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Government Expenditure and Economic Growth in Nigeria:
A Disaggregated Approach

N. L Akpan”

This paper represents part of a tavger vese ol age, ‘o assess how fiscal policy
influences economic growth in Nigeria. The paper attempis to assess the impact of
government expenditire on econonic growtl in Nigeria by adopting o
disaggregated approach to the study. The essence of the study is to determine the
components of government expenditure that enhances growth, identify those that do
not,  d reconmend that they should be cut or reduced to the barest minimum. The
paper is broadly consistent with literature and it openis new grounds by focusing on
the long-run impact of fiscal policy. The analytical framework is based on
econometric methodology encompassing, test for stationuarity, test for cointegration
and the specification of an error correction model. The study found no significant
relationship between most of the components of government expenditure and
econor  growth. The estimarion results were mixed, in particular some of the
variables were weakly significant. However, it provided iniportant clues to the future
direction of research.

Keywords: Government Expenditure, Economic Growth, Capital Expenditure,
Recurrentt enditure, Total Expenditure, Gross Domestic Product

JEL Classification Numbers: O4; EG2; HG

I. Introduction

Developing economies have been faced with an increasing size of government
operations, and its impact on economic growth has become an emerging major public
debate. However, the observed growth in public spending appears to apply to most
countries regardless of their level of economic development. Indeed as carly as (1893)
Adolf Wagner had formulated the law of expanding state activity, which states that
govern >nt spending leads to higher levels of economic development. The postulate
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was derived primarily from the nineteenth century German experience of rapid
industrial and economic growth. The basis of this being that sectors with high social
priority and low rates of return would not attract private investment and, hence, the
need to channel government funds. The aim of government is to attain hetter
allocative ¢ * distributional equality through greater disbursement of put'  and
quast-public goods. Government intervention could he seen as an important part of
public expenditure aimed ar achieving optimal outcomes with respect to supply of
these public goods.  However, given the degree of openness of less developed
countries, the trade dependency and the vulnerahility to external shocks, the role and
size of government becomes paramount to adjustment and stabilization programmes.
Two school of thoughts exist in the discuss of the size of government. The first argues
that larger government participation is inimical to efficiency, productivity and growth
in the system. The basis for this view is that the public sector is not responsive to
market signals; it has an enormous regulatory process th. . engenders higher
production costs; and is prone to distortions arising from both fiscal and monetary
policies. On the other hand, those in favour of government articulate the need for the
provision of certain goods and services that would otherwise not he provided by the
private sector, in order to place the economy on a predetermined growth path. The
premise of the latter position is the failure of the marker arising from externalitics.

Empirically, there is a lack of consensus on the impact of the size of government on
growth. Also, economic theory does not provide a well-developed methodology for
incorporating government in standard growth models. Studies that have found a
negative relationship between the size of government and growth include Landau
(19806} and Barro (1990). Others that have found a positive relationship are those of
Enweze (1973), Longe (1984}, Ram (19806} and Aschauer (1989).

Majority of the studics have vtilized aggregate measures of government size in the
form of cither growth in governiment consumption or governn 1t consumption as a
ratio of GDP. The purpose of this paper is to identify those expenditures that may or
may not contrihute to econo ‘¢ growth with a view to recommending that such
expenditures considered inimical to growth be eliminated or reduced fo the barest
minimum. The analytical section of the paper will determine which categories of
governm ~ expenditure are growth inducing, particularly for purposes of fiscal
adjusiment.

The author recognizes a gap in the study with respect to government expenditure. The
author recogi.._es that there is a need to clearly and properly separate government
expenditure into government consumption expenditure and government invesiment
expenditure for a better and mweaningful analysis of the impact of government
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Hemming (1991), observed that, it is more likely thar growth is influenced by the
composition of expenditure, since certain types of  penditure may be more growth
inducing. Critical among these types of spending are provision of socio-ceonomic
infrastructure, operations and maintenance, and peneral administrative and legal
frameworks.

Three studies  Gould (1983}, Saunders (1985), and Smith (1983) explore the first
correlation using somewhat different countries and thme periods. Smith and Saunders
found that higher levels of government spending are associated with slower growth;
Gould found a mildly positi  correlation. None of the studies is especially rigorous or
comprehensive, and all the results are statisticatly weak or highly sensitive to outliers.
For example, Smith no longer finds a strong correlation in the OECD countries it Japan,
with its high growth rate and low government expenditure, is excluded.

Dervis and Petri (1987) found that the developing economies that grew the fastest
between 1966 and 1984 had low shares of government spending in GDP, although this
correlation disappears in regressions that include policy, structural, and external
variables.

Barro (1990} further notes that for a broad group of 98 countries, growth in real per
capita GDP was positively related to initial human capital and negatively related to
share of government consumption in GDP.

The work of Ashauer (1989) focused on a demand side hypothesis that a high marginal
productivity of government spending would vield multiple expansions in output. To
the extent that these expenditures are productive, a reduction in expenditure may
affect longer form movements in productivity, The income effects arising from
government expenditures feed into Wagner's law that addresses the income elasticity
of public goods. Although his findings, which employed US data, indicated that non-
military public capital and, in particular, 'core' infrastructure were important to
productivity, they did not support Wagner's hvpothesis.

Ram (1986) marked a rigorous attempt te © corporate a theoretical basis for tracing
the impacts of government expenditu:  on growth through the use of production
functions spec ed for both public and private scctors. The data spanned 115
countries sufficient to derive broad gencralizations for the market economies
investigated. The impact of government spending on growth acted through two
channels, the  oxternality” and the *differential productiviny” effects related to the
relative productivity of factors emploved in the public as opposed to the private
sector. He attempts to distinguish hetween these effects in the estimation of a growth
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equation using cross-sectional data for 1960-70 and 1970-80 from the Summers and
Heston data set, as well as separate 7 1e series estimation for individual countries.
Real government consumption is his measure of governn  f size. The moc finds a
positive relation between growth in government and o3 all cconomic growth. Ram
concludes that the externality and ditferentiol productivity effects are paositive, so
productivity in the sorv ernment sector appeared to be higher thanin the privale sector,
at leastin the 19608 sub sample,

CJhen investigating the effect of government on economic growth in Saudi Arabia, Al-
Yousil (2000) used two different models and oblained contradictory results. However,
he found the model swith positive relationship between government size and cconomic
growth more applicable and, therefore, concludes that government size could have a
positive effect on cconomic growth. Félster and Henrekson (20000 found a robust
negative relationship betwe 1 government expenditure and growth. Their study was
carricd out in rich countries between the years 1970 - 14995, Their estimated
coefficients suggested that a 10 percentage increase in government expenditure is
associated with adecrease of 0.7 0.8 percentage poinisin growthrate.

Like the rest of the developing countrics, in Nigeria, less attention has been given to
examining the productiveness of the various components of public spending. This is
horne out ol the observation that the primary ohjective of fiscal policy 1s aggr  ate
demand management {Diamond 1990%. By and large, this view places prominence on
aggregate government expenditure and appears unenthusiastic 1o differentiare
between or among the various components of public expenditures.

Longe (1984 examined the growth and structure of government expenditures in
Nigeria with aview to ascertaining ittt sattern fits with the results of similar studies
for other countries, wl.. h attempt 1o establish general patterns of government
expenditure. His study found that government! expenditure has not shown any
considerable structural shift over the review period, and that the ratio of government
expenditure to GNP has been rising and corresponds with the rising share hypothesis.

Fajingl i and Qdusola (1999 analyzed the existing link between public outlays and
economic growthin Nigeriawith a view to recommending the appropriate expenditure
relorms to embark upon using a vector error correction teck e, The findings
showed that real capital expenditure positively and significantly affecred real ourput
while the effects ol real recurrent expenditure was relatively marginal,

Odusola (1996) adopted a simultaneous eguations inadel to capture the inter-
relationship between military expenditure and economic growth in Nigeria. This was
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with an average of 9.1 per cent, showing a sharper cut in the potentially productive
public expenditures. As cited in (Fajingbesi and Odusola 199Y), this was far below the
average of 21 per cent and 16-17 per cent for African Countries and other developing
regions as reported by Collier and Gunning (1991), contributing to the disappointing
growth performance in the country.

111.3 Functional Components of Government Expenditure

Governme¢ ~ expenditure items, whether recurrent or capital, are usually classified
into four major groups, namely: administration, economic services, social and
community services and transfers. This is to make a clear distinction befween
productive and unproductive spending, as the sccond and third categories are
considered to be more productive than the others,

Recurrent Expenditure

Government spending on administration averaged 32.9 per cent between 1970 and
1979, it fluctuated between 24.1 per cent and 48.6 per cent between 1980 and 1989
with a peak of 48.6 per cent in 1983. The increasing trend continued through 2001, but
oscillated between 16.4 per cent and 38.7 per cent. Government spending on this
component has been rather large. The largest in terms of size is transfer payment; it
averaged 54.2 per cent between 1970 and 1979. It fluctuated between 27.0 per cent
and 54.1 per cent between 1980 and 1989 with a steady increase especially between
1984 and 1989. The trend fluctuated between 43.0 per cent and 75.3 per cent between
1990 and 2001 with its peak in 1992 and the trough in 1997. Economic services and
social and community services, which are required to act as "organs” for achieving
economic growth and development and raise the quality of life of the people, averaged
4.8 per cent and 8.0 per cent between 1970 and 1979, respectively. Both components
oscillated between 1.2 per cent and 10.3 per cent for economic services, and 3.0 per
cent and 17.7 per cent for social and community services between 1980 and1989.
Economic services continued to fluctuate between 3.4 per cent and 9.2 per cent
through 2001, while social and community services showed an increasing trend during
the same period (1990-2001). '
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Figure 3. Functional Classification of Recurrent Expenditure as % of Total
Expenditure
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This is the cost of bringing into existence new institutions, services and projects.
Spending on economic services used 1o take a greater share of the capital expenditure
before being taken over by administration in 1991. It declined at a rapid rate before
being overshadowed. It showed an increasing trend from 8.3 per cent to GG.6 per cent
hetween 1970 and 1979, and a declining trend from 58.8 per cent to 2G.1 per cent
between 1980 and 1989, with its lowest value in 1986 (12.9 per cent). During the period
1990 to 2001, it gained momentum again and increased from 14.5 per cent in 1990 to
59.2 per cent in 2001. Following closely are administration and transfers averaging
24.6 per cent and 16.4 per cent between 1970 and 1979. Between 1980 and 1989, both
oscillated between 3.1 per cent and 28.5 per cent, and, 2.2 per cent and 76.3 per cent,
respectively. Administration fluctuated between 7.5 per cent and 22.2 per cent, while
transfer fluctuated between 17.1 per cent and 75.9 per cent from 1990 through 2001,

Social and community services, which is also important, followed slowly with an
average of 15.3 per cent between 1970 and 1979. Between the 1980 and 1989 fiscal
year, it ranged between 5.8 per cent and 24.2 per cent and 2.2 per cent and 12.2 per
cent between 1990 and 2001, respectively. From the forgoing, it is seen that economic
services and social and community services that are adjudged to be more development
oriented than general administration have more or less not received much attention.
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more efficient production is called innovation (Burda and Wyplosz, 2001).

IV.2 Endogenous Growth Theory

Endogenous growth theory highlights the fact that if productivity is to increase, the
labour force must continuously be provided with more resources. Resources in this
case include physical capital, human capital and knowledge capital (technology).
Therefore, growth is driven by accumulation of the factor of production, while
accumulation in turn is the result of investment in the private sector. This implies that
the only way a government can affect economic growth, at least in the long run, is via
ils impact on investment in capital, education and research and development.
Reduction of growth in these models occurs when public expenditures deter
investments by crea’ g tax wedges beyond those necessary to finance their
investments or taking away the incentives to save and accumulate capital (Folster and
Henrckson, 1997).

We shall start from the premise that the inconsistency in the results gbtained in the
past was due to the faet that the underlying process generating the data was not
considered. We shall then test the extent to which the size of government expenditure
would impact on economic growth, using ..ne series data and taking into
vonsideration the data gencrating process. This would he done hy:

> Examining the nature of the relevant variables in the study for stationariry;
and

> Fxamining whether or not there exists a long-run relationship between
econamic growth and government expenditure.

On the basis of the above, we would then deduce from the result which components of
povernment expenditure promotes economic growth. This study will adopt a simple
linear model a form similar to that used by Landau (1986) to examine the impact of
government expenditure on economic growth,

We specity a functional form thus:

Y ={{TOTAL GOVERNMENT EXPENDITURE) ...l {1}

Y = RE. CE) o (2)
Then;

Y =f{CE1,CE2,CE3, CE4,REL,RE2, RE3, RE4) ... (3)

For the purpose of this study we specify the equationin log form;
Lyv,=a.+a,LCE},+a,L.CE2 +a LCE3, +a LCE4,+a LREL +a LREZ +
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A:LRE3 + 0, LREd, F € H

Where: a, =intercept, a, = clasticities of the independent variables. i,=1.2,...,8

Apriori, a,> 0.

While,

LY = Log of Gross Domestic Product;

CE1,CE2, CE3, CE4 = functional componcents of Capital Expenditure

RE}, RE2, RE3, RE4 = functional components of Recurrent Expenditure

CE1 &RE1 = Administrative component of Capital & Recurrent Expenditure;

CE2 & RE2 = Economic Service component of Capital & Recurrent Expenditure:

CE3 & RE3 = Social and Community Service component of Capital & Recurrent
Expenditure;

CE4&RE4=Tr: fer component of Capital & Recurrent Expenditure.

We shall then proceed to test for stationariry in and cointegration among the variables.
If cointegrated, implying a long-run equilibrium relationship between the varjables, we
would then proceed to specify an error correction model.

Engel and Granger (1987), stated that a homogenous non-stationary serics, which can
be transformed to a stationary series by differencing d times, is said tobe integrated of
order d. Thus, Y, a time series is integrated of order d [Y,~I(d)] if differencing d times
induces stationarity in Y,. If Y,~1(0), then no differencing is required as Y, is stationary.
The test proposed by Dickey-Fuller to test for the stationarity properties of a time
series is called the Unit Root test denoted by DF. The regression equation for the DF
class of unit root testis;

AY =Y 48 5 B ~N(007), Yo =0 oo (3)

The simple unit root test above is valid only if the scries is an AR(1) process. If the
series Is correlated at higher order of lags, the assumption of white noise disturbance
is violated. The ADF (Augmented Dickey-Fuller) test uses a different method to control
for higher-order serial correlation in the series. The ADF test makes a parametric
correction for higher-order correlation by assuming that the y series follows an AR(p)
process and ac, 1sting the test methodology. It is identical to the standard DF
regression, but augmented by Kk lags of the first difference of the series as follows:

L3
AYi= QYo+ D DAY G e (6)

i=l
Where the lag k is set so as to ensure that any autocorrelation in Y, is absorbed and that
areasonable degrece of freedom is preserved, while the error term is white noise.
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The concept of cointegration derives from the fact that if rtwo series X, and Y, are lid),
then X, and Y, are said 1o be cointegrated if there exist a unigue value b which ensures
that the residuals, (Y, - BY,) is (0). Testing [or cointegralion, thercfore, amounts to
testing for a unit root in the residuals of regression equation (4). If the residuals are
stationary, then the series are cointegrated. The equation of the regression for this test
is thus:

k
AEI:U-Erl"'E U A Cop F By {7

=1
Where: & is the residual from our static regression and test for the null of no
cointegration is conducted by comparing the t-statistic of the cocefficients, ¢, to the
mackinnon critical vales. The Null hypothesis of no cointegration is Ho: o = 0.
Significant negative values would lead to a rejection of the null. The stationarity of the
residual implies cointegration of the variables.

IV.3 Source of Data:

The model uses annual data from 1970 - 2001. These were obtained from the
Statistical Bulletin and Annual Report and Statement of Accounts of the Central Bank
of Nigeria.

V. Major Findings

Result from Stationarity Test:

Table 4a.
Varible | ADE  |Orderof Integration
LY - 0.249645 1(1) |
LCEl - 0.560657 (1) \
- LCE2 -2.227248 (1) B
LCE3 -2.205324 (1)
LCE4 - 1.632417 I(1)
LRE1 - 1.023816 I(1)
LRE2 0.392506 I(1)
LRE3 - 2.046066 1(1)
LRE4 0.263082 1(1)

5% ADF Critical Values for the Testis: - 2.9534021
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Table 4b.

Variable ADF ' Order of Integration
ALY - 4.066244 ! 1(0) ]

ALCEl - 8.556005 1(0) |

ALCE2 -5.236188 1(0) |

ALCE3 B - 7.087903 1(0) -

ALCE4 _ -6.553664 10)

ALRE] - 10.78028 1(0)

ALRE2 -7.015117 1(0)

ALRE3 -5.771367 1(0)

ALRE4 l - 6.526477 1(0)

5% ADF Critical Values for the Testis:- 2.957110

Table 4 a and b shows the result of the unit root tests. At 5%1evel of significance, all the
variables were found to be integrated of order 1. That is, they are I (1) variables. The
result from the stationarity test of the residuals from the cointegrating regression is
presented in Table 5 below:

Variable ADF Order of Integration_‘
ECM -4.947504 1{0) l

Using the Mackinnon (1991, 1996) critical values for cointegration test, we reject the
null hypothesis of no conitegration and conclude that the variables are conitegrated at
5% level of significance. Adopting the general-to-specific framework, we proceed to
estimate an overeparamaterised error correction moedel from where a parsimonious
error correction model is obtained as shown in Table 6.

A critical look at the parsimonious model above shows that the past value of gross
domestic product was negatively related to its current value and significant. Also, the
apriori expectation of the signs was met in the past values of administration, economic
services, social and community scrvices and transfer components of recurrent
expenditure, administration and transfer components of capital expenditure. Also the
current value of administration component of recurrent expenditure and the current
values of economic service and transfer components of capital expendirure met the
apriori expectation of the sign. The other components were not properly signed even
though significant.
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Dependent Variable: DLY
Method: Least Squares
Date: 06/05/03 Time: 13:35
Sample(adjusted): 1973 2001
Included observations: 29 after adjusting endpoints
Variable Coefficient Std. Error | t-Statistic Prob.
DLY(-1) -0.538295 0.095350 | -5.645462 0.0024
DLCEL -0.129014 0.015510 | -8.317984 0.0004
DLCEL(-1) 0.518177 0.051478 10.06600 0.0002
DLCE2 0.150955 0.022340 6.757120 0.0011
DLCE2(-1) -0.144072 0.028110 | -5.125269 0.0037
DLCE2(-2) -0.238999 0.040768 | -5.862353 0.0020
DLCE3 -0.171413 0.026675 | -6.425901 0.0014
DLCE3{-1} -0.063393 0.009865 | -6.426040 0.0014
DILCE4 0.036235 0.005641 6.423183 0.0014
DLCE4(-1) 0.182656 0.013977 13.06854 0.0000
DLCEH(-2) -0.246593 0.029676 | -8.309634 0.0004
DLRE1 1.878000 0.163447 11.48998 0.0001
DLREL(-1) 0467774 0.047064 9.939136 0.0002
DLRE1(-2) 0.366725 0.033619 10.90827 0.0001
DLRE2 -0.091993 0.023142 | -3.975095 0.0106
DLRE2(-1) -0.791143 0.057116 | -13.85150 0.0000
DLRE2(-2) 0.509442 0.071758 7.099418 0.0009
DLRE3 -0.205235 0.033181 -6.185379 0.0016
DLRE3(-1) -0.086639 0.014337 | -6.042998 0.0018
DLRE3(-2) 0.101658 0.017975 5.655419 0.0024
DLRE4{-1) 0.379054 0.043780 8.658206 0.0003
DLRE4(-2) -0.225204 0.064251 -3.505072 0.0172
C -1.832925 0.226340 | -8.098095 0.0005
ECM(-1) -4.345981 0.473430 | -9.179784 0.0003
R-squared 0.995420 | Mean dependent var 1.961693
Adjusted R-squared 0.974350 | S.D. dependent var 1.603762
S.E. of regression 0.256853 | Akaike info criterion 0.016688
Sum squared resid 0.329867 | Schwarz criterion 1.148243
Log likelihood 23.75802 | F-statistic 47.24406
Durbin-Watson stat 2.117873 | Prob(F-statistic) 0.000216
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All the variables were significant at 3%, The coelticient of determination was

significantly high and the overall regression was significant. The error correction

coelficient was relatively large and highly significant ar 1% Other findings of this

study could be summarized as Follows:

»

A unit change in gross domestic product in the past year would reduce
ceonomic growth in the current periad. This resultdoes not hold sway,

The current and past tlag 1) values of cconomic services, current and piust
tlag D values of social and economic services, past lag 2) value of transfers
component of recurrent expenditure; current value of administration, past
{lags 1 & 2) values of economic services, current and past tlag 1) values of
social and economic services, past (lag 2) value of 1ransfers component of
capital expenditure, were negatively signed 7 swing that a unit change in
any of these components will impact negatively on cconomic growth. This is
not surprising as the funds allocated t¢  ese components are not properly
channeled to this expenditure, and translers are leakage 1o the system. Also
this is not unconnected with the fact that government has proven not to be
good investors and managers.

The past (lags 1 & 2) values of administration, past {lag 2) value of cconomic
services, past lag 2) value of social and economic services, past (dag 1) value
of transfer component of recurrent expenditure and the past dag 1) value of
administration, current value of economic services, current and past (lag 1)
values of transfers component of capital expenditure were properly signed,
hut their coefficients are rather small. Though they would impact positively
on economic growth, the impact would be minimal. The same reason above
could be adduced for this. But the current value of the administration
component of recurrent expenditure was also properly signed with a very
large coefficient.

Recurrent expenditure has largely dominated government expenditures for
maost of the year under review, as shown in the significant components of
recurrent expenditure. With respect to the pattern of the major functional
components of government expenditure in total expenditure, the refevant
factorsin explaining their pattern might be political, social and economic.
The rate of adjustment parameter s relatively high, significant and
appropriately sipned, as indicated by the coefficient of the error correction
variable. This shews that economic growth in Nigeria adjusts fairly to
changes in the explanatory variables. This shows the existence of along-run
equilibrium relationship between economic growth and the variables that
influence its shori-rerm movements as used in the model. Thus, economic
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growth, the various components of recurrent expenditure and the various
compuonents of capital expenditure are cointegrared.

VIo Policy Recommendations and Conclusion

Governments over the years have proven to be bad manag 5 of resources, which is
why thereis a global trend towards market-oriented sy stem of economic management.
Governments have failed 1o play their role in the process ol economic groswth and
development; hence, the necd for the gradual withdrawal of government and
increased participation of the private sector in the developmental process. The role of
governnient should be reappraised wi™ more emy’ sis placed on pre ling the
chabling policy environment for private sector initiatives. Government should stop
capital expenditure on econ ¢ services and social & comnic Y services, since
governmnent is not supposed to make profit in the provision of these services.
Government should, therefore, only provide the enabling environment for the privare
sector 1o take over the provision of these services, so that there would be efficiency
and reduction in cost. The corresponding recurrent expenditure associated with the
ahove mentioned capital expenditure would he eliminated with respect to the above
expenditure.

Nigeria's  perience in public expenditure management has not been quite inspiring.
The current economic crises, with the attendant macroeconomic problems  high
inflation, exchange rate distortions, debt overhang, BOP disequilibrium and high
unemployment - has b attributed largely ro reckless and poor managemnent of
public expenditure, coupled with widespread corruption. Itis on this note that current
literatures are preaching the failure of Keynesian economics. The rate of adjustment
parameter in the regression re-enforced the position that government is not a good

‘estor. The magnitude of the parameter shows that itwould take approximately four
yvears for the economy to {eel the impact of government expenditure in the system.
This could also, be justificd through the budgel where the government expects to
exccure a budget worth trillions and vet the ecconomy fell no impact of such a budget.
There is need for lesser government participation in economic activity and for
government to concentrate on the provision of the enabling environment for the
direction of economic activities in all sectors of the economy. This, among other
things, calls for good governance as well as 1ransparency and accountability in the use
of puhlicresources.
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