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Abstract

This study has attenpted to analytically and enpirically
I nvestigate the inpact of direct private foreign investnent on
the economc growh process of the country over the period
1980 -1996. The Data used in this study were tinme series data

derived from secondary sources.

Qoviously, the great potentials of direct private foreign
i nvestnent for accelerating the pace of econom ¢ growt h cannot
be overenphasized. It not only helps fill the gap between
domestically avail abl e supplies of savings, foreign exchange
and governnment revenue but also encourages the inflow of

technol ogy and skills.

Based on the recognition of the relevance of private foreign
i nvestment in economc growh, ever singe the attainnent of
political independence in 1960, various strategies involving
policies and regulatory nmeasures have been pursued by the
Ni geri an governnment geared essentially towards the pronotion

of the inflow of private foreign investnments into the country.

The objectives of this study basically are to verify and
identify the nature and extent of private foreign investnent
in Nigeria, evaluate the country's past and current efforts

designed to pronote foreign investnment, analyse the flow of
such external resources and highlight some |essons of

experience and inpact of foreign investnent on grow h.

(xi)



The results of the enpirical investigation reveal ed that
direct private foreign investnent in the identified
Manuf act uri ng sub-sectors based on the International Standards
of Industrial dassification (19Q in this study has
contributed positively though not on equal proportion to
productivity growh, national incone, private and governnment

savi ngs.
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CHAPTER ONE

INTRODUCTION

1.0 Backgr To tud

Before independence, Nigeria‘s economic development was
anchored basically on agricultural and primary exports.
Manufacturing was an insignificant proportion of the Gross
Domestic Product (GDP). On attainment of independence however,
purposive efforts were made to alter the structure of the
economy by increasing investment in the wmanufacturing

industry.

Since the attainment of political independence in 1960,
and for a long time before then, specifically, from the early
1950's, wvirtually all the productive sectors of the Nigerian
economy and particularly the manufacturing sector were

dominated by foreign investments and therefore ownership.

Ever since then, the planning and programming of
Nigeria's development have been tied in varying degrees to the
prospects of foreign assistance in the form of £financial
grants, loans, technical assistance and direct private foreign
investment in order to develop the Manufacturing sector of the

economy .



Accepting the fact that Nigerian lacked sufficient
capital, techneoclogy, managerial skills and entrepreneurial
initiatives to function effectively in various sectors of the
economy , public policy was dominated by the design and
application of diverse incentives directly aimed at attracting

foreigners, their capital, technology and skills.

It would be recalled that, about 50 percent of the
planned capital expenditure in the first National Development
Plan (1962-1¢968) was expected to be financed from external
grants, loans, technical assistance and direct private foreign
investment. Eowever, only about 25 percent of the projected
inflow of external financing actually materialized (Oyaide,
1979). This was perhaps why the Second National Development
Plan (1970-74) reduced the role of external £finance and
limited it to 25 percent. The Third Plan, 1975-1980 sought
foreign investment to the tune of N5 billion over a period of
three years (Oyaide, 1979).

MAIBRAL Iny o o ——
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Nigeria, in 1978 alone attracted cloéé to N2 billion
Eurodollar loan. The money was arranged through the
participation of some 80 Europeans, Americans and Japanese
banks under the direction of Chase Manhattan Bank of New York.
In the twelve year period, 1962-1973, Nigeria absorbed foreign

investment in excess of N11 billion (Oyaide, 1979).



Also a direct analysis of paid-up capital or equity
capital in the Nigerian manufacturing sector shows that of the
three main group of investors - private domestic, Private
foreigners and Nigerian Government - the foreign category
clearly dominated the scenes from 1963 to 1972; its proportion

ranging from about 58 to about 70 percent.

The necessary centrality of PFI as the prime mover in the
growth process of the Nigerian economy has often been
emphasized by the traditional neo-classical theory of the
determinants of the growth process. External financial
resources particularly as reflected by PFI is believed to not
only help f£fill the gap between domestically available supplies
of savings, foreign exchange and Government revenue but also

encourage the inflow of technology and skills (Todaro 1977).

On similar ground, traditional argument for direct
foreign investment, is that such investment benefits the
developing countries by filling the gaps between the
domestically available supplies of earnings, foreign exchange
and government revenue. In addition, gaps in technological
knowledge, skills, entrepreneurship, managerial and
supervisory personnel, organizational experience, innovation
in preducts and production techniques, etc are presumed to be
partially or wholly filled by foreign investors. In

anticipation of these benefits,the Less Developed Countries



(LDCs) that are very keen to industrialise have often offered

very generous incentives to foreign investors.

Foreign capital can be said to have penetrated the
Nigerian economy in two historical phase (Obadan, 1992). The
first coincided with the era of colonialism and the export of
British capital for the establishment of monopoly rights over
cheap sources of raw materials and the protection of lucrative
suppliers market. The second phase relates to the post-
independence neo-colonial period during which British
dominance and monopoly rights have been aggressively
challenged under the imperialist hegemony of the U.S.A in
vital sectors as o0il, manufacturing, business services,

commerce, construction and communications.

A Federal Government of Nigeria Publication on Non-Debt-
Creating Finance for Increasing Investment and Financial
Flows, a Country Paper, volume 1 prepared by Federal Ministry
of Industry in 1993 , showed that many developing countries
now actively solicit foreign investment because they have
discovered that foreign investment is an engine of growth for
economic development. Specifically direct private foreign
investment has Dbeen traditionally found to help attract
skilled labour, entrepreneurship, technological know how and
direct flow of foreign resources, including in particular,

foreign exchange. When these factors flow into the economy



they augment the existing domestic resource base and thereby

promote development (FGN. 1993).

Foreign investments put national savings to productive
use, caters for future job creation requirement, generates
income and perpetuates the process of growth. In both
developing and developed countries of the world, the volume of
investment as well as the gquality and judicious selection of
investment projects are critical to economic growth and
development. The flow of foreign investment to complement
domestic investment is a major focus of policy in all

countries of the world (FGN. 1993).

It is this recognition of the relevance of private
foreign investment (PFI) that , ever since the attainment of
independence in 1960 that various strategies involving
incentive policies and regulatory measures have been pursued
by the Nigerian Governments geared essentially towards the
promotion of the inflow of private foreign resources into the

country.

In accordance with the Industrial Policy objective and
strategies and in recognition of the vital recle a virile
industrial sector can play in the growth and development of
the economy, the Government of Nigeria has put in place, a

number of measures aimed at improving the investment climate



and business opportunities in the country. The major issues
which in the past militated against foreign investment in the
country (i.e. the restrictive and cumbersome regulatory
environment under which the economy operated) were
specifically addressed. BAs part of the efforts towards
improving the investment climate in the country, the
Industrial Development Coordination Committee was established
by decree No. 36 of 1988 to facilitate and encourage the
inflow of foreign capital into Nigeria by centralizing and
simplifying procedures for the grant of all pre-investment
approvals . This development addressed the hitherto cumbersome
process of obtaining pre-investment approvals which were
characterized by delays and frustrations on the part of new

investors.

As a further measure to encourage foreign investment in
the Nigerian economy in recognition of the fact that
Government was no longer interested in being in control of the
commanding heights of the economy, Government introduced the
Nigerian Enterprises Promotion Act of 1989 which reviewed the
ownership structure of Nigerian enterprises thereby making it
possible for foreigners to own up to 100% equity in any
business in Nigeria provided that their equity participation

in such business is not less than N20 million (FMI. 1993).



Other measures taken as a result of the changing focus of
the Nigerian esconomy and the role foreign direct investment
was expected to play included, the repeal of the
indigenisation legislation of the 1970s, which limited foreign
participation in the capital market and the promulgation of
the Nigerian Investment Promotion Commission (NIPC) Decree
number 16 of July, 1995 to liberalise the investment climate
in the country. The Decree allows unrestricted fcreign
interest in Nigerian quoted companies and accords foreigners
and residents the same rights, privileges and opportunities of
investment in Nigerian capital market. In addition, the
Exchange Control Act of 1962 was repealed and the Foreign
Exchange (Monitoring and Miscellaneous Provisions) Decree was
promulgated in 1995 to further ease the mechanism for foreign

investment flows.

The Nigerian Investment Promotion Commission (NIPC) was
also established as a successor to the Industrial Development
Coordination Committee (IDCC). NIPC was set up as a one-stop
port of call to a potential foreign investor in the country
and central investment approval agency for both foreign and
indigenous investors. The objective was to remove the
institutional bottlenecks and bureaucratic hinderances that
tended to discourage the inflow of foreign investments into

the economy.



The NIPC issues guidelines and procedures, which specify
priority areas of investment and prescribed incentives and
benefits which are in conformity with Govermment policy. For
the purpose of promoting identified strategic or major
investment, the NIPC may in consultation with appropriate
Government agencies, negotiate specific incentive packages for

the promotion of investment.

Also, with the repeal of all existing laws that inhibited
competition in certain sectors of the Nigerian economy and
consequently, the promulgation of the Public Enterprises
Promotion and Commercialisation Decree in 1988, private sector
investors (including non-Nigerians) are encouraged and free to
participate in and compete with government-owned public
utility service corporations such as telecommunications,
electricity generation, exploration of petroleum, export,
refineries, coal and bitumen exploration, hotel and tourism

which are now open to private investors since the promulgation

of the Decree.

KASH M :Baﬁtm
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However, of recent, there has been strong debate over the
issue of privatisation and commercialisation of public
enterprises and the role of private foreign investment in this
dispensation. Privatisation is being justified by its
proponents on the grounds that government parastatals have

been inefficient, most cf them operating at a loss and



constituting a serious drain on government resources.
Privatisation, it is hoped, would enhance efficiency in
resources allocation; reduces government spending and enhances
revenue; improves performances of the affected enterprises;
spread the ownership of privatised enterprises; assists in
eliminating the fiscal crisis of the Nigerian state and

enhances the scope for foreign direct investment.

Opponents of privatisation usually hinge their arguments
on the ground that there are certain strategic industries such
as defence and security, power and energy, health, public
utilities, education and others, the privatisation of which
would not only put the prices of goods and services produced
by these sectors beyond the reach of the common man, but would
also threaten such commonly shared wvalues and ideals as
national security and sovereignty. They argue that
privatisation is mere transfer of economic (and by extension,
political) power from state sovereigns to corporate

sovereigns.

Some opponents go as far as expressing the fear that
while the present millennium has been characterised by
colonization cf some countries by others, the next would
witness the colonization of whole continents by multinational
corporations. Other arguements include concentration of wealth

in the hands of the already rich and the potential for



retrenchment of workers in the privatized industries.

1.2 Res ch Problem:

In Nigeria, both the volume and the quality of productive
investments, especially since the early 1980s, raise concern.
The flow of foreign investment into the country has been very
minimal despite Nigeria’s existing natural attractions to
investors such as larger domestic market, a geographical
location capable of taking advantage of regional and
continental markets, substantial natural resources, relatively
cheap labour and a considerable amount of entrepreneurial
talent. Data from Central Bank of Nigeria, Statistical
Bulletin Volume 2 Number 2 (1991) shows that Net foreign
private investment as a percentage of the Gross Domestic
Product (GDP) was not only low but also on the downward trend
in the decade of the 1980s. It declined from about 0.94 per
cent in 1980 to 0.27 percent in 1981; but subsequently
increased to 3.15 per cent in 1982. Thereafter, it fell to
0.46 per cent in 1985. It rose to 3.47 per cent in 1986 but
has been on the decline thereafter. Moreover, Gross Domestic
Investment (GDI) as a percentage of GDP has been on the
decline since the beginning of the 1982 economic crisis. GDI
fell from over 24 per cent in 1981 to 14.35 per cent of GDP in
1983, 10.15 per cent in 1986, and to 9.51 per cent in 1989. A
considerable investment effort is therefore, needed to develop

new markets, and to ensure that present methods of production,
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the sourcing of inputs, and the composition of output reflect

the new price signals.

The great potentials of direct private foreign
investment for accelerating the pace cof economic progress of
developing countries cannot be overemphasized. It brings
capital, know-how and foreign exchange which these countries
lack so much. But it has often been alleged that direct
private foreign investment brings along the possible emergence
of a dual economy and later balance of payment (B.O.P)
problem, which act to offset the benefits. However, among
economists and policy makers alike there are disagreements as
to the impact of direct private foreign investment in
developing countries. While some attest to its developmental

role others see it in a different way.

Even though most discussions on Nigeria'‘s economic
development tend toc ascribe an important role to private
foreign investment there have been little or no quantitative
studies to evaluate the impact of private foreign investment

on the economy.

A study such as this is not only necessary for
formulating and appraising official policies towards foreign
investors, but also provide the basis for a more objective

attitude towards foreign investors.

11



s tiv of e r rch:

Expectedly, Direct private foreign investment is supposed
to play a positive and significant role in the growth process
of any nation. However, in a nation like Nigeria where
economic and political instability is the order of the day
scanty and inconsistency of data makes it difficult to assess
the role of direct private foreign investment in economic
growth of the country. It has been shown that the Nigerian
economy is neither dynamic, nor self reliant. An empirical
exercise conducted by Kwanashie (1984) to test for structural
changes in the economy, lent empirical weight to the
observation that the behavioural relationships that are used
to describe the structure of the economy have remained the
same and the same situation still obtains. Direct private
foreign investment might not play its expected role and even
if it has, what is the magnitude of this role ? In other
word, in a quantitative way, what is the contribution of
Direct private foreign investment to the growth process of the
economy ? Also, if Direct private foreign investment has not
effectively played its role in the growth process, what are
the factors responsible for this situation ? What are the
various levels of governments doing to stimulate or deter
foreign investment? What measures can be taken to encourage
investments? What is 1likely to be the future trend of
investments in Nigeria ? These and others are some of the

problems this study intends to probe.
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In a nutshell, the aim of this study is basically to
examine the contribution of direct private foreign investment
to the economic growth and development of Nigeria over the
period 1980-1996. In order to do this, we concentrated on the
impact of direct private foreign investment in the
manufacturing sector of the economy on economic growth. We
shall do this by measuring the impact of direct private
foreign investment in the manufacturing sector wusing
productivity growth, Income, private and government savings as

our indicators of growth.

It is in this light that this study basically addresses

itself to the following specific objectives:

a. To verify the nature and extent of private foreign
investment in the manufacturing sector of the
Nigerian economy over the study period (1980-1996) .

b. To measure the macro-economic impacts of private
foreign investment (P.F.I) on some macro-economic
indicators of the ©Nigerian economy. Viz
Productivity growth, Income in the economy, private
savings and government savings.

- To make a comparative analysis of these impacts
among the four factors considered by measuring
their cumulative effects.

d. To analyse the implications for economic policy of

the observed contributions of Direct private

13



foreign investment to economic growth.

e. To trace and guantify changes in Nigeria' economic
growth and development resulting from direct
private foreign investment in the manufacturing
sector.

f. To make recommendations that will help formulate
proper policies for foreign investments in Nigeria.

g. To evaluate the country's past and
current efforts designed to promote foreign
investment, analyse the flow of such external

resources and highlight some lessons of experience.

| KASHIM IBRAHIM | |BRARY

1.4 The Methodology

The fundamental and substantive focus of this study is to

employ a unique sub-sector level dataset to test for positive

or negative spillovers as a result of the'presence of direct
foreign private investment in the manufacﬁuring sector of the
Nigerian economy and its implications on economic growth. The
spillovers are : productivity growth in the private foreign
investment in the manufacturing sector, income in the economy
(or gnp) private savings and Government savings. The period

covered in this study is from 1980 to 1996.

1.5 Propositions
In the light of the above , it will be worthwhile once

more to state the specific and fundamental question on which

14



this study rests, and that is: Are the impacts of direct
private foreign investment in the manufacturing sector of the

Nigerian economy on balance, negative or positive?

The basic overall propeosition of this study is that
direct private foreign investments in the manufacturing sector
of the Nigerian economy contributes positiwvely to the growth
of the economy. However the magnitude of this impact is the

fundamental question this study addresses.

However, 1in order for us to be able to test this
proposition, we need a methodological approach which would
capture the fundamental points:

(a) That direct private foreign investment in the
manufacturing sector of the Nigerian economy over
the period 1980 - 1996, has a positive impacts on
productivity growth, national income, private
savings and government savings thereby enhances
economic growth.

(b) Show the magnitude of these impacts on the economy.
In doing this, we shall employ the methodologies adopted

by Mona Haddad and Ann Harrison (1993) Bosch and Secchi (1974)

and others.
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Mona Haddad and Ann Harrison (1993) employed a rather
simple regression equation derived from the conventiocnal
production function equation to test and analyse the impact of

direct private foreign investment on productivity in Morrocco.

1.6 Justification:

Undoubtedly, a generally known situation is the continous
widening gap between the developed and developing nations of
the world. While the developed nations continue to grow as a
result of being able to generate capital for developmental
purposes, the developing nations find it very difficult to
attract capital largely because of their economic and
political instability. A considerable effort is therefore
required by developing nations to catch up and reduce this
widening gap. One of the ways this could be done is to seek or
attract foreign investment. In the present economic and
political situation Nigeria finds itself, a strategy of
development broadened to incorporate to a large extent foreign

investment should be the focus of the government. This study

tries to look at how this could be done.

KASHIM IBRAH M L .':3’_.»‘-{4‘?7

Also unlike the earlier historical episcdes of
international investment the widespread practice of naticnal
ecocnomic planning in a developing country like Nigeria is
moving the problems of foreign investment into a new context,

To appreciate more fully the issues that are emerging, we need

16



analytical and empirical frameworks for appraising how a
developing country like Nigeria might attain the double policy
objective of encouraging a greater inflow of capital while, at
the same time, obtaining from this capital a more substantial

contribution to the country's development programmes.

Obviously, the subject of impacts of private foreign
investment in Nigeria, is vast, enormous, complicated and
controversial. It is also a subject that although evoking much
speculations over the years, has received less sustained and
systematic attention in terms of data collection and analysis

than many other aspects of economic developments.

It is specifically against this background that we view
the analysis of the macro-economic impacts of private foreign
investment (P.F.I) in the manufacturing sector of the Nigerian
economy as being very crucial for not only policy appraisal
and formulation, but also, as a motivating force for future
research consistent with the socio-economic and political
aspirations of not only Nigeria but also other developing

countries.

1.7 The Data: Sources:
The data that were used in this study, are basically time
series data. The major sources of these data are the

publications of the Federal Office of Statistics Lagos, and

17



the Federal Ministry of Industry. Annual Abstracts of
Statistics, the National Development Plans, Statistical
journals published annually and quarterly by the Central Bank
of Nigeria that is, the Annual Report and Statements of
accounts, and the Economic and Financial Reviews. Also used
were the Manufacturing Association of Nigerian (MAN)

publications of several years.

Other equally important sources of data are International
Monetary Fund (I.M.F), Financial statistics (Monthly bulletin)
various issues. United Nation Yearbook of international trade
and statistics various issues. Seminar papers and available

journals relevant for this study.

1.8 Scope and Limitations of the Research:

The basic limitation this gtudy encountered was the
dearth of data. However, where appropriate data were not
easily accessed or completely unavailable, appropriate proxies

were adopted to get the relevant information needed.

In embarking on a study like this, certain restricting
and limiting factors to such study and which are of crucial
nature in considering the scope of such study, should first be
taken care of. First, one is tempted to be wary of
availability of data . Secondly, one faces the dilemma of

whether to try and dig deeply into one or two major aspects of

18



the impacts, or to aim at a more comprehensive analysis which

of necessity will be less penetrating.

In this respect, having in mind the possibilities of
limited statistical data available for the evaluation of the
macro-economic impacts of Private Foreign Investment (P.F.I)
in the manufacturing sector in Nigeria, consideration was
given to the research findings already available. On this
basis, it was decided to concentrate on a more comprehensive
examination of the impacts, limiting ourselves to the period
1980-1996. Furthermore, the approach was at a macro level and
the discussions were both gualitative and quantitative.

The basic limitation faced in this study as mentioned
earlier was the inadequate or complete unavailability of
regquired statistical data. This, though a practical problem,
was nevertheless a serious one. Even relatively straight
forward descriptive information on the major characteristics
of the flows and stocks of private foreign investment in the

country was hard to come by. e
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These limitations notwithstanding, this study provided

not only a worthwhile evaluation of the part private foreign
investment has played in Nigeria'‘'s economic development, but
also, a good background and a basis for appraising past and

current official policies towards foreign investors. It also

19



provided relevant background for optimizing future decisions

on this important gquestion.

1.9 Organization of Work:

In this Thesis, chapter one presents the research
problem, objectives of the study, justification, methodology
and sources of data, scope and limitation of the research and

finally, the organization of work.

In chapter two, we reviewed existing literature on the
topic. Here, we are concerned basically with establishing the

theoretical and empirical foundation for the research,

Chapter three cbmprised background jnformation on the
origin of direct private foreign inﬁestment and the
characteristics of direct private foreign.investment, all in
Nigeria. Sectoral distribution of direct private foreign
investment as well as direct private foreign investment in the
Manufacturing sector were discussed here. Also, we looked at
some general aspects of direct private foreign investment in
Nigeria, such as : the situation of direct private foreign
investment in Nigeria, the pattern and direction of changes of
direct private foreign investment, trends in direct private
foreign investment flows, economic poiicy framework and
incentives to foreign investors, main factors and impediments

to direct private foreign investment and emerging strategic
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direction.

Chapter four is concerned with establishing the

theoretical framework upon which this study was based.

Chapter five presents the methodological approach to the

study and the presentation of model that was used.

In chapter six, we analysed the results cbtained from our

empirical investigation in chapter five.

In chapter seven we presented the summary, the

conclusions and the recommendations.
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CHAPTER TWO

LITERATURE REVIEW

2.0 Introduction:

It has for long been recognized that.foreign investment
can play a major role in stimulating national economic growth
and development of any country, and Nigeria is no exception.
Through the establishment of large manufacturing concerns they
could help meet the country's local demands and, with further
expansion, create the necegsary base for the country's export
trade. They could act as mebilizers of lcocal capital and
entrepreneurship. Through research and adaptation, they could
help in harnessing and refining local raw materials for
incorporation as inputs of production and thus create the

necessary technological and industrial base for the country.

Various authors have shown that not only has the " take
off" stage in the development of many countries been
considerably influenced by capital imports. When this same
capital embodies or 1is accompanied by technological and
managerial expertise it can decisively effect the whole course

and framework of economic progress.

Foreign direct investment traditionally attracts skilled
labour by way of entrepreneurship, technological know - how

and direct flow of foreign resources, including in particular,
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foreign exchange. When these factors flow into the economy,

they augment the existing domestic capital base.

Foreign Direct Investment (FDI) is not only a way of
introducing foreign capital and skilled labour into an
economy, but it is also a means of bringing in technological
know - how, raising efficiency and competitiveness, as well as
enhancing export earnings. To this end, host country
governments have always taken necessary steps to create

competitive environment for foreign investment.

According to most neoclassical economigts, not only does
foreign investments invariably accelerate the rate of economic
growth in developing countries, but insufficiency of it could

lead to a "sudden death" of the economy.
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However, notwithstanding the various accolades that have
been given to the role of foreign investment in the growth and
development of many nations in the literature, some authors
argue that direct foreign investment in the under-developed
and developing countries were being made with the specific
objective of sheer exploitation. It has been suggested that
foreign capital in the under-developed and developing
countries was foreign only in the geographical sense of the
term, otherwise, it has been part of the machinery of the

capitalists to exploit wherever it was easier for them to do
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so. Suggestions have been made that foreign capital which
flowed teo the under-developed countries was used for the
purpese of building up economic enclaves, such economic
enclaves were never integrated intc the economic system and
consequently they never brought about any advantage to them

(Dunning, 1870).

This chapter of the study presents a summary of existing
literature on this important topic. An effort is made here to
give, first of all a schematic presentation of the theories
dealing with international movement of capital, followed by
the basic determinants of private foreign investment and the
impact of such investment on economic grewth of the receipent
country. The later part deals with the theoretical framework

upon which this study rests.

2.1 The Bistorical Development of Private Foreign Investment:

Initially, and really, until world war 1, the
international movements of capital globally consisted
esgentially of flows df portfolio capital from a few developed
Buropean nations to the rest of the world. These movements
were determined mainly by international differences in rates
of interest. Direct foreign investment was relatively
unimportant and was generally limited to the exploitation of
gome mineral resources in lesé developed areas. Since world

war 11 Thowever, there have been rapid expansion of
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international capital movements and enormous growth in private

foreign direct investments (Giorgioc, 1973).

There have been various theories propouﬁded to explain
the motivating forces behind international wmovements of
capital and their macro econcmic effects on the receiving
economy. One of the foremost of these theories is the
classical theory of international investment as propounded by
various authors. They-were largely concerned with explaining
the transfer process of capital movements and their effects on
the macro-economic parameters such as money supply and the
level of economic activity of the lending and borrowing
countries (Dunning, 1970). Specifically, in the classical
theory, international movements of capital were generally
considered to benefit both the host and the investing

countries,

Another axiom .of the c¢lassical theory 1s that
maximization of world cutput would automatically be brought
about by private enterprises on the basis of profit
expectations. This belief is based on the assumption that the
current return on private capital investmenﬁs or rather the
even less perfect criterien of current expectation by fallible
investors of the total private return on present investment
over a long period provides a sufficient index of the

desirability of the international movements of capital from
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the point of view of both the lending and the borrowing

countries (Dunning, 1970).

However, in recent years, the classical theory of the
distribution of gains between the recipient and the donor
countries of private foreign investment, as it were, has
increasingly been questioned on several grounds. The
discussion has not been restricted to welfare consideration in
investing and host countries alone, but in addition a number
of other topics have attracted considerable attention.
Foremost of which have been Productivity growth, Income or
Gross National Product (GNP), Savings, Employment and Balance
of Payment (BOP) effects of private foreign investment (Bos,

Sanders and Secchi 1974)

One of the first group of economists who took exception
to the classical approach to analysing international movements
of and effects of private foreign investment was H.W. Singer
(1950) who in his well-known study reached the conclusion that
by and large, direct private foreign investments have been
very beneficial to the investing countries, but have had no
effects on the host countries. This conclusion is reached
mainly through " terms of trade" argument and in addition
through arguments that, at least until recently foreign
investments were not really integrated in the structure of

most developing countries economies and consequently were in
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an economic sense domestic investment on the part of the

industrial countries (Bos, Sanders and Secchi 1974).

Singer’s analysis leads to the conclusion that classical
presumption about mutual benefits can only be reached on the
basis of static comparative advantages which may not be
appropriate with respect to private foreign investment (PFI).
What is needed according to him is a dynamic approach , which
in Singer’s analysis shows that the benefits of private
foreign investment have accrued to the investor countries,
mainly because of the fact that rising productivity gains have
been passed on to the investor country, rather than having

accrued to the host country.

Singer’s article on the benefits of private foreign
investments has generated serious controversies. Macdougall
{1960} concludes on a line slightly different from that of
Singer, and that is that unlimited private foreign investments

may not be in the self interest of the recipient country.

Utilizing largely geometric proofs, professor Macgdougall
(1560), in a partial equilibrium analysis, employed a simple
aggregate production function approach in which output in the
host economy is a function of the inputs of labour and a
homogencus s-ock of capital to derive hisg propositions.

Foreign investment is conceived of as & marginal addition to
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this stock of capital, and he demonstrated that the primary
impact of foreign investment on the host economy is that the
real wage of domestic labour is raised. In addition, he proved
that the inflow of foreign investment may not be significant
in raising the real wages of a given amount of labour but more
importantly, weould also allow aggregate employment to be

significantly raised.

Profesgsor Macdougal (1960) also hypothesized that if
there are no large and rapid fluctuationsg in the inflow of new
foreign investment and the exchange rates are fixed, an
increase in foreign investment by swelling the profits that
have to be repatriated will not necessarily have a negative
impact on the balance of payments. If, on the cther hand, the
trade balance tends to worsen with a given flow of foreign

investments, recurring crisis will, in any case, be likely.

However, the additional foreign capital inflow would not
necessarily aggravate them, it would alleviate them. So long
as the additicnal foreign investment is not "import-creating™
or "export-discouraging" the higher outflow of investment
income would be counter-balanced, or more than counter-
balanced, by the higher capital inflew and by the favorable
impacts on the balance of payments resulting from the extra
producticn - a phencmenon which he referred to as the "import-

saving" or "export-creating" effects of foreign investment.
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Authors such as Balough and streeten (1960) and Xemp
(1962) also take an opposite view from that reached by Singer
by pointing out that foreign investment abroad, if proceeding
at high rates, could be detrimental to the investors domestic
investment as resources would now be concentrated abroad at
the expense of the former which may be harmful for the
investing countries in terms of benefits to be derived from

domestic investment.

Generally concern with the effects ¢f private foreign
investment on the position of the investing country, and more
in particular its balance of payment consequences, was the
origin of the Hufbeaur/Adler (1968) study and the Reddaway
report (1%68). The former was directed towards an empirical
investigation of the effects on the U.S balance of payments of
manufacturing investment abroad, the latter was concerned with

the effects of U.K. foreign investment abroad.

A similar view expressed by the Neo-ﬁarxian doctrine of
economic imperialism is that advanced capitalist economies are
usually wunder the compulsion to export capital to less
developed countries (Ldcs) and in this way dump their surplus
produce akrcad. This is to keep the internal economy operating
at a prosperous and profitable level of econ&mic activity in

order to promote their growth and developments. (Nurkse,
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1962) .

However, various views have been expressed by various
authors concerning this marxian doctrine. This thesis
concerning the deep-seated urge for mature capitalist
economies to export capital abroad was confirmed by Keynesian
economics. For some times after the world war of 1939-1945,
there seemed to be a widespread belief in the underdeveloped
countries that sooner or later the United States of America
(U.S.A.) would simply have to start exporting large amounts of
capital to them in order to keep its own economy happy and

prosperous (Nurkse , 1962).
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Again, under the impact of the same Keynesian economics,
capital exports have come to be associated with an increase in
effective demand and employment in the capital exporting
countries thereby given a sort of support to the marxian
thesis that the capital from the advanced countries cannot but
flow out to maintain a high rate of profits and keep the

capitalist system intact (Nurkse , 1962).

Consequently, if there were to be a compulsion of this
sort, it would be beneficial to all concerned and there is
nothing bad about it. But the fact is that this sort of
compulsion is not obvious at least from what has happened in

practice as regard to the flow of foreign capital. The
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countrieg which want to import capital have to provide
incentives and create favorable conditions so that capital

might be available to them.

Nurkse {1962) writing on Xeynesian economics, expressed
the view that the impact of Keynesian revolutiocn on the theory
of foreign investment was to direct attention from fundamental
long-run matters relating to capital as a factor of production
and to favor incidental matters important only in the short-
run, namely, the effects of foreign investment on the degree
of employment in the advanced creditor econcmies. Under the
impact of the Keynesian economics, capital exports came to be
associated with an increase of effective demand and employment
in the capital exporting countries, and indeed, in the

universe as a whole,

From Keynesian economic perspective, foreign investment
is fundamentally a means of improving the digtribution and use
of the world’s productive resources. Keynesian economics by
substituting an armoury of domestic policies of economic
stabilization for the income and employment effects of foreign
investments, clears the approach to the developmental aspects
of the internatiocnal movements of capital and foreign
investments which ought to¢ have been in the center of the
stage from the start. Capital movements can at least be

thought of primarily as movements of a basic factor of
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production.

Although, it is true that the Keynesian analysis brought
out the favorable income and employment effects of foreign
investments upon the econcmy of the lending nations, it is
important to realise that Keynesian economics itself devised
a system of fiscal and monetary policies for the maintenance
of a steady level of good employment in any advanced
industrial country without the aid of foreign investment. In
theory, the income and employment effects of foreign
investment, which never was more than an incidental effect of
the capital transfer, has become quite unimportant as a means
of domestic economic stabilization on the wealthier countries

of the world.

In the same vein, the traditional approach (Bos and
Secchi 1974) to analysing international capital movements
implies a flow of investment funds from countries where
capital is relatively abundant to countries where capital is
relatively scarce. In other words, it moves from countries
with low marginal productivity to countries with high marginal
productivity of capital. The host countries in this situation,
benefit from the foreign investment to the extent that the
productivity of the investment, the income created is higher
than what the foreign investor takes out in the form of

preofits and interest. The investor country benefits to the
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extent that the rate of return on its foreign investment
through profits and interest receipts, exceeds the rate of

return on domestic investment.

In such a situation, as above, internaticonal movements of
capital are to the benefit of the worid economy, and also to
all of the individual parties participating. Thus, to some
extent the classical and the traditional approaches have

certain basic premises in common.

It is however, curious to note that te a large extent
recent official and semi-official views on the benefitg of
private foreign investments are still based on the classical
notion of mutual benefits despite the féct that in the
traditional approach foreign investment stands for loan
investment rather than equity investment, which later gives
rise to far more complicated analytical problems. The views

have however, not been unchallenged.

From the standpoint of the general theory, the issue of
foreign investment as an engine of growth has received only
relatively recent attention. The classical economists,
primarily concerned as they were with the mechanism of balance
of payments adjustment resulting from capital movements,
generally dealt with what we might call the export of capital

that is, the effects on the lending country; the import of
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capital, that is, the effects on the borrowing country, was
largely neglected. Concern with the growth problems of
developing countries has, however, reversed this neglect in
the post war years and the issue has been very much under

serious and controversial discussion.

In the early and late fifties, private investment began
to be seen as a strategic factor in the development of
developing countries. Private foreign capital particularly by
multinational corporation was regarded mainly as a source of
foreign funds which supplemented domestic savings efforts.
Nurkse’ (1562) thesis that countries are poor because they are
poor and needed large injections of foreign capital became

widely accepted.

In a study carried out by Mona Haddad and Ann Harrison
(1973) of the World Bank, on positive spillovers from direct
foreign investment, with evidence from panel data for Morocco,
the authors posit that many countries now actively solicit
foreign investment, offering income tax holidays, import duty
exemptions and subsidies to foreign firms. One reason they
give for subsidizing these firms is the positive spillover
from technology transfer to domestic firms. Their study
employed a wunigue firm-level dataset to test for such
spillovers in the Moroccan manufacturing sector. They found

evidence that the dispersion of productivity was smaller in

34



sectors with more foreign firms. However, they rejected the
hypothesis that foreign presence accelerated productivity
growth in domestic firms during the second half of the 1980s.
Using detailed information on quotas and tariffs, they also
rejected the possibility of a downward bias in estimating
technology spillovers because foreign investors may be

attracted to protected domestic markets.

It is worth noting that the private investment functions
tested in this study is derived from theoretical models
formulated for firms in developed countries because such
models usually implicitly based their theoretical formulation
and assumptions on factors which could apply to both developed
and developing countries going through structural adjustment.
This model 1like most models of investment in developing
countries assumes a homogenous group of firms operating on
competitive product and factor markets under condition of
general equilibrium. The basic assumptions of this model are

analysed in the theoretical framework.

One other theory relating to foreign investment that has
always generated controversies is the "Pure Theory" of
international trade and investment which in its familiar
Heckscher-Ohlim form generally assumes perfectly competitive
markets, identical production functions in different countries

and international movements of capital in response to
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differences in interest rates (Sanjayal and Streeten 1977}.
Its results accords with the general fact that rich countries
presumably ‘capital abundant’ in this model, invest in poor
countries which are’capital scarce’ (with risks sometimes

included as a modifying factor).

However, it hardly provides a complete explanation of
foreign investment as distinct from foreign borrowing or
portfolio investment. It also hardly provide explanation for
the growth of firms possessed of considerable monopoly powers,
or of rich countries interpretation of each other by their
large firms. Ther is also the issue of transfer of other
productive factors, (technology, management and marketing)
which are just as great a part of transnational corporations
investment as the transfer of capital {(Sanjaval and Streeten

1977} .

Professors Kemp (1966) elegantly integrated international
capital movements within the framework of Heckscher-Ohlim
theory of international trade (Odofin 1979). Using a more
sophisticated general equilibrium medels in his analysis,
exports of capital increases the returns on capital invested
at home. By increasing fcreign incomes, they improve the
demand for investing-country exports and, hence, its bkalance
of payments. In additicn, free foreign investments equalizes

wages and capital returns, the level of total world savings
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and investment is raised and, hence, the future level of
consumption. In a nutshell, the basic theorem states that both
the investing and the host-country gain from international
investment and that the welfare of both is maximized (Odofin,

1979) .

2.2 e Basic Dete ts Priva Forei v

(PFI) From internatignal'ﬁergpeg;ive

Mostly, the main line of argument for the factors
determining private foreign investment especially as found in
the modern theory of direct investment focusses on the parts
which allow foreign firms to have higher advantages over the
local competitors. One of such line is the argument for growth
maximization. The advantages derived from other factors are
superior knowledge, superior technology, higher returns,
managements skills, knowledge of markets, possible eccnomies

of scale etc.

Giorgio (1973) on factors determining private foreign
investment alludes that for corporations, other factors
besides expected rates of returns and risks may have a crucial
role in investment decisions. Citing the modern theory of the
firms, he asserts that the major objective of corporations is
essentially "Growth", while profit tends to be regarded, at
least in the short term and the medium term as a goal in

itself. For a corporate investors he argues, the relevant
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variable is the expected rate of profit that it could earn by
establishing a foreign subsidiaries. This may be a newly
established undertaking or a foreign company acquired through

a take-over.

Concerning the effect of foreign investment on
productivity growth, Berham (1969) in his study arrived at a
theory of international investments that was founded on the
growth maximization hypothesis discussed in the literature. He
concluded: "In sum, the primary stimulus that causes business
to expand abroad is the desire for growth. Stubenitsky (1970),
in a similar wvein, opts for the goal of growth of sales

maximization subject to profit constraints.
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Bela Balassa (See Todaro, 1977) also developed a theory
that stresses growth rather than profit as the main objective
of the firm. He argues that where a matured oligopolistic
structure has been established in the domestic market, the
firm may be induced to invest abroad because efforts at
increasing its share in the domestic market would meet
retaliation from other oligopolists. In spite of all the
additional costs of foreign investments, expansion in foreign

markets is thus less costly than in the domestic market.

The line of argument in the theory developed by Hymer
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(1960) and Kindleberger (1969} concentrates on the view that
for a firm tc undertake direct foreign investment abroad, it
must have advantages over firms of the foreign country. The
advantages may be in terms of superior technology, management
skills, knowledge of markets, possible economies of scale etc.
A common aspect of all advantages of superior knowledge is
their character of public goodsg, that is, the marginal cost of
exploiting them abroad through direct investment 1is
practically nil for the firm that owns the knowledge, or at
least much lower than the cost the local firm would incur in
developing ccmparable knowledge. In fact, wmany authors e.g.
Johnson (See Kindleberger, 1963%) regards the transference of
knowledge as the core of the problem of foreign direct

investments.

However, superior knowledge as such, is not encugh to
justify foreign direct investment. The latter must also
provide, to the firm, the highest returns. Among the
alternative ways of exploiting the superior knowledge in the
foreign market include:

(a) exporting preducts that embody the knowledge

{b} selling the knowledge to¢ local producers in the

foreign market, and.

{¢} producing abroad (through difect investment}

productg that embody the knowledge.



Based on international perspective Hymer (1960) and
Vernom (1971) have also argued persuasively that many
investors possess technological or other monopolistic
advantages which make their expected returns quite different

from any observed average.

Following Hymer (1360), many authors have asserted that
foreign investment presupposes some degree of monopoly
advantage. Firms entering a new foreign market, it is argued,
must have some advantages over local firms in order to
overcome the disadvantages that they have in being forced to
operate in a new environment. However, such advantages do not
necessarily imply oligopolistic interdependence. The
advantages could be related to anything from the possession of
the clinical knowledge to the services of an especially good
manager, neither of which need be related to a particular
market structure. However, the fact that most foreign
investment is done by large firms in concentrated industries

might be important. (Dunning, 1974).

More sophisticated partial equilibrium models within the
standard neoclassical two-factor and two-commodity model,
examined the theoretical implications of an inflow of private
capital from abroad by a firm. with monopolistic power.
Assuming that the foreign capital receives the full (untaxed)

value of its marginal product, the host country is small and
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capitalisation rate) and buy the host country £irm, whose
income stream is capitalised by the market at a lower rate

owing toc the sxchange risk.

An important contribution was also made by Grant (1873)
who, in analysing the role of private foreign investment in
developing countries, categorigsed the determinants of private
foreign investment inte four wviz: liquidity, rate of return,

output capacity and strategic considerations.

In the case of liquidity consideration, his explanation
focuses on the supply of internally generated flows in the
investing firm from depreciation and depletion allowances and
undistributed profits. As internal cash flows increases he
arques, it is suggested that investors increase their new
investment outlays. Doubts have however been raised about the
importance of this factor as determinant of domestic

investment on both theoretical and empirical grounds.

Nevertheless, sufficient grounds. remain for believing
that this factor may have gome influence on investment
decisions to warrant its consideration in relation to

international investment decision.

Grant (1973) has shown extensively how investors are

influenced by profits prospects but quiékly peinted out that
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investors are guided more by longer - term prospects than by
immediate short - term profits. Most companies he concludes
are interested in a business that can grow and develop... but
the companies must also consider the present. They will not
necessarily invest in a country with a long range prospects
for potential profits if they must undergo too much initial

losses.

Grant’s output - capacity (Acceleration relationship)
arguments as a determining factor of private foreign
investment has been tested by various authors and considerable
evidence has accumulated to suggest that private business
investment is domestically responsive to changes in the

relationship between out put or sales and industrial capacity.

The acceleration relationship assumes a long-run normal
desired capital/output ratic and a central tendency to
readjust the actual stock of capital as found at any time to
the desired stock as defined by this ratio and making
allowance for any unused capacity. A similar relationship,
concelvably, might hold between foreign direct investment and

output or sales and industrial capacity in the host country.

Among the longer-term strategic factors agreed upon by
other writers as determining foreign investment include the

desire on the part of investors to defend existing markets and
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foreign investment against encroachmenﬁ by competitors, the
desire to gain and maintain a foothold in a protected market,
or to gain and maintain a low cost sourée of supply, the need
to develop and sustain parent-subgidiary relations, the desgire
to induce the host country into a long-run commitment to a
particular type of technology and know-how, the advantage of
complementing another invegtment, the economieg of new product
development, competition for market shares among coligopelists
and the economies cof product differeﬁtiation oligopoly-all
considerations with indirect longer - term and wider
manifestations than the rate of return on investment narrowly

defined.
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In another interesting article, professor Findlay (1978)
employing a simple dynamic model, proved the hypothesis that
the rate of technological change and, hence, the rate of
economic growth in a low income country: is an increasing
function of the gap between its own le§e1 of technology and
that of the mcre developed nations which 1improves at a
constant rate and the degree to which?it is open to direct
foreign investment. The more a country is receptive to foreign
investment, the more rapid is the rate-of growth of domestic

output.

However, the above mentioned views *on the determinants of

private foreign investments have not gope unquestioned. Among
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the objections often raised ranged from the belief that there
igs little evidence to indicate that the liquidity of the
investing firm is a major factor. At the same time, internal
cash flows emanating from existing investments in developing
countries may have played a significant role in determining
the level of foreign investment. Secondly, the current rate of
prcfit, measured on an accounting basis, appears to have
little or no association with the level of foreign investment.
The same seems to be true of the output - capacity
relationship, much emphasized in contemporary discussion of
investment theory. Thé most important determinants of direct
investment in the developing countries appears to be a variety
cf longer - run strategic considerations related particularly
to market size and potentials, but in some cases to cost

congiderations as well (Reuber,1973).

2.3 Macro - Ecconcmic Impacts of Private Foreign Investment

in the Manufacturing Sector of the Nigerian Economy

Various works have been done on the effects of private
foreign investments .in the manufacﬁuring sector of the
Nigerian economy. Amongst is the study by Akinnifesi (1981)
who, in analysing the determinants add effects of private
foreign investment in the manufacturiﬂg sector, came to the
conclusion that ever since the attainment of pelitical
independence in 1960, various policies of the Nigerian

Government have been geared essentially towards promoting the

45



growth and development of the manufacturing sector by

influencing the trend behavior of private foreign investment.

The reasons for Government's interest, he argues could be
rationalized against the facts of economic theory and
experience that investment in the manufacturing sector
influences the aggregate demand and is therefore an important

instrument for promoting growth and stabilization.

Tomori (1280) in analysing the effects of private foreign
invegtment on output, employment and wages in the
manufacturing sector also believes that the contribution which
private foreign investment can make to industrial cutput has
been a matter of considerable interest in development
economics. Scme of the conclusions of the proponents and
critics of the role of private foreign investment have however

not been based on detailed statistical.study.

Notwithstanding the limited evidence on which he based
his conclusicns, Tomori has argued that private foreign
investment has wmade significant contribution to the real
income of the manufacturing sector. The positive contribution
of foreign investment to the industrial output of Nigeria is
seen mainly in the remcval of resources gap constraint which
inhibits higher output. By providiﬁg a combination of

machinery, equipment and skill in one package, private foreign
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investment tends to increased efficiency of domestic
industries which could ultimately lead to higher industrial

output.

In terms of employment generation, Tomori argues that the
primary reason why many developing countries including Nigeria
seek to attract overseas private investment is the desire to
use such investment to develop the industrial sector of the
economy, particularly manufacturing activities. The
encouragement given to manufacturing activities is motivated
by the desire to use the sector to expand employment
opportunities. This strategy of industrialization for
employment creation is a problem of immense proportion in
developing countries like Nigeria. The major objective of
policy is therefore to reduce unemployment through the

creation of income earning job opportunities resulting from a

large investment programme. -_ﬂ_#______d_,_.
AHIM

However, the policy of employment promotion through
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increased attraction of foreign investment and rapid
industrialisation has been a matter of some controversy in the
literature. Critics have argued that the rapid development of
the industrial sector particularly the manufacturing sector
may not lead to employment generation of the magnitude
required by the developing countries like Nigeria. In fact, it

is even possible that industrialisation particularly at its
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early stage may reduce aggregate industrial employment by

displacing existing manufacture.

Tomori (1980), also believes that the attraction of
private foreign investment to develop the industrial sector of
the economy is not unrelated to raising the industrial wage
rate. The countries seeking private foreign investment he
argues envisage that increased manufacturing activities will
create a greater demand for semi - skilled labour and increase

the industrial wage rate which is the situation with the

Nigerian manufacturing industries.
TT———
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Akor (1987) in analysing indigenous industrial and
private foreign investment believes that because private
foreign investors have depended on foreign scurces for the
supply of materials and human inputs from 1970 - 1983, and
because with their global <corpcrate power, superior
technology, control over the indigenous industries and
therefore reaped the substantial parts of the benefits
accruing from their investments at the expenses of the

Nigerian economy through repatriation of profits.

Another aspects of effect of private foreign investment
in the manufacturing sector of the Nigerian economy has to do
with the question of contribution of private foreign

investment to present industrial technology. It is not
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possible yet to know how large this contribution has been in
quantitative and qualitative terms. It is however believed
that the costs of technolagy transfer all over the world by
private foreign enterprises are growing rapidly. One could
possibly say that the technological contribution of private
foreign investment to Nigeria‘'s industrialisation is

congiderable.

Thomas (1876} however believes that the waves of foreign
manufacturing companies from overseas hgve acted to alter the
economy of Nigeria. While the pace of what has happened in
Nigeria differs elsewhere, it seems evident that private
foreign investment in the manufacturing sector of the Nigerian
econiomy has been beneficial. Technology has been transferred,
in terms of products, concepts and processes. It has also been
observed to varying extent. The cbservation has been a slow
and gradual affair. The results however, should not be

underestimated. The change has been substantial.

2.4 Macro - economics effects of Erivatg'Fgreng Investment

on Productivity growth, Income, Private

and Government Savings.

As was mentioned earlier, surprisingly little empirical
evidence has been brought forward concerning the macro -
economic effects of private foreign investment (PFI) on Gross

National Product (GNP} or income in developing countries. The
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Pearson Report {(Pearscn, 1969) for example might serve as an
illustration of this lack of evidence. Thus, in the absence of
detailed empirical studies it is always difficult to assess

the contribution of Private Foreign Investment to GNP.

Several direct, but unsuccessful attempts to measure the
contribution of private foreign investment (2F1) to national
income have been made by various authors. Foremost among these
is by Herbert K. May (1970). In his report for the council for
Latin america Inc. and by Michael Kidron (1965} who in a well
documented case study on India arrives at the conclusion that
the income effects of private foreign investment (PFI) in
India are negatives partly because of the high costs of
capital servicing in the form of profit and technical fees
which compare very unfavorably with the interest costs of
foreign public debt.

Opponents to private foreign investments (PFI) like the
neo - Marxians have sometimes argued that private foreign
investment is of expleitative nature in that additional income
created through Private foreign investment is usually smaller
than what foreign invegtors tend to appropriate in the form of
profits. Proponents of private foreign investments like the
neo - kaynesians have however, been quick to point out that
this type of reasoning is at fault with economic theory.

According to them a foreign investor may appropriate a large
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share of the income generated through private foreign
investment in some cases perhaps all of it, but never more

than that (Dunning, 1%74).

The attack on the arguments that foreign investors take
out more in the form of profits and other form of payments
than their investments contribute to national income 1is
reasonable in the sense that in conventionél economics, one
expect that factors of production get paid according to their
marginal productivity and that more over the factors of
production together can never obtain more than thgy produce.

{(Dunning, 1974).

In such a situation, the foreign investors, even if he
were & monoplolist could never obtain more than the income
created through his investments. However, a number c¢f
arguments can be given to show that factual conditions do not

reflect the world of conventional economics. (Domar, 1946) .

Olopoenia (1983) in analysing foreign investment and the
growth rate of capital importing countries asserts that for a
long time, orthodox development economist has attributed a
positive role to foreign capital inflow in the development
process of the underdeveloped countries (UDCs). He argues
further that foreign capital is often treated both as an

additional factor of production and as a supplement to the
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national saving efforts of the capital-import country.

Foreign investments he asserts provide the means of
relaxing both the foreign exchange and saving constraints on
the rate of growth of cutput in the recipient country and that
this is the viewpoint underlying the two - gap analysis of

development by Chenery and Strout (1966).

The above point notwithstanding, the controversy in the
literature as t¢ the nature of the savings - effect of capital
imports is basgically of two dimensicons. There is the question
of which foreign capital affects the level of savings in the
capital importing country. Is it the existing stock of foreign
capltal; the gross inflow of new capital, or the net inflow ?
Then, there is the second question of what the sign ©of the
coefficient o©of foreign capital should be in the savings
function. For each of these two questions, there were

arqguments for and against (Newlyn , 1977)

Haveelmo (1965) has put forward, the argument that there
is an inverse relaticonship between foreign capital inflow and
the savings rate of a country. This relationship has been
tested, and several times found to be trué (Hufbeaur and
Adler, 1968). As a matter of fact, it seems quite logical,
gince a foreicn capital inflow, providing additional financial

resources, in a sense slackens the pressure put by any
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development programme for a savings rate as high as possible,

(Helen and You leng, 1969%).

However, since Haveelmo (1%65) first suggested the
peossibility that capital import may have adverse effects on
the national savings efforts, there has been a 1lot of
controversy in the literature concerning the effects of
capital inflow on savings. While the bulk of empirical
evidence and some of the theoretical work tend to support the
Haveelmo thesis, the controversy is far from being resolved.
The possible effect no doubt of capital inflow on the national
savings has serious implication for the capacity of foreign
investment to accelerate the growth of the capital importing
country (Bos and Secchi, 1974). Yet the saving effect of
capital imports has been given little or no congideration in
the analysis of the growth effect of foreign capital inflow.

Professcr Rahaman (1968) put up an explicit analytical
treatment of the possibility of a negative relationship
between capital imports and domestic savings in his Welfare

economics of foreign aid.
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The analysis, presented in a general variation problem,

is to maximize

[ :U'f: &) de
Subject to “_h‘““~=t_ -::::r7

Ve = V.87

that is maximize. the integral of utility derived from
(instantaneous) consumption, C, over a plan period covering T
time units, subject to the conditions that over this period

gross domestic product, V, should grow at a given rate g.

The exercise brings out that in the absence of policy
reactions, mainly through public savings, if one postulates a
non-linear welfare function with marginal wutility £from
consumption rising as consumption falls and/or the marginal
disutility from capital imports falling as the inflow of
foreign capital falls. "Optimum" domestic savings will not
necessarily be pushed to its "maximum" irrespective of where
this maximum happens to be, and irrespective of where the
postulated upper limit to the total inflow of foreign capital
happens to be. If this hypothesis is indeed correct, one
would expect to find an inverse relationship between capital
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imports and domestic savings. This in essence, 18 the so-

called Haavelmo or Decapitalization Hypothesgis.

The main political disadvantage of direct investment is
that it leads to accelerating foreign ownership of the means
of production in the potentially dominant sector and is
therefore politically unacceptable in the long run as the
solution te the problem of achieving selif - sustaining
growth. Not only is there political opposition to foreign
ownership per se but alsoc to the influence which this entails.
Objections to pelitical interference by foreign enterprise in
domestic affairs are well founded but difficult to prove. One
officially authenticated example is the attempt by the U.S.A
s counter intelligence agency to use the Internatiocnal
Telephone Corporation (one of the larggst Multi-Nationals) to
influence the political situation in Chile in 1970 (Newlyn,

1977) .

Existing case studies of Multinational behavior do
suggest that foreign investment could be an important source
of spillovers. Rhee and Belot (1990} :present a number of
detailed cases where foreign investoré haﬁe acted as export
catalysts, in some cases fuelling a domestic export industry

where there were no domestic exports at all.



The cases documented by Rhee and Belot suggest that any
concept of ‘Spillovers’ throughout foreign investment should
also include the transmission of knowledge about export
markets and contacts, quality control and management know -

how.

Giwa (1995), in loocking at challenges and opportunities
for direct investment in Nigeria, believes that there is
urgent need to rectify the structural defects in the Nigeria
socio-political and economic framework which, in his opinion,

are strong ensugh to discourage foreign investors.

In arguing for the need for direct foreign investment
Chief Giwa further posits that the Nigerian economy has been
going through a turbulent period since the early 80’ s when
the fortunes of crude o0il started to suffer tremendous
setbacks. The introduction of SAP has also called for more
belt tightening. Reduced foreign exchange earnings consegquent
upon the foregoing has adversely affected local industries
significantly forcing many to reduce capacity utilization or
close down completely since they rely on imported raw
materials. Other sectors of the eccnomy, he argues, have not
fared better. The risk of overdependence on crude oil as the
main stay of the economy is now very glaring. Unemployment he
argues has been on the increase while galloping inflation has

impeded real growth.
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Odozi (1995) in his overview of foreign investment in
Nigeria - 1960 to date, posits that foreign investment appears
to be the most crucial component of capital inflows Nigeria
should seek to attract in the light of her current economic
circumstances. This view can be supported by the need to
initiate a strong economic recovery after a prolonged period
of recession and macroeconomic instability. There is urgent
need, he argues, to stimulate the growth of domestic output,
minimize the rate of inflation and unemployment, while the
exchange rate which is almost stable in the autonomous foreign
exchange market needs to appreciate substantially to permit
meaningful private investment to take place. As renewed
efforts to restore macroeconomic stability are now being made,
improved inflow of foreign investment in the medium to long-

term will facilitate the achievement of these goals.

2.5 Investment Theory and Economic Growth.

Keynes (1936) was the first to call attention to the

existence of an independent investment decision in the
economy. He observed that investment depends on the
prospective marginal efficiency of capital relative to some
interest rate that is reflective of the opportunity cost of
the invested funds. He pointed ocut that private investment was
intrinsically volatile since any rational assessment of the
return on investment was bound to be uncertain. The "animal

spirits" of private investors would be the main driving force
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in investment decisions.

After Keynes, the evolution of investment tLheory was
linked to simple growth models. These models gave rise to the
accelerator theory, popular in the 1850s and early 1960s and
widely used even today in practical growth exercices. The
accelerator theory makes investment a linear proportion of
changes in output. Its extreme simplicity explains its
popularity. Given an incremental capital/output ratic (ICOR],
it is easy to compute the investment requirements associated
with a given target for output growth. In this view,
expectations, profitability, and capital costs play no role.

{See Luis and Zdres 1993),

The restrictive assumptions behind the accelerater theory
led Jjorgemson (1967) and Hall and Jorgenscon (1971) to
formulate the neoclassical approach. Here, the desired (or
optimal) capital stock depends on the level of output and the
user cost of capital (which in turn depends on the price of
capital goods, the real interest rate, and the depreciation
rate). Lags in decision making and delivery create a gap
between current and desired stocks, giving rise to an
investment equation, that is, an equation for the change in

the capital stock.

Ll
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The foundations of this approach have been criticised on
the grounds that: the assumptions of perfect competition and
exogenously given output are inconsistent; the assumption of
static expectations about future prices, output, and interest
rates is inappropriate, since investment is essentially
forward-looking; and the lags in delivery are introduced ad

hoc.

An alternative view, associated with Tobin (1969) is what
matters is the relation between the increase in the value of
the firm as a result of the installation of an additional unit
of capital and its replacement cost. When the increase in the
firm’'s market value exceeds (or is less than) the replacement
cost, firms will want to increase (or decrease) their capital
stock. This ratio, known in the literature as marginal Q, may
differ from unity because of delivery lags and adjustment or
installation costs. However, it is not easy to measure
marginal Q, and the ratioc of the market value of the entire
existing capital stock to its replacement cost ( the average

Q ratio) is used instead.

Abel (1980) Hayashi (1982) and Precious (1985) point to
the problems in using Q. If firms enjoy economies of scale or
market power, or if they cannot sell ail they want, marginal
and average Q will systematically differ. Moreover, the

assumption of increasing marginal installation costs
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underlying the Q theory is dubiocus. The cost of additions to
an individual firm's capital stock is likely to Dbe
propertional -- or even less than proprtional -- to the
volume of investment because o¢f the lumpy nature of many
investment prejects. More important, disinvestment, if
feasible, is more costly than positive investwment: capital

goods often are firm-specific and have a low resale value.

Also, in the Keynesian tradition, the disequilibrium
approach {Malinvaud 1980} Sneesens (1987} views investment as
a function of both profitability and demand for ocutput. In
Malinvaud (19&£2) investment decisions have two stages: First,
the decision to expand the level of productive capacity; and
second, the decision about the capital intensity of the
additional capacity. The former decision depends on the
expected degree of capacity utilization in tha economy, which
provides an indicator of demand conditions. The latter
decision depends on relative prices such as the cost of
capital and labour. The distincticon between the decisions is
meaningful because factor proprtions are assumed to be
variable before the investment but fixed after it. The
investment decision, in turn, takes place in a setting in
which firms may be facing current and expected constraints on
future sales, an impeortant departure from the continous
market-clearing assumed by both neoclassical (Jorgenson’s) and

Tobin’s Q models. Therefore, investment depends both on
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profitability and on the prevailing sales constraints, which

determine the rate of capacity utilization.

Disequilibrium models have often been criticized on the
grounds that their assumptions regarding expectations are too
gsimple and that they do not explain why prices are rigid.
Market disequlibrium and rational expectations are not,
however, necessarily inconsistent hypotheses. Neary and
Stiglitz (1983) have developed rational expectations models in
which the markets for goods and labour dc not c¢lear, in
context of forward-locking agents that anticipate future
sales constraints and wage and price rigidities. This point is
particularly relevant since investors are concerned whether
investment decisions made today will beljustified.by events in
the future. From the pelicy viewpoint, important problems of
macroeconomic adjustment, such as & persistent decline in
output, are associated with (transitory) disequilibrium in the
goods and labour markets. In such conditions, investment
behaviour may involve a ccombination of exﬁectations and market

disequilibrium.

The macroeccnomic models of coordination failure, which
emphasize the inability of individual agents to coordinate
successfully their investment decisions in .a decentralized
economic system, provide another view. Although there are many

potential sources of such failures, the most common one is the
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existence of monopolistic competitioﬁ with increasing returns
to scale. In this context, the returns on investment depend on
the overall level of economic activity, which in turn is
positively affected by the volume of aggregate investment.
Since each firm is likely to view its own contribution to
aggregate investment as negligible, the social and private
returns on investment diverge, with the former exceeding the
latter. Under certain conditions the economy may get stuck in
an "insufficient investment" equilibrium, in which individual
firms invest too little - lowering aggregate investment -
precisely because each firm expects aggregate invegtment to be

low.

.
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HAPTER THREE

PATTERN AND DIRECTION OF CHANGES OF PRIVATE FOREIGN

INVESTMENT AND ECONOMIC GROW IN NIGERIA 1980-1996

3.0 Introduction

This chapter looks at the pattern and direction of
changes of private foreign investment in Nigeria, analyse the
various policies and strategies adopted by the government over
this period . Not only this, it also spécifically look at the
pattern and direction of changes in the manufacturing sector
and its impact on the growth process of the economy. In doing
this, we started with highlighting the background information
on Nigeria as a nation and then proceeded to the analysis of
the pattern and direction of changes in the foreign investment

sector in relation to economic growth.

3.1 Background Information on Nigeria:

The Federal Republic of Nigeria, situated along the west
coast of Africa, lies between latitudeg 4° and 14° north of
the Equator and longitudes 3° and 14°¢ east of the Greenwhich
Meridian. It shares borders with Benin Republic in the west,
Cameroun in the east, Niger and Chad in the north, and Gulf of
Guinea in the Scuth. Nigeria has a populaticn of about 88.5
million people {1991 figure) with ‘an estimated area of

924,000 square kilometres. The longest distaﬁce is 1,126
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kilometres from East to West and 1,046 kilometres from North

to South.

The land rises from the southern coast to hilly ranges in
the north-central, north western and-eastern parts of the
country, there are two major relief forms - the high plateaux
and the lowlands. there are four main plateaux and mountain
groups ranging between 300 metres and 1,800 metres above sea
level. The lowlands include the sokoto plains, Niger-Benue
through Chad Basin, Borno plain, Cross-river plains, Coastland
in the West, Imo and Anambra flood plains, coastal margins and
the swamps. The main drainage systems are formed by the Niger-
Benue rivers, Lake Chad and several other rivers (including
Benin, Cross, Ogun, Oshun] which flow north-scuth to the

coast.

The climate is tropical but differs sharply between the
north (bordering the Sahara) and the south (bordering the
Atlantic Ocean). There are two seasons-- the dry and the rainy
seasons. During the dry seasons (Noveémber-aApril), the dry
dust-laden north-easterly winds blow across the country. The
moisture-laden south- westerly winds blow from the coast
during the rainy season (May-October), bringing the rains.
Rainfall decreases from about 1,500mm in the south to about
500mm in the north. The temperatures range between 22°C and

34°C. Temperatures as low as 8 'C have, however, been recorded
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