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ABSTRACT
This paper evaluated empirically the impact of black market exchange premium on the inflows ojjoreign
direct investment (FD~) in Nigeria, during the period oj economic liberalization (1986 - 2006). Annual
data on FDI inflows, Black market exchange premium, inflation rate and Real GDP were collected
through secondary sources. The data collected were analyzed using a semi-log-linear regression method.
The results obtained indicate that black market exchange premium was not a significant determinant oj
FDI inflows during the period. The results further show that factors such as real official exchange rate,
political risk factors, inflation rate and market size are significant determinants oj FDI inflows in
Nigeria.

INTRODUCTION:
Foreign direct investment (FDI) is an important form of private external financing for developing
countries. Today, FDI is regarded as the major source of foreign capital for developing countries,
as opposed to portfolio flows or foreign aid. Unlike other major types of private capital flows,
FDI is largely motivated by a firms long-term prospects for making profits in production
activities that is directly controls.
The black market has been tolerated by many developing countries including Nigeria as
source of foreign currency. The black market exchange premium is defined as the percentage
difference between the black market rates for foreign currency and the official exchange rate.
While the effect of exchange rates on the inflows of foreign direct investment (FDI) is a well
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studies topic, the effect of the black market exchange premium on FDI is a less well studied topic
particularly in Nigeria. Given the important role that FDr to developing countries plays in
promoting economic growth; and given the fact that most investors patronize the black market
for foreign exchange for several reasons, studying the impact of the black market premium on
FDI becomes relevant.
The distribution of FDI inflows among developing countries is uneven. The uneven
dispersion of FDr is a cause for concern since FDI is an important source of growth for
developing countries. Not only can FDI add to investment resources and capital formation, but it
can also serve as an engine of technological development with much of the benefits arising from
positive spillover effects. Such positive spillovers include transfers of production technology,
skill innovative capacity and organizational and managerial practices (Ashwiri, 2003).
Many developing countries today are trying to make their business environment more
attractive to attract FDI, through establishment of a hospitable regulatory framework for FDI.
While low-labour costs and large markets are important determinants of FDI, the role of
exchange rates in influencing FDI inflows has become a well - studied topic since the 1990s.
The level of the exchange rate and exchange rate volatility are both important determinants of
foreign investment. However, the direction in which exchange rate levels and exchange rate
volatility impact FDr inflows is far from certain. 1he emphasis placed on exchange rates in
determining FDr inflows and the fact that exchange rates and black market premium are closely
linked, gives rise to this research question: does the black market exchange premium impact on
the inflows of FDI in a liberalized economic such as Nigeria? If yes, to what extent? The period
of economic liberalization started in 1986 with the introduction of structural adjustment
programme (SAP). Therefore the scope of this study will cover between 1986 - 2006.
The rest of this paper is divided into four sections: section II review the literature, section
III looks into the methodology, section IV Discusses the findings of research white section V,
concludes the study and profers recommendations.

II:

THEORETICAL FRAME'VORK

The black market exchange rate is the price of foreign currency ori the black market. The
premium is defined as the percentage difference between the black market rate and the official
exchange rate. Black market for foreign exchange are prominent in several developing countries
in Abia, Latin America, and sub - Saharan Africa especially as most economics are being
liberalized.
In developing countries, the policy of liberalization of the economy does not exclude
imposition of exchange controls. These exchange controls make it difficult for investment to
access foreign exchange through officially exchange market. This makes it possible for investors
to look for quicker sources of foreign exchange to satisfy excess demand hence the black market
patronage (NDUBUISI, 2009).
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II- I:

CONCEPTUAL
DISTINCTION
EXCHANGE REGIMES

AMONG

DIFFERENT

FOREIGN

A uniform fixed exchange rate system entails one pegged exchange rate applying to all
transactions. A uniform flexible exchange rate system also entails a single market for foreign
exchange, however, under this system the exchange rte varies according to demand and supply
conditions. Unlike a uniform exchange rate regime, a dual exchange rate regime is a system
created by the authorities under which there are two officially accepted exchange rates. An
official rate, which is pegged exists for certain transactions and a parallel rate, which is market
determined, exists for other transactions. Usually the official rate applies to current account
stransactions while the parallel rate applies to capital account transactions. Dual exchange rate
regime hard been practiced in Nigeria and it is a common feature of developing countries and its
objective is to avoid the short -term effects of a depreciation of the exchange rate on domestic
prices while maintaining some degree of control over capital outflows and international reserves
(Ashwini, 2003, Kiguel, Lizondo and Oconnell, 1997).
Under a uniform pegged exchange rate system the market for foreign exchange clears through
changes in international reserves and thus there is the danger of large capital outflows depleting
international reserves. A dual exchange rate system solves this problem because capital outflows
lead to depreciation of the parallel rate instead of a large loss in reserves. Also under a uniform
floating exchange rte system, where the official exchange rate market clears through movements
in the exchange rate, capital flows can have large impacts on domestic prices. Dual exchange
rate system can help mitigate the effects of these price shocks, for under a dual rate system,
current account transitions are usually pegged at the official rate. This is principal, dual rate
system should maintain external balance by insulating international reserves from capital
outflows and control inflation by having current account transactions conducted at the pegged
exchange rate.
Black market exchange rate systems are in some respects to dual rate systems. As in a dual rate
system, under a black market exchange rate regime, there are two exchange rates. However,
while the two exchange rates under a dual rate system are created by the authorities, black
markets are not sanctioned by the authorities and instead arise due to the imposition of exchange
controls. Exchange controls are imposed by g-overnment to protect international reserves.
Controls on access to foreign exchange creates excess demand that needs to be satisfied at a
premium in a second market this giving incentives for the emergence of a black for foreign
currency. Under a pegged exchange rate regime with exchange controls there is no mechanism to
clear the official exchange rate market, for international reserves are protected by exchange
controls. as a result, black markets plan the role of clearing transactions that are not sanctioned in
the official market. To this extent black markets serve to correct a market failure that causes
excess demand (froot and stain, 1991, and Ashwiri 2003).
II-2:

DETERMINANTS OF BLACK MARKET EXCHANGE RATE PREMIUM
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According to Dornbusch's (1983), a tight nwetary policy by using domestic interest rates
increases the relative attractiveness of domestic assets. In this case higher demand for domestic
assets relative to foreign assets reduces the black market premium. A black market arises due to
imposition of exchange controls which make it difficult for investors to satisfy their demand at
the official exchange market. The excess demand for foreign exchange is satisfied at a premium
in the black market. Any action of the authorities which leads to a reduction in the demand for
foreign exchange 0 foreign assets will definitely reduced patronage to black market and hence
the premium. In this case the supply and demand conditions for foreign exchange determine the
black market premium particularly in countries where exchange controls are imposed. This is a
case in developing countries including Nigeria where excess demand for foreign exchange
beyond the level, which the official market can satisfy, creates black market and hence high
premium.
Saca (1997) posit that since the black market rate is determined according to supply and demand
conditions, for the market to clear the supply of foreign exchange on the black market has to
equal the demand. He opined that the supply of foreign exchange depends on the black market
premium, the official exchange rate and seasonal factors. A higher premium increases supply
because a higher price can be obtained for the foreign exchange supplied. A more depreciated
official exchange reduces the supply of foreign exchange, as excess demand for foreign
exchange is reflected in the higher price embodied by the official rate.
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Seasonal inflows of remittances, which occur during Christmas naturally, increase the supply of
foreign exchange and reduce the premium. The determinants of demand for foreign exchange
include the black market premium, the level of real income, the money supply, the depreciation
adjusted interest rate differentials, the expectation of changes in economics policy or government
reforms. Alt these factors affect the demand for foreign exchange on the black market.
An increase in the black market premium, which reflects a higher price for foreign exchange on
the black market, reduces demand. An increase in real inCO!11eand an increase in the domestic
money supply each increase demand. N increase in real results to increase in money available
while increase in domestic money supply lowers domestic interest rates thereby making foreign
assets more attractive relative to domestic assets (Froot and stein 1991). As interest rate
differential rises, meaning that the domestic interest rates go up relative to foreign interest lie,
demand for foreign exchange goes down since domestic assets becomes more attractive relative
to foreign assets. Also expectation of a change in economic policy or government reform
increase demand for foreign exchange and hence premium.
II - 3: FOREIGN EXCHANGE MARKET DURING ECONOMICS LIBERALIZATION
PERIOD.
In order to achieve a smooth transition during structural adjustment programme in 1986, the
foreign exchange market (FEM) was split into two, namely the first tier and second tier foreign
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exchange markets called the dual exchange rate system. The first tier foreign exchange market
was an extension of the administratively determined exchange rate based on the basket of
currencies of Nigeria trading partners. The second tier foreign exchange market was predicated
to function in deregulated economy and its objective as to evolve a realistic market determined
exchange rate for the naira to reduce demand pressures for forex (Ndubuisi, 2009).
However, it was discovered that the bidding rates were unrelated to market conditions and this
inadequacy led to the introduction of the Dutch Auction System (DAS) in 1987. In this system,
the individual bank bid rates were considered as their official rates and used to aliocate foreign
exchange after the exhaustion of the market supply. The system created problems of multiplicity
of bid rates as bidders bought foreign exchange at their quoted price (Aremu, 2003). The unified
exchange rate system where the first tier and second tier forex markets were merged. As a result
of the merger, demand pressures increased. Subsequently, the autonomous market was merged
with its independence rate to form the inter-bank foreign exchange market (IFEM) in 1989 (Ojo,
1995).
During this (IFEM) regime, the official exchange rate was determined by highest and lower bids.
Other methods included the weighted average pricing, average of successful bids or in
consideration of changes and development in the exchange rates of major international
currencies. One feature during period was that bidding in the market was done on daily bases to
determine the rates. To save the exchange rte from further downward slide, the CDN reintroduced the Dutch Auction System in 1990 and in 1991 introduced the Modal Weighted
Average Exchange rate determination system, the rate which tended towards the mode was
applied to determine the market exchange rate.
The continuous instability, which characterized the foreign exchange market and the everwidening gap between the official and the parallel market rates Jed the f:BN to adopt a
completely deregulated system of foreign exchange transaction in 1992.
By this arrangement, the CBN bought and sold as well as supplied the needs of authorized
dealers. It was anticipated that the practice would narrow the market exchange rate premium and
bring sanity into operational and allocative efficiency in the foreign exchange market (Ndubuisi,
2009).
However, the observe.l inefficiencies in the foreign exchange market led to introduction of the
Modified Dutch Auction System of foreign exchange transaction through the implementation of
the principals of flexible exchange rate system currently in operation. The cardinal objectives of
exchange rate policy in Nigeria had been to preserve the value of the domestic currency,
maintain a favourable external reserve position and to ensure price stability in order to increase
the inflows of foreign direct investment amongst other objectives.
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OF FDI INFLOWS:

Price stability is certainly an essential ingredient in attracting FDI in an economy. Without price
stability, the risks of doing business rises, internal trade is significantly hampered. High and
unpredictable inflation cripples business planning and retards the development of financial
intermediation within the private sector. Author's who have found price stability in the host
economy as important determinant ofFDI inflows include Rogoff and Reinhart (2000,2001), can
Zoneri et al (2001), Isu (1987) and Ndubuisi (2009).

Another factor that determines FDI inflows is the exchange rate movement. According to Froot
and Stein (1991), the level of the exchange rate influences FDr inflows because depreciation of
the host country currency increases the relative wealth of foreigners thereby increasing the
attractiveness of the host country for FDI as firms are able to acquire assets in the host country
relatively cheaply. Thus a depreciation of the host currency should increase FDI into the host
country and conversely n appreciation of the hot currency should decrease PDI. Other authors
who have confirmed the influence of exchange rate movement on the inflows of FDI include Isu
(1987), Calvo and Reinhart (1999) Goldberg and Kolstad (1995), Campa (1993), Ndubuisi,
(2009) and Olumuying (2003).
Empirical evidence has proved that high fiscal deficit increase interest rates or reduces the
availability of credit to the private sector, thus crowding out private investment. It is therefore
argued that the reduction in public deficit during macroeconomic stabilization or adjustment
would allow private investment to expand. A high fiscal deficit I an indication of fiscal
indiscipline and corruption which cripples foreign investor s confidence in such economy,
Authors who have found overall fiscal deficit/surplus as important determinant of FDI inflows
include seven and solimarno (1992), Van Wisbergen (1993), Ndubuisi (2009), and FrnandezArias and Montiel (99(1).
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Factors affecting FDI inflows are availability of natural resources and local market size.
Empirical evidence has shown that both the availability of natural resources and the size of host
market have positive effect on the inflows ofFDI in Africa studies conducted by Jacques (1999),
Ndubuisi (2009) and Asiedu (2005) showed that African countries including Nigeria have been
able to attract foreign investors principally because of their abundant natural resources and size
of their domestic market. Also UNCTAD (1999) report showed that about 60 per cent ofFDI in
Africa is allocated to oil, other natural resources and market size.
Moreover, a friendly investment climate lowers the additional cost of doing business in a foreign
country benefiting both horizontal and vertical PDI. These costs hRVE;to do with factors like
regulatory, bureaucratic and judicial hurdles, issues of property rights, enforceability of
contracts, labour regulations, etc. In general, restrictive and highly regulated investment climate
lowers the inflows ofFDI (contractor 1991).

I
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Openness to trade is another factor, which has been found to influence FDJ. Openness promotes
the efficient allocation of resources through comparative advantage and encourages competition
in domestic and international markets. Studies that point to strong positive effect of openness to
trade on FDI inflows and growth include Rodriquez and Rodrik (2000), Sachs and Warner
(1995), Grossman and Helpman (1993) and Ndubuisi (2009).
III - 1: SOURCES OF DATA:
In this study, secondary sources of data had been used. The
information had been drawn from varwina publications of the Central Bank: of Nigeria (CBN).
A semi log-linear regression model had been adopted to test the null hypothesis that the black
market exchange premium had no effect on the inflows of FDI during the economic
liberalization period. This method 'vas adopted because some variables exhibited non-linear
relationships, with the dependent variable. In order to avoid the consequences of serial autocorrelation, this method was adopted thus reflecting the appropriate relationships.
TABLE 1 DEFINITION OF VARIABLES

FDIIGDP = Foreign Direct investment inflows
as percentage GDP.
I BMP

= Black Market

Premium (The different between black market

rate and official market rte divided by the official rate expressed as a

I

percentage).

RGDP = Rea! Gross Domestic Product,
a proxy for marke ..size.

I IFR = Annual Inflation

I
I

rate

I PR ~occurrence
Political risk (dummy variable taking the value 0 for non occurrence of event and 1
of event).
__j
Uf= error term
IIl- 2: SPECIFICATION OF THE MODEL
In the determination of the appropriate relationship between the regressand and each between the
regressors, we specify the model as adopted from Hidalgo (1996) and Okpra (1998) as follows:
Log FDIIGDP

=

bo+b, BMP + b2 log 1 FR + bJ RGDP

+ b4 PRDummy+ U,
The predicted signs are as follows:
b., b, > 0; b2, b, < 0

~-

----------

---~.~---~
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The coefficient of BMP is predicted to have positive sign because an overvalued real exchange
rate creates an excess demand for foreign exchange, which cannot be satisfied under the official
rate system is a result, the black market rate for foreign currency goes up creating a high black
market premium. In this case, the depreciated black market rate, indicated by a high premium,
makes the cost of acquiring foreign assets relatively cheap thus increasing FDI inflows.
Conversely an undervalued real exchange rate leads to a decrease in the premium.
With respect to RGDP, the coefficient is expected to be positive since RODP is taken to be a
policy for local market size, an increase in RGDP should create incentives for foreigners to make
investments abroad as they will be able to serve a large market thus FDI inflows will be expected
to increase. With respect to IFR and PR, the coefficients are expected to be negative. This is
because increase in inflation rate and political instability is expected to discourage foreign
investors in such host economy as these may represent macroeconomic instability, absence of
rule of law and corruption.
IV - 1: EMPIRICAL

RESULTS

The empirical results are shown on the table 2 below:
TABLE:!

REGRESSION RESULTS (1986-2006)

~

D_e~p_en_d_e_n_t
__
Va~~ble:InFDIIG~_P
Constant

BMP

In IFR

RGlJP

14.204

4.544

8.224

6.664

(7.542)

(3.402)*

(3.041)*

(2.324)*

R2 = 89.40%, R2 - adjusted = 76.42%
F=ratio = 6.004, F-(sig) = 0.017
Dw=2.205
The above information can be represented thus:
FDIIGDP == 14.204 - 4.544 BMP - 8.22 + In IFR
S:E

(7.542)

(3.402)*

(3.041)*

+ 6.664 RGDP - 2 .004PR
(2.324)*
2

(0.324)*

').

R = 89.40%, R- - adjusted = 76.42%
F-ratio

= 6.004, F(sig)

= 0.017,--------

Dw= 2.205
Where:R2

= coefficient

of determination

__

PR
----------------2.004
(0.324)*

_j
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R2 - adjusted = adjusted coefficient
Dw = Durbin - Watson statistic
F - (sig) = significance of F statistic.
Note:

(1) figures in bracket represent the standard errors of
estimate.
(2) Regression results are obtained from analysis carried
out using data as shown on appendix A.
(3)

* represents

significant at 5 percent level and

**

represents not significant at 5 percent level.

IV -1 -DISCUSSION OF FINDINGS
For BMP, the coefficient was found to be negative countrary to expectations and also not
statistically significant at 5 percent level. One explanation for this could b that the monetary
authorities in Nigeria may not allow investors to go through the black market. Clearly, 'Nigeria
stands to gain when foreign investor have to acquire assets at the official rate, since a more
appreciate-d official rate means that the Nigerian government can earn more money when
investors make acquisitions. The Nigerian government's policy regarding whether the black
market cannot b captured from the data nor is it likely to be accurately captured by political risk
dummy index in this study. However, it might be the case that the insignificance of the
coefficient of BMP can be attributed to the fact that investors are not allowed to go through the
black market. If going through the black market is not an option for foreign in vestors, they will
not consider it an important factor when making investment decisions.
A further explanation for this may be found by going back to the theoretical basis for why the
black market premium was expected to came positive effect. The claim that the black market
premium serves to mitigate the effect of an overvalued real exchange rate thus stimulating
foreign investment is in line with Froot and Stein (1991) argument. This argument is anchored on
the claim Gmt an overvalued exchange rate increases the relati ve cost of acquiring foreign assets.
However, the negative coefficient obtained is in line with Campa (1993) argument that
overvalued exchange rate in host country increases firm's expectations of future profitability in
terms of the home currency. Thus, it might be argued that a large premium resulting from
overvalued official exchange rate deters FDI inflows, because investors have to convert their
profits into the home currency at the black market rate, which is depreciated compared to the
official rate. This argument is in hire with negative coefficient of BMP. However it does nor
explains the fact that the coefficient is insignificant. The insignificance is attributed to the fact
foreign investors do not consider black market an option partly due to government policy.
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The coefficient met predicted sign (+) and was found to be significant at 5 per cent level. This
implies that market size is a key driver of For inflows in Nigeria. This result is in line with the
conclusions of past studies on the determinant of FOr inflows. Firms are drawn to host countries with a large market size, provided by real GOP, where demand for their products is
expected to be high. This is often reformed to as the market seeking hypothesis, under which
firms look for host - counties where they can easily market and sell their products.
For IFR and PR, the coefficients met priori expectation by having negative signs and also were
found to be statistically significant at 5 per cent level. This implies that price instability which
has been the bane of Nigeria economy has actually influenced foreign investors decisions to
invest. In order words, rising inflation has been one of the factors, which has impeded the
inflows of FOI, as it represents macro-economic instability and corruption. Moreover, this result
implies that political risk factors such as election violence, crises, kidnapping etc have actually
retarded the inflows ofFDI in Nigeria.
V-I: CONCLUSION
From the results it can be seen that contrary to expectation, the black market exchange premium
does not affect FOI inflows in Nigeria. However, what determines FOr inflows in Nigeria
include market size, political, instability, price instability, natural recourse availability, official
exchange rate instability in forms of and the extent of openness to trade (Ndubuisi, 2009).
Indeed, economic and political instability are often claimed to be correlated with the black
market premium. A high premium is indicative of high economic and financial instability in a
country as WOL!ld be expected since a high premium signals an overvalued official exchange rate.
Also, a high black market premium is said to be correlated with political instability. Due to
correlations with political arid economic instability, the black-market premium might in fact
home a negative effect on For inflows contrary to expectation for positive effect in this study.

RECOMMENDATIONS
Based on the findings of this research study, the following recommendations are made.
•

Government exchange rate policy should be geared towards achieving an equilibrium rate
or a realistic rate which would neither appreciate two high nor depreciate two low. In order
words monetary authorities must ensure transparency in exchange rate determination
process such that various economic distortions associated with exchange rate may be
minimized. Specifically, market determined with the apex bank intervening in the market
timely to avoid distortions and imperfections.

•

There is a compelling need to tackle the problem of price instability in the economy to
improve foreign investor's confidence. This would be done by sensitizing monetary policy
actions that would mop-up excess liquidity by more market-oriented measures through
open market operation COMO) and realistic interest rate policy.

J cumal
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•

The weakness of the effectiveness of policies especially since economic liberalization in
restoring reasonable macroeconomic stability and including sustainable growth through
FDI is attribute to policy distortions, which have been brought about by flaws in their
design as well as poor implementation due to corruption, lack of political and moral will.
These failures are responsible for large naira depreciation and acceleration of inflation.
There is therefore the need to design, formulate and implement monetary measures that
would complement the fiscal measures on ground to achieve the desired macroeconomic
objectives as well as boost foreign investor's confidence and interest in the economy.

•

There is need to allow for greater trade openness. Regulations with regard to entry of
foreign firms, contract enforcement, credit availability taxes etc must be relaxed to attract
more FDI.
There is need to farther enhance the operation of Nigeria financial market by strengthening
the existing structures and by developing new products to make it more attractive to foreign
investors.
There is need to strengthen the education system of the country to maximize the potential
benefits of FDI through technological spillovers in line with Borensztein et al (1995)
argument; reduce corruption and political instability and finally improve the level of
infrastructure in the country.

•

•
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