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Abstract 

This paper examines the joint effect of capital inflows and financial development on poverty reduction in Nigeria 

between 1980 and 2017 using ARDL bound test and Granger causality test based on Vector Error Correction Model 

(VECM). As capital inflows involved three subcategories (FDI, portfolio investment and remittances), the paper 

assesses all three in turn. Empirical results indicate that the interaction term of capital inflows and financial 

development reflects a significant decrease in poverty headcount in the long run as well as in the short run, underlining 

that the indirect role of both capital inflows and financial deepening in poverty-reducing channel is paramount. The 

findings underscore the view that capital inflows and financial development could jointly strengthen the means to 

reinforce incentive and inclusive structures for the extension of credit to innovative small enterprises or individuals, 

and thereby accentuating poverty-reducing effect. Further evidence reveals that the causal direction between capital 

inflows, financial development and poverty alleviation is unidirectional, which runs from both foreign capital inflows 

and financial deepening to poverty level. Hence, the study suggests that ensuring that financial sector development 

coincides with rising inclusiveness and rates of capital inflows is critical for improved performance and poverty 

alleviation drive in Nigeria.  
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1.0  Introduction 

The mainstream conjecture that investment through capital inflows will have positive and crucial development 

paybacks predicated efforts geared towards inducing foreign capital inflows across developing economies. The 

contemporary policy trend in developing countries is a reflection of this plausible assertion. It has been advocated in 

the empirical literature that these flows of capital are beneficial to developing economies owing to their potential 

salutary effect on economic performance (Adams, 2009; Goldberg, 2004). Although, few studies have questioned and 

negated the growth and development gains linked with such flows anchored on the premise that foreign investment 

rates are very poorly associated with job creation and poverty reduction (UNCTAD, 2005; Rodrik and Subramaniam, 

2008; Bhinda and Martin, 2009), the dominant view has been the productivity – enhancing impact. The optimistic side 

views foreign capital inflows as a path that offers the framework for increasing total factor productivity and, in general, 

the efficient utilisation of resources in the recipient economy (OECD, 2002; Chor et al., 2008). In addition, in the 

literature, economic development is engendered by rising access to financial instruments (financial inclusion) which 

induces savings, productive investment and eases the transfer of capital (funds) from abroad, and thus lead to reduced 

poverty, fall in the level of inequality and improved private investment (Beck, et al., 2007; Demirgüç-Kunt et al., 

2011). Accordingly, capital inflows and financial deepening strengthen the means to reinforce structural economic 

transformation and effective industrial structure for broad – based growth and poverty alleviation.    

Considering the preceding salient insights, developing countries, in particular Nigeria, appear to sustain and revitalize 

global development initiatives for attracting foreign capital inflows and engendering improved access to financial 

services to alleviating poverty. With efforts made to boost domestic investment and enhance financial sector 

development in Nigeria, which began in the 1980s with the introduction of structural adjustment programmes (SAPs), 

the recent statistical report reflects a rise in the level of foreign investment in the country. According to UNCTAD 

2018 World Investment Report, FDI Inward Flows (million USD) to Nigeria were put at 3.06 and 4.45 in 2015 and 



 

 
 

                                                                              

2016 respectively. With respect to policy measures for enhancing access to financial credit, since 2001, a persistent 

increase in microfinance credit has accompanied the establishment of microfinance banks mostly at the local level, 

although only 36% out of the total population has an online bank account (World Bank, 2017). In spite of these 

multidimensional approach and policy intervention strategies (the launching of a consortium of poverty alleviation 

schemes), the rate of poverty in Nigeria is quite alarming as the country seems to be “the poverty capital of the world” 

based on the current world poverty statistics (Brookings Institution, 2018).  

Given persistent mass extreme poverty in Nigeria, the assessment of the foremost goal of the Millennium Declaration 

(i.e. to eradicate extreme hunger and poverty) remains crucial. With extreme poverty in Nigeria rising by six people 

every minute, compared to India’s 73 million, Nigeria has the highest rate of extreme poverty in the world with about 

87 million extremely poor people (Brookings Institution, 2018). In economic and social terms, the country could be 

regarded as one of the leading retrogressive developing states of the world. As a consequence, attaining the first goal 

of the United Nations’ Sustainable Development Goal (SDG), which is ending extreme poverty, appears to be 

somewhat difficult. Indeed, Nigeria’s case is pulling in massive agitation and debate.  

The contribution of capital inflows and financial deepening to poverty reduction may not be as significant and positive 

as expected in developing countries owing to some certain reasons. For instance, these economies tend to over rely on 

highly unstable private capital inflows (unpredictable investment sources), it has been advocated that through various 

channels, poor households could suffer more from such a high level of vulnerability than the non – poor households 

(Calvo et al., 1994; Son and Kakwani, 2006). Another line of argument, given the set of earlier empirical studies 

collected by Hulme and Mosley (1996), is that poor households do not often benefit from financial credit expansion; 

it is only non-poor people usually with income above poverty line (i.e. non - poor borrowers) who can do better with 

financial credit (mostly micro – loans) would enjoy ample positive impacts. Although few studies on Nigeria 

corroborate the assertion that inflows of foreign capital do not have a significant effect on welfare (Akinmulegun, 

2012; Ogunniyi and Igberi, 2014), many studies on developing countries including country – specific studies 

contradict this proposition. Magombeyi and Odhiambo (2017); Soumare (2015); Fowowe and Shuaibu (2014); Gohou 

and Soumare (2012) provide evidence that between net FDI inflows and improved welfare there exists a strong and 

positive relationship. Also, in exploring the extent to which microfinance institutions aid the alleviation of poverty, 

Okpara (2010) posits that the persistent rise in microfinance credit causes a drastic reduction in poverty index. 

However, no known study explores the joint effect of capital inflows and financial development on poverty reduction 

in Nigeria. With alarming poverty rate in Nigeria and ever – increasing want of consensus among researchers, few 

cardinal questions that seem to be inadequately addressed are: a) what is the central cause of escalating poverty level 

in Nigeria? b) What is the significant welfare benefit arising from foreign capital inflows and improved financial 

access in Nigeria? c) What is the joint effect of capital inflows and financial development on poverty reduction?       

Looking at the divergence in the literature, furthering our understanding of the relationship between capital inflows, 

financial development and poverty reduction is, thus, fundamental. And as the interaction effect of capital inflows and 

financial deepening on poverty reduction is largely under – researched, based on the authors’ best knowledge, the 

paper is the first empirical study to assess this exclusively on Nigeria. Hence the key objective of this study is to 

investigate the short run, long run and causal relationship between the interaction term – capital inflows and financial 

development – and poverty reduction in Nigeria. The use of ARDL bound test and Granger causality test based on 

Vector Error Correction Model (VECM) is yet another significant novelty that the present study develops on the 

capital inflows – financial development - poverty debate in Nigeria. While known no study has applied this approach 

regarding the topical issue for Nigeria, it is expected that the technique will aid the elimination of the problem often 

related with short time series data. Since economic policy-making is instrumental in facilitating positive development 

outcomes and poverty alleviation, the study sets out to offer guidance for policymakers in championing optimal 

investment measures and improved financial access for reducing poverty.  

The remainder of the study is structured as follows. The immediate section covers the review of the literature. Section 

3 describes the set of data and elucidates the methodological approach. Section 4 contains the presentation of results 

and discussion, and the last section gives concluding remarks.   

 



 

 
 

                                                                              

2.1 Theoretical review  

2.1.1 Capital inflows – poverty reduction nexus 

The theoretical link between capital inflows and poverty reduction has been surrounded with much divergent views 

as conflicting propositions continue to gain prominence in the literature. In an effort to elucidate the possible impact 

of capital inflows (mostly FDI inflows) on poverty reduction, two categories of scholars have predominantly emerged, 

which include the optimist and pessimist. The optimistic group supports the positive contribution of FDI to poverty 

reduction. This group is of the view that the benefits of capital inflows could be attained through spillover effects, an 

increase in investment capital, and employment creation (Meyer 2004; Gorg and Greenaway 2004).  On the other 

hand, the pessimistic view anchors their argument on the dependency theory which covers a negative or insignificant 

effect of FDI on poverty reduction (Dutt, 1997; Eller, Haiss and Steiner, 2005). This theory explains the 

underdeveloped nature of developing countries and how the state of their development results in rising poverty. The 

pessimists buttress their proposition with the notion that in the country that makes investment climate overcrowded, 

FDI may be unnecessarily overflow investment, and thus results to inflation in the recipient country’s interest rate.  

In the literature, nonetheless, spillover effects are divided into two; namely horizontal and vertical spillover effects. 

Horizontal spillover effects result from nonmarket and non-contractual transactions, in which external parties (i.e. 

domestic firms) benefit from the foreign firms’ resources (Meyer, 2004). These spillover effects are regarded as 

externalities which are predominantly occur in an intra-industry setup (Meyer, 2004). This process takes place through 

the technology transfer from foreign firms to local firms in the same level or line of operation but with their 

technological sophistication operating level differs (Falore and Winkler, 2012). Such Knowledge spillover emanates 

from labour movement and demonstration effects — arising from local firms that adopt or imitate the innovative 

approach of foreign firms (Wang and Blomstrom, 1992; Gorg and Greenaway, 2004; Meyer, 2004). In contrast, where 

inter-industry relations are established and taking place, vertical spillover effects result from product and consumer 

surplus (Meyer, 2004). Through the interaction between the foreign subsidiary and local economic agents in the 

recipient country, vertical spillover effect are realised. Vertical spillover is comprised of backward and forward 

linkages (Sumner, 2005; Liu et al., 2009). Overall, these processes could lead to an increase in investment capital and 

employment creation, and thus induce poverty reduction.  

2.1.2  Financial development – poverty reduction nexus 

The nexus between financial development and poverty reduction has been anchored on certain theoretical premise and 

conjecture, specifically regarding developing countries. It is of common knowledge that in developing countries, 

access to formal financial services by the poor is fraught with difficulties. This often forces them to depend instead on 

a narrow range of usually unconducive and more expensive and risky informal financial services, which constrain 

them from fully participating in market activities and contributing to economic development. 

The pioneer work of Keynes (1937) based on the “motive of finance” for money demand has been linked to the 

channels through which the poor benefit from formal financial intermediation (services). In 1973 when McKinnon 

presented the “conduit effect”, this theoretical assertion was revisited. It is built on the assumption that the poor who 

engage in self – financing investment enhance savings through the provision of profitable financial opportunities 

despite the fact that financial institutions fail to offer them credit. The discussion on the impact of financial sector on 

the economy is further raised by both McKinnon (1973) and Shaw (1973) as both theories emphasis on related 

implications and influence of financial sector development. Nonetheless, in the models on the nature of money, their 

assumptions differ. Premising on the financial liberalisation theory, they are of the view that financial repression, 

which means the distortion of financial prices. This distortion involves the real size of the financial system reduces by 

interest rates in relation to non-financial system, which in turn retards  real rate of economic growth (McKinnon,1973; 

Shaw, 1973). Fundamentally, their proposition is rest on the conjecture that there exists a positive relationship between 

interest rates and economic growth, and growth tends to be retarded by low interest rates. At early stage of repression, 

the nominal interest rate, in terms of administration, fixed and hence the real rate is being kept below the equilibrium 

level. This argument is anchored on the common notion that developing countries often face with financial repression. 

They posit that the liberation of these economies from their repressive states would enhance savings, investment and 

growth, and thus positively affect poverty reduction.  



 

 
 

                                                                              

Moreover, give the much elaborative analysis on the channels (credit or money) termed as the "conduit effect” — the 

medium through which the poor gain from formal financial services, as a consequence, in view of the instrumentality 

of financial deepening, the McKinnon-Shaw hypothesis is seen as the basis and foundation for poverty reduction. 

However, Wijnbergen (1983) model faults their conclusion. In negating their assertion, Wijnbergen (1983) stresses 

that, in the short run, raising interest rate may not induce increased investment and productivity neither decrease 

inflation. Giovannini (1983) and Sikorsky (1996) further challenged the tenability of McKinnon (1973) and Shaw 

(1973) proposition as they seem not to have given elaborate view on the workings and operations of the banking 

systems across developing countries.  

2.2 Empirical review 

The empirical evidence on the influence of capital inflows and financial inclusion on poverty reduction in developing 

economies mostly points to divergent views as the results are mixed. The few studies on this central subject have 

resulted to diverse conclusions. While some studies stress that both capital inflows and financial inclusion are found 

to worsen poverty, others conclude that they reduce poverty, and yet others posit that capital inflows and financial 

inclusion have insignificant impact on the level of poverty in most countries. Hence, these form and shape the 

discussion of this section.  

2.2.1 Capital inflows (FDI, portfolio investment and remittances) and poverty reduction  

Beginning with studies on the impact of FDI on poverty reduction, in view of a survey of literature, Magombeyi and 

Odhiambo (2017) focus on the direct impact of FDI on poverty reduction. They overwhelmingly support the notion 

that FDI have a positive impact on poverty reduction, while from one sample to another, there are vary magnitudes of 

the effect. In another study, using pooled data from 1981- 2011, Fowowe and Shuaibu (2014) examine the effect of 

FDI on the poor in a sample of 30 African countries. Based on the Generalised Methods of Moments (GMM) and with 

World Bank poverty headcount used as a proxy for poverty. They conclude that FDI is good for the poor. In addition, 

poor countries with a high case of poverty, positive impact of FDI on poverty reduction tends to be high.  These 

findings is also in consonance with the work of Gohou and Soumare (2012) conducted on a sample of 52 African 

countries between 1990 and 2007 in addressing the same topical subject. Regarding developing countries in particular, 

using unbalanced panel analysis over the period of 1990 – 2009 and with a sample of 26 developing countries, Ucal 

(2014) assesses the impact of FDI on poverty. The author also confirms the rising notion that FDI leads to reduced 

poverty in selected countries, thus underscoring that FDI plays a crucial role in decreasing poverty in these countries. 

Bharadwaj (2014) using a panel regression analyses the effect of FDI on poverty in 35 developing countries (1990 – 

2004). In the study, FDI represents globalisation, while poverty was measured using the headcount ratio and poverty 

gap.  The author’s findings indicate that FDI is inversely related to the headcount ratio, underlining the beneficial 

impact of FDI on poverty reduction.  

In studies exclusively based on Nigeria, using time series data, Israel (2014) examines the impact of FDI on poverty 

reduction in Nigeria, and with the use of poverty headcount as a proxy for poverty reduction between 1980 and 2009. 

The author posits that FDI positively impacts poverty reduction. Analogously, Omorogbe et al (2007) employing 

ordinary least squares technique assess the impact of FDI on poverty reduction in Nigeria. With per capita GDP serves 

as poverty proxy, their findings indicate that FDI positively induces per capita GDP in Nigeria. In contrast, based on 

Vector Autoregression over the period of 1986 – 2009, Akinmulegun (2012) analyses the effect of FDI on welfare in 

Nigeria. The study offers evidence that FDI does not have a significant effect on welfare. Also in line with this 

empirical claim, while using Ordinary Least Squares approach and per capita GDP as a proxy for poverty, Ogunniyi 

and Igberi (2014) show that between 1980 and 2012 in Nigeria there exists an insignificant relationship between 

poverty reduction and FDI.  

A number of studies have also been conducted in some countries other than Nigeria. For instance, choosing HDI and 

GDP per capita as proxies for welfare, Soumare (2015) using dynamic panel data regression and Granger-causality 

investigates the relationship between FDI and welfare in Northern Africa between 1990 and 2011. The author stresses 

that between net FDI inflows and improved welfare there exists a strong and positive relationship. Zaman et al. (2012) 

using the Ordinary Least Squares (OLS) examine the relationship between FDI and poverty in Pakistan over the period 

of 1985 – 2011. Adopting headcount as a proxy for poverty, they conclude that FDI positively influences poverty 



 

 
 

                                                                              

reduction at the national, urban and rural levels. In a similar study, while applying an Autoregressive Distributed Lag 

(ARDL) approach as poverty headcount serves as a proxy for poverty, Mahmood and Chaudhary (2012) study the 

contribution of FDI to poverty reduction in Pakistan (1973 – 2003). They also validate the growing view that FDI 

leads to reduced poverty in Pakistan. Other studies such as Shamim et al. (2014) for Pakistan (1973 - 2011), Uttama 

(2015) for ASEAN countries (1995 - 2011) and Calvo and Hernandez (2006) for Latin America (1984 – 1998) 

similarly corroborate the decreasing effect of FDI on poverty. On the other hand, Huang et al. (2010) for 12 East and 

Latin American countries (1970 – 2005) and Ali and Nishat (2010) for Pakistan (1973 – 2008) posit that FDI does not 

in any way reduce poverty. Regarding the effect of portfolio investment on poverty reduction, according to OECD 

(2012), in a highly uncertain economic climate (region) like Africa, portfolio investment seems to have minimal 

impact on poverty reduction. 

In ascertaining the role of remittances in poverty reduction measures, a number of empirical studies observe that 

remittances – led poverty reduction. A study by Adams and Page (2005) conducted on 71 developing countries with 

the use of panel data analysis revealed that remittances and migration serve as critical element and mechanism for 

alleviating the level, severity and depth of poverty. In another way, Gupta et al. (2009), in their study, observe that 

remittances, in form of a private transfer nature and which are stable, influence poverty reduction in sub – Saharan 

African (SSA) countries. This empirical view is also in line with Anyanwu and Erhijakpor (2010) study on 33 African 

countries. Further study by McKay and Deshingkar (2014) using secondary data extracted from household surveys 

examine the effect of internal remittances on poverty in 4 African (South Africa, Rwanda, Nigeria and Uganda) and 

two Asian (Viet nam and Bangladesh) countries. The authors corroborate remittances‑led poverty reduction 

hypothesis. Similarly, from the United States and in view of data from a nationally representative household survey, 

Adams (2004) with a focus on internal and international remittances on poverty in Guatemala asserts that remittances 

inflows better influence the severity of poverty reduction compared to the poverty level in Guatemala. Using another 

approach based on literature review, while giving attention to developing countries, Adams (2011) also observed that 

international remittances significantly lead to poverty alleviation and improved health levels in these countries. 

However, negating theoretical propositions, the study indicates that international remittances adversely affect 

education, economic growth and labour supply in developing countries. 

Also, on developing countries, Serino and Kim (2011) using quantile regression analysis based on panel data between 

1981 and 2005 investigate the influence of international remittances on poverty. Accordingly, international 

remittances are found to induce poverty reduction in developing countries, while among the worst off groups the effect 

is viewed to be more pronounced. In more recent work, Azam et al. (2016) assess the role of foreign remittances in 

poverty alleviation focusing on 39 high, middle and lower income countries employing the panel fully modified 

ordinary least squares (FMOLS) between 1990 and 2014. Although across all countries studied, foreign remittances 

are noted to induce poverty reduction, the positive influence of foreign remittances on poverty reduction is only found 

to be statistically significant in high‑income countries. In somewhat related argument, Chakra and Leon‑Gonzalez 

(2012) stress that the effect of remittances on inequality and poverty depends on certain prevailing conditions. 

In light of country – specific studies, following the study of Waheed et al. (2013), the severity and level of poverty in 

rural areas of Nigeria are observed to be decreased by both domestic and foreign remittances. Further evidence noted 

that, compared to foreign remittances, domestic remittances contribute more towards reducing poverty in rural areas 

of Nigeria. In line with this evidence, Odozi et al. (2010) using living standard survey data explore the effect of 

remittances on inequality and poverty in Nigeria. During the period under study, they found that remittances induce 

inequality and poverty reduction in Nigeria. In Ghana, Adams JR and Cuecuecha (2013) assess the effect of internal 

and international remittances on investment and poverty. Their findings confirm growing assertion that remittances 

could induce decreased poverty and facilitate investment across levels in developing countries. In addition, Antwi, 

Mills and Zhao (2013) examine the effect of workers’ remittances on poverty reduction and discover that, via rising 

income, soothing capital bonds and facilitating consumption of the poor, positive effect of such remittances on poverty 

reduction. Studies that also support the positive effect of remittances on poverty reduction in other countries include; 

Wouterse (2010) based on four villages of Burkina Faso with use of Gini and concentration co‑efficient decomposition 

approach, Beyene (2014) for Ethiopia using urban household survey data, Qayyum et al. (2008) for Pakistan (1973- 



 

 
 

                                                                              

2007) employing Autoregressive Distributive Lag (ARDL) and Hatemi-J and Salah Uddin (2014) for Bangladesh 

using granger causality test. 

2.2.2 Financial development and poverty reduction 

In the quest to alleviate poverty, many studies explore the role of financial development in poverty reduction. 

Beginning with the work of Honohan (2004), evidence indicates that financial depth is adversely associated with 

headcount poverty. The causal condition of this relationship was examined by Perez-Moreno (2011) who stresses that 

headcount poverty may be reduced by financial development, although in view of certain caveats resulting from the 

findings. For instance, the type of the financial development indicator employed mostly determines the results and the 

sensitivity of results to time periods under studied. Accordingly the author reveals that there is more supportive 

evidence that finance induces poverty reduction when liquid liabilities to GDP is used as an indicator of financial 

deepening than when credit to the private sector is employed. Similarly, Beck et al. (2004), using panel data for 58 

developing countries between 1980 and 2000, assert that financial development reduces poverty more than its impact 

on aggregate growth. By disproportionately enhancing the income of the poor, the authors confirm that countries with 

well-developed financial intermediaries experience faster reduction in both income inequality and poverty. In another 

study centers on financial access conducted by Mookerjee and Kalipioni (2010), the link between financial access and 

income inequality is examined. In the study, findings show a negative and significant relationship between bank 

branch expansion and the Gini coefficient.  

With a plethora of poverty measures representing dependent variables, Donou-Adonsou and Sylwester (2016) offer 

evidence that poverty could be reduced by financial sector development in view of both depth measures of informal 

and formal financial sector variables. Although both measures contribute to poverty decline, the impact of the informal 

sector is weak compared to formal banking sector. Perhaps owing to data availability, in comparison with those on 

financial deepening, studies assessing the effect of financial access on the poor are quite few. In a more recent study, 

Rewilak (2017) examines whether financial development brings about poverty reduction using private credit and broad 

money as measures of financial development and separate it into four categories. With the emphasis on Eastern 

European economies, Latin American and sub-Saharan African countries (2004 - 2015), the author posits that both 

greater physical access and financial deepening are beneficial and conducive for the reduction in the proportion of 

people below the poverty line. Using panel data for a sample of developing countries (1966 – 2000), Jeanneney and 

Kpodar (2011) analyse how financial development aids poverty reduction indirectly through economic growth and 

directly through the McKinnon conduit effect. Their findings confirm that the poor gain from having access to 

financial intermediary services, although the gain may be limited by financial instability. However, overall, the benefit 

of increased access to financial services usually outweigh the cost.  Fowowe and Abidoye (2011) assess the effect of 

financial development (as measured by private credit) on the growth of inequality and poverty in sub-Saharan African 

countries. The authors confirm that private credit does not significantly influence poverty reduction in the region. 

In country – specific studies, based on India, Burgess and Pande (2005) offer a comprehensive study. The authors 

explore the effect of the Indian Social Banking Experiment, for every bank branch opened up in a previously served 

area, the Bank of India decreed that an institution had to open four branches in presently unserved areas. The effect 

on poverty seemed to be dramatic as the rural headcount decreasing by 14–17 percentage points. Thus, rural savings 

accounts, in particular, increased by over 100 million and notably rural loan accounts by 25 million. On whether access 

to banking services can reduce poverty, through a State-wise Assessment in India, Bhandari (2009) examines the drive 

towards financial inclusion in view of the increase in bank accounts of designated commercial banks and changes in 

the population of people below poverty line. The findings show that, across states, the increase in bank accounts is not 

significantly related with the decrease in below poverty line population. The author posits on the premise that offering 

banking services to a huge number of people is not the effective tool for poverty reduction measure. A study on Nigeria 

by Okpara (2010), investigates the extent to which microfinance institutions aid the alleviation of poverty. The 

author’s findings identify two phases through which the effect of micro finance could be explained. The first phase, 

regarded as the take-off stage, with increasing microfinance credit, views poverty as increasing at a decreasing rate. 

In the second phase, starting from year 2001 precisely, the persistent rise in microfinance credit causes a drastic 

reduction in poverty index. Thus, at presence, microfinance credit reduces poverty in Nigeria. There are several other 

studies that also underscore the positive impact of access to financial services on poverty reduction. The studies 



 

 
 

                                                                              

include; Odhiambo (2009) for Kenya (968-2006), Quartey (2008) for Ghana and Geda et al. (2006) for Ethiopia (1994 

– 2000).  

In all, in line with the preceding review, there is a growing trend of divergent conclusions in addition to the scant 

efforts on the linkage between capital inflows, financial sector development and poverty alleviation in Nigeria. In a 

nutshell, the nonexistence of the empirical assessment of the dynamic interaction between foreign capital inflows – 

financial deepening – poverty nexus could account for the paucity of the comprehensive outlines of policy options 

available in any economy. In essence, since having an inclusive understanding of this link is central to attaining the 

Sustainable Development Goal (SDG) of ending extreme poverty by 2030, want of detailed expositions on the joint 

impact of capital inflows and financial development on poverty reduction may give rise to suboptimal performance 

and in turn, accentuate unattainable policy goal (poverty alleviation). Hence, the paper’s findings could help offering 
adequate and comprehensive policy options crucial for alleviating poverty in Nigeria.    

3. Data and methodology 

3.1  Data 

The study uses time series data set between 1980 and 2017. The scope encompasses the period when key policy 

reforms were introduced — such as Structural Adjustment Programmes (SAPs) and the Millennium Declaration — to 

boost domestic investment, strengthen financial access, reinforce structural economic transformation and alleviate 

poverty. Three capital inflows measures are employed: foreign direct investment (FDI), net inflows (% of GDP), 

portfolio investment and personal remittances, received (% of GDP). FDI represents net inflows — new investment 

inflows less disinvestment — in the reporting economy from external (foreign) investors (% of GDP). Personal 

remittances, received (% of GDP) consist personal transfers and compensation of employees, while portfolio 

investment captures transactions in equity and debt securities. The financial development indicator used is: credit to 

private sector (% of GDP). The ratio to GDP of the value of financial credits granted by financial intermediaries to 

private sectors is commonly used in the literature as it is mostly available for developing countries over a long period 

time. By excluding financial credit to the public sector, it has the advantage of channelling funds (financial resources) 

to productive agents and perhaps to the poor (Jeanneney and Kpodar, 2008). The measure of poverty levels used in 

the study is: Poverty headcount ratio at $1.90 a day (2011 PPP) (% of population) — % of the population living on 

less than $1.90 a day at 2011 international prices). This is the most widely used measure of poverty level. For instance, 

Osemene (2005); Akpan and Orok, (2009); kale, (2012) among others used poverty headcount ratio in their respective 

studies. 

The significance of economic growth to the attainment of the goal of poverty alleviation is widely advocated in the 

literature (Nafziger, 2006; Ravallion and Chen, 1997; Deininger and Squire, 1998). Hence, GDP per capital is included 

in the model to reflect the influence of economic growth on poverty reduction. Following the study of Chakraborty 

(2010), it is assumed that the savings ratio (s) is affected by inflation (INF). And there seems to be a consensus that 

inflation tends to cause risen poverty level (Easterly and Fischer, 2001). As such, inflation, consumer prices (annual 

%) is introduced in the model. While data on poverty headcount index were obtained from both Central Bank of 

Nigeria (CBN) Statistical Bulletin and World Development Indicators (2018 Edition), other data used were sourced 

from World Development Indicators (2018 Edition).   

3.2  Methodology 

Considerable theoretical evidence on the capital inflows – financial inclusion – poverty nexus demonstrated in the 

previous section informed the model formulation. Hence, the updated version of the model of Beck, et al. (2007); 

Meyer (2004); McKinnon (1973); Shaw (1973); Eller et al., 2005 is specified in a functional form as follows; 𝑃𝑂𝑉 = ƒ(𝐶𝐹𝐿𝑂𝑊, 𝐹𝐼𝑁, 𝐹𝐿𝑊 ∗ 𝐹𝐼𝑁, 𝐺𝐷𝑃, 𝐼𝑁𝐹)                                                                                                           (1)     

In this model (Eq.1), 𝑃𝑂𝑉 is the measure of poverty. 𝐶𝐹𝐿𝑂𝑊 represents the capital inflows. Financial development 

is represented by 𝐹𝐼𝑁. 𝐹𝐿𝑊 ∗ 𝐹𝐼𝑁 indicates the interaction term of foreign capital inflows and financial deepening, 

while 𝐺𝐷𝑃 & 𝐼𝑁𝐹 are the control variables: economic growth and inflation rate respectively.  



 

 
 

                                                                              

Following the study’s objective, Autoregressive Distributed Lag (ARDL)1 bounds test approach developed by Pesaran 

et al. (2001) is adopted. Other than other cointegration techniques, this approach is more appropriate given its 

considerable advantages. For instance, like in the estimated model, it is mostly well applicable for small sample size. 

In addition, for the regressors, whether they are I (0), I (1) or mutually co-integrated, ARDL is tenably applicable. 

However, in case of I (2) and above, it is considered inappropriate. Hence, the ARDL model is specified as: 

∆𝑃𝑂𝑉𝑡 =  𝜃0 + ∑ 𝜃1𝑖𝑛
𝑖=1 ∆𝑃𝑂𝑉𝑡−𝑖 + ∑ 𝜃2𝑖𝑛

𝑖=1 ∆𝐶𝐹𝐿𝑊𝑡−𝑖 + ∑ 𝜃3𝑖𝑛
𝑖=0 ∆𝐹𝐼𝑁𝑡−𝑖 + ∑ 𝜃4𝑖𝑛

𝑖=0 ∆(𝐹𝐿𝑊 ∗ 𝐹𝐼𝑁)𝑡−𝑖
+ ∑ 𝜃5𝑖𝑛

𝑖=0 ∆𝐺𝐷𝑃𝑡−𝑖 + ∑ 𝜃6𝑖𝑛
𝑖=0 ∆𝐼𝑁𝐹𝑡−𝑖 + 𝜃7𝑃𝑂𝑉𝑡−1 + 𝜃8𝐶𝐹𝐿𝑊𝑡−1 + 𝜃9𝐹𝐼𝑁𝑡−1 + 𝜃10(𝐹𝐿𝑊∗ 𝐹𝐼𝑁)𝑡−1 + 𝜃11𝐺𝐷𝑃𝑡−1 + 𝜃12𝐼𝑁𝐹𝑡−1 + 𝜀𝑡                                                                                (2) 

 

The difference operator is indicated by ∆ ; 𝜀 is  the white noise error term while 𝑡 represents the time period. 

Two steps are involved for the test of the cointegration association between the dependent variable (𝑃𝑂𝑉) and the 

explanatory variables. First step, through ordinary least squares (OLS) technique, Eq. (2) is estimated. In the second 

step, by tracing the evidence (existence) of cointegration with the placement of restriction on the whole estimated 

coefficients of the lagged level variables in that they are set (equal) to zero; such that null hypothesis — 𝐻0 ∶  𝜃7 =𝜃8 = 𝜃9 = 𝜃10 =  𝜃11 =  𝜃12 = 0 against the alternative hypothesis — 𝐻1: 𝜃7 ≠ 𝜃8 ≠ 𝜃9 ≠ 𝜃10 ≠ 𝜃11  ≠  𝜃12 ≠ 0 . 
If the computed F – statistics is less than lower bound critical value, we do not reject the null hypothesis of no 

integration. However, if computed F – statistics is greater than upper bound critical value, we reject the null hypothesis; 

in this case, between the variables in the estimated model, steady state equilibrium is said to exist. Nonetheless, if the 

computed value is within the bound, the result will be termed as inconclusive. When the long-run correlation exists 

among the variables, error correction representation is present. Hence, through the estimated equation, the Error 

Correction term is obtained and then, the short-run dynamics is assessed by estimating the Vector Error Correction 

Model (VECM) (Akinlo and Akinlo, 2009). In at least one direction, there is Granger causality as implied by the 

existence of cointegration, but it does not reveal the direction of causality (Engle and Granger, 1987).  The causality 

relationship between 𝐹𝐿𝑊 ∗ 𝐹𝐼𝑁 and poverty reduction is, therefore, investigated by conducting the Granger causality 

test through the VECM framework; which can be expressed as;  ∆𝑃𝑂𝑉𝑡 =  𝜕0 + ∑ 𝛾1𝑖𝑘1
𝑖=1 ∆𝑃𝑂𝑉𝑡−𝑖 + ∑ 𝛾2𝑖𝑃

𝑖=0 ∆𝐶𝐹𝐿𝑊𝑡−𝑖 + ∑ 𝛾3𝑖𝑃
𝑖=0 ∆𝐹𝐼𝑁𝑡−𝑖 + ∑ 𝛾4𝑖𝑃

𝑖=0 ∆(𝐹𝐿𝑊 ∗ 𝐹𝐼𝑁)𝑡−𝑖
+ ∑ 𝛾5𝑖𝑝

𝑖=0 ∆𝐺𝐷𝑃𝑡−𝑖 + ∑ 𝛾6𝑖𝑃
𝑖=0 ∆𝐼𝑁𝐹𝑡−𝑖 + 𝜇𝑖𝐸𝐶𝑇𝑡−1 + 𝜀1𝑡                                                          (3) 

∆(𝐹𝐿𝑊 ∗ 𝐹𝐼𝑁)𝑡 = 𝜗0 + ∑ 𝜗1𝑖𝑘2
𝑖=1 ∆(𝐹𝐿𝑊 ∗ 𝐹𝐼𝑁)𝑡−𝑖 + ∑ 𝜗2𝑖𝑃

𝑖=0 ∆𝑃𝑂𝑉𝑡−𝑖 + ∑ 𝜗3𝑖𝑃
𝑖=0 ∆𝐶𝐹𝐿𝑊𝑡−𝑖 + ∑ 𝜗4𝑖𝑃

𝑖=0 ∆𝐹𝐼𝑁𝑡−𝑖
+ ∑ 𝜗5𝑖𝑝

𝑖=0 ∆𝐺𝐷𝑃𝑡−𝑖 + ∑ 𝜗6𝑖𝑃
𝑖=0 ∆𝐼𝑁𝐹𝑡−𝑖 + 𝜔𝑖𝐸𝐶𝑇𝑡−1 + 𝜀1𝑡                                                          (4) 

The speed of adjustment to equilibrium and long-run relationship are captured by 𝐸𝐶𝑇. On the other hand, ∆𝑃𝑂𝑉𝑡−𝑖, ∆𝐶𝐹𝐿𝑊𝑡−𝑖, ∆𝐹𝐼𝑁𝑡−𝑖, ∆𝐹𝐿𝑊 ∗ 𝐹𝐼𝑁𝑡−𝑖, ∆𝐺𝐷𝑃𝑡−𝑖, & ∆𝐼𝑁𝐹𝑡−𝑖 represent the short-run dynamics of the model. 

Notably, there should be negative significant coefficients (𝜇 & 𝜔) of 𝐸𝐶𝑇. It has been demonstrated that after a shock 

in the short-run, the negative sign of ECT coefficients implies that the dependent variable adjusts back to its 

equilibrium value (Akinlo and Akinlo, 2009; Fagbemi and Ajibike, 2018b). This shows the long run causal effect, and 

there is bi-directional causality between 𝐹𝐿𝑊 ∗ 𝐹𝐼𝑁  and poverty, if both (𝜇 & 𝜔) coefficients are statistically 

significant. However, unidirectional causality is said to exist if only one coefficient is negative and significant. 

 

                                                           
1 For more detailed elucidation on the application and merits of ARDL, one may follow the work of Pesaran et al. (2001); Vita and Abbot (2002); 
Narayan and Narayan (2005); Squalli (2007) among others. 



 

 
 

                                                                              

4. Empirical results and discussion 

As shown in Table 1, the empirical analysis involved the test of unit roots in the models based on Augmented Dickey 

-Fuller (ADF) and Phillips-Perron (PP) unit root test. The appropriateness of the techniques applied is justified as no 

variable found to be I(2) or above. This underpins the tenability of ARDL bounds tests approach in the study. In 

addition, following the bound test for ascertaining the cointegration relationship in Table 2, based on the computed F 

– statistics, there is strong evidence for the existence of long run cointegration among the variables across models 

suggesting the presence of long run relation between capital inflows, financial deepening (in view of their joint effect) 

and poverty reduction in Nigeria. In the study, the lying of CUSUM and CUSUMSQ within the critical boundaries, 

in Figure 1, buttresses the stability of the coefficients in the ARDL models. While a good number of diagnostics across 

models are well – satisfied (see Table 3), for robustness/sensitivity test, as reported in Table 5, the Dynamic Least 

Squares (DOLS) for estimating the long – run cointegration relationship were also employed in the empirical study. 

 

Table 3 presents both the long – run and short – run estimates between capital inflows, financial development and 

poverty reduction. Each model represents different regressions. In model (i), the joint effect of FDI and financial 

development (the ratio of credit to private sector) on poverty alleviation is examined. Regarding foreign capital inflows 

and private credit, the empirical results are somewhat puzzling owning to their insignificance, although most variables 

exhibit the expected sign. As long-run parameters are most often formed the main focus, in the long run as given in 

Table 3, the two control variables (GDP per capita and inflation) throughout all models are significant. While inflation 

rate has positive correlation with the poverty measure (poverty headcount), GDP per capita has an adverse association 

with the poverty indicator, which implies that a rise in per capita GDP results to a decline in poverty. A persistent high 

inflation rate triggers a price hike and unstable price, which can cause an inimical effect on people’s welfare and 

expand poverty. Regarding inflation, real estate prices and stock prices will increase; on the other hand, the costs of 

housing, clothing and food will rise. This suggests that poor people will need to spend more to cope and survive. 

Although inflation has an impact on different income group, rich people can benefit more from their real estate and 

financial assets price increases and poor people lack those kind of assets; thus, they suffer more. Previous evidence 

by Yoshino et al. (2017); Easterly and Fischer (2001); Nafziger (2006) offer tenable ground and support for these 

empirical explanations.   

 

Table 1 

                 Augmented Dickey Fuller (ADF) and Phillips-Perron (PP) unit root test results 
Variable Augmented Dickey-Fuller Phillips-Perron 

GDP 

Level 
First difference 

 
-0.02(0) 

-4.98(0)*** 

 
-0.40 

-4.98*** 
Inflation 

Level 
First difference 

 
-2.40(2) 

-6.06(1)*** 

 
-2.81 

-11.26*** 
Private credit 

Level 
First difference 

 
-3.37(1)** 

-5.18(2)*** 

 
-2.62 

-10.13*** 
FDI 

Level 
First difference 

 
-3.67(0)*** 
-5.50(0)*** 

 
-3.64*** 
-13.76*** 

Portfolio Investment 

Level 
First difference 

 
1.76(1) 

-3.43(2)** 

 
-2.42 

-7.26*** 

Remittances 

Level 
First difference 

 
-1.96(0) 

-6.41(0)*** 

 
-1.96 

-6.74*** 
Poverty headcount ratio 

Level 
First difference 

 
-1.89(0) 

-6.25(0)*** 

 
-1.88 

-6.25*** 

                        ** & *** indicated the level of significance at 5% and 1 % respectively. Figures  
                                  in (.) represent lag length selected by AIC criterion. The PP length was selected 
                                  by Newey-West Band Width. 
 

 



 

 
 

                                                                              

 

Table 2  

Bounds F-tests for cointegration relationship 
Model F-statistics Level of Significance Lower critical value 

 

Upper critical value 

   Asymptotic (n =1000) Finite Sample (n = 40) Asymptotic (n =1000) Finite Sample (n = 40) 

 Model (i) 

(1, 0, 2, 2, 1, 0, 2, 2) 
5.91***  

1% 

5% 

10% 

 

2.96 

2.32 

2.03 

 

3.64 

2.68 

2.3 

 

4.26 

3.5 

3.13 

 

5.46 

4.13 

3.61 

Model (ii) 

(1, 0, 2, 2, 2, 0, 2, 0) 
6.18*** 

Model (iii) 

(2, 1, 1, 0, 1, 0, 0, 1) 
6.49*** 

*** represents statistical significance at 1% level.         

In examining the long run effect of the capital inflows (FDI, portfolio investment and remittances) and financial sector 

development on poverty alleviation, evidence in Table 3 reveals that in model (i) (FDI*Private credit) all variables 

are negative with the exemption of FDI. On the other hand, only portfolio investment is significant, while FDI and 

remittances are insignificant. Nonetheless, the interaction term of FDI and private credit is statistically significant in 

the long – run as well as in the short – run. In view of the positive nature and insignificance of FDI, which imply that 

many times FDI inflows have not enhanced welfare of the poor and have even adversely affected them. In this case, 

what seems to be the cause is that Nigeria is attracting FDI inflows which are mainly beneficial to the upper class or 

inducing employment generation for higher skilled workers in the country. In addition, they tend to be displacing local 

production that makes use of very low skilled labour thereby substantially provoking high poverty incidence. In 

another dimension, since there seems to be no right condition for foreign investors to operate, it might not induce the 

better side of FDI. Just like the domestic firms there is a tendency for them to get indulged in socially detrimental and 

corrupt activities. Hence, FDI inflows could not in any way result in lowering poverty in Nigeria. This empirical 

assertion agrees with some previous studies (Agarwal and Atri, 2015; Akinmulegu, 2012; Ogunniyi and Igberi, 2014). 

Model (ii) and (iii) results are analogous to the one obtained in model (i) regarding FDI. Focusing on the portfolio 

investment, it can be seen from Table 3 (model (i)) that in the long, portfolio investment has a larger and significant 

effect on the reduction of poverty. A strong justification for this development could be linked to the prominent priority 

given to equity financing by most developing countries, since debt financing is viewed to be much more volatile. The 

national government of the respective countries has been encouraging inflows with higher rates of genuine fresh equity 

investment relative to debt. This move is making the economy less vulnerable to financial shocks and thereby 

dramatically contributing to socially induced welfare and decreasing poverty, as such offers options and means which 

ultimately allow people to create paths out of their poverty (OECD, 2012).  Portfolio investment can reflect a 

significant substantial decrease in poverty given its larger magnitude compared to remittances and private credit. The 

results obtained for portfolio investment in model (ii) and (iii) also indicate a negative and significant effect. 

 

 

 

 

 

 

 

 



 

 
 

                                                                              

 

Table 3 

ARDL long run and short run estimates 
Variable Model (i) 

FDI*Private credit 

Model (ii) 

Portfolio Inv*Private credit 

Model (iii) 

Remittances*Private credit 

 Long run Short run Long run Short run Long run Short run 

Constant -0.25*** 
[-5.51] 

-0.85*** 
[-4.10] 

0.63** 
[3.02] 

0.75** 
[3.62] 

0.12 
[0.42] 

0.99*** 
[5.14] 

GDP -1.21** 
[-3.60] 

-0.01* 
[2.25] 

-0.08* 
[1.56] 

0.002 
[0.20] 

-0.48*** 
[-3.95] 

-0.65* 
[-1.93] 

Inflation 0.50*** 
[4.25] 

0.008 
[0.86] 

0.08** 
[2.15] 

0.04** 
[3.59] 

0.09* 
[1.55] 

0.01 
[1.00] 

Private credit -0.42 
[0.82] 

0.14** 
[2.44] 

-0.21 
[-0.74] 

0.004 
[0.13] 

-0.15** 
[-2.15] 

0.12 
[1.11] 

FDI 3.35 
[0.81] 

0.07** 
[2.18] 

0.04 
[0.57] 

0.006 
[1.34] 

0.06 
[1.22] 

-0.01** 
[-2.57] 

Portfolio Inv -1.07** 
[-2.24] 

-0.03 
[-0.33] 

-5.90** 
[-2.30] 

-0.03** 
[-3.18] 

-4.36* 
[-1.72] 

-0.33 
[-0.21] 

Remittances -0.26 
[-0.24] 

-0.004 
[-0.43] 

-0.02** 
[-3.21] 

-0.002* 
[-1.52] 

-0.20 
[-2.11] 

-0.23* 
[1.58] 

FDI*Private credit -1.13** 
[-3.24] 

-0.03** 
[-2.52] 

    

Portfolio Inv*Private credit   -2.88* 
[1.67] 

0.41** 
[2.50] 

  

Remittances*Private credit     -0.11** 
[-2.80] 

-0.04*** 
[-4.38] 

ER (-1)  -0.05*** 
[-4.23] 

 -0.19** 
[-3.59] 

 -0.50*** 
[-5.12] 

Diagnostic test       

D.W 2.09 1.89 2.19 
Ramsey reset test 0.52 0.77 0.92 
Normality test 0.50 0.61 0.69 
Serial correlation 0.16 0.36 0.53 

 *, ** & *** indicate statistical significance at 10%, 5% and 1% respectively, whilst figures in (-) are t-values. 

       

 

 

 



 

 
 

                                                                              

 

In contrast, as regards the insignificance of remittances in model (i), while remittances are distributed and given to 

people in developing countries, the larger proportion of those who often receive remittances could be from high-

income (rich) families. This is because considerable amount involved for leaving domestic countries and work abroad, 

which can provoke an expansion of poverty levels. The empirical results buttress the view of Agarwal and Atri, (2015). 

Furthermore, in model (iii) remittances also found to be insignificant. However, it is statistically significant in model 

(ii). This could be as a result of decreasing transaction costs of sending remittances owing to improved technology or 

banking systems. Our findings in this respect marry up with the conclusion of Adams JR and Cuecuecha (2013); Odozi 

et al. (2010); Waheed et al. (2013) in that the severity and level of poverty are observed to be decreased by remittances. 

By and large, the interaction term across models has an adverse and significant effect on poverty headcount ratio. On 

Model (i) — FDI*Private credit 
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Model (iii) — Remittances*Private credit 
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the financial development, except in model (iii), private credit is statistically not significant in explaining poverty 

reduction. The pervasive dearth of financial infrastructure, including absence of terminals could warrant the financial 

exclusion of the poor. Regardless of how deep (develop) the financial sector is, if this case holds then the gains of 

financial development may not get to the poor (Rewilak, 2017). This suggests that capital inflows and financial 

development could jointly strengthen the means to reinforcing structural economic transformation and effective 

industrial structure for broad – based growth and thereby the reduction of poverty. The study’s findings consolidate 
the empirical assertion of Beck, et al. (2007); Demirgüç-Kunt et al. (2011). In the short – run, the obtained results, 

given the joint effect of financial development and capital inflows, are somewhat similar to those of long – run. 

Furthermore, the short - run estimation results in Table 3, the results of the two control variables in the models are 

somewhat in line with those of long -run, as they exhibit similar signs except in model (ii) where the negatives sign 

of GDP vanishes.  Portfolio investment in model (i) and (iii) is also not statistically significant. These may be attributed 

to occasional financial shocks that might obscure the underlying correlation between portfolio investment, economic 

growth and poverty line. However, unlike in the long run, remittances are significant in model (iii) at 10% level, while 

FDI is found to be significant in model (i) and (iii), indicating a relatively improved condition for foreign investors to 

operate, which could bring out the better side of FDI. The estimated parameters of error – correction term (ER) has 

expected signs and statistically significant at 1% across models. When FDI is interacted with private credit, the 

deviation of both financial development and capital inflows from the equilibrium values is deemed to be corrected by 

5% in the following period. It will be corrected by 19% when portfolio investment is interacted with private credit, 

while for the interaction of remittances with private credit, correction is made by 50%. Thus, the existence of long – 

run equilibrium correlation among capital inflows, private credit, GDP per capita and inflation is empirically held. 

The existence of cointegration in the models suggests that there is solid evidence of a long run correlation among the 

variables implying that at least from one direction there should be a case for Granger causality (Engle and Granger, 

1987). Following Engle and Granger (1987), the presence of cointegration often comes with error correction 

representation indicating that the disequilibrium state in the cointegration relationship determines any change in the 

dependent variables, while changes in error correction term (ECT) and other explanatory variables are accounted for 

the disequilibrium state. Hence the estimation of Eq. (3) and (4) ascertains the possible long run and short run causal 

direction among the variables. In Table 4, the causal association between capital inflow, financial development and 

poverty reduction is presented. The findings (Table 4) reveal that across models the Wald test statistics is not 

significant for poverty headcount under poverty reduction – led capital inflows*financial development, whereas it is 

statistically significant for the interaction term of capital inflows and financial development under capital 

inflows*financial  development– led poverty reduction. These implies that the null hypothesis that both capital inflows 

and financial development do not Granger cause poverty reduction in the short run is rejected at 5% in support of 

capital inflows*financial  development– led poverty reduction hypothesis. In contrast, in line with poverty reduction 

– led capital inflows*financial development, there is no empirical finding in favour of it.  This suggests that the causal 

direction between capital inflows, financial development and poverty alleviation is unidirectional, which runs from 

both foreign capital inflows and financial deepening to poverty level. The findings stress that, in view of lagged 

dynamic terms, future changes in the level of poverty would be in part engendered by changes in both capital inflows 

and financial development in the short run. In addition, through the error correction term adjustment, there is a crucial 

joint influence of foreign capital inflows and financial development on poverty reduction. The implication of these 

findings is that the effective management of capital inflows and rapidly improved financial sector would enhance a 

decline in poverty level. The presence of the mechanism that adjusts the dis-equilibrium between capital inflows, 

financial development and poverty measure is shown by the ECTs. While not the whole ECTs are significant, they 

possess appropriate signs. This suggests that the significant negative signs under capital inflows*financial 

development – led poverty reduction indeed offers robustness for the evidence of cointegration among the variables, 

although causality is unidirectional running from capital inflows and financial development to poverty reduction. 

 

 

 

 

 



 

 
 

                                                                              

Table 4: 

Granger causality results based on VECM 
Model             Lag Capital  inflows*fin dev– led poverty reduction Poverty reduction – led Capital  inflows*fin dev 

 Variable Short runª ECTb Variable Short runª ECTb 

Model (i)           1 FDI*Private credit 5.13** -0.02*** 
[-5.55] 

Poverty headcount 1.07 -0.72 
[-0.29] 

Inflation 6.28***  GDP 0.44  
Private credit 4.04**  Inflation 4.01**  

FDI 0.15     
Portfolio Inv 0.03     
Remittances 4.58**     

GDP 1.57     

Model (ii)          1 Portfolio Inv *Privatecredit 4.21** -0.006** 
[-3.38] 

Poverty headcount 0.04 -1.27 
[-1.27] 

Inflation 2.55*  GDP 1.03  
Private credit 0.24  Inflation 0.004  

FDI 5.10**     
Portfolio Inv 0.006     
Remittances 4.58**     

GDP 5.59***     

Model (iii)        1 Remittances*Private credit 4.01** -0.15*** 
[-4.24] 

Poverty headcount 2.02 -0.15 
[-0.19] 

Inflation 2.82*  GDP 3.05*  
Private credit 2.5*  Inflation 2.69*  

FDI 7.77***     
Portfolio Inv 0.54     
Remittances 0.06     

GDP 4.43**     

(ª ) The Wald statistic is reported. It tests the joint significance of the lagged values of the variables, which 

follow a x2 distribution. Figures (b) in parenthesis represent t-statistic. (***), (**) & (*) indicate the level of 

significance at 1%, 5% and 10% respectively. 

 

Table 5 

                        Dynamic Least Squares (DOLS) 
Variable Model (i) Model (ii) Model (iii) 

Constant 0.93*** 
[6.64] 

0.91*** 
[8.76] 

0.69*** 
[11.79] 

GDP -0.35*** 
[-3.00] 

-0.34** 
[-2.93] 

-0.47*** 
[-4.74] 

Inflation 0.02** 
[0.34] 

0.008** 
[2.58] 

0.02 
[0.82] 

Private credit -0.11 
[-0.44] 

-0.12 
[-1.19] 

-0.11* 
[-1.80] 

FDI 0.03 
[0.18] 

0.02 
[1.19] 

0.04 
[0.65] 

Portfolio Inv -3.85** 
[-2.65] 

-4.39* 
[-1.63] 

-2.06 
[-1.33] 

Remittances -0.08 
[-1.35] 

-0.06* 
[-1.61] 

-0.09* 
[-1.52] 

FDI*Private credit -0.003** 
[-2.89] 

  

Portfolio Inv*Private credit  -1.61* 
[-1.72] 

 

Remittances*Private credit   -0.06** 
[-2.67] 

Figures in parentheses are t-values. (***), (**) & (*) indicate significance at 1%,  

5% and 10% respectively. 

 

Overall, with underpinning evidence in Table 5, GDP per capita is adversely related to poverty headcount, indicating 

that high growth rates would induce lower poverty levels in Nigeria. These findings are somewhat in tandem with the 

study of Rewilak (2017). Surprisingly, FDI is, by and large, positive and insignificant, suggesting that huge inflows 

of FDI to the country may further exacerbate poverty incidence. Given some points of view, this is a peculiar instance 



 

 
 

                                                                              

of more plausible conjecture that in a feeble institutional environment (where corrupt practices and rent-seeking 

behaviour are ubiquitous) like Nigeria, FDI inflows tend to go badly and ineffectively together with poor governance 

practices (Klein et al., 2001). Although not significant in all models, private credit, portfolio investment and 

remittances have negative signs. In all, this implies that a rise in any of them could lead to a decrease in poverty levels. 

Reasons for their insignificance have been evinced previously. More importantly, in a way, empirical evidence on 

portfolio investment clearly buttresses the assertion that equity investment is vividly the most efficient and effective 

form of equity in countries (including Nigeria) with weak corporate governance rules and practices. Finally, the 

poverty-alleviating effect of financial development could be enhanced if it coincides with rising inclusiveness and 

rates of capital inflows, and with the drive for improved economic performance simultaneously.   

5. Concluding remarks 

This paper examines the joint effect of capital inflows and financial development on poverty reduction in Nigeria over 

the period of 1980 – 2017 using ARDL bound test and Granger causality test based on Vector Error Correction Model 

(VECM). As capital inflows involved three subcategories, the paper assesses all three in turn. The results reveal that 

FDI has a direct detrimental effect on poverty reduction in contrast to Bharadwaj (2014) and Ucal (2014). Lack of 

incentive and inclusive structures or socially conducive business climate may be attributable to this. On the other hand, 

remittances have no inimical effect on poverty alleviation, as the severity and level of poverty are observed to be 

decreased by remittances in the long run as well as in the short – run. In further findings, portfolio investment appears 

to have the greatest direct poverty-alleviating effect, underscoring the prominent priority given to equity financing by 

most developing countries. This may make these economies less vulnerable to financial shocks and thereby 

dramatically contributing to socially induced welfare and decreasing poverty. However, evidence indicates that 

poverty-alleviating channel may be blocked by increasingly fragile financial sector, which could inhibit the sector’s 
capacity to extend credit to innovative small enterprises or individuals. Nonetheless, the poverty reducing impact of 

the financial sector would be heightened via increasing its depth.  

The interaction term of capital inflows and financial development reflects significant and substantial decrease in 

poverty headcount, underlining the view that capital inflows and financial development could jointly strengthen the 

means to reinforcing structural economic transformation and effective industrial structure for broad – based growth 

and thereby accentuating poverty-reducing effect. In another way, through empirical evidence, it could be posited that 

the indirect role of both capital inflows and financial deepening in poverty-reducing channel is substantial and 

increasingly crucial. Furthermore, results show that a rise in per capita GDP leads to a decline in poverty, while a 

persistently high inflation rate triggers a price hike and unstable price, which can cause an inimical effect on people’s 
welfare and poverty expansion. 

As poverty incidence could be further exacerbated by the dearth of incentive and inclusive structures, in view of the 

analysis, overall, a number of policy implications could be offered. First, policy makers should initiate measures that 

could guarantee adequate financial infrastructure, including the presence of terminals which could warrant the 

financial inclusion of the poor. Second, there should be a drastic drive towards curbing heightened corrupt practices 

and strengthening corporate governance rules. Finally, ensuring that financial sector development coincides with 

rising inclusiveness and rates of capital inflows is critical for improved performance and poverty alleviation drive.      
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