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Abstract

This study evaluates how exchange rate fluctuation impacts inflation rate and foreign direct
investments in Nigeria, a country that depends heavily on oil exports and faces external
economic shocks. The study analyses the relationship between exchange rate, inflation and
foreign direct investments by applying data analysis tools to secondary data collected
between 2000 and 2019 from World Bank Database. The findings reveal weak positive
relationship between exchange rate and inflation with a correlation coefficient of 0.241 at
P=0.268 and a strong negative relationship with a correlation coefficient of -0.805 between
exchange rate and foreign direct investment at P<0.001. The study presents perspectives on
Nigeria's economic dynamics while stressing the importance of exchange rate management to
control inflation and explaining how foreign direct investment (FDI) withdrawal from Nigeria
is connected to the instability of exchange rate which has created an uncertain business
environment for foreign investors.
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1.0 Introduction

Macro-economic variables are indicators used in checking the general health of an economy.
They are used by policy makers and economists as instruments for analysis and decision
making and have been seen to have an impact on the economic growth of economies
including the Nigerian economy. These macro-economic variables include Gross Domestic
product, exchange rate, interest rates, inflation rates, unemployment rates, foreign direct
investment, etc. Amassoma and Nwosa (2011) mentioned that it is essential to understand the
interactions between the variables to overcome various obstacles evident in Nigeria with its
dynamic economic environment. In this study, the focus will be on two key variables that are
affected by exchange rate fluctuations: Inflation rate and foreign direct investments.

Nigeria’s exchange rate system has been passing through transformation especially over the
past two decades. Some periods witnessed stability while other periods witnessed volatility.
Between 2000-2006, the Central Bank of Nigeria (CBN) made use of the Dutch Auction
System (DAS) in managing the Naira and there was relative stability in the exchange rates
especially with the high oil prices (Obadan, 2006). However, in 2008, the global financial
crisis affected oil prices, exposing the Naira to external shocks that led to an increase in the
gap between the official and unofficial rates which further increased, when oil prices dropped
(Jonathan, 2011). These fluctuations led to increase in cost of imports, inflation rates,
reduction in confidence of investors and general uncertainties in government policies in the
country. This made exchange rate fluctuations an area of concern for economists and policy
makers and the CBN adopted different policy reforms in 2017 in a bid improve the situation.
According to Ha et al. (2019), when the inflation rate is on a persistent increase, and there is
decline in the value of the country’s currency it further contributes to the rising pressures in
inflation. This leads to so much uncertainty for businesses as the country depends heavily in
imported goods.

Another factor that has an impact on the economic development in Nigeria is foreign direct
investment (FDI). FDI increases the availability of capital, skill development and technology
to the nation and the fluctuations in exchange rates could affect investors from continually
bringing new investments to the country due to this economic instability. According to Abbott
et al. (2012), investors will typically seek for nations with economic stability when looking
for where to invest.

The Central Bank of Nigeria (CBN) implements measures to regulate exchange rate
fluctuations; however, results have been inconsistent. Akpan and Atan (2015) stated that the
measures applied only stabilises the exchange rate for a short-term. It is necessary to
understand fluctuations in exchange rate and develop frameworks that will enable it to be
effectively stabilised. Hassan et al. (2016) emphasized the importance of understanding how
exchange rate fluctuations influence inflation and establish frameworks to manage them.
Understanding the factors that affect exchange rate is important because the stability of the
Nigerian currency is critical to having an investor-friendly economic environment. This study
is carried out to analyse these relationships to offer an update on this issue which is a
persistent financial issue in the country and add to knowledge regarding the effectiveness of
monetary policies in Nigeria.

1.2 Statement of the problem

The fluctuations in exchange rate area dominant theme in international finance due to its
impact on various economies especially developing countries. These countries have tried
various strategies to stabilise the fluctuations which has led to changes in relative prices in
the economy. Stability of exchange rate is a major factor contributing to price stability and
economic growth having a direct impact on FDI (Ajao & Igbekoyi, 2015). In Nigeria, the
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fluctuations in exchange rate have significantly influenced the economic landscape of the
country. Global fluctuations in oil prices have affected the currency due to Nigeria’s reliance
on oil exportation and this has led to economic instability and depreciation of the currency
(Ogundipe & Ogundipe, 2013). Research studies have shown that businesses often transfer
costs to customers when there is volatility in the exchange rate leading to negative impact on
prices and this causes inflationary pressures (Maredza & Olamide, 2017). (Adeniran et al.,
2014), mentioned that the increase in exchange rate leads to an increase in the prices of
imported good, pushing prices of goods and services upward and this causes inflation in the
country, showing a positive relationship between fluctuations in exchange rate and inflation
in Nigeria.

Fluctuations in exchange rates creates uncertainties which often makes it difficult for
countries to establish pricing strategies and investment plans, making them mitigate risks by
moving their businesses to more stable economies (Osinubi & Amaghionyeodiwe, 2009a).
This uncertainty often makes it difficult for countries to establish pricing strategies and
investment plans, making them mitigate risks by moving their businesses to more stable
economies (Osinubi & Amaghionyeodiwe, 2009a, 2009b). Udoh and Egwaikhide (2008),
mentioned that foreign investors have been pushed from Nigeria due to currency movements
that are very volatile, creating a business environment which is unfavourable to international
investors. This situation has also affected multi-national companies who experienced an
increase in operational expenses impacting their profitability. According to them, this makes
the value of the Naira unpredictable, reducing potential investors who naturally will seek a
stable economic environment to invest, thereby making Nigeria an unattractive location for
foreign investors. There are so many policy measures being implemented by the CBN to
address this issue; however, the Naira keeps depreciating further (Nyoni & Nathaniel, 2018).

Asamoah et al. (2016), in their study, mentioned that though uncertainties in exchange rate
may make international investors hesitant to in continuing their businesses the negative effect
may change based on institutional policies developed by the country. Research carried out on
the effect of fluctuations in exchange rate on inflation and foreign direct investments show a
mixed result where some studies find a positive relationship between the variables and others
find a negative relationship. Osinubi and Amaghionyeodiwe (2009b) carried out an
investigation on the effect of exchange rate on FDI in Nigeria between 1970 and 2004 and the
results suggests that exchange rate volatility had a positive and significant relationship with
FDI, stating that when the naira depreciate the real inward FDI increases. Dixit & Pindyck
(1994) stated that exchange rate volatility has a negative impact on FDI. Explaining that the
exchange rate volatility affects the profits and makes the stream of profits are riskier. Foad
(2005) supports this, stating that countries with more stable exchange rates will attract more
FDIs to their locations. The level of exchange rate could influence FDI positively, because
when the local currency depreciates, foreign investors are able to acquire assets at cheaper
prices making the local country attractive to them (Froot & Stein, 1991). Campa (1993),
however argues that firms decide to invest in a country based on expectations of future
profits. Campa’s model explains that the higher the exchange rate, the higher the expectation
of higher profits, therefore when the exchange rate increase, FDI will also increase.

The relationship between these variables is complex and with these dynamic issues it is
necessary to carry out a study to investigate the effect of exchange rate fluctuations on
inflation and foreign direct investment in Nigeria, to highlight the direction and magnitude of
these relationships and provide policy makers with insights that may enable them to develop
the right strategies for the overall stability, economic development and sustainable growth of
the Nigerian economy.
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1.3 Research questions

1. To what extent does exchange rate fluctuation relate with inflation rate in Nigeria?

2. To what extent does exchange rate fluctuation relate with foreign direct investments in
Nigeria?

1.4 Research hypothesis

HO1: There is no significant relationship between exchange rates fluctuation and inflation
rates in Nigeria.

HO2: There is no significant relationship between exchange rates fluctuation and foreign
direct investment in Nigeria.

2.0 Literature Review

2.1 Theoretical Framework

2.1.1 Interest Rate Parity (IRP) Theory:

This theory was formulated by Keynes in 1930. It is also known as the theory of one price
and states that the difference in interest rate between two countries should be equal to the
projected changes in exchange rate between their currencies. It is further explained by the
theory that if a country has a higher interest rate than another country the currency of that
country in future, is likely to depreciate due to higher returns in investment. The theory
shows the link between foreign exchange rates, spot exchange rates, interest rates and
inflation expectations (Ho & Ariff, 2014).

2.1.2 Dunning’s Theory of International Production

This theory was developed by John Dunning in1976. It is otherwise known as the Eclectic
Paradigm and it explains that companies often participate in FDI when they identify firm
specific advantages, location advantages and internalisation advantages. These three factors
enable the firm to have competitive advantage making them successful in the country they
have identified to invest in (Sharmiladevi, 2017).

2.1.3 The Mundell-Fleming Model

This model was developed by Robert Mundell and Marcus Fleming in 1960, and it explains
the IS-LM curve and shows the relationship between exchange rates, interest rate, outputs
and capital flows. It helps in giving an understanding to the impact of exchange rate
fluctuations on FDI especially for economies with different exchange rate regimes (Mendoza
Bellido, 2017).

2.1.4 Purchasing Power Parity (PPP) Theory:

This theory was developed by Professor Gustav Cassel, in the 20" century. The theory states
that in the long run, interest rates between countries will balance out to match up with price
levels thereby making purchasing power uniform across international borders, with
adjustments in exchange rates. The theory states that a country’s currency should be
depreciated to restore equilibrium when inflation rate is higher compared to another country
(Chinn, 2019)

2.2 Exchange Rate and Inflation Rate

Dornbusch (1976), Stated that understanding the relationship between exchange rate and
inflation is important especially in developing countries where the fluctuations will affect the
price level significantly. The study carried out by Agenor and Montiel (1996), supported the
above by stating that fluctuations in exchange rate affects inflation and has certain
mechanisms through which it transmits. Firstly, due to openness of the economy it will affect
the price of goods imported, secondly, it could increase the price of final goods and services
due to import of raw materials, thirdly it could affect the price of domestic goods and services
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due to uncertainties created by fluctuations in foreign currencies price and this could either
boost or lower the ability of firms planning long term investments.

The Central Bank of Nigeria (CBN) has consistently developed strategies aimed at stabilising
the Naira however these efforts have not effectively maintained stable inflation rates.
Economic stability has been made difficult due to high rate of inflation, decreasing the
purchasing power of consumers (Anidiobu et al., 2018). Current inflation rates in Nigeria are
likened to the early 1970’s when there was an increase in revenue generated from oil, leading
to the increase in government spending. It also resulted in increase in aggregate demand and
no corresponding growth in domestic production output.

Orbunde et al. (2019), reported that the depreciation of the Naira and the general exchange
rate fluctuations, has made financial planning and decisions on investments difficult. The
instability of the Nigeria’s exchange rate may be due to oil price variations, political
instability and indirectly by monetary policies of other countries. Onoh and Ndu-Okereke
(2018) has connected the dependence on oil as a factor affecting exchange rates and stressed
the need for there to be diversification of income streams in the country. According to Henry
(2019), an increase in these import costs which is driven by exchange rate volatility has
impacted negatively on the economy causing inflationary pressures. This reduction in the
purchasing power affects the ability of consumers to buy essential goods and services and
these fluctuations also contribute to social and economic inequalities in the country(Henry,
2019).

Umeora (2010), carried out a study to examine the effect of money supply and exchange rate
on inflation in Nigeria for a period of 28years between 1982 and 2009, using Multiple
Regression Analysis and the results showed that money supply had a positive effect on
inflation while exchange rate had a negative effect on inflation.

Danmola (2013) in the research carried out on the impact of exchange rate volatility on
Macroeconomic variables, discovered that exchange rate volatility affected Gross Domestic
Product, Trade Openness and Foreign Direct Investment positively, while it had a negative
effect on inflation. The Ordinary Least Square was used for the study.

Imimole and Enoma (2011), investigated the impact of the impact of exchange rate
depreciation on inflation in Nigeria between 1986 and 2008. The Auto Regressive Distributed
Lag co-integration tool was used for this study, and it was revealed that the main causes of
inflation in Nigeria were money supply, real GDP and exchange rate depreciation.

Inyiama and Ekwe (2014), carried out a study to find out the nature of association and the
impact of exchange rate fluctuations on inflationary pressure and some macroeconomic
variables in Nigeria from 1979 to 2010, using the Ordinary Least Squares method and the
results indicated exchange rate had a positive and insignificant effect on Inflation rate

2.3 Exchange Rate and Foreign Direct Investment

Developing countries in Africa often have discussions regarding the structural changes that
will be most suitable for their countries including macroeconomic policies such as expansion
of non-oil exports and reducing imports to bring about economic growth (Akpan & Atan,
2012).

Another area of focus is the contribution of FDI to economic growth and development in
their countries and how exchange rate fluctuations affect FDI. According to Latief and Lefen
(2018), it is important to investigate the relationship between exchange rate fluctuations and
FDI since the fluctuations could createrisks which may discourage investors.
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Ellahi (2011) carried out a study on the impact of exchange rate volatility on FDI inflow in
Pakistan, using Autoregressive distribution lag (ARDL) model, time series analysis. This was
carried out from 1980 to 2010 and it was discovered that while the relationship was negative
in the short run, it showed a positive relationship in the long run.

Durairaj and Nirmala (2012), studied a sample in India between 1996 and 2010. The
investigation was conducted on the relationship between exchange rate volatility and FDI in
India.The results, using Autoregressive Distributed Lag showed an inverse relationship
between the variables. They suggested a flexible exchange system for attracting FDI to India.

Sharifi-Renani and Mirfatah (2012), discovered that trade openness, GDP and Exchange rate
have a positive relationship with FDI in Iran while exchange rate volatility and price of oil
have a negative relationship with FDI. The Johansen Cointegration technique was used for
the study.

Al-Abri and Baghestani (2015), investigated eight Asian countries between the period of
1980 to 2011 and discovered that high supply of foreign liability decreases the volatility of
exchange rate in India, China, South Korea and Singapore while the results were opposite for
Indonesia, Philippines and Thailand.

Mbanasor and Obioma (2017), examined the impact of exchange rate fluctuations and foreign
private investments in Nigeria using ex-post facto research design. The results showed a
negative and insignificant relationship between the variables. It is explained from the study
that FDI in Nigeria is not determined by exchange rate but other factors such as
entrepreneurial skills and technological resources.

Kim (2017), stated in the study, which covered the period of 2000 to 2015 on investigations
on exchange rate volatility and its effect on Seaborne Import volume in Korea that using
ARDL, the results showed a significant negative effect while the results from the Vector Error
Correction Model analysis showed short-term unidirectional causality between the variables.

Kilicarslan (2018), mentioned that the stability of exchange rates help build investor
confidence because they can predict the return on investment without many changes. They
are therefore more inclined to channel resources towards foreign investments when there is
certainty and stability. Ufoeze et al. (2018), supported this statement by stating that when
exchange rates are unstable, it implies that there is uncertainty in the economy and investors
will not like a situation where they cannot predict what their investment returns will be.
When the exchange rate is unpredictable, it makes it difficult, deterring investment activities,
and this ends up slowing down economic growth and the reverse is the case when they are
predictable, by increasing employment and expanding the economy (Guzman et al., 2018).

3.0 Methodology

This study made use of ex post facto research design which enables us to measure the
relationship between the variables using time-series secondary data. The data was sourced
from World Bank Database Indicators, using annual data and it covered a period of 20years,
from 2000 to 2019. In measuring the relationship between the variables, the Spearman’s Rank
Correlation Coefficient was used.
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4.0 Discussion of findings
Table 1: Relationship between Exchange Rate, Inflation Rate and FDI

EXC_RATE |INF_RATEFDI
Spearman'srho [EXC_RATE [Correlation Coefficient  [1.000 241 -.805

Sig. (2-tailed) .268 <.001

N 23 23 23
INF_RATE [Correlation Coefficient |.241 1.000 -.251

Sig. (2-tailed) 268 236

N 23 24 24
FDI Correlation Coefficient |-.805 1251 1.000

Sig. (2-tailed) <.001 236

N 23 24 24

**_Correlation is significant at the 0.01 level (2-tailed)

4.1 Exchange rate fluctuation and inflation rate

The results show a weak positive relationship with a correlation coefficient of 0.241. When
exchange rate increases, there is an associated increase in inflation, however the relationship
between the two variables is not statistically strong at P=0.268

4.2 Exchange rate fluctuation and Foreign direct investments

The results show a strong negative relationship with a correlation coefficient of -0.805. When
exchange rate increases, Foreign Direct Investment decreases. It confirms a statistically
significant relationship at P<0.001. This therefore means that with fluctuations in exchange
rate, foreign investors will be discouraged, and this may be due to the uncertainty and risks
that comes with these fluctuations. We therefore reject the null hypothesis that there is no
significant relationship between exchange rates fluctuation and foreign direct investment in
Nigeria.

Looking at the table, it can be observed that there is a negative relationship between inflation

and FDI, though this relationship is weak with correlation coefficient -0.251, suggesting
lower levels of FDI being associated with high inflation rate. The relationship between
exchange rate and inflation and inflation and FDI is weak and therefore definite conclusions
cannot be drawn, indicating that there may be other factors that are also influencing inflation
rates and FDI in Nigeria.

5.0 Conclusion

This study has shown a clear link between dynamics of exchange rates and its effect on
macro-economic variables particularly on inflation and foreign direct investments. There was
moderate rate of inflation between 2000 and 2007, and this showed an increase in FDIs
especially in some sectors such as the oil and gas sector. After the 2008 global crisis there
was a notable volatility in exchange rates. This was also seen in 2014 when there was a
collapse in oil prices. This period showed a decline in FDI and very high inflation rates. The
data points to the fact that inconsistencies in domestic policies and external shocks often lead
to instability in currency, reduces the purchasing power of consumers due to increase in cost
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of imports and undermines the confidence of investors. While the CBN made several efforts
in developing policies such as the Import Export foreign exchange window and the Dutch
Auction system which brought about temporary reliefs, the fluctuations were still evident due
to the Country’s over dependence on oil and high dependence on import. Ultimately, the
misalignments of exchange rates had a multiplier effect which had an impact on macro-
economic stability thereby discouraging long term investment.

6.0 Recommendation

1. The CBN should adopt a flexible exchange rate policy that is transparent. This should
be supported by interventions that are not excessive, because excessive interventions
could affect the market signals and this will increase the uncertainty of foreign
investors.

2. The Nigerian government should diversify its export by promoting other sectors such
as manufacturing and agriculture. This will reduce the country’s reliance on oil
exports and further boost its foreign exchange reserves, thereby stabilising exchange
rates.

3. There should be the development of other reforms such as regulatory transparency,
development of infrastructure and efficiency of the judicial system. This will attract
investment in other sectors, not focusing only on the oil sector and generally improve
the investment climate of the country.

4. There should be an efficient coordination of both fiscal and monetary policies by the
relevant authorities to bring about consistency.
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