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I. INTRODUCTION

I. The report on the impact of, and strategies to combat, external shocks in African monetary zones, with
particular reference to the West African Economic and Monetary Union (UEMOA), the Central African
Monetary Union (UMAC) and the specific case of Nigeria, sets out to assess the effects of external shocks on
the existing monetary zones in Africa and highlight possible measures which member countries can pursue in
an effort to guard against these shocks or at least minimize their effects. The report addresses in particular,
issues relating to the magnitude of external shocks on the economies of African countries which are members
of the monetary zones in question, strategies thus far evolved by those countries and their neighbours
(particularly Nigeria) to contain these shucks and finally, policies which could be pursued by countries (members
as well as non-members of a monetary zone) to strengthen their resilience in the face of external shocks.

2. In the search for solutions to these issues, external shocks may be defined as events originating
externally and transmitted into the national economy by way of trade and international finance. They are linked
to terms of trade, downswings in global demand, interest-rate fluctuations in external borrowings, and changes
in monetary parity. They are partly as the root of the serious economic crisis currently facing African
economies.

3. The effects of these shocks affect different countries in varying degrees depending on the degree of
openness vis-a-vis the global economy, the level of diversification, the resource base, and the nature of the
economic policies pursued to meet these challenges.

4. A clear perception of the nature and effects of the shocks will facilitate the formulation of appropriate
and remedial economic policies by African countries with a view to minimizing their effects.

II. PRINCIPAL CHARACTERISTICS OF EXTERNAL SHOCKS

5. In economic analysis relating to developing countries. external shocks are an undeniably important
consideration. Though this is generally recognized. serious weaknesses and certain limitations are frequently
witnessed at the policy-making and operational levels. Though the term shock is by no means uncommon in
the literature of macro-economic analysis. its significance does not always appear to be clearly understood. It
carries the simplistic connotation of a violent. momentous event originating independently of the economy and
the system concerned.

6. A tax increase may be interpreted as a shock by private-sector operators, taken as a bloc. It is not so
for the government instituting it. Furthermore. to be described as a shock, an event in the economic arena
should have a certain maguitude: a 0.5 per cent decrease in rainfall totals cannot be considered as a climatic
shock. Finally, a shock must bring about a shake-up within the system concerned: an increase -- even a sharp
global increase -- in the price of a commodity which is neither produced nor consumed in a given economy is.
a priori, not a shock for that economy.

7. The multiplicity of exogenous factors makes it necessary to focus on those that exercise a significant
intluence on the economies concerned. At the same time. it should be borne in mind that there is no objective
measure for external shocks.

III. APPROACHES TO THE EVALUATION OF SHOCKS

8. Either of two methods may be used in the evaluation of a shock: the arithmetic or accounting method.
and the econometric method.
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(a) The arithmetic or accounting method

9. This consists in deriving the value of an indicator from the initial values of its components, which are
factors in the economic environment, and then expressing this indicator as a variate, or variation ratio, in
relation to the initial period. This method highlights the effect of systemic behaviour on the profile of the
indicator. Thus, for instance, the balance oftrade is evaluated on the basis of constant import and export prices.

10. Two limitations of this method are:

(a) It is only applicable to a limited number of indicators for which factors of the economic
environment can be isolated. For example, consumption can not be quantified on the basis of constant import
prices:

(b) It is not possible, with this method, to establish what would have been the magnitude of the
indicator in the absence of the shock. Thus, in the balance of trade example, the possible quantitative effects
of prices are not taken into account;

(b) The econometric method

[I. This differs from the method described above in that it focuses on information relating to direct and
indirect consequences of a shock on an indicator by implicitly integrating the functions of four elements, namely:

tar' - The initial shock;

~ The systemic propagation of the shock:

~. The systemic reaction to the shock;

:q1) _ The systemic profile apart from the shock.

(c) Advantageous. limiting and problematic aspects of the econometric method

12. In econometric analysis, the direct and indirect consequences of the shock (its propagation and the
systemic reaction to it) are described by the same explanatory variables. When a shock is diffused within an
economy, its consequences tend to persist (a multiplier effect). A shock may affect the average data for the year
in which it first appears. Consequently, it is possible, for the period following a shock, to overestimate or to
underestimate facets of the economic performance.

IV. THE IMPACT OF EXTERNAL SHOCKS ON THE ECONOMIES OF THE UEMOA,
THE UMAC AND NIGERIA

(a) Deterioration of terms of trade

13. Following external shocks, the economies of the UEMOA and of Nigeria have suffered:

~ A slowdown in economic growth:

~~) A worsening of deficits both externally and on the domestic front:
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_ <pfii)A depreciation in real exchange rates.

14. Econometric tests carried out with respect to countries whose economies are sensitive to fluctuations in
the prices of primary commodities (coffee and cocoa in the case of Cote d'Ivoire, oil in the case of the Congo)
indicate that an improvement in terms of trade leads to an increase in GDP.

15. The terms of trade in turn affect the balance on current operations which, for its part, proportionately
influences the GOP. In countries where the correlation is positive (e.g. Burkina Faso and Togo), either of two
interpretations is possible:

• If the increase in GDP is due to an improvement in terms of trade, deterioration of the balance
on current operations may then be attributable to an increase in imports of goods and services.

• If, on the other hand, an improvement in terms of trade brings about a diminution of the GOP,
the impact of the former on the balance on current operations must be due to other parameters. Since an
improvement in terms of trade boosts export revenues or foreign exchange reserves, it may, ceteris paribus,
enable the countries concerned to meet their external obligations, such as previously contracted loans. which
may reduce the balance on current operations. The market mechanism in which a given country is operating
may, however, be a relevant factor. If it is a competitive market, an improvement in terms of trade will not
necessarily bring about an increase in resources.

16. Where the correlation is both negative and significant (e.g. Nigeria, Cameroon, CAR and Congo), it has
been observed that an improvement in terms of trade in turn brings about a reduction in the deficit of the balance
on current operations.

17. It has also been observed that, for countries in respect of whose economies the terms of trade and the
available credits are negatively correlated, such as Benin, Niger, Mali, Nigeria, Cote d'Ivoire, Senegal, Togo,
Cameroon, Gabon and Chad, an improvement in terms of trade brings about a credit squeeze on the domestic
scene. Having for the most part embarked on Structural Adjustment Programmes (SAPs) since the 19S0s, these
countries have had to commit resources acquired from terms of trade to service external as well as domestic
debt.

(b) External financing

IS. There is usually a positive relation between external resource flows into an economy and growth.
Conversely, a diminution in external resource flows into the economy tends to bring about recession; this is
because the resultant situation is a money crunch. This correlation has been observed with respect to Burkina
Fasn, Senegal and the Central African Republic (CAR), where an increase in external financing has boosted the
monetary position,

, VlI
G h f . ·l.VroWl Inanclng i'~

19. Studies indicate that an increase in growth financing (where, in other words, the borrowing policy is
expansive) bore a negative correlation to the balance on current operations. This suggests that an increase in
growth financing brought about an improvement in the balance on current operations. There are two possible
deductions from this: either the credits granted went into the domestic consumption of goods and services, or
they were committed to activities in respect of which inputs were essentially local. On the other hand, in
Nigeria and Togo, an increase in growth financing has brought about an increase in the deficit of the balance
on current operations.



E/ECA/TRADE/95129/EXEC
Page 4

V. CONCLUSIONS AND RECOMMENDATIONS

A. Conclusion (~LV:>)
20. Exogenous shocks affecting developing countries arise from or are aggravated by phenomena such as:

}fJiJ - Deterioration in terms of trade,

ca;:r _ Recession in the industrialized countries.

~ Increase in interest rates in the financial markets.-
(-d) - Growth followed by a decrease in capital flows.

(t-) ... Growing protectionism on the part of developed countries vis 11 vis the developing countries.

21. A possible orientation of remedial and preventive policies which African countries might adopt with
regard to the untoward effects of external shocks should be centred on the following elements:

_ Monetary integration;

~ Reform of exchange policies;

_ The African monetary fund;

~Adjustment policies relating to import substitution and export promotion.

~I

B. Recommendations \ ~,y

(a) Strategies focusing on monetary integration

22. The objectives here would be to:

r '.
- (iI):f! Boost the monetary stability of member countries;

- r>fl" Stimulate growth and P'=~' stability " exchange mechanisms of member countries

(9;\ [f, \Create conditions that can lead to a convergence of inflation rates;

_ (AJ>l: '~J Foster stable international economic and monetary relations.
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23. Indeed, these objectives. particularly as regards exchange rate stability, inflation rate convergence, and
steps towards economic union, are of major interest to the countries in question.

24. Harmonizing economic policies can be an effective safeguard against shocks on the domestic scene, such
as those relating to demand, inflation, and so on. An effective remedy for exchange-rate fluctuations within the
regional economies, however, is undoubtedly a "tunnel" or "serpent". The most effective measures with regard
to external shocks are those relating to concerted policy frameworks, led by the central banks of the countries
in the region.

25. Finally, the integrative process, focused on monetary srability, exchange rate stabilization, inflation rate
convergence. etc., should effectively address not only the consequences of shocks originating within the region,
but also. by dint of solidarity between States, those of external origin.

(b) Exchange rate policy reform

26. In addressing the effects of external shocks, exchange rate policy reform should be focused on two main
objectives, namely stabilization of national incomes and. concomitantly, management of inflation. This dual
objective can be achieved either through a fixed exchange rate regime, or a floating (flexible) one.

27. A choice has to be made as to the most appropriate exchange rate regime, which is the exchange rate
regime that will best counter the effects of external shocks and so minimize the magnitude of the pertinent
imbalances. This choice will depend on tbe nature of the shocks to which the economy concerned is most
exposed.

(c) The African Monetary Fund

28. The African Monetary Fund (AFM) would appear to be an institution that is well placed to playa
leading role in African economic development. For one thing, it can assist countries to stabilize their balance
of payments positions in a less costly way. Its establishment, however. is linked to a number of conditions
among which the most important is probably that of economic integration. In other words, the success of its
main objective is predicated upon a substantial increase in economic interactions berween African countries.
This is because payments imbalances affecting various member States mostly arise from economic interactions
existing between them, and not those berween them and non-member states, such as the developed countries.
The African Monetary Fund would otherwise need to have at its disposal sufficient reserves to meet imbalances
originating in non-member countries.

29. All other things being equal however. the African Monetary Fund certainly provides a mechanism
through which African countries can minimize the effects of external shocks affecting them. A preliminary
condition to its coming into operation is that of economic integration which should render the economies
concerned less vulnerable to external shocks.

(d) Import substitution and export promotion

30. Most developing countries. in an effort to combat the effects of external shocks. have adopted 'adjustment
policies which have turned out to be damaging to their economies. These policies are generally focused on
import substitution, export promotion and devaluation.

31. Import substitution strategies are focused on the folJowing measures:
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(a) Targeting outlets in the domestic market. as reflected in the substantial purchases effected in
foreign markets over the years;

(b) Enhancing capacity building for local industries in production techniques andencouraging foreign
investors to supply the required technology, management and capital;

(c) Establishing protective mechanisms to cover the probably high initial costs of local production,
and promoting profitability of the priority industries for potential investors,

32. Import substitution strategies, the purpose of which is essentially to satisfy the domestic market, have
been seen as the surest way to both reduce dependence on external sources of supply and achieve rapid
industrialization. Moreover, through tariffs, quotas and other forms of control relating to competing imports.
it serves as a source of extra revenue for the State and a pole of attraction for foreign investment. This is a
strategy which, all other things being equal, should bring about structural stability for countries that adopt it.

33. However, import substitution strategies have not achieved the expected results in most of the African
countries where they have been adopted. They have rarely gone beyond elementary stages such as processing
industries essentially targeted at the local market. In addition. a number of difficulties have been encountered,
particularly the fact that countries implementing these strategies have ended up with protected but inefficient
industrial sectors characterized by oligopolistic and monopolistic structures which, apart from failing to fully
utilize the production capacities including capitalist technology, have not created much employment. Another,
closely-related. problem is that there has been little interaction between import substitution industries and the
domestic agricultural base. As a result, the agricultural sector has remained largely untouched by these
industries, even though the former should be one of the main sources of supply for the latter.

34. Export promotion, on the other hand, is essentially focused on the replacement of exports of primary
commodities by that of non-traditional commodities such as manufactured goods or processed primary
commodities. Thus, the main objective is to develop a spectrum of exports in respect of which there will be
a comparative advantage for the economy concerned. The end-result should be diversification of the export
base. which, from the viewpoint of foreign exchange earnings, is a stabilizing factor. Export promotion also
leads to an expansion of the market spread. thus boosting trade.

35. Furthermore, export promotion strategies not only create an environment favourable to the generation
of employment, but also have a salutary effect on the balance of payments position and provide additional
avenues for alleviating indebtedness.

36. The track record with regard to export promotion strategies so far has been rather disappointing -. as
is the case with import substitution. The principal factors behind this are:

fw) - Global recession;
(llj - Pressures connected with competition; and
~ _ Low competitiveness of the export sector.

37. Finally, from the viewpoint of adjustment strategies focused on strengthening African economies and
so boosting their ability to withstand various kinds of shocks, both import substitution and export promotion
strategies have fallen short of expectations. To attain the objectives set necessitates a new perspective as regards
the means of implementation. In particular. protectionist mechanisms must be removed if fledgling industries
are to be able to innovate and increase their market share.


