A CRITICAL SURVEY OF INTERNATIONAL TRADE AND ITS IMPACT ON POVERTY REDUCTION IN NIGERIA
ABSTRACT

Many developing countries are competing to attract foreign direct investment with a belief that it can be a tool for poverty reduction because it serves as supplements to domestic savings and it is often accompanied with technology and managerial skills which are indispensable in economic development. Foreign direct investment can contribute in significant ways to breaking of growth – poverty vicious circle and there lies Nigerian hope. The Nigeria government has opened several economic sectors to foreign investors and issued several investment incentives. Since the market oriented economic reforms took place in Nigeria emphasis has been given to attracting FDI. In this study, the relationship between FDI and poverty reduction is analyzed empirically. It is based on secondary data which was collected from the central Bank of Nigeria and the World Bank’s world development indicators. The period covered in the study is 1980-2012. The model was estimated using the Ordinary Least Square Estimation Approach. The results show that FDI has a positive but not significant impact on real per capita income and hence does have the potential of reducing poverty in the country. The insignificant impact on the Nigerian economy may be due to the under development of human capital, backward institutions, crowding out of domestic investment or other reasons which require further investigation, the fact that FDI does not have a significant impact on poverty reduction has an important implication for policy markers, especially trade and FDI policies must be checked in order to make FDI growth enhancing in Nigeria.
CHAPTER ONE

INTRODUCTION

BACKGROUND OF THE STUDY

Poverty has been on the rise in the Nigerian economy for the past two decades, and the plague was particularly severe in the 1980s. As a result, it becomes critical to use all relevant economic factors to correlate economic growth with poverty reduction. The level of development in Sub-Saharan Africa is such that recent economic performance looks to be on the decline, and despite the progress made by a few African nations, the overall picture suggests that many of them will not fulfill the Millennium Declaration's aims and aspirations (Akinmulegun, 2012).

The ability to relate poverty reduction to trade policy practice is based on the assumption that the efficacy of trade via import and export facilitation is targeted at long-term economic growth and the development of productive capabilities, highlighting the relevance of pure international trade theory. Trade is sometimes referred to be the engine of growth, and its potential is expected to help restore African economies. As a result, establishing an indirect relationship between trade policy practice and poverty reduction will be required (Falki, 2009). That is, the process by which greater productivity is facilitated by openness to trade through the employment of trade policies, allowing nations to utilise more of their plentiful factor endowment to boost economic growth and therefore reduce poverty (Falki, 2009).

It is vital to emphasize that there is no clear link between trade policy in practice and poverty alleviation. The reason for this is because Nigeria, like other developing nations, relies entirely on primary products to allow international commerce through an import-substituting industrial sector. It is also only through the development of a variety of new institutional and infrastructural economic facilities, such as new agricultural technology developed and adapted to conform to the country's agro-climatic and soil conditions, the establishment and strengthening of schools, universities, hospitals, technical training centers, and research and development institutions, as well as the maintenance of a good network of roads and other transportation and telecommunications facilities, that the country will be able to achieve its goals (Adeolu, 2007). In a modernized economy, it is also necessary to enforce a free and transparent legal system that supports the rule of law. With the development of export, import, and economic factors, this would undoubtedly result in sustained economic growth aimed at reducing poverty through trade (Adeolu, 2007).

One of the positive roles international trade can play in improving the growth of the economy via export expansion is promoting the positive role of export in increasing the import capacity capable of improving the domestic capacity to the point where the huge external debt overhang is unable to neutralize such improvement. This is measured in terms of the yearly resources spent on repaying external debt. Otherwise, in light of the potential for enhanced future trade relationships, it will send a bad signal to donor agencies (Omorogbe & Ubeagbu, 2007).

Despite being tied to the world economy through commerce, the Nigerian economy as a national entity has failed to relate the majority of Nigerians' welfare, life, and livelihood to the circumstances available in the international economy. A notable example is the agricultural industry, which employs over 60% of the Nigerian workforce but does not reflect this proportionally in terms of agricultural exports to welfare. Aremu (2004), Aremu (2004), Aremu (2004), Aremu (2004), Aremu

However, it can be seen that export expansion has not been sufficient to generate economic development. This has been the petroleum sector's strategy, which has only resulted in "enclave-led growth" in a few sectors and geographical areas of the country. Transnational companies (TNCs) in the sector appear to benefit more from the money generated (Omorogbe & Ubeagbu, 2007). The development of an inclusive kind of economic growth capable of alleviating poverty through export expansion must be focused at expanding economy-wide income earning opportunities via competitive economic activities such as export and import (Akinmulegun, 2012). Both marketable and non-tradable commodities and services would be engaged. This would have to happen at a faster pace of economic activity than the rate of expansion of the productive labor force in the economy. As a result, this explanation emphasizes export expansion as a required condition that necessitates a holistic developmental connection of the entire economy experiencing expansion at the same time as a sufficient requirement. With these concerns in mind, the purpose of this study is to look at the trade policy practice-poverty link as it relates to the growth of the Nigerian economy. This is in consideration of the possibilities of reducing poverty through the use of trade policy, given that the Nigerian economy currently has a weak export performance that appears to be concentrated on one product, namely petroleum (Akinmulegun, 2012). Given the volatile price of crude oil, the aforementioned sector offers little or no assurance that exports would impact growth rates in such a way that the resulting economic expansion will result in poverty reduction. As a result, it raises doubts about trade policy's potential to institutionalize the enrichment of impoverished countries.

STATEMENT OF RESEARCH PROBLEM

This study aims to conduct in-depth research in order to identify solutions that conceptualize a relationship given the practice of international trade policy issues that encapsulate poverty and inequalities within the Nigerian economic framework, with the goal of achieving economic development and growth that is indicative of poverty alleviation (Adeolu, 2007).

This raises the question of how to find accommodations in literature that emphasizes the link between trade policy practice and poverty, which supports the aforesaid relationship. It entails examining the influence of international specialization on economic advancement on the one hand, while ensuring that it does not have a negative effect on household welfare on the other (Akinmulegun, 2012).

In addition, taking into account the situation of Nigeria's multilateral trading environment, as defined by the World Trade Organization (WTO), this research aims to provide answers as to how the aforementioned trade-poverty link might best relieve poverty in the country's setting.
JUSTIFICATION OF THE STUDY

Previous research on international trade has primarily focused on the individual effects of trade openness and liberalization on the following: macroeconomic indicators in various sectors of the global economy; national government roles; overall influence on world trade; and sectorial impact within national economies. However, from the standpoint of international trade policy, the rising prevalence of poverty has yet to get enough consideration. With the current focus in Nigeria on the Millennium Development Targets (MDGs), it appears that the first and eighth goals will both benefit from the previously indicated international trade viewpoint on poverty reduction. These objectives are as follows:

Extreme poverty and hunger must be eradicated.

Developing international development partnerships on a global scale (Nigeria MDG report, 2006).

This is because, by 2015, the Millennium Development Goals are predicted to have halved the poverty rate in 1990, on time (World Bank 2000) and perhaps ahead of schedule ( Ravallion, 2003) Taking the Nigerian context into account, this research looks at how trade liberalization and policy should be restructured to benefit poverty reduction in the country.

This research aims to investigate Nigerian trade policy and its development processes, as well as how trade policy has been integrated into national development policies aimed at poverty reduction.

As a result, the study's explanation is based on overcoming some of the nation's concerns with the implementation of WTO requirements.

OBJECTIVES OF THE STUDY

The major objective of this study is to examine of how trade policy and the policy formulation process has effectively been streamlined into overall national development strategy. This will possibly explain a relationship between the practice of international trade policy and poverty reduction. However the specific objectives of this study include:

To determine the effect of international trade practice on economic growth

To determine the effect of economic growth on poverty reduction.

To examine the effect of trade policy effect on poverty reduction.

THE RESEARCH QUESTIONS

Theoretical and analytical literature on the relationship between international trade, poverty reduction and welfare is aimed towards analyzing pertinent issues which are best expressed by the following questions:

Is there a direct relationship (or indirect) between the practice of international trade policy and economic growth?

Is there a relationship between economic growth and foreign direct investment towards poverty reduction?

RESEARCH HYPOTHESES

The research hypothesis that would be analyzed and tested during this study includes:

H0: There is no relationship between poverty reduction and practice of international trade policy in Nigeria.

H1: There is a relationship between poverty reduction and practice of international trade policy in Nigeria.

H0: There is no relationship between international trade policy practice and economic growth in Nigeria.

H1: There is a relationship between international trade policy practice and economic growth in Nigeria.

H0: There no relationship between economic growth on poverty reduction. 

H1: There a relationship between economic growths on poverty reduction.

SIGNIFICANCE OF THE STUDY

Given the above objectives this study will be guided towards arriving at possible conclusions for averting the inherent limiting factors related to poverty incidence within the Nigerian economy. Research within this study is directed towards maximizing the advantages of an economy wide expansion of income earning opportunities. This would involve exports and import competing economic activities. Thus, it is expected that further research in this and other related areas would find the results of this study a useful source for welfare improvement, economic growth and policy recommendation guideline.

THE SCOPE OF THE STUDY

This study covers analysis of poverty incidence within the Nigerian context highlighting selected sectors of the economy. It would be carried out through a descriptive/qualitative and quantitative analysis on the impact of the practice of international trade policy so far on poverty reduction in Nigeria. The process would be by estimating the variables of poverty reduction in line with economic growth rate changes due to trade policy activities on investment, government expenditure, welfare improvement and real income improvement.

CHAPTER TWO

LITERATURE REVIEW

A Brief Review of Trade Policy Reform Measures in Nigeria Since 1986

At independence, the government was a major player in the rural, largely agricultural, sector both as a producer and facilitator. Before the commencement of the SAP (Structural Adjustment Programme) in June 1986, rural poverty and income distribution activities was largely related to agricultural development since majority of the rural labour force are engaged by this sector. Thus, agricultural development and rural development were seen to be synonymous. A major framework for implementing agriculture related trade policies included a Marketing Board Policy, through which all exportable agricultural products were purchased by the Boards on behalf of the government at prices far lower their world prices, thus regulating the reward to rural labour. Commodity Marketing Boards were established in 1977 by the Federal Military Government to take care of specific export crops such as cocoa, rubber, roots and tubers, etc., which were largely produce by the rural labour force. In other to boost production and diversify export base, the government decided to use the economic reform package as a channel to increase the incentive to the agricultural sector. This, it is hoped, will increase rural income and hence attract resources to the rural economy.

Undoubtedly, the exchange rate reform measure is the most profound trade policy reform measure introduced since 1986 in terms of getting prices right and boosting rural income and agricultural productivity. At the commencement of the reform measures, it was argued that the domestic currency, which was administratively fixed by the relevant monetary authority, was highly overvalued Olofin 1992; Abebefe 1995; and Agbaje and Jerome 2004). Major exchange rate re-alignments were needed if the goal of stimulating agricultural production and export is to be achieved. It should be noted that exchange rate reforms were aimed not only at the agricultural sector but was a measure aimed, amongst other things, at ensuring external balance and improve competitiveness. Hence, it was expected that the prices of agricultural exports will rise in domestic currency value terms if major reform measures (in form of series of devaluations) are carried out. The implication for rural poverty and inequality is obvious. Hence, the rate at which the domestic currency will exchange for major international currencies were left to be determined by market forces, with some intervention by the government as deemed appropriate (see Ajayi, 1988; Adubi and Okunmadewa, 1999; Odubogun 1996; and Sanusi, 2004 for detailed discussion of various exchange rate measures introduced since 1986).

The naira which exchange for about a dollar per unit of the naira in 1985 exchanged for about 130 naira per unit of the dollar in 2004. A prominent exchange rate policy measure in the 1980s and the 1990s was the setting up of a Second-Tier Foreign Exchange Market (SFEM) as a mechanism for securing a more market friendly rate for the Naira and aligning relative prices so as to enhance efficiency in resource allocation, and to promote domestic-based production and non-oil exports. The SFEM came into being on September 26, 1986 when the determination of the Naira exchange rate was made to reflect market forces. Different versions of a (managed) float were experimented with over the period 1990-1998. For example a transitory dual exchange rate system (first and second-tier) was adopted in September, 1986. On 2nd July 1987, the first and second-tier markets were merged into an enlarged Foreign Exchange Market (FEM). Various pricing methods, such as marginal, weighted average and Dutch system, were also adopted. On March 5, 1992, the system of pre-determined quota was abandoned for a complete floating of the naira. It is generally believed that the non-abating pressure on the foreign exchange market resulted in this policy reversal in 1994. By 1995, a policy shift was made again to what was termed “guided deregulation” which led to the establishment of the Autonomous Foreign Exchange Market (AFEM). The AFEM transformed into a daily, two-way quote Inter-Bank Foreign Exchange Market (IFEM) on October 25, 1999.

As a policy objective, the liberalization and de-regulation of the exchange control regime is designed to facilitate and enhance trading activities. Items on the import prohibition list have over time been drastically reduced, with government opting to utilise tariff structures to protect end-user product pricing of local industries and discourage frivolous imports. For instance, In 1998, the import prohibition list was reduced to 11 items namely: maize, sorghum, millet, wheat flour, vegetable oils (excluding linseed and castor oils used as industrial raw materials), barytes and bentonites, gypsum, mosquito repellent coils, domestic articles and wares made of plastic materials (excluding babies' feeding bottles), retreaded/used tyres, gaming machines2. Aside drastic exchange rate reform measures embarked upon since 1986, numerous tariff and non-tariff measures were also implemented with the aim of stimulating production and exports of non-oil goods particularly agricultural commodities. In general, trade policy reforms were largely designed to provide incentive for the non-oil sector, particularly the rural agricultural sector with the hope that rural poverty and inequality will be reduced.

Some specific trade liberalization measures undertaken under the SAP includes the removal of bureaucratic controls on trade. Furthermore, the import licensing system, together with exchange control on all current transactions was abolished as soon as exchange liberalization began in

September 1986. The abolition of commodity marketing boards was also followed by abolition of the export prohibition for most items and a reduction in the number of prohibited imported items. The early years of the reform saw the introduction of a new export finance facility and a financing and rediscount facility was put in place to assist private exporters by providing refinancing for the export of both agricultural and non-agricultural products. These measures were supported with the introduction of a duty drawback/suspension scheme which was aimed at enabling exporters to import raw materials and intermediate products for use in the manufacturing of export products. It could be observed that trade policy measures were not only aimed at diversifying the export base of the country, but also to add value to the export of agricultural produce. By 1995, more emphasis was placed on market oriented exchange rate system to enhance export competitiveness. A new seven-year tariff reform programme was also introduced in 1995 with frequent adjustments and changes to the tariff structure. As at 2004, the applied tariff rate averaged about 25 percent, with some exceeding 100 percent. Currently, Nigeria maintains a 150 percent ceiling rate binding on all agricultural goods. In general, recourse to quantitative restrictions on imports is on the decline, Nigeria still bans imports of such products as maize, sorghum, millet, wheat flour, vegetables and plastic articles. Nigeria also enforces a ban for health reasons on all types of meat.

The above review suggests that trade policy in Nigeria has focused both on relative price incentives (in terms of exchange rate and tariff adjustments) and quantitative restrictions in term of quota and outright ban. As discussed earlier the broad objective of trade policy practice in Nigeria is the diversification of export earnings from oil to non oil. Akin to this is the fact that trade policy practice in Nigeria aim at minimising external imbalance. In other words, it is aimed at curtailing incessant importation of consumer goods and protecting domestic production.

Theoretical Thinking on Trade and Distribution

First it should be realised that the issue of trade policy and poverty is very contentious in the economic literature. As Winter (2001) pointed out, poverty is not directly the result of international trade. Poverty is seen to reflect some conditions and situations which include, but not limited to, low earning power, few assets, poor access to communal resources, poor health and education, powerlessness and vulnerability. Hence, Winter (2001) argues that trade policy matters only to the extents (a) that it affects the direct determinants of poverty and (b) that, relative to the whole range of other possible policies, it offers an efficient policy lever for poverty alleviation. Thus, trade policy becomes relevant if it directly impacts on employment, earnings, and resource allocation. Since these variables are influenced by relative prices in the system and since trade policy influences relative prices, then trade policy affects poverty and inequality. Much of the cost and benefits of trade policy reform has been related to the issue of static and dynamic effects of trade. In other words, efficiency and growth (see, for instance, Romer, 1994 and Berg, Andrew, and Krueger, 2002). It is generally believed that if trade policy reform leads to higher growth, then based on the trickle down hypothesis, poverty and inequality will be reduced (Cornia 2004 and Janvry and Sadoulet, 2000).

Economic theory has long demonstrated that although for small countries trade interventions are generally inefficient and wasteful, their inefficiency is usually dominated quantitatively by their redistributive effects (see Bhagwati, 1971; Bourguignon, Pereira da Silva, and Stern, 2002; and Bermudez, 2004 for a detailed discussion of this issue). That is, the net loses from intervention will generally comprise large positive effects for some people/households and large negative effects for others. In this light, it is seen that removing interventions will generally be income-enhancing overall,

it is likely to generate both winners and losers. For example, liberalising an import sector typically redistributes real income from producers to consumers as prices fall, and between different factors of production so that some gain while other lose more heavily than average. Generally, experience with structural adjustment has allowed economists to estimate the impacts of openness and trade liberalization on economic growth and poverty reduction. Many economists conclude from the evidence that openness fosters growth which in turn reduces poverty (Nordstrom, Ben David and Winters, 2002; Berg and Kreuger, 2002). Based on this and similar studies, the World Bank argued in its 2004 Global Economic Prospects (World Bank, 2003) that trade liberalization generally could yield

$500 billion in annual gains to developing countries, with over $100 billion of those gains due to direct (static) improvements in resource allocations as a result of the elimination of distortionary agricultural policies.

Following the Asian financial crisis of the late 1990s, policies of the IMF (International Monetary Fund) and the World Bank, particularly the structural adjustment programme (SAP), came under severe criticism because of the impacts they appeared to have on income distribution. Ever since, both the IMF and the World Bank have identified poverty reduction as a key goal of their strategies. Policies now need to be chosen taking into account impacts on income distribution and the extent to which they reduce poverty. It is now generally acknowledged that while growth may be necessary to reduce poverty, some policies which lead to growth will improve the distribution of income while others make it worse. Where trade policy belongs to in this category is still not clear from the literature. If trade policy stimulates growth then it might be possible to link growth and poverty. This approach is common in the literature (see Ravallion and Chen, 1997; de Janvry and Sadoulet, 1998; and Agenor 2002). A formalization of this approach is given by endogenous growth models (see Romer 1990; Grossman and Helpman, 1991; and Lumenga-Neso, Olarreaga and Schiff 2004). Under endogenous models, growth reflects the contribution to productivity from structural and governance reforms on the one hand, and the adoption of new technology on the other. Trade is seen as affecting long run growth through its impact on technological change—i.e. it influences the rate of change in technological progress. Endogenous growth models, therefore, hold that trade provides access to imported products, which embody that new technology; additionally trade alters (mainly increases) the effective size of the market facing producers which raises returns to innovation; and affects a country’s specialization in research-intensive technologies and production systems. The emphasis is on the fact that trade gives a poor country the opportunity to remove domestic shortages, to overcome the diseconomies of a small domestic market and accelerate the learning rate of the economy. As it is generally argued, if trade increases the capacity for development, then the larger the volume of trade, the greater the potential for development (Meier, 1995).

The basic issues about trade policy and its impact is again well captured by Rodrik (2002) as he argued that trade reform goes beyond changes in relative prices to encompass institutional reforms. Institutional reforms not only alter policy parameters but also behavioural relationships. Hence, Rodrik argues, the resource-allocation and dynamic consequences of trade reform become harder to discern. Household behavior and investment decisions get altered in a way that is difficult to track in the absence of knowledge about the parameters of the economy. When the reform is well-designed and consistent with the institutional needs of the economy, it can spur unexpected levels of entrepreneurial dynamism and economic growth. When it is not, it can result in a stagnation that will appear surprising. Even, when trade policy reform is well designed, reforms come at a cost. As argued by Matusz and Tarr (1999), despite this evidence of improved incomes from trade reform, some policy makers are reluctant to implement trade reform due to fear of excessive adjustment costs. It is argued

that policy makers fears may be based in part on political dynamics of reform (politicians in power fear they will incur the anger of the owners of displaced resources while the benefits may accrue in later years), but may also be based in part on the fact that there is much less written and known on the subject of the nature, magnitude, and duration of adjustment costs. Matusz and Tarr (1999) defined adjustment costs to encompassing a wide variety of potentially disadvantageous short-run outcomes that might result from trade liberalization. These outcomes may include, but not limited to, a reduction in employment and output, the loss of industry-specific and firm-specific human capital, and macroeconomic instability resulting from balance of payments difficulties or reductions in government revenue.

The general conclusion is that knowledge of the distribution of private costs of trade policy reform is also useful because of genuine concerns for an equitable distribution of income. On the other hand, the social costs and benefits become relevant measures when considering the aggregate welfare effect of trade reform. Obviously, reforms should not be undertaken if the costs outweigh the benefits. Even in situations where the benefits of reform are a little larger than the costs, it may not be beneficial to liberalize since policies designed to spread the burden of adjustment by redistributing income are likely to be distortionary and entail a social cost of their own. Matusz and Tarr (1999) argues that this is true whether these policies are motivated by political expediency or by concerns for equity. It was observed that the probability of being able to implement redistributive policies in a fashion that generates political support for reform and minimizes the adverse impact on the distribution of income grows as the ratio of social benefits to social costs increases.

Empirical Literature

The empirical analysis of the impact of economic reform measures on poverty and income distribution has received much attention in the literature. Different techniques and methodologies have been adopted ranging from micro-simulation and econometric models to large scale computable general equilibrium models (CGE). In examining stabilization and income distribution in the case of Indonesia, Thorbecke (1991) observed that adjustment programs restore equilibrium and improve income distribution. The study by Lambert, Schneider and Suwa (1991) for Cote d’Ivoire demonstrates that reduction of public expenditures by cutting wages of public employees reduces inequality but were unable to efficiently reduce poverty. The study further observed that currency devaluation reduces inequality and poverty in Cote d’Ivoire.

Sahn, Dorosh and Younger (1997), and Dorosh and Sahn, (2000) have examined the impacts of trade and exchange rate liberalization on income distribution and poverty in countries such as Cameroon, Gambia, Madagascar and Niger, using Social Accounting Matrices (SAMS) for the period 1989–93. The findings from these studies show that trade and exchange rate liberalization benefits poor households in urban and rural areas. Bautista and Thomas (1997) have also examined the impact of reform, particularly import liberalization, on poverty in the Philippines. The results indicate favourable effects of import liberalisation on income distribution and poverty. Lofgren, Chulu, Sichinga and Simtowe (2001) have also examined the impact of reform on the household in Malawi. The study observed that lower tobacco price plus higher petrol prices penalise nonagricultural population, real depreciation affected the poor disproportionately and real appreciation benefited the urban population. In another study on Indonesia, Robilliard, Bourguignon and Robinson, (2001) observed that reform in the form of the El Nino worsens household welfare more than credit crunch. Examining various reform options such as food price subsidy, public works programme and targeted household transfers, they found targeted transfers to be the most efficient. Decaluwe, Patry, Savard, and Thorbecke (1999)

have also used a CGE model for an archetype African developing economy to analyse the impact of a fall in the price of the export crop and an import tariff on poverty and income distribution. The study demonstrated that reductions in import tariffs are beneficial to the alleviation of poverty.

Aka (2003) examined the effects of the level of fiscal adjustment required to compensate for the drop in fiscal receipt because of the trade liberalization and adoption of external common tariff in WAEMU countries on income distribution and poverty in Cote d’lvoire. The study concludes that the elimination of agricultural exports and import taxes leads to more poor households than in the pre- shock scenario. The elimination of taxes on industrial exports reduces the number of households that are poor in comparison to the pre-shock scenario. In the case of Nigeria, Obi (2003) examines the potency of fiscal policy as a tool for redistributing income in Nigeria. The study observed that targeting of government expenditure seems to be the most potent tool for effective redistribution of income. Moreover, tariff adjustment tends to aggravate income disparity among households. Anderson and Evia (2003) examined the distributive impact of aid flows in Bolivia. The study observed that in terms of income distribution, the impacts differ considerably between the two extreme cases. In the case where more aid is used exclusively for current spending, the ones who benefit most are the skilled workers in urban areas, since these accounts for most of government spending. Those who lose most are rural workers and employers. Rural workers lose because they work in modern agriculture, an export sector that gets hurt by the real appreciation of the exchange rate following the influx of aid. The employers lose because their enterprises become less competitive due to the appreciation. In the case where foreign aid is converted fully into public capital, the distributional impact is completely different. The main winners are urban informals, employers, and skilled workers who are typically employed in public investment projects. The only group that loses in this scenario is rural workers, but they benefit in the end due to the higher level of productivity and incomes in the economy.

CHAPTER THREE

THEORETICAL FRAMEWORK AND METHODOLOGY

This section discusses the method and procedures employed in carrying out the research. It contains the procedures of collecting and analyzing data. Generally, specification of economic model is based on economic theory and on the available data relating to the study. Thus, the two-gap model was employed as a theoretical framework in this study to analyze the impact of FDI on poverty reduction in Nigeria.

The theoretical framework of analysis adopted in this study is the TWO GAP MODEL. The two-gap model is an extension of the Harrod-Domar growth model. The theory purports that investment and development are restricted by level of either domestic saving or import purchase capacity. It is rooted in the works of Domar (1939), Harrod (1946, 1947), and Chenery et al, 1966). The Two-Gap model is the precursor and foundation of more elaborated growth models (starting from Solow-Swan, leading to modern endogenous growth models). According to the model, in the absence of any external or internal financing sources, such as borrowing or aid, supply and demand side of the economy should be in equilibrium. Thus, if countries are left to their own devices, particularly poor ones, attaining equilibrium is certainly a simple matter of necessity, but with a huge price. Economic stagnation, or even economic regression, may arise. This is where Chenery, et al (1966) brought in foreign capital as a vehicle to support a certain target growth rate.

The vicious circle of poverty is perpetuated by the lack of capital. The way to break the cycle is to increase savings and therefore increase capital stock which will lead to increased productivity and higher income. With higher income, the vicious cycle will be broken.

Model Specification

The specification of the model in this study takes a lead in the models specified in the works of Omorogbe et al (2007) and Remla (2012). Specifically, Omorogbe et al (2007) and Remla (2012) investigated the impact of FDI on poverty reduction in Nigeria and Ethiopia respectively. Their complete specification is modified in this study as follows:

The functional form of the model can be specified as follows:

RPGDPt = f (OPEN, GFCF, CP, INFR, INFL,UNEMP, HUMCAP, FDI)

The econometric form of the model can be expressed as:

PCGDPt = β0 + β1OPENt + β2GFCFt + β3CPt + β4INFRt + β5FDIt +β6 UNEMPt +β7 INFLt +β8HUMCAPt +µ

Where: RPGDP =
Real per Capital Gross Domestic Product; GFC = Gross Fixed Capital Formation; CP= consumer price index OPEN=Trade openness; HUMCAP= Human Capital; INFR =Infrastructure; INFL =Inflation; UNEMP =Unemployment; FDI =Foreign Direct Investment; and µ = the stochastic error term. 

Statistical Analysis
In order to develop strong, robust and reliable estimate of the parameters above, the Ordinary Least Square (OLS) estimation technique is adopted and it is upon this model that statistical and econometric test such as stationarity, co-integration, granger causality test, post estimation diagnostic tests, as well as the error correction mechanism will be carried out.
CHAPTER FOUR

MODEL ESTIMATION AND INTERPRETATION OF RESULTS

Stationarity Test: Regression of a non stationary time series data on another non stationary time series may cause a spurious regression or claptrap regression. That is, they may indicate a relationship between variables which does not exist. Since a spurious regression is not desirable, thus all the series are examined for stationarity using the ADF test and the result is summarized below:

Table 4.1: Augmented Dickey-Fuller (ADF) Unit Root Test

Table 4.1:
Augmented Dickey-Fuller (ADF) Unit Root Test

	VARIABLES
	LEVEL
	1ST DIFFERENCE
	I(d)

	
	Critical values
	ADF-Test Statistics
	Critical values
	ADF-Test Statistics
	Order
of Integration

	RPCGDP
	-0.525990
	-2.960411
	-2.983598
	-2.963972
	I(1)

	FDI
	-0.236917
	-2.957110
	-7.437618
	-2.960411
	I(1)

	OPEN
	0.398044
	-2.960411
	-7.907684
	-2.960411
	I(1)

	HUMCAP
	-0.038218
	-2.957110
	-5.728605
	-2.960411
	I(1)

	INFR
	0.693233
	-2.963972
	-7.309503
	-2.963972
	I(1)

	INFL
	-2.020612
	-2.957110
	-3.231076
	-2.960411
	I(1)

	CPI
	0.230506
	-2.957110
	-6.499478
	-2.960411
	I(1)

	UNEM
	0.355274
	-2.957110
	-5.322812
	-2.960411
	I(1)

	GFCF
	1.65811
	-2.991878
	-3.867172
	-2.998064
	I(1)


The result above shows that all the variables are not stationary at the level but they all became stationary after taken their first difference.

Co-Integration Test: The stationarity test results presented previously indicate that all the variables are not level stationary. This suggests that regression based on the level variables may produce an unreliable outcome. However, the Granger representation theorem states that it is possible for non-stationary variables to produce a stationary relationship if they are co integrated. This would imply that there is a meaningful long run relationship among the variables. Thus, the presence and the number of such co-integrating relationships are checked using the trace and the maximum Eigen value methods.

Table 4.2: Johansen Co-integration Test Result

	Hypothesized No. of CEs
	Eigen value
	Trace statistic
	P-

Values
	Maximum Eigen value statistic
	P-

Values

	
	
	t-statistic
	Critical value
	
	t-statistic
	Critical value
	

	None *
	0.939128
	292.0704
	159.5297
	0.0000
	86.76827
	52.36261
	0.0000

	At most 1 *
	0.876502
	205.3021
	125.6154
	0.0000
	64.83756
	46.23142
	0.0002

	At most 2 *
	0.834984
	140.4646
	95.75366
	0.0000
	55.85305
	40.07757
	0.0004

	At most 3 *
	0.690808
	84.61152
	69.81889
	0.0021
	36.38755
	33.87687
	0.0245

	At most 4 *
	0.510226
	48.22398
	47.85613
	0.0461
	22.12815
	27.58434
	0.2139

	At most 5
	0.460143
	26.09582
	29.79707
	0.1259
	19.10999
	21.13162
	0.0937

	At most 6
	0.201761
	6.985830
	15.49471
	0.5793
	6.985757
	14.26460
	0.4908

	At most 7
	2.35E-06
	7.29E-05
	3.841466
	0.9943
	7.29E-05
	3.841466
	0.9943

	Trace test indicates 4 co- integrating eqn(s) & Max-eigenvalue test indicates 3 cointegrating eqn(s) at the 0.05

level.
* denotes rejection of the hypothesis at the 0.05 level

	**Results are prepared on the basis of estimation conducted by authors on the basis of collected dataset with

the help of E-views


We can see from the above table that the trace test suggests that there are four co-integrating equations while the maximum Eigen value test indicates that there are three co-integrating equations at the 0.05 level of significance.

Long Run Model:

Table 4.3: Summary of Estimated Long Run Model; Dependent variable: RPGDP

	Variable
	Coefficient
	Std. Error
	t-Statistic
	Prob.

	C
	29.71939
	18.29267
	1.624661
	0.1173

	FDI
	0.000301
	0.000336
	0.893490
	0.3805

	GFCF
	0.061836
	0.097558
	0.633839
	0.5322

	CPI
	-0.157415
	0.054116
	-2.908899
	0.0068

	INFL
	-0.128709
	0.131276
	-0.980449
	0.3366

	INFR
	0.022989
	0.005202
	4.419433
	0.0002

	OPPNNESS
	8.63E-05
	3.09E-05
	2.793310
	0.0101

	HUMCAP
	-0.616284
	3.768193
	-0.163549
	0.8715

	UEMP
	-1.055944
	1.248889
	-0.845507
	0.4062

	R-squared 0967424
F-statistic
89.09272

	Adjusted R-squared 0.956566
Prob(F-statistic ) 0.000000

	Durbin-Watson stat
2.018941

	*Results are prepared on the basis of estimation conducted by authors on the basis of collected dataset with the help of E-views


We can rewrite the long run equilibrium equation as follows:

PCRGDP = 29.7193938076 + 0.00030053999849*FDI+0.0618360314195*GFCF-0.157415326372*GOVSIZE - 0.12870946497*INFL + 0.0229890049832*INFR + 8.62503315116e-

05*OPPNNESS - 0.616284165082*TER - 1.05594417072*UEMP +µ

The above result shows that the long run impact of FDI on real per capita GDP is found positive but not significant. This implies that it has little impact on real GDP in the long run. Similar results have been found from other studies; Omorogbe et al. (2007) found a positive but insignificant relationship between the two variables. Blomstrom et al.(1994), also reported that FDI exerts a positive effect on economic growth. On the other hand, Falki (2009),Akinlo (2004); Carkovic and Levine (2002), found a negative and insignificant relationship by studying the effect of FDI on growth in Pakistan, Nigeria and Latin America respectively.

Short Run Relationships:

Table 4 shows the results of the DRPCGDPI equation in the error-correction model, from which the short-run impact of FDI, openness, infrastructure, human capital, inflation, unemployment, gross fixed capital formation and government size on real per capita GDP can be analyzed.

Table 4: Summary of Estimated Short Run Coefficient

	Variable
	Coefficient
	Std. Error
	t-Statistic
	Prob.

	C
	2.608411
	2.343859
	1.112870
	0.2783

	DFDI
	0.000256
	0.000157
	1.631199
	0.1178

	DGFCF
	0.082337
	0.049956
	1.648176
	0.1142

	CPI
	-0.098784
	0.052223
	-1.891579
	0.0724

	DINFL
	0.012272
	0.003764
	3.259911
	0.0037

	DINFR
	-0.282095
	0.068637
	-4.109980
	0.0005

	DOPPN
	4.32E-05
	1.50E-05
	2.882765
	0.0089

	DHUMCAP
	0.341092
	2.815755
	0.121137
	0.9047

	DUEMP
	-0.206146
	0.837834
	-0.246047
	0.8080

	ECM(-1)
	-0.331591
	0.122792
	-2.700430
	0.0138

	R-squared 0.738874
	F-statistic
6.602342
	
	

	Adjusted R-squared 0.626963
	Prob(F-statistic ) 0.000183
	
	

	Durbin-Watson stat
	1.653280
	
	

	*Results are prepared on the basis of estimation conducted by authors on the basis of collected dataset with the

help of E-views


The coefficient of the error correction term for the equation is negative and significant as expected. This tells us that there is a reasonable adjustment towards the long run steady state. This guarantees that although the actual real per capita GDP may temporarily deviate from its long-run equilibrium value, it would gradually converge to its equilibrium. The error correction term of -0.331591shows that about 33.2 percent of the deviation of the actual real per capita GDP from its equilibrium value is eliminated every year; hence, full adjustment would require a period of about three years. As reveal above, FDI is insignificant in the short run model indicating that it does not have a major impact on real per capita GDP in the short run, just like in the long run.

Granger Causality Tests: According to (Axarloglou, 2007), causality in econometrics is somewhat different to the concept in everyday use; it refers more to the ability of one variable to predict (and therefore cause) the other. In order to investigate the mixed reaction as to whether FDI(International trade policy) influences poverty reduction or the allegation that multinationals situate their investment in a country where there is high level of poverty with the intention to exploit the people further; the granger causality test is conducted to investigate this claim on the Nigerian economy.

	Null Hypothesis
	Obs
	F-Statistic
	Prob.

	FDI does not Granger Cause RCPGDP
	31
	1.10415
	0.3465

	RCPGDP does not Granger Cause FDI
	
	1.35690
	0.2751


Since our probability in the two hypotheses above is greater than 0.05, it indicates that there is no causal relationship between FDI and real per capita GDP in Nigeria. This literarily means that the level of poverty in Nigeria does not have any influence on foreign capital flown, in form of FDI, into the country as claimed by the antagonist of foreign direct investment. Which in other words mean that poverty level does not influence the international trade policy of the government.

Post estimation diagnostic test: We have also tested for autocorrelation, normality and heteroscedasticity and the results. With a Durbin-Watson Statistic of 2.0, it implies that the model is free from serial correlation. The alternative test to check the problem of autocorreltion, such as the LM test and the Correlogram test also indicate that the model is free from autocorrelation problem while White test for heteroscedasticity fails to reject the null hypothesis of homoskedastic variance.

CHAPTER FIVE

CONCLUSION

This study is an analytical study of international trade and poverty reduction in Nigeria and whether there exists a causal relationship between FDI (which was used the proxy for international trade policy)and poverty reduction in Nigeria. The study was based on time series data which were collected from secondary sources and cover the period from 1980-2012.the OLS estimation technique has been applied to estimate the mode and Co integration as well as Error Correction mechanism test were also carried out. Estimation results reveal that FDI responds positively to real per capita GDP both in the long run and short run but with no effect. Thus, we concluded that this may be a result of profit repatriation of foreign firms, crowding out of domestic investment because of FDI or low level of human capital in the country. Despite how desirable the inflow of FDI is to developing countries, care should be taken when attracting foreign investments and they should be directed to the productive sectors of the economy. Also government should create a competitive environment so as to maximize the benefits of FDI because by exposing foreign investors to an even playing field with indigenous investors, this will enable domestic companies to upgrade their management and technology. Finally, the revenue fortune accruable to federal government by way of taxes paid by foreign investors should be directed to productive activities in the real sectors of the economy, especially agriculture.

It is expository from this study that the economic benefits of FDI are real and numerous. FDI can assist a country like Nigeria to achieve the higher growth rates that generally emanate from a faster pace of gross fixed capital formation which in turn brings about improvement in real per capita GDP and reduces poverty level in the country.
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