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Abstract 
This study empirically assesses the impact of foreign direct investment on Nigeria’s balance of 
payments. Johansen’s co-integration technique and Error Correction Model (ECM) were used 
on data spanning from 1980 to 2011. Balance of payments which was used as the dependent 
variable was regressed on foreign direct investment, exchange rate, gross fixed capital 
formation, government expenditure and openness of the economy. From the results, it is deduced 
that exchange rate and government expenditure are the major factors that influence balance of 
payments. Arising from the findings, this study recommends, amongst others, that though 
Foreign Direct Investment was not found to have significantly contributed to the nation’s 
balance of payments, if well harnessed, will stimulate economic growth in Nigeria. Policy 
measures should be put in place to encourage improved inflow of foreign direct investment to 
Nigeria. This is expected to result in Nigeria’s exports competitiveness, that will lead to 
increased exports and investment, which will further increase the foreign exchange earnings, the 
balance of payments position and improve the Gross Domestic Product (GDP) of the nation. 
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An important feature of the world economy over the past two decade has been 
the phenomenal growth of foreign investment to developing countries, particularly the 
Foreign Direct Investment (FDI). Evidence also abounds that the fastest growing third 
world nations or newly industrializing countries accounted for hosting of 90% of the 
world’s foreign direct investment (Todaro, 1997). Foreign direct investment has been 
ascribed a crucial role in the development process of countries in the third world. It has 
been argued that its inflow supplements the developing country low savings and thus 
fills both the savings and foreign exchange gaps. According to this school of thought, 
foreign direct investment, as a form of foreign finances is desirable. A counter position 
is that the above argument is lopsided, and ignored the adverse effects of foreign direct 
investment. 
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Critics of FDI, on the other hand, emphasize the risks that foreign investors 

pose for the developing countries. The extent of these threats varies from one school of 
thought to another. The dependencies group, for instance posits that the inherent 
dependency status often associated with foreign investment, would never permit any 
genuine development in the recipient countries. Nigeria’s foreign direct investment can 
be traced to the colonial era, when the colonial master had the intention of exploiting 
the nation’s resources for the development of their economies, even though there was 
little investment by these colonial rulers. With the discovery of crude oil, foreign 
directed investment in Nigeria has not been stable. Nigeria is believed to be a high risk 
market for investment because of factors such as bad government and unstable 
macroeconomic policies. Investment could also be a way out of Nigeria’s state of 
underdevelopment. 
 

Since the enthronement of democracy in 1999, the government of Nigeria has 
taken a number of measures necessary to woo foreign investors into Nigeria. These 
measures include the repeal of laws that are inimical to foreign investment growth, 
promulgation of investment laws, various overseas trips for image laundry by the 
president among others. General policies and strategies of the Nigerian government 
towards foreign investments are shaped by two objectives viz the desire for economic 
independence and the demand for economic development. Foreign direct investment 
provides a country with much needed capital for investment. It is considered as a means 
of obtaining technology, skill management, improved marketing “Know-How” and 
outlets for non-traditional export of manufactured, processed commodities and traded 
services.  
 

There has been question of whether foreign direct investment has been a curse 
or blessing to the Nigerian economy. However, the findings from this research will 
either support or be against the proponents that FDI has positively affected the 
country’s balance of payments. Foreign direct investment is therefore, supposed to 
serve as a means of augmenting Nigeria’s domestic resources in order to carryout 
effectively her development programmes and raising the standard of living of her 
people.  
 
Statement of the Problem  

In order to seek the highest of return for capital, economists tend to favour the 
free flow of capital across national borders. It is against this back drop that 
multinational companies seek investment in foreign countries with reasonable risks. 
With the end of oil boom in 1982, Nigeria found herself in a situation of economic 
problems mostly in the external sector. These problems include unsustainable balance 
of payment deficits and a rapid escalating debt service burden. Internally the economic 
problem includes, unsustainable fiscal deficits, rising unemployment and galloping 
inflation. Above all, investment has collapsed and this contributed strongly to a 
reduction in real output and per capita real income level. 
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According to the United Nations Conference on Trade and Development 
(UNCTAD) report, the portion of world’s foreign direct inflows which Nigeria received 
has consistently been below one percent since the inception of Structural Adjustment 
Programme (SAP) in 1986,  (UNCTAD, 2003). Over the years, FDI as a percentage of 
GDP has been very low. However several studies have attempted to address the issue in 
foreign finance via foreign direct investment whether FDI contributes to economic 
growth in Nigeria, and how well the Nigerian economy has felt these contributions 
(Adelegan, 2000 and Obadan, 1982). Therefore, there is the need to examine the foreign 
direct investment and its’ effect on the country’s Balance of Payments (BOP), and also 
evaluate its performance in terms of its contributions to economic development.  
 
Review of Related Literature 
Conceptual Issues 
 The balance of payments is obviously affected by foreign direct investment in a 
variety of ways.  Letto – Gilles (1992) explained that there are the direct effects of 
capital outflows and inflows destined to finance the outward and inward FDI. However, 
FDI does not necessarily involve outflow of funds from the home country, since it is 
like borrowing from the international markets and using profit from such subsidiaries to 
boost its domestic market. The net inflow of income from capital invested abroad have 
in many years, outstripped the inflows of new inward FDI. Magdoff (1992) illustrates 
this reference to United States investment during the period 1950-65. The outward 
investment in Latin America was US $ 3.86million with the related income flowing 
from Latin America to USA in the same period was $11.36billion. This net inflow of 
funds was achieved in spite of the growing amount of foreign assets being acquired. 
 
 However, the balance of payments can have profound effects on the real sector 
of the economy. Rowthon and Wells (1987) referred to such effects in relation to net 
income from foreign investment as the wealth trap. The manipulation of transfer price 
also has effects on the balance of payments accounts. Indeed, very often  the 
manipulation of transfer prices is motivated by the desire to take advantage of factual or 
expected changes in exchange rate or by the  wish to transfer profits where legal 
impediment exist to such transfer.  Foreign direct investment consists of external 
resources including technology, managerial and marketing expertise, and capital. The 
success of government policies in stimulating the productive base of the economy 
depends largely on her ability to control the inflow of FDI comprising of managerial, 
capital and technological resources boosting the existing production capital. Although 
the Nigerian government has been trying to provide conducive investment climate for 
foreign investment, the inflow of foreign investment into the country have not been 
enormous. The economic impact of FDI on the level of economic activity has been 
widely investigated in recent years across different countries (Jenkins and Thomas 
2002; Adelegan 200, Akinlo 2006, Johnson 2006 etc). Although FDI has a positive 
impact on economic growth but the magnitude of the effects depends on the availability 
of complementary resources, especially on the domestic stock of human capital. 
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Foreign Direct Investment 
 Foreign direct investment (FDI) generally involves the transfer of resources, 
including capital, technology, management and marketing expertise. Such resources 
usually extend the production capacities of the recipient country (Odozi, 1995). The 
balance of payments manual (1977) of the International Monetary Fund, defines direct 
investment as investment that is made to acquire a lasting interest in an enterprise 
operating in an economy other than that of the investors. FDI could come to the capital 
importing country as a subsidiary of a foreign firm or come by means of the formation 
of a company. Foreign direct investment falls into two categories according to (Odozi, 
1995). They are: 
 

i. Foreign investment  for the establishment of new enterprise  
ii. Foreign investment inflow through existing Enterprise. 

 
Foreign investments for establishment of new enterprise play the initial role of 

expanding productive capacity. The inflow is made up of mainly machinery and 
equipment, and probably foreign workers imported at the initial stage of the 
establishment of the enterprise. On the other hand, foreign inflow through existing 
enterprise could be for expansive purpose of the enterprise or working capital support. 
 
Foreign Direct Investments (FDI) in Nigeria 
 An important feature of the world economies over the past two decades has 
been a phenomenal growth of foreign investment to developing countries, particularly 
foreign private investment. Evidence also abounds that the fastest growing third world 
nations or newly industrializing countries accounted for hosting of (90%) of the world’s 
foreign direct investment (Todaro, 1997). The unfolding reality of the world economy 
has received the catalytic role ascribed to foreign investment in the development 
process. They do not add only to investment resources and capital formation but more 
importantly, they also serve as means of transferring production technology, skill and 
innovation capability, increasing employment, improving organizational and 
managerial network, facility portfolio diversification and reducing foreign exchange 
constraints (World Bank, 1991). 
 
Balance of Payments Situation in Nigeria 
 The role of Balance of Payments in the economy of any nation cannot be over 
emphasized, and Nigeria is not an exception. At 1964, fifty years after Amalgamation 
of Nigeria in 1914 Nigeria was at the height of BOP surplus among other proving 
trends. It was the world’s largest producer of groundnuts, palm oil, and petroleum was 
making its way into the national account. In the early 1980s, the oil market weakened, 
substantial external and fiscal imbalances emerged. These were financed by public 
sector borrowing, depleting international reserves and large accumulation of payment 
arrears on external trade credit and as such, created problem in the nation’s balance of 
payments. In 1984 austerity measures were introduced to redress the nagging deficit in 
the country’s balance of payments. These include slashing of budgetary expenditure, 
administrative control for import license, increase and upward review of tariffs.  
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Model Specification and Methodology 
Model Specification 
 This study is based on the assumption that the inflow of FDI affects Nigeria’s 
Balance of payments (BOP). BOP is dependent variable in the model.  
Where; 
BOP = F (FDI)            . . .                     (1)   
BOP = Balance of Payment 
FDI = Inflow of Foreign Direct Investment   
 Considering that the BOP of any economy is not determined by FDI alone, the 
inclusion of four more growth determining variables is made so as to get a more 
realistic model. Hence equation (1) is extended thus: 
BOP= f (FDI,   GFCF,   EXCHR,   OPNS,   and GOV)     . . .   (2) 
Where: 
GFCF  = Gross Fixed Capital formation  
EXCHR = Exchange Rate  
OPNS  = Openness of the economy    
GOV  = Government expenditure 
Equation (2) shows that BOP is dependent on FDI, GCF, EXRT, OPNS and GOV 
 The statistical form of the model is presented thus:  
BOP = α0    +    α1FDI +α2 GFCF+    α3EXCHR +   α4OPNS + α5GOV + (3)   . . .ߤ 

 
Methodology 

Data for this study were sourced from various issues of Central Bank of Nigeria 
Statistical Bulletin, journals and other periodicals. The data for the relevant variables 
spanning over the period 1980 to 2011 were subjected to unit root test to ascertain the 
stationarity of the variables using E – views 7.0 econometrics software. Thereafter, 
cointegration tests and error correction modeling were carried out on the data. 
 
Presentation and Discussion of Results 
 In this  study the cointegration technique was adopted  in which  Balance  of 
payment (BOP) was regressed against  foreign  direct investment (FDI), Exchange rate  
(EXCHR),  Gross  fixed capital formation (GFCF),  Government expenditure  (GOV) 
and openness of the economy (OPNS). 
 

The regression analysis was carried out to determine the effect of foreign direct 
investment (FDI), government expenditure (GOV), exchange rate (EXCHR), gross 
fixed capital formation (GFCF) and openness (OPN) of the economy on Balance of 
payment (BOP), hence, BOP is regressed on FDI, EXCHR, GFCF, GOV and OPN. The 
variables are as defined in the previous section, under the model specification and 
methodology.  Though the effect of FDI is of primary concern here, the other four 
economic variables were included to serve as “control variables” to check the 
overstating of the estimated co-efficient of FDI 
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 Table 1: Unit Root Test at Level and First Difference   
Variable  ADF  Test 

Statistic  
           ADF  Test  Critical  Remark  

  1% 5% 10%  
BDP 
D(BOP,2) 

-2.485454 
-8.771145 

-3.752946 
-3.737854 

-2.998064 
-2.991878 

-2.638752 
-2.635542 

Non 
stationary  
Stationary  

EXCHR 
D(EXCHR) 

0.056448 
-5.009726 

-3.661661 
-3.670170 

-2.960411 
-2.963972 

-2.619160 
-2.621007 

Stationary 
Stationary 

FDI 
D(FDI) 

-0.332914 
-6.824668 

-0.332914 
-3.670170 

-2.960411 
-2.963972 

-2.619160 
-2.621007 

Non 
stationary  
Stationary  

GFCF 
D(GFCF) 

-2.919927 
-3.915212 

-3.661661 
-3.670170 

-2.960411 
-2.963972 

-2.619160 
-2.621007 

Non  
stationary  
Stationary  

GOV 
D(GOV) 

6.965701 
2.800133 

6.965701 
2.800133 

-3.679322 
-3.699871 

-2.967767 
-2.627420 

Stationary  
Stationary  

OPNS  
D(OPNS) 

-1.586704 
-6.614211 

-3.661661 
-3.670170 

-2.960411 
-2.963972 

-2.619160 
-2.621007 

Non  
stationary  
Stationary  

 
The   Augmented Dickey-Filler test was used as it is the most commonly 

accepted method of testing for unit roots. Using the Augmented  Dickey Fuller (ADF) 
test for the presence of unit root in all  variables in the model, the result obtained  is 
summarized in Table 1. The result shows that, Exchange  rate and Government 
expenditure  were both stationary at  levels, while Balance of payment, foreign direct  
investment, gross  fixed capital formation and  openness have unit root at the absolute 
value  of the ADF critical  value at the 5% level, implying that they are non-stationary 
at levels. 
 
 However, taking the first difference of the variables shows that FDI, GFCF and 
OPNS have no unit root at first difference, implying that they became stationary at first 
difference. BOP became stationary at second difference. The testing for unit roots 
naturally, leads  to the theory of cointegration.  
 
Table  2: Test For Co-Integration Rank  (Trace Test) 

Hypothesized 
NO OF CE(s) 

Eigen Value  Trace  
Statistic  

0.05 Critical 
Value  

Prob  

None *** 0.872652 185.5162 95.75366 0.0000 
At  most 1*** 0.821560 129.8738 69.81889 0.0000 
At most  2*** 0.699317 83.33928 47.85613 0.0000 
At most 3 *** 0.607161 50.89337 29.79707 0.0001 
At  most  4*** 0.519578 25.66574 15.49471 0.0011 
At most 5*** 0.1954567 5.872309 3.841466 0.00154 
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Trace test indicates 6 co-integrating equation (s) at the 0.05 level 
***This denotes rejection of the null hypothesis at the 0.05 level   
 

Using the Johansen’s Cointegration test, the dependent variable was regressed 
on the entire explanatory variables and the residual tested for the presence of unit root. 
The results obtained using the unrestricted cointegration rank test for track are shown 
above in tables   2. The trace test indicates six (6) cointegrating equations at the 0.05 
level. 
 
Table 3: Test For Co-Integration  (Maximum Eigen Value) 
Hypnotized NO  OF 
CE(s)  

Eigen  Value  Max-Eigen 
Statistic  

0.05  
Critical 
Value   

Prob  

None *** 0.872652 55.64238 40.07757 0.0004 
At  most 1***  0.821560 46.53452 33.87687 0.0010 
At most 2*** 0.699317 32.44591 27.58434 0.00109 
At  most  3*** 0.607161 25.22762 21.13162 0.0125 
At  most  4*** 0.519578 19.79344 14.26460 0.0060 
At most  5*** 0.195467 5.872309 3.841460 0.0154 

Max-eigen test indicates 6cointegrating equation(s) at the0.05 level  
***This denotes rejection of the null hypothesis at the 0.05 level   
 

Furthermore, the result obtained from maximum Eigen value test for 
cointegration test is presented in table 3. The max-eigen value test also indicates 6 
cointegrating equations at the 0.05 level. Based on the theorem that once there is any 
cointegration equation(s) in the test, the variables are said to be cointegrated and hence, 
they are fit for the error correction model (ECM). 
 
Table 4: Parsimonious Error Correction Model 

Dependent  Variable  Co-efficient  T-Statistic  Prob  
DD BOP C 75782.92 0.546483 0.5911 
 DDE X CHR  26262.72 3.664434 0.0016 
 DDFDI  -5.12e-05 -0.504096 0.6200 
 DDGFCF -11.61250 -1.111029 0.2804 
 DD GOV  -2.207253 -3.378683 0.0032 
 DD OPNS  -173426.9 -0.140527 0.8897 
  ECM (-1) -1550700 -813123 0.4262 

R2=0.52    F-statistic  =3.43 
R – bar squared =0.37    DW Statistic = 2.25 
 

The ECM involves using the lagged residual to correct for deviations of actual 
values from the long run equilibrium values. The coefficient of the ECM(-1)  as shown 
in (table 4) is in  negative value which  implies that the ECM  is in good fit  to correct 
any disequilibrium back  to equilibrium. Though not statistically significant at any of 
the levels, but can still act to correct any deviations back to equilibrium, as the negative 
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sign implies. The result shows that the overall fit is good with an R2 of 0.52 which is 
above average. Thus, 51 units of the systematic variation in the dependent variable, 
balance of payment is explained by the ECM. The Durbin Watson  statistic of the value 
(2.245-3) indicates that there is absence of autocorrelation among the error term in the 
model. For the explanatory variables, since the equation is in a linear form, it shows the 
unit change in the variables.  

 
 Exchange rate and government expenditure are the only explanatory variables 
that passed the individual test of significance and, both have the expected sign 
regarding the apriori   expectation. The  co-efficient of exchange rate shows  that, if  
exchange  rate increases  by one percent, it will lead to a 3.66  percent  increase on  
balance  of payment which  conforms with the a prior expectation.  Therefore, the 
exchange rate tends to measure  the instability of the current account. If the exchange  
rate is increasing  in  relation to other  currencies of  the world, the  balance of payment 
position for the Nigerian  economy should also  be increasing 
 
  The coefficient of government expenditure shows that a percentage increase in 
government expenditure will lead to a 3.38 decrease on balance of payment. This 
negative relationship between government expenditure and balance of payment can be 
justified in Mansha’s postulation.  The coefficient of foreign direct investment shows 
that it is negatively related to balance of payment. A percentage change in foreign direct 
investment will lead to a 0.50 decrease in balance of payment. Though it did not  have 
the expected  sign regarding  the a priori expectation however  the negativity  in the 
variable conforms to the economic  theory of Carkovi and Levine  (2002)  in their  
study,   which concluded that exogenous component of FDI  does not exert a positive  
influence on BOP. This may be due to market failure and lack of commitment on the 
part of the government  most times in ensuring a better investable environment. Also 
gross fixed capital formation and openness of the economy which is calculated as  ிெ

ீ
 

did not correspond to the appriori  expectation, as a unit change / increase in GFCF and 
OPNS  will  lead to a 1.11 unit decrease and 0.14 unit decrease respectively on balance 
of payment.  
 
Conclusions  
 This study empirically examined the effect of foreign direct investment on 
Nigeria’s Balance of payment with the sample period of 1980 to 2011.  The steps in the 
empirical analysis involves testing for the time series characteristics of the data using 
the Augmented Dickey- Fuller (ADF) test. This was followed by applying the Johansen 
cointergration test and the estimation of the error correction model. It was observed that 
the variables were characterized by a unit root at level except Exchange rate and 
Government expenditure, but no unit root at first difference for foreign direct 
investment, Gross fixed capital formation, and openness for the economy. Balance of 
payment rejected the null hypothesis at second difference. This is consistent with the 
strand of empirical studies on characteristics of time series data, which according to 
Engle-Granger (1987) requires differencing before they could attain stationary. The 
result of cointegration test revealed that the six variables are cointegrated. Finally, the 
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result from the shortrun error correction model showed that the model will tend to 
converge to its long run equilibrium position whenever there is a shock within the 
system and outside  
 
 To increase the inflow of FDI and its performance, the following 
recommendations based on the findings are enunciated: Policy measures should be put 
in place to encourage  improved inflow of foreign direct  investment  to Nigeria. This is  
expected  to result  in Nigeria’s  exports competitiveness, thereby leading  to  increased  
exports and investment, which  will further increase the foreign exchange  earnings, the  
Balance  of payments  position and improve  the Gross  domestic  product (GDP) of the 
nation. The country should be more   open to foreign trade. Balasubramanyan, et al. 
(1996) showed that most economies benefit best from FDI when they are open to 
foreign trade. Hence, the Nigerian government should reduce the bureaucratic bottle 
necks in foreign trade especially the one constituted by the customs and port authorities. 
Close monitoring should be given to these multinational companies as to ensure 
increased productive efficiency. Also, it should be ensured that most of their returns on 
investment should be reinvested in the host country. 
 

References 
Adelegan, J.O. (2000), Foreign Direct Investment  &  Economic  Growth  in Nigeria : A 

seemingly unrelated model”. African  Review  of Money, Finance and  Banking, 
pp5-25 

 
Akinol, A.E.  (2004), Foreign direct  investment and growth  in Nigeria:  An empirical  

investigation”  Journal of Policy  Modeling, 26:627 
 
Balasubramanyan, V.N., Mohammed A.S. & Sapsford D. (1996): ‘Foreign  direct 

investment  and growth in EP nd Is countries”. Economic Journal, 106, 92-105 
http:dx. Doi.org//0.2307\ 

 
Engle, R.F. & Granger, C.W.J. (1987). Cointegration & Error Correction 

representation, estimation and testing. Econometrica, 35, 251-276 
 
Hossain, M.A. (2008) Impact  of foreign  direct Investment   on Bargladeslis  Balance  

of payment: some  policy  implication , Available from form the biz  bargladest net 
pp1-6 

 
Jenkins, C &  Thomas L (2002). Foreign direct investment in southern Africa: 

determinants, characteristics  and implication for  economic growth and poverty 
alleviation; University of Oxford  (internet)  Available  from 
http://ww.csae.oxacuk/reprots /pds 

 
Johnson, A. (2006). The effects of FDI Inflows on \host country economics Grant, 

(ESIS working paper series, paper No.58, Royal Institute of technology Sweden  
 

An Analysis Of The Effects Of Foreign Direct … 



10 
 

Letto – Gilles (1992). International Production: Trends, Theories and Effects”. 
Cambridge, Polity Press, pp. 171 – 188. 

 
Magdoff, H. (1992). Globalization –To what End?”Monthly Review, 43:1-18. 
 
Obadan, M. I. (1982). Foreign Direct Investment in Nigeria: An Empirical Analysis”. 

African Studies Review, 45(1). 
 
Todaro, M. P. (1997). Economics for Developing World: An Introduction to Principles. 

Addison Wesley Longman. 
 
UNCTAD, (2003).World Investment Report. United Nations Conference on Trade and 

Development. 
 
World Bank (1991). Economic Development and International Aspects of Economic 

Policy. Economic Review, July. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Academic Excellence 


