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Counter-cyclical response to crisis shrinks balance in excess

crude account

Projections for 2010:

. Real GDP growth is expected to accelerate to 6.6%

. Oil production is expected to average 2.11 million barrels per day

. The naira to US dollar exchange rate is projected to average
NGN150.2/USD

. Average annual inflation is expected to slow to 11.0%

. A current account deficit of 15.7% of GDP is expected

. A fiscal deficit of 2.4% of GDP is projected

Recent trends

Production

Economic activity in the Nigerian economy is estimated to have
strengthened in 2009, compared to 2008'’s level of activity, on the back
of a modest recovery in the oil and gas sector. Preliminary estimates
from Nigeria’s National Bureau of Statistics (NBS) for the first three
quarters of 2009 suggest that the rate of the oil and gas sector's
contraction slowed to about -2% in 2009, from -6.2% in 2008, and that
growth in the non-oil sector slowed slightly to 8.2%, from 9.0% in 2008."
The modest slowdown in the non-oil sector’'s growth rate and improved
performance of the oil sector explain our growth estimate for the
Nigerian economy of 6.2% for 2009, up from 6.0% in 2008.

Figure 1: Quarterly GDP growth (year-on-year, %)
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1 Please note that the NBS’s official data is at times, unreliable. We are of the
view that while the direction of the growth numbers is plausible, the magnitude is
questionable and possibly overstated.

Yvonne Mhango

Quarterly growth numbers for 2009 indicate that following the significant
slowdown in growth in the first quarter of 2009 to 4.5% year-on-year
(yly), which coincided with the worst of the global economic downturn,
from 7.1% yly in the previous quarter and 4.6% yly in the corresponding
quarter of 2008, economic growth picked up in the subsequent quarters
of 2009 (see Figure 2).

The pickup in economic growth in the second and third quarters to
7.2% yly and 7.1% yly, respectively, is partly attributable to the recovery
of the oil sector following several quarters of decline. The crude oil and
natural gas sector grew by 2.0% yly in the second quarter of 2009,
following a contraction of 8.1% in the first quarter of 2009 and
compared to negative growth of 5.0% in the corresponding quarter of
2008. However, the pickup of activity in the oil and gas sector was not
sustained in the third quarter when growth slowed to 0.7% yly.

Figure 2: Oil GDP and non-oil GDP growth (y/y, %)
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As the oil and gas sector has been in decline since 2006, it has been
the non-oil sector that has driven economic growth during the latter half
of the past decade. Several years of decline explain the shrinkage of
the oil and gas sector's share of Nigeria’'s gross domestic product
(GDP) to an estimated 17% in 2009, from 45% in 2003. Interruptions to
production in the Niger Delta due to militant activity largely account for
the underperformance of the oil and gas sector in recent years.

However, the slump in the oil sector has been made up for by the



improved performance of non-oil sectors, in particular the
telecommunications, agriculture, manufacturing and construction

sectors.

The telecommunications sector has been by far the fastest-growing
sector in Nigeria in recent years. The sector has grown by over 25% per
annum since 2003, largely on the back of the rapid take up of mobile
phone lines. This strong growth has made it possible for the
telecommunications sector to become the country’s fifth-largest
economic sector, generating an estimated 4% of GDP in 2009, from
less than 1% in 2003. The stellar performance of the
telecommunications sector was not derailed by the global economic
recession in 2009. The sector grew by a sterling 31.7% yly in the first
quarter of 2009, and in the subsequent two quarters outdid itself by
growing at even stronger rates of 33.6%yly and 34.7% yly,
respectively. The sector’'s sustained impressive rates of expansion in
2009 are partly attributed to intensive marketing strategies and
provision of value added services by telecommunication companies in

Nigeria.

Figure 3: Real GDP growth by economic sector (yly, %)
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The country’s second-largest economic sector, wholesale and retail
trade, also exhibited double-digit growth rates in 2009. The trade
sector’'s growth rates accelerated during the course of the year from
9.7% yly in the first quarter of 2009 to 11.9% yl/y in the third quarter.
Nevertheless, activity in the wholesale and retail sector slowed down in
2009 compared to 2008’s levels on account of the liquidity squeeze in
the banking sector that followed the loan recovery reform in the sector

by the central bank and lower consumer confidence.

Agriculture, the sector that produced an estimated 41% of GDP in 2009,
grew at a remarkable average rate of 5.9% yly in the first three quarters
of 2009. This solid performance is largely attributed to generally

favourable weather conditions in Nigeria in 2009.

Other than telecommunications and wholesale and retail trade, there
were three sectors that grew at exceptionally high rates in 2009 and a
couple of them are emerging, from low bases, as significant contributors
to economic activity. The hotels and restaurants sector was the second-
fastest growing sector in the first three quarters of 2009. It grew at an

average of 12.6% yly. This hospitality sector may generate less than

1% of GDP at present but the shortfall of and growing demand for hotel
beds, particularly from business travellers, will continue to support its

rapid expansion.

Figure 4: GDP by economic activity (2009p)
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The strong expansion of Nigeria’s building and construction sector in

recent years has supported the non-oil sector. Increasing investment in

public infrastructure and rising private sector activity have supported the

sector’'s growth. Building and construction activity is estimated to have

grown by close to 12% y/y during the first nine months of 2009. Two per
cent of GDP is owed to the building and construction sector.

Parallel to the expansion of the building and construction sector was the
strong growth of Nigeria’s real estate industry. The real estate sector is
estimated to have grown by an average of 10.9% vyl/y in the first three
quarters of 2009. In addition to the growing number of households that
are entering higher income brackets and boosting the demand for
residential property, and burgeoning private sector activity that is
pushing up demand for commercial property, financial institutions are
also increasingly offering financing options for the real estate industry.
Notably, large investments into the development of housing estates by
corporate private developers continued in 2009 in spite of the global

economic downturn.

The mining sector, which includes coal mining, the mining of metal ores
and quarrying, is another small but rapidly growing sector. Preliminary
estimates suggest that the mining sector grew by an average of
11.6% yly in 2009. Tax incentives that Nigeria’s federal government is
offering to attract investors into mining and thus stimulate the non-oil
sector suggest that the sector will continue to grow strongly and
increase its contribution to GDP. The incentives that were revealed by
the Minister of Mines to local media in early 2010 include a three-year
tax holiday for new mining companies; a 5% reduction in companies’
profit tax; a 25% reduction in capital gains tax; and an increase in
annual capital allowances from 20% and 10% to 30% and 20%,
respectively. According to the minister, Nigeria currently has mineral
wealth of an estimated 2.7 billion tonnes of coal, three billion tonnes of
iron ore, 2.23 trillion tonnes of limestone and 14 million tonnes of

barites.

Unsurprisingly, the finance and insurance sector was one of the
underperformers in 2009. The banking sector crisis that sat over the

economy like a dark, heavy cloud in the first half of the year largely



explains the slowdown in activity in the sector. The significant increase
in non-performing loans compelled commercial banks to tighten their
lending requirements. The subsequent slowdown in credit extension
contributed to the dampening of activity in the financial services sector.
The bold measures that the new central bank governor took from mid-
2009 may have improved confidence in the country’s banking sector
and reduced uncertainty, but they have also in some instances made
bankers reluctant to take risks as the bankers then will be held liable

under more stringent governance regimes.
Domestic expenditure

A decline in fixed investment and deterioration in export earnings
slowed domestic expenditure in Nigeria in 2009. This moderation in
spending was partly mitigated by resilient households’ spending and an
increase in government spending that was made possible through the

drawdown of savings.

A good agricultural harvest in 2009 provided a buffer, for almost half of
the country’s households who are employed in the agricultural sector,
which increased their purchasing power and enabled them to spend on
non-agricultural goods and services in the economy. However, in the
urban areas in particular, households’ consumption expenditure, which
constitutes about 70% of GDP, was tempered by the tightening of
lending by commercial banks and an erosion of wealth, particularly for

households with equity investments.

Figure 5: Contribution of types of expenditure to GDP growth (%)
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Fixed investment’s contribution to GDP has risen significantly over the
course of the past decade. It has increased from about 10% in the early
part of the past decade to an estimated 17-20% in the latter part of the
decade. This increase in fixed investment coincided with the commodity
boom of 2005 to 2008 that drew capital into the extractive industry and
in turn boosted export earnings, which is favourable for GDP growth.
Exports’ contribution to GDP has thus increased, from about 35-40% of
GDP in the pre-commodity boom period of the last decade to an
estimated 53% in 2008.

As one of the continent’s biggest oil-exporting economies, Nigeria
attracted a large chunk of Africa’s foreign direct investment (FDI).
Nigeria was Africa’s largest FDI recipient in 2007 and 2008. In 2008, a

consortium of foreign transnational corporations, including Chevron
Nigeria Ltd, Bg International Ltd, and Shell Gas and Power
Development, continued its construction of the OK-Liquefied Natural
Gas (LNG) plant in the Olokola Free Trade Zone, and the Chinese
energy company, CNOOC Ltd, made further payments for a 45% stake
in an offshore oilfield in Nigeria that it had purchased for US$2.3 billion.
However, in 2009 new FDI inflows slowed on the back of the collapse of
commodity prices, which made it financially unviable either to extract
resources or to explore for new finds; the global demand slump; and the

credit crunch that froze foreign credit lines.

Local investment has also risen in recent years as public investment,
particularly in infrastructure, has increased with the support of rising
fiscal revenue inflow from the petroleum and gas sector. The
government’s focus is on building up its stock of transport infrastructure
and scaling up electricity supply to meet the demand of the households
and businesses of the most populated country in Africa. Private sector
investments have also increased in the property sector, especially in the
congested and high-cost urban areas, which has supported rapid

growth of the construction industry.

Fixed investment by the public sector declined in 2009 on the back of
depressed fiscal revenue collections. Investments by the private sector
also moderated as lending by commercial banks was tightened. Fixed
capital formation in 2009 is thus expected to have slowed, following a
couple of years of strong growth of fixed investments, particularly in the

petroleum sector.

Government spending is estimated to have been above target in 2009
in spite of depressed revenue collections. The expenditure overrun was
largely due to a bigger wage bill and increase in overhead costs. The

fuel subsidies also weighed heavily on government expenditure.

The swell of export earnings due to strengthening oil prices and
improving production, prior to the onset of the Niger Delta unrest, has
significantly boosted GDP growth over the past decade. However,
exports’ constructive contribution to GDP has been dulled by the
concomitant expansion of the import bill, particularly during the food and
fuel crises of 2008. Although Nigeria is a major exporter of crude
petroleum, a small share of it is refined domestically, and, as such,
Nigeria imports most of its refined fuel, which constitutes about 20% of
the country’s imports. In 2009, the drop in the international oil price to a
fraction of its high in 2008 coupled with below par production due to
attacks to oil facilities in the Niger Delta shrank export earnings. The
sharp decrease in export earnings explains the reduction in 2009’s
trade surplus and erosion of the external sector’s positive contribution to
GDP growth.

Monetary policy

In his first 10 months on the job, the governor of the Central Bank of
Nigeria (CBN), Lamido Sanusi, has followed through on his primary
pledge of restoring confidence to Nigeria’s banking sector. Sanusi has
also addressed the domestic banking crisis and redressed the bank

losses on margin and share-backed lending and tightened disclosure



requirements. Banks whose capital positions were impacted by losses
due to margin loans and lower oil revenues received capital injections

and are undergoing a consolidation process.

In response to the contraction of liquidity in 2009, the CBN launched an
aggressive easing of monetary policy in 2009 as a means of stimulating
private sector credit growth and lowering commercial banks’ interest
rates. A sharp decline in foreign exchange reserves, due to the drop in
the international oil price, and erosion of banks’ capital explain the
contraction of liquidity. The central bank responded to the crisis in 2009
by cutting the monetary policy rate (MPR) twice, from 9.75% in March to
6.00% in July; reducing the cash reserve requirement and liquidity
ratios to 1% and 25%, respectively; introducing a ceiling on deposit and
lending rates; and expanding the discount window to increase the range

of eligible capital.

The contraction in liquidity in 2009 was exhibited by the swift slowdown
in the growth rates of monetary aggregates. After peaking at 100.1% y/y
in March 2008, following a year of accelerated growth, broad money
(M2) growth plummeted to 12.5% y/y in March 2009. This sharp
slowdown was largely due to a substantial decline in the annual growth
rate of demand deposits, which constitute about 36% of M2, and can be
drawn upon on demand without prior notice. Prior to the global
economic and financial crisis, demand deposits’ growth had soared to a
record high of 172.5% y/y in March 2008. In the subsequent 12 months
the growth rate dropped, to reach -0.5% y/y in March 2009.

Figure 6: Money supply (M2) (% yly)
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Quasi-money growth also slowed sharply during a similar period; it
decelerated to 18.2% yly in April 2009, from 89.5% yly a year earlier.
Quasi-money, which is made up of savings accounts and Treasury bills,
constitutes just over one-half of M2. The erosion of deposits over this
period partly reflects the adverse impact of the fall in the oil price on

petroleum-related deposits.

M2 growth picked up in the second and third quarters of 2009 when M2
grew at about 13-14% in annual terms. However, in the second half of
2009, the growth rate exhibited volatility when it collapsed in September
to 5.6% yly, subsequently briefly recovered to 22.1% y/y in November,
and thereafter took a turn and went on a downward path to 11.8% yly in
January 2010.

Following two years of strong domestic credit growth in Nigeria, the
growth rate of credit extended to the private sector began to moderate
in the second quarter of 2008. Private sector credit growth dropped
from 103.7% yl/y in April 2008 to 29.0% yly a year later. In June 2009,
the central bank issued a directive to all banks ordering them to limit
their lending to the public sector to 10% of their overall portfolio. This
measure served to limit the crowding out of the private sector by the
government. Thereafter, the rate of expansion of private sector credit

stabilised somewhat.
Figure 7: Private sector credit (% yly)
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The pre-crisis surge in credit extended to the private sector was due to
strong confidence amongst consumers and businesses, partly related to
the fruits of 2005’s bank consolidation, the commodity boom and solid
global economic growth. This environment supported the extension of
margin loans, borrowing from commercial banks to invest in shares.
When the financial crisis hit, foreign capital exited Nigeria’s capital
market, and stock prices began to slide downwards, implying a fall in
the value of the security used to secure the loans, and the return on
equity also declined. Subsequently, commercial banks’ non-performing
loans began to rise. The decline of the oil price also implied that
commercial banks’ deposits began to fall. As such, credit extension

declined as liquidity shrank and interest rates increased.

Credit extension has been slow to recover despite the CBN'’s bold
response to the liquidity squeeze, through a relaxation of monetary
policy, because of a reluctance to lend. Notably, private sector credit
growth slowed in the last quarter of 2009 into January 2010 to
17.7% yly, from 59.4% yly a year earlier. The weakness of private
sector credit growth despite the accommodative policy stance of the
CBN is partly attributed to the reluctance of financial institutions to
extend credit following the unprecedented banking sector reforms
undertaken by Governor Lamido Sanusi. The stringent measures taken
against some bank executives in 2009 for poor governance, and in
some instances fraud, have brought to the fore the punitive measures
that the central bank will take going forward for irresponsible lending. As
such, some elements of the banking fraternity are anxious about taking
on risk.

Despite 2009’s accommodative monetary policy stance, inflation
pressures were contained. Actually softer monetary growth and lower

import prices supported a slowdown in inflation. Inflation slowed to



10.4% vyly in September, from a high of 14.6% vyly in February.
Thereafter, price pressures began to pick up in the last quarter of 2009
and into the first quarter of 2010 to 12.3% y/y in February. Food prices,
which constitute almost two-thirds of the consumer price index (CPI),
are the main inflationary pressure. Housing, utilities’ and fuel prices
were the largest source of non-food inflation in 2009. Over half of non-

food price pressures stemmed from this sub-index.

Figure 8: Inflation (% yly)
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In accordance with the monetary authority’'s accommodative policy
stance in 2009, the MPR and Treasury yields fell in 2009. The MPR
was cut in April and July by 1.75 and 2.00 percentage points,
respectively, to 6%. In the second half of 2009, the MPR was redefined
as the midpoint between the central bank’s lending and deposit rates.
Furthermore, the central bank reduced the supply of Treasury bills in
the market, in the first half of 2009, by suspending some Treasury
auctions, and in so doing the yield on the 91-day Treasury bill dropped
to as low as 2.00% in February 2009. This led to a build-up of liquidity in
commercial banks as investment options fell. Thereafter, the yield on
the short-term government instrument retraced to 5.1% in November.
However, from December, the yield has been on a downward path
owing to excess liquidity and in February 2010 was at levels last seen a

year earlier.
Figure 9: Interest rates (%)
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Unlike the policy rate and Treasury bill interest rates, the commercial

banks’ lending rate increased in 2009, compared to 2008’s average

level. The lending rate rose from 16.8% in January 2009 to 19.0% in
December 2009, and thus undermined the central bank’s aim of
spurring credit extension. Nigeria’s high lending rates are attributed to
structural and institutional impediments, deposit-taking institutions’ risk
perception of borrowers, the limited sharing of infrastructure by banks,
and the dearth of alternative funding sources for firms. In January 2010,
the lending rate decreased to 18.38%; however, whether or not this

downward movement is sustainable is yet to be seen.
Financial market

The global economic and financial crisis exposed poor governance in
Nigeria’s banking sectors. It was the escalation of the interbank interest
rate that alerted the authorities to the deterioration in the quality of
banks’ balance sheets. When the central bank governor, Lamido
Sanusi, came to office in June 2009, he initiated an audit of the banks,
which resulted in the identification of the distressed banks. The
management of the distressed banks was removed and a large injection
of capital, equivalent to 2.5% of GDP, was made to raise the capital

adequacy of the banks to the regulatory minimum level.

Post the 2005 consolidation of Nigeria’'s commercial banks, which
resulted in the number of banks dropping to 24, from 89, activity in the
financial services sector increased significantly and banks began to
lend in previously unchartered sectors, including infrastructure financing
and the oil and gas sector. The rapid rate of expansion and credit
extension (as is evident in Figure 7) was too fast for the central bank’s
supervisors to keep up with. Furthermore, commercial banks began to
extend margin loans (lines of credit established for the purpose of

investing in shares) for equity investments.

Figure 10: Nigeria Stock Exchange — All Share Index
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When the global financial crisis hit, the Nigeria Stock Exchange was
one of the more immediate casualties, as capital flight led to the All
Share Index plummeting by 70% from a peak of 65 075 in February
2008 to 2009’s low of 19 852 in March. The global slump-induced fall in
commodity prices also impacted commercial banks through their heavy
exposure to importers of fuel products. Overall, the impact of the global
financial crisis was limited by Nigeria’s low scale of offshore funding that
meant the central bank was able to meet local banks’ demand for

foreign exchange. Moreover, local banks were not exposed to domestic



or foreign financial derivatives, and were buffered by low foreign bank

ownership.
External sector

Nigeria’s openness-to-trade indicator, which is the sum of exports and
imports, is significantly higher at 75% of GDP than that of its African
counterparts, suggesting that the economy is relatively more open to
trade than that of its peers. This implies that when global trade
collapsed by 12% in 2009, countries like Nigeria whose economies are
heavily influenced by global trade dynamics were markedly impacted by
the global crisis.

The largest sources of foreign exchange inflows into Nigeria’s balance
of payments come through the current account as export revenue and
current transfers. The capital and financial account fluctuates between
positive and negative balances; however, its financial account is the
largest recipient of inflows, specifically from direct and portfolio

investments.

Export earnings, Nigeria’s biggest source of foreign exchange inflows,
declined significantly in 2009 on the back of a sharp decrease in the
value of oil exports. After export revenue peaked at a record high of
US$47.98 billion in the first half of 2008, of which oil exports constituted
98%, it dropped by 21.5% in the second half of the year to
US$36.98 billion and is estimated to have plummeted by a further 59%
in the first half of 2009 to US$15.35 billion. The drop in the international
oil price, to almost one-fifth of its peak of US$147 per barrel in July
2008 to lows of US$33 at the end of December 2009, largely explains
the fall in Nigeria’s oil-dominated export earnings. More specifically to
Nigeria, the price of its Bonny Light crude oil decreased from an
average of US$113 per barrel in the first half of 2008 to US$53.7 in the
first half of 2009. The drop in the international oil price was
compounded by the decline in crude oil production due to militant

activity in the oil-producing region of the Niger Delta.
Figure 11: Trade balance (US$, billions)
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Although the import bill narrowed in the first half of 2009, on the back of
lower commodity prices, the fall in export revenue was substantially
larger than the 20.4% decrease in the import bill for the period,

compared to the second half of 2008. As such, the trade balance

reverted to a negative balance of US$1.22 billion in the first half of
2009, from surpluses of US$31.1 billion and U$16.2 billion in the first
and second halves of 2008, respectively.

Nigeria’s non-oil exports made up 6% of total exports in the first half of
2009. They decreased in value by 3.1% compared to the second half of
2008, and by 18.4% when compared to the corresponding period of
2008. According to the CBN, the decline in non-oil exports over the
aforementioned period was due to weak infrastructural facilities and the
high cost of funds in the domestic financial market that continued to
constrain the production of non-oil exports and undermine the

competitiveness of Nigeria’s manufactured products in world markets.

Figure 12: Composition of non-oil exports in the first half of 2009
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Nigeria’s biggest non-oil export is agricultural produce, which is made
up of cocoa beans, cotton, cashew nuts, gum arabic, and fish and

shrimps.

As a fraction of Nigeria’s crude oil is refined domestically, the bulk of the
country’s refined oil is imported. In the first half of 2009, oil imports
constituted one-fifth of total imports. In value terms, oil imports dropped
by 46% in the first half of 2009 to US$2.3 billion, compared to the
second half of 2008, and by 42% when compared to the corresponding
period of 2008. This decline reflected lower international commodity

prices and the decrease in economic activity in Nigeria.

Figure 13: Composition of imports in the first half of 2009
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Industrial goods made up one-third of Nigeria’s imports in the first half
of 2009. These included machinery, boilers, and electrical and
electronic equipment. Almost two-fifths of imports in this period
constituted finished goods, of which food and manufactured goods
accounted for 12.9% and 25.6% of total imports. Other than the first half
of 2009, Nigeria’s imports have been growing strongly in prior periods
owing to the high demand for foreign industrial goods needed for the
rehabilitation of deteriorating infrastructure and developments in the

petroleum industry.

Where the trade balance has provided surpluses in the years preceding
2009, the services and income accounts have typically been the
leakages in Nigeria’'s current account. The year 2009 was no different.
Notably, the services account deficit deteriorated in the first half of
2009, while the income account deficit narrowed. The negative balance
in the services account increased by 25% to US$8.64 billion compared
to the second half of 2008 and by 57% when compared to the
corresponding period of 2008. The wider deficit in the services account
reflects an increase in out-payments for freight charges for imports,
transportation travel and business services, which are provided by

foreigners for Nigerians.

The income account deficit in the first half of 2009 fell by 56.0% and
47.2%, compared to the first and second halves of 2008, respectively.
This reflects a significant decline in investment income that was
repatriated owing to shrinkage of interest payments on loans and other

investment components.

The improvement in the current transfers’ balance over the period under
assessment partly mitigated the impact of the deterioration in the trade
balance and wider services account deficit. Current transfers increased
by 22.5% and 12.1% in the first half of 2009 to US$11.29 hillion,
compared to the first and second halves of 2008, respectively. This
expansion of current transfers was due to a progressive increase in
workers’ remittances in the second half of 2008 and first half of 2009,

which were at the height of the global crisis.
Figure 14: Current account constituents (US$, billions)
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Nevertheless, the improvement in current transfers was not sufficient to
counter the deterioration of the trade balance and the widening of the

services account deficit. As such, the current account reverted to a

negative balance in the first half of 2009 of US$1.41 billion. This
followed the narrowing of the current account surplus in 2008 from
US$28.3 billion in the first half of the year to US$13.9 billion in the
second half. According to the CBN, Nigeria’s current account balance to
GDP ratio deteriorated to -2.1% in the first half of 2009, from 24.3% and
12.0% in the first and second halves of 2008.

Nigeria’s capital and financial account balance typically switches from
positive to negative balances. However, as the current account has in
recent years been the main source of foreign exchange inflows, this
state of affairs has been sustainable. Most of the transactions in the
capital and financial account take place in the financial account and are
dominated by direct and portfolio investments. FDI declined by 31% in
the second half of 2008 to US$1.62 billion, and thereafter improved by
10% in the first half of 2009 to US$1.78 billion. Capital flight peaked in
the second half of 2008, when portfolio outflows increased by 80% to
US$2.57 billion, compared to the first half of the year. The exit of foreign
portfolio investments moderated in the first half of 2009 to US$742
million. Other investments into Nigeria dropped from US$1.97 billion in
the first half of 2008 to negative US$943 million in the second half of
2008, implying that other investments exited the economy in that period.
However, they subsequently recovered in the first half of 2009 to a

positive value of US$764.8 million.

Overall, the financial account balance improved in the first half of 2009,
compared to similar periods in 2008, because of a decline in direct and
portfolio investments made abroad by Nigerians, which mitigated
foreigners’ capital flight. As such, the financial account balance turned
positive in the first half of 2009 to US$5.48 billion, compared to negative
balances of US$10.76 billion and US$279 million in the first and second
halves of 2008, respectively. The positive balance in the financial
account in the first half of 2009 allowed for the capital and financial

account to close in the black in that period.

The collapse in export earnings, increase in external payments for
service, flight of foreign portfolio investments and decrease in FDI
explain the erosion of Nigeria’s foreign exchange reserves since mid-
2008. After peaking at US$62.08 billion at the end of September 2008,
Nigeria’s foreign reserves fell by 33% to 2009’s low of US$41.75 billion
at the end of August.

Figure 15: Foreign exchange reserves (US$, billions)
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As a result of this drop in foreign exchange reserves, the naira to US
dollar exchange rate got dislodged from the fiscal budget exchange rate
for 2008 of NGN117/USD, especially as foreign exchange operators
hoarded foreign currency on the precept that the naira would weaken
further. In the period November 2008 to January 2009, the naira lost
25% of its value against the US dollar to average NGN148.75/USD. The
CBN responded by enacting strict foreign exchange measures that
accelerated the deterioration of the country’s foreign exchange reserves
as the central bank moved to defend the naira. Nevertheless, the naira
depreciated by about 20% in real effective terms. In nominal terms, the
exchange rate depreciated at a more gradual pace between January
and August to a monthly average rate of NGN155.29/USD. The foreign
exchange restrictions widened the spread between the parallel market
and official exchange rate, but this has since closed as restrictions were

removed.

Figure 16: Exchange rates
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The phasing out of the retail Dutch auction system (RDAS) in mid-2009,
following its brief instatement earlier in the year to stabilise the naira,
and the stabilisation of the country’s foreign exchange position in the
second half of 2009 stemmed the depreciation of the naira. The naira to
US dollar exchange rate found an equilibrium at the NGN150 per US
dollar level, which was chosen as the average budget exchange rate for
2010. The exchange rate remained fastened to this level in the first

quarter of 2010.
Public finances

The 2009 Budget was undermined by the global economic downturn,
domestic political instability and under-execution by ministries,
government departments and agencies. As such, both oil and non-oil
revenue collections came in well below projections. The international
price of Nigeria’s variant of oil, Bonny Light crude oil, commenced 2009
at a depressed level of about US$46 per barrel and recovered over the
course of the year to flirt with the US$79-80 range in November and
December. This incline placed the year’s average Bonny Light crude oil
price at about US$65, which was in excess of the fiscal authority’s
conservative benchmark oil price of US$45. Nevertheless, it was still

about 35% lower than the average oil price for 2008.

The lower oil price was compounded by the interruptions to oil
production, particularly in the first half of 2009. Oil production during this
period was significantly below the 2009 Budget assumption level of
2.29 million barrels per day (mbd). It is estimated that production
dropped to as low as 1.6 mbd during the most disruptive periods in the
Niger Delta. As the petroleum industry is the economy’s biggest
taxpayer, price and output developments in the industry have major

repercussions for the budget.

According to the CBN, federally collected revenue came to
N2.224 trillion in the first half of 2009, which was 16.2% and 40.7%
lower than the proportionate budget estimated and actual revenue in
the corresponding period of 2008, respectively. This underperformance
reflected a decline in both non-oil and oil revenues due to lower tax
collections and the country’s inability to meet the Organisation of the
Petroleum Exporting Countries (OPEC) production quota owing to
unrest in the Niger Delta region. Oil revenue was estimated to have
constituted about 69.2% of total revenue collected during this period.
Notably, oil revenue’s contribution to total fiscal revenue dropped by
over 10 percentage points in the first half of 2009, from being over 80%

in previous periods.
Figure 17: Composition of government revenue (Naira, billions)
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Qil revenue, in particular, fell below the target by 1.2%. However, it
dropped by a considerable 50.9% compared to its level for the
corresponding period in 2008. This implies that oil revenue in the first
half of 2009 was a mere half of that collected in the first half of 2008.
Non-oil revenue also came in below the budget estimate, by 37%;
however, it was higher than that collected in the corresponding period of
2008 by about 10%.

Total spending in the first half of 2009 amounted to N1.591 trillion or
13.5% of GDP, which was 7.3% and 13.3% higher than the
proportionate budget estimate and expenditure in the corresponding
period of 2008. Actual spending exceeded the target because of a
marked increase in recurrent spending due to a higher wage bill and

increase in overhead costs.

Recurrent expenditure made up 64% of total spending, capital spending
constituted 30% and transfers accounted for the remainder in the first
half of 2009. About 80% of the recurrent expenditure budget was
assigned to goods and services, 10% went towards interest payments



and transfers took up about 7-8%. Spending on social and community
services, in particular, is estimated to have increased by about 25% to
N194 billion, compared to the corresponding period of 2008.
Conversely, expenditure on economic services declined by a similar

percentage to N94 billion.

Figure 18: Composition of government expenditure, H1 2009
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Capital spending on economic services increased by a remarkable
40.4%, compared to its level in the corresponding period of 2008, to
N286.3 billion, and constituted 60% of the total. Social and community
services received 15% of the capital budget allocation, which increased
by about 6% to N72.1 billion. Capital spending on administration made
up one-quarter of the budget and increased by 23% from the level in the
first half of 2008, to N116.2 billion.

Preliminary estimates suggest that fiscal operations in the first half of
2009 resulted in an increase in the overall deficit to N324.3 billion or
2.8% of GDP, which, although smaller than the proportionate budget
deficit of N418.3 billion, was significantly larger than the deficits
reported for corresponding periods in recent years, including that of
N31.1 billion or 0.2% of GDP for the first half of 2008.

Figure 19: Fiscal balance (Naira, billions)
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The swell of the federal government’s fiscal deficit in the first half of
2009 was largely due to the collapse in oil revenue. The recovery in the
international oil price in the second half of the year and the under-
execution of the budget mitigated the deterioration of the deficit. It is
estimated that oil and non-oil revenues were 17% and 21% below
targeted levels at the end of the third quarter of 2009. Although actual

utilisation of the capital expenditure budget improved from about 20% in
the first quarter to about 50% at the end of October, it was still
significantly below the levels required to achieve the objectives under
the president’'s Seven-Point agenda. The shortfall in capital spending

was outdone by the overrun in recurrent spending.

The 2010 Budget, which was presented to the National Assembly by
President Yar'’Adua in November 2009, was an expansionary one. Most
notably, the government proposes increasing spending in 2010 by
31.5%, over the N3.102 trilion that was allocated in 2009, to
N4.079 trillion (US$27.2 billion, at the average budget exchange rate for
2010). The intensification of the government’s fiscal expansionary policy
is intended to offset the dampening effect of the global economic crisis

and spur an increase in the level of activity in the Nigerian economy.

The government proposes that 62% of the 2010 Budget be financed
with revenue collections of N2.517 trillion, implying a projected 27%
increase in fiscal revenue in 2010 from an appropriation of
N1.986 trillion for 2009. This increase in revenue is premised on a
stronger oil price and increase in production, partly the result of the
decrease in militant activity in the Niger Delta owing to the amnesty
programme. The government expects oil production to improve to an
average of 2.088 mbd, from an estimated 2.06 mbd in 2009. The
government also proposed increasing the benchmark oil price to US$57
per barrel in 2010, from US$45 in 2009. The international oil price has
already averaged about US$75 per barrel in the first quarter of 2010,
which is significantly higher than the budget price.

Table 1: Budget assumptions and outturns

2009 Budget Actual 2010 Budget
assumptions 2009 assumptions
Crude oil production 2.29 mbd* 2.06 mbd 2.088 mbd
Benchmark oil price
(per barrel) uss4s USS62.4 Usss57
GDP growth rate 8.9% 6.2%** 6.1%
Inflation (average) 8.2% 12.4% 11.2%
Exchange rate
(NGN/USD) 125.00 149.77 150.00
Total revenue N1.986 trillion N2.517 trillion
Expenditure N3.102 trillion N4.079 trillion
Joint venture cash
call*** USS$4.97 billion USS$5.00 billion
Deficit (naira) N1.562 trillion

Deficit (% of GDP)

* mbd is the abbreviation for “millions of barrels per day”.
**2009’s real GDP growth number is an estimate.

**Joint venture cash call is the contribution from the Nigerian National
Petroleum Corporation (NNPC) to oil companies in their joint production of oil.

Source: Federal Ministry of Finance

A combination of higher prices and output bodes well for fiscal revenue
collections in 2010, particularly in light of the government’s proposed
expansionary budget. The focus of the 2010 Budget is to stimulate the
economy and support private sector activity. About 90% of capital

spending will be focused on the following priority sectors, critical



infrastructure, human capital development, land reform and food
security, physical security, law and order, and the Niger Delta.
However, the 2010 Budget remains to be passed by the National
Assembly, four months after it was read. The vacuum of leadership
during this period and uncertainties surrounding the office of the

presidency partly explain the delay in passing the budget.

The wider 2009 budget deficit was financed predominantly through an
increase in domestic borrowing, especially from commercial banks, to a
lesser extent from an increase in external borrowing, and by drawing
down from the excess crude account.” However, it is of considerable
concern that in the period from January 2009 to February 2010 the
federal government diminished the balance in the excess crude account
from US$20 billion to US$4.2 billion through successive withdrawals.
The withdrawals since January 2009 have reportedly been as follows:
US$2 billion in February 2009 went to meet the states’ demands for
additional resources; US$5.3 billion was approved in April 2009 by the
National Economic Council to fund the federal government’'s power
infrastructure intervention; a further US$4 billion was withdrawn
between June and August for the states; thereafter another US$2 billion
was taken by the government to compensate for the decline in revenue;
and, towards the end of 2009 another US$2 billion was withdrawn and
injected into the economy as a part of an economic stimulus plan.
Although the excess crude account is available for the express purpose
of smoothing expenditure during periods when fiscal resources have
been squeezed, as was the case in 2009, it is alarming that it took the
federal government 12 months to fritter away 75% of a balance that it
had spent five years building up. The failure of the government to
deliver the 6 000 MW of electricity that was promised by the end of

2009 raises questions on the effective usage of these funds.

Nigeria’s enviably low and sustainable debt position implies that when
fiscal revenue dwindled in 2009 the government was in a position to
increase its borrowing requirement. The public debt stock at the end of
the first half of 2009 was N3.359 trillion (US$22.62 billion), which was
an increase of 20.8% over the level at the end of the corresponding
period of 2008.

The country’s public debt is heavily weighted towards domestic debt.
Close to 85% of Nigeria’s public debt stock is made up of domestic
debt. This implies that the country has limited exposure to exchange
rate risk. Nevertheless, the country’s solid external reserves’ position
implies that it is well poised to meeting its external obligations, including
servicing the country’s external debt, which stood at US$3.86 billion at
the end of October 2009.

Nigeria’s public domestic debt increased at the end of June 2009 from a
year earlier on the back of an increase in the issuance of additional
government instruments, which was tempered somewhat by the
redemption of maturing treasury bonds. It is estimated that public
domestic debt was 12% of GDP at the end of 2009. Commercial banks
were the main holders of total outstanding debt, with 71% of the total.

2 The excess crude account is in essence a stabilisation fund for excess revenue
from crude oil sales that are collected whenever the international oil price
exceeds the benchmark prices set in the budget.
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Figure 20: Composition of public debt, end of H1 2009

Source: Federal Ministry of Finance

Unlike domestic debt, the government’s external debt stock decreased
in the year to the end of June 2009 to 4.6% of GDP, from 5.6%. Almost
90% of the government’s external debt is owed to multilateral
institutions. The sustainability of Nigeria’s public external debt stock is

evident from its significantly low share of total export earnings of 10%.

Domestic debt service payments increased by 75% in the first half of
the year, compared to the corresponding period in 2008, to N204 billion,
on the back of a large increase in repayments of maturing government
bonds. In contrast, external debt service payments fell by 16.2% from

the level a year before, to US$0.2 billion.

National policy assumptions and the international
environment
Nigeria’s economic policy is broadly couched in its National Economic

2003-07,
to create a

Empowerment and Development Strategy (NEEDS |,
NEEDS Il, 2009-12). NEEDS |

macroeconomic framework that would enable the empowerment of the

In  brief, aimed

Nigerian people, the promotion of private enterprises, and the
transformation of government into a more efficient and less corrupt
entity. On the real economy front, NEEDS | sought strong, sustainable,
broad-based, poverty-reducing, private sector-led growth in the non-oil
sector. The strategies to achieve this objective included reducing the
role of government in enterprises, developing infrastructure and

improving access to finance.

In terms of fiscal policy, NEEDS | endeavoured to employ fiscal
resources efficiently; employ a predictable medium-term expenditure
programme; grow the domestic savings base as a means of boosting
private investment; and maintain a sustainable level of public debt.
Fiscal policy is based on the 2010-2012 medium-term expenditure
framework (MTEF), which outlines the government’s medium-term fiscal
policy strategy that is aligned to the priorities under President
YarAdua’s Seven-Point agenda and the Vision 2020 plan. The
government planned to realise the aforementioned goals through the
strengthening of the fiscal planning process, the widening of the tax
base and, most notably, the establishment of a fiscal rule that was
based on the price of oil and the creation of a stabilisation fund for

excess revenue from crude oil sales. The excess crude account was



in 2004 and

international oil price exceeds the benchmark prices set in the budget.

indeed created it collects revenue whenever the
The account works as a stabilisation fund that enables the Nigerian
government to save windfall earnings as a means of smoothing
expenditure and implementing counter-cyclical fiscal policy during
economic downturns. The balance in the excess crude account is
reportedly standing at US$4 billion, which is a significant drop from
US$15 billion a year ago. This decrease largely reflects the drawdown

of funds from the account to finance the 2009 Budget.

On the external sector front, NEEDS | aimed to promote exports, while
diversifying away from oil; gradually liberalise imports; establish a
market-determined exchange rate regime; prevent an overvalued real
exchange rate; and bring Nigeria’s debt down to sustainable levels.
NEEDS | strategies to achieve these goals included deepening
Nigeria’s capital market, lengthening the yield curve, reducing the
CBN’s holdings of government debt to enable the unfettered conduct of
monetary policy, and financing government deficits by raising of funds
in the domestic capital market. Nigeria still depends heavily on oil for
exports’ earnings: about US$9 out of every US$10 of export earnings
stems from oil exports. The government has been more successful at
reducing its debt; it paid off a large share of its external debt in 2005,
which enabled it to drop from US$20.5 billion (18.2% of GDP) to
US$3.5 billion (2.4% of GDP). Nigeria’s external debt stood at US$4.5
billion at the end of 2009 or 2.3% of GDP, and domestic debt at about

24% of GDP, which are sustainable levels.

In terms of monetary and exchange rate policy, NEEDS | supported the
maintenance of low real lending interest rates, a competitive but stable
exchange rate regime, directing of credit to more productive ventures,
and, notably, the liberalisation of the exchange rate regime through the
adoption of the wholesale Dutch auction system (WDAS) to determine
the nominal exchange. The WDAS, which permits the trading of foreign
exchange on the interbank market, was instituted as planned; however,
in early 2009 the central bank re-imposed exchange controls when it re-
instated the RDAS in response to the rapid depreciation of the naira in
the wake of the drop in the oil price. The RDAS enabled the central
bank to prevent the trade of foreign exchange in the interbank market
and thus helped stem the depreciation of the naira. However, although
the official exchange rate stabilised in the NGN146-149/USD region in
the first half of 2009, the parallel exchange rate continued to depreciate
as it was more reflective of economic fundamentals, and as a result the
two exchange rates diverged. In mid-2009 as conditions stabilised in
the global economy and the oil price came off its nadir, the central bank
began to phase out the RDAS. The WDAS was thus reinstated during
the second half of 2009 and the official and parallel exchange rates

have since converged.

When President YarAdua came into power in 2007, his administration
introduced the Seven-Point agenda, which encapsulates a framework
for policy implementation. The YarAdua administration’s goal was to
accelerate economic growth and reforms as a means of effecting a
tangible and visible difference to the average Nigerian. The principal

pillars of the seven-point agenda are: critical infrastructure; the Niger
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Delta; food security; human capital; land tenure changes and home
ownership; national security; and wealth creation. The placement of
infrastructure at the top of this agenda highlights its importance to the

government’s agenda.

Nigeria’s energy infrastructure, in particular, is insufficient to meet the
country’s burgeoning demand, and slow pace of investment partly
explains its poor state. According to President YarAdua’s 2010 Budget
speech, which was read in November 2009, the Ministry of Power had
achieved a generation capacity of 5 000 mega watts (MW), which was
expected to increase to 6 000 MW by the end of the year. However, this
remains significantly below the amount required to meet demand. The
inflammatory Niger Delta region also features high up on the agenda.
Underproduction in the region owing to political unrest negatively
impacted export earnings and national output in the 2006 to 2008
period. However, the amnesty agreement between the government and
the Niger Delta’s militant groups, which includes a rehabilitation
programme and vocational training for the militants and which came into
effect in mid-2009, resulted in an improvement in oil production, which

is favourable for export earnings, economic growth and fiscal revenue.

The current government endeavoured to make the draft of NEEDS Il
(2009-2012) consistent with the Seven-Point agenda. In April 2009, the
minister of national planning stated that he expected the preparation of
the national development plan to be completed in the third quarter of
2009. As far as we are aware, the NEEDS |l plan that is intended to
spearhead the accomplishment of the president’s seven-point agenda is
to date still incomplete. Nevertheless, the Seven-Point agenda will
continue to define the government’s economic policy, even with acting
president Goodluck Jonathan at the helm for at least the next 12

months.
International environment

The close of 2009 signalled the end of the global economic recession.
The global economy shrank by 0.8% in 2009, following growth of
3.0% in 2008. The advanced economies were by far the worst
affected by the recession; the collective of economies contracted by
3.2% in 2009. Of these economies, Japan, the Euro-area and the
United Kingdom were the hardest hit by the global financial and
economic crisis. Conversely, the emerging and developing economies
showed positive growth of 2.1% in 2009, albeit significantly slower
than the buoyant 6.1% of 2008.

Of the BRIC economies, Russia and Brazil were the laggard

performers, with negative growth rates of 9.0% and 0.4%,
respectively, in 2009. China and India’s economies were a lot more
resilient to the recession than expected. China’s economy exhibited
growth of 8.7% in 2009, which is less than a percentage point lower
than its growth rate for 2008. In contrast, Africa’s real economy was
pummelled by the global economic slump and, in particular, the
collapse in global trade. As a result, economic growth slowed to 1.9%

in 2009, from 5.2% in 2008.



Table 2: Global economic outlook

Real GDP growth (year-on-year)

2008 2009 2010p* 2011p*
World 3.0 -0.8 3.9 4.3
Advanced economies 0.5 -3.2 2.1 2.4
United States 0.4 -2.5 2.7 2.4
Euro-area 0.6 -3.9 1.0 1.6
United Kingdom 0.5 -4.8 13 2.7
Japan -1.2 -5.3 1.7 2.2
Emerging and developing
economies 6.1 2.1 6.0 6.3
China 9.6 8.7 10.0 9.7
India 7.3 5.6 7.7 7.8
Brazil 5.1 -0.4 4.7 3.7
Russia 5.6 -9.0 3.6 3.4
Africa 5.2 1.9 43 5.3
Sub-Saharan 5.6 1.6 43 5.5
Developing Asia 7.9 6.5 8.4 8.4
* p = projection
Source: IMF

The resilience of the emerging and developing economies partly
explains the bounce back in economic performance projected for
2010. The world economy is expected to grow at 3.9% in 2010, which
is even stronger than its 2008 growth performance. This strong
projection is largely based on an expectation that the advanced
economies will exhibit a convincing recovery in 2010, with a growth
rate of 2.1%. However, increasing concerns about a double-dip
recession, partly due to the rising risk of sovereign debt defaults,
could mute the strength of the recovery. Stronger advanced
economies are positive for providing a lift to consumer spending,
which is supportive of a recovery in export-led emerging economies

that will in turn support a recovery in demand for Africa’s commaodities.

Higher commodity prices and an increase in economic activity are
expected to spur an increase in inflation in 2010. Average inflation in
the advanced economies is thus projected to increase to 1.3% in
2010, from 0.1% in 2009, while that of the emerging and developing
world is expected to increase from 5.2% to 6.2%.

Forecast summary

Production

Nigeria’s oil and gas sector is projected to emerge from its recession
and show positive growth in 2010 that is expected to spur an increase
in real GDP growth to 6.8%, from an estimated 6.5% in 2009. This
projection of a recovery is premised on an improvement in oil
production owing to a durable amnesty agreement between Niger Delta
militants and the government that reduces the attacks on oil facilities,
and the imminent passage of the Petroleum Industry Bill (PIB). It is
estimated that daily oil production in 2009 averaged about 2.06 million
barrels, compared to 2.09 in 2008. We expect oil production to increase
to an average of 2.11 mhd in 2010, albeit still significantly lower than

potential production of 2.60 mbd.
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Figure 21: Total oil production (million barrels per day)
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The challenges in Nigeria’s hydrocarbon industry, including below
potential production due to militant activity in the Niger Delta, a squeeze
on fiscal resources during the global economic crisis that depressed tax
revenue from the petroleum industry, and the oil-exporting country’s
dependence on imported refined fuel, suggest that the industry is in
serious need of reforms. The PIB, which has been deliberated for
several years, is inching its way towards passage. The new bill, which
has been delayed to some extent by the vacuum in the office of the
presidency in the December 2009 to February 2010 period, has been
designed to rationalise the sector, with the intention of improving the
efficiency of the state oil company, the Nigerian National Petroleum
Corporation (NNPC), increasing the government take and the usage of

natural gas.

The core of the PIB is the government’s compulsion to address major
fiscal, operational and sectoral challenges. The government intends to
increase its income from the industry and establish a new joint venture
structure that enables the NNPC to seek external financing, instead of
just depending on congressional budget appropriations. Lastly, the
government seeks to promote the development of natural gas over

crude oil.

On the operational front, the government aims to improve regulatory
and policy-making efficiency. With regard to sectoral reform, a complete
overhaul of the troubled downstream sector is a primary goal. The PIB
seeks to privatise refining, crude pipeline and product import industry,
and to open the sector to private investment. In particular, the
government seeks to privatise the four state-owned refineries, and in so
doing contribute to the reduction of the share of refined fuel that is
imported, from 85% of total demand. The March 2010 monetary policy
committee statement alluded to the planned full deregulation of
petroleum product prices in 2010, which is expected to improve
investment prospects in the downstream industry as the removal of

subsidies will raise the profitably of investing in the sector.

Acting President Goodluck Jonathan has expressed his commitment to
the ongoing reform of the petroleum industry’s legislation and that the
passing of the PIB will be a top priority. The oil minister also expressed
hope that the bill will be passed before the April 2011 elections. This



assurance was warranted given the absence of the ill president,
Yar'Adua, which raised concerns that the bill will be derailed.

The non-oil economy, which has sustained economic growth in recent
years, is expected to show a pickup in activity in 2010 on the back of a
stronger global economy. The telecommunications, construction and
real estate sectors are expected to lead the recovery. Investment in the
telecommunications sector is projected to increase as existing players
seek to grow their customer base given that the penetration rate is still
low despite the rapid double-digit growth of recent years. The
government’s massive infrastructure drive that will be supported by the
2010 expansionary budget suggests that construction activity will
increase this year. Strengthening growth in an environment of limited
commercial and residential property will boost activity in the real estate
sector. The dampener placed on the financial services sector by the
domestic banking crisis is expected to lift in 2010, especially as credit

growth strengthens.

Indications are that production in the agricultural sector in the first half
of 2010 may be undermined by poor rains in late 2009. Poor production
in the far north of Nigeria has pushed cereal prices above average and
led to a greater dependence on purchased food, as opposed to
subsistence food, than normal. In the south of Nigeria, food supply is
slightly lower than normal owing to poor second-season production and
flooding in late 2009. Should the upcoming rainy season that typically
falls in the April-September period prove favourable, then the end-year
agricultural harvest will mitigate the lower-than-average early 2010

harvest.

Nigeria’s massive electricity shortfall will continue to undermine the
expansion of the manufacturing industry. However, an improvement in
the credit environment is expected to support activity in the value

adding sector.
Domestic expenditure

Expenditure growth is projected to increase in 2010 on the back of an
improvement in consumer confidence that supports an increase in
households’ spending; a relaxation of conditions in credit markets that
allows for an increase in private sector investment; the government’s
desire to step up public investment; and expansion in government

spending.

Households’ consumption expenditure will be supported by the
loosening of credit conditions in the domestic banking sector that will
result in an increase in credit extended to households, enabling them to
spend more on semi-durable and durable goods. A lower inflation
environment in 2010, compared to 2009, is expected to improve the
purchasing power of households’ incomes, and thus support an

increase in spending.

However, developments in the agricultural sector, which employs 40%
of the working age population, may temper the recovery in household
spending. Early indications are that food production in parts of the
country has been weaker than average, implying that the purchasing

power of rural households, in particular, may be lower. Strong demand
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for food from Nigeria’s neighbouring countries may put upward pressure
on prices but boost trading activity, which serves as an important
source of income for low income households. The wholesale and retail

trade sector employs 25% of Nigeria’s households.

Private sector investment will be given a lift in 2010 from stronger
commodity prices, the global economic recovery and improvement in
risk appetite. Investors are expected to return to the pre-crisis high
growth industries of telecommunications, real estate, financial services
and construction. The government’s 2010 Budget suggests that it will
also join the party by stepping up spending on infrastructure, particularly
power and transport infrastructure. The oil and gas industry will also
continue to attract FDI. The sector itself is the largest destination of FDI
in Africa, and, as Nigeria has one of the continent’s biggest oil and gas
reserves, Nigeria’s petroleum sector, by implication, will continue to be
a major recipient of the continent’s FDI in spite of the militant activity in
the Niger Delta. However, concerns about reforms to the industry,
packaged in the PIB, may slow investment flows. One of the main
concerns for existing operators is that current tax exemptions,
particularly those that incentivise gas production set aside for domestic
utilisation projects, remain. Foreign investors are also concerned that
the new reform bill in its existing form will significantly slow down the
growth in deepwater drilling. One investor reportedly went as far as
stating that an investment of US$50 billion may be reconsidered if the

PIB is passed in its current form.

Figure 22: Real GDP growth (%)
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The federal government is on a massive investment drive. It has
reportedly set aside US$7 billion for several infrastructure renewal
projects. The public sector is working with the private sector and
development partners to deliver on its infrastructure promise,
particularly in the power and transport sectors. The government has
signed a bilateral agreement in 2009 with the United Arab Emirates and
the NNPC to invest about US$16 billion in

government also awarded the first phase of the Nigerian Railway

infrastructure. The

Modernisation Project to the China Civil and Engineering Construction
Corporation, which is estimated at US$8 billion. The second phase of
this project was supposed to have been awarded in November 2009.

Both public and private investments are poised to take off in 2010.



The 2010 Budget speech proposed a 31% increase in expenditure,
implying that Nigeria’'s economy is likely to experience a significant
increase in government consumption expenditure. Some wage
increases that were halted in 2009 because of the fiscal squeeze are
likely to be given in 2010, and expenditure items that were subordinated
in importance in 2009, when the government was compelled to prioritise
spending, are likely to receive an increase in their expenditure

allotments this year.

Nigeria’s trade surplus serves as a booster to GDP growth, even more
so when it increases. This year’s trade surplus is expected to increase
significantly, compared to that of 2009, on account of a strong recovery
in export earnings due to a higher international oil price and projected
improvement in production. A bigger trade surplus thus supports
stronger GDP growth in 2010.

Monetary policy

Monetary policy is expected to remain accommodative in 2010 as the
authorities seek to revive credit extension, which remained depressed
in early 2010 despite the improvement in liquidity. The CBN estimates
that banks lost a phenomenal two-thirds of their capital between
December 2008 and December 2009, which has restricted the ability of
banks to grow credit. There is thus a dire need for the establishment of
the Asset Management Corporation, which will absorb the non-
performing loans and speed up the recapitalisation of the financial

institutions to enable them to continue growing their loan books.

The slowdown in money supply growth since mid-2008 is due to a
deceleration in the growth rates of all its constituents, including net
foreign assets, credit to the private sector and credit to the government.
This is indicative of weak aggregate demand and emphasises the need
to maintain an accommodative monetary stance. We are of the view
that the cumulative effect of the CBN’s successive monetary policy-
easing decisions will begin to be felt in the second half of 2010. Credit
extension is projected to pick up during the course of 2010, and that
coupled with an improvement in net foreign assets is expected to spur
an increase in money supply growth. Higher credit and money supply
growth is expected to support an increase in the monetary policy rate in
the last quarter of 2010 to 7%.

Figure 23: Policy interest rate, monetary policy rate, end year (%)
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As private sector credit extension recovers, commercial banks’ appetite
for Treasury bills is expected to moderate, which will allow for yields on

short-term government paper to return onto an upward path.

Despite the marked decrease in the policy rate and Treasury bill yields
in 2009, the average prime lending rate remains downwardly sticky.
Measures being taking by the CBN to moderate lending rates include
creating a national credit guarantee scheme for small and medium
enterprises, and developing on-lending programmes through the

development finance institutions.

Inflation in recent months has been driven mainly by structural factors,
especially the shortfall experienced in the supply of petroleum products
in late 2009 which coincided with the announcement of the full
deregulation of the downstream petroleum sector. The proposed
phasing out of fuel subsidies during 2010 suggests that increases in the
prices of the housing and utilities sub-index and the transport sub-index
are likely this year. As these two sub-indices constitute over one-fifth of
the CPI and are the largest source of non-food price pressures, this

implies a significant upside risk to inflation in 2010.
Figure 24: Inflation, average (%)
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Poor rainfall in far northern and southern parts of Nigeria has pushed
food prices above average in early 2010. Nevertheless, most of Nigeria
is food secure and should the rainy season that begins in April 2010
prove to be favourable, then a good food harvest is likely for Nigeria.
However, the emergence of food price pressures early in the year and
the fact that the ‘hunger season’, the period of low food supply that lies
in the May to September period, is still to come imply that inflationary

pressures from food are likely to be elevated in 2010.

Despite the aforementioned upside risks to 2010’s inflation outlook, the
year’s inflation is projected to slow to an average of 11.0%, from 12.4%
in 2009, on the back of a stronger and stable exchange rate and high

base effect.
External sector

Nigeria’s external sector is expected to sport a strong recovery in 2010,
following its 2009 slump. The country’s current account in particular will
be boosted by an increase in export earnings, owing to the projection of

higher international oil prices and improvement in production; and an



expansion in current transfers from Nigeria’s diaspora that is reflective
of a global economic recovery. The capital and financial account is also
projected to benefit from an increase in foreign direct and portfolio
investment inflows owing to the loosening of global credit markets,

reduction in risk aversion and improvement in returns.

Projections of an increase in the international oil price to about US$80
per barrel, from an average of about US$62 in 2009, and an
improvement in production to an average of 2.11 mbd, from 2.06 mbd,
explain our expectation of an increase in export earnings in 2010. The
strengthening of the oil price is premised on a credible emergence of
the global economy from 2009’s recession. The downside risk to this
outlook is a double-dip recession, particularly in the advanced
economies. The projection of an increase in production, albeit marginal,
presumes that the amnesty agreement between the government and
Niger Delta militants holds. However, attacks in early 2010 in response
to the sluggishness of the amnesty programme and the uncertainty
surrounding the office of the presidency threaten to undermine oil

production for another year.

Figure 25: Current account balance (% of GDP)
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Nigeria has in recent history been one of sub-Saharan Africa’s two
biggest recipients (the other is South Africa) of investment inflows,
particularly because of its petroleum sector and significant equity
market. The global recovery suggests that these flows will strengthen
in 2010. A stronger oil price is expected to increase the attractiveness
of investing in the West African country’s hydrocarbon industry and to
mitigate the risks of operating in the country’s volatile Niger Delta
region. Actually, should the amnesty programme prove to be durable,
then the operational risk for foreign investors should ease considerably
in 2010.

The restoration of confidence in Nigeria’s banking sector is expected to
inspire confidence in foreign portfolio investors to re-enter the country’s
equity market. Furthermore, the subsiding of global risk aversion

should support an increase in interest in the local stock exchange.

Nigeria’s foreign exchange reserves’ position is expected to improve in
2010 on the back of stronger foreign exchange inflows due to higher
export earnings, continued large inflows of private remittances, an

increase in FDI and recovery in portfolio investments. Although
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Nigeria’s foreign exchange reserves may at present be two-thirds of
the peak level of 2008, they still remain in a sound position with about
11 months of import cover, which is way above the recommended
minimum of three months.

This solid foreign exchange reserves’ position and prospects of a
stronger year for Nigeria's external sector suggest that the country’s

managed exchange rate will stabilise in 2010.
Figure 26: Naira/USD exchange rate
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The central bank’s reinstatement of the WDAS is indicative of its
confidence in the outlook for the naira, which led it to lift its temporal
temporary restrictions on the foreign exchange market and allow the
market, particularly the interbank market, to play a greater role in
determining the value of the naira. The projected improvement in
foreign exchange reserves will enable the CBN to keep the exchange
rate anchored to the average budget exchange rate of 150 naira per US

dollar, but more importantly stable.
Public finances

The 2010 Budget is still to be passed by the National Assembly, which
implies that we are likely to see an under-execution of this year’s
budget, particularly the capital expenditure budget. The federal
government plans to increase spending by at least 30% in 2010 and to
This

expansionary budget will be supported by an increase in fiscal revenue

accelerate its infrastructure  development programme.
owing to the strengthening of economic activity, which will improve
income taxes, and improvement in production in the oil and gas sector.
Trade tax revenues will also be boosted by a stronger oil price and
increase in global trade flows, and a pickup in trading activity will

translate into higher excise and sales tax revenue.

Although the government is unlikely to execute all of its expenditure
plans because of the delayed passage of the budget and under
capacity in government ministries, departments and agencies, spending
is projected to increase significantly in 2010. The wage bill will remain
the behemoth in the recurrent expenditure budget, and is likely to
increase more than it was able to under the constrained 2009 Budget.

However, the planned deregulation of the downstream petroleum sector



and removal of fuel subsidies will lighten the burden on government

resources.

The improvement in fiscal revenue inflows in 2010 implies that the
government’s borrowing requirement will decrease this year and that
the withdrawals from the excess crude account will slow. Domestic
borrowing, which was the main recourse that the federal government
sought in 2009, is projected to decrease in 2010. A slowdown in
domestic borrowing will support the central bank’s efforts to increase
credit extension to the private sector. Given the rapid erosion of the
balance in the crude reserve account, the government will be seeking to
rebuild it as swiftly as possible. All in all, we project a smaller fiscal
deficit in 2010 of 2.4%, compared to an estimated 8.2% in 2009, owing
to an expectation that revenue will improve. However, a strong burst in

spending is likely to keep the fiscal balance in a deficit position.

Figure 27: Fiscal balance (% of GDP)
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A downside risk to the fiscal outlook is a protracted delay in the
passage of the budget, which will undermine the fiscal programme for
2010. As it is just over a year to the next general elections, there is also
a risk that the 2010 fiscal plan to accelerate economic recovery through
targeted interventions and focus on capital spending could be derailed
by the drawing away of resources towards election-related spending.

This could result in a wider-than-projected fiscal deficit.
Economic outlook

Nigeria’s resilience during the global crisis is largely attributed to the
modest recovery in the oil and gas sector following three years of
decline and the availability of a savings buffer, in the form of the excess
crude account, which is in essence a stabilisation fund for excess
revenue from crude oil sales. Although the account enabled the
government to smooth expenditure in 2009 when revenue collections
deteriorated, the rapid erosion of the balance during the year indicates
that the creation of a stabilisation fund is not a sufficient condition for
managing shocks to the economy. Prudent management of the fund is

necessary to ensure the longevity of the fund.

A continued recovery in Nigeria’s oil and gas sector and an increase in
non-oil activity are expected to improve economic growth in 2010 to
6.6%, in 2009. The high growth sectors of

telecommunications, construction, commerce and real estate, and a

up from 6.2%
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recovery in the financial services sector are expected to strengthen
economic activity in 2010. On the expenditure front, fixed investment is
expected to increase on the back of the government's ambitious
infrastructure drive and a recovery of risk appetite in the private sector
and amongst foreign investors. An increase in the trade surplus on
account of an improvement in oil production and a stronger oil price is

also positive for economic growth.

Stronger export earnings and a revival of direct and portfolio investment
are expected to support a recovery in Nigeria’s external sector. In
particular, the current account surplus is projected to increase to 15-
16% of GDP in 2010, from an estimated 4.9% in 2009, because of a
recovery in oil export revenue and sustained growth in remittances from
the Nigerian diaspora, which is a major source of income for the current
account. An improvement in foreign exchange earnings will enable the
authorities to rebuild the country’s foreign exchange reserves, and
excess crude account balance, and thus stabilise the exchange rate,
which is expected to be anchored at around the 2010 Budget exchange

rate of 150 naira per US dollar.

Monetary policy is expected to remain accommodative in 2010 as the
central bank seeks to spur an increase in credit extension, following the
sharp slowdown in 2009. Inflation is projected to slow moderately in
2010 to an average of 11.0%, from 12.4% in 2009, on the back of a
stronger and more stable exchange rate. The downside risks to the
inflation outlook are the inflationary impact of the deregulation of the
downstream petroleum sector on fuel prices and below average food

production due to poor weather.

The proposed 2010 fiscal budget reveals an expansionary fiscal policy
stance that seeks to step up infrastructure spending, particularly on
electricity and transportation. An improvement in government revenue
collections that are largely because of stronger activity in the petroleum
sector supports a reduction in the government’'s domestic borrowing

requirement in 2010 and a smaller fiscal deficit of 2.4% of GDP.



Nigeria

Standard Bank forecasts of selected indicators

2007 2008 2009 2010 2011 2012
National accounts
Gross Domestic Product (billions of naira,
constant 2003 prices) 11 665.8 12 113.0 12 860.9 13 703.73 14 491.1 15 262.4
Real GDP growth (%) 6.4 6.0 6.2 6.6 5.7 5.3
Final consumption expenditure of households
(billions of naira, constant 2003 prices) 8 566.2 8 857.8 9 236.3 9530.5 9678.2 9831.8
% change 6.8 5.6 6.2 6.3 5.3 4.7
Gross fixed capital formation (billions of naira,
constant 2003 prices) 12675 1358.5 14315 1527.6 1636.1 17359
% change 8.8 7.2 5.4 6.7 7.1 6.2
Oil production (million barrels per day) 2.21 2.09 2.06 2.11 2.18 2.30
Prices
Inflation (annual average, %) 5.4 11.5 12.4 11.0 9.4 10.4
Monetary sector
Policy interest rate (%), end period 9.50 9.75 6.00 7.00 7.50 7.75
Exchange rate (NGN/USD), average 125.7 119.0 149.8 150.2 144.3 139.3
External sector
Current account (% of GDP) 18.8 20.4 4.9 15.7 17.3 17.8
Import cover (months), end period 12.1 13.8 11.2 12.1 12.8 14.1
Public and external solvency indicators
Fiscal balance, including grants (% of GDP) -1.1 3.7 -8.2 -2.4 -0.7 14
Public sector debt (% of GDP) 14.8 13.6 14.2 14.7 13.8 13.6
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