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Abstract 
The study investigated the determinant of exchange rate in Nigeria. The 

study explores secondary data between 1981 and 2018 via Auto Regressive 

Distributed Lag (ARDL). Based on the result of stationarity test. ADF was 

used to test for level stationarity of the variables. The result revealed that 

there is an existence of long run relationship between exchange rate and 

all other variables of interest in Nigeria. Thus, exchange rate and other 

variables of interest can co-move in the long-run. The study recommends 

among others that Nigeria government should make concerted effort at 

improving the economy through prevention of fluctuations of exchange 

rate. 

Keywords: Fixed Exchange Rate, Structural Adjustment Programme 

(SAP), Floating Exchange Rate, Autonomous Foreign Exchange Rate. 

 

Introduction 

Exchange rate is one of the major macroeconomic variables in economic 

activity of the country, especially external relationship with other countries, 

each exchange rate which is also known as foreign exchange rate, forex or 

Agio between two currencies is the rate at which one currency is being 

exchanged for another. Exchange rate is the price of foreign currencies in 

terms of the domestic currency. It is usually determine on principle by the 

interplay of supply and demand in a free market environments. (GT Blog 

2015)   Most often, it sends signals that affects consumption and investment 
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decisions and therefore influences consumption and value of aggregate, 

demand and supply. It is the major instrument that affects the structure as 

well as the prospects, for structural change due to its role as the determinant 

of the relative prices of tradable to non-tradable. Exchange rate is said to be 

in equilibrium when it facilitates the achievement of external and internal 

balances in the economy, Sunday, Stephen, Uyeabo and Babatunde, (2017).  

Prior 1996, fixed exchange rate was being practiced in Nigeria. The Naira 

was pegged against the British pound and later on American dollar. But, 

with the collapse of the Bretton Wood institutions, flexible exchange rate 

was adopted, and the Nigerian exchange rate was allowed to float and its 

values to the American dollar determined by market forces of demand and 

supply. The government employed various policies to ensure exchange rate 

stability. Such policies include; second Tier Foreign exchange market 

(SFEM), Autonomous Foreign Exchange Market (AFEM), Inter-bank 

Foreign Exchange Market (IFEM) the England Foreign  Exchange Market 

(FEM) and Dutch Auction System (DAS). However, the inability and failure 

of each policy to achieve stability in the exchange rate led to the adoption 

of another. In spite of the various efforts of government to achieve exchange 

rate stability (as well as avoiding its fluctuations and misalignment) in the 

last two decades the Naira continued to depreciate against the American 

dollar (Obi, Gbona and Abu 2010).The introduction and adoption of 

structural adjustment programme (SAP) in 1986 in order to determine a 

realistic exchange rate in Nigeria. However, Bakare & Olubokun (2011) 

exchange rate in Nigeria are often sensitive and controversial due to 

structural   transformation.   Such   transformation   includes   reducing   

import   or expanding non-oil export, led to a depreciation of the normal 

exchange rate.   

 

Statement of Problem 

Exchange rate policy in Nigeria has witnessed different phases from 

independence to the earliest part of 1986. For a developing country like 

Nigeria that is highly dependent on trade, the exchange rate plays a 
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significant role in the ability of the economy to attain its optimal productive 

capacity. However, the failure of the exchange rate to achieve its objective 

in developing countries due to unstable nature has been a subject of 

research to many scholars in the past. Obadan (2006) summarized the 

instability to some factors, that led to the misalignment of the real exchange 

rate in Nigeria to include import dependent production structure, fragile 

export base, weak production base, weak non-oil export earnings, 

expansionary and fiscal policies, inadequate foreign capital inflow, excess 

demand for foreign exchange relative to supply, fluctuations in crude oil 

earnings, unguided trade liberalization policy, speculative activities and 

sharp practices. Other include over reliance on imported foreign exchange 

market, heavy debt burden, weak balance of payment position and capital 

flight. The important question is "what are the determinant factors of 

exchange rate in Nigeria? The objective of the study is to present a dynamic 

model of exchange rate determination in Nigeria.   

 

Literature Review 

Theoretical Framework 

The demand for a country's currency is an important determinant of the 

exchange rate. For example, if the demand for a country's currency is high, 

it will lead to exchange rate appreciation and vice versa (Mamta 

Chowdhury, 1999; Jhingan, 2003). Government fiscal policy also influences 

the movement of the exchange rate. For instance, an expansionary fiscal 

policy that raises government consumption expenditure would lead to high 

domestic demand for tradables and non-tradables. This in turn leads to 

increase in commodity prices and exchange rate appreciation. Lastly, 

technological improvement (measured by the growth of real GDP) is also 

useful in explaining the exchange rate movement. Advancement in 

technology among other things raises the efficiency and productivity of 

factors of production, reduces costs of production and prices of the 

tradable, and increases their competitiveness. This leads to exchange rate 

depreciation. However, if the advancement in technology raises income 
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and demand for non-tradables, but reduces the relative prices of tradeables 

to non-tradeables, exchange rate will appreciate (Mamta Chowdhury, 

1999). Thus, balance of payment theory is adopted in this research work.  

Balance of payment theory states that changes in a country’s national 

income affect the country’s current account. Consequently, the exchange 

rate is adjusting in a new level in order to achieve new balance of payments 

equilibrium. (CurrenciesFX.com).  

 

Meanwhile, Balance of Payments is the general account that encompasses 

all the payments and receipts of the residents of a country in their 

transactions as well as residents of foreign countries. This account includes 

the following transactions. Earning from foreign investment, 

Traded goods and services, Foreign aid, new investment, Capital flows 

between central banks and treasuries (cash or gold) there must be equality 

between annual payments and receipt of each country. Any discrepancies 

lead to deficit or surplus in the balance of payments.  

 

 Payment > Receipt Deficit    

 Payment < Receipt Surplus   

 

The relationship between the National Income, Current Account, and 

Exchange Rate. In an economy where interest rate is stable, with rising 

national income, as well as raising demand for foreign goods. The stronger 

demand will lead to increased amount of inputs, which will consequently 

lead to a new equilibrium in current account balance. Thus, the exchange 

rate of the country works as a transmission mechanism of restoring the 

balance of payment equilibrium. Subsequently, the exchange rate of such 

country will depreciate, so as to make imports more expensive and 

therefore restore the balance between exports and imports. However, if 

national income falls, the imports will shrunk and the exchange rate will 

appreciate in order to restore the equilibrium in the current account 

balance.  
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Empirical Literature Review 

Many scholars have conducted empirical research in order to examine 

factors that influence the movement of the exchange rate. For instance, Yu 

Hsing (2006) empirically examined the determinants of short-term real 

exchange rates for Venezuela. The author confirmed that government 

deficit has positive effect on exchange rate, while broad money supply, 

world interest rate, county risk, and the expected rate of inflation have 

negative impact on exchange rate. The author suggested that, authorities 

should avoid fiscal indiscipline in order to prevent the exchange rate from 

real appreciation since it will check the country's exports from declining. 

Annsofie Petersson (2005) investigated the variables that affect exchange 

rate movements in Sweden, the United Kingdom and Japan against the US 

dollar for the period 1995 to 2004. The results indicate that interest rate 

differential is statistically significant in explaining changes in exchange rate 

in the three countries. In addition, interest rate has negative effect on 

exchange rate in Sweden and the United Kingdom. However, the influence 

of money supply, industrial production, and inflation differential on 

exchange rate varies between the countries. Odedokun (1997) studied a 

group of 38 African countries, by examining the impact of macroeconomic 

policies, devaluation and fundamentals on real exchange rate movement. 

The author found that public sector fiscal deficits, growth of domestic 

credit, domestic absorption-GDP ratio, government consumption-GDP 

ratio, private consumption-GDP ratio, improvement in terms of trade, 

income per capita and black market exchange rate premium lead to real 

exchange rate appreciation. On the contrary, devaluation, investment-GDP 

ratio, consumer wholesale price ratio in trading-partner countries, and 

economic growth in industrial countries result in real exchange rate 

depreciation. Studies by Hsieh (1982), Marston (1987), and Edison and 

Klovland (1987) indicated that productivity differentials lead to exchange 

rate appreciation, thus confirming the Balassa-Samuelson effect. 
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Imed Drine and Christophe Rault (2003) analyzed the main determinants 

of the real exchange rate in the Middle East and North Africa (MENA) 

countries. The authors' findings illustrate that output per capita; 

government consumption, real interest rate differentials, and the degree of 

openness of the economy influence the real exchange rate. In Zambia, 

Beatrice (2001) employed a co-integration technique to investigate the long-

run determinants of the real exchange rates for imports and exports, and of 

the internal real exchange rate. The results showed that real exchange rate 

for imports is affected by terms of trade, government consumption, and 

investment share. Moreover, terms of trade, central bank reserves and trade 

taxes have long-run impact on the real exchange rate for exports. It was also 

found that terms of trade, investment share, and the rate of growth of real 

GDP have long-run effect on the internal real exchange rate. Lastly, foreign 

aid and openness have short-run influence on the real exchange rate 

indices. 

 

David Faulkner and Konstantin Makrelor (2008) used the single Engle 

Granger techniques to examine the drivers of the manufacturing 

equilibrium exchange rate over the period 1995 to 2006 in South Africa. The 

authors results showed that unit labour cost, productivity, government 

expenditure, and openness are the main drivers of the manufacturing 

exchange rate. In his paper, Mamta Chowdhury (1999) observed that 

nominal devaluation plays an important role in the real exchange rate 

determination. The author also reported that net capital inflow, foreign aid, 

trade restrictions and macroeconomic policies lead to real exchange rate 

appreciation in Papua Guinea.  

 

However, the author did not confirm any significant influence of the 

improvement in external terms of trade on trade-weighted real exchange 

rate. MacDonald and Ricci (2003) found that terms of trade, real interest rate 

differential, net foreign assets, and GDP per capita have positive influence 

on real exchange rate in South Africa. On the other hand, the degrees of 
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openness and overall fiscal balances have negative impact on real exchange 

rate. Speller (2006) investigated the exchange rate determinants in the 

industrialized commodity currency economies. The results illustrate that 

the price of the commodity exports was an important determinant of the 

real exchange in the group of countries studied. Frankel (2007) revealed that 

real exchange rate is positively related to terms of trade, real interest 

differential and lagged real exchange rate. However, capital account 

liberalization, risk premium and per capita income have negative effect on 

real exchange rate. Patel and Srivastava (1997) discovered that investment-

GDP ratio, overall fiscal deficit and nominal exchange rate were the 

principal determinants of real exchange rate in India. 

 

In Angola, Takaendesa (2006) confirmed that terms of trade, real interest 

rate differential, domestic credit, openness and technological progress have 

long-run impact on real exchange rate. Overall, terms of trade, domestic 

credit and openness have significant influence on real exchange rate in the 

short-run, while terms of trade and domestic credit have both short-run and 

long-run effect on real exchange rate. In the same vein, Enrique Gelbard 

and Jun Nagayasu (2004) examined the determinants of Angola's real 

exchange rate. They found that the most important determinants of real 

exchange rate are oil prices and foreign interest rate. However, their results 

did not support the argument that monetary growth influences exchange 

rate. Thus, they advised that a flexible exchange rate is more appropriate 

than a fixed exchange rate regime. The econometric results of Aron et al. 

(1997) are indeed revealing. Firstly, they showed that capital flows lead to 

exchange rate appreciation. Secondly, trade openness, government 

expenditure; non-gold terms of trade and real price of gold have both short-

run and long run effects on real exchange rate. That is more openness, 

worsening terms of trade and reduced capital flow lead to real depreciation. 

However, unsustained government expenditure results in exchange rate 

overvaluation. Moreover, nominal devaluation has a significant negative 

effect on the real exchange rate, while the lagged nominal devaluation has 
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a significant positive effect on real exchange rate. Furthermore, excess 

domestic credit supply has a significant positive influence on real exchange 

rate, thus increases in domestic credit supply lead to exchange rate 

appreciation. Lastly, lagged growth differentials has positive and 

significant impact on real exchange rate, in Nigeria, Obadan (1994) reported 

that, whereas improvement in terms of trade leads to appreciation in 

nominal exchange rate, increases in net capital inflows results to real 

exchange rate appreciation. Furthermore, increases in monetary aggregates 

lead to real exchange rate depreciation. On his part, Juraj Stancik (2006) 

reported that whereas openness has a negative effect on exchange rate 

volatility, the ‘news’ variable has a positive influence on exchange rate 

volatility among the new EU members.   

 

Methodology 

The model used for this work is guided by the theoretical frameworks 

especially monetary model and is guided by literature review discussed in 

the previous section with special references to Balassa Samuelson 

hypothesis, which state that productivity differential affects the movement 

of the real exchange rate. The model for this work is guided by the 

theoretical frameworks especially monetary model and is guided by 

literature review discussed in the previous section with special references 

to Balassa Samuelson hypothesis, which state that productivity differential 

affects the movement of the real exchange rate. The following variables will 

be employed in analyzing the determination of exchange rate in Nigeria. 

They include: Exchange rate, Money supply, Interest rate, interest, inflation 

rate, government expenditure, trade openness, gross domestic product and 

gross capital formation.           

The model is specified thus;  

EXR = f (MS, INTR, INFR, GE, GDP, and GCF) …………. (1)   
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EXR = α0 ∑ 𝛼1𝑖𝑀𝑆𝑡−𝑖 +

𝑛

𝑖=1

∑ 𝛼2𝑖𝐼𝑁𝑇𝑡−𝑖 +

𝑛

𝑖=0

∑ 𝛼3𝑖𝐺𝐸𝐸𝑡−𝑖 +

𝑛

𝑖=0

∑ 𝛼4𝑖𝐺𝐷𝑃𝑡−𝑖

𝑛

𝑖=0

+ ∑ 𝛼5𝑖𝐼𝑁𝐹𝑅𝑡−𝑖 +

𝑛

𝑖=0

∑ 𝛼6𝑖𝐺𝐶𝐹𝑡−𝑖 +

𝑛

𝑖=0

𝛽1Δ𝑀𝑆𝑡−𝑖 +  𝛽2Δ𝐼𝑁𝑇𝑅𝑡−𝑖

+ 𝛽3Δ𝑇𝐺𝐸𝑡−𝑖 +  𝛽4Δ𝐺𝐷𝑃𝑡−𝑖 +  𝛽5Δ𝐼𝑁𝐹𝑅𝑡−𝑖 +  𝛽6Δ𝐺𝐶𝐹𝑡−𝑖 +  𝜀𝑡 
 

 

Where 

EXR = Exchange Rate     

INTR = Interest Rate   

MS  = Money Supply   

INFR = Inflation Rate    

TGE = Government Expenditure    

GDP = Gross Domestic Product    

GCF = Gross Capital Formation  

 

Data and Estimation Technique   

Annual time series data for the period of 1981 to 2017 was empirically 

investigated following three main steps. The data were collected from 

Central Bank of Nigeria statistical bulletin.   

 

First, the stationary of the variables were tested using Augmented Dickey 

fuller method. Two of the variables were stationary at first difference i.e. 

(I0) while others were stationary at first difference.   

 

Based on the result of the unit root test i.e. the variables were combination 

of I(0) and I(1) series, ARDL Auto regressive Distributed Lag bound testing 

approach was employed in analyzing the data because of its advantages.. 

The method was developed by (Pesaran et al) 2001 ARDL bound testing 

approach is applicable to variable with different order of integration  
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I.e. purely I (0) and I (1). In addition, ARDL bound testing approach is more 

suitable and gives a better results for small sample size and capture the 

short and long run parameters simultaneously. Haug (2002). The sign( ∆) in 

the model indicates the first difference operator and s indicate the long 

run coefficient and short run coefficient are represented as the hypothesis 

of no cointegration deals with H0: 1 = 2 = 3 = 4 = 5 = 6 = 7 = 0 and 

H1: 1 2≠ 𝛌3 ≠ 𝛌4 ≠ 𝛌5 ≠ 𝛌6 ≠ 𝛌7  0 is an alternative hypothesis of 

cointegration.  

 

Next step is to make comparison between the calculated F-statistic with 

critical values Narayan (2005) generated for small samples between 30 and 

80 observations. One set assumes that all variables are I (0) and the other 

set assumes that all are I (1). So, if the calculated F-Statistic exceeds the 

upper critical bounds value, then H (0) is rejected. If F-statistic falls within 

the bounds, the test is inconclusive. Lastly, if F- statistic falls below the 

lower critical bounds value; it implies there is no cointegration.  

 

        Table1:              Unit Root Test        
 

Variables  

Level 

difference 

 Probability 

  

Order of 

Integration 

First 

difference 

Probability Order of 

Integration 

Log(exrc)        -4.0641  0.0002 I(1)  

Log(gcf)        -4.4045  0.0013 I(1)  

Log(gdp)       -7.2147 0.0000 I(1)  

Inf -3.8029  0.0004 I(0)    

       

Int  -4.9518 0.0002  I(0)     

Log(m2)       -3.2335  0.0263 I(1) 

Log(tge)     -7.2147  0.0000 I(1) 

Author’s Computation from E-View (2020) 

  

To establish the order of integration of variables, standard test was 

conducted using Augmented Dikey fuller generalized least square (DF-
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GLS) detrending test developed by Elliot et al (1996) as shown in the table 

below.  

 

Inflation variable is stationary at levels while all other variables are 

stationary at stationary at first difference.  

   

Table2:     ARDL Result   

 
C  0.325088  0.619212  0.525003  0.6054  

  
   

Author’s Computation from E-View (2020) 

*Note: p-values and any subsequent tests do not account for model  

 selection. 

 

The result from the table above showed that, there is an inverse relationship 

between GDP and exchange rate. An increase in GDP will lead to a fall in 

exchange rate while a fall in GDP will lead to an increase in exchange rate. 

Also, there is an existence of direct relationship between inflation, interest 

LOG(EXR( -1))  0.506975

  

0.077305

  

6.558155

  

0.0000

  

LOG(GCF)  0.393183  0.165679  2.373170  0.0278  

LOG(GDP)  -1.065316  0.414120  -2.572480  0.0182  

LOG(GDP(-1))  0.143199  0.466406  0.307026  0.7620  

LOG(GDP(-2))  -0.069389  0.213496  -0.325014  0.7485  

LOG(GDP(-3))  -0.092882  0.200645  -0.462919  0.6484  

LOG(GDP(-4))  0.763190  0.159455  4.786245  0.0001  

INF  0.004744  0.002597  1.826837  0.0827  

INT  0.028252  0.009187  3.075042  0.0060  

LOG(M2)  -0.636963  0.177798  -3.582505  0.0019  

LOG(TGE)  0.993913  0.159268  6.240524  0.0000  

     
     Variable  Coefficient  Std. Error  t - Statistic  Prob.*   
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rate, Gross Capital formation and Total Government Expenditure. While 

money supply exhibit an inverse relationship with exchange rate.  

  

Table3: ARDL Bound Test     

Test Statistic   

 

Value   

 

k      

   

F-statistic    
16.20194 

  
2      

Critical Value Bounds       

     

Significance  

 

I0 Bound 

  

 

I1 Bound     

   

10%    3.17  4.14    

5%   3.79   4.85     

2.5%   4.41   5.52     

1%   5.15   6.36     

Author’s Computation form E-View (2020)     

 

F-statistic is higher than the lower bound thus, ARDL Bound test also show 

that there is a long run relationship between the exchange rate and all other 

variables of interest. Therefore, H (0) is rejected. Thus there is cointegration. 

It implies that the variables can move together in the long-run.  

 

Conclusion and Recommendations  

The study investigated the determination of exchange rate in Nigeria from 

1981 – 2017, preliminary test was carried out to determine the order of 

integration which were I (0)s and I (1)s.  This infomed the use of ARDL as 

technique of analysis and bound testing was applied on the variables.  The 

result showed that there is long run relationship between exchange rate and 

the variables that determine the exchange rate in an economy. It implies 

that exchange rate and other variables in the model can co-move in the long 

run. The study recommends among others that Nigeria government should 
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take concerted effort at improving Nigerian economy through prevention 

of  flunctuations in the exchange rate 
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