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Abstract

Nigeria, since early in its history as an independent country, has been one of Africa’s main oil
exporters. As oil came to dominate its economy, the Nigerian government adopted interventionist
policies in the sector. Price ceilings on refined petroleum products have been supported by a
complex subsidy regime combining partial nationalization of the upstream and downstream oil
sectors with subsidy payments to private suppliers. The increasing fiscal burden of the subsidies,
combined with international pressure to eliminate fossil fuel subsidies in light of evidence of the
destructive effect of greenhouse gases, has pushed the Nigerian government to attempt to reform
the subsidy regime several times. However, popular and political resistance has prevented the
complete removal of price ceilings and subsidies. This paper looks into the major arguments in
favour of subsidies, and tests their validity by evaluating the economic, social and political impacts
of Nigeria’s subsidy regime. Analysis is based on a literature review supported by data collected
by the Nigerian National Bureau of Statistics and other organizations. Findings suggest the
subsidy regime has created economic inefficiency, exacerbated negative externalities associated
with fossil fuels, and worsened macroeconomic stability through procyclical government
spending. It has not achieved its desired social benefits, as the subsidies are regressive, and has
not improved access to energy, as subsidies divert investment from public power infrastructure.
Lastly, the interplay between subsidies, rent-seeking, and patronage has likely worsened
Nigeria’s quality of governance. Nonetheless, the subsidy regime enjoys widespread popularity

as a tangible means by which natural resource wealth is redistributed.



Table of Contents

INEFOAUCTION ..., 1
Y/ T=Y { aTeTo (o] (o T YRS 4
I O 31 (=) PSP 6
1.1.  Origins of Nigeria’s Fuel Subsidy Regime ...........cccccoiiiiiiiii 6
1.2.  Contemporary Pricing and Subsidy Regime ... 13
2. Economic Arguments and Impacts ... 18
2.1, CostBurden on GOVErNMENTt .........ooiiiiiiiiiii 19
2.2, Market FaIlures .......ooooiiiiiiiiii 24
2.3.  Macroeconomic Stability ... 29
3. Social Arguments and IMpacts................ooooiiiiiiii e 32
3.1.  Subsidy Incidence and EQUILY ..........coooiiiiiiiii 33
3.2.  Alternative Poverty Alleviation POlICIES ...........coiiiiiiiii 39
3.3.  Investment in Public EIECtriCity .........oooriiiiii 42
4. Political Arguments and IMmpacts.............ccccoii 45
4.1. Rent-Seeking in Nigeria’s Oil SECIOr..........ccoviiiiiiiiiiii 46
4.2. Smuggling and the Black Market ... 50
4.3. Effects of Inefficiencies on Consumption ..o e 53
I U o] [ o =Y o= o) 1o o R ESRTRPR 54
@70 111 1= ) o P 57
1] o)1 ToTo =T o] 0|V 60



Introduction

In January 2012, Nigerians took to the streets in a massive general strike that brought major
cities across the country to a standstill.' Their outrage was provoked by an overnight price
increase of 117% on gasoline. Prices had been kept artificially low by a country-wide price
ceiling, supported by subsidies to fuel suppliers. With high oil prices and widespread fraud, the
subsidy regime had become increasingly unsustainable—payments in 2011 hit a record high,
amounting to 19% of the federal government budget.? That year Ngozi Okonjo-lweala, fresh
from having served as Managing Director of the World Bank, returned to her home country to
take the job of Finance Minister, aspiring to reform a government widely criticized for poor
finances. On the chopping block was the subsidy regime for fossil fuels. The World Bank had for
decades argued that these subsidies were unsustainable and economically inefficient. With
growing evidence of the devastating effects of climate change, calls from international
organizations to remove fossil fuel subsidies had only intensified. Yet a mere two weeks after
the lifting of the price ceiling, the Nigerian government was forced to reverse course and restore
the subsidy scheme. During those two weeks, demonstrations had erupted in diasporic Nigerian
communities across the globe, Okonjo-lweala had received multiple death threats, and security

forces in Nigeria had killed 16 protestors.® Why was resistance to reform so fierce?

Opposition to reform drew on the subsidy regime’s argued impacts in three broad areas:
economic, social, and political. In order to inform debate on fuel subsidy reform in Nigeria, this

paper seeks to evaluate the success of the subsidy regime in these three areas.

! “Nigeria fuel strike brings country to a halt,” BBC, January 9, 2012, http://www.bbc.com/news/world-
africa-16464922.

2 Centre for Public Policy Alternatives, Nigeria: Fuel Subsidy (Lagos: Centre for Public Policy Alternatives,
2011), 13.

® “The iron lady,” The Economist, March 3, 2012, http://www.economist.com/node/21548975.



To gauge success, impacts of the Nigerian government’s intervention in fuel markets must be
measured against a clear set of policy objectives. An historical overview at the beginning of this
paper serves to elucidate the original motives behind the Nigerian government’s intervention in
fuel markets. Nigeria’'s early post-colonial period was marked by civil unrest caused in large part
by a belief that the country remained dominated by former colonial powers. The near break-up
of the country in the Biafran War of 1967-1970 underscored the need for the Nigerian
government to do more to give citizens a sense of ownership over their country, or risk further
disaffection and renewed violence. Thus, a series of indigenization policies were implemented
beginning in the 1970s, of which key elements were the partial nationalization of the oil sector,

and a price ceiling on refined petroleum products supported by subsidies.

The contemporary subsidy regime has been justified as a policy to stimulate economic growth
and promote macroeconomic stability. The economic argument holds that low prices increase
fuel consumption, and as petroleum products are a major input in most industries, this in turn
accelerates gross domestic product (GDP) growth. Evidence, however, suggests that Nigeria’s
fuel subsidy regime may diminish investment in public electricity, causing unreliable power
supply and decreased overall energy consumption. Additionally, below-market fuel prices
exacerbate negative externalities associated with fossil fuel consumption, and produce an
economically inefficient distribution of resources. The argument that uniform fuel prices can
promote macroeconomic stability ignores the practical effects of Nigeria’s subsidy regime.
Inefficiencies and cartelization of fuel distribution have repeatedly created fuel shortages, a
source of cost-push inflation. Moreover, government spending on subsidy payments has been

procyclical, likely accentuating swings in the business cycle.

Social arguments point to the subsidy regime’s ability to improve living standards for the

country’s poor through equal access to energy. But evidence shows that the subsidy regime is



in fact regressive. A modeling of the subsidy incidence, according to estimates of fuel demand
elasticity and data on fuel imports and prices, shows gains fall more heavily towards producers
than consumers. Of consumers, it is the urban and wealthy whom the subsidy benefits most, as
they consume far more fuel than the poor rural population. A plausible counterfactual sees the
Nigerian government redirecting subsidy payments to poverty alleviation programs that have
performed much better in development intervention evaluation metrics. Indeed, at various times
the Nigerian government promised to invest in health, education, electricity, and transportation,
using savings from subsidy reform. Increased investment in any of these areas would likely

produce better outcomes for Nigeria’s poor than those under the current subsidy regime.

Lastly, this paper examines political arguments for the subsidy regime, including tacit reasons
for political resistance to reform. Nigeria has been characterized as a rentier state, in which an
elite manipulates politics to their economic advantage. Collusion between public officials and
fuel distributors in pursuit of lucrative subsidy payments show the subsidy regime facilitates and
contributes to rent-seeking. The concept of neopatrimonialism gives a complementary
framework with which to understand tacit political aims. Opaque channels through which
subsidy payments flow provide opportunities to dispense political patronage. By strategically
buying loyalty, the political elite has been able to maintain stability despite failing to provide the
services and infrastructure associated with a modern state. Though difficult to quantify, it is
likely that Nigeria’s subsidy regime, by encouraging rent-seeking and patronage, worsens the
country’s quality of governance. Nonetheless, the subsidy regime enjoys widespread support as

a tangible way ordinary citizens can share in the nation’s resource wealth.

As of January 2016, the Nigerian government has adopted a policy of price modulation, wherein
retail fuel prices remain uniform across the country but ostensibly undergo frequent adjustments

to reflect international oil prices. It remains to be seen whether this policy represents a marked



shift in the government’s approach to domestic fuel markets. But the impassioned response
from civil society to the most recent attempt at subsidy reform shows there is a remarkable level

of interest in this ongoing policy debate.

Methodology

This paper largely consists of a literature review of peer-reviewed articles in a ten year time
frame (2007 to 2017) using database searches and snowballing. The review initially included
natural experimental studies and quantitative research on the economic and social impacts of
Nigeria’s fuel subsidy regime. The small number of such studies led to inclusion criteria being
widened to include qualitative research published within the time frame as well as select
seminal studies published outside the time frame. Working papers and other research
publications were included if published by credible research organizations. Scholarly literature
was supplemented by news articles from established Nigerian news sources as primary
sources, and data collected by Nigerian and international organizations. Lastly, a review of
online commentary and forum posts informed an understanding of Nigerian perspectives on fuel

subsidies.

Writing on Nigerian topics raises some particular methodological dangers. Nigerian universities
unfortunately do not have international standards and institutional mechanisms in place to
detect academic fraud.* In writing this paper, the journals in which referenced works were

published have been checked for signs of predatory publishing and against lists of predatory

* Author’s conversations with faculty and students of the African Institute for Mathematical Sciences, May,
2016 - August, 2016.



journals.’ Articles published in such journals have not been cited. However, certain articles
written by established academics have referenced sources of dubious quality, as there is a lack
of scholarship in mainstream peer-reviewed journals. There is thus a grey area as to which

articles are acceptable to include.

Secondly, primary data published by Nigerian government organizations, regulatory bodies, and
state-owned enterprises such as the National Bureau of Statistics (NBS), the Petroleum
Products Pricing Regulatory Agency (PPPRA), the Nigerian National Petroleum Corporation
(NNPC) are unreliable. This is due to incentives for misreporting, some caused by the subsidy
regime itself, and simple lack of data collection capacity in Nigerian institutions. Specific datum
found to be inconsistent with other sources have been noted as such, but it should be
recognized that all primary data is of imperfect quality. Where possible, data from international

institutions such as the World Bank have been used in place of nationally collected data.

® Carl Straumsheim, “No More ‘Beall’s List',” Inside Higher Ed, January 18, 2017,
https://www.insidehighered.com/news/2017/01/18/librarians-list-predatory-journals-reportedly-removed-
due-threats-and-politics.



1. Context

1.1. Origins of Nigeria’s Fuel Subsidy Regime

Since the 1970s, the Nigerian government has exerted influence over domestic fuel prices
through a combination of price ceilings and both implicit and explicit subsidies to the oil sector.
The evolution of the fuel subsidy regime is closely related to Nigeria’'s process of
decolonization—specifically the increasing importance of oil exploitation to the country’s
economy and the strong association in the national consciousness between the oil industry and
Nigeria’s former colonial ruler, Britain. Government intervention in the oil industry received
political support as it was framed as part of the project of reclaiming economic power from

Britain and distributing Nigeria’s resource wealth to its people.

Commercial efforts to drill for oil in Nigeria began in 1937 when the colonial office awarded an
exclusive exploration license to a joint venture formed between predecessors of Royal Dutch
Shell and British Petroleum (BP).® The first successful well was drilled in Oloibiri in the Niger
Delta in 1956, and the Shell-BP consortium began exporting oil from Nigeria in 1958.” In 1960
Nigeria achieved independence from Britain. Shell-BP continued activities throughout the
1960s, though in the early postcolonial period the oil industry did not yet represent a significant

source of Nigeria’s GDP (see Figure 1).2

® Phia Steyn, “Oil Exploration in Colonial Nigeria,” (paper presented at the XIV International Economic
History Congress, Helsinki, 2006), 14.

4 “History of the Nigerian Petroleum Industry,” Nigerian National Petroleum Corporation, 2016,
http://nnpcgroup.com/nnpcbusiness/businessinformation/oilgasinnigeria/industryhistory.aspx.

® Louis Chete et al., “Industrial development and growth in Nigeria: Lessons and challenges,” Africa
Growth Initiative at Brookings, African Development Bank, United Nations University World Institute for
Development Economics Research, Learning to Compete Working Paper no. 8, 2014, 16.



Figure 1: Oil Rents (% of GDP)
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The growth rate of the oil sector was slowed by the Biafran War of 1967-1970, as the
breakaway state of Biafra included the oil producing Niger Delta region. In articulating his vision
for the secessionist republic, Biafran leader Chukwuemeka Ojukwu emphasized the continuing
economic control Britain held over Nigeria through British-owned corporations such as Shell-BP,

declaring:

Fellow countrymen and women, we have seen in proper perspective the diabolical roles
which the British Government and the foreign companies have played and are playing in
our war with Nigeria. [...] We see why the Shell-BP led the Nigerian hordes into Bonny,
pays Biafran oil royalties to Nigeria, and provided the Nigerian Army with all the help it

needed for its attack on Port Harcourt [the Niger Delta’s principal city].’

In essence, the Biafran secessionists saw their fight as a second independence struggle, to

® Chukwuemeka Ojukwu, “The Ahiara Declaration: The Principles of the Biafran Revolution,” (speech,
Ahiara, June 1, 1969), Biafra Land, http://www.biafraland.com/ahiara_declaration_1969.htm.



create a socialist state truly liberated from colonial domination. In this regard, the Biafran
secessionist movement was a Nigerian manifestation of a larger drive by post-colonial African

states to assert complete domestic control over their economies.

The Biafran secessionist movement was defeated in 1970, but Nigeria’s military leader, General
Yakubu Gowon, recognized the need to appease economic nationalists to avoid further political
dissent. To this end, General Gowon created the Nigerian National Oil Corporation, which later
became the Nigerian National Petroleum Corporation (NNPC), and joined the Organization of
Petroleum Exporting Countries (OPEC) in 1971."° Significantly, the Nigerian Enterprises
Promotion Decree, otherwise known as the indigenization act was passed in 1972, which aimed
to transfer ownership of enterprises formerly controlled by foreigners to Nigerians, and spur
investment in secondary and tertiary industries in Nigeria."' Though Gowon did not nationalize
Shell-BP, following the indigenization act the Nigerian government gained an increasing share
of ownership in the oil industry. In 1972 in accordance with the indigenization act the Nigerian
government increased from 50% to 60% its ownership of the Nigerian Petroleum Refinery
Corporation (NPRC)—a consortium that had been formed between the Nigerian government
and Shell-BP." The following years saw the Nigerian government negotiate further agreements
to increase to 60% its ownership of the domestic oil extraction sector, and construct two

nationally owned refineries, all by the end of the decade.™

% Ann Genova, “Nigeria’s Nationalization of British Petroleum,” The International Journal of African
Historical Studies 43 (2010): 117.

" Chete et al., “Industrial development and growth in Nigeria,” 2.

'2 Genova, “Nigeria’s Nationalization of British Petroleum,” 118.

3 “Imperatives of Sale of Nigeria's JV Assets,” THISDAY, October 18, 2016,
https://lwww.pressreader.com/nigeria/thisday/20161018/281621009863241; “KRPC At a Glance,” Kaduna
Refining &amp; Petrochemical Company, 2015,
http://krpc.nnpcgroup.com/AboutUs/KRPCataGlance.aspx; “Warri Refining & Petrochemical Company
Limited,” Nigerian National Petroleum Corporation, 2016,
http://nnpcgroup.com/NNPCBusiness/Subsidiaries/WWRPC.aspx.



While the government worked to increase national ownership and control over the upstream and
downstream oil sectors, it also implemented policies to keep retail fuel prices low. It claimed this
would ensure equal public access to energy, and prevent recessions caused by high energy
prices, as was seen in oil importing countries during the 1973 oil crisis.' The first government
pricing regime for petroleum products was introduced in 1973—the uniform pricing policy
mandated an official price for gasoline of &0.06/L (current USD 0.40/L) across the country (see
Figure 2)." Diesel and kerosene were also to be sold at separate official prices. From the outset
price ceilings on fuel were inextricably linked to the process of decolonization, as they were
promoted as a policy to distribute to Nigerian consumers the benefits of the partial
nationalization of the country’s resource wealth.

Figure 2: Gasoline Price Ceiling History
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Source: THISDAY, World Development Indicators, U.S. Energy Information Administration'®

" Akin Iwayemi, “Energy development and sub-Saharan African economies in a global perspective,”
OPEC Review (Spring 1993): 29.

15 Opeyemi Akinyemi et al., “Fuel Subsidy Reform and Environmental Quality in Nigeria,” (paper
presented at the 55th Annual Nigerian Economic Society Conference, Abuja, 2014), 10.

16 “Economic Implications of Petrol Price Reduction,” THISDAY, February 23, 2015,
http://www.pressreader.com/nigeria/thisday/20150203/281822872214185; “Regular Gasoline Retail
Prices,” U.S. Energy Information Administration, June 6, 2017,
https://www.eia.gov/outlooks/steo/realprices/.
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These price ceilings wreaked havoc on fuel supply chains, creating widespread shortages as
private marketers could no longer cover their distribution costs. Long queues, hoarding, fuel
adulteration, and smuggling—all activities that had been uncommon before the 1973 price
regime—became major issues.'” Recognizing the need to support the artificial price in order to
avoid supply deficits, in 1975 the government created the Petroleum Equalization Fund (PEF)
and tasked a new agency with reimbursing fuel marketers’ transportation costs.'® Theoretically
this would allow more remote regions of the country to enjoy equal fuel costs, however in

practice the establishment of the PEF created incentives for fraud and corruption.

Successive regimes incrementally increased the official price of fuel in attempts to keep pace
with inflation and to reign in the fiscal burden of the subsidy, but the general pricing regime
remained in place. The inefficiency of the fixed price system during the 1970s had been of little
concern to government as their fiscal situation was buoyed by high oil prices.'® However,
beginning in 1980s, a supply glut pushed the price of oil down, sending Nigerian government
finances into a precarious state. Continuingly high public spending and stagnant GDP growth
resulted in demand-pull inflation, with annual rates of inflation rising above 50% late in the
decade.” Nigeria’s balance of payments deficit worsened and in 1986, Nigeria turned to
international financial institutions (IFIs) to resolve is fiscal crisis. The structural adjustment
program (SAP) of 1986, a package of economic policy reforms as IFI loan conditions,

highlighted the government-operated downstream oil sector as area of particular inefficiency.?’

' Adeola Adenikinju and Niyi Falobi, “Macroeconomic and distributional consequences of energy supply
shocks in Nigeria,” African Economic Research Consortium Research Paper 162 (December 2006): 6;
“Welcome To Petroleum Equalisation Fund (Management) Board,” Petroleum Equalization Fund
(Management) Board, accessed May 17, 2017, http://www.pefmb.gov.ng/.

'® Ibid.; G. O. Komolafe, “Towards Seamless Petroleum Products Supply in Nigeria (Part 1),” THISDAY,
December 14, 2015, http://www.pressreader.com/nigeria/thisday/20151214/281878707319197.

"% Chete et al., “Industrial development and growth in Nigeria,” 16.

20 “world Development Indicators,” The World Bank, 2017,
http://databank.worldbank.org/data/reports.aspx?source=2&series=S|.POV.DDAY &country=.

2 Iwayemi, “Energy development and sub-Saharan African economies,” 32;
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These policy prescriptions signified the beginning of serious pressure to reform the fuel subsidy

regime.

World Bank observers described a situation in which Nigeria’s state-owned refineries were over-
staffed, mismanaged, and operated at between 50% to 65% capacity.?? Under pressure from
the IFls, Nigeria’s government promised to reform the NNPC in 1988, but contract negotiations
stalled and the refineries continued to operate below capacity.?> Moreover, the government did
little to change the pricing regime for fuel, with the mandated price averaging as low as 11% of

world market prices in the early 1990s.?*

The advent of democracy in 1999 did not significantly change the fuel pricing regime. A
committee was established in 2000 to provide recommendations for improving efficiency in the
downstream oil sector, once again due to problems of fuel scarcity, low refinery capacity
utilization, large scale smuggling, infrastructure vandalism and unsafe transportation of
petroleum products.?’ The recommendations of the committee led to the creation of the
Petroleum Products Pricing Regulatory Agency (PPPRA) in 2003, which initially attempted to
deregulate petroleum products. After the resulting price increases caused social unrest, the
government quickly backtracked, reinstating price ceilings on gasoline and kerosene.?® Only the

sale of diesel become fully liberalized, and is currently sold at market prices.?’

Chete et al., “Industrial development and growth in Nigeria,” 17.

2 \World Bank, Nigeria Structural Adjustment Program: Policies, Implementation, and Impact
(Washington: The World Bank, 1994), 57.

% |bid.

* |bid.

® “History,” Petroleum Products Pricing Regulatory Agency, 2017, http://pppra.gov.ng/history-the-
evolution-of-petroleum-products-pricing-regulatory-agency/.

% «Shock Therapy,” The Economist, October 16, 2003, http://www.economist.com/node/2149502.
2" Taiwo Oyedele, “The real cost of fuel subsidy and tax implications,” PwC, November 2011, 2; Benedict
Clements et al., Case Studies on Energy Subsidy Reform: Lessons and Implications (Washington:
International Monetary Fund, 2013), 48.
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After the failed attempt at deregulation in 2003, the PPPRA kept price ceilings relatively stable
and as international market prices drifted further from stagnant domestic prices, rising subsidy
payments created a growing fiscal burden on the government.? In 2012, following the advice of
finance minister Ngozi Okonjo-lweala, former Managing Director of the World Bank, President
Goodluck Jonathan declared a 117% price increase in gasoline from &65/L to 8141/L.%° After
nationwide social upheaval, the government was forced again to partially reverse course,

lowering the price 31% to N97/L.*°

In 2015, the new government of Muhammadu Buhari announced a “price modulation” policy
would be adopted wherein price ceilings would remain, but be adjusted to better reflect
international market prices.®' In May 2016, the PPPRA raised the price of gasoline to &#145/L
where it sits as of May 2017.% The price ceiling for kerosene was raised to 8150/L in August
2016.% It is unclear whether the “price modulation” policy is a true departure from past practice.
Retail prices for gasoline and kerosene remain centrally mandated and are not indexed to
inflation or international prices. Without automatic mechanisms in place to adjust the price
ceiling, the degree to which petroleum products are subsidized continues to be entirely reliant
on the political leadership of the day. Support for subsidies remains strong, with current rhetoric

echoing the original motivations behind the introduction of subsidies: cheap fuel to stimulate

2 Akinyemi et al., “Fuel Subsidy Reform and Environmental Quality in Nigeria,” 13.

2 Ngozi Okonjo-lweala, Reforming the Unreformable: Lessons from Nigeria (Cambridge: MIT Press,
2012) 137.

30 Akinyemi et al., “Fuel Subsidy Reform and Environmental Quality in Nigeria,” 12.

*1 John Adeoti et al., Compensation Mechanisms for Fuel Subsidy Removal in Nigeria (Winnipeg:
International Institute for Sustainable Development, 2016), 6.

%2 panu Adagun, “Marketers propose N165 per litre as petrol price hike imminent,” NAlJ.com, January 24,
2017, author’s conversation with Zainab Muse reporting on fuel prices in Kano, Nigeria, May, 2017.

3 Adeoti et al., Compensation Mechanisms for Fuel Subsidy Removal in Nigeria, 6.
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economic growth, access to energy for the poor, and an extension of indigenization policies to

give citizens a sense of ownership over Nigeria’s resource wealth.

1.2. Contemporary Pricing and Subsidy Regime

The regime that exists to maintain a price ceiling for refined petroleum products in contemporary
Nigeria involves a complex set of implicit and explicit subsidies managed by a number of
regulatory bodies. There are two avenues through which subsidized fuel enters the Nigerian
market. The most direct supply is through the NNPC. Between 2004 and 2014, the NNPC
obtained roughly one million barrels of oil per day—representing between 41% and 53% of
Nigerian production—through a combination of oil extracted by NNPC’s subsidiary, the Nigerian
Petroleum Development Company (NPDC); joint ventures and production sharing contracts
between the NNPC and international firms; and royalties paid by international firms directly in
oil.>* Of the USD 41 billion in oil the NNPC extracted or obtained in 2013, USD 17.8 billion or
43% was allocated for domestic consumption.® This share represented 435,106 barrels per day
(bpd), close to the 445,000 bpd the Nigerian government mandates for domestic refining
equivalent to the combined capacity of Nigeria’s refineries.*® However, with refineries operating
below capacity, only an average of 105,000 bpd or 24% of this oil was domestically refined. The

remainder was either sold internationally, or directly traded (swapped) for products.

NNPC refined petroleum products are distributed to consumers by its subsidiary, the Pipelines

and Product Marketing Company (PPMC). The PPMC was established in 1988 with a view to

3 Aaron Sayne, Alexandra Gillies and Christina Katsouris, Inside NNPC QOil Sales: A Case for Reform in
Nigeria (Natural Resource Governance Institute, August 2015), 16-17.

%% |bid., 12; US dollars, 2013.

% Sayne et al., Inside NNPC Oil Sales, 4.
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improving fuel access with more coordinated national distribution networks and infrastructure.®
However, as of 2015 the PPMC provided only 44% of domestically consumed petroleum

products.®

The remaining 56% of gasoline, diesel, and kerosene is distributed by marketers—private firms
that must be registered with the PPPRA to import and distribute fuel.*® After selling fuel,
marketers submit proof of sale to the PPPRA in order to receive reimbursement payments
through the Petroleum Support Fund (PSF). These payments are calculated by adding landing
costs (which vary according to international oil prices) to distribution costs (which are
periodically determined by the PPPRA).* Since 2003, the PPPRA has had as its mandate the
stabilization of prices as opposed to subsidization. When market prices are below official prices,
marketers benefit from an “over-recovery” and payments are meant to be made into the PSF.
Theoretically these savings are to be used to support “under-recovery” scenarios when official
prices are below market prices. In practice, official prices have very rarely been below market

prices and the PSF serves mainly to distribute subsidy payments.

Fuel marketers have formed a number of trade associations including the Depot and Petroleum
Products Marketers Association (DAPPMA), the Major Oil Marketers Association of Nigeria

(MOMAN), and the Independent Petroleum Marketers Association of Nigeria (IPMAN). Through

3" “wWelcome to PPMC,” Pipeline and Product Marketing Company, 2015,
http://ppmc.nnpcgroup.com/Home.aspx.

38 Nigerian National Petroleum Corporation, 2015 Annual Statistical Bulletin (Abuja: Nigerian National
Petroleum Corporation, 2015), 32; National Bureau of Statistics, PETROLEUM PRODUCTS
CONSUMPTION STATISTICS IN NIGERIA: 2015 (Q1-Q4) (Abuja: National Bureau of Statistics, 2016),
13.

% Victor Asekunowo, “The economics of Nigeria’'s petroleum products’ subsidy removal debate,” OPEC
Energy Review (September 2012): 304.

0 Clements et al., Case Studies on Energy Subsidy Reform, 48.
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these trade associations, which have been accused of acting as a cartel, marketers lobby the

government for more lucrative subsidy payments.*’

This system of publicly funded but privately operated fuel distribution results in periodic clashes
between registered fuel marketers and the government. Government auditors have regularly
accused registered marketers of over-reporting their costs.* In turn, marketers have frequently
demanded subsidy arrears, claiming that government has not met their obligation to refund their
distribution costs.*® During these disputes, registered marketers may cease distribution
activities. The resulting fuel shortages lead to sudden expansions of the black market for fuel,

where it is sold at well above official prices.*

In an effort to prevent fraudulent expense claims by marketers, the government has set up a
system to increase oversight of fuel distribution. At the importation stage, fuel shipments arriving
in Nigerian ports must be witnessed and quantities confirmed by observers from the PPPRA,
the Department of Petroleum Resources (DPR), independent surveyors and the Nigerian Navy.

After the PPPRA determines payments owed to marketers, all subsidy claims are submitted to

*1 Olakiitan Victor, “Fuel Scarcity: Buhari Urged to Break Cartels in Oil Sector,” This Day, April 10, 2016,
https://www.thisdaylive.com/index.php/2016/04/10/fuel-scarcity-buhari-urged-to-break-cartels-in-oil-
sector/.

2 “«Government resumes subsidy payment to petroleum marketers,” Premium Times, accessed May 19,

2017, http://www.premiumtimesng.com/business/93664-government-resumes-subsidy-payment-to-
petroleum-marketers.html.

*3 Hamisu Muhammad, “Nigeria: Govt Releases N100 Billion Sovereign Debt Note to Marketers,” Daily
Trust, March 5, 2015, http://allafrica.com/stories/201503051363.html; “Presidency Orders Finance
Minister to Pay Petroleum Marketers N150bn Debt,” This Day, January 26, 2017,
https://www.thisdaylive.com/index.php/2017/01/26/presidency-orders-finance-minister-to-pay-petroleum-
marketers-n150bn-debt/; “We’ve not received subsidy payments—Fuel marketers,” Energy Mix Report,
March 14, 2014, http://energymixreport.com/weve-not-received-subsidy-payment-fuel-marketers/;
“Petroleum marketers: FG owes us N660 billion subsidy arrears,” Ships & Ports, January 18, 2017,
http://shipsandports.com.ng/fg-owes-us-n660bn-subsidy-arrears-petroleum-marketers/.

4 Adenikinju and Falobi, “Macroeconomic and distributional consequences of energy supply shocks in
Nigeria,” 1; author’s conversation with Zainab Muse reporting on fuel prices in Kano, Nigeria, May, 2017.
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the Federal Ministry of Finance to be audited.*® These anti-fraud measures have had limited
success. Instead, it appears each stage of oversight has been seized as an opportunity to

extract bribes.

As shown in Figures 3 and 4, the actual retail prices customers pay are often well above official
price ceilings. This is especially the case for kerosene, for which official prices seem to bear
almost no relation to retail prices. These figures serve as a reminder that regulatory
enforcement in Nigeria is weak. Existing and proposed policies cannot be assumed to operate

on the ground as planned.

Figure 3: Price of Gasoline
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45 Asekunowo, “Nigeria’s petroleum products’ subsidy removal debate,” 304.

4 «NBS E-library,” National Bureau of Statistics, 2017, http://www.nigerianstat.gov.ng/library; Izielen
Agbon, “Fuel Price Increase- Facts And Figures At The Presidential Villa,” Sahara Reporters, May 18,
2016, http://saharareporters.com/2016/05/18/fuel-price-increase-facts-and-figures-presidential-villa-
izielen-agbon; Bassey Udo, “How we arrived at N87 petrol price — PPPRA,” Premium Times, January 20,
2015, http://www.premiumtimesng.com/business/175262-arrived-n87-petrol-price-pppra.html; Deolu,
“Breaking: Jonathan Reduces Price Of Petrol To 87 Naira,” Information Nigeria, January 18, 2015,
http://www.informationng.com/2015/01/breaking-jonathan-reduces-price-of-petrol-to-87-naira.html;
Michael, Eboh, “FG ends kerosene subsidy, pegs price at N83 per litre,” January 25, 2016
http://www.vanguardngr.com/2016/01/fg-ends-kerosene-subsidy-pegs-price-at-n83-per-litre/.
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Figure 4: Price of Kerosene
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2. Economic Arguments and Impacts

Since the advent of government intervention in the country’s fuel markets, arguments in support
of Nigeria’s fuel subsidy regime have claimed inexpensive fuel spurs economic growth, and
uniform pricing promotes macroeconomic stability. Government interventions in markets are
generally based on a belief that market failures—situations in which the free market does not
distribute resources efficiently—can be corrected through policies that adjust economic
incentives. In the case of subsidies, economic actors are incentivized to increase the rate at
which they produce and consume the subsidized product. The quantity consumed thus
theoretically moves from market equilibrium towards a socially optimal quantity. To make a
compelling case for subsidies, supporters must demonstrate that a link between increased fuel
consumption and economic growth means the socially optimal level of fuel consumption is

above market equilibrium.*’

A related economic argument in favour of the fuel subsidy regime holds that it acts as a
mechanism for achieving price stability.*® As petroleum products are an input in most goods and
services, price ceilings on fossil fuels allegedly stabilize prices as a whole, protecting against
rising inflation. Unpredictable changes in inflation create macroeconomic instability, hurting GDP

growth by discouraging investment.

To test the strength of these economic arguments, this section will examine the cost burden of
the intervention to government and society as a whole, relative to any estimated positive effects

on economic growth and macroeconomic stability. As will be shown, both economic arguments

*" Josiah Aramide et al., A Citizen’s Guide to Energy Subsidies in Nigeria (Winnipeg: International
Institute for Sustainable Development, 2012), 7.

*® Masami Kojima, “Fossil Fuel Subsidy and Pricing Policies: Recent Developing Country Experience,”
Policy Research Working Paper 7531 (The World Bank, 2016), 2.
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in favour of subsidies ignore key theoretical considerations, as well as the practical impacts of
the regime. Supporters of fuel subsidies have failed to provide a compelling theoretical rationale
for how the socially optimal quantity of fossil fuel consumption could be higher than the
equilibrium quantity. The literature on fossil fuel externalities suggests the social optimum is in
fact lower than market equilibrium. The contention that price ceilings on fuel promote
macroeconomic stability is inconsistent with Keynesian theory on inflation when considering the
government’s pattern of procyclical spending on subsidies. Finally, inefficiencies greatly reduce
the subsidy regime’s practical ability to provide uniform below-market prices, and in turn
increase fuel consumption. The regime may instead act as a drain on Nigeria’s finances without

delivering the promised economic benefits.

2.1.Cost Burden on Government

The annual direct cost of Nigeria’s subsidy regime varies greatly depending on international oil
prices, as shown in Figure 5. 2011 was an abnormally high year due to a combination of high oil
prices and widespread fraud, with subsidy payments totalling 82.2 trillion (USD 14.0 billion),

521% of the projected cost of subsidies in that year’'s budget.*

Payments subsequently
declined to 8852 billion (USD 5.3 billion) in 2013, and to 8627 billion (USD 2.3 billion) in 2015
following a drop in the price of oil.”° Likewise, the annual cost of Nigeria’s subsidy regime varies

greatly as a percentage of GDP. In 2005, the World Bank estimated Nigeria’s petroleum product

*9 Adeoti et al., Compensation Mechanisms for Fuel Subsidy Removal in Nigeria, 9.

%0 bid.; Elisha Bala-Gbogbo, “Oil's Slump Gives Nigeria Chance to End $7-Billion Subsidy,” Bloomberg,
December 24, 2014, https://www.bloomberg.com/news/articles/2014-12-24/oil-s-slump-gives-nigeria-
chance-to-end-7-billion-subsidy-2-.
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subsidies at 2.2% of GDP.*" That share peaked in 2011, with estimates of the cost of the

subsidy ranging from 3.4% to 4.7% of GDP.*

Figure 5: Subsidy Cost and Oil Price
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The most recent data shows that the direct cost of Nigeria’s subsidy regime has declined
significantly following the adoption of the “price modulation” policy in January 2016. To estimate
recent costs to government, a variation of the price-gap approach was used, which multiplies
volumes of imported petroleum by the gap between market and official prices.** The PPPRA

compensates fuel marketers by paying the difference between price ceilings and landing costs

*" Bacon et al., Subsidies in the Energy Sector, 99.

52 “Nigeria,” The World Bank, 2016, http://data.worldbank.org/country/nigeria; Adeoti et al., Compensation
Mechanisms for Fuel Subsidy Removal in Nigeria, 9; Clements et al., Case Studies on Energy Subsidy
Reform, 49.

53 “Europe Brent Spot Price FOB,” U.S. Energy Information Administration, June 14, 2017,
https://lwww.eia.gov/dnav/pet/hist/LeafHandler.ashx?n=pet&s=rbrte&f=a; Adeoti et al., Compensation
Mechanisms for Fuel Subsidy Removal in Nigeria, 9; “NBS E-library,” National Bureau of Statistics; Bala-
Gbogbo, “Oil's Slump Gives Nigeria Chance to End $7-Billion Subsidy”; Adeola Adenikinju, “Energy
pricing and subsidy reforms in Nigeria,” presented at University of Ibadan, Ibadan, Nigeria, 2009, 4.

> Aramide et al., A Citizen’s Guide to Energy Subsidies in Nigeria, 8; Robert Bacon et al., Subsidies in
the Energy Sector: An Overview (Washington: The World Bank Group, 2010), 17.
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plus an officially determined distribution margin per litre. Thus subsidy payments were
calculated for each month by adding landing costs to distribution margins, and multiplying by
monthly volumes of imported gasoline and kerosene, then subtracting expected monthly
revenues at official retail prices. Data from the Nigerian National Bureau of Statistics showing
monthly import volumes and average landing costs were combined with news reports detailing

changes in price ceilings and distribution margins.

The drop in cost of fuel subsidies following the “price modulation” policy is shown in Figures 6
and 7. It should be noted that the subsidy was estimated assuming payments were issued for
officially recorded imports of fuel—actual costs are likely higher due to misreporting and
overpayments.® Though the current cost of the subsidy is low, the spread between import
prices and official prices could again widen as there is no mechanism to automatically adjust the

price ceiling. This is especially plausible given oil prices in 2016 were unusually low.

The Nigerian government incurs indirect costs from the subsidy regime through lost
opportunities for revenue generation. Qil exploited by the NNPC that could be sold
internationally is instead sold domestically at below-market prices. Nigeria’s convoluted system
in which much of the oil reserved for domestic refining and consumption is in fact swapped or
resold makes estimates of the value of the implicit subsidy difficult. However, estimates have

put the cost of the implicit subsidy at 1.8% of GDP in 2002 and 1.42% of GDP in 2006.°°

% Aramide et al., A Citizen’s Guide to En