline of 36.69%. In 1987 it declined

further to 285 s.p.R., @ decline of 47% from the 1985 level,

le CBN Annual Report and statement of Account for the
Year ended 31st pecember, 1989, p.21.

IMF Balance of Payments Statistics, vol.39, No.II
1988,

4% ]
.



on the import side, because of the structural mal-
faction of the Nigerian economy in which industrial
sector derends heavily on foreign sources for its raw
materials, intermediate and capital goods, exchange rate
can hardly bring about the desired structural t:!'umga-.‘1
This is so as studies have shown that the demand elastici-
ties for Nigeria's imports are generally low as a result
of which any attempt to curtail imports through price
changes might not be as fruitful as being advocated.2
For these reasons the value of imports in maira terms

continued to increase since the introduction of the ex—

change rate adjustment in 1986 as table 3.3 showse

The external reserves in naira terms increased by
29% in 1987 from the 1986 level but this increase was
absorbed by the substantial rise in imports in 1987 as
indicated by the ratio of reserves to imports which fell
from 7,19 in 1986 to just 3.12 in 1987, Apart from that,
the reserves in both 1986 and 1987 would have been lower
if part of the external debt commitments falling due
during that period had not been %nfare:.3 The situae

tion is worse in 1988 even on the basis of exteenal

1e Kwanashie, Me Structural Adjustment:; capital Accumu-
lation and Employment in phillips, A,0. and Ndekwu,
B.Co (@ds) Opecit. -

2. Obadan, M,I, A Critical Appraisal of the SFEM as
Instrument of policy in Attah, J, vwanashie, pM .and
Ojowu, 0. (eds) Op.cit, - . o -

3, 0Jo, M.0C. An Appraisal of the socioeconomic Impact
of structural Adjustment rolicies in Nigeria in
Bullion, CEN July/pecember, 1989 vol.13, No.3, pe. 67,



reserves and balance of payments position as tables 3.1
and 3.3 show. The ratio of reserve to import was only
‘e.® in 1988 which implied that it cculd not finance two-
months worth of imports at the current impert level.

That situation is very critical since it implied that
two years after the programme that aimed at determining
the realistic exchange value for the naira, the Niceriar's
reserve holding was far less than the stipulated minimum
four-month levels needed as reserves., 1In 1987 there was
a balance of payments surplus and an increase in external
assets. But this positive development was accounted for
largely by an increase in oil export earnings which
increased from US $5,469.5m in 1986 to Us $7,575.6million
in 1987 as shown by the table 3.5. The non-oil exports
which the depreciation of the naira intended to increase
declined by 16% during the same period.® 1In 1588, the
balance cf payments was in terrible deficit while it
suddenly reverted tc a dramatic surplus of N8,727.8m

in 1989 (see table 3.,1). Like in 1587, the surplus of
1989 was not due to better performance of non-oil exports
but due to oil exports which increased substantially

from N28,435.,4 million in 1988 to N55,016.8 million in

1989, a 93% increase.2

le IMF Balance of payments sStatistics. Op.cit.

2e CBN Annual Report and statement of Accounts for the
Year ended 31st pecember, 1989,



(c) novernmant RBudaet,

~hoe chance in exchanue rate that started in 1986
has resulted in massive depreciation of the naira., One
effect ci tihiis is a substantial change in the character
and maanitude of the government budget as a result of
the tremendous boosting of the domestic revenue of the
Fecderal, state and local governments, As a result of
the derreciation of the exchange rate the naira equivae
lent value of feoreign exchance earnings has increased
substantially., For this reasomt the size of the federal
budget and its components have grown phenomenally since
19854 The federal retained revenue, as s table 3.8
shows, increased from 349,64C.3m in 1985 to ¥37,792.1m in
1990, Total Federal government expenditure increased
from %12,680.0m in 1985 tc N61,149.1m in 1990. However,
the size of the overall hudget deficit has also increased
from j3,03%9.7m in 1985 to %23,357.0m in 1990. The substan-—
tial increase in revenue, in terms of naira earnings, has
enablad the governments to finance their recurrent
budgets and settle their naira denominated debt due to
contractors and suppliers., The increase in expenditures
which 1s the result of enahanced revenue accrued to the
government has enabled the governments to complete the

ongoing capital projects and undertake new ones.



{d) Income and Inflation

~he derreciation of the naira which resulted from
the attempt to determine the realistic exchange rate has
caused a suhstantial rise in the naira prices of most of
Nijeriats cash crops. Table 3.9 shows the prices of
selected cash crons between 1985/86 and 1989, The 1985/86
prices are rre-5(rEM) prices while the 1°86/87 and 1989
prices are the post-s5(FzM) prices for those buying seasonse
The iacreases in pricas are very remarkable. For example,
a tonne of cocoa which sold for #1,800.,0C in 1985/86 sonld
for N7,500.00 in 1986/87, which is a post=-S(FEM) period.
The price was §10,100,00 in 1989, 1In general, all the
cormocdities listed recorded substantial percentage increase
in prices between 1985 and 19892 with benniseed recording
the highest percentage increase of 1,322.2 while the lowest
percentace increase of 118.3 was recorded by palm oil,
Also there have been increases in the prices of other
agricultural preducts used largely by the domestic induse
tries, The increased prices of agricultural produce has
resulted in improved rural nominal incomes which led to
the increase in the share of the country's wealth flowing

tc the rural areas,

Since 1986, the derreciation of the naira has been
a major facteor resyponsible for risina the rates of inflae
tion in Nigeria. As the country is highly dependent on

imported inputs and raw materials to keep the manufacturing



industries going, every depreciation of the naira leads
tc the rising of naira prices of imrorted inputs and this
is transmitted to the whole economy in the form of high
prices of goocds and services. As table 3,4 shows, the
annual averace of retall price indices (November 1975 =
100) rose from 867.,6 in 1986 to 931.5 in 1987, with index
for food component rising from 244,71 to 1,037.7. The

indices for fced and clothinc compronents increased by

Lad

2% and 2% respeetively between 1987 to 1988. The depre=
ciation of the naira, therefore, hés caused a reduction

in real income and effective demand of the Nigerians.



-y
— 9 ] e

Trahle 1,1

vajor Accounts of “iceriars =alance of Fayments: 1960-1928°
(s; villion)

vear ~rade “alarce ~urrent Account capital ap peficit
erchandize malance Account (=) or

Balance surplus(+)
1960 =-828,6 -138,6 54,2 -T78 a4
“.962 —6 7.?. - "1'7.6 ?aos —‘35.3
1962 -20,2 109.0 69.2 =00 o0
1965 - 5.6 -1"7.4 132.0 1962
1966 62,C =112, 96,8 =176
1967 40,8 24116,0 122.8 -5 7 o4
1968 34.6 -=16E,2 160.C 660
1969 106,48 -108,6 80,6 172
1970 178,0 =50 .0 49,2 5846
1971 285,0 -229.,4 293.4 12748
1972 &77:5 -309,.5 259,2 =40 o8
1973 1,024,.1 107,77 59,2 16545
1q74 4,439.3 3’062.5 - 5‘9 3,102.2
1975 1,487, 42,6 141.1 1575
1976 12935 =259.3 -506 =339,9
1977 §37.0 =656,% 234.4 44740
1978 2,147.3 -2,386,9 111.9 =1,29346
1979 3,364,232 1,009,.5 813,2 1,868,.9
1880 5,091.1 24355.3 97.4 2,40242
1981 -1,896.3 -3,998,.4 833.1 =3,020.8
1982 -2,564,.1 -4,87%,5 1,026.8 =1,39843
1983 -1,401,2 -3,160,0 2,735.,2 =301a3
1984 1,909.2 94,6 66,8 354.8
1986 2,936,.9 -2,99%.1 -1,900.9 -784,3
1988 94747.1 -1,437,7 -18,447,3 -24294,1
1989 27,111.0 13,968.4 16,874,.9 8472748
Note: *The 1989 figures are crovisional

sources:

1« Falegan, s,=, "Trends in Nigeriar's malance
of payments and pPolicy Measures needed for
self-reliancen in celf-neliance and self-
sufficiency; papers presented and compiled
at the nNational workshop on self rReliance and

suf ficiency in the Ninerian Economy, Adekanmbi
Memorial Press, Ibadan, 1979,
2e "CBN Annual rer~crt and statement of Accountsn

various Issues.
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Table 3.2

The sxternal Assets of Nigeria; 1970-1987 (nNm)

vear Total External Assets of Nigeria

1970 1767
1971 30342
1972 270.6
1973 438.1
1974 3,540.1
1975 3,696.4
1976 3,487,.5
1977 3,033.9
1978 1,387,432
1979 3,250.8
1980 5,655

1981 2,576.4
1982 1,065.3
1983 828.7
1984 1,422.1
1985 1,816 .8
1986 5,022.6
1987 6,766 .2

Source; "Nigeria Business Guidev. 1st rdition.
INCCN Limited (Merchant Bankers).
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wable 3,3

selected gconomic tndicators in Niceria: 1978~1988(nm)
Ttem GnF at Total Exports  Total =xternal preserve/
Zurrent Imports Reserves Import
1978 34,5401 6,064.4 8,2117 1,192.5 174
1979 41,974.3 10,836.8 7,472.5 3,043.0 4,89
1980  49,632.3 14,077.0 9,658.1 5,445.2 6477
1981 574569.8 10,470.1 12,013.2 2,424.8 242
1982 58,8301 8,722.5 12,565.5 1,026.6 0.98
1983 60,672.0 7,502.,5 8,903.7 725.2 0.98
1984 68,662,1 9,088,0 7,178,3 1,080.0 1.81
1985 7847756 11,720.8 7,932.9 1,641.1 2.48
1986 81,292.,8 8,920.5 5,983,6 3,587.4 7419
1987 107,640.0 30,239.°9 17,861.7 4,643,.3 3612
1988 136,°58,7 33,138,1 24,900.,4 3,272.,7 158
Note: +eReserve/Import 1s the number of months that the
external reserves could accommodate in financing
the current import level, 1t is found by multiply-
ing the value of the external reserves by 12 and
then divide by the value of imports,
source: Egconomic and Financial review. B8N, vol.27,

MOeZ2e



Annual Average petall rrice in Nigeria: Rase Nove

w T =

Table 3.4

1975=100

components 1981 1982 1883 1984 1285 1986 1987 1988
1« FooA 468,13 510.2 614.2 850,7 870,.6 944.,6 1,037.7 1,445,.8
?e PReverage and

nrinks 278.5 287,17 311.6 4£52:1 5768 644.9 64045 858,13
3. Tobhacco 186.3 209.4 210.6 234,.3 261.9 300.1 358.3 537.8
4. Fuel " 1iaht 274.3 302.9 343,0 340,6 359.7 719.1 591.9 684,6
Se Clothing 335:5 364.1 467,9 6292,.4 7773 1,046.7 1,457.1 1,505.8
6e All Ttems 401.5 426 .4 505.4 696.9 7623 867.6 931.5 1,250.4
Source: Bullion. Central Pank of Migeria July/pecember, 1989, Vvol.13, No. 3=4,



crude cil statistics in Nineria; 1981-1988

vear 0il sxport cil revenue Ratio of 0il Ratio of
carninas UsS (8 Million) to total Ex- 0il to total
$ »illion port sarnings Revenue
1981 17,659.,6 B,546.4 98,2 7063
1982 12,779.1 7,814.9 28,6 66.4
10832 9,953,3 7,253:0 96,0 6940
1984 11,568,4 8,269,2 973 739
1985 12,203,7 104923.7 97.1 Thad
1986 5,469,5 8,107.3 93.8 65.9
1987 7457566 19,027.0 92.% 7548
1988 6445741 20,933.8 88.4 767

Source; Bullion, CBN July/December, 1989, vol.13, NOe3=4,
Table 3.6

Ind=ax¢ cf Industrial production 1972=100

vear Manufac=- Mining Electricity Total for

turing sectors
1984 280,8 75.9 316.5 147,0
1985 336.5 81.6 363.3 169,.4
1%86 323.4 79.8 438,.3 16640
1987 432.2 72.1 431.5 195.8
10887 505.3 78,9 456.9 224,2
19882 516.4 94.1 514.0 239.1
Notes: 1. Revised 2. Provisional

Source:; Annual Report, 1989, cnrN of Nigeria,



Table 3.7

Index of manufaciuring production. (Base Quarterly Averoge 1972=1CC)

Susel scft Bear —ctlon|oYnNthetiFoot |Taints|Refin~[Cenent |- efi-]Vehicle|Soap |Radic |lotal

Confec Drinke and Textileg|Fabrics,|year ed pet g5 celissemt |and and

ioner] stout H roleum oG ly Deter-|T.7

{ent

1984 | L7.- Jziab 419.4 103.5 €39.4 |51.3 [243.1 [251.7 | €040 113.2 168%.3 ]171.0 |334.1 280.8
1985 | Lz.c 765, L89.3 110.0 340.2 (41,8 |177.2 |358.8 }303.8 2051 |13Le1  |17€.3 387.0 | 338.0
1988 | 30.5 559.4 17.L L o0 666.8 |32.7 |140.1 [201.1 |328.5 [025.9 [629.0 181, |181.4 | 323.5
1987 5Ts7 10C5.0 LCe.9 140.1 3,028.9 [23.2 |157.9 |298.1 |279.0 15%.0 |362.6 |L498.7 | 81.6 | L32.3
1988 | 3C.1 1CLS . Shly by 141.9 119306,5  |2he5 |165.3 |36L.5 |336.1 1006 |2L3.1 [LE3.1 | 25.9 | 505.3
1989 3oL J140GS1 L2 525.8 1484 L,802.5 [21.6 [163.7 [|362.9 |366.C |231.1 239.6 |L93.1 | 2L.2 | 516.4

Source: Amnual Report, 1909. Centiral Bank of Nigeria




Takle 3.8

radaral Sovernment Rudqgetary Onerations

vear redaeral retained Total Federal Overall nudaet

pavenue (xm) expenditure(dm) peficit (Nm)
1985 9,640,3 12,680,0 - 3,039,7
1035 7,669,4 16,223,7 - 8,254,2
19287 16,129.0 22,018.7 - 5,889,1
19€§ 15,588 ,6 27,749.5 -12,160,9
19€9 25,762,2 1,028,3 -15,266,1
1990 37,792.1 61,1494 1 ~23,35%,0

source; Central 2ank of nNigeria, Annual Reports and
statemrents of Accounts.



Tahle 2,9

pricas of selected cash ~rors (N per Tonne)

commedity 1985/86 1986/87 1989 Percentace change
3 2 ) TR TR
Eenniseed 360 24295 5,120 537.5 1932242
coceca 1,600 7,500 10,100 358,.8 5313
Coffee(Arahnica) 1,450 5,000 7,464 244,8 414,.8
copra 300 - n.a - -
cotton 850C 3,500 2,433 311.8 18642
Groundnut 750 2,500 4,775 233,3 536.7
Ginger (pPeeled) 950 1,500 2,873 57 9 202.4
Palm Kernel 460 850 1,800 112.5 350.0
ralm 0il 600 1,200 1,310 100.0 118,3
scya Beans 500 1,500 4,030 2000 70640
Rubber 750 1,000 2,000 33.3 166,7
Kolanut - 74500 15,000 - -
Cchilli pepper - 3,500 92,017 - -

Source: Central Bank of Nigeria, annual Rreports and
Statements of Accounts.
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SHAPTEZP FCUR

4 DATA AVAL VSIS

4e71 Migeriats exchante pate vovements

Instability of exchange rate cdiscourages long term
investments and distorts the development planning of a
nation. For these reasons the best approcach to exchange
rate determination in a develoring country like Nigeria
is the one that ensures less instability. In . : this
section we shall investigate the deqree of exchange rate
variability during the two broad periods of exchange rate
reaimes i.e, fixed/adjustable pegged rate regime and the
regime of dirty-floating. The regime of fixed/adjustable
pegaed rate is an extended period and it covers a period
of fifteen years (1971-1985) in our sample while the dirtye
floating regime is a short period covering the period of
1986-1990, we shall calculate the coefficient of variation
in each of the two periods to see which period has more
fluctuations~ The smaller the coefficient of variation,

the smaller the underlying fluctuations during the period.2

1o Cline, W.R. (1976), International Monetary reform
and the peveloping Countries. The 3rookings Institu-
tion, washington, p.c. p. 18.

2. Ibid.



The exchance rates data, which are naira-dollar exchange
rates, ara shown in Table 4.1 below
Table 4.1

standard naviation of the naira=pollar Exchange Rates:;1971-85

vear sxchange rate (Naira Per One >
Us pollar) X X
1971 0.7128 0.5081
1972 0.6579 0.4328
1973 C.6579 0.4328
1974 0.6288 0.3954
1975 0.6155 0.3788
1976 0.6266 03926
1977 0.6446 0.4155
1978 0.6351 0.4034
1979 0.6027 0.3632
1980 0.5465 0.2987
1981 C.6138 0.3768
1982 0.6732 0.4532
1983 0.7234 0.5233
1984 0.7642 0.5840
1985 0.8924 0.7964
9.9954 Ba /35

X = 0,66636

source; Internatiocnal Financial statistics, 1987 yvearbooke.

S = £ — w2

Ne1

sese .17

where,
S= Standard deviation

X = Exchange rate

A

N = MNumber of observation

The mean of exchange rate
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The value of ocur standard deviation as computed
frem Table 4,1 above is 0.0821431. The coefficient

of variation, v, is defined as:

LY

4 =

0.0101259

Al

v

@or the shorter reriod, when dirty=floating (FzM)
is reina operated, the computation is on Table 4.2 below:
Table 4,2

standard neviation of the Malira-nolla =xchanne nates:

1986=1950,
vear gxcharce rate (Naira per x2
One US pollar)
X

1986 1. 3468 1.8139
1987 4.0064 16,0512
1988 4.4823 20.0910
1689 7.6221 58.0964
1990 847100 75.8641
26,1676 171.9166

X = 5.23352

Note: Exchange rates from 1986 to 1988 are annual average
while the exchange rates for 1989 and 1990 are as
at end of the respective years,

sources:
1l International rinancial statistics, 1987
Yearbook and vol. XLII, No.5, May 1989,

2« Central pank éf Nigeria Annual neports and
statement of Accounts, 1989 and 1990.
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OQur standard deviation for the shorter period (1986-19920)
when FEM 15 used to determine the exchange value of the
naira is found to be 2.2566852. The coefficient of

variation is found to be 0,.,5649515.

comparing the coefficients of variation for the two
pericds we find the coefficient for the shorter period
(1986=1990) is greater than that of extended period of
fixed/veacad rate regime. Hence, there is more fluctuation
for the period of only five years because of frequent
and large variations in exchange rate compared with the
extended period cof fifteen years. This implies more
instability of exchange rate when the value of the naira

is being determined by the forces of demand and supply.

4,2 Purchasing power parity (ppPp) Applied to Nigeria

As we pointed out earlier, one of the short comings
in applying the purchasing power parity is that structural
forces, a part from the monetary factors, may influence
the foreign exchange market, There are two implications
in Nigeria as far as this shortcoming is concerned. First,
since Nigerla depends largely on petroleum for her foreign
exchange earnings, a decline in oil revenue resulting from

oil
itier [/ glut or fall in the international oil price

e
will lead to the depreciation of the naira. puring the

oil boom, such as during the Arab~Israel war of early 1970s,
the naira will appreciate. we can over come this problem

in our calculation of the purchasing power parity rate by
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The other side of structural changes to be considered

in applying the purchasing power parity is the effects
that the gstruvctural Adjustment Programme have on the
accnomy. althounh sap pelicies such as depreciation of
the naira and reroval of subsidies have helped to change
the structure of the Nigerian economy, it is only tnoze
policies that directly contribute to the balance of payments
equilibrium that are considered as Iimrortant in applica- |
tion of prP. Those policies that do not directly contribute
to the kalance of payments equilibrium are regarded as
unimportant as far as the short comings in the application
of the ppp is concerned.’ cur concern, therefore, is
whether any of the policies under the SAp have contributed
greatly (positively or negatively) to the balance of pay=~
ments situation in the country. If they do then their
structural effects on the economy will reduce the validity
of applvying PFP theory to the Nigerian situation after the
intreduction of sap in 1986, whlle some economists such as
Bird, khan and Lizondo supported the idea that currency
depreciation affects the balance of payments position of
the economy of developing countries, others auchk as Coonar
Krugman, Taylor and many Nigerian economists have expressed

some reservations regarding the efficacy of these policies.2

1le Osagle, £ and Cckggu, B.Z. Op.cit.

24 Ibid.
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Available statistics indicate a decline in non-oil export
earningys of rigeria in foreign currencies slince the intro=-
duction of 5AP. For instance, the value of non-oil
exports declined from 537 million s.n.R., in 1985 to 340m
5oR in 1985 and declined further to 285 million in 1987-1
The above arguments suggest that even though there have
been structural changes in the Nicerian economy as a result
of sAp, such changes are not to the extent that can render
the use of FPF theory to the naira inappropriate. oOfficer
has observed that even the critics of the PPP recoanize its
validity in certain aspects.z Since the introduction of
SAP the CBN has been trying to determine an equilibrium
exchange rate through the auctlcning of the available foreign
exchange to the authorised dealers. The exchange rate to
be ultimately arrived at may not be an equilibrium rate
since the supply of the foreign currencies being ‘auctioned
is limited. Therefore there is a need to provide another
objective criteria that will quide the CBN in its exchange
rate determination.

Dre Omoruyi has recognised pPPP as one of such options
and observed that " Apart from proving quides to exchange

rate manacement, the equilibrium exchange. rate (PppP rate)

%a Balance of payments statistics, IMF, Vvol.39, MNoeII
1987,

24 officer,; L.H. Ope.cit.
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alsoc constitutes one of the critical variables in determi-
nation of the degrees of over-valuation or under-valuation
of the currency".1 ience, in addition tc the market
exchange rate determination, the Prr rate will provide
further guidelines to the 7an in its current efforts to
determnine the real exchange rate for the naira,

Tha Cholce of roreign Currencies and Rase Year

vie heve chosen the United states dollar and the —ound
sterling as the currencies with which to compare the naira
nct only tecause the currencies are widely used in the
interrational tracde but also because the yYsa and the UK
are among the major trading partners of nigerla. ror
instance, about 30% of the Nigeria's total non-oil exports
was accounted by the UKk in the 1980s while the USA accounted
fer abtout 35% of total oil exports during the same pericd.2
we have chosen 1983 in our PPP rates calculation because
in that vyear the effects of structural change due to oil
glut or oil boom was less and the balance of payments
position was not in much disequilibrium compared to previous
years. In determination of exchange rate using ppp, condi-
tion of equilibrium in the balance of tracde serves as

definiticn of exchange rate that represents purchasing power

parity as cassel expdainsy

1o ororuyi, 3.zZ. (1989), structural Adiustment and tational
Development: Deriving and ensuring a falr and viacble
exchange rate for the naira in rEconomic and rinancial
rReview, CrN, vol.27, ro.3.

24 Osagie, £ and ckogu, 83,4, Cp.cit,
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ngguilibrium in the international balance of trade can
evidently only be reached at a rate of exchange which

will enable A to sell as much as to 2 as B to A. This
condition may serve as the exact definition of the rate

of exchange that represents the purchasing power parity.
obviously, at this rate of exchange the purchasing power

of the one currency is as nearly equal to that of the
corresponding amount of the other currency as it 1s possible

-

to ascertainv, The balance of pavments position was in
nearest tc equilibrium in 1968 when there was a surplus
of only 6.0 million. S0, we chose 1968 in our PPP rates

calculation vis-vis pound sterlinge.

purchasing Fower parity rRates for the Naira.

Consumer price indices and exchange. rates, published
in the 1IMF International rinancial statistics 1987 vear
Book and May 1989 edition, were used for both USA and
Nigeria. The consumer price indices of Nigeria for 1987
and 1988 were cobtained from the Bullion by the central

Bank of Nigeria, July/pecember, 1989, vol.13, No.3-4.

The dollar-naira exchange rates, which weye pericd
average of exchange rates in Nigeria, were converted into
naira-dollar exchange rates as is the current practice of
exchange rate quotation by the crNne By this convention

we are defining exchange rate as the number of naira required

1e Chachodiades, M. (1978), International Monetary Theory
and policy. mMmcgraw-H1ill Book Company, p. 186.



to purchase one unit of foreign currency and therefcre [ D

rate equals our equation 4 of chapter two. By this
definition our formular for calculating an over-valua-

tion/under=valuation of naira is:

ppp rate = Actual exchange rate x 100 ,.2q.18
Actual Exchanre Rate

A plus sign indicates an over-valuation while a
minus sign indicates an under-valuation, The naira-
pound exchange rates are cross rates obtained from the

same S0ouUrce,

The data and the estimated pPP rates as well as
over-valuation/under-valuation are shown in the Table

4,3 and 4,4 below:



Table

4,3

Ccalculated prp Rates for the Naira vis-avis the ys pollar

(1960-1988)
vear Nigeria UsSeA. Actual ExCw PPP Rate % Over/
CPI, 1980 < I. 1980 hange Rate under-
= 100 = 100 N per US valuation
pollar

1660 15.81 35.92 0.7143 0.3184 -55442
1962 17.71 36,71 0.7143 0.3490C -31.14
1563 17.23 37.16 0.7143 0.3354 =53,04
1964 17.38 37.64 0.7143 0.3340 =-53424
1965 18.09 38.25 0.7143 0.3421 ~52.711
1966 1%.84 39.42 0.7142 0.3641 -49,02
1967 1. 10 40,52 0.7143 0.3410 =52426
1568 19,00 42,22 047143 0.3255 =54,43
1969 20,95 44,49 0.7143 0.3406 =52432
1970 23.81 48.12 0.7143 0.3655 =48,83
1971 2765 49,15 0.7128 0.4070 -42490
1972 28,40 50,77 0.6579 0.4047 =~38449
1973 30.01 53.93 0.6579 0.4025 -38,82
1974 33477 59.85 0.6288 0.4082 =35,08
1975 45,12 65,32 0.6155 0.4997 -18481
1976 55.07 69.08 0.6266 0.5767 - 796
1977 66 .88 73.58 0.6446 0.6575 200
1978 81.40 7917 0.6351 0.7438 17412
1979 90,93 88,13 0.6027 0.7464 23.84
1980 100,00 100,00 045465 0.7234 32437
1981 120.81 110.35 0.6138 0.7920 29,03
1982 130,11 117.15 0.6732 0.8034 19.34
1983 160,31 120,91 0.7234 0.9591 32,58
1984 223477 126,07 0.7642 1.2840 68402
1985 236,13 130.55 0.8924 1.3084 46,62
1986 238,65 133.06 1.3468 1.2975 -3.66
1987 248,85 138.0 4.,0064 1.3045 67,44
1988 287,15 143,47 4.4823 1.4479 -67470
Note; A plus sign indicates an over-valuation while a minus

sign indicates an under-valuation.

Source: 1. International Finarcial
IrF 1987,

2e International rinancial
5, MaY, 19890

3s Bullion,
1989,

Volt 13, NO. 3"'4-

Statistics, 1987 vearbock
Statistics, vol.xLII, No.

Central Bank of wnigeria, July/pecember
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Table 4.4
calculated pPp Rates for the Naira vis-—a-vyis the pound sterling

Year CPI CPI. sxchange Exchange Cross Rate PPP Rate 7. over-valuation/
Mviceria UK Rate Naira Rate pounds Naira per one under=valuation.
1980=100 1980=100 per one per one pound

pound dollar

1260 15.81 18.63 0.7143 0.3571 2.0003 1.4547 -27.28

1961 16.82 19.28 0.,7143 0.3571 2.0004 1.4955 -25.24

1962 17.71 20.08 0.7143 03571 2.0003 1.5119 -24,42

1963 17:23 20,49 0.7143 0.3571 2.0003 1.4415 ~-27.94

1964 17.38 21.16 0.7143 0.3571 2.0003 1.4080 -29.61

1965 18.09 2217 0.7143 0.3571 2.0003 1.3987 -30,08

1967 19.10 23.60 0.7143 0.3614 1.9765 1.3873 -29.81

1968 19.00 24.71 0.7143 0.4167 17142 1.3181 -23.11

1969 20,95 26,06 0.7143 0.4167 17142 1.3781 =19.61

1970 23.81 2¥:12 0.7143 0.4167 1.7142 1.47 24 =14.11

1971 27465 30.34 0.7128 0.4108 1.7352 1.5622 - 9,97

1972 28.40 32.49 0.6579 0.3997 1.6460 1.4684 - 84,97

1973 30,01 35,48 0.6579 0.4078 16133 1.4499 =10413

1974 33,77 41.13 0.6288 0.4275 1.470% 14075 -~ 4,31

1975 45,12 5113 0.6155 0.4501 1.3675 1.5127 10,62

1276 55.07 59.59 0.6266 0.5536 1.1319 1.5842 39.96

1277 66,88 69.03 0.6446 0.5729 1. 1252 1.6608 47,60

1978 81.41 74.74 0.6351 0.5210 12190 1.8672 D317

1979 90.93 84.77 0.8027 0.4713 1.2788 1.8388 43,79

1980 10C .00 100.00 0.5465 0.4299 12712 1.7142 34.85

1281 120.81 111.88 0.6138 0.4931 1.2448 1.8510 48.70

1982 130.11 121.50 0.6732 0.5713 1.1784 1.8357 55.78




Table 4.4 continued

1°83 160.31 127.10 0.7234 0.6592 1.0974 2.1621 97.02
1984 223.77 133.40 0.7642 0.7483 1.0212 2.8755 181.58
1985 236413 141.51 0.8924 0.7714 1. 1569 2.8604 147,25
1986 238,65 146,41 1.3468 0.6817 1.9756 2.7942 41.44
1287 248,85 152.41 4.0064 0.6102 6.5657 2.7989 ~57437

Motes The Nalira pound exchange rate, which is shown in column 6, is a cross rate which is
found by dividing column 4 by column 5.

sources:
1. 1International rinancial statistics, 1987 yvear Bock. IMF, 1987,

2 International Financial statistics, vol.XLII, No.5, May, 1989,

3. PRullion, Central Bank of Nigeria, July/pecember, 1989. Vol.134Noe.3-4.
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As it can be seen from Tatle 4.3, using 1983 as a

base year, Nigerian currency had been under-~valued from

1960 when the country got independente up to 1976, This

empirical finding contradicts the assumption among some

ascholars that the naira was over-valued since its introduc-—

tion in January, 1973. The reason for such an under-valua-

tion to last a span of seventeen years ocut of the twenty-

eight vears under review was the rate of inflation that was

higher in uzaA than in Nigeria during the period and the

fact that )Nigeria had a fixed exchange rate against the

dollar up to 1271, except slight revaluations in subsequent

years and depreciation in 1976. By 1976 the cil revenue

extravaganza seemed to be virtually over and by 1977 the

trade balance declined from 41,293,5 million in 1876 to

¥537.0m. Then the wide gap in the relative prices between

Nigeria and her trading partners seemed to be closing

rapidly as inflation started to be an intractable problem.

in the country. If the level of reserves of Nigeria is

low the nalra is supposed to be devaluad /depreciated in

order to stimulate exports and check the growth of exports,

A balance of payments deficits (in the sense of market

balance) on the other hand suggests excess demand for foreign

exchange and the need to devalue/depreciate the national

currency in order to encourage exports and discourage importse.

Hence, by 1977, despite an increase in oil revenue to the

government, the decline in external assets persisted and so



the naira depreciated although the extent of the deprecia-
tion was not enough to off-set the change in domestic cost
and prices vis-a=-vis Nigeriat's trading partners. Therefore,
from then onwards the naira started to be over-valued
against the USs dollar on the basis of ppp criteria as the
calculation in Table 4.3 shows. The over-valuation conti-
nued up to the new decade due to high rate of inflation

in Nigeria than In usa without any substantial exchange

rate changese

The depreciaticn of the naira is supposed to reduce
the degree of over-valuation. However, despite the depre-
ciation of 5.6% in 1984, the naira was still over-valued
by as much as 68%, This indicated that greater depreciation
was needed in order to remove the over-valuation. Hence,
the naira depreciated by about 17% in 1985 and the degree
of over-valuation was reduced to about 47%, 1In the last
quarter of 1986, the policy of market exchange rate deter-
mination was officially launched and so the naira exchange
rate as annual average, depreciated by 51 percent against
the us dollar. By the end of 1986 the naira was no longer
over-valued but under-valued by 3.6% vis-a-vis the us
dollar (according to the PPP criteria and using 1983 as a
base year)., From 1988 to 1989 the nairg continued depre-
ciating massively and so also it continued to be under-

valued and its purchasing power drastically eroded.



The fact that prior to SFEM the CBN had to ration the
available foreign exchange throuar dmport licencing and
other methods of administrative control to manufacturers,
merchandise importers and other Migerlans in need of
foreign currencies was a testimony to the overwvaluation
of the naira at that time. The following are some of the
indicators of the naira overwvaluation prior to 3rzM:

(a) nivergence between the ppp exchange rate and prevall-
ing exchance rate. FPrior to zFEr the basket of goods that
Nigeriats nalra could buy in Nigerian market was less than
the same amount converted into foreign currencies could buy
in foreign markets. 1In oOther words, foreign currencies
converted into nalra could buy more quantlty of a good in
Nigeria than in fotreign markets.,

(b) Excess of demand for over supply of foreign currencies.
With the moretizatlon of the 0il revenues, aggregate demand
1s bound to increase leading to the quantity demanded for
foreign currencies to exceed the supply. In such a case
where demnand exceeds supply, the naira was supposed to de-
preciate but that was not the cage due to the CBN interven-

tion which indicates the over=valuation of the naira.

As we can see from our calculations the massive de-
preciation of the naira in 15%7 and after had led to the
under-valuation of thes currency. This evidence suggests
that instead of the marketwdetermination of exchange rate
which the country adopted, the policy of gradual depreciation

of the nailra should have continued in line with the behavicur



of rates of inflation in Nigeria and other countries.1 If
that was done the over=valuation would have been removed
without the terrible consequence which massive depreciation
produced. Since the supply of foreign exchange is limited
any attempt to determine exchange rate through the market
forces would continue to lead to further depreciation
because of the dependence of the economy on importse. The
differences in prices between Nigeria and other countries

will :£hen widen and this will cause further under-valuation,

Implication of an under-valued Naira for the Nigerian

Economx.

Oone of the major objectives of the current policy of

exchange rate determination in Nigeria through the forces
of demand and supply is to arrive at an exchange rate which
will significantly raise the non-oll exports and reduce
importse However, up tc 1988 there had not been a signifie-
cant change in the ratio of o0il total revenue as Table 3,5
showse Trade barriers against the exports from developing
countries by the industrialised countries have also been

emerging since the mid—19703.2

The implication of that is
that the under-valued naira will produce the negative
effects assoclated with the currency depreciation without

yielding the positive effects it is supposed to produces

e Osagie, E and Okogu, B.E., Ope.cit.
2e Ibid,
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The value of imports has also been increasing as Table
3.3 shows and this confirms the flnding of low demand elasg~
ticities for Nigeriars imports.1 while the under-valued
naira has led to a significant increase in the cost of
producticn and increase in general price level, the import

demand 1s still high.

another negative effect of the under-valuation of
the naira as a result of market eaxchange rate determination
is tre cripplinc of some manufacturing industries and some
priority sectors of the economy that cannot compete
effectively with high profit and quick-=return industries
in the purchase of foreign exchange. The high cost of
foreign exchange has denied many industries the opprtunity
to acquire the forelgn exchange they needed and this led

to low capacity utilisation in such industries.2

From the foregeolng analysis it is clear that the
market exchange rate determination which is currently
being practised in Nigeria has failed to achieve its
obiectives and therefore government intervention is needed
in the overall interest of the economy. The exchange rate
being determined through the FEM is arbitrary since the
supply of the foreign exchange 1s at the discretion of the

government and also it does not take into account price

Te obadan, M.,I, A Critical Appraisal of the sreEM as
Instrument of prelicy in Attah, J, Kwanashie, M and
Qjowu, O (eds), The Nigerian Economy under (S)FEM
Department of Economics, A.B.U, zaria.

2e 0sagie, E and Okogu, B,E. Op.cit.
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differentials between Nigeria and her trading partners.
Therefore there is a need for a more objective criterion,
such as the PPP approach, which will help in the deter-
mination of the naira exchange rata, The PPP theory

has its own limitation as a result of which the CBN
should use it as a quide in determining the margins with-
in which the exchanae rate should fluctuate rather than
using the PPP rates we calculated in Tables 4.3 and 4.4

as the actual exchanae rates,

Under the new methed the CEN should use both FPP
rate and market-determined rate, with appropriate weights
assiaoned to each, in arriving at the effective exchange
rate, That means after calculating the PPP rate, the
C3N will continue to organise tender sessions so as to
find the FEV rate, which depends upon the demand of the
authorised dealers for the foreign exchange and the
amount supplied by the CBN. In the determination of a
weighted average of the FEM rate and the PPP rate, the
C2N should assign weights to each of the rates taking
into account other policy objectives since it is not
only inflation differentials or demand for and supply of
foreign exchange that should be considered in exchange
rate determination. 7If the major objectives are the

protection of local industries and promotion of non-oil
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exports then more weights should be given to the FZM rate

while if the objective is fight against inflation the

ppr rate should have more weights, In order to ensure

the smooth and effective operation of the new system thre

following measures should also be introduced:

(a)

(b)

Allocation of the foreign exchange according to
priority. The effective exchange rate we have pro-
rosed may not clear the market, so the C3N should
after determining the rate then sell to the authorised
dealers the avalilable foreign exchange according to
sectoral priority. Any prospective buyer of foreign
exchange should furnish the authorised dealer in
advance the documentary evidence of the underlying
service, commercial or industrial transaction. The
files for each transaction with the relevant documents
will then be presented for verification by the CBN
inspectors. This will ensure ascertaining the genuine
demand for foreign exchange and adherence to sectoral
prioritye.

Publishing the names of beneficlary of the foreign
exchange. In order to prevent speculators within

the banking system the names of organisations or
individuals to whom the foreign exchange is sold and
uses for which it iIs sold should be published by

the authorised dealers.
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(c) Abelishinc the interbank market. The operation of
interbank dealincs encouraces speculation and un=—
healthy competition., The 3y should sell foreign
exchange periodically to the authorised dealers
while in the intervals the authorised dealers can
purchase foreign exchange from the individuals to
augment thelir stock.

4,3 xz Tests

The main aims of determination of exchange rate
throuch the market forces in Nigeria are to increase the
value of exports, reduce imrorts and improve the balance
of payments position. In thils section we shall use the
xz distribution to find if chances in these macro-eccnomic
variables prior to 1986 are such that had justified abane=
dening the system of pegging the exchange rate in favour

of the market-determined exchange rate and also to investi-

gate the responses of these varlables to the new policy.

with the data in Table.4.5 we shall perform tests

of statistical significance in the values of exports and

imports, using the x° distribution defined as:
Xz = i (0-3)2 sasss eq. 18
1=1

where,
C = Cbserved frequencies
E = Expected frequencies

N = Number of observations
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Table 4.5

gxoorts and Imports of Nigeria; 1981-1990 (N Million)

Year Exports Imports

1981 10,470.1 12,013.2
1982 8,722.,5 12,565.5
1983 7,502.5 8,903.7
1984 2,088.0 7,178.3
1985 11,720.8 7,932.9
Total;1981-1985 47,503.° 48,593,6
1986 8,920.5 5,988.6
1987 30,239.° 17,861.7
1988 33,138.1 24,900.4
1989 $7,971.2 27,20049
1990 109,886,.1 39,7712
Total;1986-1990 240,155.8 115,717.8

Source: CBN Annual Report and statement of Accounts,
various Issues.

To test the null hypothesis i.e there is no significant
change in exports from 1281 to 1985 when the adjustable-
pegged exchange rate was used, we ccmpute our observed

exports data as follows:



Table 4,6

Test of significance of pifference in Exports: 1981-1985

Percentage pPoints Expected 5
of Exports = percentage (0-E)
points E
= C = E O =E
22 20 2 0.2
18 20 -2 Da2
16 20 -4 0.8
19 24 -1 005
25 20 5 125
2
100 100 X 2e5
2

From the computation our obtained X
2

= 245¢ Frem
the table the critical value of X" at 5% confidence

level with (5-1) degrees of freedom = ©.488, Since our
obtained x2 is less than 9.488, we accept the null
hypothesis that there is no significant change (increase
or decrease) in exports over the period. Hence, deter-
mination of exchange rate through the market forces in
order to increase exports is justified. To investigate
the response of exports as a result of the new policy, we
take the post-sSAp period, from 1986 to 1990, The computa-

tion is shown in Table 4.7.
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Table 4.8

rest of Sin;ificance of nifference in Tmrorts: 192719175

percentage points sxpected rer-— (0 = E)2
of imrort values centacge points =
= C = E C - E

25 20 5 1425

26 20 6 1.8

18 20 -2 0a2

15 20C -5 125

16 20 -4 0.2

100 100 %2 43

2

rrom the ccmputation our obtalined X = 5,3 which iz

: at 5% confidence level

lass than 9.488 i.e. value of X
with (5=1) degrees of freedom, Therefore, there is no

singificant change in imports from 1981 to 1985 and this
justifies using markat-determined exchange rate as from
1986 so &s to reduce imports significantly. To investi-

gate how imports respond to the new approach of exchange

rat

W

determination, we take the post—SAF periocd i.e.

1986 to 1990, as worked out in Table 4.9,
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Table 4,9

Test of significance of sifference in Imports: 1986-1990

percentace pocints axpected per-— (0 = 3)2
of imprort values centaqge points E
=0 = f C =-E
5 20 -13 1125
15 20 -5 125
22 20 2 Qa2
24 20 4 0.8
34 20 14 9.8
100 100 «® 22.3

q
In the case of post-sSAP period, the computed X“

2 0.05 with (5-1) degrees

is greater than the critical x
of freecom, Thus, the null hynothesis is rejected and

we conclude that during the period there is a significant
chance in imports. However, as it is shown on Table 4,3
the values of imports during the period (1986-1920) shows
an upward trend, Therefore the significant change in
imports was an increase not a decrease as the policy

intended.

pate of Inflation.

Pricr to the sap, the rate of inflation in Nigeria was
hisher and rising more rapidly than in yineriats trading
rartners while exchange rate changes were slight., That
situation encouraged importation and discouraned exrorts.

Here we " Investigate if the changes in the rates of
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inflatien (measurecd by CPI) is significant before and after
the introduction of the foreign exchange market, Table
4,10 shows the changes in CrI prior and after SAP:

Table 4.10

charces in 7PI in Nigeria: 41981 - 1990

Year percentage Change
1981 20.9
1982 77
1683 23,2
1984 39.6
198 5¢5
Total change;: 1981-1985 56.9
1986 Se4
1987 10.2
19€8 38.3
1989 20.5
1990 745
Total change; 1586-1590 111.9

source; (32N Annual Report and statement of Accounts,
various Issuese.

From Table 4,10 we can test the hypothesis that there
is no significant change in the rate of inflation in

2

Nigeria frcm 1581 to 1985 using a X“ distribution as

shown in Table 4,11 below:
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Table 4.11

Tast »f sianificance of nifference in Consumer Price Index
in Niceria:; 19E41=1985

Percentace points Expected per- (0 = E)z
of changes in CPI centage points 0 - = E
= C = B

21 20 3 0.05

g 20 -12 T7e2

24 20 4 0.8
41 20 21 22405

6 20 -14 2.8

- 2 L= ]

100 100 X 39,9

“rom the computation the observed x2 = 39,92 while the

X° from the Table at 5% confidence level with (5-1) de=

2 is

grees of freedom is 9.488, since the observed X
agreater than the tabulated x2, we reject the null hypo-
thesis., Therefcre we can say there is significant change
(increase) in 7rI during the period which had justified
the introduction of the market-determined exchange rate.
pue to an increase in exports, decrease in imports and
economic growth as a result of de-regulation of foreign
exchange market, it is expected that the rate of inflation
will come down durinc the SAF period. So, we perform a
statistical test of sionificance for the post-s5:p period

to see 1f there 1s a significant charge (decrease) in

CrI from 1286=1990 usinag the Aata of table 4.10;
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mable 4,12

Trest of Sicnificance of nifference in 'y in igeria;1986-1990

percentace roints mxpected per- (0 - E)z
of chances in cpI centaqge points =
= O 2 E 0 = 5
5 20 -15 1125
9 20 -11 6406
34 20 14 0.8
45 20 25 3125
7 20 -13 8.45
w2
100 10C X 66,8
Here also the critical x2 0.05 at (5-1) degrees of

2 48 66.8 and we

freedom = 9.488 wnile the observed X
therefore reject the null hypothesis. The conclusion
is that there 1s a sicgnificant change in CPI during the
pericd, However, the change in ¢PI 1s an increase, not
a decrease as it is deslred. The increasénc inflationary
praecsures when the naira exchange rate is being adiusted
downward 1s an indication of the failure of government to
protect the low=income groups as pPresident Thrahim zabangida
promised;

"The productiviiy, Price and Incomes Boards and
the price intelligence agency must therefore be strengthen
to selectively protect the prrices of wage goeds that
directly affect the wellfare of workers and of other

lower-income groups. If however, domestic food and
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and aoriculture continue to exmand and if import . depen-
dence by industries is slgnificantly recduced, then consc-
quential inflationary imract of the structural adjustment
nrooramre can be moderated for the socially sensitive

-
income classesv, ”

Althouch there has been a siqgnificant increas~ in
ex-orts from 1286 to 1990 when tre exchance rate is heing
determined thrcugh the foreign exchange market as our
test of significance shows in Table 4.7, there is doubt
about this increase in real terms. Some peorle arqgue
that the substantial rise in the value of exports is only
in naira terms while in foreign currencies there is no
significant change. we therefore perform the test of
sicnificance of the change in exports valued in Us dollar
to verify that claim. The value of the merchandise exports

ir the Lalle below 1s in a foreign currency.

1e Babangida, 1.2. (1986), Address tc the Nation on
various National Issues, June 1986.
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Table 4.13

Merchandise Exports: 1981-1990 (Mmillions of UsS Dollar)

Year Exports
1981 17,961
1982 12,088
1983 10,309
1984 11,827
1985 12,369
Total; 1981-1985 65,554
1986 6,599
198 7,654
1988 6,931.7
1989 7,870.9
1990 11,029,0
40,084,656
sources;
1« International rinancial statistics, 1987
Year book and vol. XLII No.5, May, 1989,
2 Central 2ank of Nigeria, Annual Reports

and statements of Accounts, 1989 and 1990,

To test the null hypothesis that there is no

significant change in value of exports valued in US

dollar from 1981 tc 1985, we compute the observed exports

data as follows:
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Takle 4,14
Test of significance of nifference in Exports in !'s Dollar
198 1=-1985,

o
rercentage points Expected per- (C =~ E)™
of exrorts value centage points B

- 0 = & o - 5
27 20 7 2«15
19 20 -1 0.C5
16 20 -4 Cet0
20 20 0 0.0
100 100 x2 345
The computed x2 = 3¢5 while the critical x2 at

5% confidence level with (5-1) decrees of freedom = 2,488,
Since the computed x2 is less than 9.488, we accept the
null hyrothesis that there is no significant change in

exnorts valued in ys dellars over the period.

To verity if there is significant increase in value
of exports in forelgn currencies from 1986 to 1990, we
take the post-SAP period as shown in the Table 4.15 below:

Table 4,15

Test of Sincificance of Difference in exrorts in !5 pollars

1986-1950.
Percentage points Expected per- 0 - Ln
of exports value centage points 0=t —
= O = E

16 20 -4 0.C2C

17 20 -3 0.45

20 20 0 C.00

28 20 g 3,20

2

1€0 100 X 4.5




2 2

The computed xX° 1s 4,5 which is less than X at 5%
conficdence level with (S-«1) degrees of freedom, /e
therefore accept the null hyrotnesis that there is no
siznificance increase in exports valued in U3 dollars
over the rericd.

our findings from the ceomputations are as follows:
there were no sicnificant increases in exports beth in
local and foreicn currencies between 1981 and 1985 while
the value of imrorts and rate of inflation did not decrease
significantly over the perliod., =2ased on these findings
the introduction of the foreign exchange market in 1986
is justified because the market exchange rate tc be deter-
mined through the foreign exchange market was expected to
help in raising the comnetitiveness of the Nigeriarts
exrorts and increase its value and it was expected also
that imports would be made expensive thereby reduce its
value, 2But the findings show that between 1986 and 1990,
when the market exchange rate was used, there was an
increase in the value of exports only in local currency,
which was due to the depreciation of the naira, while
the value of imports and rate of inflation had risen

significantly.

Determination of exchange rate in Nigeria through
the foreign exchange market has helped to fuesl inflation

in the country without achieving the major objectives of
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of the policy. The modification of the policy, especially
in favour of a system that moderates the rate of infleo-
tion is preferable, such modification should be in line
with our sucgestion in section 4,2 =€ tnis chapter in

which the weighted averace of the FEM rate and the PPP rate
is to be used so that changes in the reletive prices can

be appropriately off-set.
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CHAPTSER FIVE

- SUMMARY AND RECCMMENDATIONS

This chapter summarises our findings and prescribes

appropriate policy recommendations.

56l Summary

1. Flexible exchange rate, on theoraetical grounds, enables
the exchange rate to find its equilibrium level so that
there will be no excess demand for the foreign currencies,
Nigeriats decision to introduce the policy of market deter-
mination of exchange rate is informed by this thecretical
postulation. However, evidence in Nigeria has shown that
the elasticities of demand for imports and exports and
elasticities of supply of imports and exports are low as a
result of which the policy failed to achieve most of its
major objectives: there is no significant increase in
exports denominated in foreign currencies while the value

of imports has increased significantly during the period.

2e pevelopments in the dollar and pound sterling exchange
rates as well as revenues earned from oil dictated the
Nigeria's exchange rate policy in 1970s while no attempt

was made to use the exchange rate as an instrument of diver-
sifying the economy and switching away expenditure from

foreign to domestic consumption.
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3. contrary to the popular belief in Nigeria, the naira
was under--ralued vis-a-vis the U.35. dollar from 1960 up to
19763 this undervaluation, which lasted a span of seventeen
years, was a reflection of price stability and lower
inflation rates in nNigeria vis~a-vis those of U.5.A., during
that periods 1In relation with the pound sterling, on the

other hand, the naira was under-valued from 1960 to 1974,

4, From 1975 and 1977, the naira started to be over-

valued vis-a~vis pound sterling and U.S. dollar respectively,
according to the PPP criterion. From 1986 when the SFEM

was introduced the naira started to be under-valued again
against the vU.sS. dollar while the under-valuation against

the pound sterling commenced from 1987.

Se The under-valuation of the naira as from 1986 has dis-
couraged investment in the industries that produce goods
with high import content while those industries whose pro-
ducts have high local value-added recorded a marginal
increase in output. The under-valuation has also led to

a significant rise in the rates of inflation which is
contrary to the government policy objectifes of raising the
lavel of national income, boosting domestic otitput and
moderation of the rate of inflation during the period of

SAPe

6o The increase in the naira revenue as a result of the
depreciation of the naira has enabled both the federal and
state governments to complete many projects and under-take

new ones as well as to settle their domestic debts. However,
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on the external front the external reserves and balance of
payments positions do not show any persistent positive

development.

7s Although the depreciation of the naira since 1986

has caused an increase in the production of some agricul-
tural commodities, the dominance of petroleum in Nigerila's
foreign trade has remained, and the importation of food,
beverages and tobacco continued with their upward trends

despite the increase in the naira cost of importse.

8. Because of the rising rate of inflation in Nigeria
and the failure of market exchange rate to achieve its
major objectives, the PPp rates should be used as a guide
in the determination of effective exchange rate in
Nigeria. The effective exchange rate under the new method
will consist of the weighted average of the FEM rate,

which is influenced by the market conditions, and the ppp
rate, which 1s influenced by relative prices. The weights
to be assigned to each of the two rates should be variable,
depending upon the existing economic condition and policy

objective of the country,

5.2 Recommendaticns

Based on our findings, we make the following recommen-

dations:



- 113 =~

1. Market determination of exchange rate in Nigeria has
failed to increase the productive base of the economy and
reduce the dependence of the industrial sectcr on foreign
inputs. For this reason, our scientists, engineers,
technologists and research institutions should be given
support and encouragement for the research and development
of the available local raw materials for industrial use,

An agricultural research should also be intensified so as
to increase the national food supplies using local inputs
and implements as much as possible,

2e The demand for imports is still very high in Nigeria,
Government should ban the importation of those goecds that
we can produce locally and a legislation to that effect be
made and enforced.

s The official funding of the FEM should be increcased in
order to minimize the gyrations of exchange rate and ensure
a move towards exchange stabilization.

de The present under-valuation of the naira should be
reduced by allowing the naira to appreciate. This can be
achieved by ensuring that all the foreign exchange earnings
from non-oil exports are repatriated and the official

foreign exchange sold only to the genuine importers.

Se The depreciation of the naira has caused an unprece-

dented inflation in Nigeria due to the rise in thz cost
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of production. Products and services, such as fertilizers
and petroleum, which are used as inputs by other sectors
of the economy, should get more subsidies so as to reduce
the high costs of production that various sectors of the
econcmy suffer from as a result of high costs of their

inputs,
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5.3 Conclusion

The major concerns of this study are the analysis
of exchange rate policies and determination in Nigeria,
From the time of independence and up to 1986, the
approach to exchange rate in Nigeria was haphazard and
un-coordinated. Exchange rate policies were then made on
basis to address specific problems and the determination
of exchange rate was sclely done by the monetary authority.
with the introduction of the structural adjustment in 1986,
exchange rate has become a major policy instrument that
is designed to achieve specific goals, The policies and
determination of exchanger rate as they are currently

taking place are influenced by market conditions.

Three conclusions emerge from this study. First, the
current method of determination of exchange rate has some
operational problems such as abuses in the utilisation of
foreign exchange sold to the authorised dealers. To remedy
the problems the Central Rank of Nigeria should exerclse
greater control and supervision over the authorised dealers
and strict penalty be imposed against the banks that fail
to comply with sectoral guidellnes in utilisation of
foreign exchange. The seccond conclusion is that market
exchange rate alone cannot ensure the achievement of non-
inflationary growth and self-reliance in the country. There-

fore the current policy of determination of exchange rate
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through the foreign exchange market should be modified

and supplemented by other approaches that will especially
moderate the rising rate of inflation: this approach is
purchasing power parity. Finally, exchange rate alone is
not adequate in improving foreign sector performance in

the country. The increase in value of imports and poor
performance of exports valued in foreign currencies are
testimonies to that, 1In order to ensure the diversifica-
tion of the economy and reduce the imports of non~essential

commodities, government must intervene as and when necessary.
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