CAPl TAL ACCUMULATI ON AND ECONOM C GROMTH:
THE ROLE OF THE N (ER AN STOK EXCHANGE

BY

Mary M N Ado (M)

M Sc. Thesis submtted to the Postgraduate
School , Ahmadu Bello University, Zaria, in
partial fulfillment of the requirenents for

the award of the degree of Master of Science
(Econom cs) .

Depar t nent of Econom cs

Facul ty of Arts and Social Sciences
Ahmadu Bello University
Zaria, N geria.

NOVEMBER, 1987



DECLARATION

I hereby declare that this thesis is original
and is based on my own research work. It has not
been submitted anywhere else for a higher degree
or for publication. Quotations are either indented
and their sources are duly acknowledged Ly means of
text reference. The sources of information used in

the study are also shown in the references.

Declared this day:

ceo 2D .71/ 1987

Signed.....ft&%%%%:.....

Mary M. N. Ado (Ms)

ii



Certification

The thesis titled "Capital accumulation and
Economic Growth - the role of the Nigerian Stock
Exchange" by Ado, Mary Magdalene meets the
regulations governing the award of the degree of
Master of Science (Economics) of Ahmadu Bello
University and is approved for its contribution

to knowledge and literary presentation.

Dr Sam Nahamva i}qﬁfH’

Chairman, Supervisory Committee Date

Dr Mike Kwanashie
Member, Supervisory Committee te

Dr Mike kwanashie
Head of Economics Department Date

R 2o [9-2-K§
v ol Posi=Grad chonl Date

111



.fn\‘

DEDICATION

This work is dedicated to:

All those who made it possihble.

1%



ACKENOWLEDGEMENT

£

In the process of this work as the ultimate to
mark my 'second coming', the road was verv rough.
It then goes ithout saving that the completion of
this work is an expression as well as the result of
the unflinching support given to me byv people too
many to name. 1 am nevertheless deeply appreciative
of all the contributions and help that was given me
by all.

- Foremost, I thank the Almighty for his mercies
and constant guidance, which was manifest in the
disposition of others to help see me through. Speci-
ficallv, I would like to thank the following for their
support and help: Dr Sam Nahamya, who supervised this
work with the assistance of Dr Mike Kwanashie. Their
comments and constructive criticisms improved the
quality of this work. I would like also to thank Dr
Ode Ojowu and Dr Agogo Mawuli (whose frank comment s
at the early stage of this work made it a challenge).

A BIG thank vou to Dr Abdullahi Mahadi who made sure

1 came back despite all 'odds'; Dr Joshua Attah, who
inspired the research topic: Mr San Men-ali, for his
1i ght er-mood jokes: Z.T. Abdallah, Ganiyu uari

1

their interest and time spent discussing the

pertaining to this work.,



I cannot exclude the non-academic staff of the
Department of Economics who offered their love and
friendship. Mrs R.T. Sanni, Innocént Aduku, Cecilia,
Rose, Garba, Mustapha and Abubakar. You are all
great people and I enjoyed every minute we shared in
vour homely office.

Miss Rose Ako, Miss Esther Kude, and Miss Kate
Uloko, thank you for your friendship, it is good to
know I have you both to talk to, especially when the
going got t?ugh.

Most of all, I owe everything to Hafizu Ilyasu
and my family for their encouragement and support at
every stage of the programme. I hope I have lived
up to your expectations.

Finally, the views expressed in this work are
mine, likewise, the responsibility for any error(s)

therein. -

Ado, Mary M.N, (Ms)

vi



ABSTRACT

The general rate of economic growth is |imted
by the shortage of capital which has been identified
as the core factor by which all other aspects of
growth are made possible. Therefore, devel opment
efforts are geared towards finding a way of breaking
the vicious circle between capital shortage and under-
devel opment by designing a mechanism for achieving an
optimum rate of capital accumul ation. The rate of
capital accumulation is determi ned by the level of
investment, which necessitates domestic savings and/
or foreign assistance. However, foreign assistance
has its implicit burden, especially for the |ess
devel oped countries (LDCs). As such, domestic savings
has become the most reliable source of investment
finance, while foreign assistance acts as a supplement.
The mobilisation of large investible funds required
for increased rate of capital accumulation thus becomes

an imperative.

It is on the above-mentioned prem se that this
study of the Nigerian Stock Exchange is being Under-
taken, albeit asasinglefinancial institutionwhere
| argesumsof i nvesti bl efundscanberai sed. | nformed
bytheneedtoascertainitsreal significance, and

its contribution to capital accumulation and the
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growt h process, especially through the new issues of
its primary narket (this signifies new saving creation
in the market), sinple but testable macro-economc
nodel s are used to enpirically test the significance
of new issues to economc growth vis-a-vis the rel a-
tive significance of other determnats of investnent
or gross capital accunulation viz: donmestic institu-
tionalised savings and foreign capital inflow The
N gerian Stock Exchange* was found to be significant,
with potentials of further contributing to gross
capital accunmulation and growth. As such, ways in
which to further the contributiion of the N gerian
Stock Exchange are suggested. These suggestions
centers around increasing governnent participation

in providing a conduci ve atnosphere for the devel op-
nment of indigenous enterprises. This is identified
as a necessary step to increase the supply of indi-
genous corporate new i ssues thereby neutralising the
current foreign-owned/ dom nated corporations quoted

on the exchange.

sFurther references to the N gerian Stock Exchange
shall be in abbreviation - NSE.
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Chapter 1

INTRODUCTION

In recent years, the issue of economic develbgf
ment in the LDCs has been a topic upon which much |
attention has been focused. There is little doubt
that this subject will continue to attract attention,
as long as the present interpational maldistribution
of wealth persists in its present content. The litera-
ture on the problems of stimalating growth in these
countries is enormous in its proportion, and its
evolution has been distinguished by an increasing sub-

~division of the problem into its constituent parts.

After the second world war, interest in the
topic had tended to suggest that the mere infusion of
sufficient capital into LDCs will solve the problem.
However, the refinements of theoretical analvsis have
established the superficiality and inadequacy of such
an approach. The availability of capital is not
enough. Economic development requires a minimum of
natural endowments, a trained and mobile labour
force, an adequate supply of enterprencurs, the
modification of sdcial attitudes and ovganisation so

as To make them work in favour of an increased and
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efficient proauctivity, thus enabling the prdcess of
economic development. _

Yet, the availability of capital lies ultimately
at the root of many of these needs. Though capital
alone will not solve the problem of under-development,
it nevertheless provides access to the other ingre-

dients whose combination can eventually bring about

positive development in the LDCs.

The supply of capital therefore remains one of
the key factors in the solution of the proﬁlem.
International organisations have sought to deal with
this aspect of under-development. Inspite df the
great value of their contributions, the effects have

been disappointingly limited.

Ag Professhr Higgins emphasised in his calcula-
tion, in order to attain ;he_same level of foreign
investment as was maintained by the United Kingdom
(U.K) during the nineteenth century (19th Century) in
the LDCs, the United States (U.S) would need to carry
out the entire European Réco»ery Programme {wice a

1

vear. ' Apart from the limited Tresources at their

1. Higegins, B. Economic Devciopueni, Norton, New
York, 1939, page 459.
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disposal, political difficulties have limited the

role of the international agencies.

This leaves an immense gap to be filled by other
means. The essential need in most LDCs is for the
financing of general development programmes aimed at
establishing a broad and solid economic foundation
upon which a subsequent but predictable and high

social benefit can be achieved,

Hence, both developed and developing countries
have come to lay increasing emphasis on the impor-
tance of an adequate source of local, rather than
external funds to finance capital investments.
Leading international agencies themselves stress
that LDCs need to finance the major part of their
ecoqgmic expansion from their own resources.2 The
United Nations Commission on Economic Development
for example, concluded that the financing of deve-
lopment must be based on the maximum exploitation
of domestic sources of funds, and reported that:
"it emphasises so much the role of domestic finance

in economic development because it believes that,

2. ' ‘ted Nations, Methods of Financing Economic
De:  .ment in Under-developed countries, New York,

S E

-
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it is the pre-requisite for enabling countries to
implement the social, political and economic policies
which they cbnsider most suitable for the improvement
of their standard of living. The role of foreign
finance in economic development can therefore he of

only subordinate character".3

Individual commeﬁtators havé also expressed a
view similar to this. Professor Nurkse, for example,
laid great emphasis on the importance of developing
internal sources of developmeni finance. He savs
that "éxternal resources, even if thev come in the
most desirable forms, are not enough..... In my
view, what needs to be stressed above all is that
external sources can scarcely make a significant
contribution to economic growth unless there is
complementary action on the home front“.4 Putting
aside the difficulties in obtaining foreign capital.
and of properiy integrating it into the local
economy when it is obtained, there is the further
problem of balance of payment burden implicit in it.

Most LDCs are dependent on the export of a limited

3. Ibid, page 94,

4, Nurkse, R, Problems of Capital Formation in
Under~developed Countries, Blackwell, Oxford, 1953,
page 140-141. :




T .
number of primary products, which are faced with

violent fluctuations in their world demand and
prices. The crucial importance of internal flow of
investible funds in the general siruggle against
economic under-development cannot therefore be under-
estimated.

Broadly speaking, internal suppliers of capital
funds can be mobilised through two main channels
viz: fical and monetary measures. The former, which
though has been proved to be the most appropriate
for LDCs, involves important and difficult problems
concerning the relationship between taxation and
incentives,~type$ of tax most suited to the admini-~
strative machinery of LDCs; the conflicts_bétween

equity and efficiency and so on.

But for the purpose of %his work, we are
concerned with the latter measure and tﬁe contribu-~
tion which it can wmake to the financing of develop-
ment by the reformétinn or developmenf.of monetary
arrangement s anpd in=titutions. This is only an
aspect of a topic which in iisclt is onlvy "an element
of a highly complex problew. DNeveriheless, a

discussion of the broad issuc- ~ ing this single



strand in the whole complicated fabric may make
contribution to the golution of the problem as a .
whole.

Thus, an appraisal of the Nigerian Stock
Exchange (NSE) establishes its contribution to
ecﬁnomic development through its mediating rble-
between savers and investors. This, however depends
on the level of savings which is ¥Finked with the rate
of investment. A break in this linkage is often
manifest in low rates of dapital accumulation, an

identifiedﬁgmpediment to economic growth in LDCs.

“The étudy of the NSE must theﬁ be situated
within the historical perspective around which it
was established. It was established as a mechanism
to rationalise the operation of world capitalism
within the Nigerian socio-economic context. Its
stated objective, is presumably to mobilise inves-
tible funds (surplus valué) for the expansion of the
productive capacity and thus the exploitative poten-

tial of capitalist industrial machinery in Nigeria.

However, the establishment of the NSE must be
located within its historically verifiable back-

ground, which dates back to the colonial era and
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whose continued development has in the present time
given rise to a dependency situation in the -country
ant¢ indeed in most LDCs, This sit@iation is objec-
tively characterised by the growth of the multinational
corporations, whose operations expresses the logic of
capitalist gypansion in its present stage. The NSE
is thus aiso an. expression of the principles guiding
the effective exploitation of the country's resources
for the benefit of the wofld capitalist centre in
Europe and America., It is interesting to note that
out of 96 companies quoted on the first and second-
tiers of the NSE, only 4 of them can be deemed to be
wholly owned by Nigerians (this seeming total control
is however underscored hy the fact that these
"Nigerian" companies are ebing financed with foreign
physical capital, hence the full impact of their
operations have a leakage effect on the economy -

{see appendix 1).

Given this dominance by the multinational
conglomerates in the NSE, and the logic of a depen-
dent economic structure, it can be aptly concluded
(tentatively at least) that, while the NSE may be
effective in channelling domestic savings into indus-

trial financing, the social benefits and other
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returns accruing from industrial expansion is often
repatriated, with only a token percentage retained

to sustain a limited domestic industrial expansion.

It can be little doubted, that the development of

the NSE as an institution dedicated to the furthe-
rance of foreign economic domination, has been actively
encouraged and pursued by government policies. This
encouragement takes the specific forms of both stated
government support and active participation in the
totally capitalist outfit which is supposed to be
propelled by private sector initiatives. Consequently,
the domination of government securities in terms of
values has in fact sustained the exigience and growth
of the NSE, The indigenisation decrees of 1972 and
1977, which was supposed to lead to an increase in
corporate issues and indigénous participation in the
market, had only a marginal qffect. This was 1ar;21y
due to an implicit collaboration of the indigenous
comprador bourgeoise with the multinational corpora-
tions. This cdllaboration resulted in little or no
change in the corporate decision making structure,
which is still effectively in the hands of the
expatriate management. Though in most of the affected

corporations, (depending on the schedule into which

they belong) at least 40% share ownership is foreign
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and 60% Nigerian, the block ownership of the foreign
shares still gives them an edge over the Nigerian's,
which is spread among financial institutions, indivi-
duals and government agencies. Thus, the ostensible
purposes for establishing the NSE can be seen to have
been negated hoth by the corporate structure of the
quoted companies and the nature or character of the
économy itself. This point does not however preclude
an analysis aimed at determining the impact of the
NSE within the scope of its limitations and in the
light of the basic postulates of bourgoise economic
theory. This analysis could then be posited against
the background of the current efforts being made by
the Nigerian government to revamp the nation's economy
through such measures as trade liberalisation, deré-
gulation of interest rates, the establishment of
floating exchange rates, and their significance on

corporate issues and the operation of the NSE.
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1.1 Statement of the Problem

The establishment of the NSE was prompted by the
need to finance growing budget-deficit as from 1958,
the deteriorating balance of payment position, and
the need to mobilise finance for development program-—
mes. Growth in the volume and value of issues on
the exchange increased gradually through the early
1970s up to the middle of the 1980s, most especially,
equities and government development stocks. Two
‘major policies of government that led to the increase
in private issues were the indigenisation decrees of
1972 and 1977, and most recently the introduction of
the second-tier securities market (SSM). However,
the full impact of the latter does not come under
the analytical scope of this work, since only one
equity was quoted within the periodlunder considera-—
tion.

" The growth of the stock exchange should either
accomodate the expanding economic development of an
economy, or encourage and induce rdbid expansion in
the growth rates of the economy. Some studies have
shown that the mobilisation and channelling of funds

by financiak.nstitutions is important for the



de?elopment of'vafious sectors of fhe ecOnomy.5 The
injection of such financial resources is reflected
in the transfer from savers to investors. Hence, it
_is'ekpected that the success of this-mediation will
increaée agegregate doméstic savings which then
encourages high levels of capital accumulation in
the productive sectors and other sectors essential

for economic development.

Udo Udoka has shown in his study that the lack
of adeguate institutional arrangements for financing
economic growth and development hampers the achieve-
ment of any form of industrialisation.6 This means
that the development quest cannot be sustained by
foreign assist;;ce alone without sufficient domestic
participation to back such foreign aid. Thus the
gquestion of whether the developmeqt of the NSE has

an impact on the growth process becomes imperative.

| Though its development is not a sufficient criterion

5. Ajayi, 1, “"Commercial Banks' loans and Advances:
A decompositional analysis of structural changes,"

in Onohy J.K ed. The foundation of Nigerian Financial
Infrastructure, Croom Helm, London, 1980, page 27.

6, Udo-Aka, U. The Role of Money and Capital Markets
in Economic Developmeni: An Analysis of the Nigerian
experience, An unpublished Ph.d Thesis, University

of Nebraska, 1970. - :
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for economic growth, but the important issue raise@
for investigation is whether the development of the
NSE through increased new issues is significant in
economic growth.

| Through the operations of the NSE, new issues
are raised by government and private corpbrations
for the financing of fixed capital investment. Hence,
the rate of capital accumulation and economic growth
is enhanced, It is in this light that this study
seeks to investigate the real significance of the NSE
in the economic growth process of Nigeria., The

problem under investigation is therefore the develop- 4

ment of the NSE, its performance and impact on the
ecenomy, Consequently, the assumption is that the
role of the NSE in the process of saving and invest-
ment increase the rate of capital accumulation and
hence economic growth, It follows that an increased
utilisation of the facilities and services offered
by the market leads to new fixed investment and an

increased rate of economic growth.

1.2 Objective of the Study

The main concern of this study is to show that

if the NSE is properly adapted to the development



13

needs of this éountry, it can play a significant role
in raising the raté of capital accumulation and
economic growth. Therefore, this study is aimed
hasically at exploring the following dimensions:

(a) Appraising the development of.;he NSE.

{b) Examining its contribution to economic
growth, through its saving and investment
rble; and |

(c) Based on (b), suggestions are made as to
how to increase the NSE's impact on economic

growth process,

1.3 Justification of the Study

The best justification for this study is the
present orientation and direction of the Nigerian
economic development. The deepening crisis, with its
attendant neck-breaking debt servicing, Amortisation,
dwindling foreign assistance and national revenue.
All this means that efforts to internally provide
necessary capital funds must be pursued with full
vigour. Since the provision of investible funds will
enhance the growth of an economy.

" The NSE as an important capitalist outfit for |

increasing the rate of capital accumulation, its
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~development and mode of opefation may call for a
-reappcaisal of the capitalist growth process in
Nigeria. '

The scope of this study is neceggarilly limited
to an empirical analysis of the impact of the NSE on
the growth and development of the Nigerian ebonomy
between the years 1961 and 1982. The major emphasis
is on the rnléwaf capital accumazlation in the growth
of the économy, giving due recognition to the impor-
tance, and the relationship between new issues, the

rate of capital accumulation or investment and economic

growth.

1.4 Methodology

The methodology adopted in this study is both
theoretically and empirically based. In the evalua-
tion of the development and the mode of operation of
the NSE, specific emphasis is laid on its role as a
source of investible funds in its primary market.
This ieads to the investigation of the causal rela-
tionship between savings, investment or capital
accumulation and economic growth. This is explained,

using the theoretical framework of some existing
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growth models which has been used to explain the
linkage/transmission mechanism of savings, investment
and growth.

The models used are simple macro-economic fela—
tionships reproduced in highly simplified mathmatical
forms - showing the relations between. gross domestic
fixed capital accumulation (1), gross domestic product
(Y), institutionalised domestic savings (S), and
forein capital inflow (F). The specification of the
models are te;T;h by including and dropping some invest-
mentment determinant variables that may be considered
important (or not as the case may ?e) in the economic
growth process. The estimation of the models are

based on regression analysis.

The importance of the regression analysis used
is to draw inferences on the causal relationship(s)
that exist between the real variables constituting
our measure of the growth process. This approach
suggested a framework for the analysis of the rela-
tionship between new issues of the NSE and economic
growth,

The data used are primarily secondary in terms
of their source obtained mainly from annual issues

of the Central Bank annual reports, annual reports
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of the NSE and statement of accounts, annual abstract
of statistics published by the Federal Office of
Statistics; It should ﬁe pointed out however that
researches in LDCs in most cases suffer from a problem
of reliable datp.availability. This study is not an
exception,. Tﬁough-the above-mentioned sources of data
suffer grave limitations in their absolute accuracy,
they nevertheless offer a significant insight into the

development and operation of the NSE in its relation

to economic growth.

The work is divided into six chapters. Beginning
with the introduction, Chapter Two.reviewed the
literature on some growth models, and the need to
establish and develop a éapital market. Based on
emphasis of theoretical views. on the rate of capital
accumulation as the coré determinant of economic growth
6pinions on the mechanism for increasing its rate in’
the ecoﬁomy are explored. The conclusion of this

chapter then establishes the need to develop a capital

market.

Chapter Three is concerned with the analysis of
the development and operation of the NSE from 1961 to
1985. The pricing mechanism and the total volume and

value of new issues are among the issues highlighted.



In Chapter Four, the models used to evaluate the
significance of the NSE as one of the précipitators
of economic growth, and the results of their estimates
are presented. The second section of the fourth
chapter.introduced the sources and the nature of the
data used. The choice of variables for economic growth
as well as the limitations of the data are also discus-
sed. In the last section of the chapter, the models,'
their estimates, results and intérpretation are
discussed.

Chapter Five dealt with the need to further
develop the NSE, This recommendation is based on the
fact already established in the previous chapters of
the significance of NSE as a contributor to economic
growth. The subsequent sections of this chapter fore-
grounds the contradiction of roles, especially, where
government participation in economic activities are
concerned, leading to a further hut tentative sugges-
tion of non-privatisation. This argument against the
privatisation policy is based on the perceived feeble

and slow development of indigenous private enterprises,



ChaEter 2

LITERATURE, REVIEW

2.1 Introduction

The role of capital accumulation in the develop-
ment process has been explicitly expressed in theore-
tical analyses. However the exact nature and magnitude
of that role still remains a point of controversy,
leading to varying emphases on the importance of
capitél vis—a-vis other factors that influence develop-
ment rhrough time. These other factors can only be
made possible through the availability and utilisation
of capital., Thus capital can be rightly said to be
the core ingredient of economic growth. The process
of economic growth is engineered by the rate of capital
accumulation, while the causal relatioﬁship between
them is explained by the various theories of growth.
Each of these theories attempl to show the transmis-
sion mechanism of translating savings into investment

or accunulated capital to facilitate economic growth.

The analysis of these growth theories underscores

the need for both the accumulation of capital as well
as its efficient utilisation in Nigeria. Moreover,
capital accumulation is a pre~requisite for the

Ay
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economic growth of this cduntry. However, the exposfre
of these growth theories does not provide an empirical-
analytical tool for testing economic growth in Nigeria,
but at least it provides a theoretical base for under-
standing the need to increase the rate of capital
accumulation through the much prefered internal mecha-
nism. Most of the models also are based on very
restrictive assumptions which tends to limit practi-

cality or applicability in the LDCs,

However, there is a general agreement that a
decline in the rate of growth of capital accumulation

would, ceteris paribus, be associated with a commen-

surate decline in aggregate output, since an increase
in output depends on both capital availability and the

vXtent of utilisation.

2.2 Theoretical Framework: A Critical Analvysis

of some Growth Theories

The Keynesian-based theories of economic growth
deal with a triad of problems: the factors that
determine the potential growth of national income in

the Yong-run: the conditions for a 'self~sustained-
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growth', and the dynamic equilibrium, how disequili-
brium is restored. The analysis of léng-term growth
.rates assumed the form of empirical studies, while
'self:sustained growth' and dynamic equilibrium
constituted the substance of theoretical Specuiations
and further elaboration of abstract m;dels of growth.
'Self-sustained' growth is characterised by the
following distinct features: stable growth of labour
productivity chied- of national income, with stable popu--
lation growth; stable growth of capital and of capital-
labour ratio; a trend towards a constant capital-output
ratio, and stable rate of profit and its share in the
national income. These features provides fhe basis
for the hypothesis that an economy with a constant
growth of output, employment and capital, capital-
output ratio and relations of distribution tends to
exhibit ’'self-sustained' growth in the long-term. It
is left for this theory to provide an explanation for
the conditions for 'self-sustained growth' and how to
establish whether an economy was capable of automati-

cally balancing out deviations from its line of growth.

Thus, the Keynesian theories view the problem of
'self-systained growth' and the mechanism of balanced

growth by distinguishing between two types of growth:
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naiural growth rate (accorded with full employment),
and warranted growth rate (not necessarily coinciding
with conditions of full employment). Neither typé_
constitute a steady dfnamic equilibrium, The actual
rate ohly accidentally coincides with one of these,
so that the system is subjected to short and long-
term deviations from equilibrium, which is why it has
to he regulated by the State. This conclusion is bamsed
explicitly on Keynes's notion on the imperfections of
the capitalist economy, its gross defects which
necessitates State intervention for the maintenance

of equilibrium in the economy,

In considering the problem of determining the
potential rates of growth and the conditions for
dynamic equilibrium, an expanding economy is examined,
taking the interrelations between the three funda-
mental elements of manpower, output and guantity of
available capital into consideration. These inter-
relations are examined through the construction of
aggregate models of econbmié growth, linking up the
growth rate with capital accumulation rate and esta-—
blishing the feedback influence of national income

groﬁth on the level of investment in order to determine



the necessary growth rate that will ensure full
eﬁfloyment of resources.

Taking the national income as constituting
saving (S) and investment (1), and assuming that in
the long run S is equal to I in the static analysis,
while in the dynamic analysis S and 1 are not real
magnitudes but a real magnitude and an expected
magnitude respectively. Thus, actual saving may be.
greater or less than the expected investment. 'Thg
difference is characterised by changes in inventories,
productive capacity, employment and growth rates.
Consequently, the equality between S and 1 depicts a

state of dynamic equilibrium.

Most Ke;ngsian economic growth models are struc-
tured on this basis: the Harrod's model, Kaldor's
and Domar's which is more expansive. All of these
models have the two aspects of S and 1 whose equality
is ensured when the real magnitudes are equal. Hence,
the central problem is to identify the determinants
of the magnitude of net investment and its share in
national income or the rate of capital accumulation.
The accelerator principle is used to determine net
investment over the long-term is determined by

national income growth rate and the amount of invest-—
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ment required to produce a unit increase in income

or the capital-output ratio. The latter indicator

is assumed to be constant and given, s0 that incrdmse
in output is only ensured by means of net investment;
hence growth rate depends.only on the capital

accumulation rate.

Harred's equation can be represented below,

based on the aforementioned premises:

G = 8 . . . (1

Where S .- saving ratiog
G - national income growth ratio

c - capital-output ratio.

Al) the magnitudes apply to one and the same past
period, therefore the equation does not reguire any
" special condition to be realised. From this, Harrod

went on to its other form which is expressed thus:

Gw Cr = S

in which S alone is given and relates to the

past.

Cr ~ marginal capital-output ratio;
. Gw - warranted growth rate

(which makes S = Sr ).
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Where SA = = actual saving

Sr - real saving

GwCr is determined by the required magnitudes.
Harrod concluded that the growth rate ensuring v
dynamic¢ eqiulibrium, Gw, must be constant. This
conclusion is based on the premise thiat Cr and S are
constant.. .

Since Gw = S/Cr,
S gnd Cr are constant,

therefore Gw must be constént.

Consequently, a unique warranted line of growth is
determined jointly by the propensity to save and the

quantity of capital reduired by technology for

increment in total output.

Domar's model however differs in some respects
from Harrod's; he based his, not on the equality of
S and I, but on money i;come and productive capacity.
His analysis is a kind of synthesis of the pre-
keynesian and keynesian approaches. He started with
the assumption that the share of saving in income
and tﬁe average efficiency of investment correspond

to the inverse fraction of capital output ratio

which is constant. Using Keynes's national income
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theory, he determined 'effective-demand' and included
investment as an independent variahle, consumption
as functionally connected with investment, and govern-
ment expenditure. He stfessed that increment in
income is a.;tghtion of investment. He then used
the acEélerator theory to determine productive
capacity, growth and regarded it as a function of
investment, growth in labour, and.technical Progress
together as one indicator of productivity of invest-

ment or efficiency of investment.

But he regards this indicator as a constant and
makes a further gualification: "Our growth models
do not require that capital productivity remain
constant; only that its changes be known and reason-
ably regular. As a first approximation, it may be

assumed to be constant".1

This differentiates
Domar's theory from Harrod's. Another difference
is in Domar's dynamic equilibrium, which from the
outset implies the assumption of full employment

{(while Harrod assumed that dynamic¢ equilibrium may

not coincide with full employment)..

1. Domar, E.O0,, Essays in the Economic¢c Theory of
Growth, Cited in Keynesianism Today, A Critique
of Theory and Economic Policy, Progress
Publishers, Moscow, 1983, page 70.
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Domar emphasised that his objective is to
"find the conditions needed for the méintenance of
full employment over a period of time, or wmore
exactly, the rate'Of growth of national, income which

the maintenance of full employment requires“.2

Thus, he stresse& the two-fold rele of invest-
ment, while it promotes the growth of income, on the
other hand, it increases the productive capacity
which is why income growth must be adequate to
balance out increased productive capacity in the ’
economy. Based on his premises; Domar proposed the
following equation whose sclution gives the formula

for the required rate of growth:

Altfac = Id coeuioo.... ceeererreeal
" from which follows that |
AI/I =da . ,......
where I is the volume of next investmentjy
A1 - its annual growth
£ 1/1 - the investment growth rate;
1/5c — the multiplier { being the share of
~ savings in the national income);
~ the potential average efficiency of
investment which does not depend on the

movement of money income (AI-1/cc)

2. TIbid, page 71.
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The second equation is similar to Harrod's
warranted growth rate formula, because productivity

of investment and the saving ratio are constant.

The major flaw in the Keynesian models is that
they cannot serve as a starting point for the analysis
of thé capitalist form of economic growth. This

'becomes obvious from the macro—economic variables
with which they analysed their models, which are not
defined in social terms. Thus, the ﬁodels do not

. show the source of capital accumulation and further '

mysti}ies the fact that surplus value obtained
through the exploitation of the working class is the
main source of saving., Here, Karl Marx's theory of
economic growth becomes relevant for the sole reason
that his schemes enables an understanding of the
conditions ofkggquilibrium which we find that they

already -contain the specific elements of capitalist

accumulation.

Also, there is an oversimplification, especially
in the consideration of investment as the only factor
of national income growth. These models ignore such
factors as increase in the existing productive
capacity, improvements in technolbgical know=how

and so on.
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Furthermore, the dynamic equilibrium models
involve a high level of aggregation of variabples.
An expanded model requires a close observation not
only of valuewx,but of physical proportions which
implies an ahalysis of the structure of the aggregafed
magnitudes used in the models. This defect has given
impetus to the development of structural models to

analyse interseactorial relations in the economy.

Also, the constancy assumptions in the models,
that is, the share of savings in income, capital-
output ratio and technology raises certain doubts.
since a decline in the capital-output ratio is
related to change in the structure of production as
a result of which labour productivity tends to grow
faster than the capital-labour ratio in almost all
industries, with subsequent decline in the capital-
outpﬁt ratio. The models do not go into the factors
determining the constancy of the required capital-
output ratio, although, it has an important part
to play in the models. It is only assumed  that
technology is neutral and as such, the growth of
capital and output over long-term proceed at the
same rate,

The assumption of full employment of resources
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also poses a problem, especially for the developing
countries where under-utiligation of resources is -
the_rule rather than the exception. To crown it all,
none of the models identifies the necessity for a
steady growth rate with the avtomatic possibility
of maintaining such growth rate. They however,
stress the complexity of the dynamic eguilibrium
problem and the need to have appropriate State policy

to ensure economic stability.

Thus the Keynesian growth models dealt princi-
pally with the general technico-economic factors
and trends inﬂzﬁe development of productive forces.
They generalised and formalised the relationship
hetween growth rate and structural proportions in
the national economy at different levels of develop-
ment and technology. Hence, their analyses focused
on factors which detérmine stable and balanced growth,
though they do not tell us anything about capitalist
reality. They merely presented an imaginary rational
system for the capitalist economy which has nothing

in common with capitalism per se. The result is a

consequent defence of the status quo which is far

from the subjective intentions of the model

builders.
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The Néo;classical theory of géowth sprang from
the criticism of the Keynesian growth models. They
set out to solve the same central problems that haﬁ-
préoccupied Keynesian theorists. Conseguently, they
proposed the use of neo-classical production
functién for modelling a growing economy. 1In the.
model, fixed capital and labour appear as the growth
factors capable of being combined in various propor-
tions under the impact of technological and economic
influences resulting from fising efficiency of the
production factors. The core of their theories is
determined by the built-in premises and the way in
which the problem of establishing dynamic equilibrium

is solved. These assumptions are:

(a) the production function which is based on Say's
theory of growth factors supplemented with the

concepts of marginal factor productivity;

(b) all what is produced is consumed or invested and
capital acculmulation implies accumulation of the

composite commodity;
(e) the saving function is given as S = ™ SO |

(d) No depreciation hence,

H

K I and from 1 above,

K S =

il

SY-I...'...I..............Q......l..z
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(e) the labour force grows at a constant exogenous
rate n that is L/L = n;
(f) the technical possibilities are represented by

Y f(’K,L_)......-.CC.‘l.'.._.... -------- 3
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‘Equation 4 gives the average production
possibility where y = Y/K and k = K/L

Each of the three basic faétofs of production

- labour, capital and land” participates in the
production process creating value in equal measures.
- The premise of marginal product is based on the
‘assumption that under given technological level; an
iﬁcrease in one of the factors of production, others
remaining constant, would result in ardeclining
increment in output, while the marginal product
depends on changes in the relationship between growth
rates. Accorq%fgly, the marginal product determines
the income that is paid to each factor of production
where there is free competition and no government
intervention. It is also assumed that wages, profit
and rent would be proportional to the marginal

productivity of the corresponding factors.

This implies that production and distribution

have a common basis. Thus, their whole analysis of



theory of production is based on technico-economic
relations which determines the creation of the

national income as an aggregation of use-values.

Based on the .assumptions of their model, the
fundamental equation which seeks to trace the path

of k(K/L) through time is represented as follows:

from assumption (a)
Y =C + 1
income per worker becomes
Y/L(t) = C/L(t) + I/L(t)
and from assumption (d)
Y/L = y = f(k)

hence,

f(k(t)) = CA(t) -+ I/L(t)...s..5

from the capital-labour ratio

K = K/L if *K/K = *L/L, then *K/K = 0
A
it is also implies that K is greater OR less
A A

that K where K is greater or less than 0O
Thus, the rate of growth of K is given as

K/K - K/K = L/L

or

>
e
|

and since L = n
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X . K 1 or K/K = K/K ™ n
multiplying hoth by K = K/L
sk *R/K . K/L=nK = K/L ™K or
K/L = K 4 0K vornnvneenernnnnnn. 6
knowing that *K - I, I/L = *R/L
I/L = *K/L 0K covevennn.. eel?
substituting equatio 7 into equation 5 gives
f(K) = C/L + K + nKi.vieenanoassB
Equation 8 shows that output per worker is used for
consumption™ C/L; the constancy of K when L grows
at n that is, nK is maintained and investment
increases K. FPFrom equation 8

*K = £f(k) - C/L = nK

or

*K

1

Y/L - C/L ~ n K/L
it can ﬂe rewritten as n

*K = S/L - nK
since Y/L - C/S = S/L

given that S= sY

fl

*K S Y/L - nK

or

*K

Il
)]
[
o
=
L

|
=
-
.

.
.
.
'
.
[
.
o

here, equation 9 indicates that the rate of change

of capital-=labour ratio is the difference bhetween

[



saving and investment per worker and the amount
required to keep the C/L constant as L grows if
&

sI(k) is greater or less than nk, "K is greater or

,less than 0,

The neo=classical model also attempts to provide
solution for a balanced growth problem. They based
the =olution on the assumption of the self-correcting

model .
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¥Y and *K indicate balanced growth path. At®K

* and *K = 0.

corresponding output is

It *L/L = n, then *K/K = n

gpiven that
*K - s(£(K)) = nK

or |
Sy - nK where S.Y/L.L/K, n

so that
S ¥Y/K - n since 85Y - 5 =1
#k/K = n with ;k = (0, then y =Y

and since y - Y/L, L - n, then ; = n for y to
he constant.

I k <% , then saving per worker exceeds what
is enough for capital expansion. The excess is thus
devoted to capital expansion, hence *K > 0, While
in the case where "K < 0, this indicates that
wsaving per worker falls short of what is needed to
' @aintuhn the current capital-—labout ratio, thus fhe,
rate of change of capital is negative. This is .
bereanse the rate of capital is L exceeds K, thus K
must fall. 1t should be noted that (a) il is only
at®k  that balanced growth equilibrium is realised;
(h) whatever the - initial K, a process of smooth

et

convergence to balanced growth is expected.



37 -

The second proposition on the balanced growth theory
is the contention that the balanced rate of growth
is the constant exogenous rate of growth of labour,

n and that it is independent of the proportion of

income saved.
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FIGURE 3




From figure (3), increase in S shifts the

saving function upwards, establishing a new equili-

A IN '
brium at B. At B since *K - 0, L = n, K = n and
N ;
Y (). The increase in S does not in the long-run

change n. However, between A and B, K/K > n but in
the long-run balanced growth rate is n, but with

higher Kk and Y.

In conclusion, the neo-classical model asserts
that (a) in the long-run,

‘K/K « 1. YN =L LA =n

(b) the economy invarijably tends to a balanced growth

because of the an inherent self-correcting mechanism:

(¢) vy, k and C/L, S/L are all capital (K) in the

long—run;

(d) as saving(s) increases while income (Y) and
capital (K) also increase, there is no change in

the long=run rate ol growth.

The neo—classical growth models explain the
potential level of output, but absolutely say nothing
about the conditions of realisation. Examini ng the
assumptions on which the theory is built, there is
a suggestion that the conclusions are ﬁuite removed

J'{rom the concrete and actual conditions of the
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capitalist economv. Production is treated as a
techno—economic process leading to the creation of
use=value without showing the underl}fng socio-
economic relations. It follows that production does
not (I(:'|.u'l|ll on the use of production function but
rather a mere expression of qualitative relations
between input and output. Moreover, :'upilitl in the
model 1= non-specific in the sense that they can be
combined with any number of workers to perform a
particular tase. This implies a conception of malle-
able capital which can be transfered costlessly and
instantenously from operation at one level of
capital-labour ratio to any other.. Particularly,
since capital can be moulded from one form to another,
the expectations of entrepreneurs need never he
incorrect, theyv can change a ‘mistaken' investment
in capital into the appropriate capital good. The
assumption of malleability of capital relates to
the degree of substitutability of capital for labour
however, the model does not believe that real capital
goods are malleable in this manner. It is a possible
fruitful assumption emploved in specifving the model
of the process of gowth. While it may scem reasonable
Lo assume some possibility for substituting labour

for capital, the malleability assumption appears to
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omit some of the central difficulties of a real

growing economy in which mistakes are made, éxpecta-
. . - . @ -, -

tion= unrealised and the specific given capital

<toch 1= o con=traint on the short and medium—term

growth possibilities.

e mod®4* implies that in the long-run, the
rate of growth of an economy is independent of the
propensity to save and hence an independent invest-
ment function is not included in their model. In the
absence of an investment function, investors' expec-
tations play no role in determining the growth of
the economy. Also, the assumption of malleable
capital implies that expectations can never be disap-
pointed, markets are perfect, and prices of goods
and factors accurately transmit the correct informa-
tion as to the relative scarcities. The relative
prices of capital and labour change instantenously
Lo the new equilibrium prices following a change ‘in

any constant in the model.

However, the Marxian theory of capitalist
veproduction which is broader than the theory of
growth, shows that any mode ol production develops

in consequence of the operation and interaction of
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two set df factors; technico-econbmic factors which
are determined by the level of development of produc-
tive Torces and the pace of economic.growth; and
socio-economic factors which spring from the nature
ol property relations and the class structure in
the society. Both factors are relatively indepen-
dent and yet they determine each other, with the
socio=~economic factor being the most crucial in
asserting the fundamental historical trends of deve-
lopment. Based on this broad framework, economic
growth is considered in two contexts: as the growth'
of the basic¢ indicators of social product and conse-—
guent changes in macro-economic indicators and
technico-economic interconnections; and as change in
social institutions and the relations of production
signifying the transition from one social structure
to another or adaptation of the relations of produc-

tion within the framework of one and the same mode

of production.

The Marxian theory considers the process of
economic growth as a unity with its technico-
economic aspects, but priority is given to the
analysis of socio—economic factors and historical

trends in the development of the capitalist mode of
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produclion. Tq understand the hjstoricul.tronﬂ of
developmient, a study of the evolution of its produc-
Lion process through time must be undertaken.
_According to Marx, the gross output of an
economy is composed of three elements: the variable
capital V; the constént capital C; and the ¢onsump-
tion of the intermediate goods employed in the
production process. Thé constant capitala C, refers
to the portion of the economy’s capital stock
because "it adds no more to the value of output than
it loses in production, new value added being due to

the labour power purchased by variable capital".3 ’

Lastly, there is the surplus value, S, which is
equal to the absolute amount of profit which arises
because the worker gets just his subsistence wage
and not the entire value of his marginal product in
such wages. With this postulates, Marx's production

taunciion is wriltlen as:

Y = (q1 + qZ)L + kK #nN ... ......1
where qlL -~ variable capital, Vy
qu - surplﬁs value, and
(kK = nN) éorresponds to constant capital, C

which is treated as a single quantity, hence the

production function can be rewritten by comhining

3. Adelman, 1. Theories of Fconomic Growth and
Development, Stanford University Press, California,
1961, Page 90, '
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the raw material and equipment components of the
production function into one index K so that we
Jhave:
Y = (gt + a®) L+ kKl .
1

o .
(g, g7, k1) are not fixed over time, they

change as the relations of production.

Since Marx does not explicitly discuss the coeffi-
cients of production, there is no indication that

he considered them individually to depend upon other
variables in the system.l Therefore, the following
equations can be derived;

R (]1 ) q1(S) -a-.oc--ono.o.o-p_-.o-.--3

a2
qzzq-‘(s) D.-J.Dlotaioobn-9900004.4

b oklNsy Ll A

k
Consequently, the rate of expansion of output becomes,
e - /gls) = ¢2(8)7 aLsat « K(s) axlsat .
Loatq' o q%yzas v kb oaklzas7asszae L6
To determine the time path of the economy’s rate of
produttion, Lhe development ot the relations of
produrtion as well as progress through time, the
amount of labour cmployed and of the equipment and
raw material used up are considered. , Improvement
in production technigques arce regulated by the gross
rate of capitat formation. We therefore have the

proposition that
i

Do o
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AS5/dt = Z(XI) .. eiirirneencceannsncnaa?

‘where I -~ gross investment.

Marx also implied that the rate of change of
the relations of production is an increasing function
of the amount of gross investment, di/di>0. He
believed that techniques of production become more
capital intensive through time and to this effect}
he used the ratio of constant to variable capital
C/V, which he refered to as the 'organic composition
of capital', an increasing function of the rate of
capital formation. He deduced this tendency towaras'
a rise in the ‘organic composition of capital
without directly analysing the course of either
interest rates or the wage rates. So that the rate
of change of C/V depends solely on the rate of

change of technology which also depends on the rate

of capital formation.

The rate of increase in the variable capital
stock regulates the demand for labour, while the
supply labour is abﬁndant and exogenously deter-
mined.

. . 1, 2
Equﬂtlng E)/V :q/_q_..aco-----o-cuioos
that is the rate of exploitation of labour both of

which are fixed. So that when q1 is fixed and
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increase in the demand for labour moves in same
proportion as the increase in variable capital. Thus,

TR L €3 U -3
It dgl/at = 0, then the demand for labour
increasés proportionally with variable capital. Suchy
increase occur if either the proguctivity of labour
increases, with the rate of exploitation remaining
the same or the rate of exploitation increases with
productivity remaiﬁing unchanged. Thus, Marx believed
that both the rate of exploitation and productivity
.rise secularly, so that an increase in q1 would take
place then the demand for labour would rise more
slowly than the variable capital. The demand for

labour function is then expressed as
o1 : 1 1
aL/dt = g-(av/at) - V aq /at /(g )2......10

Similarly, his views on the technical relation-
ship involved in production imply that the labour-
~capitai ratio depends only on the gross investment,
sipce from equagion 9 vafiable capital is defined

Tas

Kl :C/kl(S) ......-.-.--a--rnott.lii

-if both variable and constant capital equa-

tions are intergrated, we find
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LK - q(s) K8/ C/V ...... .12
50 that
C/V = n = n(I,-dI/dt, d2l/dt2.....t) ....13
The coefficienté of production are all functions
of T and its time derivates I{t), therefore deter=
mineg not only the coefficients of production and
the organi¢ composition of capital, but also the
capital-labour ratio at any point in time. However,
additional restriction is placed on the function
n(1, dI/dt, a21/dt......t) in the model, that
variable capital grows at the same rate as total

capital during the first stage of accumulation.

We have seen that the demand for capital is
regulated by the rate of capital accumelation and
that there is always excess supply of labour with
the demand for labour'determining the acgtual amount
of labour employed in production., If equation 10
is substituted inte equation 6 and we use 7 in its
intergrated form to eliminate S and dS/dt from the
equation. Thus dL/dt can be expressed in terms of

k! and I(t), the equation is written as

L4

av/at - h1 (k' aklszat, 1, aI/at, a21/dt2.... t)..14
Consequently, by definition, gross investment

consists of net capital formation and depreciation

. (D) that is
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T = dKL/@t + Duvieeeennenecaoncansesseonanesi1h

Depreciation is assumed to be an increasing
function of the size of the capital stock alone so
that equation 15 becomes

1 =arktzat + DKL) eeenennnon.... ceressasaslB

substituting 16 into 14 we get -

dyzdt = n* (KL, akl/at, aszkl/at2, ... t)...17

It is apparent from the above that the clue to
economic growth in Marx's model lies in the rate of
capital accumulation. Hence, the limits to output
expansion are solely dependent on the growth of
productive capacity. But the rate of capital accu-
mulation itself depends upon the distribution of
income among wage earners and profit takers. In
conclusion, a Marxian economy is uniquely determined
by the conditions of the system and its structural
parameters. Once the economy has started, its
course is fixed, hence future development will
proceed on a predictable path. But over time, as the
economy's capital stock and the level of output
expands, the distribution of income will become more
and more skewed between workers and capitalists.
Also, with decline in the rate of profit, competition
is generated amongst capitalists, cyclical fluctua-

tions become increasingly severe so that structural
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maladjustment in the economy increases until the
system collapses.

From the theoretical viewpoint, Marx's conclu-
sion that an increase in the organic composition of
capital leads to a deélining rate of prqofit creats
some doubts. This is hecause any increase in the
organic composition of capital implies not only an
increase in the productivity of labour, but changes
in technology. These effects tend to counteract the p
pressures pushing the rate of profit downward. In
this case, the rate of profit does not fall because
as the'organic composition of capital rises, compe-
tition among capitalists may not intensify capital
accumulation, and innovations need not be hasically
labour-displacing. As a result the share of wages

in total output may not decline.

Secondly, Marx made a logical error pertaining
to industrial growth. Though external economies may
lead to growth in the size of a firm, it does not
necessarily imply an increase in the degree of
:concenfration of industry. So in a growing economy,
the size of the industry keeps pace with the growth
in the size of the efficient firm. But the share

of wages in national income need not drop, neither
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must the share of consumption. Marx's conclusion
that cyclical fluctuations become increasingly severe
does not also appear to Stém from his hyﬁofheses.
Felman's model algo attempted to resolve the
problems set out by the Keynesian theorifts. The

basic assumptions of the model are:

(a) The economy is divided into two sectors viz:
capital goods and consumer goods sectors, where
capital used in both sectors are specific; U of
current capital (K) is used in séctor 1, thus (1 - U)

in sector 2

(b) The production function is fixed coefficients
in hoth sectors, that is:

Y1

I}

Min /K1/V1, L1/U1/

Y2 = Min /K2/v2, Lesuz/

K is the only constraint to growth for it is assumed
that labour is available in any quantity and compo-
sition. Thus, the production function is

Y1 = K1/V1 and

Y2 = K2/V2,

(c) No depreciationy
(d) The economy is closed and K cannot be imported;

(e) Production of capital goods and consumer goods

are independent.
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Based on these five assumptions,“the total

volume of capital good is
1 Y h1/¥1 and
l B 1 /\ l ‘-t.,-\:q.;’

bhut *K1 - U1 that is the rate of change of capital
stock is proportional to capital goods allocated to
the sector. Hence,

I - 1/V1 Ul or I/T = U/Vo e i iiieneneeens.18B
FKquation 18 indicates that the rate of growth of
investment is equal to the ratio of U and capital-
output ratio. Specifically, it is directly related
to U but inversely so, to U1. To find out

*Y/Y ‘and *C/C from assumption (b),

C o= Y2 = K2/V2ueuienarnennenennesnsnnennenald

~and

*C *Yz:*K2/*V2..-.-.---..-...---...--..20-‘

1l

il

K,

0 3 N g - &
substituting the above into equation (20), then

dividing by C, we have
*C/C = 1 = U/V2 o T/C, i iinerarnorinannasa22

Equation (22) shows that C/C depends on the rate of

growth of I,

Felman made two propositions viz.

(1) *C/C<I/1 in the short-run, but in the long-run,
*C/C = *1/1 = U/V1;
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(2) *Y/Y4:*IXI in the short-run, but in the long-run
®/Y = M1/, '

He then concluded that an increase in U would increase

*I/1, */C and iE'Yl’/Y. Using simulation models, he

was able to show that the higher the value of U, the

higher the rate of growth of C and Y in the long=-run.

Felman's model is not without flaws; again,
they emanate from the underlying asumptions of the
model which have special implications for its appli-
cability in a growing economy. The assumption of )
a closed economy where capital cannot be imported
pertinently implies that if the model is used to
analyse growth in an LDC, it will only mystify
reality., This is because 1LDCs do not only depend
on developed countries for almost everything but

specifically capital in terms of funds and equipment.

The models discussed thus far, place great
emphasis on the price mechanism which is assumed to
eguilibrate potential disequilibrium in the economy
every time. Despite the rigidities of these models
and inefficiency of the price mechanism, an alloca-
tion model developed by.an Indian statistician,
Mahalanobis provides a basic rationale for inter-

sectoral development choice for LDCS. A choice

w
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which is émphatically based on the cépital goods
sector.

~ The Mahalanobis model though not exactly a
growth model, is an allocational model developed
between1952 and 1953. The model is based on the
variables of national income and investment. The
model shares the Harrod-Domar model's assumption

that output is a function of capital only but moreso,
it is essentially equivalent to Feldman's growth
model. The Mahalanohis variant is a formalization

of ideas current in India at that time, and it se;ved
as an under pinning for the early Sfyear plan; 1951~
1956. The model established sectoral targets for the
plan and implementation proposals, which have influe-
nced Indian economic pelicy as interpreted by the

"La‘ ¥
emphasis on.the capital goods industry,

Mahalanobis divides the economy into two sectors
viz: the proportion of net investment used in the
capital goods sector, Bk’ and the proportion of net

invesiment used in the consumer goods sector, B .

C

ThUS= Bk+Bc=1. I-t--......t.............’l

Furthermore, net Investment (I) is divided into

two parts, the part BkIt to increase the productive
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capacity of the capital goods sector and BcIt of
the consumer goods sector, In this manner

It = BkIt + BCIt
Takingafk andaqc as the output-capital ratios of the
capital goods sectér and the consumer goods sector

respectively and as the total productivity coeffi-

cient, the latter can be represented as

A -ocB

ikt OB, o
Bk +'Bc
"Since
Bk + Bc = 1

therefore &x = d\—k Bk + O%B

.l..'.'.’.......s

The Income identity equation for the entire

economy is

Yt = It + Ct samE B ETARE ..---.o--...4

When national income changes, investment and
consunption also change. The change in investment
depends upon the previous year's investment I(t-l)
and so dies Consumption C(t-l)' As such the increase
in Investment and Consumption in period t, is relat®d
to the linking up of productive capacity of invest-

ment and the output-capital ratio. The investment
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growth path is determined by the productive capacity
of investment in the capital goods sector (BkIt)

and its output-capital ratio Gtk), so that

Itq It—l —(Iq.Bka(k)... ......... R

Similarly for the consumer goods sector the

consumption growth path is given as

Ce = €4 G4y = B, Cg

So that the growth path of income for the whole
economy on the basis of equation (4 ) is

BYt = BIt + BCt
OR .

Yt-Y0 = (It—10)+(Ct—CO) ......... sessasee 7

The model possesses great usefullness for
development planning. But it has its limitations.
One of such weakness is the assumption of an
arbitrary value of Bk = %u He does not give any
reason for this and simply says that "it would not
be possible to go beyond this value under present

conditions".4

The assumption of Bk 1/3 or 33%

of the cost of capital would not help planners in

4. Cited in Thinga M.L., The Economics of Develop-
ment and Planning, 13th Revised kdition, Vikas
Publishing House PVT Ltd., India, 1975, Page
237.
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arriving at solutions for the optimum allocation of

investments to the different sectors of the economy.'

Secondly, the technique is not applicable to
an open economy, since the model assumes that there
is no foreign sector. Thus, the impact of foreign

trade on the variables in the model are not examined.

Thirdly, Mahalanobis's model fails to link up
investment decisions with the rates of saviﬁg
required for capital-~intensive techniques of produc-—
tion. |

Lastly the dichotomy into sectors completely
ignores intermediate goods, yet these make up the
bulk of manufacturing output even in less indus-
trialised economies. Also, most sectors produce at
.least two types of goods. For example, the motor

vehicle industry produces replacement parts
(intermediate goods), vehicles as capital and
consumer goods. Thus, this diversity into to boxes

called capital and consumption is unnecessary.

However, there is a particular merit of ihe
Mahalanobis model that puts the question of a
decisive intersectoral development technique to the
.?forefront especially for LDCs. Still for this study,'

Ld

it's applicability is limited by the fact that it



ic extremely difficult to isolate the capital-
consumption goods sectors in the new issues statis-
tics of the NSE at any reasonable level of disag-
gregation.

Inspite of the flaws in the growth models
reviéwed, their analyses of economic growth and
development constitute a tremendous contribution
to economic theory. However, mainstream economic
theory is of limited relevance for understanding
the characteristiic features of ecoﬁomic growth in
LDCs. This is as a result of the peculiarity of
underdevelopment and problems attendant upon it.
Consequently, we notice that policy options are
directed towards iﬁcreasing savings and purchase of
capital equipment — a situation that has encouraged
price distortions favouring imported goods thus
killing domestic initiative to mobilise domestic
resources for capital accumulation.5 This situa-
tion has also encouraged the expropriation of the
limited resources from LDCs to the metropolis thus
widening and maintaining the gap between the

developed countries (DCs) and LDCs.

5. Yotopoulous, P.A and Nugent, J.B. Economics of

Development: Empirical Investigations, Harper
and Row Publishers, New York, 1976, Page 12.
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Though the emphasis on capital formation has
generated controversies, the theories stress that
it exerts a strategic influence on the path and
pace of economic growth, However, any policy option
for mobilising domestic resources for economic
growth must be based on the principle of combina-
tions and interactions. This principle'is hased

on an intergrated programme that works on a care-

fully selected combinations of factors simultenously

guided by internal needs. Consequently, economic
growth process of Nigeria must be engineered by
internally harnessing resources for faster rate of
growth., It is in this light that the development
of the capital market is considered important,
especially for the mobilisalion of long-term
investible funds, the utilisation of which has

implicit role in capital accumilation and economic

"growth.

2.3 The Need to Mobilise Internal Resources
Through the Development of Capital Markets

While the problem of stimulating economic growth

in LDCs is one which ig constantly in the forefront

of contemporary pelitical and economic discussion,
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the tquestion of financing such development thrdugh-
foreign investment has received an equally great
attention. However, relatively very_ little has
been done by way of examining the possibilities of
designing financial institutions that would maximise

the contribution of domestic financial resources in

T,

Lol

the development process. Ah analysis of a financial
institufion where large sums of investible funds can
be mobiliged becomes imperative. The institution
that readily comes to mind is the-Stock Exchange,
which is the apex institution of any capital market,
The need to encourage its development has occupied

the main treatises of various studies,

Edward Nevin,6 made some contribution towards
filling this gap. He investigated in general terms
the ways in which existing arrangements in the
spheres of currency, central and commercial banking,
1énding institutions and capital markets may he
modified so0 as to make their contribution greater

to growth in the LDCs,

6. Nevin, E, Capital Funds in Underdeveloped
Countries, Macmillan and Company, 1963, Page B8O.
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He noted that because of the importance of '
liquidity in the allocation of savings, the creation
and encouragement of rudimentary markets in long and
short—term loans within the LDCs is a task of first
importance. Accérdingly, at first sight, it might
appear extravagant and inappropriate for a badly
under-~developed country to indulge in the luxury of”’
creating stock exchanges and comparable institutions;
but in fact, such a policy might even prove essen-
tial to the success of other measures of development.
He noted that qnlesé local investors are able to
secure the kind of investment which they are seeking,
capital will continue to be diverted out of the
country or inappropriétely used within it. Only
when the available capital has been channeled in the
iright direction will the maximum rate of growth and
development become possible. Growth as he cited,
often depentds more on where and how capital is

—

invested than on the absolute guantity of savings.’

7. Cochran, T,C 'The Entrepreneur in American
Capital formation’, Capital Formation and
Economic Growth, N.B.E.R, Princeton, 1956,
Page 372, quoted in Nevin, E Op.Cit. Page 89.
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Hence, the development of capital markets may be a
neceSsary prerequisite for agricultural and indus-
tridl development, not as a result of it.8 Bf .
ensuring that assets of a proper kind and reasonable
degree of liquidity are available te local investors,
the authorities will not merely encourage the direc-
tion of the internal flow of savings to the most
important qufﬁ the rate of saving itself may well
be stimulated in time by the knowledge that attrac-

tive, sale and lucrative outlets exist for the

employment of savings.

The use and éncouragement of local private
assets is no doubt the ideal from many points of
view. Nevertheless, the fact remains that such
instruments may not be forthcoming in sufficient
quantities to establish an active market, or may not
prove acceptable to the potential suppliers of
funds (long and short term). In many cases, a
leading role is played by government and its fore-
most agent - the central bank. Only a governmental
institution has both the resources and the respnsi-
~bility for. sholdering the risks implicit in increa-

sing the liquidity of investment within the economy.

8. Birnbaun, E.A 'The cost of a Foreign Currency
as the Circulating Medium, 1 .M.} Staff Papers,
Vol. V, No,3, February 1957, Page 480, quoted
in Nevein, E Op. Cit. Page 89. '
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There is a parallel need, therefore, for LDCg
to establish®es-market in which public and private
securities éan be regularly traded af prices which
do not fluctuate between wild extremes from week to
week, even if the market initially take a very
rudimentary form, Nevin further pointed out that it
will be absurd to suggest that anything as sophisti-
cated as the Stock Exchanges of London or New York
coult be established within the forseeable future
in any of the LDCs, On the other hand, it-is
unlikely that anything as refined and complex as
this is at all necessary in the environment of such
countries. He stressed that the institutional frame-
work within which such markets can be created and,
deveioped in any particular economy will by no means
be necessarily modelled on the particular institu-
tional arrangements to be found in the old establi-
shed markets of London and New York. 'The speciali-
sation familiar in London or elsewhere may very
well prove to be neither practicable nor particularly
desirable for the completely different environment
of an 1DC, |

In, summary, the economic development of LDCs

does not rest upon the rate of capital formation
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alone; the rate of capital fbrmation in turn does
not rest on the flow of finance alone. In the words
of United Nations report, “good financial organisa-
tion cannot by‘itself produce development; bad
financial organisation can hamper it.9 The flow of
credit in adequate -and desirable amounts and in a
logical pattern of distribution is ogiy one of the
many links between, on the one hand, growth and
development in the economy, and on the other hand,
the activities of individual private citizens. .A%
with any chain, a particular link in the chain of
economic relationship cannot be neglected if a
country's state of underdevelopment is to be lifted
to ultimately a high and expanding level of output
through which welfare is raised to the highest level
attainable, with the human and material resources °

with which it is endowned.

10 showed‘in his work that

Raymond W. Goldsmith
there is a statistical relation between economic
growth and financial development. Using long histo-
rical time series data, some for about a hundred

years and covering major industrial countries, he

9. United Nations, Domestic Financing of Economic
Development, New-York, 1950, Page 1, quoted in
Nevin, E Op, Cit. Page 101.

{0, Vai U,T Economic¢ Essavs on Developing Countries
51 jthoff and Noordhoff, Alpen aan den Rijn,
The Netherlands 198C, fh3a293. .
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showed that there is a good correlavion between
financial structure and economic development. His
study was however inductive in nature thus he was
unable to sh_-. in what manner and through what

time—paths the relationship occured.

Consequently, J.G Gurleyli filled the gap in
his study of the role of financial structures in
economic development. Using the chart which is
adapted from his article, "Financial Structures in
Developing Economies"”, different statistical rela-
tions between gross national product {CGNP) per
capita and financial ratios was postulated.
Expressing the financial ratios either as the ratio
of total financial assets to the physical or one

-relating financial assets to GNP, the relationship

overleaf was established:

11, Ibid Page 293.
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In the chart, the slope of path 1 is below
that of path 2, which is also below paths 3 and 4.
This implied“ihat there is less reliance on the
financial technigue for promoting economic growth
in path 1 than in the other paths, depending on the
naturc of the economy.

The statistical relationship can oniy emerge
when an economy has broken out of the threshold
level as indicated by the eclipse from which the
various paths originate. This means that the
creation of financial structures in the LDC which
is below the threshold level will not necessarily
lead to additional economic growth. However, when
a country is already'on a given financial path, one
could count on a predictable relationship between

financial structure and economic growth,

According to Gurley, a country on a given
financial path can only switch to another path if
the use of other techniques of mobilising Savings
and channelling them into investmeht (like the use
of centralisation techniques), is modified and

authorities make greater use of the market machanism.

In both Gurley and Goldsmith's studies, there

is no clear-cut explanation as to whether it is the
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financial structures which cause econoq}c growth
or whether financial institutions are established
as a result of economic development.

However, U Tun wail? in his article, 'Role of
Financial Markets in Development', indicated that v
financial markets can play an important role in
economic development rhough the mobilisation of
investible funds into investments. According to
him, the degree to which policy makers should make
further use of these markets depends in part on the
efficiency of other methods of collecting savings
and financing investment namely centralisation of
investment decisions, use of fiscal ﬁeasures and
inflation. But in the case of a free enterprise
economy, he emphasised the need to rely more heavily

on the development of financial markets.

He noted further that though the financial
struéturé of the developed countries'are more
advanced, developing countries have made progress
iﬂ using finanéial markets which héve been supple-~
mented by other sources of finance such as internally
generated savings and the inflow of capital from

abroad. The inflow of capital from abroad is limited

12. lbid Page 291.
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most especially as growth aspirations increase
rapidly. Therefore, it is desirable that appro-
priate measures be adopted to increase the supply
of national savings which should be qtilised for
highest veilding projects through enlarged and more

effigient financial markets in LDCs.

In a joint study, Hugh T. Patrick and U Tun
huilz both showed that for the samplg of thirteen
(13) developing countries, new securities issues oOn
the average, {inanced about twenty-seven percent
(27%) of gru:: domestic investment during the period

P
1967-1971. Likewise, in relation to GNP, new
securities constituted about five percent (5%). This
compared reasonably with developed securities markets,
where the ratio of new issues to-GNP was about seven
percent (7%), though in some countries such as

Belgium, The Netherlands, and Switzerland the ratio

is as high as ten percent (10%).14

Ronald McKinnon15 in his work presented a
different approach from the conventional "stages of

growth" hypothesis or strategies, emphasising foreign

13. 1Ibid Page 295.
14, - Ibid Page 299.

15. McKinnon, R.I (ed), Money and Capital in Economic
Development, The Brookings Institution,

Washington 6.C, United States, 1973, Pages 3&4.
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aid, trade or regional association. Leaving these
aside, he breaks new ground by focusing on the use
of domestic capital markets to stimulate economic
development. He suggested a “hpotstrap" approach

in which successful development would depend largely
on policy choice made by national authorities in

the developing coﬁntries themselves, Central to

his theory is the freeing of domestic financial
markets to allow interest rates to reflect the true °
scarcity of capital in LDCs. His analysis leads to
a critique of the existing monetary theory and to a
new view of the relationship between monetary and
physical capital - a view with policy implications
for governments trying to overcome the vicious

circle of inflation and stagnation.

He examined the performance of South Korea,
Taiwan, Brazil and other LDCs, and suggested that
their success or failure has depended on the steps
taken in the monetary sector. He concluded that
monetary reforms should take precedence over other
development measures, such as tarrif and tax reform
or the encouragement of foreign capital investment.

Nathaniel Leff16 however identified that in

16. McKinnon, R.I (ed), Money and Finance in Economic
.Growth and Development, Essays in honour of
Edward 5. Shaw, Marcel Dekker inc. New York,:
1976, Page 78,
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many LDCs, most of the modern large-scale activity
in the private sector are characterised by a

special institutional feature. He called this
structure the "Group". The Group is a fultienter-
prise firm that draws its capital from sources
extending beyond a single nuclear family, for
example, from people linked by communal, tribal,
ethnic, or personal relations of trust and confi- ¢
dence. In addition, these Groups invest and produce
in several product markets rather than a single
product line. The largest Groups also have their
own banks. Groups in fact constitute a mechanism
for mobilising and pooling entrepreneurship and
technical expertise as well as capital in large-
scale, for modern activities. But most importantly,
Leff dealt with the important context in which
Groups perform the principal functions of a capital
market.

Thus, Leff, studied the structure, behaviour
and the implications for puﬁlic policy, of the
Groups, de facto capital market. From his findings,
he pointed out that the existence of the Groups,
tggether with the investment activities of govern-

ment and foreign investors, greatly reduce the
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allocational losses, increase savings, reduce distor-
tions and the cost of intermediation that would

occur if capital markets in the LDCs were infact

as deficient as is often alleged. The Groups, Leff
contends, are clearly similar in some aspects to

the large investment banks that played a prominent
capital market role in the industrialisation of
Japan and other "late-comer" countries in the Nine-
teenth century Europe.

In evaluating the allocational efficiency of
the capital markets, Leff described the alternative
against which a comparison is made. According to
him, the Group system is surely better.than having
no capital market at all. The most relevant stan-
dard for comparison is with the capital markets that
might be feasible within the conditions of the LDCs
themselves. The most serious defect of the Groups
which he raised, lies in the implications for
monopoly power in the product market, and hence on '
the distribution of income. And also by pre-empting
the field, the Groups may foreclose the possibili-
ties for the future evolution towards a pattern of

capital markets with broader public access.
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P.J. Drake17

_in an article "Securities Markets
in LDCs" written in 1977, examined the.extent to
which the promotion of securities market is relaQI
tively low in LDCs and that, the constraint on their
development, notably the shortage of local sources

of funds for equity investment, have been exagge-
rated by other writers. The large capital outflow
which ﬁave taken place in many LDCs despite exchange,
controls is indicative of the existence of potential
investible funds. He suggested the provision of a
variety of local securities as a potent way of
reversing this ou£10w and reducing the dependence of
_ LDCs on foreign loans., He emphasised tﬁat the supply
of local securities by private firms is crucially )
affected by the terms of access of firms to bank

credit. He suggested that increases in interest

rates on loans would encourage the issue of securities.

Research on the Nigerian Stock Exchange is
limited if not virtually non-existent. Most works
done in the area, focus on the efficiency of the

the market while a lot of articles of mainly

17. Drake, P.J. 'Securities Markets in Less Developed
Countries', cited in Ayre, P.C.I (ed.) Finance
and Development, Frank, Cass and Company Lid.,
New Jersey, United States, 1977, Page 73.
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descriptive category indicate its usefulness in the
economy. It follows then that its contﬁjbution to
economic development is taken for granted and as
such further and subsequent researches emphasised
efficiéncy. |

Osézeis in his study, analysed the nature and
performance of the market within the framework of
conditions necessary for its effective performapce.
The study looked at.the issﬁes of regulation and
intervention in the market, the thin and shallow
_nature of the market and factors responsible for this,
as well as the pricing mechanism which he related to ’
the theory of capital market efficiency. HKHe concluded

with propositions and directions for future action,

First, he provided some background to his study
with an overview of the NSE, He pointed out that
the market was incorporated in 1961 with all the
characteristics of any market. Alse, a council is
. responsible for policies, operation, quotations and
enforcement of the rules and regulations of the

market. The Stock'Exchange Council intervenes guite

18. Osaze, "The Nigerian Stock Market: A Performance
Analysis", A paper presented in a seminar
organised by the Department of Business Admini-
stration, Ahmadu Bello University Zaria, 1982.
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frequently to regulate prices and eliminate the
influence and activities of speculators. In conjunc-
tion with the council, the Nigerian Securities and
Exchange Commission (NSEC), act as a watchdog of the
capital market. The NSEC determines (a) the offer
prices, value, timing, and amount of shares and
debentures; (b) the tim];.ng and amount of any Su'pple--
mentary offer for sale and prices thereof; and (c)
such matters incidental or supplemenfary to tﬂe

foregoing as the NSEC may at its discretion determine.

Based on the efficient market hypothesis, Osaze
examined the‘gfficiency of the NSE. The hypothesis
defines an efficient market as one in which security
prices adjust rapidly to new and current information,
so that current stock prices fully reflect all
available information concerning the stock. Thus,
in an efficient market, information must be freely
available to rational profit-maximising investors.
Using Nigerian data of volume and value of transac-
tions, he showed that the market is far from being
efficient. Arguing that both variables have remained
very low because of the market's lack of depth, the
little or no trading and the few new public issues.

All these comound to explain the narrowness of the
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market. The prohibition of speculation is one other
factor responsible for the stagnancy of prices in
the market and it takes volume/deals to move prices

and ensure activity in the market. He established

emperically why the market is shallow.

First using the 165 secufities listed on the
NSE as at December 1982, with a total valne of ¥N4.9
billion of which ¥3.0 billion represented government
stocks. The annual turnover on the market was ¥430,0
million, barely 9% of the tbtal market capitalisation.
He concluded that it is this 10w-tufnover that has
Pegn responsible tor the market's lethargic state

since its establishment,

Though gdvernment stock dominate the market in
terms of value while equities occupy a dominant
position in terms of the total number of bargains
struck, it appeared that there is an inverse rela-
tionship between number and total value of transac;
tions in the market. This clearly confirmed the

shal¥owness of the market, especially for equities.

Another major factor that he used to butress
his argument is the Trustees Investnment Act of 1962
which specifies the structure of most portfolios in

Nigeria, especially insurance company portfolio.

-
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0jo, Ade19 in his study critically reviewed
the need to foster the development of financial
markets. He presented a rationale and an examina-
tion of the prospects for fostering the development
of financial markets in a developing country. Three

basic questions were raised:

(1) The extent to which the efforis being made to
develop certain special money and capital market

instituions in LDCs are justified.

(2) What LDCs can learn and how they can benefit

from the financial experience of advanced countries;

(3) If the preéence of such a special institution
as a stock exchange is really essential in making
the financial sector adequate to promote economic
development.

He begins with an observation that the LDCs
are aware of the poténtial role the financial sector
can play in their efforts to promote economic
development; but what seems to be the major problem
confronting them is that they do not know exactly

what financial technology to adopt or how to combing

alternative techniques and what policy to pursue to

19.

Ojo, A, The Nigerian Financial S i i
_ ci ystem, Universit
of Wales Press, London, 1976, Page 7. Y
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make the fingggial sector play the desired role
adequately.’

The choice of a narrow but special established
institution would be useless when existing institu-
tions can organise a form of broad, non-orthodox
type of market among themselves to provide the formal
facilities for trading in financial assets. Secondly,
the more the banks and other financial institutions
can cope adequately with the tasks of providing the
needed financial facilities, the less the absence of

developing a special market is felt,

Thirdly, where banks and other financial insti-
tutions are active, dynamic and well adapted to the
requirements of a country, most of the non-basic
functions of financial markets would be rendered

unnecessary. 5S¢, in the LDCs the absence of

developed formal financial markets has been felt

mainly as a result of the inadequacy of banks and

other institutions in meeting their special needs
for development.
Hence, the arguments in favour of the need to

develop special money and-capital markets are now

weak. Accordingly, in LDCs the development of

financial markets should be forstered only where
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conditions make their efficiént functioning possible.
The developm;kg of special financial markets might
serve a.useful purpose in a developing economy where
they could influence the rate of growth by ensuring
that available capital is used iﬁ the most efficient
way in terms of chosen eriteria, and for influencing
the supply of capital itself by improving the payment
system and facilitating the develoPment of financial
institutions.

He further argued that one advantage of LDCs
being lafecomers is that they can benefit from a
more efficient financial technology that has evolved
in some developed countries without having to employ
first the less efficient ones employed earlier in
the latter. Using Britain és an example, where the
former outétanding importanbe of the stock exchange
is being challenged and its monopolistic operation
is being threatened to some extent by recenf develop~
ments in the financial system, for example, the ARIEL
system and the possibility of raising finance from

relatively cheaper alternative sources,

Thus, in view of the pressing need to allocate
available capital into hightly urgent uses and the

fact that the establishment of financial markets
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may actually lead to a diversion and wastage of
capital, many LDCs can only benefit in financial
development by looking at the hard-won experiences

of the advanced countries for the purpose of adapting
it creatively to their own development requirements

rather than tranSplantihg them.

Having formulated a framework from the foregoing,
he traced the developmént of the financial markets
in Nigeria. This development was prompted and
fostered by government initiative. Indicating that
before the stock exchange, there were less formal
market arrangements for the issue of securities for
sale and transfer. This dates back to 1946. He
undertook an evaluation of the stock.market by basi-
cally considering its expected purpose which is
prineipally that of supplying new equity capitél to
enterprises for expansion. In doing this, emphasis
was laid mainly on its significance jin promoting
economic development by examining the efficiency of
the market, and the importance of stocks for capital

formation in‘felation to other sources of finance.
'c

As regards an efficient market,'he observed
that the exchange lacked breadth in that it cannot

offer and absorb a wide variety of securities, both
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with regards to types and different issues. It also
lacks depth in that it cannot readily supply and
absorb sustained quahtities of the different securi-~

ties listed on it at currently quoted price,

Lastly, he examined the impact of new issues
on capital formation and concluded that it does not
appear that greater resources have been mobilised
and allocated for promoting development in a more
efficient and productive manner than would have been
the case without the exchange. Using data of new )
issues of government and private issues, and taking
the ratios of new issues to gross domestic fixed
capital formation, he vividly showed that the relative ‘
importance of the exchange has been very marginal as

a source of industrial finance.

.He pointed out the problems facing the stock
exchénge; These problems are mainlf to do with the
limited supply of securities on the one hand, and
'a-generally wéak and insufficient demand for them
on the other. Both the demand and supply conditions

reflect the underlying narrowness and other defi-

ciencies in the functioning of the market.
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Anothér étteﬁpt was made by Oiusegun Ayadizol
in 1984. The study covered 30 shares quoted on the
exchange between January 1977 and December 1980.

Usjng the Wallis Moore test, he found that the Randcm

Walk Hypothesis holds for the Nigerian sample.

From the foregoing, statistical. testis have
indicated that the NSE is efficient and its develop-
ment Xcontribution to economic development is

imperative.

" i

20. Ayadi, 0. 'The Kandom Walk H i
; ypothesis and the
Behaviour of Share Prices in Nigeria,' The
Nigerian Journal of Economic and Social Studies
Vol. 26, No.1 March 1984, Page 89. ’




Chapter 3

The Establishment of the Nigerian Stock
Exchange {NSE)

3.1 Introduction

" The existeﬁce and development of a stock exchange
which is the largest sector of a capital market in
terms of mohey value of securities that can be raised
and those outstanding cannat be underestimated. The
existénce.of-such a market even, at its rudimentary
stage is crucial in transmitting savings into inves-
tible funds for fixed investment. If this financial
transmission mechanism does not exist, the flow of
funds from every sectdr of the economy is impeded
thereby reducing gross nétional product below its
potential level. However, there are other financial
institutions whose role is also to mobidise and
channel savings from all sectors of the economy.

But the credit mechanism of these institutions such
as commercial banks only play a dominant role in the
structural reorganisation of the accumulation procesk.
As a result of their activities, the importance of
separate sectors of the economy at the stage of
mobilising private accumulation differ in many ways,

81
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from their place in the final phase of accumulation
correspondinéh{h the financing of capital investments.
Credit institutions largely determine the strategy

of economic development by their mobilisation and
effective utilisation of money assets. By advancing
loans to some industries and limiting credit to
others, they help raise the investment possibilities
of modern branches of the economy and influence the

character and rates of accumulation.

The structural shift that has taken place in
the country, the expansion of the whole market, the
growth of industrial production, and the increase
in commercial operations are accompanied with a
demand for loan capital. There is no doubt about‘
the credit gystem's effectiveness in accumulating
resources especially when the role of banks are
Judged by the place of deposits of credit institu-
tions in the composition of the total money supply.
There has been an expansion of credit operations as
evidenced by the increase in the proportion of bank
credits in the GDP. Hence, with the expansion of
credit relations, the significance of deposits in
the total money supply has increased. The bulk of
the accumulated resources has been in the form of

current accounts, for medium term and leng-term
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capital. This is-the weakest of the credit system
in Nigeria whose duty is to resolve the contradic-
tion between the growing need for capital investments
and the limited nature of the available, disposable
resources. The preponderance of demand deposits in
the structure of bank accounts restricts opportuni-
ties for long-term credits, for which a need is felt
in all sectors of the economy. Even a relatively
high level of development of the banking sector is
not enough evidence that they can be active in
financing capital investment. The decisive circum—
Stance is how fto raise long-term financial resources
for capital investments. It is in this light that

the NSE is relevant,

3.2 The Nigerian Capital Market - An Overview

The capital market is defined as an institution
'~ in which long-term financial instruments are traded..
This ‘encompasses various institutions but for tﬁe'
purpose of this research, the NSE constitutes the

apex institution of the capital market in Nigeria.

The development of the NSE was initiated and

prompted by the government, The immediate need

arose from; =

e
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(a) the need to finance growing budget deficits as
from 1958 (by the issue of financial instrumentsl;'
(b) ‘the deterioration of the balance of payment
position as from the latter part of the 1950s (the
desir; for the repatriation of funds from abroad);
(¢) the need to mobilise funds for development
finaﬁce after independence.1

However, this development actually dateé back
to 1946 when the first securities were floated.2
Though the institutional facilities for trade weré
absent until 1959 when the Central Bank of Nigeria
(CBN) was established. Tt henceforth ﬁrovided'the
facilities for trading in capital market instruments.
Subsequently, that year and 1960, gove;nment develop-
ment loan stock of ¥2.2 million and industrial loan
stock of Nigerian Cement Company worth X0.4 million3
were publicly offered. By'1961, the Lagos Stock
Exchange (now the NSE) was established for effective'

trade in long-term securities.

1. Ojo, A.T The Nigerian Financial System, University
of Wales Press, Scotland, 1976, Page 20.

2. TIbid, Page 20.

3. Nwankwo, G.0. The Nigerian Fiancial Svstem,
Macmillan Press, Hong-kong, 1980, Page 88.
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3.2:1 The Historical Development of the NSE

-

The Lagos Stock Exchange was incorporated in
1960 as a non-profit making organisation. It started
operation in 1961 with 9 equities, 6 government and

3 industrial securities respectively.

The objectives of the market as spelt out in

the memorandum of association are:

(a) the creation of an appropriate mechanism for

capital formation and efficient allocation of savings

among competing productive investment projects;

(b) a machinery for mobilising long~term funds for

industrial projects with long-term gestation periodsi

(c¢) maintenance of discipline ahd confidence in the

capital market;
(d) broadening the share ownership base of enterprises;

(e) providing the necessary liquidity mechanism for
investors through a formal market for debt and

equity securities;

(f) maintenance of fair equitable prices for securi-

ties: and

(g) to act as a leading indicator of economic

activity in the aggregate economy.
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The level of development of the NSE is hetter
understood within the context of its operations and

activities. These are examined in the next section.

3.2.2 Activities and Operation of the NSE

The NSE is a two-tier market, with three trading
floors located in Lagos, Kaduna, and Port-Harcourt
respectively, the second-tier arm of the market was
established in 1985 to énable increased participation
of small and medium scale indigenous enterprises
whose non-participation had hitherto been Based on
the stringent requirements of the first—tier.
Activities are carried out in the new issues (primary)

and the outstanding (secondary) markets.

The stock market is called an exchange because
it is a systematised and precisely definable focal
point for stock transactions. The main characterig-

tics of the exchange market are: -

(a) Prices are consecutively determined everyday

when sessions are held except on public holidays:

(b) There exists a fixed market where the parties

to the transactions can gather;

(¢) Trading is limited to outstanding listed stocks

which have met certain basic requirements;
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(d) In connection with the trading of the listed . |
stoéks, the system of a centralised market is

. adopted so that buy and sell orders converge on the
market and the trading is concluded based upon the

principles of competitive bidding; and -

(e) To ensure fairness in trading, the exchange
reserves the right to supervise the trading by
enacting appropriate regulations to guide stock- .

trading and to penalise any violation of its regu-

lations.

Generally speaking, stock prices are similaf
to commodity prices in that they are fermed in
accordance with the eiementary laws of demand and
supply curves that are important. In this respect,
stocks differ from ordinary commodities in that
the purchaser of stock does not expect to derive ’
any benefit from its direct consumption, Thus, it
becomes necessary to consider the value of stock
in a different way from other ordinary commodities.
A look at the physical aspects of the enterprise
such as the plant and equipment, then the net assets,
are in a sense the ligquidation value of the enter- )
prise, and as such are not necessarily the most

suitable measure of the value of stock in a geing

concern, Fundamentally, the important factor is
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how much profit the invested money realises in one
year, and this depends on the dividend rate. Thus,
the question of how much the yield will be becomes
an important factor in the supply and demand rela- -
tionship. This is the basie factor behind stock-
price formation. Since the yeild is dividend
divided by stock-price, it follows that that the

stock=-price is dividend divided by yeild.

It is also necessary to anticipate future~
dividend beyond the next accounting period, of which
earning power is highly influenced by economic
factors, especially by business trends. Consequently,
hahy indeterminate factors come into play to compli-.
cate the picture. Also, there are those investors
who, feeling that the earning power per share of
the company is more important, go beyond considera-
t{ons of yeild to base their investment decisions
on the price earning ratio. But the dependence on
yeilds does not seem to be a prominént feature on
the NSE, however, greater importanée is attached

to earning power of shares and price earning ratio.

3ince stock price is determined by the ﬁoint

-

of equilibrium between supply and demand, the

shifting of this balance results in an incessant
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adjusting of stock price in search of the ever-
changing new equilibrium,

To analyse the causes of stock-price fluctua-
tions, we consider the economic, non-economic and
market factors. One basis for the determination of
stock-pricesﬁiﬁ dividends, and dividends are strongly
influenced by the enterprise's earning power. There
is a correlation between corporate earnings and
dividends. Earning power is in turn strongly influe-
nced by changing economic trends which are related
to interest rates. In this way, the fundamental
factor in stock-price fluctuations lies in changes
in corporate earnings, which together with interest
rates and business trends contribute to making up

the economic factors influencing stock-price.

The next major determinants are non-economic
factors, including changes in political conditions,
such as wars or administrative changes.

-Market forces or internal forces of the market,
consisting the tone of the market and supply and
demand relations is cited as the third category
that influences the stock prices. The tone of the
market is a phenomenon of excessive expectations

which takes the form of over-estimating the intrinsic
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value of stock when stock price is high because of
business properity while under-estimating its value
at the time of a market decline. This explains the
underwriting of securities undertaken by stock-
brokers on the exchange market. While the relation-
ships of supply and demand are reflected directly

in the volume of transactions, there is also a
considerable effect from the actions of institutibnal
investors, and margin transactions. Although margin
transactions increase purchases when stock-price is
going up, once the price begins to decline, they

become a selling factor and accelerate price decline.

Thus, s®¢k-price fluctuations are influenced
by the mixture of a wide variety of factors, center-
ing upon the rational factors of dividends and
corporate earning power. The Nigerian Stock prices
with periods of recession intermittent, show the
economic tone of activities keeping with the economic
growth. The stock exchange price index could have
been the best indicator of aggregate economic
activity, but it is relatively still new (compiled
in 1984). However, using linear trend model for
stock prices of 20 different sectors of the first-

tier showed a general representation of the trend
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of price movement from 1976 to 1985, (see Appendix
I11). By using simple extrapolation models, the
long-run price movement pattern for stocks in the
19 sectors of the NSE was undertakenf The trend
showed that despite the short-run fluctuations in
economic activities over and within the years, stock
prices exhibited a clear-cut upward trend. This
upward trend however does conform with the reality,
except that the successive price increase is exag-
gerated. This conformity is explained by the
increasing value of stock prices within the period
under consideration despite fluctuations in business
activities and also under non-economic factors such
as changes in administration of the country. (see
figure 6). If the profitability of firms is used
as a criteria for investment, then increasing value
of stocks imply increasing earning per share and
hence upward movement of stock prices. As already
mentioned, investors are interested in the value of
shares and some sort of predictable upward trend'in
its prices. Conséhuenﬁly, if profitability is used
as the only criteria of investment ;n shares,
without the analysis of structural distortions

within the economy and the buffer provided by

4
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government to enhance industrial activities, then
the NSE is efficient in allocating resources. Avyadi ,
Samuels and Yacout in two different studies4
concluded that the NSE is efficient because they ’
found.the prices of stocks following a random-walk.
The Random-Walk Hypothesis simply states that an
exchange is efficient if the prices of stocks on a
particular day do not influence the prices on subse-
quent days. The hypothesis assumes away price :
memory. The efficiency of the market is an important
criteria necessary for the effective transmission

of savings into fixed investment. So in examining
the significance of the new issues of the NSE in
contributing to capital accumulation or investment,

the NSE is assumed to be cificient.

However, this assumption is based on the
behaviour of stock prices. A major study can be
nndertaken to measure the efficiency of the market
using adaptive models that will capture all the
determinants of stock prices. This does not imply

that the simple extrapolation method used is not

4. Ayadi, 0. "The Random-Walk Hypothesis and the
Behaviour of Share prices in Nigeria" in The
Nigerian Journal of Economic and Social Studies
Vol 26, No.1, March 1984, Page 58. g
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useful, but it is conceeded that the model-has an
inherent limitation of forecasting accuracy. Thus,
it is used in this study as a basis for making
causai long-range forecast of price movement
behaviour.

Aside from stock-price behaviour, the number
of issues on the exchange is an import;nt\criteria
for determining the impact or significance of the
market. The growth in the numher of securities
listed shows a tremendous increase from 1961, when
only 9 equities were listed on the exchange (6
governnent loan stock and 3 industrial loan stock).
These three types of securities have grown to 95,
57, and 28 respectively by the end of 1985 with one
equity on its second-tier. Figure 4 shows the

growth in the number of securities from 1976 to
1985.
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Though equities show a faster rate of growth than
the other two types of securitiés, it is however
important to note that such growth is a concomi tant
of investment policy of multinational corporations
and to a limited extent, the implementation of the
1972 and 1977 indigenisation decrees. As a rule,
multinational corporations operating subsidiaries’
in the country and elsewhere in developing countries
depend largely on domestic.resources for investwment
expansion, hence the number of equities of mostly
foreign dominated firms on the exchange'is-hardly
surprising. On the other hand, thé implementation
of the indigenisation decrees still preserves the
advantage of foreign investors over their Nigerian
counterpartshor pgrtners. This is because of the
40% block ownership of shares by foreign partners
in the affected firms. This is opposed to the
Nigerian 60% ownership which is however~3pread
between institutions, both private and public.

The higher percentage of indigenous share ownership
notwithstanding, decisions taken by foreign share~
holders still hold sway in management and produc-
tion structure. Nevertheless, the total number of

companies utilising the facilities of the NSE
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increased with the implementation of the indigenisa-
tion decrees. Out of the 1,106 affected companies,
78 complied, 59 of these sought quotations for the
first time.

Consequently, with the growth in the number of
equities and companies that are listed on the NSE,
private securities, both equities and industrial
loan stock dominated.

But in terms of value of transactions, govern-—
- ment sector takes the lead. The total value of
stock transactions is as important as the national
income, savings in financial institufions, or any
other major index of economic development. This is
s0 because trading volumes are strongly influenced
by economic trends which indicates the scale of
flow of funds in the market. In evaluating market

conditions by examining the trading volume, it is

noted that:

(a) it does not necessarily show the same trend as

the stock-price movement;

(b) it increases even when it is concentrated on
low=priced stocks (due to poor business performance
of companies and/or low interest rates paid on

government securities);
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(c) it presents an unrealistic picture when large-
- scale transactions by multinational corporations
and financial institutions such as commercial banks

are included.



FIGURE 5
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Figure 5 and 6 show the total value of govern-
men{fand private securities from 1976 to 1985, Tn
figure 3, the total value of government securities
show a wide margin of fluctuations which finds
explanation within the framework of the economic
conditions during that period. From 1976, it shows
a steadv gréath from ¥112 million to ¥258 million,
in 1979, aﬂd reached its peak of %504 million in
1980. After this point, fhere was a decline to
N326 million in 1981 and ¥207 million in 1982, its
lowest value. The sharp decline between 1981 and
1982 1ypifies the economic crisis of the Nigerian
economy. The dwindling national revenue coupled
with debt servicing, amortisation and regulated
interest rates, all account for the low ebb of

economic activity within the period.

Figure 6 shows the total value of private
‘securities, its upwafd trend however indicates a
contradiction in which low economic activity or
recession have no impact on the value of private
securities. This probably explains the profitabi-
lity of the private sector within the realm of
market distortions and imperfections. It is difficult

to explain how total value of prifate securities are
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not affected by the economic conditions. One
possible exp?ﬁhation is the investment incentives -
given by governmént such as tax concessions, subsi=-
dies, low cost of capital (low interest rates,
especially in favoured sections of production) and
tarrif structure. But on the whole the feal reasons
lie outside economic theory, here, non-economic
factors play an important role. Factors such as
consumer tastes and demand for ﬁroducts, attained
standards which consumers seek to maintain despite

increasing prices of products during recession,

But despité the low total value of private
'Sécurities, the highIValue of government securities
gives an indication that the issues of the NSE can
make a significant contribution to the rate of

capital accumulation and growth of the country.
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PIGURE 8

TOTAL VOLUME OF INDUSTRIAL SECURITIES TRA!NLSACTIONS ON
THE NSE, 1976 - 1985
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On the other hand, figures 7 and 8 show the
total volume of transactions of government and
private securities from 1976 t0'1985; while figure
9 shows the percentage number of transactions for
the same period. In figures 7 and 9, government
securities account for only 21.9% of the total volume
of transactions, while private securities account
for 78.1% of the total volume as figures 8 and 9 °
both show, Despite the high percentage of private
sccurities transactions), governmenl seccurities
account for 90.1% of totallmarket value, leaving

private securities with a marginal share of 0.9%.

The high total number of transactions of private
securities is explained by the hlock deals (large
purchases) and the earnings per share of the compa-
nies which is determined by the profitability of
the firms. While the high total value-of government
securities is explained by the mandatory purchasé_
imposed on government agencies such as ,the National
Provident Fund, by Income Tax Management Act of
1961, Trustees investment Act of 1962 and the
Insurance Act of 1876,

In general therefore, private securities

dominate the market in terms of. number and volume
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L]

of transactions while government securities accounf
for the highest total value on the market. " This
explains the quinance of government in the exchange
and hence he?ufole in providing liquidity for the

effectiveness of the market.

Based on the large value of securities on the
NSE, its role in contributing to economic growth

is examined in the next chapter.



Chapter 4 .

ECONOMETRIC TESTING OF NSE's
CONTRIBUTION TC ECONOMIC GROWTH

4.1 Introduction

From the preceeding chapter where we reviewed
the development of the NSE vis-a-vis its activities,
its possible role in contributing to economic growth
ié.envisaged. The immediate indication is the
large volume/value of securities and the role of the
NSE in channeling investible funds. The causal
relétionship need not be repeated since it has been
theoretically explaineﬂ in ihe appraised growth
models (see chahter 25. Each of the models emphasise
investment or the rate of capital accumulation as
the key determinants of the level of output and
economic growth,

However, because of the limitations and‘gPOSS
abstractions of the mainsteam growth models, their
applicability to our study is greatly impaired. The
assumpl ions of full employment of resources, closed
economy, cqﬁgfhncy of capital-~output ratio and
technoiogy among others, are inapplicable to our

case-study because:

107
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(a) a priori, we know that the assumption of full
employment of resources is out of the question for
most LDCs among which Nigeria certainly belongs.
‘Rather, what obtains is underexploitation and under-
utilisation of resources. Hence, an assumption of
fuli employment in a growth model for Nigeria would

greatly misSrepresent the reality;

{b) as Marx pointed out in his theory of capitalist
reproduction, the.capital—output ratio 5nd technology
cannot be assumed as constants since changes in
technology in itself is a requirement for increases
in the net investment. This then implies that the
capital-output ratio has to change to reflect the

dynamic nature of production.

Based on these limitafions, we opted for simple
macro—econometric medels which provides™ the nNecessary
framework for our analysis. First we tested the
simple investment multiplier model to see the
influence of changes in investment on output. Fromn
the estimates which is presented in section 4.4 of !
this chapter, we observed that investment is a
significant determinant of output using both the

t-test and the adjusted correlation coeeficient

measure,
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The sign of the estimated parameter which is
positive conforms to the specification of the model.
The magnitude of the multiplier 0.51, which is less y
than upity hardly make any econemic sense. However,
when we analysed the structure of the Nigerian
economy, reasons were advanced to explain the very

insignificant multiplier effect.

Given the dependent structure of the Nigerian
economy, investment, defined as gross capital forma-
tion, is of necessity achieved through the importa-
tion of the relevant capital stock from developed
economies. Such importations constitute a leakage
out of the Nigerian economy. When over-inveicing
and transfer pricing fhat accompany such transac-
tions are considered, it is hardly suprising that
the impact of investment is 30 marginal. This is
because when eventuallf plants are installed, they
afé usually reconditioned machines whose productivity
is much lower than expected. Even when the machines
are not obsolete, écarcity of raw materials, spare~-

. parts, technicians reduce the capacity utilisation1

1. Capaci?y utilisation is a key domestic variable
in production. By the beginning of 1986 for example
capacity utilisation in the Nigerian economy was ’
down by more than 60%. Based on this, the 1986
budget aimed at raising it to a 50% level. This
expectation was not realised. Also the 1987 bud

_ : et
the capacity utilisation was below 40%, 5
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of such machines. In effect, their contribution-
to éutput is not as large as it ought to be.

In spite of the structural problems of the
economy as highlighted above, the importance of
investment in generating growth in output is unques.. .
tionable. The question that is raised concerns the
need.to restructure the economy to ensure that self-
prapelling or selfésustaining stimujus to growth

are located within the economy.

Having oﬁserved the importance of investment
in stimulatyag_growth, the logical focus is the
anslysis of the determinants of investment. For
the purpose of this study, the simple acceleerator
model is considered first. This is followed by a
consideration of the importance of private and
government issues (Mp and Mg respectively),
domestic institutionalised savings and net foreign

capital inflow as determinants of investment.

The estimate of the simple accelerator model

is presented below, showing investment as depending

on the changes in output.

I = 3271.5 + 1.713 Yt
S.E. (1583.57) (1.3163)
t-ratios (2.065) (1.312)
R2 1.2 0.043_

D.W 0.485
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The estimate of the model show that no such rela-
tionship exist. This is implied from the insigni-
ficance of the change in output coefficient of
1.713 and the very low R2 of 0,043, The results
of the model simply explains the inherent limita-

tions of the accelerator model.

IThe model haé beén criticised of, émong other
things, assuming full-capacity utilisation which is
evidently not true about the Nigerian economy., A
similar contention can be made pertaining to the
assumption of automatic adjustment which does not
seem to apply in the casé of Nigeria since capital
is imported. But most importantly, the conception
that changes in output is determined by investment
is inapplicable as has been shown elsewhere in the
study. Thus, any increase in output can be easily

achieved by expanding capacity ntilisation.

Though several investment theories have been '
postulated, we did not test them since it is beyond
the scope of this work. However, we established
that private~government issues are important in the
growth process of Nigeria. This implies by exten-
sion that the NSE is significant in contributing
to economic growth. For this purpose, simple

econometric models are formulated and tested.
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4.2 Nature and Sources of Data

4.2.1 Sources of Data

The data on the relevant variables used in
this study are time-series data and were obtained
from secondary sources - mainly from published
annual reports of the Central Bank of Nigeria
(CBN), the Nigerian Stock Exchange (NSE) and the

Federal Office of Statistics, Lagos.

Figures on gross domestic product (Yt}, tétal
new issues (Mt) and gross domestic fixed capital
formation (It) were obtained for a period of seven-
teen years (17yrs), 1966 to 1982, a duration
considered to meet statistical and econometric
criteria. Also, the period captures a series of
changes in the Nigerian economy and the NSE, It
should be noted that national accounts did not
iﬁclude the estimates fﬁr the former Eastern region
during the civil war period 1967 to 1970. (Annual
ahstract of statistics, 1973, Page 148). While
data on foreipgn capital inflow is for the duration
1970%t0 1982,

The data used did not need to be normalised

because they were in constant terms.
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4.2.8 Limitations of the Data

The most common impendiment with any research
in LDCs is the limited availability and reliability
of statistical data, In Nigeria, the major cons-
traints are the qualitative and quantitative
inadequacy osrrelevant data. The national accounts
statistics ﬁave conceptual problems and the incon-
sistent methods of compiling such time series data
constitute a major limitation. However, they still
provide the most convinient and authentic framework
in which the consistency of detailed policy deci-
sions is tested and also a framework for assessing
past performances 6f the economy. It is therefore
important to note that national accounts in this
study have been used for these same reasons to
portray the general stfucture of the Nigerian
.economy despite its short-comings. (For data used,

see Appendix III.)

4.2.3 Choice of Variables

Within the context of savings-investmente
economic growth, gross domestic capital formation
is considered to be gross investment (It), while

its determinants are domestic institqtionalised
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savings (St), new issues (Mt) and net foreign capital
inflow (Ft). All -other factors are held constant.
These determinants of (I) previde the linkage between
the rate of capital accumulation and growth. Also,
the influence the NSE exerts on economic growth.
Therefore the study is based on the hypothesis that
the development of the NSE in terms of raising value
of new issues of government and private sectors, has
a direct positive influence on the rate of capital_

-

accumulation and hence economic growth.

4.3 } Specification of the Models

4,3.1 Method and Procedure

The method used is the application of the
regression analysis to evaluate the relationship
between the development of the NSE and the process
of economic growth. The basic procedure in this
method includes model specification, estimation
and analysis of the results.

The general form of the models derive from
simple macro-economic phenomena of economic deve-
lopment in any’ecoﬁomy. Thus, the hypothetical

relationship between the variable of economic
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* growth, investment and the development of the NSE's
new issues as presented in the following mathema-
tical forms:

The Simple Investment Multiplier Model

Y = f(1)
where Y is the GDP at 1973 constant prices
I GDF CF
Given the postulate that I is a fraction of
economic growth, we hypothesise that theré exists
8. linear relationship between new issues and economic -
growth and the multiple regression equation is given

as
I = f(Mp M)
where MP - private new issues
MG government new issues

The model acertains the relative imﬁortance of each
--type of new issues. According to the signs and
magn{}udes 0of the parameter estimates. It is
expected that MG and MP will have a significart
relationship to economic growth, ' |

Alternative models were also used to determine
the relative importance of new issues vis-a=vis
domestic saviugs (8y) and net foreign capital inflow
(Ft). The first model specifies the relationship
between I, M, 5 while the second shows the

relationship between I and ¥,
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Consequently, the first multiple regression eguation

is represented as.-

I = f(M,8)
g s .
where M - total new issues
s - aggregate domestic savings

Then I as a function of F is represented by

the simple functional relationship between:
I = 1(F)

where F «net foreign capital inflow

All the models were estimated using the Orinary
Least Square (OLS} technique and the estimates were
obtained by the use of a Statistical Package for
Social Sciences (SPSS) computer package. This
approach has been found to provide a better insight
into the contribution of the NSE to the economic
growth process than the empirically grounded stud§

of the NSE usging ordinary ratios.

4.3.2 Estimation of the Models

The general forms of the estimated relationship

between I, M, S and F are expressed in the following

egquations:

Yt = %-‘. BiIt +Ut ‘....l..'....(1)
B1 >0 '
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1t = 4, + B1 Mgt + B2 Mpt +_Ut.........(2)
B1 and B2 > O o

It -o¢+ B1 Mt + B2 St + Ut..... caess(3)
B1 and B2 > 0

It: 4"0+ B1Ft,+ Ut.o.con.o~o'--(4)
B1 » O.

"o
where the Uts are the error terms in the egquations.

It should be noted that the above equations
have been derived from experimehtal approach to the
study. We started with fhe single variable equations,
some of whoé:v}esults were not encouraging as a
result of specification errors. Other variables
were tried out in a multi-variant equations and
their estimation proved to be begt among the results
obtained. Some of these results are shown in
appendix III. Consequently, only these four models
were estimated and found to have economic meaning.
The importance of the econometric experimentation
is to test the impact of the NSE on economic growth
through its role in increasing the rate of capital
accumulation,

The mathematical specifications gives us the
tools for evaluating the contribution of the NSE

to economic growth. It is however important to note
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that .the process of specifying any model is prdne.‘
Lo errors of specifications and thus the specifica-
tion of these models shoulé be considered no excep-
tion. It was expected that the results would
provide a basis for analysing policy implicétions
that could engender the éontribution of the NSE to
economic gro;?ﬁ. The results also provided a guide

for recommendations for increasing the performance

effectiveness of the NSE,

4.4 Evaluation and Interpretation of the Models

The evaluation of the estimated models are
based on a knowledge of statistics, economic and
econometric theories to validate the reliability
of the estimates. Statiscally, the t-ratio and the
R2 are used to test for the significance of the

parameter estimates and the goodness of fit of the

regression line. _ -

The econometric evaluation aims at investiga-
ting whethér the assumptioﬂs underlying the estima-
tion technique are satisfied or violated. In this
case, the Durbin-Watson (D-W) test is uéed'to test
for auto-correlation or serial correlation and also

to test the validity of the assumptions underlying
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the erfor term—Ufs. The sign and size of the
estimated coefficients were expected to conform to

a priori postulations, COnsequeﬁtly, it was expected
that the new issues. of the NSE would have a signi-
ficant impact on the rate of capital accumulation

and thus economic growth.

Estimates of the models are given below with
their t-ratiocs in parentheses. The computed Stan-
dard Error (SE), adjusted correlation coefficient
(R2), decomposed correlation coefficient (4R2),

F—test and the D-W test statistic are all given viz:

A ' ~
(i) Yt - B8B574.64 + 0.511 t.

S.E  (777.22) (0.117)

t-ratio (11.03) (4.34)

R21.2_ 0.53
F-test 18.83
-AR2 0.56

A . A A

(ii) It = 1425.3 +_ 102.85MP + 3.54Mgt

S.E (1165.3) (40.06 (4.95)
t-ratios (1.2) . (2.80) (0.716)
R21.25 0.52
F-test 9.63 .
AR2 0.198 0.361
D_w 1.85
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(iii) Tt - 251.64 + '3.721?1 t o+ 1.54§ t
S.E (651.14) (2.08) (0.213)
teratios (0.386) (1.80) (7.24)
R2 1,2,3 0.86
F-test 50.6
AR2  0.83 0.85
D-W 1.97 .

A ' A

(iv) It = 1784.9 + 4.6F t
S.E (1024.9 - (0.28)
t-ratios (1.74) (5.65) - v
R2 1,2 0.72
F-test 31.88
b R2 0.74
D-W not calculated

The first result presents the investment
multiplier, the estimate of the model is given over-
leaf.

The intercept coefficient of 8574.6 and the
investment coefficient of 0.31 are significant at
both 5 and 10 percentage level using the t-test.
This implies that a relationship exists between
investment (I} and output (Y), The positive valuse

n{.the investment coefficient implies that this
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relationship is direct. In other words, increase
in investment lead to.increaées iﬁ output and vice
‘versa. The degree of the relationship is given by
the R2 value of 0.53, which indicates that 53% of

variations in Y is explained by the variations in I.

From the estimates of the model, the significance
of 1 as a determipant of Y has been determined. |
However, the coefficient of 1 appears to be low,
the value of 0.51., This implies thét a Naira (¥N)
increase in I leads to a 51 Kobo increase in Y.

"This multiplier figure appears to contradict ecoﬁomic
theory, specifically, the multiplier concept; hecause
according to the Keynesian multipliér concept,
increase in I. causes increases in Y by some
multiple of the increase in I. This means that an
increase inﬂT'leads to a more than proportionate -
increase in Y, However, our estimetes contradicted
this concept, One explanation that can be given for
this is that the structure of production in the
Nigerian economy does not allow the full impact of
the multiplier effect to work for the benefit of

the economy. Tracing the transmission mechanism

of the multiplier, an increase in I causes an

increase in the use of production rescurces and
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hence the increase in income. This increase in
income is expected to ?esult in an increase in
consgymption. But since consumption is a'positivq_
funcfion of income, an expansion in consumptiOn
means more pressure on the productive sector to
increase preoduction. Conseguently, the productive
sector invesis to expand production thus mﬁrking
the beginning of a new c&cle of the multiplier
effect. Hoéz;ér, from the beginning of the trans-
missioﬁ mechanisﬁ, an increase in I does not lead
to an increase in the employment of domestic
resources (due to the nature of ﬁroductipn) which
implies that any increase in Y is not met by the
full amount of the increase in I. This is so
bhecause investment sourcing is mostly foreign or
in partnership with foreigners. So, for the full
impact of investment to be felt in Nigeria, it
requireslthat importation of capital goods, spare
parts, raW'materials_and skilled personnel be
replaced domestically so that the multiplier effect
does not leak out of the economy. Even if consumb«
tion expands, the consumption pattern of Nigerians
show an inﬁrdinate preféreﬁce for foreign goods,
therefore, there may be no pressure on the manufac-

turing sector to invest because consumption demand
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is almost always satisfied by the importation of
goods and services. Despite these lapses, the
importance of [ as an engine of growth does not
diminish, all it has done is to point out the loop-
holes in tl,structure of production in Nigeria.
Fundamentaily, showing the dislocatiOn of the
dynamics of growth. It is in this light that we
identified the determinanis of I which the other

models were designed to test.

The next model shows the relationship between
investment and new issues of private and government
sectors. The estimate of the model is represented
by equation (2). The estimate indicates the exis-
tence of a relationship between investment, govern—
ment and private new issues. This is evident in
the high 9.63 F=value of the estimate and the
adjusted R2 of 0.52. This adjusted R2 imply that
about 52% variation in investment is traceable to
variations in government and private issues. Also
the estimates are unbiased and consistent since
the model does not suffer from either autocorrela-
tion or multicollinearity.:

_The signs of the estimates are positive. This

conforms with the specification of the model. The
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magnitude of the coefficients show that a unit
increase in government issues result in 3.5 unit
:iacrease in ihvestment, while a unit increase in
private issues leads to 102.9 unit increase in .
investment. However, taking the decomposed R2 to
exblain the explanatory power of Mg and Mp, it is
discovered that 36% of investment is explained by
variations in Mg, while only approximately 19,9%%
variations in investment is explainéd by variations
in ﬂP. The relative importance of Mg in investment
is e¢xplained by the significance of government |
accumulation which stems from the fact that acce-
leration of economic growth in Nigeria depends to
a decisive extent on the scale of government inter—
vention in investment; On the other hand, a large
portion of tifé profits obtained by enterprises
which are mainly expatriate companies enable them
not only to export significant amount of funds out
of the country but also to finance capital invest-
ments from undistributed profits and from other
sectors of the economy, mobilised in the main by
bank credit, hence raising new issues via the stock
exchange becomes a secondary matter.

Having established that there is a relation-

ship between investment, and government and private
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new issues, we estimated the third model. The
estimate of the model shows that there exists a
linear relationship between investment, savings

and total new issues. The parameters are signifi-
~cant at the 10% level using the t-test. Also, the
adjusted R2 shows that about 86% of variations in
investment are accounted for by the linear influence

of savings and total new issues.

The signs of the parameters are positive,
indicating that a direct relationship exist between
investment, savings and total new issues., The
magnitude of the coefficients show that a unit
increase in total new issues create a 3.7 unit
increase in investment, while a unit increase in
savings lead to é 1.5 unit increase in investment.
In terms of their decomposed R2, savings explains
85% of the variations in investment and total new
issues explain 83% of the varjations fﬁ investment,
This seeming contradiction based on the magnitude
of the parameters of M and S can be explained by
the fact that, from the component of M, a large
percentage which is from government does not go
into fixed investment, so tha£ the proportion of
M that explains variations in investment is lower

than for savings.
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The estimaté of the fourth model shows the
relationship between investment and net foreign
capital inflow. The estimate of the model confirms
the existence of the model as specified in the
preceeding section. Furthermofe, the estimates are
unbiased and consistent. The test shows that the
foreign capital inflow coefficient of 4.6 is signi-
ficant at the 3% level. The adjusted R2 of 0,72
lends weight to the existence of the model by indica-
ting that foreign capital inflow explains about 72%
of variations in investment.

The positive sign of foreign capital inflow
coefficient indicate that a direct linear relation-
ship existed bétweeﬁ investment and foreign capital
inflow. The magnitude of the coefficient indicate
that a unit increase iﬁ foreign capital inflow
causes investment to increase by 4.6 units. This
Aindicates a strengtheﬁing financial dependence on
foreign sources which is also further expressed in
the rapid growth of external indebtedness of the -
country. However, the influence of foreign capital
inflow is complex and contradictory. On the one
hand, the flow of extgrnal resources increases the

total volume of accumulation, promotes an increment

in fixed assets, and provides opportunities for
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repaying them. On that level, their employment can
further economic growth to some extent, because it
makes the usage of modern technology possible. On
the other hand it is very difficult to locate the 7
effect of external resources on accumulation and
economic growth in a quantitative sense. Thus, from
the estimates, the role of foreign capital inflow

is overstated at the expense of the significance of

domestic accumulation.

.The receipt of external resources can raise
domestic'savings if it is laid out on increasing
capital investment and will diminish gross savings
if part of the resources received are utilised to
increase consumption on a scale exceeding the
increase in the capital investment fund, DBut the
chafacter of the employment of outside funds
depends on the investment policy of government and

of the coutries exporting capital.

~On the whole, the role of the NSE in capital
accusulation and growth cannot be underestimated
as shown in the result of the estimates already
discussed. This then points to the fact that there
is a need to further the development of the NSE to
exploit maximally its potential in terms of raising

the rate of capital accumulation.

i
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The next chapter looks at the pdssible areas
of increésing the new issues on the exchange,
especially those of indigenous enterprises which

require further development.



Chapter 5

THE‘NEED FOR THE FURTHER DEVELOPMENT OF THE NSE ¢

5.1 Introduction

The NSE is no doubt an active link in the credit
systeﬁ and a source of long-~term investible funds.
This is evident from the analysis of the results
obtained in the preceeding chapter, where new issues
were shown to be of great significance in the capital
accumulation and growth process. Although domestic
institutionalised savings and net foreign capital
inflow constitute a considerable part of domestic
capital accumulation, the contribution of the NSE
is more significant and traceable to fixed investmtnt.
This is largely because of the significance of
government accumulation which stems from the fabt_
fhéf accelération of economic growth rates in Nigeria
depends largely on the level of government partici-
pation in investment. Also, after the transfer of
profifs abroad by the foreign dominated companies,
the proportion of_goverhment accumulation becomes
even higher. 1[It is also evident that a priori
government investment needs exceed accumulation in
‘terms of the value of gross domestic fixed capital
formation. This is considerably so because

128
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‘capitalisation of profits is not a prominent crite-
rion for government investment. Thus, despite the
present scale of government involvement in economic
develﬁpment, there is a need for immense financial
resources to be mobilised internally, especialiy
from the private sector, But emphasis within.the
sector should be on the indigenous enterprises since
foreign resources and government finances are dwind-
ling. This new dispensation is characterised
objectively Ry the falling oil revenue, the depre-
ciating value of the Naira, low investment and
economic activities. The most efficient way of
mobilising such funds for capital accumulation and
economic growth by the private sector is through
the NSE,

As it has already been pointed out in chapter
3, the NSE presently deals in the main with shares
of the expatriate companies because the indigenous
private enterprises do not utilise the facilities
of the NSE due to lack of capital funds, availabi-
lity of cheap bank credits for medium/long-term
industrial financing and weak development of joint-
stock form of company. ‘

The feeble development of joint—stdck company

form of business organisation has had a negative
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'iﬁpact on the supply.of corporate new issues - an
apparent significant stimulus for increased contri-
bution of the NSE to economic growth, Measures
therefore have to be taken to provide the necessary
conditions to encourage the participation of indi.-
genous enterprises aside from establishing the second-
tier securities market (SSM) in 1985, whose less
stringent listing requirement has led to 4 indigenous
companies enlisting. This is not a éufficient
measure for increasing indigenous corporate issues

of the NSE. Thus, there is need for government to
provide a conducive atmosphere for the development

of indigenous enterprises into viable joint-stock
companies. A major step to utilising the facilities

of the NSE,

However there is a contradiction inherent in
the suggestion of active government participation "
in economic activity in order {o provide a conducive
atmosphere for private sector growth, This is .
because, presently, government is articulating a
recovery package which is aimed at opening up the
economy in order to enhance the functioning of the
market mechanism. This implies a withdrawal of

government from active participation in economic
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activities, playing only a regulatory role. It is
in this context that the impact of the privatisa-

tion policy on the NSE is examined.

5.2 Measures for Increasing the Supply of
Indigenuous Corporate Issues

Accumulation takes place in Nigeria through
enterprises belonging to expatriate companies,
indigenous entrepreneurs and the government. While

the total accumulation of expatriate companies

earmarked for investment depends, ceteris paribus,
not only on the level of taxation. Although the
fiscal regime existing in | | Nigeria
" seems to be less favourable as compared with the
taxes levied in Britain, the proportion of direct
taxes levied on expatriate companies is 17.4% of-
gross revenue, while it is 12.4% of tihe companies.
éross revenue in Britain within the same pteriod..‘l
However, allowance must be made for the fact that
the rate of profit on capital invested in Nigeria

is considerably higher than in countries of western

L3

1. UNECA, Mobilisation of Domestic Resources in

Africa, Table 4, United Nations, Addis Ababa,
1977, Page 36,
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Europe, and the deficiencies of the tax system
enakle expatriate companies to keep back a cohsir

derahle part of the direct taxes payable by them.

On the other hand, government accumulation is
significant because of the quest for economic
development, with government participation in
investment gﬁgminent, which implies that the govern-
ment share in gross accumulation is greater than

that of the private sector,

However, political independence gave more
favourable conditions for extending private enter-
prise, This found expression in the quantitative
growth of the Nigerian capitalist class, an increase

in accumulation by new private capital and so on.

Also, with the dominance of expatriate capital
and the'expansion of public economic activity in
the early 1970s, investment opportunities for
- private enterprisesrincreased. The dynamics of
this shows that private enterpriSes are mainly
small, while the big ones are controlled by foreig-
ners. The early years of independence saw a marked
growth of indigenous private enterpreneurship with
the national capitalist class succeeding in broaden-

ing its position in manufacturing; particularly in
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the .production of foodstuffs, alcoholic beverageg
and timber. This notwithstanding, local private
capital sfill occupied a sﬁbordinate position not
only in the economy, but also within the limits of
the private sector which was still under the effec-

tive control of foreign companies.

Private indigenous enterprises lag behind
expatriate ones in various ways; in terms of tech-
nical, production and financial indicators, but also
in terms of volume of oufput, scale of'appropriated
revenue, capital investment, accumulation, degree
of control over the means of productioii, level of
organisation and management. Many indigenous enter-
preneurship are governed by the specific features
of the socio-economic structures, particularly the
level of development of the export sector, the '
degree of urbanisation, influence of the pre-capi-
talist relations. The main source of accumulation
in the private sector is the profits and deprecia-
tion allowances of joint-stock companies and
individual enterprises. Due to lack of statisticalt
data, we cannot show the structure of the distribu-~
tion of profits fully. However, the opportunities
of indigenous entrepreneurs using depreciation

allowances as a source of accumulation are limited
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by the smallness of their fixed capital which
restricts the possibilities of growth of surplus
value. Most indigenous enterprises are technically
poorly equipped, their productivity is low, variable
capital and recirculation of part of the fixed

capital predominate over depreciation allowances.

The better organicity of the types and forms
of indigenous entrepreneurship especially the
preponderance of small and medium—size& enterprises
normally employing from 10 to 100 people, have a
considerable effect on accumulation in the private
sector, Thus, an increase in the rate of accumula-
tion is held back by the weak development of joint-'
stock companies. The.commonesé form of indigenous
private capital is a firm belonging to a single
owner, family, or a group of proprietors. The
initial capital for such firms usually come from
personal savings of the proprietors and various
loans.

One difficulty being encountered by indigenocus
entrepreneurship is the narrowness of the home
market, poor knowledge of its possibilities and
needs, which leads to underutilisation of the

productive capacity of the enterprises, idleness
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[

eguipment, Another obstacle to the creation bf
indigenous enterprises of an adequatﬁ technicai
standard is the constant rise in the necessary minimum
initial capital investment because of the géneral

rise in the capital intenéity of production. The
weakness of iﬁaigenous firms also stems from the lack
of expefience in fhe organisation and management of
enterprises, lack of skilled personnel, weak account-
ing of financial activities. In the case of financial
records, some of them do keep with the objective of
not reflecting the true state of affairs in order to

reduce the amount of taxes to be paid or to get

additional credit from government.

Since indigenous enterprises lack their own
accumulated funds, a large part of the capital
investments in fixed and circulating capital are
made by borrowing fuﬁds mobilised through the credit
system, It is not possible to analyse the financing
of petty eqterprises due tq lack of statistics, more-
over, indigenous enterpfises employing under 30
persons do not as a rule publish accounts qf their
finanées. |

However, indigenous entrepreneurs experience

great difficulty in obtaining long-term credits to
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buy capital eduipment. And since, as a rule the
bulk of bank loans are advanced to finance -circula-
ting capital and to buy land and only a tiny part
form fixed capital, the current deregulation of
interest rates will further make credit inaccesible
to most indigenous firms. Also relevant, is the |
raising of the bank liquidity ratio from 25% 1o 30%.
Both measures are aimed at reducing creﬁif since
rates of interest would be high, reflecting the true
scarcity of capital and encouraging savings. For
example, the First Bank raised its lending and fixed
deposit rates to 16%, the highest hike ever witnessed
in Nigeria.

Consequently, because of the aforementioned ’
under-development of joint—stocﬁ companies form of
enterprise, the issue and placing of private securi-
ties are on a limited scale. Since Nigeria has a
capitalist orientation, government's economic policy
in relation to indigenous entrepreﬁeurship must .
therefore he directed towards providing the necessary
conditions for the expansion of its activities so
that indigencus capital can displace expatriate
capital on the NSE., The specific motive of such a

policy will be determined by a combination of factors,
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and primarily by the position of expatriate monopo-
lies and the government's role in the economy, but
most of all by the potentialities of indigenous
capital.

Indigenous enterprises that have an acute need
for additional capital and credit get financial
support from government in the form of long-term
subgidies. As a result of their inability to obtain
loans to undertake large capital intensive projects
_from-commercial banks, the government established
specialiged credit institutions to assist indigenous
entrepreneurs. Of this, the operations of the
Nigerian Industrial Development Bank (NIDB), and the
Nigerian Bank of Credit Commerce and Industry (NBCI)
are indicative, In addition to direct financial aid,
government need to encourage indigenous entrepreneurs
by measures of indirect support of various kinds, in
which a leading piace must be taken by the fiscal
systems. v

Tax conceséions should be granted to enterprises
of major economic importance, new industries and

enterprises employing new equipment.

The princijal criteria for granting tax conces—
sions to indigenous investors should be: {(a) the

development of import-substituting industries, so as
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to economise foreign exchange; (b) providing fuller
employment; and (c) diversifying the structure of
production, |

For industries employing new equipmeni, develop-
ment rebate should be granted for one year, and after
the first vear of installation of the new equipment,
25% of the cost of the equipment should be deducted
from the taxable profits. Concessions relating to
the taxation of profits, in particular, temporary
relief from taxes, tax exemption on dividends, will
have a stimulating significance., This is because
the features of accumulation in the indigenous private
sector are not only associated with the lack of funds,
but realisation of the resources accumu}ated by
indigenous entrepreneurs, which is why they prefer
to invest them in areas of activity that are known
to them, mainly in commerce where the s{ze of initial
capital required is not great, the turnover is fairly
rapid, and in the purchase of fixed assets such as
land. Productive investment can be made by indige-
nous companies in industry, agriculture, and building
only when the conditions are fa;ourable (a weakening
of expatriate capital and government financial
support) while such development will necessitate the

utilisation of the NSE for raising investible funds.
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It is in this context that the inappropriateness
of "the privatishtibn policy as a structural adjust-

ment instrument is analysed in the next section.

5.3 The Role of NSE in Privatisation

The issue of privatisation of the Nigerian
economy became a serious concern of the government
-as far back as the late 1970s because of the consis--
tent inefficiency of its parastatals. Based on :
findings of various public inquiries, variants of
privatisation were experimented upon, such as
contract management {(an example is the Nigerian
Railway Corporation which-was managed by RITES of
India on contxpet between 1977 to 1981). However,
by 1982, an édjustment programme was contemplated
in the midst of a serious economic crisis which
involved the divestiture of-some government paras-—
tatals. The active implemeuntation of the policy

started in earnest this year (1987).

The involvement of government directly in
economic activities dates back to the colonial era,
and has expanded quite rapidly. The role government
plays as the prime mover of development and growth

through planning and direct investment is clearly
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recognised. However, it has been suggested that
government intervention in economic éctivities parti-
cularly in the early stages of development is in
recognition of the weak private sector. This weak-
ness has forced government into controlling the major
sectors of the economy, an attempt aimed at directing
the course of economic development. In other countries
also, governments have acted as a stop-gap until the
fnﬁigenous private sector is developed. It became
clear, since independence, that the private indigenous
enterprises cannot compete with foreign ones whose
predominant position has been consolidated before
independence. By 1960, government involvement in
economic activities was already a foregone conclusion.
This is because independence would héve been empty

' withqpt government controlling the domestic economy '
at least to discourage foreign capital domination:

The immediate question that come to mind is whether
the private sector is developed enouéh to handle the
new reversal of roles, and if not, is the privatisa-
tion policy not ignoring the history behind government
involvement i1 ‘economic activities, will it provide

an opportunity for the development of the private
sector?

There have been arguments for privatisation,
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this notwithstanding, it is agreed generally that

in a mixed economy, there is the need for an active
governmental presence in the economy. The tradi-
tional role of providing public goods and services,
especially in the areas of nati?nal defence, law and
order and communication, still holds. Also govern~
ment involvement in heavy capital intensive projects
is acknowledged such as petrochemicals. Government
involvement in the production and distribution of
private goods such as food, is now being regarded

as an over-stretching of government resources. The
reason for this is that the government blames the
present economic crisis on its excessive economic
reaponsibility._ Thus, public enterprises which are
said to be inefficient have been constituting a
major drain on the scarce resources of the economy.
To butress this point it was indicated that of the
N23.25 billion of total investment in parastatals
as at October 31 1985, dividends amounting to only
N93.7 million was received by the government. Apart
from the total investment, these parastatals also |
ploughed in N¥1.5 billion as subventions. This point
is an attempt to demonstrate how inefficient these
parastatals had become, and why privatisation seems

a better solution. Public enterprises' inefficiency
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cannot be disputed because they have failed to

achieve the objectives for which they were established.
Their poor performance is evident and documented by'
the various public inquiries set up over the years

to look into their operations. However, the claim

of inefficiency based on normal commercial criteria

might be a misconception, since these parastatals

'~ were not set up as strictly commercial ventures. It

is thén important to look beyond profit motive ﬁnd.
take due cognisance of the social costs and benefits
involved in their operations. Thus, simply comparing
total investment with dividends received by the
government will not be a fair assessment of their
efficiency. Ehﬁ profitability of an enterprise is
not the best measure of efficiency. There are
inefficient private enterprises in Nigeria that
continue to make large profits wh;le their social

costs are internalised within the economy.

The salient objective of privatisation is a
shift in the public-private sector tilt. This mix
is towards the private sector, by allowing the market
mechanism to allocate resources. This implies that
the market mechanism is the most efficient means of
allocating resources. An identified problem for

most developing countries has been that the market
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do not always send the correct Signals due to market
imperfections inherent in their economies. It is
in the recognition of some of these imperfections

that the public sector expanded in most cases.

The questions then are: Are the rigidities in
a developing economy - Nigeria, no longer existiné,
meaning that the market mechanism is an efficient
means of ailocating resources? OR is it that the
private sector is developed enough and can shoulder
the major part of economic activity? Othefwise,
would privatisation lead to any increase in the
participation of indigenous private enterprises in

economic activities?

The answers to these questions depends on which
pelicy the government chodse to pursue. The extent
to which pdlicies are properly articulated for the
development of the private sector with emphasis on
the indigenous enterprises. If Specific central
policies are not pursued, privatisation will only
further the disequilibria that has generated into a

deepening dependence of the economy on foreign
assistance. )

The privatisation polic& in itself dictates
new opportunities for growth in the issues on the

NSE. A growth which provides for an effective and
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sustained contribution of the NSE in the capital
accumulation and growth process within the dialectics
of capitalist growth process. This is because priva-
tisation involves the sale of sﬁpres of enterprises
to qualified buyers in the private sector. This
calls for a reorganisation of the parastatals into
public limited companies, a step that would qualify
them for enlistment on the exchange. Since in so
doing their financial efficiency would be ascertained.
On the other hand however, the parastatals have
already been condemned for financial inefficiency.
How then, one might ask, does the government intend
to sell unprofitable ventures to profit-conscious
private entrepreneurs, given the strong profit motive,
the lack of which constitute the fundamental reason
for selling the parastatals? Even in the event that
the government works out a compensating incentive,
not many indigenous private enterprises can afford
to buy shares of these parastatals. Apart from the
underdevelopment of the private sector, investment-
culture is still very rudimentary. The numerous
indigenous enterprises do not have the financial
grounding necessary to encourage investing in securi-
ties. So that the shares of these parastatals will

. be bought by foreign investors, government agenpies,-
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and very few individuals. It becomes clear that
the economy is not set for the implementation of
"this sort of policy. | |

Except the development of pfivate enterprise
preferably the joint-stock company, and the invest-
ment culture improves, priﬁatisation will only
entrénch the dependence of the ecoconomy on govefnment
and foreign assistance and a skewed income distribu-
tion. A situation such as this woudd have negative
implicationsg for the effectiveness and efficiency

of the private sector,

It is ckaar that the government is commited to
privatisation of the economy, but whether it is set
for the full repercusions is a question that will
definitely be answered with time., While the policy
has its own merits as an instrument for structural
adjustment, it is clear that in the context of
Nigeria, that adjustment would not necessarily lead
t0o economic recovery. It will only fuarther intensify
the contradictions that perpetuate the dependence
of the economy.

Government must seek an alternative strategy
for structural adjustment because government's
active participation is still a potent force in the

economic development of Nigeria. This is necessary
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especially with a dependent and parasfic private
sector. Alsoc government activities would at least
provide some counterbalance to foreign dominance
within the economy and minimise the income distri-
bution gap. - |
Iﬁ essence therefore, the prescription for

increasing corporate issues especially from indige~
nous enterprises is government active participation
in economic activifies especially through fiscal
policies that would encourage the development of
indigenous enterprises into joint-stock companies
or public limited liability companies. This role -

of government would then be basically regulatory.

-



Chapter 6

6.1 SUMMARY AND CONCLUSIONS

’
The need to raise the rate of capital accumula-

tion for economic growth using an internal mechanism
has been the main treatise of this research. Emphasis
laid on internal mechanism was based on the realisa-
tion that the influence of external resources on
capital accumulation and economic growth is both .
complex and contradictory. This is because an influx
of external funds is usually accompariied and followed
by the export of profits generated by that influx.
In many cases, the profits may even exceed the
advanced capital due to the dislocation of the
dynamics of production. Consequently, with the
export of part of the national income, a limitation
is placed on the volume of domestic accumulation
which in turn restricts the base for extended repro-
duction. Thus, with the deepening economic crisis
in Nigeria, the burden of servicing external dEbté
which is imposing a heavy burden on the budget and
balance of payments, falling value of the currency,
and worsening financial position all impose further
restrictions on capital accumulation.

Based on this, it became imperative to look

inwards for an effective domestic mechanism for
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raising the rate of capital accumulation and economic
growth. The Nigerian Stock Exchangé (NSE) provides
the required internal mechanism because it is the
single financial institutions where lafge sums of
capital_funds can be mobilised for fixed investment.
Having made the choice, and based on the. economic
theory of growth, macroeconomic models were formulated
and used to test the significance of the _new issues
of the NSE to the rate of capital accumulation and
economic growth. Also, other determinants of invest-
ment like domestic institutionalised savings and
foreign capital inflow were tested. It was observed '
that they both contribute a considerable part of
domestic accumulation. However, the relative signi-
ficance of the NSE_was upheld, because the signifi-
cance of savings and foreign capital inflow are not
.easily traceable. This is because savings is actually
made up of funds for short and medium-—term investment®
which is basically recirculating capital, while
foreign capital inflow cannot be quantitatively

located as contributing to domestic accumulation.

However, as the NSE has been found to contribute
significantly to capital accumulation and growth

while its potentialities'are still to be fully
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harnessed due to the underdevelopment of the joint—.
stock form of enterprises and indeed the private
sector. Therefore, suggestions were made as to how
to further develop private enterprise with the aim
of increasing their participation in the NSE., This
can be achieved through government's economic policy
of mainly fiscal measures such as tax conscessions
for import-substituting firms, development rebate
for firms using new equipment and those firms making
fuller use of domestic resources. The criteria for

granting these concessions should be:

(a) the development of import-substituting industries,
so as to economise foreign exchange, that is, consi-
deration should be on how much of production is

locally sourced;

(b) providing fuller emplovment of resources - the

capacity utilisation level of such industries;

(¢) diversilying the structure of production while
industries employing new equipment should be granted
a rebate for a vear after which 25% of the cost

should be deducted from their taxable profits for

. B

5 years. Also, temporary relief in terms of exemp-

-

tion in dividends would stimulate the development

of private indigenous enterprises,
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The aim of all these concessions will be to
encourage the development of private indigenous
firm into large-scale productive units which would
require large capital funds that can be effectively

mobilised in the NSE,

Finally, privatisation (diverstiture) policy
despite the merits-it may have and the new oppor-
_tunities it might open for the NSE, is nevertheless
likely to be inappropriate gt this time when the
private sector is still very feeble, Its implemen-
tation would therefore only deepen thé deppendence

and parasitism of the private sector.
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. ) s

y = 2786+ 13,5
{3
13 291 -582
1992 262 -262
1983 ' 282 0
19¢ 92 4292
fegs - 244 )



(n
1981 115 ~230

1982 103 -162
1983 133 0
loes ; m ni
1235 122 248
§ = 117 24
y o= 7o+ 2. 8y
()
leg)- 170 -340
Jag2 . 145 -185
1982 | 12 0
LT ‘ 152 192
1985 330 £50
Yo = 195.8 367
y = 1958 + 3.7y
(9)
1agt 426 -852
1982 ' S 401 ~46)
ren3 357 9
1984 39 236
1225 542 1084
y = £24.4 27




(1)

1921 294 -788
1982 342 -343
1983 437 0
1984 402 402
1985 27 £54
3805 ~75
380,56 - T8,
(1)
1981 238 475
1982 194 -194
1983 18 9
1984 197 197
1985 752 504
215 kY,
1.8+ 30y
112}
1981 98 -19%
1987 a4 -44
1983 57 0
1984 75 +7%
1385 136 272
£2 107
£2 16, 7y



1931 893 ~1786
1382 £72 572
19932 785 4
T9g4 820 230
1985 123 2256,
= 262 5 AL
BEZ,E + 43 8y
ary
1981 303 -606
1982 251 -251
1983 244 0
1984 283 287
1985 305 B10
= 2112 34
277.2 + 3.6y
(15)
1981 n -142
1982 65 55
1923 g3 )
1984 a9 29
1985 9 182
_80.4 70

BO.4 + Ty



(16)
1981
1982
1983
1984
1985

(an
1981
1982
1983
1984
1985

(18)
1981
1982
1983
1984
1985

140 -290
19 =119
105 0

102 102

"

111.8 =111

me - 1, Iy
231 -462
194 -194
193 0

181 181

2074 » Iy
651 -1302
£80 480
521 0

471 7
67 29
M ceey .y



il 535 1190
1952 481 S
1322 545 0]
1ag2 619 BT

54 208

y = 574« 0.8



Agg. Saving

181 .4
241 .3
201,2
41,7
62,7
566.5
720,2
1,137,)
1,8132.7
2,255 .4
2,592 8

w7

4

5, /
6,8, .7
8,052.6

APPENDIY 11)

Govt Mew i

0,0
9.0
30,0
40 0
60,0
60,0
1200
60,0
450, 0
400,0
8180
400 0
600,90
300,0
3000
300.0

Frivate New Issueg



Year

Total New Issyes

Gross Mtu Fixed
Lapital formation

Mt 1t .
1966 29 .4 485 2
1967 0.9 483 6
1968 40,8 434 0
1969 30,5 527.6
1970 40,8 9112
1971 66,5 1,172.6
1972 63,2 1,300, 4
1973 132.0 1,824
1974 74,0 2,506
1975 151 0 2,956
197¢ 426 0 5,020
1977 884 8,102
1978 4260 g, 421
1979 676 0 8,115
1989 3405 15,234
1981 3340 12, 180
1982 392 % 19,612




Year GOP AGDP Het capits] 1‘nr‘1x:w
i AYY Et

1965, 6,520 6,520,9

1357 55108 -1010 1

1958 5,454 5 56,2

1269 £,912,7 1,459, 1

1970 8.,478,3 2,065,2 1752

1971 3,96¢.5 987 6 178, 5

1472 10,561 .4 594, 256

1973 11,2226 667,72 294 ¢

1974 12,2000 9764 3224

1975 12,503, 1 303, 1 39,9

1976 12,7489 1,245,2 74 6
1977 14,747 8 995, 364, 2

1979 13,9621 7857 1,252,

1989 14,8712 247 1,866,8

f9al 11,8072 3,064, 2,331,2

1982 13,169, 1 1301,9 2,594 7



£5)

(&)

&en

(2)

o=

$.E
t-ratins
¥4

F

0-v

"o =
S.E
T~ratiog
R2

F

B-d

* =
5.t
T~ratios
R2

F

n-¢

5.E
T-ratins
A2

£

D-¢

1136¢ 8 4 fan3eFy
721,47 & 58
15,84 V&3
0.12

2,68

not caleulated

1648 4 147 9 #pt
%67 33,52
1,38 4.4
0,53

19,47

not caitylated

226,98 & 215475
420,70 0,155
0,53 13,82
0,92

19t

rod talculated

12507 * 12, 46 Ng
1213.2 3.76
L 3,30
0,38

10,95

not calculated



