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ABSTRACT

The study analyses the contribution of government expenditure to the economic
growth process in Nigeria over the period 1960-1992. The results indicate that
public expenditures on transport, communication and agriculture crowd-in private
investment, while public spending on manufacturing and construction crowd-out
private investment. Also, expenditures on education and health have a positive
influence on private sector investment. Government must continue to perceive the
creation of an enabling environment, at the least, as its own contribution to the
economic growth process.

JEL 041

1 INTRODUCTION

It is useful to analyse the impact of government size on economic performance
and growth. At the theoretical level, some scholars argue that a larger government
size may adversely affect efficiency and economic growth because: (i) government
operations often take place inefficiently; (ii) the regulatory process places
excessive burdens and costs on the economic system; and (iii) several of
government's fiscal and monetary policies tend to distort economic incentives and
hence reduce the productivity of the system (Ram, 1986). In this context, taxes and
transfers distort market prices and thus reduce incentives for employment and
investment. A critique of this position is that since taxes and transfers redistribute
income from the rich, who tend to save a reasonably large fraction of their
earnings, to the poor who spend all they can, government expenditures and taxes
stimulate economic activity. The link here is between economic activity and the
level as well as redistributive targeting of government revenues and outlays
(Kalecki, 1971; Baran & Sweezy, 1966). Other scholars have posited that a larger
government size is a more powerful engine of growth. This contention is based on
the belief that government reconciles conflicts between private and social interests.
Also, the government seems to secure an increase in productive investment as well
as providing a socially optimal direction for growth and development.
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Developing countries, especially sub-Saharan Africa, despite the attempt to curtail
public expenditures in recent times, still contend that public expenditures do play
an important role in the development process. In other words, public expenditures
are still vital in creating the enabling environment for growth and development.
Moreover, the present atmosphere of structural adjustment which implies, among
other things, reduction in expenditure and/or expenditure switching, re-echoes the
need to examine the role of public expenditure in the growth process.

There are many existing studies on the public expenditure-cum-growth nexus.
However, most of these studies are cross-sectional in nature, and thus their
conclusions may not be utilised in making general statements concerning
individual countries. A country like Nigeria, given its size and huge public
expenditures, may bias any cross-sectional study of sub-Saharan African countries
as a group.

This paper examines the relationship(s) between public expenditures and
economic growth via links with private investment in Nigeria. In addition, the
paper shows how each type of expenditure profile influences the growth process in
the country. The paper is organised as follows: Section 2 highlights the theoretical
issues, while in section 3 I discuss components of public expenditure. An analysis
of the results is presented in section 4. Section 5 provides the conclusion and
policy implications. This kind of analysis is significant in understanding the role of
public expenditure in the economy's growth experience.

2 REVIEW OF RELATED STUDIES/ THEORECTICAL ISSUES

A simple Keynesian argument implies that high levels of government consumption
are likely to increase employment and also profitability and investment via
multiplier effects on aggregate demand. Others maintain that government
consumption will "crowd-out” private investment by dampening any economic
stimulus in the short-run and in the long-run by reduction in capital accumulation.
Either way, the relationship is between levels of government spending and
economic activity rather than total factor productivity.

There is no general agreement as to the exact relationship between government
spending and economic growth. Scholars have arrived at different results. Using a
sample of 96 developing countries, Landau (1983) inferred that big government,
measured by the share of government consumption expenditures in gross national
product (GNP) or gross domestic product (GDP), reduced the growth of per capita
income. Landau (1986) re-affirmed these earlier findings by examining other sets
of variables influencing economic growth; these variables included per capita
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income, the structure of production, population features and global economic
conditions.

Some researchers have concluded that a larger government revenue in GNP
enhances economic growth mostly in poorer developing countries (Rubinson,
1977). Ram (1986) and Grossman (1988) have found positive relationships
between government spending and economic growth. The work of Grossman
(1988) utilised a simultaneous equation model making allowance for a non-linear
relationship between growth in government and total economic growth, while that
of Ram (1986) was based on a production function approach.

In a recent study, Diamond (1989) used a sample of 42 developing countries and
discovered that social expenditure does exhibit a significant impact on growth in
the short-run while infrastructural expenditures showed little influence. In
addition, he found that capital expenditures exert a negative influence on the
growth process. Interestingly, Diamond's work confirms the significance of the
growth of exports to the overall growth rates.

It is important to note that most of the works referred to above were based on
cross-country analysis. A country like Nigeria, though a developing one, may be
quite different when compared to other sub-Saharan African economies, for
example, she may not "suffer" from oil shocks. Moreover, it is necessary to
decompose the components of government spending not only into the usual capital
and recurrent but also into social (education, health, welfare), productive, defence,
etc. categories, if any empirical study is to make sense. Many studies have
concentrated on the use of capital expenditures because of its influence on
technological change.

At the analytical level, there is also some controversy regarding the influence of
government expenditures on economic growth. It is agreed by some scholars that -
all government spending whether it is current or capital has a retarding effect on
economic growth. This perception is based on the contention that government
investment with its inherently centralised decision-making, absence of profit
motive and lack of competition, is inefficient when compared with the private
sector. Assuming the lower productivity of government investments, "any increase
in government expenditure, by increasing the share of productive resources used
by the government, would slow economic growth in the economy as a whole and
may impede the accumulation of human and physical capital and the pace of
innovation in the private sector” (Diamond, 1989: 5). This conclusion needs to be
modified so as to take into account the fraction of government purchases of
privately produced output in total expenditure increases, relative to government
own-produced services.
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The controversy over the growth effects of government expenditures is partly due
to our incomplete understanding of the growth process and the determinants of
economic expansion. Consequently, the following modified Denison-style growth
accounting methodology (Denison, 1962} will assist our analysis:

y=a-+btem+ck+ (l-c)h ¢}
where

y = growth rate of real output;

a = change in the efficacy of resource use of;

b = rate of technical change;

k = physical capital growth;

h = human capital; and

m = growth of intermediate imports.

In equation (1), the growth of real output is decomposed into four sources. An
analysis of equation (1) illuminates the perceived significance of government
expenditures. Government capital spending influences physical capital. The effect
will be positive if there is a net increase in physical capital. However, if
government tax and revenue-raising measures as well as the financing of
government expenditures cause the investible surplus of the private sector to
decrease, then an increase in government capital expenditure could slow down
economic growth. Government expenditure also affects human capital formation.
The public sector invests in education and health in order to enhance the labour
force's productivity. In the context of human capital formation, it is important to
analyse the contribution of government current expenditure even though this
aspect is not explicit in equation (1). It would be important to include current and
capital expenditures in the social sector as explanatory variables in accounting for
the growth of human capital. There are recent studies that have stressed the
importance of human capital in the growth process (Otani & Villanueva, 1989 &
1990). These studies seem o suggest a positive relationship between human
capital and long-run economic growth.

Another likely influence of capital expenditures on the growth rate arises from its
link to technological change. In developed countries, government expenditure on
research and development has had spillover effects on the wider economy.
Developing countries like Nigeria have also gained from research and
development expenditures on, for example, new agricultural techniques. It is only
the govemnment that has invested buge sums of money on seed varieties and other
aspects of the green revolution programme. It may be difficult to examine such an
effect empirically, especially since the bulk of expenditure may fall under
recurrent items.
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The influence of the efficacy of the efficient use of resources on the growth rate is
not easy to quantify. The conventional reason for government intervention is the
breakdown of the market system, implying a case of underinvestment in public
goods. These public goods may be seen as essential inputs in the private sector
production process. For example, internal security and public order is a necessary
condition for a healthy investment environment, and could indeed be perceived as
one of the variables influencing the “enabling environment" thesis.

Then there is the issue of intermediate imports which are now viewed as a factor
of production especially when an economy is constrained by foreign exchange. A
more generalised growth model will incorporate exports as an engine of growth,
From the production side, increased output of export goods will result in the
development of infrastructure, transport and communication system — which in
turn enhances the production of other goods and services {Goldstein & Khan,
1982; Bardhan & Lewis, 1970; Chen, 1979; Khand, 1987). On the demand side,
"an increase in income results directly from a rise in demand for a wide range of
products, including non-tradeables. These demand-pressures are reflected in an
expansion in domestic supply and therefore, involve investment in facilities
providing such products” (Khan & Villanueva, 1991: 8).

There are significant links between public expenditure and private investment.
Those that stress the financing side of expenditure draw attention to the private
investment crowding-out effects of government expenditure. When it is assumed
that private investment has higher productivity than public investment, a negative
effect on gowth is deduced. Those that emphasize the expenditure side show the
private investment crowd-in effects of public expenditure, since these will tend to
enhance the absorptive capacity of the economy and the profitability of private
investment.

Some scholars have hypothesized that the response of private investors depended
on the stage of the business cycle, the availability of financing and the level of
public investment. While the effect of the stage of the cycle appeared uncertain,
that of available finance seemed less ambiguous.

Indeed, because the total amount of financing is limited and the price
mechanism is not allowed to operate smoothly, it would seem legitimate to
hypothesize that the private investor in a developing country is restricted by
the level of available bank financing (Blejer & Khan, 1984: 386).

However, the nature of capital markets in developing economies limits the
financing of private investment to the use of retained profits, bank credit and
foreign borrowing, For a country like Nigeria, the liberalisation of interest rates
has further increased the cost of investible funds.



SAJEMS NS Vol 2 (1999) No 3 379

There is no doubt that public sector investment can crowd-out private investment
if it uses scarce physical and financial resources that would otherwise be available
to private investors. Alternatively, the same scenario will occur if the public sector
produces marketable output that competes with private output. In addition, the
financing of public sector investment either through taxes, debt issuance or
inflation will reduce the resources available to the private sector and therefore
dampen private sector activities (Chibber & Dailami, 1990).

Some of the issues discussed above can be summarised in the following equations:

r =™ FS,T-Gc) )
Cred = C(I"° I" FS,T-Gc) 3)
where

T = real interest rate;

T = fax revenue;

FS = foreign savings;

Ge government current surplus;

Q

o

a
o

credit availability;
I = public investment; and
I = private investment.

From equations (1) and (2), it is assumed that both public and private investment
will exert positive influence on the real interest rate, while foreign saving and
government current surplus should be inversely related to the real interest rate. In
an economy where credit availability is through credit rationing, private and public
investment will be a priori negatively related to credit availability. Foreign savings
and government current surplus will have a positive relationship with credit
availability. The estimated results of some variant of the above equations are
presented in section 4 below.

Blejer and Khan (1984) maintain that public investment which has some bearing
on infrastructure and the provision of public goods, can be complementary to
private investment, They show for a group of developing countries that longer-
term infrastructural expenditures, rather than short-term public investment,
positively induce private investment. The other types of government investment
may be substitutes for private capital.

In recent times, an attempt has been made to separate the independent effects of
private and public sector investment on growth. Khan and Reinhart (1990} tested
empirically the relative productivity of private and public investment for a cross-
section of 24 developing countries. Their resuits confirm the notion that private
investment has a larger direct effect on growth than public investment. They also
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re-affirm the indirect effects of public investment on growth through raising
profitability of private investment and the absorption capacity of the economy.

Wagner's law which connotes that as income rises, the demand for govemnment
services increases more than proportionately, seems to explain the income effects
caused by the increasing relative price of government production. This is so
because of the technological requirements of industrialisation and the attendant
urbanisation.

3 COMPONENTS OF PUBLIC EXPENDITURE

Table 1 below summarizes the growth rate of selected components of expenditure
for the periods 1960-65, 1970-75, 1976-80, 1981-85, and 1986-1992. These
periods have significance and represent important episodes in the Nigerian
economy. The 1960-65 period attempts to capture not only the beginning of the
independence era but also the commodity export boom situation at the time. The
years 1970-75 reflect the period of the windfall from oil; 1976-80 also
incorporates part of the oil boom and the first austerity measures. The period 1981-
85 was characterised by extensive austerity measures and various stabilisation
packages. The structural adjustment period is represented from 1986 to 1992,

Capital expenditure grew negatively by 0.5 per cent during the period 1960-65. Its
lowest growth was in 1981-85 — the era of austerity. It experienced the highest
growth rate of 26.7% during the period characterised by the windfall from oil
(1970-75). In fact, virtually all items in Table | recorded very high growth rates
during this period. Education, capital and current, grew by 143.9% and 102.2%
respectively. Agriculture also experienced growth rates of 83.1% and 43.7% for
capital and current expenditures during 1970-75. Transport and communication
grew by 68.5% and 30.7% respectively for the same period. These significant
Jjumps partially confirm the oil boom hypothesis.

It is interesting to note that social services suffered during the independence and
austerity periods.Education (capital and cument) grew negatively by 6.9% and
2.0% respectively.

One might have thought that the period after independence would have witnessed
massive investment in the development of human capital. Perhaps, the figures
presented still reflected the initiatives left behind by the colonialists. It can be
argued that the massive expenditure on ecducation by the independence
government had its impact later in the economy.
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Health and education seemed to have fared poorly during 1981-85 in terms of
capital expenditures. This is understandable since during crisis, it may be anti-
classical thinking for government to invest in or start new projects, especially as
the various austerity measures and stabilisation policy canvassed a lesser role for
government.

Another significant development is the growth of defence expenditure. Its capital
component grew by 4.8% during 1960-65; it increased to 52.1% during the
windfall from oil, grew negatively by 17.0% during the period of austerity and
showed tremendous growth in the period of adjustment (38.7%).

It is noticeable that some form of expenditure switching in favour of social
services took place during structural adjustment. It is generally argued that during
adjustment curtailment of expenditures through reduction or elimination of
subventions on social services affect the poor, and that what government should do
is to switch expenditures in favour of some basic social services in order to at least
allow some minimum access by vulnerable groups. During adjustment in Nigeria,
the evidence in Table 1 seems to suggest that health , education, housing and
economic services like agriculture did not experience drastic cuts by government.

Gross domestic product in real terms grew by 4.4% and 5.7% during the periods
1960-65 and 1970-75 respectively. During adjustment, GDP recorded a growth
rate of 1.5% improving from the previous year's negative growth of 0.6%. The
marginal growth of 1.5% between 1986-90 may be due to the implementation of
structural adjustment policy.

Table 1 Nigeria: Compound Growth Rate of Selected Components of
Expenditure and Gross Domestic Product (GDP), 1960-92 (%)

Item 1960-65 1970-75 1976-80 1981-85 1986-92
Cap. Exp. -5 267 1.2 0.6 33
Education -6.9 143.9 6.6 -10.3 3.8
Health 153 17.9 27.1 -28.0 20.8
Housing - - 33.0 -4.5 15.8
Agriculture 7.0 83.1 262 -333 218
Manufact, 11.0 26.3 143.4 -21.8 215
Transport* 228 68.5 122 -29.6 3.0
Defence 48 52.1 10.1 -17.0 38.7
Curr. Exp. 42 5.2 -2.2 -1.8 11.2
Education -2.0 102.2 -0.5 -0.4° 21.6
Agriculture 10.8 43.7 24.8 5.1 34.5
Health 8.9 32 15.6 8.1 2.0
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Item 1960-65 1970-75 1976-80 1981-85 1986-92
Manufac. 19.2 26.8 26.3 -7.7 19.7
Transport* 24 30.7 25.0 -0.2 204
Defence 25.6 22.8 25.6 1.6 15.2
GDP 44 5.7 1.6 -0.6 ].5%*

Source: Computed by the author based on data from:

(i)  Central Bank of Nigeria: Economic and Financial Review, various issues,
Lagos.

(ii) Federal Office of Statistics, Abstract of Statistics, various issues, Lagos.

(iii) Federal Ministry of Education, Lagos.

(iv) Federal Ministry of Finance, Lagos.

Notes:
* includes communication;
** neriod 1986-90; Manufacturing includes mining and quarring and construction.

4 ANALYSIS OF THE RESULTS

The analysis here differs from previous efforts (Blejer & Khan, 1984) in that apart
from being country-specific (non-cross sectional), it decomposes public sector
investments into specific categories. Furthermore, our efforts capture the periods
of stabilization and structural adjustment.

The regression results using OLS with annual data for 1960-1990 for the public
expenditure-cum-private investment nexus are presented below:

Ip =.001 +1.609dy + 1.37FS” + .080 PE -.110PE @
(166) (458) (7.40)  (266) (-.826)

R2=96; F525=131.12
Ip=22.32 + 10.25Cafr”" +2.84Cagr - 1.20Cam (5
(1.55) (5.86) (90)  (-413)
-.001dy - .172FS
(-009) (.994)
R2 = 88; F6,24=29.81.

Ip=31.31"+21.375Cae” +31.64Cah™ +.012dy -.534FS™ )
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(1.86) (5.143) (2.175) (.078) (-3.049)

R2=.82; F525=2238

Ip=46.79 + 78.66Cuh™+ 15.21Cue’ + 53.72Cum-42.48Cufr™
(1.594) (1.807)  (1.738) (2257 (-3.415)
+59.19Cugr + .069dy + .104FS

(.374)

(287  (.183)

R2=.65; F§825=5.04.

Ip = 2.95 + .052dy - 73.73PE + 73.481 PE" + .985Ip-1"""

(623) (563)  (1.98) (9.62)

+.047FS

(.636)

R2=.95; F6,24=85.71.

Ip = 9.872+.814Ip-1"" +.038FS+.560Gc+.029dy+.042Cuxp
(1.038) (6.687)  (.450) (1.776) (332) (222)

R2=.95; F6,24=285.72

Notes:
* significant at the 10% level;
** significant at the 5% level;
t scores are in parenthesis.

Definition of Variables:
Ip = Gross private fixed capital formation;

y = Gross domestic product{GDP);

PE = Public sector investment;

Cafr = Capital expenditure on transport and communications;
Cagr = Capital expenditure on agriculture;

Cam = Capital expenditure on construction and manufacturing;
Cae = Capital expenditure on education;

Cah = Capital expenditure on health;

Cuh = Current expenditure on health;

Cue = Current expenditure on education;

Cum = Current expenditure on construction and manufacturing;
Cufr = Current expenditure on transport and communications;
Cugr = Current expenditure on agriculture;

dy

i

Accelerator;

(M

@®)

®
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F§ = Foreign saving;
Gec = Government current surplus;
Cuxp = Total current expenditure;

All variables are in real terms.

Equations (4) - (6) provide interesting results. The change in GDP (accelerator)
exerts positive influence on private investment as expected, though it is not
statistically significant. The change in public investment has a positive impact on
private investment while the level of public investment crowds-out private
investment. Foreign saving has the expected sign implying that increases in
foreign savings will bring in private investment. Foreign saving is also statistically
significant at the 5% level, two tail test. The coefficient of determination R2 is .96
which reflects the fact that the explanatory variables to a very large extent explain
the variation in private investment. That changes in public investment crowds-in
private investment, is not surprising given the huge public sector capital
expenditures in the economy. Following the windfall from oil, government took
over the commanding heights of the economy and participated actively in the
ownership of companies.

In equation (5), capital expenditures on transport and communications as well as
agriculture crowd-in private investrnent. The transport and communications
coefficient is statistically significant. In Nigeria, government has invested
massively in transport and communications though these results say nothing about
the quality of services. Conmstruction and manufacturing crowd-out private
investment. The result indicates that the private sector is better placed to invest in
construction and manufacturing if allowed to do so by government. It is possible
that manufacturing exceeded construction especially in the 1970s when
government embarked on various heavy industrial projects. Furthermore, defence
expenditures may have captured most of the comstruction activities in the
economy, epitomised by the building of barracks for the expansion of the armed -
forces. This scenario is suggested by the positive effect of defence spending on
private investment (see Ekpo, 1995 for details). Capital expenditure on agriculture,
though not statistically significant, influences investment positively. It follows that
government expenditures on irrigation, extension services, etc. can stimulate
private initiative. It is surprising that both the accelerator and foreign savings do
not have the expected signs.

Capital expenditures on education and health have positive impact on private
investment which invariably enhances growth; both coefficients are statistically
significant, There is no question that private investment benefits from the stock of
skilled manpower already trained by government. The Nigerian government after
the oil boom embarked on massive training of manpower. Scholarships were
provided at all levels of education. Schools (primary, secondary, polytechnics,
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universities, etc.) were constructed and equipped by government. The private
sector definitely taps from such public sector investment.

In Nigeria, health expenditures are provided by the federal, state and local
governments. More than 50 per cent of public health expenditures occur at the
state level, 15-23 per cent at the local level, and about 33 per cent at the federal
level. There were huge investments in health care infrastructure following the oil
boom of the 1970s; government invested in the construction of many hospitals, the
buying of medical equipment and drugs as well as the training of health-care
personnel. It is thus apparent that education and health contribute indirectly to
economic growth via its crowding-in effects on private investment.

Current expenditures also contribute to the growth process via private investment,
Equation (7) shows that current expenditures on health, education, agriculture,
construction and manufacturing crowd-in private investment. On the other hand,
current spending on transport and communication crowd-out private investment.
In addition, changes in both income and foreign savings have positive influence on
private investment though they are not statistically significant.

The result in equation (8) indicates that private investment (with a one-year lag)
enhances present private investment and it is statistically significant. It is
interesting that with the lagged private investment, the level of public sector
investment crowds-out private investment while foreign saving and changes in
output crowd-in private investment. In equation (9), government current surplus
stimulates private investment. In fact, equations (8) and (9) confirm the expected
results; all the variables have the expected signs with satisfactory test statistics. It
must, however, be noted that only past investment and change in public sector
investments are statistically significant, at the 5% and 10% levels of significance
respectively.

5 CONCLUSION

I have analysed the contribution of government expenditures on the growth
process in Nigeria. The links between private investment and public expenditures
were also investigated.

There is no doubt that government expenditures on infrastructure complement and
even stimulate private initiatives. Regression results confirm that public sector
investments, particularly those on transport and communications, and agriculture
have positive impact on private investment. In aggregate terms, public sector
investment crowds-in private investments while its changes crowds-out private
investment. In terms of growth, private investment appears more efficient than



386 SAJEMS NS Vol 2 (1999) No 3

public sector investment. It was also shown that private investment benefits from
government investment in human capital formation and the provision of health
care. Capital and current expenditures on education and health did not only have
the correct signs but the capital components were statistically significant. In most
of the regression results, foreign saving was positively correlated to private
investment.

It is clear that govemment in Nigeria must continue to create the enabling
environment by investing in large-scale imrigation projects, transport and
communications as well as providing other utilities like electricity and water. The
quality of government investment is important for ensuring the efficiency of the
private sector.

While this study confirms previous efforts on the positive contribution of
infrastructural expenditures to the growth process, it also makes the point that it is
important also to decompose the infrastructural aspects in order to explain better
the government's role in the growth process.
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