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Abstract

This study examined the impact of deficit financing on economic growth in Nigeria for the
period spanning from 1981 to 2016. Secondary data was used and sourced from the Central
Bank of Nigeria?s statistical bulletin and was analyzed through the application of Augmented
Dickey Fuller to ascertain the stationarity properties of the time series variables and ARDL
Technique was employed for the regression analysis. The results from the unit root test
revealed mixed degree of integration of the variables i.e. I(0) and (1) and the result from the
ARDL regression estimate showed that government deficit finance over the years had
significantly impacted on the output growth of Nigeria. The variables used in the study were
jointly found significant in affecting the output growth of the economy as revealed by the
F-statistics of the model 56.27987 (0.000000). The study therefore recommends that deficit
financing should be increased effectively, and that government should ensure an efficient public
expenditure process and fiscal discipline as well as maintenance of macroeconomic stability so
that Nigerian economy can develop.

Index terms— Finance, Domestic Private Investment and Output Growth.

1 1. Introduction

eficit Financing is an important method of promoting economic growth and development. In the Keynesian
analysis, it has been advocated that deficit financing could be adopted in order to tackle the problem of
inflationary-unemployment in the advanced nations when there is recession or depression. In the post Keynesian
analysis, it has also been advocated that deficit financing could be applied to the some of the problems of
developing nations, especially the problem of unemployment. The Keynesian school of thought advocates the
expansion in government expenditures even above current income, particularly during depressions. According to
them, the main cause of depression is lack of spending by the public sector when the economy suffers from lack of
aggregate demand such as the great depression of 1929 to 1932 and most recently, the 2008 Global Financial and
Economic crisis. This will increase the demand for productive output and to reduce the level of unemployment
(Anyanwu and Oaikhenan, 1995, Ogboru, 2006, Iya, 2014). A lot of economic problems are caused by deficits
when it is in persistence specifically, deficit financing adversely impacts interest rate, investment and economic
growth Money creation via deficit financing results in an increase in the stock of money and this is inflationary.
Excessive monetary expansions produce an expansion of imports and a contraction of exports so that the external
reserve tends to contract.

In Nigeria, considerable attention has been focused on the consequences of deficit financing because of the belief
that the presence of these consequences in the Nigeria economy might have informed the current thinking that
the government through its deficit financing has contributed greatly to the country’s current economic problem.
Among the problems confronting the Nigerian economy are; pressure on balance of payment, declining growth
and heavy debt burden in which we (Nigeria) had $18billion about 60 percent of the $30billion owed the Paris
Club written off (Debt Management Office, 2006). The concern is not deficit perse, this is because fiscal deficit
is not a crime but when it exceeds the international bench mark of 3 percent of GDP is worrisome, especially
when it cannot be said to promote economic activities (Anyanwu, 1997).
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3 B) EMPIRICAL LITERATURE

All government programmes must be financed, whether in form of expenditure on goods and services or on
the assets acquisition or through lending to the private sector. The other part of the expenditure which has not
been financed through income tax, individual’s savings or domestic borrowing must be through fiscal deficit.

The persistent recurrence of deficit financing via the creation of high powered money may not guarantee the
achievement of macroeconomic objectives, which may in turn affect the level of desired investment in an economy
and thereby narrowing growth. Major determinant that is mostly affected directly by macroeconomic policy is
investment, (Word Bank 1993) such macroeconomic policies involved the deliberate control of policy instruments,
such as monetary and fiscal policies on grounds of achieving macroeconomic objectives. Investors expectation,
decision and confidence on whether to invest or not are based on macroeconomic indices. It is regarded that
Macro economic variables are basic fundamentals or D preconditions which must be achieved for investment to
take place and it is against this macroeconomic background that this research work is undertaken to determine
to assess the performance of deficit financing on private investment.

2 II. Theoretical Framework a) Deficit Financing and Economic
Growth Theory

The Keynesian economists are of the opinion that increase in government spending leads to an increase in domestic
output and sees the possibilities of government spending crowding out private (investment) spending through
interest cost credit (interest rate). They also believed that fiscal deficit could have a negative impact on external
sector, reflected through trade deficit, but only if the domestic economy is unable to absorb the additional liquidity
through an expansion in output. The theory holds that government borrowing only in cyclical downturn when
there is a rise in a private sector savings and period of unemployment.

In a cyclical upturn, there shall be the reverse of borrowing. However, the financing of any level of fiscal
deficits whether through taxation or borrowing fiscal policy involves the absorption of real resources by the
public sector that otherwise would be available to the private sector, the absorption of domestic resources will be
delay if foreign borrowing or unemployed resource are available. This absorption would improve overall efficiency
(output growth) if the social return (benefit) from public expenditure exceeds its private opportunity cost. While
public expenditure may displace private sector output (the crowding out effect), it may also improve private
sector productivity (the positive externality or public good effect). Development models of public expenditure
which primarily is the work of Rustow (1971) anchors on the fact the countries of the world must pass through
different stages before they could develop, and that these different stages requires varied proportion of Government
spending to total investment in the economy will be large since most of her activities centre on capital formation
bordering on roads, housing telephone, education, health care, among others in preparation for takeoff into the
middle stage.

3 b) Empirical Literature

Several attempts had been made to examine the effect of deficit financing on economic growth of a country.
Cooray, (2009), Abdullahi, (2000), Gregornu et al ??72007), and Erkin, (1998) in their works the impact
of government expenditure on growth discovered that countries with large government expenditure tend to
experience higher growth. Deficit spending by the government stimulates the economy in the short run by
making households feel wealthier, thus, raising total private and public consumption expenditure. Through the
resulting increase in the aggregate demand, budget deficit has a positive effect on macro-economic activities,
thereby stimulating savings and capital formation Seater in (Okpanchi and Abimiku, (2007), Chakraborty and
Chakraborty, (2006)Liu, et al ??2008) examined the casual relationship between GDP and public expenditure
for US data during the period 1947-2002. The causality results revealed that the total government expenditure
causes growth of GDP. They concluded that judging from the causality test Keynesian hypothesis exerts more
influence than the Wagner’s law.

Owole et al (2007) investigated the relationship between government expenditure and economic growth for a
group of 30 OECD countries during the period 1970-2005.Theregression results showed the existence of a long-
run relationship between government expenditure and economic growth. Also, they observed a unidirectional
causality from government expenditure to growth for 16out of the countries, thus supporting the Keynesian
hypothesis. However, causality runs from economic growth to government expenditure in 10 out of the countries,
confirming the Wagner’s law. Finally, he found that the existence of feedback relationship between government
expenditure and economic growth of four countries. Goher et al (2011) verified the impact of government fiscal
deficit on investment and economic growth using time series of thirty years stretching between 1980 and 2009.
They believed that fiscal profligacy has seriously undermined the growth objectives thereby adversely impacting
physical and social infrastructure in the country. Huynh (2007) conducted his study while collecting data from
the developing Asian countries from the period of 1990 to 2006. He concluded that there is negative impact of
budget deficit on the GDP growth of the country while analyzing the trends in Vietnam. Vamvoukas (2000)
explored with the help of Keynesian preposition and Richardian Equivalence, the effect of budget deficit on
interest rate and inflation rate, while using data of Greek economy from 1948-2001 by applying co-integration
analysis, granger causality and impulse function. Shojai (1999) concluded that deficit spending, financed by the
central bank, can also lead to inefficiencies in financial markets and cause high inflation in developing countries.
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At the same time, it also distorts real exchange rates, which in turn undermines the international competiveness
of the economy. Akpokodje (1988) also observed that Government’s monetary policy which insured credit to the
private sector has a strong positive and significant impact on private investment. He found out that, in the long
run, sectoral allocation of funds to the private sector is capable of inducing private investment. This implies that
increase allocation of funds to the government to finance its expansionary fiscal policy programme at the expense
of the private sector adversely affects investment in the private sector significantly.

4 1III. Research Methodology a) Research Design

It is essentially an Ex Post Facto account of the impact of deficit financing on economic growth in Nigeria. This
type of research explains how an independent variable, present prior to the study in the participant affects a
dependent variable. It enables one variable hypothesized to be influencing another and does not use random
assignment.

5 b) Sources of Data

The data for this study was obtained mainly from secondary source, which was collected from CBN statistical
bulletin, economic and financial review of the CBN (various issues).

6 c¢) Method of Data Analysis

The behavioral relationship of the model was estimated by employing Auto-regressive Distributed Lagged
Estimates (ARDL) technique. The choice to use the ARDL technique over other methods of analysis is based on
the advantages it’s possessed among others which are; it can be applied to variables irrespective of their order of
integration whether they are purely I(0) and I(1) or mixed and it is efficient for limited sample data between 30
and 80 observations and large sample (Pesaran and Shin 1995).

7 d) Tests for Unit Root

Financial and economic time series have been observed to be non-stationary at levels. And attempt to regress
a non-stationary series on another non stationary series leads to spurious regression (Yule, 1926 Granger and
New bold, 1974), a situation that causes wrong inference making. Thus, since correct inference will depend on
statistical properties of the data, particularly stationarity, a unit root test was conducted on the time series
(RGDP, INT, EXR, GFD, DPI) using Augmented Dickey Fuller (ADF) test (with a constant and time trend)
for a sample period of 1981 to 2016.

8 e) Model Specification (Autoregressive Distributed Lag

Model)

The preference of the model Autoregressive Distributive Lag (ARDL) was motivated by its appealing statistical
and economic properties which take care of both 1(1) and 1(0) variables. The autoregressive distributive lag
(ARDL) model is simple and easier to interpret and above all is very reliable. The following ARDL model was
estimated in order to obtain the coefficients for the explanatory variables (GDF, EXR, INT, DPI) and real output
growth (RGDP) since these variables have mixed order integration of 1(1) and 1(0). ?InRGDP = Co + 7 1
InRGDP t71 + ? 2 InGDF t71 + 7 3 InEXR t?1 + ? 4 InINT t?1 + 7 5 InDPI t?1 + 7 777 7?7 ??7=1 InRGDP
t?1 4+ 7 ?s?InGDF t?n 4+ q 77=0 + ? 7s?InEXR t?n 4+ q 77=0 7 ?s?InDPI t?n + q ?7=0 ? pz?InINT t?z 4+ 77 t
7777 (3.

9 Source: Author’s Computation using E-view 9

Table 2 contains multiple regression results for the impact of deficit financing on economic growth in Nigeria.
The selected model was (2,3.4,4) based on Akaike information criterion (AIC) with maximum dependent lag of
3. The lag coefficient of Real Gross Domestic Product (RGDP) and government deficit financing (GDF) were
found statistically significant at 1 percent in determining the trend of real output growth as indicated by their
probability values of 0.0122 and 0.0087 respectively; while the coefficients of exchange rate (EXR), interest rate
(INT), Gross net capital formation proxied as domestic private investment (DPI) and constant inclusive were
found statistically insignificant at 10 per cent level in determining the trend of real output growth as indicated by
their probability values of 0.1511, 0.5386, 0.0653 and 0.4728 respectively. The study found negative and significant
impact between government deficit financing (GDF) and real output growth (RGDP). This study negates the
findings of Iya et al (2014) on the effects of fiscal deficit on economic growth in Nigeria. Their study found positive
and insignificant impact to have existed between fiscal deficit and economic growth. Furthermore, negative and
insignificant impact was found to have existed between exchange rate and real output growth and between gross
net capital formation proxied by domestic private investment (DPI) and real output growth (RGDP). The study
also contradicts the findings conducted by Iya et al (2014) on their study on domestic private investment on
economic growth. Their findings revealed positive and significant impact between domestic private investment
and economic growth. The coefficient of interest rate (INT) was found to have positive and insignificant impact
on real output growth (RGDP). Precisely, the coefficients of Government Deficit Financing (GDF), Exchange
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12 APPENDICES

Rate (EXR) and Gross Net Capital Formation proxied as Domestic Private Investment (DPI) were obtained as
-0.001491, -0.644191 and -1.152747 respectively. The coefficient of interest rate was obtained as 0.441814, this
result therefore implied that 1 per cent change in Interest rate will increase the real output growth by 0.441814
percent. The F-statistics 56.27987, which measured the joint significance of the parameter estimates, was found
statistically significant at 1 per cent level as indicated by the corresponding probability value of 0.000000. This
implied that all the variables of the model were jointly and statistically significant in affecting the RGDP of the
Nigerian economy. The R 2 value of 0.992784 (99 per cent) implied that 99 per cent total variation in RGDP
was explained by GDF, EXR, INT and DPI in Nigeria. Coincidently, the model was found fit after taking into
account the loss in the degree of freedom as indicated by the adjusted R 2 (R 2 = 0.975143 or 97 per cent). The
Durbin-Watson statistic 2.983742 was observed to be higher than the R 2 0.983028, which indicates that the
model is non-spurious (meaningful).

10 IV. Summary and Conclusion

This study attempted to examine the impact of deficit financing on economic growth in Nigeria through the
application of Augmented Dickey Fuller in testing the stationarity of time series and ARDL technique for testing
the regression estimate. The unit root results revealed that the variables used in the study have mixed degree of
integration. The results for unit root test revealed that interest rate, exchange rate, real gross domestic output,
government deficit financing became stationary and well behaved after first difference d (1), while domestic
private investment became stationary at level I(0). The regression estimate of the model has revealed that the
lagged coefficient of real output growth and the coefficient of government domestic deficit were found to be
statistically significant on economic growth, while the coefficients of exchange rate, interest rate and domestic
private investment were found to be statistically insignificant. The model result indicates that government
domestic deficit, exchange rate and domestic private investment had negative association with economic growth,
while interest rate had a positive association with economic growth. The model was found to be fit as evidenced by
its R-squared (0.975143), and the variables in the estimated model were found to be simultaneously statistically
significant as shown by the high value of F-statistic (56.27987). In conclusion, it could be said that management
of deficit financing has been effective. Some of the major features identified to include public investment involving
domestic deficit financing have been self-liquidating, good inter-agency coordination, good record keeping, good
quality human resources, financing of long term projects with long term loans, short term project with short
term loans. Thus, the federal government became a revenue follower to the extent that its expenditure pattern
had little relationship with movement in receipt.

11 a) Policy Recommendation

1. The study found that deficit financing has negative significant impact on economic growth in Nigeria. It is
therefore recommended that deficit financing should be increased effectively, and that government should ensure
an efficient public expenditure process and fiscal discipline as well as maintenance of macroeconomic stability
so that Nigerian economy can develop. 2. The study found a negative significant association between domestic
private investment and economic growth. It is therefore recommended that government should provide enabling
environment for the domestic investors and be given loans in order to boost their business to promote economic
growth.

12 Appendices
1
1)
[Note: Note: *** significance at 1%Source: Author’s Computation using |

Figure 1: Table 1 :



Regressors
RGDP(-1)
GDF

EXR

INT

DPI

C

Trend
R-squared
Adjusted R-
squared

D W statistic
F-statistic

Coeflicient
-0.940954
-0.001491
-0.644191
0.441814
-1.152747
-1.908651
0.791149

Standard Errors
0.300864
0.000447
0.410550
0.691191
0.549311
2.547439
0.264834

56.27987 (0.000000)

Figure 2: Table 2 :

T-Stat
-3.127508
-3.336975
-1.569093
0.639208
-2.098533
-0.749243
2.987342
0.992784
0.975143

2.983742

Prob*
0.0000***
0.0087***
0.1511*
0.5386*
0.0653*
0.4728%*
0.0153**
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