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curre  , for example, that exchanges for one pound sterling. In Nigeria. an exchange raic of

=M80 is nothing other than N1 = $0.0125. Thus, one is the reciprocal of the other. The
way the exchange rate of a currency is quoted is a matter of convention. Just as the price of any
commodity is determined by ~ : interplay of supply and demand, the exchange rate is
prima-rily dctermined by the supply and demand for foreign currency. The higher the
demand for forcign currency. the more will its price rise which is the samc thing as a fall in
the units of the domestic currency. The demand for forcign currency is represented by the
import of goods and scrvices. The supply of f  :ign currency is largely represented by receipts
from the export of go s and scrvices which reflects the demand by foreigners for Nigeria's
goods and services. Supply could be augmented through loans and transfers from abroad.
The supply of foreign currency is thus a function of that part of domestic output which is
exported, the quality of that output as well as its price. The demand for foreign cxchange
depends on price as well as the level of income and liquidity. among others.

A devalvation implies that eithcr more units of the domestic currency is exchanged for a
unit of foreign currency or 1at a unit of domestic currency exchanges for less units of
foreign currency. As used in this paper, the devaluation/depreciation of the naira exchange
rate implics that more units of naira exchange for a unit of US$. Whilc a devaluation or
revaluation represents a discrete or quantum change in the exchange rate usually by official
aclion, a depreciation/appreciation reflects gradual changes attributable to interplay of
forces in a free market.

Exchange rate has both nominal and real aspects. The quoted exchange rate is the
nominal exchange rate and is affected by nominal variables as well as by speculation. The real
exchange ratc (RER) is usually defincd as the ratio of price of tradeables to the price of
non-tradeables. It can also be constructed using other measures of price. say. labour cost. etc.
The real exchange rate is affected by economic fund: :ntals which have both domestic and
international aspects. International fundamentals include terms of trade, international
transfers and rcal world interest rate. Domestic fundamentals include those that are
endogenously determined by policies such as imoport tariffs, import quotas, export taxes,
exchange and capital controls as well as those th  are exogenously determined such as tech-
nological progress. The real exchange rate ineasures the competitiveness of a country's ex-
ports. Defined as the ratio of tradcables to non-tradeablcs, an increasc in the ratio represents
real appreciation and loss of competitiveness while a decrease represcnis a real depreciation
and an improvement in competitiveness.

1.4 The exchange rate policy pursucd at any particular peint in time depends on the objectives

intended to be pursued by the authorities. In a fixed cxchange 1..__ regime. the ratc is fixed by
the authorities in many instances at an over-valued level, to attain some perceived objectives
such as stabilizing the inflation rate through cheap imports. The rate could also be fixed at an
undervalued level as part of policy mix of export drive. However, the fact that the authorities
do not normally respond quickly enough to economic fundamentals as would the market, the
rate sooner than later becomes unrealistic. This usually happens when the expected tight
stance of monetary and fiscal policies that should sup he fixed exchange rate does not
materialize. Invariably, the authoritics end up exhausting all available reserves, inflation
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PART TWO
NAIRA EXCHANGE RATE POLICY

The principal objective of exchange rate  licy during the early years of the 1980s was to
check inflationary pressures. This was achieved by maintaining an overvalued exchange
rate so as to encourage importation. Consequently, the naira exchange rate was
unconsciously maintained well below the equilibrium lcvel. The official rate averaged
$1=N0.7057 between 1980 and 1985 compared with the PPP ratc of $1 = N3.4716. Atlempts
1o adjust the rate in the context of ¢ m  ng peg during the subsequcnt period of foreign ex-
change scarcily was half-hearted and so could not push the exchange rate to its
equilibrium. In 1986, a market-driven exchange rate policy was therefore put in place to
rcflect the dictates of a viable ba__ 1ce of payments policy. The objectives were, to liberalize
the forcign exchange market so as to achieve realistic naira exchange rate that would
allocate resources more efficiently and specifically encourage non-oil exports and capital
inflow. The institutional arrangement for achieving those objectives came to be known as
the Foreign Exchange Market (FEM).

The introduction of the liberalized exchange rate system resulted in a sharp depreciation of
the naira exchange rate from an average of $1 = ).7057 in 1980 - [985 to $1 = N5.9251
between 1986 and 1991. Compared with the PPP rate of $1 = BHO. 1328, the official naira
exchange rate remained overvalued. However, a bold atiempt was made on March 5, 1992
to reduce the spread between the official and the parallel rates by sharply devaluing the
official rate from $1 = ¥10.6 to $1 = N18.00, thus reducing the premium to about 8.9 per
cent from 84.9 per cent the previous day.

However, since April 1993, the official rate has been largely pegged at $1 = 22 compared
with PPP rate of $1 = N39.4458. Although the parallel rate was also below the equilibrium
rate, it tended to track the PPP rate more closely than did the official rate, at least from
1980-1993 (see chart). ln 1994, however, the parallel rate indicated an under-valuation
with respect to the equilibrium rate. The position in 1994 therefore required an
appreciation of the parallel rate and/or depreciation of the official rate to bring those rates in
line with the equilibrium rate.

The degree of misalignment of the naira exchange rate as reflected in the spread between
the official and the parallel rates which averaged 62.2 per cent between 1980-1982 rosc
sharply to 263.5 per cent between 1983 - 1985, reflecting the strict exchange control
measures in place during that period. With the introduction of the liberalized foreign
exchange market in 1986, the spread declined progressively reaching a low of 17.2 per cent
in 1992 following the devaluation of the official rate.  1ce 1993, however, the spread has
been increasing and stoed at 173.9 per cent in 1994 as a result of the pegging of the official
r.. as well as the depreciation of the parallel rate. At the end of August 1995, the spread
was 283.8 per cent. Since the beginning of 1995, the FEM has been characterised by
some relative stability with the spread between the AFEM rate and the parallel rate
narrowing to 5.0 per cent. This development has been largely due to the decline in the rate
of monetary expansion reinforced by tight fiscal stance. This seemingly stable situation may
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TABLE 2

FOREIGN EXCHANGE ADEQUACY

FOREIGN DEBT AMOUNT TOTAL OFFICIAL PARALLEL IMPLICIT PARALLEL
YEAR EXCHANGE SERVICE AVAILABLE LIQUIDITY EXCHANGE MARKET EXCHANGE MARKET

INFLOW TO SERVICE (M2) RATE RATE RATE PREMIUM

(M) ($'M) EC  JOMY (N*M) N§ N/$ N/$ %

1980 25,979 186 25,793 14,397 0.5444 0.9009 0.5582 65.48494
1981 21,449 857 20,592 15,548 0.6369 0.9259 0.7551 45.37604
1982 14,951 1,152 13.799 16,894 0.6702 1.1364 1.2243 69.56132
1983 11,679 1,846 9,833 19,369 0.7485 1.8182 1.9698 142.9125
1984 12,121 3,455 8,666 21.601 0.8082 3.2500 2.4926 302.1282
1985 12,310 4,180 8,130 23,819 0.9996 3.7900 2.9298 279.1517
1986 7.204 2,127 5,077 24,216 3.1166 4.1700 4.7697 33.79965
1987 6,593 1,567 5075 29,995 3.4104 5.5500 5.9680 25.83893
1988 6,474 1,953 4,521 38,450 5.3530 6.0500 8.5048 1302074
1989 8,137 2,036 6,101 46,223 7.6500 10.5450 7.5763 37.84314
1990 10,435 3,824 6,611 64,903 0001 9.6100 9.8174 6.776591
1991 10,305 3,501 6.804 86,152 9.8662 13.4000 12.6620 35.81723
1992 8,476 2,832 5,643 128,518 19.6609 | 20.3000 22.7748 350614
1993 7,511 1.664 5,847 196,318 21.8861 36.2000 33.5759 65.40178
1994 6,067 1,694 4373 267,759 218861 | 59.9540 61.2300 173.9364
1995 1/ 5,158 1,007 4,151 269,377 21.8861 84.0000 2/ 64.8946 283.8052

1/ Asat July, 1995

2/ As at end-August, 1995

Source: Central Bank of Nigeria
Tinubu Square. Lagos.
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TABLE 3

PPP EXCHANGE RATE

YEAR 1992 1993 994 1995 1996 1997 1998
DOMESTIC INFLATFION RATE (%) 44.6 57.2 57.0 65.0 15.0 10.0 8.0
US INFLATION RATE (%) - 31 30 2.7 34 34 34
BASE YEAR EXCHANGE RATE (N/$) 17.2984 - - - - - -
P~ EXCHANGE RATE (N/$) 2447724 377439 |58.23883 | 94.11396 | 105.0312 | 111.9632 | 117.1135

1/ 1995 FIGURES ARE AS AT END-JUNE 1995.

Source: Central Bank of Nigeria
Tinubu Sqguare, Lagos.
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TABLE 4

GROWTH RATES OF MONE1 tY AND CREDIT AGGREGATES
(1960 - 1994)

1986 1987 1988 1989 1990 1991 1992 1993 1994
AaCTUAL 27 274 22.2 -14.1 17.1 453 69.1 91.4 29.2
TARGET 87 4.4 8.1 9.5 13.5 10.6 13.2 17 - 9.4
DEVIATION 4 23 14.1 -23.6 36 34.7 62.8 73.9 19.8
ACTLAL 26.7 46.7 16.9 3.9 18.4 237 34.6 51.6 32.2
TARGET 12.8 7.4 133 10.7 13 16.4 17.7 20 16
DEVIATION 13.9 39.3 3.6 6.8 2.6 7.3 °8 316 0.4
ACTUAL 2.5 10.3 284 -33.5 14.9 829 109.7 1.6 277
TARGET 59 1.5 2.5 83 10.9 0 7.7 14.5 0
DEVIATION -3.4 88 259 -11.8 4 82,9 1184 107.1 277
ACTUAL -4.1 15.7 43.6 215 44.9 326 52.8 54.4 47.8
TARGET 7.8 1.8 15 146 13 14.6 243 20 214
DEVIATION -11.9 3.9 286 6.9 L9 18 36.1 34.4 6.4

Source: Central Bank of Nigeria.
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