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 CBN faces monetary policy Catch 22  

 

The CBN concludes its two day monetary policy meeting today 

with developments across global and domestic terrain posing 

tough questions to the apex bank. On the global environment, 

uncertainty regarding the impact of the Brexit vote and recent 

events in Turkey has increased investor aversion to EM assets.  

On the domestic front, the stagflationary conditions present at the 

May MPC, if anything, have worsened with latest inflation 

reading printing at an eleven year high of 16.5% YoY while 

much of economic discourse on growth1 is no longer about the 

probability of a recession but about its length and depth. 

Compounding the macro picture is persistent naira weakness 

post the adoption of a flexible exchange rate regime, with the 

interbank USDNGN tumbling 56% to N310/$. In arriving at 

our call on the likely direction we think the MPC would take, it 

is worth examining recent developments across fixed income 

and currency markets.   

 

 

 

In adopting a floating exchange rate system, CBN hoped the 

new framework’s pro-market orientation would re-ignite FPI 

inflows which should ease dollar shortages and reduce pressure 

on dwindling FX reserves. In a bid to stimulate FPI interest, the 

apex bank embarked on a mid-month road-show abroad which, 

based on media reports, was met with accusations about 

continued CBN control of the USDNGN. Subsequently, the  

 
 

                                                 
1
 IMF now estimates Nigeria’s economy to shrink 1.8% YoY (vs. 2.4% YoY previously) while the MoF recently stated that the 

economy is in recession 

Economic Snapshot 

June 2016 Inflation Data/Indices 

  MoM YoY Prev YoY 

Headline 1.71% 16.5% 15.6% 

Food 1.45% 15.3% 14.8% 

All Items Less Farm 1.83% 16.2% 15.1% 

Imported food 2.25% 20.1% 18.6% 

Energy 2.63% 27.6% 25.9% 

Currency Markets  

  Latest Daily Chg YTD 

USDNGN 309.00 -4.4% -55.0% 

EURNGN 340.14 0.2% -57.2% 

GBPNGN 404.07 0.8% -37.6% 

JPYNGN  296.69 -1.3% -79.0% 

Monetary Aggregates –June 2016 

  (N’bn) MoM YoY 

M2 21,685 4.6% 15.3% 

CPS 21,425 12.5% 13.4% 

NCG 2,893 -23.9% 15.2% 

NFA 7,106 36.5% 19.4% 

NDC 24,318 6.4% 13.6% 

External  Position  

  Latest QoQ YoY 

Trade Balance ($’mn) -1,726 +116% +263% 

External Reserves ($’mn) 26,347 -3.5% -14.4% 

Foreign Debt ($’mn)  10,718 0.9% 10.4% 

Growth Data – Q1 2016 

   (N’bn) %of total YoY 

Real GDP 15,988 100% -0.4% 

Agriculture 3,275 20.5%  3.1% 

Oil 1,646 10.3% -1.9% 

Services 5,918 37.0%  0.2% 

Wholesale and Trade 2,909 18.2%  2.0% 

Manufacturing 1,578 9.9% -8.1% 
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CBN action in currency and debt markets signals 
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apex bank moved to allow the NGN trade more freely with no intervention sales 

over the course of the week (18-22 Jul) and its removal of proscription on bank 

FX sales to BDCs by the Friday. Accordingly, trading was more volatile with an 

additional 10% drop in the USDNGN, after being largely static at N281/$.  

 

However, in that same week the apex bank was active in the naira market via 

secondary sales of NTBs at higher rates which pushed short end rates up2. In 

addition, CBN began aggressive net OMO issuance with average clearing rates 

500bps higher than levels in June (including two issues at a record high of 17%). 

Given that SLF rate is currently at 14%, the rates on OMO bills imply an instant 

riskless arbitrage on the apex bank of roughly 300bps for banks. Interestingly, the 

CBN’s hawkish action in FI markets occurred at a time FGN displayed much 

reduced sensitivity to borrowing costs, than at any time in recent past, with 

marginal rates at recent bond issue exceeding the implied borrowing rates in the 

2016 budget. One thing seems clear, the sudden impetus to raise fixed income 

yields via NTB and OMO actions, despite the onset of recessionary conditions 

implies that, for some reason, the apex bank perceives current rates as not high 

enough. 

 

Figure 1: Net paper issuances and Marginal OMO rates 

Source: CBN, ARM Research  

                                                 
2
 CBN asked banks for quotes on October 21st 2016 bills then trading 11.25% with the apex bank later selling the bills 14.50% 
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Given our long stated view about a largely ineffectual transmission cycle between 

monetary policy and the pricing of key CPI items such as farm produce and 

PMS we don’t think current CBN drive to push the yield curve higher is about 

fighting inflation. To our minds, in a choice between cost push inflation 

(stemming from one-off shocks to energy and fuel prices) and recession, the CBN 

should favour policies which address the latter. Thus we think renewed hawkish 

vigour is a return to old monetary policy tactics of trying to attract foreign 

portfolio investments to shore up the fledgling interbank market.  

 

 

 

While this action would question the intent to float the NGN, as theoretically the 

apex bank should no longer be interested in the value of the naira, the move to 

drive yields higher under near recessionary economic conditions (which should 

call for lower rates) hints at CBN dilemma over the trade-offs to floating the 

naira. Given fiscal reservations about the impact of naira weakness on economic 

welfare, perhaps the apex bank is more worried about detrimental short run 

effects of continued NGN depreciation (over 100% since November 2014), 

which are more pressing, than potential long run economic gains from export 

competitiveness. Thus the MPC faces a catch 22 situation of either easing interest 

rates to complement expansionary fiscal policy (which would imply potentially 

facing significant further NGN depreciation) or tightening in the short term to 

attract FPI to stem further naira weakness at the risk of exacerbating GDP 

contraction. It would seem from recent actions that the apex bank has chosen the 

latter position. 

 

 

  

Since the start of the renewed monetary tightening, the naira yield curve has 

flattened with a hump at short end as the 6M-1Y NTBs moved higher. In 

addition, using difference between the 10-year and 1-year, average monthly term 

premium have collapsed 1.8pps to 0.32% in July. In theory, the flattening yield 

curve and shrinking term premiums suggest market participants either view the 

Yield curve movements suggest short-lived tightening  

 

What is motivating liquidity curbing measures? 

Can growth really be the sacrificial lamb? 
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weak growth picture as limiting the scale of any tightening and/or that current 

inflationary spiral is short term in nature3. 

 

Figure 2: Naira curve 

 

Source: FMDQ, ARM Research 

 

What all these tells us is that simply based on what the economy and FG, in 

particular, can bear, the yield uptick is likely to be capped, and based on our 

inferences from the curve and tenor premiums, could also be short-lived. So at 

this early point, in what is largely a CBN effort to drive rates higher amid a weak 

macro picture, here are the conflicting policy considerations that make today’s 

MPC a particularly knotty one for the apex bank, as we see them: the need for 

some visible policy response to rising inflation, with yield increases being the 

most obvious option; the desire to help the FX market function and the 

willingness to go to great lengths to further that aim; and, the incompatibility of 

such tightening with weak growth which—once the CBN accepts the ‘impossible 

trilemma’, as it seems to have—is really the only thing left to fight for.  

 

 

 

 

Having established that market expectations is likely for yield spikes to be 

temporary, the CBN’s tightening moves would then appear to make more sense 

                                                 
3
 YTD inflation average is at 13.3% implying yields remain positive in real terms.  
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in the context of a plan to get FPI to help the fledgling FX market fully float and 

find its own level and liquidity (and then return to domestic considerations). 

Indeed, given revamped foreign borrowing plans, perhaps this is more than just 

FPI-focused but also aligning with views of potential lenders like IMF who have 

asked for higher rates to stem inflation without cognizance of domestic 

idiosyncrasies. Such a short-termist tightening will not only match market 

expectations but also allow the CBN test whether it can indeed attract support of 

external dollar flows while it is not yet under pressure to officially respond to 

flagging growth—only Q1 GDP numbers are officially out as yet.  

 

For that latter dual purpose, this temporary tightening would not involve rate 

hikes though other reasons also favour this twist. For one, tightening strictly via 

liquidity mop-up will help the CBN avoid the appearance of a policy switch back 

to tightening just after reversing an earlier rate-based tightening effort at the last 

MPC especially as the need for this round of tightening would be short-lived 

anyway. In addition, the liquidity conditions can be very easily normalized and 

could even support a growth-focused easing that could kick-in a few months 

down the line. 

 

In a nutshell, we envisage a short intense tightening, short enough to not appear 

irresponsive to growth but long enough to see whether FPI will be attracted if all 

the requisite conditions are seemingly met, followed by rapid liquidity release a 

few months down the line. However, this liquidity release will not be the primary 

response to flagging growth as we feel CBN’s own acknowledgement of the 

ineffectuality of its policy transmission to lending and growth would make it 

favour deepening the penetration of its own intervention funds, or perhaps in 

typical government fashion launch a brand new one. Despite not expecting a 

rate move, what may then make sense, based on the arbitrage at the SLF 

window vs current T-bill rates, is for the CBN to raise the gap of the SLF over 

the benchmark policy rate by possibly up to 500 bps. This tweak with the SLF 

corridor appeals over a 300bps rate MPR hike to 15% with retention of current 

SLF corridor which equally removes the arbitrage but leaves the MPC open to 

accusations about being anti-growth. We see currently thin market liquidity levels 

as reducing scope for changes in CRR and other policy parameters.  
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