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UDGETARY INSTITUTIONS AND FISCAL DISCIPLINE
IN NIGERIA: EMPIRICAL EVIDENCE FROM KWARA
AND KADUNA STATES

M. A. Yaru, H. L. Mobolaji, A. A, Kilishi and A. T, Yakubu
Leparement of Economics,
University of Novir, Horin

ABSTRACT
Fizeal Indiseipline threatens Tong-term fiscal sustainability.
Che impariant role of the budget and budgetary instintions is
to instil fisced discipline in govermance. With transition fo
dewoeratic rude in 1999, the budger process and institutions in
Negeria have changed to o large extene. This sty examined
whether ar not the chauges in budpetary fnstitutions have
impacted on fiscal discipline in Migeria. Using panel data on
Kaduna and Kwara state governments’ finarces, o sef of
alternative empivical models of fircal discipline were estimated
using Houswan-Tavlor techuiques. The resulls showed that the
changes in budgelary insiitutions sceasioned by the transition
fo democratic rule have had wo significant impact on fiscal
divcipline in Ngevia,
Keywords: Budgetary insitutions, Fiscal discipline, Nigeria
JEL Classiffcation: {61, H72

BACKGROUND

¢ outeomes of sound public expenditure management include agpregate
scal discipline, strategic allocation of resources, efficient use of public
nources and effective service delivery. In all these, the annual budget
liys a eritical role. The annusl budget serves as machinery for instilling

| discipline in government financial operations. This largely depends
the effectiveness of existing budgetary institutions, During the military
n, the budgetary process was exclusively the responsibility of executive
mm of government (the military administrators and civil servants). The
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legislative arm was completely absent in the process, During this period §
there existed planming commissions, standing budget committees (e.g$
(‘entral Budget Commitiee in states) and ad hoc committees charged withy
n:qmnmh]llncs akin to those of legislature, The marked absence of budget
scrutimy and owversights by an independent arm may have undermined!
fiscal discipline which culminated in large fiscal deficits and huge public]
debt profile during the military era. Statistics show that, from 1983 the
Federal Government recorded overall fiscal deficits for the all years undé;
military tule except 1996 and 1997, In 1994, for instance, the overalf
fiscal deficit stood at ¥ 7027060 milhon {about 43.68% of tots
spending). While the overall deficit spending for all the state povernmen
was 6, 40590 million (about 11.46% of the all states® spending) (CBN;
213y

The transition to democratic government im0 19949 ushered 10 som
mstitutional changes in the country, including budgetary  institutions)
expected to impact on the budgetary outcomes. The legislators ane
mvolved with some constitutional powers to check the cxcesses
executive arm of government in the budpet process. A pertinent questiof]
is how effective are these institutiomal changes in ensuring fisc
discipling? This is one question yet 10 be addressed at subnational Tevel
with respect to Nigeria in the literature.

Em]'ﬂrlL.aI tvldtncr:r. from prﬂmLu: studies spch as

was expected to enhance fiscal discipline. But some other cmpirich
studies (Perothi and Kontopolous, 2002; Fabrizio etal, 2006, Egper g
Memenamin |, 2008, and Egper and Koethenbuerger, 2010} muddled
expectation with the finding that fiscal deficit tends to increase with m

volers’ parlicipation, and long-term structural forces trigpered by =
diu.risi-;ms, mpmsnntntive electoral ru.]:s and more ﬁ'agm:ntﬂd EOVErn ;

particularly, increases fiscal  deficil  as . democracy ;
institutionalised (Egper amd Memenamin, 2008, amnd Eggm
Koethenbuerger, 2010). From the perspective of fiscal fedesal
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Rodden (2002) observes that, large and persistent aggregate delicits ocour
i subnational governments, when they depend Theavily om
intergovernmental transfers and these appravate where the subnational
povernment enjovs autonomy o barrow,

A cursory look at Miperia’s nascent democracy and the fiscal
lederalism portray all of these as their defming features. Nigena harbours
mare than 230 ethnic groups divided along and across reglons,
peapalitical zones, 36 states, a Federal Capital Territory (FCT) and 774
Local Government Areas (LGAs). Even within several states and LGAs
there are obviows diversitics alomg religions and ethmicity. Thus,
governments at all levels are under constant pressures from the diverse
proups for their fair share of the 2o called “dividends of democracy™. The
most recent and obvious ong 15 that of oil producing Niger-Delta region
which resulted in the ereation of Ministry of Miger Delta. Pressures on the
puvernments (o sulisfy the interests of the diverse groups also led to the
lirge number of legislators in the national assembly (360 house of
representatives and 109 senators  representing  states and LGAs
respectively), The number of federal ministers also increased for the same
reason. The states and local governments are also heavily dependent on
federal transfers.

Therefore, with the above peculiarities of Migeria and empirical
evidence, one would not be surprised at sceimg increased fiscal deficit and
[iscal indiscipline as an aftermath of transition to civil rule in the country.
Sime other strands of empirical studies show that budgetary procedudes
more hierarchical and transparent may enhance fiscal discipline (Alesina
pnd Perottd, 1996), This suggests that change in povemnance may ensure
lscal discipline if accompanied by more transparency and elTective
implementation of appropeiate procedural rules that resirict the push for
opportumism among budget actors.

This study examined the impacts of budgetary institutions on
[scal performance cspecially at submational level in Niperia, to either
porroborate or contradict the evidence from the previous studies. We used
panel data from subnational governments, specificaily Kwera and Kaduna
lnte governments between 1994 and 2011, This is because; subnational
wernments largely share the same characteristics with the Federal
sivemnment, the peculiar advantage of panel data analysis over time
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sefies, and the perennial dependence of the state government on federal
transfers which may have effect on fiscal discipline.

The choice of these states i3 explained largely by unavailability of
natiopwide comprehensive panel data on public finances of all the 36
states of the federation, The fact that there is very high degree of
sitnilarities in the fiscal performances of states across the country suffices
for generalisation of the findings from (hese states to other slates and the
couniry as a whole.

The expected contribution of this study would be an emparical
evidence of the impaet of budgetary institutions on the fscal performance
at subnational level in Nigeria which previous sudies paid litile attention
to, It will also enable us ascertain whether or not democracy has impacted
on the fiscal performance in Nigena.

With this buckpround, the rest part of the study is structured as
follows, Section 2 presents the concepts of budgetary institutions amd
fiscal outcomes, section 3 dwells on the budgetary process at subnational
level in Niperia. Section 4 presents an abndged overview of fiscil
performance and fiscal discipline in Kaduna and Kwara states. Section 5
is on empirical model of fiscal discipline and duin sources. Section O
focuses on model estimation procedure, results and discussion. Section 7

concludes,

2. BUDGETARY INSTITUTIONS AND FISCAL OUTCOMES
The concept of budgetary institution is vague, instilutions could
organisations charged with specific responsibilities. By irnplicati
budgetary institutions could be the organisation or units with specil
responsibilities in the budget process, Generally, mstitutions according
Naorth (1590) “are the rules of the pame or humanly devised constrain
that shape human interactions in the society”. In effect, budpein
institutions shape budgetary process, the incenlives and constraints |
guide the interactions between and among the actors and instalulio
umits {ministries, depertment and agencies - MDAs) involved. In
words of Alesina and Perotti (1996) budget mstitutions are defined i
“gll rules and regulutions according to which budgets are dial
approved and implemented”. Alesina and Perotti (1996) further ident|
three rules and regulations. These are; numerical targets, procedural 1
which define the formal and informal procedures at the various staje
the budget process, and impartantly, set the incentives and constainis
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executives, legishiture and bureaucrats will be subjected to at the various
stages of the budget process; and rules regarding the information conten|
and level of transparency required at the various stages of the budget
process. Table 4.1 presents potential benefits and shortcomings of these
rules as they relate to fiscal discipline.

A number of deficiencies and weaknesses in the budgetary
‘process of state governments in Nigeria prevail. The World Bank
‘sponsored  state-level public expenditre and financial accountability
creviews (PEMFAR) in Nigeria at different times in selected states suggesl
‘that numericel rules on public spending, budgel compasition and fiscal
deficil are lacking in most states. Access to detailed government fiscal
information to the public is also limited while relevant information  for
thorough legislative and public scrutiny are nod contained in most state
povernments budgel documents (World Bank, 2011), More so, the
procedural rules puiding budget processes are largely “collegial™ than
“hierarchical™. All these provide a fertile land for fiscal indiseipline to
thrive in Nigeria as could be inferred from Table 4.1,

DBudgetary Process in Subnational ($tate) Governments in Nigeria
Budget institutions are a form of “self control mechanism™ mposed on
pudget actors on themselves (Poterba, 1996). In Nigerian contexl, the
1999 Constitution of Federal Republic of Nigeria (FRN) provides the
legal framework for fiscal federalism, with a Federal Capital Tersitory
WFCT). 36 states and 774 local povernments as fiscal units, The
Eonstitution also defines the assignment of Gseal responsibzlities between
the federal (national) and states and local {subnational) povernments’. It is
Within the ambits of these responsibilities that subnational governments
iperate. For instance, the 1999 Constitution of FRN, Sec. 121{1) provides
hter alia that the state Govermor shall couse 1o e prepaved and laid
fefore the House of Asscubly at any time before the eammencement of
ttich financial year estimaies of the revemies and expendifures for the
ext financial year,

= the 1999 Constitution of FGN for assignment of taxing powers and
diture responsibilities of state goverrmmenis in Migeria.
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1ag

Ins particular clause made budgeting by state povernments a mandatory
nual pilegrimage. Under this context, cach state government design its
1 budget and budgetary institutions to achieve its desired fiscal
iteome. The processes of budgeting are generally similar in principle
noss the states, Table 4.2 presents vanous stages, aclors and ouleomes
0f budzet process at the state level.

Tuble 4.2:Stages of Budgetary Process and Budget Actors at
Subnational Level {States) in Nigeria

v, Mlomitoring,
Evalumion and
Feview

The: Excoutive ansd the
Legislature { hrough
diffesent Hiousa
Ccommineesh

Stape Axtors Dufeemne
s Budget priorities, a5 =
contnined i ke guxlelines
= Mediuoe-teom Fiscel
. Badge Exceutive, Burcoucrals Framework {MTFF)
onadl Legislwive arms of *  Fiscal Stratogy Paper
Fonmulation :
gavenavent, #  The Expenditiers
Hevenue Framewaorh
=  Call Circular, Budpet
calendar gte.
) The Execudrve mmm angl = The Draft Bodget or
H,  Bulger Preparation VST Aperoprntion Bill,
i B Members of Staie House Vi
A:flf:lrisn‘.inu SR & Appropristion Actlaws
v, Hodgel badnly the Execotlve Projecis, Progrommes aml
Implenmentation (Barcaucrats) Rorvices.

& In vear bedget repara
¢ Reports of eversights from
the Lepesinbare ele,

STATES

Sowree: Mdapted from Abubakar (2013)

. FISCAL PERFORMANCE IN KWARA AND KADUNA

The state governments in Nigeria depend heavily on federal tmansfers
eomprising statutory sllocation, VAT and excess crude for a1 least an
average of about B0% of their aggregate revenues. This has been a




17 M.A Yaru, H. I Mobolaff, A A Kilishi and A, T. Yakule

defining feature of fiscal federalism in Migeria. For example, the case
study of Kaduna and Kwara state governments are presented in Figures
4.1 and 4.2 The share of intemnally generated revenue (IGR) in aggregate
revenue has nod exceeded 10% between 2005 and 2011 in Kaduna State.
And in Kwara State except in 2007 and 2008, IGR constituted less than
15% of the total revenue. One major reason sdduced to this is the
distribution of major taxing powers and tax jurisdiction m favour of the
Federal Government in the constitution. This has some theoretcal

justifications (Taiwo, 1999}
Fl_iglra 4.1; Distribution of Kaduna State Government Revenue

1600 =

8000

6000 £ :
a0 .-
2000 :

a0 I -
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Emm-:'ﬂrjgilml data were compiled from Anmual Approved Iiun:lgm and Anmal
Fimancial Statements in the Accountant General’s Reports of the
Tespective state povernments while estisnations were done by awthors.

The implications of this on the fiscal operations of subnational
povernments are serious. Excessive dependence on transfers or grants
potentially: undermines the povernment’s ability to accurately predict the
tlow of funds; promotes waslage, corruption and fiscal indiscipline; and
reduces the drive by the citizens to hold government accountable, For
exampie, Ross (2001) finds evidence that excessive dependence on oil
revenues allows governments to be less tansparent and unaccountable o
the citizens. This i3 because the citizens only contribute meagre amount Lo
TEVEnLe.

On the other hand, Tables 4.4 and 4.5 show the pattern and
composition of expenditure across the two states. Recurrent 1tems
-accounted for the lion's share of Kaduna State Eovernment’s expenditure
with at least 70% while capital expenditure accounted for the balance,
Similary, in Kwara Siate, recurrent expendilure deminated but not as
high as in Kaduna State. The states also recorded surplus primary
‘balances in 15 out of the 18 vears under review. Primary deficits were
recorded in 1996, 1998 and (999 in Kwara State while Kaduna State
recorded deficits in 2002, 2004 and 2005 (Tables 4.3 and 4.4) ., The
primary surphis as percentage of expenditure is higher in Kwara State
Compared to Kaduna State. The overall fiscal balance was persistently
tleficit in both states,
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IN KADUNA AND KWARA STATES
Ageregate fiscal discipline in a state does not necessarily mean the act of
faintaining balanced budget by the state, The extent at which actual
wicnding deviated (in ahsolute terms) from the originally approved budget
pitimates could be a reflection of the level of fAscal discipline. Al
subnational level, excessive or persistent fiscal deficit, debt sccurmilation
an well as weak relationship between spending and aclual service
dolivervioutput are other indicators of fiscal indiscipline in public
lnancial management Empiricel evidence has shown that budgetary
{wtitutions matter for fiscal discipline {Poterba, 1994; Alesina and Perotti,
(045 Woo, 2003: Perotti and Kotonpolous, 2002; amd Egger and
Koethenbuerger, 2010). For the purpose of this analysis, we measure
fscal discipline is the absolute deviation of actual revenue and
gxpenditure from their corresponding originally approved budgets.

Table 4.5 shows the absolute percentage deviation of actual
ypending from the budget estimaies in Kaduna and Kwara states. The
biudget among other things served as the document that contains the
ivowed priorities of government, what it intends to fulfil withm a
lendar yvear and how it intends to raise revenue for the purpose. The

el once approved becomes a law binding on government to obey,
‘Hence. deviation from the budget whether i terms of over or under
ding reflects fiscal indiscipline, Deviation from the budget might be
uged by exogenous factors such as shock in the flow of federal ransfers
which the state povernments in Nigeria depend heavily on. Optimistic
Aitecast of revenue and sometimes political pressures could lead to
pealistic budget. Substantial and persistent deviations from the budget
a:lcnn[ﬂe citizens' trust in their government and credibility of the budget
document,

Table 4.5 shows (in percentages) absolute deviation of actual
Wpending from the budget for all the expenditure items during military and
weratic rules. In both states, the level of -deviation is particularly
vious in recurrent expenditure, Within this class, deviation in transfcrs
overhend costs are particularly alarming. In Kaduna State, for
nple, actual transfers (the sum of debt repayment, consolidated
wvenue charges and pensions) deviated by as much as 445.55% from the
Mitidget during the civilian regime. In Kwara State, the deviations were by
Wbt £8.6% and 53,74% on the average during the reviewed years under

i
I i  BUDGETARY INSTITUTIONS AND FISCAL DISCIPLINE

1
|
|
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mulitery and civilian regimes, respectively. Deviation of capital
expenditure from budget is particularly moderate in Kaduna State, It
ranged between 10,72% and 33,74% (Table 4.5),

Table 4.5: Absolate Deviation of Actual Spending from the Budget in
Kaduna and Kwara Stutes

Tsem kaduna Kwara
L‘Ih:ll.-l': De oy Miltary ——

- Reaime

Average Deviation of Aot Curvent Spendivig (in%iage)

Personne] Cogi 1.8 16,55 &3.39 5.3
Cverhiead 433 a2 B5.65 40,74
Transfers 34,88 445,55 BR.62 374
Aggregane Crreend Spending 2 5856 7.7 LN
Siandard Deviotian

Personmel Cost 13.56 445 g32 148
(herhead 3993 125 763 T,
Tranafers 26,34 13874 867 5078
Agpregare Cwrrent Spending 7.8 1135 Jo 54 2
Avirage Deviation o dctwal Capital Spending (ia%sge)

Gieneral Adminisiration 18.53 5523 | 54,02
Egomomic Sectar 55,492 L1 | 05,7 5. 08
hociad sectar 5.0 3478 41458 45K
Regional Develepweni 330 67,62 41498 4698
Apovegaie Capitael Spemding 457 5505 J7rd d1.0¥
Frendard Dieviation

Gereral Adimmistration 15,33 | &, 2398 G417
Economic Sector 33.74 2510 3258 q6,07
Social secior 13,87 1072 §7.52 28,5
Regional Developmen 20,98 20.71 0,23 2087
Agmrepete Cirveinl Sreading A.13 1785 4l 2ol

Sowrce: Original data were compiled from Annual Approved Budgeis aimd  Ansisal
Financial Saremenis in the Accountanl General’s reparts of the respective state

povernmeands, while estimations were done by authors.,

s, EMPIRICAL MODEL OF FISCAL DISCIPLINE

The discusgiom i the preceding sections shows a record of persistent
fiseal deficit in the two states on focus. This suggests high level of fiscal
indiscipline in the public expendinme management at subnational lavel in
Migeria. In this section, the empirical determinants of fiscal discipline in
Nigeria al the subnational level is examined. Panel data analysis
consisting of Kaduna and Kwara state governments were used. Both states
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nre bocated in the northern part of the MNigeria and made up of many ethnic
groups. They also share similar fiscal characteristics with the majority of
plile povernments in Migeris, Therefore, empirical evidence from these
pliles may adequately explain the determinants of fiscal discipline in
Wigerie,

51 The Model

The theoretical framework for the model 15 based on “common pool
theory™, This theory is relevant in this case for two reasons: the excessive
dependence on federal transfors (Mcommon pool™) by state povernments in
Migeria; and the ethnic diversities in most of the states across the country.
We measured fiscal discipline by the level of primary [iscal balance of
stule povernments, And, we captured the influence of ‘social, economic
il anstibutional faciors on fiscal disciphine by incomporating measares of
inter-povernmentnl fronsfess, ethme and rerional diversity, as well as
liscal needs of the citizens and importanily the role of budgetary
institutions, broadly represented by 4 dummy variable for régime type (0
prid 1 for militery and civilian regimes, respectively). For transition years
oo years where we had both civilian and military regimes, we assume the
regime with relative longer period of stay in the year.

Yie = & + BEje + ¥5; 4 8p;+ Dit (1)

¥ = Figeal Discipline 5 5 = Inter — Governmental transfers
P Fiseal Needs of citizens ]

8 = Ethro —regional diversity in the state )

@ = Dummy _iFa:r' hudgetqr}r Institutions )

I @nd t represent state and time respectively , i = 1,2

A2 Data Sources

lie data for this study were sourced mainly from the annual approved
hudgat estimates and the Accountant General’s reponts of Kadune and
wira states for the various years. The data used cover the penod from
1994 1o 2011. Missing data from these reports were obfained from the
Aruncl Abstract of Seatistics published by Mational Bureau of Sttistics
[MBS) for various years. Basic information on procedural rules and
rogulations are obtained mminly through interviews of the siate
government officials in relevant ministries.
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. ESTIMATION AND RESULTS

A set of three alternative models were estimated using Hawsman-Tavylor
estimation technique. The estimation fechnique performs better when a
pane] contains a time- invariant exogenous varigble(s) such as the cthno-
regonal diversity, indexed by the number of local povernments m each
state. The results are presented in Table 4.6,

The ihree models were estimated using the same procedure but
somehow different specifications especially with regards 1o indices for
measuring inter-governmental transfers. Models | and 2 produced similar
results, Only twoe variables came out statistically significant, ethnic and
regronal diversity proxied by the number of Local Government Areas
{LGAs) and population density in each of the state. One implication of
this result is that fiscal discipline measured by primary balance reduces
with more ethme and regional diversity. This conforms to the “common
pool” dilemma in public financial management in which esch ethnic
group or LGA would press the government to satisfy its interest which
often expands government expenditure and thus, reduce fscal discipline.
It could also be argued as one of the consequences of “collegial
procedure” and “bottom-up™ approach to budgeting, where there exist no
strngent and effective institutional constraints (such as numerical rules
and limits} to levels of spending and borrowing autonomy, respectively
{Rodden, 2002,

The positive impact of population density has dual interpretations
in relation to the measure of fiscal discipline vsed, States with very high
population density may face pressure for social capital projects ke water
projects, health centres and building of schools by eitizens which mmplics
more capital expenditure and reduced recurrent expenditure. On the other
hand, high population density could reduce prinsary fiscal balance due o
mnereased fiscal needs i form of more recurrent cost of providing social
services and overblown state government payroll, In comparizon with
previous empirical studies, this conforms to Epger and Memenamin
(2008}, Perotti and Kentepolous (2002) and Egger and Kocthenbuerger
(2010).

The impact of relative dependence on federal transfers and ability
of states to raise internal revenue were not significant in models 1 and 2.
However, when we transformed the nominal wvalues to their natural
loparithms, the IGR and federal transfers became significant. This is not
surprising as increased revenues would potentially improve primary
balance.
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In the three models, budgetary mstitutions are broadly indexed by
regime type (military regime =0 and democracy =1). The transition o
democrecy has changed the budpetary process significantly with the
constitutional roles of legislative arm of government i budgetmg. The
legislators are expected to serutinise the budget at the formulation and
approval stages and oversee how it is being implemented, In all the
estimated models, budgetary institutions appeared to have had no
sigmificant impact on fiscal discipline. The implication ig that changes n
the budgetary institutions had no serious impact on the level of
povernment's fiscal discipline in Migeria, This comnotes the behaviour of
budpet actors remains unchanged despite the change in the system of
povernment and/or the Jegislative arm of government is not effective in its
roles on hudgetary matters,

7 CONCLUSION AND RECOMMENDATIONS
The study concludes that contrary to general expectation, transition to
democracy in 1999 and the attendant changes in budgetary mstitutions
have not impacted on fiscal discipline in the selected states. In other
wards, the democratic transition in the country did not resull i any
significant changes in fiseal performance of Kwara and Kaduna states.
Instead, fiscal discipline in the two states is largely explained by ethnic
and regional factors, This result may be due to lack of fransparency in the
budget process as argued by Alesing and Perotti (1996). They argue that
for democrecy 1o reduce fiseal indiscipline, it should be accompanied by
enhanced transparency and effective implementation of appropriate
procedural rules that restrict opportunism among budpet actors, :
We therefore, recommend that laws relating to tansparency,
numerical targets on spending (both at level and composinon), debt
sceumulation and limit to fiscal deficits be enacted by the respective
houses of assembly in the states. This may reduce opporiunism and
accumulation of deficits 1o satisfy ethnic and groups’ interesis, Also, the
ongaing reforms and governance capacity building projects by the World
Bank in mmany states should be implemented with high sense of
commitment, In addition, government's commitment to achieving fiscal
discipline is a key factor’,

T oo msitution will {or shoukd, perhaps) prevent o goverment from runming

deficite, if this is what they sre really determined to da s0” Alesina and Perotls {1996,
pp 406). Thus, we can conclude that budgetary nstitsions can only be effective ilthe
poverment iz determimed 1o achieve fiseal disciplme,
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