Economic and Financial Review

Volume 16 | Number 1 Article 1

6-1978

Devaluation and Balance of Payments in ECOWAS Countries: A
Study of Nigeria's Exchange Rate Policy

C. C. Ozumba
Central Bank of Nigeria

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

Cf Part of the Economics Commons

Recommended Citation
Ozumba, C. C. (1978). Devaluation and Balance of Payments in ECOWAS Countries: A Study of Nigeria's
Exchange Rate Policy. CBN Economic and Financial Review. 16(1), 5-17.

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/vol16
https://dc.cbn.gov.ng/efr/vol16/iss1
https://dc.cbn.gov.ng/efr/vol16/iss1/1
https://dc.cbn.gov.ng/efr?utm_source=dc.cbn.gov.ng%2Fefr%2Fvol16%2Fiss1%2F1&utm_medium=PDF&utm_campaign=PDFCoverPages
http://network.bepress.com/hgg/discipline/340?utm_source=dc.cbn.gov.ng%2Fefr%2Fvol16%2Fiss1%2F1&utm_medium=PDF&utm_campaign=PDFCoverPages
mailto:dc@cbn.gov.ng










economic activity in a country which relies heavily on short-
term domestic credits and where foreign accommeodation is
extremely restrictive; and {c) the rate of growth of domestic
output: presumably, the lower the growth of output the
greater is the need for devaluation because the growth of
monetary demand would not rise to the extent required for
rapid adjustment to the money supply conditions. Where a
strictly monetary poticy is adopted by, for example, limiting
the growth of domestic credit, balance of payments improves
through foreign reserve changes.

The monetary framework of analysis has also made it pos-
sible to explore the effects of devaluation on the structure of
production. We recall that a devaluation raises the prices of
traded goods by the same percentage, and the domestic price
level by less than the extent of the devaluation. Now, if
workers are not subject to money illusion they would claim
an increase in money wages equal to the rate of domestic
price increase. This would imply a rise in money wages in the
foreign trade sector by less than the rise in prices of traded
goods. Under these conditions profits would tend to rise in
that sector thereby encouraging more investments there and
attracting more resources from other sectors. The same is
true in closely related sectors.

On the contrary, since money wages rise by more than the
rise in the prices of non-traded goods the sector producing
this category of goods suffers losses leading to a decline in
investments and a search for more profitable investment
outlets. Similarly, sectors making extensive use of foreign
inputs would experience losses due not only to money wage
increases but also to the rise in the prices of foreign factors
of production by the amount of devaluation. Sectors utilising
domestic inputs make profits.

Despite the elegance and theoretical appeal of this frame-
work of analysis, Monetary Approach to Balance of Pay-
ments has several fundamental weaknesses." The most ob-
vious is the difficulty of establishing the time dimension
within which monetary policies work themselves out. Even
more important is lack of clarity with respect to the time
path leading from one equilibrium position to another. The
cost of that transition as well as the speed of adaptive pro-
cesses are completely ignored. Furthermore, assumptions
regarding the stability of income velocity can be seriously
challenged by cyclical factors and ever-changing institutional
arrangements, traditional practices, responses to industrialisa-
tion, urbanisation, gains in per capita incomes, and shifts in
income distribution. It should also be said that the relation
between external reserves and money supply is not a simple
one. An increase in reserves may not necessarily lead to an
increase in money supply if the monetary authorities deliber-
ately sterilise the monetary effects. On the other hand, a
decline in reserves may be offset by any maintenance of
expansionary monetary policies. In addition, in a world in

' Carl P. Blackwell. “Reflections on the Monetary Approach to the
Balance of Paymenis.” A paper presented at the Pacific Basin Central
Bank Conference on Econometric Modeling held in Wellington, in
November, 1977. Reprinted in IMF Survey, February 20, and March 6,
1978.

which goods are hardly homogenous the assumption of per-
fect substitutability between traded goods, namely between
imports and exports is unrealistic.

One is therefore led to the conclusion that, notwithstand-
ing the consistency, in principle, of the Monetary Approach
to Balance of Payments, there is the need to blend it with
other forms of analysis. In particular, judgements with
respect to price and income elasticities of intemationally
traded goods as well as the degree of effectiveness of real
absorption variables will in many cases remain important.
The final decision between monetary and non-monetary
approach is an eclectic one based essentially on qualitative
judgement.

A FORMALISATION OF THE MONETARY MODEL
FOR DEVELOPING COUNTRIES

Recall that the main object of devaluation is to increase
monetary demand more than the increase in domestic credit.
Indeed, devaluation will improve the balance of payments
unless matched by an equiproportionate expansion in domes-
tic credit.

Money demand

We may posit a demand function for money:

M3 = kpy. ... 1)
where p = domestic price level

y = level of permanent income

k = 3 fraction of annual income which the

public wishes to hold as cash balances.

suppose further that
p o=l (2)
where, ris the exchange rate and pf the level of world
prices, or an index of import prices, f.0.b. Here,
we assume that domestic price level is constantly
linked to foreign price level via the exchange rate.

Money supply

Let the stock of money MF be a sum total of net holdings
of foreign reserves and domestics. Then:

My =F+D ... ....... .. ..... 3)
where, F = net holdings of foreign reserves of the bank-
ing system
and D = net holdings of domestic assets by the

banking system (domestic credit).

Equilibrium Condition
Md = MS L 4)

which implies that the economy adjusts in such a way that
any payments imbalance is quickly corrected. Substituting
(2) and (4) into (1) and into (3) after making use of the fact
that Y = p'y, the value of permanent income at world prices,
and noting that change in reserves,






Looking first at the first year equation, it is clear that
both the rate of devaluation and growth in domestic credit
do not adequately explain the change in net foreign reserves,
R? = 40. F test also shows that the effects of the co-ffi-
cients, taken together, are insignificant statistically. However,
the effect of one of the variables is highly significant at 5 per
cent jevel, The co-efficient of the credit expansion term is
-0.7 which is close to the statistically expected value of -1.
If we set up of a hypothesis of -1, t -0.766 as against the
critical value of 2.201, so that, we cannot reject it, On the
other hand, the exchange rate co-efficient is much less than 1
and not statistically significant at 5 per cent level. On inspec-
tion we would reject a hypothesis of 1, and since t = 0.29 we
would readily reject the hypothesis that exchange rate
depreciation makes a significant contribution to balance of
payments.

For the two-year period R? increases to .63, F yields
9.36, and the coefficient of credit expansion improves to
-.98; t value = -.083, again showing that we cannot reject
the hypotheses that its true value is -1. However, the co-
efficient of the exchange rate terms is now negative, and the
t value is - 1.47 which leads us to reject the hypothesis of any
significant exchange rate effects on the balance of pay ments.

Finally, over the three-year period the R? improves fur-
ther to .69 and F= 12.24. The co-efficient of the credit
expansion, - 1.07 slightly exceeds the theoretical value of -1;
t = 0.292, For the exchange rate variable, however, the co-
efficient is unusually large in absolute terms and negative;t =
-2.15, so that, again we can say that exchange rate term is
not significant.

The intercept terms are all positive and small and statis-
tically not different from zero at 5 per cent level of signifi-
cant. That t values for the 1st year equation is 0.266; 2nd
year equation 1.45; and 3rd year equation 2.18.

These results lead to some important conclusions. First, in
the short run, it cannot be said that exchange rate depreci-
ation is a crucial policy instrument for improving the balance
of payments of the country considered. By contrast, it would
appear that sharp reductions in the rate of domestic credit
expansion following a devaluation could account for major
improvement in the balance of payments position. This con-
clusion while valid in itself must be taken with some cau-
tion. The sample data do not reveal any wide variability in
devaluation rates. Recall that the devaluations of the coun-
tries of the Franc Zone were neither independent nor of
varying orders. There is also the possibility that the actual
degrees of devaluations grossly understate the extent needed
to bring about improvements in the baldnce of payments
positions. In any event, decisions relating to the relevant size
of devaluation to secure a given improvement in the balance
of payments may not be central to the formulation of ex-
change rate policies in Africa. It would be more rewarding to
focus more sharply on monetary variables particularly the
net changes in domestic credit.

Secondly, any effects of devaluations on the balance of
payments of African countries are not fully felt in the first
year after devaluation. Indeed, full adjustment to devaluation
takes place between the second and third years. This conclu-
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sion is generally in line with known facts about devaluation
effects in many countries. One of the main reasons why de-
valuation is not effective in the first year is that in many
countries devaluation enables the authorities to dismount ex-
change restrictions to accord with the regulations and
requirements of the International Monetary Fund. A second
reason much more relevant to Africa is that the adjustment
to the deterioration in terms of trade consequent to devalu-
ation takes time as a result of inelasticitics of supply and
demand in international trade, a phenomenon widely recog-
nised as the J curve effect.

Owing to the relatively less important role played by the
exchange rate adjustment in the short run, together with the
zero intercept presumed, it would be possible tq neglect the
exchanpe rate variable, and relate improvements in the bal-
ance of payments to net changes in domestic credit expan-
sion. Charts III, IV and V depict the adjustment positions of
the 14 countries over the first, second and third year periods.
These charts show that the balance of payments adjustment
to movements in domestic liquidity improve with time fol-
lowing a devaluation. Full adjustment takes place after the
second year of devaluation, and from the third year, dis-
equilibrium re-emerges in a number of countries, although
considerable improvements in balance of payments have been
recorded in a great majority of the countries.

Note that the line passing through the second quadrant
has a slope equal to -1, being the line on which all the points
are expected to fall. It represents a line of perfect adjust-
ment. Couniries with points above the horizontal axis have
experienced an tmprovement in their balance of payments
after devaluation. Those with points below the horizontal
axis have experienced a deterioration. Similarly, countries
with points to the right of the vertical axis have allowed for
an increase in rate of domestic credit expansion while those
with points to the left of the vertical axis have experienced a
decline in the rate of growth of domestic credit. It is clear
then, that a great majority of countries that have brought
down their rates of credit expansion following a devaluation
record an improvement in their balance of payments posi-
tions.

SOME IMPLICATIONS FOR EXCHANGE RATE AND
BALANCE OF PAYMENTS POLICIES IN NIGERIA

For a developing country such as ours exchange rate pol-
icy is not a powerful instrument for influencing the outlook
for our balance of payments, particularly in the short run.
The main reasons are fairly well known. First, as mentioned
earlier, our trade position may not be improved. Indeed, the
effect of depreciation is to worsen the terms of trade, and
adjustments to the altered international trade prices take
time to materialize. Secondly, in the short run, prices of our
primary export commodities including petroleum might have
been predetermined in the world markets, so that, exchange
depreciation is unlikely to confer any important benefits in
terms of increased export receipts. Thirdly, owing to our
growing need for imports, currency depreciation would have












entailed inevitably higher import prices, including the import
prices for raw materdal. And fourthly, the fear is always
prevalent that devaluation would add to inflationary forces
either directly through the effects of higher import prices on
domestic price level or indirectly by encouraging excessive
wage claims. These short term costs are of course, partially
offset by increased value of external assets in situations
where a devaluation does not provoke equi-proportiate deval-
uations by the major reserve centres. There is also a possi-
bility of reflow of speculative capital particularly where
speculative positions have been building up in anticipation of
exchange depreciation.

Again, for a large number of Afrcan countries including
ours, statistical evidence points to a preoccupation with the
use of monetary policy instruments, mainly the curtailment
of domestic credit expansion to achieve better balance of
payments positions. This would require a severe limitation of
the cash requirements of the public sector which is usually
the major source of growth in money supply. It would also
require a continuous review of government expenditure pol-
icies aimed at achieving a non-inflationary financing of devel-
opment projects. Other domestic policy instruments need
also to be put together for stabilising domestic demand as
well as overcoming a renewal of inflationary pressures in an
effort to reduce the short term costs of devaluation. In
particular, the necessity to keep watch over the growth of
real incomes by means of wage and price policies could be
explored to advantage, although it is well recognised that
success of incomes policies invariably depends on institu-
tional setting concerned, particularly in regard to the process
of wage negotiations as well as the pattern of claims of other
competing groups on the national product.

In our Nigerian environment, the experience provided by
the 1973 depreciation of the naira is not much to go by.
Nevertheless, it is well known that exchange rate depreci-
ation was unmatclied by relevant demand restraining meas-
ures. Although, in that year, domestic credit expansion grew
by 11.5 per cent compared with 22.2 per cent in the preced-
ing year, and, indeed, fell precipitously by 129 per cent in
1974, a special factor was responsible for those develop-
ments. The buoyancy of petroleum revenues completely
removed the need for financial discipline, such that, the pub-
lic sector was in a net creditor position with respect to the
banking system between May 1974 and October 1976. How-
ever, as from November, 1976, the growth of domestic credit
took a turn for the worse,

Still, in 1975, barely two years after devaluation, wage
claims were allowed to grow by a large margin. Overall gov-
ernment expenditures increased by 116.9 per cent over the
previous year. Inflation rate resumed an upward trend, and,
the naira was allowed to appreciate with respect to important
currencies, thus offsetting the advantages of an earlier
depreciation.

It is, therefore, difficult to assess the magnitude of short
term costs, or any positive effects of the 1973 depreciation
of the naira. In a normal situation such costs should include
possible losses in output and employment arising from defla-
tionary policies, together with any budgetary burden of in-

creased foreign debt servicing. And, to offset those costs at
least partially, it would be necessary to aim not only at the
total reduction in spending and in the growth of domestic
credit, but also at a desirable structural distribution of spend-
ing between consumption and investment, and between
projects of longer term gestation and those promising
immediate returns. An allocation of credit along these lines
will also play a vital role.

However, to focus exclusively on short term effects of
exchange rate depreciation would grossly under-estimate the
usefulness of exchange rate policy for improving resource
allocation in a developing country as well as supporting the
urgently needed development efforts. As a price, the ex-
change rate performs an allocative function, and here lies the
case for pursuing a more purposeful exchange rate policy. In
this context, it would mean a devaluation where exchange
rate over-valuation has been strongly established, and to
make such a case we must establish clearly that the naira is
overvalued. Unfortunately, there is no generally acceptable
statistical test for overvaluation of a currency. However,
there are known guidelines for assessing the appropriateness
of an exchange rate. First of all, a review of cost and price
relationships in Nigeria compared with the trends in our
major trading partners shows a marked weakening in our
competitive position. Over the past three years, inflation
rates averaged 8 per cent in the United States, 17 per cent in
the United Kingdom, and 25 per cent in Nigeria. Wages have
also risen highest in Nigeria due principally to unusually high
wages awards in 1975. Lower cost of production would also
have enabled us to maintain our competitive position in the
primary commodity market apart from providing a stimulus
for the development of import competing goods.

Secondly, the continuous loss of exchange reserves as well
as increased resort to trade and exchange restrictions in an
effort to prevent further losses broadly indicate a funda-
mental disequilibrium in the external position. During the
regime of par values any emergence of fundamental dis-
equilibrium would have prompted an exchange alteration
deemed.in the interest not only of the devaluating country
but also of the payments adjustment process of the world as
a whole, Thirdly, there is an intuitive explanation for the
view that the naira is overvalued. We recall that the naira was
appreciated in mid petroleum boom. At that time, it was
considered that the vastly strengthened overall external pay-
ments position of the country warranted that action. Other
countries in similar positions tock the same action. Now that
the petroleum export prospects are dim it may be the case
that reversal of that exchange rate policy would be in order.

There is another way in which the appropriateness of an
exchange rate may be judged. Exchange rate is said to be
sustainable in both objective and subjective senses. It is sus-
tainable in an objective sense if a stable rate evolves over
time. In the context of the generalised floating of exchange
rates, at present, it would mean an exchange rate that en-
dures after the interplay of market forces in the foreign ex-
change market. In a subjective sense an exchange rate is
sustainable if in the judgement of the authorities a given
exchange rate can be maintained over a medium term by
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