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Abstract: The volume of import, letter of credit (LC), foreign portfolio
investment (FPI), and foreign direct investment (FDI) were analysed to
ascertain the impact of each of the three variables on import trade. This is to
appraise the significance of cross-border financing on trade in Nigeria. The
study used descriptive statistics, a pair-sampled t-test and ordinary least square
regression. The study showed that FDI does not have a significant impact, but
FPI has a negative significant impact on import trade while trade lines using
LC have impact on import trade in Nigeria. The trends revealed peaks and
troughs in the volume of LC, FPI, and FDI and it was also established that over
60% of LC paid by first-tier commercial banks and merchant banks in Nigeria
were settled using credit lines. The credit line from the result facilitates trade
and ensures trade flow.
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1 Introduction

Nigeria as a country is not able to produce all its needs by itself hence the dependence on
others to meet its needs. The country is often described as a mono-export product (Dode,
2012) and an import-dependent country (Alex and Ekiye, 2020), given these striking
descriptions, it is a known fact that Nigeria will often deal with foreign counterparties in
its supply chain. Comparative advantage is an essential factor for economic globalisation
(McMillan and Rodrik, 2011), and has made many nations open their borders to trade
with other economies. Supply chain globalisation is a cogent component of economic
globalisation, it is a global connection resulting from the cross-border procurement of
goods, services and capital (Hertzel et al., 2022). Supply chain globalisation enables
firms to purchase goods and services that may not be available locally (Jain et al., 2013)
and firms can leverage the accessibility to get cheaper products and save more (Li, 2013;
Shao et al., 2020; Lai et al., 2021). In addition, with supply chain globalisation, firms in a
particular location can have access to cutting-edge technologies and solutions (Gray and
Darren, 2004; Berry and Aseem, 2015). This accessibility has strengthened trade without
boundaries across the world. The success of the trade largely depends on the availability
of finance, where finance is not available, trade can be stifled. There are many channels
of financing trade, however, a critical one of the channels is cross-border financing, in
which a foreign lender avails loans to corporates or banks for onward lending to their
needy customers. Trade finance is the branch of finance that deals with the settlement of
cross-border trade, it is the financing of both import and export transactions for a short
period or medium-term (Malaket, 2020). It is the service offered by a bank to aid
cross-border transactions (Liu et al., 2019). This shows the importance of trade finance in
facilitating trade across the globe, it is the lubricant for international trade which leads to
many opportunities that aid growth and development (AfDB, 2017; WTO, 2016). One
channel through which trade finance is utilised is via letter of credit (LC), this is a
payment instrument issued by the importer’s bank that payment will be made to the
beneficiary upon full compliance with the LC terms (Crozet et al., 2021), many exporting
companies, do utilise this mode of payment due to the undertaking by the banks.
According to Monetary Fund-Bankers Association on Finance and Trade/International
Financial Services Authority, LC is the main instrument for trade finance compared with
other payment instruments like open account, bills for collection and cash-in-advance
(Malaket, 2020). After the global recession of 2008, there was a rise in the cost of trade
finance and a drop in the volume of trade finance (Dorsey, 2009), however, the outlook
improved thereafter, nevertheless, there are some constraints in accessing trade finance
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by African firms (Mabuza et al., 2022), some of the limitations are low US dollar
liquidity, high regulatory compliance requirements, sluggish economic growth, and poor
assessment of the borrower. In solving this problem, some development financial
institutions, do provide trade finance to support many developing economies, especially
African countries.

Nigeria is involved in supply chain globalisation as a result of its demand for foreign
goods and production capacity, however, getting actively involved in the global chain
may be constrained due to the paucity of foreign exchange to settle the obligations. In
order to overcome these constraints, firms do explore alternative channels to settle their
counterparties. In Nigeria, majority of cross-border financing is in form of loans from
overseas lenders (Ukpanah et al., 2017) and these can come in form of external loans and
suppliers’ credit (CBN, 2018). Trade finance is one channel Nigerian banks use to
leverage cross-border financing in supporting trade in the region. Trade finance is an
important instrument in global trade, especially in developing economies. Many firms
particularly small and medium enterprises (SMEs) do experience a financing gap,
consequently, external finance is required otherwise their expansion may be limited.
According to World Trade Organization, over 80% of world trade relies on trade finance
as it mitigates the challenges of cashless transactions and acts as a trade lubricant. Banks
are involved in financing trade in many parts of the world and the use of letters of credit
is an attractive mechanism. In Nigeria, trade finance is well embraced among the
importers as a tool for facilitating payment of letters of credit since the CBN (2016)
makes available foreign exchange for the settlement of such letters of credit upon
maturity subject to certain conditions as stipulated by the apex bank. Given this
accessibility to foreign exchange, Nigerian banks do source credit lines from their
correspondent banks to refinance their trade transactions especially those with letters of
credit as a mode of payment.

International trade financing can also be supported by foreign direct investment (FDI)
and at times individuals or corporate do invest offshore in form of portfolio investment.
Major lenders in this instance are international financial institutions, export-credit
agencies, development finance banks and private equity investors (Ukpanah et al., 2017)
although a balanced equity and debt financing will aid the performance of the firms
(Akintoye, 2008). Earlier, FDI was seen to reduce export, but recent research showed that
the two are complementary (Akadiri et al., 2020). There are different methods to access a
market, one of the methods is the export of goods and FDI, the investors test the foreign
market by exports, thereafter, invest in local firms to build local capacity and be able to
understand the local market dynamic (Voica et al., 2021). This arrangement further helps
local subsidiaries to have easy access to markets of the developed economies (Noja et al.,
2021).

2 Literature review

2.1 Conceptual review

There are four methods of structuring financing terms for international trade, each,
however, has a different level of risk either to the importer or to the exporter, and at times
to both the importer and the exporter. The methods are open account, cash-in-advance,
documentary collection and documentary credit.
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e Open account: This is a mode of payment whereby goods are shipped to the buyer
before payment is due, typically 30, 60, 90, or 120 days after delivery (Crozet et al.,
2021). There is a shift from the traditional trade financing mechanism like LC to
open account by corporate on the premises of complexity, long processing time, and
high cost of LC (Malaket, 2020).

e Cash-in-advance: This is a method of payment in which the buyer pays ahead of
receipt of goods (Reddy and Reddy, 2021). There is no payment risk for the exporter
under this method, the importer bears all the risks. Compared with other modes of
payment, cash-in-advance offers the most security to the exporter (Crozet et al.,
2021).

e Documentary collection: This is a trade finance instrument whereby at least
two banks are involved in handling the documents presented by the exporter to the
importer for payment. In this model, the exporter ships the goods and sends a draft
drawn on the importer plus other shipping documents to his bank for onward
delivery to the importer’s bank for presentation to the importer. The presenting bank
releases the documents to the importer upon acceptance of the draft (Niepmann and
Schmidt-Eisenlohr, 2017).

e Documentary credit: This is another method of structuring financing in international
trade, it is often considered the safest method. A documentary LC is defined as a
written undertaking given by an issuing bank (applicant’s bank) to the beneficiary
(seller) on behalf of the applicant to pay at sight or at a determined future date up to
the stated amount upon presentation of complying documents as per the LC terms
(Meynell, 2019; Dorsey, 2009). A LC is one of the most secure payment instruments
in international trade, and its usage enhances trust among the parties involved (Clark,
2014). It eliminates the underlying risk associated with trade for both the buyers and
the seller (Crozet et al., 2021). Many importers and exporters prefer this instrument,
especially where there is an absence of trust due to the age of the relationship or
previous bad experiences. Where trading partners are not related, most often LC is
the preferred option, compared with other payment instruments.

e Confirmed LC: This LC has a definite undertaking of the confirming bank plus that
of the issuing bank to honour or pay on a set of documents presented by the
beneficiary or his bank provided all terms and conditions are met (uniform customs
and practice 600) as quoted by Meynell (2019). For a confirmed LC, the confirming
bank becomes the primary paying bank, and it is reimbursed by the issuing bank.
The confirmation of LC involves a confirming bank giving a separate payment
undertaking to the exporter, once the exporter presents complying documents, he
gets paid (Malaket, 2021). This form of payment instrument protects the exporter
from all forms of risk associated with the importer and the importer’s country.

e Unconfirmed LC: This LC has only the confirmation of the issuing bank, without
any other confirmation from any bank. The undertaking to pay is only from the
issuing bank (Agriexchange.apeda, 2022), the exporter is exposed to associated risks
with the importer and the importer’s country like exchange rate instability, technical
incompetency, political instability and other risks.
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Many beneficiaries prefer confirmed LC due to the risk associated with unconfirmed LC.
Confirmation, by correspondent banks, frees exporters from any form of risk once he
complies with terms and condition, however, over a decade there has been a decline in
trade finance confirmation extended by top African banks’ correspondent banks like
Citibank, Commerzbank, Standard Chartered Bank and Deutsche Bank (Mabuza et al.,
2022). This decline was due to increased compliance costs to the confirming bank, the
low-risk appetite of the confirming banks, and the high cost incurred in fulfilling
regulatory customer due diligence checks (World Bank Group, 2019) while on the side of
the issuing banks, the regulatory restriction is a major contributory factor (African
Development Bank Group, 2020).

The COVID-19 pandemic contributed to a decline in trade finance in Africa, the
global financing conditions were more stringent, and this led to a major outflow of over
US $5 billion from Africa in 2020 quarter 1 (African Export-Import Bank, 2020). This
led to a shrink in the US liquidity which hampered African trade finance activities
(Bempong and Drammeh, 2020). A consortium of major development financial
institutions showed that some correspondent banks rejected letters of credit from the
region, for instance, there was an increase of rejected letters of credit by the confirming
bank as recorded by 38% of local banks and 30% of foreign-owned banks located in the
region. Likewise in Nigeria, some of the letters of credit issued with the expectation
of confirmation from the correspondent banks were declined. This aggravated the
challenges of trade in Nigeria because the scarcity of foreign exchange forestalled the
banks from opening cash-backed letters of credit for their clients.

2.2 Types of letters of credit

2.2.1 Red-clause/green-clause credits

A type of LC where an advanced payment is paid to the beneficiary upon presentation of
advance payment guarantee. For green-clause LC, there must be evidence that goods
have been ware-housed in addition to the advanced payment guarantee (IFS School of
Finance, 2013).

2.2.2 Back-to-back credits

An LC is first issued in favour of a middleman by a bank at the request of an applicant.
The middleman uses the LC to request a bank to issue a separate LC on its behalf in
favour of the supplier. This type of LC is often used by middlemen that stand between the
supplier and the ultimate buyer.

2.2.3 Revolving credits

A revolving documentary credit the issuing bank irrevocably undertakes to reinstate the
credit after each drawing or time period either cumulative or non-cumulative,
automatically and without any further amendment (IFS School of Finance, 2013).

2.2.4 Transferable credits

A transferable credit is a credit that is transferable by the beneficiary (first beneficiary) to
his sub-supplier(s) (second beneficiary/ies). Amount, unit price, date of shipment, date of
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presentation, and validity date of transferred credit can be different (IFS School of
Finance, 2013).

2.2.5 Standby credits

A standby credit is a documentary credit or similar arrangement however named or
described which represents an obligation to the beneficiary on the part of the issuing bank
to repay money borrowed by the applicant, or advanced to or for the account of the

applicant.
LC can be available by sight, by deferred payment, or by acceptance.

2.2.6 Sight LC

These are LCs that payment is due upon receipt of documents as per the LC terms and
conditions.

2.2.7 Deferred payment LC

Payment is made at a future date upon presentation of complying documents. This type of
LC avails the applicant’s beneficiary’s credit.

2.2.8 LC by acceptance

This type of LC entails the presentation of a draft or bill of exchange that will be
accepted by the drawee and payment made on the due date.

Figure 1 LC flowchart
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Figure 1 depicts the flow of a LC; the applicant (importer) instructs his bank, the issuing
bank, to issue an LC on his behalf to the beneficiary, the exporter, and pay upon
presentation of complying documents. The confirming bank pays the beneficiary or
agrees to accept the draft drawn on it or authorises the advising bank or the nominated
bank to pay (Agriexchange.apeda, 2022).

2.3 Empirical review

In the study of Crozet et al. (2021) on international trade and LC: a double-edged sword
in time of crises, using US exports during the time of COVID-19 pandemic and global
financial crisis. The study revealed that product reliance on LC directly impacts resilience
on trade flow during period of uncertainty, while in times of financial crisis, the supply of
LC is adversely affected leading to a drop in volume of LC. Ahn and Sarmiento (2019)
conducted a study on estimating the direct impact of bank liquidity shocks on the real
economy: evidence from LC import transactions in Colombia. The study showed that
banks that relied on wholesale funding or borrowings from foreign banks reduced their
LC issuance more in both intensive and extensive margin. The study further showed a
reduction in imports by importer-exporter pair that relied more on LC. While studying
reduced cross-border lending and financing costs of SMEs by Bremus and Neugebauer
(2018), the scholars using aggregate information on total and cross-border credit with
firm-level survey data for a period of 2010 to 2014, found that reduction in cross-border
lending led to a deterioration in borrowing conditions of small firms. In a joint study by
Baskaya et al. (2017), on capital flows and the international credit channel by examining
the role of international credit channel in Turkey from 2005 to 2013, found that an
increase in capital inflow leads to an increase in credit supply by more capitalised banks
with non-core liabilities. Niepmann and Schmidt-Eisenlohr (2017) studied international
trade, risk, and the role of banks, using unique data with global coverage, and found that
LC is used more by exporter exporting to countries with intermediate contract
enforcement and risky countries. In the study of Engemann et al. (2011) on ‘Trade credits
and bank credits in international trade: substitutes or complements?’, using panel data on
large German manufacturing firms it was found trade credits and bank credits are
substitutes. In the study of Antras and Foley (2015), ‘Poultry in motion: a study of
international trade finance practices’, the scholars analysed the financing terms that
support international trade practices. Using transactional-level data from a US-based firm
exporting frozen and refrigerated food products, particularly poultry, found that
cash-in-advance and open account are more in use than LC and documentary collection
but cash-in-advance and LC are prevalent where the importer is in a country where
contractual enforcement is not firm. Other studies are ‘Legal relationship between the
supervisor of a letter of credit and the beneficiary of a letter of credit’ (Olmez, 2022),
‘Block-chain implementation of letter of credit based trading system in supply chain
domain’ (Rajashekaragouda and Dakshayini, 2020), and ‘Testing the trade credit and
trade link: evidence from data on export credit insurance’ (Auboin and Engemann, 2014).
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2.4 Theoretical consideration

2.4.1 Heckscher-Ohlin theory

This is a comparative advantage theory that states that a country with plentiful capital,
but relatively scarce labour will export capital-intensive products and import
labour-intensive products while a country with plentiful labour, but relatively scarce
capital will export labour intensive products and import capital-intensive products. The
theory emphasised that differences in prices are the basis for trade not cost as propounded
by the classical theory.

Given the several literatures on cross-border financing of trade transactions, there are
not yet enough studies on the significance of LC on cross-border financing hence this
study. The aim of this research is to assess the refinanced LC in cross-border financing in
Nigeria. Refinanced letters of credit are those letters of credit to which the correspondent
banks added confirmation and are being financed through a trade finance facility
extended to the issuing bank. The trade finance provided by the offshore correspondent
banks serves as bridge finance for the importer due to the large paucity of foreign
exchange in the country and the need for continuous trade flows. How well this financing
option supports trade is expected to be revealed after this study. The study intends to test
if there is a significant impact of refinanced letters of credit by leveraging trade finance
provided by offshore correspondent banks in terms of credit-line cross-border financing
in Nigeria.

3 Methodology

To test the hypothesis, the study used an ex-post facto research design based on data from
the CBN annual report, the Nigerian Bureau of Statistics, Nigerian Commercial Banks,
and Nigerian Merchant Banks. The study covered a period of six years, from 2016 to
2021. The period was selected based on CBN’s introduction of a new exchange rate
system in June 2016. This was one of the ways the apex bank explored to deal with the
scarcity of foreign exchange in the foreign exchange market. The new system was to
encourage investors into the country and allows exporters to sell their export proceeds at
a competitive price. The new system aimed at making the exchange rate realistic as it was
meant to be determined by market forces, unlike the then fixed exchange rate system. The
variables adopted for the study are volume of import, FDI, foreign portfolio investment
(FPI), and LC, proxied for trade finance.

3.1 Data presentation and analysis

The empirical presentation adopted for the study is in line with the model of Liu et al.
(2019) for a determinant of currency choice and slightly modified for the empirical
specification of Crozet et al. (2021) testing whether exports of products typically traded
using LCs were more resilient than the export of other products during COVID-19
pandemic.
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3.1.1 Empirical specification
y=1£(x)
imp = f(FDI, FPI, LC)
imp =By + B, FDI + B, FPI+3;LC + ;
imp =420.15-16.09FDO —1.94FPI+26.80LC + ;

where imp is the volume of import, FDI denotes foreign direct investment, FPI represents
foreign portfolio investment and LC denotes trade finance, and B¢ is the regression
intercept which is constant.

p is the error term of the model. The volume of import (imp) is taken as the total
import on a yearly basis which can be paid either by LC or documentary collection, and
even cash-in-advance. The variables ‘FPI’ and ‘FDI’ are adopted as part of the
explanatory variable because they are both sources of foreign exchange in the country. As
per the CBN guidelines, such a fund is expected to be sold in the Nigerian investor and
exporter (I&E) window for Nigerian local currency, naira and a certificate of capital
importation issued to the beneficiary of the fund. The buyer of the fund, which is the
authorised dealer banks, is expected to sell the fund to their customers for eligible trade.
Both ‘FPI’ and ‘FDI’ are added to the pull of funds available for sale in the foreign
exchange market, they help boost the liquidity in the market to finance trade. Where there
is scarcity, the importer explores the option of trade finance to sustain their trade and
ensure no gap. So, where cash is not available or not adequate for settlement of trade,
banks leverage their relationship with their correspondent banks to use their trade credit
line to finance such trade, this credit line is the trade finance that is utilised via LC.

4 Findings

From Figure 2, the volume of import trade fell in 2016, from US $34.78 billion to
US $31.27 billion in 2017, however, the volume was at its peak of US $55.26 billion in
2019 but dropped to US $35.40 billion in 2020. FPI rose in 2017 from US $8.51 billion
to US $12.55 billion in 2018, however, there was a huge slide in 2021, from
US $12.55 billion in 2018 to US $386 million in 2021. The FDI also fluctuated, it rose to
US $514 million in 2020 but dropped to US $339 million in 2021. The LC issued
rose from US $137 million in 2016 to US $1.03 billion in 2018 though dropped to US
$715 million the subsequent year. Table 1 showed US $31.27 billion, US $137 million,
US $386 million, and US $78 million as the minimum value of imports, LC, FPI, and
FDI respectively during the period while the highest volume of imports was
US $55.46 billion, US $1.03 billion was highest recorded by LC and the highest volume
for FPI and FDI were US $12.55 billion and US $514 million, respectively.

The linear regression revealed that R? is 98%. The coefficients for the variables are
26.80,—1.94, and —16.09 for LC, FPI and FDI, respectively, and LC and FPI are statically
significant at p = (0.01), (0.02), however, FDI did not show any significant relationship at
p =(0.30).
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Figure 2 Volume of Imp, LC, FPI and FDI (see online version for colours)

100

10

Amount in USS'B
[

0
2016 2017 2018 2019 2020 2021
0
Year
Import (USS 'B) Letter of Credit (USS 'B)
e FP| (USS 'B) = FDI (USS$ 'B)

Source:  Author’s computation

Table 1 Descriptive statistics
Imp {US$ B} LC {US$’B} FPI {US$'B} FDI {US$’B}
Mean 42.41 Mean 0.62 Mean 4.22 Mean 0.29
Median 39.20 Median 0.70 Median 1.67 Median 0.29
Range 23.99 Range 0.90 Range 12.16 Range 0.44

Minimum 31.27 Minimum 0.14* Minimum 0.39* Minimum 0.08*
Maximum 55.26 Maximum 1.03 Maximum 12.55 Maximum 0.51

Note: *Approximated.
Source:  Author’s computation

From the t-test: paired with two samples for the means the result showed that they are all
significant at p = (0.00015), (0.00088), and (0.00016) for LC, FPI and FDI, respectively.

Table 2 t-test: paired two sample for means

Imp LC Imp FPI Imp FDI
Mean 42.41 0.62 42.41 4.22 42.41 0.29
Observations 6 6 6 6 6 6
Pearson correlation 0.68 -0.55 0.34
df 5 5 5
t stat 10.29 7.07 10.19
P(T <t) two-tail 0.00015 0.00088 0.00016
t critical two-tail 2.57058 2.57058 2.57058

Source:  Author’s computation
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Table 3 Regression statistics
Multiple R 0.99148466
R square 0.98304183
Adjusted R square 0.95760457
Coefficients P-value Lower 95% Upper 95%
Intercept 420.145006 0.01418789 202.4971814 637.7928311
Letter of credit (US$B) 26.8007053 0.012627621 13.71831971 39.88309083
FPI (US$B) —-1.9363735 0.028756358  —3.380546866  —0.492200135
FDI (US$B) -16.087182 0.301341149  —66.20803035  34.03366616

Source: Author’s computation

Figure 3 Sources of finance for LC (see online version for colours)
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Figure 4 Share of banks in Africa engaged in trade finance by sub-region (see online version
for colours)
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Figure 5 Share of banks in Africa engaged in trade finance by year (see online version
for colours)
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Table 4 Average annual Brent crude oil price —2016-2021 (US$)

Year Average price
2016 43.67
2017 41.96
2018 64.30
2019 71.00
2020 34.00
2021 54.25

Source: https://www.statista.com/statistics

From Figure 3, for the first-tier commercial banks, 69.54% of LC opened during the
review period were refinanced by banks’ correspondent banks. On the other hand, out of
the total LC opened by the second-tier banks from 2016 to 2021, 39.39% were refinanced
by their correspondent banks. In the case of the merchant bank, 81.05% were refinanced
LCs for the period. The ratio of cash-backed to credit-line LC for the first-tier bank is 3:7,
while for second-tier banks is 6:4 and for merchant banks is 2:8. This aligned with AfDB
(2020) report as shown in Figure 4 and Figure 5.

5 Implication

Based on the result, the volume of imports fluctuated all through the period but always
rose with marginal drops in 2017 and 2020. Nigeria being an import-dependent country
consistently imports more to meet its demand and support local production. This is like
Bangladesh’s experience, in Bangladesh, import is substantial although recently more
emphasis is on the increase of export to ease the balance of payment deficit.

The result shows trade credit has a significant impact on the volume of imports in
Nigeria, as more trade credit is made available, the volume of imports rises. A unit
change in trade credit leads to a 26.80 rise in import volume, this shows that this
financing model is extended by offshore correspondent banks by either adding
confirmation to the LC or refinancing the LCs aid trade flows in Nigeria. This position
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aligned with the facts from World Trade Organization, African Development Bank and
African Export-Import Bank. Availability and accessibility of these credit lines are trade
enablers in Nigeria and even in other parts of Africa. AfDB has some trade finance
programmes to support trade in Africa, like its Trade Finance Line of Credit (TFLOC),
offered to African financial institutions with more attention to SME and trade finance,
and the US $450 million Trade Finance Programme for the African Export-Import Bank
in 2017. Furthermore, the bank has approved an aggregate sum of US $1.4 billion in trade
finance lines to support trade in the region. In like manner, the Afreximbank Trade
Facilitation Program (AFTRAF) by African Export-Import Bank availed more than
120 lines totalling US $2.2 billion across 32 countries (AfDB, 2020).

Many imports would not have been possible given the unavailability of foreign
exchange and the payment mode acceptable to the supplier except for the confirmation
line extended to the local banks for utilisation by their importing clients. The top
confirming banks for Africa are Citibank, Commerzbank, Standard Chartered Bank and
Deutsche Bank (AfDB, 2020), these confirming banks support trade facilitation in
Nigeria. Many suppliers will not want to do documentary collection or open account due
to the high uncertainty associated with payment nevertheless, the paucity of foreign
exchange will hinder the importer to accept cash in advance despite the associated risk of
performance. Given these constraints, refinanced, or confirmed LCs are a window to
explore to satisfy both the importer and the exporter. From Figure 3, the result shows that
the confirming banks support trade in Nigeria through the instrument of LC refinancing.
Within the period reviewed, the volume of LCs refinanced by correspondent banks was
69.54% and 81.05% for first-tier banks and merchant banks respectively while 39.39% of
LC issued were refinanced by offshore correspondent banks. In line with AfDB’s (2020)
position, the capital base of the first-tier bank could explain why they attracted more
refinancing facilities from the correspondent banks than the second-tier banks. Likewise,
the merchant banks, the size of transactions could also explain the volume of refinancing
they obtained from the correspondent banks. The approved US $300 million trade finance
loan to First Bank of Nigeria and US $50 million to FSDH Merchant Bank Nigeria both
in 2016, clearly supported this position.

The CBN introduced managed floating exchange rate system in June 2016 due to
various challenges associated with the existing system. Prior to the introduction of the
new model, the demand for foreign exchange was very high however, the supply was
short due to low accretion to a reserve which was majorly due to a reduction in oil
proceeds. For the success of the new model, the CBN before its implementation cleared
the backlog of foreign exchange demand of US $4.02 billion (CBN, 2016). The rise in the
value of letters of credit from 2016 to 2018 was due to confidence in the foreign
exchange market as CBN began to intervene in the market fortnightly. However, as the
demand for foreign exchange consistently grew as a result of incessant increase in the
import trade, the available foreign exchange could not meet the demand, hence the fair of
default and delayed payment returned, and the overseas banks began to exercise some
caution hence the drop in the volume of LC paid from 2019 to 2021.

The settlement of LC depends majorly on the availability of foreign exchange,
especially from CBN. The availability of foreign exchange depends on crude oil
proceeds, which account for close to 90% of the foreign exchange earnings of Nigeria
(Ebimobowei, 2022). However, the volume of proceeds is driven by the oil price, the
higher the price the better the foreign exchange earnings, as quantity is restricted by the
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quota system. Considering the average oil prices in Table 4, the average crude oil (Brent)
price fluctuated throughout the period, the highest being in 2019 and the lowest being in
2021. While the availability of foreign exchange is critical to LC payment, the type of
good being financed by LC is an important factor in estimating foreign exchange needs,
oil imports and other bulk cargoes are heavy consumers of foreign exchange. Nigeria
imports its refined oil, consequently, the value of import trade will be high when oil
import is high. In 2019, the value of LC dropped from US $1.034 trillion in 2018 to
US $715 billion, even though the average crude oil price was higher than that of 2018,
yet other oil imports dropped by 34.3% although aggregate imports increased by 28% in
the same year. This shows that other modes of payment like documentary collection and
cash-in-advance could have been used. Furthermore, the drop in other oil imports could
have affected the volume of LC paid in that year. Given the constraint of getting foreign
exchange to settle offshore beneficiaries, the easier alternative to keep trade running
during this period was the use of offshore credit lines. These credit lines were mostly
available to refinance LC. The beneficiary of refinanced LCs is comfortable shipping the
consignment given the fact that the payment will be made by the confirming bank. The
volume of trade lines in 2017 was a clear indication of the reaction of the market to the
new system introduced in June 2016. The beneficiary and the offshore banks were willing
to avail loans to local borrowers through their banks with the belief that the exchange rate
was determined by forces of demand and supply. Contrarily, the supply was in trickles
from the apex bank, hence the return of low confidence in the market and the drop in the
available credit lines. The inability of the local banks to settle their due obligation was
very worrisome and this increased the country’s risk. The supply of trade finance was
affected as the correspondent banks were uncomfortable with the high default rate from
Nigerian banks due to the paucity of foreign exchange.

The FPI from the result also has a significant inverse impact on trade import, a unit
increase in FPI leads to 1.94 reductions in trade volume. This shows that funds brought
into the country for investment in money market instruments do not increase import trade
rather it reduces it. When the stock market is vibrant and receives a lot of foreign
investors’ participation, importers can diversify investment by investing part of the fund
for trade import in money market instruments. This is often believed that these
instruments are very liquid and are easily convertible to currency within a short period,
unlike import trade which takes a long time and is subject to exchange rate volatility that
can affect the profitability and even capital invested. The drop in FPI from 2019 to 2021,
has been majorly associated with the instability of the naira, the exchange rate has not
been stable for a while. Considering the paucity of foreign exchange in the market, many
investors are not sure of easy repatriation of their investment upon maturity, hence the
reduction in the FPI coming into the country. The reduction in FPI contributes to the
illiquid foreign exchange market and it also affects foreign participation in Nigeria’s
stock market. The result of the study further shows that changes in FDI do not
significantly affect import trade although when tested without considering other
variables, the result shows a significant impact. FDI is for developmental purposes and
many times the fund stays in the economy for a longer period, unlike FPI which is
classified as hot monies. From the result, a unit change in FDI leads to a drop of 16.89 in
import trade. The fluctuations in the volume of FDI for the period can be associated with
the volatility in the exchange rate in the country and the scarcity of foreign exchange. The
COVID-19 pandemic also affected the global FDI and as projected by UNCTAD (United
Nations Conference, 2021), a slide of 5%—-10% was expected in global FDI in 2021,
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however, the slide in the volume of FDI in Nigeria in 2021 was over 34%. The impact of
the pandemic in 2020 was mixed, while some economies like Nigeria, Sweden, and Spain
recorded a rise in their FDI, other economies, recorded a dip in FDI in 2020;
North America experienced a drop of 46%, US recorded a decline of 49% and 37% in
Latin Americans and the Caribbeans (United Nations Conference, 2021). Both FPI and
FDI may not positively impact import trade but the two are sources of foreign exchange
in the country.

6 Conclusions

LC refinancing is one of the cross-border financing services and strategies to support
trade in various regions. Nigeria, like other emerging economies, does access
cross-border financings in form of supplier credit and trade finance. The use of foreign
credit lines is due majorly among other reasons to the paucity of foreign exchange and
late delivery of funds purchased from CBN. Many suppliers are unwilling to trade with
Nigerians due to fair non-payment or delayed payment hence the need for alternative
financing. Furthermore, the financing gaps often experienced by SMEs also constrained
their expansion and indirectly affect the volume of trade in the country. In resolving this,
the local banks do engage their correspondent banks for credit lines to facilitate trade.
These credit lines are made available via refinancing LCs by which the offshore banks
add confirmation to the LCs and pay the beneficiary upon presentation of shipping
document in compliant with the terms and conditions of the LCs, thereafter, book a loan
for the local bank to be repaid at a future date. While refinanced LCs do not free the
importer from the obligation, yet trade is not stalled due to the paucity of foreign
exchange.

While the offshore banks provide credit lines, the offshore investors also inflow funds
into the country as funds for portfolio investment and longer tenor funds as external loans
or supplier’s credit. These funds are sold in the I&E window as an alternative source of
foreign exchange to CBN. Most of these funds when sold are used to settle trade
obligations. Irrespective of the purpose of the fund, funds are converted to local currency
and foreign exchange sold for payment of an eligible transaction. The credit line is a
business enabler in Nigeria, it ensures the free flow of trade and bridges the financing gap
often experienced by the SMEs.

6.1 Recommendations

Cross-border financing enhances trade and investments. It reduces financing constraints
and enhances firms’ output. Given these benefits, it is imperative to leverage this for
trade and investment expansion in Nigeria. There is a need for expansion in the foreign
exchange market, CBN being the main supplier of foreign exchange is not sustainable,
and other channels like export proceeds should be explored. Cross-border financing will
be readily available if foreign lenders have the assurance of timely repayment of the loan.
Furthermore, the availability of foreign exchange will reduce the trade cycles and reduce
the financing cost of trade. Many times, when there is a paucity of foreign exchange, the
loans are extended at higher refinancing rates, thereby reducing, or wiping off the gains
of the facilities. The timely settlement will also attract investors, however, where funds
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are tied down for a prolonged period, investors would be discouraged. Many SMEs need
trade finance, if this is made available, the majority of them will utilise such financing
channels and expand to aid the growth and development of the economy. The
policymakers can achieve this by partnering with the DFIs and the correspondent banks
while they ensure the availability of foreign exchange to settle the obligation upon
maturity.
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