Foreign Exchange Market Segmentation,
Foreign Exchange Utilisation and Exchange
Rate Voldatility: The Nigerian Experience

A. Adeyemo”

. Infroduction

he choice of exchange rate regime impact on the economic growth, inflation and

external reserves of emerging economies. Due o the economic costs that exchange

rate volatility can bring to an economy, most countries have engaged in exchange rate
reforms. This is particularly evident in many sub-Sahara African countries, with a shift towards
the independence of their Central Banks, to adopt different forms of exchange rate
regimes. Nigeria has gone through different exchange rate regimes over the years. As the
nation’s foreign exchange earnings increased significantly following the oil boom in the
early 1970s, it became necessary to manage foreign exchange rate to prepare for periods
of burst.

Prior to the introduction of the Structural Adjustment Programme (SAP) in 1986, Nigeria had
a pegged exchange rate regime and sfrong exchange controls. What existed during this
period was more a case of allocation of foreign exchange than free flowing purchase and
sale of foreign exchange. The increasing demand for foreign exchange and the inability of
the exchange control system o evolve an appropriate mechanism for foreign exchange
allocation in consonance with the goal of internal balance, led fo a shift in September 26,
1986, to a new mechanism under the SAP. The main objectives of exchange rate policy
under SAP were to; preserve the value of the domestic currency, maintain a favourable
external balance and the overall goal of macroeconomic stability and determine a realistic
exchange rate for the naira.

In an attempt to achieve these objectives, a fransitory dual exchange rate system (First and
Second -Tier Foreign Exchange Market — SFEM} was adopted in September 1986, which
metamorphosed into the Foreign Exchange Market (FEM) in 1987. Bureau-de-change was
infroduced in 1989 with a view to enlarging the scope of FEM. In 1994, there was a policy
reversal, occasioned by the non-relenting pressure on the foreign exchange market. Further
reforms such as the formal pegging of the naira exchange rate, the centralisation of foreign
exchange in the CBN, the restriction of Bureau-de-change to buy foreign exchange as an
agent of the CBN among others were all infroduced in the foreign exchange market in 1994
as a result of the voldtility in exchange rate. There was another policy reversal in 1995 to that
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of “guided deregulation”. This necessitated the institution of the Autonomous Foreign
Exchange Market (AFEM), which later metamorphosed into a daily two-way quote Inter-
Bank Foreign Exchange Market {IFEM) in 1999. The Retail Dutch Auction System (rDAS) was
infroduced in 2002 as a result of the intensification of the demand pressure in the foreign
exchange market and the persistence in the depletion of the country’s external reserves.
Finally, the Wholesale Dutch Auction System (wDAS) was infroduced in February 20, 2006.
The introduction of the WDAS was also to deepen the foreign exchange market to evolve a
realistic exchange rate of the naira. This was later changed to rDAS in October 2013, which
enabled the Central Bank to monitor uses of foreign exchange purchases from the apex
bank. In February 2015, the CBN discontinued the rDAS with a view to gradually relegating
its participation in the foreign exchange market to interventions at the inter-bank market on
a need basis.

Traditionally, the CBN has dominated the foreign exchange market in the formal sector with
some presence from the Bureau-de-change. With the infroduction of the two-way quote
inter-bank market and the several liberdlisation policies by the CBN we have seen the
gradual fransfer of dominance from the CBN to the inter-oank market. According to the
CBN 2013 half year report, of total inflow into the country in the first half of year, inflow
through the CBN accounted for 27.3 per cent while 72.7 per cent of the total US$72.44
billion inflow were from autonomous sources. A further breakdown revealed that over-the-
counter (OTC) and ordinary domiciliary account, which were traded in the inter-bank
segment of the market, were US$34.15 billion and US$16.47 billion, respectively. These figures
were far in excess of the US$19.78 billion inflow through the CBN.

Il. Foreign Exchange Market Segmentation

Market segmentation is the process of subdividing a large homogenous market into clearly
identifiable segments having similar needs, wants and demand characteristics. In the
foreign exchange market, segmentation could be done along products i.e. Spot, Forwards
and Derivatives, user type (Institutional, Corporate or Retail), transaction type (imports,
exports and services) among others. Nigeria's current exchange rate arangement is
described by the IMF as a managed float with no preannounced target for the exchange
rate of the naira. Currently, there are two exchange rates: the inter-bank foreign exchange
market (IFEM} at which the CBN fransacts, at a rate quoted by a group of commercial
banks and the bureau-de-change rate. The markets can be further broken into the official
market consisting of the centiral bank intervention, the inter-bank market, and the bureau-
de-change segments.
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1.1 Authorised Markets

IL1.1 Central Bank Auction (Interventlons ot the inter-bank market)

The CBN had historically dominated the foreign exchange market prior to the emergence
of the inter-bank market. Till recently, the CBN conducted a birweekly auction using the
Retail Dutch Auction {rDAS) system, which consisted of the spot and forward auctions. The
spot auction held regulardy and was more dominant, while the forward auction held less
frequently and was often reintroduced during volatile market conditions. The CBN had also
been intervening directly at the inter-bank whenever there was a need. The transition
towards being purely a participant at the inter-bank market began many years ago, as the
CBN had gradudlly fransferred a significant amount of transactions that had been
previously eligible at the quctions to the infer-bank market. Prior 1o the discontinuance of
the rDAS, only the importation of refined petroleum products and raw materials used in
local manufacturing were allowed at the CBN auctions. The CBN began dollar sale to the
BDC segment of the market in 2006, This resulted in appreciation of the naira in the BDC
market leading to convergence in the three major market segments.

Figure 1: Dollar Supply from the CBN (inclvding sales to Bureau-de-Change from April, 2008-

2013)
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11.1.2 Inter-bank Market

With the closure of the rDAS window, the inter-bank market has become the undisputed
dominant segment of the foreign exchange. This emergence was not a sudden one as the
reduction of eligible transactions at the rDAS had increased the activity level atf the inter-
bank market. The active participation and trading by commercial banks in the two-way
inter-bank market has enhanced the accessibility and liquidity in the market. The estimated
daily tumover of the inter-bank market in 2014 was US$350 milion with a record daily
tumover of US$1.23 billion on December 02, 2014. The exchange rate at the CBN auction
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market has been stable for a considerable period of time, while the inter-bank market has
been more volatile and reflects demaond and supply conditions in the market. In period of
excess supply, the exchange rate appreciates significantly and vice-versa.

The inter-bank market is essential as it provides access to a wider audience than any other
segment of the market. It is also the most fransparent market as live prices are displayed on
both Reuters and Bloomberg. The fransparency of the infer-bank market and increased
liquidity in this market were contributing factors for the inclusion of the nation’s bonds in the
JP Margan emerging market bond index. According to JP Morgan, “liquidity and removal
of the one-year lock-in period for foreign investment in government securities™ paved the
way for Nigeria’s bond inclusion in the index. Furthemmore, JP Morgan wamed of exclusion
from the index if additional controls are put in place, “The infroduction of any additional
controls may also lead to Nigernia's exclusion from the GBI-EM Global and GBI-EM Global
Diversified". Thus, it can be translated that an active, liquid inter-bank market together with
less restriction on holding period for foreign investors in govemment securities allowed for
index entry and would be needed for the FGN bonds to remain in the index.

Figure 2: USD/NGN Volume analysis

Source; Reviers Bkon

The Financial Market Dedlers Association {FMDA) has been canvasing for market
development. The emergence of the FMDQ, an OTC exchange registered with the
Securities and Exchange Commission (SEC) is expected to accelerate the development of
the Nigerian financial markets. The Inter-bank market will serve as the base and help to
ensure a vibrant foreign exchange market.

II.1.3 Bureau-de-Change
The BDC operators were established to serve the retail end of the market. For a long-tem,

they have been frading independent of the other segments of the market. However, as the
CBN commenced the liberalisation of the foreign exchange market in 2006, the BDC
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segment of the market was allowed to purchase funds directly from the CBN and the inter-
bank market to meet the needs of their clients, This resulted in a marginal convergence of
the exchange rates in the authorised markets. The market is predominantly cash-based and
all banks cumrently source dollar cash from Travelex. Presently, the Ceniral Bank sells
US$30,000 weekly to individual BDCs, which the BDCs sell to clients with eligible fransactions.

Figure 3: Exchange Rale in the Inler-bank and BDC Market Segmenis following the CBN's
Commencement of Dollar Sale to BDCS
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To deepen the BDC segment of the market, the CBN issued new regulatory requirsments for
BDC operations in the country in 2014, The CBN increased their capital base by 250 per cent
o M35 milion from MI10 million. Also, the mandatory cautionary non-interest deposit was
raised to M35 million from the initial M1 million. As a result of this, the total number of BDCs in
the country fell to 2,586 from 3,208 before the regulatory requirement.

Before the recent changes that bamred sales to the BDCs from the inter-bank market, the
BDC market was estimated at a daily average volume range of US$150-US$200 million with
the majority of this sourced from the inter-bank market and autonomous sources.
Historically, average daily volume in the BDC segment of the market was as high as US$300-
US$400 million before the enforcement of regulations that helped bring down the volumes.

Policy tinkering on the BDC segment has direct implications for the inter-bank market, Over
the years, the infer-bank market appreciated on CBN’s pronouncement of a reduction in
the amount BDCs can source from the inter-bank market and vice versa. On September 26,
2013, the CBN issued a circular, which IImited the amount BDCs ¢an source from individual
bank to US$250,000.00. Following the circular, the naira appreciated by 1.05 per cent the
following day closing at d15%.95/USD below MN161.85/USD. However, the policy was reversed
on the January 24, 2014 when the CBN removed the cap on the amount of dollars BDCs
can source from the inter-bank market. This resulted in a pressure peoinf, as the curency
depreciated by 1.21 per cent the next day to close at M162.45/USD from M140.50/USD.



Adeyemo: Foreign Exchange Market Segmentation, Foreign Exchange Utilisation and Exchange Rate Volatility 76

Following the circular which limited the dollar sale to the BDC segment, the naira was stable
for a sustained period of time in the inter-bank market although the divergence between
the inter-bank and the BDC market widened. It must be noted that the increased
divergence was mainly a function of supply in the BDC segment and not a function of the
transfer price from the inter-bank market as there is a 1 per cent cap on premium charged
between the price at which the fund is sourced and sold to the BDCs.

The reversal of the circular in January 2014 coincided with a period of general negative
sentiment on emerging markets. The naira subsequently depreciated in the inter-bank
market and strengthened in the BDC market. However, persistent pressure in the inter-bank
market ultimately fed into the BDC market as a significant portion of its fund were sourced
from the inter-bank. This persistent pressure in the inter-bank market was responsible for the
unsustainability of the strengthening in the BDC segment. Ultimately, the decision must be
taken as to the market that accurately measures the value of the cumency and volatility.
Exchange rate convergence is desirable by the central bank, while achieving it could be at
a cost to the external reserves and increased volatility in the inter-bank market. It must also
be noted that the inter-bank market is most tracked market globally and thus, best
measures volatility in the exchange rate.

Analysis showed that despite the fact that the naira appreciated in the BDC segment in the
short-term following a policy that favoured that segment of the market, this appreciation is
often short-lived. However, appreciation of the cumency in the inter-bank market is often
sustained over a longer period of time. As shown in the graph below, prices in the BDC
segment of the market is upwardly sticky and downward trends are not sustained. Higher
BDC rates typically lead to uncertainty and increased demand in the inter-bank market,
and also put pressure on the CBN to depreciate gradually to reduce the divergence
between the Inter-bank and BDC rates.

In January 2015, the CBN outlawed the sale of USD from the inter-bank market to the BDC
segment, which led to the widening of the gap between the BDC and the inter-bank
market rates. The spread widened from 3.12 per cent on the January, 21 2015 to 14.25 per
cent on February 27, 2015. This made it very important to dimension how these markets are
interlinked and how a policy for one segment of the market impact volatility in another
segment,

It should be noted that despite the inter-bank market being the most fracked globally, in
the Nigerian context, the BDC rate is the widely publicised rate and serves the large
informal sector (the size of the parallel market is challenging to estimate).
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Figure 4: Lag In Exchange Rale Movement In the BDC Segment
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Figure 5: Demand from the BDC secior
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II.1.4 Internafional Money transfer Companies

with an estimated 17 million people in the diaspora, Nigerna like most countries with a large
diaspora has a very active and vibrant money transfer market. This includes banks,
infernational money transfer companies and informal agents in the grey market, According
to the World Bank, in 2012 Nigeria wos the lorgest receiver of inward remittance in Africa at
approximately US$21bilion, which is in line with the average over the past few vears.
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Table 1: Nigeria Remittance Data (2008-2013)

Year Amount US$'billion
2008 19.21
2009 18.37
2010 19.82
2011 20.62
2012 20.63
2013 20.89

Source: World Bank Annual Remittance Data

Money transfer operators ("MTO”) have been in operation in Nigeria since the mid-1990s
with Western Union and MoneyGram being the major players accounting for over 90 per
cent of the market. Other operators have included Cash4Africa, Vigo, Rial among others.
The business model in Nigeria is based on partnerships with local banks. Western union alone
has over 4,800 locations in Nigeria mainly through the branches of their Nigerian bankers.
Until September 2014 when the CBN released the Guidelines for outwards transfers, their
operations were restricted to inward transfers only.

.2 Unofficial Market
I.2.1 Unavuthorised Parallel Market

The parallel market is the most opaque, yet large segment of the market. Parallel markets
typically get created in markets where there are exchange control restrictions, which inhibit
or out rightly ban the free movement of funds and capital to and from that jurisdiction.
Parallel markets hardly exist in countries with freely floated and fully convertible currencies.
Nigeria has historically had exchange control restrictions on both current and capital
account transactions. A lot of the reforms by the CBN over the years have practically led to
full cument account convertibility, but there are still some restrictions on capital account
fransactions. Our history of exchange controls have led to the development of a large and
vibrant parallel market which is dominated by the following players:

a. Retail users of foreign exchange;

b. Traders in Nigeria's large informal sector;

¢. Investors evading exchange controls on capital accounts; and

d. Money Launderers.

The CBN has put in a lot of effort over the years to bring in legitimate users of foreign
exchange (Users 1 - 3) into the official markets. The BDC’s operations have been expanded
fo include transactions that were previously the exclusive preserve of the banks e.g. school
fees, insurance, medical fees, travel allowance, among others. The Central Bank also
reduced the spread between the BDC/DAS and inter-bank/rDAS rates by commencing the
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sale of foreign exchange directly fo them. This has led fo mainstreaming retail customers
who would have ordinarily patronised the parallel market. Other measures that have been
employed to achieve this purpose include:
a. Allowing the use of Naira Debit/Credit cards for foreigh exchange fransaction;
b. Increasing the allowable limit on these card transactions to US$150,000 per annum
from the initial limit of US$40,000;
c. Reducing the documentation for retail importers subject to a maximum of
US$250,000 to just Form M and proforma invoice; and
d. Infroduction of the investment in foreign securities as an eligible tfransaction.

These measures have helped in bringing in a significant portion of the demand from the
parallel market to the official market. There are enough siress-free avenues for retail users to
access foreign exchange in the official market. The outcome has, however, been slightly
less successful when one considers the size of small business people in the Nigerian Informal
sector. Some of the reasons given by traders who still patronise the parallel market are:
Failure of cards at point of payment;

Preference for cash by suppliers;

Electronic fraud; and

Lack of adequate awareness about some of the policies.

i

These reasons are legitimate and there is also the sense that the reluctance to change has
been a part of the reason that some have not adapted to the use of the alternative means
of payment. One also has to consider the “tax advantage” that can be negotiated or
avoided working outside the official market versus the compulsory payment of these taxes if
payments are done through the bank. The challenge for the Central Bank is to work with the
operators to find a way to assuage the concems of the traders and create the enabling
environment to make it easier and more convenient for them to come within the official
market. This will lead to making the parallel market irelevant and help to isolate the
unwanted users of foreign exchange in that market.

I.2.2 Offshore Non-Delivery Forward {“NDF”) Market

The NDF market was developed as an offshore market to trade the currencies of emerging
markets with capital controls. NDFs are contracts for differences which are usually cash
settled in US dollars. Liquidity typically exists from one month up to a year. London, which is
the major financial market for currencies, is where the most liquidity exists for NDFs. The NDF
market for USD/NGN is a US$100 million a day market dominated mainly by the global
banks, multinationals and international institutional investors. However, liquidity in the market
also thins out when the physical spot market becomes stressed. Unlike the deliverable
market where the camy trade principle is embedded in the pricing of forwards, in the NDFs
the implied yield of the market can widen significantly if the market prices in a major
devaluation or appreciation.

The features/terms of an NDF include:
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» The notional amount: This is the "face value” of the NDF, which is agreed between
the two counterparties. It should be noted that there is never any intenfion to
exchange the notional amounts in the two curencies;

« The fixing date: This is the day and time whereby the comparison between the NDF
rate and the prevailing spot rate is made;

+ The settlement (or delivery}) date: This is the day when the difference is paid or
received. Depending on the cumencies in deal, the fixing date is one or two good
business days before the settlement date;

» The contracted NDF rate: This is the rate agreed between the two counterparties on
the transaction date, and is essentially the outright forward rate of the cumrencies in
deal; and

» The prevailing spot (fixing) rate: The fixing spot rate on the fixing date is usually an
average dealing rate for the day (in Nigeriq, it is provided by the FMDQ), and is
commonly calculated by calling a number of dedlers in the market for a quote af a
specified time of day, and taking the average. The exact method of determining
the fixing rate will be agreed when a trade is initiated, but most NDF markets have
their own conventions (for example, two days before Settlement/Value date).

Advantages of NDFs

The key benefits of an active NDF market are: reduced pressure on the spot market and
hedging for investors and corporates. NDF provides protection against unfavourable foreign
exchange movements for both investors and corporates between deal date and the
maturity date. This can assist in managing foreign cumency exposures. Investors and
corporates simply exchange the uncertainty of exchange rate fluctuations for the certainty
of an agreed cash flow. Users who have hedged their exposure in the offshore NDF market
will no longer have to bring forward obligations or execute plain forward transactions,
which may be covered in the Local spot market. NDFs also provide flexibility as the maturity
date and the contract amount can be tailored to meet end users’ particular requirements.

Ml Exchange Rate Regime

The optimal choice of exchange rate regime is a topic with a long tradition in international
macroeconomics. No exchange rate regime is empirically superior to others. Choice of the
exchange rate arangements should be tailored fo specific circumstances of a countiry. The
potential determinants of exchange rate regimes can be grouped in three categories:

*  Macroeconomic Variables;

» Capital Openness Variables; and

*  Optimum Currency Area Variables.

Until very recently, we operated a managed float regime. Under this regime, the exchange
rate was flexible within a band (the last band was 168 £5%), with the end points defended
through interventions. Over the years, the CBN had managed to keep the cumency within
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its target band and investors’ confidence in the apex bank’s ability to maintain the band
was often reinforced by the stable/growing external reserves. However, this cumency
regime was subject to volatility around the band. This volafility was most pronounced in
periods of falling oil prices and declining external reserves. Also, it is important to note that
Nigeria is overly exposed as the dollar supply into the market is limited and significantly
reduced during these periods.

We are currently in transition from a managed float to a lightly managed float. The current
regime still runs like an auction albeit at more flexible rates, which are very close to the inter-
bank rate. The CBN still requests for details of individual clients and sets a rate at which they
sell. The slightly managed float is hinged on the forces of demand and supply being the
major determinants of the exchange rate with occasional interventions by the Central Bank
whenever liquidity is needed. The CBN will need to subordinate its role in the market and
trade at the inter-bank market rate when they intervene to fully crossover.
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IV.  Foreign Exchange Uilisation

Utilisation of fereign exchange c¢an be classified inte two main cafegories, visible and
invisible imports. Historically, the visible import segment dominates in foreign exchange
ulilisation. However, with increased depth in financial services and a burgeoning transport
services sector, the invisible sector utilisation of foreign exchange has been on the rise.

Figure é: Visible and Invisible Sector Foreign Exchange Uilisation [USD'Million)
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Until 2012, the visible sector accounted for an average of 68.6 per cent of total foreign
exchange utilisation. However, this average dropped to 51.3 per cent in 2013 and 2014
due to the increase in foreign exchange utilisation by the financial services segment of the
invisible sector. Nigeria remains an import dependent country which suggests that visible
foreign exchange utilisation predominctes. Under the visible sector, indusirial sector, food
products, manufactured products and oil sector account for 1 per cent of the total
utilisation of the sector.

Avdilable data showed that the il sector, which is mainly the downsiream sector of the oil
and gas industry, is the single largest buyer of foreign exchange from the CBN, while the
sector's dollar inflow info the country is near zero. The oil sector ufilisation of foreign
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exchange is for financing imports of refined petroleum products (diesel, PMS and
kerosene). The sectors' dollar demand should therefore fluctuate depending on the price
of crude oil. In a period of high crude prices, the sector’s demand and ufilisation of foreign
exchange sffectively increases thus, limiting the ability of the CBN to grow the reserves.
However, it remains to be seen whether a decline in the price of crude cil also resulfs in a
decline in the sector's utilisation of foreign exchange [{Although 2009 suggests this, a
recurrence will be needsd 1o prove this), Betweaen 2009 and 2011, the sector utilisation of
foreign exchange increased by 120 per cent before the federal government reduced fuel
subsidy.
Figure 7: Breakdown of Visible Sector Foreign Exchange Utilisation
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In the last 7 years, the financial services sector accounted for 71.2 per cent of the total
foreign exchange utilisation in the invisible segment. It is akso important to nete that this
sector also accounts for a significant inflow of foreign exchange into the country. At the
height of the financial crisis in 2008/200%, there was net outflow of foreign exchange
leading to the financial services sector utilisation of foreign exchange to rise to USD14.3
billion in 2008. This number reduced significantly in subsequent years 1o an average of
USD7.3 billion over a four-year period. However, the inclusion of Nigeria government bonds
in the JP Morgan emerging bond index in 2012, resulted in an increased interest in the
country from offshore investors, This was supported by the quantitative easing in the United
States, which created cheap dollars for investors seeking higher yields in emerging
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economies. The financial integration of Nigeria with the global ecornomy means that the
country will experience more volaliity and demand for foreign exchange from the
financial services sector during periods of oulflow from emerging markets. The
commencement of tapering, general negafive sentiment about emerging markets and
falling oil prices led to increase in financial services utilisation of foreign exchange fo an all-
time high of U$$22.2 bilion and US$24.4 billion in 2013 and 2014, respectively,

Figure 8: Breakdawn of Invisible Sector Foreign Exchange Utilisation
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Vl. Exchange Rate Voldtility

Exchange rate volatility is defined as the risk associated with the unexpected movement in
the exchange rate (Ozturk, 2004) i.e., it is the risk associated with cumency depreciation ar
appreciation. According to Marston et. al., (1988}, "Volafility is the day to day, month to
month variability of exchange rate, a variability that may have no trend to it". This means
valatility is a high frequency cancept refeming to movements in the exchange rate over
relatively short period of fime.
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Nigeria is a mono-product economy. According fo OPEC statistical bulletin {2013/2014) the
value of Nigeria’s total export revenue in 2013 was US$95,118 million and the revenue of
petroleum exports from the total export revenue was US$8%,314 milion which is 93.9 per
cent of total export revenue. This means that Nigeria's economy will be vulnerable to the
movements of oil prices.

During periods of favourable oil price shocks triggered by conflict in oil-producing areas
increased in demand for the commodity by the consuming nations, seasonality factors,
trading positions, among others. Nigeria experiences favourable terms of trade evidenced
by a large cumrent account surplus and exchange rate appreciation. Conversely, when
crude oil prices are low, occasioned by factors such as low demand, seasonality factors
and excess supply, the reverse becomes the case, with exchange rate under pressure,
extemal reserves depletion, rising budget deficit and slow economic growth (Englama et.
al., 2010). An example was a drop in the revenue from oil exports, during the global
financial crisis in 2009. According to CPEC statistical bulletin {2010/2011}, oil export revenue
dropped from US$74,033 milion in 2008 to US$$43,623 milion in 2009 and the naira
depreciated to M148.902/US$ in 2009 from 1 18.544/US$ in 2008,

Flgure 9; Nigeria's Total Export and Pefroleum Export (§' m)
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In the same period between the oil price peok of 2008 ond the frough of 2009, the nation's
extemnal reserves declined by US$20.33 billion to US$41.75 billion in August 2009 from below
US$42.08 billion in September 2008 as the CBN altempted to stobilise the currency. A similar
trend can be observed in the recent oil price decline that has resulted in the first
adjustment in naira exchange rate since 2009,
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Figure 10: Correlafion between Oll Prices and the Nalra Exchange Rate
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In the last decade, Nigeria has become more intertwined with the global market and thus,
impacted by global events other than the oil price. In 2012, Federal Government of Nigeria
Bonds were included in the JP Morgan emerging market index (Criteria for the inclusion
included liguid curency and bond trading market and [ifting of the one year restriction of
foreign investors holding of government securities). Consequently, there was significant
inflow into the country by both Index frackers and investors searching for higher returns.
The inclusion of Nigeria's bond in the JPMorgan Emerging market bond index resulted in a
period of appreciating and stable naira as well as external reserves growth. Between
August 2012 and March 2013, the inter-bank rate hovered between W156.10/US$ and
M158.90/US$, in-line with the CBN effective rDAS rate of M157.36/US$ in the same pericd.
The convergence in inter-bank and rDAS rate meant that corporate clients accessed the
inter-bank market for a significant amount of their fransactions instead of the CBN rDAS
market. According to JP Morgan, estimated fund inflow into the country as a result of the
inclusion between August 2012 and the year end was US$4.5 billion. Conversely, global shift
in risk and constant changes in risk appetite in emerging market securities means Nigeria is
likely to witness more exchange rate volatility in the future.

Since the inclusion of the nation’s bond in the JPMorgan index, there have been several
pressure points on the cumency. The first pressure point came after the then Federal
Reserve Bank Chairman, Ben Bemanke, made his famous statement in May 2013 about
"Tapering”, a term which refers to the Fed reduction of monetary stimulus. Subsequently,
there was a net outflow of U$$3 billion in Q2, 2013, the first time the country experienced a
net outflow since Q2, 2012, Consequently, the naira depreciated by 2.8 per cent in June
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2013, closing the month at N162.58/US$ from the M158.20/US$ close in May 2013. The
second period of emerging market outflow experienced by the nation was in
February/March 2014. This was a period of general negative sentiment on emerging
markets like Turkey and Brazil. Emerging Portfolio Fund Research (EPFR) global data showed
that total outflow from emerging markets in the first quarter of 2014 was over US$50 billion.
Nigeria experienced the tail end of this risk as outflow from Nigeria began in February,
compared with the entire first quarter for most emerging markets. The link between Nigeria
and the global market means that the CBN must be more active and decisive in its
actions.

V. Comparison with Other Countries- Poland

From the 1940s to the 1980s, Poland was part of the Eastern European Communist Bloc,
which was characterised by a closed economy with a centralised and command control.
The collapse of communism in the 1980s ushered in the era of democracy, which led fo
economic reforms. These reforms focused on the gradual liberalisation of their economy,
restructuring of their economies and an aggressive privatisation exercise in a bid fo
improve the efficiency of their industries. They also introduced schemes and policies to
induce entrepreneurial development and the free flow of international capital to boost
foreign investment. Poland is globally acclaimed as the example of how a country can
successfully restructure and reform its economy and make the transition towards being
more open and competitive. The collapse of communism had created difficult economic
conditions. It was characterised by high unemployment, hyperinflation and huge public
debt. This made the execution of the reforms all the more remarkable as it was achieved
despite initial difficulties, which led to change and alteration of some of their policies in line
with the changing conditions.
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Table 4: Selected Economic Indicators for Poland (1990 - 2000)

Selected 1990 | 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 (1998 | 1999 | 2000
Economic
Indicators
GDP/capital 1,547 1,999 | 2198 | 2232 | 2402 | 3,086 | 3.484 | 3,725 | 4,098 | 4011 4,082
(US$))
Consumer 585.8 70.3 43.0 35.3 322 278 19.9 149 1.8 7.3 10.1
prices, %p.q.
Producer 622.4 48.1 28.5 3.9 253 254 124 122 7.3 57 78
prices, %p.q.
Real growth -24.4 0.3 27 -39 0.5 3.0 5.7 68 4.5 4.7 26
wages rates,
%p.Q.
Retail trade -17.4 38 79 6.9 3.0 23 4.5 6.8 2.6 40 14
growth rates,
%p.a.
Money supply 19.1 26.1 41.1 559 77.3 104.3 136.7 1764 | 2208 | 2638 | 2944
(M2), tri. zloty
Discount rate, 48.0 36.0 320 290 28.0 250 20 24.5 183 19.0 21.5
%p-a.,
Deficit of 0.4 -3.8 -6.0 28 2.9 2.6 -2.5 -14 -24 20 22
central gov.
budget, % of
GDP
Unemployment 6.3 1.8 13.6 16.4 160 149 13.2 10.5 104 13.0 150
rate, %,
Exchange rate 9,500 | 10,582 | 13,631 | 18,145 | 227 242 2.70 3.28 3.49 3.97 435
per US$,
average*
Cunent 716 -1,359 269 | 2,329 944 5455 | -1,352 | -4,268 | -6,858 | -11.660 | -9,946
account, mil.
Us$
Foreign debt, 48,500 | 4,8400 | 47,000 | 47,200 | 42,174 | 43,957 | 47,354 | 49,648 | 59,163 | 64,890 | 68,193
S$mm
Foreign 4680 3814 4287 4281 6029 14963 | 18033 | 20670 | 27210 | 26107 | 26321
reserve,
US$mm
*In 1994 downward redenomination by four figures.
Source: GUS, Rocznik Stalystyczny

As with every economy, the monetary policy inclusive of the foreign exchange rate policy
was an integral part of these reforms and the Polish Government used it extensively during
the transition period. In general, it was a gradual move from a fixed exchange rate regime,
through the crawling peg and crawling band and eventually ending up with a free floating
fully convertible currency. This was done along with other policies to atiract foreign
investment by allowing free flow of capital to and from the Polish economy.
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Table 5: The Evolution of the Exchange Rate System in Poland

Period Exchange Rate Systiem Characteristics
Jan 1990-Oct 1991 Fixed rate against US dollar, and Exchange rate as anti-
from May 1991 against a basket of | inflationary anchor.
five currencies. Devaluation in
May 1991, by 16.8%.

Oct 1991-May 1995 Crawling peg with monthly rate of | Attempt to reconcile

devaluation declining steadily disinflation objective and
from 1.8% to 1.2%. Two maintaining competitiveness
devaluations, by 12% in Feb 1992 of exporters on the world
and 8% in Aug 1993. market.

May 1995-Apr 2000 Crawling band system, with Higher flexibility of foreign

fluctuation band increasing from capital inflow management.
7% to +15%. Steady decrease of Steady move to

monthly devaluation rate from independent monetary

1.2% to 0.3%. Revaluation of the policy framework.

central parity by 6% in Dec 1995.

Apr 2000- Free-floating exchange rate Inflation targeting monetary
system policy framework (the first
inflation target was actually
set in Jan 1999).

Source: National Bank of Poland

Prior fo the commencement of the reforms, the foreign exchange market had been really a
system of allocation by the government and no real foreign exchange market in which
market forces had any form of influence in its determination. There was no foreign
participation and there were restrictions to the flow of capital. It was also characterised by
an active black market with a huge premium over the official exchange rate.

Table é: Daily Market Turnover

1998 2001 | Apr-04 Apr-07 Apr-10 Apr-13
$'billion | $'billion | $'billion | $'billion | $'billion | $'billion
Foreign Exchange Market | 2,600.00 | 4,000.00 | 491500 | 9.224.00 | 7,848.00 | 7,564.00

Spot Transactions 1,051.00 | 2,40500 | 1,95500 | 2324.00
Ovutright Forwards 189.00 527.00 318.00 464,00
FX Swaps 3,495.00 | 5881.00 | 5368.00 | 4,581.00
CIRS 3.00 68.00 79.00 125.00
Curmrency options 177.00 343.00 128.00 70.00

Source: Narodowy Bank Polski's financial system development reports 1998-2001, 2004, 2007, 2010 and 2013.

The reforms have led to increased foreign exchange market turnover, improved liquidity,
the elimination of the black market and infroduction of an array of hedge products, which
have all led to the increased flow of capital fo Poland. According to the Narodowy Bank
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Polski (The Polish Central Bank) the average fransaction size grew from nothing before the
reforms to .US$5milion and €5million, with the minimum amount of 1 millien each. The
introduction of the Foreign Exchange Law of December 18, 1998 led to the liberalisation of
the forwards market, which helped increase the volume of forwards and swaps and led to
the infroduction of a lot of new hedge products for foreign exchange and interest rates.

By 2010, the Polish foreign exchange market had become the largest currency market in
Central and Eastern Europe. The average daily volume in 2010 was approximately US$7.2
bilion. A large offshore market for the Zloty had also developed in London. The EUR/PLN
had evolved into the dominant currency pair in the market accounting for over 80 per
cent of currency transactions. The average daily turnover of spot transactions increased
by 19 per cent between 2010 and 2013 driven mainly by increased foreign trade and the
development of electronic trading platforms dedicated to corporates and high net worth
individuals. The foreign exchange swap market had become the most liquid segment of
the domestic foreign exchange market due mainly to its use by foreign banks fo manage
their exposure to the local freasury bond market. The foreign exchange swap market has
gone from obscurity in the 1990s to a peak of a daily turnover of US$5.9 billion in 2007. As
with all free floating currencies, there is a large participation of foreign banks and portfolio
investors in the Polish foreign exchange market. In April 2013, transactions between local
banks and non-residents accounted for about 33 per cent of the turnover.

VIl. Way Forward

There are challenges with respect to the best method to manage the exchange rate and
reduce voldtility. There are debates as to whether a free floated currency could be the
solution. However, like many of its peers, Nigeria remains cautious about the idea of a free
floated cumrency. As Calvo and Reinhart (2002) argued, fear of floating - a reluctance to
allow exchange rates to fluctuate freely - could arise for various reasons: policy credibility
concerns; fear of Dutch disease in case of large appreciations; and fear of inflation,
curency mismatches, and/or balance sheet effects (on account of high liability
dollarisation) in case of large depreciations. Ultimately, there is no quick fix to exchange
rate volatility although a gradual transition of the economy could assist in controlling
exchange rate volafility.

It should be noted that there are limitations to what monetary policy can achieve on its
own. Poland for example showed a harmonised restructuring of the economy by not only
the monetary and fiscal authorities, but by the whole economic management team as a
whole. A roadmap was created and difficult decisions were taken in line with overall
objective.

VI.1 Segmentation

We have explained earlier the various efforts of the CBN in formalising all legitimate
fransactions from the parallel market to the official window. This has been partially
successful, while efforts must be made to ensure that more of the frades going on through
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the parallel market get transferred to the official markets. Some of the reasons for this
challenge include:

a. The lack of awareness of some of the policies: There is need for the CBN to
cooperate with the commercial banks on a strategy to effectively communicate
the various options available to fraders in the informal sector. This should also
include ways of demonstrating the ease and various advantages to using the array
of options available through the banks;

b. Reluctance to Change: As in the above, this can only be managed through
improved awareness and engagement;

¢. Unreliable access to funds through the use of Debit/Credit Cards: This has improved
over the years, while there are still complaints about challenges to access in some
countries. Again, a coordinated effort by the CBN and banks to ease this burden,
especially by finding ways to remove all obstacles towards the ease of using ATM
cards, especially in the fop countries visited by the business people;

d. “Tax Advantage": When fransactions are done through the banks, all charges,
levies, dues and taxes are collected and remitted to the various government and
statutory authorities. When funds are sourced through the parallel market, it is
easier to avoid or “negotiate” these payments. This has led some parts of this
segment to avoid transactions with banks. The CBN has to engage their regulatory
partners e.g. the Nigeria Customs Service (NCS) to ensure that there is a stricter
compliance to the law to place bank transactions on an equal footing with parallel
market transactions.

When dll legitimate fransactions are done in the official markets, it will be easier for the
CBN to isolate unwanted fransactions at the parallel market and clamp-down hard
towards eliminating or at least ensuring the market becomes largely insignificant. It would
also lead to improved data and help the CBN make better decisions that will help boost
frade and commerce.

VIl.2 Utlilisation

Over the last few years, the CBN has done a great job of selecting critical sectors of the
economy and providing intervention funds at lower rates to fry and boost productivity. The
results have, however, been mixed so far. The infervention in the agricultural sector has
proven successful, while that of the aviation and manufacturing sectors have not been as
impactful as hoped. The power sector has also benefitted from this policy and it's sfill a bit
too early to assess its effectiveness. The success of the CBN's efforts coupled with the
various on-going reforms by the Federal Government is critical towards the much needed
economic restructuring of Nigeria.

Nigeria remains an import dependent economy which has resulted in a huge import bill.
Available data on foreign exchange utilisation from the CBN showed that, the importation
of petroleum products, food product imports and manufactured products importation
accounted for a significant proportion of the Nation's import bill. From the above, it is clear
that if we are able fo refine the crude oil locally fo meet the needs for the country, the
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nation would become agriculturally self-sufficient and spur a resurgent manufacturing
sector, and significantly reduce the size of import bill. For this to happen, Nigeria has to
transit towards being a much more business friendly country. This will happen when we are
able fo provide the needed infrastructure, including electricity, transportation,
communication; improve access to affordable credit; reduce bureaucracy for businesses;
and enact business friendly laws and policies. Beyond self-sufficiency, increased
productivity could lead to increased exportation of agricultural products, refined
petroleum products and manufactured goods, which would help diversify the foreign
currency earnings base as well as boost the growth of our external reserves.

VI3 Volatility

There are various factors both local and external that can affect market volatility, while
improved utilisation and segmentation will help better manage it. The economic changes
that would have occurred to lead to a reduced import bill will also make it easier to
manage volatility. The current challenge we have in periods of volatility occasioned by
lower oil prices is that even if devaluation takes place due to the change in the cument
account, imports at best remains constant as there is no local manufacturing base that
would help import substitution take place. If this was available, it would be easier to come
up with policies that would lead to reduction in importation during these periods.

The lack of a vibrant market to hedge products for clients put significant pressure on the
naira. Currently, hedging on naira by corporates is done via outright forward transactions
(due to the illiquidity of the forward market, Forward transactions are synthetically created
through a spot and an interest rate differential). The lack of a vibrant forward market for
hedging means that the spot market is effectively where all hedging transactions are
covered. As a result, during periods of exchange rate volatility, when clients with dollar
exposure are looking to hedge against a naira depreciation/devaluation, the avenue to
hedge is not readily available. This calls for the development of a vibrant local market for
deliverable forwards and swaps, which should also lead to improved liquidity in the local
NDF market. There is also a need to improve the suite of hedge products available to
include Options and various interest rate hedge products to help customers better hedge
their currency exposures.

VI.4 Role of the CBN in the Nigerian Foreign Exchange Market

The CBN has to continue to work in tandem with all stakeholders in the reform process to
ensure that the desired outcome is not only achieved, but also enfrenched into the whole
of the financial system. The CBN will also have to remain focused and continue to follow
the roadmap it has developed towards achieving its set goals for the Nigerian foreign
exchange market. Some of the decisions could be tied to certain structural milestones and
the CBN could nudge its partners towards attaining these milestones for it to achieve its
goals. Several questions need to be asked, and they include:
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»  What is the utopian exchange rate regime o be targeted and how can we move
gradually fowards ite;

*  What level of involvement should the CBN have in the foreign exchange market
beyond setting policy?;

+ How segmented should the market be?;

+ Should the foreign exchange market have severadl tiers and if so how many?; and

* Full convertibility i.e. Current and Capital accounts, to be or not to bee.

It should be noted that since 2006, the CBN has instituted a lot of changes towards the
liberalisation of the foreign exchange market. We practically have full current account
convertibility and some capital account fransactions have become eligible. All these
happened despite the fendency of the CBN to roll back some of the reforms whenever
there is pressure on the naira, but by and large, most of the reforms have remained
impactful,

The most advanced and industridlised nations have free floating/lightly managed float
exchange rate characterised by full convertibility and limited to no exchange controls.
With the way the economy is currently constituted, it will be ill-advised to adopt a freely
floating exchange rate regime, but as stated above, we can create a guide on how we
expect to get there, based on certain economic reform milestones. We can dlso start to
structure the foreign exchange market towards being prepared for this outcome.

It is also clear that we need to bring all legitimate foreign exchange fransactions info the
official market to make the parallel market redundant with the hope of shutting it down
completely in the near future. All the various tiers of market should be rolled into one (the
inter-bank marketf, BDCs, International Money Transfer operators and other authorised
buyers getting their pricing at the inter-bank market). This will ensure a unified exchange
rate within the system and cut out the temptation to round trip and arbifrage between the
various tiers of the market.

We need to acknowledge the CBN's recent bold initiative of ending the rDAS and moving
towards purely intervening at the inter-bank market to smoothen out increased volatility.
The CBN rightfully should be seen less as operating a tier of the market, but as market
participant. The CBN should not be getting involved in the minute day-to-day details of
customer transactions - the plan should be to shift that responsibility permanently to banks.
This move has paved the way for the potential unification of the rates in the various
segments of the market, starting with the inter-bank market and the CBN's selling rate. It
should be noted that this reform will potentially lead to intermittent increased volatility as
the market adjust to the new regime, especially in an environment with lower crude oil
prices. The CBN will need to be resolute in its conviction to ensure that the transition is
successful. In the medium to long-term, there is need to remain steadfast in the quest to
becoming the major financial hub in Africa where capital flows through offshore to Africa
will lead to a much bigger, vibrant and liquid Nigerian foreign exchange market where the
CBN's participation will become less and less important.
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In conclusion, reforms are usually difficult to implement despite all good intentions. There is
the typical resistance to change, and this is not usually helped if fough choices have to be
made for them to happen. It is not a coincidence that most of the liberalisation reforms we
have seen have occurred during the "times of plenty”, and that some rolling back takes
place once things start to get difficult. There has to be a strong resolve to get things done.
The CBN cannot achieve its aims while working in isolation as there are limitations fo
monetary policy. This has to be done within the context of broader far reaching economic
reforms, involving the fiscal authorities.



Adeyemo: Foreign Exchange Market Segmentation, Foreign Exchange Utilisation and Exchange Rate Volatility 104

References

Central Bank of Nigeria Statistical Database.

Englama, A., O. O. Duke, S. Ogunleye and Ismail F. U. {2010}. "Oil Price and Exchange rate
Volatility in Nigeria: An Empirical observation”.

Guillermo, A. Calvo and C. M. Reinhart (2002). “Fear of Floating”, the Quarterly Journal of
Economics, May 2002.

IMF Annual Report on exchange Arangements and Exchange Restrictions 2014,

J. P. Morgan (2012). "Sub Saharan Africa Research and Strategy, Nigeria: the FGNs enter
the GBI-EM Index", September,

Marston, R. C., G. Carli, J. Attali and R. Solomon (1988). "Exchange Rate Coordination”,
International Economic Cooperation, eds. Martin Feldstein, University of Chicago
Press, pg. 79-166.

Narodowy bank Polski's financial system development reports 1998-2001, 2004, 2007, 2010
and 2013 OPEC Statistical Bulletin 2013/2014.

OPEC Annual Statistical Bulletin (2010/2011)

Orzturk, Ihan (2006). "Exchange Rate Volatility and Trade: A Literature Survey”, International
Journal of Applied Econometrics and Quantitative Studies Vol.3-1.

Piotr, B., W. Kozinski and M. Rubaszek (2011). “The role of the exchange rate in monetary
policy in Poland", BIS papers No 57.

Statistical Yearbook of Poland.

Thomson Reuters Eikon Financial Analysis

World Bank {2001]). "Choice of Exchange Rate Regimes for Developing Countries”, Africa
Region Working Paper Series No. 16, April.

World Bank Group Statistical database.



