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EXECUTIVE SUMMARY 

1. Over the last seven years, public governance in Nigeria has been influenced by two major 
developments: the return to polit ical pluralism in 1999 and, since 2003, the launch o f  important 
economic reforms by the Federal Government o f  Nigeria (FGN). A comprehensive program 
known as the National Economic Empowerment and Development Strategy (NEEDS) was 
developed. I t s  main elements include: 

0 promoting macroeconomic stability; 
0 

0 

0 strengthening basic service delivery. 

accelerating privatization and liberalization of  the economy; 
reforming the public service, including reforming publ ic expenditure management and 
c iv i l  service; 
fighting corruption, improving government transparency and accountability; 

The initiatives taken by the FGN have been o f  great significance to the states. The new Federal 
administration intensified the dialogue with the states o n  economic development and poverty 
reduction issues, encouraging each state to develop i t s  own State Economic Empowerment and 
Development Strategy. T h i s  has stimulated a number o f  reforming states, such as Lagos, which 
embarked on substantive economic and governance reforms right after the return to c iv i l ian 
government in 1999. Indeed, the State o f  Lagos had been designing home-grown and 
participatory (Government, business community, c iv i l  society organizations) economic reform 
programs, through the annual Ehingbeti Economic Summits since 2000. 

2. Lagos State development challenges remain daunting, with investment and maintenance 
needs far exceeding available resources. For example, as a result o f  nearly three decades o f  
neglect (a lack o f  maintenance o f  existing infrastructure, coupled with underinvestment in new 
municipal assets), i t  i s  estimated that a well-managed and effective waste management system 
would require US$lOO mi l l ion annually over the next few years, a large part o f  which would have 
to be found from the government. 

3. The specific objectives o f  this study are to review Lagos State’s fiscal performance in 
recent years, highlight the main risks that may affect the fiscal outlook in the medium term, and 
help the Lagos State Government (LASG) develop an agenda for  deepening the reforms in key 
aspects o f  public finance management (PFM) and service delivery, based on further analytical 
work. 

4. The quality o f  information has unfortunately been a constraint in this study. I t  affected 
the abil ity o f  the study team to  make relevant observations and policy recommendations, in 
particular on the expenditure side. The data l imitation also suggests that the first priorities for the 
government in PFM reform should be extending the coverage o f  the budget, improving the 
classification system, and reporting revenues and expenditures accurately and transparently. 

5. Between 1999 and 2005, Lagos State witnessed a substantial revenue increase o f  63% in 
real terms, with Transfers f rom the Federation Accounts and internally generated revenue (IGR) 
showing the same trend and each representing about 50% o f  total revenue in 2005. Obviously, the 
continuous increase in o i l  price in recent years has been a major explanatory factor for  this 
revenue trend. However, Lagos State’s IGR have also had a significant increase (23% in real 
terms between 1999 and 2005). This i s  largely the result o f  revenue administration reforms 



introduced to broaden the revenue base and increase collection ratios. Fol lowing up o n  previous 
initiatives, in November 2000 the L A S G  appointed Alpha-Beta Consulting L imi ted as the sole 
agent to control and monitor the collection o f  State revenue through designated banks under a 
new computerized infrastructure known as the Electronic Banking System-Revenue Collection 
and Monitoring. In 2005, the L A S G  revisited the whole arrangement with tax consultants. A bill 
was forwarded to the State House o f  Assembly (SHoA) to create a new Board o f  Internal 
Revenue (BIR) with a member representation including more individuals f rom outside public 
service but with very l imited personnel. The new BIR acts through an Internal Revenue Service 
that enjoys considerable operational autonomy to  manage the collection and monitoring o f  
revenue. 

6. Although the new arrangements are s t i l l  in the transition phase, i t should b e  noted that the 
cost o f  the government’s revenue collection as a percentage o f  total revenue i s  on the high side, 
with the total commission o f  10% paid to  the revenue consultants (the cost o f  running the BIR not 
included). 

7. The review o f  expenditure leads to two observations: the expansion o f  actual spending 
(63% between 1998 and 2000) and the important deviations o f  actual expenditure f rom the budget 
approved by the SHoA, especially for  capital expenditures. Over the last few years, a bit less than 
two thirds o f  the approved budget has been spent. The l o w  execution performance o f  the capital 
budget stems from three factors. First, i t  reflects the l imited absorptive capacity o f  the Lagos 
State Administration. Even when resources are available, the abil ity to prepare and carry out 
activities required for the timely execution o f  investment operations i s  often limited. The second 
factor i s  the weakness in budgeting. In Lagos State, as in many Nigerian states and other 
developing countries, the appropriation bill often includes project ideas at such an early stage that 
the feasibility o f  their being launched during the budget year i s  very low. Finally, the deviations 
at the capital budget level may be amplified by the inconsistencies in financial information 
recording between the budget preparation stage and the computation o f  the State Accounts at the 
end o f  the year. 

8. Over the last 10 years, official data suggest that Lagos State has had an overall budget 
surplus except in 1998. However, there are many questions about the accuracy o f  state budget 
data, particularly h o w  they are classified and recorded. Data on the period under review suggest 
that there used to be significant spending that was taking place outside the budget. In 2006, the 
L A S G  put in place an Inter-ministerial Committee on Budget Tracking which has already started 
improving budget reporting and expenditure analysis. Also, in spite o f  Lagos State’s strong 
revenue performance, i t s  fiscal performance remains dependent on federation accounts transfers, 
which in turn are highly vulnerable to the fluctuation o f  o i l  prices. Hence the need to  pay 
particular attention to areas where there may be fiscal r isks that the current strong revenue flows 
do not bring to the fore and to ensuring that investments are economically sound and wil l y ie ld 
benefits to enable Lagos State meet its debt obligations related to those investments. 

9. The review o f  Lagos State’s fiscal performance points to an important reform agenda. 
The report is  organized in three chapters. The f i r s t  one provides a background on recent 
developments in Nigeria and in Lagos State. I t  also discusses the objectives and scope o f  the 
Review. The second chapter examines Lagos State’s fiscal performance from 1998 to  2005. The 
last chapter focuses on the way forward, highlighting steps necessary to strengthen the public 
financial management in Lagos State in the short and medium term. Annex 1 provides budget 
data for  1998 through 2005, and Annex 2 details the process for implementing a Med ium Term 
Expenditure Framework (MTEF). 

... - 111 - 



10. 
The actions recommended can be summarized as follows: 

Concerning the way forward, the objective should be to  capitalize on ongoing efforts. 

I n  the short term: 2007-08 

0 Improving financial information. First and foremost, a major effort i s  needed to “clean” 
and strengthen financial information and take full advantage o f  the investment already 
made on a modem computer-based financial information system. Proper recording and 
reporting o f  expenditures should be given high priority in order to ensure that pol icy 
analyses are carried out on the basis o f  comprehensive and easily understandable data. 
Failure to do so would continue to undermine pol icy making and would reduce the 
relevance of  other reforms. 
Analyses of Public Expenditure. This should cover both the current and the capital 
expenditure sides, at the aggregate and sector levels and with an in-depth examination o f  
outturns and incidence in selected programs and projects. Current high deviations 
between budget and actual expenditure may result f rom different factors (including 
l imi ted absorptive capacity) but should not  be allowed to continue. The effort to mobilize 
additional revenue (IGR and Transfers) has to be matched with increased capacity in 
planning and implementing projects and programs. 
Continuous Improvement of the Revenue Administration Arrangements. An effort should 
be made to  better define the roles o f  the different players within the LASG, in the Local 
Government Areas (LGAs), and at the tax consultant level. There i s  also a revenue 
administration cost issue that needs attention to ensure that the burden o f  revenue 
administration o n  the state remains reasonable. 
Implementation of the MTEF. Combined with the analyses o f  spending, the MTEF will 
be the appropriate instrument to ensure proper budget coverage, formalize pol icy choices 
and priorities, and facilitate monitoring o f  performance. Furthermore, such a budget 
reform wil l support (and be supported by) a public service reform. 

I n  the medium term: 2009-10 

Institutional Review of State Agencies and Analysis of Lagos Metropolitan Management. 
An institutional review o f  the architecture o f  the public sector and selected ministries, 
departments, and agencies seems also most necessary to better understand the dynamics 
o f  public finance management and service delivery in Lagos State and to prepare 
necessary adjustments. Revisiting the architecture o f  the public sector and the 
organization and functioning o f  the c i v i l  service should not be delayed too much. The 
institutional review effort will have to  be carried out in coordination with the LGA 
administrations and take into account the specific requirement for  effective service 
delivery in a megacity. 
Fiscal Sustainability Analysis. Finally, a full-fledged fiscal sustainability analysis for the 
consolidated government sector, including the State Government, the LGAs, and the 
State parastatals, would be warranted in the years to come. The formulation o f  poverty 
reduction policies and the design o f  public service delivery arrangements will greatly 
benefit f rom insights provided by analysis o f  the fiscal space available for  investment in 
the medium to  long term. 

0 
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CHAPTER 1: BACKGROUND 

A. Country and State Background 

1.01 Nigeria, the most populous country in Sub-Saharan Afr ica as wel l  as the second-largest 
economy, has an estimated population o f  136.5 million,' growing at an annual rate o f  2.3% 
Although economic growth has improved in the past two years, the performance o f  the economy 
has been stunted over the last few decades, and i ts per capita gross domestic product o f  US$390 
was n o  higher in real terms in 2004 than in 1970. Over the last seven years, public governance in 
Nigeria has been influenced by two major developments: the return to polit ical pluralism in 1999 
and the launch o f  important economic reforms by the Federal Government o f  Nigeria (FGN) in 
2003. 

1.02 The return to polit ical pluralism in 1999 was a major change in public governance in 
Nigeria. At Independence in October 1960, Nigeria was a multiparty democracy with a federal 
constitution. I ts  parliamentary system and the independence that the judiciary enjoyed were soon 
undermined by polit ical forces driven by ethno-regionalism and growing corruption fuelled by the 
o i l  economy. Nigeria experienced two long periods o f  military rule-from 1966 to 1979 and f rom 
1984 to 1999-and a costly c i v i l  war in the late 1960s. The return to democratic governance in 
1999 with the new constitution o f  the Third Republic gave rise to  three major polit ical parties: the 
People's Democratic Party, which as been in power at the Federal level since 1999; the All 
People's Party; and the Alliance for Democracy, which i s  in power in Lagos State (LAS), the 
most populous o f  the 36 states in the Federation. 

1.03 The successful completion o f  the 2003 round o f  presidential, gubernatorial, and 
legislative elections at the national and state levels was a historic landmark: for the f irst time 
since the 1960s, Nigeria achieved a transition from one civ i l ian government to  another civil ian 
government through contested elections. Elected for the f i rst  t ime in 1999, President Olusegun 
Obansanjo was reelected in 2003 for a second term. H i s  party increased i t s  controls over the two 
houses o f  the National Assembly as wel l  as over State assemblies (Lagos State being a notable 
exception). In Lagos State, Governor Bola Ahmed Tinubu was also elected for the f irst t ime in 
1999 and reelected in 2003. H i s  party continued to dominate the State House o f  Assembly 
(SHoA) and the Local  Government Area (LGA) councils. 

1.04 The determination shown by Nigerians since 1999 to make the polit ical system and 
public institutions work according to the Constitution (including the recent confirmation o f  the 
two-term limit for the heads o f  the executive branch at the national and state levels) has been a 
stabilizing factor in the face o f  continuous social unrest that includes ethnic violence (especially 
conflicts between farmers and herders on land issues), labor disputes, and riots in the oil-rich 
Niger Delta region. I t  i s  also to the credit o f  the Nigerian pol i ty that representatives o f  the FGN 
and the state governments have strengthened their collaboration over the last few years in spite o f  
the legacy o f  suspicion inherited f rom the mi l i tary era and, in cases l ike the Lagos State, 
unavoidable tensions that result at times f rom the fact that opposing polit ical parties are in 
control. 

1.05 Elections in April and M a y  2007 are l ike ly  to have an impact on public governance 
nationwide and in Lagos State in particular. There are reasons to believe that the parties that 

' World Bank, 2005 World Development Indicators. 
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dominated the polit ical scene since 1999 will a l l  be affected by the rise o f  new interest groups. 
Wh i le  this may affect the pace o f  reforms in the beginning o f  the legislature, the arrival o f  new 
polit ical appointees may also create opportunities for furthering reforms in face o f  growing 
citizens’ demand for transparency and accountability in the use o f  public resources. 

1.06 Economic reforms initiated by the Federal Government have stimulated development in 
the states. Right after the M a y  2003 election, the FGN announced major reforms designed to put 
Niger ia o n  the path o f  sustained economic growth and enable it to  make substantive progress in 
reducing poverty. A comprehensive program known as the National Economic Empowerment 
and Development Strategy was developed. I t s  main elements include promoting macroeconomic 
stability; accelerating privatization and liberalization o f  the economy; reforming the public 
service, including public expenditure management and the c i v i l  service; fighting corruption and 
improving government transparency and accountability; and strengthening basic service delivery. 
Important reforms measures and achievements have included deregulating the downstream 
petroleum sector, committing Nigeria to the Extractive Industries Transparency Initiative, and 
reinvigorating anti-corruption efforts through the establishment o f  the Economic and Financial 
Crimes Commission to complement the work o f  the Independent Corrupt Practices and other 
Related Offenses Commission. Mos t  significantly, the FGN has prepared a Fiscal Responsibility 
Bill pending adoption by the National Assembly and has successfully negotiated a major debt 
reduction deal with the Paris Club with terms unprecedented for a country l i ke  Nigeria. 

1.07 The initiatives taken by the FGN have been o f  great significance to  the states. The new 
Federal administration intensified the dialogue with the states o n  economic development and 
poverty reduction issues, encouraging each state to develop i t s  own State Economic 
Empowerment and Development Strategy (SEEDS)*. At the same time, some aspects o f  the 
Federal Government’s reform agenda, such as sterilizing excess o i l  revenues, have been 
controversial in Lagos State, which believes i t s  existing statutory allocations f rom the Federation 
Account are inadequate, given the neglect o f  the city’s physical and social infrastructure under 
the mi l i tary and the need to keep pace with population growth. 

1.08 The development challenges in Lagos State remain daunting, with investment and 
maintenance needs far exceeding available resources. Lagos i s  a low-ly ing coastal c i ty with a 
population o f  about 12 mi l l ion out o f  a total o f  about 15 m i l l i on  for  the state as a whole. (The 
ongoing national census should provide more accurate figures.) The population o f  the Lagos 
metropolis i s  expected to reach 17 m i l l i on  by 201 5 .3 I t s  average growth rate over the 2000-20 15 
period i s  projected at 4.8% per annum, much higher than the figures for  other megacities 
(Mumbai at 2.3 %, Jakarta at 3.1%). 

1.09 Livabi l i ty  i s  poor and there i s  growing inequality. According to  a Household Survey 
conducted in 2005, 43% o f  the households in Lagos experienced flooding in their streets over a 
12-month period in 2004/2005 and 16% reported flooding inside their homes. Only 7% have 
water coming into the dwell ing that they use and only 16% have access to the sewer system. 
Improving living conditions wil l be diff icult as the urban population continues to grow. I t  i s  
estimated that almost 70% o f  the city’s population lives in slums characterized by extremely poor 
environmental conditions. Poor urban neighborhoods are extremely overcrowded, with densities 
ranging f rom 790 to 1,240 people per hectare, compared with an average residential density for 

In Lagos, the SEEDS process was facilitated by the existence o f  home-grown reform programs designed 
and launched since 2000 with the participation o f  the business community and c i v i l  society organizations, 
through the annual Ehingbeti Economic Summits. 

Uni ted Nations, World Urbanization Prospects, 2003 revision. 
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Lagos as a whole o f  about 260 people per hectare (2002). High housing prices have blocked even 
the middle class f rom adequate and affordable housing. 

1.10 Lagos i s  also a c i ty o f  dominant economic importance for Nigeria and Africa. I t  i s  the 
premier manufacturing c i ty in West A fnca  and Nigeria’s principal non-petroleum port, handling 
some 15.4 mi l l ion tons o f  goods annually, or  about 52% o f  the national total, excluding petroleum 
exports. It has the largest concentration o f  multinationals, i s  home to 250 o f  Nigeria’s financial 
institutions, and has about 60% of Nigeria’s non-oil economy. During a survey o f  large 
manufacturing f i r m s  in 2004, 90% o f  respondents indicated that the poor quality o f  infrastructure 
was among the top major constraints to their activities. 

1.1 1 Providing social services and developing infrastructure for  the economy will be a major 
challenge under current budget constraints. Lagos State actual expenditures totaled about US$650 
m i l l i on  in 2005. A s  a comparison, Mumbai  and Jakarta, with populations of  1 1 m i l l i on  each, have 
annual budgets o f  US$1.6 b i l l ion and US$l.O b i l l ion respectively. A s  a result o f  nearly three 
decades o f  neglect (a lack o f  maintenance o f  existing infrastructure, coupled with 
underinvestment in new municipal assets), i t  i s  estimated that a well-managed and effective waste 
management system in Lagos would require US$lOO million annually in the coming years, a 
large part o f  which would come f rom the government. Expansion o f  water supply according to  
master plans i s  expected to cost US$2 b i l l ion over 20 years. The road network will require over 
US$715 mi l l ion over the next f ive years. Finally, i t  i s  estimated that a realistic city-wide 
upgrading program for existing slums would take 15-20 years and could absorb US$185 m i l l i on  
by 2020. The challenge for the Lagos State Government (LASG) and i ts local authorities i s  to 
raise these funds, to spend them efficiently, and to ensure effective operation and maintenance. 

B. Overview of  Nigerian Fiscal Federalism 

1.12 The Constitutional Players. Today, Nigeria has 36 states, a Federal Capital Territory, and 
774 Local  Government Areas. The 1999 Constitution gave increased responsibility to the states in 
the delivery o f  economic and social services and for the provision o f  infrastructure, both directly 
and jo int ly with local governments (LGs), while the Federal Government remains responsible for  
setting standards, coordinating policy, and discharging national functions such as security, foreign 
affairs, and macroeconomic management. However, most powers accorded to the states in the 
Second Schedule o f  the Constitution are exercised concurrently with the Federal Government. 
This situation o f  the “concurrent l is t ”  remains a source o f  debates over which tier o f  government, 
federal or state, i s  best placed to  deal with various aspects o f  public services (such as education 
and police). Also, while the functions o f  local government are specified in the Fourth Schedule, 
Local  Government Councils can exercise their responsibilities only in accordance with enabling 
legislation passed by the states. LGAs are therefore subject to state oversight and control t o  a 
large extent. 

1.13 Public Revenue. Tax Policy, and Collection. The Constitution establishes a distributable 
pool  account “called the Federation Account’ into which shall be paid a l l  revenues collected by 
the Government o f  the Federation, except the proceeds f rom the personal income tax o f  the 
personnel o f  the armed forces o f  the Federation, the Nigeria Police Force, the Ministry or  
Department o f  government charged with responsibility for Foreign Affairs and the residents o f  
the Federal Capital Territory, A b ~ j a ” . ~  Revenues accruing to  the Federation Account are 
essentially mineral revenues f rom o i l  and gas. 

Constitution o f  the Federal Republic of Nigeria 1999: Paragraph 162, Section C, Part 11, Chapter VI, 
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1.14 The Constitution o f  the Federal Republic o f  Nigeria places issues relating to major taxes 
such as taxation o f  income, profits and gains, custom duties, excise and stamp duties, and road 
taxes under the Exclusive Legislative L i s t  at the federal level. This also applies to the value added 
tax (VAT). The most important state tax i s  the personal income tax collected by a state tax 
authority o n  individuals deemed to be resident in that state. Table 1.1 summarizes the tax-related 
responsibilities o f  the FGN and the states in terms o f  pol icy decision and collection. 

Pool betting and 
lotteries, gaming and 
casino 

Road taxes 

Business premises 

Development levy 

Naming o f  street 

Right o f  occupancy 

Value added tax 

Table 1: Nigeria Fiscal Federalism: Distribution of  Responsibilities for Taxation 

X X X 

X X X 

X X X 

X X X 

X X X 

X X X 

X X X X 

Stamp duties 

Custom and excise 

Non-tax IGR-fines and 
fees, licenses ... 

X X X 

X X X 

1.15 Revenue-Sharing Arrangements. Always underlying the debates over the distribution o f  
responsibilities among the tiers o f  government i s  a discussion on current Nigerian fiscal 
federalism. The two  main categories o f  revenues accruing jo in t ly  to the Federation before being 
distributed are mineral revenues and VAT  revenue^.^ Each o f  these has i t s  own revenue-sharing 
arrangements, including both vertical (between tiers o f  governments) and horizontal (between 
states and between LGAs) formulas adopted by the National Assembly: 

0 The Constitution provides for the proceeds o f  mineral revenues to be paid into the 
Federation Account and for the distributable proceeds to  be distributed directly t o  a l l  
three tiers o f  government based o n  a formula periodically determined by the Revenue 

There i s  a third category, the Education Tax Fund revenues derived from a 2% taxation on corporate 
profit, but it has not been significant compared with mineral and VAT revenues. 
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Mobilization and Fiscal Allocation Commission and approved by the National Assembly. 
The amount o f  the distributable proceeds i s  determined after deduction o f  a “derivation” 
share granted to oil-producing states (not less than 13% o f  the revenue accruing to  the 
Federation Account directly f rom any natural resources). Under the current formula, the 
Federal Government receives 54.68%, state governments get 24.70%, and local 
governments receive 20.62% o f  distributable proceeds. The distribution o f  the states’ 
share between them i s  based on weighted cyiteria, including equality (45.23%), 
population (25.60%), internal revenue generation effort (8.3 I%), landmass (5.35%), and 
other considerations with smaller weights. 
The VAT revenue-sharing arrangement has been defined by l a w  (as opposed to the 
Constitution, which includes a provision relating to  mineral revenues). The proceeds o f  
the VAT that replaced the states’ sale taxes in 1994 are also pooled and redistributed 
according to  particular formulas based on principles similar to the ones applicable to  the 
distribution o f  mineral revenues. Vertically, the allocations to the FGN, the States, and 
the LGAs are currently 15%, 50%, and 35% respectively. The current horizontal VAT 
revenue-sharing formula among the states i s  based o n  weighted criteria including equality 
(40%), derivation (50%), and population (10%). Although the formula reflects the 
importance that should be attached to the principle o f  derivation, the industrial states 
(Lagos, Rivers, Ogun, Kano), where the bulk o f  VAT i s  collected, feel deprived o f  what 
they consider a large part o f  their internally generated revenue because o f  the 40% o f  the 
proceeds being distributed equally among the states. 

1.16 The Challenge o f  Fiscal Resuonsibilitv. At the time o f  transition f rom mi l i tary to 
democratic rule (1 999-2000), o i l  prices were low, but then they proceeded to rise strongly. States 
generally increased budgets in line with revenues and in some cases faster, through domestic 
borrowing. The Federal authorities have sought to limit the automatic pass-through o f  o i l  
revenues to state spending, for  reasons o f  macroeconomic management and efficiency o f  
spending. At first, this was done by withholding allocations, but when this practice was 
successfully challenged by states in the Supreme Court, the FGN sought to stabilize spending by 
mutual agreement. I t  has also tabled a Fiscal Responsibility Bill that seeks to sterilize revenues in 
excess o f  the estimated long-run sustainable price o f  o i l  and to save the proceeds in a special 
account in the Central Bank for distribution when o i l  prices weaken (see B o x  1). I t  i s  thus a 
smoothing mechanism, which i s  more appropriate for  Nigeria, not a rainy day fund. 

1.17 Many  states, including Lagos, have resisted Federal efforts to limit their access to 
Federation Account resources, however, partly because they view the present share o f  states in 
Federation Account Transfers as s t i l l  low, given states’ constitutional mandate (it was increased 
slightly in 2002), and partly because they believe that their needs in terms o f  rehabilitation and 
expansion o f  economic and social infrastructure do not al low sterilizing funds in a central bank 
account at the present time. In any case, states have demonstrated that in order to be successful, 
any effort to achieve overall macro stability in Nigeria must take account o f  state fiscal 
performance. Thus the Federal Government increasingly i s  recognizing states as key players 
while encouraging them to be fiscally disciplined, setting fiscal targets for themselves consistent 
with the country’s macroeconomic stability objectives. During the preparation o f  the budgets for  
2006, State Governors and the Federal Ministry o f  Finance agreed that budgets should be planned 
on the basis o f  the assumed long-run price o f  oil, presently set at $35 a barrel, with the “excess” 
set aside in a special account in the central bank. 
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Box 1: Nigeria Fiscal Responsibility Law: Implications for States 

The Fiscal Responsibility Bill's objective i s  to beak the cycle o f  boom-and-bust budgeting arising from fluctuations 
in the international oil price and imprudent borrowing by all tiers of government. Th is  has characterized fiscal 
management in Nigeria in the past and contributed greatly to the run up of external debt, which has only recently 
been resolved with the Paris Club debt deal. The bill i s  intended to cover all tiers of government, though i t  imposes 
extra responsibilities on the FGN. 

The law would create an independent statutory body, the Fiscal Responsibility Council. Th is  would have 
representative membership and act as watchdog of all tiers' fiscal policies under the law. The Federal Ministry of 
Finance (FMoF) would be required to prepare a Medium Term Expenditure Framework (MTEF) (technically a 
Medium Term Fiscal Framework) for the Federation, consisting of a Macroeconomic Framework, projecting the 
main macroeconomic variables over three years; a Fiscal Strategy Paper describing fiscal policies and 
developmental priorities o f  the FGN; and an Expenditure and Revenue Framework, with revenues based on a pre- 
determined Commodity Reference Price (CRP) for oil. Al l  tiers of government would be obliged under the law to 
manage their fiscal affairs within the MTEF. Excess proceeds accruing to each government in years when the 
actual o i l  price exceeded the CRP would be saved in special accounts, one for each government, in the Central 
Bank, to be drawn upon when the oil price falls below trend, though a proportion may be used the following year 
regardless for capital spending. The CRP i s  defined as a five-year moving average of international oil prices, with a 
spread of up to $5 a barrel determined by the Minister o f  Finance. 

The rest o f  the law deals with the annual budget process at the FGN level. It also lays down fiscal reporting 
obligations and specifies that each government must produce a budget execution report. 

The effect o f  this law would be to make statutory the present practice of preparing annual budgets on the basis of  
the figure for the statutory allocation from the Federation Account that has been provided for the past two years by 
the FMoF and i s  based not on current market prices but on an assumed long-run oi l  price, set at $35 a barrel for the 
2006 budget period. The state would be bound to reflect only the Federation Account projection supplied by the 
FMoF in making i t s  annual budget. I t  would be free to make its own estimates of internally generated revenue 
(IGR) and total spending. In the case o f  most states, the setting o f  the CRP and the provision to states of three-year 
projections o f  the Federation Account would in effect determine the parameters o f  their annual budgets, given their 
dependence on FA transfers for the bulk o f  budget funding. Lagos State, with significant IGR, would be less 
constrained. 

Box 2: Local Governments in Lagos State 
1. 18 Fiscal Relations bemeen the State and ............................................................................................................................................. 

Local  Governments. By virtue o f  the I . 

Constitution, each state must maintain a j Lagos State. However, in 2002 the State created 37 
special account called the Joint Local  i new LGAs, increasing the total to 57. As a result o f  
Government Account. ~ 1 1  allocations to the 1 pressure from FGN, the State reverted to the 20 LGAs 

' 

LGs 'Om the Federation Account and State I LGAs into development areas. In many respects, these 
funds are paid in to  the account; essentially the / development areas have been given operational 
LGAs '  share of revenue in the Federation responsibilities similar to the ones granted to the LGAs 

T h e  1999 Constitution of the Federal Republic of 
provisions Of Section ' 62(6) Of the ' 999 1 Nigeria recognized 20 Local Government Areas in 

structure while converting the intended additional 

Account and 10% of state IGRa6 Section 162 / listed in the Constitution. However, their fiscal 

. recognized LGAs are not as formal. (8) also stipulates that the amount standing to  relationships with the LASG and with the 20 fully 

the credit o f  LGA councils o f  a state shall be 

.............................................................................................................................................. 
LGAs' internally generated revenues, as provided in Part I11 o f  Schedule I o f  the Taxes and Levies 

(Approval List for Collection) Act 1998 and the 1999 Constitution o f  Federal Republic o f  Nigeria, s t i l l  
remain under the exclusive control o f  LGAs. 

6 
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distributed among the LGAs o f  the state o n  such terms and in such manner as may be prescribed 
by the House o f  Assembly o f  the state. (See B o x  2 for the special situation in Lagos State.) 

1.19 A s  a result o f  complaints f rom LGA Administrators in several states about the manner in 
which states were operating the Joint Local Government Account, in March  2005 the National 
Assembly adopted the Monitoring o f  Revenue Allocation to Local  Governments Ac t  2005, which 
defines arrangements to ensure that allocations made to the LGAs from the Federation Account 
and f rom the state concerned are promptly pa id into the Joint Local  Government Account, that 
funds are distributed to the L G A s  in accordance with the provisions o f  1999 Constitution and any 
L a w  made by the SHoA, and that payment and distribution o f  the funds in the Account i s  
monitored so as to ascertain the actual amount paid to each LGA. These arrangements have also 
been put in place in Lagos State. 

1.20 M o r e  broadly, stateflocal government relations are governed in each state by a state local 
government law. The provisions o f  these laws vary across Nigeria, but in general terms such laws 
provide for a degree o f  supervision o f  L G s  by the Governor. As a practical matter, the Governor 
has considerable influence in the affairs o f  local governments. 

C. Recent E f for t  to Improve the Management o f  Public Resources 

1.21 In 1999, the civil ian administration o f  Lagos State faced the broad challenge o f  how to 
improve the management o f  public resources. Major  efforts (discussed further in later chapters) 
have included implementation o f  the Electronic Banking System-Revenue Collection and 
Monitor ing (EBS-RCM), modernization o f  the land registry and record system (a key element for  
both proper land management and revenue enhancement), the introduction o f  a computerized 
financial management information system, staff surveys and pay parades, and improvement in the 
preparation o f  the budget, including clearer budget calendar and init iation o f  central and sector 
ministries to  the principles o f  medium-term expenditure framework that the L A S G  has decided to 
apply to budgeting. Together with the recruitment and training o f  staff, these efforts have yielded 
three specific benefits: 

0 

Efficiency in budget preparation and budget document production has increased. 
The backlog o f  annual state accounts has been cleared, and annual accounts have been 
produced o n  time and audited in l ine with statutory requirement since 2003. 
Payroll processing i s  more efficient, and i t  i s  believed that integrity has improved 
fol lowing the elimination o f  fictitious names from the payroll. 

1.22 Fully aware o f  the importance o f  sound public procurement and financial management in 
the fight against corruption and for economic and social development, the Lagos State 
Government asked the Wor ld  Bank to review i t s  existing procurement and financial management 
practices. Together with officials o f  the LASG, the Bank conducted two assessments, which 
produced a State Procurement Assessment Report (SPAR) and a Financial Management & 
Accountability Assessment Report (SFAAR) in 2004. 

Procurement 

1.23 Findings and Recommendations o f  the SPAR. Although there was some transparency and 
efficiency in the public procurement system in Lagos State, the analysis identified important 
institutional, legislative, and capacity weaknesses adversely affecting the efficient and transparent 
use o f  public funds. The SPAR made the fol lowing major recommendations: 
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1.24 

Legal, Regulatoly, and Institutional Framework There i s  a need to harmonize and 
modernize the existing laws, regulations, and guidelines o n  public procurement through 
enactment o f  new public procurement laws that provide for a solid public procurement 
legal framework. The new laws should be based o n  the United Nations Commission for 
International Trade L a w  (UNCITRAL Model  Law) o n  Procurement o f  Goods, 
Construction and Services and should be consistent with similar l a w  being prepared at the 
Federal level on public structures. 
As at the Federal level, a Public Procurement Regulatory body charged with oversight 
hnct ions and responsibility for  making uni form public procurement policies should be 
established in the State and report directly t o  the Governor. It should issue an annual 
report to the SHoA and have other responsibilities, including pol icy making, setting 
uni form standards-in close cooperation with the Federal level-for public procurement, 
preparing standard bidding and contract documents, enforcing compliance with the 
procurement law, monitoring the performance o f  procuring entities, serving as the second 
level o f  appeal mechanism, and promoting proficiency and capacity in procurement. 
In the short term, the government should issue a circular to improve the procurement 
process, with mandatory requirements for  advertising a l l  bidding opportunities in the 
local dailies, Gazette, and notice boards o f  procuring entities; public bid opening; and 
publication o f  contract awards above a certain threshold. 
Procedures and Practices: The roles o f  the Ministerial Tender Boards, Parastatal Tender 
Boards, and Lagos Tender Board should be strengthened by an enhanced oversight 
responsibility. They should have the authority to approve or disapprove the award 
recommendations o f  a procuring entity. The State Tender Board should gradually be 
abolished and i t s  functions assumed by the Ministerial Tender Boards while building 
sufficient capacity at the procurement units. 
Procurement Proficiency: The government will need to  develop and implement a 
procurement capacity building plan, including detailed assessment o f  training and 
material support needs as wel l  as development o f  curricula for  the training o f  officers in 
Ministerial Tender Boards and the proposed oversight body. It was also recommended 
that a certification program for procurement staff be put in place. 
Anti-Corruption Measures: The government should build a state-wide coalition to  fight 
corruption, involving representatives o f  state government, local governments, the private 
sector, nongovernmental organizations, and c iv i l  society groups (including media, 
churches, academia, and community groups), with a convener drawn f rom a leading anti- 
corruption nongovernmental or c i v i l  society group. 

Follow-up Act ion and Status. Whi le  there have been improvements in recent years, 
especially in developing advertising for bids and, more generally, competition in procurement 
practices, the systemic change discussed in the SPAR i s  yet to come. Indeed, the recommended 
reforms call for a comprehensive approach and sustained effort. In November 2005, the Bank and 
the Federal Government signed an Institutional Development Fund grant o f  US$499,000 to 
support the Lagos State Public Procurement Reform Initiative. The activities supported by the 
Grant have been designed to facilitate the implementation o f  the SPAR recommendations. 

Finan cia1 Accountability 

1.25 Findings and Recommendations o f  the SFAAR. The SFAAR indicated that the main 
features o f  government financial management were present in the system o f  Lagos State, 
including budgeting, internal control, accounting, treasury management, financial reporting, and 
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auditing. The major steps taken toward the implementation o f  a modem integrated financial 
management information system were also highlighted. However, some critical aspects of 
financial management were described as needing attention. Financial accountability was weak, 
and significant risks o f  waste and misuse o f  funds remained. Specifically, weaknesses were 
identified in the following areas: legal framework, budget preparation, debt management, revenue 
management, budgetary control, records management, fiscal transparency, internal audit, external 
audit, parliamentary oversight, and local government financial management. 

1.26 The SFAAR made the fol lowing main recommendations: 

Legal Framework The government should enact modem financial management laws, 
including Financial Management & Control and Audit Laws. In l ine with the new laws, it 
should prepare and issue new financial regulations specific t o  the State’s needs and 
provide extensive staff training o n  h o w  to  operate under the new l a w  and regulations. 
Budgeting and Budgetary Control: The Appropriation A c t  should b e  enacted before the 
year’s end, and budget allocations should be distributed to spending agencies n o  later 
than 31 December. A Supplementary Appropriation A c t  should be enacted o n  a timely 
basis to obtain the necessary legislative approval for  excess expenditures. 
Debt Management: The government should develop a robust borrowing strategy, 
including limits to annual borrowing and the amount o f  guarantees given to  parastatals. 
To improve the infrastructure for  debt management, i t should acquire and install 
specialized debt management software. 
Financial Reporting and Fiscal Transparency: Fiscal information should be presented in 
a manner that clearly identifies the planned and actual budget surplus or deficit. Financial 
statements needed to be revised so that they are clearer, comprehensive, and 
understandable by the public. Public reporting o f  debts and guarantees also needs to be 
improved. 
Auditing and Parliamentary Oversight: Internal audits needed to be modernized and 
strengthened by introducing an audit charter and recruiting professionally qualified 
internal auditors. The SFAAR also indicated that external audits should be strengthened 
by providing the Auditor-General with financing for adequate staff. Formal procedures 
should be established for disciplining those responsible for  major irregularities, late 
submission o f  accounts, and failures to  answer audit queries. The Public Accounts 
Committee (PAC) should carry out i t s  work in a timely way and i t s  chairman should be 
appointed from a member o f  the opposition. The Ministry o f  Finance should be charged 
with acting on PAC’s findings and monitoring remedial actions. 
Local Governments ’ Financial Management: External audit and oversight arrangements 
for LGs should be improved by clearing arrears o f  audit and financial statements, 
submitting audited accounts to PAC, and establishing a formal process for ensuring that 
the recommendations o f  the Auditor-General o f  Lagos and PAC are implemented by 
local governments. The Financial Memoranda applicable to L G s  should be reviewed in 
line with the current operating environment and should be formally adopted as financial 
regulations for local governments in Lagos State. Financial transfers to  LGs should be 
made transparent. 

Follow-up Actions and Status. Since the SFAAR was done, some progress has’ been made 1.27 
in addressing the reform issues identified. 

The State Government has recognized the need to modernize the legal framework for  
public financial management. I t  has prepared revised Financial Instructions and will 
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shortly begin the process o f  modernizing the Finance (Control and Management) A c t  o f  
2003 (Consolidated Laws o f  Lagos State), which in turn i s  based o n  the colonial-era 
Federal l aw  o f  1958. I t  has also recognized the need to pass the new external audit law, 
which wil l emphasize the independence o f  the Auditor-General and h isher  staff, mandate 
audit standards, and impose penalties o n  failure to respond to audit findings. 
There have been some improvement in the timeliness o f  budget preparation, though more 
needs to be done to set a budget calendar that not only enables the appropriation law to  be 
passed by the State House o f  Assembly before the start o f  the new financial year, but also 
allows time for the tabling and discussion o f  a fiscal strategy for the state, ahead o f  
detailed budget preparation. 
Patterning i tsel f  on developments at the Federal level, the State Government has created a 
Debt Management Off ice with significant operational independence. This office has 
begun systematizing data on both domestic and external debt and in due course will be an 
important player in the development o f  a sustainable fiscal strategy for the State. 
Although the State Government has made strides in getting up to date with the 
compilation o f  annual accounts and financial statements, there i s  s t i l l  a distance to  go in 
achieving satisfactory standards in financial reporting and fiscal transparency. Part o f  the 
problem lies in the failure thus far to take full advantage o f  the State’s large investment in 
the integrated financial management and information system, based o n  Oracle Financials. 
An external assessment o f  the constraints i s  imminent, and it i s  expected that further r o l l  
out will follow, accompanied by capacity building. Another dimension o f  the problem i s  
the incomplete coverage o f  the budget, which requires further investigation. 
In contrast to many other states in Nigeria, the external audit process functions. The 
audits o f  the 2003 and 2004 accounts have been completed and the Office o f  the Auditor 
General i s  currently working on the 2005 accounts and financial statements. I t  operated 
with too few professional staff, however, and depends on the executive to fund i t s  
budgets, although the latter have been increasing. The State House o f  Assembly Public 
Accounts Committee reports on the status, though executive follow-up o n  i t s  
recommendations continues to be weak. 

0 

0 

1.28 As discussed in the next chapters, however, much remains to be done in terms o f  
updating the financial legislation, budgeting, revenue collection, expenditure control, and 
financial information systems. Improvements in these areas will be supported by the Lagos 
Metropolitan Development and Governance Project and the State and Local  Governance 
Programme financed by the Wor ld  Bank and the Department for  International Development 
(DFID) o f  the U.K. government respectively. 

D. Rationale, Objective, and Scope o f  the Review 

1.29 Rationale for the Review. Understanding better the processes and constraints to effective 
public resource management i s  o f  great relevance to the L A S G  and i t s  partners. The Review i s  
t imely in view o f  the gubernatorial and legislative elections in April 2007. Upon  arrival in office, 
the newly elected officials will find an analytical work o n  state finances completed less than a 
year before. This should facilitate the implementation o f  their reform agenda. 

1.30 Because o f  Lagos State’s economic importance for Nigeria’s development, i t was 
selected as a focus state in the Country Partnership Strategy (CPS) for Nigeria prepared jo in t ly  by 
the Bank and DFID in 2005. Indeed, L A S  i s  expected to continue to benefit fkom the Bank and 
DFID’s attention in the coming years. The Review is fully in l ine with the Nigerian National 
Economic Empowerment and Development Strategy, the Lagos State Ten Point Agenda (TPA), 
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the Lagos State SEEDS (LASEEDS), and the CPS. All these strategy documents emphasize the 
critical ro le o f  better governance at a l l  tiers o f  government for  effective economic and social 
development in Nigeria. The Review, which provides the opportunity to  enhance Bank and DFID 
dialogue with the LASG, i s  an appropriate follow-up to previous analytical activities and a 
complement to  ongoing or planned projects.’ 

1.31 The present report adds to the analytical work done by the Bank o n  h o w  states are 
governed in Nigeria. Lagos State was one o f  the states visited during the preparation o f  the State 
and Local Governance in Nigeria report (Report N o  24477-UNI, 2003), which assessed the 
capacity o f  the states and local governments to fulfill their constitutional responsibilities. A key 
finding o f  that comparative study was that states in Nigeria vary greatly in terms o f  governance 
standards and commitment to development. Thus it recommended that the Bank increasingly 
focus resources o n  supporting states with a clear agenda o f  reform and modernization. An 
overview o f  L A S  budget expenditures and processes was carried out also in 2002 in the context 
o f  the preparation o f  the Nigeria State Finance Study report (Report No25710-UN1, 2003), which 
reviewed the public finance picture o f  16 Niger ian states o n  the basis o f  data up to  2000. B o t h  
reports provided a better understanding o f  public management issues in Nigeria at the state level. 
Bank dialogue with Lagos State on public finance management (PFM) systems and procedures 
intensified through the preparation o f  the S F A A R  and SPAR, whose respective recommendations 
were endorsed by the L A S G  in the beginning o f  2004. 

1.32 Today, more than six years after the start o f  the new polit ical dispensation, this analytical 
work continues to  be updated and deepened. At the national level, this i s  being pursued through a 
Public Expenditure Management and Financial Accountability Review (PEMFAR-EW-PO95 885- 
ESW), which aims at consolidating knowledge about the Nigerian budget system and helping the 
Federal and State Governments advance their PFM reforms. Concerning L A S  specifically, there 
i s  a need to review how the public finance picture has evolved since the return to democratic 
governance in 1999. This i s  necessary at this juncture to better understand the main challenges 
ahead for L A S  and to  identify the appropriate steps to be taken to meet them effectively. 

1.33 Obiectives o f  the Review. The specific objectives o f  the Review are to  examine LAS 
fiscal performance in recent years, to highlight the main r i sks  that may affect the fiscal outlook in 
the medium term, and to help the L A S G  and i t s  partners develop an agenda for further reforms in 
key aspects o f  PFM and service delivery. 

1.34 The audience for the Review report includes L A S G  senior officials, managers o f  the 
Lagos State public service, members o f  the SHoA, officials f rom the Local Government Areas o f  
LAS, business organizations already collaborating with the L A S G  under the public-private 
partnership pol icy o f  the state, and representatives o f  c iv i l  society. It i s  also expected that officials 
o f  the FGN and other Nigerian states will be interested in the analysis and recommendations o f  

’ On DFID side, the State and Local Government Programme started in L A S  in 2004 with an overall 
budget o f  f1.24 mil l ion up to October 2006 (an extension to 2007 with additional financing i s  being 
prepared). I t  supports the LASEEDS process (development, dissemination, and implementation o f  selected 
policies and programs); the reform o f  Lagos State Board o f  Internal Revenue; capacity building for State 
and Local Government Audit Offices; issue-based projects in two Local Government Areas; and 
development o f  Local Economic and Empowerment Strategy frameworks for the preparation o f  
development strategies o f  LGAs. On the Bank side, recent financing for LAS has included the Lagos Urban 
Transport Project (FY03, US$lOO million); the Second National Urban Water Sector Reform Project 
(FY05, U S 2 0 0  million, o f  which US$l50 mi l l ion was for Lagos State); and the Lagos Metropolitan 
Development and Governance Project (July 2006, US$200 million), which includes a Public Governance 
and Capacity Bui lding component o f  US$5.7 million. 
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the Review, which touches o n  intergovernmental issues relevant to al l  members o f  the Federation. 
Finally, the Review i s  expected to  provide the development partners o f  L A S  with useful elements 
to enhance their respective assistance in a coordinated manner. 

1.35 Scope o f  the Review. Whi le  the Review focuses o n  PFM issues, i t should be stressed that 
advancing a broader governance reform agenda in Lagos i s  critical for the provision o f  basic 
services to the large and growing population and for enhancing the city’s productivity. In 
particular, effective service delivery will require increased institutional capacity. In spite o f  the 
progress made in recent years, a substantial institutional r e f o m  agenda remains outstanding, 
including streamlining responsibilities o f  the ministries and agencies o f  the government as wel l  as 
system modernization and staff skills development in the c i v i l  service in both the state and the 
local government. The institutional and organizational environment i s  rendered more complex in 
Lagos than in other metropolitan areas o f  comparable size, because Lagos State, which i s  
urbanized at more that 80%, i s  managed as a state without a specific municipal administration for  
the city. There i s  a need to  examine viable options for adjusting the institutional and governance 
architecture in the state o f  Lagos in order to improve the management o f  the metropolis and the 
delivery o f  public services throughout the state. It i s  recommended that such examination be 
conducted by the LASG, the Bank, and DFID under a separate study in FY 2008. 

1.36 In addition to the Review’s limitations on institutional aspects, three sets o f  important 
PFM issues are not discussed in this report. 

First, although it raises the issue o f  efficiency and effectiveness o f  spending and 
recommends a budget reform that i s  expected to  improve the quality o f  public 
expenditure, the report does not include the review o f  expenditure in any sector or the 
content o f  the major current or capital expenditure items. Subsequent analytical work will 
have to examine the quality o f  expenditure as effort i s  intensified to gather relevant 
information, including at the sector level. 
Second, the analysis in this report i s  l imi ted to  the State budget. Steps will have to be 
taken to  provide pol icy makers in L A S  with a consolidated financial picture o f  the public 
sector including the LGs and key parastatals responsible for the provision o f  major 
economic and social infrastructure services. Indeed, the proper assessment o f  
performance, the estimation o f  the fiscal constraints for investment and recurrent 
expenditures, and the development o f  a sound fiscal framework would require that 
revenue and expenditures o f  L G s  and major parastatals be taken into account. 
Third, whi le it signals some financial risks and uncertainties that are likely to affect 
Lagos State’s medium-term financial outlook, the Review does not provide a fiscal 
sustainability analysis. I t  should act as a stimulating factor, though, and pave the way for 
such analysis in the years to come. Indeed, l ike other similar megacities, Lagos cannot 
realistically be expected to meet i t s  financial requirements f rom internally generated 
revenue and Transfers f rom the Federation Account only. There will be a need to borrow 
money, but i t  must be within a fiscally sustainable fi-amework that enables Lagos State to 
service its debt and maintain good risk ratings. 

12 



CHAPTER 2: LAGOS STATE FISCAL PERFORMANCE, 
1998-2005 

2.01 T h i s  chapter highlights trends and patterns in revenue and expenditure and signals fiscal 
risks that can be detected f i o m  recent performance. (See Annex 1 for the Lagos State actual 
revenue and expenditure for the period 1998-2005.) The quality o f  information has been a 
constraint for  this study. I t  affected the abil ity o f  the study team to make relevant observations 
and pol icy recommendations, in particular o n  the expenditure side. At times, i t has been diff icult 
to reconcile data f rom various sources because of  the large differences, and the study team had to 
use estimated data that seemed more realistic based on previous performance. For  example, while 
the State Accounts (as reported in the 2003 budget document) indicated 2.5 b i l l ion naira o f  debt 
charge for 2002, information provided by the Debt Management Off ice indicated a charge o f  
143.5 b i l l ion naira. Clearly, improving the classification of  expenditures in the budget and the 
recording and accounting o f  them in the State’s financial accounts i s  a first-order priority o f  
public financial management reform and a prerequisite for  further development o f  the budget and 
financial management system o f  the State. 

2.02 The diff iculty o f  getting accurate and reliable data i s  also due to inconsistencies in the 
grouping and breakdown o f  budget outturns f rom one year to  the next. In several cases, 
discussions with L A S  officers enabled the Review Team to  obtain the “hidden” values.’ But this 
has not been always possible, especially in cases where the error was not only at the aggregation 
stage but upstream at the expenses posting stage. For  example, the 2005 fiscal data suggest that 
there were n o  subventions in 2005. This i s  very unlikely. As i t  was the practice years ago, 
subventions have probably been recorded under “overhead,” a heading for  which fast-rising 
figures are indicated. Even for provisional accounts, such a treatment o f  subventions in financial 
reports raises questions. Similarly, the 2004 and 2005 State Accounts show unusually high 
amounts o f  miscellaneous revenue that includes licenses and rents o f  government property. The 
latter was rightly recorded separately in previous years. 

2.03 Lagos State overall fiscal performance has been encouraging since the return to 
democratic governance in 1999. Table 2 and Chart 1 provide the figures and an illustration o f  the 
overall revenue and expenditure trends. Off ic ia l  data suggest that Lagos State has had an overall 
budget surplus except in 1998. However, there are questions about the accuracy o f  state budget 
data for  the period under review. In 2006, the L A S G  put in place an Inter-ministerial Committee 
o n  Budget Tracking which has already started improving budget reporting and expenditure 
analysis. 

This was the case when the Review Team sought confirmation o f  debt charges that had been included in 
overhead in the init ial  set o f  data provided. With the assistance o f  the Accountant General o f  the State, the 
issue was clarified. 
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Table 2: Summary of  Lagos State Budget Data 1998-2005 

OVERALL BALANCE -6.8 3.3 0.9 0.4 2.3 5.1 4.2 1.1 I 
Source: Annex 1 (minor discrepancies due to rounding) 

Chart 1 : Revenue and Expenditure Trends, 1998-2005 
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A. Revenue Performance and Revenue Administration Reforms 

Revenue performance 

2.04 Revenue Trend and Composition. As in other Nigerian states, the revenues o f  Lagos State 
are classified in two broad categories: internally generated revenue and Transfers f rom accounts 
managed at the Federal level that consist o f  statutory allocation and VAT. The IGR includes tax 
and non-tax revenues, such as fines and fees, licenses, earnings and sales, and so on. Chart 2 
shows the trends by categories o f  revenue and Table 3 provides a summary o f  IGR and Transfers 
in nominal and real terms. 

Chart 2: Revenue Trends by Category, 1998-2005 
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2.05 Over the last few years, Lagos State has registered a strong revenue increase in Transfers 
and IGR alike. Between 1999 and 2005, total revenue increased by about 63% in real terms. 
Obviously, the continuous increase in oil pnce over the decade has been a major explanatory 
factor for  this. With the prices o f  Nigerian crude o i l  rising f rom an average o f  US$12.99 per 
barref in 1998 to an average o f  US$38.28 per barrel in 2004, L A S  was bound to receive growing 
statutory allocation transfers, in line with the anthmetic o f  Nigerian fiscal federalism. 
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Table 3 : Revenue Trends, 1998-2005 
(bil l ion naira) 

2003 

2004 

2005 

27.6 15.8 24.7 14.2 52.3 30.0 

32.6 16.2 30.2 15.1 62.8 31.3 

39.9 16.8 39.9 16.8 79.8 33.7 

Source: Annex 1. 

YO increase, 1999-2005 23 

2.06 The increase o f  Transfers from the Federation Account since 2000 has not substantially 
changed the percentage share o f  revenue between Transfers and IGR over the last years, as 
illustrated in Chart 2.3. The share o f  IGR in Lagos State revenue (excluding grants) in 1998 was 
56%, while Transfers contributed 44%. Since 2001 (after the drop in IGR o f  2000), the two 
categories o f  revenue have been basically at par, with IGR contributing 50.03% in 2005 while 
Transfers accounted for 49.97%. This illustrates the high dependence o f  the State’s finances o n  
revenues determined by the price o f  oil and the quantity o f  liftings, both outside the control o f  the 
LASG, not withstanding a major effort by the government to improve IGR. Actually, in 2000 the 
drop in IGR was compensated by the doubling o f  Transfers. 

145 64. 
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Chart 3: Percentage o f  IGR and Transfers in Real Revenue, 1998-2005 
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2.07 Strengthening IGR since 2001. Lagos State IGR growth since the return to democratic 
governance has been significant (23% between 1999 and 2005 in real terms). The record over 10 
years shows declines in 1998 and 2000 that resulted f rom changes in revenue collection 
arrangements, but each time IGR recovered quickly the fo l lowing year. Unl ike the increases in 
Transfers, which were due to rising o i l  prices, improvement in IGR collected i s  pnmar i ly  the 
result o f  revenue administration r e f o m s  implemented since 1999. The thrust o f  these reforms has 
been to widen the tax base and improve the management o f  collected funds. 

2.08 Further analysis by source o f  revenue indicates that the composition o f  IGR has not 
changed substantially over the last eight years (Table 4). The largest category remains taxes 
(essentially personal income tax and capital gains tax), which represent usually 60-75% o f  IGR. 
Other IGR categories include fines and fees, licenses, earnings and sales, rents o n  government 
property, interest payments and dividends, contributions (actually some reimbursements by the 
FGN), and miscellaneous. 
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Table 4: IGR Distr ibut ion by Percentage 

IGR 

Statutory Allocation 

VAT 

Source: LASG Budget documents and Reports o f  the Auditor General o f  Lagos State 

1998 1999 2000 2001 2002 2003 2004 2005 

59.3 174 51.1 61.1 72.8 94.5 64.0 66.2 

129.9 158.1 115.5 116.6 114.6 114.7 90.6 91.3 

108.1 105.9 87.9 100.8 65.5 86.6 61.2 100.9 

2.09 Revenue forecasting. Forecasting revenue remains a challenging exercise for  the L A S  
administration. The variance between actual collection and revenue forecast between 1998 and 
2005 has often been quite large, as indicated in Table 5, which shows performance in percentage 
o f  budgeted amounts for the three main categories o f  revenue. Whi le Transfers resulting f rom the 
statutory allocation and the VAT depend o n  factors outside the primary control o f  the LASG, this 
i s  not  the case for IGR. Yet  IGR has had high levels o f  variance since 1999. Moreover, after an 
encouraging ratio o f  actual to budget forecast o f  94.5% in 2003, the L A S G  started being too 
optimistic about i ts expected revenue. This tendency to over-optimism, which seems also 
reflected in the 2006 appropriation law, i s  probably encouraged by the strong growth o f  revenue 
collected in recent years and the expectations fkom the reform o f  the institutional arrangements 
relating to revenue collection. 

Table 5: Revenue Performance: Actual  Receipts in Percentage o f  Budget Forecast 

Source: LASG Budget documents; Reports o f  the Auditor General o f  Lagos State and staff estimates. 

Recent Revenue A dm in istration Reform Initiatives 

2.10 Whi le tax pol icy and tax laws create the potentials for raising tax revenues, with so much 
o f  the tax base at the start o f  the period untapped due to collection inefficiency, poor records, and 
fraud, the actual amount o f  taxes f lowing into the government Treasury to  a large extent depends 
o n  the efficiency and effectiveness o f  the revenue administration agencies. Weaknesses in 
revenue administration lead to  inadequate tax collections. Unexpected dips in revenue collections 
also cause cuts in allocations during budget execution, which may affect expenditure priorities 
and undermine underlying pol icy choices. Because o f  the insufficient performance o f  the Board 
o f  Internal Revenue (BIR), successive administrations o f  Lagos State have sought to  improve 
revenue administration arrangements in order to  broaden the revenue base and increase collection 
ratios. Whi le the BIR has remained the tax collecting authority, the main initiatives taken have 
included the following: 

2.1 1 The Accelerated Revenue Generation Programme. In 1994, the M i l i t a ry  Administration 
o f  Lagos State appointed Olusola Adekanola & Co., a firm o f  chartered accountants, as revenue 
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consultants to  the government. The arrangement was known as the Accelerated Revenue 
Generation Programme (ARGP). Under this, the consultant was responsible for tax assessments 
and ensuring that proper rates were applied. The  company also had the power to review the tax 
paid by f i rms on behalf o f  their employees to ensure that adequate tax was remitted to 
government. The company, in collaboration with the Lagos State Ministry o f  Finance, introduced 
a Direct Bank Lodgment System (DBLS) o f  revenue through which taxpayers were required to 
make their payment through direct transfers to specified bank accounts. 

2.12 Despite some initial improvement in revenue collection, the ARGP had serious 
limitations and collapsed, with a major drop o f  4 bil l ion naira in tax revenue-from 9.8 bi l l ion in 
1997 to 5.9 bi l l ion naira in 1998. The system suffered from i t s  operational approach and, even 
more, from the negative perception o f  the military regime by the citizens as political tension was 
rising. The ARGP limitations included: 

0 Difficulty building a realistic database o f  taxpayers within Lagos State. 
0 The use o f  uniformed men (police and military) to enforce payment o f  taxes. 
0 Forceful entrance into premises o f  corporate bodies and sealing up such premises without 

proper notice. 
0 Breach o f  fundamental rights o f  individuals or organizations in the execution o f  their 

mandate. 

Because o f  these weaknesses, the civilian administration terminated the consultancy agreement o f  
Olusola Adekanola & Co in 1999. 

2.13 Citibank Direct Bank Lodgment System Monitoring and Reporting. In November 1999, 
following an open and competitive selection process, the civilian administration o f  Lagos State 
appointed Citibank to monitor the revenue generation process o f  the State, collate, reconcile, and 
prepare reports o f  revenue collected through the DBLS. DBLS continued to be operated by many 
receiving banks, with Citibank reporting on payments made in the collecting banks. This 
arrangement proved to be unsustainable for two main reasons: 

0 Most banks did not cooperate fidly with Citibank. They believed it was a competitor with 
whom detailed information on the identity o f  depositors and amounts deposited in their 
institutions should not be shared. 

0 The LASG needed more information (such as revenue head and subhead, details o f  
payee, current or arrears payments) than Citibank was prepared to provide. From 
Citibank’s point o f  view, providing the detailed tax administration information required 
on taxpayers (beyond name, amounts deposited, and reason for the deposit that the 
depositor wished to state) was the responsibility o f  the BIR and the Ministry o f  Finance. 
It was not willing to depart much from i t s  core business function o f  collecting and 
safekeeping funds. 

In August 2000, the LASG terminated the mandate o f  Citibank. 

2.14 Electronic Banking Svstem-Revenue Collection and Monitoring. In November 2000, the 
LASG appointed Alpha-Beta Consulting Limited as the sole monitoring agent to control and 
monitor the collection o f  State revenue through designated banks under a new computerized 
infrastructure put in place by the LASG and known as the Electronic Banking System-Revenue 
Collection and Monitoring. The responsibilities o f  Alpha-Beta Consulting under this 
arrangement, which were s t i l l  in place as o f  October 2006, included: 

19 



Monitor ing and reporting o n  a l l  revenue generation, collection, and accounting activities 
and operations o f  the Lagos State Board o f  Internal Revenue and a l l  Lagos State 
ministries, departments, and agencies (MDAs). 
Developing and maintaining a comprehensive database o f  taxpayers in LAS, including 
the introduction o f  a unique tax identification number for  a l l  taxpayers. 
Ensuring computerization o f  processes, procedures, and documentation in respect o f  
Lagos State revenue collection and accounting. 
Integrating the revenue generation, collection, and monitoring activities o f  a l l  other tax 
consultants fully within the EBS-RCM infrastructure. 
Training staff o f  revenue-generating agencies o n  EBS-RCM. 

0 

0 

0 

2.15 
were captured, monitored, and reported by Alpha Beta Consulting Limited: 

The original arrangement included two other major categories o f  agents whose activities 

0 Some 34 Tax Monitor ing Agents (TMAs), one per tax station, were responsible for 
inspecting the operation o f  the tax station, setting up operational guides, and ensuring 
compliance with tax policies and procedures. With the reorganization o f  Lagos State 
Board o f  Internal Revenue early 2006, however, the services o f  the T M A s  were no longer 
deemed necessary in the tax stations and they were subsequently disengaged. 
About 500 Tax Audit Monitor ing Agents (TAMAs) s t i l l  conduct audits on behalf o f  
L A S G  to ascertain the level o f  taxes due from taxpayers. The TAMA’s responsibility i s  
t o  ensure that payments are made o n  proper assessments. Their payment depends on the 
total tax paid by the organizations audited. 

2.16 There have been notable achievements since the beginning o f  the EBS-RCM system. IGR 
collection has increased substantially, as already noted, thanks to the broadening o f  the tax base 
and the tightening o f  collection processes against various types o f  fraud. In 2000, there were 
about 2,000 large and medium-scale enterprises (with 100,000 employees) in the records. In June 
2006, the database included 40,000 firms (with about 500,000 employees). Effective fraud- 
reducing measures have included the introduction o f  automated payment receipts and electronic 
tax clearance certificate. 

2.17 In spite o f  the above, the EBS-RCM has raised questions regarding the level o f  its 
operating costs. The consultancy services cost about 10% o f  total IGR collected, shared between 
Alpha-Beta Consulting Ltd, TMAs (while they were in place) and TAMAs, and non-tax revenue 
agents. Payment o f  commission to each revenue agent i s  made for collections that the firm 
actually performs in l ine with i ts mandate. A number o f  observers h o l d  the v iew that the 
percentage currently charged i s  on the high side and should have been renegotiated downward, 
especially given that revenue are l ikely to  continue to grow in the medium term. T o  the Bank’s 
knowledge, in n o  other jurisdiction does the cost o f  collection amount to such a high share o f  total 
revenue collected. 

2.18 Increasing the Autonomy o f  the Lagos State Board o f  Internal Revenue. In 2005, the 
L A S G  revisited the whole arrangement with tax consultants. It recognized that the appointment o f  
consultants had been the result o f  the inabil ity o f  the State BIR to deliver o n  i t s  mandate. Lagos 
State officials held the view that the current practices o f  the c i v i l  service ( low pay, corruption) 
stood in the way o f  improving the effectiveness o f  the BIR. The L A S G  was also convinced that a 
properly organized public agency enjoying sufficient autonomy, especially in the areas o f  human 
resource management and budgets, could in due course take over a number o f  functions 
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performed by the consultants at a lower cost to the government and ultimately the taxpayer. The 
State also decided to reorganize and professionalize the board so that gradually the functions 
currently performed by revenue consultants could be taken over by the board at a lower cost to 
government. 

2.19 A bill was consequently forwarded to the SHoA for the creation o f  a new Board o f  
Internal Revenue (see Box 3) with a member representation including more individuals from 
outside public service, very l imited personnel, and acting through an Internal Revenue Service 
(IRS) that has large operational autonomy to manage the collection and monitoring o f  revenue. 
The new BIR and I R S  commenced operation in November 2005. The BIR i s  a regulatory and 
supervising agency whereas the IRS i s  the actual service provider in terms o f  revenue collection 
and monitoring. 

2.20 Prior to the enactment o f  the new law, the Internal Revenue had about 2,200 staff. 
Together, the new BIR and I R S  targeted a staff o f  1,000 persons by the end o f  2006. Individuals 
not selected in will be “transferred” to the office o f  the Head o f  Service. In addition, following 
the inception o f  the I R S  activities, the functions o f  the 34 TMAs were taken over by the IRS. 

2.21 The new arrangement that created an autonomous IRS i s  too recent to allow any 
conclusion regarding i t s  efficiency. Preliminary figures indicate that IGR collection continued to 
grow in 2006 and that the annual figure might reach a record high o f  60-70 bi l l ion naira. 
However, improvements in collection had started before the creation o f  the new Board and the 
I R S  and are largely the results o f  efforts made by the tax consultants. 

Box 3: The New Board of  Internal  Revenue in Lagos State 

................................................................................................................................................................................................................................................................�� 

The Board o f  Internal Revenue is  established as a separate legal entity, part o f  the overall state government, but 
autonomous in i t s  day-to-day operations in the running o f  its technical, professional, and administrative affairs. 
The B IR  i s  responsible for general tax policy guidelines; recommendations to the Joint Tax Board on tax policy; 
and appointments, transfers, and discipline o f  the Internal Revenue Service. 

In the course o f  collecting income tax, the Board issues tax clearance certificates, which may be in paper or smart 
card form. It may issue regulations on the administration o f  tax matters. 

The  Chairman, who must be a professionally qualified person and is  the Chief Executive o f  the IRS, is appointed 
by  the Governor on the recommendation o f  ministers and is subject to  approval o f  the State House o f  Assembly. 
T h e  rest o f  the Board consists o f  senior representatives o f  the Ministries o f  Finance, Budget and Planning, Lands, 
Commerce and Transport; two representatives o f  the IRS; the Attorney-General; three directors nominated by the 
Governor; and the Secretary o f  the IRS. A technical committee handles more routine business. Pay for the 
Chairman and Directors i s  determined by the Governor. Board members may be dismissed, although not arbitrarily. 
IRS staff pay and conditions o f  service are determined b y  the Board, and they are not part o f  the c iv i l  service. 
Accounts are audited by an auditor appointed by the Board, and the audited accounts must be sent to the State 
Auditor General by 30 June o f  the following year. 

T h e  two most controversial aspects o f  the law are the Board’s budget and reporting requirements: 
The Board reports to the Governor directly, not to the Commissioner o f  Finance. This weakens the Finance 
Ministry’s ability to exercise stewardship over public finances. 
T h e  Board’s budget, appropriated directly b y  the legislature, i s  to  be funded by no  less than 5% and no  more 
than 10% ofrevenue collected by the IRS. Even the lower figure implies a high cost o f  income tax collection. 

................................................................................................................................................................................................................................................................�� 
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B. Expenditure Performance 

2.22 Table 6 summarizes actual expenditure in nominal and real terms by broad categories 
(current, capital, debt charge). It also provides approved budget figures and budget execution 
performance percentages (actual nominal spending over the budget as approved in the beginning 
o f  the year). Notable f rom the table are the expansion o f  the size o f  the budget and the important 
deviation o f  actual expenditure f rom the budget approved by the SHoA. 

Trends and Composition 

2.23 Between 1998 and 2005, total expenditure increased by 63% in real terms, with current 
and capital expenditures increasing by 35% and 42% r e s p e ~ t i v e l y . ~  Chart 2.3 shows the trends for 
the three broad categories o f  expenditure: current, capital, and debt charge, illustrating a clear 
upward movement 

Table 6: Expenditure Trends, 1998-2005 
(bil l ion naira) 

Source: Annex 1. Real  revenues are in 1998 base year prices and nat ional  CPI. 

2.24 Current Expenditure Trend. In real terms, current expenditures grew sharply in 2001, 
declined in 2002 and 2003, and resumed an upward trend since 2004. The trend has been dictated 
by increases in personnel costs and, more recently, overhead. One o f  the heritages o f  the mi l i tary 
period i s  an overstaffed, poor ly skilled, underpaid c i v i l  service, whose productivity has been 
affected also by insufficient allocation to overhead. Compared with an average annual increase o f  
18% between 1997 and 1999, there was a major 37% increase in personnel cost in 2000 prompted 
by the decision by the FGN to  grant an average general increase o f  200% in the Federal C iv i l  
Service. This led the states, including LAS, to adjust salary levels upward even when they could 
not match the increase granted by the FGN." During the fol lowing two years, personnel costs 
grew at about 7%. The decline o f  2.7% in real terms in 2003 i s  explained by the cleaning o f  the 

The higher increase o f  the total  i s  due to the debt service, w h i c h  has been mul t ip l ied by 14.75 in real  
terms. The increase in debt service from 2001 reflects the change in debt management pol ic ies by the 
c iv i l ian government. 

The n e w  Harmonized Publ ic Service Salary Structure o f  LAS was applied from M a y  1, 2000, together 
with a revised index. The minimum salary increased by 36'30, from 5,500 naira to 7,500 naira. 
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personnel database launched in 2002, which eliminated fraud in personnel records and payroll 
processing. Since then, the strong 13% annual growth in personnel costs i s  the result o f  
continuous recruitment. Indeed, the L A S  c iv i l  service, which had about 36,000 employees at the 
end o f  2002, included 47,000 employees at the beginning o f  2006.” 

Chart 4: Expenditure Trends by Category, 1998-2005 

Nai 

1998 1999 2000 2001 2002 2003 2004 2005 

Year 

-e- Current 
I 1 Capital 

Debt 

Source: Table 6 

2.25 Overhead Trend. The interpretation o f  overhead and subvention figures i s  more diff icult 
because inconsistencies in data classification do not always allow proper companson. The sharp 
rise in the wage bill undoubtedly put a squeeze o n  overheads, which the L A S G  chose not t o  fund 
adequately. The relative under-funding o f  overhead” was also in l ine with the longstanding 
practice o f  focusing o n  expanding physical assets and paying less attention to  operating costs 
requirements. Rising revenues in subsequent years, however, enabled the L A S G  to  restore 
overhead funding somewhat, though first pnonties continued to be salary payment and capital 
expenditures. 

2.26 Capital Expenditure Trend. Capital expenditures declined in 1999 and 2001 but have 
been increasing continuously since then. The absorptive capacity issue (discussed below) and the 
irregular level o f  capital spending suggest that this category o f  expenditure i s  also used as an 
adjustment factor. The doubling o f  the annual volume o f  capital spending in real  terms since 2002 
reflects the large economic and social infrastructure rehabilitation and development program 
launched by the L A S G  and facilitated by the increase in Transfers f rom the Federation Account. 

’I A detail analysis o f  the evolution o f  the ma in  categories o f  personnel by grades, agencies, and functions 
is necessary I t  wou ld  guide the formulation o f  relevant recruitment policies to  ensure that the composition 
o f  the staff strength i s  aligned with the current and future requirement o f  the service. 

Large overhead provisions do no t  necessarily ensure more efficient service delivery if the pay structure i s  
deficient and if staff are poor ly  motivated and supervised. 
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2.27 Evolution of  Debt Charges. The debt charge does not  permit a trend analysis per se. 
During the mi l i tary pei-iod, servicing the debt was not  regarded as good PFM practice. In the 
context o f  more law-abiding governance, debt service payments have increased in recent years, 
facilitated by the availability o f  resources. (Debt i s  discussed further later in this chapter.) 

Current 

Debt Charge 
Total 

Capital 

2.28 Composition o f  Expenditure. The largest share o f  actual spending continues to  be current 
expenditure, as indicated in Table 7. The decline o f  the share o f  current spending could continue 
though, depending o n  the boldness o f  the LASG investment policy in the coming years and 
improvements in absorptive capacity (project preparation, investment programming, 
procurement, release o f  funds). 

1996-2000 2000-05 
71 65 
27 18 
2 17 

100 100 

Table 7: Distr ibution of Expenditure by Categories, 1996-2000 and 2000-05 

2.29 With regard to the distribution o f  e ~ p e n d i t u r e ' ~  by broadly defined functions (economic 
development, administration, social development, other), and subject t o  the accuracy o f  
expenditure classifications, Table 8 shows that administration continues to  receive the largest 
share o f  total expenditure before debt charge, followed by social and economic. One important 
question here i s  whether the share o f  administration (about 40% both o n  current and capital 
expenditure) i s  too large. Some practices tend to push the administration figure up. A clear 
example i s  the centralization o f  the travel budgets o f  a l l  ministries in the Ministry o f  Finance. As 
a consequence, travel costs associated with activities relating to infrastructure, rural  development, 
or health end up being recorded as administration expenditures. Under these circumstances, it i s  
diff icult to make an educated judgment on the extent to which the allocation to administration, 
which seems o n  the high side, i s  really beyond advisable limits. 

Table 8: Functional Composition of Actual  Expenditure in Percentage of Total, 2003-2004 

Source: LASG Budget documents and Reports o f  the Auditor General o f  Lagos State and Staff estimate 

The functional distribution o f  expenditure for the years under review was not readily available during the 
preparation o f  this report. Consequently, the Review Team computed the distribution in Table 8 by 
grouping MDAs, using the data included in the budget document for 2005, which includes actual 
expenditure for 2004 and 2003. 
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2.30 T o  the extent that L A S G  spending can be classified by economic category, the data show 
a balanced allocation between economic, administrative, and social sector spending. When the 
budget outturns are examined more closely, however, they show a disturbing lack o f  balance 
between current and capital spending. Furthermore, when capital spending across sectors i s  
examined, i t i s  clear that the social sector fares poor ly compared with economic and 
administrative. I t  will be important for the L A S G  to  investigate why this i s  happening, 
particularly since this situation i s  clearly at odds with LASEEDS priorities. 

Performance in Budget Execution: Deviation Analysis 

2.31 Together with the expansion o f  the budget size, the second obvious observation when 
looking at Lagos State budget outturns i s  the important deviation o f  actual expenditure f rom the 
budget approved by the SHoA. Measuring this deviation (through percentage o f  actual spending 
over budget amounts) i s  important in PFM because it reflects the importance attached to  the 
budget as both a planning and a monitoring tool. A l o w  deviation (percentage close to  100) tends 
to  reflect the centrality o f  the budget as a pol icy and management instrument. A high deviation 
(percentage we l l  above or wel l  below 100) raises questions regarding the importance that the 
pol icy makers attach to the budget. 

2.32 The information provided in Table 6 suggests two  opposite practices between the military 
administration (tendency to under-budgeting) and the civ i l ian government (tendency to over- 
budgeting). However, differences in governance systems do not  al low the comparison to  be 
carried further. Consequently, the analysis will focus o n  the 2000-05 period; Table 9 and Chart 
2.5 present the budget execution performance in this period by expenditure categories. 

2.33 Overall, there has not been a significant improvement in terms o f  percentage o f  approved 
budget actually executed over the last six years. On average, total actual expenditures have 
represented about 70% o f  the approved budget. This percentage i s  even lower (63%) when 
considering expenditures without debt charges. Indeed, important initiatives in the domestic 
market and regarding the foreign debt have led  to exceptional debt service payments that may 
affect the analysis (discussed later). The average deviation o f  nearly 15% for personnel i s  
surprising because o f  the predictability o f  personnel costs. Budget execution performance under 
current expenditure seems better than under capital expenditure. Budget irrealism o n  the 
expenditure side i s  partly the result o f  over-optimism in IGR forecasting (ref. para. 2.09) because 
the anticipation o f  higher revenue provides an incentive to plan for larger spending. 

Table 9: Budget Spending Performance, 2000-05 

Source: L A S G  Budget documents and Reports o f  the Auditor General o f  Lagos State and Staff estimates 
*Calculated o n  the basis o f  the absolute values o f  annual deviation percentages 
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Chart 2.5. Actual Expenditure in Percentage of  Approved Budget Allocations, 
2000-05 
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2.34 The l o w  execution performance o f  the capital budget can be explained further by three 
factors. First, i t  reflects the l imi ted absorptive capacity o f  the Lagos State administration. Even 
when resources are available, the abil ity t o  prepare implementation and procurement plans and, 
more generally, to carry out activities required for the timely execution o f  investment operations 
i s  often limited. The second factor i s  the weakness in planning, programming, and budgeting 
process. In Lagos State, as in many other Nigerian states and other developing countries, the 
appropriation bill often i s  more a series o f  project ideas (at such early stages o f  preparation that 
the feasibility o f  their being launched during the concerned budget year i s  very low) than 
feasibility studies that have been technically and economically appraised. Yet, the polit ical 
economy o f  the budget preparation, approval and dissemination makes it di f f icul t  to present a 
budget document which does not include projects that some constituencies may have been 
waiting for quite some time. The recommended shift to  annual budgets prepared within an MTEF 
would help improve budget performance while managing polit ical sensitivity in a more realistic 
t ime horizon. 

2.35 Finally, the deviations at the capital budget level may be amplif ied by the inconsistencies 
in financial information recording between the budget preparation stage and the computation of 
the State accounts at the end o f  the year. For example, the document submitted to the SHoA l i s t s  
among capital expenditures o f  a given ministry financing items such as “Provision for Specific 
Outstanding Debt” that shouId not  appear there. During budget execution, the related payment i s  
rightly computed under “Debt Charges.” This creates an automatic discrepancy with the init ial 
budget document. Consequently, current poor capital budget execution performance appears as 
the combination o f  a mismatch between budget planning and execution and misclassified data. 

2.36 More  important than the exact budget execution percentages i s  the recommendation for 
the L A S G  to have deviation analysis carried out in the major MDAs and sectors in order to 
identify systemic and specific investment project implementation problems. 

26 



C. Fiscal Balance, Risks, and Vulnerability 

Balance before Statutory Allocation 
Debt Charges 

2.37 Budget Balances and DeDendence o n  National Oil Revenues. Since 1998, Lagos State 
accounts have shown a positive balance e~pec ted . ’~  However, the significance of  the stated 
overall budget balance i s  di f f icul t  to assess. The budget surpluses recorded would require 
further analysis by the offices o f  the Accountant General and the Auditor General because 
they suggest cash balances substantially above what Lagos State experienced in recent years. 

1998 1999 2000 2001 2002 2003 2004 2005 
-3.20 2.64 -1.12 -4.29 -3.48 6.31 3.47 6.80 
0.37 0.25 0.29 7.27 2.57 8.81 12.20 14.00 

2.38 Another aspect that can be investigated i s  the degree o f  dependence o f  the State o n  o i l  
revenue f lowing through the Federation Accounts. Lagos State i s  regarded as less dependent on 
transfers f rom the centrally managed accounts o f  the Federation because o f  i ts unique percentage 
of  IGR in total state revenue, which averaged 50% in recent years compared with a range o f  5- 
25% for the other states (derivation excluded). A more effective way of  measuring dependence i s  
to assess the scope o f  the fiscal space that would be available for  Lagos State in the absence of  o i l  
revenues. Could the state meet i ts financing requirements in terms o f  operating costs, investment, 
and debt obligations? One way to analyze this i s  t o  calculate the balance between revenues and 
spending before talung into account debt interest payments (which are a reflection o f  past 
deficits). In oil-revenue-dependent economies, this analysis can b e  taken a stage further by 
analyzing the balance before and after receipt o f  o i l  revenues-hence the calculation o f  a budget 
balances before statutory a l l ~ c a t i o n . ’ ~  Table 10 indicates that the balance before statutory 
allocation was negative during the f i rst  three years o f  c iv i l ian government but since then has been 
positive (2003-05). However, i t should be noted that in the absence o f  statutory allocation, only a 
fraction o f  the debt obligation would have been serviced, and no resources would have been 
available for investment. 

I Coverage o f  Debt Charge (in %) 

Table 10: Lagos State Dependence on Statutory Allocation o f  O i l  Revenues 

I 71.62 I 28.44 I 48.57 I 
Source: Annex 1 

2.39 The conclusion i s  that Lagos State’s fiscal performance remains dependent o n  federation 
accounts transfers which in turn are highly vulnerable to the fluctuation o f  o i l  prices. Hence there 
i s  a need to pay particular attention to  areas where there may be fiscal r isks that the current strong 
revenue flows do not bring to the fore and to ensuring that investments are economically sound 
and wil l  y ie ld benefits t o  al low Lagos State to meet the debt obligations related to those 
investments. 

l4 The 1998 negative balance was the result o f  the collapse o f  the revenue collection system at the time, 
which led to a 4 bi l l ion naira drop in tax revenue (from 9.8 bi l l ion naira in 1997 to 5.9 bi l l ion naira). 
l5 For the purpose o f  this analysis, Statutory Allocation and VAT are treated differently. While the former 
are directly linked to o i l  revenue, this i s  not the case for the latter. The centralization o f  the VAT 
management in Nigerian Federalism i s  a convention that does not change the nature o f  the taxation as a 
sales tax. VAT collection depends on the performance o f  the economy as a whole and not specifically on 
o i l  revenue. 
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2.40 Current Expenditure Risk Areas. The study team recommends that further in-depth 
examination o f  several categories o f  expenditure be conducted. First, the increase in personnel 
cost seems to entail a substantial element o f  r i s k  because i t  i s  the result o f  recruitment more than 
salary increases. Whereas the State Public Service strength in 1999 stood at 44,000 (excluding 
primary school teachers, the staff o f  the State Primary Education Board), the number grew to 
45,700 in 2002 and was estimated at 47,000 at the end o f  2006. 

2.41 With current c i v i l  service salaries widely considered inadequate, the implication o f  the 
continuous and sizeable recruitment over the last years could be severe o n  the budget when a 
general salary increase i s  granted eventually. Another aspect o f  personnel costs that would 
require attention i s  pensions. What would the implications o f  pension reform initiated at the 
Federal level be o n  the states and in L A S  in particular? 

2.42 Other current expenditure areas o f  possible fiscal risks include overhead and subventions. 
A detailed analysis o f  each o f  these cost items over the last years i s  needed to identify the sources 
o f  their increases and, for  the subvention, the reason for decline in some years. The review o f  
subventions wil l also provide pointers for the reform o f  the fifty f ive or so parastatals in Lagos 
State. 

2.43 Fiscal expansion and debt uolicv. The strong increase o f  total budget expenditure in 
recent years has been possible because o f  an even stronger total revenue increase. Yet  Lagos State 
fiscal expansion since 2000 has also created a challenge for the authorities in the area o f  debt 
management. To support the new development objectives, the civil ian administration embarked 
on an audacious borrowing pol icy combining concessional and commercial debt, domestic and 
external, as wel l  as short-term borrowing for investment operations. The negative impact o f  that 
pol icy was anticipated, however, and the L A S G  made the necessary adjustment by: 

0 Consolidating part o f  i t s  domestic debt through the issuance o f  bonds (January 2002- 
principal 15 b i l l ion naira) in the market whose proceeds were used to  repay a number o f  
commercial loans; 
Adopting a sounder borrowing policy requiring that investment operations be financed on 
long-term borrowings, preferably on concessional terms. 

0 

2.44 In spite o f  recent efforts, Lagos State does not  have a full roaster o f  i t s  external and 
domestic liabilities and details o f  debt profile. Also, the Debt Management Off ice o f  the FGN and 
the L A S G  had not completed the reconciliation o f  their respective debt data at the time this study 
was conducted. At the end o f  2005, outstanding debt for  Lagos State totaled 56.8 b i l l ion naira 
(Table ll), representing 71% o f  total state revenue for that year. Actual 2004 and 2005 debt 
service payments totaled 12.2 bi l l ion naira and 14.0 b i l l ion naira-far above the budget 
allocations o f  6.0 b i l l ion and 6.4 billion.16 However, debt service payment o n  the debt outstanding 
at the end o f  2006 i s  expected to decline because Lagos State will benefit f rom the debt reduction 
deal secured by Nigeria in October 2005 with the Paris Club, which will reduce the national debt 
burden on 33% o f  i t s  debt stock.” 

l6 Essentially for  the servicing and consolidation o f  domestic debt contracted at high interest rates. 
” At the t ime o f  this Review, the Debt  Management Off ice o f  Federal Ministry o f  Finance and the states’ 
Ministries o f  Finance were in the process o f  reconcil ing data in order to  estimate the impact o f  the debt 
reduction o n  the debt stock and debt service obligations o f  each specific state. 
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Table 11: Lagos State Public Debt Outstanding, December 31,2005 
(billion naira) 

Multilateral 
Paris Cluh 

Amount Percentage 
16.4 28.9 
18.8 33.1 

Commercial I 21.6 
Total 1 56.8 

Source: Lagos State Ministry o f  Finance 

D. Conclusion 

38.0 
100.0 

2.45 
attention: 

I n  the area of internal revenue mobilization, four institutional and operational issues need 

0 First, the distribution o f  responsibility between the I R S  and consultants will need to  be 
clarified. Revenue administration processes can be grouped into f ive functions: statistical 
data collection and management; assessment process; collection process; accounting, 
reporting, and reconciliation; and strategic and operational monitoring and evaluation. 
Currently, tax consultants contribute to each o f  these functions in various degrees. It wil l 
be necessary to specify what organization will have exclusive or  primary responsibility 
for each o f  these functions. There will also be a need to manage a transition period once 
the new role and responsibilities o f  the various actors have been confirmed. 
Second, the position o f  the Board in the architecture o f  the public sector raises questions. 
Because the BIR reports to the Governor and not the Ministry o f  Finance, the abil ity o f  
the later and i t s  partner the Ministry o f  Economic Planning and Budget (MEPB) to 
exercise effective stewardship over public finance and economic development i s  reduced. 
Third, revenue forecasting should be as accurate as possible, since it serves as the 
principal resource constraint, facilitates the allocation o f  resources across different users 
and sectors, and i s  therefore essential in assessing budget planning and management. 
Fourth, appropriate measures wil l have to be taken to ensure the efficiency o f  revenue 
administration. Experience worldwide shows that there i s  a r isk  o f  overestimating 
efficiency when revenue continues to  increase. The cost o f  government’s revenue 
collection as a percentage o f  total revenue, which i s  already o n  the high side at a 
commission o f  10% paid to the revenue consultants (which does not  includes the cost o f  
running the BIR), could rise i f the costs o f  running the autonomous I R S  are not  kept 
reasonable and accompanied by effective cost savings in the BIR itself. 

2.46 I n  the area ofpublic expenditure, three major issues need the authorities’ attention: 

A major effort will be needed in the compilation, classification, and reporting o f  financial 
data of the public sector in order to provide comprehensive and accurate data for  effective 
day-to-day management o f  the budget. 
It will be necessary to avoid over-programming by including in the capital budget only 
ongoing investments and duly appraised feasibility studies for which financing has been 
secured. 
It will also be important to increase LASG’s absorptive capacity by eliminating the 
existing institutional and operational implementation bottlenecks. 
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2.47 On the issue o f  fiscal sustainability, Lagos State has had strong revenue performance in 
recent years and there i s  a potential for further revenue enhancement in the medium term. This, 
together with the current debt stock, suggests that at current levels o f  spending and with revenue 
continuing to grow (albeit at a slower pace), Lagos State should be able to  meet i ts debt service 
obligations in the medium term. Moreover, there should be n o  reason for the L A S G  to borrow 
other than on concessional terms. Yet the fundamental longer-term fiscal sustainability question 
remains relevant: In the long run, will the State be able to sustain expansionary fiscal policies 
(driven by perceived economic and social needs) while servicing a debt substantially increased? 
The answer will depend o n  the price of  oil, the growth rate o f  public expenditure, and the 
effectiveness and efficiency with which money i s  spent. 
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CHAPTER 3: THE WAY FORWARD 

3.01 The review o f  Lagos State fiscal performance points to three broad sets o f  actions 
necessary for  effective public finance management. First and foremost, a major effort i s  needed to 
consolidate the basics, namely putting PFM on more solid ground in terms o f  regulations and 
information base. This will require updating public financial legislation and regulations and 
taking full advantage o f  the investment made in an advanced computer-based integrated financial 
information system. Failure to  do so would affect pol icy formulation and implementation and 
therefore the results o f  reforms. Second, there i s  a need to  fo l low up o n  the budget reform 
initiated in 2003-05 with the objective o f  reinstating the centrality o f  the budget in economic and 
social development management. This calls for reforms o n  both revenue and expenditures, as 
we l l  as at the budgeting phase and during budget execution. Third, the L A S G  and i t s  partners 
should continue to reduce their knowledge gap and intensify analytical work for  pol icy 
formulation and implementation. T h i s  will require undertaking properly calibrated and focused 
action-oriented studies that should be regarded as an integral part o f  the way forward. 

A. Consolidating the Basics 

Public Financial Legislation and Financial Regulations 

3.02 Public financial legislation and financial regulations in Nigerian States are not up to date, 
resulting in imprecision regarding the applicable rules. L i k e  other states, L A S  continues to refer 
to the Federal Finance (Control and Management) A c t  o f  1958 and the FGN's Financial 
Regulations o f  1976. A new organic public finance l a w  and related financial instructions are 
needed to ensure that public finance reforms are built o n  solid regulatory foundations and to 
provide an opportunity for the L A S  to reexamine the roles and responsibilities o f  both l ine and 
central management agencies, the accountability o f  vote holders, rules o n  debt and the creation o f  
special funds, the treasury functions o f  the Accountant-General, and the overall stewardship 
function o f  the current pair o f  ministr ies responsible for budget and finance. W o r k  has been under 
way in the Federal Government for  several years drafting an amended Federal act, and this should 
guide Lagos State policy makers in the drafting o f  an appropriate state legal framework for public 
financial management. 

Chart of Account, ClassiJications, and Financial Reporting 

3.03 As indicated in the previous chapters, much remains to be done in the area o f  accounting 
and financial reporting. Misclassification o f  spending undermines the integnty o f  the financial 
statements rendered each year by the Accountant-General and misleads pol icy makers. The 
objective for  Lagos State should be to  implant a modem chart o f  account and a financial reporting 
system that meet international standards as provided by the International Public Sector 
Accounting Standards and the International Financial Reporting Standards.' Adopting such a 
standard will also improve the presentation o f  the budget (and State accounts), with a clear 
indication o f  how the deficit, if any, wil l be financed (and has been financed). 

'* Initiatives have been taken in that area in coordination wi th the FGN and other states. The objective i s  to 
ensure consistency and easy use o f  financial information from the state through the adoption o f  a Standard 
Chart o f  Account applicable in Nigeria. 
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Using the Automated Information System Fully 

3.04 Further improvement in accounting and financial reporting in Lagos State can be 
achieved if the state takes full advantage o f  the modern automated information system in place. 
When a c iv i l ian administration took over in 1999, business processes relating to  the performance 
o f  state functions and the delivery o f  public services were essentially based o n  manual systems, 
with l imi ted data generated and poor record management. This affected PFM in particular, 
resulting in a l imited abil ity to monitor and regularly review revenue and expenditure, loose 
control of  the payroll, weak cash management, and inadequate financial reporting, including 
several years’ delay in producing statutory audited state accounts. In 2001, the L A S G  launched an 
ambitious Global Computerization Program (GCP) meant to change the way business i s  
conducted in the public service through the use o f  modem information and communication 
technologies (ICTs). As a result o f  the GCP, Lagos State i s  relatively advanced in terms o f  ICT 
institutional arrangements and infrastructure. Under the stewardship o f  the Governor, an ICT 
project vision, a project organization (Steering Committee, Project team, Sponsors and 
Champions (Functional), and a strategic plan were developed and have been largely implemented. 

3.05 The ICT strategy encompasses the installation o f  a State Government Campus Network, 
capacity building, and implementation o f  various applications based o n  ORACLE products, 
including financials and human resources (HR). As a result o f  the GCP, a complete campus 
network has been installed connecting a l l  33 buildings, a Metropolitan wide area network was 
implanted for 36 tax stations, a Data Centre (including training facilities) has been established, 
and a network o f  resource centersLANs was installed that supports functional managers 
(including finance and budget) with different applications. A strong ICT team has also been 
created to  support application deployment. One important subset o f  the GCP i s  the 
implementation o f  an automated information system for public finance and HR management. 

3.06 Imdementation Status. Specific ORACLE financialsEIR modules either deployed or 
under deployment include: General Ledger, Public Sector Budgeting, Purchase Order, Accounts 
Receivable, Accounts Payable, Cash Management, Financial Reporting, and Human Resources 
and Payroll. In each case, implementation has included a business process review, requirements 
validation, p i lot  testing systems deployment, and acceptance. Training has been undertaken for a 
wide range o f  users at a l l  levels. Specific resource centers have been established for the 
accounting and HR functions to  support implementation o f  the systems. The resource centers 
constitute a pool  o f  expertise, staffed pr imari ly by young graduates who operate and manage the 
system with the users. Over 150 computer-literate graduates have been deployed across 45 
resource centers for a l l  applications. 

3.07 Currently the system i s  largely deployed as a backend processing arrangement, with 
existing manual systems and forms (payment vouchers, pay change requests, and so on) being 
used to capture data in Ministries and Executing Agencies. These are then sent to the central 
agency (the Office o f  the Accountant General o f  the State) for entry into the system. Technically, 
the General Ledger, Public Sector Budgeting, and HRiPayroll modules have been fully deployed 
and related operational manuals have been produced. The Accounts Payable and Cash 
Management modules are currently in the process o f  deployment. 

3.08 Issues and Necessarv Actions. In spite o f  improvements resulting f rom the GCP, senior 
officials in Lagos State recognize that the process has been much slower than originally expected 
and that the state cannot c la im to have an integrated financial management information system 
yet. They point to difficulties associated with workmg in a poor ly motivated, underpaid, and 
fearful c iv i l  service culture. The adverse impact o f  the c i v i l  service environment on a project l ike 
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the development and implementation o f  an automated financial information system cannot be 
overestimated because o f  widespread resistance to change beyond the HR management area. A s  a 
result, concerning public financial management in Lagos State, the introduction of  ORACLE 
modules did not change the system architecture and the practices fundamentally. In most cases, 
the business process review led  to  the partial automation o f  current systems and procedures, not 
t o  their reform. To address these issues and capitalize o n  reform proposals that have been 
developed over the last three years, the L A S G  put in place a new arrangement for  the financial 
information computerization project in April 2006, including a Steering Committee chaired by 
the Accountant General o f  the State. It has also requested support f rom i t s  partners, including the 
Bank.Ig The Committee may wish to initiate or reinforce the actions described here. 

3.09 Strengthen the role o f  the users. The Committee has started to balance an implementation 
process that was clearly information technology led, largely because the computerization o f  
financial information was in i t ia l ly  regarded as a subset o f  the GCP rather than part o f  PFM 
reforms. This resulted in the concentration o f  activities being o n  the supply of  ICT systems 
infrastructure, with less emphasis o n  the demand for functionality. Whi le  this i s  understandable in 
the early stages (while the infrastructure i s  being deployed), it i s  important t o  strengthen the role 
o f  the functional users both in terms o f  their understanding o f  the system potentials and their 
demand for system outputs (functionality and information). 

3.10 Take steps to use the computerized information system at i t s  full potential. Currently, the 
actual functionality o f  the automated system i s  very l imi ted compared with i ts potential, 
particularly in the areas o f  budgeting, control, cash and resource management, and periodic 
financial reporting. The systems already in place have enormous potential for  improving financial 
information, transaction processing efficiency, control, decision malung, and accountability but 
they are not yet fully exploited. Steps should be taken to integrate the data system operated by 
ABC Consultants and the revenue module o f  the ORACLE system. A more aware, active, and 
stronger client demand (economic analysis, budgeting, accounting, and HR management) needs 
to be created to fully exploit the potential. This will involve supporting users to improve their 
work (analytical and directly operational) in the areas o f  budget, financial management, and HR 
as wel l  as training an even larger number o f  persons in the technical and functional capacity to 
use the system. In addition, the system should be decentralized as soon as possible to ministries, 
departments, and agencies in l ine with the Medium Term Expenditure Framework approach 
adopted by the LASG, which calls for more responsibilities being given to spending agencies in 
expenditure planning, budgeting, monitoring, and evaluation. More  generally, the effective 
introduction o f  an MTEF (discussed in the next section) will provide an excellent opportunity to  
revisit selected business processes and step up the full use o f  the computerized information 
system. 

3.1 1 Use the computerized information system to make budget documents more informative. 
Unfortunately, while the ORACLE software has helped with budget preparation, the 
presentational quality o f  the published estimates has actually deteriorated, with fewer summary 
tables compared with a few years earlier, when assembly o f  the budget was manual. T h i s  suggests 
lack o f  familiarity with what-the budget module software can do in terms o f  presenting both 
summary and analytical tables. The most serious omission i s  the lack o f  an aggregate table for  the 
budget as a whole, showing the main sources o f  revenue, recurrent and capital expenditure, the 
deficit, debt repayments, and planned financing, consistent with international standards. As 
presented in the budget speech, the budget for  2006 appears to  be balanced, which it i s  clearly 

l 9  The World Bank support for the consolidation of the integrated financial management information 
system will be provided through the Lagos Metropolitan Development and Governance Project. 
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not, since total revenues amount to only one third o f  planned spending. Furthermore, the 
classification o f  debt payments i s  not  consistent with international standards (Government 
Finance Statistics), which treat debt amortization as “below-the-line” and not as spending. 

3.12 Strengthen the demand side for financial accountabilitv. At the end o f  the day, the extent 
to which the potential o f  the computerized information system i s  exploited depends o n  whether 
MDAs are held accountable for the way they use public monies. Currently financial 
accountability i s  weak. Funds are released by the Accountant General regardless o f  whether 
MDAs have sent their in-year fiscal reports in o n  time or  whether audit queries have been 
addressed. At the moment, the culture o f  financial management in Lagos State i s  one o f  
maximizing revenues and spending, with spending money wisely and we l l  coming in a distant 
second place. T h i s  needs to change, and a new culture needs to be developed in which MDAs 
actively seek up-to-date information on votes, commitments, releases, and payments that the 
computerized information system can readily supply. In turn, this i s  a function o f  the extent to 
which the Ministry o f  Finance and the Ministry o f  Economic Planning and Budget are able to 
play their statutory stewardship role fully. 

3.13 Innovate in order to be able to retain ICT specialists. The resource center staff i s  anxious 
to  achieve higher levels o f  understanding and ski l l  sets for  operation, management, and 
development o f  the system. Further in-depth technical and functional training o f  ICT and resource 
center personnel (HR & financial system staff) i s  required. However, the current c i v i l  service 
rules and salary scale make i t  diff icult to retain performing specialists who have benefited f rom 
advanced training. The success o f  the reforms will largely depend on the abil ity o f  the Steering 
Committee to overcome the obvious misfit between the c i v i l  service rules and practices and the 
realities o f  a labor market in which ICT specialists can find better opportunities in the private 
sector once they have acquired advanced s h l l s  in the public sector. 

3.14 Install additional and strategicallv distributed equipment. The system i s  operating as a 
backend transaction processing system, partly as a consequence o f  the l imi ted workstation access: 
this severely l imi ts i t s  control fimctionality and diminishes the return o n  i ts considerable 
investment cost. Additional workstations and peripherals need to be acquired to facilitate direct 
access to the system at the MDA level. The necessary local area network infrastructure already 
exists. In addition, although a substantive ICT infrastructure has been created, n o  disaster 
recovery arrangements exist and security arrangements need strengthening. Aware of  the critical 
nature o f  these systems, the L A S G  has initiated the process for adequate disaster recovery and 
security arrangements to be put in place. 

3.15 Develop cooperation with others. So far there has been litt le cooperation at the strategic 
or  operational level with other organizations inside or outside Nigeria involved in similar types o f  
implementation. L A S  functional and ICT managers would benefit f rom opportunities to share 
experiences with other s imi lar  personnel (such as in Uganda, Tanzania, and Kenya).  T h e  
L A S G  would also benefit f rom a formal and independent review o f  the implementation so far and 
from getting advice on the outcomes and the way forward. 

B. Implementing the Medium Term Expenditure Framework 

3.16 Lagos State needs a substantive budget reform in order to reinstate the centrality o f  the 
budget as a major economic and social development tool. This needs to  start with an in-depth 
examination o f  budget preparation and budget implementation problems, both in aggregate and 
with regard to  the main spending agencies. I t  i s  clear from the mismatch between the budget as 
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planned and the budget as executed that there are deep-rooted problems in al l  areas, f rom the 
wage bill to overheads, particularly for the capital budget. Moreover, there i s  a need to  enlarge 
the coverage of  the budget, which appears not to encompass the full extent o f  financial operations 
by the State. I t  i s  important to ascertain that there are n o  significant (although not  currently 
accurately determined) resources that pass through the State Government but do  not appear in the 
budget approved by the State House o f  Assembly and thus are not recorded in the State 
Government’s accounts and financial statements. 

3.17 Budgeting and budget execution in Lagos State s t i l l  largely fo l low the traditional model: 
preparation o f  an annual set o f  estimates by Ministries within overall expenditure ceilings 
established by the MEPB, release o f  cash o n  a periodic basis to support budget execution, and 
preparation o f  periodic (annual, mid-year) financial reporting by the Accountant General. 
Together with improved budget classification in l ine with the new Chart of  Accounts, a number 
o f  substantive budget formulation and execution aspects s t i l l  require attention, including: 

0 

0 

0 

0 Cash management 
0 Payroll and commitment lexpendi te control. 

Determining allocations fully in accordance with stated priorities and in a manner 
consistent with overall resource constraints 
Integrating recurrent and investment budgets 
Monitor ing and regularly reviewing revenue and expenditure 

3.18 Aware o f  the systemic aspect o f  the reform needed, in 2004 the L A S G  committed i tsel f  to 
adopt a Med ium Term Expenditure Framework approach to budgeting in order to improve the 
responsiveness o f  the annual budget to government priorities and improve spending performance. 
However, there has not been much progress in developing the MTEF, largely because o f  lack o f  
clarity on the next steps. The L A S G  requested the views o f  the study team o n  the matter. One o f  
the strongest reasons for an MTEF i s  the gap between spending intentions and reality, particularly 
o n  the capital side. Annex 2 discusses the context in which the MTEF could be introduced in L A S  
and how it would affect the existing budget system. I t  also presents three conceptual aspects in 
implementing an MTEF: developing a fiscal strategy encapsulated in a Med ium Term Fiscal 
Framework (MTFF) document; moving f i o m  the MTFF to a full MTEF in an organized manner, 
ensuring that the fiscal strategy i s  reflected in the annual budget process; and improving 
efficiency and effectiveness. 

3.19 The points in the Annex 2 are not repeated in this subsection, which focuses o n  the main 
activities that the L A S G  needs to carry out for  the MTEF. Strengthening State Government 
capacity to make and implement budgets that are fiscally sustainable, that fund priority 
programs adequately, and that eliminate wasteful spending requires the following: 

0 Instituting a multiyear MTEF as the basis for annual budget preparation and execution, 
providing a three-year perspective for  aggregate revenue and expenditure, both recurrent 
and capital. State fiscal objectives could include targets for the current and overall fiscal 
balance, debt-to-revenue ratio and sustainable debt-service-to-revenue ratio, and 
consistency o f  the budget and financial management practices with the requirements o f  
any fiscal responsibility law passed at the national and state levels. The f i rs t  year o f  the 
MTEF will present the elements o f  the annual budget to be adopted by the State House o f  
Assembly, and the MTEF wil l  be published as part o f  each year’s budget documentation. 
I t  wil l provide indicative portfolio ceilings for both the current and the later years to 
facilitate strategic planning in the ministries, aid annual budget preparation, and 
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3.20 

discipline pol icy malung. Efforts must be made to better integrate the preparation o f  the 
two parts o f  the budget, recurrent and capital, and to  improve the capacity o f  M D A s  to 
prepare sound sector strategies and properly appraise development programs and 
projects. 
Requiring selected p i lo t  MDAs to produce medium-term expenditure programs consistent 
with the MTEF envelopes. These would be revised annually, adopted by the State 
Executive Council, and presented to the SHoA. 
Building the necessary capacity for  MTEF by clarifying the roles and responsibilities o f  
the various players. The L A S G  should be prepared if needed to  make adjustment in the 
number and attributions o f  ministries and agencies. In addition, an adequate group o f  
budget and finance staff f rom the central ministries and the l ine M D A s  needs to be 
trained, and the necessary tools and techniques must be obtained to  enable improved 
policies and priorities formulation, fiscal objectives setting, and revenues and costs 
estimates in a medium-term fiscal horizon. 
Developing adequate annual call circulars, which provide annual expenditure ceilings for  
each ministry over the duration of  the MTEF, based o n  the cost o f  implementing existing 
policy. These would encourage a process o f  budget restructuring as between the wage bill 
and non-wage Operation and Maintenance, between current and capital spending, and 
between programs and projects. 
Revising a budget preparation calendar to allow adequate time for consultation o n  budget 
priorities and for preparation and scrutiny o f  spending proposals in the context o f  the 
three-year fiscal pol icy horizon reflected in the MTEF. 
Strengthening processes and staff capacity for the analysis and screening o f  capital 
expenditure proposals. 
Organizing training for central ministries and MDA managers and staff in budget 
preparation and execution as wel l  as a sensitization seminar for members o f  the SHoA. 

To facilitate the effective implementation o f  the MTEF, it i s  the study team’s v iew that 
the L A S G  would benefit f rom the services o f  foreign and/or local consultants who would provide 
the necessary guidance and training to the relevant teams in the central and sector ministries. 
However, several other steps are needed by the L A S G  before putting an MTEF into operation. 
The f irst i s  to extend the coverage o f  the budget to  more fully reflect the operations o f  the State 
Government. This will require reviewing transactions that currently take place outside o f  the 
budget (and have not been surveyed in detail by this study at this point) and then bringing them 
into the ambit o f  the budget. The second i s  correcting the existing misclassification o f  
expenditure, both in the annual budget estimates and in the annual accounts. The third i s  getting 
to grips with over-budgeting and under-spending, particularly for capital projects. This will need 
to  be accompanied by a change in budget culture, without which efforts to develop an MTEF will 
be o f  l imited use. Properly executed, an MTEF could greatly improve budget performance in 
Lagos State. But for this to happen, the way the budget process i s  presently viewed, f rom the top 
downwards, needs to change. 

C. Conclusion and Agenda for Action 

3.21 Lagos State faces major challenges resulting f rom the importance o f  the c i ty o f  Lagos for 
Nigeria and the sub-region. Meet ing these challenges requires substantive pol icy and institutional 
reforms. Today, Lagos State i s  in a very good situation to pursue such reforms. I t s  growing IGR 
and current o i l  prices that allowed higher Transfers f rom the Federation Account than in the late 
1990s should help defray the costs o f  reform. In the areas o f  public finance management, the 
challenge i s  not only one o f  increasing the resources at the government’s disposal to meet the 
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social and physical infrastructure needs o f  the metropolis, but also using those resources 
efficiently and effectively. Various sections o f  this report have pointed to specific aspects in 
which further information and investigation are necessary in order to get a complete picture of  the 
situation and develop policies more effectively. The review has also signaled a number o f  areas 
where action i s  needed that should be included in the L A S G  reform agenda in the short t o  
medium term. In sum, the way forward for Lagos State requires a sustained effort in several areas 
that could be scheduled as follows. 

I n  the short term: 2007-08 

3.22. The objective would be to capitalize o n  ongoing efforts, consolidating the information 
base for  decision making and reinstating the centrality o f  the budget. T h i s  could include: 

Improving Financial Information. A s  underlined throughout the report, this i s  a 
prerequisite. Proper recording and reporting o f  expenditure should be given high priority 
in order to  ensure that pol icy analyses are carried out o n  the basis o f  comprehensive and 
easily understandable data. The new and promising Inter-ministerial Committee on 
Budget Tracking should also put emphasis o n  budget disclosure and ensure that i t s  
reports and analysis are available to the general public in a systematic and timely manner. 
Finally, the offices o f  the Accountant General and the Auditor General may wish to  
undertake additional work to  clarify the nature of  the budget surpluses and their 
consistency with the evolution o f  the state cash balance. 
Analyses of Public Expenditure. Once the reporting and recording o f  expenditures have 
been improved, Lagos State and i t s  partners should carry out a series o f  analyses focusing 
on the efficiency and effectiveness o f  spending. This should cover both the current and 
the capital expenditure sides, at the aggregate and sector levels, and with an in-depth 
examination o f  outturns and incidence in selected programs and projects (the analysis o f  
expenditure per capita at the aggregate level or in selected sectors will be most useful for 
pol icy formulation, especially when the results o f  the 2006 population census are 
available). Current high deviations between budget and actual expenditure may result 
f rom different factors but should not be allowed to  continue. Also, an in-depth review o f  
the fiscal links between the state budget and state-owned enterprises and autonomous 
agencies would deem necessary. The effort to mobil ize additional revenue (IGR and 
Transfers) has to be matched with increased capacity in planning and implementing 
projects and programs. For  this to happen, there i s  a need to  analyze h o w  money i s  being 
spent at the MDA level and what steps are being taken towards enhanced absorptive 
capacity. 
Continuous Improvement of the Revenue Administration Arrangements. Given the very 
l o w  starting level o f  IGR in 1999, the continuous improvement in revenue collection 
since the return to democratic governance i s  not  a sufficient proof  o f  the efficiency o f  the 
revenue administration arrangements recently put in place. An effort should be made to 
better define the roles o f  the different players within the LASG, in the LGAs, and at the 
tax consultant level. There i s  also a revenue administration cost issue that needs attention 
to ensure that the burden o f  revenue administration o n  the State remains reasonable. 
Finally, the work on revenue should include an analysis o f  revenue composition and their 
efficiency. 
Implementation of the MTEF. The implementation o f  the MTEF should be considered 
together with the analyses o f  spending and the improvements in revenue collection 
indicated. The MTEF will be the appropriate instrument to  ensure proper budget 
coverage, formalize pol icy choices and priorities, and facilitate monitoring o f  
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performance. Furthermore, such a budget reform wil l support (and be supported by) 
public service reform, given that a major part o f  spending i s  the wage bill and that 
redeploying resources between departments means staffing as well. 

I n  the medium term: 2009-10 

3.23. Before the end o f  the current decade, it would seem advisable for the L A S G  to  undertake 
two additional important analytical works in the appropriate participatory manner: 

Institutional Review of State Agencies and Analysis of Lagos Metropolitan Management. 
An institutional review o f  the architecture o f  the public sector and selected MDAs seems 
also most necessary in order to better understand the dynamics o f  public finance 
management and service delivery in Lagos State and prepare necessary adjustments. The 
Lagos State budget i s  distributed among some 80 coded administrative units, including 
20 ministries. L i ke  in other Nigerian states and other countries, agencies have been 
created over the years. I t  i s  t ime for the L A S G  to take stock of  the situation, identify 
agencies that may have lost their relevance in the new governance environment, and 
clarify agencies roles and functions when there i s  overlapping o f  responsibilities. 
Revisiting the architecture o f  the public sector and the organization and functioning o f  
the c iv i l  service should not be delayed too much. The institutional review effort will have 
to  be carried out in coordination with the LGA administrations and take into account the 
specific requirement for  effective service delivery in a megacity. 
Fiscal Sustainability Analysis. Finally, a full-fledged fiscal sustainability analysis for  the 
consolidated government sector, including the State Government, the LGAs, and the 
State parastatals, would be warranted in the years to come. The formulation o f  poverty 
reduction policies and the design o f  public service delivery arrangements will greatly 
benefit f rom insights provided by the analysis o f  the fiscal space available for  investment 
in the medium to long term. T o  that end, i t will be crucial to identify the combinations o f  
o i l  price level and volume o f  spending under which Lagos State would continue to 
service i t s  debt. More  generally, through the assessment o f  various growth scenarios, the 
fiscal sustainability work  wil l indicate h o w  potential reforms can change the development 
path in the state. However, a prerequisite for a fiscal sustainability analysis i s  a solid 
database. 
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ANNEX 2: Implementing the Medium Term Expenditure Framework 

1. In the 2005 Budget Speech and again in i t s  State Economic Empowerment and 
Development Strategy (SEEDS) (see B o x  l), the Lagos State Government (LASG) commits itself 
to adopt a Med ium Term Expenditure Framework (MTEF) approach to  budgeting, to improve the 
responsiveness o f  the annual budget to  government priorities, and to raise spending performance. 
The L A S G  has yet to make much progress in developing an MTEF, however, partly because o f  
lack o f  clarity o n  the next steps. One purpose o f  this Annex i s  therefore to provide the 
government with a road map. 

2. There already exists extensive general guidance o n  developing an MTEF in Nigeria. This 
can be found in the SEEDS Handbook that was f i rs t  circulated by the National Planning 
Commission in 2003 and was recently updated with additional information o n  how to implement 
an MTEF. Specifically, the SEEDS Handbook Appendix 9 contains a very clear and detailed 
explanation o f  h o w  MTEF-based budgeting differs f rom traditional l ine i tem dual budgeting, as 
practiced throughout Nigeria. The handbook also explains what can be done to improve budget 
performance, defined in terms o f  setting and meeting aggregate fiscal targets, allocating resources 
according to government priorities, and using resources efficiently and effectively. 

3. This Annex assumes that the reader has read the SEEDS Handbook, particularly 
Appendix 9, and thus i s  familiar with the broad principles o f  a MTEF. It attempts to relate the 
Handbook to the Lagos context and suggest how the process might be started, what the 
subsequent steps are, and how they should be sequenced. A tenet o f  what follows i s  that budget 
systems cannot be developed in isolation o f  the broader governance context, both in terms o f  how 
the leadership sees budgets and in the capacity o f  manager and staff to comprehend and operate a 
new system. In this respect, whi le the Handbook has been written for a l l  states in Nigeria seeking 
to  develop a SEEDS, Lagos State i s  quite distinctive. I t  differs in terms o f  i t s  population, revenue 
structure, spending needs, and the capacity o f  staff. At the polit ical level, there i s  a stronger drive 
for modernization in Lagos than in most other states. Lagos State i s  thus a good candidate for 
developing MTEF-based budgeting, but this can happen only when there i s  a broader 
understanding of  what the concept means and how it differs f rom the traditional approach, as wel l  
as the steps that must be taken to implement it. In addition, before the L A S G  can hope to develop 
an MTEF approach to annual budgeting, i t needs to  address the issues o f  expenditure 
classification, recording, programming, and budget coverage discussed in the main body o f  this 
report. 
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Box 1: LASEEDS 

LASEEDS i s  the Lagos State Economic Empowerment and Development Strategy, covering the period 
2005-07. I t  follows the SEEDS Handbook in format and takes as i ts  point o f  departure the State’s Ten 
Point Agenda (TPA), a participatory exercise undertaken soon after the return to democracy to spell out 
the development policies o f  the state, aimed at improving social services and infrastructure, stimulating 
gainful employment, and rebuilding Lagos as a model city state. 

LASEEDS, which was approved by the State ExCo late in 2005, begins by laying out the government’s 
vision, mission, and values, followed by the rationale for LASEEDS and the means by w h c h  it was 
developed and w i l l  be implemented. I t  then goes on  to describe the government’s goals and strategies 
for each sector under the headings o f  empowering the people, growing the public sector, and 
introducing public service reforms. 

In the context o f  public service reforms, it commits the Lagos State Government to introducing an 
MTEF-based budget system and places activity-based budgeting (ABB) at the heart o f  the new process 
o f  public expenditure management. I t  also commits the government to starting the budget preparation 
cycle earlier so that the budget can be approved by November, to procurement reforms through the 
creation o f  a state Budget Monitoring and Price Intelligence Unit, to greater transparency, and to a more 
participatory budget process. 

Each o f  the sector chapters gives goals, targets, and strategies, including priority programs, which are 
costed in a preliminary way in a companion volume. Chapter 10 o f  the main volume addresses 
financing and provides a rudimentary three-year aggregate financing plan, with projections o f  
Federation account transfers, internally generated revenue (IGR), and grants and loans. 

The strength o f  LASEEDS i s  the clear articulation o f  the government’s priorities in terms o f  goals, 
targets, and strategies. Less well  developed are the costs o f  priority programs and how LASEEDS 
priorities fit wi th existing spending patterns and how much they wil l cost. As an initial effort, 
LASEEDS i s  commendable, but the hard work o f  getting from the budget reality o f  the present to how 
resources should be allocated in the future clearly l ies  ahead. 

. . . . . . . . . . . . . . . . . , . . . . . . . . . . . , . . . . . . . . . , . . . . . . . . .. . . . . . . . . . . . . . . . . . . .. . . . . . . . . . . . . . . .. . . . . . . . . . . . . . . . . .. . . . . . . . . . . . . . . . . .. . . . . . . . . . . . . . . . .. . . . . . . . . . . . . . . . . .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. . . . . . . . . . . .. . . . . . . . . . . . . . . . .. . . . . . . . . . . . .. . . . . . . . . . . . . . . , , . . . . . . . . .. . . . . . . . . . . . . . . . . . . . . . 

The Context for Budget Reform in Lagos State 

4. The most striking feature o f  recent budgets in Lagos State has been their rapid growth. 
Whereas the f i rst  budget under democracy, in 1999, aimed to spend 18 b i l l ion naira, the amount 
had risen to  63 b i l l ion naira by 2003, and the Budget Speech o f  2006 announced spending o f  171 
b i l l ion naira (subsequently raised to 178 b i l l ion naira in the Appropriation Bill passed by the State 
House o f  Assembly). Although actual spending has in most years fallen we l l  short o f  intentions, 
whether viewed ex ante or ex post, budgets have grown rapidly in Lagos since the return to 
democracy. 

5. Part o f  this growth in budgets has been fueled by rising o i l  prices, but unlike other states, 
Lagos has significant revenues o f  i t s  own, and these have also r isen dramatically, the fruit o f  a 
successful and continuing effort to modernize income tax collection and harness Lagos’ large tax 
base. At the same time, revenues have been diff icult to predict. In the first place, statutory 
allocations have been affected by fluctuations in both international o i l  prices and in crude o i l  
liftings. This has caused the political leadership in Lagos to redouble i ts efforts to increase 
internally generated revenues, chiefly f rom income tax. Whi le  these efforts have met with strikmg 
results, it has been diff icult t o  project collections accurately f rom one year to the next, chiefly 
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because the Board o f  Internal Revenue, deploying modem collection systems, i s  s t i l l  catching up 
with its tax base. 

6. By mutual agreement between the governors and the Federal Minister o f  Finance, 
budgets should be planned o n  the basis o f  the assumed long-run price o f  oil, presently set at $35 a 
barrel, with the “excess” set aside in a special account in the central bank. Wh i le  the L A S G  has 
consented to  these arrangements, there i s  an undercurrent o f  feeling that Lagos i s  not  getting i t s  
fair share o f  Federation Account Transfers and that the allocation to Lagos State does not match 
the revenue raised in it by the Federal Government (such as value added tax and corporate income 
tax). 

7. On the spending side, budget allocations have been shaped by the huge backlog of  social 
and physical infrastructure rehabilitation demands. These are largely the consequence o f  neglect 
and misrule under the military but also due to the pressure placed o n  services by Lagos’ large and 
ever expanding population, augmented by people’s expectations fo l lowing the return to 
democratic governance. Although the traditional instrument o f  public investment programming, 
the Rol l ing Plan, has long since been discarded in Lagos State, the government does have a clear 
l is t  o f  priorities, expressed first in the Ten Point Agenda and more recently in the LASEEDS. 
Although not fully costed, the latter recognizes that effective spending i s  a combination o f  both 
capital and recurrent spending, and so it seeks to influence the composition o f  both budgets. In 
addition, Lagos State subscribes to the Mi l lennium Development Goals (MDGs) that are national 
policy: B o t h  the TPA and LASEEDS are the product o f  participatory pr ior i ty setting processes 
and in this way Lagos has we l l  articulated spending goals and objectives. 

8. In addition to having to contend with large-scale social and physical infrastructure 
spending (some o f  i t  through innovative public/private partnerships), L A S G  has to make room in 
i t s  spending plans for lumpy expenditures such as the costs associated with moving f rom a pay- 
as-you-go public employees pension scheme to a funded one and the need to  set aside money for 
c i v i l  service pay increases, consequent upon any Federal government-initiated adjustment in pay 
scales. 

9. There i s  also the imminent possibility that budgeting at the state level will change i f the 
Fiscal Responsibility Bill i s  passed by the National Assembly. This will have important 
repercussions for states, which will have to make their budgets in future consistent with an 
aggregate fiscal framework determined by the Federal Ministry o f  Finance (FMoF). Quite how 
this would work in practice has yet to be determined. 

Existing Budget System 

10. The existing budget system in Lagos i s  a dual one, with separate recurrent and capital 
estimates (though they are bound together in a single volume). Consistent with this, there are 
separate schedules for recurrent and capital spending in the Appropriations I t  i s  a system 

Dua l  budgets show recurrent and capital spending in separate parts o f  the estimates, often with different 
rules governing h o w  the money should b e  spent. An integrated budget shows recurrent and capital spending 
under a single head and subheads. The culture o f  dual budgeting i s  one dominated by projects. The a i m  is 
to  constrain recurrent spending so as to  maximize capital spending, seen as inherently more developmental, 
since it adds to  publ ic assets. Pol i t ical ly it is attractive, since public attention can b e  focused on new 
projects rather than the less glamorous work o f  improv ing existing services’ qual i ty and coverage. 
Integrated budgeting aims to  improve service delivery, which requires a balance o f  recurrent and capital 
inputs determined together. 
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stakeholders are very familiar with, having been in existence since at least Independence. (See 
B o x  2.) 

Box 2: Pros and Cons of Dual Budgets 

Lagos State, in common with a l l  other states and the federal Government, has operated a l ine i t em dual 
budget system for several decades. This system, w e l l  k n o w n  to the c i v i l  servants operating it, has bo th  
strengths and weaknesses. Originally, dual budgets-separate current and capital budgets-fulfilled a 
useful purpose, responding to  the perceived need to allocate the maximum amount o f  resources to  
publ ic capital formation. Typically, dual budgets operated alongside national development plans, wh ich  
contained a five-year macroeconomic and fiscal ffamework, clear sector strategies and policies, and a 
publ ic investment program (PIP) with discrete projects forming a pipeline that could b e  drawn f r o m  in 
the annual budget-makmg process. Accompanying the PIP was an  orderly discipline o f  project 
preparation and scrutiny, presided over by the planning ministry. Part o f  project preparation was to  
identi fy the incremental running costs o f  a capital project (such as running schools, maintaining roads, 
and so on built in the capital program) and to  feed these in to the aggregate fiscal projections in order to  
ensure budget sustainability. 

National plans and dual budgets worked quite we l l  in the early days after independence, when there was 
a pressing need for public investment. But then the weaknesses inherent in the system began to  show. 
The macroeconomic projections, and thus the plan’s fiscal strategy, usually proved overambitious, 
leaving government with uncompleted projects. The discipline o f  scrutinizing recurrent costs broke 
down, in part due to the fact that the current and capital parts o f  the budget were supervised by different 
agencies (finance and personnel handled the current budget, and planning covered the capital budget). 
And aid f lows channeled outside the budget undermined the system. Inward-looking economic policies 
curbed private sector development, and countries across the continent began a downward spiral into 
publ ic sector dysfunction and corruption. 

The strategic guidance once provided by national plans evaporated when planning was abandoned, 
project cycle routines decayed, unaffordable wage b i l ls  crowded out  non-wage running costs, and real 
pay fell, causing loss o f  capacity and increased informali ty within the public sector. Without the 
monitoring discipline o f  plans, there was l i t t le effort to track whether inputs produced outputs. The 
capital budget built up a backlog o f  uncompleted projects, often with l i t t le developmental value, and the 
recurrent budget became increasingly incremental, with stakeholders focusing not  o n  h o w  scarce 
resources could b e  used more effectively but o n  h o w  much  more could b e  negotiated f rom the finance 
ministry compared with last year’s budget. Thus the development impact o f  public spending 
plummeted. 

Countries faced with poorly performing dual budget systems thus face the choice o f  reinstating the 
familiar model and making i t  work better o r  mov ing  to a different budget model. 

. . . . . . . . . . . . . . . . . . . . . . . . .. . . . . . , . . , . . . . , . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . , , , . , , , , , , ,. .. , , , .. . . . . , . . . . . , . . .. . . . , . . . . . , , . . . . . . . . . . . . . . . . . . . . . . , , , , , , , , , , , , , . , , , , , , .. , , , , , . , , , , . , , , , , , , , .. . , , . , . . . . . . . . . . . . . . . .. , , , , , . ., . , . . . . . . . . . . . , . . . . . . . . . . . . . . . . . . . .. . 

11. Usually the budget preparation cycle starts in August, with the issue o f  the call circular, 
which may contain aggregate spending ceilings. But often the cycle slips, markedly so in 2006, 
when the call circular was sent out on October 10th. Af ter a period for ministries, departments, 
and agencies (MDAs) to prepare and submit their budget proposals, one-on-one meetings 
between the Ministry o f  Economic Planning and Budget (MEPB) and the l ine ministry are held to 
review the submissions. Whi le the MEPB is  responsible for  determining both the recurrent and 
capital budgets, staffing levels and personal emoluments are set in a separate process by the 
Ministry o f  Establishments. Af ter bilateral discussions have been held, the completed budget i s  
submitted to the Governor for approval, pr ior  to presentation to  the State House o f  Assembly. 
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12. The State House o f  Assembly generally passes the budget with few changes. The 2006 
budget, however, was criticized for i t s  conservative spending estimates, and the budget 
appropriation was increased, matched by an arbitrary 10 b i l l i on  naira increase in revenues. 
Supplementary estimates are periodically submitted to the State House, the last one being in 
2005. In the past, ceilings seemed to  have been issued o n  a sporadic basis. Fo r  2005, however, the 
MEPB issued a circular with a single figure combining both current and capital spending. This 
had mixed results, and the practice seems to have been dropped in the 2006 cycle. 

13. The legal framework for  budgeting in Lagos State is, in the first instance, the 
constitution, which delineates state responsibilities and mandates a state-consolidated revenue 
fund (under w h c h  monies can be issued) as we l l  as a time limit for the submission o f  audited 
accounts. There i s  n o  state finance law, but the Federal Government’s Finance (Control and 
Management) A c t  o f  1958 i s  deemed to apply, and financial regulations derived f rom this l a w  
provide the detailed framework for  financial control. 

14. As budget outturns each year show, budget execution i s  often disappointing, resulting in 
unpredictable releases, inefficient spending, uncompleted projects, and failure to mobil ize 
external grants and loans. At the aggregate level, in recent years only 72% o f  the budget has been 
implemented, although the figure falls below 50% if the capital budget alone i s  analyzed.2’ Whi le  
much has been done to  raise spending, the budget process has struggled to be relevant. 

Developing a Fiscal Strategy (Level 1)” 

15. Reasons the Present Approach to Budget Strategy Must Change. The f i rst  step in 
implementing an MTEF approach to budgeting i s  developing a fiscal strategy. Although i t  does 
not  formally publish one, Lagos could be said to have a fiscal strategy o f  a sort, as revealed by i t s  
budgets. This i s  to discount Federation Account Transfers, maximize IGR and borrowing, and, on 
the basis o f  this, spend as much as possible on programs l inked to the TPA and other 
requirements. This has worked in a period o f  buoyant revenues, but it i s  not  a sustainable strategy 
for several reasons: 

Even though statutory Transfers are a less dominant share o f  budget funding compared 
with other states, budget dependence o n  o i l  revenues i s  s t i l l  high, subject to variations in 
o i l  prices and o i l  production, both o f  which are beyond the control o f  LASG.  
Non-oi l  revenues are indirectly related to the o i l  sector, in that LASG’s tax base for IGR 
i s  the commercial hub o f  Nigeria, which in turn i s  affected by swings in o i l  revenues. 
If the Fiscal Responsibility Bill i s  passed, state governments l ike Lagos wil l have to 
coordinate their budgets with the Med ium Term Fiscal Framework (MTFF) developed 
for the Fiscal Responsibility Council by the FMoF. 

0 

2 ’  The budget deviation index measures the extent t o  wh ich  the budget as passed i s  actually executed. This 
analysis can b e  done for the budget as a whole, for  major categories o f  the budget (such as capital 
spending), and for individual ministries. LASG’s budget deviation index scores suggest a combination o f  
unrealistic budgeting and absorptive capacity problems. 

well-functioning budget system. Leve l  1 is about whether the budget supports the government’s aggregate 
fiscal policy, as regards total revenues, spending, and the deficit. Leve l  2 i s  the abi l i ty o f  a budget to  
allocate scarce resources in a way that responds to the government’s po l i cy  priorities-its allocative 
efficiency. Level  3 is whether the budget supports efficient and effective budget execution. Some analysts 
add a fourth level-that o f  budget transparency. 

The three levels used in this section are a commonly used method o f  portraying the attributes desired in a 22 

44 



Regardless o f  these factors, budgeting in Lagos needs to be made more predictable, f rom 
the perspective o f  efficient spending. A telltale o f  lack o f  predictability i s  the high 
deviation index values for  the budget as spent, described elsewhere in this report. 

16. In the past, both states and the Federal Government ratcheted up spending in periods 
when o i l  prices were high and then borrowed to the limits o f  creditworthiness when prices eased, 
only to  see the cost o f  debt servicing crowd out spending in areas l ike maintenance. In the near 
term, o i l  prices appear set to remain at historic highs, but if the past i s  a guide, prices wil l soften, 
and this will feed through to the Federal allocation. A mechanism i s  necessary to smooth the 
variability o f  revenues over the medium term. 

17. It i s  important to note that smoothing revenues i s  different from saving them in a futures 
fund, as some r i ch  oil-producing countries do in anticipation o f  the day when the o i l  runs out. An 
MTEF does not propose the latter; rather, it i s  about setting spending o n  a growth path that, over 
the o i l  price cycle, i s  l ikely to  be sustained without either a costly rush to  borrowing or damaging 
cutbacks in programs. A futures fund would entail saving excess revenues and investing them in 
overseas assets rather than in Lagos’s social and physical infrastructure needs. This i s  not  what a 
MTEF would do in Lagos State. Rather, it would aim at more predictable budgeting-the f i rst  
step in improving the effectiveness o f  public spending. 

18. IGRs differ f rom statutory allocations and less liable to fluctuations. Currently, IGRs are 
rising rapidly as the Board o f  Internal Revenue taps the existing tax base more efficiently. At 
some point, maybe in the next two to three years, the growth curve’s gradient wil l flatten and 
increase at a more moderate pace, in line with expansion o f  the tax base. Nonetheless, a softening 
o f  o i l  prices could feed through to income tax yields in Lagos. 

19. The L A S G  has serious reservations about “excess revenues,” arguing (in the 2006 Budget 
Speech) that what might be excess revenue to some states i s  certainly not  in the case o f  Lagos, 
which has a huge overhang in social and physical infrastructure rehabilitation. Nonetheless, if the 
Fiscal Responsibility Bill i s  passed in i t s  current form (which this report supports), the FMoF will 
be required to produce an annual MTFF for al l  tiers o f  government, which states will be obliged 
to take into account when framing their own budgets. 

20. But the strongest reason for an MTEF i s  the gap between spending intentions and reality, 
particularly on the capital side. (See B o x  3). L A S G  appears to have a serious problem o f  
absorptive capacity, particularly with regard to the capital budget. Although budgets have 
expanded vigorously each year, implementation has lagged behind. Budget deviation analysis 
shows that the average total budget implementation rate for  1999-2005 was only 72%, with 
execution o f  the capital budget n o  more than 50%. This brings into question the wisdom o f  
continually expanding budgets. 

2 1. Defining a Fiscal Strategy for the State. Policy needs to be developed o n  the aggregate 
size o f  the budget over the next three to five years. The SEEDS Handbook talks about the goal o f  
a fully funded budget that i s  enforced to ensure that n o  heads overrun and that budgets are 
balanced. This requires: 

0 

0 Realistic estimates o f  IGR 
0 Projections o f  debt servicing 

Reliable forecasts o f  Federation Account receipts 
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0 

0 

A borrowing strategy that i s  sustainable, affordable, and l imi ts the use o f  debt t o  high- 
return investment projects while avoiding new loans o n  non-concessional terms 
Acceptance by the government that budgets must be kept within the funds that are 
guaranteed to be available. 

It may also b e  added that o n  the expenditure side, the amounts projected should be consistent 
with what can be effectively spent-that is, absorbed usefully. 

22. The best way to articulate this i s  to develop a Med ium Term Financial Framework. This 
i s  the f irst step in developing a full MTEF, and it sets the overall parameters for  the budget over 
the next three to f ive years. In i t s  simplest form, an MTFF is  a projection o f  aggregate revenues 
and spending, o f  the fiscal balance, and o f  h o w  any surplus will be saved or deficit financed; i t  i s  
accepted by pol icy makers as the overall envelope for annual budgeting over the next three years. 
The MTFF is  not frozen for the entire three years of  i t s  duration but i s  updated regularly, rolling it 
forward as circumstances (such as inflation) change. Typically i t i s  calculated using base year 
prices (so that a naira in year 3 o f  the MTFF has the same value as a naira in year 1). It i s  the 
aggregate p lan for  public finances for the Lagos State Government and determines the size o f  the 
annual budget. Mos t  important, it reflects not just  the fiscal strategy o f  the government but also 
forms the top-down aggregate resources envelope needed to discipline decision making at the 
sector level, both between sectors (or portfolios) and within them. 

Box 3: Implementing the Capital Budget 

........................................................................................................................................................................... ............................................ 

I t  i s  inherent in the dual budget system that capital budgets underspend. This arises fundamentally 
because o f  the “one-off’ nature o f  spending. Projects are events that have a beginning, middle, and end, 
unl ike current budget spending, which by i t s  nature is a continuous process. Several budgeting 
incentives combine to  result in budgets that disburse at a slower rate than envisaged. The first i s  the 
rush to  get projects into the capital budget before the start o f  the financial year, for fear o f  having to 
wait another year for the chance. This results in projects being placed in the budget that have no t  been 
fully prepared and are not  ready to  commence the moment the n e w  financial year begins. The second is 
the reality that while some parts o f  a project may face longer than expected delays, it i s  impossible to 
tel l  which ones this will affect, and budgeting convention i s  that a l l  parts o f  the project must b e  fully 
funded in order for implementation to  be initiated. A third problem i s  that if the project is donor- 
financed, the inevitable fr ict ion between government and donor requirements wil l slow the project 
down. 

Under the dual budget system, some project implementation slippage occurs, but no t  o f  the magnitude 
experienced by LASG.  This points toward deepening the budget deviation analysis, ascertaining where 
implementation problems are the greatest, and solving the problems encountered. I t  also indicates the 
need to  address weaknesses in the project preparation process, n o t  least ensuring that during budget 
preparation, spending o n  individual projects i s  realistically programmed. And it may  make sense to  
include the total cost o f  a project in the estimates and to  use this as the control mechanism for spending. 

In the longer term, L A S G  wil l want to  move beyond the dual budget system t o  a more integrated 
approach, in which the budget consists o f  programs (blends of current and capital spending) rather than 
traditional investment projects. Budgets that are program-based and built up f r o m  sound analysis o f  
costs are less l i ke l y  to show such large deviations between ex ante and expost spending. 

..................................................................... ...................................................................................................................................... 

, 

23. I t  i s  vital that the fiscal strategy and the MTFF are fully understood and accepted by the 
polit ical leadership. This wil l require communication o f  the concept and sensitization o f  the 
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polit ical leadership, and i s  critical to the successful development o f  the full MTEF. I f  there i s  n o  
buy-in of the fiscal strategy, and if the L A S G  at the highest level wants to continue maximizing 
the size o f  the budget estimates, moving further to  develop a full MTEF will b e  a waste o f  effort. 

Moving from MTFF to MTEF (Level 2) 

24. Once the fiscal strategy and i ts associated MTFF are understood and accepted, the next 
stage i s  to develop the MTEF and begin applying this in the annual budget process. The a i m  i s  t o  
provide M D A s  with resource envelopes, stretching over a three-year period, within which to plan 
their spending in the knowledge that the resources within the envelope will be provided through 
the budget but that anything beyond that generally will be denied. This requires getting two things 
right: setting realistic resource envelopes and making them stick. 

25. In the long run (and what i s  found in the MTEFs o f  more developed countries), the 
MTEF envelope should reflect exactly the cost o f  implementing existing policy- fully funding 
what has been agreed i s  government pol icy as expressed in policies and programs. Or, t o  put it 
another way, the budget i s  internally in balance, meaning that departments have sufficient 
resources through the budget to provide the services they are supposed to, no more and no less. If 
the economy i s  growing and the tax base i s  broadening, i t should be possible each year to identify 
a revenue dividend from growth that can be allocated, in a polit ical process, to new policies and 
programs, according to their deemed priority. Or i t  can be used to reduce the tax burden, pay back 
debt, or saved, depending on the government’s fiscal strategy. 

26. In the short run, setting MTEF allocation envelopes will inevitably b e  an approximate 
process, especially in Lagos, where there i s  n o  guarantee that existing pol icy  and programs are 
adequately funded and the data needed to  accurately determine what delivering a particular 
service should cost on a unit basis are absent. In practice, this usually means taking the existing 
share o f  the budget that the sector ministry currently receives and projecting it forward, perhaps 
with some favoring o f  priority areas (such as those responsible for delivering MDGs) in the later 
years. In this respect, the process i s  not  unlike the type o f  budget planning performed under 
national planning.23 Unl ike former national p lan fiscal frameworks, an MTEF i s  constantly 
updated and rol led forward every year. 

27. In the early years o f  developing a MTEF, getting the sector and ministry envelopes 
broadly right i s  both diff icult to do and crit ical for  success. If the MTEF envelopes and the call 
circular ceilings based on them are not credible, they will be challenged on al l  sides and the 
process will break down. In this regard, init iating an MTEF in a developing country in Afr ica i s  
both more diff icult than it would have been three decades ago (because existing budgets more 
closely reflected the costs o f  departmental mandates) and more diff icult n o w  than in a more 
advanced country (where budgets have never become dysfunctional). This i s  because in most 

Countries that practiced national development planning would normally have had a fiscal framework 
chapter in the plan, showing the evolution o f  the government budget over the five-year p lan  period, broken 
down by current and capital spending and by sector o r  major m i n i s t r y .  This wou ld  b e  arrived at by a top- 
down  process that projected aggregate revenue, spending, and financing and that broke spending d o w n  in to 
ministry shares in a way that took into account the capital projects they were expected to implement and 
the incremental recurrent costs that would arise. I t  was a sort o f  proto-MTEF. But the process was never 
precise. Revenue growth was invariably overoptimistic, projects usually took longer than expected to  
implement, and ministries swallowed their recurrent envelopes regardless. And governments were in a . 
relentlessly expansory mood, unwilling to  let a budget framework discipline pol icy  making. Aid donors in 
those days, fiuthermore, were less willing to  commit  themselves to  predictable external f lows. 

23 
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poor countries there has arisen a disconnect between the true cost o f  po l icy  and the amount o f  
resources currently allocated to  it-the consequence o f  years of  overexpansion of  the c i v i l  service 
and erosion o f  pay and o f  incremental budgeting. 

28. Here governments starting down the MTEF road have different routes to take. One option 
i s  to start the process in a few ministries only and to develop so called sector MTEFs. This i s  a 
popular tactic but l ikely to fail, since without a top-down framework imposed through the budget 
process o n  a l l  ministries, sector MTEFs  will l ike ly  end up as unaffordable sector spending plans. 
Lacking an aggregate fiscal framework, the hard choices between spending alternatives will not  
be faced. 

29. Another, more radical, method i s  t o  take a root and branch approach to existing sector 
programs and go back, as it were, t o  f i rs t  principles. This requires putting a l l  existing spending on 
the table and to reorganize it around sector goals and objectives. It means no t  just redeploying 
financial resources within the MDA spending envelope but also reexamining organizational 
structures and staffing, discarding some programs altogether, and, perhaps, contracting out others 
to private sector delivery agents. 

30. In many ways, this i s  the approach at the heart o f  the SEEDS Handbook, which 
recommends that government f i rs t  set targets that are S M A R T  (specific, measurable, achievable, 
realistic, and time-bound), then formulate strategies to achieve these targets, and thereafter 
allocate resources in accordance with these strategies. Properly applied, this can lead to major 
changes in organizational structures and staffing, the means by which services are delivered, and 
even the policies themselves. The ultimate a im i s  to bring about “a fundamental change in the 
way government works.” In effect, this means al l  existing ways o f  delivering services and their 
associated costs are thrown into the crucible and either verified, changed, or discarded. 

3 1. Taking this approach requires high-level polit ical understanding and commitment and a 
MDA leadership willing to  embrace the challenges entailed. If this i s  absent, the MTEF will falter 
and either die or become a partial process only, such as a special set o f  budget procedures that 
apply to the programming and implementation o f  a l imi ted range o f  services. If i t  succeeds, the 
reward wil l  be a new and more efficient and focused way o f  running government. 

32. For most countries (and probably for  Lagos State), the best option might be to  start with a 
top-down framework and then to progressively refine it, acknowledging that the MTEF in the 
early years will be an imprecise instrument and that resources will continue to  be allocated in a 
sub-optimal way. In subsequent years, effort would be invested in refining the MTEF envelopes. 
There are several ways o f  doing this. One option (mentioned in the Handbook) i s  to conduct 
current budget and capital budget reviews, aimed at identifying unproductive spending, 
eliminating it, and redistributing the savings to better-performing parts o f  the budget. The 
Handbook talks about discovering “budget slack‘-resources that are used for purposes that have 
litt le or nothing to do with service delivery and can be discarded. Undoubtedly, there i s  a l o t  o f  
“budget slack” in LASG, but it i s  also diff icult to remove, since one person’s idea o f  budget slack 
may be another’s source o f  per diems and other allowances that augment a deficient salary. 

33. Another technique i s  strategic planning, whereby departments start by defining 
objectives, goals, missions, and strategy and then explore ways o f  reallocating resources to better 
achieve the identified pol icy p r i ~ r i t i e s . ~ ~  The simplest would be to  adjust the envelope each 

Such an exercise is current under way in the FGN, coordinated by the Budget Of f ice o f  the Federation. In 24 

2005, six MDAs underwent strategic planning o n  a p i l o t  basis. In 2006 the number increased to  18. T h i s  i s  
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budget cycle in the light o f  spending performance and pressures. If L A S G  decides to  take a more 
radical approach to rebuilding budgets around goals, targets, and strategies, then strategic 
planning-starting init ially in a set of  p i lo t  ministries and then extending to  al l  parts o f  
government-would be a valuable instrument. 

34. Governments, on their part, need to  determine the best path toward developing a full 
MTEF. A gradual approach may be the more polit ically acceptable one, but it runs the risk o f  
doing l i t t le more than rearranging the status quo. If gradualism i s  the choice, it needs to guard 
against loss o f  momentum. If the decision i s  made to drive the process through a goal-driven 
rethinlung o f  strategies, then commitment o f  the leadership and investment in change 
management will be crucial to success. Furthermore, budget reform will need to be supported by 
public service reform, given that a major part o f  spending i s  the wage bill and that redeploying 
resources between departments means staffing as well. 

Using the MTEF for the Budget Call Circular 

35. Traditional budget call circulars may or  may not  include ceilings. If they do, they 
typically extend only a single year, and the wording used suggests they are soft, not  hard. 
Ministries are enjoined to keep within the ceilings, but there are few penalties attached to  bidding 
for more resources. An MTEF-derived ceiling would extend over three years and be accompanied 
by language that signaled their hardness. B o x  4 explains o l d  and new cal l  circulars in more detail. 

Box 4: Getting the Call Circular Right 

The cal l  circular issued by the MEPB at the start o f  the budget preparation process i s  a crit ical document. 
N o t  on ly  does i t  supply ministries, departments, and agencies with the formats they should use in budget 
preparation, it also lays down the rules for budgeting in the year ahead. 

Currently, the cal l  circular issued by MEPB is pretty traditional in format. I t  tells M D A s  that the 
forthcoming budget should reflect LASEEDS principles-such as linking expenditures to  LASEEDS, the 
MDGs,  and the state’s priorities generally; reflecting stakeholder concerns in sector strategies; intensifying 
public sector reform, better expenditure tracking, and value for money -and that it should b e  revenue- 
rather than expenditure-driven (that is, based o n  availabilities rather than unfunded needs.) Agencies should 
maximize their revenue generation, but their projections should b e  realistic. In the recurrent budget, publ ic 
infrastructure maintenance should b e  given priori ty. Personnel allocations should fo l l ow  guidelines issued 
by the Ministry o f  Establishments, with departments making provision for promotions but not  any service 
wide salary adjustments (which wou ld  be centrally funded were i t  t o  happen). Overheads provision should 
l ikewise reflect the importance o f  maintaining existing assets, and outstanding l iabil i t ies should be taken 
in to account. The capital budget should reflect TPA and LASEEDS priorities, ongoing projects should be 
completed, and feasibility studies should be provided for new projects, wh ich  should exclude projects that 
cannot b e  completed in the year ahead. Again, pr ior i ty  should b e  g iven to  the M D G s  and maintenance o f  
infrastructure. Agencies seeking approval t o  spend beyond the financial l imi ts  o f  M E P B  should provide 
copies o f  the relevant approvals. Formats are prescribed for uploading in to ORACLE. 

I I 

36. Many  o f  the details in B o x  4 are sensible and in the sort o f  language that should be 
included in any call circular. But in other respects, the present call circular falls short o f  what 
would be required under a well-functioning MTEF system. 

being done outside o f  the tight timetable o f  the annual budget preparation cycle in the hope that the insights 
gained wil l find their way in to annual budget preparation. 
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37. 

Although there was a LASEEDS participatory workshop pr ior  to the issuance o f  the 
circular, the circular came out very late in 2005 (dated 10 October), with the f i rs t  bilateral 
meetings scheduled for 17 October. T h i s  “gallop budgeting” gives MDAs no time to 
reexamine their priorities, and it entrenches incremental budgeting. 
Though some indication o f  sector allocations may have been given at the workshop, the 
circular itself contains n o  ceilings to  act as firm resource envelopes within which MDAs 
must prepare their spending proposals and order their priorities. This encourages 
budgeting as usual and weak pr ior i ty setting. 
There i s  weak polit ical ownership in the call circular, in the absence of  a prior discussion 
in Executive Council of  the state government’s fiscal strategy for  the coming year. 
The personnel budget appears to  be set by a separate process run by the Ministry o f  
Establishments instead o f  being integrated into the rest o f  the budget process, thereby 
encouraging departments to l ook  at trade-offs between personnel, overhead, and capital 
spending. 

Under an MTEF budget process, the preparation timetable would start four to six months 
earlier, with a submission to Executive Council o f  a fiscal strategy paper setting out the 
macroeconomic assumptions, aggregate fiscal framework, major policies, and the three-year 
MTEF envelopes allocated to departments. Should ministers disagree with the allocations, they 
are free to collectively agree, with the Governor, on a different pattern within the same overall 
envelope. The call circular would then go out with ceilings endorsed by ministers and the 
governor, with sufficient time (two months) for detailed preparation, including convening sector 
working groups with stakeholders. The expectation would be that ministries would abide by their 
ceilings. Should unexpected spending needs arise, the MEPB would hold back a planning reserve, 
to be allocated by a high-level committee chaired by the Governor. The objective would be to 
present the budget to the legislature in November, leaving reasonable time for  the approval o f  the 
appropriations bill before the Chnstmas recess. 

38. The ceilings in the call circular can be single umbrella ceilings, covering both capital and 
current spending. Alternatively, MDAs can each be given two ceilings, one covering current 
spending and the other capital. The former i s  preferred, since under an MTEF decisions on 
whether a particular i tem o f  spending should be in the current or the capital budget should be 
delegated to the responsible ministry. Care must be taken, however, t o  ensure that if a siqgle 
ceiling i s  given, ministries allocate between the two budgets in a sensible and not opportunistic 
way. Here, the role o f  the MEPB in bilateral discussions with MDAs changes. Instead of  arguing 
i tem by i tem whether provision i s  adequate or excessive, the dialogue shifts to discussing whether 
the choices made by the l ine ministry within their ceilings are appropriate ones. 

Lengthening the Budget Preparation Timetable and Changing the Process 

39. Mov ing  to an MTEF requires for  most countries-and Lagos State i s  n o  exception-a 
lengthening o f  the budget preparation timetable. This should not be undertaken lightly, since 
budget ministries have to have enough time to implement the current year’s budget as we l l  as 
prepare for  the next one. But budget preparation schedules in Nigeria, at both state and Federal 
levels, have become so compressed as to make the process almost meaningless. A more typical 
budget preparation cycle would be to initiate the process six to eight months before the start o f  
the financial year rather than the rushed few months that it i s  compressed into presently. Again, 
this requirement i s  spelled out in the SEEDS Handbook. N o t  only i s  there a need for  adequate 
t ime for budget preparation and submission by l ine agencies, there i s  also a requirement to submit 
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and gain acceptance o f  the MTFF, the fiscal strategy, and the MTEF by the Governor and 
Ministers. Currently, commissioners and the Governor see the budget for  the first t ime only just 
before it i s  tabled in the State House o f  Assembly. Under MTEF budgeting, commissioners and 
the Governor would s i g n  o f f  o n  the MTEF before the cal l  circular i s  issued. T ime may also be 
needed for stakeholder consultation, if the L A S G  decides to institute sector workmg groups (as 
Uganda has successfully done, see B o x  5) or other forms o f  stakeholder consultation. 

N o  Supplementaries 

40. Under MTEF budgeting, there are generally n o  supplementary budget estimates in the 
course o f  the year. T h ~ s  i s  because the budget culture needs to shift from opportunistic to 
predictable budgeting. Otherwise supplementary estimates should be issued only for  exceptional 
needs that cannot be postponed. Even so, the bulk o f  these in the f i rst  instance should be met f rom 
the contingencies fund. 

Improving Efficiency and Effectiveness (Level 3) 

41. A central thrust o f  the Handbook i s  the development o f  targets by which to  monitor 
budget progress. Targets are central t o  the budget transformation the Handbook i s  seeking, so that 
a decisive break with the past can be achieved. In traditional budgeting, it i s  seldom clear f rom 
the budget documents what the outputs and results expected f rom spending are or, for  that matter, 
whether they are important at all.*’ Whether budget objectives are achieved i s  another matter. 
This raises the question o f  h o w  fast and how far the setting o f  targets and their inclusion into the 
budget should go. 

42. The consensus i s  that including targets in the budget should proceed at a measured pace, 
particularly since at some point in the journey toward a full performance framework for  the 
budget, a program structure will have to be introduced. This means moving away f rom the l ine 
i tem organizational structure o f  traditional budgets, discarding the dual budget, and adopting 
program budgeting. The latter integrates current and capital budgets and restructures the budget 
by policy objectives. Instead o f  showing separate capital and current estimates by organization, a 
program budget would show, ministry by ministry, the programs o f  capital and current spending 
each would be mandated to  deliver. 

Under the traditional budget system, there are no  targets built in to  the budget document. T h i s  doesn’t rule 25 

out good performance, wh ich  can arise f r o m  having an ethical c i v i l  service acting in the public interest. 
And if the traditional budget i s  l inked to  a national plan, the latter will normally include targets and other 
measures o f  performance. W h e n  national planning was practiced, there would b e  regular reviews o f  p lan  
implementation, which wou ld  compare financial outlays under the p lan  with results o n  the ground. Prior t o  
that, the traditional system required departments to  produce a narrative annual report o f  their activities. Th is  
was practiced in Nigeria, but the habit died out in the 1970s. N o w  only a few MDAs produce an annual 
report. 
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Box 5: Ghana and Uganda MTEFs Compare 

Both countries were among the early developers o f  an MTEF approach to budgeting in Sub-Saharan Africa, 
and both are mentioned in the SEEDS Handbook as exemplars worth investigating. Each went about 
developing i t s  MTEF in different ways. Ghana moved fast to  discard dual budgeting and replace it with an 
integrated budget, wi th personnel costs, overheads, and capital shown as i tems under each sub-head, in turn 
on a program basis. Uganda, in contrast, for many years has stayed with a traditional dual budget format, 
concentrating instead on  developing consultative processes to get the level o f  allocations right within a 
traditional framework. 

As the Handbook maintains, there are no absolute right or wrong ways to implement an MTEF; country 
circumstances are paramount. However, the Uganda MTEF i s  now seen as a best practice example, 
whereas Ghana’s MTEF, after initial accolades, i s  currently thought to have l i t t le  purchase on  policy or 
budget decisions. 

43. Program-based budgeting i s  found universally among richer countries and in many 
middle-income ones. A strategic decision needs to be taken h o w  fast to move to program-based 
budgeting. Whi le  this would dovetail with the Handbook’s emphasis o n  building up departmental 
programs afresh using a target-driven approach, and whi le it has the potential of  releasing 
significant savings through the identification o f  wasteful spending, i t has to be asked f i rst  whether 
the polit ical will exists to  carry the transformation through. For  example, governments that s t i l l  
think in project terms wil l reject program-based budgeting unless leadership o f  the transformation 
i s  strong and able to effectively champion government-wide change. 

Activity-Based Budgeting 

44. A related tactical choice issue i s  the adoption o f  activity-based budgeting (or costing), as 
recommended by the Handbook. This i s  related, since ABB depends on the pr ior  existence o f  a 
budget in program format to succeed, in that an activity i s  normally a component o f  a larger 
program. ABB i s  about building up a true picture o f  the cost o f  a program and i t s  activities, 
component by component. I t  also assumes that the budget i s  integrated and that the existing 
demarcation between a current and a capital budget wil l be removed, since it asks about the 
personnel, overhead, Transfers, and capital costs o f  each activity that contributes to a program, in 
an integrated way. I t s  promise i s  much more accurate costs underpinning the budget. 

45. The issue i s  whether governments are ready to  rebuild budgets in such a fundamental 
way. In Ghana, the attempt to introduce ABB has had l i t t le effect o n  budgeting. F r o m  Ethiopia, 
however, there are positive reports o f  making ABB part o f  the budget reform process. The 
recommendation o f  this report i s  that LASG should delay any attempt to introduce ABB until the 
reforms are much more advanced. 

Use of Performance Information in the Budget 

46. A fully developed program budget typically contains performance information such as 
br ie f  narratives o n  the objectives o f  programs, expected outputs, and performance indicators. T h i s  
provides a performance framework against which departments can report, both internally to the 
rest o f  government and in published annual reports, how efficiently and effectively voted funds 
have been used. This type o f  performance management framework should be a goal o f  budget 
reform in Lagos State. For  MEPB reformers, however, the critical question i s  h o w  fast to proceed 
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down this road. The advice o f  this report i s  to proceed at a moderate pace, sequencing the 
introduction o f  a performance framework rather than attempting to  put the whole framework in 
place immediately.26 

Conclusions 

I t  i s  recommended that the Lagos State Government: 

Ascertain and correct the misclassification o f  spending that appears to  have been 
widespread across departments, with uncertain causes during the period under review. 
The effort already under way to that end should be facilitated by the automated 
information system as the various Oracle modules are rolled out in the MDAs. 
Probe the causes of  the serious over-budgeting and under-spending that occurred in many 
countries in Eastern and Southern Europe several years ago. 
Then begin the MTEF development proper by developing a fiscal strategy for  the state, 
based o n  realistic projections o f  the Federation Account and other Federal revenues, debt 
service, and current and capital spending, consistent with a realistic, balanced, and 
implementable budget. 
Reflect this fiscal strategy in a MTFF, which would be published and updated at least on 
an annual basis. 
Develop an MTEF on the basis o f  the MTFF, approaching sector MDA shares in a 
pragmatic way. 
Support the MTEF with strategic plans and capital and current budget reviews in the 
period before the start o f  the new budget cycle. 
Gain polit ical baclung for the MTEF at a high level, in a manner that gets ministers to 
realize that the only way to secure additional funds i s  to work within the allocations set 
forth in the call circular. 
Let  these init ial changes set in before embarlung o n  either program-based budgeting or 
activity-based costing. 
Study and be guided by the SEEDS Handbook o n  MTEF preparation and implementation, 
malung choices, as appropriate, o n  alternative implementation paths consistent with 
conditions in Lagos and the pol i t ical  commitment and understanding. 

26 This was attempted in Ghana as a central part o f  that country’s MTEF based budget reform. A huge 
investment was made in restructuring the budget along program lines, introducing ABB, and identifying 
and reporting performance against program targets. The results, unfortunately, were not commensurate with 
the effort. 
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APPENDIX 
LIST OF THE MAIN PERSONS MET IN LAGOS STATE 

Mr. Otunba Alun-Doherty 
Dr. Adebayo I. Adewusi 

I Names I Designation I Organisation 
Honourable Commissioner Ministry o f  Finance 
Honourable Commissioner Ministry o f  Economic Planning 

Dr. Kudirat Hamzat 
and Budget 

Honourable Commissioner Science & Technology 
Mr. Gbajabiamila 
Alhaji Y.A. Balogun 

Special Adviser to the Governor 
Head o f  Civi l  Service 

Office o f  the Governor 
Office o f  the Head o f  Civi l  
Service 

I andBudget 
I Office o f  State Auditor General Mrs. Alunmolemiwa I Auditor General 

Mr. Alun D. Ambode 
Mrs. Florence Oguntunwase 

I Mr. Adesegun Ogunlewe I Permanent Secretarv I Ministrv o f  Establishment 

Permanent Secretary/Accountant General 
Permanent Secretary 

State Treasury Office 
Ministry o f  Economic Planning 
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