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Abstract

Various empirical studies on foreign direct investment (FDI) and exchange rate on Nigeria’s
economic growth have yielded indefinite results. However, we did not come across any study that
examined the relationship between FDI and exchange rate on Nigeria’s Economic growth. The low
level of FDI into Nigeria during the recession of 2016 and the significant fall in the value of the Naira
motivated this study. The ordinary least squares regression technique was employed to estimate the
relationship between Nigeria economic growth as measured by her gross domestic product and the
value of FDI, exchange rate and inflation rate using time series data from 1981 to 2010. The
analysis started with the test of statistical significance of the variables there after, testing for Auto-
correlation of the independent variables was carried out. Diagnostic Criteria results showed that the
model used was linear and statistically significant. The regression results showed that economic
growth in Nigeria is influenced positively and significantly by foreign direct investment and exchange
rate amongst other variables that were not measured in the study but were measured by other
researched as stated in the empirical review of literature, like the market size of the host country,
deregulation, and political instability.
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1. INTRODUCTION

The role of foreign direct investment (FDI) in the development of Nigerian economy cannot be over
emphasized. It provides capital for investment, enhances job creation and managerial skills, and
possibly technology transfer (Obida & Nurudeen, 2010).

A fixed exchange rate system also called a pegged exchange rate is one in which exchange rates
are maintained at fixed levels. In this system, most countries tend to fix its currency against another
currency or to another measure of value, such as gold. As in the case of Nigeria, the United States
Dollar (USD).

A fixed exchange rate regime is normally used to stabilize the value of a currency by directly fixing
its value in a predetermined ratio to a different, more stable (as in the case of developing
economies) or more internationally prevalent currency (or currencies), to which the value is pegged.
In doing so, the exchange rate between the currencies would not change based on market
conditions, as in the case of floating currencies. This makes trade and investments between the two
currency areas easier and more predictable.

In Nigeria, the term foreign exchange has become a house hold expression due to the activities of
the street hawkers of this very fundamental commodity. The quantum of foreign exchange available
at any point in time constitutes foreign exchange resources or restores. The volatility and continued
depreciation of exchange rate of the Naira is principal caused by the expansionary liquidity and the
resultant persistent excess liquidity in the banking system supply of inelastic of both domestic
production and the foreign exchange market with its further destabilizing speculative activities need
to be managed ineffectively (GT Bank, 2015).



In Nigeria, 1986 marked the beginning of deregulation era. In an attempt to create a suitable
friendly environment for investment and growth in economy, the Nigerian government introduced
the structural adjustment programme (SAP) in July 1986. The programme incorporated trade and
exchange reforms reinforced by monetary and fiscal measures that enabled diversification in the
economy’s mono-export base. The SAP was expected to improve the economy more especially, the
sharp exchange rate depreciation which was anticipated to discourage importation and make export
oriented multinational gain on their investment. During this period, Nigerian economy recorded wide
instability in exchange and inflation rate uncertainly up till 2010. After the introduction of SAP, there
were intense political conflicts in the country and this paralyzed every sphere of the Nigerian
economy. This development limited the achievements of the reform programme under SAP. This era
was characterized by the era of military rule in the country. The return of democracy on May 29,
1999 raised hopes of redressing socio-economic damages of the military rule (Njogo, 2013).

Since the 1980s, flows of investment have increased dramatically all over the world. Total world
outflows of capital in that decade grew at an average rate of almost 30 percent, more than three
times the rate of world exports at that time, with further growth experienced in the 1990s
(Kosteletou & Panagiotis, 2000). Despite the increased flow of investment to developing countries,
Olumuyiwa (2003) stated that most Sub-Sahara African (SSA) countries still lag behind other regions
in attracting foreign direct investment (FDI).

Since the move to floating exchange rate system in 1973, the effects of dramatic movement of
exchange rate have continued to generate series of responses. Many analysts of international
economics concur that the generalized floating of system in operation since the post Bretton Wood
period have engendered substantial volatility in both developed and developing economies.
Following the collapse of the pre-1973 system, exchange rates fluctuated beyond book-makers’
expectation. At firm level, exchange rate movements and its volatility can mean the difference
between prosperity and close down of naturally competitive firms, depending on the level of
exchange rate pass-through (Olumuyiwa, 2003).

In the opinion of Murtala (2017), foreign direct investment (FDI) is perceived to have a positive
impact on economic growth of a host country through various direct and indirect channels. It
augments domestic investment, which is essential to the realization of continuous economic growth
and development. Nigeria's foreign investment can be traced back to the colonial era, when the
colonial masters had the intention of exploiting resources for the development of their economy.
There was little investment by these colonial masters with the research and discovery of oil, but
since then, Nigeria's foreign investment has not been stable. The Nigerian governments have
recognized the importance of FDI in enhancing economic growth and development (Macaulay,
2011).

Since Nigeria became a democratic republic in 1999, the government has taken a number of
measures crucial to attract foreign investors into Nigeria. According to Shiro (2009), these measures
includes the repeal of laws that are inimical to foreign investment growth, promulgation of
investment laws, various oversea trips for image laundry by the country presidents among others.

One of the many influences on FDI activity is the performance of exchange rates. Exchange rate is
determined by how many unit of a domestic currency can be change with another nation’s currency
unit. The demand and supply of currency actually are the main element of exchange rate instability
in the case of a floating exchange rate. Exchange rate instability directly affects the decision makers
to decide how much import and export is favorable or otherwise. It also tells that how much things
should be manufactured, imported, exported, money taken reserve and balance of payment.
Exchange rates can influence both the total amount of foreign direct investment that takes place
and the allocation of this investment spending across a range of countries (Javed & Faroog, 2009).

The following hypotheses for this research are stated in the null form:
L There is no relationship between FDI and GDP
II. Exchange rate does not a significant effect on GDP
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Data availability has always been the main limitation of most research works, and this study is not
an exception. Data collected from Central Bank of Nigeria and National Bureau of Statistics and even
various volumes of Statistical Bulletins sometimes conflict with one another especially in the area of
GDP. Despite these limitations, the correctness and significance of this study are not affected.

2, LITERATURE REVIEW

Foreign Direct Investment

Yang, Groenewold, and Tcha (2000) concluded that interest rate and inflation were positive and
significant to FDI. Other variables such as host GDP, exchange rate and transport costs were not
found to be significant at all, while the coefficient on wage rate changes, openness and industrial
disputes even had an unexpected sign.

Iyoha, (2001) in his economic study of the main determinants of foreign investment in Nigeria,
examined the effects of microeconomic instability and uncertainty, economic size and external debt
on foreign direct investment inflows. The result shows that market size attracts FDI to Nigeria
whereas inflation discourages it. In contrast to this, Dinda (2008) used time series econometric
technique on annual data of Nigeria in examining the effect of the country’s natural resource export,
along with openness, market size and microeconomic risk variables like inflation and foreign
exchange rate on FDI inflow during 1970-2006 and was of the opinion that in a long run, market
size is not the significant factor for attracting FDI to Nigeria and this contradicts the existing
literature.

Isabel (2005) in conformity with Iyoha (2001) found out that market size makes Australia a more
attractive place to invest and FDI is driven by longer term considerations and its determinants could
not be fully explained by any single theoretical model.

Olajide, (2010) used OLS in examining foreign direct investment and its determinants in an open
economy and found out that Nigerian’s potential market size, the degree of export orientation
human capital, providing enabling environment through the provision of infrastructural facilities, and
macroeconomic stability are important determinant of FDI flows. Also, government consumption
expenditure, openness to international trade and human capital are complementary to economic
growth.

In Nigeria, it has been observed that, the rate of FDI inflow is low despite incentives been offered to
foreign investors. Many Foreign investors are adamant to come to Nigeria. This may not be
unconnected to the lingering problem, the Boko-Haram issue that constitutes general insecurity in
the country at the movement and of course the enveloping indiscipline that is becoming the order of
the day in the Nigerian economy (Njogo, 2013).

Exchange Rates

Exchange rate means how much of nations domestic currency can be changed for one unit of
another nations’ currency. Simply it is change of one country currency into the other country
currency. The demand and supply of currency actually are the main element of exchange rate
instability. Exchange rate instability directly affects the decision makers to decide how much import
and export is favourably (Javed & Farooq, 2009).

Exchange rate movements and exchange rate uncertainty tend to be important factors investors
consider in their decision to invest abroad. It has been observed that country with weak currency
attracts FDI inflows. If the exchange rate of a country depreciates, it attracts FDI since foreign firms
may merge with or acquire domestic industries (Masayki and Ivohasinam, 2005).

Evidences have over the years shown that despite significant increase in the flow of foreign direct
investment to developing countries, Sub-Saharan Africa countries have continued to be at
disadvantage in terms of proportion of flow into the region. Olumuyiwa (2003) estimated the
relationship between the behavior of exchange rate, as one of the most important anchor of recent



global economic process, and foreign direct investment (FDI) with respect to Nigeria. He concluded
that parallel market exchange rate is an important driver of real economic process in Nigeria.

Empirical Review On FDI and Economic Growth

These reviews are on studies that have being carried out on developing countries due to the fact
that Nigeria is a developing country. It focuses on the relationship between FDI and Economic
growth.

Borensztein, De Gregrio, and Lee (1998), studied how FDI affects Growth with particular reference
to developing countries. The main regression results indicate that FDI has a positive and significant
overall effect on economic growth, although the magnitude of the effect depends on the stock of
human capital available in the host economy. The cross-country regression also shows that FDI
exerts a positive effect on domestic investment. They have observed that the direct effect of FDI
differs for countries depending on each country’s level of human capital development.

Saqib, Masnoon & Rafique (2013) studied the impact of Foreign Direct Investment on Economic
Growth of Pakistan for the period 1981 to 2010. Using five variables, with GDP as their dependent
variable while FDI, Total debt Service, Gross Domestic Savings, Inflation, as independent variables.
Findings from the study indicated that FDI and dependent variable (GDP) have a negative and
significant relationship. Also Debt, Inflation and Trade exhibited negative relationship with GDP.
They further stated that Domestic Investment will be more beneficial and that dependency on FDI
should be limited. They recommended that the Government should encourage domestic savings and
investment.

However, the opposite was the case in Malaysia when Wai-Mun, Kai-Lin, and Kar-Mun (2008) did a
study to establish FDI and Economic Growth Relationship in Malaysia. They employed the
Augmented Dickey-Fuller (ADF) Unit root tests, Phillips-Peron (PP) test and Ordinary Lest Square
(OLS) regression analysis and the results showed that there is a positive and significant relationship
between FDI and economic growth in Malaysia. Thereafter, recommending government to
encourage FDI, but should also adopt policies to encourage domestic producers to adopt the
technology brought in through FDI.

In Africa, particularly Ghana, Antwi, Atta-Mills, Atta-Mills, & Zhao (2013) did an empirical study on
the impact of FDI on economic growth of Ghana. They used simple Ordinary Least Squares (OLS)
regressions and concluded that FDI has continued to play a positive significant role in economic
growth of Ghana. They advised that government should encourage the inflow of FDI which brings
with it capital inflow, technology transfer and creation of employment.

Macaulay (2011) was able to study FDI and the performance of the Nigerian Economy. He was of
the opinion that FDI has a positive significant effect on economic growth, but observed that FDI has
a negative impact of capital flight.

Onu (2012) studied the impact of FDI on Economic Growth in Nigeria for the period 1986-2007.
Employing the multiple regression analysis to determine the impact of FDI on economic growth in
Nigeria, he however concluded that FDI is an engine of economic growth. And that the great
potentials of FDI for accelerating the pace of economic progress of Nigeria cannot be over
emphasized.

Empirical Review On Exchange Rate and Economic Growth

Thomas, (1997) in his study of 86 developing countries examined data on terms of trade, real
exchange rates, and property rights and concluded that while factors including credit, availability
and the quality of physical and human infrastructure are important influences, uncertainty in the
foreign exchange rate was negatively related to private investment in sub-Saharan countries.

Elijah and Festus (2008) examined the effect of exchanged rate volatility and inflation uncertainty
on foreign direct investment in Nigeria for the period of 1970-2005. Using the GARCH model, the
estimated results indicated that exchanged rate volatility and inflation uncertainty exerted significant
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negative effect on foreign investment during the period. In addition, the results show that
infrastructure development, appropriate size of the government sector and international
competitiveness are crucial determinants of FDI inflow to the country.

Bakare (2011) carried out an analysis of the consequences of the foreign exchange rate reforms on
the performances of private domestic investment in Nigeria. Using ordinary least square multiple
regression analytical method and testing the statistical significance of the variables (private
domestic investment, Floating exchange rate system as the ratio of Nigeria currency in term of US
dollar, Nominal public investment as a percentage of nominal GDP, Infrastructures: proxied by
power supply, savings Rate), results showed that there was a significant but negative relationship
between floating foreign exchange rate and private domestic investment in Nigeria. He however
concluded that there is the need for the government to dump the floating exchange regime and
adopt purchasing power parity which has been considered by researchers to be more appropriate in
determining realistic exchange rate for naira and contribute positively to macroeconomic
performances in Nigeria.

In finding out the relationship between foreign exchange rate and foreign direct investment (FDI)
and the impact of FDI on the gross domestic product (GDP) in Nigeria, Murtala (2017) analyzed
data of FDI, exchange rate, and GDP obtained from the Central Bank of Nigeria (CBN) website using
regression and correlation analysis techniques. Findings from the analysis show that there is a
strong positive relationship between FDI and exchange rate in Nigeria on one hand and there is a
weak positive relationship between FDI and GDP on the other hand. He also found that there was a
significant inflow of FDI from 2005-2014 due to raise in exchange rate in the same period. The
study concludes that exchange rate, FDI, and GDP are positively correlated.

Ali, Mohamed and Zahir (2017) carried out a research on the Impact of Change in Exchange Rate on
Foreign Direct Investment in Somalia. In explaining the influence of exchange rate on foreign direct
investment in Somali, they applied multiple regression models under OLS method. The results
showed that there is a negative and significant relationship between exchange rate and FDI, while,
a positive and significant relationship is observed between inflation and domestic investment on FDI,
and a negative but insignificant relationship is observed between lack of government and FDI. It
was however recommended that there is need for the government to retain tight monetary and
fiscal policies in order to stable exchange rate in the Somalia.

3. METHODOLOGY

This study consists of the following variables: Foreign Direct Investment, exchange rate, Inflation
rate and Gross Domestic Product. Where FDI, exchange rate and inflation rate are the Independent
variables and GDP is the dependent variable.

Foreign Direct Investment (FDI): Foreign direct investment as an independent variable using
data from Central Bank of Nigeria Statistical bulletin.

Exchange rate (EXR): Obtained from Central Bank of Nigeria, this measures the worth of the
Naira in terms of US dollar from 1981 to 2010. It is necessary in order to show how the strength of
Nigeria’s currency affects her GDP.

Inflation Rate (INFR): This would serve as a control variable. It is held constant in order to
assess or clarify the relationship between the other variables. This variable is particularly not of
interest to this research but it however relates to the dependent variable.

Gross Domestic Product (GDP): This is measured as the real gross domestic product (RGDP). It
measures the size of the Nigerian economy after adjustments for inflation.

Research Design

This study adopts the Ex-post facto method of research. This is because data needed for analysis
already exists. The study will cover Nigeria's economy with time series rather than cross-sectional
data being used.

Model specification
To examine the impact Foreign Direct investment and exchange rate has on the economic growth of
Nigeria; this study employed descriptive statistics to analyze the trend and flows of the variables.



Ordinary least square statistical technique is adopted because it is simple and gives the best linear
unbiased estimates.

The functional form of the model is:

GDP = f ( FDI, EXR, INFR)

The model expressed as an econometric function is thus:

GDP = Bo+ B1FDI + B2EXR + B:INFR + U

Where FDI, EXR, INFR and GDP are defined above

Bo = constant

U = error term.

B1, B2, B3, are the coefficient of the parameter estimate.

This model was adapted from Ali, et al. (2017) as stated below:
FDI = B1 + B2ER + B3INF + B4sGCF + alLG + €

Where:

FDI: foreign direct investment inflow.

INF: GDP deflator.

GCF: gross capital formation

LG: dummy variable lack of government

€: Error term

A-priori Expectations

From the model, the a-priori expectation may be mathematically denoted by:

B1>0, B2>0 and B3>0

It is expected that Foreign Direct Investment will have a positive impact on Gross domestic product.
Thus, the coefficient of Foreign Direct Investment might be positive i.e. f1>0. We also expect
Exchange rate to have a positive relationship with Gross domestic product. Thus, the coefficient of
exchange rate might be positive i.e. 32>0.

Data for the study was sourced secondarily from the publications of the Central bank of Nigeria
(CBN) like the Statistical Bulletin, Bullions, Occasional Papers, Economic and Financial Review,
Annual Report and Statistics for the period of 30 years (1981-2010).

4., Data Presentation And Analysis

Descriptive Statistics

RGDP FDI EXR INFR

MEAN 7532.496 1221.167 56.11090 21.13800
MEDIAN 3448.405 78.30000 21.88610 13.36000
MAXIMUM 54612.26 9088.800 150.2980 72.80000
MINIMUM 94.33000 0.150000 0.610000 5.400000
STD. DEV. 11651.52 2543.823 58.24855 18.06714
SKEWNESS 2.503502 2.030812 0.457545 1.367507
KURTOSIS 9.997495 5.840852 1.385623 3.876178
JARQUE-BERA 92.54377 30.70903 4.304503 10.30999
PROBABILITY 0.000000 0.000000 0.116222 0.005771
SUM 225974.9 36635.00 1683.327 634.1400
SUM SQ. DEV. 3.94E+09 1.88E+08 98393.91 9466.225
OBSERVATIONS 30 30 30 30




Table 4.1: Descriptive Statistics for the model. Source: Eviews 2017
Unit Test Result at Level

RGDP

Null Hypothesis: RGDP has a unit root

Exogenous: Constant

Lag Length: 3 (Automatic - based on SIC, maxlag=7)

t-Statistic Prob.*

Augmented Dickey-Fuller test statistic 6.893214 1.0000
Test critical values: 1% level -3.711457

5% level -2.981038

10% level -2.629906

*MacKinnon (1996) one-sided p-values.

Table 4.2: Unit Test Result at Level for GDP. Source: Eviews 2017

RGDP does not have a unit root problem as test statistics is greater than the critical value at all
levels.

FDI

Null Hypothesis: D(FDI) has a unit root

Exogenous: Constant

Lag Length: 0 (Automatic - based on SIC, maxlag=7)

t-Statistic Prob.*

Augmented Dickey-Fuller test statistic -3.460554 0.0171
Test critical values: 1% level -3.689194

5% level -2.971853

10% level -2.625121

*MacKinnon (1996) one-sided p-values.

Table 4.3: Unit Root Test at First Difference For FDI. Source: Eviews 2017

FDI does not have a unit root problem as test statistics is greater than the critical value at 5% level
(i.e absolute value).

EXR

Null Hypothesis: D(EXR) has a unit root

Exogenous: Constant

Lag Length: 0 (Automatic - based on SIC, maxlag=7)

t-Statistic Prob.*

Augmented Dickey-Fuller test statistic -5.038922 0.0003
Test critical values: 1% level -3.689194

5% level -2.971853

10% level -2.625121

*MacKinnon (1996) one-sided p-values.

Table 4.4: Unit Root Test at First Difference For EXR. Source: Eviews 2017
EXR does not have a unit root problem as test statistics is greater than the critical value at all levels
(i.e absolute value).



INFR

Null Hypothesis: D(INFR) has a unit root

Exogenous: Constant

Lag Length: 1 (Automatic - based on SIC, maxlag=7)

t-Statistic Prob.*

Augmented Dickey-Fuller test statistic -5.201932 0.0002
Test critical values: 1% level -3.699871

5% level -2.976263

10% level -2.627420

*MacKinnon (1996) one-sided p-values.
Table 4.5: Unit Root Test at First Difference For INFR. Source: Eviews 2017

INFR does not have a unit root problem as test statistics is greater than the critical value at all levels
(i.e absolute value).

The regression result of the data used in the analysis is presented below, which is in accordance
with the model specified as stated earlier.

Dependent Variable: RGDP

Method: Least Squares

Date: 10/18/17 Time: 10:55

Sample: 1981 2010

Included observations: 30

Variable Coefficient Std. Error t-Statistic Prob.

C 257.6593 1600.145 0.161022 0.8733

FDI 3.428106 0.399596 8.578938 0.0000

EXR 52.90583 18.04934 2.931178 0.0070

INFR 5.674837 44.44063 0.127695 0.8994

R-squared 0.892099 Mean dependent var 7532.496

Adjusted R-squared 0.879649 S.D. dependent var 11651.52

S.E. of regression 4042.096 Akaike info criterion 19.57048

Sum squared resid 4.251008 Schwarz criterion 19.75731

Log likelihood -289.5572  Hannan-Quinn criter. 19.63025

F-statistic 71.65420 Durbin-Watson stat 2.000550
Prob(F-statistic) 0.000000

Table 4.6: Regression result for the model. Source: Eviews 2017
Model Summary

RGDP = 257.6593C + 3.428106FDI + 52.90583EXR + 5.674837INFR
(t= 0.161022)  (t= 8.578938)  (t= 2.931178) (t= 0.127695)

Interpretation of Regression Results
The co-efficient of Determination, R-Squared (R?) and Durbin-Watson (DW) are used in the
interpretation of Results. Our results would be interpreted at 3 levels as follows:

a. Diagnostic Criteria

b. Econometric Criteria

¢. Individual Criteria



Diagnostic Criteria

Adjusted R?: The regression result as show in Table 4.1 indicates that 88 percent (88%) of the
value of GDP (dependent variable) is caused by the independent variables.

(Prob)F-Statistics: With the F-statistics of 71.65420, it means that the above result is statistically
significant at a probability level of 0.00 with a 1% level of error. It however explains that the
relationship between GDP and the independent variables are linear and the model stated earlier is
useful.

Econometric Criteria
Durbin-Watson Statistics (DW): With a DW of 2.0, its shows that there is absence of auto-
correlation in the regressed independent variables (FDI, EXR and INFR).

Individual Criteria
1. GDP and FDI.
A coefficient of 3.428106 indicates that there is a positive relationship between Gross domestic
product and foreign direct investment. Therefore, a unit change in FDI tends to increase GDP
by 34%. This is however significant at 1%.
2. GDP and EXR
Exchange rate like foreign direct investment has a positive relationship with GDP, and accounts
for over 54% increase in the value of GDP as compared to other variables. This result is
however statistically significant at 1%.
3. GDP and INFR
Results indicate that Gross domestic product and inflation rate have a positive relationship. A
unit change in inflation rate tends to affect GDP by 56%. However, this result is not statically
significant at 5%.

Discussion of Findings

As stated in the Apriori expectation, all independent variables where expected to have a positive
relationship with Gross domestic product. Analysis of the result however shows that FDI, EXR and
INFR have a positive relationship with GDP.

Foreign Direct investment is an important determinate of Economic growth as measured by GDP
because its accounts for at least 34% of the value of GDP in Nigeria between the time frame of this
study. Macaulay (2011) is also of opinion that FDI has a positive and significant effect of economic
growth in Nigeria. We however, reject the Null Hypothesis “There is no relationship between FDI
and GDP” and accept the alternate. The Higher the value of FDI in Nigeria, the Higher tends to be
the rate of her GDP assuming all things being equal. FDI reflects the situation in the Nigeria’s oil
sector that has continued to attract more foreign investment regardless of the political situation in
the country.

Like FDI, exchange rate has a positive and significant relationship with economic growth in Nigeria
as measured by RGDP. When Exchange rates are High (that is the value to which the Naira
exchange to the USD is high) more foreigners tend to invest more in the country as they are able of
buy more Naira with lesser USD. The Null hypothesis is however rejected subject to the results as
showed above, and the alternate “Exchange rate has a significant effect on GDP” is accepted. This
findings are in line with Bakare (2011), suggesting that a floating exchange rate has a negative
impact on economic growth and suggested that a fixed exchange rate on the other hand would
have a positive relationship with economic growth in Nigeria.

5. CONCLUSION AND RECOMMENDATIONS

Conclusion

This study has investigated the effect exchange rate and foreign direct investment has on economic
growth in Nigeria for the period which spanned between 1981 and 2010. Using the Ordinary Least
Square (OLS) techniques to ascertain the relationship between various macroeconomic variable and
Economic growth in Nigeria, We have come to the conclusion that FDI and Exchange rate have a
positive relationship with economic growth as measured by Real Gross domestic product (GDP), and
tend to contribute towards economic growth in Nigeria.
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Recommendations

To facilitate diversification of the economy, government should decentralized power and make
polices that would task state governments in generating revenue for their states while taking
advantages of the resources in each state. This would reduce the dependence of state government
on Federal allocation. In a long run, this should create more industries, jobs and increase the value
of our exports as well as contribute to economic growth and development.

The government should create a favorable environment that would encourage a steady flow of
foreign direct investment (FDI) and make complimentary policies that would ensure that Nigeria
does not over rely on FDI to improve the economy. Government and domestic investors should be
aware the increasing value of the Naira (Exchange rate) would also go a long way to improve the
Nigeria economy domestically, despite the fact that FDI may also be needed. In a nut shell, we
encourage a balance between FDI and internally generated economic growth.
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APPENDIX 1

VARIOUS DATA USED FOR THE ANALYSIS

YEAR
1981
1982
1983
1984
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000
2001
2002
2003
2004
2005
2006
2007
2008
2009
2010

RGDP
94.33
101.01
110.06
116.27
134.59
134.6
193.13
263.29
382.26
472.65
545.67
875.34
1,089.68
1,399.70
2,907.36
4,032.30
4,189.25
3,989.45
4,679.21
6,713.57
6,895.20
7,795.76
9,913.52
11,411.07
14,610.88
18,564.59
20,657.32
24,296.33
24,794.24
54,612.26

FDI
0.33
0.29
0.26
0.36
0.43
0.15
2.45
1.72
13.88
4.69
6.92
14.46
29.66
22.2
75.9
111.3
110.5
80.7
92.8
116
1324
225.2
258.4
248.2
3,432.50
4,007.50
4,403.80
6,041.80
8,111.40
9,088.80

EXR
0.61
0.67
0.72
0.76
0.89
2.02
4.12
4.54
7.39
8.04
9.91
17.3
22.05
21.87
21.87
21.87
21.87
21.87
92.69
102.11
111.94
120.97
129.36
133.5
132.15
128.65
125.83
118.57
148.88
150.3

INFR
20.81
7.7
23.21
17.82
7.44
5.72
11.29
54.51
50.47
7.36
13.01
44.59
57.17
57.03
72.84
29.27
8.53
10
6.62
6.93
18.87
12.88
14.03
15
17.86
8.24
5.38
11.58
11.54
13.72

Source: Central Bank of Nigeria Statistical Bulletin (2015)
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Cross-border Expansion and Firm Performance: A Survey of Nigerian Banks

Godwin Chukwuka

Department of Accounting, Benson Idahosa University, Benin City

Abstract

This paper examines the performance of Nigerian banks that have expanded their business
operations across the borders of Nigeria to other African countries in order to determine if there was
any merit in undertaking cross-border expansion. The scope of the study covered a 14-year period
from 2002 to 2015, which was divided into two segments. pre cross-border expansion era (2002 —
2008) and post cross-border expansion era (2009 — 2015). A representative sample of ten (10)
quoted indigenous Nigerian deposit money banks: 5 cross-border banks and 5 domestic banks were
purposefully selected. Two (2) research hypotheses were formulated to examine whether there are
significant differences in the performance indicators of Nigeria’s cross-border banks prior to and
after cross-border expansion; and whether there are significant differences between the
performance indicators of Nigeria’s cross-border banks and those of their domestic counterparts. For
each hypothesis, five (5) performance indicators, namely profitability, liquidity, share price growth,
solvency and deposit growth were examined. With the aid of the Statistical Package for Social
Sciences (SPSS), independent samples t-test was used to test the hypotheses. Although the study
outcome shows that cross-border expansion has some positive effect on the profitability, liquidity
and deposit growth of the studied Nigerian banks, it was concluded that mere venturing into cross-
border expansion does not guarantee better firm performance. The study recommends, among
other things, that cross-border banks should strengthen their supervision and performance
evaluation systems in order to improve performance which will subsequently enhance share price
growth and solvency.

Key words:

Cross-border expansion, firm performance, Nigerian banks, pan-African banks

INTRODUCTION

Over the last seven (7) years, Nigerian banks expanded significantly across their borders. The 2005
Nigerian banking sector consolidation policy resulted in the emergence of twenty-four (24) well
capitalised banks out of eighty-nine (89) banks that existed before the policy. Further
reconsolidations have reduced the number of full-fledged deposit-money banks in Nigeria to twenty-
one (21). With their strong capital base, these banks started expansion into other African countries
by opening subsidiaries and in some instances foreign branches. According to Beck, Fuchs, Singer
and Witte (2014), cross-border banking has become an increasingly important characteristic of
African financial systems and this trend has rapidly increased in the past decade. African banks have
not only significantly increased their geographic footprints on the continent, but have also become
economically important beyond their home countries and of systemic importance in the continent.

The existing literature has focused attention on the impact of cross-border banking on regulatory
supervision and reforms. Lukonga and Chung (2010) studied the trends and features of Africa’s
cross-border banks and analyzed the stability risks that the groups pose. Moreover, Kodongo, Natto
and Biekpe (2014) investigated the drivers of cross-border expansion of East-Africa’s banks and
observed that the need to exploit the benefits of their relative efficiency arising from regional
expansion was paramount. Furthermore, IMF (2015) found that the top four PABs had higher
profitability and lower loan-to-deposit ratios than the four foreign banking groups; and that capital
adequacy ratios and asset quality have not deteriorated significantly. However, no Nigerian studies
have empirically shown whether cross-border expansion may have some effect on firm performance.
It is against the background that the study seeks to examine cross-border expansion and firm
performance with special focus on the Nigerian banking industry.

Based on the foregoing, it is important to evaluate the effect of cross-border expansion on the
Nigerian banks’ performance. There is little evidence that researchers and academicians have paid
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serious attention to the effect of cross-border expansion on banks’ performance in Nigeria so far.
However, several conceptual works have tried to examine the drivers, rationale, benefits and
challenges of cross-border expansion among banks (Detragiache, Gupta & Tressel, 2006; Rieche,
2016; Alade, 2014; Berger, DeYoung, Genay & Udell, 2000 and Ukeje, 2012). Detragiache, Gupta,
and Tressel (2008) as cited in Beck, Fuchs, Singer & Witte (2014) asserted that banks might venture
into cross-border expansion because of the quest for comparative advantage, market share, follow-
the-customer hypothesis, and risk diversification.

The study covered a 14-year period, beginning from 2002 to 2015. This was further broken down

into two (2) periods: the pre cross-border expansion era (2002 — 2008) and the post cross-border

expansion era (2009 to 2015). The objective of this study was to assess the effect of cross-border

expansion on the performance of Nigerian banks. Based on the research questions, the specific

objectives are to:

i) assess whether there is significant difference between the performance indicators of Nigeria’
cross-border banks prior to and after cross-border expansion; and

i) assess whether there is a significant difference between the performance indicators of Nigeria’s
cross-border banks and those of their domestic counterparts.

The sub-objectives reflect the following measures of performance: (a) profitability, (b) share price
growth, (c) liquidity, (d) solvency and (e) deposit growth rate. It is based on these that hypotheses
were developed.

This paper is organised in five (6) sections. The next section (Section II) dwells on literature review
and hypothesis development. Section III outlines the research method while Section IV provides the
data analysis, results and discussion. The last section (Section V) contains the conclusion and
recommendations.

LITERATURE REVIEW

Conceptual Framework

Cross-border expansion seems to be a complex term in the business world. It can be viewed from
two different broad perspectives. Firstly, it denotes the means by which businesses across the globe
are continuously exploiting opportunities across different countries bordering their countries of
incorporation. Secondly, cross-border expansion means a strategy whereby a business strategically
expands it business globally. Cross-border expansion can be defined as an international expansion
strategy whereby a firm establishes the presence of her business in other countries surrounding its
geographical location. The concept of cross-border expansion is related to cross-border mergers and
acquisition which have changed the face of international business. However, unlike cross border
mergers and acquisitions, there is a paucity of literature on cross-border expansion.

The term cross-border expansion can also be described as a strategy of extending the international
network and presence of an organisation throughout or across a continent. Twarowska and Kakol
(2013) related it to international expansion, which means a strategy whereby an international firm
makes a direct investment in a production unit in a foreign market. The firm may merge with or
acquire another company in the foriegn country. However, cross-border expansion entails directly
investing in countries bordering it by establishing one own company(ies) there. On the other hand,
by cross-border mergers and acquisitions, we mean all forms of business combinations, takeovers
and related issues of corporate restructuring, corporate control and changes in the ownership
structure of firms. (Lucks & Meckl, 2002).

With respect to the banking industry, the extant literature on cross-border expansions dwells on the
concepts of international banking, cross-border mergers and acquisitions, multinational banking and
global banking which are all interwoven and interrelated. These are all strategies for international
expansion that are borne out of drives for revenue maximisation and cost minimisation in pursuit of
shareholders’ wealth maximisation. According to Arbuckle (2016), the term international banking
can be defined as any type of banking that takes place across international borders. The online
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Cambridge Dictionary refers to international banking as the activity of banks that make financial
arrangements, such as lending money for companies and banks in other countries. Moreover, Davis
(2010) defined international banking as banking transactions crossing national boundaries.
Therefore, cross-border banking can be referred to as the internationalisation of banks and can be
viewed from two different perspectives of internationalisation (Drogendijk & Hadjikhani, 2008). In
the first instance, international banking denotes the exchange in terms of import and export of
banking services and transactions in foreign currency. The second aspect is somewhat related to the
strategy of banks when internationalising (Vasiliadis, 2009). More so, another related concept,
multinational banking, can be seen as a system whereby a deposit money bank physically operates
in many countries of the world. From there, the world is going towards what can be termed global
banking.

Based on this, a conceptual framework for this research was developed and is depicted in Figure 1.

¢ Multinational
banking

e Cross-border
merger and
acquisition
Potential Regulatory
growth challenges
opportunitie in home

S m country

Cross-Border Banking

\&/
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¢ Internationa Global
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Figure 1: Concepts, Drivers, Models and Benefits of Cross-Border Banking
(Source: Adapted from IMF (2015) and (Beck, et. al. 2014).)

The Origin and Historical Development of Cross-Border Banking

The origin of cross-border banking can be traced to the history of international banking across the
globe. Arbuckle (2016) stated that international banking is an old practice that originated in the
Renaissance as lenders loaned money to foreign kings. In the contemporary world, the term
international banking is used by individuals and companies seeking favourable banking conditions in
the global marketplace. Similarly, Davis (2010) wrote that the historical evolution of cross-border
banking, which he referred to as international banking, is related to the origin in Renaissance
(lending to kings). He added that there has been active international lending since the 19% century,
which was then known as trade financing. More so, the waves of international banking is said to
have witnessed some declines in the 1920s and 30s as government placed some restrictions.
However, globalisation and the development of multinationals, alongside the emergence of
Euromarkets in the 1960s revolutionalised cross-border expansion.

Leon (2015) reported that banking systems in Africa have witnessed profound structural changes in
recent years with the penetration of regional cross-border banks. A number of these banks hold
significant proportion of the total assets in host country’s financial systems and can be regarded as
major players. In Africa, cross-border banking has been identified as a vital part of her financial
history since colonial times. In fact, the period after independence saw a wave of nationalization
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across the continent, with many of the colonial banks exiting; this trend was reversed in the 1980s
with the coming of financial liberalization. Failing state-owned and private banks were sold mostly to
global investors or multinational banks. Regional economic integration and the deregulation of the
banking industry further increased the number of foreign banks and between 2005 - 2010 many
African banking systems were still under the control of foreign banks (Beck, et al. 2014).

By the end of 2009, there were at least 18 banks of Sub-Sahara Africa (SSA) origin that had cross
border operations in four (4) or more countries (See Table 1). That year (2009) signalled the period
of significant cross-border expansions across the African continent. In Nigeria, United Bank for
Africa was categorised as a ‘global bank’, Access Bank was recognised as a pan-African bank while
four (4) banks were classified as sub-regional banks, namely Guaranty Trust Bank, Bank PHB,
Oceanic Bank and Zenith Bank. Lukonga and Chung (2010) found that the cross border operations
have been mostly concentrated in the Africa region, but some selected financial groups have
expanded to other regions, including Europe, Asia and the Americas.

Table 1: Geographical Coverage of Major African Banks as at 2009

Bank Country of Incorporation Number of African
Countries

Global Banks:
Standard Bank of South Africa South Africa 17
First Band Bank South Africa 8
United Bank of Africa Nigeria 16
Pan-African Banks:
Eccbank Transnational Intemationzl | Tego 29
Bk of Africa (BoA) Mali 11
Access Bank MNigeria ]
Sub-Region Banks
Emnk FHE MNigeria 7
ABC EBotzwaa 3
Guaranty Trust Bank MNigeria 3
Nedbank South Africa 4
*Ocemic Bk Intemationz Ple Nigeria 5
Zenith Bank MNigeria 4
Eenyz Commercial Bank Eenya 5
Afriland Bank Cameatoon 4
Fnzneial Bank Toge Ple Togo 5
Mauritz Commercial Bank Maurits 4
ABSA South Africa 3
FOTS0 Group Czmeroon 4

Source: Lukonga and Chung (2010) *QOceanic Bank was later acquired by Ecobank.
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Table 2: Geographical Coverage of Major African Banks as at 2015

S/MNo. | Name Location  of | Majority Number of
headquarter | ownerlargest African
minority shareholder | countries
1 Ecobank Togo South Africa 32
p] United Bank for Africa Nigeria Nigeria 19
3 Standard Bank Group South Africz | South Africa 13
(Stambic)
4 Bank Marocame dus Morocco Morocco 13
Commerce Exterienr
5 Bangue Szhelo-Szharienne Libya Libva 14
pour LInvestissement et le
Commercs
Attjariwafs Bank Moroceo Moroceo 12
1 Banque Centrale Populare du | Moroceo Morocco 11
Maroc
8 Barclays Africa Group South Afnez | UK 10
g Access Bank Nigzriz Nigeria g
10 Guzranty Trust Bank Nigeria Nigeria ]

Source: IMF (2015)

Table 2 shows the updated status of PABs that are shaping the African financial system.

Theoretical Framework

In the literature, there are various theoretical underpinnings of cross-border expansion in the

banking industry.

a. International Banking Theory
One of the relevant theories for this study is the International Banking Theory which explains
how banks are able to establish abroad and what may be the motives behind cross-border
expansions as well as mergers and acquisitions. It attempts to explain the reasons behind a
bank’s choice of location for establishing its subsidiaries and branches (Aliber, 1984 as cited in
Ostlund & Lindblad, 2008). Aliber explained that these reasons include maximising competitive
advantage, exploiting arbitrage opportunities and risk diversification.

b. Portfolio Theory
The Portfolio Theory argues that firms always strive to diversify their business risks by
spreading their investment into different sectors or segments. According to Niepmann (2013)
portfolio models of cross-border banking assume that banks invest abroad to diversify their
assets. In other words, this theory holds that businesses tend to expand internationally in order
to diversify business risks since different countries have differing rates and intensities of
business risks.

c. Scale Boundary Theory
The scale boundary theory actually reviews enterprise growth strategies from an economic point
of view. By enterprise growth, we mean the development process of enterprise from small to
big and from weak to strong (Mao, 2009). It is more or less based on the transaction cost
theory propounded by Coase (1937) that tries to explain the reasons for companies’ expansion
drives and defining the rate thereof.

d. Follow-the-customer Hypothesis
Furthermore, the literature has argued that banks follow their customers abroad (Goldberg &
Saunders, 1991). This is generally known as the follow-the-customer hypothesis. The follow-
the-customer hypothesis assumes that banking institutions tend to expand outside their base
country because of their desire to follow large clients abroad, to strengthen their domestic
franchise and to improve their competitive position. According to Gray and Gray (1981), this
theory generally holds that one of the main motivations for cross-border banking movement is
following banks’ clients’ multinational expansion. With globalisation, banks may need to

18



establish their presence internationally beyond borders and geographical barriers in order to
follow their customers and extend their market share.

Based on the theories reviewed, the follow-the-customer hypothesis was selected as the most
relevant theory for the study. This is because the main motive for cross-border expansion is
usually to grow the customers’ deposit base which is required to increase market value. It is
around these theoretical underpinning that the study was built.

Hypothesis Development

In order to achieve the objectives stated in the introductory section of this paper, the following
research hypotheses, stated in the null form, were developed:

Hypothesis One:
Hol: There is no significant difference between the performance indicators of Nigerian banks in
the pre and the post cross-border expansion era.

Hypothesis Two:
Ho2a: There is no significant difference between the performance indicators of Nigeria's cross-
border banks and their domestic counterparts.

For each hypothesis, five (5) performance indicators, namely profitability, liquidity, share price
growth, solvency and deposit growth were examined

Review of Empirical Studies

In recent times, the assessment of banks performance has received increased attention from both
scholars and industry experts given the high level of bank failures and adoption of new strategies.
According to Kumbirai and Webb (2009), there are two major approaches used to measure banks’
performance, namely: the accounting approach that makes use of financial ratios and the
econometric approach. In Nigeria, accounting ratios have been greatly used by several empirical
studies to assess the effect of mergers and acquisitions brought about by consolidation of the
Nigerian banking industry (Adebayo & Olalekan, 2012; Adegboyega, 2012; Ebimobowei & Sophia,
2011; Sabiu, 2011; and Onaolapo & Ajala, 2012). However, there exists a gap in the literature as to
the effect of cross-border expansion of Nigeria’s pan-African banking group on their financial
performance.

Cross-border Expansion and Profitability of Nigerian Banks

Profitability ratios have remained the most important financial statement ratios in assessing
performance (Kowalewski, 2014). Improving profitability, being one of the major motives for cross-
border expansion, can easily be evaluated given the several possible ratios that can be used such as
return on assets (ROA), return on equity, net profit margin, etc. IMF (2015) survey revealed that
pan-African banks with extensive cross-border expansion had higher profitability ratios than the
foreign banks that came from outside Africa. The comparative study by Nicholson and Salabar
(2013) showed that firms may have higher profitability when they engage in cross-border
expansion, especially in developing countries. The evidence found can be related to the Nigerian
experience for which empirical studies have revealed positive relationships between mergers and
acquisitions and profitability.

Cross-border Expansion and Liquidity of Nigerian Banks

Liquidity ratios are used to evaluate a bank’s ability to pay its current obligations. Basically, the
higher the liquidity ratio, the greater the margin of safety, which is required to meet short-term
obligations (Adam, 2014). Schnabl (2010) found that some cross-border banks are net cross-border
liquidity providers relative to their home countries. This implies that cross-border expansion to some
extent has an effect on liquidity levels in the banking industry. Hills and Hoggarth (2013) also
alluded to the fact that cross-border banks credits have some relationships with liquidity which
affect financial stability. Further still, Lukonga and Chung (2010) argued that cross-border expansion
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has begun to help pan-African banks in better managing liquidity risks. As it has been highlighted
earlier, empirical studies on bank consolidation in Nigeria have found similar relationships as well.

Cross-border Expansion and Solvency Risks of Nigerian Banks

The ability of a company to meet long-term obligations is measured by the solvency ratio (Yesilyurt,
2012). In banking, this ratio is usually called “capital adequacy ratio”; for which the Central Bank
will set a minimum requirement. More so, insolvency was one of the main reasons that necessitated
the bank consolidation policy of the Central Bank of Nigeria. This therefore suggests that cross-
border expansion might be pursued in order to better diversify or manage solvency risks in the
banking industry. The soundness and strength of any bank largely depends on its long-term
solvency which determine the status of its going concern.

Cross-border Expansion, Share Price Growth and Bank Deposits Level

The follow-the-customer hypothesis holds that banks venture into cross-border expansion in order
to increase their market share in the industry. This implies that they want to grow their customers’
deposit base as well as maximise their shareholders’ wealth. Studies by IMF (2015) found that
cross-border banks usually hold a significant share of the total bank deposits in the host country.
Usually, they have more than 10% of the total customers’ deposits within the host economy. As
banks grow their bank deposits, they are more able to give out loans, which tend to increase total
earnings and consequently facilitate share price growth and better price earnings (P.E.) ratios.
Boateng, et. al. (2008) as well as Lin, Lin, and Wang (2016) in their studies on Chinese firms found
some relationships between cross-border mergers and acquisitions and share price growth.
Generally, these two research variables (share price growth/ P.E. ratio and deposit growth rates) are
not usually directly studied in most empirical studies. However, there seem to be a relationship
amidst them in relation to the cross-border expansion in the banking industry.

RESEARCH METHOD

Population, Sample and Sampling Technique

The population of the study consists of all Nigerian deposit-money banks quoted on Nigerian Stock
Exchange (NSE). There are eighteen (18) deposit-money banks in Nigeria engaged in universal
banking business (CBN, 2016). However, only fifteen (15) of such banks were quoted on the NSE as
at 31% December, 2015.

Ten (10) quoted banks were judgmentally selected for the purpose of this research. The sample size
of 10 was used; this is because it constitutes 75% of the total number of quoted banks. This is a
representative sample that can permit reasonable generalisation. Judgmental (or purposeful)
sampling technique was used in order to meet the purpose of the comparative study. Out of the
quoted banks on the NSE, five (5) domestic banks that have no subsidiaries or branches outside
Nigeria were selected and another group of five (5) banks with cross-border presence in at least
four (4) other countries of the world (See Appendix 1) were also selected. Foreign banks were
excluded from the sample of the study since the focus is on indigenous deposit money banks.

Methods of Data Analysis

Average was used to analyse the collated data for descriptive statistics. The method of data analysis
used was adopted from those of Adebayo and Olalekan (2012) and Ajao and Emmanuel (2013) who
used t-tests to examine the performance of Nigerian banks prior to and after merger and
acquisition.

The level of significance was set at 95% and the analysis was run using the Statistical Package for
Social Sciences (SPSS) software, version 21.

Decision Rule:

If the p-value (sign (2-tailed)) is less than the level of significance, a (which is 5%) then the study
will reject the null hypothesis, while the alternative hypothesis is accepted. Otherwise, accept the
null hypothesis and reject the alternate hypothesis.
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Measurements of Variables
Financial ratios were used to measure the research variables. The main research variables that form
the sub-hypotheses were defined as shown in Table 3.

Table 3: Measurement of Research Variables

S/No. | Variable Definition (Performance | Formula Source
Indicator)

1. Profitability | Return on assets Profit after tax Onyuma, et. al.
indicator Total assets (2012)

2. Share price | Price earnings ratio Price per share Bansal (2014)
growth Earnings per share

3. Liquidity Total loan-to-total deposits | Loan and advances | Adam (2014)
indicator ratio Customers deposit

4, Solvency Total equity-to-total debt Total equity Ebiringa (2011)
indicator Total debt

5. Customers’ | Deposit base growth rate CYD-PYD x 100 Researcher (2016)
deposits PYD

NOTE:

CYD:  Current year deposit levelPYD:  Prior year deposit level

DATA ANALYSIS, RESULTS AND DISCUSSIONS

Descriptive Statistics

Averages were used to analyse the collated for meaningful interpretation (See Table 4). The Table
shows that all the cross-border banks have improved liquidity ratios in the post cross-border
expansion era but surprisingly had significantly lower deposits growth rates in the post cross-border
expansion era.

Table 4: Cross-border Banks’ Performance: Pre and Post Cross-border Expansion

Access Diamond
Bank UBA Bank Gtbank FBN Bank
Mean Scores Pre | Post | Pre | Post | Pre | Post | Pre | Post Pre | Post
Return on Assets 1.5 0.7
(ROA) % 11% | 1.2% | 1.9% | 3.2% | 3.8% | 2.3% | 1.4% | 1.7% %
Price Earning (P/E)
Ratio 9 60 15 -3 10 8 11 8 15 2
Liquidity Ratio 33% | 47% | 57% | 71% | 57% | 77% | 38% | 69% | 51% | 62%
Solvency Ratio 10% | 11% | 17% | 19% | 15% | 20% | 13% | 16% | 16% | 14%
Deposit Growth 102
Rates 65% 7% % 30% | 54% | 26% | 45% | 13% | 56% | 19%

Source: Collated from the Raw Secondary Data (2017)

Factors, such as the 2008 global financial crises, macroeconomic instability, the 2005/2006 bank
consolidation and many others might have led to this situation depicted in Table 4. Further
explanations are made under Discussion of Findings based on the t-test results.
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Table 5: Performance of Cross-border Banks versus Domestic Banks in the Post Cross-border Expansion Era

Cross-
border
Expansion
Era

2009 2010 2011 2012 2013 2014 2015

Mean
Scores CrossB | Dom | CrossB | Dom | CrossB | Dom | CrossB | Dom | CrossB | Dom | CrossB | Dom | CrossB | Dom
Return on
Assets 1% -5% 1% 3% 1% 0% 3% 0% 3% 0% 2% 1% 4% 1%
(ROA)
Price
Earning 10% 58% 87% 7% -11% 2% 2% 3% 6% 7% 4% 8% 6% 7%
(P/E) Ratio
:i'gtl}'c')d'ty 74% 53% 75% 57% 59% 51% 57% 53% 56% 56% 66% 69% 68% 78%
Solvency
Ratio

Deposit
Growth 22% -11% 5% 11% 52% 46% 23% 25% 21% 17% 13% 6% -2% -5%
Rates

22% 7% 20% 17% 13% 12% 14% 11% 14% 12% 14% 14% 16% 14%

Source: Collated from the Raw Secondary Data (2017).  CrossB: Cross-border Banks Dom:  Domestic Banks

From Table 5, it can be seen that cross-border banks did not have significantly difference performance ratios with domestic banks, except for profitability and liquidity ratios.
The result of the hypothesis testing explains these seeming inconsistencies



Table 6: Results of Hypothesis Testing

Performance Difference between Pre and Post Difference between Cross-

Indicator Cross-border Expansion border Banks and Domestic

(Research Banks

Variables) . . . .
P-value (sig Interpretation P-value (sig | Interpretation
(2-tailed) (2-tailed)

Profitability 0.332 None 0.008 Yes

Share Price Growth 0.17 None 0.31 None

Liguidity 0.00 Yes 0.156 None

Solvency 0.10 None 0.44 None

Deposit Growth 0.001 Yes 0.305 None

(Source: T-test Results from SPSS- See Appendix 2)

From Table 6, only liquidity and deposit growth had p-value of less than the level of significance
(0.05), this implies that cross-border expansion had significant effect only on liquidity ratios (p-value
of 0.00) and deposit growth rates (p-value of 0.001) of the said Nigerian banks. However, there
were no (statistically) significant differences in the profitability ratios, share price growth rates and
solvency ratios of cross-border banks prior to and after cross-border expansion.

On the other hand, in comparing the performance of Nigeria’s cross-border banks with their
domestic counterparts, the study revealed that there were no significant differences in the
performance indicators, except for profitability ratios with p-value of 0.008.

Discussions of Findings

With respect to profitability, the study revealed that although Nigeria’s cross-border banks tend to
have better profitability ratios than domestic banks, the profitability ratio (return on assets) during
the post cross-border expansion era have not been generally significantly higher. This suggests that
mere venturing into cross-border expansion may not directly result to maximising returns on banks’
assets. This finding might have been due to the global financial crisis of 2008-2010 that seriously
affected the Nigerian banking industry. This finding agrees with those of Lukonga and Chung (2010)
and Atuanya (2014) who opined that certain hidden challenges usually hinder cross-border banks
from improving profitability. It also validates the findings of Kiyota (2009) who found that small
banks have higher profit efficiency than bigger banks such as Pan-African banks. The finding is also
in accord with the findings of Olayinka and Farouk (2014) who evaluated the effect of bank
consolidation on return on assets. Notwithstanding, profit maximisation motive remains one of the
driving forces of cross-border expansion in the African continent.

The study found that the P/E ratio of Nigeria’s cross-border banks averaged around 15 as against an
average P/E ratio of 13 for domestic banks. Except for few exceptions (especially UBA and FCMB),
the P/E ratios were relatively stable, mostly above the industry benchmark of 6.The slightly higher
P/E ratios of cross-border banks may be because of better diversified portfolio as propounded in the
portfolio theory. The t-test results also confirmed that cross-border expansion does not have a
significant effect on share price growth. This finding is in line with the observation by IMF (2015)
that Nigerian banks may not achieve the assumed objective of improving shareholders’ value and
market share. This also concurs with the view of Onyuma, et. al. (2012) that there is no clear
evidence of shareholder value maximisation in cross-border expansion programmes. Several
economic and socio-political factors usually affect share price movement and earnings of firms
operating across different geographical entities in today’s globalised business world. The decline in
the performance of the Nigerian Capital Market that began since 2013 and the economic recession
that started in the last quarter of 2015 may be responsible for the negative share price growth of
the studied banks.
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In addition, the study found that cross-border expansion has a significant effect on the liquidity
ratios of Nigerian banks. Nigeria's cross-border banks generally had significant improvements in
their liquidity ratios during the post cross-border expansion era. This finding is similar to what
Onyuma, et. al. (2012) discovered among banks with cross-border listing in East Africa. However,
there was a slight reduction in the liquidity ratios of Nigeria’s cross-border banks in 2012 and a
quick recovery afterwards. This might be due to the fact that most banks started complying with the
International Financial Reporting Standards (IFRS) as mandated by the Financial Reporting Council
of Nigeria (FRCN). Nevertheless, this research did not find any significant difference between the
liquidity ratios of cross-border banks and those of domestic banks. This was so because the CBN
closely monitors banks’ compliance to the minimum liquidity ratio standards given the peculiarity of
the industry. More so, most banks have robust systems of liquidity risk management that ensure
that they maintain a very stable liquidity position.

Another finding was that although there is no clear-cut difference in the solvency ratios of cross-
border and domestic banks. It was found that cross-border banks had slightly better solvency ratios
in the post cross-border expansion era. This result is attributable to the challenges and risks
encountered by cross-border banks. Besides, all banks in their effort to keep within CBN’s minimum
capital adequacy ratio tended to have similar solvency ratios. This finding however contradicts the
argument that is put forward by the portfolio theory proponents. Nevertheless, cross-border banks
in Nigeria might have actually diversified solvency risks in terms of total debts or other leverage
ratios that were dealt with in this study. Nigeria’s cross-border banks are generally expected to have
significantly better solvency ratios compared to their domestic counterparts. Consequently, this
outcome suggests that solvency risk still remains an important financial stability issue among
financial institutions in Nigeria.

The study also found that there is significant relationship between cross-border expansion and
deposit growth rates. However, no statistically significant difference was found between the
deposits growth rate of Nigeria's cross-border banks and their domestic counterparts. This finding
do not confirm the validity of the follow-the-customer hypothesis as expatiated by Gray and Gray
(1981) as well as Goldberg and Saunders (1991), which posits that banks do follow their customers
overseas and as they do, their deposits base tends to grow. The outcome of this result is also in
consonance with the finding of IMF (2015) which noted that cross-border banks have the highest
share of total deposits across the African continent, attributable to higher rates of deposits growth.
However, the average deposit growth rates slowed down during the post cross-border expansion
era. This was possibly due to the fact that the 2005 Nigeria banking sector consolidation
significantly impacted on the customers’ deposit level prior to cross-border expansion. The 2008
global financial crises could have also contributed to this outcome.

CONCLUSION AND RECOMMENDATIONS

In the comparative analysis of the performance of Nigeria's cross-border banks prior to and after
cross-border expansion, the study found that cross-border expansion had significant effect on
liquidity ratios and deposit growth rates of the said Nigerian banks. However, there were no
(statistically) significant differences in the profitability ratios, share price growth rates and solvency
ratios of cross-border banks prior to and after cross-border expansion. On the other hand, in
comparing the performance of Nigeria’s cross-border banks with their domestic counterparts, the
study revealed that there were no significant differences in the performance indicators, except for
profitability ratios.

Conclusion

The study showed that cross-border expansion has no significant effect on share price growth and
solvency, it implies that other managerial and macroeconomic factors in the business environment
constitute major challenges to cross-border expansion. The decline of the Nigerian Capital Market in
2013 and dawn of economic recession in late 2015 are some of the major factors that affected the
outcome of the study. In addition, this study has re-emphasised the need for proper planning
before venturing into cross-border expansion by analysing their effects on profitability, liquidity,
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solvency, share price growth and deposit growth. Generally, the study concluded that mere
venturing into cross-border expansion does not guarantee better firm performance.

Recommendations

Considering the fact that the performance of Nigeria’s cross-border banks was significantly different
from those of their domestic counterparts only in terms of profitability, the study recommends that
the other performance indicators (share price growth, liquidity, solvency and deposit growth) as
identified in this study should not be ignored. Banks’ executives, especially the Chief Finance
Officers, need to effectively strategise through consolidated supervision of cross-border subsidiaries
or branches to ensure that performance and profitability are enhanced. This can be done by
implementing comprehensive online real-time performance evaluation systems which would ensure
that corrective actions are proactively taken so that targets are met.

In addition, the study recommends that Nigeria’s domestic banks which aim to enhance
profitability, (and possibly liquidity and deposit growth) should consider cross-border expansion.
However, such banks should undertake a thorough strategic planning through rigorous cost-benefit
analysis and feasibility studies, designed to ensure that the right host countries are selected. An
integrated approach which puts all necessary factors into considerations must be adopted by
continuously conducting country risk analysis prior to expanding into a given country.

For those Nigeria’s domestic banks whose primary motives include maximising shareholder wealth
and enhancing solvency position, adequate controls should be put in place to mitigate potential
stability risks. These controls would entail choosing an optimal cross-border banking model and
ensuring that effective risk management systems are in place and regularly reviewed.
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