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ABSTRACT

The study examined the effects of resource gaps (Investment-Savings, Export-
Import and Budgetary gaps) on sustainable economic growth in Nigeria between 1970
and 1997. The study aimed at determining the existence of output gaps; examining
causal relationships among the resource gaps; determining the effects of the gaps on
cconomic growth; identifying the most significant and binding resource gap on economic
growth; examining how the gaps had been financed as well as assessing the relative
merits of each source of financing,

The study made use of secondary data. Descriptive and econometric analyses
were employed. The descriptive analysis was based on ratios and percentages of key
variables. The econometric analysis involved specifying models to estimate the effects
of various resource gaps on sustainable economic growth in Nigeria. The models adopted
error correction modeling (ECM) technique. Some equations were estimated using the
Ordinary Least Squares (OLS), while some other equations were estimated
simultaneously using the Two Stage Least Squares (28LS) techniques.

It was found that output gaps existed throughout the review period in Nigeria.
Granger causality test shows that the three resource gaps combined together to cause
output gap. Also Investment-Savings gap causes the Export-Import gap and Budgetary
gap. However, Export-Import gap causes Investment-Savings gap, while Budgetary gap
causes Investment-Savings gap and Export-Import gap. A unit increase in the
Investment-Savings gap worsened the output gap by 1.5 units. A unit increase in the
Export-Import gap worsened the output gap by 0.04unit. However, a unit increase in the
Budgetary gap worsened the output gap by 2.5units. Thus, the three resource gaps

combined together to limit economic growth in Nigeria.

xii



The estimated indices of the relative strengths of the resource gaps were -
0.000030039, -0.000001362 and —0.00000003 1 for Budgetary, Investment-Savings and
Export-Import gaps, respectively. Thus, Budgetary gap was the most significant and
binding constraint on economic growth in Nigeria, while Investment-Savings gap and
Export-Import gap followed in that order. The result validated the original Chenery
hypothesis to the effect that countries in their pre-take-off stage of development usually
have Investment-Savings gap predominance, as the Nigerian economy was found not to
be suffering from low monetised savings. Furthermore, the results showed that
Investment-Savings gap and Export-Import gap were not of the same magnitude as
reported l;y some other studies. In financing the gaps, internal and external debts were
contracted, but the latter was contracted more. The external debts as a source of
financing the gaps imposed more severe burdens on the Nigerian economy, by impairing
capital accumulation, economic growth and fiscal stability.

The study concluded that economic management authorities should pursue policy
to reduce output gap, as this is an important way to ensure sustainability of economic
growth. This could be pursued through a frequent reassessment of the relationships -

between potential and actual output as well as the desired resources to fill the gap.
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CHAPTER ONE

INTRODUCTION

1.1 PREAMBLE

The need to achieve sustainable economic growth in Nigeria, especially by
Nigerians, could be traced back to the First National Development Plan (1962-1969).
According to the plan:

“The basic objective of planning in Nigeria is not merely to accelerate the rate of
economic growth and the rate at which the level of living of the population can be raised;
it is also to give her an increasing measure of control over her own destiny...Nigeria
should be in a position to generate from a diversified economy, sufficient income and
savings of its own to finance a steady rate of growth with no more dependence on
external sources for capital or manpower than is usual to obtain through the natural
incentives of international commerce, (FNDP, 1962 pp. 3).”

The above plan brought into focus the problem of resource shortages in Nigeria.
This was because as much as 50.0 per cent of the planned expenditure to execute the plan
was to emanate from foreign sources. Thel1962-1968 plan had not run its full course
when, in 1967, the civil war dealt a devastating blow to the nation and its economy.
During the civil war a substantial part of the country’s resources was directed at
prosecuting the war. The Third National Development Plan (1975-80) recorded some
level of success largely because of the increased revenue from oil. The Second and
Fourth National Development Plans, 1970-1974 and 1981-1985 respectively, like the
First National Development Plan (1962-68), suffered similar fate of resource shortages.
For example, the Fourth National Development Plan was frustrated by the collapse of the

oil prices in the world market beginning from 1981, leading to an abandonment of the

plan. The tempo of the resource shortages forced the country to go on a planning recess



during 1986-1989. The resource shortages also led to the replacement of the National
Development Plans with National Rolling Plans in 1990. The rolling plans provided for
carrying forward of uncompleted projects in one particular year to the following year.
Thus, as uncompleted projects were rolled over, the economic problem of resource
shortages not only persisted it was piled up.

During the period covered by this study (1970-1997) resource shortages were
persistent, inspite of huge resources from oil. The main interest of this study is to provide
more information on the problem of resource shortages and the effects of the shortages

on sustainable economic growth in Nigeria.

1.2 STATEMENT OF THE RESEARCH PROBLEM

One of the main goals of every economy is the pursuit of sustainable economic
growth. Economic growth is defined as sustained increase in real Gross Domestic Product
over a given period of time through continuing increase of productivity per capita. The
growth rate of a country's economy largely determines the growth rate of the inhabitants'
per capita income. In comparing standard of living between economies, it is obviously
more relevant to take per capita income than total income.

Achieving economic growth is one thing, while sustaining it is another. Economic
growth sustainability could be best perceived as a production process that satisfies the
present level of consumption without compromising future needs. Thus, sustainable growth
suggests the growth that optimises the use of natural capital with intergenerational
dimensions, (Khan, 1995). To realise both, that is, the achievement and sustainability
economic growth requires the manipulation of some resources. A resource is defined as an

agent or factor of production used in an economy or firm to produce and distribute goods



and services or as the purchasing power to effectively demand for investment goods. The
resources are economic goods and therefore are relatively scarce. If the economy were to
achieve sustainable growth, it would require that the quantities and qualities of the
resources should be in a desired state. A resource is in desired state if it is adequate relative
to its functions. However, if dis-equilibrium exists between the actual and desired state ofa
resource, we would have resource gap, which could be positive or negative.

To fill the resource gaps and return the resources to desired equilibrium would
require specific activities. Equilibrium is defined as that position that is characterised by
lack of tendency to change such that once it is achieved, it tends to perpetuate itself. In
other words, it is a state in which forces making for change in opposing directions are
perfectly in balance. The equilibrium will be achieved and sustained if the resources grow
at a steady state. The concept steady state refers to a state in which the rates of growT_h of
the variables in an economy remain relatively constant ovet-time.

Immediately after the end of the civil war in 1970, the Nigerian economy witnessed
perhaps the most significant changes. The hitherto fairly broad-based agricultural economy
became considerably less diversified as oil dominated the production and trade structures. It
should be noted that before 1970, although crude oil had been found in commercial
quantities, oil receipts were neither a major source of revenue to the Nigerian government
nor a major earner of foreign exchange. However, economic growth in the early 1970s was
largely dependent on both the oil sector and public sector dominated investment. Despite
the oil boom (1974-1978) the country recorded overall deficit throughout 1970-80. The
average growth rate of GDP stood at 6.03 per cent for the period 1971 to 1980.

In the 1980s, the Nigerian economy underwent considerable strains, stresses and a

deep recession. Many reasons have been put forward for the situation. The reasons



included the instability in crude oil prices, collapse of commodity prices, protracted
declining of the world oil market since 1980-81 leading to significant decline in foreign
exchange earnings and pressure on balance of payments. As a consequence, the GDP
average growth rate fell drastically to 1.69 per cent between 1981 and 1990.

During 1991-1997, Nigerian economy faced unimpressive economic growth
problems. There was the problem of managing the huge public debt arising from
accumulation of large fiscal deficits. Also, there were the problems of restoring sustainable
economic growth, population growth reduction to enhance increased per capita incorme,
reducing the high rate of unemployment, increasing capacity utilisation and promoting
price stability. Furthermore, there was need to change the monocultural nature of the
economy and diversify it away from the heavy reliance on oil, (Oyejide and Raheem, 1993;
and Obadan and Odusola, 1999). The myriad of problems that faced the economy between
1991 and 1997 manifested in unimpressive economic performance, as the GDP average
growth rate stood at 1.49 per cent between 1991 and 1997.

Meier (1961), Jhingan (1986), and Handler and Steinherr (1993) have argued that
steadily rising capital financed largely through domestic savings is a necessary though not a
sufficient condition for sustainable economic growth. Domestic saving is defined as
investment minus foreign capital inflow, (Thirwall, 1983). However, the inadequacy of
domestic savings to support required investment to raise economic growth to a satisfactory
level has been a serious constraint facing economic growth in Less Developed Countries
(LDCs). The above explanation has the tendency to generate dis-equilibrium of Investment-
Savings relationship.

All developing economies, especially the Nigerian economy, require imported

capital goods and raw materials as input to enhance sustainable production. These



commodities require foreign exchange to purchase them. Foreign exchange could be better
mobilised through increased exports, compressed imports as well as foreign assistance. The
structural rigidities confronting both demand and supply of exports and imports as well as
the unfavourable political climate, in Nigeria, have made foreign resource inflow difficult.
In some cases the above problems have exacerbated capital flight, (Ajayi, 1991).

Budgetary constraints could open a gap between desired and actual growth rates

through public sector accounts. In most LDCs, and indeed Nigeria, the public sector is an

important factor driving economic growth. For example, in Nigeria the large receipts from -

petroleum products under the control of the public sector, as represented by the
government, have made the sector to venture into nearly all aspects of economic activities,
As a consequence, the public sector has become dominant relative to the private sector.
However, investment by the public sector also strains its finances, (Taylor, 1994). In
carrying out the public sector activities, private sector investment is strongly crowded-out,
(Bacha, 1990), (Abiola, 1996) and (Olomola and Abiola, 1997).

Public sector investments in infrastructures, public utility and even manufacturing
are supposed to crowd-in private sector investment. This is by making the private sector
investment more profitable instead of crowding it out through the mechanism of higher
government borrowing putting pressure on financial markets. Public sector in Nigeria has
been facing serious problems with the collapse of the oil market in 1980-81, which reduced
the federally collected revenue and consequently the federal government retained revenue.
The reduced revenue has been a constraint on government expenditure and consequently
the multiplier effect it should have on the economy. Thus, the budgetary constraint would
have limited economic growth, (Bacha, 1990) and (Taylor, 1994).

From the explanations above, one important issue has become clear. The issue is



that an economy will enjoy sustainable economic growth only in the absence of resource
gaps. The identified resource gaps of interest are Investment-Saving gap, Export- Import
oap and Budgetary gap. The purpose of studying the above three resource-gaps arises;
therefore, from the limit they could impose on sustainable economic growth.

It may not be very easy for an economy to be able to fill all the three resource gaps
simultaneously. Also, it is not very likely that the three resource gaps will impose equal
constraint on the economy. Thus, it becomes reasonable to find out the extent to which the
constraints imposed by other resource gaps can be removed by filling the most binding gap.
Furthermore, it is necessary to examine the plausibility of substitution of one gap for
another. In fact, it has been argued that a model incorporating the interaction of the limits
which these resource gaps pose to potential economic growth is a natural tool for -
evaluating possibilities for economic recovery based on feasible capital inflows in LDCs,

(Taylor, 1994).

1.2.1 Key Research Questions

The above explanations raise some key research questions. Did output gap exist
in Nigeria? Was output gap caused by resource gaps? Did resource gaps have causal
relationships among them (interdependence)? What had been the effects of the resource
gaps on economic growth in Nigeria? Which gap had been the most binding constraint
on economic growth? How had the gaps been financed? Did the Nigerian evidence
corroborate the original Chenery hypothesis, (Chenery and Bruno, 1962), (Adelman and
Chenery, 1966), and (Chenery and Eckstein, 1970)? In the hypothesis, it was argued that
in the early stage of development Investment-Saving gap predominates. This study

provides answers to the above questions.



1.3  JUSTIFICATION FOR THE STUDY

The concem to examine the effects of resource gaps on economic growth in Nigeria
was informed by many factors. Some of the factors are discussed below.

One, we recognise the fact that a few past studies have adopted gap analysis to
investigate effects of resource constraints on economic growth. For example, Chenery and
Bruno (1962) for Israel, Adelman and Chenery (1966) for Greece, Chenery and Eckstein
(1970) for Latin America, EI-Shibly and Thirlwall (1981) for Sudan, Oyejide and Raheem
(1990) for Nigeria, and Mwega et al (1994) for Kenya. Nevertheless, the prevailing
economic predicaments of each of the above countries as at the time of the studies not only
differ, they have also been changing. This has two implications; the first is a problem while
the second is a prospect. The problem is that the differences could frustrate cross-country
generalisation of the results. The prospect is that the changing profile has made it
imperative to ensure a rather frequent re-assessment of effects of resource constraints on
economic growth. The argument we are putting across is that fresh studies will be difficult
to do without.

Two, very few studies have carried out quantitative estimates of resource gaps and
their effects on sustainable economic growth in Nigeria. In this regard, Oyejide and
Raheem (1990) used time series data from 1970 up to1988 and projected a minimum
average growth rate of 4.5 per cent for the period 1990-1995. They based their projections
on some assumptions, notably, that the public sector would provide the bulk of the required
investment; that the agricultural sector would grow more rapidly than the rest of the
economy, such that by 1995, it would contribute about 34.0 per cent of GDP; that the
Structural Adjustment Programme (SAP) would continue to be implemented appropriately;

and that the domestic environment would be conducive enough to promote economic



growth.

However, things have changed since the study was carried out. It should be noted
that one of the policy thrusts of SAP was to reduce the size of the public sector. This has
been implemented through the commercialisation and privatisation of some public
enterprises and a consequent reduction in public sector investment. Secondly, agricultural
sector failed to perform as projected. Instead of the projected 34.0 per cent, the sector
contributed about 30.0 per cent to GDP during the period 1990-1995. Finally, the collapse
of the transition to usher in a democratically elected regime in October 1993 and the
continued stay in government of the military have combined together to deprive the country
of the required favourable domestic environment and hence foreign assistance. As a
consequence, the projections of Oyejide and Raheem (1990) have become invalidated, with
GDP growth rate recording an average of 3.07 per cent as against the projected 4.5 per cent
per annum for the period 1990-1995. The invalidation has no doubt justified fresh studies.

Thirdly, all the past studies that we are aware of identified different resource gaps.
They also attempt to estimate the gaps separately, as if the gaps have no relationships with
one another. In other words, none of the past studies used simultaneous equation approach
to investigate the resource gaps. We consider this as a major methodological flaw. Some of
the contributions of this study are in the use of error correction modelling technique to test
for the long run stationarity of the variables and using simultaneous equation approach to
determine the impacts of the resource gaps on economic growth.

Finally, resource constraints became a major economic problem in Nigeria in the

early 1970s, (Oyejide and Raheem, 1993). Large fiscal deficit financing, in the form of

internal and external borrowings, was resorted to in a bid to address the impact of resource

constraints on economic growth, (Abiola, 1996) notwithstanding dearth of any valid



quantitative estimates of the required resources. Thus, both the policy makers and
politicians have been filling some gaps of whose depth and magnitude they do not have any
quantitative measure. The need to ameliorate thé above policy problem cannot be
overemphasised. Therefore, we hope that this study would provide quantitative estimates of
the effects of resource gaps on economic growth in Nigeria as well as provide an insightful
and objective determination of the most binding resource gap. This is with a view to
ascertaining the possibility that if government fills the dominant gap the other gaps will
reduce. Also, the study will serve as input into any programme of economic recovery, to
enhaﬁce better performance. The above explanations underscore the need to frequently

study the changing profile of the above resource gaps and their effects on economic growth.

1.4  OBJECTIVES OF THE STUDY
The broad objective of the study is to examine the effects of resource gaps
(Investment-Savings gap, Export-Import gap and Budgetary gap) on sustainable economic

growth in Nigeria between 1970 and1997. The specific objectives are:

i to investigate the existence of output gap in Nigeria,

it. to examine the existence of causal relationships among the resource gaps;
iii. to estimate the effects of the resource gaps on economic growth;

iv. to identify the most significant and binding resource gap; and

V. to examine how the resource gaps had been financed as well as assess the

relative merits of each source of financing.

1.5 SCOPE OF THE STUDY

The study covers the period between 1970 and 1997. The rationale for this choice



lies in the fact that before 1970, although resource constraints as an economic problem
existed in Nigeria, they were very mild. However, since the end of the civil war in 1970,
the problem of resource gaps has persisted. Even during the oil boom, the objective of the
Nigerian government was to convert receipts from petroleum products into investments in
infrastructural facilities and to develop other sectors. However, not much progress was
recorded, in terms of net benefits to the economy, (Bevan et al, 1992). As a consequence,
there has been persistent deficit in the balance of payments, low external reserves, large
fiscal deficits in government finances as well as mounting external and internal debts,
(Abiola, 1996).

Ideally, resource gaps exist at all levels of the three tiers of government in Nigeria,
notably federal, state and local governments. Thus, one will normally expect the study to
cover the three tiers of government. However, the unavailability of sufficient time series
data at both state and local government levels in the country, poses serious limitations to.
this. In other words, this study is limited to the federal government level alone. We,
however, believe that the exclusion of both state and local government levels will not have
serious adverse effects on the results of the study. This, indeed, may look very simplified
but a cursory look at it will show that it is not unrealistic. In fact, the assertion is both
reasonable and logical, if one realises the dominance of federal government’s budgetary
efforts on the entire national economy.

1.6 ORGANISATION OF THE STUDY

The study is designed to have six chapters. In chépter one, we introduce the study,
by stating the research problem, the justification, the objectives as well as the scope of the
study. In chapter two, we provide a background to resource gaps in Nigeria for the period,

1970-1997. The chapter is sub-divided into three: 1970-1980, 1981-1990 and 1991-1997. It
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also emphasises the main characteristics of the economy during the sub-periods.

Chapter three provides the review of literature and analytical framework of the
study. The latter is also sub-divided into different sections. In section one, we clarify some
key concepts. In section two, we discuss the theory of Economic Growth as well as its
importance. The theoretical link between investment and economic growth is provided in
section three, while the theoretical link between Resource Gaps and Sustainable Economic
Growth is addressed in section four.

In chapter four, we discuss the methodology for the study. We also sub-divide the
chapter into three sections. Section one, discusses model specification. Section two
discusses techniques of data analysis. In section three, we indicate the sources of data for
the study.

Chapter five provides empirical analysis of results. There are five sections under
this chapter. Section one examines the investigation of the existence of output gap. Section
two contains the determination of the existence of causal relationships among the resource
gaps. Section three presents the estimation of the effects of the resource gaps on economic
growth. Section four discusses the determination of the most binding resource gap. Finally
sources of financing the gaps including the assessment of their relative merits are discussed
in section five.

Chapter six provides a summary of the major findings. We also made some
recommendations and concluded the study. The limitations of the_ study as well as areas for

further research are indicated under this chapter.
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CHAPTER TWO

BACKGROUND TO RESOURCE GAPS IN NIGERIA: 1970-1997

2.1 INTRODUCTION

The Nigerian economy has been facing the problem of resource shortages before
the 1970s. For example, during the pre-colonial period (before 1860) the Nigerian
economy was basically agrarian. Thus, subsistence economy was prevalent. Under a
subsistence economy there is usually little for surplus (domestic savings or export) as the
households consume almost whatever is produced. There were also slavery and inter-
tribal wars. These disrupted economic activities because of the massive transfer of
resources, especially, labour from one place to another. This suggests the existence of
resource shortages.

During the colonial period, 1861-1960, modern economic growth was possible.
This was because there was relative peace, social amenities, and transfer of resources
from abroad into the country. However, nationalists saw this as rather defective
describing it as a sort of systematic exploitation of available resources. The situation also
increased the external dependence of the country.

During 1960-1997 (independence till date), the urge for economic growth was
high but the unavailability of required resources, in desired quantity and quality, was &
major constraint. For example, capital accumulation was weak. It should be noted that
the capital required was not produced in Nigeria. The capital had to be imported. In a
situation where they were produced locally, two problems were encountered. The first
was their higher cost of production making prices exorbitant. The second was their-

relative poor quality. Also, financing the required investment was made weaker. With
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independence, the colonial governments were not favourably disposed to giving grants as
much as before independence. By implication, to finance the required investment,
therefore, necessitated borrowing, which have to be paid back including the interests.

Furthermore, technology became much more expensive. This gave birth to further
technological dependence and the elusive transfer of technology syndrome. The above
was coupled with the problem of technical skills. When the foreign experts were leaving
there was no immediate replacement for them. Where Nigerians replaced them, there was
the problem of an initial low productivity arising from little experience. The constraints
have resulted in significant imbalance (resource shortages) and poor economic
performance.

However, this study did not cover the period 1960-1969. It should be noted that
the decade was noted for pronounced internal hostilities. For example, the political crises
of 1964 in the western part of the country; the first and the second military coups, both
which plunged the country into a civil war (1967-1970). During the war, a substantial
part of the country’s resources was directed at prosecuting the war, most especially to
purchase arms and armaments. The above may no doubt gives rise to resource shortages
and unimpressive economic performance. In fact, what arouse our interest for the period
1970 t01997 was the persistence of the resource shortages, despite there was no war. To
clearly bring into focus the imbalances and the consequent poor economic performance,
we sub-divided the study period into three; namely 1970-1980, 1981-1990 and 1991-

1997.

2.2 The Oil Boom and Glut Period (1970-1980)

A number of factors contributed to the imbalances and poor performance of the
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Nigerian economy during the 1970-1980 period. For example, during the war some
economic resources were destroyed. The need to reconstruct and rehabilitate the war-
affected areas could therefore, not be over-emphasised. Thus, and expectedly,
government expenditure increased. Also, during the period, especially during 1973-1977, -
Nigeria received an enormous but temporary oil revenue. The oil boom was followed by -
a severe slump especially in 1978. The slump was caused by a fall in oil prices, (Bevan
et al, 1992).

Certain policy measures by the Nigerian government, notably the austerity
measures, introduced distortions into the allocation of the economy’s resources and
hampered the growth of the economy. The aim of the austerity measures was to reduce
the high-powered money base. As a consequence, the purchasing power of the people
reduced, thereby generating imbalances in aggregate demand and aggregate supply.
Olaloye (1988) reported that capital equipment were allowed into the country with little
duties paid on them and some establishments were granted tax exemptions during the
carly years of their operations, while more attention was directed towards the
manufacturing sector at the neglect of the agricultural sector. He argued further that the
incomes that should have been used for investment in agriculture and in strengthening
the comparative advantage in the export-producing industries were diverted to
uneconomic and highly capital intensive, often inefficient manufacturing sector. The
illusion then was that agricultural sector could naturally grow unaided while the sector
that needed support was the manufacturing sector. The above suggests that the
manufacturing sector was highly subsidized. Nevertheless, Fabayo (1981) pointed to the
fact that substantial unused capacity exists in the Nigerian manufacturing sector. Ail

these measures induced imbalance situations and a distortion in the allocation of the.
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resources of the economy.

The above imbalances manifested in the form of unimpressive economic '
performance. For example the growth rate of the economy which stood at 21.4 per cent
in 1971 fell to a negative 7.4 per cent in 1978. The unimpressive economic performance
was accompanied by many implications. Among these was the effect on the Investment-
Savings gap (divergence between investment and saving) as percentage share of GDP,
which stood at 9.2 per cent in 1970 only to fall to a negative 7.9 per cent in 1978. Also,
overall deficit (divergence between total public expenditure and total public revenue) as
percentage of GDP which stood at a negative 8.7 per cent in 1970showed no significant
improvement as it stood at a negative 7.8 per cent in 1978. Furthermore, the balance of
trade as percentage of GDP, which stood at 2.5 per cent in 1970 fell sharply to a negative

6.2 per cent in 1978, (Table 1 refers).
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TABLE 1

RESOURCE GAPS AND ECONOMIC PERFORMANCE IN NIGERIA,

1970-1997

GDP AT | Real Invest.- I-S Gap | Overall Overall Balance Of | Balance ¢
YEAR | 1984 GDpP Saving- as % of | Deficit/Surplus Deficit/Surplus Trade Trade as %

FACTOR growth Gap at GDP (N" millicn) as% of GDP {Export- GDP

COST rate % C.M.P. Import)

(3 M) (N’billion) (N’million)
1970 54,1489 | - 4.43 9.18 -455.1 -8.7 129.0 248
1971 65,570.0 | 21.35 4.43 9.18 171.6 2.6 2145 3.27
1972 69.310.6 | 5.5 4.43 9.18 -58.8 -0.8 444.1 6.16
1973 73,763.1 | 64 443 9.18 166.1 1.5 1053.6 0.10
1974 824248 | 11.7 4.43 9.18 1796.4 9.8 4057.5 22.18
1975 79.988.0 | -3.0 0.34 1.58 -427.9 -2.0 1204.0 5.75
1976 88,8543 ; 11.1 I.11 0.40 -1090.8 -4.0 1602.6 6.01
1977 96.098.5 | 8.2 1.90 5.80 -781.4 -2.4 537.0 1.70
1978 89.020.9 | -7.4 -2.84 -7.87 -2821.9 -7.8 -2147.3 -6.22
1979 01.190.7 | 2.4 1.00 2.32 1461.7 34 3364.3 8.02
1980 96.186.6 | 4.1 2.03 4.1 -1975.2 -3.9 5091.1 10.26
1981 70,3957 | -2.6 -3.42 -6.73 -3902.1 -7.7 -1816.3 -3.60
1982 70,1570 [ -0.3 -4.94 -9.55 -6104.1 -11.8 -2564.1 -4.97
1983 66,389.5 | -54 -1.53 -2.68 -3364.5 -5.9 -1401.2 -2.47
1984 63.006.2 | -3.1 1.82 2.86 -2660.4 -4.2 1909.7 3.03
1985 68.916.1 | 5.9 2,76 3.81 -3039.7 -4.2 4658.2 6.53
1986 71.075.9 [ 2.2 -4.49 -6.14 -8254.3 -11.3 2937.0 4.07
1987 70.740.6_| -0.3 0.5] 0.47 -5889.7 -54 12498.9 11.69
1938 77,7523 | 7.0 -0.58 -0.39 -12160.9 -8.4 9747.1 6.83
1989 83.495.0 | 7.3 13.39 5.96 -15134.7 -6.7 27111.¢ 12.19
1990 90,342.0 | 82 14.49 5.56 -22116.1 -8.5 64163.2 24.88
1991 94.416.1 | 4.8 36.30 11.20 -35755.2 -11.0 34515.2 10.78
1992 974314 | 3.0 14.53 2.64 -39532.5 -7.2 61354.6 11.27
1993 100.015.2 | 2.1 -19.93 -2.84 -107735.3 -15.5 52669.7 7.62
1994 101,330.0 | 1.3 -54.20 -5.71 -70270.6 -71.7 432704 4.75
1995 103,510.0 | 2.2 -43.5 -2.20 1000.0 0.1 195533.7 9.97
1996 106,870.0 | -3.4 209.7 7.42 370494 1.6 746916.8 27.16
1997 1110724 | 04 152.0 4.70 -5000.0 -02 3959453 13.10

Sources

1. Statistical Bulletin of the CBN Abuja (various issues)
2. National Planning Commission (various issues), Abuja.
3. Partly computed by the author.
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2.3 The Over-valued Exchange Rate and SAP Period (1981-1990)

A major oil glut was recorded in 1981. The glut and its attendant consequences
plus the problems of the previous period heightened the imbalances in the Nigerian
economy during the period 1981-1990. For example, it was widely known that Nigeria :
maintained an over-valued exchange rate.  This policy adversely affected the”
performance of the economy. Maintaining an exchange rate that was higher than the
equilibrium rate led to sub-optimal patterns of resource allocation. The low cost of
imports led to increased demand for imported goods that produced excess demand for
foreign exchange and resulted in deficit in the balance of payments. Also, there were
cases of inflated contracts, which increased the cost of investment projects spectacularly.
The civilian government freely renegotiated contracts. For example, the civilian
government renegotiated the Kainji Dam project earlier contracted at $120 million by the
military for $600 million. This presumably was a result of considerable increase in rent—
seeking activities characterising the switch to civilian rule, (Bevan et al, 1992).

The external shocks arising from the oil glut implied that relative prices must change to
maintain market clearing. However, agents, public or private, could either accept or
resist these relative price changes. Also, an appropriate response to the shocks would
have involved substantial changes in national assets. As a response, government
embarked on Structural Adjustment Programme (SAP) in 1986. The underlining aim of
SAP was to reduce the attendant consequences of heavy reliance on crude oil as well as
external shocks. The policy measure was designed to last for an initial two years (1986-
1988), but had to be extended to 1993. The reforms included the replacement of the
hitherto fixed exchange rate with a substantial trade liberalization as well as substantial

reduction in the size of the public sector.
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From Table 1, the period 1981 through 1986 recorded much more unimpressive
performance than the period 1970-1980, as the economy recorded persistent negative
growth rates of 2.6, 0.3, 5.4, 5.4 and 0.3 per cent during the years, 1981, 1982, 1983,
1984 and 1987, respectively. Thus the economic problem could be described as having
attained a crisis dimension. The Investment-Savings gap declined from 2.0 per cent in
1980 to a negative 4.9 per cent in 1986. The overall deficit as percentage of GDP, which
stood at a negative 7.7 per cent in 1981, worsened in 1986 as it stood at a negative 11.3
per cent. In a similar vein, balance of trade as percentage of GDP, which stood at 10.26

in 1980 fell sharply to 4.0 in 1986.

2.4  The Post-SAP Period 1991-1997

All the problems identified in the previous periods were also persistent during the
peried [991-1997, in some cases with greater dimensions. For example, high level
deficit financing had resulted into huge public debt. The public debt had to be serviced.
This resulted in large transfer expenditures with significant proportion going into debt
servicing. Another worrisome aspect of the Nigerian expenditure profiles was that most
of them were externally oriented. These were either to service foreign debt or to import
resources for the economy. The implication is that significant leakage occurred in the
economy resulting in balance of payments dis-equilibrium. Thus, despite the relatively
high expenditure profile not much has been recorded as net benefits to the domestic
economy, (Bevan et al, 1992).

The military government planned to return the country to a democratically elected
government in 1992, It later postponed this date to 1993. The inability of the military to

hand over power in 1993 brought an impasse. During the impasse, socio-economic
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activities were at their lowest ebb as there were lots of economic sanctions from foreign
nations. Investment activities were discouraged, because the environment was
unfriendly. In fact, capital flight became more pronounced, (Ajayi, 1991). At home,
many manufacturing firms had to fold up and lay off their workers partly because of
inability to import essential inputs and partly because of unsold stock arising from weak
purchasing power of the consumers. As a response to the above, government relaxed the
Structural Adjustment Programme (SAP) in 1993, in reaction to public outcry that the
policy was anti-welfarist. There was no substitute programme to consolidate the gains
from SAP. The unemployment arising from the lay-offs and the embargo on new
recruitment brought lower output, lower income and inability to save.

The average growth rate of real Gross Domestic Product stood at 1.5 per cent
during 1991-1997. The unimpressive performance will be better appreciated if we
consider the growth rate of population that stood at 2.6 per cent per annum as given by
the National Population Commission, (NPC, 1997). The Investment-Savings gap as
percentage of GDP stood at -2.8, -5.7and —2.2 per cent in 1993,1994 and 1995
respectively. The overall deficit as percentage of GDP shows no significant improvement
as it stood at —7.2, -15.5 and -7.7 per cent for 1992, 1993 and 1994 respectively. The
balance of trade as percentage of GDP stood at 11.3 per cent in 1992, fell to 4.8 per cent
in 1994 but rose to 13.1 per cent in 1997,

The above analysis has shown that significant resource shortages existed in
the Nigerian economy. Also, it could be deduced from the analysis that the resource
shortages have implications on the performance of the economy. The above further

provides justification for this study.
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CHAPTER THREE

LITERATURE REVIEW AND ANALYTICAL FRAMEWORK

3.1 INTRODUCTION

Two subjects are addressed in this chapter. The first 1s the review of relevant
literature. The second is the analytical framework for the study. For a thorough
understanding, we sub-divided the literature review into themes. In this regards we have
three themes. In the first theme we grouped together studies that address growth models as
they relate to sustainable economic growth. In the course of the review, we found out that
some studies accorded prominence to foreign resources as basis for sustainable economic
growth; this is addressed in the second theme. In the third theme we grouped together.
studies that examined the effects of resource gaps on sustainable economic growth.

The subject matter, of resource gaps and their implications for sustainable economic
growth, have over the years generated much interest among economic researchers, and have
increasingly become a focus of economic analysis. The general consensus is that resource
gaps may impose limit on capacity growth. Three main resource gaps have been identified
in the literature. They are Investment-Savings. gap, Export-Import gap (foreign gap) and
Budgetary gap (fiscal gap). Different studies have used different methodologies and
reported predominance of different resource gaps in different countries. This has led to.
different policy proposals to deal with the problems of resource gaps in different countries.
Also, the methods of financing the gaps depend on the type of resource gaps reported. In
the review of literature that follows this introduction, we look at the above issues in each of

the study reviewed.
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3.2 LITERATURE REVIEW
3.2.1 Growth Models and Sustainable Economic Growth.

Chenery and Bruno (1962) analysed the main development alternatives in Israel and
showed the theoretical interrelationships among the main instruments of development
policy. They were aroused by some alleged deficiencies in growth models as a basis for
development policy. Notable among these alleged deficiencies included the focusing on
the investment- savings relationship and the possibilities of substitution between capital
and labour, as well as the exclusion of the changing structure of demand, the role of foreign
trade and the allocation of resources. As a consequence, he argued that, formal growth
models had failed to clarify the theoretical relationships among the several instruments of
development policy, which ordinarily should be one of its major functions.

The relations comprised those among objective variables, instrument variables and
structural limitation variables. By objective variables they meant those variables reflecting
the aims or purposes of policy. Such variables were taken as given such that the problem
would be to find the best combination of values of instrument variables. By instrument
variables they meant those variables, which were subject to government control. Structural
limitation variables meant those variables that posed stumbling block for policy analysis
either because the variables were outside the control of the government or were rather
irrelevant for policy analysis. In fact, the omission of several of the instruments and
limitations could make the use of growth models seriously misleading.

Chenery and Bruno identified some factors that could limit economic growth in
Developed Countries as well as in Less Developed Countries (LCDs). In the case of
Developed Countries, these factors included the existing factor supply (labour and capital

stock); the rate of population increase; the rate of savings; and the efficiency of factor use
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as well as its change overtime. In the case of Less Developed Countries (LDCs), in -

addition to those factors enumerated above, they identified three other factors, These

R

included the inflow of foreign resources (to allow for excess of imports over exports), the ~
present and future composition of demand; and the ability to plan and carry out
development activities (investment, technical assistance, etc).

The methodology used by the authors was that of an aggregate model similar to the
one used by Chenery and Goldberger (1959). The model included the objective and
instrument variables and the structural limitations. The structural limitations were
characteristic of developing economies in which trade and capital imports played
significant roles. The model was therefore thought to be applicable to a considerable range
of countries. The approach also led to a measure of productivity of foreign assistance,
which could provide a basis for inter-country comparisons. However, one of the
methodological problems in this study was how to identify in advance factors that could
prove to be effective limits to economic growth without some degree of bias.

The study further identified three limits to economic growth in Israel. These were,
supply of capital, supply of labour and balance of payments. Chenery and Bruno argued |
that capital and labour were complementary (suggesting that neither of the two could on its
own constitute a distinct resource gap, thereby necessitating the combination of both),
while balance of payments was similar to the Investment - Savings limitation. Thus, there
should be a change in the structure of income with a view to reducing the proportion going
to consumption and hence increase savings. Similarly, there should be a change in the
structure of production in order to reduce the ratio of imports to total output.

They also reported that the productive alternatives ( what should be done to ensure

sustainable economic growth) of the Israeli economy were found in full Employment
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equilibrium, Investment-Savings equilibrium, and Balance of Payments equilibrium. In an
attempt to select the best alternative from the identified three, they argued that foreign
borrowing could not affect full-employment equilibrium. This they justified on the premise ’
that the Israeli economy was already almost fully stretched i.e. operating at full capacity.
The deduction from the above is that substantial part of the increase arising from foreign
borrowing would therefore be directed towards consumption. It should be noted from the
point of view of the classical economists that at equilibrium, savings equal investment. If
dis-equilibrium exists, it can be in two ways. In the first instance, savings may lag behind
investment. In the second instance, investment may lag behind savings. Borrowing may be
a solution under the first situation. Under the second situation the appropriate thing to do is
to lend out the excess fund. If this is not done, the excess fund will no doubt go into
consumption expenditures in order to keep the equality between income on one part and
consumption and savings on the other part. Thus, increase in income will have to be
compensated for with increase in consumption assuming saving is fixed (TY=TC+S).

On the Investment-Saving equilibrium, they reported that if there were a zero
propensity to save the marginal productivity of aid/grant would be equal to the marginal
productivity of investment. Following Rosentein - Rodan (1961), they postulated that as
the marginal propensity to save increases, the effect of a unit of aid on total output rises.
The justification for this lies in the fact that the increase in domestic savings permits the
increment in investment to exceed the amount of aid. However, if the economy is already
operating at full employment, the marginal productivity of investment decreases.

In the case of foreign exchange equilibrium, they reported that those countries for
which foreign exchange was the binding limit to economic growth would have the highest

productivity of external aid. In the case of Israel, they found that the propensities to import
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which was used as proxy for values of the productivity of aid ranges from 0.85 to 1.10 as
the exchange rate was increased from 2.5 to 3.5 per cent.

Comparing the plausibility of Investment-Savings equilibrium with the Foreign
Exchange equilibrium, they reported that the productivity of aid could range from 0.2 to 0.6
when domestic savings was the limit to economic growth, and from 0.4 to over 1.0 when -
balance of payment was the limiting factor. They also found that low productivity was
correlated with high capital-output ratios, low savings and high import propensities.
However, in cases where marginal imports constituted a very large fraction of the increase
in total output (about 0.40 or more) the productivity of aid under the Foreign Exchange
equilibrium would likely drop below that of the Investment-Savings equilibrium. They
concluded, however that domestic Investment-Savings gap was the dominant factor
limiting economic growth in Israel. Thus, their findings reflected the low level of
monetized savings in countries, which are in their pre-take off stage of development.

It is, however, very doubtful whether Investment-Savings limitations and Balance
of Payment limitations are very similar as argued by Chenery and Bruno (1962). For
instance, other studies, notably, El-Shibly and Thirwall (1981), Oyejide and Raheem (1990)
and Mwega et al (1994), have reported that Investment-Savings and Foreign Exchange
constraints could be distinct resource gaps that could limit economic growth. By
implication, if domestic savings and foreign resources are easily substitutable, and the
incremental-capital output ratio and incremental output-import ratio are not fixed, resource
gap analysis will no doubt loose quite a lot of its force, (El-Shibly and Thirwall, 1981).

Furthermore, productivity of aid largely depends on two main factors. First, is the
rational allocation criterion, which depends on the form of such aid. There are basically, o

two forms of aid/grants. They are the matching aid and the non-matching aid. -
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Theoretically, matching grants are esteemed to be more effective than non-matching grants,
with regards to the response of the recipient units to the inflow of fund. By effectiveness of
an aid, we mean its power to change behaviour from what it would otherwise have been in
a direction, which the particular policy-makers/donors prefer.

The second factor influencing the productivity of aid is that of the donor's
evaluation of the relative desirability of an increase in output as between countries.
Unfortunately, economic theory cannot really contribute much to the evaluation, as it is
basically subjective and determined through political processes. For example, in Nigeria as
a result of the continued staying in power of the military, the inflow of aid/grants has been
rather unimpressive, in the past one and a haif decades. The implication from the above is-
that any programme of economic growth, which largely depends on inflow of aid/grants,
may be a mirage. In fact, foreign aids are not only unreliable; they are also not sustainable.
Policies based on aids will no doubt suffer the problem of unsustainabilty.

Finally, Chenery and Bruno emphasised only two constraints to economic growth:
domestic savings and foreign exchange. According to them, fiscal constraint was not a
serious economic problem. However, we know that in most Less Developed Countries,
government through the public sector is one of the agents promoting economic growth.
This is done largely through government expenditures, most especially capital expenditure,
By implication, in as much as any government is able to finance its current expenditures
from its current revenues, no fiscal constraints exist. Between 1950-1960, the period
covered by Chenery and Bruno in their study, the government of Israel was able to achieve
this. Major sources of the revenue were the reparations from the Germans as well as
donations from some other countries. The absence of fiscal constraints manifested in the

form of 11.0 per cent Gross National Product (GNP) average growth rate for the period
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1950-1959. In other words, the searchlight for development alternatives would not have
considered fiscal constraints. By implication, the result of the study could hardly be
replicated for policy formulation in any country without the presence of those situations in
Israel. Put differently, any country such as Nigeria, where fiscal constraints exist may find
the study less suitable for policy formulation and implementation. This no doubt calls for a
study of actual case.

Mckinnon (1964) constructed a growth model of the Harrod-Domar type, which
incorporated in a crude way the effects of international trade on the growth of developing
countries. He was aroused by earlier studies by Chenery and Bruno (1962), and Manne
(1963), who had argued a dual role for the state of foreign exchange balance as it affected
economic growth. The first role, which in the views of the classical economists was that
foreign aid or investment, only has the effect of supplementing domestic savings in the .
receiving country. The second role christened the modern view argued that many goods
have strategic importance in efficient industrial growth but cannot be produced
domestically in the early stages of industrial development, or after a war. Thus, foreign aid
or foreign private investment could have a large favourable impact on the growth rate of the
economy where such a constraint was binding even though the foreign transfers were a
small fraction of available domestic saving.

The model he constructed differed from that of Johnson (1958) in that foreign
capital goods directly affected the productive capacity of the economy and exports did not
passively react to foreign demand conditions, but were directly related to domestic
economic growth. The model could be viewed as a rather simpler general exposition of
several ideas given by Chenery and Bruno (1962) for the case of Israel.

To show the impact of foreign trade on aggregate productive capacity of the
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economy, Mckinnon specified that foreign goods entered as inputs into domestic
production function. In the specification he postulated that total investment at time "t"
would equal the sum of domestic savings plus net foreign transfers. He reported that if net
foreign transfers were zero, and domestic savings could be freely exported to obtain foreign
capital goods, domestic savings would be the only constraint to economic growth. Also, if
exports were not sufficiently great to finance needed imports of foreign capital goods, the
warranted growth rate would not be achieved, thus, suggesting the existence of a foreign
exchange constraint.

He also argued that foreign capital transfers could have effects on economic growth
rate, but in a specified manner. For example, it could be carried out through increasing
import capabilities where foreign exchange constraint existed, that is, increasing purchases
of foreign capital goods. Similarly, foreign capital transfers could have the effect of
increasing domestic savings rate where saving constraints existed, that is, by increasing the
effective level of total investment in both domestic and foreign capital goods. However, in
a situation where foreign exchange constraint existed, foreign aid transfers would always
have a proportionately greater effect on economic growth rate than if domestic saving
constraints existed. In other words, it would be possible to get more punch from a foreign
aid dollar when there existed a pool of potential domestic savings, or the marginal
propensity to save and the marginal propensity to export were higher.

He further argued that in order for any economic growth rate to be sustainable, it was a
necessary condition that exports covered immediate import needs on current account. If the
contrary were the case, there would be insufficient exports generated at full capacity output
to cover current foreign materials requirement and the purchase of foreign capital goods

would be rather impossible. He contended that in a case where current export capability at
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full capacity output was below current account materials needs, self-sustainable economic-
growth would be outrightly impossible. To ameliorate such situation, such that full
capacity growth would be sustainable, he suggested sufficiently large foreign transfers.
However, that would only be a necessary condition, as foreign exchange availability would
only permit operation at full capacity and to permit capital accumulation. The sufficient
condition, he argued would entail some basic structural changes.

The implication from the above is that a foreign aid transfer needs not have the
effect of reducing a foreign exchange constraint on the growth rate. This holds even if the
savings constraint was not binding, provided there were deficiencies in current account
materials needs and the net foreign transfer was not very large. Thus, the giving of aid in
such a circumstance would take the form of a rescue operation permitting an economy "to
keep its head above water" - a situation which might apply to aid transfers given to some
countries at the present time,

Mckinnon holding a similar view with Chenery (1961) supported the inefficacy of
the traditional static theory of comparative cost advantage in dealing with the problems of
economic growth and development. In Mckinnon's view, static models which used
comparisons of long run equilibrium positions of prices and commodity flows to compare
positions of free trade and autarky were inherently ill suited to the analysis of continuous
change. He did not oppose the use of the static Ricardian model to illustrate the static
notion of comparative cost advantage for trade in final consumer goods. However, he
argued that the model was bedevilled with two defects. The two defects included, (1) the
capacity of a growing economy to move from producing simple to more complex industrial
goods had been ignored; and (2) two commodity worlds spawn excessive preoccupation

with the terms of trade. In other words, export expansion and economic growth were.
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always associated with sharp declines in the terms of trade. However, in the modern
economic environment, growth in output and exports was largely associated with a country
moving up the hierarchy of complexity for industrial goods, thereby actually increasing the
demand for its own product.

He introduced substitution possibilities with a view to making the model less rigid
and somewhat more responsive to price considerations and different resource endowments.
In other words, the assumptions of exogenous determination of international prices, fixed
needs for imports of intermediate materials and capital goods, limited capacity to export
depended on the development level of the economy. This was carried out in two ways.
First, the use of import substitution as an alternative to export expansion, and second, the
relaxation of the assumption of fixed input needs in the production function and/or the
introduction of more factors of production. The concept import substitution refers to the
domestic production of current materials or capital goods previously imported.

On the first way above, Mckinnon, argued that the prospective demand for primary
products by the heavily industrialised countries of the world was less favourable now than
it was in the last century for the products of the Less Developed Countries. He justified the
argument by the development of synthetics, the fall in raw materials required for a unit of
manufacturing output and the position of resource-rich North America as the most heavily
industrialised area. By implication, Less Developed Countries would have to focus more
on the development of light manufactures for direct export substitution in order to mobilise
additional foreign exchange for the process of capital accumulation. However, the export
and import substitution possibilities would depend on the level of development and
production capabilities of an economy.

On the second way above, Mckinnon argued that the commonly used Cobb-
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Douglas production function with an elasticity of substitution of unity among factor inputs
would be an inappropriate alternative. In his opinion, a production function whose
parameters could be adjusted to permit limited substitution possibilities should be
preferred, such as the type developed and advocated by Arrow et al (1961).

Finally, Mckinnon argued that irrespective of the level of the propensities to save
and export, the existence‘of potential domestic savings (capacity to undertake investment)
was rather a necessary condition in obtaining a high pay-off on a given foreign-aid
transfers. However, the institutional organisation required to ensure that domestic savings-
were adequate could take several forms. For example, the presence of an entrepreneurial
class, which appropriates a significant proportion of the final product, and with a high
marginal propensity to save was one solution. Another was the effective capital stock in an
economy consisting of human resources as much as physical plant and equipment.

The argument from Mckinnon was that inadequate domestic savings, and foreign
exchange, with the latter exerting greater impact could effectively limit economic growth.
Mobilising sufficient savings for investment has not been an easy task in LDCs, especially
in Nigeria. It should be noted that an economic agent's decision to save depends on two
principal factors, notably the level of income available to the economic agent at any
particular time and the attractiveness of savings option relative to consumption. The latter‘
is also referred to as the willingness to save or the marginal propensity to save. The relative
aftractiveness of savings to consumption would depend on the rate of interest, the resource
distribution and the institutional structures available for resource mobilisation. In Nigeria,
the level of per capita income is ridiculously low. There has been wide spread income in-
equality as the gap between the few rich and the many poor have not only been widening,

more people have been joining the poor class. The instability in the institutional structures
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available for resource mobilisation as manifested in the high frequency of distressed banks
has eroded the confidence of even the few rich who should be better disposed to savings.
Most of the few rich people now prefer to save in foreign countries. The sum total of the
above is that domestic savings are very low.

Chenery and Eckstein (1970) were moved by two factors. The first was the
earlier study by Prebisch (1950), who had argued, that continued dependence on primary
exports would place limits on further economic growth in Latin America. However,
while the limits, notably, structural imbalance appeared to have been real, especially for
exporters of tropical agricultural products, the alternative then advocated by Presbisch
(1950) and which was pursued throughout Latin America - especially import substitution
through industrialization - had run into increasing difficulties.

The above difficulties manifested in the form of unimpressive industrial growth,
despite protection and other preferential policies. For example between 1948 and 1961,
manufacturing industry grew at 5.6 per cent in Latin America as compared to 7.0 per cent
in all the Less Developed Countries (LDCs). A major problem with the policy of
concentrating too heavily on one factor limiting economic growth had been the mere |
replacement of one set of constraints with another. This he argued underscored the need to
establish a more comprehensive framework for diagnosing development problems and
prescribing a set of remedies.

The second factor was the results from similar past studies, notably Diaz and Carlos
(1966) for Argentina, Baer (1965) for Brazil, Mamalakis and Reynolds (1965) for Chile,
Sheahan (1968) and Vanek (1967) for Colombia. Each of the above studies argued that the
external sector had been a critical element in explaining past economic difficulties and in

determining future economic prospects. In addition, each of the studies pointed to a number
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of internal limitations and gave some analysis of the interaction between the two sets of the
factors.

It was against the above backdrop that Chenery and Eckstein developed an
aggregate growth model that brought out the relationship between the internal and external
factors in economic development. They used the model to address four issues. One, to
appraise the development performance in Latin America. Two, to indicate in quantitative
terms some of the requirements of economic growth in Latin America. Three, to provi