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ABSTRACT 

The st udy exa mi nes  and appraises  exchange rat e vol atility and t rade balance i n so me 

select ed sub- Saharan Af rican countries.  It  also det er mi nes  t he effect  of  real  exchange rat e on 

trade bal ance and i nvestigat es  t he j oi nt  i mpact  of  real  exchange rat e and exchange rat e vol atilit y 

on t rade bal ance.  These are wit h a vi ew t o det ermi ni ng t he rel ati onshi p a mong real  exchange 

rate,  exchange rat e vol atility and trade bal ance i n so me  sel ect ed sub- Saharan African countries 

from 1995 t o 2013.  

Secondary dat a were used f or  t he st udy.  Annual  dat a on gr oss  do mestic pr oduct,  real 

exchange rat e,  export,  import  and worl d gr oss  do mestic pr oduct  coveri ng t he peri od from 1995 

to 2013 were sourced fro m t he Worl d Devel opment  I ndi cat ors  ( WDI)  of  Worl d Bank.  Dat a on 

exchange rat e vol atility was  generat ed usi ng Generalised Aut oregressi ve Conditi onal 

Het eroscedasticit y ( GARCH 1, 1).  Bot h descri ptive st atistics  and econometrics  t echni ques  of 

anal ysis were e mpl oyed in a panel  setti ng.  Under  descri ptive t echni ques,  t abl es  and graphs  were 

used whil e Generalised Aut oregressi ve Conditi onal  Het eroscedasticit y,  Generalised Met hod of 

Mo ment  ( GMM)  and Panel  Vect or  Aut oregressive ( PVAR)  were adopt ed as  t he econo metric 

tools. 

The result  from t he trend and pattern anal ysis shows  t hat  i n aggregate t er m,  Sub- Saharan 

Afri can countries  had wi tnessed a negati ve bal ance of  trade over  t he st udy peri od,  whil e Cot e 

d’Ivi ore experienced positive trade bal ance duri ng t he peri od of  st udy.  In additi on,  t he regi on 

also experienced vol atile move ment  i n exchange rat e.  Furt her more,  t he GARCH econo metri c 

result  reveals  t hat  GARCH ( 1, 1)  model  was  t he ri ght  model  f or  modelli ng exchange rat e 
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vol atility i n sub- Saharan Afri can countries.  The additi on of  t he coefficients  of  variance was  l ess 

than one ( 0. 671744 < 1).  The GMM esti mat es  reveals  t hat  real  exchange rate had a  si gnificant 

and negati ve effect  on t rade bal ance (t  = - 26. 29,  p < 0. 05).  Si mil arl y,  worl d gr oss  do mesti c 

pr oduct  had a  negati ve and si gnificant  effect  on trade bal ance (t  = - 2. 284,  p < 0. 05).  On t he ot her 

hand,  t he st udy f ound t hat  exchange rat e vol atility (t  = 20. 673,  p < 0. 05)  and gr oss  do mestic 

pr oduct  (t  = 5. 633,  p < 0. 05)  bot h have positi ve and si gnificant  i mpact  on trade bal ance i n t he 

regi on.  Al so,  panel  vect or  aut oregressi ve result  reveals  t hat  real  exchange rat e and exchange rat e 

vol atility (F = 5. 9953, p < 0. 05) j oi ntl y Granger cause trade bal ance.  

The st udy concl uded t hat real exchange rate and exchange rate volatility are very 

i mportant i n det er mi ni ng trade bal ance i n Sub- Saharan African countries. 
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CHAPTER ONE 

I NTRODUCTI ON 

1. 1.    Background to the St udy 

Exchange rat e vol atility has  been defi ned as  t he risk associ ated wit h the unexpect ed 

move ment s  i n exchange rate ( Ozt urk,  2006).  In an open econo my,  f orei gn exchange rat e poli ci es 

are a mong t he most  i mportant  macr o-econo mi c i ndi cat ors,  because of  t he fact  t hat  t hey affect  t he 

busi ness  worl d’s  i nvestment  decisi on ( Genc and Art ar,  2014).  In devel opi ng countries, 

especi all y sub- Saharan African countries’  exchange rat e vol atility has  been attri buted t o changes 

in macr o-econo mi c variabl es  such as  une mpl oyment  rat e,  i nflati on rat e,  price,  i nt erest  rat e, 

bal ance of  pay ment  et c,  whi ch beca me  more volatile i n t he 1980s  and earl y 1990s  due t o t he 

Struct ural  Adj ust ment  Progra m ( SAP)  of  I nt ernational  Monet ary Fund (I MF)  e mbar ked upon by 

many of t hese countries (Adubi and Okun made wa, 1999).   

In modern ti mes,  real  worl d scenari os  have al so been changi ng j ust  li ke the  nu mber  and 

ext ent  of  t he st udi es  i n t hi s  area.  So me  of  t he changes  (i nflati on rat e,  i nterest  rat e,  bal ance of 

pay ment,  et c)  have worsened t he exchange rate fl uct uati on whereas  some of  t he m have 

i mpr oved it.  Specifically,  one of  t he polici es  of  struct ural  adj ust ment  pr ogra m ( SAP)  of 

Internati onal  Monet ary Fund;  t hat  i s  i nt ernati onal  trade li beralizati on,  also in connecti on wit h t he 

huge i ncrease i n cr oss-bor der  fi nanci al  transactions  has  act uall y i ncreased exchange rat e 

vol atility ( Kafle,  2008).  For  exa mpl e,  t he currency crisis of  l ate 1980s  and earl y 1990s  i n t he 

devel opi ng countries  i s  a soli d f oundati on f or  increasi ng exchange rat e vol atility.  Ho wever, 

several  ot her  changes  have occurred over  t he previ ous  years  t hat  have also served t o reduce 

fluct uati ons  i n exchange r at es.  For  i nst ance,  proliferation of  multi nati onal  compani es  ( MNCs), 
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the currency st abilization effort  of  t he apex banks  of  different  countries  and monet ary 

aut horities,  t he rapi d spreadi ng of  credit  and hedgi ng i nstruments  i n financi al  mar kets  and 

pr ot ecti on of  agr o-based i ndustries  may have reduced t he exchange rat e vol atility t o a great 

ext ent (Insah 2013). 

Theor y expl ai ns  t hat  exchange rat e vol atility creates  uncertai nt y wit h regard t o t he pri ces 

export ers  woul d have t o pay and recei ve i n t he f uture ( Cl ark,  1973).  In recent  ti mes,  t he t rends  i n 

the worl d econo my as  t he move ment  of  goods  and servi ces,  l abour,  t echnol ogy and capit al 

throughout  t he worl d regardl ess  of  t he geographi cal  boundaries  affect  t he econo mi es  of 

countries.  Trade transactions  i nvol vi ng more t han one regi on nor mall y require t he conversi on of 

a currency t o anot her  currency.  Whet her  or  not  the de mands  f or  traded goods  are sensiti ve t o 

exchange rat es  fl uct uation has  l ong been recogni zed as  a  central  issue i n i nt ernati onal 

trans mi ssi on and adj ust ment.  

The fall  of  t he Brett on Woods  syst e m of  fi xed exchange rat e has  l ed t o si gnificant 

fl uct uati on i n bot h real  and no mi nal  exchange rate ( Fl ood and Rose,  1999).  Si nce t he i ncepti on 

of  fl oati ng (flexi bl e)  exchange rat e regi me  i n 1973,  t he effect  of  exchange r at e vol atilit y on t he 

vol ume of  i nt ernati onal  trade has  been a subj ect  of  concern bot h t heoreticall y and e mpiricall y. 

I mmedi at el y after  t he Bretton Woods  syst e m ended,  one concern was  whet her  real  exchange 

rates  were trul y fl exi bl e i n a way t hat  supported real  adj ust ments.  At  that  ti me,  t he debat e 

focused on t he poi nt  t hat i f  bot h no mi nal  exchange rat es  and do mestic pri ces  were fl exi bl e,  real 

exchange rat es  woul d not  move enough t o correct ext ernal  i mbal ances.  As a  consequence,  trade 

adj ust ment  woul d need to occur  sol el y t hrough changes  i n t he aggregate de mand of  tradi ng 

part ners  and no mi nal  exchange rat e move ments  woul d be i neffecti ve i n addressi ng real  trade 

i mbal ances.  Kenen and Rodri ck ( 1986),  however,  were earl y pr oponents  of  t he vi ew t hat 
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changes  i n no mi nal  exchange rat es  woul d i nduce rel ati ve price adj ustment s,  and woul d hel p 

econo mi es  adj ust  t heir  i nternati onal  i mbal ances.  Mor e t han t went y-ei ght  years  l ater,  t he strengt h 

of t he exchange rate i nstru ment i n trade-bal ance adj ust ment is agai n hotl y debat ed.  

Gl obalization al so has  affect ed t he rel ati onshi p bet ween t he trade bal ance and t he real 

exchange rat e i n several ways.  Fore most,  t he growt h of  trade t aki ng place wit hi n i ndustries 

makes  t he trade bal ance mor e sensiti ve t o real  exchange rat e move ments.  On t he ot her  hand,  a 

hi gher  degree of  vertical  speci alization and more gl obal  suppl y chains  act  t o reduce t hi s 

sensiti vity ( Kharroubi, 2011). The relati ve i mportance of t hese effects varies across countries.  

In Africa,  trade bal ance i n percent age t er m,  export  growt h exceeds  i mport  growt h f or 

Afri ca overall  and i n most  country gr oup ( Morrissey,  2004).  Ho wever,  as  i mport  GDP r ati o was 

initiall y hi gher  t han export  GDP r ati o;  t his  does  not  transl ate i nt o an i mprove ment  i n t he t rade 

bal ance.  These show t hat  t here i s  a cl ear  danger  from rel ati vel y rapi d li beralizati on,  as  i mport 

suppl y i s  more i mmedi atel y responsi ve t han export  suppl y.  This  pr obl e m i s  most  pr onounced f or 

countries  exporting pri mary co mmodities  subj ect t o weak and vol atile world prices.  Kenya,  f or 

exa mpl e,  has  t ended t o experi ence an i ncreasi ng trade deficit.  Oil  export ers  have fared 

reasonabl y well  and mai nt ai ned a sur pl us  as  a  group,  alt hough t his  was  significantl y reduced i n 

the l ate 1990s,  and agricult ure exporters  have fared better  t han may be expect ed.  Countries 

dependent  on mi ni ng exports,  however,  have not  f ared well  i n t he 1990s. Furt her more,  i n li ne 

wi t h devel opments  i n t he gl obal  econo my,  exports from sub- Saharan Africa have been vol atile 

(due t o exchange rat e),  particul arl y i ndustrial  metals  and oil  exporters  whi ch are more sensiti ve 

to gl obal  busi ness  cycl es.  Indeed,  i n t he t hird quarter  of  2012,  as  gl obal  imports  pl unged,  so di d 

export  vol umes  i n sub-Saharan African countries,  i n particul ar  t hat  of t he regi on’s  met al 
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export ers  decreases  by 43 % (- 43 percent)  and oil exporters  decreases  by 36 %  (-36. 8 percent)  

( Worl d Bank 2013). 

1. 2.    St ate ment of Research  Probl e m  

One of  t he negati ve effects  of  t he risi ng wave of gl obalizati on and fi nancial  i nt egrati on f or  all 

open econo mi es is the rise i n exchange rate vol atility wit h si gnificant  


