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1 Abstract

This paper investigates the relationship between trade liberalization and eco-
nomic growth in terms of gross domestic product, FDI (Foreig Direct Investment),
service sector value out of GDP, oil-rents, and urban population in the case
of United Arab Emirates (U.A.E) covering the period of 1975-2018. The
ARDL (Autoregressive Distributed Lag) bounds testing approach is applied
to examine the cointegration by accommodating structural breaks stemming
in the series. The ECM (Error correction model) Granger causality approach
is also applied to investigate the causal relationship between the variables.
Our empirical findings confirm the existence of cointegration between the
series. We find that foreign direct investment inflow, service sector growth,
and urban population rise leads to an increase in gross domestic product.
Also, decreasing reliance on oil-rents has implemented new sources of income
for the country that has contributed to an increase in the gross domestic
product GDP (Gross Domestic Product).

2 Introduction

Since it has been debatable that whether trade liberalization affects economic
growth positively or negatively, I am trying to answer this question by inves-
tigating the causality between trade liberalization and economic growth in
our case study, the economy of the U.A.E Therefore, we are going to examine
the economic features of the U.A.E, which has contributed to rapid economic
growth and socio-economic development during recent decades. It is widely
accepted that open economies grow faster compared to closed ones.(Pigka-
Balanika, 2013)

The globalization movement, which accelerated notably in the 1980s, en-
forced this situation to come into view more clearly.(Shrestha and Bhatta,
2018) It is crucial to study the characteristics of economies that conducted
trade liberalization policies that led to economic growth because trade open-
ness does not necessarily imply economic growth and socio-economic develop-
ment in every country.(Borensztein et al., 1998) In addition, It was estimated
that the benefits of openness have shrunk for the poorest developing coun-
tries.(Pigka-Balanika, 2013)
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It is also noteworthy that there is a problem faced by researchers today in this
realm, the lack of clear definition exists “trade liberalization” or “openness.”
The two concepts, while closely related, are not identical. Trade liberal-
ization includes policy measures to increase trade openness, while increased
trade openness is usually considered as an increase in the size of a country’s
traded sectors with total output. Increased openness can, but need not, be
the result of trade liberalization. Recently, the meaning of “openness” has
become identical to the idea of “free trade” that is a system where all trade
distortions are eradicated (Pigka-Balanika, 2013) Hence, examining the eco-
nomic structure of the U.A.E in terms of trade liberalization policies and
economic growth can help understand the requirements of fruitful trade lib-
eralization in a specific country. The economic performance of the U.A.E has
been impressive, especially during recent decades, There are many reasons
behind this impressive success. (Al-Shayeb and Hatemi-J, 2016) the rapid
Socio-economic developments witnessed by the State of the United Arab
Emirates since the mid-seventies have led to high levels economic growth
and hence, to an increase in income levels (Omaira, 2001).

The political and economic stability of the country in a relatively volatile
region combined with a sound regulation system, which makes the rule of
law to apply, can be mentioned as the main reasons. The government has
also been active in implementing policies that can promote economic growth
without too much reliance on the primary source of income, which is oil.
According to the WTO (World Trade Organization) (2012), the U.A.E.’s
trade policy is characterized by the openness with small tariffs and very
few non-tariff obstacles to trade. The U.A.E.’s trade policy has been de-
veloped based on the central philosophy of economic openness to the world
and positive interaction with trade partners worldwide. Trade liberalization
policies conducted in U.A.E. include: reducing tariffs, increasing the labor
force by allowing the immigration of skilled workers, reducing reliance on
oil rents. The UAE as an emerging economy has established itself as a re-
gional strategic trade hub, known for its business friendly environment and
a rapidly growing economy that has experienced significant expansion and
diversification over the last 15 years (Al-Shayeb and Hatemi-J, 2016). Fossil
energy resources abound in the UAE since it has currently 10 percent of the
world’s proven oil reserves and the world’s fifth-largest proven natural gas
reserves. While oil production contributes significantly to generating income
and government spending, diversification of the underlying economy remains
the critical governmental policy in achieving sustainable growth. The gov-
ernment is focused intensively on encouraging the private and non-oil sectors
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to maintain and grow their roles in the economy. This diversification policy
can be traced to the founding of the UAE in 1971, with revenue from oil and
gas exports invested in hydrocarbon and other energy-related industries. The
policy led to the growth of related aluminum and petrochemical industries,
and as the UAE moved forward, the pure dependency on oil and gas exports
has significantly decreased.

The UAE Government recognizes trade policy as one of the pillars of the
country’s growth and development that has made the UAE a peer to ad-
vanced countries in terms Of economic performance measured as GDP per
capita. This achievement can be a result of the fact that the country has
systematically adopted well and executed proficiently modern and effective
plans as well as major programs in order to diversify its exports and inter-
national trade partners (Al-Shayeb and Hatemi-J, 2016). In this paper, the
economic structure of the U.A.E is being analyzed by studying factors that
were affected by trade liberalization policies and led to economic growth.
Hence in this essay, foreign direct investment, service sector value, urban
population, and oil rents are being analyzed. Variables trends have been
impressive since 1975 to 2017, yearly net foreign direct investment inflow
in Emirates Foreig Direct Investment has had an upward trend. The GDP
figures trend was also upward during this period. Also, the service sector
value-added and urban population has been increasing. However, oil rents
as a percentage of GDP have been decreasing, since reliance on oil rents has
been reduced through recent decades. Thus a brief view of variable trends
will be shown below.

Figure 1: gross domestic product.services-value(Worldbank Micro Data-set,
2017)
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It is evident from figure 1 that the Gross domestic product and Service
sector value both have an upward trend through the years 1975-2018.

Figure 2: Foreign Direct Investment Inflow 1975-2018 (World bank Macro
Data-Set, 2017)

0
5
.0

0
0
e
+

0
9

1
.0

0
0
e
+

1
0

1
.5

0
0
e
+

1
0

fd

1970 1980 1990 2000 2010 2020

time

It is clear that the net foreign direct investment inflow been increasing during
1975-2018 period,

Figure 3: Urban population 1975-2018(World bank Macro Data-Set, 2017)
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doubtless this population growth was primarily due to the admittance of
incoming foreign workers and their families as a result of trade liberaliza-
tion policies besides the natural growth of the local population.The increase
in urban population leads to a growth in domestic demand on the various
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services, such as transport, communications, health, education, etc.,which
requires expansion of investment in those services through increasing the
number of workers and expanding purchases of goods and services which, in
turn, lead to the development of overall public spending (Omaira, 2001).

with the start of the development process at the beginning of the seventies,
foreign labour, of various specilaizations and skills, started to be admitted
to work in investment projects and public and private institutions.

Figure 4: Oil-rents 1975-2018(World bank Macro Data-Set, 2017)
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the share of the oil sector in GDP declined markedly from %43.8 to %33.9
in 2000, which reflects the growing share of non-oil sectors due to the adoption
of the strategy of diversification of income sources in an attempt to minimize
high reliance on oil as the only source of income.

3 Literature review

This section provides a brief review of relevant literature on the relationship
between trade liberalization and economic growth. This relationship has been
a debated topic at both theoretical and empirical levels (Khalifa Al-Yousif,
2002). At the theoretical level, the neoclassical growth models based on sem-
inal contribution of Solow (1956) claims that there is no causal relationship
between openness and economic growth. The underlying argument is that
the economic growth of a country is an exogenous factor, which is deter-
mined by technological change or population growth rate and unaffected by
country’s openness to the international trade.Khalifa Al-Yousif (2002) Con-
versely, the endogenous “new” growth theories maintain that trade openness
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can enhance growth through expansion effect or technology transfer(Khalifa
Al-Yousif, 2002), in addition FDI(foreign direct investment) is an important
vehicle for the transfer of technology, contributing relatively more to growth
than domestic investment.(Borensztein et al., 1998)
International trade and economic growth have been explained through “old”
and “new” trade and growth theories that explicate why countries trade
among each other. Neoclassical trade theories include comparative advan-
tage and Heckscher-Ohlin Samuelson theories in order to explain the basis
for trade.(Pigka-Balanika, 2013)
Discussing the empirical researches about the relation between FDI and eco-
nomic growth has brought some evidence that indicates FDI promotion can
greatly benefit host countries by the introduction of new technologies and
skills, the creation of new jobs, surging domestic competition, and expanding
access to international marketing networks. (Belloumi, 2014). Furthermore,
some researchers found out that positive causality between trade liberaliza-
tion and economic growth exists in such a position that besides changing
economic policies, there should also be social, cultural, regulatory reforms,
and developments. In order to be successful, trade liberalization needs to
be embedded within a coherent set of macroeconomic, structural, and social
policies (Lee, 2005).

4 Methodology

To explore the relationship between economic growth and the factors that
were influenced by trade liberalization policies, including oil rents, foreign
direct investment, services sector value, and urban population, we are going
to estimate the effect of foreign direct investment inflows, urban population,
oil rents and service sector on gross domestic product of the U.A.E. at first,
we used an Ordinary least squares model to obtain a brief view of the
variables and the relation between them.
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(1)
VARIABLES GDP

foreign direct investment 2.448***
(0.801)

service sector value 0.152**
(0.0576)

urban population 32,886***
(4,919)

oil-rents 8.777e+08***
(2.376e+08)

Constant -3.073e+10***
(7.673e+09)

Observations 43
R-squared 0.990

Standard errors in parentheses
*** p<0.01, ** p<0.05, * p<0.1

Without considering the time-series properties of the data, the level data
estimates show the robust-looking result with high adjusted R2 values, sig-
nificant F-stat, among others, and all variables were significant. However,
the preliminary observation of non-stationary of these series might have given
spurious estimates. Hence I tried to determine the stationarity of the vari-
ables in the model. Below the results of the Dickey-Fuller test are provided.

MacKinnon approximate p-value for Z(t) = 0.9951

Test statistics 1% critical value 5% critical value 10% critical value

Z(t) 1.090 -3.628 -2.950 -2.608

Table 1: Dickey-Fuller test for unit root of Gross Domestic Product

MacKinnon approximate p-value for Z(t) = 1.0000

7



Test statistics 1% critical value 5% critical value 10% critical value

Z(t) 3.857 -3.628 -2.950 -2.608

Table 2: Dickey-Fuller test for unit root of service-sector value

Test statistics 1% critical value 5% critical value 10% critical value

Z(t) -2.713 -3.634 -2.952 -2.610

Table 3: Dickey-Fuller test for unit root of oil-rents

MacKinnon approximate p-value for Z(t) = 0.0718

After determining non-stationarity of the variables, to explore the relation-
ship between economic growth and the factors that were influenced by trade
liberalization policies including: oil rents, foreign direct investment, services
sector value and urban population, an ARDL model with bounds test will
be used. Hence we changed the estimation model to ARDL Time-series,
since Ordinary Least squares method produced spurious regression results.
(Shrestha and Bhatta, 2018). and the model specification is given as follows:

4.1 ARDL model

Yt = σ0 + ΣK
i=1α1X1t + ΣK

i=1α2X2t + ΣK
i=1α3X3t + ΣK

i=1αnXnt + u1t (1)

where

XS(X1t, X2t, X3t, ......Xnt)

are the explanatory or the long run forcing variables, k is the number of
optimum lag order. In this equation economic growth is represented by real
GDP figures as a dependent variable, and it is measured in current US dollars.
FDIt1 indicates the yearly net foreign direct investment inflow in Emirates
which is measured in current US (dollars), also Upopt2 indicates the urban
population figures in Emirates from 1975 to 2019. OILt3 indicates the oil
rents as a percentage of GDP, and SEt4 indicates the service sector value
added in Emirates measured in current LCU. An auto-regressive distributed
lag (ARDL) model is an ordinary least square (OLS) based model which is
applicable for both non-stationary time series as well as for times series with
mixed order of integration. A dynamic error correction model (ECM) can
be derived from ARDL through a simple linear transformation. Likewise,
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the ECM integrates the short-run dynamics with the long-run equilibrium
without losing long-run information and avoids problems such as spurious
relationship resulting from non-stationary time series data. To illustrate the
ARDL modeling approach, the following simple model can be considered:

Yt = α + βxt + δzt + et (2)

The error correction version of the ARDL model is given by:

∆yt = α0+Σp
i=1βi∆yt−i+Σp

i=1δi∆xt−i+Σp
i=1εi∆Zt−i+λ1yt−1+λ2xt−1+λ3zt−1+ut

(3)

The first part of the equation with β, δ and ε represents short run dynamics
of the model.The second part with λs represents long run relationship. The
null hypothesis in the equation is λ1+λ2+λ3 = 0, which means non-existence
of long run relationship.

4.2 Granger short-run and long-run causality tests

Once cointegration is established, the conditional ARDL (p, q1, q2, q3, q4)
long-run model for GDP can be estimated as:

logGDPt = a0 + Σp
i=1a1ilogGDPt−i + Σq1

i=0a2ilogsrvt−i (4)

5 Results

The ARDL coefficients results of error correction version of ARDL model are
presented in table4. The results indicate an existence of long-run relationship
between variables.
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(1) (2) (3)
VARIABLES ADJ LR SR

.dfd -18.44***
(4.102)

LD.dfd -10.96***
(3.040)

L2D.dfd -4.364**
(1.755)

L3D.dfd -1.518*
(0.869)

D.dsrv -0.527***
(0.154)

D.doilr -4.038e+08*
(1.999e+08)

dupop -170,991
(154,861)

LD.dupop -436,403*
(243,255)

L2D.dupop 762,504***
(161,329)

dfd 15.74***
(2.938)

dsrv 0.750***
(0.136)

doilr 7.999e+08***
(2.460e+08)

dupop -66,987***
(17,018)

L.dGDP -1.428***
(0.157)

R-squared 0.960 0.960 0.960
Standard errors in parentheses

*** p<0.01, ** p<0.05, * p<0.1
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5.1 Pesaran/Shin/Smith (2001) ARDL Bounds Test
results

Below the test results for auto-regressive distributed lag bound test are shown
in table(4) and table (5), it can be concluded that F-stat is greater than the
critical values for I(0) and I(1). Hence we can conclude that there is a
cointegration in the model.

H0 : nolevelsrelationship F = 13.420
t = −9.080

Table 4: bound-test results

Significance I(0) I(1)
%10 2.45 3.52
%5 2.86 4.01
%1 3.74 5.06

Table 5: bound test results

6 Conclusion

The paper examines the dynamic causal relationship among the series of
gross domestic product, Foreign Direct Investment, Oil-rents, Urban popu-
lation, and service sector value for the United Arab Emirates for the period
of 1975-2018. It implements the ARDL model to cointegration to investigate
the existence of a long-run relationship among the above-noted series.
Moreover, the Granger causality within VECM to test the direction of causal-
ity between the variables. The results show that there is cointegration among
the variables specified in the model when the Gross Domestic Product is the
dependent variable. Foreign Direct Investment and Service Sector Value pro-
mote Gross Domestic Product in the United Arab Emirates in the long-run.
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