IV Structural Reform and Macroeconomic

Policy, 1986-90

t became clear 1o Nigeria's economic policymak-

ers that short-run stabilization measures and in-
creased regulation were not appropriate responses to
deep-seated impediments 1o growth. After consider-
able popular debate. the Babangida Government
adopted in June 1996 a comprehensive structural ad-
justment program (SAP) that signaled a radical de-
parture from previous adjustment efforts, It empha-
sized reliance on market forces and deregulation.
The SAP was originally intended o last for two
years, but was extended when it was realized that
implementing many of the reforms required more
time, However, toward the end of 1990, the Govern-
ment began o retreat from the basic reforms of the
initial program, and much of the momentum of the
reform effort had been lost by then, Nigeria's adjust-
ment efforts were supported by three stand-by
arrangements with the Fund, but the Government de-
cided not to use the Fund's resources (Box 3). The
World Bank also supported the adjusiment program
through a USS450 million trade policy and export
diversification loan,

The objectives of the SAP were 1o (1) restructure
and diversify the productive base of the economy so
as to reduce dependency on the oil sector and im-
ports: (2) achieve fiscal and balance of payments vi-
ability over the medium term; and (3) promote non-
inflationary economic growth. The growth and
inflation objectives for 1987-88 were a real GDP
growth of 3—4 percent and a reduction of inflation 1o
20 percent per year on an average annual basis. It
was thought that the anticipated devaluation of the
naira would have a considerable impact on consumer

prives,
The key policies designed to achieve these objec-
lives were
= the tightening of financial policies through a re-
duction of the fiscal deficit to below 3 perceni of
GDP by 19588 and a limiting of the growth of
broad money to 12 percent per year, the latier
requiring limits on the expansion of net domes-
tic bank credit on the order of 5-6 percent per
vear and net bank credit 1o the Government of
3 percent

= the adoption of a market-determined exchange
rate

= the liberalization of the external trade and pay-
menis system

= the elimination of price controls and commaodity
boards

= the decontrol of interest rates

* the rationalization and restructuring of public
expenditure

= the rationalization of the wrff structure and the
overall lowering of tariffs

* the privatization or commercialization of most
federal public enterprises (see Table 4).

Although significant progress was made in the lib-
eralization of the economy, specifically through re-
form of the exchange and the rade system and the
freeing of prices, macroeconomic policy implemen-
tation remained erratic and failed 10 bring inflation
under control. Public criticism of economic policies
mcreased, based on the notion that the disappointing
results of the adjustment effort were a product of
misguided policies under the SAP. rather than on the
realization that incoherent implementation of SAP
policies cavsed most the economic ills,

Price Liberalization and Subsidy Policy
The decontrol of prices at the start of the SAP was
an important step in the liberalization of the econ-
amy. In 1986 the Price Conrol Decree of 1971 and
the Ceommaodity Bodard Decree of 1977 were re-
pealed. The Price Conrvol Decree had mandated the
Productivity, Prices, and Incomes Board (PPIB) o
anpounce annual price and wage guidelines for the
private sector. The seven commodity boards" were

FThe Cocaa Board (cocon, coffee, and teal. the Groundnut
Bourd (groundnues, sova beans, benniseed, peanuts, and ginger).
the Cotton Board, the Palm Produce Board (palm ol palm ker
nel, and copra). the Rubber Board, the Grums Bourd (com, mille,
mabee, wheat, rice, and beansh, and the Tuber und Roo Crops
Boand (vams and cassava)
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Box 3. Experience with Fund-Supported Programs

Nigeria's adjustment efforts were supported by three
stand-by mrrangements (SBA) between 1986 and 1992,
spanning a noncontinuous period of 42 months. The
Fund committed a total of SDR 1.44 billion, but Nige-
ria decided, based on the results of a national referen-
dum, not to make purchases under these arrangements.
The arrangements with the Fund opened the door 1o of-
ficial debt rescheduling, which was a high priority for
the authorities. The first Fund program (January 1987-
January 1988) quickly went off track; the second (Feb-
ruary 1989-May 1990) was successfully implemented;
and the third (January 1991-April 1992) also went off
track soon after its approval,

The three SBAs focused on fiscal adjustment and
were designed against the background of volutile world
oil prices. The last two SBAs incorporated some form
of fiscal stabilization mechanism, which took account
of deviations from programmed oil expon prices. Over
time, the stabilization mechanism did not prove very
useful as it became a major source of funding of extra-
budgetary projects. The first SBA incorporated a major
exchange market reform and other liberalization mea-
sures, including a substantial increase in retail prices of
petroleum products, It went off rack early because of
the diversion of oil revenue, which caused a budgetory
shortfall and led 10 the accumulation of external pay-
ments arrears. The second SBA focused on fiscal ad-
justment, consolidation of earlier foreign exchange sys-
tem reforms, adjustment of domestic petroleum product
prices, and measures to sirengthen the banking system,
This program benefited from the recovery in oil prices,
which, in combination with wide-ranging reforms at

the outset of the SAP, led to a broad-based recovery of
the economy. Fiscal adjustment was assisted by the es-
tablishment of a stabilization account to sterilize some
of the windfall oil receipts. while monetary growth was
controlled, in part, by the decision o transfer federal
government accounts from commercial banks to the
Central Bank in the summer of 1989, The vast improve-
ment in the oil sector helped the country to achieve its
macroeconomic objectives. The third SBA came in the
aftermath of the 1990 oil price boom and in the midst
of heightened efforts to regain the momentum of the
transition 1o civilian rule. The emphasis of the program
was on fiscal adjustment, but it went off track in the
first gquarter of 1991, mainly because of uncontrolled
growth in federal government expenditures,

In terms of design, the reform efforts undertaken
under the different programs incorporated some struc-
tural fiscal reforms, particularly in the areas of bud-
getary practices, public expenditure programming and
management, oversight of state and local government
budgets, and prioritization of investment projects under
the rolling plan. However, these formal changes in offi-
cial procedures had little effect on actual budgetary
practices. Overall, fiscal adjustment was limited 1o
short-lived stahilization measures without addressing
the structural fiscal problems that were the rool cause
of Nigeria's internal and external imbalances, The lack
of a durable fiscal adjustment, the inability 1o develop
efficient allocative and distributional budgetary func-
tions, and the backsliding in the implementation of key
policies undermined domestic and international confi-
dence in Nigeria's adjustment effons.

responsible for setting producer prices for the coun-
try’s major agricultural crops. Their elimination, in
conjunction with the devaluation of the naira, was
instrumental in improving the profitability of non-oil
export production, which increased substantially
during the subsequent years.

Prices of goods and services provided by public
enterprises remained largely under the control of the
Government. This was especially true for the Niger-
ian National Petroleum Corporation (NNPC), the
National Fertilizer Company of Nigeria (NAFCON),
the Nigerian Electric Power Authority (NEPA), and
other public utilities. Electricity tariffs remained un-
changed between 1979 and 1989 at an average rate
of #0.07 per kilowatt hour, equivalent to US$0.01.7
They were raised to an average of 30,32 per kilo-
wall hour in mid-1989. The new tariff, equivalent to
LIS50.029 per kilowart hour at the parallel exchange

TA1 the average officin]l exchange e for 1989; the aifl’ was
only (1.5 U5, cents w the parallel exchange rune.

rate, was still less than half the rate prevailing in the
United States in that year and substantially below the
rate needed to improve services and eliminate the
operating deficit of the parastatal,

The Government's efforts in the early part of the
SAP to reduce further the subsidy on fertilizer and
free up prices and marketing in the sector were
overtaken by strong domestic pressure to stall the
reforms. which led to higher subsidies during
1988-90. While the retail sales price of fertilizer
wis increased once during the SAP period (in
1986), the estimated subsidy element increased
from about 30 percent in 1986 to more than 80 per-
cent in 1989, largely as a result of the impact of the
devaluation. The rising cost of the subsidy com-
manded some T{) percent of the agriculiure min-
istry’s capital budget in 1989, as compared with
about 15 percent in 1983, With state and local
governments sharing the cost of the subsidy equally
with the Federal Government, the rising costs
guickly overwhelmed their resources, with fertil-
izer-related costs accounting for an estimated 50
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Reform of the Exchange Rate

Table 4. Structural Reforms and Policy Implementation

1986 987

1988

Structural/Policy Reforms
Foreign exchange market! ¥ y
Import liberalization? ¥ v
Export promotion’ | E
Debt conversion
Prices v
Privatization/commercialization
Interest rates* Y y
Credit guidelines ¥ L
Financial sector

Budget {tax/expenditure)

Palicy Implementation

Inflation —
Fiscal defici/GDP +

Petrolaum subsidy

Fertilizer subsidy .
Extrabudgetary expenditures —
Growth in broad money -
Real effective exchange rate

{+ appreciate) =
Official and parallel exchange

rate spread - -

External current account - +

4 & w4

+ 4+ & & 4 4

i+ & & | 4
| & & & 4 4

++ % 8+ +

+ - + - + +
L4 - - - - -

Key: ¥ indicates reform, X indicates revarsal of roform; change relative (o previous year where, - indicates a decline, 4 indicates an increase; * indicates

varfable was positive; — Indicates figure is tero, or that the item does not exise.

IPrarate allocation of foreign exchange by CBN in 1993, foeed exchange rate m 1994

ADuring 19B8-F1 higher wariffs or import bans were introduced.

Ui 1987 export hans on grains were introduced and bans were extended to other commodities in (988 and 1989, In 1989 the redscount/refinancing

facility for exports was introduced by the CBN,

40n Movernber |0, 1989, the CBM introduced a maximum interest rate spread berween saving and prime lending rates, the prime and the highest
lending rates, and the imerbank and prime lending rates. Ceilings wers imposed on maximum lending rates at the beginning of 1991 and (994,

percent of state and local government capital out-
lays in 1989, As important as the rising fiscal impli-
cations of the subsidy were the growing distribution
problems, including unequal and delayed distribu-
tion, increased smuggling to neighboring countries,
and a disproportionate share of the subsidy going o
marketers.

The pricing of domestic petroleum products, espe-
cially gasoline, contained 4 large subsidy element.
Domestic petroleum product prices are set by the
Federal Government. as is the amount of national oil
production allocated for domestic consumption.,
However, in Junuary 1986 product prices were in-
creased between 24 and 725 percent, with gasoline
prices rising by nearly 200 percent.® The increase in
the price of gasoline raised the domestic price well

The price of househald kerosene remained unchanged. With
this exception, the lowest increase was for liquefied petroleum
gas (24 percent),

above import parity.”? Prices for domestic petroleum
products were subsequently raised in 1988 and 1990,
and the implicit subsidy was temporarily reduced
each time until it caught up with the depreciation of
the naira. Thus, the ratio of the domestic price of
gasoline to the world price fell from 186 percent im-
mediately after the 1986 price increase 1o a low of
37 percent in 1990 (Figure 2).

Reform of the Exchange Rate

The precipitous decline in the terms of trade
(52 percent) in 1986 convinced the authorities that ex-
chunge rate reform was unavoidable, The foreign ex-

"Measured at the official exchange rte, the domestic price of
gasoline was |86 percenmt of the world whaolesale price after the
increase. Measured at the parallel exchange rate, the domestic
price was still 10 percent below the world price.
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Figure 1. Domestic Gasoline Prices
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Sources: Government of Migeria; and IMF staff estimates.
IMeasured at the parallel exchange race.

change market was liberalized in a number of steps,
thereby allowing the economy 1o restore external com-
petitiveness and 1o absorb severe terms of trade shocks.

On September 26, 1986, a dual exchange rate sys-
tem was introduced, consisting of an administra-
tively determined official rate and an auction rate.
The official rate was applied to external debt-service
payments, official foreign capital inflows, and other
federal government transactions. The auction rate,
determined in weekly foreign exchange auctions by
the Central Bank of Nigeria (CBN), applied 1o all
other transaction.'” Foreign exchange obtained from
the auction was traded in an interbank market, which
was also funded from private non-oil export pro-
ceeds.!! The official exchange rate was devalued by
22 percent, to #1.538 per U.S. dollar, and the first
auction resulted in a 65 percent devaluation of the
naira, to 3 4,20 per U.S. dollar (Figure 3).

The pricing of foreign exchange in the auctions
was based on a marginal bid system. An importani
provision of the auction was the ceiling on the share

0mly authonzed dealer banks were allowed 1o participate in
the nuction, which was designuted s the Secondary Forsign Ex-
change Market (SFEM).

The foreign exchange surrender requirement to the Central
Bank for non-oil expon procecds was lifted in 1986, bul exporiers
were still required 1o summender 75 percent of foreign exchange
earnings o commercial banks ul the prevailing imerbank rate. In
1947, the surrender requirement was eliminated aliogether.

IV STRUCTURAL REFORM AND MACROECONOMIC POLICY, 1986-90

Figure 3. Exchange Rate Developments
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of the total foreign exchange that could be purchased
by individual dealer banks. The three largest dealer
banks were each allowed to purchase no more than
5 percent of the total offering and the other banks no
more than 3 percent. This provision intended to pre-
vent the emergence of monopolistic or oligopolistic
practices in the foreign exchange market, but also
had the effect of depressing the price that emerged
from the auction. To reinforce this policy, the Cen-
tral Bank required all transactions in the interbank
market to be carried out at the rate established in the
previous auction, adjusted for a maximum buying
and selling spread of 1 percent.

Official Supply of Foreign Exchange

1987 1988 |98% 1990

Oifficial supply
in billions of LLS. dollars 0 18 22 15
In percent of official foreign
exchange earnings 54 33

In January 1987, however, the exchange rate in the
interbank market was fully liberalized. Given the
continued quantity restrictions on bids in the central
bank auction and the segmentation of the two mar-
kets during the subsequent six months, a spread
emerged between the interbank and auction rates
that, however, never exceeded 3 percent.
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In an effort to reduce speculative bids by autho-
rized dealers, which had caused considerable volatil-
ity in the weekly auction rates, the marginal bid sys-
tem was replaced with a Dutch auction system on
April 2, 1987. Henceforth, auctions were held every
fortnight. Furthermore, on July 2, 1987, following
nine months of frequent devaluations of the official
exchange rate, this rate was merged with the auction
rate.'? At the same time, the auction market for for-
eign exchange became more restrictive as dealer
banks could now bid only on behalf of their cus-
tomers. The interbank rate applied only to foreign
exchange obtained outside the Central Bank. Conse-
guently, despite the “unification” of the exchange
rates, there were still two rates; the auction rute and
the interbank rate, with the latier depreciating more
rapidly over time. The differential between the two
rates widened from 8 percent at the end of 1987
55 percent by the end of 1988,

The large spread between the two exchange rates
prompied the authorities to unify the auction and the
interbank rates into a “central” rate n January 1989,
The new system incorporated an avction mecha-
nism, but the Central Bank retained a large degree of
discretion in setting the rate. Official foreign ex-
change was allocated among the participating banks
on a daily basis in proportion to their capital base.
During the next two vears, the official exchange rate
depreciated by 44 percent against the U5, dollar,
Small-scale purchasers of foreign exchange had lim-
ited access to the official market, and a broadening
of the foreign exchange market was accomplished
with the introduction of foreign exchange bureaus in
September 1989, The burcaus were allowed to buy
and sell currency and traveler’s checks at freely ne-
gotiated rates. The funding of the foreign exchange
bureaus was limited to private remittances, private
capital inflows, and other invisible proceeds. While
the bureaus operated on a relatively small scale, they
provided an important source of additional foreign
exchange for importers who could not fulfill their
demands through the auction.

Trade and Tariff Reform

A major reform of the trade and tanff system was
implemented concurrently with the introduction of
the dual exchange rate sysiem in September 1986,
The import and export licensing schemes were abol-
ished, the number of import buns was reduced from
74 to 16, and the number of export bans from 11 to

5 The two rates were unified o 23,73 per LS, dollar (the pre-
vailing auction rate) and the SFEM wus renameed the FEM (for-
¢lgn exchange market),

Trade and Tariff Reform

#ero, 't The 30 percent import surcharge, which had
been imposed in January 1986, was removed ' and
the 100 percent advance payment for import duty
was reduced 1o 25 percent in 1987, Pending a com-
prehensive tarifl reform, the Customs and Excise
Provisions Decree of 1986 was issued to provide im-
mediate reliel from the impact of the devaluation of
the naira on the cost structure of selecied tradable
goods. As a result, the level and dispersion of tariffs
were significantly reduoced and the average nominal
tariff rate was lowered from 33 percent 1o 23 per-
cenl. Reduced tariffs were applied to agricultural in-
puts. basic industrial raw materials, and selected
agricultural commodities: but higher rates were in-
troduced on capital goods, essential consumer
goods, and agricultural machinery. Most tariffs were
set in a range of 10-30 percent, but for agricultural
and industrial imports that competed with major do-
mestic producers high rates of 100 percent or more
were maintained. The Cusroms and Excise Tariff
{ Consolidation) Decree of 1988 superseded the 1986
decree and set out a tariff regime for the period
through 1994. The decree reduced the (unweighted )
average tariff rate for chemicals, base metals. ma-
chinery and equipment, and vehicles, but raised it for
most textile products. More important, it signifi-
cantly reduced the dispersion of tanffs within each
SITC group, although the average unweighted tanft
of 28 percent was higher than in 1986. Subsequently.
in response W mounting pressures, there were nu-
merous revisions o the 1988 decree, which aimed ai
increasing protection for domestic manufacturers.
Duties were increased on 22 items in 1989 and 1990,
mostly on finished goods, and reduced on 16 items,
muostly on industrial inputs,

The progress in trade liberalization, made in the
early years of the SAP, particularly with respect to
the lifting of rade bans, suffered setbacks in the fol-
lowing vears. Exports of unprocessed timber were
banned in 1987 and exports of cassava, maize, yams.
beans, and rice were banned in 1989, By 1990, the
export bans applied o 63 percent of the volume of
crop production. The immediate impact of these
bans on trade was negligible, as these products ac-
counted for a very small proportion of exports prior
1o the imposition of the bans. But their exisience in-
hibited significantly the diversification of the coun-
try's export base. While the total number of import
bans did not change, selected commodities were re-

The remaining import bans covered cigarettes, poultry, veg-
etables, ough wood, egpes, fruit, most textile fabrics. plastic
wares, mineral water, jewelry and precious memwls, rice, maize,
wheat, selected alcoholic bevernges, paming machines. and veg-
etable oils,

A 602 percent surcharge was reimposed in Jamuary 1987,
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moved from the import prohibition list between
1987 and 1990, but others were added.

External Debt Policy

Prolific external borrowing during the first half
of the 1980s increased Nigeria's official external
debt from US5%4.1 billion at the end of 1950 1o
US524.6 billion by the end of 1986. The debt-ser-
vice ratio rose from 6 percent o 72 percent during
this period. The increased debt-service burden re-
Mected, in part, the Federal Government’s assump-
tion of external debt-service obligations of state
governmenlts, but also the sharp contraction in ex-
port revenue, especially in 1986, Nigeria's external
debt strategy aimed at regularizing relations with
its external creditors. and reducing debi-service
obligations to around 30 percent of official foreign
exchange receipts. This was to be accomplished
through a series of rescheduling agreements with
Paris and London Club creditors, and, in 1988,
through the introduction of a debt conversion
scheme. The SAP paved the way for two reschedul-
ing agreements with Paris Club creditors (October
1986 and March 1989) and three agreements with
London Club creditors (November 1986, August
1987, and April 1989),

Paris Club Agreements

The 1986 Paris Club agreement covered current
maturities on medium- and long-term debt falling
due from October 1986 to the end of 1987
(US52.8 billion), as well as arrears accumulated on
short-term trade credits and medium- and long-term
maturities (US$1.1 billion). OF the arrears, US50.5
billion was to be paid between November 1987 and
the end of 1989, The remaining rescheduled
amounis were Lo be repaid over a 4'Y3-year period
commencing November 1992,

The agreement soon ran into trouble as the author-
ities were not able to honor their obligations. In an
attempt to stabilize the newly established interbank
exchange rate, the supply of official reserves to the
market exceeded substantially the amounts pro-
grammed in the 1987 budget. Thus, the allocation of
additional foreign exchange receipts to the FEM was
achieved at the cost of accumulating arrears on Paris
Club and other external debt. This problem contin-
ued well into 1988, As a result, US3230 million in
external payment arrears were accumulated in 1987,
and a further US$4.5 billion in the subsequent year.
Following the approval by the Fund of a second
stand-by arrangement with Nigeria, a new resched-
uling agreement with Paris Club creditors was
reached in March 1989,

In view of the previous rescheduling and the fact
that arrears had accumulated on debi-service pay-
ments due on previously rescheduled debt, the erms
of the new agreement were rather complex.'® The
total amount of debt relief (including arrears) in-
volved for 1989 and the first four months of 1990 was
about UUS%5.3 billion. Partially reflecting delays in bi-
lateral negotiations and reconciliation efforts, Nigeria
again began o sccumulate arrears to Paris Club credi-
tors in 1989 and continued to do so through 1990
pending the signing of the third stand-by arrangement
with the Fund in January 1991, which facilitated the
authorities” third rescheduling agreement with Paris
Club creditors in that same year.

London Club Agreements

In 1984 Nigeria reached an agreement with the
London Club commercial banks to reschedule ar-
rears that had built up on trade credits during the
1982-83 period, and the final payments under this
arrangement were made in October 1986, During
1986, faced with a large drop in export earnings,
Nigeria accumulated an estimated US$2.8 billion in
arrears on letters of credit extended by London Club
banks (including late interest). In April 1986, an
agreement was reached for a moratorium on pay-
ments on principal, pending a comprehensive
rescheduling of all debt payments due 1o the banks.
In November 1986, an agreement was concluded on
the repayment of arrears on letters of credit over a
four-year period starting December 1987. Due to de-
lays in finalizing the agreement, however, the Lon-
don Club creditors agreed to a modified repayment
schedule in November 1987, involving US$520 mil-
lion in new credits during 19858 and 1989, with re-
payment of interest and principal 10 occur over a
three-year period commencing in January 1988, In
the event, this agreement was never impiumcnlcd
owing to the delay in reaching an agreement with the
Fund on a program and the London Club creditors’
subsequent refusal to provide new money.

A breakthrough was finally achieved with the
signing of 4 more comprehensive agreement in April
1989 on terms much more favorable to the authori-
ties. The original USS2.6 billion in trade arrears
were to be repaid in 144 equal monthly installments

BCreditors agreed 1o reschedule: (1) all principal and interest
(excluding late interest) due from Jonuary 1, 1989, up 1o April 30,
TN on medium- and long-term debt contracted before October
1. 1985 (the cumff date used for the previous rescheduling): (2)
all arrears Dincluding late interest) outstanding as of end- 1988 on
medium- and long-term debt contracted before the cotoff date; (3)
up to o maximuwm of 60 percent of the amounts that were due be-
fore December 31, 198K, and not paid, on previously rescheduled
debt; and (4) all arrears outstanding a1 end- 1988 on shon-term
credits, comtracied before that dute
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beginning in January 1992 at an interest rate of
LIBOR plus '"%s In addition, the new agreement
covered US$2.9 billion in arrears and current matu-
rities, which were rescheduled over a 20-year period,
also commencing in January 1992,

In 1991, Nigena made substantial progress in re-
ducing its commercial debt: following an agreement
in principle with London Club creditors in March,
which was finalized in December, a debt and debt-
service reduction operation (DROP) was completed
in January 1992, The DROP involved the purchase
of USS3.4 billion of commercial debt at a 60) percent
discount and the exchange of another US$2.0 billion
at par for 30-year bonds carrying an interest rate of
5.5 percent per annum for the first three years and
6.25 percent per annum thereafter. Principal for the
par bonds was collateralized by Treasury zero
coupon bonds and 12 months of interest was collai-
eralized by cash and certain permitted investments,
As a result of the DROP, Nigeria's debt outstanding
to the London Club banks was reduced from nearly
USS6 billion at end-1991 1o US52.2 billion. The
Nigerian authorities have since remained current on
these obligations.

Fiscal Adjustment and Reform

Fiscal policy was erratic during the SAP period, as
it had been during the first half of the 1980s. During
the first two years { 1987—88), the overall and primary
fiscal balances deteriorated substantally, but in-
creased world oil prices contributed 1o a marked im-
provement in the fiscal position during the [9849-490)
period (see Table 5). Thus. in 1990 the overall deficit
fell to below 3 percent of GDP, and the primary bal-
ance recorded a surplus of nearly Y percenL

The deterioration in the fiscal position in 1987
was primarily due to the assumption of large exier-
nal debt-service obligations of the state govern-
ments by the Federal Government (Box 4). Non-
debt expenditure rose modestly in that year, and the
primary fiscal balance turned to a surplus of | per-
cent of GDP, from a deficit of ¥ percent in 1986, In
1958, however, the Government adopted a “refla-
tionary package™ as part of its budget proposals to
alleviate the adverse impact of the large increase in
petroleum prices, the elimination of price controls,
and the sizable devaluation of the naira. This
caused nondebt expenditure o rise by more than 45
percent compared with the 1987 outcome, while
government revenue rose by only about hall that
amount. In only two years, government nondebt ex-
penditure increased by 9 percent, while under the
influence of the devaluation and higher oil export
volumes government revenue increased by
6l percent.

Fiscal Adjustment and Reform

The improvement in the fiscal position during the
198990 period was attributable to a substantial
maoderation in the rate of growth of nondebt expendi-
ture and a surge in oil revenue, owing o the rise in
world o1l prices. Nonetheless, the degree of fiscal
adjustment was insufficient to redress inflationary
and exchange rate pressures. In circumsiances where
the bulk of government revenue is coming from
abroad, the usual indicators of the stance of fscal
policy, such as the overall or primary fiscal balance,
may fail to provide a proper measure of the mone-
tary impact of the Government’s budget. In those
circumstances, the evolution of nominal nondebt ex-
penditure is 4 more useful indicator of the underly-
ing fiscal stance (see Box 5). Thus, an increase in
nominal government expenditure in excess of real
output growth would result in inflation or in a
crowding out of real private absorption, or a combi-
nation of both. This seems 1o have been the case in
Nigeria, where nominal nondebt government expen-
diture increased by 213 percent during the SAP pe-
riod, and by 44 percent in 1990 alone, compared
with a growth of real GDP of 27 percent over the en-
tire period.

Tax policy during the SAP was aimed primarily at
attenuating the impact of higher impon prices aris-
ing from the depreciation of the naira, Little was
done to enhance non-oil tax revenue, which in-
creased only to 5% percent of GDP in 1990, from
44 percent in 1986, largely on account of rising cus-
toms revenues. Tax reform at the federal level con-
sisted of rate reductions in corporate and personal
income taxes. The corporate income Lax rate was re-
duced from 45 percent to 40 percent in 1987, and the
top marginal rate in personal income taxes was low-
ered from 70 percent to 35 percent.'® In 1988, the
number of excisable items was reduced from 412 1o
118, including the exemption of all imported inter-
mediate inputs. There were other minor changes in
the wax system, such as tax relief for dividend in-
come, income of small-scale manufacturers, and
capital ivestment. During 1986-90, no new laxes
were introduced.

Government expenditure policy suffered from
weak budgetary procedures and lack of trans-
parency, as reflected in the underbudgeting of vari-
ous expenditure categories, including domestic in-
terest payments, and the emergence of sizable
extrabudgetary spending. The structure of govern-
ment spending changed significantly during the

"Since the personal income tax is levied at the state level, this
micasure had virwally no impact on federal government revenue,
The Federsl Government collects income taxes only from resi-
dents of the Federal Capital Territory (Abuja), and the armed
forces,
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Table 5. Summary of Federal Government Fiscal Operations

1985 1986 1987 1988 1989 1990
{In billions of naira)
Federally collected revenue 15.1 15.9 233 295 55.4 937
Of which: oil revenue (10.9) (12.7) (18.5) (23.6) (46.7) (79.8)
Federally retained revenue 9.0 10.2 12.6 16.1 310 56.2
Total expenditure 1.0 14.0 254 358 46.6 63.8
Of which: non-debt (8.1) (10.5) (11.7) (20.2) (22.3) (32.9)
Overall balance -2.1 -3.8 -12.8 -19.7 -15.6 -7.7
Primary balance 0.9 -04 1.0 4.2 8.7 23.3
Financing 2.0 3.8 128 19.7 15.6 7.7
Foreign (net) -0.4 -0.3 35 54 8.2 -0.3
Domestic 24 4.1 9.3 14.3 74 79
Of which: banking system (1.6) (-0.8) (2.4) (6.1) (-9.3) (2.8)
(In percent of GDP)

Federally collected revenue 20.9 21.7 21.4 20.3 246 359
Of which: oil revenue (15.1) (17.4) (17.0) (16.3) (20.8) (30.6)
Federally retained revenue 12.4 13.9 .6 1Ll 13.8 21.5
Total expenditure 152 19.1 233 247 20.7 24.5
Of which: non-debt (11.2) (14.4) (10.7) (13.9) (9.9) (12.6)
Overall balance -2.8 -5.2 =17 -13.6 -7.0 -2.9
Primary balance 1.2 0.5 0.9 -29 39 8.9
Financing 2.8 52 1.7 136 7.0 29
Foreign (net) -0.5 -0.3 32 37 37 0.1
Domestic 33 5.6 8.5 9.8 33 30
Of which: banking system (2.2) (-1 (2.2) (4.2) (.1 (1.1

Sources: Data provided by the Nigerian authorities; and IMF staff estimates.

SAP period. With the assumption by the Federal
Government in 1987 of the state government’s ex-
ternal debt obligations, foreign interest obligations
rose sharply, accounting for more than 30 percent
of total expenditure during 1987-90. The lack of
budget control was particularly evident in growing
extrabudgetary spending, which reached by 1990
an estimated 17 percent of total spending, equiva-
lent to 50 percent of budgeted nondebt expenditure.
This development occurred despite the introduction
of a warrant system in 1985, in which all expendi-
ture was to be authorized by quarterly warrants is-
sued by the Accountant General. In fact, the bud-
getary process became less and less transparent
during the SAP period. Extrabudgetary outlays
were financed from oil revenues kept outside the
Federation Account: during 1989-90, this source of
funding was augmented by spending from the sta-
bilization account (Box 6). As these expenditures
were not covered by the warrant system, their na-
ture is largely unknown, but it is believed that much
of it was spent on the construction of the federal
capital of Abuja. As extrabudgetary expenditures
grew, the official budgets lost much of their mean-
ing (Table 6).

State and Local Government Finances

The state governments derive nearly 90 percent
of their revenue from the Federation Account.!?
The remainder comes mostly from income and
sales taxes. Local governments and the special
funds rely almost entirely on transfers from the
Federation Account.'® The budgets of these tiers of
government were broadly in balance during the
SAP period. Total revenue from these sources
increased from 9.8 percent of GDP in 1986 to 13.7
in 1990, while total expenditure increased from
10.3 percent of GDP to 13.1 percent during the
same period.

"Data limitations preclude a comprehensive accounting of the
fiscal operations of the state and local governments and the spe-
cial funds. Data are available for allocations from the Federation
Account, statutory claims on transfers to the Federation Stabiliza-
tion Account, highly aggregated state budgetary data, and net
bank credit to state and local governments. Little information is
available on the financial operations of the special funds or rev-
enue collected directly by local governments.

"Local governments collect some fees and municipal taxes,
but these revenues are relatively small.
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Box 4. Fiscal Federalism

The Government of Nigeria consists of the Federal
Government, 30 state governments, and 589 local gov-
emments. The bulk of government revenue is collected
at the federal level and shared among the three tiers of
government, including oil proceeds, customs duties,
excise taxes, and corporate income taxes. These rev-
enues accrue o the Federation Account, from where
they are distributed as follows: 48.5 percent to the Fed-
eral Government, 24 percent to state governments,
20 percent to local governments, and 7.5 percent to
five special funds. These are the Ecology Fund, the
Federal Capital Territory Fund, the Mineral Derivation
Fund, the Mineral Producing Areas Fund, and the
Statutory Stabilization Account. The Federation Ac-
count allocation to individual state and local govern-

ments is based on a distribution formula that takes into
account equality (40 percent), population (30 percent),
social development (10 percent), land mass (10 per-
cent), and internal revenue mobilization efforts
(10 percent). In addition to the Federation Account al-
locations, the revenue generated from the value-added
tax, introduced in 1994, is shared between the Federal
Government (20 percent, increased to 40 percent in
1995) and state governments (80 percent). Apart from
the allocations from the Federation Account, state gov-
emments raise their own revenue from income taxes
and fees. In the diagram below the main components
of the resource flows are depicted, with illustrative fig-
wres for 1992 (in naira). Totals may not add due to
rounding,

Federally collected revenue

Ol revenue (1 |14 billion)
Customs and excizes (M6 billion)

income tax and other
revenue (M5 billion)
Mational Oil
dedicated
(10 billion) dependent revenue (M6 billion
Federal Government-dedicated
ail revenue (B30 billion)
Y K36 billion
Federation Account
(1 125 billion) Y
M 38 billion > Federal Government revenue
47 billion (M98 billion)
B 23 billion A
I M 19 billion Smte governments revenue
Federation Stabiltzation {24 billion)
Account
(®447 billion)
& 15 billion Local governments revenue
(M 15 billion)
5 billion funds revenus
(H5 billion)

The consolidated fiscal position of federal, state,
and local governments mirrored broadly the pattern
of fiscal developments within the Federal Govern-
ment, namely a sharp deterioration during the first
two yvears of the SAP followed by a remarkable turn-
around in 1989-90,

Monetary Policy and
Financial Sector Reform

In the absence of a supportive fiscal policy. mone-
tary policy had to play a dominant role in macroeco-
nomic stabilization. However, at the same time its ef-
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A simple model can be used to analyze the inflation-
ary impact of govemment expenditure when the bulk of
fiscal revenue is generated from external trade:

My =Py, (1)
M = NFACE + NFAORBR + NDOG + NDCRE,  (2)
NFACB = NFACB,  + XOIL — Fl + FGB + Z (3)
NDCG = NDCG, - D - FBG - DNBERG, i4)
D =*XOIL + OGR -G - Fl, (3)

where: M = the stock of broad money; v = velocity;
P = non-oil GDP deflator; v = real non-oil GDP;
NFACE = net foreign assets of the Central Bank (ad-
justed for valuation effects); NFAOE = net foreign as-
sets of the rest of the banking system (net of valuation
effects); NDOG = net bank credit 1o the Federal Gov-
ernment; NDCRE = net bank credit to the rest of the
economy (including other items net); XOIL = value of
oil exports; FI = foreign interest payments due; FGH =
net external financing of the fiscal deficit; Z = the over-
all balance of payments, excluding XOUL, FI, and FGH,
= the overall fiscal balance; DNBBG = domestic non-
bank bormowing by the Government; f = government ail
revenue as # share of oil export revenue; OGR = gov-
ermment non-oil revenue; and G = governmenl expendi-
ture excluding foreign interest due,

Equation (1) states the quantity theory of money,
Since Nigerin is assumed to be a price taker with re-
spect to exports, monetary shocks are assumed to affect
only prices in the non-oil sector. Hence, the equation is
defined in terms of non-oil GDP and the non-oil GDP
deflator. Equation (2) defines the stock of broad money
in terms of its counterparts in the balance sheet of the
consolidated banking system. Equation (3) defines the
relationship between the net foreign assels of the Cen-
tral Bank and the overall balance of payments, which
are here disaggregated into nominal oil exports, foreign
interest obligations, and net external borrowing of the
Government, and the remaining balance of payments,

Box 5. Measuring the Stance of Fiscal Policy in an Oil Economy

excluding changes in international reserves. Equation
{4) states that the change in net bank credit to the Gov-
ernment is equal to the overall fiscal deficit minus net
foreign financing and nonbank borrowing by the Fed-
eral Government, and equation (5) defines the govern-
ment budget deficit.
Equations (1) through (5) can be combined to yield
equation (6):
P = (v [NFACB, _, + NDCG,_, + NFAOR
+ NDCRE + (1 —(*XOIL + Z - DNBBG
- 0GR + G, (&)

which defines the aggregate price level as a function of
the income velocity of money, real non-oil GDP, and
the stock of broad money, which has been decomposed
into its constituent parts as defined by equations (2)
through (5),

Equation (6) shows that an increase in government
expenditure (), excluding foreign interest payments,
that is not offset by an increase in either domestic non-
bank borrowing or in non-oil fiscal revenoe, will be in-
fationary, unless there is an equivalent leakage through
the balance of payments, or o corresponding contraction
of net bank credit to the rest of the economy. The infla-
tionary impact of additional oil revenue is equivalent,
therefore, to an increase in domestic bank borrowing.
Clearly, the future debt dynamics of the two cases differ,
and, hence, so will the subsequent monetary impact,

This result captures the basic characteristic of the Gov-
emment’s fiscal policy during most of the 1986-90 pe-
riod; during periods of low oil prices the deficit was large
and the Government borrowed from the banking system;
during periods of high oil prices the deficit was small and
the Governmenl monetized most of the higher oil rev-
enues and reduced its borrowing from the banking sys-
tem. In both cases, however, fiscal operations contributed
1o the expansion of broad money and the attendant pres-
sures on domestic prices and the exchange rate.

The extent to which government expenditure in 1990
was “excessive” can be determined by comparing ac-
tual expenditure with the level of expenditure that

fectiveness was severely constrained by the lack of in-
struments and the multiple and often conflicting roles
it had 1o fulfill. Monetary policy was charged not only
with bringing inflation under control, but also with a
variety of sectoral and regional objectives, such as
stimulating local production, promoting non-oil ex-
ports, and ensuring u proper distribution of credit. The
most important handicap, however, was probably the
Central Bank’s lack of independence from the Federal
Government, which gave the latter almost uncon-
trolled access to Central Bank credit and considerable
influence over interest rate policy.

The Central Bank's inability to control the growth
of money was to a large extent the result of fiscal

policies, which relied heavily on central bank financ-
ing of large deficits. Monetary control was also com-
plicated hy the monetization of rising government oil
revenues during 1989-90 (Table 7). Thus, strong
money growth fueled inflationary pressures through-
out most of the SAP period and placed increasing
pressure on the exchange rate and interest rates. The
inability to bring inflation under control contributed
to the erosion of popular support for the SAP.

Credit Controls

The Central Bank relied on a system of direct
credit controls, with bank-specific ceilings on credit
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Stance of Fiscal Policy (Alternative Scenarios)
(In percent of GDP, unless otherwise indicated)

1986 1987 1988 1989 1990

Actual outcome

Aggregate price level (1986=100)' 100 129 163 195 214

Government expenditure (in billions of naira)? 13.0 15.5 244 283 41.3

Overall fiscal balance =52 -1 1.7 —-13.6 -7.0 -2.9

Primary fiscal balance 0.5 0.9 29 39 8.9
Targeted 20 percent inflation

Aggregate price level (1986=100)' 100 120 144 173 207

Government expenditure (in billions of naira)? 13.0 13.3 19.5 23.1 392

Overall fiscal balance -5.2 -9.7 -10.2 4.7 -2.1

Primary fiscal balance 0.5 29 0.5 6.2 9.7
Relative price stability?

Aggregate price level (1986=100)' 100 102 105 108 13

Government expenditure (in billions of naira)? 13.0 9.3 9.3 8.1 11.2

Overall fiscal balance -5.2 -6.0 -3.2 2.0 8.6

Primary fiscal balance -0.5 6.6 75 12.8 20.5
Memoarandum items:

Consumer price index (average; |986=100) 100 110 148 223 239

Average official exchange rate (naira/U.S. dollar) 1.75 4.02 4.54 7.36 8.04

'Non-oil GDP deflator.
2Excluding foreign interest payments.
3Inflation rate equal to consumer price inflation in partner countries.

would have been consistent with the Government’s in-
flation objectives. Analytically, this involves solving
equation (6) for government expenditure (G) under dif-
ferent assumptions of the price level (P), as shown by
equation (7). The strong assumption of this analysis is
that all the variables on the right-hand side of (7) are in-
dependent of government expenditure.

G = P+(y/v) — [INFACB,_, + NDCG,_,
+ NFAOB + NDCRE + (1 — )*XOIL
+ Z— DNBBG — OGR]. (7)
As shown above, a more ambitious inflation target,
e.g., with an inflation rate in line with trading partners,
would have required much more restraint in govern-
ment expenditure and growing primary fiscal surpluses.

expansion to the private sector. It also maintained
guidelines on the sectoral and regional allocation of
credit, which specified certain minimum shares of
total bank lending to agriculture and other priority
sectors and required commercial banks to maintain a
minimum ratio of rural loans to rural deposits. In ad-
dition, it used minimum liquidity and cash reserve
requirements, but not as active instruments of mone-
tary policy. To reduce excess liquidity in the banking
system. in November 1989 the Central Bank started
an auction-based system for the issuance of treasury
bills and certificates and introduced in August 1990
the so-called mandatory stabilization securities. The
mandatory stabilization securities were issued selec-

tively to banks on the basis of their liquidity posi-
tions and soundness.

In the aggregate, the credit ceilings proved largely
ineffective in restraining the growth of bank credit to
the private sector (Table 8), not only because of the
relatively minor penalties for exceeding the stipu-
lated ceilings, but also because of the rapid increase
in new banks, which would have required frequent
adjustments to individual bank ceilings.

Interest Rate Policy

Interest rate policy lacked consistency during the
SAP, as periods of liberalization were intertwined
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Box 6. Oil Revenue in Nigeria

Nigeria's fiscal revenue relies heavily on the oil sec-
tor. This reliance has continued unabated since the
mid-1970s, despite numerous efforts to diversify the
revenue base, As a share of total government revenue,
oil revenue increased from 82 percent in 198689 1o
84 percent in 1990-93, before dropping to 75 percent in
1994, largely on account of the fall in oil export prices
and the introduction of the value-added tax. More im-
portant for 1994, the substantially overvalued official
exchange rate affected oil revenue (in naira terms)
significantly.

Oil revenues derive from the operations of the Niger-
ian National Petroleum Company (NNPC), and its joint
venture partners. The NNPC's contribution to the bud-
gel consists of net export proceeds and the domestic re-
tail sales of petroleum products. The joint venture part-
ners pay a royalty to the Federal Government of
19.6 percent of total exports and a profit tax of 85 per-
cent. They are permitted to withhold certain amounts
from their net export proceeds in the form of “notional”
costs and guaranteed profits, both of which are denomi-
nated in U.S. dollars per barrel. The partner companies
settle their actual tax lability to the Federal Govern-
ment at the end of each company's fiscal year.

Through the end of 1994, the NNPC was permitted
to sell a specified number of barrels each day to cover
its dollar-denominated costs (“dollar cash calls™) and
to help finance its capital budget (“dedicated oil™). A
certain number of barrels per day were also sold on be-
half of the Federal Government, which accrued di-
rectly to an offshore account. The NNPC's net export

proceeds (excluding dollar cash calls and all dedicated
oil) were deposited in the Central Bank's account at
the Federal Reserve Bank of New York and the naira
counterpart was deposited into the Federal Govern-
ment’s “Royalty Account”™ at the Central Bank. In ad-
dition, the NNPC generates revenue from the domestic
retail sales of petroleum products and is expected to
pay the Federal Government both a notional cost for
the crude oil it uses for domestic refining (at a transfer
price in 1994 of 183 naira per barrel) and operating
profits. In the 1991-94 period, the NNPC incurred
losses on its domestic operations, as a result of the low
retail prices set by the Government, and did not pay
the Federal Government for crude oil. In October
1994, the retail price of gasoline was raised substan-
tially (from 3.25 naira to 11 naira per liter), and the
NNPC has since been able to pay a higher transfer
price (US$17 per barrel) to the Federal Government.

The system for collecting oil revenue was modified
substantially in 1995, when the Federal Government
closed the off-budget dedicated accounts and began de-
positing the total amount of NNPC export proceeds di-
rectly into a Federal Reserve Bank account. From this
account, the Government's contribution to operating
costs of the oil industry (“first charges” against the bud-
get) are then deducted. Another change has been that
profits from domestic sales have been transferred to a
newly ereated Petroleum Trust Fund, which is managed
outside the federal government budget. The Petroleum
Trust Fund resources are being used for priority infra-
structure and social sector projects,

with the reimposition of some forms of control. The
liberalization of bank deposit and lending rates,
with effect from August 1, 1987, had little impact
on interest rate developments. The commercial
banks followed the Central Bank’s rediscount rate
in adjusting their rates, even if the signals sent ap-
peared to go in the wrong direction. This was partic-
ularly evident toward the end of 1987, when the
CBN lowered its discount rate and the banks fol-
lowed suit in the face of accelerating inflation. Re-
sponding to pressure from the private sector, the
CBN reintroduced controls in November 1989 by
imposing a maximum spread between lending and
deposit rates and imposing a maximum lending rate.
Real deposit and lending rates turned negative in
carly 1988 (Figure 4) and remained so until the be-
ginning of 1990, when inflation temporarily abated.
MNegative real interest rates depressed financial sav-
ings, which dropped in 1988 and 1989 as a share of
non-oil GDP; the currency-deposit ratio rose from
an average of 30 percent in 1986-87 to 40 percent
in 198889,

Financial Intermediation

The financial sector expanded rapidly during the
SAP. with the number of commercial banks increas-
ing from 29 in 1986 to 58 in 1990, and the number
of merchant banks increasing from 12 to 49, respec-
tively (Figure 5). During the same period, the num-
ber of commercial and merchant bank branches in-
creased from 1,394 to 2,182, This rapid expansion
occurred for a number of reasons. First, the Central
Bank began issuing new banking licenses after a
moratorium of several years. Second, the trade liber-
alization measures implemented under the SAP in-
creased the demand for trade-related financing.
Third, the emergence of a spread between the offi-
cial exchange rate and the interbank rate (and later
the foreign exchange bureau rate) made exchange
rate arbitrage very profitable. Many of the emerging
merchant banks were established almost solely for
the purpose of participating in the Central Bank for-
eign exchange auctions, in which foreign exchange
could be purchased at a growing discount relative 1o
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Table 6: Structure of Federal Government Expenditures

1986 1987 1988 1989 1990
(In percent of total expenditure)
Total expenditure and net lending 100.0 100.0 100.0 100.0 100.0
Of which: non-debt (75.3) (46.0) (56.5) (47.8) (51.5)
Recurrent expenditure 54.8 70.8 62.7 68.9 64.8
Personnel costs 1.2 9.3 7.8 7.3 8.0
Overhead costs 18.9 7.4 1.5 9.4 83
Foreign interest due 7.1 33.1 29.0 352 329
Domestic interest due 17.7 15.0 1.7 12.9 13.3
Pre-SFEM payments — 5.9 28 4.1 23
Capital expenditure 458 26.7 30.5 23.6 20.1
Of which: domestically financed (17.6) (15.1) (23.9) (12.0) (11.6)
Net lending to state governments 0.5 0.6 -0.2 -1.0 -1.8
Supplementary/extrabudgetary outlays — 32 7.0 8.5 16.9
(In percent of GDP)

Total expenditure and net lending 19.1 233 247 207 24.5
Of which: non-debt (14.4) (10.7) (13.9) (9.9) (12.6)
Recurrent expenditure 10.5 165 15.5 14.3 159
Personnel costs 2.1 22 1.9 1.5 2.0
Overhead costs 3.6 1.7 28 20 20
Foreign interest due 1.4 77 7.1 7.3 8.1
Domestic interest due 34 35 29 27 32
Pre-SFEM payments — 1.4 0.7 0.8 0.6
Capital expenditure 8.8 6.2 7.5 49 49
Of which: domestically financed (9.1) (3.5) (5.9) (2.5) (2.8)
Net lending to state governments -0.1 =0.1 — -0.2 05
Supplementary/extrabudgetary outlays — 0.7 1.7 1.8 4.1

Memorandum items: (In percent of non-oil GDP)

Non-debt expenditure 169 14.3 18.0 15.5 19.1
Personnel 25 29 2.5 24 3.0
Overhead 4.2 23 36 31 31
Capital expenditure 10.3 83 9.7 77 7.5
Supplemental/extrabudgetary outlays — 1.0 22 2.8 6.3

Sources: Data provided by the Migerian authorities; and IMF staff estimates.

the interbank or foreign exchange bureau exchange
rates. Fourth, the bank-specific credit ceilings pro-
vided an incentive for the establishment of new
banks, rather than expanding lending activities at ex-
isting banks. Finally, the rapid growth in reserve
money, arising from either Central Bank financing
of government fiscal deficits or the monetization of
rising official oil receipts, resulted in a strong expan-
sion of the deposit base.

Notwithstanding the rapid growth in the number
of commercial and merchant banks, only a few
commercial banks dominated the industry. In 1985,
three of the 28 commercial banks accounted for
roughly one half of total deposits. By the end of
1990, this share had fallen to just below 40 percent,
but the industry remained concentrated, with the top
ten banks holding 63 percent of total deposits.

While this concentration gave rise to concerns about
the exploitation of monopoly power by the largest
banks, especially in the Central Bank foreign ex-
change auctions, it contributed indirectly to sound
banking practices, as the few dominant banks had
extensive contacts with foreign institutions and fol-
lowed international accounting standards. To en-
courage community-based savings and lending in
the rural areas, community banking was introduced
in 1990. In a similar vein, the People’s Bank of
Nigeria, which was established by the Government
in 1989, provided services to small-scale private
enterprises.

One of the central themes of the SAP was finan-
cial liberalization, while improving the confidence
in Nigeria’s financial system. As part of this effort,
the Nigerian Deposit Insurance Corporation (NDIC)
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Table 7. Monetary Targets and Outcomes

{Annual
1986 1987 1988 1989 1990

Mer domestic credit

Target . 44 B 95 135

Outcome 114 I3.9 330 ~l4.4 1B.5
Credit to the private sector

Target - 84 13.3 0.7 15.8

Outcome |7 182 144 16 0.4
Met credit to the Federal Government

Target L |.5 15 B3 0.9

Cutcome —4.1 124 286 =337 I5.1
Marrow maoney

Target &5 1.8 15.0 146 13.0

Outeame —&0 158 555 0.0 478
Change in reserves

{in millions of US. dollars)

Target il 300 200 300

Outcome -851 -78 331 1,272 2,508
Memorandum items:

Broad maney (actual) 7 27 4313 72 4113

Velocity (GDP/average broad money) 0 40 40 49 49

Sowrces: Approved Budget of the Government of the Federal Republic of Migerl, various issues; Central Bank of
Migeria. Anaual Report and Stoternent of Accounts, various issues:and IMF saff estimares

was established in 1988 1o protect depositors
against bank failures and to instll greater confi-
dence in the banking system. At the same time, the
Central Bank addressed solvency concerns by in-
creasing the minimum paid-up capital requirements
for commercial and merchant banks. Subsequently,
in 1990, it introduced minimum risk-weighted capi-
tal adequacy requirements, which were based on in-
ternational standards, further raised the minimum
paid-up capital requirements for banks, and intro-
duced new accounting stundards. International pru-
dential guidelines were adopied by the CBN in 1990)
1o establish sound practices for asset classification,
disclosure, and adequate provisioning for nonper-
forming assets. For the nonbank financial sector, a
new Securities and Exchange Commission (SEC)
Decree was approved in 1988, which repealed the
decree of 1979 and gave the Commission broader
powers lo regulate and supervise the Nigerian capi-
tal market, including the power to revoke the regis-
tration of stockbrokers and disapprove the establish-
ment of a new stock exchange in Nigeria. The
role of the SEC was further expanded by the Com-
panies and Allied Matters Decree of 1990, which
gave the power 1o approve and regulate mergers and
acquisitions.

The Nigerian Stock Exchange (NSE) has grown
considerably since its establishment in 1960, A rapid
expansion occurred during the oil boom in the early
19705, fostered by the Government's indiginization
program, and a further expansion during the SAP pe-
riod, Responding to investors” increased confidence
in the economy, as well as the introduction of the
second-tier securities market (SSM) to assist small
and medium-sized firms, activity on the exchange
increased significantly in 1986, with the NSE all-
share index increasing by 23 percent, However, ac-
tivity in the stock market slowed in 1988 as alterna-
tive financial instruments, namely higher yield
corporate bonds, increased as companies tried to es-
cape the Central Bank’s cap on credit to the private
sector. The stock market again expanded rapidly in
1989 as higher interest rates brought firms back to
the capital market and the Government's privatiza-
tion program increased the volume of activity. The
all-sector NSE equity price index rose from a base of
100 at the end of 1984 to 164 at the end of 1990,'"

"The exchange included 217 securities ot the end of 19%9), in-
cluding 131 equities, 43 governmem securities, and 43 indusiral
levans andd preferred stocks. The market is hewwvily concentrated,
with 20 siocks representing over 70 percent of the wal eguity
capitilizntion during the same period.
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Table B. Credit Guidelines for Commercial Banks

1986 1987 | %88 1989 1990
(Percent chanpe)
Loans and advances'
Target 10.0 B.O 125 10.0 125
Actual 8.1 & 144 (IN] L7
{Percent of tatal credit)
Allocation of credit
Agriculture
Target 150 15.0 150 15.0 150
Actual F:] 129 153 153 159
Manufacturing
Tarpet 440 50 50 50 5.0
Actual 41.6 9.1 30,0 30.7 303
Other
Target 41.0 500 50.0 50.0 50.0
Actual 45,6 580 546 54.0 538
{Percent of rural deposits)
Rural loans
Floor 40.0 40.0 45.0 45.0 50.0
Actual 428 40.1 479 64.9 56.6
(Liguid assets as a percent of deposit labiities)
Liguidicy ratio?
Faoor 250 250 irs 75 30.0
Actual 573 49.0 4.6 359 4319
{Cash reserves as o percent of deposit iabilities)
Cash reserve ratio
Actual 4.1 49 47 B9 6.4

Sources Central Bank of Migaria.

Marget appled to aggregate credic afver 1969, Includes. in addivion to loans and sdvances, mvestrments, call
money, certificates of deposit, bankers acceptances, commercial paper, bifls discounted, and promissory notes.
TTozal liquid assets less penalies and cash reserve requirements as a percent of total deposic Habilites,

boosted by the improved outlook for the economy
during these years.

Public Enterprise Reform

State intervention in major sectors of the economy
spread throughout the 1970s and early 1980s. Virtu-
ally all the country’s largest enterprises were wholly
government owned, including those in the petro-
leum, communications, transportation, banking, and
steel, paper, and other manufacturing activities. Pub-
lic enterprises posed a significant burden on the Fed-
eral Government's budget and contributed little 1o
the budget in the form of dividends or debt repay-
ments. In 1986, 33 percent of the Federal Govern-
ment’s domestically financed capital budget was ul-
located to investment in public enterprises. and they

absorbed an estimated 40 percent of the Federal
Government’s nonsalary recurrent expenditure in the
form of subsidies.

As part of the SAP, the commercialization and
privatization program was announced in June 1986,
but implementation did not commence until 1989,
The Technical Commitiee on Privatization and
Commercialization (TCPC) classified the parsstatals
it would deal with into four groups: those to be fully
or partially privatized (50 enterprises), fully com-
mercialized (9 enterprises), and partially commer-
cialized (26 enterprises). The Government would
fully divest itself of ownership of enterprises falling
into the first category. Partially privatized enter-
prises were o be held to hard budget constraints and
receive no financial support from the Federal Goy-
ernment. Fully and partially commercialized enter-
prises would continue to be wholly owned by the
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Figure 4. Selected Interest Rates
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Federal Government. The former were (o receive no
budgetary support for cither recurrent or capital ex-
penditure, while the latter would receive support for
both.

The TTPC privatized 16 federal public enter-
prises in 1989, comprising two oil companies, 13
insurance companies, and a flour mill, with a total
market capitalization of about #130 million. An-
other five enterprises, with a capitalization of
#116.5 million were privatized in 1990, including
three cement companies. Little progress was made
with respect to the commercialization of public en-
terprises. All the major wholly government-owned
public enterprises continued to receive subventions
from the federal budget, and none of the seven
largest paid any dividends through 1990. Further-
more, while the proportion of the Federal Govern-
ment's capital budget allocated for support of pub-
lic enterprises fell from 33 percent in 1986 1o
7 percent in 1990, actual lending deviated substan-
tially from budgetary provisions. Total lending in
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Figure 5. Financial Intermediation
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1990 amounted to 1.4 billion, compared with a
budgeted 20.4 billion, and was nearly three times
as large as in 1986,
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