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Abstract:

This paper examined the effect of trade liberalization on domestic private investment in
Nigeria from 1981 to 2020. To achieve this objective, secondary data on domestic private
investment, trade openness, exchange rate and interest rate were sourced from the
statistical bulletin of Nigeria’s apex bank. The Autoregressive Distributed Lag (ARDL)
technique was used as the main analytical tool. The ARDL Bounds test revealed the
existence of long-run association among the variables. The results revealed that trade
openness and exchange rate have positive and insignificant relationship with domestic
private investment both in the long and short runs. At the same time, interest rate has a
negative relationship with domestic private investment both in the long and short runs.
Therefore, it was concluded that there is no significant relationship between trade
openness, exchange rate, interest rate and domestic private investment in Nigeria during
the period of study. Based on the findings, the study recommended that government
should formulate trade policies that will encourage the growth of domestic private
investment in Nigeria. To achieve this, the government should ensure consistency in
trade policies and at the same time strengthen the existing policies to build investors’
confidence. Also, the government should make available an investment-friendly
environment, as well as monitor real sector operators to ensure that foreign exchange
allocations are not diverted. Government should increase capital investment in
education, housing, transportation, agriculture, health, power, road construction, and
national defense, among others that will help the various sectors of the economy to
function very well thereby making the business environment friendly to enhance the
growth and development of the country.
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1. Introduction

Trade liberalization policy is based on the principle of non-interference by the
government in foreign trade. Specifically, it entails the removal of the various barriers to
trade that countries around the world have erected. Goods and services can be freely
imported from and exported to the rest of the world. That is, trade liberalization policy
allows countries to export those goods and services that they can produce efficiently, and
import the goods and services that they produce inefficiently (Echekoba, Okonkwo &
Adigwe, 2015). The aim of trade liberalization policy is to stimulate production
(especially domestic production), protect efficiency and help reduce the cost of
production (investment). Thus, increasing international confidence in the market
mechanism of the economy (Asongo, Jamala, Joel & Waindu, 2013).

Supporting the above, Jhingan (2007) submitted that trade liberalization has
several advantages. These advantages include optimum utilization of resources. Since
trade liberalization leads to international specialization and division of labour, resources
are employed more productively and the allocation of resources becomes more efficient.
In addition, trade liberalization leads to a wide extent of markets for goods and services.
As a result, the demand for goods is not confined to one country but to a number of
countries. Thus, the entire world market becomes the market for all types of goods.
Strictly speaking, trade liberalization prevents the establishment of monopolies and leads
to the maximization of output. Liberalization is seen as the best policy for economic
development.

According to lheanacho (2017), one of the channels through which trade
liberalization is thought to influence an economy is that imports of capital and
intermediate goods can contribute to the growth process of an economy by enlarging the
productive capacity of the economy. The goods produced can be exported to other
countries to enhance the revenue base of the country and move the economy on the path
of growth and economic progress. Through export, there will be sufficient foreign capital
inflow to drive the country’s growth process. However, as foreign earnings increase due
to export expansion, domestic production capacity tends to expand, employment level
increases, unemployment falls and aggregate demand is boosted and domestic
investment expands further (Omojolaibi, Mesagan & Adeyemi, 2015).

To enjoy the benefits of the trade liberalization policy, the Nigerian government
adopted this policy in 1986. Since the introduction of trade liberalization, the performance
of domestic investment with regard to its contribution to the gross domestic product has
been fluctuating (CBN, 2003). Put simply, since the adoption of the liberalization policy
in 1986 under the structural adjustment programme, there have been conflicting views
on whether or not the liberalization policy has stimulated domestic investment and hence
impacted the growth of the Nigerian economy positively.

Importantly, Abomaye-Nimenibo and Inimino (2017) argued that Nigeria’s
participation in free trade was expected to assist Nigeria increase her export by increasing
her domestic investment and achieve sustainable growth at the rate needed to make a
visible impact in the reduction of poverty, and unemployment, etc. but this has not been
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the case because the share of Nigeria’s contribution to world trade is still very low and
her exports are predominantly primary products which do not contribute much to output
growth when compared to trade on manufactured or finished goods of the developed
countries. Therefore, despite several years of accepting free trade policy domestic
investment has not increased at the rate needed to make a significant impact in the
stimulation of output and improvement in the welfare of inhabitants of Nigeria.

Furthermore, empirical studies on the impact of trade liberalization policy on
industrial output or domestic investment have produced conflicting or mixed results.
While some studies including Umoru and Eborieme (2013) produce evidence of a
meaningful positive impact of trade liberalization policy on both sectoral and aggregate
output, others including Ouattara (2004), Masike, Groh and Owie (2008), Saibu (2011),
Bibi, Khan and Bibi, (2012) show that trade liberalization has a negative impact on both
sectoral and aggregate output (by implication domestic investment), because trade
liberalization helps in creating more chances for capital to flow out of the economy. The
difference in empirical findings on the impact of trade liberalization on domestic
investment is of serious concern, especially in Nigeria. The above state of affairs raised a
pertinent question: what is the relationship between trade liberalization and domestic
investment. An answer to this question was the major concern of this work because trade
liberalization policy has been a burning issue in Nigeria. Therefore, ascertaining whether
Nigeria’s involvement in international trade boosts or hinders domestic investment is
very important. The remaining segments of this paper were organized into literature
review, materials and methods, results and discussions, conclusion and
recommendations.

2. Literature Review

2.1 The Conceptual Issues

Trade liberalization means a situation where there are no restrictions imposed on goods
and services coming into and out of a country. That is, all artificial barriers are removed
on the way of international trade. Classical economists were the staunch protagonists of
trade liberalization policy which is nothing but an extension of the case for laissez-faire,
competitive markets and division of labour. It also makes use of the other conventional
assumptions of classical economics. Thus, for instance, it is implicitly assumed that the
distribution of income in a free trade economy satisties the criteria of distributive justice,
and that, for this reason, the demand pattern in it conforms to the true needs and
aspirations of the society. In other words, by allocating its productive resources in
conformity with the pattern of market-demand, such an economy maximizes its social
welfare. It is also implicitly assumed that the adjustment process faced by such an
economy is always a short-lived and self-correcting one, so that it does not face a
persistent problem of unemployment, or instability of incomes and prices. It further
assumes that the free-trading economies are compatible with each other and that they are
sufficiently flexible and have competitive markets. It is thus evident that the case for free
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trade rests on some very stringent assumptions including given productive resources,
and given technology. Its collapses if these assumptions are not satisfied.

It is a fact that some degree of specialization with some consequent amount of
trade will raise world standards of living (if and when trade is liberalize the global
economy stands to benefit from a higher level of welfare). Trade liberalization allows all
countries to specialize in the production of commodities in which they have a
comparative advantage and thereby to produce more of all commodities than would be
available if this kind of specialization had not taken place (if and when trade is liberalized
the global economy stands to benefit from a more efficient allocation of resources).
According to Ekine (2011), the general gain of international trade is the specialization and
consequently the opportunity it affords nations to concentrate their productive efforts on
a limited line of products. Expectedly, specialization arising from international trade will
contribute to improving the economic well-being (standard of living) of nations.

In brief, trade liberalization makes it possible to maximize world production and
makes it possible for every household in the world to consume more goods than it could
if free trade did not exist. Trade liberalization encourages healthy competitiveness and
innovation among the trading nations. Usman (2011) submitted that international trade
increases competition. A company protected from competitors abroad is more likely to
have market power, which will give it (i.e., the company) the ability to increase prices
above competitive levels. Free trade fosters competition and gives the invisible hand a
better opportunity to work its miracle. Put differently, trade improves competitiveness,
it helps the developing countries to reduce the cost of inputs, obtain finance through
investments, increase the value added of their products and move up the chain of global
value. There is abundant evidence to show that real differences in comparative costs do
exist and that there are potential gains from trade because of these differences. These
advantages cannot be obtained by any nation without their trading freely. It follows,
therefore, that each nation should produce goods for which it has a comparative
advantage or for which the domestic opportunity costs are lower relative to other nations.
It then can trade this product with the nation which produces it at a higher domestic
opportunity cost. The transfer of technological advances around the world is often linked
to international trade. Since human capacities vary all over the globe, international trade
brings about the exchange of goods, ideas, etc. All these ideas and qualities are
transported from one country to the other through trade. Put succinctly, trade encourages
innovation by facilitating the exchange of know-how, technology and investment in
research and development, including through foreign direct investment.

In Nigeria, international trade has assisted in the importation of different types of
machinery such as industrial plants, tractors, equipment, etc. Hence, increase her
productivity and thus, stimulates economic growth. International trade has also helped
in upgrading the socioeconomic value of citizens because, through foreigner’s
investment, employment opportunities were created. International trade ensures
equitable re-distribution of natural resources because natural resources found in one
country are used in other countries of the world through international trade.
International trade also fosters friendly relationships among the countries of the world.
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Since only friendly countries sign trade agreements, every country tries to be friendly
with others so that trade can take place between them. It is also a source of revenue. The
government realized a lot of revenue through the imposition of different forms of taxes
on goods that come into its country from other countries. The concept of trade
liberalization, therefore, recognizes a comparative advantage and devoid of measures
inhibiting or controlling the flow of trade. Put simply, it is a situation in which nations
do not practice protectionism creating barriers that obstruct the free flow of goods and
services among nations. But it has to be explained that trade is not wholly free, that tariffs
and quotas exist.

According to Inimino, Abuo and Bosco (2018), private domestic investment refers
to the production or purchase of investment goods such as industrial plants (i.e., factories
and other industrial structures), production equipment (e.g., machinery and tools), and
changes in inventories (i.e., goods produced but not jet sold). In macroeconomics,
investment refers to that part of total income that is expended on the expansion of the
productive capacity of the economy. A demand is described as an investment demand if
it is for a good or a service that increases the nation’s productivity capacity. Thus,
investment demand includes the acquisition of new capital equipment and buildings, i.e.,
fixed capital formation; the accumulation of increased stocks of production materials,
work-in-progress, and finished goods and the acquisition of relevant productive skills
and knowledge. In addition, investment spending is determined by a number of factors
including the interest rate (i.e., investment is influenced by several factors including the
interest rate).

2.2 Absolute Advantage Trade Theory
Adam Smith advocated free trade as the best policy for the nations of the world. In his
well-known book titled “Wealth of Nations” written in 1776. Smith postulated that with
free trade each nation could specialize in the production of those commodities in which
it has an absolute advantage and import those commodities in which it has an absolute
disadvantage. According to Smith, nations that have an absolute advantage in producing
a certain item can specialize in producing it for trading. This trade would be
advantageous to both the exporter and importer. In this sense, Robinson (2003) submits
that with specialization, the output of goods and services in the world will increase which
could be shared by trading nations. Meaning that all nations involved in external trade
could gain simultaneously.

Nevertheless, Adam Smith’s trade theory was built on the following assumptions:
2 x 2 x 1 model (2 countries — 2 goods — 1 factor of production i.e., labour), homogeneous
goods, labour is homogeneous within a country but heterogeneous across countries,
complete mobility of labour in the country and complete immobility of labour across the
country, no transportation costs, full employment, production technology differences
exist across industries and across countries and are reflected in labour productivity
parameters, the labour and goods markets are assumed to be perfectly competitive in
both countries, firms are assumed to maximize profit while consumers (workers) are
assumed to maximize utility.
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The basic idea of this theory is that the biggest and the natural advantages of the
international division of labour occur when countries specialize in producing those goods
that they can produce with the lowest overall costs and import goods that other countries
produce at the absolute lowest costs. However, trade on the basis of absolute advantage,
although feasible, has its flaws. In this sense, Robinson (2003) argued that the absolute
advantage theory has been criticized on the grounds where one country has an absolute
advantage in the production of both commodities the theory of absolute advantage
collapses. In contrast to the assumption of the theory, labour is empirically mobile in
international transactions. Also, the theory does not explain how the benefits of external
trade filter the citizens in society through adequate investment (Abomaye-Nimenibo &
Inimino, 2017).

2.3 Comparative Advantage Trade Theory
This is one of the oldest theories in economics and was propounded by the English
philosopher David Ricardo around 1815. In this theory, Recardo was reacting to an earlier
theory - the absolute advantage theory propounded by Adam Smith. The logic behind
trade between nations is not fully explained by absolute advantage. This is because any
nation that has an absolute advantage in the production of all items could refuse to trade
with other nations. Internal trade would be preferred to international trade. This implies
that the ultimate logic for trade is not an absolute advantage but a comparative
advantage. The theory of comparative advantage does not undermine Smith’s absolute
advantage analysis, but tries to remove some of the flaws inherent in the theory. For
instance, the absolute advantage theory could not explain a situation whereby a country
has an absolute advantage in the production of two goods and if the trade will still be
necessary or beneficial to such a country. The aim of comparative advantage theory was
to show that mutually advantageous trade could still take place between two nations
even if a nation had an absolute advantage in the production of every commodity traded
with respect to the other nations. The theory of comparative advantage states that a
country will gain from international trade if it specializes in the production of a specific
commodity in which it uses a lower opportunity cost than its trading partner (Gbosi,
2011). That is, a country should specialize in the production of those commodities which
makes the most efficient use of its scarce resources (for which the opportunity cost is the
lowest).

Ricardoillustrated this by analyzing the advantages of trade between England and
Portugal. But in this study, we use Nigeria and Ghana for our analysis of this important
concept.

Table 1: Illustrating Comparative Advantage of Trade

Country Rice (million tonnes) Yams (million tonnes)
Nigeria 80 40
Ghana 30 30

Source: Author’s computation.
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An inspection of the above table shows that Nigeria has an absolute advantage in
the production of both rice and yams. Despite this, there is still a compelling economic
reason for Nigeria to engage in trade. This is the logic of comparative cost advantage. It
was Ricardo who demonstrated that it is comparative advantage, not an absolute
advantage that prompts trading. It is clear from Table 1 that if Nigeria devotes all her
resources to rice production, she would produce 80 million tonnes of rice. The implication
is that the opportunity cost of producing 80 million tonnes of rice is giving up 40 million
tonnes of yams. Consequently, the domestic exchange ratio between yam (Y) and rice (R)
in Nigeria is 80R: 40Y, or more simply, 2R:1Y. As for Ghana, its domestic exchange ratio
or opportunity cost is 30 million tonnes of rice to 30 million tonnes of yam or 1R:1Y.
Nigeria’s and Ghana’s domestic exchange ratios can be summarized as follows: Nigeria-
2R:1Y and Ghana-1R:1Y.

Since domestic exchange ratios reflect opportunity costs, it is clear that Nigeria
produces rice with lower opportunity costs than Ghana. More formally, we say that
Nigeria has a comparative cost advantage over Ghana in the production of rice. For
instance, a unit (tone) of rice (R) in Nigeria can be exchanged for half a tonne of yam
(1/2Y) in Ghana. Ghana, on the other hand, has a comparative advantage in the
production of yams. This is because her opportunity cost ratio is lower than that of
Nigeria: 1 yam unit in Ghana exchanges for 1 unit of rice while 1 unit of yam in Nigeria
exchanges for half a unit of rice (1/2R). According to Ricardo, nations should specialize
in producing those commodities for which they have a greater comparative cost
advantage and then trade them freely. Following the Ricardian principle, Nigeria should
specialize in rice production and Ghana in yam production. Trade between the two
countries will not only benefit them but also the world. In this sense, free trade (trade
liberalization) will lead to gains for the trading partners. These include an increase in
price for the exporters, a decrease in the price of imported items, an increase in the
volume of goods produced and an increase in the volume and variety of goods consumed
(Umo, 2012). Interestingly, Abomaye-Nimenibo and Inimino (2017) argued that if
theories, like girls, could win beauty contests, comparative advantage theory would
certainly rate high because it was elegantly logically structured and was considered to be
most appropriate in the explanation of international trade. Therefore, this study hangs
on this theory in the investigation of the influence of trade liberalization and domestic
private investment in Nigeria.

In addition, the new growth theory emphasizes the role of trade and foreign direct
investment as the major drivers of output growth. Put succinctly, the new growth theory
model introduced by Romer (1986) and Lucas (1988) which argued that open economies
(those with trade, foreign investment, etc.) will experience income convergence at higher
levels as capital flows from rich countries to poor countries where capital-labour ratios
are lower and thus returns on investment are higher. In addition, openness will
encourage greater access to foreign production ideas that can raise the rate of
technological progress.

Trade liberalization increases capital inflow which takes numerous forms like
foreign direct investment which is an essential source through which capital flows into a
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country. Capital inflows will increase the level of investment in the economy which
guides the economy towards more production, more output and increases in the size of
the market. Inflows of capital will also provide developing economies access to new
technological innovations of developed countries. It will make it possible for both
consumers and producers to have easy access to larger markets so they can enjoy the
benefits of economies of scale. Another meaningful impact of trade liberalization operates
through knowledge and technology transmission. Therefore, trade liberalization has the
ability to enhance efficiency and productivity through knowledge and technology
spillover which will help domestic exporting firms enter the foreign market or compete
with foreign firms, eliminating inefficiency and producing high-quality goods at low
cost.

2.4 Empirical Literature

Only a handful of scholars have investigated the influence of trade liberalization on
domestic private investment. For instance, Harrison (1990) carefully examined the effect
of trade liberalization in Cote d’Ivoire using a sample of 287 firms. The study produced
mixed results. It shows evidence of a positive impact for some firms and a negative
impact for some others. Mixed results were also documented in Osabuohien (2006) for
Nigeria and Ghana. The study employed annual data for both countries covering the
period 1975-2004. Data were processed using the co-integration and error correction
models.

Krueger (1997) examined the relationship between trade policy and economic
development. The study documents evidence of a positive relationship between
economic growth and trade openness. Edwards (1992) investigated the relationship
between trade orientation, distortions, and growth in developing economies. He finds
evidence of a positive relationship between trade openness and economic growth.

Busari and Fashumu (1998) examined the impact of trade policy on private
investment in Nigeria using 67 firms from 1980 -2003. The study observed that trade
policy practice in Nigeria has deterred investment by raising the cost of imports, thus
affecting import-dependent firms. This is in addition to the uncertainty in the real
exchange rate especially as it concerns firms that are import intensive.

Rodriguez (2000) studied the effect of trade openness on the output performance
of an open economy using 1996 data from 106 countries. Employing the methodology of
the ordinary least squares estimation technique, he finds strong empirical support for a
positive relationship between per capita GDP and trade openness.

Udegbunam (2002) examined the influence of trade openness on industrial output
growth in Nigeria using data spanning 1970-1997. With the aid of regression analysis the
researcher found out that trade openness is a major determinant of industrial output
growth in Nigeria.

Masike, Groh and Owie (2008) examined the effect of trade liberalization on
rubber production in Nigeria using data for the period 1960-2004. They find evidence that
trade liberalization reduced the growth of rubber production during the period. Saibu
(2011) engaged the VAR analytical technique to estimate the effectiveness of trade policy
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shocks on sectoral and aggregate output growth. The researcher found out that trade
openness has a negative impact on both sectoral and aggregate output. The result further
shows that monetary policy shocks have significant positive effects on the
manufacturing, service and industrial sectors. Also, he finds that fiscal policy exerts a
significant positive impact on agricultural output.

Frimpong and Marbuah (2010) found that in the long and short run real GDP,
public investment, credit to the private sector, inflation, real interest rate, real exchange
rate and regime of the constitutional rule have a positive effect on private investment in
Ghana, while openness affects it negatively because trade liberalization leads to the rise
in the foreign competition of domestic private investors which affect private investment
negatively.

Bakare and Fawehinmi (2011) investigated the impact of trade openness on
industrial output. They find that public domestic investment, savings rate, capacity
utilization and infrastructure have a negative impact on industrial output performance
in Nigeria.

In the year 2012, Bibi, Khan and Bibi found out that trade openness negatively
affected domestic investment in Pakistan, because trade openness assisted in creating
more opportunities for capital to be flown out of the economy. Ajide and Lawanson
(2012) also found that real gross domestic product, the rate of interest, credit to the private
sector, terms of trade, and reforms dummy have a positive impact on private investment
in Nigeria. However, the exchange rate has a positive impact on domestic investment in
the long run and a negative impact in the short run.

Mathias, Wayanwu, Drenkat and Shi (2012) argued that the textile industry in
Nigeria is the third largest in Africa after Egypt and South Africa. It is the largest
employer of labour in the manufacturing sector. The industry is mainly controlled by
large private-sector firms, often with substantial foreign participation. Low productivity
levels limit Nigeria’s export possibilities. Nevertheless, the substantially liberated
economic environment and the opportunity Nigeria offers to avoid quota restrictions
under the Multi Fibre Agreement (MFA), which is not applicable to Nigeria have induced
some foreign entrepreneurs, mostly from Asian countries, to establish export-oriented
plants. The bilateral trade between Nigeria and China has grown steadily since 1971 as
the volume of trade between the two countries in 2009 hit $6.373 billion. In order to
evaluate the influence of higher imports over exports on the textile industry and the
aggregate economy, a structural model was constructed with market equilibrium
identity, such that the total supply of agricultural, industrial, and oil sectors equal
aggregate demand. The influence of imports on other macroeconomic variables was
tested using nth order vector-regressive model. The study concluded that more private
investments are highly needed in the Nigerian textile industry to make it internationally
competitive.

Umoru and Eborieme (2013) investigated the influence of trade liberalization on
industrial growth in Nigeria using annual data on industrial output growth, capital stock,
exchange rate, and trade liberalization. They adopted the co-integration and error
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correction analytical techniques and find a significant positive impact of trade
liberalization on industrial output growth in Nigeria.

Omojolaibi, Mesagan and Adeyemi (2015) explored the association between non-
oil export and domestic investment in Nigeria from 1980 to 2011. The error correction
model was estimated in determining how non-oil export impacts domestic investment
and the Granger causality test was conducted to determine the causal relationship among
the variables. The findings revealed that the impact of non-oil export on domestic
investment was positive but insignificant. The insignificance is a result of the
monocultural nature of production skewed towards the oil sector, although the positive
coefficient shows that a lot of prospects still exist in the sector. Also, the findings revealed
that while domestic investment granger causes non-oil export, non-oil export did not
granger cause domestic investment. Baghebo and Koginam (2015) analyzed private
investment behaviour in eras of trade policy reforms in the country using annual time
series data. A dummy variable of one was used to represent trade policy reforms from
1986-2003 and 0 to represent other years. The stationary status of the data series was
investigated. The ordinary least square regression was used to determine the impact of
trade policy on private investment behavior. The reaction of private investment to trade
policy was very slow. This could be as a result of the lack of credibility and sustainability
of trade policies experienced by investors over the years. Investors may prefer a “wait
and look attitude”. Causality runs unidirectional from trade policy to private investment.

Paul and Milanzi (2016) investigated economic growth, foreign direct investment,
trade, and domestic investment in Tanzania: Cointegration and causality analyses of
investment, trade, and economic growth are highly interrelated variables. Investment can
influence growth, but growth can also influence investment, especially foreign direct
investment. Similarly, trade openness can affect both economic growth and investment,
whereas economic growth can also influence trade. In view of this, the direction of
causality may not be easily predetermined. The researchers examined these variables to
ascertain the causal relationships using annual time series data from 1970 to 2012
collected from various publications of Tanzania’s National Bureau of Statistics, United
Nations statistics division, and the African Development Bank. All variables were not
stationary at their level forms but were stationary at the first difference, hence they were
integrated of order one I(1). Subsequently, they performed Johansen’s test of
cointegration to determine the long-run relationship. The test identified two
cointegrating vectors in the system indicating the existence of long-run equilibrium
relationships. The presence of long-run relationships among the variables also indicated
the existence of causal relationships. Then, the researchers performed the Granger
causality test whose results revealed strong support for the FDI-led exports, export-
driven FDI, growth-driven FDI, export-led growth, and growth-driven exports
hypotheses for Tanzania. The study also discovered that domestic investment causes
economic growth in Tanzania suggesting that public policies should encourage domestic
investment.

Okoye, Nwakoby and Okorie (2016) examined how changes in important
economic indicators - exchange rate, financial deepening, trade openness and lending
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rate account for the trend in output performance of Nigeria’s industrial sector in the post-
reform period. Data over the period 1986-2014 were analyzed using an econometric
technique based on the Vector Error Correction Model. The study revealed that rate of
variation in exchange rate, trade openness and lending rate have a meaningful negative
influence on industrial output. Also, evidence of a significant positive impact of financial
deepening on industrial output was discovered. The Granger causality estimate revealed
a weak causal influence of financial deepening on industrial output as well as bi-
directional causation between trade openness and industrial output. There is also
confirmation of the causal impact of industrial output on lending rate, an indication that
industrial development generated demand for financial resources.

3. Materials and Methods

This study used secondary data spanning 1981 to 2020. Specifically, this study sourced
annual time series data on domestic private investment, trade openness, exchange rate
and interest rate from the statistical bulletin of Nigeria’s apex bank — the Central Bank of
Nigeria (CBN) from 1981 to 2020. Furthermore, the researcher would have loved to cover
from 1960 when Nigeria gained independence from Great Britain to 2022 but because of
the paucity of data, the researcher decided to cover the period data were available.
Therefore, the period 1981 to 2020 was chosen because of the paucity of data.

3.1 Model Specification

The model adapted for this study was derived from a similar work by Okoye, Nwakoby
and Okorie (2016) with slight modifications to suit the purpose of this study. Okoye,
Nwakoby and Okorie (2016) used some key economic indicators like exchange rate,
financial deepening, trade openness and lending rate account for the trend in output
performance of Nigeria’s industrial sector using Vector Error Correction method of
econometrics. The modified version of the model, however, expressed domestic
investment as a function of trade openness, exchange rate and monetary policy rate. The
implicit representation of the model is expressed as:

DI = F(TOP, EXR, MPR) (1)
The log form of equation (1) produced;
LnDI: = Yo + nLnTOPt + Y2LnEXRt + INR 13 + & (2)

Where; DI is domestic private investment, TOP is trade openness, EXR s exchange rate,
INR is the interest rate (monetary policy rate), ¢ is the error term which denotes other
variables not included in the model, Ln is natural log, t is the period of time and o is the
intercept. The parameter estimates are expected to behave in line with {1 and {» > 0; while
P3< 0.
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3.2 Techniques of Data Analysis

Autoregressive Distributed Lag (ARDL) Bounds Test was used in this study as the main
analytical technique. Before the ARDL Bounds test, the Augmented Dickey-Fuller (1979)
test was employed to understand the stationary of the series. The general form of ADF is
estimated by the following regression

Ayi= a0 + a1 ye1 + LouAyi + O + ue 3)

Where: y is a time series, t is a linear time trend, A is the first difference operator, ao is a
constant, n is the optimum number of lags in the independent variables and u is a random
error term. Afterwards, this study employed Autoregressive Distributed Lag Bounds
testing method to co-integration developed by Pesaran and Shin (1999). Unlike other co
integration test, bounds test is applicable irrespective of whether the variables included
in the model are I(0) or I(1) or a mixture of those. However, the technique is not
appropriate in the presence of I(2) series. Therefore, before employing the Bounds Test it
was necessary to test for the level of integration of all the variables of interest by using
the ADF Test. The test to find out if the variables in this study are co-integrated or have
long-run relationship was done by computing the Bounds F-statistic (bound test for co-
integration). The null hypothesis of no co-integration is rejected when the value of the
test statistic exceeds the upper critical bounds value, while it is not rejected if the F-
statistic is lower than the lower bounds value. Otherwise, the co-integration test is
inconclusive. The Autoregressive Distributed Lag (ARDL) method was employed in
order to capture the long-run as well as the short-run dynamic relationship among the
variables. Therefore, the ARDL model is written as follows:

ALnDIt] = bO + banDIt 1,j + sznTOPt 1,j + b3LTlEXRt 1,j + b4INRt 1,j

ni n3

+ Z aq; jALnDI;_4; + z ay; jALNTOP;_4; + z as; jALNEXR; 4 ;
1_41 i=0 i=0
n

+ Z a4i,jAINRt_1,j + Ut

i=0

(4)
The vector error correction model is specified as follows:
nil n2 n3
AlnDIt'] = bO + Z all'le LnDIt_Lj + Z azl-,jA LTlTOPt_llj + Z a3i,jA LnEXRt_l,j
i=1 i=0 i=0
n4
+ Z a4l"jAINRt_1'j + AECMt - 1 + #t

i=0

)
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Where A is the difference operator while €t is white noise or error term, n is the optimal
lag length, au, a2 a3, s, as, represent the short run dynamics of the model and b, bz, bs, bs, bs,
are the long run elasticities and p is the error term. ECM¢-1is the error correction term
obtained from the co-integration model. The error coefficients (11) show the rate at which
the co-integration model corrects its previous period’s disequilibrium or speed of
adjustment to restore the long run equilibrium relationship. The coefficient of ECM is
expected to be negative and statistically significant. A negative and significant ECM¢1
coefficient implies that any short run movement between the dependent and explanatory
variables will converge back to the long run relationship.

4. Results and Discussion

This study examined trade liberalization and domestic private investment in Nigeria
from 1981 to 2020. Therefore, an econometric model was constructed. The model has
domestic private investment (DI) as the dependent variable while trade openness (TOP),
exchange rate (EXR) and interest rate (INR) are the independent variables. See Tables one
to five and Figure one for the various regression results and post estimate test results.

Table 2: Augmented Dickey-Fuller (ADF) Unit Root Test

Level form First difference
1abl Order of
Variables ADF 5% Critical ADF 5% Critical integration
Statistics Value Statistics Value
TOP -0.522269 -2.938987 -3.661485 -2.945842 1(1)
EXR -0.680567 -2.938987 -3.052868 -2.945842 1(1)
INR -3.256662 -2.938987 - - 1(0)
DI 5.478003 -2.963972 -6.026402 -2.945842 1(1)

Note: TOP, EXR, INR and DI as earlier defined
Source: Authors” Computed Result from (E-views 10)

The result of the ADF test for each of the series presented in Table 2 reveals that at five
per cent level of significance, TOP, EXR and DI were stationary at first difference 1(1) as
their respective ADF statistics are greater than 5 per cent critical values, while INR was
stationary at level 1(0). Given that the variables were integrated of order 1(0) and 1(1).
The requirement to fit in an ARDL model to test for long run relationship is satisfied.

Table 3: ARDL Bounds Test for Co-integration

Model F-Statistic = 6.900192

DI = F(TOP, EXR, INR) K=4

Critical Values Lower Bound Upper Bound
10% 2.37 3.2

5% 2.79 3.67

1% 3.65 4.66

Source: Authors” Computed Result from (E-views 10).
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The result of the ARDL bounds test for co-integration reveals that there is a long run
relationship amongst the variables (DI, TOP, EXR and INR). This is because the computed
F-statistic of about 6.900192 is higher than the upper critical bounds at 5% critical value.
This provided evidence to reject the null hypothesis of no co-integration at 5%
significance level for the domestic private investment (DI) model. Following the
establishment of long-run co-integration relationship among the variables, the long-run
and short-run dynamic parameters for the variables were obtained.

Table 4: Estimated ARDL Long Run Coefficients. Dependent Variable: DARDL(4, 0, 0, 0)

Regressors Coefficient t-Statistic P-Value
LOG(TOP) 0.960889 1.775499 0.0867
LOG(EXR) 0.363995 0.569073 0.5738
INR -0.102924 -1.416598 0.1676

Source: Authors” Computed Result from (E-views 10).

The estimated ARDL long run coefficients reveal that in the long run, trade openness and
exchange rate have positive relationship with domestic private investment in Nigeria.
However, interest rate has negative relationship with domestic private investment in
Nigeria. Shockingly, none of the variables is statistically significant at conventional level.
This means that in the long run, liberalization policies will influence domestic private
investment in Nigeria but not meaningfully.

Table 5: Error Correction Representation for the Selected ARDL Model ARDL(4, 0, 0, 0,)

Regressors Coefficients t-Statistic P-Value
LOG(TOP) 0.315239 1.677153 0.1046
LOG(EXR) 0.119416 0.552408 0.5851
INR -0.033766 -1.307185 0.2018
ECM (-1) -0.328070 -6.279305 0.0000
R-squared = 0.704213 Durbin-Watson stat = Hannan-Quinn criter =

Adjusted R-squared = 2.297620 1.338405

0.676483

Source: Authors” Computed Result from (E-views 10).

Table 5 shows the result of the short-run dynamic coefficients associated with the long-
run relationships obtained from the ECM equation. The Error Correction Term in the
model has the right sign (i.e., negative) and statistically significant. This indicates
adjustment to long-term equilibrium in the dynamic model. Put differently, it indicates
it adjustment from short run equilibrium to long-run equilibrium in the dynamic model.
This implies that deviations from the short-term in domestic private investment adjust
quickly to long run equilibrium. The Durbin Watson (DW) value of 2.297620 which is
approximately 2.0, suggests that the model is free from autocorrelation. The R?of 0.704213
also revealed the good fit of the model.

As expected, the coefficients of trade openness, exchange rate and interest rate
appeared with the right signs (i.e., positive, positive and negative respectively) based on
economic theory. Thus, a percentage increase in openness of trade and a naira unit of
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devaluation in exchange rate will increase domestic private investment by 0.315239% and
0.119416% respectively. Also, a percentage increase in interest rate will reduce domestic
private investment by 0.033766%. The positive sign displayed by the coefficient of trade
openness affirmed the empirical finding of Bibi, Khan and Bibi (2012) that openness of
trade has a positive impact on private investment in Nigeria. Surprisingly, trade
openness, exchange rate and interest rate are not statistically significant at conventional
level. Therefore, it was concluded that there is no significant relationship between trade
openness, exchange rate, interest rate and domestic private investment in Nigeria during
the period of study. The insignificant relationship between trade openness, exchange
rate, interest rate and domestic private investment reflect the ineffectiveness of the
variable (i.e., trade openness, exchange rate and interest rate) as an important conduct in
transmitting trade and monetary policies impulses to the aggregate economy thereby
increasing domestic private investment meaningfully. This also means that trade and
monetary policies towards increasing domestic private investment has not been well
articulated and coordinated towards increasing domestic private investment in the
country from 1981 to 2020 based on the model. At the same time, the result revealed that
though policies regarding trade openness, exchange rate and interest rate have impacted
on domestic private investment but they have lesser influence to spur or trigger a
meaningful increase in domestic private investment in Nigeria during the period of
study. The result also revealed that the variables such as trade openness, exchange rate
and interest rate have the potentials to adjust to stable long run relationship or
equilibrium with domestic private investment.

Table 5: Post Estimation Test

Post estimate test was employed to examine the reliability of the estimated model for
prediction or policy purposes. Specifically, the Wald test was applied. The result of this
test is reported Table 6.

Table 6: Wald Test Result

Wald Test:

Equation: Untitled

Test Statistic Value Df Probability
F-statistic 1212.994 (5,28) 0.0000
Chi-square 4851.975 4 0.0000

Source: Authors’ Computed Result from (E-views 10).

The result in Table 6 shows that the F-statistic is approximately 1213 and the probability
value of 0.0000 is less than 0.05 at the conventional 5 per cent level. Therefore, all the
explanatory variables included in the estimated model are jointly significant in
explaining domestic private investment (DI) in Nigeria over the data period.
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5. Conclusion and Recommendations

Trade among countries has long been the focus of neo-colonial and modern growth
theories. It has been described as an engine of output growth and has tremendous
benefits to all countries. Such benefits include increase in acquisition of new ideas and
technology which in turn will stimulate domestic investment and increase in the
production of goods and services. The study on trade liberalization and domestic private
investment in Nigeria from 1981-2020 is of great important. This is because nations, like
individuals, find it economically beneficial to engage in exchange transactions (trade)
amongst themselves. With the utilization of data on domestic private investment, trade
openness, exchange rate and interest rate sourced from the statistical bulletin of Nigeria’s
apex bank and the adoption of the ARDL method of econometrics to capture the short
and long-run relationship between endogenous and exogenous variables. The results
revealed that trade openness and exchange rate have a positive and insignificant
relationship with domestic private investment both in the long and short runs. At the
same time, the interest rate has a negative relationship with domestic private investment
both in the long and short runs. Therefore, it was concluded that there is no significant
relationship between trade openness, exchange rate, interest rate and domestic private
investment in Nigeria during the period of study. Nigeria has not benefited much from
foreign trade arising, largely, from the un-competitiveness of domestic goods and
services occasioned by low domestic investment, low quality of goods and services, high
prices relative to foreign-produced goods and a concentration on primary products, as
well as non-diversification of the economic base. As a result, the study recommended that
government should formulate trade policies that will encourage the growth of domestic
private investment in Nigeria. To achieve this, government should ensure consistency in
trade policies and at the same time strengthen the existing policies to build investors’
confidence. Also, government should make available an investment-friendly
environment, as well as monitor real sector operators to ensure that foreign exchange
allocations are not diverted. Government should increase expenditures on education,
housing, transportation, agriculture, health, power, road construction, national defense,
among others that will help the various sectors of the economy to function very well
thereby making the business environment friendly thereby enhancing the growth and
development of the country.
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