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POLITICAL RISK
AND BANKING SECTOR
PERFORMANCE IN NIGERIA

Abstract

Political risk is prevalent in Nigeria and tends to influence business outcomes and the
stability of the banking system. As a result of this study, it was determined whether po-
litical risk matters to the performance of the banking sector in Nigeria. The effect of po-
litical risk on different banks” performance measures, such as return on assets, return
on invested capital, credit risk and stock price, were examined in a panel of 12 selected
commercial banks for the period 2006-2018. Data was analyzed using a two-stage sys-
tem of generalized method of moments. The results provided evidence that the effect
of political risk on bank performance depends on the performance proxies. Specifically,
political risk was found to be negatively related to banks’ returns on invested capital
and positively related to deteriorating credit risk. Hence, it can be concluded that po-
litical risk induces poor banking system performance in Nigeria. The study provides a
critical insight into the management of a country’s political systems in terms of their
potential to create unfavorable conditions for banking systems to thrive.

Keywords country risk, credit risk, GDP, stock price, return on
assets
JEL Classification G21, G32, 1.25,N17

INTRODUCTION

The banking sector is the focal point of money markets that are used
for short-term funds and investments. As a result, the sector is a key
component of the financial system and plays a fundamental role in the
development and growth of nations (Fapetu & Obalade, 2015). The rel-
evance of this sector qualifies it as the most regulated sector in Nigeria’s
economy, as in many other economies (Adaramola et al., 2018).

In the course of history, the Nigerian banking system has experienced
series of banking failures resulted in the liquidation of 51 banks from
1936 to 2000 (Marshal, 2017). The unfavorable financial situation of
the Nigerian banking system necessitated the 2004 consolidation pol-
icy, which led to the reduction in the number of banks from 89 in
2004 to 25 in 2005. Four years later, inefficient credit risk management
rendered numerous banks insolvent as 9 out of the 24 strong banks
were classified as failed ones (Nigeria Deposit Insurance Corporation,
2009). Nigerian Deposit Insurance Corporation published another list
of six failed banks in 2011 due to excessive credit risk taking. Marshal
(2017) observed that the problem of failures continues despite several
amendments to banking regulations. While the issues of bank fail-
ures are often blamed on bank management, excessive risk taking and
nonperforming loans (Sanusi, 2009) and poor regulatory framework
(Marshal, 2017) among others, Mark and Nwaiwu (2015) explained
that government actions and the Nigerian political environment could
affect business outcomes.
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The Nigerian political environment within which the banking system operates has been relatively un-
stable and affected by widespread corruption, absence of transparency and inferior quality of infra-
structures. The implication was that political risk constitutes a major component of country risk in the
Nigerian banking system. For example, banking turmoil, which led to the revocation of licenses of five
banks and takeover of 18 banks by the CBN between 1994 and 1996, occurred following an unstable
political environment engendered by the cancellation of the 1993 Presidential Election. In this context,
Brownbridge (1998) attributed banking distress in African countries such as Nigeria, Kenya, Uganda
and Zambia to moral hazard arising from political interference. . Political risk is a component of coun-
try risk and may be viewed as “the exposure that a company or bank faces due to political events that
might affect its profitability” (Mokatsanyane, 2016, p. 3).

Although Tamadonnejad et al. (2013) revealed that country risk and political risks lead to deterioration
of bank efficiency in Asian countries, research on banking industry profitability performance in the
context of political risk exposures has rarely been conducted. Given the prevalence of political risk in
Nigeria, this paper contributed to the risk-performance literature on the banking industry by examin-
ing the impact of political risk component of country risk on different deposit money banks’ perfor-

mance measures in Nigeria.

1. LITERATURE REVIEW

Extensive research has been conducted on various
risk factors and bank performance. A review of
the concepts and relevant theories and empirical
studies is presented in this section, taking cogni-
zance of various risk measures.

1.1. Conceptual review
and theoretical framework

Country risks are usually measured by risk rat-
ings provided by rating agencies (international
credit risk guide (ICRG, 2017). It represents the
general risk inherent in the domestic markets of
individual countries. Country risk is proxied by
three components, namely the political, financial
and economic risk (ICRG, 2017), and affects the
success of investment in a country as it is non-di-
versifiable (Perry, 2017). The factors of the polit-
ical risk include government stability, socio-eco-
nomic conditions, investment profile, internal and
external conflicts, corruption, military in politics,
religion in politics, law and order, ethnic tensions,
democratic accountability, and bureaucratic qual-
ity (Muzindutsi et al., 2020). The financial risk in-
dex measures the level of foreign indebtedness, ex-
change rate stability, debt service, current account
and international liquidity, while the economic
risk index incorporates inflation, GDP per capita,
GDP growth, budget balance and current account
as a percentage of GDP (ICRG, 2017; Muzindutsi
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& Obalade, 2020). Kirikkaleli (2020) showed that
political risk possesses the ability to explain eco-
nomic and financial risks. For example, political
instability reduces policymakers’ and govern-
ment’s tenures, thereby resulting in unsuitable
and unstable economic policies that unfavorably
affect the soundness of the economy and the fi-
nancial sector. Consequently, this study focused
on political-risk effect as a proxy for country risk.

Theoretically, the capital asset pricing model
(CAPM) illustrates the correlation between mar-
ket risk and expected returns for securities, espe-
cially stocks (Sharpe, 1964; Lintner, 1965). If re-
turns are considered as a measure of performance
and political risk as a form of market risk, CAPM
as a theory is indirectly relevant to the subject un-
der consideration. Additionally, the arbitrage pric-
ing theory (APT) of Rose (1976) offers a multi-fac-
tor pricing model that describes assets” expected
return as a function of numerous risk variables.
Similarly, using the returns to determine perfor-
mance, the open-ended nature of APT risk factors
implies that political risk can be added to the risk
factors such as credit risk. As a result, the APT is
indirectly relevant as a theory for the subject un-
der consideration. On the other hand, an efficient
political institution has been linked to financial
development in literature (Ashraf et al., 2018). Roe
(2006) posited that a nation’s financial develop-
ment depends on her political antecedence or his-
tory, while Keefer (2007) stated that the political
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structure of a nation is relatively paramount in
engendering a developed financial institution. The
proponents of this view postulated that a political-
ly stable nation tends to be financially developed
(Roe & Siegel). Consequently, studies (Bordo &
Reusseau, 2006; Quintyn & Verdier, 2010; Girma
& Shortland, 2008) have shown that financial de-
velopment is determined by stable political ten-
ures, accountability of political office holders and
democratic feature of a nation.

1.2. Empirical review
1.2.1. Bank performance and credit risk

Empirically, Kolapo et al. (2012) and Uwalomwa
et al. (2015) showed that effects of credit risk prox-
ies on return on assets (ROA) as a measure fi-
nancial performance are significant and negative.
These findings were supported by similar studies
(Adeusi et al., 2013), where credit risks exact signif-
icant negative impacts on return on equity (ROE)
and ROA. In this context, Iwedi and Onuegbu
(2014) and Soyemi et al. (2014) showed that cred-
it risk signifies a significant positive sign for bank
ROA and ROE performance in Nigeria. Significant
inverse effects of credit risk on bank performance
were observed in Ethiopia (Gizaw et al., 2015). The
majority of these studies revealed that capital and
liquidity risks encouraged the performances of
financial institutions (Soyemi et al., 2014; Adeusi
et al., 2013). These studies have applied a pan-
el regression approach. In Ghana, Boahene et al.
(2012) and Afriyie and Akotey (2012) showed that
different measures of credit risks have positive and
significant impacts on commercial banks’ perfor-
mance (ROA). Credit risk significantly increased
the ROA and ROE performance of forty-seven of
the largest commercial banks in Europe (Li et al.,
2014), while credit risk significantly reduced per-
formance in the Swedish (Ara et al.,, 2009) and
Costa Rican (Epure & Lafuente, 2012) banking
sectors.

In the Eastern Caribbean Currency Union
(ECCU), Hodge (2017) revealed that non-per-
forming loans, bank size and liquidity portend-
ed a significant negative status for NIM and ROA.
However, GDP growth positively related to ROA.
Additionally, bank-specific variables such as size
and operating expenses impacted bank perfor-
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mance (Menicucci & Paolucci, 2016; Augustin &
Prophete, 2016; Moulton, 2011; Ally, 2014), while
there are macroeconomic variables such as GDP
growth, monetary policy, inflation among others,
that impact bank performance (Mokatsanyane,
2016; Moulton, 2011; Athanasoglou et al., 2005;
Flamini et al., 2009; Demirguc-Kunt & Huizinga,
2000). Nevertheless, Ani et al. (2012), Almumani
(2013), and Athanasoglou et al. (2005) showed that
bank size has no significant influence on perfor-
mance. In this context, the effect of credit risk on
bank performance has been thoroughly investi-
gated. Generally, the results have been conflicting.

1.2.2. Bank performance and political risk

Few recent studies introduced country risk varia-
bles. For example, Mokatsanyane (2016) revealed
through an ARDL panel that the effects of credit
and political risks depend on the measure of per-
formance of banks in South Africa. It was found
that political risk has no significant effect on ROE,
ROA, EPS and NIM in the short term. The long-
term effect was similar, except for the positive ef-
fects of political risk in the long term. In China,
the deteriorating effect of oil price shocks on the
performance of the banking industry can be ame-
liorated by stable country risks through the po-
litical, economic and financial components us-
ing GMM for dynamic panels (Chi-Chuan Lee &
Chien-Chiang Lee, 2019). Additionally, Chi and Li
(2017) indicated that uncertainty in economic pol-
icy portends rising credit risks and declining loan
size in China. Similarly, Sanlisoy and Aydin (2017)
utilized a panel ARDL and found that political
risk reduced bank profitability, and the effect was
largely felt by public than private banking firms
in Turkey.

In the context of Islamic banks, political risk, in-
flation and GDP have positive and significant
impacts on performance in Yemeni (Yahya et al.,
2017). Focusing on 51 developing nations, Ashraf
et al. (2018) showed that state-owned banks expe-
rienced a severe political pressure, a sudden rise
in loan demand and low earning during election-
eering periods, especially in countries with weak
political structures. Britha and Kocenda (2017)
showed via Bayesian inference in panel estima-
tion that sovereign risk was substantially driven
by non-performing loans, while size and stabili-
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ty had a reducing effect on sovereign risk in the
European Union. Tamadonnejad et al (2013) re-
vealed that country risk and political risks lead
to deteriorated bank efficiency in Asian countries
using a Stochastic Frontier Analysis in ten East
Asian countries. It can be seen from the review
that the evaluation of country risk effect on bank
performance is limited in the literature.

1.2.3.Credit risk and political risk

A number of studies showed that bank credit risk
or nonperforming loans are usually triggered by
bank-specific and macro-economic factors. In
this context, country risk via its three components
is usually ignored, while attention is devoted to
factors such as inflation and GDP. For example,
Thiagarajan (2013) and Bozga and Trenca (2018)
showed that inflation contributes to rising credit
risk, while GDP leads to its decline in Belize banks
and 13 developed European countries, respective-
ly. The reducing effect of GDP on credit risk also
applied to banks in Pakistan (Kasana, 2016) and
Nigeria (Kure et al., 2017). In this context, Duong
and Huong (2017) and Mpofu and Nikolasidou
(2018) revealed that GDP growth is one of the
main drivers of credit risk in the Vietnamese and
sub-Saharan African commercial banks, respec-
tively. In Nigeria, it was shown that credit risk
(nonperforming loans) increases with interest
rate (Kure et al., 2017) and exchange rate (Akinlo
& Emmanuel, 2014) by utilizing panel estimation,
while Omoruyi and Igbinosa (2014) and El-Maude
et al. (2017) showed that macroeconomic factors
are not significant determinants of credit risk, us-
ing time-series analysis.

There is a dearth of studies linking credit and
country risks, as observed under a bank per-
formance-country risk nexus. Muzindutsi and
Nlapho (2017) evaluated this relationship in South
Africa and found that the ability of banks to ex-
tend credit to the private sector is curtailed by
economic, financial and political risk on in the
long run. However, credit extension is mostly in-
fluenced by its past changes, albeit minimum in-
fluence from financial and economic risks in the
short run. It implies that banks are risk averse as
extending credit against the background of ris-
ing country risks could result in loan defaults.
Alternatively, banks may find it problematic to re-
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cover previously extended credits. As a result, as-
set distribution decisions by financial institutions
are influenced by country risk ratings (Apergis et
al., 2011; and Bofondi et al., 2013). For example,
risk rating downgrade has an unfavorable impact
on the supply of credit facilities relative to rating
upgrade (Apergis et al., 2011).

Generally, there are three major systemic factors
influencing bank performance. They entail the rel-
evant macroeconomic condition, economic poli-
cies changes and the relevant political condition.
Existing studies on bank performance and cred-
it risk have mostly examined the macroeconom-
ic conditions such as GDP and inflation because
other systemic factors are difficult to measure
(Mpofu & Nikolasidou, 2018). As a consequence,
studies on the effect of country risk, especially the
political risk component on bank performance
and credit risks, are scarce and limited in litera-
ture. This subject has not been addressed in the
Nigerian context, despite the prevalence of politi-
cal-related risk of the nation. This study filled the
gap by examining the effect of political risk on
bank performance in Nigeria.

2. METHODOLOGY

The research approach adopted for this study was
quantitative, involving the analyses of the effects
of country risk and certain bank-specific and
macroeconomic variables pertaining to the per-
formance of Nigerian banking firms. There are
three sections of the methodology, namely the
sample and data, model specification and estima-
tion technique.

2.1. Sample and data

There are 22 registered commercial banks in
the Nigerian banking sector (Kure et al., 2018).
However, only 15 of these banks had their da-
ta published by the Nigerian Stock Exchange in
2018. Three of these banks did not publish their
ROA, which is one of the dependent variables for
this study, and, as a result, the final sample for
this study entailed 12 commercial banks, namely
Guaranty Trust Bank (GTB), Zenith Bank (ZNB),
Access Bank (ACB), United Bank for Africa (UBA),
Union Bank (UBN), First Bank of Nigeria (FBN),
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Sterling Bank (STE), Fidelity Bank (FDE), Wema
Bank (WEMA), Unity Bank (UNTB) Union Bank
(UB) and Equatorial Trust Bank (ETT). The sample
period comprised the post consolidation era. The
secondary data for these banks were collected in
respect of a 13-year period (2006-2018).

The main performance measures were ROA, re-
turn on invested capital (ROIC) and stock prices
(STOCK). Literature (Aliabadi et al., 2013) sup-
ported the use of ROA as an established and val-
ued accounting performance metric by industries
for market and accounting performance, while
ROIC were estimated for robustness purposes. In
addition to internal performance measures, this
study also examined the reaction of banking stock
market prices to political risk as country risk is ex-
ternal to the banks and its effect on bank perfor-
mance might pass through the external or market
performance measures. The explanatory variables
were credit risk (CRISK), bank size (SIZE), polit-
ical risk (PRISK), gross domestic product (GDP)
and inflation (INF), which were found to exert
significant impacts on bank performance. Bank
and macroeconomic variables were sourced from
Bloomberg, while stock returns sourced from S&P
capital IQ.

2.2. Model specification

Examining the impact of country risk on bank
performance in Nigeria, four different models
were estimated. These were estimated by using
different internal profitability and market (stock
price) measures of bank performance and by eval-
uating the effects of political risk on credit risk.
To achieve the objective, this study implemented
a generalized method of moments (GMM) that
accounted for the influence of probable omitted
regressor and time persistence of performance in-
dicators and is also robust to cross-sectional de-
pendence and missing data that could be inherent
in the nature of this study. The dynamic model is
given as follows:

K
@y = a+zyk¢it—k + X', A e, ©)
K=1

where ¢ represents the dependent variables ROA,
ROIC, CRISK and STOCK, which are the ratio of
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net profit to total assets, ratio of net profit to in-
vested capital, non-performing asset/total loan,
and logarithm of stock price, respectively; i and
t are notations representing individual banks (i =
1, .., 12) and time (¢ = 2006, ..., 2018), respectively;
X, denotes a vector of the regressors where PRISK,
SIZE, GDP and INF symbolize political risk index,
log of total assets, growth rate of gross domestic
product and consumer price index in that order;
B is a vector of the estimated coefficients, while /\i
denotes unobserved bank-specific effects, ¢, repre-
sents the error term.

2.3. Estimation techniques

The above equations were estimated using the
pooled-OLS, fixed effect and random effect!, as
well as GMM models. The study depended on
the two-stage system GMM as a main estimation
technique for notable reasons. First, pooled-OLS
is prone to bias and inconsistency (Arellano &
Bond, 1991; Baltagi, 2008). Secondly, fixed effect
suffers from dynamic panel bias associated with
perceived endogeneity of the lagged regressand
and the fixed effects in the £, notably with lim-
ited t and large i panels (Judson & Owen, 1999).
Thirdly, two-stage GMM is an asymptotically
more efficient estimator when compared to the
one-stage GMM (Arellano & Bond, 1991; Mpofu
& Nikolasidou, 2018). In contrast with difference
GMM, system GMM applied in this study gener-
ates high precision estimates with limited ¢ and
large i panels. Subsequently, the Pearson corre-
lation matrix was used to ensure that there is no
multicollinearity or correlation between the ex-
planatory variables.

3. RESULTS

This study estimated four different models to eval-
uate the role of political risk components on the
performance of the Nigerian banking sector using
panel data approach. This was achieved by using
different measures of bank performance (ROA,
ROIC, STOCK) and credit risk (CRISK) as depend-
ent variables. This study presents the analyses of
the system GMM after the presentation and inter-
pretation of preliminary analyses.

1 Pooled-OLS, fixed effect and random effect are not reported due to their deficiencies. For example, they fail most of the model diagnostic
tests. However, they can be made available to the reviewers on demand.

http://dx.doi.org/10.21511/bbs.16(3).2021.01
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Table 1. Descriptive statistics results

Source: Authors’ calculation (2020).

Statistics ROA ROIC CRISK SIZE PRISK GDP INFT STOCK
Mean 1.435804 9.206539 0.022996 5.736225 1.462685 4.750769 11.02769 11.02135
Median 1781900 9063450 . 0015000 . 5892671 = 1580600 & 6060000 & 1154000 gags‘aaajj
Maximum 10.00860 35.40630 747820 1.636700 © 8.040000 = 16.52000
Minimum —28.51420 —8.747800 0. OOOOOO 3.342271 0.000000 -1.620000 5.380000 0. 520000
Skewness -4.483518 | 0746667  2.297862  -1.128839 . -3.091118 . —0.841250 = 0.098262 | 2.674208
Kurtosis 36. 17789 3. 934868 10. 73940 2.618491 2 342024 .
Jarque-Bera 7677 673 20. 17614 637. 7693 19346313065099 ‘1198 759
Prob. 0.000000 - 0.000042 ,49999999 """""""" Q'qugoo 0.000000 : 0.000063 : 0.215984  0.000000
Obs. 156 156 156 156 156 156 156 156

3.1. Descriptive analysis 3.2. Model

The descriptive statistics of the variables are pre-
sented in Table 1, where the maximum value of
ROA and ROIC are approximately 10 and 35, and
the minimum values are -29 and 9, respectively.
The average of the two variables are shown as 1
and 9, respectively, implying that huge volumes of
bank assets do not generate income. Variables oth-
er than the INF are not normally distributed given
the small p-values of Jarque-Bera statistics.

To reveal the extent of correlation amongst regres-
sors, the Pearson correlation matrix is given in Table
2. It can be observed that the correlations between
certain variables were negative, while others were
positive; generally, the observed values were below
40%. Moreover, the choice of data analysis tech-
niques is robust to multi-collinearity issues in case.

Table 2. Pearson correlation matrix

estimation results

The results (coefficients and standard error) of
the 2-step system GMM for the four estimated
models are presented in Table 3. From the first
model, the results indicated that ROA is strong-
ly but negatively influenced by its own lag. This
was shown by the negative and statistically sig-
nificant coefficient of lagged ROA. Similarly,
the macroeconomic determinants, namely the
GDP and INF, contributed negatively to the ROA
performance of Nigerian banking firms. In this
context, a percent change in GDP and INF con-
tributed 50% and 312% reduction in ROA, while
SIZE had no significant impact. This suggested
that the inverse effect of INF was pronounced
compared to the GDP. However, the bank-spe-
cific variables are not statistically significant

Source: Authors’ calculation (2020).

Correlation | ROA ROIC CRISK SIZE PRISK GDP INF STOCK
. 12.54845 - - - - - - -
ROA P S
‘‘‘‘‘ 1. oooooo = - - - - -
13.437802 65.40506 - - - - - -
Rolc F T S eretesteecteiieretetirtctetetatetesirtstettatiesanan
CRISK
SIZE
1000000 ¢ b -
11.41171 . - -
" 70818882 1704646 ii | ],‘,‘—,eifésﬁé,‘l,éé L.TABI67 | 0326725 -
,,,,,,, -0.075694 :..0063018 4.-0:265611 1 70534136 11000000
STOCK 8017338 ¢ 1607993 - LL.T7746898 ;2548346 1 7736344 | 116.5457
10209648 | 0184176 | —0.044404 . -0.111878 = -0.064461 . 0082782 . —0.36489 . 1.000000
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in explaining the ROA. It can be seen that the
PRISK* had a positive effect on ROA at the 5%
level of significance. As such, a one percent in-
crease in PRISK led to a 7.5% increase in ROA.

Subsequently, the second model presents the effects
of the PRISK and other dependent variables on
ROIC. The result in the second column of Table 3
shows that the previous period ROIC significantly
influenced the current period ROIC. Amongst the
bank-specific factors, CRISK is a positive and sig-
nificant determinant of ROIC, while SIZE is insig-
nificant. In addition, macroeconomic variables had
no significant influence of the ROIC performance
of the Nigerian banking sector. The effect of PRISK
was negative on the ROIC albeit significant at a 10%
level of significance.

The third model is estimated to determine wheth-
er country risk proxy by PRISK contributes to the
CRISK. The result in the third column reveals that
the CRISK is positively and significantly driv-
en by its previous values at a 5% level of signifi-
cance. Between the bank-specific factors, SIZE of
the banking sector leads to a reduction in CRISK
such that a one percent increase in SIZE leads to a
2.67% reduction in CRISK. Between the macroe-
conomic factors, INF exerted and exerts a negative
influence on CRISK, given its negative coeflicient,
while GDP is not a statistically significant deter-
minant of CRISK in the Nigerian banking sector.
Subsequently, the effect of PRISK is positive on
the CRISK albeit significant at a 10% level of sig-
nificance. This suggested that an 0.163 percent rise
in credit risk was attributable to a one percent in-
crease in the political risk index.

While ROA and ROIC respectively measure bank
performance in terms of management proficiency
in asset and capital utilization, the market-wide ef-
fect of country risk could reflect on the stock mar-
ket prices. Consequently, the result in the fourth
column is meant to solve this assumption. The re-
sult showed that banking stock prices reduce with
the increase in its own lag. This is demonstrated by
negative and significant coefficients of L. STOCK.
PRISK is significantly positive at a 5% level of sig-
nificance. Specifically, a 1% increase in PRISK
leads to a 49.4% increase in banking stock prices.

Banks and Bank Systems, Volume 16, Issue 3, 2021

In addition, the macroeconomic factors portend
positive signs for the STOCK. As a result, banking
STOCK increases as the GDP and INF increase at
a 5% level of significance.

Table 3. GMM regression results

Source: Authors’ calculation (2020).

. Model1 = Model2  Model 3 Model 4
Variables :
ROIC CRISK : STOCK
L. ROA
3.818
- (11.6200)
'z.éé‘;*;* el
(0.0067) @ (3.6120)
—0.00163* i —0.494**
(0.0010) : (0.2430)
0012 1
(0.0009) : (6.0730
-0.157 0.0326%**: 38.33**
(0.7810) (0.0067) :(14.9900)
- 0.899%** - -
L- Rolc ...........................
- (0.3340) - -
- - 0.370*** -
L. RlSK ............................
- - (0.0368) -
- - - ~1.532%*
L' STOCK .....................................................................
- - - (0.7420)
0.522 —-3.01 0.0942***: —141.1*%*
Constant ..............................
(5.0740) (5.8210) i (0.0330) :(58.4900)
Observations 144 144 144 144
Number of 12 12 12 12
Number of 9 f 1 1 3
Waldstat 1 509 0.000 0000 & 0021
AR2 ‘ 0.315 0.544 0.721 0.058
Hansenstat + q)) 0.818 0764 | 0497
prob
Note: Standard errors in parentheses; *** p < 0.01,

**p<0.05, *p<0.1.

3.3. Discussion

This study determined the effect of political risk
on the performance of Nigerian banking firms us-
ing two-stage GMM for the 2006-2018 period. It
was found that political risk has a favorable effect

2 As per the international country risk guide, an increase in risk ratings reflects decreasing risk (Erb et al., 1996).
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on return on assets and stock prices. This finding
differs from Mokatsanyane (2016) in the study of
South African banks where other measures other
than net interest margins were not affected by po-
litical risks. This study found that the political risk
index reduces the return on invested capital and
increases the credit risk of Nigerian commercial
banks, albeit weak significance. The unfavorable
impact of the Nigerian political situation is man-
ifested through nonperforming loans. The insta-
bility in political environment could adversely af-
fect government policy-making and ease of doing
business. Considering the ease of doing business,
Nigeria ranked 146th and 131st worldwide accord-
ing to the report of the World Bank in 2019 and
2020, respectively (Society Generale, 2020). This
feature could lead to business failure or unprofit-
able operation and make it difficult for borrowers
to repay loans and credit facilities. This finding is
consistent with Tamadonnejad et al. (2013) who
concluded that country risk and political risks de-
teriorated efficiency in Asian banks.

The unfavorable effect of the political risk can be
linked to the effect of macroeconomic factors. It
can be assumed that the growth rate of the econo-
my and inflation have deteriorating effects on bank
performance. These factors tend to increase the
cost of business operations for banks and their cus-
tomers. This informs the positive effect of inflation
on credit risk and suggests that inflation increas-
es nonperforming loans for the Nigerian banking
industry. As most of these factors are beyond the
control of the bank management, they could be the
major reasons for the prolonged banking crisis, de-
spite various government interventions and capital

regulations in the Nigerian banking industry. As il-
lustration, extending credit when confronted with
rising country risks could result in loan defaults. In
addition, banks may find it difficult to recover pre-
viously extended credits.

Subsequently, the study found that CRISK is not a
significant determinant of (ROA) performance in
the Nigerian banking industry. This finding is not
supported by most of the existing studies that estab-
lished negative (Iwedi & Onuegbu, 2014; Soyemi etal.,
2014) and positive (Kolapo et al., 2012; Uwalomwa et
al., 2015) effects of credit risk on ROA financial per-
formance in Nigeria. The observed differences in the
findings relevant to literature emanate from a differ-
ent estimation technique. However, the preference
for GMM employed in this study was well articulat-
ed in literature. It was found that credit risk stimu-
lated bank return on capital, which supports the ma-
jority of the existing studies, although prior studies
employed return on equity. This study revealed that
the effect of credit risk is dependent on performance
measure. The differences in the impact of credit risk
on return on assets relative to return on invested cap-
ital is acceptable as assets are larger than capital. No
bank performance measure is affected by the size of
Nigerian banking firms. This finding was proposed
in literature (Almumani, 2013; Kasana, 2016).

Additionally, this study found that stock prices are
determined by the macroeconomic condition in
Nigeria. GDP growth and inflation rates and polit-
ical risk index all exhibit positive significant effects
on bank stock prices. This suggested that these fac-
tors pose favorable effects on bank performance in
stock market.

CONCLUSION

This study has examined whether political risk matters to bank performance in the Nigerian banking
sector. It was found that the effects of country risk and macroeconomic factors on bank performance
were mostly unfavorable. It was concluded that political and macroeconomic risks mostly reduce per-
formance or worsen credit risk situations of Nigerian banking firms. Through this article, the first em-
pirical evidence on how political environment induces poor performance in Nigeria’s banking system
was provided. In terms of policy recommendation, there is a need to create tranquility in the political
arena and develop the nation’s political architectures. Subsequently, a general increase in business and
economic outputs is necessary to improve the performance in the Nigerian banking system, and, as a
result, policy decisions should be focused in this direction. The study of the effect of country risk on per-
formance can be extended to nonbanking financial institutions. Finally, the effect of unexpected event
such as COVID-19 on bank performance provides motivation for future empirical research.
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