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ABSTRACT

The study wundertakes an analysis of the causes of
fluctuations in Nigeria's Real exchange rate over the period
1973-96. The study period was divided into two sub periods
1973-86, and 1986-96 and the real exchange rate instability
indices for the two periods were cal cul ated using coefficient
of wvariation nmethod. The result shows a greater degree of
instability in real exchange rate over the period 1973-86 than
the later period, 1986-96. This signifies that the period
1973-86 had nore inconsistencies in macroeconom ¢, trade, and
exchange rate policies. Also, using a sinple regression nodel
and Granger causality test, explanatory variables reflecting
Nigeria's real exchange rate changes were statistically
i nvesti gat ed. The estimated regression equation reveals that
fluctuations in the terns of trade and nom nal exchange rate
changes were the mpjor causes of Real exchange rate
instability in N geria over the period of study. Donestic
nonetary and fiscal policies contributed to a | esser extend to

the volatility in real exchange rate.

The study reveals a wunidirectional <causal [link from
Terms of trade to Real exchange rate without a feed back
effect. There existed also a negative causal relationship from
net capital inflow, growh in nmoney stock, federal governnment
fiscal deficit, and the degree of openness to Real exchange

rate, which signifies a depreciating effect of the variables

on Real exchange rate.
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Suggestive neasures from the analysis therefore are
policies which aim at stabilizing the terns of trade. Thi s
can be done by balancing the Nigeria' s external accounts. The
study advocates an exchange rate managenent policy follow ng
the purchasing power parity approach targeted at non-
inflationary fiscal and nonetary policies which will help in
achi eving both internal and external bal ance. Al so to have a
strong realistic and stable exchange rate a unified exchange
rate systemis reconmended.

There should be a restraint in the growh in noney stock

combine with prudent fiscal operations.
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CHAPTER ONE
INTRODUCTION

1.0 BACKGROUND TO THE STUDY

The overall poor economic performance of less developed
countries (LDCs} has been mostly attributed to the lack of
enabling environment to encourage econcmic agents to invest
and produce efficiently. The incentive structure does not
promote efficiency in the utilization of resources. The
macroeconomic policy mix led to the over-valuation of the real
exchange rate which discourage export production and
diversification and made imports artificially cheap (Lipumba,
1992) .
The exchange rate is a price of one currency in terms of other
currencies. It places a value on a unit of domestic currency
of a particular country in relation to the currency of its
trading partners (Dornbush, 1988) . when applied in
conjunction with other macroeconomic policies, the exchange
rate is expected to lead to the achievement of the goals of
price stability, improved and sustained economic growth,
reduced unemployment and promote balance of payments
stability. An optimal and stable exchange rate system would
help in achieving these macroeconomic cbjectives. Like other
economic variables such as interest rate, inflation rate,
unemployment rate, money supply et cetra, exchange rate is a
strong economic indicator for assessing the overall

performance of an economy,. It 1s one of the macro-economic



variables that reflects the strength or weakness of an
economy . (Dornbush. 1988) .

The exchange rate previously defined reflects the
nominal exchange rate (NER) which is the exchange rate as
generally understood and gquoted in the foreign exchange
market. Real exchange rate (RER) the domestic NER adjusted
for changes in price level differential between the domestic
economy and the rest of the world is of higher significance
than the NER because the RER does not only reflect general
economic performance and international competitiveness, but
also the different sectors of the economy as well as foreign
trade flows and balance of payments, internal debt crisis
domestic production and consumption, and resource allocation
in the economy. A sustained misalignment of RER in terms of
overvaluation or undervaluation is taken to be a major source
of macro-economic disequilibrium (Krumm, 1993). The degree of
RER fluctuations in Nigeria shown by the
appreciation/depreciation level of the RER has over the years
been an issue of serious concern. The extent of naira RER
appreciation/depreciation was given as-4.3,-7.6, 29.4 and-15.0
percent in 1980, 1982, 1984, and 1985 respectively (Obadan,
1994). These were vears preceeding the introduction of
Structural Adjustment Programme (SAP) in Nigeria. The RER
depreciated to 68.25 percent in 1986 with the adoption of
Second-tier Foreign Exchange Market (SFEM) under the ausplces

of SAP (Olisadebe 1991).



The RER has kept fluctuating since 1986, appreciating in
some years and depreciating in other years. The degree of and
the implication of the fluctuations in the RER in a typical
developing country like Nigeria requires serious investigation
because monetary stability is crucial to a country's financial
well being and to 1its economic relationships with other
countries. A major concern that has been worrying the
government of Nigeria has been that of determining how to
stabilize the highly fluctuating exchange rates sc that her
foreign trade, foreign and domestic investment and other
macroeceonomic variables will stabilize so as to achieve zan
acceptable level of economic growth and development. Various
efforts have been made by government policy makers to
stabilize the naira exchange rates.

This study is an attempt to empirically investigate the
causes of RER instability in Nigeria over the period 19873-

1996.

1.1 STATEMENT OF THE PROBLEM

Real exchange rate in Nigeria have continued to be
viewed as a matter of national and international concern, A
stable system of exchange rate is seen as dependent on stable
macroeconomic policies at the national level. The poor
economic performance in the last few years shows that the

exchange rate system has had serious problems. The most

critical one has been that the RER movements (i.e NER changes



adjusted for inflation differences across countries) have gone
far beyond those suggested by theories. Such maladjustments
have created a major problem. It has prevented efficient
allocation of resources. Large RER changes of over 30 percent
over the medium term adversely affected the pattern of
production, employment investment and consumption within

Nigeria.

It is often argued that RER instability has adverse
effects on growth, because it creates uncertainty (which
reduces investment) causes rescurces to move back and forth
between tradable and non-tradables and more generally generate
unnecessary adjustment costs (Killick, 1988). The implication
is that instability is not predictable thereby causing
distortions in both private and public sectors planning
decisions. With regard to the problem of RER instability in
Nigeria the follewing questions were considered significant
for this study.

1. What are the factors causing RER instability in Nigeria?

2. What are the effects of RER instability?

3. How effective are the Nigeria's exchange rate policies
in eliminating or reducing the persistent RER
instability in Nigeria?

This study is an attempt to address these and other

related questions on the RER instability in Nigeria.



1.2 OBJECTIVES OF THE STUDY

The thesis 1s aimed at achieving the following

objectives.

a)

b)

c)

d)

e)

1.

To calculate the RER instability indices for the two

periods 1973-1985 and 1986-1956.

To carry cut an empirical investigation inte the causes
of RER instability in Nigeria.

To conduct a causality test so as to find the direction
of causality, 1f there is any between RER and each of
terms of trade, capital inflows, money supply, degree of
openness, nominal exchange rate changes, and federal
government fiscal deficit.

Review exchange rate policies in Nigeria and their
efficacy in solving the problem of RER instabilaity.

Make appropriate policy recommendations based on the
findings.

RESEARCH HYPOTHESES

The following hypotheses which are derived directly from

the objectives of the study will be examined.

i) that RER instability is mainly caused by terms of
trade, capital inflows, growth 1in money supply,
nominal exchange rate movements, degree  of
openness, and federal government fiscal deficit.

ii) That there is a uni-directional causal relationship



supply; nominal devaluation; degree of openness;

and federal government fiscal deficit, and RER.

1.4 JUSTIFICATION OF THE STUDY

An understanding of exchange rate behaviour has reached
an important position in recent years because of the role
international trade and foreign investment play in
accelerating economic growth in some nations.
In Nigeria, despite various efforts made by both the monetary
authorities and researchers to solve the problem of RER
instability the problem failed to respond to policy
prescriptions. This may be due either to wrong policy
application or failure to identify the main causes of the
problem. It should be emphasized here that unless the
Nigeria's exchange rate policy is studied carefully and tested
on both theoretical and empirical grounds any suggestion or
proposal for the solution of Nigeria's economic problems mavy
be ineffective. Although there is much interest on the RER
instability and its impact on the economy there is limited
empirical evidence on the causes and measures of RER
instability in Nigeria. This then makes a study of this
nature a very useful contribution to the existing knowledge.
The study attempts to carry out an empirical investigation
inte the factors responsible for the persistent naira real

exchange rate instability over the years.



15 METHODOLOGY

TYPE OF DATA REQUIRED

Published data on exchange rates, Terms of trade,
capital inflows, money supply, federal government fiscal
deficit, and other related macroeconomic <variables as

specified in the model were used.

SOURCES OF DATA

The data employed in this research work were time series
data of the relevant wvariables, and the data were mainly
secondary in terms of their source. Information was gathered
from Central Bank of Nigeria (CBN) Publications; Statistical
Bulletins, Bullions, Annual Reports and Statements of
Accounts, Briefs, Economic and Financial Reviews. Added to
these sources were information and data gathered from
textbocks, seminar papers, articles, International Monetary

Fund (IMF) and world Bank Publications.

TECHNIQUE OF DATA ANALYSIS

Descriptive and analytical methods were applied to
analyze the factors that cause RER variability in Nigeria.
The analytical method made use of the Ordinary Least Square
(OLS) method using a simple econometric model.

This study alsc adopted the use of Granger technique to

test for the causal linkage between RER and each of-terms of



trade, capital inflows, money supply, nominal exchange rate,
degree of openness and federal government fiscal deficit.

We used ccoefficient of wariation in ealculating the RER
instability 1indices for the period 1973-1985 and 1986-1996.
The period of the study could not be extended because some of
the variables like, net capital inflow had data only up to

1996 as at the time of investigation.

1.6 SCOPE AND LIMITATION

The work covered the period 1973-1996. This period is
wide enough to permit good deductions that may influence or
redirect policy decisions in Nigeria. In 19873, following the
decimalization and change of the HNigerian currency from the
pound to the naira, an active exchange rate policy was
adopted. This then served as a basis for a study of this
nature., The period of the study has been broken down into the
pre-raeform and Reform period. This then made any logical
deduction possible on the impact <¢f the RER policies adopted
prior and during SAP and after SAP period in stabilizing the
RER in Nigeria. The SAP intrcoduced in Nigeria in 19B6 was
seen as a revelution in Nigeria's econcomic policy formulation.
A common problem associated to a research of this nature 1is
the availability and accessibility of statistical data. Where
the data is available, 1its reliability tends to be
questionable. Nevertheless this study has made use of the

available published data from the official sources.



The resuits should be taken with caution.

1.7 DLAN OF THE 3TUDY

The work is structured intc five chapters. Chapter one
is the introduction and it contains the statement of the
probklem, objectives of the study, reseaxch hypothesis,
Justification of the study methodology and limitations.
Chapter two reviewed and appraised the related literature on
the research area. It discussed the concepts of nominal and
Real exc¢hange ratss, the equilibrium real exchange rate and
the significance of RER. _It also discussed the effects of
exchange rates overvaluation. Under theoretical framework,
the chapter alsoc reviewed various exchange rate behaviour
models and fixed and fleating/flexible exchange system. It
alsc reviewed and appraised empirical literature on the study
area.
Chapter three reviewaed Nigeria's exchange rate pelicies and
their effectiveness towards stabilizing the naira real
exchange rate. It also discussed the effect of RER changes on
Nigeria's trade balance over the pericd of study. It examined
the trends of the RER instability and calculated the RER
instability indices for the period 1973-1985 and 1986-96.

Chapter four contained the model specification and the
discussion of thz regression results. It analysed the results
zand 1interpreted both the OLS regression model and the

causality test.
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Chapter five contained the summary, conclusion and policy

recommendations.
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CHAPTER TWO
REVIEW OF LITERATURE

2.0 INTRODUCTION

There have been serious controversies among economists
and policy makers as regards the determinants of real exchange
rates and the causes and effects of the exchange rates
movements. This chapter reviewed wvarious exchange rate
determination theories with an emphasis on the purchasing
power parity theory which serves as the background for this
study. The subsequent sections discussed the concepts cof
nominal and real exchange rates, equilibrium RER, significance
of RER and the effects of overvalued exchange rate. It
further reviewed exchange rate models and fixed and
fleoating/flexible exchange rate system. The chapter finally

appraised the empirical studies on the area of study.

2.1 CONCEPTS OF NOMINAL AND REAL
EXCHANGE RATES
Nominal exchange rate 1is the exchange rate that is
common and familiar to everycne. It is simply the relative
price of two monies, i.e the price of domestic currency in
terms of foreign currency as being quoted in the FOREX market.
In general terms, it represents the number of units of
domestic currency that exchange for a unit of foreign
currency. In Nigeria, the naira exchange rate represents the

units of domestic currency (naira) that exchange for one unit
. — e "
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of a foreign currency (U.S5. dollar for instance). NER assumes
relevance largely because of the Cross-border flow of
commodity and financial assets. It connects the price systems
in different countries thereby allowing international traders
to compare prices directly (Kindleberger, 1983).

Just like the commodity market, where price is
determined by the forces of demand and supply, exchange rate
is primarily determined Ey the supply and demand for foreign
CUrrancy. The higher the demand for foreign currency, the
more will its price rise which is the samething as a fall in
value of the units of domestic currency. The demand for
foreign currency 1s represented by imports of goods and
services. While the supply of foreign currency is largely
represented by receipts from the export of goods and services
which reflects the demand by foreigners for domestic goods and
services. Any shortage in supply could be augmented by loans
and transfers from abrecad. The supply of foreign currency is
thus a function of that part of domestic output which is
exported as wall as its price. The demand for FOREX depends
on price as well as the level of income and liquidity among
other factors (CBM, 1897).

Real exchange rate {(RER) is defined as the nominal
exchange rate deflated by the relative inflation rates between
the domestic country and its trading partners (Dornbush,
1988). Alternatively, it is viewed as the price of tradable

goods divided by the price of non-tradable goods. It measures
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the cost of domestically producing traded goods in terms of
non traded goods. Tradable goods are those that enters the
world market at prices largely determined by the market.
Traded goods will include not only all imports and exporits,
but also goeods that can be exported and are demestically
consumed as well as import substitutes. While non-tradable
goods are those goods that cannot be traded internationally
and for most countries inglude sgervices such as personal
services, domestic transport and housing (Helmers, 198B). As
the ratio of price of tradables to the price of non—tradables,
RER can be expressed as;

RER = E: x Pp
Py

Where;
RER = Real exchange rate
E: = Nominal exchange rate in current period.

P = Price of domestic tradables in current year.

Py = Price of non-tradables in current pericd.

The ceonsumer price index (C.P.I) 138 used as a proxy for
the domestic tradables so that the internaticnal price
competitiveness 1s measured as relative movements in CPI
measured in the common currency. In countries where
statistical <c¢overage and sophistication are high, the
wholesale price index (WPI), i.e the domestic and foreign unit
labour costs deflated by a common currency are used. In most

developing countries, including Nigeria, the CPI 1s used as a
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proxy due to lack of other price indices.

RER assunes 1importance because of the need teo work in
real terms to put the analysis of trade and current account
movements on the same basis as the analysis of real supply,
real demand and real price of a single commodity. This is
because if export revenue increases in nominal terms just as
much as the cost of producing the exports, for instance, then
nothing has changed in real terms, though substantial changes
may have occured in nominal terms. RER, measured as the

ratio of price of Lradable to the price of non-tradakle

measured the cost of domestically producing traded goods in’

terms of non-traded goods.

An exchange rate between the domestic c¢ountry and any
other natieon 1s referred to as bilateral exchange rate. An
affective exchange rate, on the other hand, 1s expressed
usually as a weighted average of the most important bilateral
rates (Killick 1988),. In exchangé rate analysis, effective
exchange rates are always used. The advantage of using
effective exchange rate is that it smooths out most of the
movements caused by fluctuations in the wvalue of whatever
foreign currency enters into a bilateral rate. Since a
countyy trades with more than one nation, it then becomes
imperative to use effective exchange rates, Because of the
pitfalls of using a single bilateral rate, an increasing

number of countries now define their official exchange rate in
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terms of a basket of currencies (Dornbush, 1893). Also,
exchange rate can be expressed either as the price of domestic
currency in terms of foreign currency (naira/dollar for
instance)or the price of foreign currency in terms of domestic
currency (Dollar/naira for instance). Authors and researchers
use the two different approaches in analysis. It does not
matter which of the two approaches is used so long as the
measure 1s well defined and consistent (Dornbush, 1988).
Unless otherwise stated, this study used the first definition
(L.e. price of domestic currency, Naira interms of foreign

currency) in its analysis,

2.2 THE CONCEPT OF EQUILIERIUM REAL

EXCHANGE RATE

In general terms, the equilibrium exchange rate can be
defined as that rate that will result in the simultaneocus
achievement of internal and external equilibrium in the medium
and long-run (Sodersten, 1980). Internal equilibrium implies
full employment of domestic resources without excessive demand
that will cause inflation. External eguilibrium relates to
the balance of payments position. The current account balance
should be compatible with medium and long-term capital flows
and reasonable foreign exchange reserves to finance normal
current account transactions.
The concept of equilibrium RER is a medium/long-run cne also.

The long-run equilibrium RER is the rate which ensures that
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the current account balance (current and future) is compatible
with long-run sustainable capital flows for external
equilibrium and that thae non-tradable goods market clears with
employment at its natural level for .internal equilibrium
{Krumm 1993). In a more simplified manner, and within the
context of tradable and non-tradable goods, thae equilibrium
RER is the relative price which results in the simultaneous
attainment of equilibrium in the external sector and in the
domestic econcmy. The appropriate or equilibrium RER is that
price of tradable relative to non-tradable that will ensure
full employment of domestic resources and balance of payments
equilibrium in the medium and long-run, given sustainable
valuaes of other relevant wvariables including trade taxes,
terms of trade, capital and =aid flows, technology and
technical pregress (Lipumba, 1992).
The appropriate RER that will attain the objective of
internal and external edquilibrium with reasonable growth is
obviously not a single number that does not change over time.
Changes in any other variable that influence the internal and
external balance will influence the appropriate RER. For
ingtance, a permanent fall in the terms of trade will change
the appropriate RER that is necessary to attain internal and
external balance. A depreciation of the RER will be necessary
to increase export value and diversify production into new
export lines. Fast technical progress in the traded sector is

likely to lead to an appreciation of the appropriate RER,
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RER is being determined generally by both external and
domestic fundamentals (Edwards, 19%4). The external
fundamentals include terms of trade, capital inflows and world
market real interest rates. The domestic fundamentals are
trade or commercial policy (import tariffs, import quotas and
export taxes), nominal exchange rate, and the composition and
level of government expenditure. The influence of each of

these factor on RER are discussed in the empirical analysis in

chapter four.

2.3 SIGNIFICANCE OF REAT, EXCHANGE RATE

The RER is a relative price that summarizes the degree
of competitiveness of external sector of a country for both
exports and import substitutes (Dornbush, 1988). It weasures
the international competitiveness of a nation in relation to
its trading partners. It is used as an indicator of the need
for devaluation/depreciation of a country's currency. An
appreciation in the RER may signify that a country may socon
experience current account difficulties (Killick, 158%).
Prior to the adoption of SAP Exchange rate policy reforms,
overvaluation of exchange rates was regarded as a serious
problem facing many less developed countries (the subsequent
saction discusses the effects of an overvalued exchange rate).
The RER affects the allocation of resocurces in an economy.
An increase in RER will make home goods more expensive and

will encourage consumers to substitute the less expensive
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traded goods for home goods. Relative prices do affect
household spending patterns. Consumers reallocate their
budget and buy more cf those goods that have become cheaper.
Put differently, an increase in the RER (real appreciation) or
an increase in the price of traded goods (exportable and
importable) switches domestic demand from the traded goods to
non-traded goods. This is due to the fact that as the RER
rises, imports as well as export goods sold in the domestic
market become more expensive. The reduced demand for theose
goods will be switched to import substitutes/import competing
gocds and non-traded goods because both are relatively cheap.
Also exports will increase because they become more
profitable as a result of higher local currency prices. The
net effect is a reduction in the demand by residents for
foreign produced goods and an increase in demand by residents
as well as foreign consumers for domestically produced goods
(Obadan, 19%4).

In terms of international competitiveness, a decline in
RER representing a real appreciation reflects an increase in
the domestic cost of producing tradable goods. If there are
no changes in the relative price of a country's trading
partners, the decline in RER represents a deterioration of the
country's international competitiveness. On the other hand,
an increase in the relative prices of tradable or a rise in
RER representing a real depreciation shows an improvement in

international competitiveness.
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In develeping countries, the RER has received considerable
attention as a key component of promoting export growth and

avoiding destabilizing capital fligbht (Derick, 1996).

2.4 EFFECTS OF EXCHANGE RATE OVERVALUATION

ON AN ECONOMY

Overvaluation of a currency results when the currency
assumes a higher walue in relation to other currencies
{Killick, 19%88). Thus if the naira is 60 pearcent overvalued
against the U.S. dollar, it then means that the naira assumes
a value which is 60 percent higher than its realistic wvalue
against the U.S dollar. oOvervaluation is deliberate when the
government allows the value of its exchange rate to appreciate
to maximize growth and dewvelopment. It could also arise from
domestic inflation if the value is not adjusted.
Overvaluation has the feollowing consegquences on an economy;
It brings abouat disequilibrium or distortion in the economy.
It disccurages lcecal production and encouragszs importation as
imports become relatively cheaper, this is because the local
currency cost of importation will be kept artificially low.
It discourages expoart by reducing the profitability of
producing for world markets. It places such a countrv at a
disadvantaged pogition competitively, because it makes the
prices of her exports relatively dearer in the international
market. Killick (1993). argued that the combined effect of

increasing importation and dwindiing exports exerts pressure
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on the balance of payments and the economy at large.
COvervaluation 1is also assoclated with high administrative
costs. Since there will be an excess demand for the
overvalued currency quantitative control has to be adopted in
order to ration the available FOREX. Import licenses were the
system adopted in Nigeria. Such controls do not only involve
cost but it also has inefficiency in the allocation of scarce
resources. It is further argued that such resource allocation
leads to smuggling. This in turn reduces the revenue
accruable to the government. In Nigeria for instance, cocoa
and other commodities were smuggled out to the neighbouring
countries for exportation. It was also argued that black
marketing in FOREX is due to overvaluation and control which
encourages the smuggling of foreign goods.

Overvaluation causes distortion in the economy thereby
shifting resources from productive activities to non-
productive activities. The holders of import Licenses become
the masters of the day. This encourages distributive trade
against production. Abdullahi (1987) has this to say about
overvaluation and quantitative control;

"These policies resulted in heightened smuggling of currency
and goods, capital flight, stagnation of the non-oil
sector, loss of foreign exchange earnings from the
official and unofficial sources, corruption, windfall
profits by recipients of 1import licenses, gross

misallocation of scarce resources and increased
dependence on external sources".



21

Overvaluation is also liable to destabilize capital movements
and to be associated with an external debt problem. This will
occour partly through the weakening in the balance of payments
as earlier stated; the larger the current deficit to be
financed the greater the need to borrow abroad. This may be
aggravated by capital flight. When a currency is overvalued,
those who can do so have the maximum incentive to move their
capital out of the country while it will still buy relatively
large amounts of FPOREX. By the same token, incentives will be
reduced for foreigners to invest in the domestic economy so
long as they think that a large devaluaticn may occur at
future time. This will contribute to an unstable
macroeconomic environment that is detrimental to enterprise

investment, and price responsiveness (Killick, 1593).

2.5 MODELS OF EXCHANGE RATE BEHAVIOUR

The Traditicnal Flow Model

This theory is basically drawn from the principle of
market mechanism , i.2. the forces of denand and supply.
Exchange rate simply is determined by the interplay of the
market forees in the FOREX market. Cenventionally, an
equilibrium rate will be reached when there is neither excess
demand nor excess supply 1ia the market (Doxnbush 1988) . In
other words, in a very short term assuming no speculation, the
exchange rates are dependent upon supply and demand of FOREX

available in the market. The suvoply-demand conditions are
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derived from two sectors-private and official. Official
sector normally works under pegged system whilie private sector
gerves as the major source for a perfectly flexible rate
system (Hyung, 1972).

The excess private demand for FOREX denoted by Do, for
instance, in any short market period depends upon the balance
of trade and long-term capital flows danoted by €, the
international short term interest rate differentials,
symbolized as id, the price of spot FOREX {X) and the expected
future price of FOREX (Xe). With this a model of the FOREX
market can be constructed and expressed in equation form as;

Do = FIC, id, X1, Xo) ...t iiiiiiinnenan {1)

Another form is te make the monetary éuthority's axcess
demand for FOREX (Dh) an exogenous variable, The model was
expressed by Helliwell, 1967 as:

0 L {2)

Where,
B = An excgenous variable. Both equations are then
combined inte an equation where;
Do+l = 0 L. i i e e (3)
Equation 3, which is the market clearing condition, can be
used to remove D¢ and D1 te determine the exchange rate as our
implicit endogenous variable. Thus;
Fo (C, id, X%, %) +W=0 ...... .0 . {4)
The model might appropriately describe a flexible

exchange rate sgystem if the monetary authorities either
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refrained from entering the market or they purchased and sold
FOREX in amounts unrelented to the current demand and supply
requirements of all other participants in the FOREX market
(Hyung 1972). This then signifies that the exchange rate is
in equilibrium when supply equals demand. A surplus in current
account 1s financed through financial assets acquisition
abroad or by an outflow of capital. Conversely a deficit is
financed by an inflow of capital. The current account is
assumed to be determined by changes in relative prices and
real income. Increases in domestic price level feed into
costs thereby making experts costly and highly uncompetitive.
Consequently, the supply of FOREX is constrained. Imports on
the other hand, increase since the inflation ridden economy is
a more profitable place to export to. According to Helliwell,
(1967) increases 1in real income causes exchange rate to
depreciate because such increases tend to increase demand for
imports with a negative impact oﬁ the current account but with
no off setting increase in capital inflow. The model further
stresses that an increase in domestic interest rate causes an
appreciation of the exchange rate through induced capital
inflow.
The basic criticisms laid against this model is that it

ignores the relevance of the asset market in capital inflows.
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e an & T
In this theory, balance of payments could be used as a
barometer of the forces of demand for and supply of FOREX in
the market. On a specific term the current account balance is
often considered to be a measure of these forces. Since
exchange rate measures the price per unit of one currency to
another, the demand and supply functions of FOREX determine
each country's currency price in the markst. A state of
disequilibrium between the twe occurs due to the imbalance of
the international balance of payments conditions. This theory
was first propounded by Goschem George (1962). Egon (1963)
made these comments about the theory;
"The ratiocs at which a currency'e.xchanges against
others on the foreign exchange market are of
decisive importance for the various components of
a country's balance of payments with the outside
world. The balance of payment is a systematic
arrangement of all transactions that give rise to
a change of demand or supply of a currency™.
In its naive from the balance of payments theory merely
asserts that exchange rates are determined by the balance of

payments conditions of each country in the sense of supply and

This model is a direct out-growth of the Purchasing
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Power Parity Theory and of the Quantity Theory of Money (Mussa
and Frankel 1973), While the PPP theory holds that exchange
rate is the relative price of goods, in the two countries,
monetarist model argues that exchange rate is a relative price
of two monies. Thus the monetarist model posits that assuming
a neutrality of money, exchange rate behaviour reflects the
evolution of the relative demand for two monies. According to
the model, exchange rate between two currencies is determined
by the relative supply of and demand for money between the two
countries. According to Mussa,and Frenkel (1972) an increase
in money supply causes the exchange rate to depreciate as a
result of inflationary pressures so generated. An increase
in domestic interest rate lowers money deménd, raises prices
(with a given meney stock). The increase in prices leads to
the depreciation of the exchange rate.

Despite the fact that both traditional flow and monetary
models specify same factors as affecting the exchange rate,
the results are in the opposite direction. The traditional
flow model predicts that increase in real income and interest
rate lead to exchange rate appreciation (Ward 1967). This is
against the monetarist view that they cause the exchange rate
to depreciate (Frankel, 1969)., Monetarist model of exchange
rate behaviour was developed by exchange rate economists such

as Frankel, Mussa, Girton, Roper, Hodrick and Bilson.
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Portfolio — Balance Model

This theory is an extension of the nmonetarist model.
Unlike the monetarist model that assumes only currencies as
its assets, this model hag three forms of assets. These
aggets are monetary base, domestic and foreign bonds. The
assets are assumed teo e imperfect substitutes of each other
and among varlous nations. The excharge rate is 1in
equilibrium, when the holdings of these assets are in their
desired proportion. (Helliwell, 1967). An incorease in
domestic wealth may arise either from increases in monetary
basz2, holdings of government bonds or from the current account
surplus, An increase 111 wealth increases the demand for
foreign bonds or assets leading to a depreciation of the
exchange rate as a result of capital outflow so generated.
Howaver according to Hyung, (1972) an increase in private
sector holdings of govarnment bonds (i.e an increase in
domestic government debt) drives bond prices down and raises
interest rate. This causes an appreciation of the exchange
rate. An increase in domestic government bonds has an
uncertain effect on the exchange rate. The exchange rate may
appreciate or depreciate, depending én the relative strengths
of the substitution and income effects, “he exchange rate
will appreciate if the substitution effect is stronger.
Conversely, it will -depreciate if it is weaker than the income
effect (Olisadeba, 1992). The propeonents of this theory

ignores the fundamental determinants of trade. rcle of
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expectations as well as the role of purchasing power parity.

Purchasing Power parity Theory

The modern origin of the purchasing pcwer parity (PPP)
theory traced to the debate on how to restore the world
financial system after its collapse during world war 1, In an
attempt to solve the after war problem of how to reset
exchange rates with minimal disruption to prices and
government finances, a Swedish economist Gustav Cassel
promoted the use of PPP as a means of setting relative gold
parities. Though PPP had been discussed previously by
classical economists such as J.S. Mill, Viscount Goschem,
Alfred Marshal and Ludwig Von mises, Cassel was really the
first to treat PPF as a practical empirical theory (Rogoff
1976) .

Professor Cassel's assertion forms the popular basis for
determining relative wvalues of paper currencies. The PPP
docirine came into extensive use during the wvarious
discussions of exchange rate policy which took place in the
late twenties and early Chirties The balance of payments
theory which was the most popular theory prior to the first
world war lost its position to PPP theory. This was due to
the fact thal exchange rates of many countri2s showed a great
deal of fluctuations, irrespective of the impact of supply and
demand upon interrational reserves. Thus the PPP theory

appeared as a new base to explain the exchange rate



28

determination mechanism,

The major aspects of the theory may best be summed up by
the following passage from Cassel (1922) as quoted by Hyung

(1972) ;

"Our willingness to pay a certain price for foreign
money must ultimately and essentially be due to the
fact that this money possesses purchasing power as
against commodities and services in that foreign
CUrrencies ........... our 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 countries ........
when the two currencies have undergone inflation,
the normal rate of exchange will be equal to the
cld rate multiplied by the quotient of the degree
of inflation in the one country and in the other

........ That rate that has been calculated by
the above maethod must be recarded as the new parity
between the currencies, the p:int of balance
towards which inspite of all temporary
fluctuations, the exchange rates will always tend.
This parity I call purchasing power parity”.

From this passage, it 1s clearly stated that the
equilibrium exchange rate between two nation's currencies is
determined by or tends to be equal to the ratio of the
internal purchasing power of the two currencies in the
respective countries. The PPP theory tends to explain
equilibrium exchange rate in terms of inflationary
diffarential between two nations. It assunes that exchange
rate of currencies of twe nations move in a manner that seeks
to offset the inflation differential between LThe economies
thereby maintaining the real purchasing power of either

currency in the other economy. In practical terms according
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to Hyung (1972), the PPP theory pre-supposes a comparison of
relative inflation rates among different countries. In its
simplest version, if we think of only one product, PPP says
that the price of a product (ignoring costs such as
transportation and local taxes) should be the same regardless
of the country where it is purchased. The PPP doctrine
according to Goschem (1962) has two forms. The gbsglute and
relative versions. The absolute aspect deals with the
determination of the rate at a given point in time, while the
relative version refers to movements relative to some previous
date. In other words, the absolute PPP is the ratio of
domestic prices (P") to world prices or prices of major
trading partners (Pf). Thus,

PPP, = Ed

BE  ionis coms paiy s gess S84 (5)
¥hile the relative PPP is the absolute PPP multiplied by

the base period exchange rate (E;) in the domestic economy.

Thus:
PPPr = E. x Pd
BE o oo m e 5 e wOein s e141m (6)
or
PP & By X PPER voan ivni sv ot snsesios e {7)

For policy purposes, the relative PPP is often applied
due to the inharent short coming of the absoluie PPP (Obaseki,
1997) . It is argued that in the short-term, <he exchange

rates of twoe currencies may fluctuate depending on market
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conditions, and in the long run the exchange rate's tends
towards purchasing power parity (CBN, 19387).

The PPP theory has been cne of the most useful building
blocks in exchange rate determination especially in flexible
exchange regimes. Howeaver, there has been a continued debate
on whether the PPP theory holds in the short-run, long-run or
not at all. In the 1920s, during the brief period of floating
regimes, estimates have wvalidated the short-run PPP
(Olisadeba, 1991). While the PPP theory is not supported by
most empirical in the short-run the issue of long-run PPP
remains largely unsettled. Early studies by Roll (1979),
Frenkel (1981), Adler and Lehman (1983) and Mark (1990)
indicated that the RER follows random walks: and as such its
impact cannot be mean-reverting. 1t implies that the long-run
PPP hypothesis may not hold. Besides the presence of non-
traded goods, transportation costs, trade restrictions and
imperfect competition can certainly weaken the result of the
long-run PPP. As such, the determination of the empirical
validity of the constancy of the long-run equilibrium PPP
continues. Under these ciroumstances of conflicting results,
policy makers and researchers must closely look at the factors
that causes the exchange rates to deviate from both its short
run and long-run equilibrium value,

Even though a lot of criticisms have bgen laid down on
the applicability of PPP theory, It provicdes a very vital

theoretical foundation Keyness himself makes a concluding
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remarks in his book, A_Tract on Monetary Reforms that:

"Purchasing power parity thecry saven in its
crude form has worked passably well. {Keynes,
16243 .

For that, PPP theory has been adopted in many researches

as the basis for evaluating a country's exchange rate

behaviour.

2.6 FIXED AND FLOATING EXCHANGE RATE SYSTEMS

Since exchangea rate is a price, the important
consideration is the mechanism fof its determination. The
mechanism through which exchange rate is determined reflects
the exchange rate policy of any economy. In the theoretical
literature, there are two major mechanisms for exchange rate
determination. The distinquishing feature batween the two 1is
institutional which explains why the mechanisms correspond to
the two major economic itnstituticons in real ecoromies i.e. the
governmaznt and the market (Cdubogun, 1985}, Where the
authorities of a c¢ountry fix the rate =2t which the domestic
currency will exchange for the foreign currercy is regarded as
fixed exchange cor exchangs control system. Fixed exchange
rate iz used in a wperiod of highly uecstable and wvarying
inflation and price liberalization. Fired rates reduce
inflationary pressures by keeping the growth of nominal
variable under control (Gasper, 1397).
The proponents of fixed exchange system further argued that by

applying fixed exchange rates while liberalizing imports and
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reducing administrative requlations, domestic prices could be
brought rapidly into line with international prices. Adopting
fixed exchange rate regimes would allow countries to enjoy
both the microeconomic and the macroeconomic disciplinary
effects exerted on the domestic economy by the opening up
process. On the_ other hand, it was argued that the
anticipated benefits of rapid disinflation through the use of
fixed exchange rate as the nominal anchor was dismissed on the
ground that the experience of developing countries indicates
that these gains are only short (Edward, 1983). The costs of
exchange rate appreciatien on output, trade balance and
credibility can outweight them later.

Floating or flexible exchange sgystem operates when the
market forces are allowed to determine the realistic exchange
rate. Under this system, when exchange rate is allowed to
fluctuate freely, it is regarded as a free fleoat,while a
situation where monetary authorities enter the market to buy
or sell FOREX in order to regulate the speed and magnitude of
exchange rate movements is regarded as dirty or managed float.

There have been a sericus debate even among the early
scholars over which of the systems is the best mechanism for
determination of an exchange rate. Arguments range between
the two extremes of fixed and flexible systems. The case for
flexible rates was made by Friedman (1953} and Johnson (19639).

Their argument rests cn a double claim; that flexible rates

would provide a more efficient international system of



c 1739

adjustment and hence support a world of freer trade. At the
same time, they would free domestic monetary and fiscal peolicy
instruments for domestic purposes. The fundamental argument
advanced by the proponents of flexible system is that they
would allow countries autonomy with respect to their use of
monetary, fiscal and other peclicy instruments, consistent with
the maintenance of whatever degree of freedom in international
transactions they «choose to allow their citizens by
automatically ensuring the preservation of external
equilibrium (Johnson, 1969).

Johnson raised a point by arguing in response to the
critics of flexible system over the volatility issue. He
contends that;

"Oone of the common arguments under the heading of

uncertainty is that flexible rates would be extremely

unstable rates, jumping widely about from day to day

..... Abnormally rapid and erratic movements will occur
only in response to sharp and unexpected changes in

circumstances™ (Johnson, 1969).

The counter argument, especially by Nurkse (1974) is
that flexible rates are tantamount to wolatile, unstable
rates, a source of disturbance and instability rather than
efficient mechanism of adjustment.

The discussion over the issue today is not far from the
original debate. The proponents of fixed or control system in
LDCs argue that it ensures stability in the domestic currency.
Ward (1965), emphasized this attribute of a fixed exchange

rate regime. In a more fundamental approach, Todaro (1977)
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argues that given the structure and features of LDCs, the

optimal exchange rate policy is a fixed rather than a flexible

exchange rate system. He categorically stated that:
"Flexible exchange rates are not thought to be
desirable especially in the third world ......
because they are unpredictable .......... and
susceptible to foreign and domestic currency
speculation. Such unpredictable fluctuations can
wreak havoc with both short and long-range
development plans".

On the other hand, the proponents of the flexible
exchange rate deny the propositions that fixed regime,
generates exchange rate stability in an economy. Dibua (1990)
and Quirk (1989) argues that a fixed exchange rate regime
cannot guarantee stability since the rates must be adjusted
from time to time. Odozi (1986) argues that pegged currencies
often float against other currencies. They asserts that the
cost of controls and the rules governing FOREX allocation
generate high inefficiencies in the FOREX market, and hence
the economy in general.

The exchange rate system operating in an economy reflects the
eccnomic policy of that country. Fixed or control exchange
rates tends to be associated with controlled economies, while
flexible exchange rates tends to be associated with liberal

economies (Odubogun, 1995).
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2.7 THEQORETICAL DETERMINANTS OF REATL

EXCHANGE RATE

Factors such as terms of trade, nat capital inflow,
growth in money stock, degree of openness, nominal exchange
rate, and fiscal deficit are identified as causes in short-
term real equilibrium fluctuations. These factors are
categorized into external; comprising of terms of trade and
caplital inflows and domestic factors.

The terms of trade effect on the real exchange rate
eperates through import and export price variations. If the
world prica of exports increases {i.e if TOT improves), the
supply of foreign exchange increases. In a floating exchange
regima, the supply curve of foreign exchange: shifts rightwards
leading to an appreciation of the rsal excharge rate. Under a
fixed exchange rate system the increased supply of foreign
exchange leads to an expansion of the monay supply and an
increase in the general price level. This makes the real
exchange rate to appreciate (Krumm 1993} .

In general however, a worsening of the terms of trade
resulting from an ingrease in import prices would raise the
domegtic price level. If domestic pelicies (ineluding
exchange rate policy) are not changed the r=al exchange rate
would tend to appreciate. For instance, a fall ir the price
of exports or a rise in the price of imports lowers disposable
income, generating a higher excess supply of non-tradabl,e

downward pressure on the price of non-tradeble and hence, a
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real depreciation. In other words, for an economy to balance
her external accounts, the economy would have to produce mere
and consume less tradable, implying a relative inorease in the
price of tradables or a real depreciation. Alternatively, the
theoretical literature indicates that the relation between the
TOT and the RER is the result of income and substitution
effects that depend on the source of the TOT wvariation. The
income effect arises when the RER depreciates/appreciates in
response to a fall/rise in the relative prices of exports. A
decrease/increase in the relative price of exports tends to
precipitate a decrease/increase in the real income of the
economy . This in turn exerts a downward/upward pressure cn
the domestic demand for non—-traded goods. The result of this
is a fall/rise in the domestic prices of non-traded goods and
a depreciation/appreciation of the RER {(Ubadan, 1994),.

Another important factor in RER determination is the
capital flows. The flows consists largely of exogenously
determined foreign aid or transfers from abroad, and as such
capital flows are treated as exogenous in many literatures
{Krumm, 1993). Increased sustained net capital inflows will
lead to an appreciation of the RER to increase net imports,
while a decrease in foreign aid will require a depreciaticon of
the RER to promote net exports. Under a floating exchange
rate regime, capital inflows produce an excess supply of
foreign exchange which leads directly to a lower domestic

currency price of foreign exchange in the FEM, and so the RER
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appreciates. But in a fixed exchange rate regime, capital
inflow leads to an increase in money supply consequently
prices rise and the RER falls (appreciates). Capital flows,
usually responds to capital contrels which is the extent of
controls on the capital account and policies aimed at
controlling the lewvel of external borrowing, For instance,
restrictive capital controls tend to reduce capital ocutflows
or increase net inflows. This has the effect of appreciating
the RER. Conversely, a lessening of capital controls tends to
stimulate increased outflow and reduced net inflow, and hence
a depreciation ¢f the RER.

The domestic RER fundamentals can be divided inteo those
that are directly affected by policy and those that are not.
The most impeortant RER fundamental that is not directly
affected by policy is technical progress, though it can be
argued that adopting more productive technologies is itself
influenced by the policy environment, particularly the
existence of competitive markets that promote efficiency
(Edwards, 1994). According to Balassa (1988), countries
experiencing rapid technological progress in the tradable
sector will experience an appreciation of their equilibrium
RER. This is due to the fact that technclogical progress
cause price of tradable to fall relative to price of non
tradable due to rightward shifts in the supply for tradable.

The policy-related RER fundamentals relate mainly to

macroeconomic policy variables and other policy variables such
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as fiscal and monetary policy actions. These policies have an
impact on the prevailing or short-term RER, For instance,
under a fixed exchange rate regime, expansionary monetary
policy results in strong upward pressure on domestic prices,
leading to temporary real appreciation. In the same way, a
lcose fiscal policy is reflected in excessive expansion of
domestic credit. A macroeconomic policy mix that leads to
temporary appreciation (or depreciation) inconsistent with
underlying external fundamentals will lead to losses in
foreign reserves. This loss in reserves will occur through an
increased demand for imports, a decreased supply of exports,
or capital movement (where possible) in anticipation of
offsetting depreciation or through changes in the desired real
balances. The loss in reserves may have a negative impact on
the money supply. More commonly however, the nominal exchange
rate would be adjusted to relieve the disequilibrium balance
of payments crisis. Where inconsistent macroeconomic policies
persists over along period, creating excessive demand
pressures, the pressure to depreciate the RER would also
persist. Hence, the impact of the inconsistent policies is
temporary or short-term. The only way to wvalidate an
appreciation would be to change one of the structure policy
variables. For instance, trade restrictiveness could be
increased to maintain external balance, The impact on the
medium-term equilibrium RER of such structural or fundamental

responses would be part of the estimation of changes in the
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RER caused by changes in the structural factors.

Increased trade restrictiveness can accommedate
inconsistent macroeconomic peolicy, but such accommodation
would generate high economic costs of income contraction
(Krumm, 1993).

RER is also affected by changes in trade/commercial policy. A
permanent 1ncrease 1n restrictions on imports, such as an
increase in tariffs, will reduce imports and increase the
demand for non-tradable goods. The appropriate RER to
maintain equilibrium will appreciate because the current
account balance will improve. Conversely, trade
liberalization in the form of a reduction of effective tariffs
and the removal of quotas will generally increase the demand
for imports and will require a depreciation of the RER in
order to attain external equilibrium. A relaxation of capital
controls that leads to capital outflows will require a
depreciation of the exchange rate so as to generate more net
exports to finance the capital outflow. If the relaxation of
capital controls leads to an increase in capital inflows, then
the appropriate RER should appreciate. In otherwords, a
reduction or elimination of import duties, for instance,
allows importers to buy more FOREX for the same level of total
expenditures. The resulting increased demand for FOREX under
a floating exchange rate regime leads to a rise (depreciation)

of the RER.
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The RER will also rise in a regime of fixed exchange
rates, but this arises Dbecause the domestic monetary
contraction causes the general price level to fall. On the
cther hand, a reduction or elimination of export duties
reduces the outlay required for a given quantity of exports.
Export became more attractive sc that the supply curve shifts
to the right. Consequently, the RER appreciates. In a fixed
regime of exchange rate, the conversion of more foreign
exchange into the domestic currency leads to the expansion of
money supply. This leads to a rise in price level and a fall
(appreciation) of RER (Dornbusch, 1988) .

Changes in the nominal exchange rate affects the RER. A
nominal devaluation/depreciation will have the effect of
depreciating the RER while a nominal revaluation/appreciation
of the nominal exchange rate will appreciate the RER.
According to Ghura, (1986), the ability of the nominal
exchange rate changes to affect the RER, will however depends
on the extent te which macroeconomic policies are consistent
with the objective of the NER changes. For instance, a
nominal depreciation of the exchange rate may not have much
effect if the accompanying macroeconomic policies are
inconsistent with the NER regime.

Another macroeconomic policy wvariable that affects the
RER 1is fiscal policy. An increase in government spending
increase domestic aggregate spending with consumers having

more to spend on both tradable and non-tradable goods. If the
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composition, of government expenditure changes in favour of
non-tradable goods, then their price will increase and the RER
will appreciate. Conversely, an increase in the share of
traded goods in aggregate government expenditure will require
a depreciation in the RER to reduce imports by the private
sector and increase exports in order to attain external
equilibrium. The effect of monetary policy on RER depends
upon whether such policy is expansionary or not (Obadan 1994)
For instance, an expansicnary monetary policy, represented by
a growth of credit and money supply will exert upward pressure
on domestic prices. This in turn, will make the RER to
appreciate. In the context of real money balances, injection
of money temporarily increase real balances if the price level
does not adjust instantly, the increase in money depreciates
the RER. On the other hand, reduction in real balances
brought about by reductions in money or by a rise in prices
for a given guantity of money appreciates the RER.

Additional fundamental factors relevant to the
circumstances of individual countries can be included in the
analysis wherever proxies for such are available for
estimation. One such factor is the import intensity of the
manufacturing sector. Higher import intensity is expected to
increase the demand for FOREX and put more pressure to
depreciation on the RER.

Another factor is the efficiency of export marketing.

An inefficient marketing structure leads to a lower exports
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prices and a worsened terms of trade and hence is expected to

result in a more depreciated exchanée rate (Krumm 1893) .

2.8 CAUSALITY TEST
Wald (1954), argued that the concept of causality is
indispensable and fundamental to all sciences. He pointed out
that a regression relationship may or may not involve a causal
hypothesis but the introduction of a causal hypothesis make
the analysis more determinate and the resulting conclugions
more specific. Feige and Pearce (1978) also argued that the
causal relationships between economic variables are the
‘bread' and "butter' cf econometriec analysis. The usefulness
of causality is also given due recegnition by Yohannes (1974) .
In this study we adopt the use of Granger causality
approach as developed by Granger (19659)., The standard Granger
causality test examines wheéher past changes in one variable
say X help to explain current changes in another wvariable Y,
over and above the explanation provided by past changes in Y.
1f otherwise then one concludes that X does not Granger cause
Y. To determine whether causality'runs in the other direction
from Y to X one simply repeats the experiment, but with X and
Y interchanged {Granger 1569). The following eguations can be

used to test the causal relationship between X and Y:.

Y = Bai Yep + DB X FUE e e e s e {1)
i=1 i=1
Xe = DIXta +BILi Year + Ve oo o e it iniiin e (2)

i=1 i=1l
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and testing 1 and i (where i = 1,2 ........ ) to show whether
or not X: fails to Granger cause Y: and Vice-versa,
respectively (Assery and Peel, 1991). The error terms are
assumed to be serially independent with mean zeroc and finite
covariance matrix (Pindyck and Rubbin field, 1981). From
equation 1, X is said to Granger cause Y if the coefficient of
the lagged values of X as a group (Bi) is significantly
different from zero, based on a standard F-test. The reverse
is the case if it 1is significantly different from zero in
equation 2, feedback relationships or bi-directional causality
occurs if X; Granger causes Y: and Y: Granger causes X:. The
results and analysis for the causality test between RER and
TOT, NOMDEV, FGE NCI, MSP and OPN are presented in chapter 4.
A number of previous studies such as Mckenzie (1986),
Blundell-Wignall (1989) have established a wunidirectional
causal effects running from TOT to RER using German data.
Whitewall (1983) and Diaz-Abejandro (1980) and Kogan and Orden
(1994) have also identified strong correlation between the
terms of trade and the RER. This suggests that a long-run
conintegrating relationship may exist between the two
variables. These studies failed to identify the direction of

the causation.

2.9 EMPIRICAL STUDIES
In the theoretical literature, certain factors are

identified tco have influenced the movement in RER. These
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factors are terms of trade, capital inflows, commercial policy
growth in domestic money supply, changes in the nominal
exchange rate, and the size and composition of government
expenditure.
This has inspired many studies within this area to empirically
investigate the factors causing variability in the RER Most
explanations of short-term real exchange rate volatility
suggest a large role for monetary and financial shocks.
Clarida and Gali (1994) and Rogers (1995} both attempted
to put bounds on the fraction of total RER volatility that can
be attributed for monaetary shocks. The keay identifying
assumption is that any effects monetary variables may have on
RER, must purely be temporary. Clarida and Gali (1994), found
that monetary shocks alone accounts for roughly 45 percent of
the forecast error wvariance for the dellar-Dutsch mark real
rate over the modern floating rate era, and 34 percent for the
yven—dellar real rate. Rogers (1985) using 130 years of data
from the US and the UK, found that real shocks accounted for
roughly half the one year forecast error in real rates. The
results of thegse findings were promising but subject to
further investigation. This is becauss it is neot clear that
one would find unit roots using similar methods on longer term
data. Also, it is difficult to Jjustify identifying as a
demand shift any shock with only a transitory effect on the
RER, especially if the effect is highly persistent.

Froot and Rogoff (1991} found that among the Eurcpean
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monetary system (EMS) countries, government spending is a
significant determinant of the RER. De Gregorio Giovannini
and Walf (1994) had a similar result. Froot and Rogeff reason
that this effect 1is observed because relative to private
spending government spending tends to fall more heavily on
traded goods. Therefoure a rise in govermnment spending leads

to an increase in the RER.

As Rogoff (1992) amphasizes, any such effect must be
transitory because demand shocks can affect the RER in a small
country only to the extent that capital and labour are not
perfectly mobile across sectors. Over the long-run, with
complete factor mebility across sectors, and with open capital
markets, the RER is tied down by productivity and cther supply
factors. Demand matters only for the quantities of foods
produced.

Alberto and Perotti (1995} observe that it is pessible for
fiscal policy to have long-run real effects on a model whers
distortionary taxes are used to finance government programmes.
Rahman, Mustafa and Baliley (1996) empirically investigated
the existence of a possible long-run relationship between the
US real budget deficits and RER, and also the relationship
between the US inflation rate and real dollar exchange rates
using cointegration method. In their findings, the augmented
Dickey Fueler (ADF) test results indicates a lack of

colntegration between the US real budget deficit and the RER
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at 1,5 and 10 percent levels of significance. The same is
also true of US inflation rates and RER. However, using an
error correction model (ECM) at 5 and 10 percent levels of
significance they realized a contradictory results. The
estimates of the ECM offer evidences to long-term/short-run
unidirectional Granger causality from the real budget deficits
to the RER, and from the RER to the inflation rate.

Obstfeld and Rogoff (1995) establish empirically the
correlation between current account deficit and long-run RER
depreciation. The simple correlation between trade-weighted
RER changes and changes in net foreign assets pesition 1is
quite large and significant across 15 OECD countries for the
yvears 1981-1990. Obviously correlation here does not imply
causation. Using simulations of the IMF's multi-country model
(MULTIMOD), Tamim and Bayoumi (1994) found that the
RER/Current account correlation can be quite sensitive to
whether the driving factor is a fiscal or monetary policy
change. Krugman (1990) argues that current accounts are
likely to induce significant RER changes because they lead to
transfer of wealth across countries, and home and foreign
residents are 1likely to exhibit very different spending
patterns.

El-Badawi (1994) in his study on 22 LDCs, argues that
short-term capital flows and port-folio investments have a
short-term effect on the RER, but that it has no effect on the

long-run equilibrium RER. While long-term capital inflows and
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foreign direct investment have a significant appreciating
effect on the equilibrium RER,

Rahman and Mustafa (1996) also carried out an
investigation using cointegration method to examine a possible
long-run dynamic relationship between the trade-weighted RER
and real trade balance in Ué using a quarterly data for 1973-
1952. Using the unit root test, their results show that the
US real trade balance and the trade weighted US RER are
individually non-stationary in levels at 5 percent level of
significance. The ADF test affirms that the US real trade
balance and the trade-weighted RER do not depict any long-run
association during the sample period. This signifies that the
variables are independent of each other under the flexible
exchange rate system.

Edwards (1988) found that massive capital inflows during the
late 1980s induced the appreciation of the RER and loss of
competitiveness of exports in Chile.

Krumm (1993) estimated the change in RER equilibrium for
philippines and Tanzania based on changes in structural
factors from their levels in a reference historical pericd.
While identifying terms of trade (TOT), capital inflow and
commercial policy as factors affecting RER, he found that TOT
of the Philippines have deteriorated sharply in the 1970s
thereby influencing the equilibrium RER. His empirical
results provides a positive relation between TOT and the RER,

signifying that an appreciation in TOT is accompanied by a
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real appreciation of RER. The results further indicates a
significant role for capital inflows in determing the RER in
the two countries in botﬁ countries, TOT and capital inflows
were identified as important influences that could be
measured. Other influences are the domestic macroeconomic
policies and commercial or trade policies which are found to
be significant in Philippines, and the import intensity of
manufacturing and agricultural marketing efficieney in
Tanzania.

Menon and In {1996} examined the long-run relationship between
RER and TOT for seven OECD countries. The seven OECD
countries studied are the USA, the UK, Germany, Japan, France,
Italy, and Canada. They found that there was a strong
aevidence of causzal flow running from RER to TOT for five CECD
countries and from TOT to RER for the remaining two. This
finding that causality runs from changes in RER to the TQT for
five out of the seven CECD countries would appear, at face
value, to be counter-initiative. The standard theory suggest,
that the causation should run in the opposite direction. An
improvement in the TOT for instance should induce a rise in
the domestic price level relative to abroad because it
transfers income from the rest of the world to the domestic
economy .

Grobar (1993) establishes that both domestic and external
factors tends to affect RER, thereby causing uncertainty in an

economy. He pointed out that since exporting activity may be
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depressed by the RER uncertainty, countries attempting to
achieve a more outward oriented stance with regard to trade
pelicy should pay attention to the stability as well as the
level of the RER. In countries where the source of RER
instability is external, government might want to consider
making exchange contracts available to firms that exports, so
that they can hedge against exchange rate risk. And in
countries where RER instability 1s as a result of erratic
monatary or exchange rate policies, he suggests that
macroeconomic policy may well be runing at cross-purposes with
trade policy objectives |

Devereaux and Connolly ({1993) examined the effects of
consumption subsidies,; public enterprise pricing and price
controls on the RER. Their findings revealed that lasting
public sector price reforms produce, under  possible
assumptions, a permanent RER appreciation. The results
indicates that the remocval of a consumption subsidy on a
traded goods used solely for consumption purposes will
appreciate the RER, owing to increased demand for non-traded
goods. And that when a traded geood is consumed directly, and
is also used as an input, the remcval of a subsidy will
appreciate the RER if non-traded goods and the previcusly
subsidized goods are general-equilibrium substitntes in
supply. They alsc argued that an increase in the relative
price of public sector products tends to increase the demand

for other non-traded goods and thus to appreciate the RER. A
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relaxation of price contrel increases the measured price of
controllied goods thus having a direct influence towards RER
appreciation. Derick (1996) found that the NER has a long-run
positive impact on Jamaican output while the relative
foreign/domestic price impact is negative in the long-run. He
argues that the primary objective of RER adjustment is +to
correct external disequilibrium and secure other balance of
payments 1mprovements, That they are not designed to
accelerate the rate of growth of ocutput. The results fail to
support the hypothesis that the primary effect of devaluation
is to accelerate output growth. Real and nominal devaluations
have a direct impact on the demand and supply functions of
tradable and sc have a direct impact on the external accounts,
and that this is the primary aim. The findings suggests that
exchange rates devaluations have had a neutral impact on
Jamaican output. Also that the implicit assumption that
within the RER relationship the NER and the relative price
effects are of equal weight is not found to be true.

Devajyoti and Homi (1993) in an attempt to suggest an
alternative index for the measurement of real exchange rates
peinted out the weaknesses of the traditional trade-weighted
RERs. They argued that the traditional trade-weighted RER
could not be used to accurately infere changes in
competitiveness of exports for two main reasons. First, they
ignored the third party exporters, and secondly, they failed

to adjust for differing degrees of substitutability between a
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country's exports, goods from other countries, and home goods
production. The point is that these omissions are
quantitatively important for many LDCs and may ever reverse
the exchange rate movement indicated by the traditional RER
index. Using Philippines, as a case study they estimated the
RER using the almost ideal demand system. In the case of
Philippines, a few countries (USA, Korea and Taiwan) appeared
tc be the principal competitors, Their findings suggested
that much of the recent growth in Philippines exports could be
explained by the greater competitiveness engendered by an
appreciating currencies of Korea and Taiwan.

Dropsy (1996) carried out an investigation inte the
variations in the major RERS over a twenty years period.
Joint tests of contegration and stability were applied to five
currencies te the US dollar {(the Deusch mark, the Japanese Yen
and British pond sterling, the Australian dollar and the
Canadian dollar) and five European currencies relative to the
Deutsch mark (the French Franc, the Italian Lira, the Deutch
Guilder, the Swedish Kronor and the S8wiss Franc). The two
models of RER determination were examined, PPP and a genereric
monetary model, and sgignificant ampirical evidence of
structural breaks for seven exchange rates were found. He
argued that deviations from PPP were consistent with
structural instability for four European exchange rates
relative to tha Déutsch marks but not for Swedish Kronor or

for the five other exchange rates relative to the US deollar.
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The study leaves a wide gap by failing to identify and
establish the precise nature of the shocks.
Yang and Huang ({(1996) tested the validity of the long-
run PPP hypothesis. The Engle-Granger techniques tends to
reject the long-run PPP hypothesis whereas the Jchansen method
supports the long-run PPP. The existence of the long-run FPP
implies that a cointegration wvector of HNER, domestic price,
and foreign price is expected regardless of using the Engle-
Granger two step methed or Johnsen maximum likelihood
approach. Manzur and Manzur Ariff (1995) used methodology
based on divisia index numbers to test the PPP with both
short-run and long-run data for Group seven (G7) and the
Assgociation for South East Asian Nations {(ASEAN) currencies.
They demonstrated a fairly c¢lose relationship between average
inflation differential and average exchange rates change
(Logarithmie difference) as is expected from long-run PPP.
However, the short-run correlation between domestic price and
axchange rate appears to be 0.36, a value far below unity. In
additionn, the findings indicate that the unit root hypothesis
can be rejected based on the Sims test, but it cannct be
rejected by the ceonventional Dickey Fuller (DF) and ADF tests.
In short, their results indicate that PPP does not hold at
all in the short-run, but holds quite well over a longer-run.
Maria and Glovanni (19296} investigate into the dynamic
interrelationships of econamic activity in major economies

under the fixed and flexible exchange rates. The results
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indicates the presence of an international business cycle
among industrialized economies under both fixed and flexible
exchange rate regimes. Thay found that both the movements in
the levels of cutput and in the business cycle frequency band
havae been more important during the period of fixed rates.
Guillerno (1988) using data for 1974-82 studied empirically
the effects of exchange rate policy and changes in absorption
on relative price of non-tradable goods in Chile. He found
that the effects of absorption on relative prices tend to be
weak and short-lived. Also that devaluation can have a
significant direct effect on the relative price of non-traded
goods. And that the effect of exchange rate on relative
prices is permanent if public sector wages are rigid in
nominal terms. He farther argues that changess in net capital
flows affect the velative prices of non-traided gocds through
changes in abscrptgon. Congequently, capital inflows could
have been a major factor behind the exchange rate policy and
the real appreciation observed in Chile in the late 1970s and
early 1980s,

Lipumba {(1%9%) analysing the role of exchange rate
policies in structural adjustment and economic growth in
African countries, argues that maintaining an appropriate
exchange rate 1is =2 necessary condition for prometing the
grovth of exports. He further maintained that exchange rate
and other macroeconomic policies cannot work if there is no

effective government ro provida public goods.
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Barungi (1897) using the Engle—-Granger two-step
procedure to built an ECM investigated into the role of
monetary base and the RER in explaining inflationary process
in Uganda. In his findings, the RER has a negative sign
indicating that a real appreciation of the domestic currency
is not inflationary in the short-term. He however, associated
the negative sign of the RER in the model to the fact that a
significant volume of exports in Uganda cduring the period
covered was financed through import support grants,

Ndung'u (1997) locking at the dynamics of the domestic
price level, the exchange rate, and foreign price level in
Kenya estimated an equilibrium RER that encompasses different
exchange race regimes. The equilibriﬁm real effective
exchange rate was compared with the nominal and real effective
exchange rates and showed periods of over-valuation during the
fixed exchange rate regime, the real rate declines slightly in
the RER rule regime. Identifying two significant
cointegrating vectors that span the data used, he performed
the mwultivariate Granger non-causality test (GNC) with
stationary linear combinations. The result showed that
inflation was predicted by exchange rate changes and changes
in international reserves with strong reverse effects. That
is the variables drive each other. Exchange rate changes were
predicated by changes in domestic credit with reverse effects,
while changes in domestic credi! and international reserves

drove each other. Generally, his results showed that the four
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variables tested; exchange rate, domestic credit (or money
supply) foreign exchange reserves and inflation rate, formed a
causal structure that is consistent with loss of a nominal
anchor in the system. A shock in any of the variables in the
system is likely to spill over into all the other variables
with reverse effects.

Obadan (1994) using OLS method, estimated two models of
RER for Nigeria and found that the prevailing RERs in Nigeria
are determined by the external factors; terms of trade and net
capital inflows, while the short-run factors, which reflected
pelicy options were monetary and exchange rate policies.

In his findings the influence of commercial policy is
not consistent. Similarly, the perfomahce of the fiscal
policy variable 1s not consistent in the two models estimated.
Computing the elasticity values at the point of the mean of
each of the independent wvariables he found that the RER was
generally inelastic with respect to changes in the TOT and
NER. It is only in three equations that the elasticity of RER
with respect to the TOT is a little greater than unity,
implying for instance that a 10 percent improvement in the TOT
will lead to a little more than 10 percent appreciation of the
RER. In all the other equations, changes in the TOT lead to
less than proportionate changes in the RER. In his study on
the monetary and fiscal impulses in an cpen economy under the
fixed and flexible exchange rates in Nigeria, Orubu (1995)

found that there =xists a weak causal relationship betwean
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monatary and fiscal expansion and exchange rates.

Oligadehe (1%%1) in- an appraisal ¢f the Nigeria's
exchange rate policy under SAD, asserts that the RER tended to
veer from the equilibrium rate. He identifies certain factors
influencing the RER, among which are the relative inflation
and interest rates between Nigeria and her trading partners,
as well as the incidence of speculation. He argues that for
RER to be stable, these variables themselves should be as
stable as possible.

2.10 CONCLUSION

In ¢onclusion, of all the raviswed studies, it iz conly
Obadan (1i989%4) +that empirically senquired inte the factors
responsible for RER fluctuations using Nij@ria's data. The
present study extends Obadan's work in three major respects.
Firstly, this study calculates the RER instability indices for
the periods 1973-85 and 198B6-96, using coefficient of
variation. This was not taken care of in other related works.

Second, whereas Obadan uses only the =simple OLS regression
method to capture the influences of external and domestic
fundamentals on RER, this study went further to employ Granger
causality in testing the causal linkage between RER and each
of TOT, NCI,MSP, OPN, NOMDEV and FGE. This is because
regraession relationship may or may not involve causal
hypothegis, hut the introduction of a causal hypothesis makes
the analysis more determinate and the resulting conclusions

more specific (Menon, 1996).
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Finally cur study included the degree of openness in the
model as cne of the key variables influencing the RER in an

open econcmy.
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CHAPTER THREE

AN COVERVIZW OF THE NIGERIA'S EXCIHANGE
RATE POLICY MEASURES, 1973-i996.

3.0 INTRODUCTION

In Higeria, 3just like any other developing nation,
exchange rate policy has been a significant instrument for
macrogconomic policy management. It has been frequently
applied to preserve the wvalue of the HNaira, maintain a
favourable externai reserve positicn and ensure price
stability.

Ovar the years, different exchange rate policies have been
tried in an attaempt to find a realistic and stable value of
the naira in temms of the currercies of '.Nigeria‘s trading
partners. The kasic objectives of exchange rate policy
irrespective ¢f the economic system adopted are virtually the
same as those of the economic policy (Olisadebe, 1%21). The
ultimate objectives are increased in output and its optimal
distribution.

Nigeria, from independence in 1960 to 1986 adopted a2 fixed or
control exchange rate system. The inability of the system to
achieve the major cbilectives of the exchaunge rate policy led
teo the reversal of policy in Saeptember, 1286 to a flexible
system, The flexible system operated under SAP within the
period 1986-1994 when the fixed exchange rate system was

reintroduced again with the pegging of the naira reiative to
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the US dollar. This chapter reviews the various exchange rate
policies operated in Nigeria and appraises the impact of the
policy measures towards achieving the exchange rates stability
objective in Nigeria. The exchange rate policy changes,
eventhough directly affects the NER, has an influence on the
RER. A sound exchange rate policy management will help in
bringing about a stable and realistic RER, thereby
strengthening the international competitiveness of the
domestic economy. The chapter also calculated the RER
instability indices, and the effects of RER changes on the

economy .

F.1 EXCHANGE RATE POLICY 1973-1985

The last three decades witnessed frequent shifts in
exchange rate policies of most economies of the world as
dictated by changing economic and financial conditions. Yet
in many countries, efforts to achieve a viazble exchange rate
policies are still on as their domestic and international
economlc environments have not sufficiently stabilized
(Grobar, 1986). Various exchange rate policies adopted in
Nigeria prior to 1986 were largely geared towards an effort to
restrict or ration the use of FOREX at officially determined
rates. The establishment of the Central Bant of Nigeria (CBN)
in 1959 marked the beginning of the first phasz of Nigeria's
exchange rate policy. Being the apex regulatory body in the

corntry's financial system, the CBN's main objective was to
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have a strong and stable national currency for Nigeria
(Olukole, 1994). Nigeria's exchange rate remained at par with
the pound sterling from 1959 until the devaluation of the
sterling in November, 16, 1967. Thereafter, the currency was
allowed to move independently of the sterling, te include US
dollar in the basket of the currencies for determining the
value of the Nigerian pound. In 1971, the Higeria's currency
wage pegged against a basket of currencies of her seven major
trading partners (U.X., us, Germany, France, Japan,
Switzerland and Netherlands). This was in an effort to
minimize the effact of fluctuations of exchénge rates of other
major currencies on the Nigerian currency. It was expected
that this would stabilize the effective exchange rates of the
Naira under the assumption that the loss in value due to the
devaluation of one currency in the basket would be compensated
by the appreciation of another currency in the same basket.
In 1973, the Nigerian currency was decimalized and changed
from the pound to the naira. Following this change, fixed
exchange rates were established for both pound sterling and
the US dellar at f0.5833 and US $1.5200 to¥ 1.00 respectively
{CBN, 13989). With the devaluation of the US dollar in the
later part of 1973, the value of the naira also fell because
of its direct relaticnship with the dollar. This then became
an issue of concern when the dollar persistently depreciated.
By the end of 1973 the Nigerian government decided to

discontinue any direct relationship between the naira and
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either the pound sterling or the US dollar. In an attempt to
source cheap inputs for the implementation of developmental
preojects, the authority further appreciated the value of the
naira. In 1978 the Nigeria authority changed her exchange
rate policy. The authority introduced a basket method of
calculating the exchange rates. The currencies of the seven
major trading partners were designated with different trade
walghts based on the relative shares of the countries whose
currencies were included in Nigeria's 1976 total imports
(Ogun, 1985}). The weights of the pound sterling and the US
dollar were higher than others reflecting the fact that the
bulk of Nigeria's aexternal payments were made in pound
sterling and the US dollar. The weights of the two currencies
were relatively higher than gthers.

Although the naira was pegged tc a basket of currencies
under the managed floating system, it nevertheless responded
te significant changes in the economy from the mid 1970s.
Accordingly the naira appreciated in wvalue relative to the
deollar during the o0il boom periods of 1974 and 1975, and 1978-
1880 (CBN, 1995).

With a sizeable foreign reserves arising from ¢il boom Nigeria
then found it easier to manage a fixed exchange rate policy
through reserve movements. As the oil money keeps on flowing
in, there was no pressure on the goverrment to adjust the
nominal exchange rate of the naira by the difference in

international prices to ensure a stable index of RER. The
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Nigeria's external reserves rosa fromM¥ 104.6 millien in 1970
tod 3,112.5 million in 1974 ({See table 3.1}. It then rose
marginally in 1975 and started declining in the subsequent
years. At the peak of the oil boom, the external reserva shot
up to¥ 3,043.2 million and ¥5,445.6 million in 1979 and 1980
respectively (Table 3.1). As a result of a low demand of
petroleum and a drastic fall in the ©il prices from a maximum
of cver §38.00 to a minimum of lass than $10.00 per barrel
there was a fall in the ©il revenue ({Odubogun 1995). This
resulted to fewer FOREX accruable to Nigeria, which in turn
meant fewer and fewer goods to be imported. The imports
initially rose from¥ 756.4 million in 1970 to a maximum of¥
12,599.1 million in 1981 and keeps on declining in the

subsequent years (See table 3.1).
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Table 3.1

GROWTH IN THE NIGERIA'S EXTERMNAL RESERVES
1970 - 1985

Year Total Export Total Imports External Reserves
1970 8B5.7 756.4 104.6
1971 1,293.4 1078.9 . 132.3
1972 1,412.2 9B7.6 191.6
1973 2,278.4 1,224.8 241.0
1974 5,794.8 1,737.3 3,112.5
19875 4,988 .4 3,717.4 3,380.1
1976 6,622.4 5,132.6 3,057.6
1977 7,B881.7 7,159.7 2,521.0
1978 6,380.5 8,132.0 1,249.1
1979 10,397.5 6,161.9 3,043.2
1980 14,1598.7 9,095.6 5,445.6
1981 11,033.8 12,589.1 2,424.8
1982 9,196.4 10,100.2 1,026.5
1983 7,751.8 6,555.7 781.7
1984 g,138.8 4,484.5 1,143.8
1985 11,720.8 5,536.9 1,641.1

Source: CBMN Statistical Bulletin, 1987,

On the other hand, Nigeria's total export rose from¥
885.7 million in 1970 to a peak of Ni14,198.7 million in 1980
{Table 3.1) and later declines.

The dependent nature of the economy made it impossible
to survive without importation. This led to serious balance
of payments and debt crisis. The balance of payments position
was favourable at 3,1,102.2 in 1974 but later changed to a
negative balance over the vears reaching -3,020.8 in 1981 (See

table 3.2}.
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Table 3.2
SELECTED MACRCECONOMIC INDICATORS
(1570~-85)

Year Nominal Crowth in Inflation External Balance
Exchange money supply rate debt cut- of payments
rate sStanding position

1970 0.7143 608.3 13.8 175.0 58.6

1971 0.6955 628.9 15.6 178.5 128.86

1972 0.6579 700.9 3.2 265.6 -39.6

1973 0.6579 827.1 5.4 276.9 174 .4

1974 0.6259 1,178.3 13.4 322.4 31102.2

1575 0.6159 2,044.0 33.9 349.9 157.5

1576 0.6265 3,293.0 21.2 374.6 =339.0

1977 0.64686 4,794.4 15.4 3€5.1 -527.2

1578 0.6080 5,089.7 16.6 1,252.1 -1,293.6

1979 0.5957 6,147.1 i1.8 1,611.5 -1,8¢€8.9

1980 0.5464 9,226.8 9.9 1,8¢66.8 2,402.2

1981 0.6100 9,744.9 20.9 2,331.2 -3,020.8

1982 0.6729 10,048.6 p 5 8,815.4 -1,398.3

it 1983 0.7241 11,282.4 23.2 10,577.7 =301.3
™ 1984 0.7649 12,204.1 39.6 14,808.7 354.9
1985 0.8938 13,267.8 5.5 17,808.7 349.1

Source: CBN Statistical Bulletin, 1987.
CBN Annual Reports (Various Issues).
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The external debt outstanding also rose tremendously
moving from¥d 175 million in 1970 to¥ 2,331.2 million in 1981.
It then shot up toN 8,819.4,N 10,577.7 and¥ 14,808.7 millions
in 1982, 1983 and 1984 respectively (Table 3.2). This was at
the peak of the Nigeria's economic crisis. Money supply and
the inflation also keeps on growing at an alarming rate as
indicated in table 3.2.

As a measure to curb the situation, FOREX from Central
Bank was strictly rationed and controlled through an import
licensing system meant to protect official reserves. The
problem was that when the level of reserve increased, the
naira appreciated, but was never allowed to depreciate when
the reserve level falls. This then creates an impression that
a continuous drain on the official reserves cculd sustain an
overvaluation of the naira. In order to curb this problem,
strict exchange control measures were adopted.

From 1980 to 1981, the degree of exchange control was reduced
largely due to an improvement in the BOP brought about by =a
positive development in the internaticnal oil market. The
soft-pedaling was also due to the difficulty associated with
tight exchange contreol regulations. The relatively liberal
system of exchange controls in the early 1980s was mainly
aimed at curbing rampant abuse and malpractices in respect of

FOREX transactions, such as over invoicing of import bills,
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smuggling of currencies and goods across the borders and false
documentation of import bills. Because the policy was not
sustainable, controls had to be tightened. 1In 1983, the IMF
complained about the higher incidence in naira exchange rates
quotation having risen above the stipulated 2 percent limit.
Consequently, the management evolved a system whereby the
perennial problem being caused by arbitrage incidence in the
naira exchange rates quotation could be minimized or
eliminated. In December 1985, it was agreed that a one
currency intervention system be adopted to solve once and for
all the problem. In this system, the naira exchange rates
were quoted against a single intervention currency, the US
dollar. Although the system helped to wipe out the incidence
of arbitrage that prevailed during the period before its
adoption, it had the disadvantage of making the naira to be
tied to the fortunes of the dollar, i.e. to float or sink with
the dollar in the international foreign exchange market. The
system used to determine the wvalue of other currencies in
terms of the naira was to maintain the US $/¥ rate at a point
and deriving the cross rates of other currencies against the
naira through such a quotation i.e. the other currency rates
taking a cue from such quoted US $/N rates (Olukole, 199%2).

The period between 1982 and 1986 marked the last phase of
exchange contreol in Nigeria. The stringent exchange control
measures as in earlier periods was proceeded by severe BOP

pressures. As part of the global economic recession, Nigeria
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at this time was experiencing severe economic difficulties.
FOREX receipts both from o0il and non-oil exports were
consistently less than the disbursements for imports (CBN,
1987) .

From 1984 to 1986, the country adopted a crawling peg
system by relating the wvalue of the naira to the pound
sterling and the US dollar as her two currencies of
intervention. This was because the bulk of Nigeria's external
payments was made in pound sterling and the US deollar. From
time to time, the relative value of the naira vis-a-vis the
pound sterling and the US dollar was adjusted as necessary.
Faced with severe economic pressures of the late 1970s and
early 1980s, the Nigerian government enacted the economic
stabilization Act of 1982 with the aim of correcting the BOP
problems and the distortions in the domestic production and
consumption pattern. The exchange control measures of 1982
achieved little in remedying the problem of the external
sector crisis. This was because of the continuous fall in the
price of oil which of course brought about a decline in FOREX
earnings. Despite the reduction in imports the debt service
ratio for 1983 was 17.5 percent as compared to 0.7 percent in
1980 (Odubogun, 1995). The exchange control measures were
strictly maintained throughout 1985 to mid - 1986, with some
modifications and adjustments. It became apparent during the
middle part of 1986 that the ad-hoc measures established to

correct the severe crisis had proved incapable of solving it.
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The pelicy response was therefore a shift away from an
exchange control regime to a market directed or deregulated

regime.

3.2 EXCHANGE RATE POLICY MEASURES 1986-1%96

The exchange contrel system which was in cperatieon priocr
to 1986 was believed to have made the naira over-valued in
terms of other international currencies. This was viewed as
the majeor factor that brought about the distortions and
disequilibrium in the economy. It made the country to be more
import dependent and less non-oil export driven in the last
quarter of tﬁe century (James 1988B}). The country was
therefore unable to achieve its main objectives of policy
during the period. 1In order to find a realistic value of the
naira, the approach of the second Tier Foreign Exchange market
(SFEM) was 1ntroduced under the SAP, adopted at that time to
reverse the structural distortions in the economy. In
september, 1986, the BSFEM Decree was promulgated, thereby
introducing a flexible or floating exchange rate regime. The
main objective of the exchange rate policy contained in the
Decree was to have a realistic exchange rate which would
remove the existing distortions and disequilibrium in the
external sector of the economy as well as ease the country's
persistent BOP problems. With the introduction of SFEM as a
pelicy the system of operating two markets was adopted. The

second-tier market and the existing first-tier market were
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allowed to operate side by side until 2nd, July 1987 following
the convergence of the two rates. Under SFEM, exporters were
allowed teo hold 100 percent of their FOREX proceeds in
domiciliary accounts and they were allowed unhindered access
te the funds therein. The SFEM was operated alongside a
managed First-tier official exchange rate, while the second-
tier was based largely on market forces. Transitional
transactions and pre-SFEM transactions such as debt service
payments, public sector imports expenditure of Nigeria's
missions abroad and payments of international organizations
were effected through the first-tier rate. Other private
sector transactions were effected at the second-tier rate
which was relatively more depreciated. The SFEM was operated
by the CBN. During the first two auctions in the SFEM, the
exchange rate was determined by averaging the successful bid
rates. After the first two biddings, the average rate method
was replaced with marginal rate pricing which had the
potential of reducing the observed continuous depreciation of
the currency {Obaseki, 1997) . To introduce more
professionalism into the system of bidding that is, to ensure
that bids reflect economic fundamentals, the Dutch Auction
System (DAS) was put in place in April 1987. Under the system
dealers were allocated funds at their bid rates. The
objective was to reduce the propensity for high bids.
However, the official exchange rate was determined at the

margin. In addition, the bidding period was changed from once
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a waek to once in a forthnight.

Varioué methods o©of exchange rate determination were
applied to fine-tune the system while the regime lasted.
These included the average pricing method, marginal rate
pricing anhd the Dutch auction system. The system, however,
created the preoblem of multiplicity of rates which resulted in
Further depreciation of the naira. Given the simultaneous
operation of the first-tier foreign exchange market (FFEM) and
SFEM in 1986, two sets of rates amerged - one administratively
determined and fixed, the other under SFEM, detarmined through
the forces of demand and supply. Given that demand for FPOREX
under the SFEM always exceeded supply, there was a continuous
depreciation of the naira in this market. At the first SFEM
bidding session for instance, while the exchange rate in the
FFEM was® 1.5691 to US $1.0, the SFEM rate wasM 4.6174 to US
$1f0 (CEN, 1987). A further liberalization and
decentralization of this dual system te make room for foreign
exchange market (FEM} and the autonomous markets on 2nd July,
1287 did not do much to prevent the depreciation of the naira.

This was aggravated by the abuse of this liberalized policy
by bankaers. Between mid-1987 and December 1988, a wide
premium had been created between the FEM rates and the
autoncomous rates. The authorizaed dealers kept the autonomous
rates high reflecting a faster depreciation of the naira than
in the official FEM. While the autonomous rates during the

pariod Januvary to August 1988 ranged from¥ 4.3611 toN 6.8800,
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the FEM rates ranged from ¥4.7740 to ¥4.86440. In December
1988, the FEM rate wasM 5.3530 while the autcnomous rate wash
8.2856 (Olukole, 1992). This development led to the abelition
of the autoncmous market and the creation of a unified system.
Due to the abuse of the dual exchange rate system, both the
first and the second—tier exchange rates were merged in July,
1987. A unified exchange rate system emerged under the
Foreign Exchange Market (FEM). This system subjected all
transactions to market prices thereby alleowing banks to
trénsact FOREX business among themselves., But the persistent
depreciation of the naira exchange rate led tc the separation
of the Inter-bank market for banks from the official market
resulting in the emergence of an autonomcus market with its
independent rate for privately sourced FOREX. This autonomous
rate was subsequently merged with the FEM rate in January,
1988, to form the Inter-bank Foreign Exchange Markeit IFEM)
because the autonomous rate had depreciated continuously,
thereby fueling rent-seeking activities in the economy.

To further eliminate the abuses inherent in the systam
and reduce exchange rates instability the naira exchange rate
under this regime was determined using several methods. One
or more of the numerous criteria ranging from simple average
walghted average to monitering developments in exchange rates
of convertible currencies was applied to determine the
exchange rate at different times. There was therefore no

spacific criteria for determining the exchange rate (0jo,
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1996} .

In 1989, the FOREX transactions system yet witnessed another
development with the establishment of Bureau de change which
was basically aimed at allowing access of FOFEX to small users
and also to widen the scope of the officially recognized FEM
and make FOREX transactions less cumbersome and lers formal
for small transactor. As a secondary objective, the Bureau de
change was expected te gradually absorb the informal FEM.

In order te further reduce instability in the FEM, the
interbank procedures wera modified in December, 1990 when the
Dutcih auction system was re-introduced. The DAS was first
applied in April 1987, but the instability in the FEM could
noet e stemmad. As a result, a model weigﬁted average method
of exchange rate determination was introduced in August, 1991,
Under the system, the rates tending towards tle mode were
used to determine the market exchange rate. The system
succeaded in reducing wide fluctuations in the offigial
exchange rate but instability soon set in as the parallel
market commenced a process of sustained depreciation, leading
to the widening of the premim between the parallel and the
official market. For instance the parallel market premium
reached 79.2 percent in February, 1992 compared with 35.5
peccent in 1991 and the interanationally acceptable standard of
5.0 percent {Clisadebe, 1994). All thesa changes failed to
reduce the wide fluctuations in the exchange rate. The

authorities then took another step by deregulating the system
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fully. The CBN completely floated the naira on 5th March,
1992, This was done systematically by depreciating the naira
exchange rate at the 1FEM again in srder to ecuate it with the
parallel rate which was considered the more appropriate
indicator of the market perception of the value of the naira-
vis-a-vis other currencies, This was aimed at narrowing ths
parallal market premium and enhancing the operational and
allocative afficiency at the  IFEM through adequate
participation in the market. Under the system, the CBN was
ready to sell unlimited amounts of FOR:X provided the
appropriate naira cover was provided. The official exchange
rate was adjusted from¥ 103.5564 to $1.0 to¥ 18.00 to US 51.0
on 5th March, 1992 (CBN, 1997). )

Initially the parallel market premium was narrowed to a
level below 10 percent. However, as a result of renewed
demand pressures and speculative activities the premium
gtarted to widen again. The official exchange rate for the
nalra was administratively pegged at®¥ 21.9%60 to a dolliar for
most of 1993, while FOREX allocation was done on a prorata
basis. As a result, the parallel market exchange rate
continued to diverge widely from the official exchange rate
with the Bureau de change exhibiting similar trends,

The emaerging parsllel market premium was considered too
large to be allowed to persist as it was a disincentive to the
policy stances of achieving exchange rate stability and

optimal FOREX allocation.
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The system of fixed exchange rate was again re-
introduced in 1994 to stabilize and shore up the value of the
naira. The official exchange rate for the naira was formally
pegged at¥ 22.00 to US $1.00. This was done by centralizing
all FOREX receipts ir the Central Bank. The policy stance was
aimed =2t instilling sanity into the FEM and encouraging
increased activities in the productive sectors of the economy.

In pursuance of these objectives, the government re-affirmed
the illegality of the parallel market for FOREX transactions
and prevented Bureau de change from selling SOREX.

A FOREX allocation Committee known as the Ministerial
Allocation Committee was set up in 1994 to oversee FOREX
allocation. The Committee was basically set up to supervise
the FOREX allocation tce various sectors »f the economy using
certain percentages as a criteria for allocating the FOREX.
With the main objective of allocating available FOREX to meet
the basic needs of =nd-users, the committee provides that 15
percent of available FOREX be set aside for priority imports
and scheduled for allocation every fortnight. The remaining
85 percent was allocated on a pro-rata basis using the earlier
formula. Allocation for priority items was later raised to 20
percent.

The deregulation of the economy in 1994 rather than
shoring up the va ue of the naira and stabilizing the FEM,
further reduced the value of the naira and set in a self-

sustaining phenomenon of exchange rate depreciation in the
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parallel market. The measures, put in place to manage FOREX
in 1994 failed to address the ocrucial issues of improving
FOREX receipts through raising the level of non-oil exports
and enhanced capital inflow, The proklem of the widening
paralliel market premium could alse not be addressed. At the
end of 1994, the parallel market premium wau in excess of 350
percent {Olisatsbe, 159%4).

Against the background of persistent instability in the
FEM, declining non-oil export receipts, widening parallel
market premium, and sustained pressure on the external sector
resulting from inappropriate policy measures adopted in 1994,
and the attendant rising inflaticnary spiral, a revarsal
policy stance was introduced in 1995, )

The FEM was again deregulated in 1835 under a policy of
"qguided deregulation®. This policy was aimed at addresgsing
the substantial depreciation of the naira exchangs rate in the
parallel rmarket and achieving efficient allogation and
utilization of rescurces. In this regard, the exchange
control Act of 1962 was repealed, while the foreign exchange
{monitoring of miscellaneous) provision bDecree 17 of 1992 was
promulgated.

The gnal of FOREX and exchange raté policy since 19295
centrad on the deliberate build-up of external reserves to
improve the credit worthiness of the Nigerian economy and its
competitiveness, strengthen the naira and cradually move the

currency towards convevrtibility (CBN, 199%7). The major






