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ABSTRACT
Tlis paper investigates empirically the impact of trade openness on the inflows of foreign direct investment
(F DJ) in Nigeria during the period of economic liberalization (J 986-2()()6). Annual data all FDI infiows,

in 'lation rate, total trade volume, oil expoi ts, and government overall fiscal deficit/surplus were collected
through secondary sources. The data collected ,l'ere analyzed using a semi log-linear regression method.
The results indicated that openness to trade impacted on the FDJ inflows positively and significantly during
the economic liberalization period. This implies that, government resolve to open the economy to foreign
investors contributed greatly to inflows of FDJ. Also the results from the control variables indicated that
besides openness to trade, the availability of natural resources has promoted inflows of FDl, while price
instability had retarded it. The study recommends that government should continue to embrace the policy of
trade openness, fiscal discipline among others to attract greater FDI inflows.

1.

INTRODUCTION

Trade openness refers to the systematic removal of administrative and other forms of controls on
the international capital movements, in order to improve the balance of payment, reduce temporary
shocks on income and consumption and to increase the rate of growth of the economy. The concept
of trade openness is in line with the provisions of the "Washington Accord" which recognized
interest rate liberalization, competitive exchange rate, investment inflows and deregulation of
economic activities (Obadiah, 2005). The opening of the Nigerian economy which started in 1986
with the liberal ization of macro-economy gave rise to increased foreign investment, increased trade
and technology spillovers.
Trade openness has resulted in the removal of capital controls in emerging economies
thereby encouraging increased financial integration. Trade controls in form of taxes, outright
prohibitions or stringent procedures constitute major obstacles to foreign capital flows. When a
country opens up its economy, it usually experiences larger inflows of capital as foreign investors
react to the opportunity. Developing countries with low savings capacity, need foreign savings to
bridge the gap. These savings come inform of capital inflows which spur up economic activities.
For instance, the policy of bank consolidation gave rise to capital inflow of about N6.7 billon in
2005. Trade openness generates capital inflows which in turn transforms the general investment
environment, generates multiplier effects and enhances savings and output levels.
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Before, 1986 when the Nigerian economy was greatly regulated, the country practiced a
protectionist policy. This led Nigeria to be branded "slow trade liberalizer" due to its inability to
fully open up to trade in goods and services (Aremu 2005). The policy of indigenization actually
led to a great reduction in the inflows of foreign capital.
However, since the introduction of structural adjustment policy which urshers in trade
liberalization, financial depth has improved thereby.providing external sector viability through
competition, particularly since the introduction of democratic governance in 1999.
Therefore, given the importance of trade openness, in attracting capital inflows, this paper
seeks to empirically investigate the impact of trade openness on the inflows of foreign direct
investment in Nigeria particularly since the introduction of Economic liberalization policy in 1986.
The rest of this paper is structured as follows:
Section II provides a review of theoretical frame work, section III provides the methodoiogic issue,
Section iV analyses and discusses the findings while section V concludes the study with some
policy recommendations.

II

THEORETICAL ISSUES

The concept of trade openness can be best understood in the context of balance of payment.
Trading may be in form of visible or invisibles, unrequited transfers and capital account involves
transactions. The balance of payment therefore comprises, the current account and capital account.
The current account transactions in visible, invisible goods and services as well as unrequited
transactions. The capital account is a record of international exchanges of assets and liabilities (Ojo,
2005). The elements of capital account are foreign direct investment, (FDI), portfolio investment
and loans.
Developing economies, especially, in sub-Saharan Africa have undertaken significant
economic reforms in the financial sector "in the recent years, but these reforms have not enhanced
their status in the global economy. This is partly because these countries have not fully acceded to
HAF Article VIII provisions which recommend full trade openness or liberalization to achieve
economic integration, welfare and growth,
Trade openness is a policy of creating a level playing ground for all economic agents that
are interested in a particular economic activity, it could be seen as opening up a sector for new
entrants thus creating compel ition or opening up for international players to enter the local market.,
Trade openness as a stand-alone policy is unlikely to produce the desired outcome unless
certain environmental conditions are met and it is complemented with other supportive policies.
Without the proper policy complementarity openness to trade may precipitate foreign exchange
crisis. It is not the state of the development of an economy that makes openness to trade precipitate
crisis, rather it is the environment in which the openness policy is done (Biodun, 2005). The
ultimate aim of trade openness is to allow the free flow ofFDI. However, in an economy that lacks
the absorptive capacity, or has a weak economic fundamental. opening up the economy through
trade liberalization may be injurious to the economy. Depending on the state of an economy, and its
fundamentals, net outflow of FDI is equally not necessarily harmful to an open economy. Perhaps
an important thing to note is the need for consistency and robustness of policies so as to retain
investor's confidence.
In developing economies, like Nigeria, trade openness has proved to be good especially
when combined with interest rate liberalization, against the backdrop of weak macroeconomic
policy environment and financial markets. For instance in 1987 when interest rate was deregulated,
the domestic interest rate tended to rise significantly than international interest rates, producing a
gap that ordinarily encouraged capital flows. Where openness encourages capital inflows, the local
currency may appreciate, while domestic liquidity may expand generating inflationary pressures.
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FDI seems to be the best and most desirable form of capital inflow in relation to bank loans.
So countries whether advanced or emerging are often encouraged to attract FDI and other longterm flows through trade openness policy (Obadan, 2004). There is a tendency in developing
countries to seek to attract FDI without providing certain conditions necessary for FDI to thrive.
Some of these conditions include macro-economic stability, fiscal discipline, strong and liquid
financial market, minimal interest rate differential, flexible exchange rate management policy,
robust external reserves, and fast growing GDP. Openness to trade without these conditions being
met may be costly. According to Bhagawitti (1998), Rodrik (1999) and Biodun (2006), openness to
international capital flows can be dangerous if appropriate controls, regulatory apparatus and
macro-economic frameworks are not in place. This is also in line with arguments of Rogoff (2002),
Cobbam (2001) and Klain (2004).
Trade openness is one of the Iynchpins of global ization and it is often seen 3S ar inevitable
path to economic development for developing countries. Opening the economy wo.ild permit
financial resources to flow from capital abundant countries to capital deficit countries, The
openness policy when effectively implemented, allows resources to flow into the 'iberalizing
economies thereby reducing cost of capital, increasing investment and promoting economic growth
(Ayodele 2004, Fischer, 1998 and Henry 2003).
II-I

ARGUMENTS FOR AND AGAINST TRADE OP::LNNESS
The unanimous agreement on the beneficial effects of trade openness on growth dates back
to the: emergence of the Washington Consensus in the early 1980s. The consensus emerged in
response to the economic crisis affecting most developing ccuntries at the time triggered by debt
crisis. However long-term economic growth is generally seen as being dependant on openness to
trade (Dollar., 1992, Sachs and Warner 1997).
Some forceful arguments have been raised to prove that trade openness is the progenitor of
poverty and that particularly to LDCS, there is no worse deterrent to grcwth since the 1980s than
the IMF/World Bank imposed trade openness/liberalization
policy or reforms, Change (2000)
argued that the bulk of today's developed world did so Linder protectionist policies (Jut would 110t
allow present day less developed countries to grow with the same hedges they enjoyed.
However, the Australian International Development Agency unequivocally proclaimed "no
country that has closed itself off from world trade and investment has grown for long or reduced
poverty". It asserts that openness to trade boosts income of the poor and reduces global poverty.
For instance, a study conducted by Sachs and Warner (1997) using 73 developing countries
including China, India, Brazil, Mexico, Malaysia and Philippines, found that those countries
increasing their openness to trade have grown on average fastc. than those that did not, and faster
than most rich countries. They argued that annual income in such countries grows by at least 5
percent while annual income in countries where trade is restricted grows by less than 1 percent.
It is admitted that trade openness could impose some cost as industries make adjustments to
accommodate greater international competition. However, other sectors prosper as a consequence
of greater access to world markets and over time they absorb workers who lose their jobs
elsewhere. Even for the very poor, openness to trade especially in agriculture, allows them to buy
basic goods more cheaply. Dollar (1992) was of the view that those countries which have seized the
opportunity offered by more open world markets to increase exports and attract inward investment
have made the greatest strides in reducing poverty.
According to Obadan (2004), the much needed benefit of trade openness is the opportunity
of increasing the array of assets available in the local markets as well as efficiency and competition
in the provision of financial assets. As a corollary of market competition and efficiency, it promotes
preservation of policy discipline. It also allows for Intertemporal . optimization and risk sharing
through portfolio diversification. Intertemporal optimization allows an economy experiencing
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temporal recession to borrow from foreign economies to smoothen its consumptions stream, which
reduces its dampening effect on domestic aggregate demand. If external debt position is adjudged
sustainable, this contributes significantly to welfare enhancement.
Openness to trade allows for international portfolio diversification. Domestic market agents
have the opportunity of diversifying country specific risks which ordinarily cannot be diversified
under trade restriction policy. Openness creates a climate to attract investment both within and
outside the country. Foreign direct investment (FDI) in particular creates employment
opportunities, facilitates the process of technology adaptation and promotes growth.
The opponents of trade openness argue that it does not only overheat the economy as a
result of capital surge and expansion of aggregate demand, it also increases volatility in prices and
exchange rates due to volatile movement of capital flows and transmission of foreign shocks. Dani
(J998) and Stiglitz (2002) argue that openness to trade attracts speculative hot money that makes
the economy more susceptible to financial crisis. Due to asymmetry of information in many
developing countries, markets become inefficient and negative effects of openness could manifest
in form of moral hazard (Ayodele, 2006).
II-1: NIGERIA'S TI{ADEPOLICY (1960-2006)
An assessment of Nigeria's trade policy since the 1960's reflects a trend which has been
known to characterize uncertain and unpredictable trade regimes the world over. Trade policy since
the 1960s has witnessed extreme policy swings from high protectionism to liberalism. Tariffs have
at various times been used to raise revenue, Emit imports to safeguard foreign exchange or even
protect the domestic industries from competition (Adenikinju 2005). In addition, various forms of
non-tariff barriers such as quotas, prohibitions and licensing schemes have on various occasions
been extensively used to limit imports of particular items.
The overall pattern portrays the long-held belief that trade policy can be used to influence
the trade regime in directions that can promote economic growth. Attempts were made to use trade
policy to promote manufactured exports and enhance the linkages in the domestic economy, to
increase and stabilize export revenue and scale down the country's reliance on the oil sector
(Benjamin 2009). Trade policies were accordingly directed at discouraging dumping, supporting
import substitution, stemming adverse movements in the balance of payment, conserving foreign
exchange and generating revenue.
During the first decade of independence, Nigeria pursued an import substitution
industrialization strategy. This involves the use of trade policy to provide effective protection to
local manufacturing industries, through such measures as quantitative restrictions and high import
duties. During this period, all imports of spare parts and machinery were restricted and exchange
controls on the repatriation of dividends and profits were enforced.
Although the import substitution strategy continued even after the civil war in 1970, trade
policy between 1970-1976 assumed a less restrictive stance due to post war reconstruction. Thus,
only items regarded as non-essential consumer goods were restricted while tariff rates on raw
materials were reduced. Exchange controls and profit repatriation were also relaxed.
However, from 1981, there was a policy shift towards exports promotion and use of local
raw materials in industrial production. The central objective of trade policy was to provide
protection for domestic industries and reduce the perceived dependence on imports. During this
period, certain items were brought under specific import license and foreign exchange regulations
became more stringent.
The introduction of Structural Adjustment Programme (SAP) in 1986 heralded the regime
of trade openness or liberalization. The imports and export licensing and exchange controls were
abolished. As an integral element of SAP, trade openness was encouraged based on the fact that it
enhances welfare of consumers and reduces poverty as it offers wider platform for choice from
among variety of quality goods. It is against this backdrop that many developing counties
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liberalized their imports, reduced average tariffs and dismantled trade barriers. The tariff structure
over the period 1988 - 2001 increased import duties on raw material and capital goods while tariffs
on consumer goods were slightly reduced. This was aimed at reducing distortions in resource
allocation and combating smuggling (Olaniyi, 2005) .
Nigeria trade policy between 1999-2006, had been contained in the "NEEDS" document,
which has been geared to enhancing competitiveness of domestic industries and to encourage local
value added as well as diversify exports. The mechanism adopted to this end is gradual
liberalization of the trade regime. Thus the government intends to liberalize the trade regime to
ensure that the resultant domestic costs of adjustment do not outweigh the benefits. Current reform
packages are therefore designed to allow a certain level of protection of domestic industries.
III-I: SOURCES OF DATA
In this study, secondary sources of data were used. Secondary data was obtained from
various issues of Central Bank of Nigeria (CBN) statistical Bulletin, Annual Reports and Statement
of accounts.

III-2:

METHOD OF DATA Ai~ALYSIS

In this study, a semi log-linear regression method ha i been adopted to test the null
hypothesis that trade openness had no impact on the inflows of foreign direct investment CfDI) in
Nigeria during the period of economic liberalization. This method had been adopted to avoid the
consequences of mis-specification of the model such as serial autocorrelation.

Table I
DEFINITION OF VARIABLES
FDI/GDP = Foreign direct investment inflows as a percentage
ofGDP,

I T!(rDP
i

I

= The share of total trade in GDP, a proxy for trade
openness (Rodrik and Rodriguez 2000, change,
Kaltani and Norman, 2005, Hebbel 2004)
IFR= Annual inflation rate .

.NA TEXP = The share of oil export in total export, a proxy for
availability of natural resources. (Jacques, 1999,
and Asiedu, 2005)

I C.rDS/GDP Government
U1t = error term
0=:

HI-3:

fiscal deficit/surplus

eVa GDP)

SPECIFICATION OF THE lVIODEL
In attempt to determine the appropriate relationship between the regressand and each of the

regressors, we specify the model as follows:
LOGFDIIGDP= bo+b] loge T/GDP+b2 GFDS/GDP
+b3 NA TEXP + b, loge IFR

]24
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The above equation, represents the appropriate model for the relationship

during the economic

liberalization period, 1986-2006.

IV-I:

EMPIRICAL RESULTS
The empirical results are presented in table 2 below as follows:

TABLE 2
REGRESSION RESULTS
Dependent variable FDIIGDP: 1986-2006

I In T/GDP

Constant

I GFDS/GDP

I NATEXP

1. ! 27
0.432
-().024
1.050
S: E(4.221)
(0.124)*
(0.020)""
(0.201)*
R2 =90.64%. R2-adjusted = 86.4%, F-ratio = 6.450
F JSig) = 0.015, ;)\V = 2A03
Note: (1) figures in bracket represent t he standard errors of
estimate.
(2) Regression results are obtained from analysis carried
out using data as shown on appendix 1.
(3) * represents significant at 5% level while **
represents not significant at 5% level.

In IFR

-0.042
(0.010)*

The information on table 2, can be; shown tl1U5:
In FDI/GDP

=

1.127+0.432 In T/GDP - 0.024
(4.221)

(0.12;t)*

GFDS/GDP + 1.050 NATEXP - 0.042 InlFR
(0.020)**

(0.201)*

(0.010)*

R? = 0.9064, R2 - adjusted = 0.864
F-ratio = 6.450, F (sig) = C.015, DW = 2.403

Where:

R2 = coefficient of determination
R2 - adjusted

= adjusted

DW

-Watson

= Durbin

F(sig)

=

significance

coefficient
statistic a measure of serial ante-correlation.

of F- statistic, a measure of overall significance of regression

equation.
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DISCUSSION OF FINDINGS
The trade openness variable (T,IGDP) met a priori expectation by having positive sign. Also
the coefficient was found to be significant at 5 percent level. This implies that greater trade
openness which the economy experienced particularly between 1999-2006 actually contributed to
increased inflows of foreign direct investment (FDI). This result is in line with the findings of
Hebbel (2004), change, Kaltani and Norman (2 )05), Rodriquez and Rodrik (2000) and Sachs and
Warner (1995,1999). These studies concluded that increased trade openness attracts capital inflows
in form ofFOI and promotes efficient allocation of resources through comparative advantage.
All the control variables such as government overall fiscal deficit/surplus as a percentage of
GDP, (GFDS/GDP), the inflation rate (IFR), anc.availability of natural resources (NATEXP) met a
priori expectation with respect to signs. However, only the NATEXP and IFR. were found to be
statistically significant at 5 percent level while GFDS/GDP was found to be statistically
insignificant at 5 percent level. The implication of these findings is that the ability of Nigeria to
attract foreign direct investment (FOI) during the economic liberalization period was determined
not only by openness to trade but also by her comparative location advantage in oil and other
natural resources.
It also implies that price instability had oeen an inhibiting factor to FDI inflows in Nigeria.
Intlation depicts macro-economic instabilitv which had been proved to be an impediment to FOr
inflows (Isu, 1987, Rogoff and Reinhart, 2~)02). On the other hand, the result on GFDS/GD?
variable implied that the frequent overall fiscal deficit of government within the period did not
impact much en the foreign investors' decision to invest in the Nigeria economy. This is contrary to
expectation became sustained overall fiscal deficit represents macro-economic instability,
corruption and resources misapplication which ordinarily should retard FDI inflows and growth in
line with the arguments of Fernandez-Arias and Montiel (1996), serven and Solimano (1992) and
van Wisbergen (1993). The reason may be attributed to increased trade openness through reduction
tc trade barriers and tariffs, and natural resources availability which promoted the FDI inflow not
withstanding corruption in government spending habit.
The result also showed absence of serial auto-correlation in the data used with Durbin Watson statistic of2.403. Also the overall regression equation was significant. This was confirmed
by the significance of F-statistic of 0.015 and F-ratio of 6.450. The coefficient of determination of
90,64 per cent showed that the regressors explained largely the variations in the regressand. This
implies that trade openness, availability of natural resources, inflation rate, and overall deficit or
surplus of the government are important determinants ofFDI inflows in Nigeria, particularly during
economic liberalization period.
1

V-1:
I.

CONCLUSION
Based on the findings, the following conclusions emerge.
Trade Openness is an important determinant of FDI inflows in Nigeria. The introduction of
Structural Adjustment Programme (SAP) in 1986 and subsequent enthronement of
democratic governance in 1999 actually allowed for foreign participation in terms of
investment in the Nigeria economy. The structural Adjustment policy promoted economic
liberalization through the interplay of market forces, gradual removal of trade barriers and
tariffs and encouraged the establishment of free trade zones. The Democratic governance
allowed for economic and trade openness through image building campaigns and reduction
of trade barriers. The economic openness policy of the government between 1986-2006
actually contributed to increased inflows of FDI.
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Besides trade openness policy, the availability of natural resource, principally determine the
capacity to attracting inflows ofFDI in Nigeria.
.
Government sustained overall fiscal deficits insignificantly determine capital inflows in
Nigeria.
Price instability which has been the bane of Nigerian economy constitutes an impediment to
FDI inflows.
Opening the economy to international trade brings about significant growth improvements.
Liberalizing countries tend to experience significantly higher volumes of trade, foreign
direct investment rate and most importantly growth rates.

V-II: POLICY RECOIVllVIENDATIONS
I.

Empirical evidence on the impact of trade openness on inflows
FDI has shown that mere
removal of trade barriers may not lead to higher growth rate except it is accompanied by
complementary reforms to improve efficiency and growth. Impact of trade openness on
investment depends on the existence and degree of distortions i:l non trade institutions as
well as on tne feasibility of removing those distortions. Therefore it is recommended that
the government should complement trade openness policy with sound economic reforms
which will rekindle foreign investor interest to invest.

2.

Openness and increased capital flows it generates can bring significant benefits to a country
which becomes more integrated into the global economy. However, capital flows and their
volatility may pose daunting challenges of macroeconomic management for a developing
country like Nigeria, given the inherent characteristics of Nigerian economy, the weakness
of her economic institutions as well as the associated information asymmetries and policy
distortions. Therefore, prior cost-benefit analysis is required before the economy is
completely opened to ensure that uncertainties and distortion are checked through the use of
sophisticated human and institutional capacity building.

3.

The country must pursue macroeconomic stability. stem down inflation especially proper
coord ination of fiscal and monetary policies. In particular maintain fiscal discipline which is
one of the ten planks to the Washington consensus and ensure consistency between
monetary and exchange rate policies. These are the sure ways in which openness can lead to
faster growth.
Nigeria's recent economic reforms have set the country on a path of recovery, including
meeting the basic prerequisites for complete trade openness. However, these need to be
deepened and sustained, including underpinning the reforms through legislation. This is
even more important in the case of an oil dependent economy such as Nigeria'S which may
be susceptible and vulnerable to large external terms of trade shades.

4.

5.

The capital market needs to be broadened and deepened to provide avenue for foreign
investors to invest. The growth effect of trade openness is nearly zero for countries with low
income or per capital GDP and shallow capital market (Hebbel 2004). In line with
Borensztein, De Gregorio and Lee (1998), and Alfaro, Chanda, Kalemli-Ozean (2003)
arguments, the growth effect of openness to trade as well as FDI is significantly positive
only when the host country has respectively sufficient high human capital and high capital
market depth.
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The Nigerian economy should not be regulated to the extreme. Regulation is necessary to
ensure sanity but not to the extent of preventing resource and factor mobility. Bolaky and
Freund (2004), found that trade openness promotes growth only in countries that are not
excessively regulated. They argued that in highly regulates countries, growth does not

accompany trade openness because resources are prevented from flowing to the most
productive sectors and firms and trade is likely to occur in goods where comparative
advantage is actually missing.
7.

The Ministry of Finance, Central Bank and National Planning Commission should jointly
adopt a framework for risk management, particularly as volatility of capital inflows
resulting from. trade openness can destabilize government finances and breed
macroeconomic instability. The Central Bank should continue ;:0 fine-tunc reforms in the
financial sector to breed confidence to foreign investors.
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APPENDIX I
FDI INFLOWS AND MACRO-ECONOMIC

Year

In FDIIGDP

In IFR

POLICY INDICATORS FOR NIGERIA (1986-2006)
In T/GDP
GFDS/GDP
NATEXP

1986

0.010

-1.686

-1.586

-11.3

0.9381

1987

0.802

-2.322

-0.826

-5.4

0.9291

1988

0.i66

-4.025

-1.014

-8.4

0.9116

1989

1.831

-3.922

-0.918

-6.7

0.9490

1990

0.561

-2.015

-0.568

-8.5

I

0.9703

1991
0.770
-2.5S7
-0.382
-11.0
i 0.9615
~-------~-----------+--------1_--------~----------_+I------~
1992
0.982
-6.097
-0.441
-7.2
10.9794
1993

! 1.454

--LO·i8

-0.489

-15.5

i,.0.9772

f-----__:If--:-:-:-----+"-----t-~~--+-::::-::-----_r_::___=_~-__i

-0.901
-7.7
i 0.9740
~--------~-----------~i-------~

1994

0.896

1-4.033

1995

1.358

-4.292

1.384

-3.371

1999

0.993

-1.887

-0.517

-8.4

I 0.9836

2000

0.859

-1.932

-0.507

-2.9

i 0.9872

~

-0.135

0.1

F395

1_10.°.'2

I 0.9757

i n 9S~1

~:--+--~-:~-:7-5
-----iI-~-=-~:--:-~-,~-:-:....---T:::-~~-~---+--4-.7-----i-I-~-::-::::
!

-j
__J

2001

0.875

-2.939

-0.494

-4.7

0.9860

2002

1.261

-2.557

-0.650

-5.6

0.9495

2003

1.421

-2.639

-0.345

-2.9

0.9675 ~

2004

1.3]9

-2.708

-0.332

-1.5

I 2 OD~

1.269

!

t-I

--+_-2_._8)_5__ -+-_-0_.4_1_5

2-0-0-6-----+-1-.1-4-7------

L_

~

~

-2.104
~~

-0.789

-r-!

I

_-

:_.l

-0.6

__
.--~_~'-------~------

SOURCE: CBN Statistical bulletin

V,1flOUS

issues and Author s

calculations.
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