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Abstract: In their search for profit maximization, multinational enterprises should adopt strategies that neutralize country 

risk effects. This paper seeks to establish whether country risk affects profitability of multinational banks in sub-Saharan 

Africa, and whether strategic decisions regarding ‘where to go’ for investment in terms of geographic diversification, and the 

‘source of capital’ in terms of debt or equity financing, help mitigate country risk effects. Using panel data (2006-2020) of 

multinational banks in sub-Saharan Africa, and a two-step Systems Generalized Method of Moments (S-GMM) estimation 

technique, results find both short run and long run negative effect of country risk on profitability. Augmenting country risk 

with the two corporate strategy constructs, results show: first, a positive long run hedging effect of geographic diversification 

on country risk implying that increased geographic diversification strategy maximizes the bank’s long run profits irrespective 

of the level of country risk confronted. Second, on the source of funds strategy, augmenting country risk with equity financing 

raises profitability of banks than debt financing. This is so probably because equity finances hedge banks from risks from 

nationalization and expropriation. For multinational banks to guard from country risk, their geographic expansion should be 

financed using equity funds than debt. 

Keywords: Strategic Management, Multinational Banks, Corporate Strategy, Country Risk, Geographic Diversification, 

Debt and Equity Financing 

 

1. Introduction 

The spread of multinational enterprises in differing 

environments is motivated by many factors including search 

for higher returns, expansion for strategic reasons, and need 

for diversification [24]. Operating in diverse environments 

comes with many opportunities like high returns and 

conglomeration, and challenges. Though there are higher 

expected returns from investment in a new country, 

expansion into new territories is often associated with 

additional risks [27]. How banks deal with these risks 

depends greatly on her strategic corporate decisions more so 

regarding ‘where to go for investment’ and ‘source of the 

required capital’. 

On ‘where to go for investment’, risk-averse firms invest 

where the risk is low, while risk-loving enterprises confront 

risky environments with anticipation of reaping higher 

returns [1]. The challenge however is that over time, country 

risk may change in either direction to the extent that for 

example, for the risk averse investors, the once low risk 

environment is now highly risky making them wish to close 

down. This mandates firms to make shrewd strategies with a 

foresight of stability in one environment irrespective of the 

changes in the level of country risk. 

About ‘source of the required capital’, decisions regarding 

whether to go for debt or equity are often contingent on the 

relative cost of debt versus equity, availability of funds in 

credit markets, and existing debt obligations by a firm [26]. 

Within corporate finance management, though cost of debt is 

often lower than that of equity, adequate funds may not be 

available in credit markets. Besides, though offering stock in 

an international financial market costs multinationals more 

than acquiring debt [12], equity financing has a special way 

of minimizing country risk that may arise from possible 

nationalization. This noted, to be able to make profits, an 

investigation should be done on best practices regarding how 

multinational banks should strategically manage country risk 

with respect to ‘where to go for investment’, and sources of 
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funds. The relationship between strategy and profits gives 

incentives to firms to carry out business in a sustainable way. 

An inefficient strategy may raise costs and lower revenues as 

efficient strategy decrease costs and increase revenue [19]. 

Sub-Saharan Africa as a region is diverse economically, 

politically and institutionally. This diversity to some extent 

potentially imposes diverse risks to multinational investors. 

Since independence, the spread of multinational banks in 

Africa has risen mainly due to privatization, and 

globalization that has led to fast integration of economies. 

Meanwhile, multinational bank’s profitability has been 

exceptionally high [11]. 

Managers are expected to make strategic resource 

allocation decisions with due consideration of the effects 

their decisions are going to have on overall performance. 

According to strategic management’s coalignment theory, ‘if 

a firm is able to identify the opportunities that exist within an 

environment, and goes ahead to invest in strategies that take 

advantage of these opportunities; if this firm channel her 

resources to ventures that promise highest returns, the overall 

performance of this firm in terms is going to be high [28]. 

This points to a question of how multinational banks should 

manage country risk to reap high profits. Corporate strategic 

decision regarding where to diversify to, and using what 

source of funds, forms a strategic management challenge for 

all firms including multinational banks in Sub-Saharan 

Africa. 

Some empirical studies find a negative relationship 

between risk and return on assets [20, 15]. According to 

Portfolio theory, diversification minimizes risk, and 

maximizes returns [23]. High level of geographic 

diversification is found to reduce risks [25, 4]. Multinational 

enterprises often have a comparatively lower debt ratios than 

domestic firms because of risks associated with having 

operations in many countries [21]. Though some empirical 

studies find a negative relationship between long term debt 

and ROA [22, 10, 26], other studies find a positive 

relationship [3, 14, 35]. Because the effect of debt financing 

on profitability of firms is ambiguous, corporate strategic 

management of the source of capital for investment becomes 

crucial. This noted, how then does strategy align with 

country risk to ensure reasonable profitability by 

multinational enterprises? This inquiry ventures into the best 

ways multinational banks should strategically manage risk. 

2. Methodology 

To establish a corporate strategy that multinational banks 

in sub-Saharan should adopt to hedge country risk’s effect on 

profitability, investigation collected panel data (2006-2020) 

from sampled 146 cross-sectional multinational banks spread 

across sub-Sahara Africa leading to 2190 observations 

(T=15, N=146). Panel estimation is done using dynamic 

System GMM (S-GMM) estimation technique to capture the 

long run variable relationships. 

2.1. Variable Measurement 

Multinational bank profitability was measured using return 

on assets (ROA) as previously used by [20]. Country risk 

was measured using the ICRG risk indices [9] where the 

range 0-49.50 shows very high risk, 50-59.5 shows high risk, 

60-69.5 for moderate risk, 70-84.5 for low risk and 85-100 

for very low risk. Two corporate strategy constructs are used: 

first, ‘where to go’ and second, ‘source of capital’. ‘Where to 

go’ is conceptualized using geographic diversification, and is 

measured by the number of countries a bank has branches. 

While, ‘source of capital’ is conceptualized as either debt 

financing or equity financing [22,3]. Debt financing is 

measured by the percentage of a bank’s capital raised from 

debt. Equity financing is measured using the percentage of a 

firm’s capital raised from equity [26]. Bank size and 

economy size are the two control variables used in the 

analysis. Bank size is measured by the log of total bank 

assets. While, economy size is measured by the logarithm of 

income per capita [34]. 

2.2. Data Source 

Key data on multinational banks’ financial statements was 

sourced from the World Bank’s bank-scope database. This 

provided data on annual total assets, ROA, debt and equity 

ratios over the study period. Country risk data was obtained 

from the ICRG’s database. For geographic diversification, 

individual bank’s websites were used. Data for the country’s 

GDP per capita was obtained from IMF World Economic 

Outlook. 

2.3. Modeling Corporate Strategic Management of Risk by 

Multinational Banks 

Multinational banks increase their geographic footprint in 

search for profits. To achieve this, key strategies are adopted 

amidst country risk levels. In the model objective function, 

equation 1 says that the profits made by a bank (� ) is a 

function of corporate strategy (�������) given the level of 

country risk (���	
�), which is simplified in equation 2 for 

elementary analysis assuming that the right-hand side variables 

are all determinants of profits with and	
 the random error term 

� = �	����	
�, ��������                     (1) 

� = �����	
� + ��������� + 
                (2) 

From equation 2, introduce dynamic panel data idea [36] 

previously used [8] as shown in equation 3. 

���� = ������� + �����	
���� + ������������ + �������_!"#�$
��� + �%���&�"�_'


�
��� + (	 + 
	�           (3) 

Equation 3 just shows how each of the variables affects 

profitability. The phrase	���� 	captures profitability for bank i 

in country s at time t, with its one period lag on the right-

hand side as one of the explanatory variables. The coefficient 

�	helps to capture the speed of adjustment to equilibrium. 

The (	 and 
	� are the typical fixed effects decomposition of 
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the error term. 

Because country risk is expected to have a negative effect 

on profits, it is expected that a good corporate strategic plan 

will minimize this negative effect. Therefore, estimable 

equation 4 shows corporate strategy augmenting country 

risk. 

���� = ������� + �����	
�_���������� + �������_!"#�$
��� + �����&�"�_'


�
��� + (	 + 
	�               (4) 

Equation 4, when regressed helps to show whether the	�� 

coefficient has reduced, increased, or remained constant after 

augmenting risk with strategy, visa vie the	�� coefficient in 

equation 3. 

2.4. Estimation Strategy 

Since the empirical model in equation 4 is dynamic, GMM 

estimation technique [8] is used due to the following reasons: 

first, to allow the study of dynamics of adjustment within the 

bank’s industry [6]; second, to control for dynamic panel 

bias[5] since the number of observations is far more than the 

time span (N>T); third, to address endogeneity problem by 

use of the instrument variable due to the presence of the 

lagged dependent variable; and four, the estimation technique 

best identifies both the short-run and long-run effects of 

corporate strategic decision made to control country risk. 

Both the first Difference Generalized Method of Moments 

(D-GMM) and System Generalized Method of Moments (S-

GMM) are estimated for robustness of results [17]. Stata12 

syntax xtdpdsys command is used to get S-GMM estimates. 

Stata xtabond2 ‘collapse’ option is used to keep the number 

of instrumental variables lower than the number of 

observations [31]. A two-step GMM estimates are used to 

produce asymptotically efficient results. 

2.5. Panel Diagnostic Tests 

Key diagnostic tests are essential when S-GMM estimator 

is applied on panel data. Mention panel root test, 

cointegration test, endogeneity test, serial correlation test, 

and test for cross sectional dependence. 

Panel root test aims at testing for stationarity, by investigating 

whether the panel time series are stationary or not [36]. When 

the number of observations (N) is greater than the time (T) span 

then, adopt Im, Pesaran and Shin (IPS) test [18] otherwise, the 

Levin-Lin-Chu test is used. The IPS test helps in determining 

whether there is a great variation in the study variables overtime. 

When there is a great variation in the values over time, 

differencing is done to normalize them [5,6]. When the series 

are found not stationery, then, cointegration tests are done. The 

null hypothesis in IPS unit root test is that all the series included 

have unit root. They are non-stationary, against the alternative 

that some of the series included in the panel are stationary. 

Rejection of the null implies that there are some series which are 

stationary, and are converging to their means over time. IPS is 

the average of the augmented Dicky fuller test statistics that 

follow a normal distribution. If all the variables are integrated of 

the same order, and for example, the variables are all stationary 

at first differences; then, run a cointegration test. 

Cointegration test helps test for long run stability, by 

checking whether there is presence, or not, of panel 

relationship in the long run. Cointegration tests help identify 

scenarios where two or more non-stationary time series are 

integrated together in a way that they cannot deviate from 

equilibrium in the long term. The tests are used to identify the 

degree of sensitivity of two variables to the same average price 

over a specified period of time. We use four test statistics for 

this purpose; the panel rho-statistic, the ADF statistic, the 

group rho-statistic, and the group ADF statistic. The number of 

tests that rejects the null, about the presence of cointegration, 

dictates the conclusion to be made [29]. 

This involves testing presence of one or more endogenous 

variables in the model. In panel data estimations, it is 

common to find some factors on the right-hand side 

dependent on each other, and across time horizons resulting 

into non-orthogonality between regressors and the error term; 

a cause for producing non-efficient, inconsistent, and biased 

results. Dynamic panel estimation technique with a lagged 

dependent variable increases chances of having many non-

exogenous variables in the model, leading to endogeneity 

problems during estimation. To deal with this problem, 

traditionally, differencing is done (one-stet, two steps) to 

produce efficient and consistent estimates [2]. This study 

adopts a two-step S-GMM for this cause. 

However, technically, solving endogeneity problem requires 

introduction of a number of instruments [13], and testing 

whether these instrumental variables are valid or not [31, 13]. 

Testing for presence of endogeneity involves a test whether the 

introduced instruments satisfy the orthogonality conditions. 

Testing for validity of instruments involves use of Sargan p-

value [31] through Stata xtbond2 statistical command. For 

validity of instruments to hold, rule of the thumb is that, all the 

introduced instruments are exogenous and the Sargan p-value 

should be greater than 0.25 percent [31]. The Sargan-Hansen J-

statistic (difference-in-Sargan test) is used for testing over-

identifying restrictions in a model [32] The null hypothesis is 

that all the additional instruments are exogenous. For this test to 

be applicable, the number of instruments must be more than 

endogenous regressors. 

3. Results 

3.1. Descriptive Findings 

From a sample of 2910 observations from 146 cross 

sectional units of multinational banks over 15-year time span, 

on average, multinational banks make 26.2 percent return on 

assets with a standard deviation of 0.162. The mean for 

country risk (0.598) with a standard deviation of 0.271 shows 

that multinational banks in Sub-Saharan Africa operate in 

high-risk environment [9]. On average, banks have 

operations in 19 countries with a standard deviation of 

15.009. They raise 64 percent of their capital from debt with 

a standard deviation of 0.081, and 43 percent from equity, 
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with a standard deviation of 0.006. On average, the log of 

bank assets is 8.14, with a standard deviation of 2.13 while 

the log of per capita income is 4.39 with a standard deviation 

of 1.82. 

Various panel diagnostic tests were carried out. Because 

N>T, the IPS test was used to test variable’s long run 

stationary. Results show that all the variable series are 

integrated of order one-I(1) after their first differencing, 

despite of their non-stationary state in levels. This non-

stationarity was followed by cointegration test to determine 

whether the variables have a stable and long-run relationship. 

The cointegration test results showed presence of stable and 

long run relationship and concur with [29]. Further, testing for 

presence of endogenous variables [2], results depicted 

presence of endogenous variables which is solved by 

introducing instrumental variables in terms of lags both in 

levels and time. 

3.2. Country Risk, Corporate Strategy and Profitability of 

Multinational Banks in Sub-Saharan Africa 

Though results from both the two-step Differenced 

Generalized Method of Moments (D-GMM) and a System 

Generalized Method of Moments (S-GMM) are presented in 

Table 1, only results for S-GMM are used in analysis. This is 

because S-GMM is stronger than D-GMM and are more robust 

and efficient. However, both estimators are used with intention 

of controlling for possible serial correlation, and heterogeneity 

in the idiosyncratic error terms [2]. 

For the lagged dependent variable, the coefficient � =

0.0242 I s closer to zero than one, implying a high speed of 

adjustment to long run equilibrium [33]. This further points to 

long run competitive nature of the banking industry in this 

region. This finding is similar to that previously found in the 

same region [33].  

For country risk the estimated coefficient is negative at 

0.1281 implying that a rise in ‘country risk level reduces 

profitability of multinational banks by 12.8 percent. For 

corporate strategy, the coefficient for geographic 

diversification is 0.2038 suggesting a rise in bank 

profitability due to increased spread into other regions. This 

result indicates that a corporate decision to more operations 

in other countries, raises her long run profits by over 23 

percent. This positive relationship between geographic 

diversification and long run profitability supports the recent 

observed high trend in the spread of multinational banks in 

the region [11, 30]. For debt financing, the coefficient is 

negative (0.0151) and is statistically significant implying that 

the bank’s strategy to raise capital using a debt reduces long 

run profitability by 1.5 percentage points. This negative long 

run relationship between debt and returns on assets reminds 

investors about the importance of borrowing only in the short 

run. This argument is also found in studies [10, 26]. For 

equity financing strategy, the coefficient 0.1184 is positively 

related to profitability (ROA) and is statistically significant 

implying that multinational banks’ strategy to use equity 

finances for their long run investments yields positive returns 

on assets. Since the values for the control variables: bank size 

and country size are in logarithm form, the coefficients are 

best interpreted as elasticities. Other factors held constant, as 

bank’s assets expand, elastic response emerges in a sense that 

profitability more than expand. Likewise, as economy size 

(GDP per capita) expands, inelastic response is observed 

with respect to profitability. This could be explained 

probably by high bank competition in bigger economies. 

Table 1. Effect of country risk and corporate strategy on bank profitability. 

Dependent variable ROA 
 Two-step D-GMM Two-step S-GMM 

 coefficient s.e coefficient s.e 

ROA t-1  0.0322*** 0.0333 0.0120*** 0.0411 

Country risk  -0.0924* 0.4335 -0.1281*** 0.0011 

Geog_Diversf  0.2310* 0.3210 0.2038** 0.0924 

Debt  -0.5437* 0.0382 -0.0151* 0.0412 

Equity  0.0432* 0.0041 0.1184** 0.0121 

Bank Assets  0.20110** 0.1151 0.2120** 0.0153 

Country size  0.0111** 0.0133 0.0421* 0.0031 

Constant  1.2312* 0.0121 1.2842** 0.0429 

Number of banks  146  126  

Observations  2190  2190  

Number of instruments=j  23  21  

AR (1) p  0.1302  0.0312  

AR (2) p  0.1335  0.5589  

Hansen p>ch2  0.6313  0.5393  

Diff-in-Hansen test P 

(GMM) 

 
-  0.5282  

Diff-in-Hansen test P (iv)  0.3442  0.6119  

 Asterisks *, **, *** indicate that the coefficient or statistic is statistically significant at 10, 5 and 1 percent 

significant level respectively. 

Source: Author’s regressions 

Table 1 results for serial correlation show significant p-

value for AR (1) and insignificant p-value for AR (2) 

confirming the absence of serial correlation hereby 

suggesting that the two-step S-GMM estimates are more 

consistent than the results in the D-GMM. The p-vale results 

for the difference-Hansen J-statistic in Table 1 generally 
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imply that all the introduced instruments satisfy 

orthogonality conditions, and are all valid in group. 

Therefore, the test for over-identification restriction validates 

the instruments used in all the specifications. Also, notice 

that, the number of instruments, denoted as j in Table 1, is 

much lower than the number of multinational banks (cross 

sectional units) in the sample used. That is j< 126. Hence the 

basic condition to keep the results reliable is met [7]. Since 

the results from Arellano-Bond test for zero autocorrelation 

in first-differenced errors, the Hansen test of over-identifying 

restrictions, and the difference-in-Hansen tests of exogeneity 

of instrument subsets suggest that the underlying 

assumptions are not violated because their p-values are very 

high; we conclude that the estimated results are reliable, 

efficient, and the model has been well specified. 

3.3. Corporate Strategic Decisions to Manage Country Risk 

Results here in Table 2 are from augmenting country risk 

with the various corporate strategies (geographic 

diversification, and debt and equity financing). Strategic 

management theory suggests that diversification is like 

insurance to a firm’s risks [16] through the notion of ‘not 

putting all eggs in one basket’. Two panels are created in 

Table 2. The first panel shows results when country risk is 

augmented with corporate strategy, while the second panel 

shows results when country risk and corporate strategy 

constructs are modelled independently. 

Key observations need to be made: first, augmenting 

country risk with geographic diversification raises 

multinational bank’s profits by 1.1 percent. Yet, without an 

augmenting function, country risk reduces bank profits by 

12.8 percent. This points to the importance of geographic 

diversification towards hedging country risk effects on 

profitability of multinational banks. Interacting geographic 

diversification with country risk has changed the negative 

effect of country risk into positive. Second, augmenting 

country risk with debt leaves the overall net effect on 

profitability negative at -0.0014. yet, both country risk and 

debt financing are independently posting a negative effect 

at -0.1281 and -0.0041 respectively. This implies that with 

debt financing, country risk remains negatively affecting 

long run profits of multinational banks. Third, when 

country risk is augmented with equity financing, the net 

effect is positive. The coefficient 0.2381 suggests a 23.8 

percent increment in bank profits if multinational banks 

resort to using equity financing in the long run, no matter 

the arising country risk. This points to a need for using 

equity financing than debt financing when multinational 

banks are investing in their international movements, given 

diverse country risk levels. 

Table 2. GMM estimates for Geographic diversification and Risk on profitability. 

Dependent variable ROA 
Augmented model Two-step S-GMM Non-augmented model Two-step S-GMM 

coefficient s.e coefficient s.e 

Lag1_ROA 0.0124*** 0.0237 0.1325** 0.104 

CoRisk_GeoDiversi 0.0115** 0.0310 - - 

CoRisk_Debt -0.0014** 0.0523 - - 

CoRisk_Equity 0.2381*** 0.0005 - - 

Country risk - - -0.1281*** 0.0011 

Goeg_Diversification - - 0.2038** 0.0924 

Debt financing - - -0.0151* 0.0412 

Equity financing - - 0.1184** 0.0121 

Bank Assets (log) 0.20110** 0.1151 0.1940** 0.0153 

Country size (log) 0.0111** 0.0133 0.1421* 0.0031 

Constant 1.2312* 0.0121 1.0842** 0.0101 

Number of banks 146  146  

Observations 2190  2190  

Number of instruments=j   24  

AR(1)p   0.0133  

AR(2)p   0.6511  

Hansen p>ch2   0.5718  

Diff-in-Hansen testP (GMM)   0.5232  

Diff-in-Hansen testP (iv)   0.5993  

Asterisks *, **, *** indicate that the coefficient or statistic is statistically significant at 10, 5 and 1 percent significant level respectively. 

Source: Author’s regressions 

In Table 2, the number of instruments j, is much lower 

than the number of multinational banks N in both D-GMM 

and S-GMM models thereby fulfilling the basic condition to 

keep the results reliable [16]. Also, the results from 

Arellano-Bond test for zero autocorrelation in first-

differenced errors, the Hansen test of over-identifying 

restrictions, and the difference-in-Hansen tests of 

exogeneity of instrument subsets suggest that the 

underlying assumptions are not violated because their p-

values are very high. This leads to a conclusion that the 

estimated results are efficient, robust and reliable, and the 

model is well specified. 

4. Conclusions 

Within the geographical scope of Sub-Saharan Africa, this 

paper aimed at investigating key strategies for country risk 

management by multinational banks if they are to keep making 
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profits. First, the paper examined whether country risk and the 

corporate strategy constructs (geographical diversification, 

debt and equity financing) affect profitability of multinational 

banks. Results show country risk negatively affecting 

profitability. Save for debt financing, results find other 

strategies positively affecting profitability. Second, on what 

strategies to manage country risk, in the long run, 

multinational banks should not fear opening new branches in 

new territories. Therefore, both the ‘where to go for investment’ 

and ‘source of capital’ are key strategic management questions 

requiring planning and proper decision making by 

multinational banks. The paper recommends that as long as 

equity finance strategy is used for investment, firms should not 

fear country risk in diverse economies. 
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