
N
IGERIA squandered its oil windfall of the 1970s, 
which led to three decades of economic stagna-
tion and the degradation of public institutions. 
The reason was a mix of bad fiscal and macro-

economic policy, corruption, and poor governance. Besides, 
not many countries (or even economists) at that time fully 
understood how difficult it is to manage oil windfalls. The 
latest oil boom gives Nigeria a chance to turn the “oil resource 
curse” into a blessing. It must learn from its past mistakes 
and can no longer plead inexperience. The country has made 
a good start by making fundamental changes in its response 
to the current oil boom, but sustaining these reforms is vital, 
both for Nigerians and for the entire African continent.

In April 2006, Nigeria paid the last installment on the 
$30 billion it owed the Paris Club of official creditors, which 
had accounted for more than 85 percent of its external debt. As 
part of the agreement, Nigeria immediately paid $6 billion in 
arrears, with the remaining $24 billion restructured on Naples 
Terms—the Paris Club’s concessionary terms for restructur-
ing poor countries’ external debt, resulting in an $18 billion 
write-off. While an unalloyed triumph, the very fact that 
Nigeria, a country blessed with vast oil reserves, had to extri-
cate itself from a debt overhang was ironic.

How did Nigeria get itself into this predica-
ment, and what lessons can it and other oil-
exporting developing countries draw from 
this experience? This is a good time to be ask-
ing these questions. The reason is that the oil 
price boom of the past few years has given oil-
exporting developing countries, especially those 
that squandered the proceeds of the previous 
oil price booms of 1973–74 and 1979–80, a rare 
shot at redemption.

The debt overhang
The two price hikes orchestrated by the orga-
nization of Petroleum Exporting Countries in 
1973–74 and 1979–80 resulted in a substantial 
windfall for Nigeria, amounting to $300 billion 
between 1970 and 2001. But the windfall also led 
to a substantial appreciation in the real exchange 

rate: 55 percent between 1974 and 1980. Subsequently, in 
1982, the country was hit by a double whammy: falling oil 
prices and a sharp rise in interest rates. As a result, inflation 
rose, the country faced the prospect of debt rescheduling, and 
the government chose to ration foreign exchange through im-
port licenses.

Reflecting these developments, Nigeria’s currency, which 
was pegged to the U.S. dollar, was devalued by 36 percent 
between 1980 and 1984. But inflation was far higher, and the 
excess demand for foreign exchange was rationed by tighten-
ing restrictions on import licensing, raising the black market 
premium on foreign exchange. Eventually, in September 1986, 
Nigeria floated the naira. By that time, debt rescheduling and 
external financing had become urgent concerns. The float was 
the centerpiece of a reform program based on market incen-
tives, liberalized prices, and the elimination of import licenses 
and commodity boards. But external debt kept mounting, 
reflecting not so much new borrowing after the mid-1980s as 
the cumulative effect of arrears and penalty interest rates. In 
addition to this macroeconomic imbalance, the country had 
little to show for its oil windfall in terms of economic devel-
opment and poverty reduction.
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Box 1

External debt overhang

At the end of 1983, Nigeria’s total external debt outstanding and disbursed 
was $12 billion. Based on a conservative estimate of proven oil reserves and 
allowing for extraction costs and appropriate revenue sharing with the private 
sector, the government’s share of oil wealth was estimated at $75 billion, even 
at the low oil prices of 1985 (Pinto, 1987).  Yet, by 1985–86, Nigeria was hav-
ing difficulty rescheduling a relatively paltry $2 billion in insured trade cred-
its, with its creditors insisting on a prior IMF-supported reform program. 

Why, in view of Nigeria’s vast oil and gas reserves, was the rescheduling so 
difficult?  First, because Nigeria’s external borrowings were effectively collat-
eralized by oil, creditors became skittish as oil prices fell. Second, in view of 
the economic dominance of oil by the mid-1980s, coupled with serious policy 
and institutional failures, creditors were unwilling to reschedule Nigeria’s debt 
without an IMF-supported program.  Nigeria had developed a credibility gap 
and was unable to attract foreign financing even for potentially high-rate-of-
return investments: it had developed a classic “debt overhang.” 
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Why did this happen? The 
answer lies in the authori-
ties’ mismanagement of the 
oil boom of the 1970s, which 
shows that even brief peri-
ods of mismanagement can 
have negative consequences 
that persist for decades. The 
authorities’ focus at that time 
was on avoiding Dutch dis-
ease, or a deterioration in the 
non-oil traded goods sector—
notably, agriculture and man-
ufacturing. only much later 
did the authorities recognize 
the more serious damage to 

the economy—in the form of a debt overhang (see Box 1), 
prolonged economic stagnation, and degradation of public 
institutions—caused by corruption and bad governance.

A new chance
Following elections in 1999, the first administration of oluse-
gun obasanjo focused on ensuring political stability and 
tackling corruption. The second obasanjo administration 
(2003–07) implemented a comprehensive economic and anti-
corruption reform program that emphasized fiscal, structural, 
and institutional and governance reform. The program also 
sought to enhance transparency by adopting the Extractive 
Industries Transparency Initiative (EITI; see Box 2) and pros-
ecuting corrupt officials. This resolve to change the course of 
the Nigerian economy coincided with rising oil prices, which 
enabled Nigeria to break out of the natural resource trap.

on the macroeconomic front, the central challenge was to 
lower volatility by de-linking public expenditure from cur-
rent oil revenue. Nigeria succeeded in doing this in 2004 by 
adopting an “oil-price-based fiscal rule.” The rule’s objective 
was to constrain spending by transferring oil revenues to the 
budget in accordance with a reference price, together with a 
ceiling on the non-oil deficit. The Fiscal Responsibility Bill, 
signed by President Umaru Yar’Adua in November 2007, 
enshrined the oil-price-based fiscal rule into law.

To improve transparency and tackle corruption, the gov-
ernment adopted a two-pronged approach:

• It embedded anticorruption measures in a comprehen-
sive economic reform program, and

• It conducted diagnostic studies to identify specific areas 
in which corruption was undermining public sector perfor-
mance and growth.

For example, to fight corruption, the government reviewed 
the public procurement process and instituted a “due process 
mechanism” in public contracts.

The oil-price-based fiscal rule and the adoption of the EITI 
both underscored Nigeria’s determination to make a clean 
break with the past by fighting corruption and improving 
governance. In a revolutionary move, Nigeria went beyond 
the petroleum sector by publishing revenues from all sources 
at all tiers of government. The credibility boost facilitated 

Nigeria’s debt cancellation by the Paris Club and lifted its 
profile in the eyes of investors. Standard & Poor’s and Fitch 
Ratings assigned Nigeria a sovereign credit rating of BB– for 
2007, affirming earlier results. Nigeria’s rating peers at the 
time included Indonesia, Turkey, Ukraine, Venezuela, and 
Vietnam. The improved rating led to sizable increases in for-
eign direct investment in both the oil sector (about $6 billion 
a year) and non-oil sectors (about $3 billion a year).

The current oil boom was necessary for elimination 
of Nigeria’s debt overhang—by providing needed liquid-
ity—but it was by no means sufficient. If the lessons from 
the 1970s had not been learned, the opportunity presented 
by the new boom would have certainly been squandered. 
The combination of high oil prices, improved governance, 
new political will and leadership, and better fiscal manage-
ment have made all the difference. The big challenge now is 
to maintain the momentum of reforms. (For the challenges 
and policy responses, see chart.)

Lessons learned
The most important lesson that emerged from the 1970s is that 
mismanaging even a relatively brief oil price windfall can hurt 
not just current, but also future, generations. An appropriate 
remedy must take into account the two main features of oil: 
its nonrenewability and its price volatility. For most develop-
ing countries, oil revenues accrue to the government in the first 
instance. The composition and level of government spending 
and the nature of its links to current oil revenues are critical 
for economic diversification, solvency, and long-run growth. 
Thus, the core economic policy response centers on fiscal poli-
cy. Since 2004, Nigeria has been addressing this challenge with 
its oil-price-based fiscal rule, which breaks the link between 
government expenditure and current oil revenues. This has 
dampened the transmission of oil price volatility to the rest of 
the economy by limiting the appreciation and volatility of the 
real exchange rate.

Box 2

Extractive Industries Transparency Initiative

The Extractive Industries Transparency Initiative (EITI), 
unveiled in 2002 at the Johannesburg World Summit for 
Sustainable Development, is a voluntary initiative consist-
ing of a set of standards to promote revenue transparency 
and accountability in resource-rich countries. The initiative 
requires companies to publish what they pay and govern-
ments to disclose revenues from oil, gas, and mining.  

Nigeria was one of the first countries to adopt the EITI, 
approving the Nigeria Extractive Industries Transparency 
Initiative (NEITI) Bill in May 2007. Going beyond the basic 
requirement, Nigeria has conducted financial, physical, and 
process audits of the petroleum sector for the period 1999–
2004.  This has led to Nigeria’s efforts being labeled EITI++, 
and the initiative is now being extended to other coun-
tries under the auspices of the World Bank and other EITI 
partners. 
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Although the oil-price-based rule helps save part of the oil 
windfall, it is not enough because the accrual of oil revenues 
results from the depletion of an asset (oil reserves). Hence, 
the government also needs to ensure that the rate of return 
on government spending is at least as high as the yield on a 
diversified portfolio of financial assets. This means careful 
screening of public investment projects and altering the com-
position of spending.

Nigeria is ensuring a higher rate of return on government 
spending partly through the due process mechanism, which 
has promoted an open tender process with competitive bid-
ding for government contracts. But it also needs a system 
for the effective cost-benefit analysis of public investments. 
An excellent example of a high-rate-of-return investment 
was Nigeria’s 2005–06 buyback of its Paris Club debt. Not 
only did the buyback save on future debt service costs, it 
improved the climate for investment and growth by eliminat-
ing the external debt overhang and strengthening Nigeria’s 
creditworthiness.

Because oil is a naturally endowed and exhaustible asset, 
its benefits should be shared across generations. one way to 
ensure this is by bequeathing the next generation a healthy and 
diversified economy with low indebtedness. Nigeria has taken 
the first steps in this process. Saving part of the windfall and 
investing in infrastructure and long-gestation projects in health 
and education is another part of the equation. But despite the 
real progress made in the past few years, Nigeria remains heav-
ily dependent on oil. The share of oil and gas reached more 
than 95 percent of exports in 2007 on the back of the huge oil 
price rise; moreover, oil and gas continue to account for 85 
percent of government revenues and 52 percent of GDP. And 

despite the boom and Nigeria’s resource abun-
dance, nearly 54 percent of its population lives 
on less than $1 a day. Clearly, Nigeria has a long 
way to go in diversifying its economy, furthering 
its development agenda, and reducing poverty.

While the current oil boom has provided 
the means to eliminate the debt overhang and 
even build up a reserves cushion, policymakers 
need to guard against overexuberance about 
the continuing rise in oil prices. Such caution 
is underscored by the recent fall in oil prices 
linked to the spreading global financial crisis 
and the prospect of a worldwide recession. We 
are seeing that fortunes can change rapidly and 
dramatically, as they did in the early 1980s. The 
bitter lesson from experience is clear: govern-
ments of oil-rich developing countries must 
adopt conservative reference prices and antici-
pate volatility and downside risks.

The second major lesson from Nigeria’s expe-
rience is that corrective measures must go beyond 
the confines of economic policy and embrace 
governance and transparency. Good fiscal policy 
is critical, but ensuring that Nigeria gets its fair 
share of oil revenues and that the oil is extracted 
with minimal waste and maximum transpar-

ency is equally important. In this regard, Nigeria has been a 
trailblazer by earning a label of EITI++ and publishing the rev-
enues of all levels of government.

Nigeria has embarked on an ambitious effort to boost 
growth and maximize the welfare of all its citizens. The latest 
oil boom has provided the wherewithal to reverse the damage 
caused by the squandering of the oil boom of the 1970s. This 
opportunity must not be allowed to slip by.  n 
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Managing oil revenues
Sound fiscal policy and good governance have been central in managing Nigeria’s 
recent oil windfall.
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