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ABSTRACT 
 
The economy of Nigeria has a strong external orientation.  It 
is characterized by heavy dependence on the export of one 
or a few product.  The products find markets in the 
developed countries where ironically there is a small control 
over the prices of the exports.  As a result of this, the 
Nigerian economy is vulnerable to external shock.  This calls 
for effective tools for managing the external sector.  The 
main focus of this study has been to evaluate the 
effectiveness and appropriateness of the exchange rate 
policies formulated to ensure the sound management of 
Nigeria’s external sector.  In this respect, we considered the 
impact of the policies on some variable like the change in 
balance of payments, the external reserve and the total 
volume of imports as well as inflationary rate.  The data for 
the exercise was collected from various sources depicting 
the movements in exchange rates  as well as the other 
variables from 1996-2005.  However, for any policy 
instruments to have the derived effect or influence on the 
specified variables such as those selected for this study, 
there must be a reasonable degree of association between 
the exchange rate and the other variables.  Coefficient of 
correlation and multiple regression analysis were used for 
the test with the aid of a computer package known as e-
give.  The study revealed that in comparison with the other 
variables a weak relationship between the changes in 
exchange rate and the rate of inflation in Nigeria exists.  
Recommendations as to the effectiveness of exchange rate 
policy in the management of the Nigeria economy were 
made and this includes: there should be proper monitoring 
and regulation of the conduct of Nigeria’s foreign exchange 
market and it is desirable to check over dependence on 
import and the need for the pursuit of aggressive export 
promotion programmes. 
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CHAPTER ONE 

1.0 INTRODUCTION 

1.1 BACKGROUND OF THE STUDY 

In order to achieve overall economic development 

many nations articulate and pursue a wide range of 

economic goals and objectives.  What these goals and 

objectives will be are dictated by national interests, which is 

often subjectively defined.  However, there are certain goals 

and objectives, which are very common among nations, 

which include the attainment of full employment; 

maintenance of stability in the level of prices, achievement 

of a stable balance of payment position; achievement of a 

sustainable economic growth equitable distribution of 

income. 

 The realization of these economic goals and objectives 

by any nation to a large extent, on appropriate design and 

implementation of certain macro-economic policies.  This 

involves the manipulation of a set of instrumental variables 

which exert influences on every segment of the economy. 

 Among such policy variables often used are monetary, 

fiscal, trade, income and price and exchange rate policies.  

The choice of any of these economic management tools is 

dictated by a number of factors.  Prominent among these 

are a nations economic and or political orientation, the 

stated economic objectives, the nature and structure of the 
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economy as well as the specific economic situation or 

problem, which the nation faces. 

 While some policy instruments prove very efficacious 

for internal economic management, other are more suitable 

for managing the external sector.  For economies that are 

very susceptible to external stocks or disturbances 

preferences is usually shown for tools, which could 

effectively be used to manage the external relationship.  The 

most prominent among the variables often favored is the 

exchange rate policy.  Preference for exchange rate policy as 

a macro economic management instrument is anchored on 

the conviction that it has external advantage over other 

tools in influencing the external balance.  It is particularly 

believed to have wide spread impact on terms of price 

movements in the entire economy.  Ellwortt and Leitt 

(1985:9) pointed out that exchange rate link prices in the 

country with prices in the world. 

 Hence a country’s exchange rate policy affects its 

relative price structure in domestic currency between traded 

and domestic prices and hence the rate of inflation. 

 Besides being an instrument used in trying to achieve 

price stability and balance of payment equilibrium.  The 

exchange rate of a currency is a potential yardstick for 

assessing the overall performance of an economy.  It is one 

of the macro-economic variables, which reflect the strength 
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and weakness of an economy (Olukole, 1992:3).   Thus 

exchange rate management systems are accorded special 

place in the scheme of overall economic management by 

most nations. 

 Only a relatively significantly isolated economy with 

little external relations with other countries could neglect a 

sound exchange rate policy and skill survive.  Such an 

economy, Mekinnon (1981:2) has argued that because it: 

 “Has limited financial and commodity arbitrage with 

 the outside world, and hence is insulated from shocks 

 coming through the balance of payment (BOP’s)”.  

For such an economy, trade is a relatively small activity 

or quotes and exchange controls sufficiently restrict 

international commodity arbitrage so that the general 

purchasing power of money is invariant with exchange rate 

charges. However, the nation of an insular economy exists 

only in concept.  No known economy has such 

characteristics, at least in recent times.  World economies 

have increasingly become highly internationalized and 

therefore very open.  

This invariably means greater economic independence 

among nations, which increases their exposure to external 

economic shocks.  Particularly for the less developed 

countries (LDC’s) whose economies are very dependent.  

The international economic relationships remain the most 
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potential sources of instability.  This manifests in the 

perennial balance of payments dis-equilibrium often 

experienced by them.  Thus the design of appropriate 

policies to tackle this dis-equilirbium has not only become 

very imperative, but also it has equally assumed the major 

per-occupation or primary responsibility of economic policy 

makers. 

 

1.2 STATEMENT OF PROBLEMS 

 Despite several exchange rate policies adopted in 

Nigeria over the years, there still exists persistent economic 

disequilibrium as regards the exchange rates.  As such the 

Nigerian economy is characterized with bottlenecks such as 

inflation and unemployment.  Inflationary pressures affect 

the exchange rate of the domestic currency assuming the 

general price levels rise in Nigeria.  This will lead to a rise in 

the price of goods produced in the country.  Exports will 

reduce since the export goods are less competitive and 

costly, while the imports are more competitive, since they 

are cheaper.  Imports will increase while exports will 

decrease.  The demand for various foreign currencies, for 

example the dollar will increase, while the foreigners 

demand for naira will decrease.  The implication is that naira 

will suffer a depreciation while the dollar will appreciate. 
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 Reduction of competitiveness in exports and imports 

exchange rates are also affected by changes in exports and 

imports.  Assuming exports rise more than imports, the 

demand for the domestic currency increased and thus 

sustaining an appreciation of the exchange rates. on the 

other hand, if the level of imports rise faster than the 

exports, then the demand for foreign currencies increase 

and this results in a depreciation of the domestic currency, 

while the foreign currencies will be appreciating.  This 

scenario has been the Nigerian experience with the reduced 

level of exports following the world recession and other 

structural distortion, the domestic currency became 

overvalued capital flight.  One important aggregate that has 

sustained the depreciation of exchange rates in Nigeria and 

thus instability in most macro-economic aggregates is the 

level of capital flight.  Capital flight has destabilizing effects 

on the balance of payments.  Capital flight is affected by 

expansionary monetary and fiscal policies, interest rate 

changes, unstable socio-political systems and other 

institutional and legal arrangements which increase the risks 

of holding domestic assets relative to foreign assets. The 

implication is that there is a net resource outflows which 

affects the exchange rates.  Others are political instability.  

Capital movements, the money supply etc.  It is for this 

reason that the study is embarked upon to investigate the 
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extent of relationship between exchange rate and economic 

instruments such as balance of payments, external reserve, 

total imports and inflation rate. 

 
 

1.3 OBJECTIVE OF THE STUDY 

 The purpose of this study is to determine the extent of 

relationship between exchange rate and the macro-economic 

variables such as balance of payments, external reserves, 

total imports and inflation rate.  Based on this, the following 

specific objectives will be investigated: 

1. To determine the extent to which exchange rate is 

influenced by the performance of the macro economic 

variables. 

2. To reveal whether any correlation exist between 

balance of payments, external reserves, total imports 

inflation rate and exchange rate. 

3. To know whether any increase in this macro-economic 

variable will affect the relationship between exchange 

rate and the balance of payment, external reserves, 

total imports and inflation rates. 

4. To evaluate the effectiveness of the exchange rate 

policy in the management of the economy since 1980. 

5. To compare the relative effectiveness of the 

administratively controlled and market determined 

exchange rate policies in Nigeria. 
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1.4 STATEMENT OF HYPOTHESIS 

Hoi:  Exchange rate policy has not so far achieved the major 

policy targets of improving Nigeria’s balance of 

payments. 

Ho2: That the exchange rate has not brought any significant 

improvements in boosting external reserves. 

Ho3: Exchange rate in Nigeria has not been significant in 

reducing domestic price of goods and services. 

 

1.5 SIGNIFICANCE OF THE STUDY 

Tools of economic management are usually designed to 

influence specific target areas or sectors in economy often 

actual results hardly meet with the expectations of the policy 

designers.  A wide divergence may be recorded.  Hence, 

policy appraisal helps to manifest the difference between 

actual and expected outcomes and therefore provide a guide 

for future policies. 

The exchange rate policy has been acclaimed to be an 

indispensable instrument in external sector management.  

No nation, in this age of increased inter-dependence can 

afford to neglect it.  The introduction of more dynamism in 

the design and implementation of policies will guarantee 

success and limit the chances of error or failure.  Such 

dynamism has improper appraisal of policy and evaluation of 

outcome against objectives of targets. 
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Policy appraisal based on data collected and analyzed, 

will reveal the major impairments and shortcomings of the 

exchange rate policy.  This would help to offer better 

guidance to policy makers in Nigeria in their current grope 

for a good exchange rate system.  Besides, such an 

appraisal would also further highlights the characteristics of 

the economy, the major problems and the policy variables 

that could be used in managing them. 

 
 

1.6 SCOPE AND LIMITATIONS OF THE STUDY 

 The extent of coverage of this study is in describing the 

influence of exchange rate on the macro-economic variables 

like the balance of payment, external reserves, total import 

and inflation rates in Nigeria.  This study will extensively 

examine the exchange rate as one of the important devices 

to control international trade and payments. 

 Also, as expected, investigations of this nature cannot 

be completely devoid of constraints.  As such, this study was 

limited in the following ways: 

1. Delay in data retrieval 

2. Absolute reliance on secondary data obtained from 

official sources. 
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1.7 OPERATIONAL DEFINITION OF TERMS 

 The Following terms were defined as they were applied 

by the investigator in this framework: 

 Overvaluation:  In overvaluation, the foreign 

exchange value of the currency is fixed at a higher level 

than allowed by market forces. 

 Balance of Payment:  The balance of payment of a 

country is a systematic record of all its economic 

transactions with the outside world in a given year. 

 Undervaluation:  Currencies are undervalued when 

their market demand exceeds their market supply. 

 Devaluation:  The domestic price of imports and 

reduces the foreign price of exports of a country 

devaluing its currency in relation to the currency of 

another country. 

 Reserve Currency:  Reserve currency refers to the 

currency while national governments and international 

institutions are willing to hold in their gold and foreign 

exchange reserve and which finances a significant 

proportion of international trade. 

 Foreign Currency:  Foreign currency refers to any 

currency other than the domestic currency. 

 Exchange Rate Volatility:  This is the day to day, 

month-by-month variability of exchange rates. 
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 SDR’s:  Special Drawing Rights issued by IMF and 

European Currency Units (ECUs). 

 Exchange Control:  Is one of the important devices to 

control international trade and payments.  It aims at 

equilibrating foreign receipts and payments not through 

such market forces as fixed or flexible exchange rtes 

but through direct and indirect control of foreign 

exchange. 
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CHAPTER TWO 

2.0 LITERATURE REVIEW 

2.1 FOREIGN EXCHANGE RATE 

Meaning  

 The foreign exchange rate or exchange rate is the rate 

at which one currency is exchanged for another.  It is the 

price of the one currency in terms of another currency.  It is 

customary to define the exchange rate as the price of one 

unit of the foreign currency in terms of the domestic 

currency.  The exchange rate between the dollar and the 

naira refers to the number of naira required to purchase a 

dollar, from the Nigerian viewpoint is expressed as N150 = 

$1.  The US would express it as the number of dollars 

required to get one naira, and the above exchange rate 

would be shown as $0.28 = N1. 

 The exchange rate of N150 = $1 or $0.25 = N1 will be 

maintained in the world foreign exchange market by 

arbitrage.  Arbitrage refers to the purchase of a foreign 

currency in a market where its price is low and to sell it in 

some other market where its price is high.  The effect of 

arbitrage is to remove differences in the foreign exchange 

rate of currencies so that there is a single exchange rate in 

the world foreign exchange market.  If the exchange rate is 

N148 in the US exchange market and N100 in the Nigeria 

exchange market, foreign exchange speculation, known as 
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arbitrages, will buy dollars in US and sell them in Nigeria, 

thereby making a profit of 2 naira on each dollar.  As a 

result, the price of dollars in terms of naira rises in the US 

market and falls in the New York market.  Ultimately, it will 

equal in both the market and arbitrage comes to an end.  If 

the exchange rate between the naira and the dollar rises to 

N160 = $1 through time, the naira is said to depreciate with 

respect to the dollar, because now more naira are needed to 

buy one dollar.  When the rate of exchange between the 

naira and the dollar falls to N140 = $1, the value of the 

naira is said to appreciate because now less naira are 

required to purchase one dollar.  If the value of the first 

currency depreciates and vice versa.  Thus, a depreciation of 

the naira against the dollar is the same thing as the 

appreciation of the dollar against the naira, and vice versa. 

 
 

2.2 DETERMINATION OF EQUILIBRIUM EXCHANGE 

RATE 

 The exchange rate in a free market is determined by 

the demand for and the supply of foreign exchange.  The 

equilibrium exchange rate is the rate at which the demand 

for foreign exchange equals the supply of foreign exchange.  

In other words, it is the rate which clears the market for 

foreign exchange.  Regnar (1978) defined the equilibrium 

exchange rate as “that rate which over a certain period of 
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time, keeps the balances of payments in equilibrium”.  There 

are two ways of determining the equilibrium exchange rate.  

The rate of exchange between dollars and pounds can be 

determined either by the demand and supply of dollars, with 

the price of dollars in pounds.  Or by the demand and supply 

of pounds with the price of pounds in dollars.  Whatever 

method is adopted, it yields the same result.  The analysis 

that follows is based on the latter measure so that it is 

explained in terms of pounds. 

 
 

2.2.1  THE DEMAND FOR FOREIGN EXCHANGE 

 The demand for foreign exchange is a derived demand 

from pounds.  It arises from imports of British goods and 

services into the US and from capital movements from the 

US to Britain.  In fact, the demand for pounds implies a 

supply of dollars.  When the US businessmen buy British 

goods and services and make capital transfers to Britain, 

they create demand for British pounds in exchange for US 

dollars because they cannot make payments to Britain in 

their currency, the US dollars. 

 The demand curve for pounds DD is downward sloping 

from left to right in figure 2.1.  It implies that the lower the 

exchange rate on pounds, the larger will be the quantity of 

pounds demanded in the foreign exchange (US) market, and 

vice versa.  This is because a lower exchange rate on 
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pounds makes British exports of goods and services cheaper 

in terms of dollars 

 

 

 

 

 

 

 

 

  

The opposite happens if the exchange rate of pounds is 

higher, it will make British goods and services cheaper in 

terms of dollars, and the demand for pounds will fall in the 

foreign exchange (US) market. 

But the shape of the demand curve for foreign 

exchange will depend on the elasticity of demand for 

imports.  If a country imports necessities and raw materials, 

we may expect the elasticity of demand for imports to be 

low and the quantity imported to be insensitive to price 

changes.  If on the other hand, the country imported luxury 

goods and goods for which suitable substitutes exist, 

demand elasticity’s for imports might be high.  If the country 

has many well developed import competing industries, the 

elasticity of demand for imports must certainly be high.  In 
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Fig 2.1:      QUANTITY OF FOREIGN EXCHANGE 
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the short run, elasticity of demand for imports may not be 

very high.  In the long run, however it is much more 

probable that the production pattern will alter according to 

price changes, and the demand for imports therefore, will be 

more elastic. 

 
 

2.2.2   THE SUPPLY OF FOREIGN EXCHANGE 

The supply of foreign exchange in our case is the 

supply of pounds.  It arises from the US exports of goods 

and services and from capital movements from the US to 

Britain.  Pounds are offered in exchange for dollars because 

British holders of pounds wish to make payments in dollars. 

Thus the supply of foreign exchange reflects the quantities 

of pounds that would be supplied in the foreign exchange 

market at various dollars prices of pounds. 

The supply curve for pounds SS is an upward sloping 

curve, as shown in figure 2.1.  It is a positive function of the 

exchange rate on pounds.  As the exchange rate on pounds 

increases, the greater is the quantity of pounds supplied in 

the foreign exchange market.  This is because with increase 

in the dollar price of pounds lower pound funds become 

better bargains to holders of pounds.  Therefore, the holders 

of pounds will offer larger quantities of pounds with the 

increase in the exchange rate. 
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But the shape of the supply curve of foreign exchange 

will be determined by the elasticity of the supply curve “as 

the value of the country’s own currency increases, imports 

become relatively cheaper, and more is imported.  As more 

is imported, more of the home currency is supplied on the 

foreign exchange market, provided elasticity is greater than 

unity.  When imports become relatively cheap, new goods 

will start to be imported, and domestic import-competing 

industries will be gradually eliminated by imports.  These are 

two important reasons why to be quite elastic.   Further, the 

larger the time perspective we take into account, the more 

elastic will be the supply. 

 

2.3 EQUILIBRIUM EXCHANGE RATE 

Given the demand and supply schedules of foreign 

exchange, the equilibrium exchange rate is determined 

where DD the demand curve for pounds intersects SS The 

supply curve of pounds.  They cut each other at point E in 

figure 2.1. The equilibrium rate is OR and OQ of foreign 

exchange is demanded and supplied.  At OR exchange rate 

the US demand for pounds equals the British supply of 

pound and the foreign exchange market is cleared.  At any 

higher rate than this, the supply of pounds would be larger 

than the demand for pounds so that some people who wish 

to convert pounds into dollars will be unable to do so.  The 
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price of pounds will fall, less pounds will be supplied and 

more will be demanded.  Ultimately, the equilibrium rate of 

exchange will be re-established.  In figure 2.1, when the 

exchange rate increases to OR, the supply of pounds R’B > 

R’A, the demand for pounds. With the fall in the price of 

pounds, the equilibrium exchange rate OR’ is again 

established at point E. 

On the contrary, at an exchange rate lower than this, 

say OR1, the demand for pounds R1H is greater than the 

supply of pounds R1G.  Some people who want pounds will 

not be able to get them.  The price of pounds will rise which 

will reduce the demand and increase the supply of pounds 

so that the equilibrium exchange rate OR is re-established at 

point E where the two curves DD and SS intersect. 

Suppose there is a shift upward in the US demand for 

pounds, as shown by the upward shifting of the DD curve to 

D’D’ in figure 2.2.   

A. This may be due to increase in the US tastes for British 

goods, an increase in the US national income, etc which 

increases the demand for imported goods in the US 

with the shifting up of the demand curve to D'D'.  The 

US dollar depreciates and the British pound appreciates 

which re-establish the new equilibrium exchange rate 

OR' at point E where OQ' quantity of foreign exchange 

is demand and supplied. On the other hand, if the 
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supply of pounds increases and the supply curve shifts 

down from SS to S'S', as shown in figure 2.2(B), the 

value of pounds depreciates and that of dollars 

appreciates.  This automatically brings about a new 

equilibrium exchange rate ORi at price Ei in future. 

B. Where the S'S' curve intersects the DD curve at the 

new equilibrium exchange rate ORi OQ, of foreign 

exchange is demand and supplied. 

 

 

 

 

 

 

 

 

 

 

 

The supply of pounds may increase due to the increase 

in the tastes of Britishers for the US goods, the increase in 

the demand national income of Britain, etc. 

 Thus under flexible exchange rates, equilibrium rate of 

exchange will prevail which will clear the market and keep 

the balance of payments in equilibrium. 
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2.4 THEORIES OF FOREIGN EXCHANGE RATE 

According to Jhingan (1984) there are three theories of 

the determination of foreign exchange rate.  The first is the 

mint printing theory, the second is the purchasing power 

parity theory and the third is the balance of payments 

theory. 

 

2.4.1   THE MINT PRINTING THEORY 

 This theory is associated with the working of the 

international gold standard.  Under this system, the currency 

in use was made of gold or was convertible into gold at a 

fixed rate.  The value of the currency unit was defined in 

terms of certain weight of gold, that is, so many grains of 

gold to the rupee, the dollar, the pound, etc.  The Central 

Bank of the country was always ready to buy and sell gold at 

the specified price.  The rate at which the standard money of 

the country was convertible into gold was called the mint 

price of gold.  If the official British price of gold was ₤6 per 

ounce and of the US price of gold $36 per ounce, they were 

the mint prices of gold in the respective countries.  The 

exchange rate between the dollar and the pound would be 

fixed at $36/₤6 = $6.  This rate was called the mint parity or 

mint par of exchange because it was based on the mint price 

of gold.  Thus under the gold standard, the normal or basic 

rate of exchange was equal to the ratio of their mint par 



 
 

20

values (R = $/₤).  But the actual rate of exchange could 

vary above and below the mint parity by the cost of slipping 

gold between the two countries.  To illustrate this, suppose 

the US has a deficit in its balance of payments with Britain.  

The US treasury is prepared to sell any amount of gold at 

the price of $36 per ounce; no American would pay more 

than $6.03 per pound because he can get any quantity 

pounds at that price by exporting gold.  This is shown by the 

horizontal portion S’ of the SS’ supply curve.  Similarly, as 

the US treasury is prepared to buy any quantity of gold at 

$36 per ounce, no American would sell pounds less than 

$5.97 because he can sell any quantity of pounds at the 

price by gold imports.  Thus the US demand curve for 

pounds becomes perfectly elastic at the US gold import 

point.  This is shown by the horizontal portion D’ of the 

demands curve DD’ 
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The mint parity theory has long been discarded ever 

since the gold standard broke down.  No country is on the 

gold standard.  There are neither free movements of gold 

parities.  So this theory has only an academic interest. 

 

2.4.2  PURCHASING POWER PARITY THEORY 

 The purchasing power parity theory was developed by 

Gustav Cassel in 1920 to determine the exchange rate 

between countries on inconvertible paper currencies.  

Further explained, Jhingan (1984)The theory states that 

equilibrium exchange rate between two inconvertible paper 

currencies is determined by the equality of their purchasing 

power.  In other words the rate of exchange between two 

countries is determined by their relative price levels.  The 

theory can be explained with the help of an example: 

Suppose India and England are on inconvertible paper 

standard and by spending Rs 18 the same bundle of goods 

can be purchased in India, as can be bought by spending ₤ 

in England.  Thus according to the purchasing power parity 

theory, the rate of exchange will be Rs 18 = ₤1. 

 If the price levels in the two countries remain the same 

but the exchange rate moves to Rs 16 = ₤1, this means that 

less rupees are required to one pound in England.  It is a 

case of overvaluation of the exchange rate.  This will 

encourage imports and discourage exports rate by India.  As 
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a result, the demand for pounds will increase and that of 

rupees fall.  This process will ultimately restore the normal 

exchange rate of Rs 18 = ₤1. 

 According to the theory, the exchange rate between 

two countries is determined at a point which expresses the 

equality between the respective purchasing powers of the 

two currencies.  This is the purchasing power parity which is 

a moving par and not a fixed par as under the gold 

standard.  Thus with every change in the price level, the 

exchange rate, also changes.  To calculate the new 

equilibrium exchange rate, the following is used: 

 R = Domestic price of a foreign exchange  

     Foreign Price Index 

 According to Cassel (1984), the purchasing power 

parity is “determined by the quotients of the purchasing 

powers of the different currencies”.  This is what the 

formular does.  To explain it in terms of our above example, 

before the change in the price level, the exchange rate was 

Rs 18 = ₤ = 1.  Suppose the domestic (Indian) price index 

rises to 300 and the foreign (England) price index to 200.  

Thus the new equilibrium exchange rate will be: 

   R = ₤1 X 300   

        200  = ₤1.5 

 Or  Rs 18 = ₤1.5 
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 This will be the purchasing power parity between the 

two countries.  In reality, the parity will be modified by the 

cost of transporting goods including duties, insurance, 

banking and other charges.  These costs of transporting 

goods from one country to another are, in fact, the limits 

within the exchange rate can fluctuate depending upon the 

demand and supply of a country’s currency.  There is the 

upper limit, called the commodity export point; and the 

lower limit, known as the commodity import point.  These 

limits are not as definite as the gold points under the mint 

par theory. 

 The purchasing power parity theory is illustrated in 

figure 2.4 where DD is the demand curve for foreign 

currency (pound in our example) and SS is the supply curve 

of currency.  OR is the rate of exchange which is determined 

by the intersection at point E SO that the demand for and 

supply of foreign exchange equals OQ quantity.  The 

purchasing power curve shows that with relative change in 

the price levels, the exchange rate tends to fluctuate along 

this curve above or below the normal exchange rate.  But 

there is a limit up to which the purchasing power parity 

curve can move up and down.  The upper and lower limits 

are set by the commodity export point and the commodity 

import point respectively. 
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2.4.3     THE BALANCE OF PAYMENTS THEORY 

 According to the theory, under free exchange rates, the 

exchange rate of the currency of a country depends upon its 

balance of payments. Jhingan (1984) says a favourable 

balance of payments raises the exchange rate, which an 

unfavourable balance of payments reduces the exchange 

rate.  Thus the theory implies that the exchange rate is 

determined by the demand for and supply of foreign 

exchange. 

 The demand for foreign exchange arises from the debit 

side of the balance of payments.  It is equal to the value of 

payments made to the foreign country for goods and 

services purchased from it plus loans and investments made 

abroad.  The supply of foreign exchange arises from the 

credit side of the balance of payments.  It equals all 
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payments made by the foreign country to our country for 

goods and services purchase from US plus loans disbursed 

and investments made in this country.  The balance of 

payments balance if debits and credits are equal.  If the 

debits exceed credits, the balance of payments is 

unfavourable on the contrary, if the credits exceed debits, it 

is favourable when the balance of payments is unfavourable, 

it means that the demand for foreign currency is more than 

its supply.  This causes the external value of the domestic 

currency to fall in relation to the foreign currency.  

Consequently, the exchange rate falls, on the other hand in 

case the balance of payments is favourable.  The demand for 

foreign currency is less than its supply at a given exchange 

rate.  This causes external value of domestic currency to rise 

in relation to the foreign currency.  Consequently, the 

exchange rate rises. 

 When the exchange rate below the equilibrium 

exchange rate in a situation of adverse balance of payments, 

exports increase and the adverse balance of payments is 

eliminated and the equilibrium exchange rate is re-

established.  On the other hand, when under a favourable 

balance of payment situation, the exchange rate rises above 

the equilibrium exchange rate, exports decline, the 

favourable balance of payments disappears and the 

equilibrium exchange rate is re-established.  Thus at any 
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point of time, the rate of exchange is determined by the 

demand for and supply of foreign exchange as represented 

by the debit and credit side of the balance of payments.  

“Any change in the conditions of demand or of supply 

reflects itself in a change in the exchange rate, and at the 

ruling rate the balance of payments balances from day to 

day or from moment to moment. 

 The determination of exchange rate under the balance 

of payments theory is illustrated in figure 2.5.  DD is the 

demand curve for foreign currency.  It slopes downward to 

the left because when the rate of exchange rises.  SS is the 

supply curve of foreign exchange which slopes upward from 

left to right.  This is because when the exchange rate falls, 

the amount of foreign currency offered for sale will be less, 

and vice versa.  The two curves intersect at E where OR 

equilibrium exchange rate is determined.  At this rate, the 

quantity of foreign exchange demanded and supplied equals 

OQ.  E is also the point where the balance of payments is in 

equilibrium.  Any exchange rate above or below OR will 

mean disequilibrium in the balance of payments.  Suppose 

the exchange rate rises to OR1.  The demand for foreign 

exchange  R1A is less than its supply R1B.  It means that 

there is a favourable balance of payments. 

 When the exchange rate is more than the equilibrium 

rate, exports decline and imports increase.  Consequently, 
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the demand for foreign exchange will rise and the supply will 

fall.  Ultimately, the equilibrium exchange rate OR will be 

restored where demand and supply of foreign exchange 

equal at point E. 

 

 

 

 

 

  

 

 

In the opposite case, when the exchange rate falls 

below the equilibrium rate to OR2, the demand for foreign 

exchange R2H is greater than its supply R2G.  It implies an 

unfavourable balance of payments, but fall in the exchange 

leads to increase in exports and decline in imports.  As a 

result the demand for foreign currency starts falling and the 

supply starts rising till the equilibrium exchange rate OR is 

re-established with the equality of demand and supply of 

foreign exchange at point E. 

 However, it is the shapes of the demand and supply 

curves of foreign exchange that determine the exchange 

rate.  For this purpose, four elasticities are relevant.: 

1. The foreign elasticity of demand for exports, 
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2. The domestic elasticity of supply for exports, 

3. The domestic elasticity of demand for imports, and 

4. The foreign elasticity of supply for imports. 

The equilibrium exchange rate tends to be stable if the 

demand elasticities are high and the supply for imports. 
 

 

2.5 CAUSES OF CHANGES IN THE EXCHANGE RATE 

 According to Jhingan (1984) the exchange rate 

between countries changes due to change in demand or 

supply in the foreign exchange market.  The factors which 

cause changes in demand and supply are discussed as 

under. 

 Changes in Prices:  It is changes in the relative price 

levels that cause changes in the exchange rate.  

Suppose the price level in Britain rises relative to the 

U.S. price level.  This will lead to the rises in the price 

of Britain goods in terms of pound.  British goods will 

become dearer in the US.  This will lead to reduction in 

British exports to the US.  So the supply of dollars to 

British will diminish.  On the other hand, the American 

goods become cheaper in Britain and their imports into 

Britain increase.  So the demand for dollars will 

increase.  Thus the supply curve for dollars will shift to 

the left so that the exchange rate is established at a 

higher level from the point of view of the U.S.  It 
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implies appreciation of the value of the dollar and 

depreciation of the value of the pound. 

 Changes in Exports and Imports:  The demand and 

supply of foreign exchange is also influenced by 

changes in exports and imports.  If exports of the 

country are more than imports, the demand for its 

currency increases so that the rate of exchange moves 

in its favour.  Conversely, if imports are more than 

exports, the demand for the foreign currency increases 

and the rate of exchange will move against the country. 

 Capital Movements:  Short-term or long-term capital 

movements also influences the exchange rates. Capital-

flows tend to appreciate the value of the currency of 

the capital-exporting country.  The exchange rate will 

move in favour of the capital-importing country and 

against the capital-exporting country.  The demand for 

the currency of the capital-importing country will rise 

and its demand curve will shift upward to the right and 

the exchange rate will be determined at a higher level, 

given the supply curve of foreign exchange. 

 Influence of Banks:  Banks also affect the exchange 

rate through their operation.  They include the 

purchase and sale of bank drafts, letter of credit, 

arbitrage dealing in bills of exchange, etc.  These 

banking operations influence the demand for and 
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supply of foreign exchange.  If the Commercial Banks 

issue a large number of drafts and letters of credit on 

foreign banks, the demand for foreign currency rises.  

The bank also influences the exchange rate.  If the 

bank rate rises relative to other countries more funds 

will flow into the country from abroad to earn high 

interest rate.  It will tend to raise the demand for the 

domestic currency and the exchange rate will move in 

favour of the country.  Converse will be the case when 

the bank rate falls. 

 Influence of Speculation:  The growth of speculation 

activities also influences the exchange rate.  

Speculation causes short-run fluctuations in the 

exchange rates.  Uncertainty in the international money 

market encourages speculation expect a fall in the 

value of currency in the near future; they will sell that 

currency they expect to appreciate in value.  

Consequently, the supply of the former currency will 

increase and its exchange rate will fall.  While the 

demand for the other currency will rise and it exchange 

rate will go up. 

 Stock Exchange Influences:  Stock exchange 

operations in foreign securities, debentures, stocks and 

shares, etc exert significant influences on the exchange 

rate.  If the stock exchange help in the sale of 
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securities, debentures, shares etc to foreigners, the 

demand for the domestic currency will rise on the part 

of the foreigners and the exchange rate also tends to 

rise.  The opposite will be the case if the foreigners 

purchase securities, debentures, shares, etc through 

the domestic stock exchanges. 

 Structural Influences:  Structural changes is another 

important factor which influences the exchange rate of 

a country.  Structural changes are those changes which 

bring changes in the consumer demand for 

commodities.  They include technological changes, 

innovations etc which also affect the cost structure 

along with the demand for products.  Such structural 

changes tends to increase the foreign demand for 

domestic products.  It implies increase in exports, 

greater demand for domestic currencies appreciation of 

its value and rise in the exchange rate. 

 Political Conditions:  Political conditions in the 

country have a significant influence on the exchange 

rate.  If there is political stability and the government is 

strong and efficient, foreigners will have tendency to 

invest their funds into the country with the inflow of 

capital.  The demand for domestic currency will rise and 

the exchange rate will move in favour of the country.  

On the contrary, if the government is weak, inefficient 
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and dishonest and there is no safety to life and 

property, capital will flow out of the country and the 

exchange rate will move against the country. 

 Exchange Rate Policy:  Here we discuss the 

exchange rate adjustment policies that have been in 

vogue from time to time with the establishment of the 

IMF.  Before we discuss them, it is instructive t o have 

a theoretical interlude relating to fixed and fluctuating 

exchange rates. 

 Fixed Exchanges:  Under fixed or pegged exchange 

rates all exchange transactions take place at an 

exchange rate that is determined by the monetary 

authorities.  The authorities may fix the exchange rate 

by legislation or intervention in currency markets.  

They may buy or sell currencies according to the needs 

of the country or may take policy decision or appreciate 

the national currency.  The following arguments are 

usually advanced for and against the system of fixed 

exchange rates. 
 

 

2.5.1 CASE FOR FIXED EXCHANGE RATES 

 Fixed exchange rates have the following advantages: 

1. The case for fixed exchange rates between different 

countries is based on the case for a common currency 

within a country.  A country having a common currency 
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with a fixed value facilities trade increase production 

and leads to faster growth of the economy.  Similarly, a 

country would benefit if it has a fixed value of its 

currency in relation to other countries.  Thus fixed 

exchange rate encourages international trade by 

making prices of goods, involved in trade more 

predictable.  They promote economic integration.  As 

pointed by Johnson (1986), “the case for fixed rates is 

part of a more general argument for national economic 

integration”. 

2. The second argument for a system of fixed exchange 

rates is that it encourages long-term capital flow sin an 

orderly and smooth manner.  There is no uncertainty 

and risk resulting from a regime of fixed exchange 

rates. 

3. There is no fear of currency depreciation or 

appreciation under a system of fixed exchange rates. 

For instance, it removes fears that holding large 

amounts of foreign currency might lead to losses if a 

currency’s value drops.  Thus it creates confidence in 

the strength of the domestic currency. 

4. There is no fear of any adverse effect of speculation on 

the exchange rate, as speculative activities are 

controlled and prevented by the monetary authorities 

under a regime of fixed exchange rates. 
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5. Another advantage claimed by a system of fixed 

exchanges rates is that it serves as an ‘anchor’ and 

imposes a discipline on monetary authorities to follow 

responsible financial policies within countries.  

“Inflation will cause balance of payments deficits and 

reserve loss.  Hence the authorities will have to take 

counter-measures to stop inflation.  Fixed exchange 

rates should therefore impose a ‘discipline’ on 

governments and stop them from pursuing inflationary 

policies which are out of tune with the rest of the 

world”. 

6. Johnson favours fixed exchange rates in the ‘banana 

republics’ because flexible exchange rates lead to a 

perpetual chase between inflation and depreciation 

when the exchange rate falls. 

 
 

2.5.2 CASE AGAINST FIXED EXCHANGE RATES 

  The following arguments are advanced against a 

system of fixed exchange rates: 

1. The principal defect in the operation of a system of 

fixed exchange rates is the sacrifice of the objectives of 

full employment and stable prices at the alter of stable 

exchange rates.  For example, balance of payments 

adjustment under fixed exchange rates of a surplus 
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country can take place through a rise in prices.  This is 

bound to impose large social costs within the country. 

2. Again, under a system of fixed exchange rates the 

effects of unexpected disturbances in the domestic 

economy are transmuted abroad.  “While a country 

may be protected by fixed exchanges rates from the 

full consequences of domestic disturbances and policy 

mistakes, it has to bear a share of the burden of the 

disturbances and mistakes of others.  For to the extent 

that excess demand ‘leaks out’ of the country where it 

was originally created, it ‘leaks in’ (via a balance of 

payment surplus) to that country’s trading partner”. 

3. Under regime of fixed exchange rates large reserves of 

foreign currencies are required to be maintained.  

Countries with balance of payment deficits must have 

large reserves if they want to avoid devaluation.  If 

countries wish to remain on the fixed exchange rate 

system, they must hold large reserves of foreign 

currencies.  This also imposes a heavy burden on the 

monetary authorities for managing foreign exchange 

reserves. 

4. A system of fixed exchange rates also required 

complicated exchange control measures which lead to 

malallocation of the economy’s resources. 
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5. Another problem relates to the stability of the exchange 

rate.  The exchange rate of a country vis-à-vis another 

country cannot remain fixed for a sufficiently long 

period.  Balance of payments problems and fluctuations 

in international commodities prices often compel 

countries to bring changes in exchange rates.  Thus, it 

is not possible to have rigidly fixed exchange rates. 

In fact, a regime of fixed exchange rates presupposes 

uniformity of domestic policy objective s and response 

of prices to fluctuations in demand.  Such a system 

would undoubtedly run into severe difficulties in the 

present-day world.  This is because there is a 

reluctance to be committed to the harmonization of 

domestic policy objectives; prices respond only in a 

limited fashion to fluctuations in the pressures of 

demand, and elasticities of demand in international 

trade have in general turned out to be quite low, at 

least in the short run.  For these reasons, a rigidly fixed 

exchange rate regime has never been advanced as a 

serious possibility in any of the recent discussions on 

reform of the international monetary system. 
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2.6 FLEXIBLE EXCHANGE RATES 

 Flexible, floating or fluctuating exchange rates are 

determined by market forces.  The monetary authorities do 

not intervene for the purpose of influencing the exchange 

rate.  Under a regime of freely fluctuating exchange rates, if 

there is an excess supply of a currency, the value of that 

currency in foreign exchange markets will fall.  It will lead to 

depreciation of the exchange rate.  Consequently, 

equilibrium will be restored in the exchange market.  On the 

other hand, shortage of a currency will lead to the 

appreciation of exchange rate thereby leading to restoration 

of equilibrium in the exchange market.  These market forces 

operate automatically without any action on the part of 

monetary authorities.  We study below the case for and 

against flexible exchange rates. 
 

 

2.6.1 CASES FOR FLEXIBLE EXCHANGE RATES 

 The following advantages are claimed for a system of 

flexible exchange rates: 

1. A system of flexible exchange rates is simple in its 

operative mechanism.  The exchange rate moves 

automatically and freely to equate supply and demand, 

thereby clearing the foreign exchange market.  It does 

not allow a deficit or surplus to build up and eliminates 

the problem of scarcity or surplus of any one currency.  

It also avoids the need to induce changes in prices and 
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incomes to maintain or restore equilibrium in the 

balance of payments. 

2. Under a system of flexible exchange rates, the 

adjustment is continual.  The adjustments in the 

balance of payments are smoother and painless as 

compared with the fixed exchange rate adjustments.  

In fact, flexible exchange rates avoid the aggravation of 

pressures on the balance of payments and the periodic 

crises that follow disequilibrium in the balance of 

payments under a system of fixed exchange rates.  

There is an escape from the various corrective 

measures that are adopted by the governments 

whenever the exchange rate depreciates or 

appreciates. 

3. Under a system of flexible exchange rates, autonomy of 

the domestic economic policies is preserved.  Modern 

governments are committed to maintain full 

employment and promote stability with growth.  They 

are not required to sacrifice these objectives of full 

employment and economic growth in order to remove 

balance of payments disequilibrium under a regime of 

flexible exchange rates.  As pointed out by Johnson, 

“the fundamental argument for flexible exchange rates 

is that they allow countries autonomy with respect to 

their use of monetary, fiscal and other policy 
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instruments, by automatically entering the preservation 

of external equilibrium. 

4. Since under a system of flexible exchange rates 

disequilibrium in the balance of payments is 

automatically corrected, there is no need to 

accommodate gold movements and capital flows in and 

out of countries. 

5. There is no need for foreign exchange reserves where 

exchange rates are moving freely.  A deficit country will 

simply allow its currency to depreciate in relation to 

foreign currency instead of intervening by supplying 

foreign exchange reserves to the other country to 

maintain a stable exchange rate.  According to Sohmen 

(1973) a system of flexible exchange rates removes the 

problem of international liquidity.  The shortage of 

international liquidity is the result of pegged exchange 

rates and intervention by monetary authorities to 

prevent fluctuations beyond narrow limits.  When 

exchange rates are flexible, speculators will supply 

foreign exchange to satisfy private liquidity needs.  

Individuals, traders, banks, government and others 

would, of course, continue to hold liquid assets in the 

form of gold or foreign exchange, but these holdings 

would be working reserves for purposes other than the 
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maintenance of a fixed external value of the country’s 

currency. 

6. As a corollary to the above, when foreign exchange 

rates move freely, there is no need to have 

international institutional arrangements like the IMF for 

borrowing and lending short-term funds to remove 

disequilibrium in the balance of payments. 

7. Again, according to Sohmen (1973) the system of 

flexible exchange rates reinforces the effectiveness of 

monetary policy.  If a country wants to increase output, 

it will lower interest rates under a regime of flexible 

exchange rates, the lowering of interest rates will result 

in an outflow of capital, a rise in the spot rate for the 

currency which will, in turn, cause exports to rise and 

imports to fall.  The increased exports will tend to raise 

domestic prices, or income or both.  Thus a favourable 

trade balance will reinforce the expansionary effects of 

lower interest rates on domestic spending, thereby 

making monetary policy more effective.  The above 

process will be reversed if the country wants to fight 

inflation by raising interest rates. 

8. A system of flexible exchange rates does not require 

the introduction of complicated and expansive trade 

restrictions and exchange controls.  The advocates of 

flexible exchange rates argue that “attempts at fixing 
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manipulating exchange rates are especially 

objectionable because the control of exchange rates is 

often entrusted to experts who are effectively out of 

reach of any democratic control”. 

9. Again, as a corollary to the above, the world would get 

ride of competitive exchange rate depreciation and 

tariff warfare among nations and there would be no 

need of forming custom unions and currency areas 

which are the concomitant results of a system of fixed 

exchange rates. 
 

 

 

2.6.2 CASES AGAINST FLEXIBLE EXCHANGE RATES 

 The advocates of fixed exchange rates advance the 

following arguments against a system of flexible exchange 

rates: 

1. Critics of flexible exchange rates point out that market 

mechanism may fail to bring about an appropriate 

exchange rate.  The equilibrium exchange rate in the 

foreign exchange market at a point of time may not 

give correct signals to concerned parties in the country.  

This may lead to wrong decisions and malallocation of 

resources within the country. 

2. It is difficult to define a freely flexible exchange rate.  It 

is not possible to have an exchange rate where there is 

absolutely no official intervention.  Government may 
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not intervene directly in the foreign exchange market, 

but domestic monetary and fiscal measures do 

influence exchange rates.  For instance, if domestic 

saving is ore than domestic investment, it means that 

the country is a net investor abroad.  The outflow of 

capital will bring down the exchange rate.  All this may 

be due to the indirect impact of government about 

exchange rate manipulation, the system of flexible 

exchange rates might lapse into anarchy for every 

country would try to establish favourable exchange 

rates with other countries.  This may lead to retaliation 

among nations and result in a way exchange rates with 

disruptive effects on trade and capital movements.  

Thus some sort of understanding or agreement 

concerning exchange rates is implied in a regime of 

flexible exchange rates. 

3. Another disadvantage of this system is that frequent 

variations in exchange rates, create exchange risks, 

breed uncertainty and impede international trade and 

capital movements.  For instance, an Indian who 

imports from Japan and promises to pay in yen runs 

the risk that the rupee price of yen will rise above 

expected levels.  And the Japanese exporter who sells 

for rupees runs the risk that the yen price of rupees will 

fall below expected levels.  Similarly, exchange risks 
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may be even more serious for long-term capital 

movements.  This is because under a system of flexible 

exchange rates borrowers and lenders will be 

discouraged to enter into long-term contacts and the 

possibility of varying burden for servicing and 

repayment may be prohibitive. 
 

Bo Sodersten has shown how flexible exchange rates 

increase uncertainty for traders and have a dampening 

effect on the volume of foreign trade.  Assume that a 

country is under a regime of flexible exchange rates, 

the general price level is stable and the balance of 

trade is equilibrium.  Suppose the demand for the 

country’s exports decreases, this leads to depreciation 

of the country’s currency which, in turn, raises import 

prices and brings a fall in imports.  Consequently, 

importers will be adversely affected.  At the same time, 

exporters will gain with the increase in prices of export 

goods.  But the volume of exports will decline whereby 

they will also be losers.  Opposite will be the 

consequences when currency appreciates.  Suppose 

there is an abnormal inflow of short-term capital to 

country A which tends to raise its exchange rate. This 

will, in turn, increase the cost of A’s exports in terms of 

foreign currencies, thereby lowering the levels of 

output, employment and income in its export 
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industries.  The rise of exchange rate will also lower the 

cost of imports, thus discouraging output and 

employment in A’s import competing industries.  Thus 

importers and exporters will be at a disadvantage and 

the volume of trade will decline.  This is illustrated in 

terms of Sodersten’s diagram. 
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e).  At A import prices fall.  Imports are encouraged 

and exports are discouraged.  So exports will be at a 

disadvantage at A than at A’ and importers will gain at 

A than at A’.  Thus fluctuations of the exchange rate 

around a trend value will increase risks for exports and 

importers that will adversely affect the volume of 

foreign trade. 

4. One of the principal defects of flexible exchange rates is 

that speculation adversely influences fluctuations in 

supply and demand for foreign exchange.  Critics argue 

on the basis of empirical evidence that speculation is 

destabilizing which means that it aggravates 

fluctuations in exchange rate.  “It is often said that 

speculators see a decline in the exchange rate as a 

signal for further decline, and that their actions will 

cause the movement in the exchange rate to be larger 

than it would be in the absence of speculation.  In such 

a case, speculation is destabilizing.  Sodestern points 

out that “the limited experiences from 1920s seem to 

show that speculation at that time was destabilizing.  

Since floating rates became common in 1973, 

fluctuations in exchange rates have been large.  It 

seems that some of the excessive fluctuations have 

been caused by destabilizing speculation”.  Such 
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fluctuations increase uncertainties in trade and reduce 

the volume of foreign trade further. 

5. Another serious drawback of a flexible exchange rate 

system is its inflationary basis.  Critics argue that under 

a system of flexible exchange rates, a depreciation of 

the exchange rate leads to a vicious circle of inflation.  

Depreciation leads to a rise I n import prices thereby 

making import goods more expensive.  This leads to 

cost-push inflation.  At the same time, export prices 

rise.  Consequently, with the rise in the cost of living, 

money wages rise which, in turn, intensify inflation.  

But an appreciation of currency is unlikely to lead to 

reduction in wages and prices when import prices fall.  

This is because wages and prices are sticky downwards.  

This leads to an asymmetry which produces that triffin 

calls ratchet effect that imparts an inflationary bias to 

the economy. 

6. The main case against the system of flexible exchange 

rates is that it breaks up the world market.  There is 

one money which serves as a medium of exchange, 

unit of account, store of value and a standard of 

deferred payment.  Under it, the world market for 

goods and capital would be divided.  Resources 

allocation would be vastly suboptimal.  In fact, such a 
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system clearly would not last long, according to 

Kindleberger. 
 

 From the above merits and demerits of fixed and 

flexible exchange rates, it is difficult to conclude that either 

rigidly fixed or freely floating exchange rates are likely to be 

put into practice. 
 

 

2.6.3 EXCHANGE RATE REGIMES IN PRACTICE 

 During the period proceeding World War I almost all 

the major national currencies were on a system of fixed 

exchange rates under the international gold standard.  This 

system had to be abandoned during World War I but most 

nations returned to pegged rates during the 1920s. 
 

 

2.7 ADJUSTABLE PEGS 

 With the establishment of the IMF under the Bretton 

Woods Agreement after World War II, exchange rates 

between countries were set or pegged in terms of gold or 

the US dollar at $35 per ounce of gold.  This related to a 

fixed exchange rate regime with changes in the exchange 

within a band of range from 1 percent above to 1 percent 

below the par value.  But this was only allowed when the 

country could convince the IMF authorities that there was 

“fundamental disequilibrium” in its balance of payments.  
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Member countries were forbidden to impose restrictions on 

payments and trade, except for a transitional period.  They 

were allowed to hold their monetary reserves partly in gold 

and partly in dollars and sterling.  These reserves were 

meant to incur temporary deficits by member countries 

while keeping their exchange rates stable. 

 

2.7.1 ITS WEAKNESSES 

 This system of adjustable pegs had many flaws in its 

working: 

1. There was no operational definition of “fundamental 

disequilibrium”.  But it came to be interpreted by the 

IMF as meaning a persistent chronic deficit that could 

be ultimately corrected by devaluation. 

2. There was reluctance on the part of both deficit and 

surplus countries to change exchange rates so as not to 

harm its interest. 

3. Countries other than the Unites States wanted to 

increase their reserves which led to dollar holdings to a 

greater extent than needed by them.  This was because 

dollar was a numeraire of the system. 

4. This system, as it operated in the 1960’s led to the 

destabilizing speculation and consequently made 

controls over capital movements ineffective. 



 
 

49

5. One basic flaw of this system of adjustable pegs was 

the insistence by the IMF on expenditure-reducing 

policies and the reluctance to use expenditure-

switching policies for correcting disequilibria. 

Consequently, the Bretton Woods Systems collapsed in 

1971 when the US Treasury refused to convert short-term 

liabilities into gold and made the dollar inconvertible. 
 

 

2.8 MANAGED FLOATING 

 The system of adjustable pegs continued till 14 August 

1971.  Between 15 August 1971 and the Smithsonian 

Agreement of 18 December 1971, 48 countries including the 

United States, Japan and a large number of European 

countries abandoned fixed exchange rates.  The ‘Group of 

Ten’ industrial countries met at the Smithsonian Institution 

in Washington on 18 – 19 December, 1971 and agreed to a 

new system of stable exchange rates with wider bands.  As a 

first step towards realignment of major currencies, the US, 

devalued the dollar by 8 percent, the Japanese revalued the 

yen by 17 percent and the Germans their mark by 14 

percent.  The Smithsonian Agreement widened the margin of 

fluctuations of the exchange rates to 2.25 percent above or 

below the new parities of central rates.  In 1973, the band 

was widened to 4.5 percent. 
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 Another development took place in Europe when the 

EEC countries decided to limit the fluctuations of their 

currencies relative to each other to a smaller band.  This 

came to be known as “the sanke in the tunnel”.  Under this 

arrangement, the EEC currencies were tied together and 

could fluctuate within narrow limits in relation to one 

another but could fluctuate in reaction to other currencies 

within the limits sets by the band proposals. 

 The Smithsonian Agreement broke down following the 

US dollar devaluation of 12 February, 1973.  At the 

beginning of March 1973, India, Canada, Japan, Switzerland, 

the UK and several smaller countries had floating exchange 

rates.  However, the “Joint Floats” of the EEC countries  

continued even after March, 1973 and was now called the 

“Sanke in the Lake”, as there was no band within which the 

EEC currencies could fluctuate relative to other currencies.  

In March 1979, the European Monetary System (EMS), was 

formed which created the European Currency Unit (ECU) 

which is a “basket” currency of a unit of account consisting 

of the major European currencies.  The EMS limits the 

internal exchange rate movements of the member countries 

to not more than 2.25 percent from the “central rates” with 

the exception of Italy whose lira can fluctuate up to 6 

percent. 
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 In the meantime, the Jamaica Agreement of January 

1976 formalized the regime of floating exchange rates under 

the auspices of the IMF.  A number of factors forced the 

majority of member countries of the IMF to float their 

currencies.  There were large short-term capital movements 

and Central Banks failed to stop speculation in currencies  

during the regime of adjustable pegs.  The oil crisis in 1973 

and the increase in oil prices in 1974 led to the great 

recession of 1974 – 75 in the industrial countries of the 

world.  As a result “the dollar went into a rapid decline, 

which, by late 1978, had such alarming proportions that the 

United States government finally decided on a policy of 

massive intervention in order to prevent a further fall in the 

value of the dollar and to head off a possible financial panic”.  

At last, the system of floating exchange rates had come to 

stay by 1978. 

 By the second amendment of IMF Charter in 1978, the 

member countries are not expected to maintain and 

establish par values with gold or dollar.  The fund has no 

control over the exchange rate adjustment policies of the 

member countries.  But it is required to lay down principles  

for the guidance of members exchange rate policies.  In 

other words, it exercises international “surveillance” of 

exchange rate policies of its members. 



 
 

52

 However, the system of floating exchange rates is not 

one of free flexible exchange rates but of “managed 

floating”.  It has rarely operated without government 

intervention.  Periodic intervention by government has led 

the system to be called “managed” or “dirty” floating 

system.  In 1977, when the intervention was very heavy, it 

was characterized as a “filthy” float.  When governments do 

not intervene, it is a “clean” float.  But the possibilities of a 

clean float are very remote.  Thus a system of managed 

floating exchange rates is evolving where the Central Banks 

are trying to control fluctuations of exchange rates around 

some “normal” rates even though the Second Amendment of 

the Fund makes no mention of normal rates. 

 

2.9 EXCHANGE RATE SYSTEMS, MONETARY STANDARDS, 

EXCHANGE CONTROL  
 

2.9.1 EXCHANGE RATE SYSTEMS 

 According to Anyanwu (1993), exchange rate systems 

establish the structural framework within foreign exchange 

transactions are conducted.  These systems are essentially 

either inflexible in which case the exchange rate is stabilized 

within predetermined limits, or flexible in which case the 

exchange rate is to respond to changes in market forces. 

 Various exchange rate regimes/systems have been 

resorted to in different periods with each meeting with 
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varying degrees of success, due partly to the merits and 

demerits inherent in each system and in part by the 

prevailing economic climate.  The various exchange rate 

systems include: the gold standard, fixed exchange rate 

system, floating exchange rate system, the managed 

floating system, the crawling peg, the snake in the tunnel, 

and the European Monetary System (EMS).  These are 

examined in turn. 
 

 

2.9.2 THE GOLD STANDARD 

 This system’s heydays were between 1880 and 1914 

but was abandoned by the end of the 1930s.  However, an 

efficiently operating gold standard is characterized by a 

stable exchange rate fluctuating within narrow, clearly 

defined limits and an automatic balance of payments 

adjustment mechanism operating through price changes.  

These features result automatically if currencies have a 

specified  gold content; currencies are readily convertible 

into and out of gold; there are no restrictions on the import 

and export of gold and there is no government intervention 

to counteract changes in gold stocks (Kane, 1988). Its 

merits include: 

1. It provides stable exchange rates which are conducive 

to trade since they eliminate a further source of price 

instability and in contrast to the economic chaos which 
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prevailed during the 1930s, foster a measure of 

economic stability. 

2. It imposes fiscal orthodoxy on governments which, in 

different circumstances resort to more expansionist 

measures to attain desired policy objectives; and  

3. Provided that operational rules are adhered to, an 

efficiently operating gold standard allegedly ensures 

automatic balance of payments adjustment through 

price changes. 

 The demerits of the gold standard are 

1. The burden of balance of payments adjustment is 

shifted from the exchange rate to domestic economic 

variables or the subordination of the domestic economy 

to external economic forces which is consistent with 

severe deflation and even high unemployment in 

defense of overvalued exchange  rates. 

2. The emergence of a misaligned par value (actual or 

perceived) mighty encourage speculation of sufficient 

magnitude to cause an exchange rate realignment. 

3. The unequal geographical distribution of gold deposits 

generates substantial seignior age gains for individual 

nations, and such gains are neither competed away nor 

reversed since gold, once acquired with real goods and 

services, remains a permanent financing feature of the 

international monetary system. 
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4. The problem of selecting an appropriate par value is 

worsened by the complexity and volume of trade and 

capital flows and by the existence of both traded and 

non traded goods.  For example, the adoption of an 

overvalued par value tends to generate persistent BOP 

deficits and chronic unemployment. 

5. Its adoption is tantamount to trying the growth of the 

world economy to the continued supply of what is 

essentially just a popular metal, since the system is 

dependent on adequate but not excessive supply of 

new gold and 

6. The mining and processing of gold involves a real 

resource cost which might also be expected to rise as 

economic growth and accompanying rises in the 

demand for gold bring forth marginal mines with 

progressively higher operating costs. 
 

 

2.9.3 THE FIXED EXCHANGE RATE SYSTEM 

 Following The Bretton Woods conference of 1944, the 

Bretton Woods or fixed exchange rate  system emerged 

whereby each country’s exchange rate was fixed to the 

exchange rate of other countries’ currencies having a fixed 

parity with the U.S. dollar.  Each country was pledged to 

maintain its exchange rate within a narrow margin 

(plus/minus 2 percent) of the declared dollar parity.  
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However, unlike a pure fixed rate system, where a country 

had a fundamental BOP problem and could not hold its 

existing parity under the Bretton Woods system it was 

allowed to move to a new parity by devaluation or 

revaluation (hence the term ‘adjustable peg) an 

arrangement wherein at any given time the authorities are 

committed to protect a given exchange rate.  In other 

words, a fixed exchange rate systems does not involve 

exchange rates which are permanently fixed or immutable, 

rather it is a system in which exchange rates are permitted 

to fluctuate within narrow bands centred around par values, 

both of which are fixed but not immutable (Anyanwu, 1993). 

 The par values mighty be adjusted in response to 

structural changes which result in persistent balance of 

payments deficits or surpluses (fundamental disequilibria) or 

balance of payments imbalances which cannot be corrected 

at the prevailing exchange rate without recourse to 

exchange controls or substantial income or price 

adjustments.  Thus, a well-managed fixed exchange rate 

system has the following features: a stable exchange rate 

maintained, through official intervention, within narrow, 

clearly defined limits; long-term exchange rate stability with 

infrequent changes in par values, and adjustment to 

temporary balance of payments equilbria through changes in 

official reserves, interest rates, incomes and changes in par 
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values or exchange rate realignments.  Exchange rates are 

maintained within their upper and lower intervention points 

through official intervention in the foreign exchange market 

– involving Central Bank sales of appreciating currency and 

purchases of a depreciating currency.  Thus, the adjustment 

mechanism consists of both financing and corrective 

component.  The merits of the fixed exchange rate system 

are: 

1. It imposes discipline in that fixed exchange rates are a 

deterrent to irresponsible economic policies in any 

economy.  This is because if any given nation runs a 

domestic policy which is considerably out of line with 

that in other nations, it will have great difficulty in 

maintaining its exchange rate within the narrow 

margins laid down. 

2. It provides a potentially more efficient economic 

framework within which objectives, such as the efficient 

capital resources allocation, may more readily be 

attached. 

3. It provides a measure of exchange rate stability and 

hence eliminates a further source of uncertainty and 

price instability. 

4. It eliminates the risk and uncertainty of an adverse 

shift in exchange rates which tends to detect 

participation in international trade.  Therefore, the level 



 
 

58

of international trade, and hence international 

specialization and the division of labour, will be greater. 

5. It helps to insulate the economy against economic 

disturbances (monetary shocks) and hence contribute 

to economic stability. 

6. Finite official reserves and the prospect of devaluation 

impose fiscal orthodoxy upon governments which may 

otherwise be more willing to resort to budget deficits to 

attain declared objectives of expenditure and  

7. The establishment of par values, to which international 

financial community is committed, not only promotes 

international trade but also contributes to an economic 

climate which is conducive to long-term international 

investment. 

The demerits of the fixed exchange rate system includes: 

i. It encourages speculation and those indulging in it win 

when they suspect an exchange rate is under pressure 

and devaluation/revaluation is imminent – if they are 

wrong they lose nothing, but if they are right, they will 

gain substantially. 

ii. Exchange rate realignment tends to be resorted to only 

after all other corrective measures have failed, hence 

the sub-ordination of internal to external economic 

objectives, which mighty precede currency to 

realignment may subject economies to adjustment 
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burdens which mighty prove both economically and 

socially costly. 

iii. Protecting the exchange rate against temporary 

balance of payments fluctuations requires each nation 

to maintain large resources of international liquidity but 

this involves social cost-the cost of holding reserves in 

the form of national currencies such as the U.S. dollar 

will amount to the return foregone on the goods and 

services relinquished in order to obtain those reserves 

(equivalent to the gross seignior age gain accruing to 

the nation issuing the reserve currency).  Thus, if the 

volume of reserves fails to equate the marginal social 

return with the margin social cost, resources mis-

allocation results. 

iv. In principle, exchange rates were supposed to remain 

stable at the designated parity with the U.S. solar, but 

to move immediately if a fundamental balance of 

payments problem arose.  However, in practice, 

governments resisted changing parities at tall costs 

since they saw it as a political defect, resulting in 

domestic economies being subjected to excessive 

deflation, with attendant effects on growth and 

employment to stave off devaluation. 

v. A system of fixed exchange rates is not necessarily 

self-equilibrating. For instance, the coexistence of 
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export bottlenecks and dependence on strategic 

imports such as energy might contribute to a situation 

in which the adjustment process is unable to eliminate 

persistent payments deficits at prevailing exchange 

rates: 

vi. It imposes a duty on nations to follow roughly similar 

economic strategies if their exchange rates are not to 

diverge.  But they might be unwilling to surrender 

control over their domestic economic policies. 

vii. The inherent inflexibility of fixed rate system mighty 

prevent economies from responding sufficiently rapidly 

to changing economic situations. 

viii. The emergence of a partially or temporarily misaligned 

exchange rate might precipitate destabilizing capital 

flows of sufficient magnitude to convert a prospective 

into a realized currency realignment. 

ix. The pursuit of economically prudent policies by 

selective nations may not even be sufficient to ensure 

economic and exchange rate stability within these 

nations, since fixed exchange rates will rapidly transmit 

to these nations the destabilizing repercussions of less 

prudent economic policies pursued by other nations 

operating within the system. 

x. Notwithstanding the problem of selecting an 

appropriate par value, the inflexibility of fixed exchange 
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rates might worsen he distortions which results from 

structural change in economic activity. 

Conclusively, the Bretton Woods system of fixed 

exchange rates collapsed in 1973 due to excessive 

international dollars liquidity and substantial conversions of 

dollars into other currencies and was then replaced by the 

floating exchange rate system. 
 

 

2.9.4 FLOATING EXCHANGE RATE SYSTEM 

 Anyanwu (1993) also say this system of freely (‘clean’) 

floating exchange rates which came into being in 1973, 

displays the following features: an exchange rate which 

fluctuates freely in response to changes in the demand for 

and supply of foreign exchange; balance of payments 

adjustments mainly through exchange rate and interest rate 

changes, and the absence of international reserves of gold 

and foreign exchange.  It implies greater exchange rate 

volatility than under a fixed rate system in which official 

intervention dampens the magnitude of exchange rate 

fluctuations.   

Therefore, BOP adjustments must always occur within 

the overall balance due to the absence of official reserve 

intervention to finance/accommodate deficits/surpluses.  

Also, the adjustment process consists of corrective and 

financing elements.  Incipient disequilibrium is corrected 
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through exchange rate changes, which change the relative 

prices of exports and imports, and is financed through 

interest rate changes, which induce capital flows.  Income 

changes will also contribute to the adjustment process.  The 

merits of this freely floating rate system include: 

1. Floating exchange rates might encourage stabilizing 

speculation which limits the size of exchange rate 

fluctuations. 

2. The symmetry of floating exchange rates, which 

provides scope for both the appreciation and 

depreciation of individual currencies, is less conducive 

to the large-scale capital flows and speculative profits 

associated with the symmetrical adjustment of fixed 

exchange rates. 

3. Continual exchange rate adjustments eliminate discrete 

parity adjustments and therefore instability which are 

potentially associated with fixed exchange rate systems 

and which might reflect the failure of monetary 

authorities to predict exchange rates more accurately 

than market operators. 

4. Provided that the system is allowed to work efficiently, 

floating exchange rates might be expected to adjust 

automatically to ensure BOPs equilibrium. 
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5. Floating exchange rates facilitate domestic economic 

autonomy by removing the external constraint of BOPs 

equilibrium. 

6. Since floating exchange rates reflect the market-

determined prices of currencies and since theory 

predicts that market-determined prices will contribute 

to the efficient resources allocation, floating exchange 

rates may be expected to raise the allocative efficiency 

of international resource utilization. 

7. The absence of official intervention and foreign 

exchange controls might enhance social, political and 

economic welfare and 

8. The absence of the need to maintain official reserves 

removes the opportunity cost of reserves holdings and 

official intervention in foreign exchange markets.  

However, due to its flexibility and lack of viable 

alternative, it has continued to predominate. 
 

 

 

2.9.4.1   DEMERITS OF THE FLOATING RATE SYSTEM 

1. Destabilizing speculation (short-term) may worsen 

exchange rate volatility by pushing the exchange rate 

progressively further from equilibrium. 

2. It might represent a second-best option in relation to 

the social benefits arising from the fixed exchange rate 
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system and the establishment of an optimal currency 

area. 

3. Temporary or cyclical exchange rate instability will 

transmit price instability which might discourage trade 

and therefore lead to a fall in economic welfare. 

4. The absence of balance of payments constraints may 

foster the pursuit of domestic economic policies inimical 

to the long-run maximization of economic welfare. 

5. It relaxes an element of discipline on domestic 

economic policies pursued by governments and 

6. Floating rates might not be conclusive to pursuance of 

international trade for prospective traders might not be 

willing to make contractual agreements for the future 

delivery of goods and services if uncertainty occurs 

over the terms of trade.  However, the problem has 

recently become less worrisome given the development 

of sophisticated forward foreign exchange market and 

international financial futures exchange whereby 

operators can be guaranteed a particular rate of 

exchange for future delivery of currencies, in return for 

a premium. 
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2.9.5 THE MANAGED FLOATING SYSTEM/DIRTY 

FLOATING SYSTEM 

 In 1971, the United States government suspended 

convertibility of the U.S. dollar into gold, and precipitated 

the collapse of the Bretton Woods system.  It was replaced 

by default, with a system of managed floating whereby 

exchange rates rise and fall with currency, but governments 

intervene in the foreign exchange market to stabilize rate 

movements and to attempt to resist movements regarded as 

undesirable. 

 In fact, the managed floating system is one important 

variation of floating exchange rate system in which the 

exchange rate was not permitted to float freely but was 

subject to discretionary intervention to avoid excessive 

exchange rate fluctuations which are presumed to be 

temporary or cyclical.  Such fluctuations were expressed in 

terms of either a major trading currency such as the U.S. 

dollars or a basket of currencies weighted to reflect the 

trading importance of each constituent currency.  This is also 

regarded as competitive devaluations or dirty floating 

system under which interventions may be embarked upon to 

avoid either excessive exchange rate appreciations, which 

may undermine international trading competitiveness, or 

excess exchange rate depreciations which may increase the 

risk of inflation.  In both cases, intervention requires the 
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maintenance of official reserves.  The merits of the managed 

floating system includes: 

1. Floating exchange rates are better able to cope with 

volatile economic conditions, where change is frequent 

and large-scale, for example, markedly different inflation 

rates from one country to another flexibility is assured. 

2. There is freedom of domestic economic policy, that is, 

governments have much greater freedom in pursuing that 

style of domestic economic policy which suits them, 

without being closely constrained by balance of payments 

considerations and 

3. Nations have a much reduced need to hold reserve 

currencies, etc (though the managed elements of the float 

require some reserves to be maintained for market 

intervention). 
 

 

 

 

2.9.5.1   DEMERITS OF THE MANAGED FLOATING 

SYSTEMS ARE 

1. The abuse of managed floating might contribute to 

serious economic resources misallocation. 

2. There will result higher exchange rate volatility, i.e. 

exchange rates will move much more frequently, and 

might be subject to substantial depreciation or 

appreciation.  This makes international trade much 
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more risky, though the deterrent effect on trade can be 

largely offset by use of the forward exchange market. 

3. The freedom of domestic economic policy becomes an 

illusion, i.e. the prosperity of the domestic economy 

cannot be insulated from external events.  For instance, 

an excessively inflationary domestic policy will tend to 

pull in imports and discourage exports, resulting in 

balance of payments deficit and a decrease in he 

exchange rate will increase import prices and 

exacerbate domestic inflation and 

4. A managed downward float, for instance implemented 

to achieve full employment through current account 

surpluses, will export unemployment to other nations. 

 

2.9.6  THE CRAWLING PEG SYSTEM/GLIDING PARITY 

OR SLIDING PARITY 

 Under the crawling peg system (gliding or sliding 

parity) a la meade, the exchange rate is pegged at a given 

value but it is allowed to crawl (glide or slide) in response to 

changing market situations.  Such a crawl might be 

triggered by persistent revaluation or devaluation exchange 

rate pressures, promoted, for example, by differential 

inflation rates or by predetermined changes in foreign 

exchange reserves.  This system is an attempt to combine 

the advantages of the fixed exchange rate system with the 
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flexibility of the floating exchange rate system.  A succession 

of frequent, modest devaluations refers to a downward 

crawling peg while periodic revaluations is known as upward 

crawling peg. 

 Due to its ability to adapt to market pressures, the 

system affords relatively frequent but modest exchange rate 

adjustments, with potentially minimal economic dislocation.  

Thus, the system has the following comparative merits over 

conventional exchange rate systems: 

1. It potentially avoids the economic instability associated 

with the infrequent and discrete adjustments which 

characterize the fixed exchange rate system and 

2. It lowers the uncertainty and volatility which are a 

feature of the floating exchange rate system. 

However, orderly adjustment paths may not materialize 

if crawling pegs generate substantial currency flows in 

anticipation of exchange rate realignments for these flows 

may prompt monetary authorities to accelerate their 

currency realignments, thus creating an erratic adjustment 

process and exposing market operators to unsystematic 

economic costs. 
 

 

 

 

 

 

 

 

 

 

 



 
 

69

2.9.7 THE SNAKE IN THE TUNNEL 

 This was introduced in April 1972 but abandoned in 

March 1973.  Under the system, the currencies of Belgium, 

Denmark, West Germany, France, Norway, and Sweden 

were floating, jointly, such that these countries maintained 

fixed rates between their currencies  with a maximum 

margin of 2.25 percent on either side of parity in the official 

markets, while floating as a  group against non-member 

currencies.  The tunnel represented a band of 4.5 percent 

within which these currencies could float collectively against 

the dollar.  The system really represented an attempt to 

exploit the merits of fixed exchange rate stability within a 

wider framework of floating exchange rate flexibility.  It did 

succeed in providing a measure of European exchange rate 

stability while maintaining the flexibility of an European joint 

float against the dollar. 

 However, following the collapse of the Bretton Woods 

system and the floating of the dollar in March, 1973, the 

Snake in the Tunnel became redundant and hence 

abandoned.  The snake was retained as the European joint 

float, which became the precursor of the more sophisticated 

European Monetary System. 
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2.9.8 THE EUROPEAN MONETARY SYSTEM (EMS) 

 The European Monetary System (EMS) was formed in 

March 1979 out of the earlier European ‘Snake’ currency 

arrangements.  It is an attempt to achieve greater European 

monetary stability and thus take a further step towards 

European Monetary Union which would involve the co-

ordination of monetary and fiscal policies and the adoption 

of a common European currency unit.  Its essence is a 

system of fixed but adjustable exchange rates.  Its two 

elements are a currency basket and a grid system.  

Essentially, therefore, the main characteristics of the EMS 

are: 

 

2.9.8.1 Parity Grid 

Here each member currency has a parity value in terms 

of the European Currency Unit (ECU) and its exchange rate 

in terms of the ECU must not fluctuate by more than plus or 

minus 2.25 percent (6 percent in the case of Italian Lira).  In 

other words, under the grid system, the participating 

countries of Holland, Denmark, Italy, West Germany, 

Belgium, France, Luxembourg, and Ireland, each declares a 

central rate for their currency against every other currency.  

This establishes a grid of bilateral central rates, within which 

the margin of fluctuation on either side of bilateral central 

rates is limited to 2.25 percent (6 percent for Italian lira 
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since Italy adopted a wide, more flexible margin of 6 

percent).  Therefore, the exchange rate of the strongest 

currency can appreciate by not more than 2.25 percent 

above that of the weakest currency, while that of the 

weakest currency can depreciate by not more than 2.25 

percent below that of the strongest currency.  This means 

that at these margins, intervention by the participating 

Central Banks is obligatory and unlimited.  The declared 

central rate remains unchanged throughout these 

fluctuations – while the grid consequently ensures that the 

bilateral exchange rates of any pair of currencies are 

maintained within a maximum band of 4.5 percent (12 

percent for lira).  While the entire system is permitted to 

fluctuate against external currencies such as the U.S. dollar 

in response to changing marketing conditions. 

Therefore, since each currency is pegged to the ECU, 

through its ECU parity, each currency must also bear a 

relationship to other member currencies.  If one currency 

falls a maximum of 2.25 percent against its ECU parity and 

another rises a maximum of 2.25 percent, the influence is 

that currencies are linked together by an exchange rate 

which fluctuates within a narrow band of 4.5 percent (except 

in the case of Italy which is 12 percent). 
 

 

 



 
 

72

2.9.8.2  European Currency Unit (ECU) 

 The ECU is an artificial currency comprising a basket of 

EEC currencies whereby the ECU’s value is determined by 

the value of the individual currencies which comprises it; but 

the contribution of the EEC currencies is weighted in relation 

to their importance in EEC trade (e.g. the German DM is 33 

percent of the ECU value, whereas the Irish Punt is only 1 

percent).  In other words, the currency basket forms the 

basis of the ECU, which is an average of all participating 

currencies (including, additionally, the British pound sterling 

– since Britain is half in the EMS though without linking its 

currency to those of other members via the parity grid and 

divergence indicator) weighted on the basis of trade, GNP 

and selected financial quotas.  The ECU acts as a numerative 

in which central rates are denominated and as a reference 

point for the divergence indicator. 
 

 

 

2.9.8.3  Divergence Indicator 

 The divergence indicator refers to an ‘early warning’ 

device designed to indicate that a currency is moving too 

close to its parity limits with the ECU (Anyanwu, 1993). 

There is therefore a presumption that the Central Bank of 

the currency in question will take corrective action, when the 

divergence indicator is tripped, and before the currency 

‘bumps’ against its parity limit of plus or minus 2.25 percent 
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of its ECU parity.  Essentially, therefore, the divergence 

indicator acts as a supplement to the grid of bilateral central 

rates and intervention limits and indicates the extent to 

which an individual currency’s exchange rate diverges from 

the weighted average of all other currencies.  This is 

measured as the divergence of the currency’s exchange 

rate, expressed in ECUs, from its declared ECU central rate.  

A particular currency reaches this narrower ‘divergence 

threshold’, which potentially reduces the permissible band of 

fluctuation, when it deviates by 75 percent of its maximum 

theoretical divergence against all other currencies.  Here 

then the relevant Central Bank required diversified 

intervention measures include changes in monetary policy or 

parity realignments or explain the absence of such measures 

(a politically more significant move). 

 The object of the EMS is to create an area of exchange 

rate stability within the EEC such that member currencies 

are linked within a narrow band of exchange rates based on 

their EEC parities, and where member currencies like the 

U.S. dollar.  Despite several realignments, the EMS has 

survived and contributed to a reduction in the exchange rate 

variability of member currencies (initial degree of exchange 

rate stability) and to the prevention of greater economic 

divergence in the monetary policies of member nations. 
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2.10 CURRENCY OVERVALUATION, UNDERVALUATION, 

STERILIZATION, VOLATILITY AND MISALIGNMENT 

 Currency Overvaluation:  Currencies are overvalued 

(relative to their equilibrium exchange rate) when their 

market supply exceeds their market demand.  A fall in 

the demand for domestic currency caused by a fall in 

exports or foreign (inward) investment will lead to 

disequilibrium.  Likewise, an increased supply of 

domestic currency caused, for example, by an increase 

in imports or foreign (outward) investment will also 

lead to disequilibrium.  Therefore, currencies for which 

excess supply is artificially maintained are overvalued.  

Here, support operations by the Central Bank are 

constrained by the availability of foreign exchange 

reserves or additional borrowings hence equilibrium is 

restored through exchange rate devaluations (or 

administered depreciation).  The longer corrective 

action is delayed, the greater the potential cost in 

terms of economic dislocation and reserve depletion-

this was Nigeria’s position by early 1986.  It is 

important to note that most LDCs are confronted with 

depleting reserves and extensive external debt 

worsened by currency speculation, and leads and lags 

conversions into domestic currency of foreign currency 

export receipts are leaded (advanced) and lagged 
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(delayed) respectively to benefit from an anticipated 

domestic currency realignment, hence severe pressures 

on the exchange rate, causing misalignments. 

 Currency Undervaluation:  Currencies are 

undervalued (relative to their equilibrium exchange 

rate) when their market demand exceeds their market 

supply.  That is, currencies for which excess demand is 

artificially maintained are undervalued.  Disequilibrium 

can occur, for example, either from an increase in 

exports or inward investment, or from a fall in imports 

or outward investment.  Here, support operations by 

the Central Bank of an undervalued currency are less 

constrained by the availability of foreign exchange 

reserves or additional borrowing, since they involve the 

purchase of foreign currencies with domestic currency 

which the Central Bank can create.  The problem 

therefore becomes that of excessive reserve 

augmentation rather than depletion.  Since the problem 

cannot be ignored indefinitely, equilibrium has to be 

restored through exchange rate revaluations 

(administered appreciation). 

 Currency Sterilization:  This is a process of slowing 

the growth of the money supply by keeping the 

monetary base from expanding when the Central 

Bank’s intervention in the foreign exchange market 
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leads to greater holdings of international reserves.  It 

involves offsetting any increase in international 

reserves with equal open market sales of domestic 

securities in order to prevent the monetary base from 

rising. It is the neutralizing of the 

expansionary/contractionary impact of 

increase/decrease in domestic liquidity.  Such a policy 

would also neutralize the impact of increased money 

supply on the relative prices of exports and imports.  

This would then prevent exports/imports from 

decreasing/increasing and would consequently 

perpetuate the undervaluation of the domestic 

currency. 

 Exchange Rate Volatility:  This is the day-to-day, 

month-by-month variability of exchange rates. 

 Exchange Rate Misalignment:  This is the persistent 

departure of an exchange rate from its long-run 

competitive level-a greater problem than volatility. 
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CHAPTER THREE 

3.0 RESEARCH METHODOLOGY 

3.1 INTRODUCTION 

 This chapter deals with the methods and procedures 

with which the research study was conducted.  The following 

areas were covered by this study: 

1. Research Design 

2. Choice of Variables 

3. Sampling Procedure 

4. Data Collection Method 

5. Validity and Reliability and 

6. Data Analysis tools 

 

3.5 RESEARCH DESIGN 

Research design may be viewed as a plan or framework 

of investigation, which outlines the procedures designed for 

collecting and analyzing data relevant to exchange rate.  

Baridam (2001) quoting Abdellah and Levine (1979) opined 

that “research design does not mean the specified method 

for collecting data, example, questionnaires, interview or 

direct observation, but the more fundamental question of 

how the study subjects will be brought into the scope of the 

research and how they will be employed within the research 

setting to yield the required data”.  He added that basically 

two types of research design can be identified experimental 
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and quasi experimental.  The major difference between 

them is that in the experimental design, all elements of the 

design are largely under the control of the researchers 

control whereas, in quasi-experimental design, the 

researcher has no absolute control of the variables. 

 Thus, the quasi-experimental design was found 

relevant for this study because the researcher has no 

complete control over the subjects. 

 Churchhill (1979:3), there are basically two research 

design often cited in the literature which could be used for 

any study.  He identified them as the survey and case study 

methods.  The survey method is one in which a 

representative sample of the population is studied and the 

results generalized.  The case study method, on the other 

hand has been described by Gospel (1970:8) as a 

techniques which considers all pertinent aspects of a 

situation or an issue, intensively investigating it.  It 

examines the complete situation so as to identify the casual 

relationship. 

 This research employs the case study method.  The 

appropriateness of the use of this method lies in the fact 

that it facilitates carrying out an intensive investigation into 

the subject of the study the exchange rate policy as an 

instrument of economic management. 
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3.3 CHOICE OF VARIABLES 

 The choice of variables for this study is derived from 

literature.  The exchange rate is an economic variable which 

exerts a persuasive influence on economy.  Its influence 

touches on other variables like balance of payment, external 

reserves, current account balance, rates of inflation and 

total imports. 

 These variables act as economic indicators for 

assessing the overall performance of the external sector of 

an economy (Ellworth and Leith, 1975:6), (Caves and Jones, 

1977:11), and (Olukoye, 1992:26).  Hence a study of the 

effectiveness of the exchange rate has to necessary consider 

its influence on these variables as well as on other not 

included.  The choice of these five variables is informed by 

the fact that the influence on them can easily reverberate 

into an economy.  The situation becomes more observable in 

less developed economies like Nigeria’s. 

 

3.4 DATA COLLECTION METHODS 

 Data used in this study was obtained mainly from 

secondary sources.  Exchange rate is a dynamic monetary 

variable and it was more appropriate to make substantial 

use of data published by the monetary authorities.  

Exchange rate policies are designed to achieve some 

macroeconomic targets.  In Nigeria, these have been 
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severally articulated as evolving a realistic and sustainable 

exchange rate for the naira.  This was expected to 

restructure the demand for foreign exchange towards 

available supply and reduce the pressure on balance of 

payments.  Others are reduction in the level of imports and 

the stimulation of exchange rate for the naira.  This was 

expected to restructure the demand for foreign exchange 

towards available supply and reduce the pressure on balance 

of payments.  Others are reduction in the level of imports 

and the stimulation of exports pave way for more self-reliant 

and substantial growth and reduction of illegal foreign 

exchange practices.  Prior to 1986, the authorities defined 

the objectives of foreign exchange rate that would reflect 

Nigeria’s balance of payment positions, as well as to 

moderate the input of imported inflation. 

 We collected data relating to the relevant variables 

which assisted us in assessing the changes that have 

occurred within the economy and during the period of the 

study.  Specifically, we collected data on the naira/dollar 

exchange rates, imports and exports, balance of payments, 

external reserves, rates of inflation and total imports.  The 

secondary data was obtained from te CBN statistical 

bulletins, annual reports, statements of account, economic 

and financial reviews. 
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3.5 VALIDITY AND RELIABILITY OF THE RESEARCH 

TOOL INSTRUMENT 

 Validity and reliability are important issues in the 

measurement of research variables.  Kineear et al (1987) 

noted that validity is the extent to which a measurement is 

freed from both systematic and random errors.  It is 

concerned with the question: Are we measuring what we 

think we are measuring?  Baridam (2001) observed that 

validity is the extent to which a test measures what is 

supposed to be measured. 

 The research instrument used in this study was 

validated by an expert (project supervisor) who ascertained 

of its appropriateness for the study.  In the same vein, 

Kinnear, et al (1987) defined reliability as the extent to 

which a measurement is free from random error.  It is 

concerned with accuracy consistency and productability of 

the research findings.  Baridam (2001) on a similar note 

defined reliability as the consistency or precision of the 

measure.  Also, in accordance to the rule of test-retest 

reliability, the researcher used the secondary data to 

investigate exchange rate as an instrument of 

macroeconomic management, and the findings were found 

to correspond with the actual result. 
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3.6 DATA ANALYSIS TOOLS 

 There are many statistical tools used for data analysis 

depending on whether the research is descriptive or 

inferential.  Since this is a combination of both (descriptive 

and inferential) research, tables, frequencies and 

percentages were used to present and express the data, and 

the statistical tool for analysis includes the analysis of 

variance (ANOVA) with the aid of statistical product and 

service solution (SPSS). 

 Analysis of variance (ANOVA) according to Kinnear and 

Taylor (1987) is a method of analysis that applies when the 

researcher is dealing with one intervally scaled dependent 

variable and one or more nominally sealed independent 

variables.  ANOVA is a statistical technique that is used to 

determine whether mean scores on one or more factors, 

differ significantly from each other, and whether the various 

factors interact significantly (Gall, 1979).  It is also used to 

determine whether samples variances differ significantly 

from each other.  Thus, the F-ratio (ratio between group 

variance to within groups variance) is employed (Baridan, 

2001). 

 A correlation multiple regression method analysis was 

adopted to test for the level of association between the 

exchange rate and each of those macro-economic variables 

(the balance of payments, extreme reserves, rate of inflation 
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and total imports.  The correlation statistics used is the 

Pearson correlation coefficient, denoted by ‘r’ 

  r = ∑ (xt – x) (y1 – y) 

          (N – 1) (S x Sy) 

Where: X = The exchange rate 

  Y = Stands for each of the variables 

  N = Is the number of cases and 

 Sx = Is the standard derivation of exchange  

rate 

  Sy = Is the standard derivation of each of the 

variables  

The correlation coefficient ‘r’ tries to establish the 

strength of the association between the exchange rate and 

each of the variables.  The ‘r’ could assume a least absolute 

value of zero; if there is no association between the 

variables, or one when there is a perfect correlation.  It may 

also be negative (inverse) or positive (direct).  The ordinary 

least square (0.25) regression analysis was used to lest for 

possible casual relationship between exchange rate and the 

macro-economic variables chosen. 
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CHAPTER FOUR 

4.0 DATA PRESENTATION ANALYSIS AND INTERPRETATION 

4.1 INTRODUCTION 

 This chapter presents analysis and interprets data 

collected from the research population using the rates and 

values of the micro-economic variable (exchange rates, 

balance of payments, external revenue, rate of inflation and 

total import). The rates and values obtained from they 

variables concerning the study were presented in a simple 

and understandable manner with the aid of tables. 

Frequencies and percentages as mentioned earlier in chapter 

three in addition, the analysis of variance statistical tool was 

employed. 
 

4.2 PRESENTATION OF DATA 

CONTINGENCY TABLE 1 

Year Exchange 
rate N to $ 

Balance of 
payment 

External 
resumes  

Rate of 
inflation  

Total 
imports 

1996 21.8861 746916.8 174309.9 29.1 562626.6 
1997 21.8661 395946.1 262198.5 8.5 854716.6 
1998 21.8661 -85562 226702.4 10 837418.9 
1999 92.6934 326454.1 546873.1 6.6 862515.7 
2000 102.1052 960700.9 1181652 6.9 985022.4 
2001 111.9433 629821.7 1181652 18.9 1371409.1 
2002 120.9702 425576.7 1013514 12.9 1457091.4 
2003 129.3565 1416712 1065093 11.3 1507422.8 
2004 133.5004 1505447 2252644 17.6 1638353.7 
2005 134.2845 1461080 1658869 14.5 1572888.3 

SOURCES: CBN economic and financial review (several  

   issues. 
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RELATIONSHIP BETWEEN THE EXCHANGE RATE AND 

THE SELECTED MACRO- ECONOMIC VARIABLES 

 For any policy instrument to have the desired effect of 

influence on specified variable such as those selected for this 

study, there must be a reasonable degree of association 

between it and the variables we tested for such association 

between the exchange rate and the balance of payment, 

external  reserves, rate of inflation, and volume of total 

imports. 

 

TOTAL 4.2 

PERSON CORRELATION VAR00001 

VAR0000
1 

VAR0000
2 

VAR0000
3 

VAR0000
4 

VAR0000
5 

1.000 .679 .856 -116 884 

.679 1.000 .779 .238 .654 

.856 .779 1.000 .066 .874 

.116 .238 066 1.000 -.038 

.884 .654 .874 -.038 1.000 

 SOURCE:  Field Survey 
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TABLE 4.4  

Variable entered / removed  

Model  Variables 

entered1 

Variables 

removed 

Method  

1 Var 00005  Enter 

 Var 00004   

 Var 00002   

 Var 00003   

 All requested variable entered. 

SOURCE:  Field Survey 

 

Table 4.5  

Model Sum of 

squares 

Df Mean 

sqllare 

F Siy 

Regression 17402.941 4 4350.735 6.211 035 

Residual 3502.317 5 700.461   

Total 20905.248 9    

 

a. Predators (constant)   VAR00005, VAR00004 

            VAR00003, VAR00002 

b. Dependent (variable)    VAR00001 

 

SOURCE:   Filed Survey 
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Model 12 R 

 Sqr 

Adjust 

R Sqr 

Std  

error of 

the 

estimate  

R 

Square  

change 

F  

change 

Of 

1  

Df2 Siq  

F 

change 

Durbin 

Watson 

1 912a 832 698 2646623 832 6211 4 5 0.35 1.625 

SOURCE:  Field Survey 

 

Table 4.7  

CORRELATIONS COLLINCARILY STATISTICS  

Zero – 
order 

Partial Part Tolerance Vif 

.679 199 083 357 2.500 

.856 276 .118 .160 6.241 

-116 322 -139 878 1.139 

-884 .525 .253 226 4.417 

SOURCE:  Field Survey 
 

 

COEFFICIENTS 

Model  B Std 
error 

Beta T Sig Lower 
band 

Upper 
rend  

(constant -3.938 43.067 . 091 731 114.644 106.765 

VAR00002 1.227E-5 .000 139 453 669 000 000 

VAR00002 2.110E-5 .000 .294 .642 549 000 000 

VAR00004 -1.043 1.372 -760 -760 482 4.570 2.484 

VAR00005 6.667E-5 000 .531 1.330 .226 000 000 

SOURCE:  Field Survey 
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EQUATION 41 

Y = 3.938 + 227-5 x 2 + 2.110-5x3-1.043x4+6.667-5x5 

RESIDUALS STATISITCS 

 Minimum Maximum Mean Std 
deviation 

N 

Predicted 

value 

16.0699 152.9375 89.0520 43.97340 10 

Residual -

30.68494 

30.46413 .00000 1.000 10 

Std 

predicted 

value 

-1.660 1.453 .000 1.000 10 

Std residual  -1.235 1.151 .000 745 10 

SOURCE:  Field Survey 

 

The information in table 4.2 provided in the above table 

shows or indicates a high positive association with balance 

of payment with 679 and coefficient of determination (r2) 

46%, external reserves, 856 with r2 73% and total imports, 

884 with r2 78%. There was a weak association between the 

exchange rate and the rate of inflation in Nigeria which gave 

a weak association with value -116 and r2 1.3%. 
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4.3 TEST OF HYPOTHESIS 

 All the hypothesis below were tested using table 4.7 

above. 

 

RESTATEMENT OF HYPOTHESIS 1 

HO1: Exchange rate policy has not so far achieved the 

major policy target of improving  Nigeria balance of 

payments. 

HA1: Exchange rate policy has so far achieve the major 

policy targets of improving Nigeria balance of payments. 
 

 

DECISION RULE 

 Since the tcal value of (0.543) is less than the tcritical 

value (2.1) at α/2 0.05. W e accept the null hypothesis and 

conclude that exchange rate policy has not so far achieve 

the major policy target of improving Nigeria balance of 

payments. 
 

 

HYPOTHESIS TWO RESTATED 

HO2:  That the exchange rate has not brought any  

significant improvements in boosting external 

revenues. 

HA2: That the exchange rate has brought a significant  

  Improvement in boosting external revenue. 
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DECISION RULE 

 Since tcal value (0.642) is less than tactical value (2.1) 

at x/2 0.05. We accept the null hypothesis and therefore 

conclude that the exchange rate has not brought any 

significant improvement in boosting external resumes. 
 

 

HYPOTHESIS THREE RESTATED 

HO3: Exchange rate in Nigeria has not been significant in  

  reducing domestic prices of goods and services 

HA3:  Exchange rate in Nigeria has been significant in  

   reducing domestic prices of goods and services. 

 

DECISION RULE 

 Since tcal value (-.760) is less than tcritical value (2.1) at 

α/2 0.005.  We accept the null hypothesis and therefore 

conclude that exchange rate in Nigeria has not been 

significant in reducing domestic  price of goods and services. 

 

4.4 INTERPRETATION OF RESULTS 

 In relation to hypothesis one, the finding showed that 

exchange rate policy has not so far achieved the major 

policy target of improving balance of payment. Hypothesis 

two also revealed that exchange rate has not brought any 

significant improvement in boosting external reserves. 

Lastly, hypothesis three indicated that exchange rate in 
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Nigeria has not been significant in reducing domestic price of 

goods and services. 

 Equation 4.1 summaries the nature of the effects of 

each of the macro- economic variables; balance of payment 

(x2), external reserves (x3), rate of inflation (x4) and 

volume of total imports (x5)  on exchange rate (y). it shows 

that balance of payment, external reserve and total import 

are positively related to exchange rate, while rate of inflation 

is inversely related to  exchange rate. The equation shows 

that 91.2% relationship exists betweens exchange rate and 

the macro- economic variables, the multiple R value of 912 

referred on table 4.6.  It equally shows that 83.2% of the 

periodic changes in macro- economic variables can be 

explained by the joint effects of the changes in the exchange 

rate. 

 Moreover, table 4.5 shows that equation 4.1 is reliable 

and significant in the prediction of changes in exchange rate 

using the four identified variables as the F calculated value 

of 6.211 is greater than F 0.05 (4,5) = 5.19) hence, we can  

confidently  use the equation it shows also that without the 

above macro- economic variable, exchange rate will record a 

negative performance to the level of 3.938 in value.  
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CHAPTER FIVE 

5.0 SUMMARY, CONCLUSION & RECOMMENDATIONS 

5.1 SUMMARY OF THE FINDINGS 

 Based on the problem of the study presented in chapter 

one, the following were the finding on the study: 

1. Exchange rate policy has not so far achieved the major 

policy target of improving balance of payments.  It 

revealed that any effort made by government to 

improve balance of payment will have a positive effect 

on the exchange rate. 

2. That exchange rate has not brought any significant 

improvement in boosting external reserves.  Also any 

effort made by the authorities in boosting external 

reserve will contribute positively to the exchange rate. 

3. Exchange rate in Nigeria has not bee significant in 

reducing domestic price of goods and services.  It 

further revealed that any effort made by the authorities 

to reduce the rate of inflation will continue to have a 

negative repercuation on the exchange rate.  Changes 

in domestic prices affects the prices of export goods.  

Also, changes in the general price levels sustains 

instability in macro-economic aggregates including 

exchange rates.  These have adverse effects on the 

balance of payments.  A depreciation of the exchange 

rate leads to a vicious circle of inflation.  Depreciation 
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leads to a rise in import prices thereby making import 

goods more expensive.  This lead to cost-push inflation.  

At the same time, export prices rise.  Consequently, 

with the rise in the cost of living, money wages rise 

which in turn, intensify inflation.  But an appreciation of 

currency is unlikely to lead to reduction in wages and 

prices when import prices fall. 
 

 

 

5.2 CONCLUSION 

 The study was able to satisfy the purpose for which it 

was conducted, and as can be deduced based on the 

findings that the stage of economic development of a 

country also affects the balance of payment.  Developing 

countries usually have a high need for imported technology 

and technical processes for their development process.  

They also import various factor inputs like raw materials, 

machinery and expatriate/technical manpower.  All these aid 

the development process and sustain an enormous pressure 

on the balance of payments on the other hand, they export 

mainly primary, products/agricultural products whose prices 

are often dictated by various cartels in the world markets.  

Thus, export proceeds are influenced by the nature of the 

world markets cartels, international politics and other 

variable very often beyond the control of the developing 
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countries.  All these adversely affect the balance of 

payments. 

 Exchange rate is one of the variables that sustain 

disequilibrium in the balance of payments.  Equilibrium 

exchange rates ensures that the balance of payment is in 

equilibrium.  In situations where the exchange rate is over 

valued, there is a presumption that a balance of payments 

deficit would be the case.  This is because imports are 

cheap, while exports are costly.  On the other hand, if the 

exchange rate is undervalued, there will be a balance of 

payments surplus.  Thus, it is only when the exchange rate 

is in equilibrium that we have a balance of payments 

equilibrium. 

 In situations where a country has a sustained outflow 

of capital either through lending, aid, capital flight etc, a 

balance of payments deficit is created.  The transfer of 

capital creates an effective demand in the receiving country 

and lowers effective demand in the country giving out 

capital resources. 

 Inflationary pressures affects the exchange rate of the 

domestic currency.  Assuming the general price levels rise in 

Nigeria, this will lead to a rise in the price of goods produced 

in the country.  Exports will reduce since the export goods 

are less competitive since they are cheaper.  Imports will 

increase, while exports will decrease.  The demand for 
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various foreign currencies, for example the dollar will 

increase, while the foreigners demand for naira will 

decrease. 

 

5.3 RECOMMENDATIONS 

 Based on the findings of this study, the following were 

recommended: 

1. The authorities should try and put every machinery to 

work in order to improve the balance of payment. 

2. The government should try to boost external reserves 

by simulating the economy through improvement on 

exports. 

3. It has been deduced that charges in the general price 

level sustains instability in macro-economic aggregates 

which has an adverse effects on the balance of 

payment so government should regulate the price level 

through the right choice of exchange rate system. 

4. There should be proper monitoring and regulation of 

the conduct of Nigeria’s foreign exchange market. 

5. There should be proper guidance in the choice of 

exchange rate system.  The exchange rate policies that 

have been adopted in recent times in the country do 

not seem to be guided by sound knowledge of their 

implication and fail to take cognizance of poverty 

theories and principles. 
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6. It is desirable to check over dependence on imports 

and the need for the pursuable of aggressive export 

promotion programmes.  It recommended that a way of 

solving the problems of inefficient exchanger rate 

polices in Nigeria is to check the unwholesome reliance 

on imports and to boost the export base of the 

economy 
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