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ABSTRACT 
International trade remains a veritable instrument in developmental process. However, what 
determines trade between countries remains an issue of empirical investigation. 
Consequently, the study examines the determinants of trade in cross countries context and 
trade policy effects on the diversification of the economy. The study provides a review of the 
key determinants of trade and identifies proxies that enable us to quantify the relative 
importance of the different channels. We estimate this across a panel of twenty two countries 
both (developed and developing) which Nigeria has traded with most in US dollar terms in 
the past 20 years. The finding was quite satisfactory since the estimates passed the economic, 
statistical and econometric expectation of evaluation. However, while GDP is positive and 
statistically significant in determining trade, distance has the anticipated negative sign and is 
slightly over one, indicating that trade between a pair of countries falls by a little over 1 per 
cent for every 1 percent increase in the distance between them. Also, the coefficient on the 
dummy variable for a common border indicate two countries that share a common border 
engage more in trade than two otherwise similar countries. Again, the effect of 
landlockedness which may add to transportation costs also shows holding constant for other 
factors, the lack of ocean ports reduces trade by about 30 per cent. Sharing a common 
language increases trade significantly. There is evidence that exchange rate volatility has 
negative impact on trade. Population displays positive, though not statistically significant in 
determining bilateral trade. 
Keywords: Trade, liberalization, economic diversification cross country analysis.  

 
1 INTRODUCTION 

1.1 Background to the Study 

International trade remains an important instrument in developmental process. Indeed, this has been stressed in 
the two-gap programming model developed by Chenery and Strout (1966). Imports and export are key part of 
international trade and the import of capital goods in particular is vital to economic growth. Economists have 
proposed several theories to explain international trade. For a long time the neoclassical Heckser-Ohlin model 
has been the dominant paradigm. The model states that countries specialize in the production and export of 
products in which they have a comparative cost advantage caused by relative abundance of a certain factor of 
production. For a typical developing country with a relative plenty of labour and a shortage of capital, this 
would imply export in labour intensive goods such as textiles. In contrast, industrialized countries, would 
export capital-intensive goods. 

International trade theory provides explanations for the pattern of international trade and the distribution of the 
gains from trade. The theory also provides economies the benefits of bilateral trade. Trade between two 
countries is refers to as bilateral trade. However, the determinants of the bilateral trade are emerging issues in 
the economic in the recent time. This is because of role trade play in inducing economic growth as well as 
stimulating investment in the economy. The Nigerian Government considers trade as the main engine of its 
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development strategy because of its ability to create jobs, raise income, expand markets, facilitate competition, 
and disseminate knowledge. Its trade policy is geared towards enhancing the competitiveness of domestic 
industries with a view to, inter alia, encouraging local value-added, and promoting and diversifying exports. 

 

1.2 Statement of Problem 

An agreement between the Nigerian government and her trading partners affirms their desire to expand trade 
in products and services consistent with the terms of their Agreement, and seek to take appropriate measures to 
encourage and facilitate the exchange of goods and services and to secure favourable conditions for long-term 
development and diversification of trade between their respective nationals and companies. 

Some other pertinent issues stress in the agreement are: the desire to develop further both countries' 
international trade and economic interrelationship; and other instruments relating thereto or concluded under 
the auspices of the WTO; To recognizing the importance of fostering an open and predictable environment for 
international trade and investment; To recognizing that it is desirable that trade and investment problems 
between the Parties should be resolved by mutual agreement; To Recognizing the benefits to each Party 
resulting from increased international trade and investment, and that trade and investment barriers would 
deprive the Parties of such benefits; To recognizing the essential role of private investment, both domestic and 
foreign, in furthering growth, creating jobs, expanding trade, improving technology and enhancing economic 
development; To take into account the need to eliminate non-tariff barriers in order to facilitate greater access 
to the markets of both countries; and to consider that it would be in their mutual interest to establish a bilateral 
mechanism between the Parties for encouraging the liberalization of trade and investment between them. 

However, beyond this agreements are some critical issues which need to be examined. The major obstacles to 
Less Developing Countries (LDCs) export expansion whether in the area of primary products or manufactures 
have been the various trade barriers erected by developed nations against the principal commodity exports of 
developing countries. Jhingal (1995) succinctly captures this mood when he argues that the new protectionist 
tariff and non tariff trade barriers (eg excise, taxes, quotas, voluntary export restraints, sanitary regulations) 
imposed by rich nations on commodity exports of poor countries were the most significant obstacles to the 
expansion of the latter’s export earning capacities. These high effective tariffs inhibited LDCs from 
developing and diversifying their own secondary-export industries and thus acted to restrain their industrial 
expansion. The overall effect of developed country tariffs, quotas and non tariff barriers has been to lower the 
effective price received by LDCs for their exports, reduce the quantity exported and diminish foreign 
exchange earnings. 

Dean (2004) has shown that the main impact of liberalisation on trade flows is to increase the demand for 
imports at a faster rate than the demand for exports. That is, following trade liberalisation, countries tend to 
buy more than they sell every year. As a result, their trade balance worsens and they have to live beyond their 
means, a situation which is not sustainable in the long term, without constant inflows of ever-increasing aid. 
As imports increase, demand in the country for locally produced goods falls, because people are buying 
imported goods instead. The demand for exports doesn't increase enough to make up for the fall in local 
demand. For farmers, this will mean producing less, or selling at a lower price. For manufacturers, this might 
mean going out of business altogether. 

The WTO reports that during 2012 Nigeria was ranked 29th as a global merchandise exporter and 42nd as a 
global importer when intra-EU trade is ignored, and holds a place some ten positions lower in global services 
trade. Fuels and mining products dominate these exports (90.4%), and manufactures (75.6%) its imports. By 
destination the US (49.9%) and the EU (23.1%) dominated during 2006, while the main sources of imports 
were the EU (32.8%), China 

(10.7%) and the US (8.4%). Intra-African trade is low, with South Africa being its major import source in 
Africa (2.2% of its total imports) and Côte d’Ivoire being its major export destination in Africa (2.8% of its 
total exports). Thus we ask the questions: what determine bilateral trade between Nigeria and her trading 
partners? Is there any long relationship between trade and the potential identifiable determinants? In the light 
of the above research question, the following objectives are built for the study: i) to evaluates the determinants 
of trade between Nigeria and her Trading partners, and ii) to investigate if there is any long relationship 
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between trade and the potential identifying determinants. The analysis used time series data, covering the 
period, 1985-2015. 
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2. BRIEF LITERATURE REVIEW 

Over some decades now, Economists have proposed several theories to explain the reason for international 
trade. For a long time the neoclassical Heckser-Ohlin model has been the dominant paradigm. The model 
states that countries specialize in the production and export of products in which they have a comparative cost 
advantage caused by relative abundance of a certain factor of production (Dornbusch, et al (1980). For a 
typical developing country with a relative plenty of labour and a shortage of capital, this would imply export in 
labour intensive goods such as textiles. In contrast, industrialised countries, would export capital-intensive 
goods. However, to reach this conclusion the Heckser-Ohlin model requires very strong assumptions such as 
perfect competition, no economies of scale and costless availability of technology. 

As a consequence of the growing importance of the exporting activity, export marketing has become a priority 
for both practitioners and academics. A great deal of empirical research has been developed, particularly in 
recent years, leading to the resurgence and development of seven major research streams in the literature 
(Katsikeas et al. 1998). These streams are concerned with (1) the factors that stimulate a firm’s decision to 
initiate exporting or assure the exporting activity; (2) the problems or barriers faced by firms when initiating 
exporting or maintaining export operations; (3) the elements which influence export development; (4) network 
relationships and their role in export development and internationalization; (5) the nature, importance and 
utilization of information acquired for export marketing decision making; (6) the nature and effectiveness of 
governments’ promotion and assistance programs; and, finally, (7) the identification of the factors that 
influence export performance, with a particular emphasis on the export marketing strategy - export 
performance relationship. 

The Inter-industry specialization theory of trade focused on the form of specialization that occurs when 
countries specialize in the production of different types of goods for example country ‘A’ produces cars and 
country ‘B’ produces wheat. Countries will specialize in the production of goods that are relatively cheap for 
them to produce, either because they have a technological advantage in the production of that good, or because 
they have an abundant supply of the factors that are used to produce it. Either reason would give the country a 
comparative advantage in the production of that good. Trade should ceteris paribus be greatest between 
countries that have the largest differences in technology or factor endowments. 

The theory of absolute advantage developed by Adam Smith, suggests that a country should export those 
goods and services for which it is more productive than other countries, and import those goods and services 
for which other countries are more productive in producing. Smith maintained that a country is said to be more 
productive than another country, if it can produce more output (goods) for a given quantity of input, such as 
labour or energy inputs. The producer that requires a smaller quantity of inputs to produce a good is said to 
have an absolute advantage in producing that good (Lipsey, & Chrystal, 1996). 

Putting succinctly, all in all, given the theoretical propositions and the empirical evidence, first we argue that 
trade openness in the sense of ‘neutral’ trade regime and passive trade liberalisation may not be an optimal 
policy choice, and may adversely affect individual countries in view of persistent differences in technology 
and endowments across countries. In case the trading occurs between partners that are at different stages of 
technological and industrial development the effect of trade openness on economic growth may not be positive 
and instantaneous (Silajdzic and Mehic, 2017) 

The theory of comparative advantage developed by David Ricardo (Dornbusch, et al (1977) in attempt to solve 
the problem of the theory of absolute advantage, states that a country should produce and export those goods 
and services for which it is relatively more productive than other countries and imports those goods and 
services for which other countries are relatively more productive than it is. Hitherto, the absolute advantage 
have suggests that no trade would occur if one country has an absolute advantage over both products. The 
differences between absolute and comparative advantage theories are subtle. Absolute advantage looks at 
absolute productivity differences, while the comparative advantage looks at relative productivity differences. 

The Global Strategic Rivalry theory was developed in the 1980s as a means to ‘examine the impact on trade 
flows arising from global strategic rivalry between Multi National Corporations. It explores the notion that in 
order to stay viable, firms should exploit their competitive advantage globally and try to keep it sustainable. 
The firms can sustain their competitive advantage globally by many ways such as owning intellectual property 
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rights, achieving economies of scale or scope and by investing in research and development (Mahoney, et al 
1998). 

Grossman and Hansberg (2006) in an attempt to solve some of the puzzles of recent trends in international 
trade, focus their analysis on a growing feature of globalization, the increasing fragmentation of production 
across countries. Their models have two main implications. First, while specialization may still be in line with 
factor endowments, it will apply not only to final goods but also to individual production tasks. For example, 
regardless of the nature of the final product, labour-intensive tasks or stages of the production process will 
tend to be relocated to labour abundant countries. Developed economies will be more likely instead to focus 
on the upper stages of the value chain (e.g. research, development, planning and design, the production of skill 
and technology-intensive parts and the marketing of products). The second implication is that, because of the 
critical role of multinational companies in the global economy, the concepts of national boundaries and 
geographical specialization across countries is becoming less meaningful. 

2.1 Empirical Literature 

Clark and Stanley, (2003) investigates determinants of intra-industry trade between the United States and 
twenty-two industrial nations. They included the country-level characteristics suggested by modern models of 
monopolistic competition and trade and industry-level variables relating to imperfect competition, scale 
economies, and product differentiation. According to Clark and Stanley, Country-level determinants of intra-
industry trade include relative factor endowment differences, relative country size differences, distance, trade 
orientation, and the trade balance. Measures of factor intensity, scale economies, market structure, and product 
differentiation are included as country-level variables. They present the results that generally support 
predictions of modern trade theories. 

Deardorff (1995) derived equations for the value of bilateral trade from two extreme cases of the H-O Model, 
both of which also characterize a variety of other models as well. The first case was frictionless trade, in which 
the absence of all barriers to trade in homogeneous products causes producers and consumers to be indifferent 
among trading partners, including their own country, so long as they buy or sell the desired goods. Resolving 
this indeterminacy with a random drawing, He derived expected trade flows that correspond exactly to the 
simple frictionless gravity equation whenever preferences are identical and homothetic. Generalizing the result 
to arbitrary preferences, he found that the gravity equation would still hold on average, but that individual 
trade flows would exceed or fall short of it depending on a weighted correlation between the exporter’s and the 
importer’s deviations from the world average supplies and demands. He argue that this in turn was suggestive 
of how particular non-homothetic ties in demand could interact with factor endowments and factor proportions 
to cause countries to trade excessively (compared to the simple frictionless gravity equation) with countries 
like themselves. 

Broda and Romalis (2004) in their bilateral trade model used the OLS (Ordinary Least Square) and GMM 
(Generalized Method of Moment) to identify the relationship between Trade and Exchange Rate Volatility. 
After taking into account the direction of causality, they ascertained that a 10 percent increase in volatility 
depresses differentiated product trade by 0.7 percent, while a 10 percent increase in trade reduces exchange 
rate volatility by 0.3 percent. Their OLS estimated result showed that the effect of volatility on trade is 
reduced by 70 percent. 

Fugazza and Molina, (2009) explore the patterns of trade duration across regions and to identify its 
determinants. Using an extended Cox model, they evaluate the effects of country and product characteristics, 
as well as of trade cost variables on the duration of trade relationships from 96 countries from 1995 to 2004. 
Their results suggest first that the duration of trade relationships increases with the region level of 
development: trade relationships from richer economies face lower hazard rates i.e. longer duration. Second, 
the type of product matters for export survival, trade relationships involving differentiated products show a 
hazard rate that is 11% to 13% lower than trade relationships involving homogeneous goods. Third, high 
export costs increase the probability of export failure in all regions but the effect diminishes with time, thus 
suggesting that export experience matters. Finally, the size of exports also matters: the larger the transaction, 
the higher the probability of survival. 
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Wang and Barrett (2007), takes another empirical look at the long standing question of the effect of exchange 
rate volatility on international trade flows by studying the case of Taiwan’s exports to the United States from 
1989-1999. In particular, they employ sectoral level, monthly data and an innovative multivariate GARCH-M 
estimator with corrections for leptokurtic errors. This estimator allows for the possibility that traders’ forward-
looking contracting behaviour might condition the way in which exchange rate movement and associated risk 
affect trade volumes. Their estimates consistently indicate the change in expected exchange rate as well as 
change in industrial production jointly drives trade volumes. Further, while exchange rate and industrial 
production levels matter to trade volumes in long-run equilibrium, high frequency change in those variables 
have the strongest short-term effects and traders appear to respond more quickly to changes in expected 
exchange rates than to changes in U.S. industrial production. 

Fontoura (1995) investigated the determinants of Portugal’s export intensity across the period 1991-92. The 
researcher adopted a simultaneous equation approach for exports and FDI respectively. The results did not 
confirm the two-way relationships between the two variables. The results for the export intensity equation 
were similar to those obtained in earlier studies (i.e. studies mentioned above). The results displayed a 
comparative advantage in products that were intensive in unskilled labour. Products that were intensive in 
skilled labour had a comparative disadvantage. Labour costs were not significant since FDI was located in 
industries including high labour costs and economies of scale and were intensive in human capital (labour) and 
technology. 

Crespo and Fontoura (2001) explored the industry and country characteristics associated with intra-industry 
trade within a cross-country and cross-industry analysis using only data for the year 1997. Intra-industry trade 
was determined by vertical differentiation suggesting a specialisation along the quality spectrum. Portugal’s 
trade pattern changed without a significant alteration of the trade determinants traditionally associated to the 
factor proportions model. The econometric analysis confirmed that the comparative advantage explanation 
stands for the vertical case. But the results for the skilled labour variable suggested a tendency towards a more 
intensive use of the skilled labour. 

Marco and Molina (2009) explore the patterns of trade duration across regions and identified its determinants. 
Using an extended Cox model, they evaluate the effects of country and product characteristics, as well as of 
trade cost variables on the duration of trade relationships from 96 countries from 1995 to 2004. Their results 
suggest first that the duration of trade relationships increases with the region level of development: trade 
relationships from richer economies face lower hazard rates i.e. longer duration. Second, the type of product 
matters for export survival, trade relationships involving differentiated products show a hazard rate that is 11% 
to 13% lower than trade relationships involving homogeneous goods. Third, high export costs increase the 
probability of export failure in all regions but the effect diminishes with time, thus suggesting that export 
experience matters. Finally, the size of exports also matters: the larger the transaction, the higher the 
probability of survival. 

Côté (1994) study also looks at bilateral trade, but focuses on how the choice of invoicing currency affects an 
exporting firm’s production and pricing decisions when exchange rates are volatile and the market place is not 
perfectly competitive. Côté shows that exporting firms face greater price risk when invoices are denominated 
in the foreign currency and face greater quantity demand risk when the home currency is used. In response, as 
exchange rate uncertainty increases, risk averse, profit maximizing firms will increase prices when the foreign 
currency is used to invoice goods. Côté argues that the way in which a firm maximizes utility (minimizes risk) 
when the home currency is used for invoicing depends on the shape of the demand curve it faces e.g., reducing 
prices when demand is linear, thereby increasing demand and decreasing profit variance (uncertainty). 

Filipe et al (2004) explores the main antecedents of export performance based on the perceptions of European 
export managers. Cross-national findings reveal that according to managerial perceptions the most important 
determinants of export performance are product quality, followed in importance by price 
competitiveness/value for money, service quality and relationship with importers/trust. They argue that while 
some of these determinants have been extensively researched in the literature (product and service quality), 
there are others in which there is limited empirical research (price competitiveness/value for money and 
relationship with importers/trust). Also of interest is the existence of specific issues that are not considered by 
managers as being top determinants, but is the focus of extensive research. 
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Juthathip and Jongwanich (2007) examine patterns and determinants of exports in nine East and Southeast 
Asian economies, with an emphasis on the increasing important role of parts and components in total exports. 
To see whether exports in parts and components are “special” and to allow comparisons, export equations are 
estimated for three different export categories: total merchandise exports, manufacturing exports, and exports 
of machinery and transport equipment. The analysis covers the period 1990–2006, during which parts and 
components trade burgeoned. The estimations reveal the growing importance in the export composition of 
parts and components within vertically integrated cross-border production processes has tended to weaken the 
nexus between real exchange rate and export performance. Supply-side factors tend to become more crucial in 
determining export performance. Sectoral and firm-specific factors affecting the trade performance of British 
manufacturing firms were identified and analyzed by Bleaney and Wakelin (1999). Using share of export to 
total sales, the study concluded that higher export shares were evident in firms which engaged in 
technologically innovative activities, as measured by R&D expenditures. 

Concerned about the matters arising from the various functional import demand models, Thursby and Thursby 
(1984) examined the appropriateness of alternative specifications, using five countries (Canada, Germany, 
Japan, UK and the United States) as case studies. They explored nine models of aggregate import demand 
from which 324 alternative specifications were derived. The general conclusion from this detailed research 
was there is no single functional form that is universally appropriate across countries and over time. It was also 
revealed that for all the countries (except Canada) the accepted models were in logarithmic specification. They 
concluded that their findings reaffirmed the earlier finding by Khan and Ross (1977) for Canada, Japan and the 
United States that logarithmic functional form is more appropriate. 

Batra (2004) attempted to estimate trade potential for India using the gravity model approach. He used an 
augmented gravity model to first analyze the world trade flows and the coefficients thus obtained are then used 
to predict trade potential for India. The gravity model was estimated using the OLS technique with cross - 
section data for the year 2000. The dependent variable in all the tests was total merchandise trade (exports plus 
imports in US dollars), in log form, between pairs of countries. His estimated results show that the gravity 
equation fits the data and delivers precise and plausible income and distance elasticities and estimates for other 
geographical, cultural and historical characteristics. 

The author argues that all three of the traditional “gravity” effects are intuitively reasonable, with statistically 
significant t-statistic. Alternative measures of GNP in terms of current dollar value and purchasing power 
parity do not alter either the sign or significance of different explanatory variables. The magnitude of India’s 
trade potential was highest with the Asia-Pacific region followed by Western Europe and North America. 
Countries like China, United Kingdom, Italy and France reveal maximum potential for expansion of trade with 
India. Among specific country groupings/trade arrangements, India’s trade potential revealed to be highest 
with Pakistan in SAARC and with Philippines and Cambodia in the ASEAN. 

2.2 Model Specification 

A typical gravity model that explains the relationship of bilateral trade between countries is presented below; 

lnTRDij = β0 + β1lnXi + β2lnXj + ij --------------------------------------------------- (1) 

Where 

TRDij = Amount of trade (export + import) between Nigeria and other country 

  βs = parameters to be estimated 

 X
i = vector of the explanatory variables for Nigeria 

 X
j = vector of the explanatory variables for other countries 

 ij = stochastic error term 

Moving further, the model in equation (1) can be presented in the following form; 

InTRDij   0  1 InYi   2 InYj   3 InPi  4 InPj  5 InEij   6 Dij   7 CLij  

                      8 Lij   9Tij  10 EV+ij ------------------------------------------- (2) 
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Where, Yi and Yj are the GDP of Nigeria and trading partners respectively, Pi and Pj are population of Nigeria 
and partners respectively; Eij is the official exchange rate between the two country. The distance (D) and 
common Language (L) landlocked would be captured with dummy variables. The CL (when at least 9% of 
population of both countries uses same language, then unit, otherwise the variable takes the value zero). 
Landlocked: If Nigeria and her trading partners have no coast, then unit, otherwise zero. While T represents 
tariff which is expected to have a negative sign, the error term V captures any other shocks and chance events 
that may affect bilateral trade between the two countries. Equation (2) is the core gravity model equation 
where bilateral trade is predicted to be a positive function of income, population and negative function of 
exchange rate and distance. If the real exchange rate depreciates, domestic goods become cheaper relative to 
foreign goods. The sign of the exchange rate variability (EV) is expected to be negative. The data for this 
study are secondary data sourced from PENN world table, Statistical Bulletin 2014 publication, trade data 
from FAO Statistics and other WTO data bank. 

2.3 Presentation & Interpretation of Results 

2.3.1 Unit Root Analysis 

The test for unit root using the Augmented Dickey-Fuller (ADF) indicated that trade balance; Real GDP, tariff 
and real exchange rate are non-stationary with one as the order of integration. All tests were significant at both 
5% and 1%. The lag length criteria (AIC) did not improve with further increase in the lag length. See table 4.1 
below. 

Table 01: Unit Root Statistics 

Variable ADF  Criteria McKinnon Lag Order of integration 
   

statistic 
   

      
       

BT -5.582370xx  -3.557759  1 1 
       

GDP -5.793528xx  -2.960411  1 1 
       
 TARIFF 5.793528xx   -2.957110  1   1 
           
 EV -4.707414xx   -2.960411  1   1 
           
 POP -5.793528xx -2.960411 1 1 
 

1xx ADF  Stationary at first difference 

 

2.3.2 Co integration analysis 

The co integration test follows Pedroni (1999) construction of seven tests for co integration in heterogeneous 
panels with multiple regressors, four are based on pooling within dimensions (‘panel tests’) and three based on 
pooling between dimensions (‘group statistics’). In our full panel the test statistics allow us to reject the null of 
no co integration in four out of seven tests. 
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Table 02: Johansen Con-integration test statistics      

Ho: rank r  Max   Trace   
5% Critical value 
for   

5% critical 
value  No. of (E(s) 

  Eigenvalu
e 

  
statistic 

  
max Eigen value 

  
for station 

  
          
              

Ho: r =0  27.81648   70.71363   27.58434   47.85613  None x 
              

Ho: r = 1  23.54297   42.89714   21.13162   29.79707  At most 1 x 
              

Ho: r = 2  17.34655   19.35417   14.26460   15.49471  At most 2x 
              

Ho: r = 3  2.007626   2.00763   3.841466   3.841466  At most 3 
              

Ho: r =4  25.81648   69.71363   26.58434   48.85613  None x 
              
 

Since there are three co integrating vector linking the variables, an economic interpretation of the results can 
be obtained by normalizing the co integrating vector on bilateral trade, as shown in the table above. We report 
the estimate coefficients the Johansen method. In the first case, there is a negative long run relationship 
between bilateral trade and tariff, while the first and second normalized vectors, there appears to the positive 
long run relationship between bilateral trade and its fundamentals. The results shows that in the long-run 
exchange rate variability do not necessary harm bilateral trade in Nigeria other things being equal. There is 
also a long run negative relationship between bilateral trade and tariff, while GDP has a long-un positive 
impact on bilateral trade. 

2.3.3 Estimation of results 

A sample of 23 countries was used. The sample consisted of 22 countries to which Nigeria has traded with 
most in US dollar terms in the past 10 years. A general-to-specific approach was used to obtain the final 
specification. We then estimate a system by using restrictions across the cross-sectional dimension in the long 
run as in Pesaran and Smith (1995) and Pesaran, Shin and Smith (1999). They propose estimation by either 
averaging the individual country estimates, or by pooling the long-run parameters and estimating the model as 
a system (pooled mean group estimator (PMG) consistent with the characteristics and size of our panel. Long-
run coefficients are shown in the table 2 below. Using the SUR method, the error correction approach seems 
appropriate with negative and significant coefficients (at the 5% level) for all the countries in our sample 
except the United States. All the equation residuals are well behaved according to the LM-test for 
autocorrelation. 

Table 03: Gravity Models (Pooled Coefficient) 

Variables β se(β) T-value 
Constant 18764. 8179.4 2.294 
GDP .8846 .4413 2.046 

    
Distance -162.68 59.26 -1.170 
Landlocked -0.26. 020.76 -1.272 
Common Language ..546, 0.0861 0.750 
Common border .56.68 364.21 -2.10 
Population 0.21332 0.076112 1.986 
Exchange rate variability -2.01557 0.024143 -2.65 
Tariff rates 1.0616 0.17833 -2.953 
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Summary statistics Value   
R2 0.842021   
DW 1.78   
F-Stat 17.517   
No of observation 1,200   
Countries 23   
Note: T-values above + or -2 indicate significant coefficients at the 5% level. 

Table 04: Countries Estimated coefficients 

Country ECM Coefficients P-value 
Nigeria -0.03 0.05 
USA -0.01 0.41 
UK -0.12 0.03 
France -0.06 0.00 
Norway -0.03 0.05 
Germany -0.04 0.04 
China -0.12 0.03 
Malaysia -0.11 0.02 
Denmark -0.06 0.00 
Holland -0.09 0.00 
Italy -0.04 0.04 
Japan -0.04 0.04 
Sweden -0.09 0.00 
Belgium -0.03 0.05 
Spain -0.06 0.00 
Canada -0.03 0.05 
N. Korea -0.12 0.03 
S. Korea -0.03 0.05 
Turkey -0.03 0.05 
Russia -0.06 0.00 
Singapore -0.12 0.03 

Thailand -0.12 0.03 
Hong Kong -0.11 0.02 

 

 

 

 

 

 

 

 

 

 

 

Figure 01: Long run value country trade coefficients 
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Gross Domestic Product: The coefficient on the GDP variable in our specification is positive, statistically 
significant and economically reasonable indicating that higher GDP (for the country pairing) increases trade. 
Given that the coefficient is less than one (.88), an increase in the size of the country (output) increases trade, 
though, less than proportionately. This result meet our economic a piriori in the sense that since GDP measures 
the size of the economy in terms of available goods one expect a larger economies to trade more. The result is 
also consistent with the basic hypothesis of the gravity model that trades volumes will increase with an 
increase in economy size. However, the estimated coefficient means that, holding constant for other variables, 
a 1 percent point increase in GDP will result in 0.88 percent point increase in Nigeria bilateral trade flows. 

Distance: We use Glick and Rose’s (2002) estimate of the log of the distance between two countries. The 
countries trade share is expected to be negatively correlated with distance (DIST) between any two trading 
partners. A country that lies geographically further from Nigeria is expected to attract less trade, especially due 
to transport cost. The coefficients indicate that this is indeed the case. However, the coefficient of distance 
variable show a negative and insignificant value, implying that the greater is the distance between any two 
countries, the higher are the costs associated with transporting goods, thereby reducing the gains from trade 
and reducing trade itself. The estimated coefficient on log distance has the anticipated negative sign and is 
slightly over one, indicating that trade between a pair of countries falls by a little over 1 per cent for every 1 
percent increase in the distance between them. 

Common Border: Many studies have shown that the influence of distance on trade is non-linear, with trade 
between bordering countries being significantly greater than countries that are positioned at similar distances, 
but do not share a border. We use Glick and Rose’s (2002) indicator variable of common borders, which takes 
the value 1 if a country pair shares a border and zero otherwise. The coefficient on the dummy variable for a 
common border itself is estimated to be .56. As trade is specified in logarithmic form, we interpret the 
coefficient on the dummy by taking the exponent. Two countries that share a common border are estimated to 
engage in 75 per cent more trade than two otherwise similar countries. 

Landlocked: The effect of landlockedness which may add to transportation costs also shows result that meets 
our expectation. The coefficient on the dummy for this effect is estimated at –0.26 This implies that, holding 
constant for other factors, the lack of ocean ports reduces trade by about 30 per cent. 

Common Language: Sharing a language increases trade by economically and statistically significant 
amounts. The estimated coefficient of the common language dummy is .55. The implication is that two 
countries sharing linguistic links tend to trade roughly 74 per cent more than they would otherwise. The effect 
of sharing a common language though positive is not as much as the effect of sharing a common border. 

2.3.4 Exchange Rate Variability 

We investigate the importance of exchange rate volatility on trade flows using a measure of exchange rate 
volatility defined as the standard deviation of the growth rate of the nominal monthly bilateral exchange rate 
over the preceding five-year period. Our findings reveals that exchange rate variability have a significant 
negative relationship with volume of trade across different countries even though the magnitude of the 
coefficient is relatively small. Rapid short run depreciations, nevertheless, will in most instances result in 
actual trade overshooting the potential level. Over the long run, however, the exchange rate effect becomes 
less severe. This findings support the findings of Bacchetta and van Wincoop (2000). This result is not 
surprising since upswing and downswing in exchange rate have negative impact on trade. Also if exporters and 
importers were unable to speculate on what the exchange rate price will be in the few couple of months and be 
becloud with uncertainty, it is then expected that the volatility of the exchange rate will have impact on 
bilateral trade. 

Population: The analysis shows that population displays positive though not significant coefficient with the 
bilateral trade. This finding also meet our expectation, because as the domestics firms helping to define 
production possibility frontiers, there is an increase in products available for export, thus a larger population 
would have more firms in production. 

Tariff: Tariff displayed -1.0616 as its coefficients, implying that there is a negative relationship between tariff 
and bilateral trade. A unit increase in tariff will cause bilateral trade to decrease by 1.0616 units. More so, 
tariff is statistically significant as it is evidence from it t-value that is greater than + or –2. 
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2.3.4 Statistical criteria for evaluation of result 

2.3.5 The coefficient of determination 

R2 = 0.842021 explains the total variation in the dependent variable (bilateral trade) caused by variations in 
the explanatory variables included in the model – distance, gross domestic product, landlocked, common 
border, common language, population, tariff and exchange rate variability. In other word, the explanatory 
variables explain about 84% of the total variation in bilateral trade. 

2.4 Econometrics Test 

2.4.1 Test of Autocorrelation 

The underlying assumption of autocorrelation is that the successive values of the random Mi are temporally 
independent. The convectional Durbin Watson d statistics is employed. Since DW which is 1.78 is not closer 
to zero rather it is closer to 2 Therefore we conclude that there is no autocorrelation problem. 

2.4.2 Multicollinearity 

Klein’s thumb rule as well as simple correlations has been used to test for multicollinearity in our 
specification. Simple correlations are small (see table 3) and the auxiliary regressions for Klein’s rule do not 
indicate mullicollinearity. Multicollinearity is thus not a problem in our specification of the gravity model 
because none of the pair wise variable has coefficient up to 0.8. 

Table 05: Correlation matrix 

VAR GDP DINST CL CB LK EXR POP 
        

GDP 1.000       
        

DINST -0.284 1.000      
        

CL -0.076 -0.224 1.000     
        

CB 0.0100 0.2189 0.2079 1.000    
        

LK 0.0635 0.2246 0.05251 0.0531 1.000   
        

EXR -0.006 0.0311 0.1032 0.3980 0.5914 1.000  
        

POP 0.0635 0.2246 0.05251 0.0531 -0.224 0.0100 1.000 
        
 

2.5 Summary of findings 

The study examined the factors that determine international trade using cross country analysis. Specifically, 
we ascertained the influence of such factors as Size of GDP, exchange rate variability, landlocked, common 
language, common border, population, tariff and distance on bilateral trade. A sample of 23 countries was 
used. The sample consisted of 22 countries to which Nigeria has traded with most in US dollar terms in the 
past 25 years. As a starting point, we examined the time series properties of the data in order to avoid the so 
call “Spurious” regression. 

The finding was Specifically, we conducted a unit root test of stationary using Augmented Dickey Fuller 
(ADF) test and Pedroni (1999) construction of seven tests for co integration in heterogeneous panels with 
multiple regressors, four are based on pooling within dimensions (‘panel tests’) and three based on pooling 
between dimensions (‘group statistics’). We began the modelling from a general-to-specific approach to obtain 
the final specification. We then estimate a system by using restrictions across the cross-sectional dimension in 
the long run as in Pesaran and Smith (1995) and Pesaran, Shin and Smith (1999). 
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 Using the SUR method, the error correction approach seems appropriate with negative and significant 
coefficients (at the 5% level) for all the countries in our sample except the United States. All the equation 
residuals are well behaved according to the LM-test for autocorrelationquite satisfactory since the estimates 
passed the economic, statistical and econometric expectation of evaluation. Firstly, the estimate shows GDP is 
positive and statistically significant in determine bilateral trade. Secondly, distance has the anticipated 
negative sign and is slightly over one, indicating that trade between a pair of countries falls by a little over 1 
per cent for every 1 percent increase in the distance between them. Thirdly, the coefficient on the dummy 
variable for a common border indicate two countries that share a common border engage more in trade than 
two otherwise similar countries. Fourthly, the effect of landlockedness which may add to transportation costs 
also shows holding constant for other factors, the lack of ocean ports reduces trade by about 30 per cent. Fifth, 
sharing a common language increases trade significantly. Also, the findings also indicate strong evidence that 
exchange rate volatility is negatively related to and significant impacted on trade. Lastly, the empirical result 
shows that population displays positive though not statistically significantly in determine bilateral trade. 

3. Policy Recommendations 

These findings therefore have profound policy implications especially on Nigeria’s trade policy direction. 
Based on our findings; we recommend the following policy options for Nigeria: There is the need for 
government to monitor strictly, the foreign exchange market in order to avoid continuous speculative attacks 
on the naira. If exchange rate of the naira to the dollar continues to deteriorate, it would mean that trading with 
other countries would worsen even in the long run. This is because a stable exchange rate would minimize the 
risk of loss of capital and thus attract more trade between Nigeria and her trading partners. Also, government 
should continue to enhance the present tariff in order to derive the optimal revenue derivable through tariff. 
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