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EXCHANGE RATE MANAGEMENT

The choice of exchange rate
regime is a perennial issue faced
by emerging markets.
Conventional wisdom, especially
after the emerging markets crises
of the late 1990s. was the bipolar
prescription: countries should
choose between either floats {the
soft end of the prescription) or
hard pegs (monetary union,
doliarization, currency board). The
thinking was that intermediate
regimes [(convenfional pegs.
horizontal bands, crawling
arrangements, and managed
floats) left countries more
suscepftible to crises.

While the argumenis in favor of
free floats are well known, it is less
clear why hard pegs - the least
flexible regime - should be equaily
resilient to crisis. One can argue
that volafility is so great under
floating, that a fixed rate system
with pericdic large corrections is
still preferable. even if the
corrections often "overshoot” the
necessary adjustment to the real
exchangerate.

Proponents of the bipolar view,
including Obstfeld and Rogoff
(1995) and Eichengreen (1998),
predict that countries that have
integrated, or are integrating, their
domestic capital markets with
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global capital markets will be
unable to sustain infermediate
regimes and will be forced to
choose one of the two extremes:
either a hard fix or a freely floating
exchange rate regime. In their
opinion, the middle ground -
made up of adjustabie (soft) pegs
- will eventually vanish for couniries
that are open to internafional
capital flows. Other authors,
however, disagree. Williamson
{2000), for example, believes that

intermediate regimes are, and will
continue to be, a viable opfion for
emerging markets. It is argued that
intermediate regimes offer
developing economies some
degree of stability and flexibility.
Under the infermediate regimes,
emerging markets are able to
demonstrate a degree of
monetary discipline by using
exchange rate as an anchor for
price stability.

Neo. | Group Cate | Type of Exchange

gory ! rale regime

Rules of the exchange rate regime

arrangement with no

separate legpl tender

1 Exchange s The currency of another country circulates as the sole legal teader

»  Adopting such a regime implics the complete surrerder of the monetary suthorities’ control
gver domestic monetary policy

arrangetment

Hard Pegs

peg arrangement

Fixed peg

Intermediate regimes
Soft peg
-

Currency board « Regime is based on an explicit legislative commitrnent to exchange the domestie currency for
a specified foreign cutrency at  fixed rate, combined with restrictions om the issuing
authoriiy to enswre the ful fidment of this legal obligation

¢ Domestic curreney is issued only against foreign exchange and it remains fully backed by
foreign assets, leaving litle scope for discretionaty monetary policy and cfiminating
traditional central bank functions

s Some flexibility may still be afforded, depending on how strict the rales of the currency
board arrangement are

3 Conventipnal fized | » A country pegs its currency withis margins of =1 percent or less vis-a-vis ) another
carrency, 2) a cooperative arangemest, such as ERM I, or 3) a basket of currencies that
cansists of currencies of major trading or financial partners

Exchange rate may fluctuate within narrow margins of less than £1 percent around a central
vate or the taximus and winiovm value of the exchangz rate may remain within a naow

margin of 2 percent for at least three months
o Monetary suthorities maintain the fixed parity via direct or ndirect interventions (e.g. via the
use of interest rate policy, imposition of foreign exchange regulations eic.)
Autonomy of monetary poficy, though limited, is greater than in case of exchange

arrangements with 1o separate legal tender and cuerency boards becanse traditional central
banking functions are still possible

4 Pegged exchange «  Euchange rate is maintained within certain margins of fluctuation of more than +1 percent

tate with horizontal

\ s Asinthe case of conventional fixed pegs, currency can be peg to a single cwrrency, a

arouad a fixed central rate or the margin between the maximum and minimum valve of the
bands exchange rate exceeds 2 percent

curTency cotposite, of as a result of a cooperative amangement

there is a limited degree of monetary policy discretion, depending on the band width ‘
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4 Pegged exchange ¢ Exchange rate is maintained within certain margins of fluctuation of more than x1 percent
rate with horizontal around a fixed central rate or the margin between the maximum and minimum value of the
bands exchange rate exceeds 2 percent

¢ As in the case of conventional fixed pegs, currency can be peg to a single currancy, a

currency composite, or as a result of a cooperative arrangement

» there is a limited degree of monetary policy discretion, depending on the band width

5 Crawling peg + Exchange rate is adjusted periodically in small amounts at a fixed rate or in response to
changes in selective quantitative indicators, such as past inflation differentials vis-a-vis major
trading partners or differentials between the inflation target and expected mflation in major
trading partners

o The rate of crawl can be set according te inflation rate changes or to other indicators
{(backward looking), or set at a preannounced fixed rate and/or below the projected inflation
differentials (forward looking)

« Maintaining a crawling peg imposes constraints on monetary pelicy in a manr et sitnilar to a

fixed peg system
6 Exchange rate with | e Exchange rate is maintained within certain fluctuation margins of at least +1 rercent around a
crawling bands central rate, or the margin between the maximum and minimum value of the exchange rate

exceeds 2 percent and the central rate or margins are adjusted periodically at a fixed rate or in

response to changes in selective quantitative indicators

s Bands are either symmetric around a crawling central parity or widen gradual'y with an
asymmetric choice of the crawl of upper and lower bands (in the latter case, there may be no

preannounced central rate)

¢ The commitment to maintain the exchange rate within the band imposes constraints on

monetary policy, the degree of policy independence is a function of the band width

7 7| Managed floatin s Monetary authorities attempt to influence exchange rate without having a spesific exchange
% 4 2 g g g2 2 sp
gﬂ % with no rate path or target
EO 50| predetermined path
£ E for the exchange » Indicators to manage the exchange rate are broadly judgmental (e.g., balance of payments
o
< = osition, international reserves ete.), and adjustments may not be automatic
= | rate P !
5
. » Intervention may be direct or indirect
20
8 'g Independently s Exchange rate is market determined, without official foreign exchange marke: intervention
(=}
f floating
g ¢ Monetary authorities prevent undue exchange rate fluctuations rather than stasilize exchange
<
rate

— —= —

@



Volume 39, No. 1 - Volume 39 No. 3

JANUARY - SEPTEMBER 2015

EVOLUTION OF FOREIGN
EXCHANGE MARKET IN NIGERIA

The Nigeria foreign exchange
market hos fransitioned a great
deal since the couniry's
independence. Following
independence, Nigeria had a
pegged exchange rate regime
and strong exchange conirols until
the Babangida administration
intfrcduced the Structural
Adjusiment Program {*SAP") in
1986. The increasing demand for
foreign exchange and the inability
of the exchange control system fo
evolve an appropriate
mechanism for foreign exchange
allocation in consonance with the
goal ofinternal balance made it to
be discarded in September 26,
1984 while a new mechanism was
evolved under SAP. The main
objectives of exchange rafe
policy under SAP were to preserve
the value of the domestic
cumency, maintain a favorable
external balance and the overall
god! of macroeconomic stability
and fo determine a realistic
exchange rate for the Naira.

In an attempt to achieve this, @
transitory dual exchange raie
system (First and Second -Tier
Foreign Exchange Market — SFEM)
was adopted in September, 1986,
but metamorphosed into the
Foreigh Exchange Market (FEM) in
1987. Bureau de change wdads
infroduced in 1989 with a view to
enlarging the scope of FEM. In
1994, there was a policy reversal,
occasioned by the non-relenfing
pressure on the foreign exchange
market. Furtherreforms such as the
formal pegging of the Naira
exchange rate, the centrdlization
of foreign exchange in the CBN,
the restriction of Bureau de
change to buy foreign exchange
as an agent of CBN efc. were all
infroduced in fthe foreign
Exchange Market in 1994 as @
result of the volafility in exchange
rate. There was another policy
reversal in 1995 to that of “guided
deregulation”. This necessitated
the institution of the Autonomous
Foreign Exchange Market (AFEM)

which later metamorphosed into
a daily two way quote Inter-Bank
Foreign Exchange Market {IFEM} in
1999.

The Retai' Dutck Auction System
(R-DAS) was reiniroduced in 2002
as a result of the intensification of
the demand pressure in the
foreign exchange market and the
persistence in the depletion of the
country's external reserves. Finally,
the Wholesale Dutch Auction
Systemn [W-DAS} was introduced in
February 20, 2006. The introduction
of the WDAS was also to deepen
the foreign exchange market in
order to evolve a realistic
exchange rate of the Naira. This
was later changed to the RDAS in
October 2013, which enabled the
Central Bank to monitor uses of
foreign exchange purchases from
the apex bank. in February 2015,
the CBN discontinued the RDAS
with a view to gradually relegating
its participation in the FX market to
inferventions at the interbank
market on a need basis.

KEY FACTORS THAT AFFECTS
EXCHANGE RATE MANAGEMENTIN
NIGERIA

Nigeria remains an import
dependent mono-product
economy and ifs dependence on
crude oil cannot be

100,000.00
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underestimated. According to
OPEC statistical bulletin
{2013/2014) the value of Nigeria's
total export revenue in 2013 was
US$%5,118 million and the revenue
of petroleum expori- from the total
export revenue was US$89,314
million which is 23.9% of total export
revenue. This means that Nigeria's
economy will be vulnerable to the
movements of oil prices.

During periods of favorable oil
price shocks triggered by conflict
in oil-producing areas of the world,
the rise in the demand for the
commodity by the consuming
nations, seasonality factors,
trading positions etc., Nigeria
expetiences favorable ferms of
frade evidenced by a large
current account surplus from 2007-
2013. This however began 1o
reverse as in 2014 as oil prices
declined; current account is
expected to be a deficit of about
3% of GDP in 2015. There is also
exchanged rate stability in periods
of high oil prices and this has
provided opportunities for the
government to build its external
reserves.

On the converse, when crude oll
prices are low, occasioned by
factors such as low demand,
excess supply due to shale
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production, increased production
by the United States, previously
one of the largest importer of
Nigeria's crude, the reverse
becomes the case with exchange
rate under pressure, external
reserve depletion, rising budget
deficit and slow economic growth
(Englama, 2010). An example was
a drop in the revenue from oil
exports during the global financial
crisis in 2009 and the last quarter of
2014. According to, OPEC
statistical bulletin {2010/2011), oil
export revenue dropped from
US$74,033 million in 2008 to
US$43.623 million in 2009 and the
naira depreciated to N148.902 in
2009 from NT118,5441n 2008.

In the period between the oil price
peak of 2008 and the trough of
2009, the nation's external reserve
declined by US$20.33 billion from
US$62.08 billion in September 2008
to US$41.75 billion in August 2009
as the central bank atfempted to
stabilize the currency. A similar
frend can be observed n the
recent oil price decline that has
resulted in the first major
adjustmentin naira exchange rate
since 2009. This shows that
defending the currency is a costly
and ulfimately fulile exercise as
the currency eventually adjusts
according fo fundomentals and
market forces. The question should
be whether we want the

25C.00 -
200.00 4
150.00 4

10000

50.0¢

- T o= o
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adjustment quick and fast or
whether we want o gradual
process? Either path has it
implicafions with regards to
market volatility as well as
depletion of the foreignreserves.

in fhe last decade., Nigeria's
financial market has become
more open fo the global market
and thus impacted by global
events other than the oil price. The
inclusion of Nigeria's government
bonds in the JP Morgan emerging
market index resulted in significant
inflow into the country by both
Index ftfrackers and investors
searching for higher returns. As o
consequence, Nigeria underwent
a period of appreciating and
stable naira as well as external
reserve growth. Befween August
2012 and March 2013, the
interbank rate hovered between
154.10 and 158.90, in-line with the
CBN effective RDAS rate of 157.34
in the same period. The
convergence in inferbank and
RDAS rate meant that corporate
clients accessed the interbank
market for a significant amount of
their transactions instead of the
CBN RDAS market. However,

global shift in risk and constant
changes in risk appetite in
emerging market securities rneans
Nigeria is likely to witness more
exchange rate volatility in the
future.
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Chart: Graph Showing Correlation beiween Cil Prices and the Naira Exchange Rafe
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CLOSURE OF THE RDAS/WDAS
MARKET IN NIGERIA: TOWARD
FLOATING OR BACKTOTHE PEG

The origin of the RDAS/WDAS was
the foreign exchange market
liberalization that occurred in
19935, Following the liberalization,
the Autonomous Foreign
Exchange Market (AFEM)., where
the CBN sells foreign exchange to
end-users through selected
authorized dealers at market
determined rate, was established.
The RDAS/WDAS are offshoots of
the AFEM system. The WDAS is an
auction system wherzaby the CBN
receives bids from authorized
dealers for purchase of forex. The
authorized dealers on behalf of
end users of foreign exchange
(like corporates, importers etc.)
submit bids to the CBN for
purchase of foreign exchange
during an auction. Once their bids
are successful they then sell the
dollars to the end users.

The RDAS, which was first
infroduced in 2002, is a direct sale
of foreign exchange by the CBN
through the banks to end users.
Unlike the WDAS, the RDAS is
based solely on actual demand of
foreign exchange by the end
users. As such, the authorized
dealers will only bic for foreign
exchange based on the number
of actual request rezeived from
end users. The key difference
between the RDAS and WDAS is
that RDAS enabies CBN at the
point of sale to determine who the
end useris,

The WDAS was first infroduced on
February 20, 2006. It isimportant to
note however, thal under the
WDAS the bids submitted by the
authorized dealers need not
match the total request by its end
users. WDAS is transferrable when
the CBN dllows banks fo sell the
funds in the interbank market. The
ability to resell the WDAS fund at
the interbank market or 1o other
end users means exchange rate
price discovery is eqsier. WDAS is
the halfway house between a free
flioat and a managed soft peg.

»
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a
in February 2015, the Central bank
of Nigeria officially disconfinued its
weekly RDAS/WDAS auction.
Historically, doubts have been
raised concerning the
sustainability of the auciion
system. Data shows that an
average of USD26.56 billion is sold
at both the spot and forward
auction annually. The increasing
use of the foreign reserve during
periods of declining oil prices
increased the debate on the
RDAS/WDAS in 2014. As an import
dependent nafion, Nigeria's use of
foreign exchange has grown

200,001.00 -
1B0,000.00

160,000.00
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significantly over the vyears. In
addition, the changing appetite
of Nigerians for luxury goods has
further bloated the natfion's use of
foreign exchange and import hill,
which has had adverse effect on
the exchangerate.

Despite being an oil exporting
country, Nigeria remains plagued
by its importation of refined
petroleum products. Data shows
that the oil sector, which is mainly
the downstream sector of the oil
and gas industry, is the single
largest buyer of foreign exchange
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from the cenftral bank. The oil
sector utilization of foreign
exchange is for financing imports
of refined petroleum products
(diesel, PMS and kerosene). The
sectors' dollar demand should
therefore fluctuate depending on
the price of crude <il. In a period of
high crude prices, the sector's
demand and utilization of foreign
exchange effeciively increases
thus limiting the ability of the
central bank o grow thereserve. In
addition to this, Nigeria's import
dependence extends io
agriculiure products (food) and
manufactured products. The
country is crippled with importing
food items such as rice and palm
oil as well as manufactured
products ranging from cotton and
toothpicks to cars and private jefs.

As siaied above, for as long as the
CBN continues to be a mgjor
supplier of FX to market, the
change in the supply strategy
would be more administrative than
transformative. With stable
exchange rate remaining a policy
thrust of the CBN, unless we see a
sighificant change in the demand
and supply dynamics the CBN will
remain a big part of the FX markei.
Currently, the Central bank
infervenes in the interoank market,
effectively taking out the demand
which would have been otherwise
filled at the RDAS. What this means
is that despite the removal of RDAS,
the cenifral bank dominates the
interbank foreign exchange
market and act as the primary
foreign exchange intermediary.
What has changed has largely
been the removal of the “subsidy”
on FXsales at the auctions. With the
CBN intervening at the interbank
market, we have taken a step
further towards a free flogting
currency driven mainly by market
forces.

FEAR OF FLOATING

The reasons for this fear of floating
can be linked to three faciors,
according to Calvo and Reinhart
{2002). The first fgctor is a deep-
seated distrust of markets, which

@
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many emerging-markef
economies believe move in
perverse and unpredictable ways.
In Nigeria's case, this distrust of
market has led 1o introduction of
restrictions at the interbank market
on different occasions and
revision to Jess market friendly
exchange rate regimes. The
second factor is that
depreciations in emerging-
markets tend to be associated
with economic confractions
rather than expansions. Instead of
stabilizing growth and
employment in response to an
external shock, therefore, the
resuliing exchange rate
movements tend to exacerbate
the pressures, leading to more
severe economic dislocation. This
is due in part to the absence of
credible mechanism, such as an
inflation target, with which to
anchor expectations. In addition,
a significant porfion of
government and private sector
debt in many of these economies
is often denominated in a foreign
currency, causing debt-servicing
costs to rise every time the
domestic currency depreciates. In
Nigeria, there is a general
slowdown in economic activities
following currency depreciations.
Furthermore, naira depreciation
often occurs during pericds of
faling oil prices which results in
declining govemment revenue,
leading to both a decline in
government spending and
consumption. The third factor
concerns the demonsirated
inability of many emerging
economies to conduct effective,
countercyclical monetary
policies. In many cases, the
monetary policy independence
that a floating exchange rate
confers has simply led to chronic
inflation. Monetary conditions
tend to tighten, therefore, in
reaction to any economic
weakness or exchange rate
depreciation, rather than easing
to help offset the shock.

In a world of capital mobkility a
more flexible exchange rate
system seems the best bet. A

floating exchange rate allows
automatic adjustments in the
balance of payments. The
currency depreciofes when «
country is running a balance of
paymante d=ficir. This is
particularly the case for Nigeria.
The effect of this should make
exports cheaper and imports
more expensive. Following the fall
in-oil prices in the fourth quarter,
the country ran a balonce of
payment deficit in November
2014, its first balance of payment
deficit since September 2011. The
currency adjusted at both the
CBN RDAS and the interbank
market. This shows that with a
floating exchange rate, balance
of payments disequilibrium should
be rectified by a change in the
external price of the currency.
However, with o fixed rate, curing
o deficit could involve a general
deflationary policy resulting in
unpleasant consequences for the
whole economy such as
unemployment, Peculiar
problems with the structure of the
economy in not just Nigeria but in
most of sub Saharan Affica as a
whole means that we have o
strong fixation of the exchange
rate, sometimes to the detriment
of other economic indices. Ideally,
the floating rate ollows
governments freedom to pursue
their own internal policy objectives
such as growth and full
employment without external
constraints,

WAY FORWARD

Markets while not being perfect
are still considered the best way of
allocating scarce resources,
When one looks at the list of
counitries with either the lightly
managed float or free floating
exchange rate regimes if is quite
evident that it's the direction 1o
take. However guestions need to
be asked with regards fo fthe
readiness of the Nigerian
economy. A competitive local
economy will reduce the fixation
we have with the exchangerate. It
will allow for the flexibility that
comes with the system.

~)
There are arguments that Nigeria's

economy is cJrrently noft
positioned for a free floated
currency. However, the economic ||
reforms being token by fhe
Federal government would bring
the economy closer to the point
where the currency can be freely
floated. A drastic economic
transformation is reguired to
reduce Nigeria's import bill.
Agricultural self-sufficiency and a
shiff toward an industrialized
economy which is being targeted
by the government is a step in the
right direction. Nigeriais at a cross-
road in terms of fiscal and
monetary policy. Furfher
monetary policy tightening will be
counterpreductive as it could
reduce credit to the private sector
and stifle growth. The limii of
monetary policy seems to have
been reached and the baton in
restruciuring the ecconomy and
driving growth must now be driven
by fiscal policy. The recent
government transition has
created an opportunity for a
rethink in fiscal policy. Economic
reforms which sterted under the
previous administration must be
intensified. More importantly,
fiscal disciplines wll be required to
truly fransit the economy and the
exchange rate. We can draw
parailel with Braz!l here. In 1999,
following « financial crisis and an
unsuccessful defense of the
currency which led fo the external
reserve declining from more than I
US$70 billion at the beginning of
1998 to half that amount by year
end. Brazil was forced fo devalue
and float its currency, Real. While
Nigeria is not under pressure to
float, implementing similar fiscal
changes as Brazil could help steer
the Nigeria towcrd free floating
the currency.

The successful fransition by Brazilin
early 1999 fo a floating exchange
rate regime was due mainly to a
rigorous fiscal adjustment
program conceived fo ensure
long term stability of fiscal
accounts. The program included
such measures as the Fiscal
Responsibility Low, which was

)
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approved by Corigress in 199%. This
comprehensive piece of
legislation consclidates Brazilian
fiscal management directives and
establishes limits for personnel
expenditures at the federal, state
and municipal level. Brazil also
changed its frade policy and
intensified productionin its area of
strength. Brozil's export of goods
and services increased in a
magnifude not seen before.
Export of goods and services
increased to 9.5% of GDP in 1999
from 7% of GDP in 1998; and has
stabilized between 11.5% and 12%.
Furthermore, the larger role of net
direct invesiment in the latest
surge in capital flows is
encouraging from a debf
accumuliation perspective and
has also aided in the float process.
It is explicit from this that for the
Nigeria foreign exchange market
to be fully liberdlized, economic
transfermation and fiscal discipline
must come first. 1t is also important
to lock at the past experience in

Brazil if Nigeria is to eveniually float
the naira.

The empirical evidence on the
effectiveness of intervention in
influencing the exchange rate is
mixed, and the impact of
intervention on the exchange rate
level appears to be short-lived. In
Nigeria, empirical studies have
also found that intervention tends
to increase, rather than decrease,
exchange rate volatility. Thus,
short-term exchange rate volatility
may not warrant intervention,
especially when it occurs in a
liquid, or orderly, market. Volatility
may reflect the market process of
price discovery and provide useful
signals fo the centfral bank and
othermarket participants.

In general, central banks should
be selective in their inferventions
and frugal in their use of foreign
reserves as empirical evidence
shows that the use of the reserve to
defend the cumency especially

JANUARY - SEPTEMBER 2015

when fundamental misalignment is
visible only results in further pressure
on the exchange rate. The
difficulty of detecting exchange
rate misalignments and disorderly
markeis means that decisions on
the timing and amount of
intervention are subjective and
may be off the mark. Moreover, by
entering the market infrequently,
central banks can convince the
markets of their commitment to
exchange rate flexibility and
improve the potential
effectiveness of the occasional
intervention.

In conclusion, the closure of RDAS is
the first step toward a complete
liberalization of the foreign
exchange market, However, this
cannot be achieved without the
change in the struciure of the
Nigeria economy. It is hoped that
the ongoing economic reforms will
help set up the stage for this o
happen.
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