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ABSTRACT

This study examined the relationship between Foreign exchange rate fluctuations and foreign
direct investment (FDI) in Nigeria from 1981 to 2018. This study was motivated by
conflicting results regarding how foreign exchange rate changes influenced foreign direct
investment in varied economies especially in Nigeria, and to answer the question of whether
Foreign Exchange rate fluctuations adversely retarded the flow of Foreign Direct Investment
in Nigeria or otherwise. The study adopted an ex-post facto research design using annual time
series data from the Central Bank of Nigeria (CBN) statistical bulletin. The model was
estimated using the Vector Error Correction (VEC) model. The result of the analysis revealed
that foreign direct investment has positive but no significant relationship with Foreign
exchange rate fluctuations; and there was no granger causality existing between foreign
exchange rate and foreign direct investment in Nigeria. The paper submits that foreign direct
investment inflow could be attracted if stable foreign exchange regime is sustained and ease
of doing business in Nigeria is satisfactory. The paper recommended among others that the
Central Bank of Nigeria should sustain the foreign exchange rate policies especially by
financing commercial farming and agro-allied businesses and encouraging the
standardization of products for exports; available foreign currency should be allocated mainly
to export-oriented businesses; fully standardized Free trade zones and industrial layout should
be marked out across the nations and private sectors should be encouraged to power the zones
and layouts; and all levels of governments say the local, state and federal should work
towards entrenching true federalism.

1.0 INTRODUCTION
Every nations work towards providing improving security and living standard of the citizens.

Good environment for investments in activities that will actualize these are continually
devised. Nations agree to relate among themselves to allow each other access to their
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endowments for the collective interests of humanity. The process through which economies,
societies and culture relate through trade, transportation and communication is known as
globalization. Promotion of foreign investment is one of such devices. Foreign investment
(FI) is defined as overseas investment by private multinational corporations (Todaro & Smith
2003). Foreign investment inflow, particularly foreign direct investment (FDI) is seen to have
a positive impact on the economic growth of a host country through various direct and
indirect means. Some foreign firms have taken advantage of the incentives to satisfy their
various motives of ensuring stable monopolistic control over sources of raw materials for
their parent companies, access to control of local markets, utilizing low-cost labour and
realizing the possibility of higher returns which is important to every business organization
because, with enough fund, an entrepreneur can get other factors of production such as
labour, machinery or technology, management as well as raw materials and be involved in
any other business activity (Okafor & Arowshegbe, 2011).

Economists support the view that capital flow is beneficial because they create new resources
for capital accumulation and encourage growth in developing economy with capital
shortages. There is potential advantages of cross-border capital flows which economic theory
pointed out to bridge the gap between investment and domestic saving that increases growth.
In economies, capital flow plays a significant role.

World Bank (1996) conceptualized Foreign Direct Investment (FDI) as an investment that is
made to acquire a lasting management interest (usually 10% of voting stock) in an enterprise
and operating in a country other than that of the investors, the investors purpose being an
effective voice in the management of earning either long term capital or short term capital as
shown in the nations balance of payments account statement (Macaulay, 2012). It is an
investment made by a company or individual in another country, in the form of either
establishing business operations or acquiring business assets in the other country, such as
ownership or controlling interest in a foreign company. Foreign direct investment frequently
involves more than just a capital investment. It may include the provision of management or
technology as well. In fact, FDI is an agent that facilitates increased fund and transfer of
technology which increases economic output.

Prior to the introduction of the Structural Adjustment Programme (SAP) in 1986, the
Nigerian economy was dominated by the public sector. Thereafter, the private sector has been
encouraged through policy changes and enactment of laws aimed at diversifying the economy
via private sector participation. It is believed that the growing population of Nigeria and
economic performance indicators can grow meaningfully if the government creates enabling
environment for creativity, industry and technology transfers. Foreign investors’ participation
can definitely bridge the gap in the economy and the living standard of the populace
(Moghalu, 2009).

Nigeria’s foreign investment can be traced back to the colonial era when the colonial masters
had the intention of exploiting the nation’s resources for the development of their own
economies. There was little investment by these colonial masters (Macaulay, 2012). The
Nigerian governments have recognized the importance of FDI in enhancing economic growth
and development and various strategies such as tax holidays for foreign and local investors
and the signing of “ease of doing business” have been signed into law. Of course, since the
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enthronement of democracy in 1999, the government of Nigeria has taken a number of
measures necessary to persuade foreign investors into Nigeria. The measures noted, include
the repeal of laws that are detrimental to foreign Investment growth, circulation of investment
laws, various overseas trips for image laundry by the President among others (Shiro, 2009).

Privatization was also adopted, among other measures, to encourage foreign investments in
Nigeria. This involved transfer of state-owned enterprises (manufacturing, agricultural
production, public utility services such as telecommunication, transportation, electricity and
water supply), companies that are completely or partly owned by or managed by private
individuals or companies (Lall, 2002).

In addition, the various Foreign Exchange regimes of the Nigeria government were designed
not only to achieve price stability but also to promote FDI inflows. This became evident from
1987 when the nation adopted flexible Foreign Exchange regime against the fixed exchange
rate regime starting from 1960 to 1986. The Government has applied strategies such as
Second-Tier Foreign Exchange Market (SFEM), Inter-bank Foreign Exchange Market
(IFEM), Wholesale Dutch Auction System (wDAS), and Retail Dutch Auction System
(rDAS) to address Foreign Exchange rate crisis.

Foreign direct investment (FDI) in Nigeria has not been relatively predictable, though it
appreciated relatively between 1986 and 2018. However, the FDI inflow fell from ¥1360.3
billion in 2011 to ¥602.1 in 2015. As of December 2016, it was N1, 124.1 billion (CBN,
2017). More so, the FDI in Nigeria seems shifting more and more towards services; these
services are also becoming more traditional (Adeolu & Simon, 2004). Balogun (2003)
observed that very little foreign investment capital in Nigerian agricultural and agro-allied
industries. The FDI in Nigeria increased from N2731 billion to ¥75,9 billion between 1994
and 1995 about 241.9% percentage increase; the agricultural and agro-allied sector share was
merely 3.6% growth. While FDI fell by 18.4% in 2015, the agricultural sector maintained a
growth rate of 3.7% (CBN, 2018).

FDI can stimulate additional resources to break the vicious circle of poverty and act as a
complementary tool for domestic resources to raise the living standard of the citizens. FDI
tries to bridge the capital shortage gap and complement domestic investment when it flows to
high-risk areas of new firms where the domestic resource is limited. It is given, all things
being equal investment determines the rate of accumulation of physical capital, and an
important factor in the growth of productive capacity of any economy (Adeolu & Simon,
2004).

Nigeria is plagued by lingering foreign perception of being a high-risk country for investment
with a challenging business environment. The country still remains hobbled with the
perception and image of being corrupt, having the inadequate infrastructure and recurring
shortage of power and water supply in some parts of the country. Yet, one of the largest
beneficiaries of foreign direct investment (FDI) in sub-Saharan Africa is Nigeria. Foreign
Direct Investment has been the bedrock of many developed and developing economies. It has
stimulated growth through job creation and improvement in macroeconomic variables
(Okafor & Arowshegbe, 2011).
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The exchange rate which hitherto exhibited relative stability has tended volatile. For instance,
between 1981 and 1985 the ¥ per $§ was averaged ¥0.73314; between 1986 and 1991, the
average was N6.0076; between 1992 and 1997 it was N21.8861; between 2000 and 2015 the
exchange rate was average of ™N148, and between 2015 and 2018 the exchange rate was
averaged N250. The depreciation in naira is yet to be abet. It is pertinent therefore to
evaluate the relationship between foreign direct investment and foreign exchange rate
fluctuations in Nigeria. The paper aimed at examining the relationship existing between the
Foreign exchange rate and Foreign Direct Investment in Nigeria (1981-2018) using data
obtained from the Central Bank of Nigeria Statistical Bulletin, 2018; and proposed that:
Foreign exchange rate fluctuations have no significant effect on Foreign direct investment in
Nigeria.

The other sections of this paper include conceptual reviews; theoretical framework; empirical
literature; methodology; data presentation and analysis; summary of findings; conclusion and
recommendations.

2.0 CONCEPTUAL REVIEW
2.1 Foreign Investment:

Foreign Investment (FI) is a very important element in international economic integration.
FDI creates direct, stable and long-lasting links between economies. Foreign Direct
Investment encourages the transfer of technology and know-how between countries and
allows the host economy to promote its products more widely in international markets. It is
also an additional source of funding for investment and under the right policy environment; it
can be an important vehicle for development (OECD Factbook, 2012). The term FDI also
means the cross-border investment by a resident entity in one economy with the objective of
obtaining a lasting interest in an enterprise resident in another economy.

FDI refers to investment by large multinational corporations with headquarters in the
developed nations (Amadi, 2002). It is a distinctive feature of multinational enterprises. Thus,
FDI is not simply an international transfer of capital but rather, the extension of enterprise
from its home country (Tadaro, 1999). According to Root (1984), FDI involves flows of
capital, technology and entrepreneurial skills to the host economy where they are combined
with local factors in the production of goods for local and export markets. Mwilima (2003)
describes FDI as investment made to acquire a lasting management interest (usually at least
10% of voting stock) and acquiring at least 10% of equity share in an enterprise operating in
a country other than the home country of the investor. FDI has further been explained as the
long-term investment reflecting a lasting interest and control, by a foreign direct investor (or
parent enterprise), of an enterprise entity resident in an economy other than that of the foreign
investor (IMF, 1999). Mallampally and Sauvant (1999) describe FDI as investment by
multinational corporations in foreign countries in order to control assets and manage
production activities in those countries.

Expanded explanation of the meaning of FDI has been offered by Ayanwale (2007). He
explained that ownership of at least 10% of the ordinary shares of voting stock is the criterion
for the existence of a direct investment relationship. FDI comprises not only merger and
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acquisition and new investment, but also reinvested earnings and loans and similar capital
transfer between parent companies and their affiliates (Ayanwale, 2007). Ikiara (2003) noted
that foreign firm may allow local firms to appropriate its technology if this guarantees its
access into some of the benefits available in the host country such as access to valuable local
technology and possibility of receiving commercial advantages. By implication, developing
countries like Nigeria requires such technical change and technological learning to achieve
meaningful growth.

2.2 International Trade and Foreign Direct Investment:

Two important questions that an enterprise seeking to serve foreign markets must address are:
First, is it better to produce the goods in the home country and export to foreign markets, or is
production abroad more profitable? Secondly, is it for production abroad, how should
technology be transferred overseas? Enterprises can choose from a variety of arrangements
that differ in their relative use of markets and organizations. On one hand arrangement
transfers technology to wholly-owned subsidiaries and on the other hand, transfers
technology to unrelated parties through licensing. When serving a foreign market, an
enterprise can choose from a number of options.

The literature mainly focuses on the choice between exports and FDI, assuming that exports
and FDI are substitutes for one another. However, empirical work usually exposes a
complementary relationship between exports and foreign affiliate sales. For instance, Lipsey
and Weiss (1981) find that sales of foreign affiliates are positively correlated with exports.
The industry level firm-level studies, such as Lipsey and Weiss (1984) and Blomstrom and
Kokko (1998) also uncover a complementary relationship between trade and FDI. Does the
evidence imply that most theoretical models are flawed? Only a study of the type done by
Blonigen (1999) can really sort out the complementary nature of trade between intermediate
goods and affiliate sales on the one hand and the substitutability of exports of final goods and
FDI on the other. Not surprisingly, Blonigen's results agree nicely to the theory: exports of
intermediate goods and sales of affiliates are complements, whereas exports and sales of final
goods are substitutes. The only unresolved issue is why aggregate studies find a net
complementary relationship. The explanation probably lies in the fact that most intra-
industry trade between industrial countries involves the exchange of intermediate goods
(Ethier, 1982).

The literature on intra-industry trade as derived from Dixit and Stiglitz's (1977) model may
overemphasize the role of product differentiation and consumer emphasis on variety. As
Ethier (1982) notes, actual trade is in intermediate goods needed for production. Thus, if such
trade is indeed pervasive, there should be a strong complementary relationship between
exports and FDI at the aggregate level. In other words, strategic considerations influence the
choice between exports and FDI (Horstmann & Markusen, 1992). The presence of trade
barriers creates a tariff-jumping motive for FDI. The mere threat of future trade restrictions
may lead to anticipatory investment by foreign firms. When two enterprises are exporting to a
foreign market, a switch from exports to FDI by one creates an incentive for FDI on the part
of the other firm, which finds itself at a competitive disadvantage (Lin & Saggi, 1999). This
is called a competitive incentive for FDI.
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An old tradition in the management literature describes the interdependence between the
decisions making of large multinationals as follow-the-leader behaviour. Hence, enterprises
face a dynamic problem, just an onetime choice between exports and FDI. Enterprises may
(and indeed do) switch between the two activities over time. Unfortunately, there is scarce
literature that explores the dynamics of optimal entry strategies into foreign markets. Saggi
(1998) builds a two-period model to investigate an enterprise's choice between exports and
FDI in the face of demand uncertainty. Initial — period exports yield information about
demand in the foreign market. As a result, initial-period exports have option value. That is, if
a significant portion of the fixed cost of FDI is sunk, it is optimal for an enterprise to export
in the initial period and to choose FDI if and only if demand abroad is large enough. Clearly,
the preceding argument is not specific to demand uncertainty and can be generalized with
respect to other types of uncertainty about which sales through exports can yield information.
Roberts and Tybout (1997) highlight the role of sunk costs in determining the dynamic
behaviour of exporters. Using data for Colombian manufacturing plants, Roberts and Tybout
show that prior exporting experience is an important determinant of the current tendency to
export as well as the profitability of exporting. Their results show that sunk costs are indeed
relevant for export behaviour and that learning is subject to strong depreciation.

The entry costs of a plant that has never exported do not differ significantly from those of
plants that have not exported to more than two years. Although Roberts and Tybout (1997) do
not consider other modes of serving foreign markets, their insight can be utilized in a more
general context. Suppose enterprises also have the option of FDI. Building on the Roberts and
Tybout approach, the choice between exports and FDI is a choice between two different
technologies, where exports entail a higher marginal cost and a lower fixed (sunk) cost than
FDI (Saggi, 2002). Under uncertainty, if enterprises do face such a cost structure, an
interesting dynamic relation between exports and FDI may emerge. Similarly, exports and
initial FDI may be strongly complementary because enterprises are not likely to shift the
entire production process to a new location immediately. If first investment is profitable,
local sourcing may reduce the need for imported intermediates. Often, such substitution
effects may become stronger, and the complementarities between exports and FDI may
become weaker (assuming local suppliers are indeed competitive or local production is
consistent with comparative advantage considerations). Also the presence of multiple
enterprises also creates the possibility of information externalities among investors; that is,
the experience of one enterprise may impart lessons to others.

Enterprises from industrialized countries have little prior experience in operating in these new
environments. This lack of experience coupled with the complexity surrounding the FDI
decision implies that enterprises seeking to invest in these markets can learn valuable lessons
from the successes and failures of others. Such externalities may be particularly relevant for
FDI in many developing and formerly closed economies (China and much of Eastern
Europe). FDI involves hiring foreign labour, setting up a new plant, meeting foreign
regulations, and developing new marketing plans; these decisions require adequate
information. In this context, decisions made by rival enterprises can lower an enterprise's
fixed cost by helping avoid mistakes. For instance, Lin and Saggi (1999) use a duopoly
model in which the initial enterprise to switch from exporting to FDI confers a positive
externality on the subsequent investor by lowering its fixed cost of FDI. In their survey of
Japanese firms planning investments in Asia, Kinoshita and Mody (1997) find that both
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private and public information play major roles in determining investment decisions. They
argue d that information regarding many operational conditions (such as the functioning of
labour markets, literacy, the productivity of the labour force, and timely availability and
quality of inputs) may not be available publicly. Such information is either gathered through
direct experience or through the experience of others.

FDI is also a form of transferring production technology, skills, innovative capacity, and
organizational and managerial practices between locations, and also of procuring
international market networks (Mallampally & Suavant, 1999). The main reasons for
countries to seek investments by Multinational Corporations are to obtain modern technology
and knowledge. The assumption is that new technology and knowledge could transfer to
domestic enterprises which will improve their output (Blomstrom & Kokko, 1998). These
transfers and externalities can occur through various forms.

The transfer may occur when the well-trained staff of foreign enterprises' set up their own
plants or become employed in locally-owned enterprises. The operation of Multinational
Cooperation may lead to the dissemination of information on new technology and production
methods also referred to as "the demonstration effect”. By associating with domestic
enterprises, foreign associates may improve the production competence of the host country
(Rodriquez-Clare, 1996). There may be competition effect, where the emergent of foreign
plants may accelerate competitions and so push domestic enterprises into being more
effective and innovative (Doan, 2010). Another reason why governments make efforts to
attract FDI is that it creates employment and FDI may generate foreign exchange for the host
country if the Multinational Cooperation are export-oriented.

In sharp contrast to other forms of capital flows, FDI has proven to be resilient during the
financial crisis (Prakash & Assaf, 2001; Haussmann & Fernandez- Arras, 2000; Dudash,
2000; Lipsey, 2001). The East Asian crisis of 1997-98, the Mexican crisis of 1994-95 and the
Latin American debt crisis of the 1980s all attest to this. This is why Haussmann and
Hernandez-Arias (2000) further indicate that many host countries regard international debt
flows, mostly the short-term ones as "bad cholesterol” because it is based on interest rate
differentials and exchange rate expectations and not on long term considerations. In
summary, in the long run, the transfer of technology and know-how (indirect) by
Multinational Cooperation to domestic enterprises may be of more importance than direct
effects of FDI.

2.1 Institutional Conditions for Attracting FDI

Governments have the sole duty of providing an enabling environment for FDI. They need to
provide conditions such as a stable political and economic environment, the rule of law and
good infrastructure. An enlightened and technically skilled workforce, low wages, an open
economy and stable currency are also necessary (UNCTAD, 1997). Majority of these
conditions, which can be analyzed through the principle of macro institutional economies
(North, 1991), develop gradually, take time to grow and are path-dependent, being enshrined
in the institutional heritage of the host country. Only countries measuring up to the basic
minimum standards on the said conditions suffice for more evaluation by multinationals.
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The next stage of the drafting procedure is when enterprises use the micro or transaction cost
view (Williamson, 1985), to consider issues such as project-specific incentives, tax breaks,
restrictions on investment ceiling, majority control and profit repatriation, stipulations about
local content, technological transfer and export requirements. It needs a comprehensive
approval of all these features to arrive at a holistic picture of whether the potential FDI
destination is investment friendly or not. It is obvious that these high standards are not likely
to be met by any country solely. Developing countries cannot equivalently meet the same
standards that developed countries have. Multinational Cooperation has a different
combination of FDI factors for them. However, the necessity to lower costs would compel
Multinational Corporation to trade off the standard combination in favour of low wage
benefits. This is one of the essences of foreign exchange rate management.

The benefits of FDI are many. FDI develops enterprises directly and helps to strengthen
economic potential. This is been achieved through two major forms: Greenfield Investment;
and Mergers and Acquisition. Greenfield investment is adding new and different economic
activity and thereby diversifying the economy while mergers and acquisition (M&A)
involves building up existing enterprises and enhancing their potentials. Both of these
investments will add a new healthy element of increased competition to an economy since
their products generally exhibit economies of scale and scope (Eichengreen & Mussa, 1998).
Foreign direct investment can boost the economy through competition. The entrance of
foreign investors spurs other firms to increase their own efficiency and productivity. The
competition also leads to the improved efficient allocation of resources, enhancing the
economic prospect of the domestic economy and global sustainable economic development.
Competitions also spur domestic competitors to build up their technological capabilities and
the productivity of their products in the face of technology transfer and the development of
human capital often associated with foreign direct investment. Therefore, the entry of foreign
investors can make domestic producers more efficient by enhancing competitive pressure
(Obstfeld, 1994).

Technology transfer and Human capital development are often assumed as the two primary
benefits of FDI. Foreign investors bring their management skills and technology to their
enterprise, so by training the local workforce, they transfer those skills and technology to
them. When those workers move on to other jobs in the domestic enterprises or start their
own businesses, they put to use the skills they have acquired. In this way, the human capital
of the host country is developed by FDI and the investment technology transferred.

Foreign investment may lead to rapid monetary expansion and too much increase in domestic
demand, which cause inflationary pressures and the appreciation of real deficits. Akeoraoglu
(2000) showed that investment inflows may result in growth in domestic absorption. When
some of the spendings fall on non-traded goods, their relative costs increase and real
exchange rate rises. This boosts the demand for tradable goods, leading to current account
deficits. However, if there is a fixed or crawling peg exchange rate regime, the central bank
takes on either sterilized or non-sterilized policies to deal with exchange rate pressures due to
investment flows (Berument & Dincer, 2004). The sterilized intervention involves sales of
government bonds by the central bank in exchange for foreign currencies and securities. For
the effectiveness of this intervention, domestic and foreign bonds should be imperfect
substitutes. Nevertheless, sterilized intervention makes interest rate differential between
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home and foreign currency to enlarge, which attracts more investment flows. In a non-
sterilized intervention, the central bank buys foreign currency in place of the domestic
currency. This process compels the central bank to appreciate the nominal exchange rate,
which leads to a fall in the interest rate differentials still. This policy also leads to an increase
in the monetary base, which adds to inflationary pressures. Under a floating exchange rate
regime, there is no central bank intervention. Thus, for a given level of shift in initial capital
flows, the rise in the value of domestic currency and decline in domestic interest rates, and
the constancy of investment inflows are inadequate relative to one under a fixed (or crawling)
exchange rate.

Foreign direct investment may also improve the development of equity markets and the
shareholders, corporate governance. As business organizations contest for finance the market
will compensate for better performance, improved prospects for future performance and more
excellent corporate governance (Berument & Dincer, 2004).

2.4 FDI and Multinational Corporations:

Multinational Corporation subsidiaries in some countries can play a major role in establishing
building blocks of organizations. Westney (1993) discusses the potentially significant
impacts of Multinational Corporation on the organizational patterns within a country. The
introduction of new modes of business practice in Multinational Corporation subsidiaries can
challenge the legitimacy of existing patterns and stimulate debates on better business practice
in the host country. The mirror image of this influence is the 'de-institutionalization' of local
firms' existing organizational patterns. Similarly, Dacin, Ventresca and Beal (1999) discussed
the concept of 'disembeddedness’. They argue that globalization may be regarded as a
disembedding process that strips individuals and firms from their local structures and allows
for restructuring at a more global level. Following this perspective, it is likely that the
presence of foreign-owned subsidiaries will, on average, reduce the level of corruption of the
host country. The Multinational Corporation influences its institutional environment
overtime via three major effects: regulatory pressure effect, demonstration effect, and
professionalization effect. One motivating factor for the host institutions to change is that the
host country also wants to gain legitimacy within the bigger, global business environment. As
the host country grows, it would like to enhance its international reputation and attract more
business (Kostova & Roth, 2002; Oliver, 1997; Don, 2003; Aitken & Harrison, 1999; Liu,
2000; Robertson & Watson, 2004; Eden, 1997; DiMaggio & Powell, 1983; Ramirez &
Kwok, 2006).

2.5 FDI and the Nigeria government:

When the democratic government took over in May 1999, it declared its interest to attract and
welcome FDI into the country as the opportunities emanating from FDI injection into an
economy is sustainable (Adeseyoju, 2001). Nigeria government has been making efforts to
enhance FDI inflows through various reforms. The reforms include the deregulation of the
economy, gazette of the industrial policy of 1989, the establishment of the Nigeria investment
promotion commission (NIPC) in the beginning of the 1990s and the signing of the Bilateral
Investment Treaties (BIT) in the latter part of the 1990s. Further reforms were the
establishment of the economic and financial crime commission (EFCC) and the Independent
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Corrupt Practices Commission (ICPC). Nevertheless, FDI inflows to Nigeria have remained
far below sufficient (Nurudeen, 2010). In 2006, the Central Bank of Nigeria reported a surge
in FDI inflows to the country. This was traceable to the reduction in the nation's debt profile
through debt arrangements with London club and Paris Club and the renewed confidence of
foreign investors in the Nigerian economy (CBN, 2006).

Aremu (2003) related some Nigerian government policies that influenced the direction of
FDI. These are depicted in Table 1.

Table 1 Outline of FDI Policies in Nigeria

Year | Law/policy Motive Aim Comments

1958 | Pre- Industrial To grant a maximum of 5 | This was a strategy to
independence year tax holiday from attract Trans National
era: Tax relief inception date, to foreign | Corporations (TNCs) by

companies operating in offering generous
Nigeria incentives.

1972 | Indigenization Restrictive To restrict FDI in | Foreign investors were
Era: Nigerian | measure enterprises. These | not adequately
Enterprise schedules were put in | compensated for
Promotion  Act place: Schedule 1 requires | disposition of assets.
(NEP) 100% ownership of | Thus the

enterprises by Nigerians | implementation

while schedule Il requires | violated international
as much as 40% | investment laws.
ownership by foreigners.

1977 | Nigerian Restrictive An amendment of NEP | Indigenization of major
Enterprise measure Act, 1972, which resulted | enterprises in Nigeria
Promotion  Act in lowering the maximum
(NEP) limit of foreign ownership

from 60% to 40%, and
expansion of business
activities under
restriction.

1987 | Nigerian Promotion An amendment of the | Due to the emergence
Enterprise strategy NEP Act 1977, to provide | of a separate body to
Promotion  Act an opportunity for foreign | monitor the
(NEP) investors to increase | compliance of the Act,

investment without | it resulted in the
increasing their voting | development of “red
power tape” to foreign
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investors in Nigeria.

1988 | Industrial Promotion IDCC was to act as a one- | The agency
Development strategy stop agency to approve | underperformed due
Coordinating and regulate investment | to dishonest practises,
Committee in Nigeria (as | as enterprises gave
(IDCC) Act recommended by The | false information to

World Bank). To | secure expatriate
streamline the investment | quotas.
procedure by shrinking

similar government

departments into one.

1989 | Nigerian Promotion To eliminate the | A turn around
Enterprise strategy discriminatory approach | amendment to open
Promotion  Act towards foreign investors | up to FDI
(NEP) that existed in previous

NEP acts. Schedule | and Il
were  abolished, and
Schedule 11l was amended
to allow ownership of
enterprises with more
than 20 million naira
capitalization.

1990 | Companies and | Promotion To mandate foreign | The law was basically a
Allied Matters | strategy companies incorporate | measure to ensure the
(CAMA) outside Nigeria to | documentation and

incorporate in Nigeria. | monitoring of the
Failure to incorporate will | activities of foreign
lead to termination of the | firms by government
right to operate in the | authorities.

country.

1995 | Nigerian Promotion To promote and direct | A more radical
Investment strategy investment in Nigeria. | approach than
Promotion Also, to market the | previous IDDC act
Commission Nigerian investment | (Aremu, 2003)

(NIPC) Act 16, environment to potential
1995 foreign investors

1995 | Foreign Exchange | Liberalization | This was an amendment | Liberalization To
Monitoring and | To liberalize | of the Exchange Control | deregulate the
Miscellaneous foreign Act, 1962 Nigerian Capital
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Provisions exchange 1999 Investment and | market, in order to
(FEMAMP) Act transactions. | Securities Act attract FDI

The enforcement of
the act required the
amendment of other
acts, to avoid the
conflict of objectives

Source: Adapted from Aremu (2003)
2.6 Foreign Exchange Rate:

The term “exchange rate™ can be defined as the price of one country's currency in terms of
another. lyoha and Unugbro (2005) defined exchange rate as the domestic price of a unit of
foreign currency. It refers to the cost of exchanging one country's currency for others.
Exchange rates are expressed in various ways:

e Spot Exchange Rate - the spot rate is the rate for a currency at today’s market prices.

e Forward Exchange Rate - a forward rate involves the delivery of currency at a
specified time in the future at an agreed rate. Companies wanting to reduce risks from
exchange rate volatility can buy their currency ‘forward’ on the market.

e Bi-lateral Exchange Rate - the rate at which one currency can be traded against
another. Examples include N/$, $/DM, Sterling/US Dollar, $/YEN or Sterling/Euro.

e Effective Exchange Rate Index (EER) - a weighted index of sterling's value against a
basket of currencies the weights are based on the importance of trade between say
Nigeria and each country.

e Real Exchange Rate - this is the ratio of domestic price indices between the two
countries. A rise in the real exchange rate implies a worsening of competitiveness for
a country.

In many developing countries exchange rate issues have tended to influence macroeconomic
policy discussions. This is attributed to the amount of the effect which exchange rate has on
decisions to save and invest as well as its being a major determinant of capital inflow and
external competitiveness of a country. In pursuing some economic goals such as the
achievement of a balance of payment viability, the maintenance of internal payment, as well
as the solutions to the problems of defining, measuring, detecting and correcting situations of
real exchange rate misalignment and overvaluation, the exchange rate management is a must.
The exchange rate can also be employed to entice new investors. Exchange Rate Adjustment
(ERA) has been undertaken by governments for a number of years (Obaseki, 1991).

When payments for transactions in a foreign currency are to be made, or received, the rate at
which the two currencies change hands will be determined in the foreign exchange. Hence
the market price is determined by supply and demand of foreign exchange. The exchange rate
is a veritable instrument of economic management and the important macro-economic
indicator used to assess the general performance of an economy (Ojo, 2003).
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Exchange rates are important yardsticks for measuring economic performance, particularly,
the impact on price signals, international trade and foreign direct investment. Exchange rate
regimes in Nigeria have gone through different levels of changes. Aizenman (1992) shows
that a fixed exchange rate regime is more convenient for FDI than a flexible exchange rate,
not minding the type of shock hitting an economy. When there is monetary shock, the
nominal shocks reduce expected profits from under a flexible exchange rates regime. For real
shocks, flexible exchange rates are linked with higher employment volatility and lower
expected returns. This arises because a country having a positive productivity shock usually
experiences nominal and real appreciation which reduces the effect of employment
expansion.  For fixed exchange rates, the level of employment and production can be
isolated from monetary shocks, and they are related to higher expected returns. These, in
turn, activate domestic investment and FDI. For real shocks under a fixed exchange rate, a
positive productivity shock tends to expand employment and expected returns. So, in the face
of productivity shocks, FDI flows will be more under a fixed than under a flexible exchange
rate system.

The relationship between foreign investment and exchange rate has drawn attention from
many studies. From the theoretical point of view, Phillips and Fredoun (2008) argue that the
linkage between exchange rate risks and FDI can be classified into two major issues
consisting of production flexibility and risk aversion. In the production flexibility approach,
manufacturers commit to domestic foreign capacity ex-ante and to employment decisions ex-
post, after the realization of real stocks. Thus, the movements of the exchange rate play no
role in explaining the level of FDI. This argument is based on the assumption that firms can
adjust their variable factors after the realization of exchange rate stocks, as a result, it would
not be held if factors were fixed. With the risk aversion approach, the evidence could be
grouped into two aspects. The first impact is derived from exchange rate steadiness. Stability
of dollar matched with a rise in the level of total investment inflow suggests that international
investments would be driven partly by the variability of the exchange rate.

Relatedly, the study of Foad (2005) shows that under the condition of limited potential direct
investment, FD1 flows from the countries with a high level of exchange rate risk into the
countries with higher stability in currency. This finding is consistent with Dixit and Pindyck
(1994) who shows that FDI in a country with a high level of currency risk provides an
uncertain flow of expected return on investment. As a result, the link between FDI and
exchange rate stability is positive. Another effect can be obtained through the marginal
revenue and cost channels. That is, it focuses on the effect of exchange rate differentiating
investment decision based on the loss and profit from the investment. As suggested by
Goldberg and Karlstad (1995) higher volatility in the exchange rate reduces the expected
returns functions of firms that make investment decisions in the current period in order to
realize profits in future periods. According to Campa (1993), risk-neutral firms tend to
postpone their decision to enter the foreign market in order to avoid high exchange rate
variability. And, for Nucci and Pozzoco (2001) currency depreciation stimulates aggregate
investment responses for Italian manufacturing firms through revenue channels and
disincentive investment through cost channel. As long as FDI is somewhat irreversible, there
iIs some positive value to holding off on this investment to acquire more information. Given
that there is a finite number of potential direct investments, countries with a high degree of
currency risk will lose out to countries with more stable currencies (Foad, 2005).
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Exchange rate movement and exchange rate uncertainty seem to be important factors
investors taken into consideration in the decision to invest abroad by investors. Foreign
capital inflows are generally perceived as something desirable to the industrialized and
developing countries. It can eliminate foreign exchange shortages, improve the standard of
living, deepen and broaden the financial markets. Capital inflows have also helped individual
countries to absorb shocks either internal such as harvest failures to external such as
fluctuations in commodity price or recessions in industrial economies (Unugbro, 2007). Since
the world has moved towards higher integration, a degree of openness for foreign investments
in many countries becomes higher. As both developed and emerging economies continue to
open their markets to attract foreign capital flows and investors are becoming more
interesting in diversifying their fund flows internationally, the role of foreign investment is
increasing in importance. Considering the major determinants of foreign direct investment,
exchange rate risk is possibly seen as the most important determinant of foreign investment
flows (Aranyarat, 2010).

3.0 THEORETICAL REVIEW

Vintila (2010) in the study of Foreign Direct Investment theories reveal that there is no
unified theoretical explanation. It seems very unlikely that such a unified theory will emerge.
However, a number of FDI related theories guided the thought in this work. Among the
theories are:

New Growth Theory: A central proposition of New Growth theory as propounded by Solow
(1987) is that, unlike land and capital, knowledge is not subject to diminishing returns.
Indeed, the development of knowledge is seen as a key driver of economic development. The
implication is that, in order to develop, economies should move away from an exclusive
reliance on physical resources to expanding their knowledge base, and support the institutions
that can help develop and share knowledge. Governments should invest in knowledge
because individuals and firms do not necessarily have private incentives to do so. For
example, while knowledge is a merit good, and acquiring it does not deny anyone else that
knowledge, its usefulness to individuals and firms may be undervalued, and yet knowledge
can generate increasing returns and drive economic growth. The government should,
therefore, invest in human capital, and the development of education and skills. It should
also support private-sector research and development and encourage local investment and
foreign investment.

This theory equally emphasized that essential utilities like electricity, gas, and water are
natural monopolies, and in many countries are provided by the public sector. However, if
these utilities are under-supplied due to inadequate public funds, the private sector will suffer
and growth will be limited. This is because the industrial sector relies on energy and water for
its production and distribution, without which it will not produce efficiently or competitively.
The accumulation of private capital, therefore, depends up the correct level of expenditure by
the government. New Growth theorists also argue that the government should also finance,
or seek finance for, infrastructure projects, such as road, rail, sea, and air transport. Such
projects involve the creation of quasi-public goods, and the theory of market failure suggests
that they would be ‘under-supplied’ without government. The huge fixed costs and the
difficulty of charging users prevents the private sector supplying, and the state may choose to
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act like a producer and financier, and provide necessary legislation for and co-ordination of
such projects. These projects also generate positive externalities, and as such justify
government involvement. For example, an improved infrastructure increases the likelihood of
tourist revenue as well as reducing production costs.

The Theory of Exchange Rates on Imperfect Capital Markets: This is another theory which
tried to explain FDI in relation to international trade. Foreign exchange risk as a determinant
factor in international trade. Cushman (1985) showed that the foreign exchange rate has an
influential effect on FDI. Cushman shows that real exchange rate increase stimulated FDI
made by USD, while a foreign currency appreciation has reduced American FDI. Cushman
concludes that the dollar appreciation has led to a reduction in United States FDI by 25%.
However, the currency risk rate theory has not convincingly explained simultaneous foreign
direct investment between countries with different currencies. Thus, investments are made in
different times, but there are enough cases that contradict these claims. This implies that
foreign direct investment involves investing in a new enterprise by a parent company in a
foreign country in order to maximize profit through the control and expansion of its market of
that enterprise. This involves both ownership and control which distinguished it from
international portfolio management.

This study is anchored on the Theory of Exchange Rates on Imperfect Capital Markets. The
work proposes that economies that manifest growing potentials say in minimal costs of doing
business, especially relatively stable foreign exchange rate and relative security will usually
attract more foreign direct investment. Such potentials can hardly be observed in rising cost
of doing business and insecure business environment. Thus, if the necessary structures are put
in place, investors will be encouraged to invest given the promising and sustainable Foreign
Exchange rate.

Capital Movement Theory: Capital movement theory is another related theory that opinioned
that FDI is promoted transfer of knowledge. According Hymer (1960) following FDI in the
industrial organization tradition, FDI is a way of shifting knowledge and other firm assets
both tangible and intangible. This shifting does not include the transfer of ownership or
control being renounced like in portfolio investment. His study showed that the idea of FDI
as a single capital movement reacting to rates of return (with or without risk) did not
correspond to the real characteristics of multinational's activities. He also pointed out that it
was difficult to relocate their assets because of market imperfections. Imperfections is the
concept of transaction costs. Transaction costs come from the difficulties of using the market
to arrange transactions. Thus, the capital movement theory is connected with this study in the
sense that in Nigeria there is no “ease of doing business”. This can be attributed to transaction
cost emanating from bribery and corruption associated to doing business in Nigeria.

4.0 EMPIRICAL REVIEW OF RELATED LITERATURE

A number of related empirical studies were reviewed. Bekarert and Harvey (2003) showed
through an empirical study on 95 countries, that Capital Market Liberalization offers the
opportunity to the foreign investors of investing in the domestic equities. This situation
emerges with an increase with the order in 1% in growth rate. Omankhanlen (2011) in his
study of the effect of Foreign Direct Investment on the Nigerian economy over the period

Www.ijssmr.org Copyright © 1JSSMR 2020, All right reserved Page 77



http://www.ijssmr.org/

International Journal of Social Sciences and Management Review

Volume: 03, Issue: 04 “July - August 2020”
ISSN 2582-0176

1980 -2009 examined empirically the effect of FDI on Balance of Payment, Inflation,
Exchange Rate and Gross Domestic Product. The study developed an Economic model to
investigate the relationships between the aforementioned variables and showed that Foreign
Direct Investment has significant effects on the variables. He suggested that policymakers
and relevant authorities should formulate policies aimed at creating a conducive investment
environment so that Nigeria can be a better destination for foreign investment.

Adigwe, Ezeagba and Ude(2015), examining the effect of Foreign Direct Investment on
Nigerian Economic Growth: 2008-2013 showed that a significant relationship exists
between FDI, Exchange rate and GDP in Nigeria. This signifies that the duo of the Exchange
rate and FDI affect economic growth significantly. While, Ugwuegbe and Okore (2013)
examining the impact of Foreign Direct Investment on the Nigerian economy: 1981-20009,
indicated that Foreign Direct Investment has a positive and insignificant impact on the
growth of Nigeria economy and domestic investment economic growth while exchange rate
had positively significantly effected on the growth of Nigerian economy.

In a study by Hongxin, Kim and Du (2003) on the impact of corruption and transparency on
FDI based on a cross-country data of 40 countries in 7 years, they found that the presence of
high corruption and low transparency significantly hindered the inflow of FDI to host
countries. Multinational firms arrive with exporting information such as fixed costs to
establish distribution networks, creating transport infrastructure, regulatory arrangements,
learn about consumers' tastes and so on in overseas markets and so make use of these from
the new host country. Therefore, through collaboration and more likely imitation, local firms
can learn how to enter export markets.

Konings (2001) examined the effects of FDI on domestic firms: Evidence from firm-level
panel data in emerging economies. Three (3) emerging economies of Central and Eastern
Europe (Bulgaria, Romania and Poland) were used for the study. Using unique Firm-level
panel data, estimation techniqgue and Moment technique he showed that FDI maintained
Negative effects and foreign firms reduce the productivity of local firms through competitive
effects. In the long run, the work concluded that the technological spillover effects will start
to dominate, leading to positive spillovers. Thus, foreign firms reduce the productivity of
local firms through competition effects. This is because the multinationals have lower
marginal costs due to some firm-specific advantages which allow them to pull demand away
from domestic firms, thereby forcing them to reduce production.

Kokko (1996) studied Productivity spillovers from competition between local firms and
foreign affiliates: Mexico evidence and showed that there is evidence for productivity
spillover to domestic firms with moderate technology gaps, but not for firms that use
considerable lower levels of technology. Thus, there is a positive effect of competition on
domestic firms for Mexico. However, the spillovers depend on the complexity of the
technology transferred by multinationals and on the technology distance between domestic
firms and multinational firms. Using a cross-section industry-level data for Mexico, he finds
no evidence for spillovers in industries in which multinationals use highly complex
technologies (as proxied by large payments on patent or high capital intensity). Domestic
firms can benefits only if the technology gap is not hidden so that domestic firms can
assimilate the knowledge available from the multinational. Thus, there is evidence for
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productivity spillovers to domestic firms with moderate technology gaps (measured as the
difference between the domestic firm’s labour productivity and the average labour
productivity in foreign firms) but not for firms that use considerably lower levels of
technology.

The result of empirical research conducted by Goldberg and Kolstad (1995) showed that
increased exchange rate uncertainty has a positive impact on FDI. They used quarterly data to
analyse bilateral investment flows between the United States (US) and the United Kingdom
(UK), Canada, Japan between 1978 and 1991. They found out that exchange rate variability
had a positive and statistically significant impact on four of the six bilateral FDI shares, and
so real exchange rate variability increased the share of total U.S investment capacity located
in Canada and Japan and increased the share of Canadian and UK investment situated in the
United States. Exchange rate variability was insignificant only in a situation where problems
arose in estimating the regression equations.

Servein (2003) using a GARCH model of volatility investigates exchange rate volatility and
investment in developing countries and finds that exchange rate uncertainties negatively
affect investment in developing countries. The study equally shows that financial systems and
the degree of openness of a country are important in establishing the investment effect of
exchange rate uncertainty. The work also shows that a more efficient financial system is
positively related to investment.

Eun and Resnick (1988) investigated the effect of exchange rate volatility on the risk of
foreign stock market investment and show that with the modern portfolio theory (MPT)
investors estimate the risk-return nature of financial assets when considering optimal
portfolio. In such a situation, exchange rate volatility leads to portfolio risk. On the other
hand, based on an efficient international portfolio strategy, the volatility of the exchange rate
is rather essential to multinational investors because of its ability to get potential gains from
international diversification. They further examined that variability of the exchange rate and
showed that it accounts for nearly fifty per cent of the variability of dollar returns from equity
investment in such major countries as Japan, Germany and the United Kingdom.

Corsetti and Konstantinonu (2009) show that the valuation effect of exchange rate volatility
acts as fund transfer across countries, with the capital gains to U.S investors following
depreciation in dollar balanced by capital losses for foreign investors. This shows that the
welfare consequences of the redistribution of wealth is actually considerable. Similarly,
Gazioghi (2008) in a study of the effect of capital inflows and outflows on real exchange
rates and the real stock market returns before and after the financial crisis in Turkey, finds an
asymmetric impact of capital on exchange rate and stock market returns. In the case of
Foreign Portfolio Investment, Bigger (1979) shows that from an international point of view,
the overall rate of return from holding foreign financial assets consists of investment returns
(dividends and capital gains) on the asset including gains and losses from the movement in
the exchange rate at the holding period. The volatility of the exchange rate is an added source
of uncertainty that may create both potential gains and losses to investors across countries.
This also shows that the volatility of exchange rate quickly increases foreign investment risk
in holding bonds and stocks, however the effect of exchange rate for volatility on
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international investment is significantly more than investment risk for stock because stocks
are more volatile when compared to bonds.

Esheneke and Oriavwote (2012) in their study of FDI and real effective exchange rate,
market size and openness found that a depreciation of the real effective exchange rate will
definitely attract more FDI to Nigeria. A weaker exchange rate might be expected to enhance
FDI flows as a foreign firm makes use of the conveniences of low prices in host countries to
acquire facilities. In a related study, Blonigen (2005) used a firm-specific asset study to show
that exchange rate depreciation in host country leads to more FDI inflows. But Froot and
Stein (1991) had hitherto asserted that a weaker host country currency favours increase in
FDI inflows within an imperfect capital market setting because depreciation devalues host
country assets if compares to that of the home country.

Athukorala and Rajapatirana (2003) studied Capital Inflows and the Real Exchange Rate: A
Comparative Study of Asia and Latin America and showed that the degree of appreciation in
exchange rate associated with foreign investments is much higher in some countries than in
others. However, Asogwa, Okeke and Urama (2013) find no significant relationship between
foreign capital inflows and exchange rate dynamics.

The gap in the literature which this study attempts to satisfy is whether Foreign Direct
Investment is granger caused by foreign exchange fluctuations in Nigeria or otherwise.

5.0 METHODOLOGY

Using an ex-post facto research design which is the type of research involving events that
have already taken place and for which data already exists, this paper aim at determining the
cause-effect relationship between the foreign direct investment and Foreign Exchange rate in
Nigeria from 1981-2018. The data used for the study are secondary data and were sourced
from the Central Bank of Nigeria (CBN) Statistical bulletin of 2018 and the National Bureau
of Statistics. Annual time-series data of the variables are used and they include total inflows
for foreign direct investment and Foreign Exchange rate.

Vector Error Correction (VEC) model was used against Vector Autoregression model
because of the non-stationarity of the variables. The AR roots graph indicated a modulus
lying outside the unit circle. This was applied to examine the relationship between foreign
exchange rate and foreign direct investment in Nigeria. This study adopted the VEC model of
the form (Amisano & Carlo, 1997):

Ayt = Alyt-1+ ... Ap yt-p + Bxt + Et

Where, yt = vector of endogenous variables, xt = d vector of exogenous variables, Al..., Ap
and B are matrices of coefficients to be estimated, and Et = vector of innovations that may be
contemporaneously correlated but are uncorrelated with their own lagged values and

uncorrelated with all of the right-hand side variables. Thus, this study stipulates that:

AEXRt = allEXRt-1 +al2FDIt-1 + b11EXRt-2 + b12FDIt - 2 + c1 + E1t
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AFDIt = a21EXRt-1 + a22FDIt-1 + b21EXRt-2 + b22FDIt - 2 + ¢2 + E2t
Where:

aij, bij, ci = Parameters to be estimated and Et = innovations FDI = Foreign Direct
Investment, and EXR = Foreign Exchange Rate.

Vector Autoregression (VAR) and Vector Error Correction Models were employed to
estimate the co-integration relationship between Foreign Direct Investment and Foreign
Exchange rate fluctuations. To ascertain the stationarity of the variables unit root tests were
conducted using the AR Roots table. Residual tests and Normality tests were conducted and
Granger causality was applied to determine the effect foreign exchange rate fluctuations on
foreign direct investments in Nigeria. This was used to test the hypotheses formulated. The
interest in this work is to establish the direction of causality between the variables of the
model if any and thus the exact effect of the independent variables on the dependent variables
and vice versa. The hypotheses were tested at 5% level of significance.

5.1Data Presentation and Analysis

The input data processed in this work are shown in Appendix I, and the descriptive statistics
are displayed in Table 2, Figures 1, 2, and 3.

Table 3: Descriptive Statistics of the input data

EXR FDI

Mean 88.66394 374.5306
Median 97.39930 113.6215
Maximum 3060802 1360308
Minimum 0.610000 0.264300
Std. Dev. 87.19147 442 7205
Skewness 0.799137 0.838227
Kurtosis 2.964243 2215766
Jarque - Bera 4046622 5423738
Probability 0.132217 0.066413
Sum 3369230 1423216
Sum Sq. Dev. 2812871 7252052
Observations 38 38

Source: E-View output data, 2019
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Figure 1: Graphic representation of the FDI trend in Nigeria: 1981-2018
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Figure 2: Graphic representation of the EXR trend in Nigeria: 1981-2018
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Figure 3: Graphic representation of the FDI and EXR trend in Nigeria: 1981-2018

The trends shown in Figures 1, 2, and 3 revealed inverse relationship. Thus, as the exchange
rate depreciates the FDI increased. From 1981 to 1985 the exchange rate was somewhat fixed
and stable averaging N0.7/$1, and the FDI was averaging N0.3billion. The FDI increased
from ¥N22.2billion in 1994 to ¥:80.75billion in 1998, and the exchange rate was fixed at
N21.8861/$1.

In 2011, the FDI was at the highest peak of ¥1360.31billion when the exchange rate was
N153.86/$1. The recent FDI showed ¥N1,124.15biliion (2016), ¥1,069.42 (2017), and
N610.38billion (2018). The exchange rates for the same period were :¥253.492, ¥305.79, and
N306.0802 respectively. The surprising drop in the FDI in 2018 may not be unconnected to
political crisis and increased hostility associated with dissatisfactions among the citizens and
inadequate trust in the economy.

5.2 Model estimation

The lag structure investigation on the VAR model showed that AR roots were not stable. The
estimated VAR is stable (stationary) if all roots have modulus less than one and lie inside the
unit circle. Table 4 displayed the AR roots modulus. The AR in the first lag was 1.046764.
The VAR estimate indicated non-stationarity of a modulus thus the VEC model was utilized
in the study.

Table 4: Roots of Characteristic Polynomial: EXR FDI
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Root Modulus
1.046764 1.046764
0.821733 0.821733
0.143317 0.143317
-0.122865 0.122865

Warning: At least one root outside the unit circle.

VAR does not satisfy the stability condition.

Source: E-view output data

The VEC estimates output data were indicated in Table 5.

Table 4: Vector Error Correction Estimates: EXR and FDI

Cointegrating Eq: CointEqg1
EXR({-1) 1. 000000
FOI-1) -0.186023
(0.04009)
[-4.14088]
C -22 96933
Error Correction: HEXR) CHFDM)
CointEqg1 0.024100 1.930640
(0.09222) (0.97265)
[0.28133] [ 1.98452]
D{EXRI-1}) 0.324208 -3.260245
(0.20931) (2. 2075b)
[ 1.54596] [-1.47233]
D{EXRI-21) -0.007T22 -2.824971
(0.2308T) (2.43498)
[-D.0:3345] [-1.16018]
D{FDI(-1)) -0.005290 -0 155061
(0.01990) (0.2009591)
[-0.41653] [[0.757TT]
D{FDI-2)) -0.033641 -0 102585
(0.01918) (0.20232)
[-1.75371] [0 50709
C 7.28734T7 7433037
(3.70099) (39.0344)
[ 1.96503] [ 1.90423]
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R-squared 0.193553 0.220200
Adj. R-squared 0054086 0.0857E2
Sum sq.resids 9179166 1021087,
S.E. equation 17. 79109 187.6430
F-statistic 1.388E65R1 1.837308
Log likelihood 147 1264 -225 B30
Akaike AIC 8. 750078 13.46176
Schwarz SC O.016700 13.72840
Mean dependent 0.724450 17.43183
3.0. dependent 18.30136 196 2458
Determinant resid covanance (dof adj.) 10139357
Determinant resid covanance 6885333,
Log likelihood -375.1339
Akaikeinformationcriterion 2223651
Schwarz criterion 22 85865H

Source: E-View output data, 2019
Diagnostic tests of the estimates

I. Lag structure investigation: The VEC stationarity test as indicated in Table 6 revealed that
the variables are stable because all the modulus have statistics below 1.000.

Table 6: VEC stationarity test: EXR FDI

Root Modulus
1000000 1000000
0.764733 -0.220205 0.798363
0.764733 + 0.2202051 0.798363
-0.126378 - 0388554 0601959
S0.126378 + 05885544 0601959
-0.408036 0408036

VEC specification imposes 1 unit root(s).
Source: E-View output datz. 2019

ii. Normality Tests
Table 7: VEC Residual Normality Tests

Component Skewness  Chi-sg Df Prob.

1 2.211532 28.53010 1 0.0000
2 0.527033 1.620201 1 0.2031
Joint 30.15039 2 0.0000
Component Kurtosis Chi-sq df Prob.

1 8.240868  40.05560 1 0.0000
2 4.072352 1.676003 1 0.1953
Joint 41.73259 2 0.0000
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Component Jarque-Bera df Prob.

1 6838570 2 0.0000
Source: E-View output data. 2019

Given the significance values (0.0000) of the joints: skewness, kurtosis and Jarque-Bera we
conclude that the variables: Foreign exchange rate and Foreign Direct Investment were
normally distributed.

Table 8: VEC Residual Heteroskedasticity Tests

VEC Residual Heteroskedasticity Tests: No Cross Terms (only levels and
squares)

Date: 01/16/20 Time: 13:14

Sample: 1981 2018

Included observations: 35

Joint test:
Chi-sq df Prob.
32 44184 30 0.3473

Individual components:

Dependent  R-squared  F{10.24) Proh. Chi-=q(10) Prob.

resl*resl 0.084622 0.221867 0.9914 2.961756 0.0823
res2*res2 0.673151 4.942840 0.0006 23.56028 0.0089
res2*resl 0.189367 0.361378 0.8285 §.634830 0.7594

Source: E-View output data. 2019

5.3 Hypothesis testing

The paper hypothesized that Foreign Exchange Rate Fluctuations do not granger cause
Foreign Direct Investment in Nigeria. Using the Granger causality test, the work tested the
hypothesis as displayed in Table 9.

Table 9: VEC Granger Causality/Block Exogeneity Wald Tests
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VEC Granger Causality/Block Erogeneity Wald Tests
Date: 01/16/20 Time: 15:12

Sample: 1981 2018

Included observations: 35

Dependent varigble: D{EXE)

Excluded Chi-sg df Prob.
I(FDI) 3.123126 2 0.2098
All 3.123126 2 0.2008

Diependent variable: DFDT)
Excluded Chi-=sq df Prob.
D{EXR) 3.846478 2 0.1461
All 3.846478 2 0.1461

Source: E-View output data, 2019

Given the Chi-square values of 3.123, at 2 degrees of freedom, and Prob. (0.2098) for the
dependent variable: Exchange rate; as well as for the Foreign Direct Investment of 3.846 and
Prob. (0.1461) we conclude that Foreign exchange rate fluctuations and Foreign Direct
Investment do not Granger cause each other in Nigeria.

6.0 DISCUSSION OF FINDINGS

This result of this study did not agree with the results of the related work of Goldberg and
Kolstad (1995) which showed that increased exchange rate uncertainty has a positive impact
on FDI. They noted that real exchange rate variability increased the share of total U.S
investment capacity located in Canada and Japan and increased the share of Canadian and
UK investment situated in the United States. It seems that the effect arises from mutual
beneficial bilateral agreements among the concerned nations.

The Central Bank of Nigeria has actually displayed dexterity in foreign exchange
management in recent times. The exchange rate targeting exhibited relative stability, the FDI
has not been sustained perhaps due to deficiencies in the investment environment. Obviously,
the exchange rate volatility would not have had any significant relationship with the FDI
given that pressure on the exchange rate in Nigeria was mainly from commerce related
transactions and tourism. The general economic and fiscal structure of Nigeria is somewhat
majorly imbalance patriotism. The result is a widely accepted imperfectly competitive market
and “sacred goat”/pampered market. The foreign exchange market is not speared. The
intermediating agents consist mainly of the Central Bank of Nigeria serving as primary
intermediation agent, parallel market/black market, inter-bank market, Bureau D’Changes
and other fringe firms.
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The foreign exchange rate stability, however, is needful for commercial viability of any FDI.
The FDI will usually respond to sustainable investment environment and policies set in place
by the Government. Typical investors are primarily driven by pecuniary value. Combined
position of the macroeconomic fundamentals such as leadership and security, good
governance, inflation, interest rate, ease of doing business, and exchange rate, therefore, are
drivers of investment generally and FDI in particular.

7.0 SUMMARY OF FINDINGS

This study examined the relationship between foreign direct investment and foreign exchange
rate from 1981 to 2018. The findings revealed the following:

1. Foreign direct investment has no significant effect on the exchange rate in Nigeria,
but the exchange rate positively and significantly relates to foreign direct investment.

2. There is no granger causality existing between foreign exchange rate and foreign
direct investment in Nigeria.

8.0 CONCLUSION

It is evident that foreign exchange rate related to foreign direct investment but has not
significantly affected foreign direct investment in Nigeria. But, in addition to other
investment environment factors combined optimally, adequate FDI will be attracted to
Nigeria. Though there seems to be evidence of increasing capacity to grow and consume in
Nigeria, structural deficiency has retarded sustainable growth and flow of FDI in Nigeria.

9.0 RECOMMENDATIONS

In lieu of the findings of this study, the following recommendations are put forward
for consideration by concerned authorities:

1. The Central Bank of Nigeria should sustain the foreign exchange rate policies
especially by financing commercial farming and agro-allied businesses and
encouraging the standardization of products for exports. This will earn additional
foreign exchange to the country thereby appreciating the value of local currency naira.
Available foreign currency should be allocated mainly to export-oriented businesses.

2. The government should strive to reduce the cost of doing business by providing the
necessary incentives that could stimulate the flow of foreign direct investment in
Nigeria. Fully standardized Free trade zones and industrial layout should be marked
out across the nations and private sectors should be encouraged to power the zones
and layouts.

3. All levels of governments say the local, state and federal should work towards
entrenching true federalism primarily designed to promote national interests and
patriotism instead of parochial interest which has encouraged sectarian corruption and
inefficiencies in foreign exchange management in Nigeria.
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Appendix |

Table 2: Data of Nigeria’s Foreign Direct Investment and Foreign Exchange rate: 1981-
2018

YEAR FDI (Billion Naira)  EXR (Naira/US Dollar)

1281 0.335 0.8l
1281 028 086720
1283 0.2643 0.7241
1224 03604 0.7840
1285 0.4341 0.8238
1286 0.736 20704
1287 245 40178
128E 172 4.3367
1280 15.BR 7.3214
124 4 80 20375
1281 582 L8003
1242 1446 17.2084
1243 20 66 220511
1204 220 11.8861
1243 T5.04 11.8881
1846 111.20 21.8841
1247 110.45 21.8841
1208 BT 118861
1240 °1Te 02,8034
200 115.85 10105
2001 132.43 111.243
2002 225.22 12027
2003 23B.50 120357
2004 24822 133.5
2005 §34.1% 132.147
20D 624 52 128652
20T 73058 125.833
20DE o71.54 118 547
2008 127382 142 BE
2010 L0573 150,208
2011 1,360.31 153.86
2012 1,113.51 157.5
2013 275.10 157.51
2014 T3E.20 158 5463
2015 G022 07 183.27%
2016 1,124.15 153.482
2017 1,060.42 305.7001
201k §10.58 3040802

Source: Central Bank of Nigeria Statistical Bulletin, 2019
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