Distr.
LTI TED
3/ECA/OAU/TRADE/S

10 October 1983
UNITED NATIONS EHCLISH

ECONOMIC AND SOCIAL COUNCIL Original: FRENCH

_. o

ECONOMIC COMMISSION FOR AFRICA

ORGANIZATION OF AFRICAN UNITY

Third Meeting of the Ministerial
Fellow-up Committee on

International Trade and Finance
for African Development

7 = 11 May 13984
Addis Ababa

ZFFECTS OF FLUCTUATIONS IN THE EXCHANGE RATES
OF THE MATH INTERVENTION CURRENCIES
‘ON AFRYICAN ZCONOMIES



E/ECA/OAU/TRADE/9

CONTENTS
Paragraph Page
INTRODUCTION 1 -2 1
I. PAST TRENDS IN THE FLUCTUATIONS OF THE
EXCHANCE RATES OF THE MAIN INTERVENTICN
CuRRENCIES : 3 -4 2
A. Trends in exchange rate fluctuations 3-5 2
a) Remote causes : the deficit in the
United States balance of payments and
the devaluation of the round sterling
in 15F7 3 -6 =z
b} Capital movements since August 1971 7 -1¢0 4
B. Adoption of the fleating exchange rate 11 - 17 5
a} Floating exchange 11 - 16 5
iT. EVAIUATTION OF THE FFFFCTS OF FLUCTUATIONS
IN TEE MAIN INTERVENTICN CURRENCIES ON AFRICAN
ECONCMIES 17 7
A. Effects of exchange rate fluctuations
on the level of trade and production
of the African ccuntries 18 8
a) Effects on the trade balance and
on rrice levels 18 ~ 23 8
b) Fffects on the rrice system 24 - 25 11

c) Effects on tax revenue 26, - 27 12



E/ECA/OAU/TRADE/9

(i)

Paraaranh Page
B. Effects on carital formation and the
structure of production "8 ~ 30 12
C. Effects mn intermnational carital
movenents 31 - 32 14
a) Bffects on the level of foreion-
currency Aassete 31 14
b) Fffects rn the indebtedness of the
Mrican countries 37 14
ITI. PRCPOSALS TO MINIMIYE THE UNFRVOURARIE
EFFECTS ON FXCHANGE RATE FLUCTUATIONS ON
THE AFRICIN ECONOMIES : 33 15
A, Measures to be taken 2t the natichal level 34 15
a) Establishment of forward exchange
markets ' 34 - 36 15
b} Prorer manacement of external debt 37 16
B. Measures to be taken at the recicnnl level 38 - 45 18
a) Fstablishmwent nf commercial exchances
and of forward geods markets 38 -~ 43 18
b) Establishment of multinatirnal
marketing enterprises in Africa 44 - A5 =0
C. Measures t~ be taken ot the intermaticnal
level 46— 4G sl



E/ECA/OAU/TRADE/Q

(1ii)

Paraararh Page

CONCLUSTONS 5C ~ 54 22

Table 1 Averace daily percentage changes in
selected currency rates against the
U.8, dellar, 1975-1978 ' 24

Table [ - Exchange rate practices cf African
countries as of 30 June 1987 25

Table 3 Service reyments on external 4
public debt of African countries
as a percentage of exrorts of
qocds and sexrvices, 1970 - 1980 26

Table 4 Nominal and effective exchange
rates for selected convertible

currencies 1978-1981 (1975 = 17() 27

IANNEX T 30



o/ 3CA/OAT/TRADE/9

INTRODUCTION

1. The movements in exchange rates which have taken place since
the 1870s have caused considerable concern because of their
possible impact on the ~frican economies. This concern was
justified by the fact that, in the matter of exchange rates, it
is the action taken by the main industrial countries that has the
strongest impact on the operation cof the international monetary
system as a whole. Not only are these countries at the very
heart of the world's basic commercial transactions but also their
currencies dominate the international financial markets and the

movements of currencies,

2. In the face of exchangc rate fluctuations. especially of the
five currencies which today determine the value of SKR, the
Seventh Conference of African Ministers of Trade requested the
secretariats of ORU and ECA to undertake an in-depth study aimed
at evaluating the impact of fluctuations in the exchange rates
of the main intervention currencies and at formulating proposals
to minimize their adverse cffects. This study is in response to-
this decision and is divided inte three main rartst

I. PAST TRENDS IN THE FLUCTUATIONS OF TFE PXCHANGE
RATES OF THF MLIN INTERVENTION CURRENCIES;

IT. EVALUATION OF THE EFFECTS OF FLUCTURTIONS 1IN THE
MAIN INTERVENTION CURRENCIES ON THE AFRICAN ECONCOMIES

ITI. PROPOSALS TO MINIMIZE TEE UNFZVOURAELE FFFECTS OF
EXCHLNGE RATE FLUCTUATIONS ON AFRICAN ECONOMIES
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1. PAST TRENDS IN THF FLUCTUATIONS OF THE EXCRANGE RATES OF
THE MAIN INTERVENTICON CURRENCIES

A. Trends in exchange rate fluctuations

a) Remote causes: the deficit in the United States balance

of payments and the devaluation of the pound sterling
in 1667

3, The international economic framework established at the end

of the Second World War was conceived essentially as a means of
encouraging a progressive movement towards a multilateral system

of trade and payments. The main concern was to avoid a returﬁ to the
discreminatory commercial and currency practices of the 1930s and

the recourse to competitive devaluotions.

4. The United States, which had not suffered from the war like
the Furopean countri's and Japan, exported capital and its
expenditures abroad exceeded the surpluses appearing in the current
account of ite balance of payments. The United States deficits
thus played a critical role in stimulating the world economy by
becoming the main source of monetary reszrves. This resulted from
the commitment made by the United States to buy and sell monetary
gold for $35 an ounce and also from the convention adopted'

(after Bretton Woods) whereby most of the other countries
fulfilled their obligations by maintaining the parity of their
currencies in terms of the United States dellar. The Central
Banks thus agreed to hold an increasing proportion of their
reserves in the form of dollars, confident that these could

always be converted at will into gold. Thusz, thc growth of

world rescrves came to depend increasingly on the accumulation

of official dollar holdings, a statc of affairs which could

occur only when the United States balance of payments was in

deficit.
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5. Between 13858 and lQSll/ the situation changed in several
significant respects. The United States balance-of-payments
deficit widened considerably and there was a continuous reduction
in its gold stocks, accompanied by a slow loss of confidence

in the American currcncy. The shock of this break-up of the

monetary system is to have repercussions on the Zfrican currencies

in 1967 with the devaluation of the pound sterling. This
devaluation was followed in Africa by fierra Leone, the Gambia,
Malawi and Mauritius (14.3 per cent), whereas the other African
countries of the sterling area maintained the value of their .

)
currencies in relation to the United States dollar;/.

6. On 9 May 1871, five members of the International Monetary
Fund (IMF}, the Federal Republic of Germany, the Netherlands,
Austria, Pelgium and Luxembourg, took a certain number of
exchange measures. The German authorities informed the Fund
that they would no longer maintain the exchange rates for the
deutschmark within the established margins. The Netherlands
authorities informed the Fund that they had found it necessary
to take similar action. The same day, Austria proposed to
revalue the chilling by 5.05 per cent and the dual foreign
exchange market system in the Belgian-Lusembourg Economic
Union was modified to discourage excessive capital inflows.g/
On 15 August 1571, the United States CGovernment informed the
Fund that the United States no longer freely bhought and sold

1/ UNCTAD * Impact of the present international menetary
situation on world trade and development (TD/140/Rev.l)

2/ See Joseph TEDAJO : "Commerce, change et requlation des
economies africaines au sud du Sahara au cours des annes
80:Afrique et developpement, volume VII, no. 117, 1987,
pp. 60-=77

3/ 1IMF : ZAnnual Report, 1971, pp. 37, 38
Annual Report. 1977, »np. 37, 38
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gold for the settlement of international transactions. This was
the end of the convertibility of the dollar and the bedinning of
the fluctuations in the rates of currency exchange depending on

the Pretton Woods system,

b} Capital movements since August 1971

7. In the weeks following the suspension of the convertibility
of the United States dollar, exchange rates fluctuated on the
markets and a number of commercial and exchange measures were
taken to deal with the new stiuation. Intensive work was

carried out both within the Fund and among member States to
determine what exchange rate relationships among major currencies
would give promise of stability without recourse to restrictions

and large-~scale intervention in the markets.

8. On 17 and 18 December, the Ministers and Central Rank
Governors of the Group of Ten met at the Smithsonian Institution

4/

in Washington—" and reached agreement on the realignment of

their currencies,

9. The Agreement provided for a temporary regime under which
merbers could permit their exchange rates against their
intervention currencies to move within margins of .73 per cent
either side of the parity relationship, calculated on the basis
of par values or central rates (rates that might be communicated
to the Fund by members temporarily not maintaining their
currencies on the basis of par values). A member that maintained
the rates for its currency within these margins in terms of

its intervention currency could permit resulting exchange rates
for its currency to fluctuate within maragins of 4.5 per cent
from parity, with further margins of 1 per cent in certain

circumstances.

4/ IMF : pnnual Report, 1977, p. 38,
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10. The provisions of the Washington Agreement ceased to be
effective in March 1973. Since then, member countrics have
adopted a whole range of exchange regimes in the light of their
particular situations and needs. Fven wherethe major intervention
currencies continued to follow the exchange regime in force up to
early 1973, a number of changes took place. The most important
change was the generalized adoption in 1974 of floating exchange
rates, institutionalized by the Jamaica Agreement of January

5/

1376 and the second amendment to the IMF Articles of Lgreement™ .

B. The adoption of the floating exchange rate

(a) Floeting exchange

11. With the adoption of the floating exchange svstem, the

practices may be roughlv classified as follows:

(1) Independent floating:
(ii) Pegging to a single currency:
(1ii) Pegging to a composite (or basket) of currencies
(including the SDR);:
(iv) Pegging to a single currency, with frequent
changes in the peg, according to 2 predetermined
formula;
(v) Joint floating under mutual intervention arrangements.

5/ “La nouvelle donne monetaire internationale®, Les Cahiers

Francais, No. 177, July-~September, 1976.
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l2. Certain countries with a rapid rate of inflation continued
the practice, adopted prior to 1973, of changing the peg for
their currency at freguent intervals in the iight 'of movements
in their domestic prices relative to those abroad. One country,
France, departed from the mutual intervention arrangements,
known as the “"snake", and floated independently for a time,
although it rcsumed participation in those arrangements on

10 July l975§/. From this time, the African countries chose to
peg their exchange rates to one or several currencies.

Hence they fall into categories (ii), (iii) and {iv} above, as

can be seen from table II. Thug as at 30 June 1980-

_ 11 currencies were pegged to the SDR:
= 14 currencies were pegged to the French francs
- 9 currencies were pegged to the United States dollar:

6 currencies were vegged to a composite of other currencies:
- 1 currency was pegged to the pound sterling:

1 currency was pegged to the Spanish peseta:

~

- L currencies were pcgged to the South Africar rand:

|
2

currencies were not pegced.

13. The majority of the African countries maintained a fixed
link with the currency in which they traditionally intervene

in the exchange market. This is the case of the franc-zone
countries. This arrangement has the advantage of administrative
simplicity, since it involves no more than a continocation of
existing practice in the exchange market. It avoids the process
of continuous decision-making that would be necessary under a
system of managed floating. In addition, it ensurce that trade
denominated in the intervention currencv is conducted at a
stable exchange rate. Whenever a number of countries use the
same intervention currency as a peg, there is the further

consequence of a stable cross rate between these countries.

6/ IMF : Annual Repcrt, p. 23
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14, There can, however, he other consequences for smaller
countries in vegging to a sincle currency. The most important
is that movements in their exchange rate will be dominated by
factors affecting the exchange rate of their partner currency,
which may not necessarily coincide with their own adijustment
needs or with considerations of domestic demand management; The

African economies have unfortunate experience of this phenomenon.

15. In recent years price fluctuaticns have had a more serious
effect on the depreciation of the terms of trade, particularly

on the level of African trade. Furthermore, the high and

variable rates of inflation registered in the major industrialized
countries in 'recent years have resulted in substantial increases

in impoft prices, thus worsening the trade balances of the dependent

African economics.

16. In the African countrics, these upsets not only contribute
to inflation but, because of their fluctuating nature, impede
development strategy. The increase in exc¢hange raﬁé fluétuations
has alsc caused problems of portfolio and debt management in the
African countries nearly all of which hold their external reserves
in the major floating currencies. These dquestions alone bring

out the need for a study on the cffects of fluctuations in the

main intervention cureencies on the Zfrican economies.

II. EVALUATION OF THF EFFECTS OF FLUCTUATTONS IN THE MAIN INTERVENTION
CURPENCIES ON THE AFRICAN ECONOMIES

17. The effects of fluctuations in the exchange rates of the main
intervention currencies on the African economies are many and
varied. But the most important offects are those which concern
trade and international capitalmovements, whether the national
currency is pegged or not. If the currency is pegged, the

economic conditions in the metropelitan countries concerned
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determine the effective value of the pegged currency in relation
to other currenciQSQZ/ Trade outside the pegged zcone induces the
trading countries to adopt exchange positicns incompatible with

a policy of monetary stability and even to take more or less
strict exchangecontrol measures which often have adverse effects

on their balance of payments.

A. Effects of exchange rate fluctuations on the level of

trade and production of the African countrics

(a) Effects on the trads halance and on price levels

18, Whereas the effects of exchange rates on domestic prices
are relatively Straightforward, their effects on external trade
vary, depending on the reriod considered. Over the short term,
any variation in the exchance rate has an adverse effect

because it worsens the trade deficit of countries whose currency
depreciates and increases the surplus of those countries whose
currency appreciates. This phenomenon is derived from the trend
in relative prices (maintenance of export prices and variation
in import prices), while the volume traded does not react
irmediately and exhibits a certain inertia (see J curve in

annex I).

15. After a certain time (one year to 18 months} (see illustrated
example of the J curve in annex I}, the movement is reversed.

The volumes traded end up by reacting to the domestic price
fluctuations in the different countries to differing extants,
depending on the products. The demand for raw materials is
usually more rigid, while the export and import prices of

manufactured goods tend to converge for each product. ELince

7/ See the paper submitted hy the African Centre for Monetary
Studies to the symposium on the role of commercial banks and
consular offices in the effective operaticn of a clearing
house. Kinshasha, 23-24 July 1981.
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African external contracts are based on foreign currencies and
fluctuaticns in the exchangs rates of the intervention currency
or currencies are subject to short-term uncertainties, the risks
of importers and exporters, who, in nearly all the African
countries do not enjoy forward market facilities, are greatly

increased.

(1) Effacts on the level of imports

20. Exchange rate fluctuations have had the most rapid cffects
on the level and composition of imports. We may take as an
8/ :

example, Burundi~=
United States dollar. The weightend cost of Burundi‘s imports

a country whose currency is pegged to the

lncreased by 7.2 per cent in 1978 and by 3.8 per cent in 19$79.
The increase in 1980 was only 0,46 per cent. Over the reriod
1278-1280, import costs went up 4.8 ?er cent. The African
countries as a whele are in a similar position, The variations
in their real rates weighted by imports“rose by about 35 per cent
from February 1977 to March 1981;2/ ‘We may cite 14 African
countries whose currencies are pegged to the French franc. The
monthly percentage variations weighted by imports rose from

0.71 (February 1977 - February 197%) to 1.l14 per cent (March 1979 -
March 1981), an increase of 61 per centig/. For the 11 African
countries pegged to a composite of other currencies, the

exchange fluctuations weighted by immorts rose from 3.60 per cent
in 1877-79 tc 4.19 per cent in 197%-1571, an increase of 16 per

cent,

g/ Banque de la Republique du Burundi : Rapport Annuel, 1980,

g/ The african Centre for Monetary Studies : L'impact du

systeme monetaire europeen sur les pays africains, p. 22,

19/ These percentages are taken from the African Centre

study menticned above,
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21, The African countries produce hardly any capital goods.
Any increase in their rate of capital formation generally means
an increase in their import demand for such goods. And as long
as the exchange rates of the major intervention currencies
continue to fluctuate, the African countries cannot prevent the
ensuing changes in the prices of their imports in national

currency.

22. Moreover, any system of floating exchange rates gives rise
t~ other uncertainties which cannot be eliminated or attenuated
b governmental systems of exchange control. Firstly, since
importers of priority items generally fear a change which may

be harmful for them,'they may cover themselves by increasing
their ferward purchases. Secondly, since the central banks
responsible for the management of internaticnal resgrves may

buy foreign exchange at times when fluctuations are favourable
to them, they may attenuate some of the uncertainties linked
with the rise in the ceosts of foreign currency needed for imports.
At this level the African countries can organize forward exchange
markets. This would be all the more beneficial for Africa
because, as a whole, it has many diversified sources of supply,

as shown in table ITI.

(ii) Fffects on the level of export earnings

23. Fluctuations in the exchange rates of the major intervention
currencies may have an adversec effect on export earnings and

ray harm the economies of African exporting countries in two
ways. Firstly, they will cause fluctuations in the earnings

of the State and of other economic undertakings and hence in
domestic consumer expenditure or external purchasing power,

which in turn will effect the imports available for consumption
and investment. Producers of primary commodities for the

axport sector, unless assisted by the State, will suffer from

the effects of exchange rate fluctuations in the buyer markets.
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In addition to the difficulties faced hy such rroducers, there
will be socially unacceptable inecualities in the distribution

of income. TWhen the producers adapt their cxpendlturc to the
fluctuations in +heir earnings, these variations in turn have
repercussicns on income and expenditure in other branches of the
domestic economy. Thus, when export earnings decline, naticnal
income declines also. This reduces consumer expenditure and makes
private investment less attractive. Most African exports are
directed towards the major floating currencies. Hence their
export earnings are affected to the same extent as the currencies
of payment. W2 may cuote again the case of Burundi 63.5 per cent
of whose cxports are paid for in United States dollars. Exchange
rate fluctuaticns have had little impact on the nominal value

of export earnings. In 1978-1980 this impact was 0.76 per cent:
i1/

in 1978 0.80C per cent: and in 16

24. (b) Effects on the price system

The exchange rate is a price. any change in the exchange rate
tends to change price relationships. In other words, it tends
to change the relationship hetween the prices of the same product
in two countries and the terms of trade. between products and

factors in these two countrleq.lz/.

25. Thus, any variation in the exchange rate will have a direct
impact on the import prices of a country expressed in naticnal
currency. Except for America, this impact is immediate on
commodity prices which are fixed in dollars worldwide. Suppose
a franc-zone country buvs a barrel of cil at 32 pecr cent.

This price corresponds to 6460 CFA if the dollar is worth 200
FCFA, to 8000 FCFA if it is 250, and to 9600 FCFa if it is

300. The effects on the priccs of manufactured goods may seem
less pronounced to the extent that foreign suppliers fix their
prices more freely. But the general trend is the same. The

11/ Banque de 1a Republicue du Turundi > op cit.

12/ Mr. Bye : Relations economicues internationales, 2nd Ed.,
DALLOZ, 1965, p. 431,
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grcwing costs of intermediate products used in the manufacture

of end goods or of the intermediatc preoducts themselves are
passed cn to the final consumers. Import price fluctuations

take the form of a rise in terms of national currency when it
depreciates and a decline vhen it arrreciates. These fluctuations
in turn affect domestic prices. The direct impact is proportional
to the import share of GDP and is heightened by indirect and
consequcntial effects derived from psychological facteors or

price indexing arrangements.

{c) ffects on tax revenue

26, Exchahge rate fluctuations 2lsc have repercussions on other
markets. 211 prices fecllow in the wake of the'highest prices
because of the dislocaticns caused in the national eccnomy.

The whole price system becomes engulfed in an upward surge.

The wage-price sriral boosts demand and retail prices are pushed
higher. Governments increase taxation in order to halance the
budget, thus adding to business costs. As if by contagion, the

whele price system spirals upward.

27. Of course, there is resistance to this movement. Concerned
about its social repercussions, Governements trv to hold it back
by strict price contrcls or flexible tax legislation. But their
action has only a ireaking <ffect on the general upsurge. It
also complicates the task of capital formation and distorts

the structues of producticn.

B. Effects on capital formation and the structure of production

28, Clearly, the most controversial effects of exchange rate
fluctuations are on capital formation and production structures.
Experience has shown that such fluctuations influence capital
formation by their impact on comprarative price structures. By

affecting the comparative prices of goods imported from sources
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other than the pegeed zonc, tho fluctuations will have a direct
impact on the prices of capital goods in naticnal currency as
compared with the prices of goods imported from the country of
origin whose currency ie used as the peg. This situation may
help to determine the structure of consumption and investment in

the naticnal economy as a whole.

5¢. The African countries' acute vulnerabiiity to exchange

rate fluctuations must be scen as ChRe reason for their low level
of capital formation. Primary-producing countrics with less
developed industrial sectors must strugale to surviva. They
cannot adapt their system of production te abrupt cranges in theilr
export earnings and import prices. Their resources are not

diversified enough for such a ra pid and over-all adijustment.

30, Their development potential is also affected hy the fluctuati g
relatlonshlna hetween their cormoedity cuporhs an@ the capital

goods exported by thec floating-currency countries since "worsening
terms of trade mean a los3s of real inceome anéd hence tend to

diminish productive resources availarle for now capital formation"ié/
Thus, exchange rate “luctuations s in the currencies closely

1inked with those of the African cou ntries will affect their
cconomic policies and impedc +heir adjustment operations. These
problems have been corpoundcd by the sudden changes in the capital
value of official fcreign-currency holdings which have followed
similar changes in thz par values of reserve currencies and

reqular realighments of pe qued currencies.

13/ United Mations, Department of Feonomic Affairs, Commodity

Trade and Econemic Develepment (B/7518; P.1R)
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C. Effects on international capital movements

(a) Effects on the level of fereign-currency assets

3l. Over the vears, the African countries have built up their
currency reserves as a result of their rolitical relations with
the metropolitan powers, their adherence to determined monetary
zones and their participation in trade and financial networks
based on their political and ronetary ties. These countries must
now face the problems of fluctuations in their reserves following
the official dismantling of the traditional structures based on
bilateral monetary relations, the increase in exchange rate
instability and the unusual weaknesses of traditional reserve
instruments. Half of Africa's international reserves are held

in a narrow range of currencics: the pound sterling, the French
franc and the United States dollar. These are the ones which
have fluctuated the most, Africa has very few reserves in
deutsche marks and Japanese yenlé/, which are very stable

currencies.

(b} Effects on the indebtedness of the African countries

32. Some people have maintained that exchange rate fluctuations
have not greatly changed the nature and seriousness of debt management
problem and the stratecgies currently applied toreduce to a minimum

the real debt burden,lS/ Such an affirmation could be interpreted
as implying that exchange ratc fluctuations have caused no
appreciable increase in the burden of debt servicing. This is
not true. Since the indcbtedness of the Zfrican countries is
denominated in a number of currencies, it is difficult to assess
guantitatively the impact of exchange rate fluctuations on total
debt trends. Although the practice iz to cquote figures in

14/ For more detail see in Proiect UNDP /UNCTAD/INT/75/015
the report of Professor . K. Helleiner: The impact of the
exchange rate system on the developing countries.

15/ See SR Dixon-Fyle; The management of exchange rates and
payments in Africa under conditicns of generalized floating
of major currencies (E/CN.14/wP.1/92).

2 o
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United States dollars, African debt is in fact denominatad in
dollars (50 per cent), deutsche mark (less than 10 per cent)
and Japanese yen (4 per cent)lﬁ/ Fxchange rate fluctuatinons
therefore have complex repercussions on acutstanding debt; the

cost of debt servicing and the value of reserves.:

111 PROPOSALS TO MINIMIZE THE UMFAVOURALBLE FEFFECTS OF
EXCHANGE RATE FLUCTUATIONS ON AFRICZN ECCNOMIES

33. &As pointéd out earlier, changes in the value of the main
intervention currencics affect international trade and disrupt
the economic and financial policies of dependent economies. To
cope with the uncertainties resulting fron the fluctuation of
major currencies, national, regional and inter-naticnal policies
and agencies will have to be instituted to secure African

countries some degree of moneotary stability,

A. Measures to be taken at the naticnal leval

(a) Establishment of forward exchance markets

34. Exchange mecchanisms already exist for settling (spot)

cash transacticns. Almost all African Countries have exchange
market organications with advanced methods of settling currency
transactions. W¥Within such markets, banks provide a wide fénge
of facilities and use brokere to effect transactions spanning a
relatively wide spectrum ~f currencies. However, the best
exchange machanism would be a forward exchange arrangement
operating somewhat like an insurance scheme for which importers
and exporters would pay a token premium. This would doubtless
be the best way of eliminating. in the short term, the uncertainty
that fluctuating currency values have created in commercial
transactions. It is up to each country to determine its forward

exchange needs on the bkasis of its market and exchange structures.

16/ OFCD: 1973 Review, p. 70.
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35.

Some general arguments made in favour of establishing

forward exchange machanisms are that:

36.

37.

(i) They help to protect trade flows from the vagaries
of fluctuatina exchange rates. The snag, however, is
that price fluctuations can become even grecater

impediments to trade than exchange rate fluctuations:

{ii) They also help central kanks to conduct a more
accuratc appraisal of foreign exchange needs. Advance
information of foreign currency transactions taking
place on the market enables central banks more
effectively to manage national foreign exchange

reserves and investment portfolios.

21l things being equal, the pace of a country's development
depends larcely on its importation of essential capital gcods.
But then again, a number of Zifficulties arise which have

to do with excessive import costs and freouent delivery delays.
It might then ke in the national intcrest to set urn a

forward exchange mechanism to cover exchange risks, if

nothing more. The forward exchange facilities available

on international markets are not of much rnractical use when

it comes to covering the exchancge risk hetween the  '
currency of a developing country and the major currencies

in which its trade is financed.

(b) Froper management of external debt

Owing to the uncertainty surrounding medium and short-term
fluctuations of exchange rates and the growing pressure to
manage their external debts more actively and flexibly.,
This might mean adopting a repayment policv aimed at
kecping absolute and relative charages payable in foreign

exchance as low as possible. In this way, the risks of
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losing foreign exchange on capital trancferz would ke minimized.

Three preoposals might bhe worth considering in this connection.

(i) The entire or a subgtantizl amount of +heo current
external vpublic debt together with ail new debt and
repayment undertakings should bhe denominated in SDRs
and nnt in several currencies or current US dellaras.
Expressing debkt znd debt servicing payvments in SDRs
would reduce the uncertainty occasioned by fluctuating
rates as to the actual cost of the debt. In the avent,

a comparatively accurate assessment of rapayment costs

o

would be obtained along with 2 mers reliable indicator
cf the impact that loans and other forms of assistance
would have on the payments balance of lender and
borrower countrics alike, Then again, SRR units of
account are lass guscaptible te depreciation than

national currencicg.

(ii) The second propesal would boe to incorperate provisions
specifying how additicnal foreign exchange costs
arising from parity adjustments and inordinately
shifting parities ars to ba beated. Under negotiable
terms, loans would ke repaid in the lender's

. currency and the debter’s currencv at the time tho

debt was contracted or the loan dishursed, so long

as the going rate between the two currencies is less

favourable o the borrowor country. 7To keep lender

countrics from construing pessikle exchance losses

as largesse on theoir part, the difference might be

paid in the currency of the horrower country.
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(iii)} The third nronoszl, as recommended by the Lages

Plan of Action, would be to set up an African matuval

dekt servicce gquarantece Fund thet might be managed by
the Zfrican Deveclopment Bank or the iLfrican Monetary
Fund being established to assist the most disadvantaged
countries of the region. in rarticular thoe LDCs.
Modalities for subscription tc the Fund may be worked
out from the conclusione of fcasibility studies to he
conducted. Contributiong tc finance such studics,
which are generally expensive, may be collected from
regional development funding agencies (in the
circumstances the hfrican NDevelorment Bank) or from
oil-exporting African countries that happen to have

surplus funds.

B. Measures to be taken at the rogional level

(a) Establishment of commercial exchanges and of forward

goods markots

38, It has been peointed out that the changing values of the

main intervention currencies affect internaticonal trade in several
ways. International exchanges are hamperod and not a2ll risks can
be covered by forward exchange cperations. So frequent have
exchange fluctuations become that thoy eat deeply inte the trade
profils of African countrics whese fcreign trade accounts for

a sizeable percentage of GNP, they dimming their hopes for a

better future.

39, Commercial exchange and forward goods markets might be
censidered one measurc for protecting African countries from
the effects of fluctuating exchange rates on feoreign trade and

guaranteeing the stability of export carnings.
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0. The role of beoth institutions would he to absork the shocks

of fluctuating exchange retes in the short term and of cyclical
price fluctuaticns. 3y playing on the laws of the market,
commercial exchanges would set initial basic prices at levels which,
from demand trends and projections, appeared realistic. Obviously,
the margins of uncertainty would be very wide but the forward

markets would correct them,

41, PRasic prices, whatever their set level, might alsc soon lose
their relevancz for several reasons. The basic price might cease
to reflect general nrice trends cither because the exchange might
buy on a bear’s market mcore than it can sell on a bull's market

or sell on a bull's market more than it can buy on a bear's
market. Another reason ccould be that international consumer
cartels or groupings might collectively boycott the products
traded by the African commodity exchange. Such a situation should
serve as a signal for changing basic prices after due negotiatioﬁs
have been concluded in a commodity agreement.

L2,  Commodity exchanges anéd forward eXxchange markets would
protect Arfrican producers from price risks and allow investors

to determine the viability of their projects and how they would
fare in future. In this light, the operation of African commodity
exchanges and forward exchange markets would make for improvement
of stock management nolicies.

43. The system would be financed by rroducer countrics and the
African Development Bank. No exact indication of the capital
cutlay appears possible because the amount involved would depend
on a number of factors such as initial costs, range of price
fluctuations and hasic price~related adjustments. Feasibility
studies shouid be sreedily undertaken to determine the conditions
under which such an institution could be made viable enocugh to
serve as an intermediary protecting the African precducer from the
effects of price fluctuations and providing the foreiaqn consumer

with regular, reliable and stable supplies.
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{b) FEstablishment of multinaticnal marketing enterprises

in africa

44. It should be notad that the stabilization of export earnings
through the marketing of African preoducts by ifrican commodity
exchanges and forward exchange markets alone will not bhe enough
to protect the earnings of producers and exporting couatries

from the effects that exchange rate fluctuaticns have on prices.
It would be useful to set up another institution to deal with the
export marketing of products not traded through the commodity
exchange and the import of products on the internatiocnal market.
Such an institution maight be called a "multinational marketing
enterprise” and would be responsible for securing suprlies for
its member countries at minimum cost and marketing commodities
not traded on the exchanagec. It could conclude with foreign
exporters and importers arrangements under which the major
foreign exporters would undertake to supply MAfrican markets

with specific items at negotiated prices. rfrican importers

would buy these items at reasonakle prices.

45, Such an arrangement would have several advantages. It
would scrve as mutual insurance policy protecting,; in principle,
the interests of both exnorters and improters. Industrialists
would have their order books regularly full while speculation on
trade flows would be minimized. Feasibility studies could he

conducted on the financing, oweration and viability of the

institution, in the interest of producers and consumers alike.
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C. Measures to bhe taken at the international level

Reform of the international monetary system

46. Africa’s current monetary situation is one result of the
collapse of the Bretton Woods fixed exchange rate system that
gave way to a system characterized by unstable major currencies
in which speculation disrupts industrialized by unstable major
currencies in which speculaticon disrupts industralized economies
and goes on to marignalized and shatter African economies. To
bring Africa out of this situation and enable it to participate
fully in the formulation of international monetary policy, the

system will have to bo reformed.

47. The international monetary system will have to be reformed
to meet the needs of developing countries in cgeneral and of
African countries in particular. 1Its structural deficienceis
will also have to be remedied in line with the Libreville
Memorandum sco that it can better sustain the development of the
world economy and for that matter, the development of African |

economies.

48, The reformed system would have to provide a sure and sound
footing for the payments systems of developing ccuntries in
general and of African countries in particular. If should provide
financing for international commoditv reserves and keep the
stabilized prices of such commodities free from the monetary

erosion that affects the value of national currencies.

49. It is nrecisely towards this objective that the effort
being made to establish the African Monetarv Fund are directed.
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CONCLUSION

50. The effects of the fluctuating exchance ratcs considered
compound each other in varicus ways and many be felt scnner or
later in time. The diverse conseguences enumerated may thus have
short, medium or long-term implicaticns.

51. While the most immediate consequences are easiest to foresee,
they are also without doubt, the least significant. The longer
the period inveolved, the more significant the effects of
fluctuation and the more difficult they are to identify for what
they are because of the interplay of other factors. In the long-
term. the fluctuation of major intervention currencies may have

a decisive influence on African economies. influenced as these
arc by the international monetary system as a whole. The
implications of exchange rate fluctuations can therefore be

isolated only temporarily from general trends in the system.

52, The measures proposed mainly ccncern the_stabilization'of
export earnings for commodities vulnerable to such fluctuations.
The peculiar circumstances of demand for and supply of these
commodities, coupled with the attendant shifts in speculation

on and the.unqertainties of the international mafket, significantly
affect the foteign exchange earnings of Aftican economies. It

is precisely to sclve such problems that the establishment of a
commodity exchange would be welconme, |

53. Since the monetary disarray created by the various fluctuations
has been accompanied by high inflation in the industrialized
countrices, principally because ¢f the devalued dollar and excess
internaticnal ligquidity, Zfrican countries alsc had to pay

higher prices for their purchases abrcad. These cconditions might
partly be stabilized through a radical reform of the international
monetary system and the establishment, in Africa, of multinational

marketing enterprises.
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54. The other measures advocated, for the national level especially,
involve the provision of services and not the establishment cf
institutions. They are certainly an impcrtant contribution to
Africa's search for economi¢ and monetary stability. However,

this contrikution should be orchestrated with othHer efforts that

the international community is, or will be making.

R e R
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_Table 2: EXCHANGE RATE PRACTICES OF AFRICAN COUNTRIFS AS OF 30 JUNE 1980
AND PRINCIPAI, TRADING PARINERS, 1677 (CONTINUED)
I
|
TMPORTS EXPORTS f
] 1 Tr rts
Moy 1 Y i Hie sl gu:
Pajor y . Ma]of . Share % As & of
Sources | Destinations ENP
Peaging to SDR
Guinea U.K. 16.2 Norway 4.8 N.A.
Guinea Bissou Portugal 39.9 Portugal 58.0 N.A.
Kenya U.K. 17.9 F.R.Germany 17.6 37.0
Malawi South
Africa {37.4 U.K, i 44.8 33.0
Mauritius U.K. 15.1 U.K, 61,7 64.0
Sao-Tame and Principe Portugal{€l.1 Netherlands 51.7 N.A.
Seychelles U.K, 27,0 | Pakistan 57.6 N.A,
Sierra Leone U.K. 21.5 | U.K. 61.3 37
Uganda Kenya 8.9 U.8.2, 48,4 4
Zaire Pelenux (15.4 Benelux 21.9 40.0
Zambia U.K. t 74,1 Japan 16.3 38
Pegging to Basket
Algeria France :4.0 U.S8.A. 51.8 36
Cape Verde Portugal;58.3 Portugal 6.8 N.A.,
Mauritania France 50.C U.K. 15,3 44
Moroceo France 127.5 France 24.7 39.0
Tanzania U.X, 13.4 F.R.Germany 14,9 2
Tunisia France 128.1 France 17.9 41
Cther !
Ghana U.K. 16.5 U.S.A. 16.7 17
Nigeria U.K. EL.C U.8.5, 41, 26

Source : Year Pook of National Accounts Statistics, quoted by G. X, Helleiwer
in Project INT/75/015, ».53
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Table §~: NOVINAL AND FFFERUTIVE EXCHANGE RPATES FOR SEILFCTED CONVERTILE
T o ‘
P Deutsche French Japanes Pound Swiss U.s.
Mark Franc Yeén Sterling Franc Dollars
Exchance_rates against the U.S. dollar® '
1879 Third quarter 148.1 104,.5 132.¢ ©8.8 168.3
Fourth cuarter 145.1 105.6 1:3.8 00,1 163.4
1680 First quarter 126.7 164.5 118.9 97.5 140.9
Second quarter 135.9 104.9 136.4 10€.3 159.2
Third quarter 135.8 10z2.1 13¢.¢ 107.5 156.6
Fourth ouarter 125.¢6 24.9 146.,% 107.4 146.6
1281 First quarter 117.1 86,5 140.7 101.0 135.0 i
Second cuarter 107.9 75.0 131.4 87.4 157.2 i
Third quarter 105,9 77.0 1:7.5 81.0 130.6 i
Fourth cuarter 1069.1 74.€ 135.0 85.9 143.7
. b/
Effective exchance rates™
1279 Third quarter 127.5 93,0 130.3 51.7 145.7 8.8
Fourth quarter 131.%8 85.4 118.¢ 98.5 147.6 94.3
1980 First quarter 131.8 85.6  115.5 9.4 145.1 94.5
Second quarter 1°9.4 54.8 1i73.1 946 143.8 84,5
! Third quarter 129.4 95,1 1-8.5 96.86 145.5 52.0
1 Fourth quarter 124.3 21.9 137.9 100.1 1i2.2 94.5
1981 First quarter 119,92 £8.0 126.7 101.8 135.1 G8.6
Second quarter 118.2 84.5 143.1 c7.8 134.0 105.5
Third guarter 116.5 7.8 140.3 90.5 136.0 111.2
Fourth cquarter 17..5 8.1 141.7 88,7 151.5 107.4

Source: International Monetary Fund. Intermnational Financial Statistics,

a/ End of period.

b/ Pericd average; as defined and calculated by International Monetary Fund,
International Financial Statistics.
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The J—Curvey

The term “J-curve" refers to the shape of the adjustment path fregquently
followed by the trade balance of countries in response to an exchange rate
- devaluation. The initial impact of a depreciation is often negative because
import prices rise more rapidly in local currency than export prices, and
there has not been time for the volure of trade to adjust. After a lag,
however, the trade kalance improves with a reduction in the rate of growth
of imports, a parallel rise in the rate of crcwth of exports, and a reduction
in the gap between the price indices of imports and exports. As a result |
of these factors there is an initial decline in the trade balance, but this
adverse movement will ke first checked and reversed, leading the trade
balance to follow the rising oortion of the “J".

The chart illustrates the cumilative curterly effects of a 10 per cent
devaluation in the exchange rate of a countrv on the unit values and volumes
of its exports and imports and on its trade halance over a period of three
years. The following arbitrary assumntions are made”: (1) export unit
values in local currency respond to the devaluation at a rate of 1.5 per cent
per guarter over a period of four quarters and thereafter at a rate of
0.5 per cent, adding to 8 per cent three vears after the devaluation.

() Import unit values in local currency respond at a rate of 7 per cent

in the first quarter focllowing the devaluation and at a rate of 3 per cent in
the second, reflecting a complete pass-through after two cquarters.

(3) After half a year the volimes of both exports and imports begin to
respond at a rate of 1 per cent rer quarter with the cumulative response
extending over two and a half years and adding te 10 per cent threc vears
after the devaluation,
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