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1. Introduction
The decentralised governance arrangement engenders a system of cooperative and interdependent
governments. This arises out of the need to share resources among levels of government making up the
federation. The revenue assignment under federalism1 sometimes gives much power over revenue-raising
to the central government as compared with subnational governments for many reasons, which include the
capacity for revenue collection. The result is that the revenues of subnational governments are barely enough
to cope with their constitutional responsibilities. This, apart from externalities and/or equity consideration,
necessitates the grant-giving function of the central government. Intergovernmental grants do have an
income effect on the grant-receiving governments. It raises the income of the recipient government, and the
government can behave like any rational individual in its revenue and expenditure choices. In other words,
the recipient government could reduce effort in its revenue mobilisation since it is cheaper to receive
transfers than to embark on revenue-raising within its jurisdiction.
The models of intergovernmental transfers under a decentralised governance arrangement have predicted
that federal transfers amount to a reduction of tax liabilities for residents of subnational jurisdictions as
transfers can crowd out local revenues (Bradford and Oates, 1971a, 1971b). Empirical studies of the effect
of transfers on own revenues of subnational jurisdictions under decentralisation in developed countries have
shown that transfers do result in a lower tax effort by subnational governments (Zhuravskaya, 2000; Buettner
and Wildasin, 2006; Nicholson-Crotty, 2008), including a low level of efficiency in resource usage (Kalb,
2010). Notwithstanding this empirical finding, studies have shown that subnational governments in
developed countries generate higher tax revenues as a proportion of transfers when compared with
developing countries where the subnational governments depend on the central government for almost 7095 percent of operating revenues.2
Though decentralisation has been touted as a means through which some of the challenges of development
in developing countries can be overcome (Faguet, 2008; Smoke et al., 2013), warnings by Prud’homme
(1995) and Reinikka and Svensson (2004) have shown that decentralisation does not automatically solve
development problems in developing countries due to the motives behind decentralisation vis-à-vis
developed countries. The efficiency consideration is not the primary motive behind decentralisation in many
developing countries (Bardhan, 2002), thereby giving rise to local capture, corruption, weak state because

Federalism, as used here, is not based on the constitutional declaration but the structure of the public sector (see Oates, 1972). Thus, federalism and
decentralisation are used interchangeably.
The figure for the Philippines is 85 percent (Troland, 2016), 91 percent for Tanzania (Masaki, 2018), 90 percent for Lesotho, 88 percent for Uganda, 69 percent
for Ghana, and 60 percent for Malawi (Fjeldstand and Heggstad, 2012).
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of fragmentation, poor fiscal capacity, debt crisis, among other challenges. More importantly, what appears
to be decentralisation in some developing countries is nothing but fragmentation. This arises out of the need
to please local elites or ethnic champions. Thus, transfers to subnational governments are used as directed
by the elites but not for capacity building and provision of services. Under such circumstances, transfers
will crowd out own revenues of subnational governments as those that are denied essential services will
revolt against or evade tax payment.
Subnational governments in Nigeria fit into the above picture. In view of this, Nigeria is an ideal setting to
test whether transfers crowd in or crowd out own revenues of subnational governments. The focus of this
study is on the second-level administrative units, which are known as states. This study focuses on the
second level of administration because own revenues for local government areas are neither reported nor
published. They receive transfers from the federal government, but they are less accountable for many
reasons.3 States are not entirely different from local governments in the management of transfers. While
transfers bear almost all operating costs of local governments, states are dependents on federal transfers
in the range of 75-95 percent of their budgeted revenues.4
This paper is the first to empirically examine the causal effects of federal transfers on own revenues of state
governments in Nigeria using panel data. Besides, there is a need to study the Nigerian situation in the face
of existing studies on some sub-Saharan African economies with a similar structure to Nigeria (Morgues and
Benin, 2012; Caldeira and Rota-Graziosa, 2014; Masaki, 2018). The collection of taxes rests on fiscal
capacity and administrative competence (Besley and Persson, 2013) which are dependent on federal
transfers to state governments. Federal transfers are endogenous to own revenues of subnational
governments because transfers can be used to provide essential services that may yield higher own revenues
to subnational governments. The study employs the instrumental variables (IV) model due to the
endogeneity issue to identify the causal effect. Thus, we use distance to Federal Capital Territory (FCT) and
fragmentation (the number of local government areas in each state) as instruments for federal transfers.
The empirical findings reveal that transfers crowd out own revenues of subnational governments in Nigeria.
The empirical finding is anchored on corruption5 (Prud’homme, 1995; Reinikka and Svensson, 2004; Brollo

et al., 2013) which leads to vote buying during elections (Khemani, 2015), high level of informality of
subnational economies and weak tax administration (Joseph-Raji, 2015), resource dependence (Caselli and
Local governments in Nigeria are the ideal example of what Reinikka and Svensson (2004) referred to as local capture. Many local governments have no
published account of operations for many years.
Except Lagos State, almost all other states generate less than 25 percent of their annual budgets. See Table 2.
Corruption is a major issue at subnational levels in Nigeria due to the circumstances surrounding the evolution of states and local government areas. Many
subnational past executives are facing cases of corruption in courts. This is made worse by the constitutional provision which guarantees protection from criminal
offence while in office. This period enables them to tinker with evidence that could have nailed them during prosecution.
3
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Michaels, 2013), and partial fiscal decentralisation that imposes limits on revenue-raising powers of the
subnational governments (Borges et al., 2014). Thus, the subnational governments depend on the federal
government for a huge chunk of their budgeted revenues.
This paper is organised as follows. Section two reviews the literature on theoretical and empirical issues on
the relationship between transfers and own revenues of subnational governments. Section three is devoted
to the evolution of subnational units and the drive for own revenues in Nigeria. Section four treats the
empirical model, estimation strategy, and data. In section five, the results are discussed. The study is
concluded in section six.

2. Intergovernmental transfers and local revenue generation: A literature survey
The raison d’être of a multi-level government is to bring government closer to the people, particularly where
there are substantial socio-cultural differences among the people and improves efficiency in the choice of
programs (Bahl and Bird, 2008; Bird and Smart, 2002; Oates, 1972, 1999). For this objective to be realised,
an essential component of the federal system of government is intergovernmental transfers. This exists
under the federal government arrangement for many reasons. Among other reasons, intergovernmental
transfers are made to support the operation of subnational governments, especially where this might have
been impossible without such support (Oates, 1972). It makes possible the development of local capacity,
helps local governments to focus on governance and promotes even development among the subnational
units (Faguet, 2008). Where there is an imbalance between the expenditure responsibilities and the revenueraising capacity of subnational governments, intergovernmental transfers are allocated to bridge the gap.
More importantly, it helps in the attenuation of the differences in local fiscal capacity. By and large, fiscal
decentralisation improves efficiency in the allocation of resources (Oates, 2007).
The substitutability of intergovernmental transfers for local revenues makes local fiscal autonomy a difficult
objective under a decentralised governance arrangement. The good intention behind intergovernmental
transfers is threatened by issues such as excessive stimulative spending effect of transfers by subnational
governments much more than income from own revenue sources, a phenomenon dubbed “flypaper effect”
(Hine and Thaler, 1995); fiscal illusion, where both the revenue and the cost of government are not
transparent, and taxpayers do not perceive the true cost of services provided in taxes by the government
(Hine and Thaler, 1995); tax export, whereby a jurisdiction shifts its tax burden to a richer neighbouring
jurisdiction (Musgrave, 1999). Also, intergovernmental transfers without a hard budget constraint encourage
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excessive spending, which may result in debts and engender macroeconomic problems. Thus, local revenue
mobilisation is germane to a robust federal system (Bird and Smart, 2002).
For all the issues raised above, it appears there is a negative impact of intergovernmental transfers on the
efficiency of resource use and own revenue mobilisation at the subnational level under a multi-level
government. This follows from the logic that “if a community required to finance its own public programs
through taxation, residents are more likely to weigh the benefits of the programs against its actual costs
(Oates, 1972 p.13).” This requires the local residents to be circumspect of their choice of programs through
their votes because of the tax implications. The early theoretical treatise on the crowd-out effect of
unconditional central government transfers was developed by Bradford and Oates (1971a, 1971b). They
posit that unconditional transfers by the central government amount to individual tax reduction at the
subnational units which discourage rather than encourage own revenue mobilisation by subnational
governments. The lump-sum unconditional transfers have an income effect on the grant-receiving
governments (Bradford and Oates, 1971a). Wilde (1968) advances a similar view that the local government
can use the general grant in a manner which makes it appears like tax cuts for local residents. It does have
a stimulating effect on the expenditure decisions of the grant-receiving governments under a median-voter
arrangement. The intergovernmental transfer system sometimes perverts the intergovernmental fiscal
relations under the decentralisation arrangement as it opposes the principle that spending jurisdictions
should be responsible for their finance (Musgrave, 1999). This leads to an inefficient choice of programs
and spending because an average median voter wants more services but less burden in tax payment.
The theoretical postulation of Bradford and Oates (1971a, 1971b) is supported by some empirical studies
of the impact of intergovernmental transfers on own revenue mobilisation by subnational governments in
developed countries. In a study on the US, Buettner and Wildasin (2006) conclude from their extensive
research on municipalities across the US that transfers from the central government crowd out local
revenues of municipalities. The conclusion is supported by the finding of Nicholson-Crotty (2008).
Zhuravskaya (2000) submits that intergovernmental fiscal relations among levels of government provide no
incentives to local governments to increase own revenue mobilisation in Russia. Without local ownership
through an aggressive own resource generation, expenditure efficiency may be difficult to achieve under
decentralised governance arrangement (Bird and Smart, 2002). Indeed, Kalb (2010) finds that
intergovernmental transfers produce a negative effect on the cost-efficiency of municipalities in Germany.
This is mainly due to the “exploitation of fiscal common.” Sobel and Crowley (2014) report that federal
grants in the US result in an increase in state and local future tax income in the region of 40 cents per
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dollar received in the previous year. Unlike the earlier studies, they find that grants from the central
government lead to an increase in revenue mobilisation efforts of subnational governments. Lago-Peñas
(2008) concludes that Spanish municipalities react to a reduction in grants by increasing own revenues.
Zhang (2013) finds that intergovernmental transfers, in various forms, stimulate local revenue efforts of
Chinese local governments.
A few studies have been conducted on developing countries with mixed results. Based on a study conducted
on Ghana, Morgues and Benin (2012) conclude that, notwithstanding the incentive scheme embedded in
unconditional intergovernmental transfers, the transfer scheme crowds out own revenues of district
governments. On the other hand, Caldeira and Rota-Graziosa (2014) find that revenues from the customs
allocated to local governments unconditionally lead to an increase in own revenue generation by local
governments in the case of Benin. A similar effect is reported on transfers to local governments in the
Philippines by Troland (2016). He anchors the effect on the issues of fixed cost and credit constraints
associated with the capacity for revenue collection, which intergovernmental transfers can help to surmount.
Also, Masaki (2018) concludes in a study on Tanzania that intergovernmental transfers crowd in local
revenues, especially in rural areas.

3. Subnational governments and the drive for own revenues in Nigeria
3.1 The political economy of decentralisation in Nigeria
The modern federal system of government in Nigeria has its root in the Nigerian pre-Independence
Constitution of 1946. At that time, Nigeria was a federation of three regions, including the Colony of Lagos.
The federal structure of three regions was maintained until 1963 when the fourth region was created. The
political crises after the attainment of the republic in 1963 led to the introduction of states in 1967. In 1967,
under the military government, Nigeria had 12 states. Phillips (1991) posits that “military governments tend
to be unitary, regardless of whether the country is constitutionally a federation.” Of course, the coming of
the military into the running of the affairs of government brought in some degree of centralisation in the
federal system, which has not been wholly eliminated. In what followed, the existing structure for revenue
generation for regions/states had to be switched in favour of the federal military government (Table 1).
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Table 1: Revenue Assignment
Federal Government
1.

Companies income tax

2.

Withholding tax on
companies for non-residents,
and FCT Abuja

3.

State Government
1.

Personal income tax (Pay-AsYou-Earn and SelfAssessment)

2.

Withholding tax on
individuals

3.

Capital gains tax on
individuals

Petroleum profit tax

Local Government
1.

Shops and kiosks rates

2.

Tenement rates

3.

Liquor license fee

4.

Slaughter slab fees

5.

Marriage, birth, death
registration fees

6.

Street naming fees (excluding
state capital)

4.

Mining rents and royalties

5.

Import duties

4.

Stamp duties on individuals

6.

Export duties

5.

Gambling and lottery taxes

7.

Excise duties

6.

Road taxes

7.

8.

Value-added tax

The right of occupancy fees
(excluding state capital)

7.

9.

Education tax (On
companies only)

Business premises
registration fee

8.

Market taxes and levies
(excluding state-owned)

8.

10. Capital gain tax for nonresidents, corporate bodies,
and residents of FCT Abuja

Development levy on
individuals

9.

Motor park levies (excluding
state-owned)

9.

Street naming registration
fee for the state capital

10. Domestic animal license fees

11. Stamp duties for nonresidents, corporate bodies,
and residents of FCT Abuja

10. Land registration and survey
fees

11. Bicycle, truck, canoe, cart
fees

11. The right of occupancy fees
(State capital only)

12. Cattle tax

12. Personal income tax for
military and police
personnel, non-residents,
and residents of FCT Abuja
13. Miscellaneous revenues
(rents, returns on
investments, etc)

12. Market fees
13. Miscellaneous revenues
(rents, returns on
investments, etc)

13. Merriment and road closure
levy
14. Radio and television license
fees
15. Vehicle radio license fees
16. Wrong parking charges
17. Public convenience, sewage
and refuse disposal fees
18. Customary burial ground
permit fees
19. Religious places
establishment permit fees
20. Signboard/advertisement
fees

Notes: The table contains information on revenue-raising powers of each tier of governments of the federation in Nigeria as defined by the 1999 Constitution of
the Federal Republic of Nigeria. According to the table, the federal government is left with the most productive sources of revenues. Each tier of governments
collects taxes as laid down in the constitution and presented in the table. However, for taxes like PAYE, Capital Gain Tax, and Stamp Duties including Withholding
Tax, the federal government retains jurisdiction over legislation while the administration is shared with states. Sources: Alm and Boex (2002 p. 46); the Nigerian
1999 Constitution.
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With the central allocation of resources and political powers under the military system of government, usually
associated with corruption and arbitrariness, the coming of the military did not bode well for the Nigerian
federal system of government. The creation of states and local government areas became means of political
settlements and perpetuating selves in power among the top echelon of the military. The patterns of state
and local government creation gave no attention to the economic survival of states but political
considerations. This occurs because the economic resources for running different regions before the coming
of the military government had been brought under the federal military government and thus shared by
military fiats. In other words, expenditures chosen in some states are paid for by other states through taxes
and other federal incomes raised from those states. Thus, Nigeria went from a country of three regions in
1960 to 36 states, a semi-autonomous state, Federal Capital Territory (FCT) and 774 local government
areas in 1996.6 Following the incessant fragmentation of states and local governments, the revenue
allocation formula had to be regularly adjusted. Between 1946 and 2004, Nigeria has had 18 different
vertical revenue allocation formulae.7 Political considerations have largely informed the changes in vertical
revenue allocation formula rather than sound economic criteria with the intention of weaning the subnational
governments off dependence on transfers from the federal government.
The current vertical allocation formula has been in use since 2004. The formula allocates 52.68 percent,
26.72 percent, and 20.60 percent to the federal government, state governments, and local governments,
respectively. The vertical formula is applied to all distributable federal revenues after some statutory
deductions have been made. These special deductions include 13 percent derivation fund to be shared
among the oil-producing states in the country in addition to a share of distributable 26.72 percent allocation
to all states.8 The existence of the vertical allocation formula necessitates the existence of a horizontal
sharing formula for subnational units in Nigeria (Tables A2). On the whole, all intergovernmental transfers
based on the afore-mentioned formula attach no condition for the grant-receiving governments. The transfers
are allocated to the states and local government areas to help them to meet their expenditure responsibilities
as defined by the Constitution (Table A1). The subnational governments play a key role in the provision of
social services such as education and health, including poverty alleviation.9

The states are further grouped into regions for political purposes. There are six regions: North Central, North East, North West, South South, South East, and
South West. While North West has 7 states, South East comprises of 5 states. All other regions have 6 states.
See Phillips (1991) for a detailed discussion of pre-1990 federal finance issues in Nigeria.
The 13 percent derivation fund is no longer limited to oil but also revenues from other profitable mineral resources. The basis for sharing the 13 percent
derivation fund is the number of oil wells in each oil-producing state. Those states benefiting from this special fund are located mainly in the South-South region,
and the extra funds account for the high revenue profile of the region in Figure 2.
See Mered (1997) and Alm and Boex (2002) for more discussion of expenditure assignment in Nigeria.
6
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The states and local government areas are rather conduits for channelling state’s resources into the hands
of a few elites at the state and local government levels. This gives room for local capture (Reinikka and
Svensson, 2004) as the centrally allocated resources for local development are cornered by the elites. Of
course, the emerging pattern of the development of states is largely influenced by the rent-seeking structure
that forms the basis of their creation. Though the military had left since 1999, there seems to be a carryover of the military structure as observed by Phillips (1991). The decentralisation that was birthed under
the military system has now become a major problem for the states under the democratic government. The
states depend mostly on hand-outs from the federal government mainly because the federal government
funds come largely from resource rents. The cheap sources of federal revenues make it difficult for the
federal government to reassign some revenue sources to states. Furthermore, the incentive behind the
creation of states and local government areas in Nigeria generates a chain effect by making the states and
local government areas mere appendages of the federal government. The funds that they get through
transfers from the federal government are frittered away through corruption and wastage, thereby failing to
put in place structures that are relevant to their survival. This has culminated in the present situation of
poor own revenue effort that characterised the subnational economies.

3.2 Intergovernmental transfers and own revenue mobilisation at the subnational level in Nigeria
Before 1966, Nigeria had a robust federal system that encouraged interregional competition that enabled
some modest development. A regional system of government that recognised differences in the economic
resources and structures of the constituent units of the federation was in place until six years after
independence. With Decree No. 1 of 1966 announcing the proscription of the Constitution and vesting the
power to make laws for and running of the federation in the Supreme Military Council (SMC), and Decree
No. 2 of 1966 through which the abolition of federalism was enforced, the journey on the road to
centralisation was embarked upon.10 The ripple effect of these decrees, though the suspension of federalism
was later reversed with Decree No. 9 of 1966, is yet to abate. The federal system remains unitary even after
the demise of the military regime.
In a healthy federal system of government, devolution of economic powers is sacrosanct. Subnational
governments should use the resources at their disposal to generate funds to run their governments. This is
not the case for Nigeria. Many of the states in Nigeria depend on intergovernmental transfers is in the range

10

See LeVan, A. C. (2015) for discussion on dictatorship and development in Nigeria.
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of 75 percent to 95 percent of their total revenues in a fiscal year as shown in Table 2 and Figure 1. Own
revenues as a share of net transfers range between 15 percent to 23 percent. The total tax income of the
subnational governments is a small fraction of the federation’s gross domestic product (GDP) as observed
by Bahl and Bird (2008). As shown in Table 2, both transfers from the federal government and own revenues
of subnational governments respond to the political situation. For general election years, 2007 and 2011,
own revenues of states nosedived while transfers from the federal government went up.

Table 2: Revenues and transfers to states (billions of naira), 2007 - 2013
Transfer/Revenue

Fiscal Year
2007

2008

2009

2010

2011

2012

2013

Total Revenue
Gross Transfer
Net Transfer
Own Revenue
OR as % of Net Transfer
OR as % of Gross Transfer

2,204.45
1,976.81
1,905.95
298.50
15.66
15.10

2,935.66
2,602.36
2,532.80
402.87
15.91
15.48

2,271.03
1,930.00
1,865.05
405.98
21.77
21.04

2,238.14
1,912.59
1,826.49
411.65
22.54
21.52

2,529.37
2,256.78
2,123.16
406.21
19.13
18.00

2,384.75
2,108.41
1,953.39
431.36
22.08
20.46

2,432.07
2,095.63
1,981.65
450.41
22.73
21.49

OR as % of Total Revenue

13.54

13.72

17.88

18.39

16.06

18.09

18.52

Notes: Total revenue is the sum of net transfer and reported own revenue (OR) for all states in each year. OR is expressed as a percentage of net transfer, gross
transfer, and total revenue. Source: Author’s computation.

The military enacted the Nigerian 1999 Constitution. According to Section 44 (3) of the 1999 Constitution
of Nigeria, ownership of all land economic and natural resources is vested in the Nigerian federal
government. The provision limits economic activities of states and revenues they could generate, leading to
partial fiscal federalism (Table 1). Besides, for taxes that fall under the jurisdictions of both the federal and
state governments such as PAYE (PIT), Capital Gain Tax, and Stamp Duties including Withholding Tax, the
power to legislate remains that of the federal government, while the administration of the taxes is shared
with states (Phillips, 1997).11 Based on the horizontal revenue-sharing formula in place, some states in the
country are better off in terms of transfers from the federal government despite meagre contribution to the
federation account.12
Sales Tax, a significant source of revenue, was initially under the control of the state governments. It had to
be applied on commodity sales in their jurisdictions to raise tax revenues. Under the military government in
January 1994, the Value Added Tax (VAT) was introduced. The states were made to surrender their powers

In other words, of the 13 income sources for states, only nine of these sources of tax income are under the control of state governments. See Table 1.
The federation account is a “Distributable Pool Account” that houses all the federal government incomes that will be ultimately shared by all the three tiers of
government.
11
12
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over the Sales Tax to the federal government. The consequence of this is that the federal government makes
states to depend on a share of the VAT revenues.13 The current vertical sharing arrangement of VAT revenues
is 15 percent, 50 percent, and 35 percent for the federal government, state governments, and local
governments, respectively. The incentive built into the revenue allocation formula could be a significant
determinant in the drive for subnational governments to generate own revenues to fund their programs (Bird
and Smart, 2002). This appears to be the case for Nigeria.

Figure 1: A bar chart displaying the average real total revenue, gross transfer, net transfer and own revenue
of states by year (billions of naira), 2007 - 2013

Source: Author’s computation.

With the extant horizontal sharing formula (Table A2), the states where fewer economic activities are taking
place have a share of the VAT revenues that is almost the same with states where economic activities are
substantially large. This happens because equality, population, and landmass largely determine transfers
to states. The derivation principle has started to receive attention since 2002.14 This reflects in the revenue
profiles of states in the South-South region where the hydrocarbon economy of Nigeria is located (Figure
2). The effect of the derivation principle is rather insignificant in terms of motivation for own revenues by

Though Sales Tax and VAT are not the same, the states were made to stop the imposition of sales tax for a share of federally collected revenues from VAT. Note
also that states do not collect VAT.
This follows the Supreme Court’s ruling in respect of revenues derived from sales of natural resources which are in some states of the federation in accordance
with Section 162 (2) of the Constitution.
13

14
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subnational governments in Nigeria. The states are still generally less active economically and depend on
allocations from the federal government. According to Musgrave (1999 p. 164), “there is … the principle
that spending jurisdictions should be responsible for their finance. This follows as a matter of efficiency in
program choice and as a matter of equity, interpersonal as well as interjurisdictional.” The violation of this
principle engenders moral hazard and tax exporting.

Figure 2: A bar chart displaying the average real own revenue, net transfer, gross transfer, and total revenue
of states by regions (billions of naira), 2007 - 2013

Notes: The states in the South-South region are mainly oil-producing. One of the states in the South-West and two in the South-East regions belong to the group
of the oil-producing states. While North-West comprises of seven states, South-East has five states. All other regions have six states. Source: Author’s computation.

The assigned sources of revenues to states (Table 1) are reported under five classifications apart from
unconditional transfers from the federal government and investment incomes: Pay as You Earn (PAYE)
which is deductible from workers’ salary at the source, direct assessment for self-employed individuals, road
taxes for road users, and other taxes such as Withholding Tax, Capital Gain Tax and Stamp Duties, and
revenues from services by ministries, departments and agencies (MDAs) of state governments. According
to data from the Joint Tax Board (JTB), of the 10 million registered personal income taxpayers (PIT) for all
states in Nigeria including the FCT, 46 percent are in the tax net of Lagos State alone (IMF, 2018). The
registered taxpayers are far below the nation’s workforce of 77 million in 2015. This implies that only about
13 percent of the labour force are taxpayers.
11
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Nigeria has one of the lowest revenue-to-GDP ratios among its peers; its 5.3 percent of GDP in revenues for
2016 is below the sample average of 22 percent of GDP for its peers (IMF, 2018). The non-oil income tax
is insignificant. This is borne out of the effect of the nation’s significant oil resources on the federal
government revenues. The oil resources create a cheap source of income for the federal government on
which the entire federation relies, which may account for the poor administration of taxes that fall under the
jurisdiction of the federal government of Nigeria. It appears subnational governments mirror the federal
government in their efforts for revenue mobilisation. The states’ inability to bring workers in their states into
their tax nets points to the issue of weak tax administration bedevilling states and the effects of the incentive
scheme built into the intergovernmental transfers system in Nigeria. The subnational governments are
plagued by lack of capacity for tax collection, poor tax policies, corruption in tax administration, and limited
tax bases (Joseph-Raji, 2015). The challenges are made worse by a high degree of informality in all the
subnational economies.
Due to political factors surrounding the creation of states, states pay less attention to developing their
sources of internal revenues. Apart from the poor incentive scheme in the horizontal allocation formula, the
existing constitution is rather market-perverting instead of being market-preserving. The constitution does
not ensure a healthy competition among subnational governments of the Nigerian state but makes them
dependent on the federal government for survival. States compete on how to increase their shares of the
“national cake” rather than working on expanding the cake. There is a real moral hazard issue in revenue
sharing among subnational governments in Nigeria. The subnational governments are indulged in weak
revenue-generating efforts. Thus, they face a soft budget constraint with all the negative implications for the
national economy.

4. Methodology
4.1 The empirical model and estimation strategy
This study follows the empirical model of Caldeira and Rota-Graziosi (2014) and Masaki (2018) to
empirically test the relationship between intergovernmental transfers and own revenues of subnational
governments in Nigeria.

𝑂𝑤𝑛 𝑟𝑒𝑣𝑒𝑛𝑢𝑒𝑖,𝑡 = 𝛽𝑇𝑟𝑎𝑛𝑠𝑓𝑒𝑟𝑖,𝑡 + 𝛾𝐗 𝑖,𝑡 + 𝛼 + 𝜉𝑖,𝑡

(1)
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Equation (1) relates own revenues per capita to change in intergovernmental transfers per capita and a set
of covariates to identify the effect of intergovernmental transfers on own revenues where 𝑖 and 𝑡 index state
𝑖 and year 𝑡, respectively. Own revenue represents the real revenues from taxes and fees raised by a
subnational government per capita local currency (naira) log transformed. At the same time, Transfer is the
real intergovernmental transfers due to a state per capita local currency log transformed. The 𝐗 𝑖,𝑡 represents
several covariates (Population density, Election year, Agricultural loan, Children population, Luminosity,

Fragmentation, Educationally developed state, Distance) which help to lessen the effect of omitted variable
bias in the model. 𝛽 and 𝛾 are vectors of parameters to be estimated; 𝜉𝑖,𝑡 is the error term while 𝛼 is the
homogenous intercept term for each state 𝑖 when the model is estimated using pooled ordinary least
squares (OLS).
Economic theory predicts that subnational governments will reduce efforts in generating own revenues in
the face of a constant and steady flow of transfers from the central government. In order to estimates the
relationship in the case of states in Nigeria, this study employs some covariates in the models which are
defined below. Population density is the number of people per square kilometre in a state. It is log
transformed. This is expected to significantly influence own revenues of subnational governments in Nigeria
(Mogues and Benin, 2012). However, the expected sign of the coefficient of this variable is not clear as the
own revenue generation depends mainly on the efficiency of states in tax administration. Election year is a
dummy variable that takes 1 for the election year that the executive head of government in a state is elected,
and 0 otherwise.15 Politics influences decisions in tax administration at the subnational level. Executives in
power can use tax policies to sway decisions of voters during the period of elections (Khemani, 2015).
Population under 15 years of age is Children population in each state. A large population of children in a
state presents both threat and opportunity. It represents an opportunity where the state can mobilise
resources to harness their talents, but a threat where the state is unable to meet their needs for personal
development. The burden of meeting the needs of the young population in order to channel their talents to
productive use does require a state to be able to raise substantial tax revenues.
Many subnational economies in Nigeria are predominantly agrarian. The value of loans channels into the
agricultural sector is assumed a significant determinant of the size of subnational economies. The value of
loans divided by the population of each state gives the Agricultural loan per capita. The value of the logtransformed variable can also significantly influence how much is raised in own revenues by subnational

Some executive governors are elected during the general election years. However, some states, namely Anambra, Bayelsa, Edo, Ekiti, Ondo, and Osun elect
their executive governors outside the general election years due to the Supreme Court’s decisions on electoral matters in those states.
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governments. The brightness of visible lights from space at night is termed Luminosity. The night lights can
help to measure income, which is a measure of the gross domestic products (GDP) of economies, especially
in economies characterised by a high level of informality like the Nigerian subnational economies
(Henderson et al., 2011, 2012). Under each state is the third level of administration. These are known as
local government areas in Nigeria. This is captured with the variable tagged Fragmentation, and it is log
transformed. The number in each state influences political as well as economic matters including total
transfers to each state because they are statutorily entitled to a share of the federal income. More local
government areas may result in a lower effort in pursuing own revenue mobilisation.
The level of literacy matters to states’ economies. States with a high level of human capital development
are expected to have higher own revenues. This study uses a dichotomous variable based on the
classification of states by a Nigerian government establishment. States categorise as Educationally

developed states (EDS) are coded 1, otherwise for states ELDS. Distance to the administrative capital of
16

Nigeria is another variable in this study. States that are closer to the central administrative capital are
expected to receive higher transfers from the central government (Gisselquist et al., 2016; Masaki, 2018).
The signs associated with coefficients of Agricultural loan, Luminosity, and EDS should be positive while
those of Election year, Fragmentation, and Distance are expected to be negative. The signs associated with
coefficients of Population density and Children Population are however not definite.
Estimation of equation (1) begins with the implementation of ordinary least square (OLS). OLS exploits both
within and between effects, but it is not as efficient as random effects (RE). When there are panel effects,
RE is more efficient because it uses a matrix weighted average of within and between effects (Baltagi, 2013).
A Breusch-Pagan Lagrangian Multiplier test (Breusch and Pegan, 1980) is implemented to select a better
estimator between OLS and RE. The number of time-invariant variables in our model precludes the
implementation of fixed effects. Many subnational governments lack the capacity to collect their own
revenues. The flow of transfers from the federal government may be instrumental to the development of the
capacity for own revenue collection at subnational levels (Besley and Persson, 2013; Troland, 2016; Masaki,
2018). In this case, there is a reason to suspect simultaneity and reverse causality between own revenues
of states and transfers from the central government leading to the problem of endogeneity. In other words,
a correlation between regressors and residual errors is suspected. Thus, the instrumental variables (IV)/twostage least squares (2SLS) model may be more appropriate in estimating equation (1).

There are more states in the group of Educational Less Developed States (ELDS): Adamawa, Bauchi, Bayelsa, Benue, Borno, Cross Rivers, Ebonyi, Gombe,
Jigawa, Kaduna, Kano, Kastina, Kebbi, Kogi, Kwara, Nassarawa, Niger, Plateau, Rivers, Sokoto, Taraba, Yobe, and Zamfara.
16
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An IV/2SLS model requires at least a variable that satisfies two major conditions: exogeneity and relevance.
Exogeneity requires that the IV variable is not correlated with the residual error, while the relevance condition
requires the variable to be correlated with the endogenous regressor. Without satisfying these conditions,
an IV model breaks down. This can be tested using a battery of tests such as the overidentification test, and
underidentification test, among others. In this study, Fragmentation and Distance in level are deemed to
satisfy the conditions for the validity of instruments in the IV model. This is based on the economics of
revenue sharing in Nigeria and the empirical finding of established scholars. Gisselquist et al. (2016) and
Masaki (2018) have found that distance from the national capital is an exogenous variable that influences
intergovernmental transfers from the central government to subnational units. Also, the number of local
government areas or political units17 in a state can influence the intergovernmental transfers to that state,
but not the amount that can be raised in own revenues. This position emanates from the view that politicians
allocate resources tactically for political gains (Johansson, 2003; Veiga 2012; Kauder et al., 2016). Electoral
consideration can bring the issue of fragmentation into sharing of intergovernmental transfers.
The dependence of own revenues on past own revenues and transfers introduces dynamic relationship into
the variables of interest. Besides, the inclusion of lagged variables among the regressors invalidates the
exogeneity assumption of the independent variables. Thus, implementation of another model becomes
necessary. A dynamic model in the form of system generalised method of moments (SGMM) may be more
appropriate in addressing our concerns. Equation (2) is stated below:

𝑂𝑤𝑛 𝑟𝑒𝑣𝑒𝑛𝑢𝑒𝑖,𝑡 = 𝛽𝑇𝑟𝑎𝑛𝑠𝑓𝑒𝑟𝑖,𝑡 + 𝜑𝑇𝑟𝑎𝑛𝑠𝑓𝑒𝑟𝑖,𝑡−1 + 𝜌𝑂𝑤𝑛 𝑟𝑒𝑣𝑒𝑛𝑢𝑒𝑖,𝑡−1 + 𝛾𝐗 𝑖,𝑡 + 𝛼𝑖 + 𝜉𝑖,𝑡
𝑖 = 1, … … , 𝑁,

(2)

𝑡 = 1, … … , 𝑇

where 𝑖 and 𝑡 are as described in equation (1). The parameters of interest to be estimated in equation (2)
are β, φ, ρ and γ. 𝛼𝑖 is the state-specific effect of state 𝑖, while 𝜉𝑖𝑡 is the error term. Equation (2) is vital
for this study since own revenues may be persistence over the years. The own revenues of any subnational
government may be dependent on the past level of both own revenues and intergovernmental transfers.

Political units such as electoral wards, senatorial districts, and federal representatives’ districts are deemed to be valid instruments in respect of the issue here
given the strategic consideration of politicians in allocation of public funds. However, this study only uses the number of local government areas. Besides, unlike
developed countries where the expansion of municipalities is used to promote development and increase revenues (Hatfield and Kosec, 2013 and Baskaran et
al., 2016), Nigerian states are not free to increase the number of their municipalities. The current local government areas in each state in Nigeria were created
under the military to increase transfers to some states and entrench itself in power. In developing countries, political considerations trump efficiency criterion in
decentralisation decisions (Bardhan, 2002).
17
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More so, own revenue effort is factored into the horizontal revenue sharing.18 Thus, equation (2) helps to
capture the effects of the past own revenues and intergovernmental transfers by including not just the lagged
value of own revenues but also the contemporaneous and lagged values of intergovernmental transfers. It
is therefore required that the sum of β and φ should be greater than zero for transfers to crowd in own
revenues. In view of the foregoing, it may be more appropriate to use a dynamic model.
The inclusion of a lagged dependent variable among regressors generates two challenges. One, the lagged
dependent variable is weakly exogenous, and it correlates with state-specific error and the lagged random
error; and, the persistence effect of the initial condition of the dependent variable in a short panel. The
generalised method of moments (GMM), which was introduced by Arellano and Bond (1991) can handle
the problems. Arellano and Bond (1991) exploit the orthogonality condition between the lagged dependent
variable and the random error to generate instruments to address the problem. Blundell and Bond (1998)
extend previous studies by Arellano and Bond (1991) and Arellano and Bover (1995). They exploit
imposition of restrictions on the distribution of the initial values of the dependent variable, which allow the
use of lagged differences of the dependent variable as instruments in the level equations in SGMM. The
SGMM rest on the absence of autocorrelation, at least autocorrelation of order 2 (AR2). Autocorrelation of
order 1 (AR1) can occur because of the correlation of the lagged dependent variable with the state-specific
error. This study implements the two-step GMM estimator with finite sample correction in standard errors
(Windmeijer, 2005). The instruments are handled according to Roadman (2009a, 2009b).

4.2 Data and descriptive statistics
The data for this study is longitudinal data with cross-sectional and time dimensions on states in Nigeria.
This study focuses on states because information on own revenues of the local government areas is not
available. The data spans a period of seven years, from the year 2007 to the year 2013. The shortness in
the panel is due to the need to use the DMPS-OLS nightlights data, which is not available after 2013, to
proxy sizes of subnational economies and the non-availability of own revenue data for states before 2007.
Besides, the Nigerian economy has slowed down since 2014, which can confound the relationship between
federal transfers and own revenues. All monetary variables are adjusted for the change in the time value of
money using the Nigerian composite consumer price index (CCPI). The data on transfers is a monthly data
in its original form because intergovernmental transfers are made monthly from incomes of the federal
This may be valid in principle than in practice. Local government areas are allocated transfers without data on own revenues. By and large, this does not
invalidate the use of the dynamic model as other considerations are valid. See notes under Table A2.
18
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government from the previous month. On the other hand, own revenue data is released quarterly. Some
states do not make their own revenue data available quarterly but only at the end of the year. Thus, the
data is aggregated yearly for both transfers and own revenues over the year. All other data, including the
dichotomous variables, distance and fragmentation, is constructed annually. Luminosity is the annual
average visible lights from version 4 DMSP-OLS night-time lights series. The information is obtained using
ArcMap to process the DMSP-OLS data archived on the website of the National Oceanic and Atmospheric
Administration (NOAA). The data is available from the year 1992 to the year 2013. A subset of the
observational time series data is used in this study.
Correlation analysis reveals that the highest correlation coefficient of the regressors is in the region of 0.66.
All other variables have lower correlation coefficients. Also, we test for the presence of autocorrelation in the
data using the Wooldridge test for autocorrelation in panel data (Drucker, 2003; Wooldridge, 2010), the test
confirms the presence of autocorrelation by rejecting the null hypothesis of no serial autocorrelation with an
F statistic of 16.39 at 1 percent level of significance. This study exploits White’s test for heteroskedasticity
(White, 1980). The result of the test indicates that the null of homoskedasticity is rejected with a chi-square
of 92.45 at 1 percent level of significance. The regressions are clustered over the states in order to address
the problems of autocorrelation and heteroskedasticity (Wooldridge, 2010). The clustered robust standard
error relaxes the assumption of no correlation in the errors by allowing correlations within clusters but not
between clusters.

Table 3: Descriptive statistics for the years 2007-2013
Variable
Mean
Own revenue
2,068.34
Transfer
14,622.48
Population density
340.10
Agricultural loan
50.67
Children population
178.03
Luminosity
2.85
Fragmentation
21.34
Distance
524.19
Election year
0.32
Educationally developed state
0.36

Std. Dev.
2,928.11
12,915.05
466.03
45.89
78.81
4.74
7.06
197.56

Min
120.27
5,392.26
40.77
0.59
71.29
0.03
8
156
0
0

Max
19,492.75
101,232.70
3008.09
276.41
479.28
21.35
44
957
1
1

Notes: Data is sourced from the Central Bank of Nigeria (CBN), Joint Tax Board (JTB), National Bureau of Statistics (NBS), NOAA’s National Centre for
Environmental Information, and Office of the Accountant General of the Federation (OAGF). N = 250, the number of states is 36, and T = 7. Own revenue,
transfer and agricultural loan are in per capita term. Children population is in ‘000. Distance is the distance to the Federal Capital Territory (FCT). All dummy
variables are generated by the author based on publicly available information. Source: Author’s computation.
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5. Results
5.1 Empirical results
The results of the econometric estimation are presented in this section. The results are in Table 4 below.
Based on the strength of arguments presented in Section 4.1, the analysis will focus primarily on the results
from the IV/2SLS and SGMM models. Nevertheless, the results of the OLS and RE models in columns 1-2
are briefly presented. The coefficient of Transfer is positive, but it is not statistically significant for OLS and
RE models in columns 1-2. This may be due to the issues of endogeneity and reverse causality discussed
in the previous section. Results in columns 1-2 are almost the same. On comparison, the result of the
Breusch-Pagan Lagrangian Multiplier test (with the null hypothesis that there is no panel effect) to compare
the efficiency and consistency of OLS and RE does confirm a panel effect. Thus, the result indicates that
the RE model is more efficient with a Chi-squared statistic of 315.20 at 1 percent level of significance. Under
RE model in column 2, Log agricultural loan, Luminosity, and Educationally developed state are positively
correlated with Own revenue, while Election year and Log fragmentation are negatively correlated with Own

revenue. The RE model has a good fit with between R-squared of 63 percent. The Rho of 0.71 indicates
that 71 percent of the variation is due to differences across panels.
From the IV/2SLS model in column 3, a 1 percent rise in Transfer will lead to a 0.65 percent fall in Own

revenue per capita. This indicates transfer dependency among the subnational governments in Nigeria.
Election year is a period of vote buying in many developing countries (Khemani, 2015), including Nigeria,
with policies designed to favour the electorate because of inadequate investment in public services. As such,

Own revenue mobilisation will nosedive by 24 percent in any period of the election. About 18 percent rise
in own revenues can be attributed to a 1 percent change in Luminosity of any state; while, being an

Educationally developed state will account for 61 percent rise in own revenue per capita. The model has an
R-squared of 0.46; this implies the model explains 46 percent of the variation in Own revenue per capita.
The Kleibergen-Paap rk Lagrangian Multiplier statistic for the underidentification test with a Chi-squared of
6.35 and a p-value of 0.04 shows that the excluded instruments are valid and relevant. The model is
identified; and, the excluded instruments are correlated with the endogenous regressor. The KleibergenPaap rk Wald F statistic of 15.08 does confirm that the instruments are not weak based on Staiger and
Stock’s (1997) rule of thumb that an F statistic above 10 indicates that weak identification is not a problem.19
Thus, the joint null hypothesis that the instruments are valid cannot be rejected. The Hansen J statistic for
Having identified two problems of autocorrelation and heteroskedasticity in our data, we cannot expect that the error term from our regression will be independent
and identically distributed which necessitates the clustering of our regression over the states. This invalidates the Cragg-Donald Wald F statistic reported in ivreg2.
Hence, we rely on the Kleibergen-Paap rk Wald F statistic and adopt Staiger and Stock’s (1997) rule of thumb.
19
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the overidentification test of all instruments indicates that the excluded instruments are correctly excluded
with a p-value of 0.52.

Table 4: Net intergovernmental transfers and own revenues of subnational governments in Nigeria
(1)

(2)

(3)

(4)

(5)

(6)

OLS

RE

2SLS

OLS

RE

SGMM

0.3391
(0.2213)

0.2033
(0.1255)

-0.6450*
(0.3672)

Variable
Transfer
Log transfer (t-1)
Log own revenue (t-1)
Log pop. density
Election year
Log agricultural loan
Children population
Luminosity
Log fragmentation
Edu. developed state
Log distance
R2
Rho
Breusch-Pagan test
KP rk LM stat (pv)
AR1 (pv)
AR2 (pv)
Hansen stat (pv)
No of instruments

N

-0.0304
(0.1554)
-0.2339***
(0.0733)
0.1308*
(0.0706)
0.0037
(0.0024)
0.0736**
(0.0359)
-0.8838**
(0.4077)
0.5925**
(0.2355)
-0.0591
(0.1256)
0.60

0.1340
(0.1822)
-0.1721***
(0.0523)
0.0498
(0.0304)
0.0023
(0.0016)
0.0465*
(0.0261)
-0.8355**
(0.3469)
0.4882*
(0.2750)
0.0267
(0.1300)
0.63
0.71
315.20***

-0.1248
(0.1851)
-0.2710***
(0.0695)
0.0368
(0.0996)
-0.0011
(0.0027)
0.1664***
(0.0379)
-0.6287
(0.5171)
0.4772*
(0.2535)
-0.0127
(0.1578)
0.46

0.3199**
(0.1346)
-0.3143***
(0.1087)
0.8321***
(0.0440)
0.0227
(0.0424)
-0.1129
(0.0716)
0.0069
(0.0192)
-0.0003
(0.0004)
0.0190
(0.0112)

0.3199**
(0.1346)
-0.3143***
(0.1087)
0.8321***
(0.0440)
0.0227
(0.0424)
-0.1129
(0.0716)
0.0069
(0.0192)
-0.0003
(0.0004)
0.0190*
(0.0112)

0.86

0.98

0.2120
(0.2407)
-0.6449***
(0.1979)
0.7471***
(0.1957)
0.1194
(0.2457)
-0.1351
(0.9187)
-0.0742
(0.1394)
-0.0023
(0.0016)
0.0440*
(0.0236)

0.04
0.52
250

250

250

215

215

0.05
0.12
0.58
30
215

Significance levels: *: 10%, **: 5%, ***: 1%. Clustered robust standard errors at the state level are in parentheses. The dependent
variable is Own revenue per capita log transformed, while Transfer is the net transfer per capita log transformed. Edu. developed
state refers to Educationally developed state. Log pop. density is the log of population density. Results in columns 1-3 are
estimates of equation (1) using various estimators, while the results for equation (2) are shown in columns 4-6. The instruments
for the 2SLS in column 5 are Fragmentation and Distance in level and the Kleibergen-Paap Wald rk F statistic for weak
identification test is 15.08. For column 6, Fragmentation and Distance in level including year dummies are used as IV-style
instruments. pv is a p-value. KP rk LM stat refers to Kleibergen-Paap rk Lagrangian Multiplier statistic. AR1 and AR2 are ArellanoBond test for AR1 and AR2 respectively in first difference. All models in Table 4 are estimated with year dummies. Source:
Author’s computation.
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The results of the dynamic model are reported in columns 4-6 in Table 4. Notwithstanding the
inappropriateness of the OLS and RE in estimating the dynamic model (especially when T is short as in this
study), they are needed to show the trend in the results from the estimators. The Breusch-Pagan Lagrangian
Multiplier test does indicate that we cannot reject the null of no panel effect. Thus, the Rho of RE model in
column 5 is 0; and, the coefficients of RE and OLS are the same. This points to the inappropriateness of
both OLS and RE. The result from the SGMM model in column 6 confirms the IV/2SLS model in column
3.20 Transfer is not statistically significant, and the coefficient has a positive sign against our expectation.
The lag of Transfer is negative and statistically significant. It implies that a year after receiving a 1 percent
increase in transfers, the own revenues of subnational governments will fall by about 0.64 percent in per
capita term. Since many subnational governments lack the capacity to collect own revenues efficiently, they
get carried away with an increase in transfers in the following year that they abandon own revenue
mobilisation. This confirms the transfer dependency alluded to earlier. The lag of Own revenue, the
dependent variable is positive and statistically significant. This shows that the Own revenues are serially
correlated over the period. Luminosity is positively correlated with Own revenue. The SGMM model has a
Hansen statistic p-value of 0.58 and the number of instruments used is 30. The model neither suffer from
autocorrelation of order 1 nor 2.

5.2 Robustness checks
A set of regressions is estimated to test the robustness of the main regression results from the models. The
same data used in the main regression is used for robustness checks except for the data on Transfer. The
gross transfer is what is due to a state at any time money is shared among levels of government in Nigeria.
However, what states ultimately get is the net transfer which has been used in the main regressions in Table
4. Because subnational governments cannot commit directly to foreign borrowings on their own, states
apply for foreign loans with a guarantee from the federal government that creditors will be paid as at when
due. This is done to control the propensity of subnational governments to accumulate debts that may lead
to a macroeconomic crisis for the nation. So, the federal government deducts due repayments at the source
from states’ allocations at any time money is shared among levels of government.

Fragmentation and Distance in level and Fragmentation and Distance including year dummies are used as instruments for models in columns 3 and 6,
respectively. Though Fragmentation is a valid instrument in our model, it may have a limited use with respect to studies on developed countries (see Hatfield
and Kosec, 2013; Baskaran et al., 2016). Also, two steps GMM estimation with the robust option in xtabond2 is specified to apply Windmeijer (2005) for the
correction of standard errors of the estimator. Also, the GMM instruments are lagged by 1.
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Table 5: Gross intergovernmental transfers and own revenues of subnational governments in Nigeria
(1)

(2)

(3)

(4)

(5)

(6)

OLS

RE

2SLS

OLS

RE

SGMM

0.3582
(0.2240)

0.2605**
(0.1177)

-0.6510*
(0.3657)

Variable
Transfer
Log transfer (t-1)
Log own revenue (t-1)
Log pop. density
Election year
Log agricultural loan
Children population
Luminosity
Log fragmentation
Edu. developed state
Log distance
R2
Rho
Breusch-Pagan stat
KP rk LM stat (pv)
AR1 (pv)
AR2 (pv)
Hansen stat (pv)
No of instruments

N

-0.0292
(0.1544)
-0.2347***
(0.0728)
0.1315*
(0.0696)
0.0037
(0.0024)
0.0715*
(0.0366)
-0.8725**
(0.4036)
0.5954**
(0.2332)
-0.0537
(0.1242)
0.60

0.1344
(0.1792)
-0.1710***
(0.0522)
0.0489
(0.0306)
0.0026
(0.0016)
0.0419
(0.0261)
-0.8366**
(0.3440)
0.4961*
(0.2734)
0.0293
(0.1281)
0.64
0.71
315.41***

-0.1244
(0.1873)
-0.2684***
(0.0704)
0.0383
(0.0980)
-0.0011
(0.0027)
0.1676***
(0.0374)
-0.6567
(0.5140)
0.4754*
(0.2568)
-0.0238
(0.1567)
0.46

0.3511**
(0.1511)
-0.3473***
(0.1272)
0.8332***
(0.0450)
0.0217
(0.0425)
-0.1198*
(0.0706)
0.0079
(0.0194)
-0.0003
(0.0004)
0.0188
(0.0114)

0.3511**
(0.1511)
-0.3473***
(0.1272)
0.8332***
(0.0450)
0.0217
(0.0425)
-0.1198*
(0.0706)
0.0079
(0.0194)
-0.0003
(0.0004)
0.0188*
(0.0114)

0.86

0.98

0.1927
(0.2828)
-0.6058***
(0.2154)
0.7209***
(0.1932)
0.0995
(0.2465)
0.2351
(0.7834)
-0.0764
(0.1370)
-0.0021
(0.0014)
0.0457**
(0.0219)

0.04
0.53
250

250

250

215

215

0.06
0.11
0.53
30
215

Significance levels: *: 10%, **: 5%, ***: 1%. Clustered robust standard errors at the state level are in parentheses. The dependent
variable is Own revenue per capita log-transformed, while Transfer is the gross transfer per capita log transformed. Edu. developed
state refers to Educationally developed state. Log pop. density is the log of population density. Results in columns 1-3 are
estimates of equation (1) using various estimators, while the results for equation (2) are shown in columns 1-3. The instruments
for the 2SLS in column 3 are Fragmentation and Distance in level and the Kleibergen-Paap Wald rk F statistic for weak
identification test is 15.60. For column 6, Fragmentation and Distance in level including year dummies are used as IV-style
instruments. pv is a p-value. KP rk LM stat refers to Kleibergen-Paap rk Lagrangian Multiplier statistic. AR1 and AR2 are ArellanoBond test for AR1 and AR2 respectively in first difference. All models in Table 5 are estimated with year dummies. Source:
Author’s computation.

Sometimes, the deduction may also be in respect of advances or overpayments made to states by the
federal government. It may also be in respect of repayment for joint projects or local debts. When these
deductions are made, states are credited with their balances which are referred to as the net transfers. The
difference between gross transfers and net transfers could be huge for some states. The potential difference
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has enormous implications on the behaviour of the executives in power that are responsible for the
management of states’ finances. One of such possibilities is that where the gross transfer is enormous, it
could encourage borrowings for anticipated transfers. And, such behaviour could discourage interest in own
revenue mobilisation. By and large, the difference between gross transfers and net transfers could have a
major impact on own revenue efforts of subnational governments. Thus, it is reasonable to use the gross
transfer in place of the net transfer to check the robustness of the empirical findings under the same
estimators as reported in Table 4.
The results of the regressions for the robustness checks are displayed in Table 5. The coefficient of Transfer
is positive and statistically significant as shown in column 2, Table 5 under the RE model as against the
result in column 2, Table 4. This may lead to a wrong conclusion that Transfer boosts own revenue
generation at the subnational level in Nigeria, which may not hold for reasons stated in Section 4.1 such
as endogeneity and reverse causality. The results for the OLS and RE in columns 4 and 5, Table 5 are
similar, but they are not efficiently estimated. Both IV/2SLS and SGMM models confirm our results in Table
4. For the IV/2SLS model, a 1 percent rise in Transfer will lead to a drop in Own revenue per capita by
about 0.65 percent. Election period will see a drop in the collection of revenues by subnational governments,
while those states that invest more in human capital will see a rise in Own revenue in any year.
For the result in column 6, Table 5, the coefficient of the lag of Transfer at -0.61 is negative and statistically
significant. The coefficient of Transfer of 0.19 is positive, but it is not statistically significant. The lag of

Transfer is more negative. This further strengthens the validity of our result. According to the standard theory
that the transfer from the central government is a reduction in the tax liability of economic agents at
subnational jurisdictions. Thus, it is required that the coefficients of both Transfer and lag of Transfer should
be greater than zero for the central government transfers to subnational governments to have positive effects
on own revenue mobilization under the SGMM model. However, the results of this study point to the
contrary. This suggests that transfers are not being used as a launchpad to develop the capacity for own
revenue generation at the subnational level in Nigeria.

6. Conclusion
The federal system provides for the intergovernmental transfer. The purpose of this may be to help
subnational governments to develop the capacity for own revenue mobilisation. It turns out that it breeds
transfer dependency and competition for more transfers, particularly where federal transfers form a
22
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significant chunk of revenues of subnational governments. In the case of Nigeria, subnational governments’
dependence on transfers from the central government is in the region of 75 percent to 95 percent. It
becomes almost impossible for them not to engage in borrowings to meet their unbridled consumption
expenditures in anticipation of transfers. This makes subnational governments worry less about increasing
own revenue mobilisation. The incentive scheme in ceaseless transfers from oil revenues does not
encourage the mobilisation of own revenues for developmental purposes and proper functioning of the
states. The inability to wean the subnational governments off transfer dependency brings about the problem
of bailouts. Bailouts are required when the subnational governments run into debt crises as experienced
recently in Nigeria.
The result of this study shows there is a problem of transfer dependency among subnational governments.
Intergovernmental transfers crowd out own revenues of subnational governments in Nigeria. Our finding is
similar to the conclusion from Morgues and Benin (2012) on their study on Ghana. But, it differs from the
results of the studies by Masaki (2018) and Caldeira and Rota-Graziosa (2014) on Tanzania and Benin,
respectively. The source of revenue, revenue-sharing formula, and the political economy of the creation of
states are vital reasons for the behaviour of subnational governments in Nigeria. These factors discourage
subnational governments from embarking on own revenue mobilisation as any state can expect large
transfers with little or no effort due to the equality principle. Though the transfers are expected to be used
for the provision of services and capacity building for the development of states, it appears transfers are not
used by states to build capacity for own revenue collection.
Besides, corrupt tax administration, mismanagement of own revenues, and misuse of transfers at the state
level may have made it difficult to enforce the tax law and revenue collection at subnational levels in Nigeria.
Taxpayers want to see the public goods provided for the taxes they pay. Where this is impossible, tax
compliance becomes a problem. This may account for lack of interest in fulfilling the civic responsibility of
tax payment on the part of the citizens. Additionally, the identified issues may have informed the needless
vote buying during elections. The coefficient of Election year shows, including the information on Table 2
for the election years of 2007 and 2011, that revenue collection goes down during election years. Though
the coefficient on the lag of own revenue indicates that the revenue collection is correlated, it appears the
efforts are not enough. The states are not exploring all available options within the span of revenue
assignment laws in revenue mobilisation (Table 1), notwithstanding that revenue assignment is skewed in
favour of the federal government in Nigeria. There is a wide gap between what is collected in tax revenues
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and what can be collected in almost all states of the federation. This can be attributed to weak tax efforts
and poor tax administration.
By way of policy recommendation, there is a need to review the extant revenue assignment laws in Nigeria
in favour of states. States should be able to use the resources in their jurisdictions for revenue mobilisation.
They should also have some freedom to vary some tax rates within their jurisdictions where they share tax
administration with the federal government. This will make it possible for states to use tax rates to attract
business and raise more revenue. There is a need for an appropriate fiscal institution to discourage the
transfer dependency of the subnational governments. Such arrangement will bring about positive
competition among subnational governments in revenue mobilisation and all development facets. This
should be followed with strict rules on revenue management and public debts21 at the subnational levels,
particularly concerning access to money and capital markets.22 This requires the enforcement of the existing
regulations in the Fiscal Responsibility Act (FRA) and the introduction of new rules to raise the states’ bar
of accountability. Besides, the federal government should demand that states should not budget more than
10 percent of average actual transfers of the two previous years in revenue projections from the federal
government. This provision will ensure realistic budgets and prevent unnecessary borrowings. The federal
government should also tie a certain minimum proportion of federal transfers to education and health
services at the subnational levels.
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Table A1: Assignment of Expenditure Responsibilities in the Constitution
Expenditures
Federal
State

Local Government

Defence

National defence

Foreign Affairs

Diplomatic and Consular
missions, international
treaties, foreign policy

Public Order

National police, security
services, prisons

State public order

Trade and Commerce

Commercial policy, banking,
insurance, bankruptcy,
international trade,
interstate trade

Intrastate trade and
commerce

Natural Resources

Mines and mineral,
including oil and gas
surveying and mining

Agriculture and Fisheries

Promotion of agricultural
research and production,
fishing rights

Establishment of research
centre for agricultural
studies

Local agricultural
development

Health

Federal health policy

State health policy

Local health services

Education and Science

University and professional
education, technological
research, national statistics

Regulation of primary
education, provision of postprimary education,
university and professional
education, scientific and
technological research

Provision and maintenance
of primary school, adult and
vocational training

Transportation network and
public transportation

Aviation policy and airports,
railways, federal highways

State highways, public
transit

Local roads and highways,
local public transit

Local markets,
slaughterhouses, local
economic development
Natural resources
development other than
mineral exploitation

Notes: States contribute to the maintenance of the police under the control of the federal government in their jurisdictions. Nigeria’s Constitution does not allow
state police for various reasons. Now, states have started to exploit the lacuna in the Constitution to establish various special security organisations due to
increasing security challenges. Social security is not clearly defined in the Constitution. This leaves the states with more responsibilities in terms of poverty
alleviation and other social provisions. Sources: Alm and Boex (2002 p. 44); the Nigerian 1999 Constitution.
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Table A2: Horizontal Revenue Sharing Formula (%)
The basis of Sharing

Percentage of Total Fund

Equality:

40

Population:

30

Landmass and Terrain:

10

Landmass

5

Terrain

5

Social Development Factors:

10

Education
Primary school enrolment

2.4

Secondary/Commercial school enrolment

0.8

Inverse secondary/commercial school enrolment

0.8

4

Health
Hospital beds

1.5

Hospital beds inverse proportion

1.5

3

Water
Water supply spread

1.5

Rainfall inverse proportion

1.5

3

Internal Revenue Effort:

10

Total

100

Notes: The variables in the table determine transfers allocation at a horizontal level in Nigeria. The formula has remained the same since the advent of the
fourth republic in 1999. What each state of the federation gets is determined by the parameters defined in the table. This formula is applied to vertical allocation
to all states to determine what each state will get. Bird and Smart (2002) caution against using of a measure of fiscal effort in allocation formula (See the
article for a detailed discussion). Until 2010, the revenue efforts of state governments were not published in Nigeria. Currently, there is no publicly available
data on the internal revenues of the 774 local government areas. Yet, they receive transfers just like state governments from the federal government. Hence,
it is difficult to say the own revenue effort is applied in revenue sharing in Nigeria. Source: Author’s compilation.
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