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ACRONYMS AND DEFINITIONS

APA Annual Performance Assessment

DLI Disbursement-linked Indicator

DLR Disbursement-linked Result

DMO Debt Management Office — Nigeria

FAAC Federation Account Allocation Committee

FGN Federal Government of Nigeria

FMIS Financial Management Information System

FRA Fiscal Responsibility Act

FRL Fiscal Responsibility Laws

FSP Fiscal Sustainability Plan

FY Fiscal Year for the Government, running 1 Jan to 31 Dec

GDP Gross Domestic Product

HFD Home Finance Department (Federal Ministry of Finance)

IGR Internally Generated Revenues

IVA Independent Verification Agent

MDA Ministries, Departments and Agencies

MTEF Medium-term Expenditure Framework

0AG Office of the Accountant General

OAuG Office of the Auditor General

PFM Public Financial Management

PforR Program for Results

SFTAS The STATE's Fiscal Transparency, Accountability and Sustainability
Program for Results

SMOF STATE Ministry of Finance

TA Technical Assistance

TSA Treasury Single Account

WB World Bank
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2 OVERVIEW

21 Introduction

The accumulation of government expenditure arrears is one of the most common
problems in public financial management (PFM). Expenditure arrears can be the result of
failures at any or all stages of the PFM cycle, including inadequate legal frameworks,
unrealistic budgeting, weak or cumbersome expenditure controls, inefficient cash
management, lack of or problems with a financial management information system (FMIS),
or gaps in fiscal reporting.

Government domestic expenditure arrears are defined as financial obligations that
have been incurred by the government due to non-payment prior to their due dates.
They arise when the governments are unable to discharge their payment obligationsin
a timely manner. These payments may have been overdue based on the following:

e Specific contractual commitment such as payment for construction of a bridge.
e Continuing service arrangement such as payment for electricity supply.
e Particular legal obligation such as payment of salaries, etc.

When these arrears are accumulated persistently, they reduce economic growth,
increase cost of service production, reduce or interrupt public service delivery, increase
interest rate and also reduce confidence in fiscal policy.

Having identified the causes and designed the measures to address the accumulation of
arrears, a government needs to develop a strategy or framework to eliminate the
outstanding stock - Arrears Clearance Framework (ACF). This framework is meant
communicate to stakeholders the government’s plan, timetable, and criteria for the
liquidation of arrears, thereby minimizing any possibility for any perception of favoritism
and corruption in the selection of creditors to be paid.

As a result, Bauchi State Government seeks to employ the Arrears Clearance
Framework (ACF) in order to address the challengesinvolved in the gradual settlement
of accumulated government arrears of the State, as well as preventing further
additions. The planned actions encapsulated in the Arrears Clearance Framework is
designed to be consistent with maintaining macroeconomic stability, anchored on
inclusive growth and transparent implementation.

The framework is steered by the guidelines of the World Bank, the International
Monetary Fund on Domestic Debt Management as well as the Federal Government of
Nigeria Debt Management Office (DMO) along established world best practices in the
settlement and clearance of domestic expenditure arrears.

22 Coverage and Scope of the Framework:
The document covers the policy guidelines and procedures for managing and settling
the domestic expenditure arrears of Bauchi State Government.

The main categories of Bauchi State's expenditure arrearsare as follows:

% Contractors arrears,
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% Pension and Gratuity arrears

&

% Salary arrears and other staff claims.

2.3 Definition of Key Terminology Related to Government Expenditures

Payables: They are also referred to as Creditors. They are a subset of liabilities for
which the related goods or services have been provided by a third party but not yet
paid for by the recipient. A payable is created when an invoice or bill is approved for
payment and has been recorded as an outstanding liability awaiting payment.

Expenditure arrears are a subset of payables that have remained unpaid beyond a
specified due date of payment. In cases where no due date is specified, arrears are defined
as payables that have remained unpaid after a specified number of days after the date on
the invoice or contract, in accordance with a law, regulation, government payment policy,
or local practice.

Commitments are explicit or implicit agreements to make payments to another party
in exchange for supply of goods and services or of fulfilling other conditions. They can
be of a continuing nature that requires a series of payments. They may or may not
involve a contract, but they are often based on a legal obligation.

Liabilities relate to commitments and are established when one entity is obliged under
specific circumstances to provide funds or resources to another party. Liabilities
include outstanding debt, |eases and provisions, as well as payables for provisions of
goods and services rendered. The liability arises when a third party satisfies the terms
of the contract or similar arrangement. Not all commitments however, become
liabilities

2.4 Purpose of the Framework Document

This framework document is aimed at providing practical guidance in the identification,
recording and management of domestic expenditure arrears in the Bauchi State. It will
assist the Bauchi State to establish processes and systems to reduce our stock of
domesticarrears.

2.5 Users of the Framework Document

This framework is primarily meant for the government of Bauchi State. Besides, the
staff of MDAs such as Ministry of Finance, Office of the Accountant-General, Ministry of
Budget and Planning, Debt Management Agency, Office of the State Auditor-General,
State Procurement Council, Ministry of Works and Transport and other line MDAs, etc,,
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who will be involved in debt management and settlement of arrears at one time or the
other will find it useful.

The framework is to be used in conjunction with other extant public finance laws and
regulations, accounting system and procedures manualsin the State
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2.6 Breakdown of Bauchi State Domestic Expenditure Arrears (2017-2021)
ARREARS TYPE 2017 2018 2019 2020 2021(as @ UNE 30
(HMillion) (¥Million) (W¥Million) (N¥'Million) (¥ Million)
CONTRACTORS ARREARS 15,630.66 15,630.66 10,008.74 6,000.12 6,000.12
PENSION AND GRATUITY 15,271.47 16,939.72 19,864.99 22,746.37 23,608.30
SALARY ARREARS AND OTHER STAFF
CLAIMS .
i (Judgment Deht, Property 5,415.01 5,415.01 8,058.88 1,546.58 |  1,426.58
ent & Electricity Bill)
TOTAL ARREARS 36,317.14 37,985.39 37,932.62 30,293.07 31,125.00
Source: Bauchi State Debt Management Agency
2.7 Chartsand Graphs
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The above charts depict the trend in the Total Domestic Arrears of Bauchi State between 2017 and the end of 2" Quarter in
2021. Both charts indicate perpetual increase in the Domestic Expenditure Arrears between 2017 and 2018 in 2019, with a
gradual reduction from 2019 and 2020 with a slight increase as at June 30 2021.
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2.7.2 Juxtaposition of Arrears with Type and Year
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The fourth frame compares the total arrears between 2020 and 2nd Quarter of 2021. It can be seen vividly that the Total Domestic Arrears Increased
from an estimated value of ¥30,293.07 billion in 2020 to an estimated value of M31,125.00 billion already in 2021. A critical examination of the values
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shows about 2.75% increase in the total domestic arrears of 2021 (as at 2" Quarter) when compared with that of Year 2020.
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2.8 Description of the State’s Policy on Arrears

Bauchi State’s Policy on Arrearsis aimed at controlling the accumulation of arrears whilst

ensuring measures that clear existing arrears.

The following measures will be adopted in thisregard:

i. Strengthen legal and regulatory framework. A framework should define payment
terms, when in arrears, reporting requirements as well as the necessary controls at
the budget stages of authorization, commitment and payments with appropriate
provisions for breaching sanctions;

ii. Enhance the credibility and realism of the State’s budget. The State’s budget shall
be a realistic plan for expenditures based on conservatively estimated revenues
based on robust assumptions and forecastsin the fiscal frameworks;

iii. Improve accounting and reporting. Arrears clearance require adequate, timely and
reliable information about their size, composition and impact through government
accounting systems that recognize expenditure commitments, liabilities and
payments,

iv. Strengthen commitment controls to effectively limit commitments to approved
budget allocations and to availability of funds;

v. Facilitate improved and integrated cash and debt management that ensure
liquidity to meet cash obligations as they arise through accurate and timely short-
term estimates of cash inflows and outflows;

vi. Enhance oversight of the State-owned enterprises through governance
frameworks that require timely payment of bills, regular monitoring and reporting
of liabilitiestoreduce implicit contingent liabilities;

vii.  Establish Treasury Single Account (TSA) for effective management of cash flows
and ensure that payments are centralized to the State’s Treasury to prevent arrears
asaresult of administrative hurdles;

viii. Upgrade the government’s financial management information systems to one
that is capable of controlling the main stages of budget execution that handles the
entire expenditure chain, including the release of budget funds, commitments
against the budget funds, production of purchase orders, receipt of goods and
services claimed in the invoices, and payment or non-payment of invoices;

ix. Hold regular Liquidity Management Committee (LMC) meeting to guide
government decisions on budget and fund releases;

x. Implement technological solutions to control expenditures that historically
contribute to the accumulation of arrears.

3 PLANNED ACTIONS FOR SETTLEMENT OF BAUCHI STATE DOMESTIC EXPENDITURE
ARREARS
This Arrears Clearance Framework is designed to address the causes for the accumulation of
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arrears and eliminate the outstanding stock. This framework will communicate to
stakeholders the government’s plan, timetable and criteria for the liquidation of arrears,
thereby minimizing any possibility for any perception of favoritism and corruption in the
selection of creditorsto be paid.

3.1 Principles Guiding the Arrears Clearance Strategy

The following key factors will guide the arrears clearance strategy:

« Comprehensiveness:
The arrears clearance strategy will apply to all outstanding paymentsincurred by all parts
of the public sector, whether in the State government, or State-owned enterprises.

* Transparency:

The clearance of arrears will proceed according to a public timetable, and criteria for
prioritizing clearance which will be transparently stated and adhered to.

« Credibility:
To demonstrate commitment to addressing the root causes of the problem, the strategy
will include measures to avoid the accumulation of new arrears, and ministries or agencies
that fail toimplement these measures will be penalized appropriately.

* Realism:
The government’s annual budget and medium-term fiscal projections will make adequate
provision for the cash cost of arrears clearance.

+ Verification:
Arrears will be verified to ensure that only valid claims are cleared.

A comprehensive, transparent, and credible arrears clearance strategy will typically follow
these five steps:

+ Stocktaking,

« Verification,

* Classification,

* Prioritization, and

» Liquidation.

3.2 Key Actions for Each Step of Arrears Clearance Strategy

3.2.1 Stocktaking:
A Stocktaking of arrears will enable the State government to understand the extent,
composition and the age of the State government’s unpaid bills and prioritize their clearance.

The State government will come up with a time table which shall be communicated for the
stocktaking exercise, and a clear definition of the information requirements will be provided
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to all relevant stakeholders/institutions.

There will be a cut- off date for inclusion of new arrears which will be established to encourage
timely reporting and avoid the generation of fraudulent claims.

The government will prepare a data base of all apparent claims and a regular reporting
framework shall be instituted. The data base will have enough information to allow for proper
definition and classification of arrearsinto categories for proper evaluation

Sanctions for non-reporting, fraudulent, and incomplete reporting of arrears will be
announced and enforced. Using the information produced from the database, a review of the
types of arrears, the age of the debts, and the spending agencies generating the arrears will
be undertaken. This will help to identify the underlying causes and the specific corrective
actionsrequired to address them.

The review will also help to assess whether the problem is restricted to past events, or
whether the problem persists.

3.2.2 Verification:
After the collection of the data on outstanding stock of arrears, the data will be verified to
ensure that they are genuine claimsto avoid payment of fraudulent claims.

This activity shall be undertaken by the State Auditor-General’s Office, an inspectorate or
internal audit function in the Ministry of Finance, or private audit firms, depending on the
legal, institutional arrangements and capacity available. All reports and relevant information
will be provided to the external auditor.

This process will include the following steps:

Step 1

Collection of unpaid invoices: The initial responsibility for producing the necessary
documentation will rest with the Chief Financial Officer of the entity. The responsibility for
the proof of validity of claims without proper documentation will rest with the claimant. Only
original documents will be accepted, not photocopies, to avoid fraudulent claims.

Step 2
Verification of claims: Arrears will be subject to tests to verify their existence, value, and age
of the debt.

Page 12 of
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Arrears will be verified using the following guidelines:

« The legal validity of the payable shall be verified by checking that the transaction was duly
authorized by a responsible officer in accordance with authorized public finance and
procurement laws, rules, regulations and consistency with budgetary authorizations. Where
this is not the case, appropriate sanctions will be applied to officials, and a legal assessment
will be made as to whether the claimisvalid.

* Evidence that the goods were delivered and services were duly received and accepted by a
responsible officer shall be verified.
¢ In case of doubt or for material transactions, delivery will be reconfirmed by requesting
information from the supplier.
e For goods and services, the financial records of the supplier can be asked to show that
amount was registered asareceivable in their accounts.
¢ In cases of salary arrears, payroll records shall be checked to ensure beneficiaries were
employed at that time.
¢ |n more complex transactions, particularly those related to major construction or other
investment projects, evidence of certificate of valuation or a completion certificate
produced by relevant experts shall be required.

* Invoices and supporting documentation will be checked to verify the value of the amount
payable.
Invoices should contain the following information at a minimum:

o The amount,

The supplier,

The reference to the contract or

Purchase order or agreement signed by the responsible officials, and

The documents confirming receipt of goods or services, such as the inventory records of
the purchasing entity.

[« B« i« B o ]

In case of doubt, a cross-check with suppliers' financial statements shall be made.

Step 3
Categorization of claims: Based on this review of validity, each claim will be categorized as
valid, contestable, or rejected.

e Valid claims are those for which adequate documentation exists to recognize a
government liability.
e Contestable claims are those for which incomplete documentation has been
provided.
e Rejected claims are those for which legitimate documentation has not been
presented.
Step 4
Appeals from claimants: Holders of contestable claims shall be invited to provide further
documentation to support their claims or have their claims referred for judgement. Such
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claims may arise through collusion with government officials or poor record keeping.

The burden of proof on the validity of such claims will rest with the claimants, and the
government may decide to settle them in the future on a case-by-case basis, based on the
recommendations of the external auditor or independent arbitrator.

Claim holders will have the right to appeal the external auditor or independent arbitrator’s
decisions through the judicial system.

Step 5

Rejection of invalid claims: The government will formally notify rejected claimants and state
the basis for the rejection. It is essential that government retain full records of decisions made
to defend future legal actions by claimants.

3.2.3 Classification
Once collected and verified, the data of the arrears shall be analyzed and classified for the

purposes of arrears clearance. A database of valid outstanding payments shal| be established
and maintained centrally by the Ministry of Finance.

This can be a resource-intensive and time-consuming exercise, requiring dedicated staff
resources. A practical approach will be to focusin the first instance on large claims, gradually
expanding the coverage of the database.

To allow for appropriate categorization, the following data shall be captured for each
outstanding claim:
« Age of Debts: The database will capture the original due date on each invoice, and arrears
shall be classified according to how long they have been overdue:
o Onetothree months,
Three to six months,
Six to 12 months, and
More than 12 months.
Older arrears should be classified by the financial year in which they were incurred.

©O 00O
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