Economic and Financial Review

Volume 40 | Number 4 Article 7

12-1-2002

Exchange rate mechanism under the West African Monetary Zone
(WAMZ)

Mike |. Obadan

Follow this and additional works at: https://dc.cbn.gov.ng/efr

Recommended Citation
Obadan, M. I. (2002). Exchange rate mechanism under the West African Monetary Zone (WAMZ).
Economic and Financial Review, 40(4), 149-165.

This Article is brought to you for free and open access by CBN Institutional Repository. It has been accepted for
inclusion in Economic and Financial Review by an authorized editor of CBN Institutional Repository. For more
information, please contact dc@cbn.gov.ng.


https://dc.cbn.gov.ng/efr
https://dc.cbn.gov.ng/efr/vol40
https://dc.cbn.gov.ng/efr/vol40/iss4
https://dc.cbn.gov.ng/efr/vol40/iss4/7
https://dc.cbn.gov.ng/efr?utm_source=dc.cbn.gov.ng%2Fefr%2Fvol40%2Fiss4%2F7&utm_medium=PDF&utm_campaign=PDFCoverPages
mailto:dc@cbn.gov.ng

149 Obadan

EXCHANGE RATE MECHANISM UNDER THE
WEST AFRICAN MONETARY ZONE (WAMZ)

Mike 1. Obadan, Ph.D*

1. INTRODUCTION

On a April 20, 2000 six West African countries, The Gambia, Ghana, Guinea,
Liberia, Nigeria and Sierra Leone, signed the Accra Declaration on the creation of a Second
Monetary Zone in West Africa. The goal of this Zone, known as the West African Monetary
Zone (WAMZ), is to have in place a common monetary and exchange rate policy by
January, 2003. One crucial feature of the WAMZ is the adoption and operation of an
Exchange Rate Mechanism (ERM), as a transitional fixed exchange rates arrangement among

currencies in the Zone, prior to the adoption of a single or common currency in January,
2003. This paper discusses issues relating to the adoption and implementation of an ERM
under WA 7. To this end, it discusses conceptual issues relating to ERM and exchange
rate regimes. The experiences of the European Union which operated an ERM for quite
sometime before the adoption of a single currency — the EURO — are brought to bear on the
discussions. Recommendations have been made by the West African Monetary Institute
(WAMI) on the ERM option for the WAMZ and the Mechanism is deemed to have been in
opcration since April, 2002. These are discussed in the penultimate section in the paper.
The conclusion is reached that in view of the need to allow more time for member countrics
to meet the economic criteria, the date of adoption of the common currency may have to be
reviewed. Also, the exchange rate bands within which the central parity rates fluctuate
appear 1o be too wide for the desired stability to be achieved. This, too, may have to be
reviewed.

*Prof. Mike L. Obadan, Director-General, National Centre for Economic Management and Administration (NCEMA),
Ibadan.
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2. EXCHANGE RATE MECHANISM AND EXCHANGE RATE REGIMES
2.1 What is Exchange Rate Mechanism?

An exchange rate mechanism (ERM) featurcs in the contcxt of initiating and
implementing arrangements towards a higher level monetary cooperation among a group of
countries in a given zone, with the ultimate objective being the adoption and use of a single
currency in the zone. The ERM thus refers to arrangements that govern exchange rate
management in a zone secking higher level monetary cooperation during the transition
between the existence of different currencies and the adoption of a single currency. It is
essentially a transitional arrangement, or a step, towards adopting a single currency by a
group of countries. The ERM is expected to help ensure that member countries
partici~1ting in the mechanism undertake policy reforms and are re-oriented towards the
adoption of a common currency. The choice of an appropriate ERM will have to take
cognizance of the alternative exchange rate regimes in vogue. These are discussed in the
following section.

In relation to the West African Monetary Zone (WAMZ), the ERM is expected to be
consistent with the achievement of the longer-term objective of creating a single monetary
zone for the six countries. The specific objectives of the WAMZ ERM are to:

o create a zone of exchange rate and macroeconomic stability;

o promote convergence of the economies;

o enhance trade among the countries; and

« promote a single market.

During the transition period to acommon currency, member countries would have to pursuc
appropriate policies geared towards convergence of their economies. The convergence
criteria are similar to those of the European Community/Union’s ERM - relating to
restrictions on public debt and fiscal deficit, stability of exchange rate and prices (unit digit
inflation), maintenance of interest rate pegs, etc. (see Section 3). Considering the
heterogeneous nature of the member countries of the zone in the 1990's, especially in
relation to size and poor macroeconomic performance, meeting the convergence criteria
way turn out to be a daunting challenge for some of the countries. Countries of the WAMZ
arc generally open, have low levels of financial deepening and high nominal interest rates.
Their macroeconomic performance was poor as reflected in low level of external reserves.
low growth rates of real GDP and high rates of inflation. Therefore. only countries that
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have the political will to embark on meaningful = cal, monetary and structural reforms
would be able to transit from the ERM to the common currency.

2.2 Exchange Rate Regimes

The options of countries for exchange rate regimes range from floating
arrangements at « : extreme to firmly fixed arrangements at the other extreme, ith the
remaining regimes falling on a continuum in be een. Thesc inciude pegs, target zones,
and fixed but adjustable rates. As ERMs have a defining goal of excha - ¢ rate stability, the
fixed exchange rate regime and its variants are  re relevant. A fixed exchange rate system
is one in which exchange rates are maintained at fixed levels. Each country has its currency
fixed against another currency, and it is seldom changed. For example, Nigeria maintained
fixed exchange rates from the time of attainment of political independence ~~ 1960 till the
breakdown of the Bretton Woods ! snetary System in the early 1970s. There are’ > major
reasons why fixed exchange rates are appealing. They are to promote orde1™ ‘ess in foreign
exchange markets and certainty in international transactions. Some of the variants of fixed
exchange rates are as follows:

(a) Crawling Peg

This exchange rate arrangement is a middle course  tween fixed and flexible
exchange rates. It is appropriate for countries that have significant inflation compared with
their trading partners, as has often been the case in Latin America. Under the crawling peg,
the gove ~nent fixes the exchange rate on any day but over time adjusts the rate in a
pre-announced fashion, taking into consideration the inflation differentials between it and
its major trading partners. Essentially, the peg can be cither passive, meaning that the
exchange rate is altered in light of past inflatic  or active, whereby the country announces
in advance the exchange rate adjustments it intends to make. The advantage of this peg is
that it combines the flexibility needed to accc  nodate different trends in ~ flation rates
between countries hile maintaining relative certainty about future exchange rates relevant
to exporters and importers. The disadvantage is that the crawling peg leaves the currency
open to speculative attack because the government is committed on any one day or over a
period to a particular value of the exchange rate.
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(b)  Adjustable Peg Exchange Rate

This refers to the system in which a national currency 1s pegged to a key currency,
for example, the U.S dollar, but the level of the peg could be changed occasionally, albeit
within a narrow band. This exchange rate regime features a strong exchange rate commit-
ment, and its adherents before the currency crises of the mid- and late 1990s, included
Brazil, Mexico and Thailand. In these emerging market economies, where capital mobility
increased steadily during the 1970s and 1980s and up to a high point in the 1990s, the
authorities had difficulties in maintaining the peg (Corden, 2001: 44). However, it is still
workable for countries that have low capital mobility either because they are not integrated
with the capital markets (like some very poor countries) or because they have effective
capital controls (c¢.g. China).

(c) Target Zone

This is a compromise between floating rates and fixed but adjustable rates and 1s a
popular regime. Under it, a central rate that can be fixed, crawling or flexible is surroundcd
by a band within which the central rate is permitted to float. 1t allows for flexibility among
a country’s policy objectives. It is also said to prevent extreme movernents in the exchange
rate.

{d) Currency Peg

In a currency peg a local currency is pegged to an external currency, e.g., that of a
dominant trading partner or to a basket of currencies, with weights reflecting the shares of
the countries in foreign trade. Pegging to a single currency may yield a number of
advantages, one of which is the reduction in the exchange rate fluctuations between the
focus country and the country to which it is pegged. This facilitates trade and capital flows
between the two countries. One major weakness of the single currency peg, however, is that
where the currency is pegged to a floating currency, e.g., the dollar, the local currency will
float along with the dollar vis-a-vis other currencies. Another disadvantage is that
movements in the exchange rate in relation to the currencies of other countries may

interfere with domestic macroeconomic policy objectives.

Inanatt  pttostabilize its effective exchange rate the developing country may peg
its currency to a basket of currencies. Often this entails the weighted average of several
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currency values, the resulting ex...ange rate being total trade-weighted, export-weighted or
import-weighted. One major advantage of pegging to a basket is that a country may be able
to avoid large fluctuations in its exchange rate with respect to several trading partners’
currencies. Consequently, it i1s able to stabilize its nominal effective exchange rate.
Another advantage is that the system results in the reduction of price instability which arises
from exchange rate changes. However, one major disadvantage of the basket peg is the
determination of the exchange rate without reference to the domestic policies of the
pegging authorities. Another is that a basket-weighted exchange rate, which, by definition,
moves against all major currencies, might reduce confidence on the part of foreign investors
and reduce capital inflows.

(e) Firmly Fixed Exchange Rate Regimes

There are three varieties of this: currency boards, dollarization and monetary union.
In dollanzation, a country adopts as its own the currency of a “*hegemon”, or dominant
economy, e.g. the U.S dollar as was done by Ecuadorin2 0. In a monetary union, a group
of well-integrated economies adopt a single currency and coordinate monetary policy.

Currency Boards. A currency board combines three elements: a fixed exchange rate
between a country’s currency and an “anchor currency”, automatic convertibility, and a
long-term commitment to the system, often made explicit in the central bank’s law. Under
a currency board arrangement, the central bank commits to exchanging a unit of domestic
currency for a larger, more stable foreign currency at a fixed exchange rate as Argentina did
with the U.S dollar from the late 1990s. The arrangement requires that the domestic
currency be issued only against foreign exchange and that it be fully backed by foreign
assets. This leads to the main reason for countries to consider a currency board, namely, to
demonstrate that they are pursuing an anti-inflationary policy (Gulde, 1999: 37). A cur-
rency board is credible only if a country’s central bank holds sufficient official foreign
exchange reserves to cover at least its entire monetary liabilities, thereby assuring financial
markets and the public at large that every domestic currency note is backed by an equivalent
amount of foreign currency in the official coffers. And to be able to do this as well as have
a successful peg requires, as Mishkin (2000: 354) has argued, an independent central bank,
a sound financial system, and a strong fiscal position.

In general, according to Corden (2001: 45), “the more open the economy, the more
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suitable a fixed exchange rate. Smaller countries are more likely to be open than larger ones
and may thus be good candidates for a currency board arrangement”. However. 1n some
small countries that may be more subject to asymmetric shocks, such as changes in
exchange rate regimes and, in countries lacking in product diversity, a decline in the terms
of trade, the authorities may need more flexibility to deal with the shocks. Furthermore.
“very small countries are not optimal currency areas. Such countries generally have
difficulty maintaining their own currency because the rates are buffeted by external events.
They should, therefore, peg their currency, the way small South Pacific Islands peg to the
Australian dollar. Small to medium-sized countries that are better integrated with their
neighbours may find that a common currency area is practical and reduces the risks of
shocks™. (Corden, ibid).

The notable advantages of a currency board are economic and monetary credibility,
low inflation, low interest rates than would otherwise prevail, following from zero
expectations of devaluation. However, currency boards can prove limiting, especially for
countries that have weak banking systems or are prone to economic shocks. With a
currency board in place, the central bank can no longer serve as a lender of last resort for
banks in trouble. Besides, with a currency board arrangement, it is not possible to use
financial policies — i.e., adjustments of domestic interest or exchange rates — to stimulate
the economy. Instead, economic adjustment can be achieved only through wage and price
adjustments, which can be both slower and painful. In other words, a currency board
arrangement, featuring a stable exchange rate, entails the loss of power by the authorities to
conduct independent monetary policy. This involves real economic costs in terms of
unemployment, stagnant output and Iow demand that may result as was the case in
Argentina.

3. ERM IN THE EU OPEAN MONETARY SYSTEM

When the European Community (EC), in 1978, agreed to have close monetary
cooperation between their countries, through creation of the European Monetary System
(EMS), exchange rate mechanism was regarded as the operational heart of the system. The
objectives of the EMS were as follows:

to establish greater measure of monetary stability in the EC;

to facilitate the convergence of economic development and give fresh impetus to the

process of European Union;
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creation of a zone of monetary stability in Europe, encompassing greater stability at
home (domestic monetary developments consistent with stable domestic costs and
prices) and abroad (exchange rate stability). Indeed, a high degree of exchange rate
stability was considered a major objective of the EMS, as a basis for further
economic integration among EC countries, for economic growth and for the
narrowing of differences in living standards. Stability of domestic costs and prices
was also seen as an essential precondition for further economic integration.

The exchange rate mechanism of the EMS comprised a system of fixed but
adjustable exchange rates. Each currency had a central rate expressed in terms of the
European Currency Unit (ECU). The ECU consisted of a fixed amount of the nine
currencies of all EC countries (except Greece as at 1983). The central rates determined a
grid of bilateral central rates with fluctuation margins of plus or minus 2.25 per cent (6 per
cent for the Italian Lira) (Ungerer, 1983: 17). Intervention by the participating central banks
to keep the exchange rates of their currencies within the margins was obligatory and
unlimited, in principle, in EMS currencies. Intervention in other currencies (mainly the US
dollar) was also allowed. The ECU played a central role in the EMS. It served as the unit of
account for the ERM and for the operations in both the intervention and the credit
mechanisms. It also served as a means of settlement and a reserve asset of EMS central
b *s. The central banks participating in the ERM of the EMS received an initial supply of
ECUs at the star  f the EMS, against the deposit of 20 per cent of both their goid holdings
and gross dollar reserves with European Monetary Cooperation Fund which was
established as an institution of the EC.

The creation of an economic and monetary union, featuring a single currency is a
complex task, politically and technically, that requires a high degree of convergence of
economic policies and performance. This means that if an agreed ER™ " is implemented,
member countries would have to embark on meeting various economic criteria geared
towards greater convergence of economic policies. Under the Maastricht Agreement, the
framework for the emergence of the European Union and single currency (Euro), greater
convergence of the economies is measured by four criteria (Habermeier and Ungerer, 1992
20). e inflation;

e interest rates;

o exchange rate stability; and

« the sustainability of the fiscal position.
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The requirement of fiscal sustainability entailed restriction of fiscal deficit to less
than 3.0 per cent of GDP, limiting of public debt ratio to 60 per cent of GDP, and close
coordination of national fiscal policies. It was feared that excessive fiscal deficits, often,
financed by monetary expansion, endanger price stability and so should be avoided. Also,
it was feared that unsustainable fiscal policy in one or more countries could undermine the
common monetary policy. Also, under a monetary union, the costs of excessive fiscal
deficits would have to be borne by all countries and undisciplined countries would have to
be bailed out by the other member countries. It was, therefore, required that in order for a
country to adopt the single currency, it must meet the above fiscal criteria along with the
following:

e inflation rate should not be more than 1%z per cent higher than the inflation rate of
the three member states with the lowest inflation;

. its interest rates on long-term government debt should not be more than 2.0
percentage points higher than comparable ~*<rest rates in the same three member
states,

. its exchange rate must be maintained within the narrow band of fluctuation of the

ERM for two years without a devaluation at the initiative of the country in question.

In accordance with the Maastricht Treaty of 1992, 11 EC countries replaced their
national currencies with the Euro on January 1, 1999, based on conversion rates irrevocably
fixed on December 31, 1998, to reach that third stage. The 11 countries had implemented
policies enabling them to achieve a high degree of convergence of economic policies while
putting in place the institutional and legal frameworks for conducting a single monetary
pu..cy (Issing, 1999: 21). With the adoption of a single currency, which goes hand in hand
with a single monetary policy, then the latter can no longer play any role in countering
economic shocks inind” "dual countries. Changes in relative labour costs and other prices
among countries can also no longer be offset by exchange rate changes. The loss of the
exchange rate instrument, therefore, requires that national wage settlements be closely linked
to developments in productivity. Problems of economic shocks would need to be addressed
by appropriate national fiscal policies and improving competitiveness.
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4, ALTERNATIVE EXCHANGE RATE MECHANISMS AND THE OPTION
FOR WAMZ

As wasnoted ™~ fore one crucial objective of ERMs is exchange rate stability. This
is important as a means of ensuring avoidance of competitive devaluations .._ich adversely
affect trade and grow+™ It is also a means to ensure the emergence of a single currency for
a zone or group of countries, as well as higher level economic integration. Therefore, ERMs
are necessari _ predicated on pegged/fixed exchange rates or variants of it involving
adjustable pegs or fluctuation bands as was the case of the European Monetary System. In
such cases, the ERM provides a central rate which is an anchor around which currencies in
the zone or union are allowed to fluctuate with specific rules on the margin of fluctuation.

4.1 Critical Issues to Consider

A number of issues must, therefore, be considered when deciding on what type of

ERM to adopt. Among these are the following:

(a) the type of fixed exchange rate arrangement. This will entail decision as to whether
the parities should be fixed rigidly or should be adjustable,

(b) determining the exchange rate at which a country enters an ERM. This is important
because the choice of an inappropriate exchange rate may lead to difficulties of the
country in staying in the mechanism and create distortions for the country’s economy.
The choice of an entry exchange rate may, therefore, have to be made from:

. PPP-determined equilibrium exchange rates, or
o market-determined exchange rates prevailing at the commencement of the
year to start the ERM.

(c) the type of anchor currency to be chosen, domestic or external, bearing in mind
considerations such as:

- the share of trade . _th the anchor currency count , - this must be high;

- the economic shocks that the count. ,. zone faces in relation to those facing the
anchor country — this must be similar;

- credibility of anchor currency;

- reliance of the economic and financial system on the anchor currency — must be
extensi

- proportion of the country’s external debt denominated in the anchor currency —
must be high;
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