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ABSTRACT

Controversies abound over the nexus bet ween oil price and exchange rate vol atility on
economc growh However, previous relatedstudiesin N geria onlyfocused on either thei npact
of oil price shock on economc growh or the effect of exchange rate volatility on economc
growth wthout examningthe jan effect of thetwo variables on economic growth

The study anal yzed the trend and pattern of oil price and exchange rate volatility in
N geria and also exanmnedthe effect of oil price on exchange rate volatility. The study equally
deter mnedthe dynamcinterrelationshi pthat exists anmong oil price, exchange rate vol atility and
economc growthin N geria Secondary data were used for thisstudy. Annual data onreal gross
domestic product, exchange rate, nmoney supply and inflation rate were sourced from Central
Bank of Ngeria (CBN Satistical Bulletin Wile annual data on oil price was sourced from
energy priceindicator. Data collected were anal yzed using descriptive statistics (such as graphs
and percentages) and econonetrics nethod which include co-integration and vector
aut oregressi ve techni ques.

The result showedthat oil price volatility has negative but i nsignificant relationship with
economc growh as a 1 per cent increase in oil price volatility reduces real gross domnestic
product by 1. 7 per cent. Inthe sane vein exchange rate vol atility has i nsi gnificant adverse effect
onreal GDP as 1 percentincreaseinexchange rate volatility brings about 2. 6 per cent decrease
inreal GDP. Asq inflationrate has insignificant negative relationship wth GDP as 1 per cent
increase in inflation rate resuts to 0.005 per cent decrease inreal GDP. Money supply has
positive relationship wth GDP as 1 per cent increase in noney supply leads to 0.08 per cent

increaseinreal GDP.

i
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The study concluded that oil price volatility depresses economc growth nore than
vol atilityinexchange rate-a scenariothat may attributeto ms manage nent of oil revenue inthe

country.
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CHAPTER ONE

1 0 INTRODUCTI ON
1 1 Background tothe study

It has been observed that exchange rate plays an increasingly significant role in any
econormy as it directly affects domestic pricelevel, conpetiveness of traded goods and serwices,
all ocation of resources, productive capacity of goods and services and invest nent decision
Odusola (2003). Besides, Exchange rateis a key variable inthe context of general econonic
policy making as its appreciation or depreciation affects the perfor mance of other
macroeconomc variablesinany economy. Inthelight of itsi nportance, every country pays so
much attertionto the appropriateness of her foreign exchange policy and the stability of the
exchange rate becomnes the for mdabl e bedrock of all econonic actiwvties. Sincet he adopti on of
the Sructural Adj ust nent Programme (SAP) inJuly, 1986, N geria has movedto various t ypes
of floatingregi mes of exchange rate fromt he fixed/ pegged regi mes bet ween 1960s andthe m d-
1980s. H oating exchange rate has beenshownto be preferabletot he fixed arrange nent because
of the responsi veness of the rates tothe forei gn exchange narket ( Nwankwo, 1980).

Exchange rate volatility is a risk associated wth unexpected changes in exchange rate,
this is caused by sone economc factors such as inflation rate, irnterest rae and balance of
pay ments ( Qzturk 2006). Ozt urk arguedin his paper oni npact of oil price shock and exchange
rate volailityoneconomic grow hthat depreciation of exchange rateleadstoincreaseinexports
and decreaseini nports while appreciation of exchange rate woul dtendt o discourage export and
encourage i nport. Wththis argunent, it is obvious that when exchange rate appreciates the
exporting country benefits nore while the i nporting country pays nore for her i nports. This

however depends on the degree of responsiveness of the product to change in price If the

© Obafen Awod owo University, lle-lfe Ngeria
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2
product isinelastic theimporting country woul d still haveto purchasethe product. Int hat sense,
the exporting country benefits nore because the i nporting country has to pay nore for her
i nports

W llianson (1994) concludedthat there was no si nple answer in deter mning exchange
rate equilibrium and esti mating t he equilibriumexchange rate and proportion of msalignment
of the exchange rate remains part of the nost defying e npirical problens inan open-econony
macroeconomcs. A country’s actual exchange rate deviation from such an unobservable
equilibriumis referredtoas an exchange rate msalignnent. Wien an exchange rate depreciates
more thanthe equilibriumit isreferredto as underval ued, and an appreciation of an exchange
ratethanthe equilibriumis referredto as over val ued

The volatility in oil price has varying consequences for different countries; while oil-
producing courtries reap the benefit of high oil price, oil-i nporting countries experience
unfavourabl e ter ns-of-trade intheir external sector that cantransferintotheir economesinthe
long run Several enpirical studies have been undertaken toinvestigate the effect of oil price
vol atility on exchange rate nmove nent in different economes. Athoughthe findings are m xed
on the causality bet ween the t wo variables, nost enpirical studies et al., showthat oil price
directlyi npact onexchange rate ( Amano and Norden 1995; Jin 2008, Coudert, 2008). Exchange
rate vol aility, however, tendstoincreaset herisk andt he uncertai nty of external transacti ons and
predisposes a countrytoexchange rate-relaed risks (Gelasun 2003; Setser 2007; Jin 2008).

Qrude oil becane an export commodityin N geriain 1958 followngthe discovery of t he
first producible well in 1956. Prior to that, exports were nainly prinary agricutural
commoditiesthat conprised groundnuts, cocoa beans, pal moil, catton and r ubber. Pal moil was

the l eadi ng export from 1946-1958 fdlowed by cocoa beans while groundnut/al ranked third

© Obafen Awod owo University, lle-lfe Ngeria
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(CBN 2000). Froma productionlevel of 5100 barrels per dayin 1958 crude oil exportsroseto
2 35 mllion barrels per dayinthe early 2000s (CBN 2010). However, it had fl uct uated bet ween
126 and 1.8 mllion barrels per day bet ween 2007 and 2010 which was far belowthe OPEC
quota due tothe soci o-political i nstabilityinthe oil-produci ng areas of the country. Inter ng of
its contributiontotatal revenue, receipts fromoil t hat constituted 26. 3 per cent of the federally
collected-revenue in 1970, roseto 82 1 per cent in 1974 and 83 0 per cent in 2008 | argely on
accourt of ariseincrude al quata and prices a the international narket (CBN 2010).

Non-ail exports onthe other hand, as a percentage of tata exports, declined from7.0 per cent
bet ween 1970-1985t0 40 per cent bet ween 1986- 1998 (CBN 2000).

The discovery of crude oilin N gerialedto what is comnonl yreferredto as the “Dutch
disease”. The Dutch Osease ( DD referstothe paradoxical deleterious consequence of natural
resource boons onthe countries wherethey occur. The concept was coi ned fromt he experience
of Netherlandsinthe 60s when, as aresult of exploitation of the newy discovered|arge deposit
of natural gasinthe North Sea, the non-ail tradable sect or beca e I ess co mpetiti ve and decli ned,
A usi and Aagunju (2005). Thus, the perfor mance of the manufacturing sector renained | ess
inpressive and that of agricutue declined In the early 1960s, nanufacturing activities
consisted of partia processing of agricutural commodities, textiles, breweries, cement, rubber
processing, plastic products, and brick making The economny gradually becane dependent on
crude al as productivity declinedin a her sectors.

As a nmono-product econormy, Ngeriarenains susceptible tothe nmovements in international
crude oil prices. During periods of favourable oil price shocks triggered by conflictsinsone ail
-produci ng areas of the worl d the surgeinthe de mandfor the comnodity by consum ng nations,

seasonality factors, trading positions, etc; the country experiences favourabl e
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