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Abstract 
Effective foreign exchange management is an undisputed policy 
initiative for achieving growth inducing macro-economic goals and 
objectives in any national economy. A nation‟s resource or factor 
endowment and its export earning potentials may not lead to the 
development in the real sector of its economy where its policy focus on 
foreign exchange management is defective. Most countries in the Third 
World remain under-developed and groan under debt burden as a result 
of misplaced priority on the management of their export earnings. This 
paper observes that this situation may however remain unaltered or 
even worsen if the focus of our policy drive in this area is not re-
invigorated toward internal growth and sustainable development. 

Introduction 

Foreign exchange is the means of payment for international transactions. It is made up of 

convertible currencies that are generally accepted for the settlement of international trade, foreign 
remittance and other external obligations. Convertible currencies such as British Pound Sterling, German 
Deutsche Mark, United States Dollar, Japanese Yen, French Franc, Italian Lira and the Canadian Dollar 
constitute the basket of currencies for determining the exchange rate of other nation‟s currencies. A 
foreign exchange market is the medium of interaction between the sellers and buyers of foreign exchange 
in a bid to negotiate a mutually acceptable price for the settlement of international transactions. The 

objectives of such market include the provision of an avenue for the exchange of national currencies and 
the creation of an effective mechanism for settlement across borders. 

Major participants in the foreign exchange (forex) market are authorized dealers, the public 
sector, the private sector, and correspondent banks abroad. The supply of foreign exchange is derived 
from exports, capital receipts including draw-down on loans, expenditure of foreign tourists in Nigeria, 
repatriation of funds by Nigerians resident abroad as well as other invisible receipts by the private sector. 

On the other hand, the demand for foreign exchange reflects payments for imports, external debt service 
obligations, personal home remittance (PHR) by foreign national resident in the country, financial 
commitments to international organizations and the country‟s embassies abroad as well as other invisible 
payments by the private sector. 

Evolution of the Foreign Exchange Market 

The evolution of the foreign exchange market in Nigeria up to its present state was influenced 

by a number of factors, which include the changing pattern of international trade, institutional changes in 
the economy and structural shifts of our production systems. 

Prior to the establishment of Central Bank (CBN) in 1958 and the enactment of the Exchange 
Control Act of 1962, foreign exchange earned by the private sector was kept abroad by commercial 
banks which acted as agents for local exporters. During this period, agricultural exports contributed the 
bulk of foreign exchange earnings. 

With the establishment of the CBN and the subsequent centralisation of foreign exchange 
authority in the bank, the need to develop a local foreign exchange market became paramount. 

The foreign exchange market experienced a boom in the early 1970s following the sharp rise in 
the prices of crude oil. During this period, most economic agents had to patronize the CBN for foreign 
exchange allocation to pay for international transactions. The increasing demand for foreign exchange at 
a time when the supply was shrinking encouraged the development of a flourishing parallel market for 

foreign exchange. The parallel market premium that emerged over time as a result of the dis-equilibrium 
in the official foreign exchange market led to various abuses including under-invoicing of exports and 
over-invoicing of imports. These resulted in capital flight and diversion of official foreign exchange to 
the parallel market, a practice known as a round tripping. 
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The exchange control system was unable to evolve an appropriate mechanism for foreign 
exchange allocation in consonance with the goal of internal balance. Over-valuation of the currency 
under the system was a major obstacle that made the achievement of internal balance difficult. 
Specifically, the problems with the administration of the exchange control system include inter-alia: 
1. Increased dependence on imports; 
ii. Depletion of external reserves; 

iii. Emergence and encouragement of parallel market activities; 
iv. Reduction of competitiveness in export activities; 
v. Reduced capital inflow; and 
vi. The inability to pay on current basis. 

The above factors led to the accumulation of payment arrears, which compounded the external debt 
problem. Exchange control was discarded on September 26, 1986 in order to evolve an exchange rate 

mechanism that would be more responsive to prevailing economic conditions in Nigeria. 
The Second Tier Foreign Exchange Market (SFEM) came into being on September 26, 1986 

when the determination of the Naira exchange rate was unable to reflect the operations of market forces. 
Under this system, the exchange rate became an active tool of economic management and the rate 
derived in the market served as the means for the allocation of foreign exchange. Bureau de Change 
operation was introduced in 1989 for dealing in privately sourced forex. 

The foreign exchange market was liberalized in 1995 with the introduction of an Autonomous 
Foreign Exchange Market (AFEM) for the sale of foreign exchange to end-users by the CBN through 
selected authorized dealers at market determined exchange rate. 

The mechanism of exchange rate determination and allocation of foreign exchange under the 
deregulated system is determined by the forces of demand and supply. Under the Nigerian version of 
deregulated exchange rate, a dual forex market is established - one for official transactions exclusively 

reserved for priority public sector transactions and a market determined exchange rate for private sector 
and other non-priority public sector transactions through the Autonomous Foreign Exchange Market 
Segment. 

The official rate up to the end of 1998 fiscal year was N22.00 to US$1 while at AFEM (later 
changed to IFEM) US$1 exchange for about £486.00. The two markets were merged by the 
Federal Government budget pronouncement as from January l

st
1999. It is note worthy that three months 

into 1999, Naira exchange rate rose to about N100.00 to one US dollar. 
The parallel market for foreign exchange is a residual market as it accommodates spillover 

demands from other sectors. It has been established that scarcity in the official sector and bureaucratic 
procedures necessitated the growth and development of the parallel market in Nigeria. Although 
transactions through the parallel market were limited and small, its speculative tendencies when well 
monitored and built into the general framework for foreign exchange and exchange rate management 

could have resulted in a more effective and efficient system. 
An important observation of the operation of the parallel market in Nigeria is the continuous 

existence of a wide gap it maintains over the official IFEM rate despite the fact that both rates are 
determined by price mechanism of market forces. For example, while the IFEM rate goes between 
N105.00 to US$1 by the last week of November 2000, parallel market averaged N118.00 to US$1 - as 
shown in major centres. 

Techniques Of Foreign Currency Transactions 

Transaction on the foreign exchange market fall largely into two main categories: spot or 

forward 

contacts. 

l.Spot Contract: Under the modus operandi of the operation of the foreign exchange market, companies 

can purchase foreign currency from banks by way of spot contracts such that the currencies traded 

are delivered immediately or not more than three working days from the date of concluding the 

transaction. 



2. Forward Contract: A forward exchange contract is an immediate firm and binding contract between 

a bank and its customer for the purchase or sale of a specified quantity of a stated foreign currency, 

at a rate of fixed exchange at the time the contract is made; for performance (that is  



delivery of the currency and payment for it) at a future time which is agreed upon when making the 

contract. This future time will be either a specific date, or at any time between two specified dates. 
A forward contract may be either fixed or optional. 

In Nigeria, it appears that the operating technique is spot contract since major transactions are 
traded at the IFEM on daily basis and the supply effected the same week. The rate of exchange at which 
various transactions are conducted at forex market is determined in various ways, which include: 
i. Trade Weighted Exchange Rate: This is the value of a domestic currency expressed in terms of 

a weighted basket of currencies of major trading partners. The weight assigned to each currency 
reflects the volume of trade with the country of domicile. The weights are reviewed periodically 
to take account of changing patterns of trade. 

ii. Dutch Auction System (DAS): This is a method of exchange rate determination through auction 
where the bidders pay according to their bid rates. The ruling official rate is arrived at with the 
last bid rate that clears the market where the authorities elect to operate a single exchange rate. 

iii. Average Pricing Method: This is a method of exchange rate determination where the average 
of bid rates is applied as the ruling exchange rate. 

iv. Marginal Pricing method: This is the method in which bid rates are arranged in a descending 
order of magnitude. The last bid rate at which available foreign exchange is exhausted, 
marginal rate, is applicable exchange rate. It is both the official exchange rate and the rate at 
which banks buy foreign exchange. 

v. Model Average Method: This is the method of determining the exchange rate by averaging 

the 

rates tending towards the mode. 
vi. Dual Exchange Rates Regime: This is a situation where two exchange rates are in existence in 

an economy. It is a special case of a multiple exchange rate regime where more than two rates 
exist for international transactions. 

This was the practice in Nigeria up to the end of 1998 fiscal year. Its negative effect is 
that it allows for round tripping where foreign exchange is obtained at the official market for 
N22.00 to a US$1 is sold atN80.00 to US$1 at AFEM/IFEM. 

Factors Affecting Foreign Exchange Rates 

The operation and management of currency transaction in international market is global and it 

is influenced by many factors which may weaken a currency in favour of other ones as the other 

currencies strengthened. Some factors which may affect the exchange rate of a nation’s currency 

include: 

i. Price levels and the rate of inflation in a country: If the rate of inflation in country “A” is 

higher than the rate of inflation in country “B”, country A‟s currency will be losing value 

relative to country B‟s currency. This means that goods exported from country „A‟ to country 

„B‟ would be more expensive to buyers in that country and vice-versa. This will definitely 

increase the demand for country B‟s goods in country „A‟ and consequently increase the demand 

for country „B‟ currency. 

ii. The balance of payments: If a country has a surplus in her current balance of trade that may 

experience foreign currency surpluses which in effect will create market pressures for 

fluctuations in the exchange rate between her currency and other currencies. A surplus in its 

balance of payment pushes the currency value higher and vice versa. 

iii. Interest rate differentials: Interest rates refer to returns an investor would receive by investing 
either at home or abroad. The decision of an investment in a foreign currency is based on the net 
yield factor. The investor would therefore be interested in investment in a country where the 
interest rate is higher than in any other countries. The demand for that country‟s currency will 
definitely push up its currency exchange value. 

iv. Confidence and Speculation: The confidence of dealers in the future economic and political 
position of a particular country based perhaps on speculation, will probably affect their quoted  
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forward contract rates for the currency of that country. For example, if an investor speculates a 

fall in the value of a currency, and wishes to receive that currency in the future, he will sell the 

currency forward at the current rate in order to avoid any loss. 

v. Leads and Lags: Leads means a rush to pay in currency (or sell same or ahead of time 

normally chosen for payments (or selling). Lags means a delay in payment or sale of currency. 
A Nigeria importer who must pay for goods in a foreign currency will likely pay now instead 
of taking a period of credit or import more of the goods now whilst Naira still has a high value 
and keep larger inventories rather than wait until future dates. This action will create more 
demand for banks to sell currency to the importers in exchange for Naira and the effect may 
lead t o depreciation in the exchange rate of local currency in favour of the other which 

suddenly experience high demand. 

vi. Central Bank Intervention: Central Bank of Nigeria (CBN) often intervenes in the market to 
buy or sell its domestic currency because of the need to prevent major devaluation of the 
exchange rate of Nigerian Naira. 

vii. Exchange Control Regulations: At times, interventions in the market by the CBN are 

unlikely to protect a currency‟s value. The government might decide to impose exchange 

control regulations which will restrict outflow of capital and have impact on the country‟s 

foreign exchange reserves and on the exchange value of the country‟s currency in terms of 

other currencies. 

Economic Significance Of Foreign Exchange Reserve Management 

A nation‟s foreign reserve is a measure of the buoyancy of its domestic economy and its 
external stock of wealth. As such it is significant to its economic development in the following ways: 
1. It confers immense purchasing power and ability of choice and multiple investments opinions 

upon the nation, government and citizenry. Most capital goods in developing countries are 
imported from industrially developed nations. Often times, we are forced to accept what a 
trading partner is willing to offer on credit terms rather what we would have obtained if we hold 

ready cash - or foreign reserve from which to settle obligations arising from such transaction. 
2. Enhanced international confidence in domestic economy. The world and international financial 

institutions rate each economy on its level of external stock of wealth. It is also used as index 
of the performance of the domestic economy, less developed nations are so called because of 
their increasing external debt rather than growing external reserves. 

3. Influence or the exchange rate of domestic currency. One of the determinants of rate of exchange 

of domestic currency vis-a-vis other international currencies is its reserves of benchmarking 
hard currencies such as US Dollar, Japanese Yen, British Pound Sterling. The larger the level of 
a country‟s reserves, the more likely the upward trend in the rate of exchange of its domestic 
currency. 

4. Balance of payments: Foreign reserves is a major source of settling imbalance in international 
trade for both visible trade and invisible transactions. Most third world nations continue to carry 

huge balance of payments deficit thus increasing their external debt because of their meager and 
dwindling foreign reserve. 

5. Creation of more opportunities for high yielding investment in other nation‟s economy. It was 
reliably quoted by Times International in 1992 that as at the time of the Gulf War the 
investment of Kuwait in the USA yielded as much as average of $12m earnings on average 
daily basis. Hence the strategic importance accorded the nation‟s economy by the government 

of the United States of America. 
6. A bedrock to economic independence. The major constraint to growth and development of most 

third world economies is the string of debts which bind them to their trade partners. A nation 
with well managed foreign reserve and less significant overdue debt would enjoy freedom in 
handling its national economy without the imposition of conditionalities by its creditors, which 
its government is expected to reflect in the nation‟s economic policies. 

 



7. Reduce the Debt Burden: In 1991 alone debt service took 47.4% of our foreign earning while it was 

32.5% in 1992. Debt service has continued to take a large proportion of our foreign earnings as 
reflected in the Tables 1 and 2 below. It is amazing why more than N234 billion of our annual 
revenue (converted to Naira at the ruling exchange rate) should be expended on debt servicing 
by the end of 2001 as shown below. Should the nation have had significant foreign reserves to 
pay its external debt burden, the proportion of our annual earning spent in debt services would 
have been grossly reached. 

Table 1 

 

 

Constraints To Effective Foreign Exchange Management In Nigeria 1. 

Excessive Demand 

From the inception of a deregulated foreign exchange market in 1986 until now, demands have 

constantly outweighed the amount supplied to the market. This gap is accounted for by the following: 

1. Our undue taste for foreign goods. 

ii. Over-dependence of our industries on foreign inputs. 

iii. Reliance on oil exports as a source of foreign earnings. Crude oil still accounts for more than 

70% of our foreign earnings. 

2. Mismatch in Policy Pursuit 

The underlying principle of deregulated market is the unhindered operation of price 

mechanism of demand and supply to establish and moderate the exchange rate. More than usual, the 
Central Bank of Nigeria had intervened to enforce exchange rate at the market. The reason is to 
forestall massive depreciation of Naira vis-a-vis other nations‟ currencies. Yet the same intervention 
continues to weaken the domestic currency and create business opportunity for round-tripping trading 
by unpatriotic bank officials. The continuous depreciation of naira exchange rate in the foreign 
exchange market from 1998 to August 2003 is shown in Table 3 below: 

The gap between parallel market and CBN rate is a major concern and clear evidence about the 
defect in our policy on the management of foreign exchange. This has encouraged the plague of round 
tripping by some fraudulent bank officials in Nigeria. For example a dealer in August 2003, which 
sourced the exchange at fore AFEM and sold at parallel market would have made a gain of at least 
N12.50 per dollar - allowing for a margin of N1 for selling price at N142/USS1 at parallel market.  

External Debt Services in Nigeria 
(Milli 

on USDollars) 
Year Principal $‟ 

Millions 
Interest $‟ Millions Penalty $‟ Millions Total 

$‟ Millions 

1998 740.5 527.0 5.0 1,272.5 

1999 1,187.1 476.5 61.2 1,724.2 

2000 1,411.7 278.9 23.6 1714.2 

2001 1,900 153.2 18.0 2071.2 

Source: Compiled from CBN Annual Report various issues 
 

Table 2 
Total External Debt Service in Nigerian naira 

Year $‟ Millions IFEM (CBN) 

Conversion Rate 

ofUS$l 

N billion 

1998 1272.5 80.0 101.8 
1999 1724.8 97. 167.31 

2000 1714.2 102 178.5 

2001 2071.2 113 234.05 

Source: Generated from table 1 above (the exchange rate is rounded off to the nearest 
whole naira). 
 



 

TABLE 3: Exchange Rate of US! >1 to Naira 

YEAR IFEM/AFEM 

N 
Parallel Market 

Bureau de change N 

1998 80 87.87 

1999 97.23 99.26 

2000 101.65 121.50 

2001 113.45 135.5 

2002 112.15 135 

2003 128.20 * 142 ** 
 

Source: CBN Annual Report various issues 
* Exchange Rate as at August 20, 2003 - Dutch Auction System 106th session. (Source - Financial 

Standard, 
Sept. 1, 2003.) 

** Exchange Rate as at August 22, 2003, (source - Business Times Sept. 1, 2003.) 

Government Undefined Role In Forex Market 

Until the beginning of 1999, government transactions enjoyed a privileged rate of first tier 
market of N22.00 to US$1 while private sector sourced same fund at almost 400% of first tier rate. This 
allowed most government officials to obtain the fund at the first tier and sell the same 300% profit in the 
second tier. After the abolition of first tier, government sells forex at determined exchange rate in the 

forex market through CBN. Should government through the CBN continue to be a participant or 
regulator of the forex market in Nigeria? 

Misallocation Of Foreign Earnings 

At the initial stage of SFEM only merchandise trade benefited at the expense of priority sectors 
in Nigeria. This was addressed by sectorial allocation in 1995. However since the abolition of AFEM - 
(Autonomous Foreign Exchange Market), major manufacturers find it difficult to source fund at 

prevailing rate. Consumable goods continues to dominate transactions in the foreign exchange which 
should had been invested in growth and development promoting ventures continues to be wasted on hotel 
bills, cheese and importation for raw materials, sugar, milk and textile materials all which could have 
been manufactured from locally sourced materials here in Nigeria. 

Bank Operating Interest 

Banks are the major operators at the forex market. But banks operate for profit motives. Even at 

the much publicized IFEM the exchange rate worsened against the Naira because funds obtained by 
banks from alternative sources are not traded in the market but other avenues at profit. Thus the local 
currency continues to depreciate in favour of the US dollar. 

Commoditization Of Naira - A Misguided Policy 

Commoditization of Naira: a misguided policy. The major policy error of SAP is the imposition 
of IMF conditionalities of commoditizing a local currency. This brought naira into market the as if it is a 

traded commodity. Nowhere in the world that local currency is bidded for on daily basis as in Nigeria 
without a form of regulation. Government role through the Central or Reserve Bank has always been 
significant in maintaining the value of the local currency. This has not been possible for the managers of 
our domestic economy. 

Recommendations 
1. In view of the economic predicaments of the less developed countries, there is need to pursue 

appropriate domestic policies equipped to improve the quality and quantity of domestic 

investment, discourage capital flight and maintain external competitiveness for our products. In 

the same vein, the terms of new borrowings should be well negotiated and must be used to 

finance projects whose economic viability is not in doubt and which are capable of generating 

sufficient foreign exchange required to service the debts and repay as at when due.  



2. The world economy is tending toward globalization, if Nigeria is to benefit from the gain of this 

trend, we need to diversify our economic base from monolithic foreign exchange earning 
commodity that is, crude oil. This has been an integral part of adjustment package of economic 
development in developing countries. Effort should be made to promote trade in other 
commodities with other developing countries. Our home industries should be encouraged through 
incentives to embrace the use of local materials to produce at international standard for favourable 
competition in foreign markets. 

3. Investment in the agricultural sector should be encouraged and processing industries established to 
handle their output such that only processed agricultural products would be produced for export 
rather than raw- material, which command low price in the international market. 

4. Additionally, Federal Government should hasten to put into operation the export price adjustment 
compensation scheme, export performance grants fund, duty draw back suspension scheme, export 
credit guarantee scheme to stimulate export and enhance more earnings from non-oil exports. 

5. The Bureau de change scheme should also be allowed to operate if only to marginalize the evils of 
black market activities in foreign exchange. However, direct allocation should be emphasized and 
the CBN should initiate utilization inspection procedure to monitor usage such that raw materials 
will not be imported in disguise for machinery. Non-productive less priority sector should be at 
inter-bank or parallel market but priority sector should enjoy the privilege of CBN concession. 
There is need for the pre-shipment inspection agents and the customs officials to be more up to 

their responsibilities to forestall dumping, smuggling and other export related malpractices. 
Modem infrastructure and technology adequate to policing the country‟s seaport, air and land 
routes including the footpaths should be installed for internal security and minimization of foreign 
exchange leakages through smuggling. 

6. As the government embarks on market-oriented economic policies, there arise the necessity for a 
sound, consistent industrial policy to provide conducive atmosphere for industrial development. 

Situations where the manufacturing sector remains consumer based rather than producer - oriented 
and in which local industries fail to fully utilize their installed capacity do not augur well for a 
growth aspiring nation like ours. 

7. For effective foreign exchange management, availability of adequate statistics is very vital. The 

more information that are available on resources inflow and outflow particularly as it concerns 

invisible transactions, the more realistic it will be to formulate effective policy and monitoring 

techniques to minimize waste and leakages from the hard earned foreign reserves. The allocation 

and utilization of foreign exchange resources should focus on growth inducing industries not on 

importation of items that would yield no productive benefits to the whole economy 

Conclusion 

Effective foreign exchange management is fundamental to the achievement of the macro- 
economic goals such as balance of payment equilibrium, structural-balance economic growth, full 

employment and price stability, which are admirable indices of sustainable development. 
Hitherto our policies have been pro-demand management aimed at minimizing leakage and curtail 

imports, while little attention has been paid until recently, to effectively utilize and exploring alternative 
of supplementary sources of foreign exchange other than the oil sector. 

It has also been discovered that the various stringent demand management measures including 
imposing penalties have not actually eliminated foreign exchange malpractices rather, they have 

compounded and made more complex the task of managing foreign exchange. As the regulations are 
imposed, more cunning escape routes are devised in a bid to circumvent the regulations. Official 
corruptions, capital flight, arranged deals and flourishing foreign exchange black market continue 
unabated. Foreign exchange management policy should henceforth discriminate between growth 
 

 



promoting sector and less productive ones. This area should be given due recognition in allocation while 

others should be left to deregulated allocation. Unless this is done, the future holds no respite for the 

present predicament of under-development and dwindling exchange rate of our local currency. 
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