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ABSTRACT

Varying levels of governments in Nigeria make massive budgetary allocation annually to subsidies range of public goods and services aimed at ensuring that they are affordable to the common man in the country. Subsidies are parts of redistributive policies aimed at decreasing prices of goods and services or lessen the production cost through some form of unrequited value transfer to economic agent. Subsidy regime also assisted consumers to pay less than the prevailing market price of a given good or service. For more than six decades Nigerian governments were subsidizing; Agriculture, Education, Energy, Transport etc. In the last three decades subsidy regime become increasingly dysfunctional in Nigeria as a result of economic difficulties and attempted implementation of IMF-World Bank inspired economic reforms. Subsidization of goods and services by different tiers of government was fraught with all forms of malpractices which hampers the efficacy of subsidy regime. Frauds perpetrated in the administration of subsidy made it an unnecessary burden on the economy and provide incentive for successive Nigerian governments to attempt to do away with it. This paper concluded that subsidies on range of public goods and services are essential in fostering societal welfare and national economic growth. To achieve these goals the paper advocates the adoption of targeted and cross-subsidies regimes.  
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INTRODUCTION
Subsidies are among many policy instruments used by governments to attain economic, social and environmental objectives. Worldwide, subsidies exist in many economic subsectors, including agriculture, transport, and energy. Governments can subsidize consumption and production by transferring funds to recipients directly, by assuming part of their risk, by selectively reducing or increasing the taxes they would otherwise have to pay, and by imposing mandates and barriers to trade (Ruffin and Gregory 1983). Thus, developed and developing countries   are subsidizing range of goods and services. A subsidy is a form of assistance or support to a business or economic unit or producers of goods or services. Most subsidies are set in place by the government for producers or are distributed as subventions in an industry to prevent the decline of that industry (e.g., as a result of persistent unprofitable operations) or an increase in the prices of its products or simply to encourage it to hire more workers (as in the case of a wage subsidy). Examples are subsidies to encourage exportation of certain goods; subsidies on some locally-produced or imported food to keep down the cost of living and subsidies to boost agricultural production and achieve self-sufficiency in food production. Subsidies are often regarded as devices for protecting domestic infant industries from foreign competition. As subsidy propels growth it also engenders economic burden which needs to be managed efficiently.

Conceptual Definition of Subsidy
Although the term “subsidy” is widely used in economics, it is rarely defined. Often it is considered as form of government transfer of money to an entity in the private sector. According to Oosterhuis (2001), subsidies have been introduced for a variety of reasons. This seems for instance, to be the case. Swaminathan (2002) defined subsidy as a deliberate act by authorities to lower the absolute and relative price of certain items like food and energy. He added that a variant form of subsidy is to provide food stamps or other forms of tied income transfers that allow the purchase of selected commodities of fixed nominal value. Oosterhuis (2001) posits that many would argue that tax concessions are also a form of subsidization. Indeed, for the relevant recipients it may not make much difference whether they are made better off by receiving money or through the reduction of their tax bill. Both forms of “assistance” also represent financial transfers by the government. Protectionism, e.g. tariffs, on the other hand does not result in any such financial transfer from the government, and instead results in fiscal revenue. Yet it could be argued that the imposition of a tariff represents a form of subsidization for the import-competing sectors that are thereby protected from foreign competition. To define subsidies in terms of government transfers or fiscal expenditure is thus not necessarily complete. 


An alternative approach is to consider that a “subsidy” arises any time a government programme benefits private actors. The main difficulty with this approach is that recipients of, for instance, a cash transfer or a tax concession, are not necessarily the ultimate beneficiaries of the policy. Similarly, the main beneficiaries of subsidized intermediate goods may not be the recipients of the subsidies, but rather downstream firms utilizing these products as inputs in their own production. 


The World Trade Organization (WTO) Agreement on Subsidies and Countervailing Measures (ACMS) provides a definition of "subsidy" that has been accepted by all WTO members. Article 1 of the Agreement states that a "subsidy" exists when there is a "financial contribution" by a government or public body that confers a "benefit". A "financial contribution" arises where: (i) a government practice involves a direct transfer of funds (e.g. grants, loans, and equity infusion), potential direct transfers of funds or liabilities (e.g. loan guarantees); (ii) government revenue that is otherwise due is foregone or not collected (e.g. fiscal incentives such as tax credits); (iii) a government provides goods or services other than general infrastructure, or purchases goods; or (iv) a government entrusts or directs a private body to carry out one or more of the above functions. A "benefit" is conferred when the "financial contribution" is provided to the recipient on terms that are more favorable than those that the recipient could have obtained from the market.

Depending on the economic environment, a large number of government programmes may be considered subsidies. According to World Trade Report (2006) for simplicity, these programmes can be grouped into at least three categories: Firstly, the government may transfer funds to producers or consumers, resulting in direct or potential budgetary expenditure, or use its power to instruct private entities to make a transfer; secondly, the government may provide goods or services at no cost or below market price, such as university education, public transport or food stamps and  thirdly, regulatory policies may be seen as subsidies, if they create transfers from one group to another.

Statement of the problem 

Subsidizing public goods and services is a global economic practice. All countries subsidized range of goods or services depending on their peculiarities or needs. It is also a common practice in many developing countries to institute price controls and to provide essential goods and services at subsidized prices to consumers. Petroleum products, electricity and charges for public transport and other essential items are provided at subsidized prices.


Fixing prices at artificially low levels lead to demand exceeding supply for the subsidized goods so that the all too familiar shortages, rationing, corruption and black markets results to the detriment of the economy.

Generalized subsidy engenders loss of potential government revenue. For example, when those that have access to subsidized petroleum products, such as government officials and major marketers, sell it on the black market at several times the official price, they make large profits. These profits could be expropriated as revenue by the government, if there is no subsidy, no price distortion, and petrol is valued at its true opportunity cost, that is, charged by the government at its market price.

Subsidizing petroleum products or fertilizer for instance, contributes to deficits in the government budget. When these deficits are met out of the general budget, its effects trickle to the rest of the country.
Subsidy on energy result in huge losses for the public enterprises engaged in this area. Consequently, they do not have the resources to invest in new facilities, to buy spare parts or to properly maintain existing machinery and equipment that are falling into disrepair. Some machines and transmission lines that are still in use may have outlived their useful economic life. The outcome is frequent breakdowns, unstable and poor service, and general inability to meet requirements of the country in terms both of generating capacity and in the quality of energy produced.
Finally, generalized subsidy has other detrimental effects. Cheap energy promotes; black market, smuggling and wasteful use. Moreover, when energy prices are kept at a level much below cost for decades, there is little incentive for its users to adopt energy efficient technologies and usage. So they are not sufficiently prepared for the large price adjustment that inevitably comes when low prices are no longer sustainable due to an internal or an external shock. In the light of the above mentioned problems, this study intends to review related literature and suggest alternative subsidy regime aimed at addressing the identified problems and draw logical conclusions.       

Antecedents of Subsidies on Goods and Services

In the early development of European economies protective subsidies were used to stimulate production in the mercantilist systems of the sixteenth and seventeenth centuries. For example, Jean-Baptiste Colbert's system in seventeenth-century France, which was known for its protective tariffs, also paid subsidies to textile and tapestry producers, glass manufacturers, porcelain makers, and other luxury product producers. In contemporary developed countries, subsidies often have been paid in heavy industries, such as steel in the United States and Europe and steel and shipbuilding in Japan. With the growth of the Japanese economy in the early 1960s both the European and U.S. steel industries pressed for protection in the form of subsidies. This was especially complicated in Western Europe. The European Coal and Steel Community was created in 1952 to coordinate Western European steel production but losses in their competitive position sent governments scrambling to protect domestic industry rather than fostering international coordination (Andrew and Alan, 1989) In the United States steel received subsidies long after the 1973–1979 Tokyo Round of the General Agreement on Tariffs and Trade (GATT) negotiations that set codes for subsidies. In the late 1970s South Korea developed its steel and shipbuilding industries, and the major steel producers in the rest of the world bargained for new rounds of protective subsidies. However, the competitive disadvantage of these heavy industries was too great to sustain, and most of these policies have been moderated.


According to Arvind (2000) in less developed countries production subsidies have been one of the features in import-substitution industrialization attempts, such as those in Brazil in the 1960s. Throughout Latin America in the 1960s, countries attempted to reduce their foreign obligations by supporting domestic production of industries. To a large extent, import-substitution policies ended in failure because these industries could not compete and gradually were either privatized or phased out. Production subsidies have been used to stimulate industries in colonial markets for sale to the mother nations, as in the case of British subsidies (known then as "bounties") to U.S. indigo production in the Deep South for use in the British textile industry. Of course, with the end of colonial protection after the American Revolution, indigo production in the South collapsed. From the sixteenth through the nineteenth centuries, this same pattern of colonial support for agricultural products was common throughout Latin America.

In fact, the use of subsidies in securing markets and loyalty in satellite regions goes back to antiquity. Romans and Persians secured political and trade stability in their empires by paying subsidies to foreign peoples in the fourth to sixth centuries C.E. Similar subsidy-type payments were also made in the Ottoman Empire (Blockley, 1985).

Other, more sophisticated production subsidies are linked to "strategic-trade models." In these, firms with some market power can cut prices, given the subsidies, and command more market share. In industries with high fixed costs, this can drive out competitors. A prime example of this is the subsidies paid to the European airplane manufacturer Airbus. The strategic-trade motive of subsidies has also been used throughout the "Asian Tiger" economies, fostering infant industries until they can fully compete in world markets (Goldstein, 2004). 

The other type of subsidy that has affected trade is direct-trade export subsidies. These are payments made to domestic exporters to supplement low world prices and provide higher returns for foreign sales. In this way, subsidies are often linked to "dumping," the practice of selling goods abroad for less than in the domestic economy. Domestic taxpayers fund these schemes, which the government runs to counteract unequal trade balances, as in the case of U.S. exports to China, or to stimulate foreign sales and rid the domestic economy of production surpluses (generated by other payments schemes), as in the case of U.S. and European agricultural goods.

Because the subsidies are financed with public taxes, the deadweight loss to the domestic economy is usually greater than the benefit to those receiving the payments. The effect on foreign countries is less clear, though. Clearly, countries with many foreign producers of the good are harmed by the increased sales that reduce prices and reduce market shares, too. However, paying lower prices helps countries that are large importers of the subsidized goods (Andrew and Alan, 1989).

Perhaps the most notorious contemporary example is the large subsidies provided to agricultural exporters. These subventions are the direct result of payment schemes that provide agricultural producers with guaranteed prices higher than market prices; obviously, this causes overproduction. The surpluses generated by the domestic-payments schemes are sold on the world market at the world price, but domestic exporters receive the world price plus an export subsidy (Schluep and De Gorter, 2000). This has been the practice of the Common Agricultural Policy (CAP) of the European Union and the United States in many temperate products. It has been shown that these subventions have increased the variability of, and ultimately decreased, world prices. Even many food-importing countries have been harmed by these policies. For example, many African economies are "food-deficit" (i.e., they need to import foodstuffs to feed their population), but the low world prices have reduced the incentives to expand domestic production, keeping these food-importing nations dependent on foreign supplies (Thompson etál 2002).

Because of their deep involvement with agricultural supports, neither Europe nor the United States pressed for the elimination of export subsidies in agriculture in the GATT talks before the Uruguay Round in 1986–1994. At the Kennedy Round in the early 1960s antidumping measures were negotiated, and at the Tokyo Round in the 1970s export subsidies were limited, with special provisions made for less-developed countries. In the WTO negotiations of 1999 antidumping and subsidy guidelines were codified under the Subsidies and Countervailing Measures Agreement (the "SCM Agreement"), but they are relatively easily avoided through side agreements and by showing special harms to domestic industries Cadot et al. (2004).  

Subsidy Regime in Nigeria: Taxonomy and Dysfunctions

Subsidizing public goods and services predate independent Nigeria. British colonial authorities had provided some forms of incentives and assistance on certain goods or services which can plausibly be regarded as a subsidy. The British rendered assistance to Groundnut and Cotton farmers of Northern Nigeria, in order to boost the supply of these raw materials which provides inputs to industries in Europe. These incentives provided include cheaper farm inputs and extension services. The then Regional Produce Marketing boards also provides rudimentary subsidy to farmers to encourage production of export crops. Two and a half decades after independence, Nigerian government was embroiled in subsidizing array of public goods and services; from petroleum products to meals served to students of tertiary educational institutions. The subsidies that featured much on the Nigerian economic landscape are subsidies on fertilizer and petroleum products. Subsidy on petroleum products became a recurring decimal in social and economic lives of Nigerians. Subsidy, in economic sense, exists when consumers of a given commodity are assisted by the government to pay less than the prevailing market price of same. In respect of fuel subsidy, it means that consumers would pay less than the actual pump price per liter of petroleum product. 
On the other hand, fuel subsidy could be described as the difference between the actual market price of petroleum products per liter and what the final consumers are paying for the same products. Today, the difference, which is borne by the government, is caused by eight ‘import-induced costs’. These costs, according to Afonne (2011:18) have been discovered to be responsible for the high prices of petroleum products in present day Nigeria.  This ‘Fuel Subsidy’ cost has increased dramatically over the years, especially as world crude oil price has risen. Other factors that may have contributed significantly to the rising cost are the devaluation of the Naira and the increasing cost of transportation. However, the primary component of the cost that has caused the greatest uproar is the inordinate ‘Depot’ (dock and jetty) charges which is best described as very high and unnecessary ‘demurrage charges’ at the port.  The staggering amount spent on subsidizing range of public goods and services and massive corruption are the major dysfunctions of subsidy regime in Nigeria. According to PPPRA In 2006, Nigeria spent N261.1 billion (US$2.03 billion) on ‘fuel subsidy’. In 2007, this figure rose to N278.9 billion (US$2.3 billion). By 2008, the amount expended nearly tripled to N633.2 billion (US$5.37 billion). The drastic increase in cost was partly attributed to a depreciation of currency and the very high global prices of oil products. However, there was also the incessant issue of massive graft and fraud which was opportune by the unfortunate and sordid chain of events that led up to the death of the former president yar’adua. Once this precedence had been set in 2008, the stage was primed for inordinate fraud and for annual increases in the cost to the FGN that would eventually culminate in the whopping cost estimate for the fiscal year 2011. Ovaga (2012) stated that Records in Nigeria show that over N1.6trillion was paid by the three tiers of government as fuel subsidy between 2006 and 2009. The focus of the policy as envisaged by the policy makers was to reduce the pump prices of petroleum products in our local markets. But unfortunately, the reverse is the case as the prices of the products were rather rising consistently instead of decreasing. The persistent increase in cost of subsidizing goods and services and attendant corruption perpetrated in the scheme encouraged successive governments tinker with subsidy. or attempt its outright scrapping without success. 

Reforming the Subsidy Scheme for Welfare and Growth

Subsidies and other forms of financial transfers are quintessential to societal welfare and economic growth of any nation. Against the backdrop of its significance, subsidy needs to be re-engineered to make it sustainable, economical and enhance social welfare. To achieve these objectives, there is need to put into effect the targeted and cross subsidies.


Better targeting can usually be achieved with any subsidy program. According to Swaminathan (2002) rations and food stamps are also referred to as a targeted subsidy, that is, they are limited (either in real terms or in nominal terms) as compared to generalized price subsidies. Rationing can limit the total cost of a subsidy program, but it establishes a two-tier price system, with the risk that supplies earmarked for sale at lower prices are diverted to a more profitable open market or that a secondary (speculative) market develops. The selection of eligible households requires a targeting mechanism similar to that used for direct cash transfers. When well implemented, smart cards have proven to be an effective means of transferring targeted subsidies. (Bacon and Kojima, 2008).

 
Lifeline tariffs — special low rates for small users — can be a cost-effective way of making services affordable to poor households (Komives et al., 2007). The premise of lifeline tariffs is that household energy use is highly correlated with income and thus a degree of self targeting is possible. Richer households use electricity rather than other fuels for lighting, and may use a significant amount of electricity for air conditioning. The effectiveness and incidence of lifeline tariffs are, however, dependent on the targeted population being connected to the electricity or gas-distribution network and on the utility being able to measure each household‘s consumption. Because there is often an installation fee for a meter, poorer households are less likely to have meters than non-poor households, and thus to be excluded (World Bank, 2008). Where high upfront connection charges prevent poor people from gaining access to electricity, governments can finance part of the connection charge or oblige utilities to spread the cost out over time. Independent of the choice of policy tool, targeting of benefits is crucial (Bacon and Kojima, 2008). Leakages to the non-poor can never be totally eliminated, but targeting minimizes such leakages and ensures that the poor are compensated for a reasonable portion of their losses. Even if an equal transfer to all households would be in most cases less regressive than universal subsidies, targeted transfers are usually the best support mechanism. A number of different targeting methods are available for directing resources to a particular group. However, most programs do not use a single method, but a combination of methods, which include:
1. Individual or Household Assessment

i.  Means testing: Eligibility is based on collection of information on households‘income, wealth, or both. Ideally, the information is verified against independent data sources (administrative databases, official proofs of incomes, etc.) or through visits by social workers to verify the visible standards of living of the household.

ii.  Proxy-means testing: Eligibility is assessed through a score based on easy-to-observe household characteristics. The indicators used to calculate the score and their weight are based on statistical analysis of survey data. The information provided by the applicant is usually partially verified either by a program official through a home visit or by having the applicant brings written verification of the information.

iii. Community based targeting: Eligibility is determined by a group of community members or leaders, deemed to have good knowledge of each household’s economic welfare.

2.
Categorical targeting
i.
Geographic targeting: Eligibility is determined by location – people who live in the designated area are eligible and those who live elsewhere are not.

ii.
Demographic targeting: Eligibility is determined based on demographic characteristics such as age.

iii.
Sector targeting: Beneficiaries might include transport operators, farmers, and fishermen

3. Self-targeting: The selection mechanism is designed in such a way that take-up is expected to be much higher among the poor than the non-poor or the level of benefits is expected to be higher among the poor. One of the common applications of self-targeting is the subsidization of staple foods that are more heavily consumed by the poor than by non-poor (Swaminathan, 2002). Quantity-based targeting in the case of electricity or gas tariffs can be considered also an application of this approach. One or combination of these techniques, will enable government subsidize goods or services for deserving individuals or group of individuals. 

Cross-subsidies involve a group of consumers paying more than the general cost of supply and the surplus is used to subsidize the provision to the other group at the price that is lower than the cost of supply to the subsidized group. This cross-subsidization may be formulated with varying degree of transparency. A variation on this theme is where the cost of supply is higher to the targeted group (because of distance from the main supply point or low local load density), but the price to both groups is set the same (pan-territorial pricing). According to Bacon and Kojima (2008) this has the result that one group pays above cost and the other pays below cost. Such scheme transfer resources between two groups of users rather than from the general group of taxpayers (through the government budget) to the selected group.


Such scheme tend to be administratively simple in that no additional financing mechanism needs to be set up, while the utility can still cover its total cost. However, as pointed out by Irwin (1977), a policy of allowing utility to charge above full cost will not be sustainable in the presence of competition whereby new entrants could target just the more profitable high-tariff part of the market while undercutting the firm that is using cross subsidies to reach lower-income households.

Targeted and cross subsidies when effectively put in place will address the economic burden the subsidy regime placed on the nation and to a large extent minimize corruption in the subsidy scheme.
CONCLUSION
Subsidy on public goods and services cannot be avoided. Governments worldwide have the obligation to provide enabling environment for economic growth and societal welfare. On account of inevitability and subsidy on goods and services, reforming the subsidy regime is necessary. To reinvent of reform subsidy scheme, efforts should be made to direct the benefits to deserving groups, such as less endowed regions and lower-income households who will be adversely affected by subsidy changes.  

Compensation needs to be visible and sufficiently material to offset a good part of the adverse effect in the early years of the change. Consideration should be given to alternative policy tools to protect the poor, such as cash and non-cash transfers, and, for electricity, district heating, or natural gas, lifeline rates or volume differentiated tariffs.

Subsidies for connection charges can also be targeted to the poor. Also issue of cross subsidy will ensure redistribution and equity.

The credibility of the government’s plan to compensate vulnerable groups is important for public acceptance, as is its plan to use the funds freed from subsidy reform for social and economic benefits.


REFERENCES 
Andrew, A. and Alan, R. (1989) "Subsidies in the U.S. Steel Industry: A New Conceptual                 Framework and Literature Review." Journal of World Trade 23, no. 6: 59–83.
Afonne E., (2011), “Politics of Oil Subsidy: The Cartel’s Fraudulent Acts,” Nigerian News world, October 24, Vol. 15, No. 034.

Anderson, A. and Alan, R. (1989), "Subsidies in the U.S. Steel Industry: A New Conceptual Framework and Literature Review." Journal of World Trade 23, no. 6 59–83.

Arvind, P. (2000), "Evaluating the Case for Export Subsidies." World Bank policy research working paper, series 2276. Washington, DC: World Bank. Policy Review 25 (6), 659‐679.

Bacon, R. and Kojima, M. (2008) Coping with Oil price volatility. Energy Sector Management Assistance Program (ESMAP) Energy security special Report 005/08. Washington, DC. World Bank
Beladi, Hamid, and Chao, C. (2003), "The Role of Export Subsidies in Balance-of-Payment Crises." European Journal of Political Economy 19, NO. 4. 875–884.

Blockley, R. C. (1985) "Subsidies and Diplomacy in Rome and Persia in Late Antiquity." Phoenix 39.  62–74.

Goldstein, Andrea E., and McGuire, M. (2004) "The Political Economy of Strategic Trade Policy and the Brazil-Canada Export Subsidies Saga." World Economy 27, no. 4 541–566.

Irwin, T (1997) “Price Structures, Cross‐Subsidies, and Competition in Infrastructure.”  Public Policy for the Private Sector Note 107, World Bank, Washington, DC.

Komives, Kristin, Vivien Foster, Jonathan Halpern, Quentin Wodon, and Roohi Abdullah (2008). Utility Subsidies as Social Transfers: An Empirical Evaluation of Targeting Performance. Development

 Oosterhuis, F. (2001): Energy subsidies in the European Union, Final Report, Working document of the European Parliament

Ovaga, O. H. (2012), Subsidy in the downstream oil sector and the fate of the masses in Nigeria. Kuwait chapter of Arabian Journal of Business and Management Review.   Vol. 1 no. 6 

Ruffin, R.J., and Gregory, P.R., (1983), Principles of Macro-Economics, Illinois: Scott, Foreman and Company.

Schluep, I. and De Gorter, H. (2000) “The definition of export Subsidies and the Agreement on Agriculture“, document monotype, center for Agricultural and Rural development, Department of Economics, Iowa State university (ISU), Ames, Iowa: ISU

Thompson, R., Gohout, Wolfgang; and Herrmann, R. (2002), "CAP Reforms in the 1990s and Their Price and Welfare Implications: The Case of Wheat." Journal of Agricultural Economics 53, no. 1. 1–13.

World Bank, (2008), Reforming Energy Prices Subsidies and Reinforcing Social Protection. Some design issues. Report 43173-MNA. Washington, DC: The World Bank 
Sokoto Journal of the Social Sciences Vol. 5: No.1, March, 2015
 

              
            139

