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Abstract 
 

This study focused on empirically investigating how the various modes of deficit financing affect 

Nigeria’s economic growth. Federal government’s budget deficit financing was disaggregated 

into deficit financing via foreign sources, deficit financing via domestic sources and deficit 

financing via other funds. A time series data for the period 1981-2018 was drawn from the Central 

Bank of Nigeria Statistical Bulletin. Gross domestic product served discretely as the dependent 

variable, while the various components of deficit financing in Nigeria served as the independent 

variables. The data were subsequently analyzed using econometric methods with a view to 

establishing the extent of relationship between the dependent and the various explanatory 

variables. Augmented Dickey-Fuller was used to test for the stationarity of the data whilst 

Ordinary Least Square Multiple Regression Technique was used to ascertain the short-run 

relationship between the variables. From our results, all employed variables attained stationarity 

after second differencing at 5% level of significance. The findings of this study revealed that deficit 

financing negatively affects Nigeria’s economic growth irrespective of the source(s). The study 

concludes that the mode of financing deficits does not really matter but the size and frequency of 

deficits. The study therefore recommends among others that the budgetary policy of the 

government should depend on the economic situation of the country at that time. To significantly 

reduce deficits, public expenditure should not be increased without a corresponding increase in 

public revenue.  

Keywords: Deficit financing, economic growth, expenditure, revenue, recession 

 

1.0 Introduction  
 

Fiscal deficit is common among contemporary governments all over the world. Many governments 

have entirely abandoned the balanced budget concept and embraced the Keynesian expenditure 

led growth which he recommended to the governments of developed countries after the Great 

American depression of the 1930s. Keynes (1936) attributed the cause of the Great depression to 

under-spending by the government. The slowdown in the growth of aggregate demand needed to 

be offset either by higher and growing government deficits or by increases in real wages or real 

transfer income, which would have led to an expansion of consumer markets followed by induced 

investment, in order to maintain employment levels. Keynes has always argued that deficit 

spending, or, more generally, manipulation of the government budget can help keep 

unemployment down. In other words, maintaining prosperity and high employment require great 

deficit financing. Therefore, he recommended deliberate budget deficit and tax reduction during 

economic recession in order to increase aggregate demand and consumption which in turn 

increases production and enhance economic recovery.  
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Ever since, various countries engage in massive public expenditure in a bid to stimulate their 

economies, meet the needs of their citizens and situate the economy on the path of accelerated and 

continuous growth/development. As a result, government’s expenditure will outweigh its 

generated revenue overtime, thereby resulting in deficit financing as is the case with Nigeria 

presently. However, poor macroeconomic administration, government incompetence, extensive 

tax avoidance, wasteful spending, severe deterioration in accrued revenue, increasing government 

responsibilities, unanticipated hike in the prices of goods and services could also widen budget 

deficits rather than the influence of a programmed countervailing policy. A study by Omojimite 

and Iboma (2012) confirmed that the persistent fiscal deficit financing in Nigeria is due to the 

unproductive tax system. According to available statistics from the Federal Inland Revenue (FIR), 

between 2001 and 2005; 2007 and 2014, the actual tax revenues were greater than targeted tax 

revenues whereas in 2006, 2015 - 2018, targeted tax revenues exceeded the actual tax revenues in 

Nigeria (https://www.firs.gov.ng/). Nigeria loses $15 billion annually to tax evasion (Fowler, 

2019). 

 

Deficit financing is a government’s expansionary fiscal policy of financing the budget deficit due 

to anticipated revenue falling short of planned expenditure in a given fiscal year. It is considered 

as a major recovery tool that stimulates consumption and triggers higher private investments 

during periods of economic depression. Deficit financing is essential for economic growth 

acceleration in countries suffering from severe scarcity of resources but should be undertaken 

under the framework of an adequate and well executed plan for economic development. It can be 

regarded as a necessary harm which has to be condoned, especially in developing economies; only 

to the extent it can boost capital stock and economic development.  

 

The government can finance fiscal deficits either by issuing new currency, increasing taxes, 

drawing down accumulated cash reserves, borrowing domestically (through the central bank, 

deposit money banks and the public via bond issuance) or externally (from multilateral or bilateral 

creditors, including the international capital market). Whichever mode of financing chosen by the 

government can have significant effects on the macro-economic variables. However, in practice, 

the government finds it easier to print new money or borrow via issue of government bonds than 

increase taxes due to public resentment to additional taxes. Thus, excessive and sustained deficit 

financing through the creation of high powered money or borrowing may abate the attainment of 

macro - economic stability, which in turn may affect the level of desired investment in an economy 

and thereby suppress growth. If the central bank monetizes the debt, it increases the monetary base 

which is inflationary. Inflation caused by deficit financing leads to a rapid increase in 

government’s spending over its revenue forcing the government to accumulate huge deficits.  

 

More so, deficits financed through over reliance on internal non-public borrowings will cause a 

decline in loanable funds that are available to the private sector, increase interest rates and ‘crowd 

out’ non-public investments. Similarly, excessive foreign borrowing could lead to current account 

deficit and create debt servicing problems which depletes foreign exchange reserves. Deficit 

financing through tax increase by the government can have damaging effects on the economy as 

high tax rate reduces the competitive strength of domestic producers. However, in Nigeria, fiscal 

deficits were mainly funded by borrowing from the banking sector and foreign sources (NCEMA, 

https://www.firs.gov.ng/
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2004). Meanwhile, a higher percentage of the financing from the banking sector was obtained from 

the Central Bank of Nigeria (CBN, 2014).  

 

One of the major concerns of economists, analysts, researchers and policy analysts in 

contemporary times has been on the substantial deficit spending of governments and its impact on 

the economy. According to Saleh (2003), the relationship between budget deficits and 

macroeconomic variables such as growth, interest rates, trade deficit, exchange rate etc., is one of 

the most widely debated topics among financial experts and policy makers in both developed and 

developing countries. Some argue that budget deficits crowd out borrowing from the private sector, 

increase interest rates, reduce net exports, exacerbate debt and lead to either higher taxes, higher 

inflation or both. Similarly, others argue that fiscal deficit is necessary as the achievement of 

economic development programmes by the government depends on sufficient financial provisions 

i.e. deficit financing help countries climb out of economic recession. Hence, the controversy on 

the influence of deficit financing on a developing country like Nigeria remains unsatisfactory, 

given the contradictory outcomes of contemporary researches.  More so, previous studies 

concentrated more on the influence of aggregate deficit financing but much has not been done 

regarding the various components of deficit financing which is the pivot of this research. 

Therefore, it becomes pertinent to empirically examine the effects of the various components of 

deficit financing in a developing country like Nigeria for the period 1981- 2018.  

2.0   Theoretical Framework 

An extensive theoretical literature has been developed to examine the relationship between the 

budget deficit and macroeconomic variables. Generally, there are three theories on the economic 

effects of fiscal deficit on the economy; Keynesian theory, Neo-classical theory, and Ricardian 

equivalence approach. These theories serve as the foundation upon which this study is built.  
 

Modern economists prescribe deficit financing for developmental purposes especially during 

economic recessions as it has the capacity to stimulate economic growth by stirring investment, 

employment and real income. Keynes (1936) opined that a clear-cut nexus exists between fiscal 

deficit and economic growth. He views deficit financing as a redeeming expenditure which support 

countries in tackling unemployment dilemma and economic recession and suggests a pump-

priming strategy of government expenditure by way of new money creation which would spur 

private investment, through consumption multiplier effect in revenue generation thereby 

increasing the country’s employment level. For when a certain amount of investment is initiated 

by the government via deficit financing, the accumulated investment is followed by increase in 

consumption over time, hence, national income rises higher than the original investment.  

 

The Neo-classicals affirm that budget deficit is negatively related with economic growth. The 

assumption that deficit financing reduces private investment plays a key role in neo-classical 

analysis. It is referred to as the ‘crowding out hypothesis’ because when the public sector draws 

on the pool of resources available for investment, private investment gets crowded out resulting 

from changes in the interest rate. When the government increases its demand for funds, the interest 

rate goes up. Hence, private investment becomes more expensive and less of it is undertaken. They 

suggest that governments should avoid deficits in favour of a balanced budget policy. The 

Ricardian Equivalent Theory on the other hand asserts that fiscal deficit has neutral effect on 

economic growth. According to the theory, when the government funds any additional expenditure 
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through deficits and decides to tax in the future, taxpayers will look forwards to paying higher 

taxes in future. As a result, instead of raising their present consumption, savings are increased to 

take care of the imminent tax increase. Hence, the impact on aggregate demand would remain 

unchanged as if the government had decided to tax immediately. This implies that whether a 

government decides to finance its spending with debt or tax increase, the effect on the total level 

of demand in an economy will be the same.  

 

2.1   Literature Review 
 

Generally, the rationale behind deficit financing is to close the lacuna between government 

expenditures and tax earnings. Globally, an effective tax system provides ample revenue to finance 

the ever growing public expenditure on administration and social services. However, since tax 

increases are not politically appealing, governments often resort to deficit financing especially 

during recessionary periods in an economy. Government deficit spending is a focal point of 

argument in economics, with notable economists holding divergent opinions (Krugman, 2010). 

Several studies have been conducted on the effects of deficit financing on an economy. 

 

According to Arvind and Neelankavil (2011), when deficit financing is undertaken for a short 

period with an action plan to create equivalent surplus in near future, there could be reversal of 

real GDP decline and stimulation of real GDP growth for the benefit of citizenry. Thornton (1990) 

asserts that fiscal deficits could be the actual instrument for accelerating growth and development 

in a developing country depending on the method of financing the deficit and the sustainability of 

the budget deficit. The study by Al-Khedar (1996) on fiscal deficit and key macro-economic 

variables in the major industrial countries revealed that deficit negatively affects the trade balance 

though it has a clear-cut and meaningful impact on the economic growth of the country.  

 

The study by Okelo, Momanyi, Othuon and Fredrick (2013) investigated the correlation between 

fiscal deficits and economic growth in Kenya using both exploratory and causal research designs 

for a period of 38 years (1970-2007). The results revealed a clear-cut relationship between fiscal 

deficits and economic growth. According to Kneller, Bleaney and Gemmell (1999), budget deficit 

may have diverse effects on economic growth depending on the way they are generated. Hence, if 

the budget deficit is due to increase in productive government spending, the effect on economic 

growth is positive; if the budget deficit is due to increase in non-productive government spending, 

economic growth will be affected negatively; if the budget deficit is due to a reduction in 

distortionary taxation, the effect on economic growth is positive; if the budget deficit is due to a 

reduction in non-distortionary taxation, economic growth will be unaffected.  

 

Wicken and Uctum (1990) suggested that the sustainability of a fiscal deficit profile is necessary 

if it must spur growth. A study by Baldacci, Clement, Gupta and Mulas-Granados (2005) for 39 

countries with low per capita income revealed that maintaining a reasonable budget deficit is 

associated with economic growth both in the short and long run. Basically, the composition of 

expenditures exceeding revenues is relevant to the overall impact of the budget deficits on 

economic growth. In countries where public expenditure is directed towards salaries, a lower GDP 

growth rate has been recorded while the reverse is the case in countries where public expenditure 

is channelled towards investment and purchase of goods and services.  
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Alternatively, some scholars opposed the claim that increasing government spending spurs 

economic growth, rather, they argued that higher government deficit spending may halt complete 

performance of the economy. The World Bank (1996) report indicates that low growth rates and 

inflation rate are associated with large overall budget deficit in parts because the financing was 

done mainly with Central Bank borrowings, as was the case in Nigeria (World Bank 1996). The 

results of Fischer (1993) on a consistent sample of countries reveal a reverse causal relationship 

between budget deficit and economic growth. According to him, budget deficit leads to a reduction 

of both capital accumulation and productivity growth with an obvious negative impact on the GDP 

growth rate. Similarly, research findings by Lucas and Sargent (1981) revealed that massive 

government budget deficits and high rates of monetary expansion were not accompanied by 

economic growth.  

 

Prunera (2000) further revealed that deficit is negatively related with economic growth. Extreme 

deficit countries seem to experience torpid and poor growth performance. The study conducted by 

Adama and Bevan (2005) revealed that an inverse causal relationship exists between budget 

deficits and economic growth for a group of 45 developing countries. Their study also show that a 

deficit level of 1.5% of GDP is likely to influence GDP positively while a deficit below 1.5% can 

negatively affect GDP if the reduction is due to a fiscal contraction. Similarly, empirical studies 

by Cochrane (2011) revealed that a budget deficit above 3% of GDP is a brake on its growth while 

a lower deficit of 1.5% has zero effect on economic growth. Other studies that found a negative 

relationship between budget deficit and economic growth includes Goher (2012); Huynh (2007) 

etc.  
 

Najid (2013) examined the role of budget deficit in Pakistan economy between 1971 and 2007.  

The findings revealed that there is a bi-directional causation from budget deficit to Gross domestic 

product and Gross domestic product to budget deficit. The OLS results revealed that in Pakistan, 

budget deficit is insignificantly related to Gross domestic product positively. This implies that 

budget deficit cannot spur growth in Pakistan economy. Fatima, Ahmed and Rehman (2011) 

examined the impact of government fiscal deficit on Pakistani investment and economic growth 

between 1980 and 2009. Their study revealed that fiscal profligacy has seriously undermined the 

growth objectives thereby adversely impacting physical and social infrastructure in the country. 
 

Velnampy and Achchuthan (2013) examined the impact of fiscal deficit on Sri Lankan economy 

between 1970 and 2010. The results show that an insignificant relationship between fiscal deficit 

and economic growth.Vuyyuri and Seehaiah (2004) could not find any significant impact (positive 

or negative) of fiscal deficit on economic growth. Hence, concluding that its effect is neutral. 

Rahman (2012) also investigated the relationship between budget deficit and economic growth in 

Malaysia using quarterly data between 2000 and 2011. The findings show that a relationship 

between budget deficit and economic growth is non-existent in the long run. Wosowei (2013) 

examined the relationship between budget deficit and macroeconomic performance in Nigeria 

between 1980 and 2010. The findings show a negative and insignificant relationship between 

macroeconomic output and fiscal deficits.  

Ojong, Owui and Effiong (2013) investigated the influence of government budget deficit financing 

on economic development in Nigeria. The results indicate that a significant relationship exists 

between budget deficit financing and Nigerian economic growth. Ogunsakin and Lawal (2015) 
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investigated the effect of fiscal deficit on Nigerian economic growth using co-integration and error 

correction. The results reveal that budget deficit is part of the pointers of macroeconomic 

instability and significantly depress human capital formation. Ezeabasili, Tsegba and Wilson 

(2012) examined the relationship between fiscal deficits and economic growth in Nigeria between 

1970 and 2006. The results show that fiscal deficit impacts negatively on economic growth, with 

an adjustment lag in the system. A one percent increase in fiscal deficit can reduce economic 

growth by about 0.023 percent. 

 

A dominant problem which has hampered the achievement of macroeconomic stability and 

sustainable growth in Nigeria has been attributed to fiscal deficit and the reliance of government 

on borrowing specifically from the banking sector (Ariyo and Raheem, 2001). This has resulted in 

excess liquidity in the financial system, depreciation of the Naira and inflationary pressures in the 

goods and services markets as well as the crowding out of the private sectors by the government 

from the credit market. A study by Umeora (2013) investigated the relationship between the public 

sector deficit financing and some macroeconomic variables in Nigeria such as Gross domestic 

product, exchange rate, inflation, money supply and lending interest rate between 1970 and 2011. 

Using Ordinary Least Squares (OLS) technique, the study concludes that public sector deficit 

financing is significantly and positively related with Gross domestic product, exchange rate, 

inflation, money supply and negatively related with lending interest rate.  

 

Moraa (2014) evaluated the nexus between budget deficit financing and Kenya’s economic growth 

for the period 2002 Q1- 2012 Q4. Using Co-integration tests, Granger causality tests and Vector 

Auto Regression (VAR) in the analysis, the results of the study show that deficit financing has 

greatly affected Kenya’s economic growth. This is because budget deficit implies lower taxes and 

increased government spending which in turn increases the aggregate demand and may be 

accompanied by higher Real GDP and inflation. Akinmulegun (2014) examined the incessant 

hikes in government expenditure and the implications of deficit financing on Nigeria’s economic 

growth for the period 1970 and 2010 (41 years). Budget deficit, inflation rate, gross capital 

formation, gross domestic products, and real interest rate served as the independent variables 

whereas real gross domestic product served as a proxy for economic growth. Using restricted 

Vector Auto Regression (VAR) technique, the findings of the study reveal that deficit financing 

has negatively impacted on Nigeria’s economic growth.  
 

Onwe (2014) examined the implications of deficit financing on Nigeria’s economic stability for 

the duration 1970-2013 using regression analysis. The findings of the study showed that external 

source of deficit financing (EXF), non-banking public source of deficit financing (NBPF) and 

exchange rate had significant and positive impact on Nigeria’s economic stability (Gross Domestic 

Product), whereas ways and means source of deficit financing (WM), banking system source of 

deficit financing (BSF) and interest rate (INTR) negatively impacted Nigeria’s economic stability. 

The findings imply that deficit financing via external source and via non-banking public will 

maintain economic stability whereas deficit financing via the banking system and via ways and 

means will adversely affect economic growth thereby causing instability in the economy.  

 

Nwaeke and Korgbeelo (2016) examined the nexus between deficit financing and some 

macroeconomic variables in Nigeria from 1981-2013. The study disaggregated the different 
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sources of deficit financing in Nigeria which are external source (external loans), domestic sources 

(banking system, non-bank public) and other sources (OS) and examined them on some 

macroeconomic variables; economic growth (real GDP), inflation rate and unemployment rate. 

The time-series data were analyzed using the Ordinary Least Squares (OLS) technique. The study 

concluded that deficits financed from external loans have insignificant negative influence on 

economic growth whereas deficits financed from domestic sources propel economic growth in 

Nigeria. However, deficit financing have no significant influence on inflation regardless of the 

source. More so, domestic sources of financing deficits spur the level of unemployment in Nigeria.  

 

Monogbe and Okah (2017) examined the impact of deficit financing on Nigeria’s economic 

development during the period 1981 - 2015 using error correction model and granger causality 

test. The finding of the study reveal, they conclude that deficit financing is a vital stimulus in 

promoting economic development in Nigeria if adequately utilized for the original purpose for 

which it was meant for thus validating the Keynesian postulation of the existence of a positive 

relationship between deficit financing and economic development. Ali, Mandara and Ibrahim 

(2018) evaluated the impact of deficit financing on Nigeria’s economic growth for the period 1981 

to 2016 using Augmented Dickey Fuller unit root test and ARDL techniques in the analysis. Real 

Gross Domestic Product served as the dependent variable whereas government deficit finance, 

exchange rate, interest rate and domestic private investment (proxy for gross net capital formation) 

served as the independent variables. The results revealed that government deficit finance had 

significantly impacted on Nigeria’s output growth during the period of study.  

 

Onwioduokit and Inam (2018) examined the nexus between budget deficits and economic growth 

in Liberia using the Classical Ordinary Least Squares Technique (OLS), the Augmented Dickey 

Fuller (ADF) and Phillip Perron unit root tests for stationarity; the Co-integration test using Engle-

Granger Two-Step procedure (EGTS) and a parsimonious Error Correction Model. The results of 

the study show that a positive and significant relationship exists between Budget deficit and 

economic growth in Liberia. Nwanna and Umeh (2019) empirically assessed the effect of deficit 

financing on economic growth in Nigeria for the period under study (1981-2016) using Augmented 

Dickey Fuller (ADF) unit root test, Johansen Co-integration test and normality test. The results of 

the study revealed that deficit financing via external debt negatively affects Nigeria’s economic 

growth significantly, domestic debt positively affects Nigeria’s economic growth significantly, 

whereas debt service has not significantly affected Nigeria’s economic growth. Okah, Chukwu 

and Ananwude (2019) analyzed the impact of deficit financing on Nigeria’s economic growth 

between 1987 and 2017 using Vector Autoregressive (VAR) estimates.  The results of the analysis 

revealed that deficit financing has positive but insignificant effect on Nigeria’s economic growth. 

3.0   Methodology 
 

The time series data employed in this study were collected from the publications of Central Bank 

of Nigeria (CBN), National Bureau of Statistics (NBS) over the period 1981-2018. Ordinary least 

square (OLS) regression technique was employed to ascertain the relationship between various 

modes of deficit financing and economic growth in Nigeria. This test will either validate or 

contradict the existence of a relationship between the dependent and independent variables. 

Augmented Dickey Fuller (ADF) test was employed to test the stationarity of the data. The data 

are analyzed and estimates generated using e-views econometric soft-ware package (E-views).  
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3.1   Model Specification 

In specifying the econometric model for this study, the dependent variable for economic growth is 

Nominal Gross domestic product (NGDP) whereas the independent variables include Deficit 

financing via foreign sources (DFF), deficit financing via domestic sources (DFD) and deficit 

financing via other funds (DFO). The econometric model is employed in this study to test for 

possible relationships between the dependent and independent variables. 

In order to analyze the effect of deficit financing modus in Nigeria on economic growth, the models 

are specified below:  

NGDP = f(DFF, DFO, DFD)………………………………………. 1 

However, the model is re-written econometrically as follows; 

NGDPt = f(β0+ β1DFF + β2DFD + β3DFO+ Ɛt) ……………………..2  

Where;  

NGDP= Nominal gross domestic product;  

DFF= Deficit financing via foreign sources;  

DFD= Deficit financing via domestic sources;  

DFO= Deficit financing via other funds;  

t = time; Ɛ= Error term. 

A priori expectations: β1 > 0, β2 > 0, β3 > 0. 

NOTE: Other Funds include Public, Special and Trust Funds, Treasury Clearance Funds, Excess 

reserves, etc. Domestic sources include, the CBN, deposit money banks, Non-bank public and 

privatization.  
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4.0     Data Presentation    

Table 1: Data of Major Variables for the Study   

Year NGDP     

(₦’ billion) 

Mode of Financing 

Foreign (net) 

(₦’ billion) 

Domestic (net) 

(₦’ billion) 

Other Funds  

(₦’ billion) 

1981 144.83 0.46 4.20 -0.76 

1982 154.98 0.26 3.40 2.44 

1983 163.00 1.11 7.06 -4.80 

1984 170.38 1.18 2.93 -1.45 

1985 192.27 1.05 0.57 1.42 

1986 202.44 0.71 0.48 7.07 

1987 249.44 0.83 6.47 -1.41 

1988 320.33 1.92 8.36 1.88 

1989 419.20 5.72 -5.80 15.21 

1990 499.68 0.98 6.09 15.04 

1991 596.04 2.97 32.11 0.67 

1992 909.80 -11.86 46.72 4.68 

1993 1,259.07 16.96 91.14 -0.36 

1994 1,762.81 8.39 60.25 1.63 

1995 2,895.20 22.46 7.10 -30.56 

1996 3,779.13 7.83 -32.05 103.31 

1997 4,111.64 13.38 -8.38 52.25 

1998 4,588.99 16.61 116.78 12.90 

1999 5,307.36 21.04 264.07 109.99 

2000 6,897.48 0 103.45 0.33 

2001 8,134.14 0 118.72 102.33 

2002 11,332.25 0 149.03 152.37 

2003 13,301.56 0 163.75 39.00 

2004 17,321.30 0 46.50 126.10 

2005 22,269.98 0 143.50 17.91 

2006 28,662.47 0 45.00 56.40 

2007 32,995.38 0 212.30 -95.15 

2008 39,157.88 0 150.68 -103.30 

2009 44,285.56 29.81 577.59 202.59 

2010 54,612.26 75.03 1,110.50 -80.15 

2011 62,980.40 73.33 855.30 229.89 

2012 71,713.94 0 975.75 223.80 

2013 80,092.56 0 1,153.49 385.31 

2014 89,043.62 0 835.71 211.51 

2015 94,144.96 0 1,557.83 539.28 

2016 101,489.49 0 2,673.84 2,143.12 

2017 113,711.63 1,240.40 2,368.97 1,176.27 

2018 127,762.55 1,073.30 2,554.80 1,886.01 

Source: CBN Statistical Bulletin (2018) 
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It is evident that the Nigerian federal government had large and persistent fiscal deficits in all the 

years under study (1981-2018) except for two (2) years (1995 and 1996) which were in surplus. 

Table 1 above shows that from 2009 till date, the fiscal deficits are quite alarming. More so, 

between 2000 and 2007, 2012 to 2016, the Nigerian government did not finance deficit from 

foreign sources while domestic sources and other funds continued to dominate the financing of 

deficits in Nigeria. However, in 2017 and 2018 respectively, deficit financing in Nigeria was 

sourced from foreign sources, domestic sources and other funds with domestic sources dominating. 

 

 

Fig 1: Graph showing the Mode of Deficit Financing by the Federal Government 
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Table 2: Composition of Nigeria’s Deficit Financing from Domestic Sources 

Year 

CBN  

(₦’billion) 

Deposit Money 

Banks 

(₦’billion) 

Non-bank Public 

(₦’billion) 

Privatization 

(₦’billion) 

1981 3.62 0 1.18 0 

1982 2.99 0 0.41 0 

1983 3.27 0 1.76 0 

1984 -1.42 0 0.56 0 

1985 -0.57 0 -0.21 0 

1986 6.04 0 0 0 

1987 0.59 0 3.66 0 

1988 7.47 0 2.26 0 

1989 -6.48 0 3.44 0 

1990 -1.50 0 3.36 0 

1991 18.43 0 1.01 0 

1992 46.43 0 13.12 0 

1993 62.38 0 1.73 0 

1994 41.25 0 19.35 0 

1995 7.31 0 -10.72 0 

1996 -52.29 0 9.95 0 

1997 12.80 0 2.24 0 

1998 174.88 0 -5.10 0 

1999 0 0 -18.56 0 

2000 -16.21 89.35 30.31 0 

2001 225.69 -88.95 -18.01 0 

2002 -200.17 260.97 88.23 0 

2003 94.05 40.20 29.50 0 

2004 0 0 46.50 0 

2005 0 0 143.50 0 

2006 0 0 45.00 0 

2007 0 159.80 40.21 0 

2008 -4.21 72.12 82.78 0 

2009 0.00 175.61 394.98 7.00 

2010 118.45 631.25 354.45 6.35 

2011 6.20 490.23 355.84 3.03 

2012 45.35 425.98 273.11 7.50 

2013 58.71 451.73 257.73 0 

2014 0.00 428.83 195.37 0 

2015 615.96 218.13 111.87 72.60 

2016 0.20 278.04 246.56 5.92 

2017 0 1,337.55 -517.21 372.36 

2018 0 0 668.79 0 

Source: CBN Statistical Bulletin (2018) 

From the table above, it is obvious that bulk of the financing from domestic sources came majorly 

from CBN and Non-bank public. Central Bank of Nigeria (CBN) accounts for a large percentage 

of the financing obtained from the banking sector. The deposit money banks were not involved 
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until 2000-2003; 2007-2017. In the same vein, privatization proceeds were only used between 

2009 and 2012; 2015-2017. However, whereas deficits were financed from other domestic sources 

except from CBN in 2017, the non-bank public was solely used in financing deficits domestically 

2018. 

A graphical presentation of the above information is presented in Figure 2 below; 

 

 
 
 

Fig 2: Graph showing the composition of deficit financing from domestic sources 

 

4.1     Data Analysis 
 

4.1.1   Augmented Dickey Fuller Test 

Most time series data are non-stationary (i.e., the mean changes over time). The early and 

pioneering work on testing for a unit root in time series was done by Fuller (1976); Dickey and 

Fuller (1979). The stationarity or otherwise of a series can strongly influence its behaviour and 

properties. Running regressions on non-stationary data, can give rise to spurious values of R2, D.W 

and t statistics, causing financial experts to erroneously conclude that a significant relationship 

exists among the variables. Hence, testing for stationarity of variables before proceeding with 

estimation is very important. Therefore, to ensure the stationarity (whether its stochastic properties 

are invariant with respect to time) of the variables, Augmented Dickey Fuller (ADF) test is 

employed. When a non-stationary variable is differenced, it becomes stationary. A stationary 

variable is integrated of order zero I(0), a variable which must be differenced once to become 

stationary is said to be integrated of order one I(1), a variable which must be differenced twice to 

become stationary is said to be integrated of order two I(2).  
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Table 3: Summary of ADF Unit Root Tests 

Variables 

 

ADF Test 

Statistics 

Mackinnon Critical 

Value @5% 

Order of Integration Remarks 

NGDP -7.579614 -2.951125 I(2) Stationary 

DFF -4.908317 -2.967767 I(2) Stationary 

DFD -7.259570 -2.960411 I(2) Stationary 

DFO -5.768421 -2.957110 I(2) Stationary 

Source: E-views Output 
 

The a priori when using the Augmented Dickey-Fuller (ADF) test is that a variable is stationary 

when the value of the Augmented Dickey-Fuller (ADF) test statistic is greater than the critical 

values at 5% level of significance. From the table above, the test statistic is greater than the critical 

value as expected. Hence, the null hypothesis of a unit root in the variables is convincingly 

rejected. The results reveal that NGDP, DFD, DFO and DFF became stationary after second 

difference I(2). On that note, the regression analysis is carried out using I(2) data. 

4.1.2   Regression Analysis 
 

This study employed Multiple Ordinary Least Squares (OLS) regression technique for the analysis. 

The summary statistics like coefficient of determination (R2), F-stat, t-stat and Durbin Watson are 

used to interpret and ascertain the statistical and econometric reliability of the regression results 

obtained. R2 represent the proportion of the variation in the dependent variable “explained” by 

variation in the independent variables. Student t-statistic will be used to test for the significance of 

each exogenous variable on the corresponding endogenous variable in all the models, F-statistics 

will be used to test the overall significance of all the explanatory variables, while Durbin-Watson 

stat is for detecting serial correlation.  

 

Table 4: Ordinary Least Square (OLS) Multiple Regression Estimates  

Dependent Variable: D(NGDP,2)   

Method: Least Squares   

Date: 08/09/19   Time: 21:39   

Sample (adjusted): 1983 2018   

Included observations: 36 after adjustments  

     Variable Coefficient Std. Error t-Statistic Prob.   

D(DFF,2) -1.936614 1.466938 -1.320175 0.1959 

D(DFD,2) -1.535396 0.884184 -1.736511 0.0918 

D(DFO,2) -1.208801 0.824570 -1.465978 0.1521 

     R-squared 0.178294     Mean dependent var 390.0214 

Adjusted R-squared 0.128493     S.D. dependent var 1655.593 

S.E. of regression 1545.571    Akaike info criterion 17.60383 

Sum squared resid 78830097     Schwarz criterion 17.73579 

Log likelihood -313.8689    Hannan-Quinn criter. 17.64989 

Durbin-Watson stat 2.291753    

Source: E-views Output 
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Table 5: Serial Correlation Test 

Breusch-Godfrey Serial Correlation LM Test:  

     
F-statistic 1.517897     Prob. F(2,31) 0.2350 

Obs*R-squared 0.445098  Prob. Chi-Square(2) 0.8005 

Source: E-views Output 

 

From the Augmented Dickey Fuller Unit root test, all the variables were stationary at I(2), which 

necessitated regression analysis using I(2) data. Hence, from the table 4 above, deficit financing 

from foreign sources, domestic sources and other funds showed negative relationship with the 

gross domestic product (economic growth). This implies that deficit financing negatively affects 

Nigeria’s economic growth irrespective of the sources, although the relationship is insignificant. 

Furthermore, the adjusted R2 of 0.12 is an indication that about 12% of the change in NGDP is 

elucidated by the independent variables (DFO, DFF, DFD) while the remaining 88% is 

unaccounted for by the model but captured by the error term. This is not surprising as there are so 

many factors that can affect a country’s economic growth, Nigeria inclusive. The D. W stat of 

2.291753 connotes the absence of serial correlation in the model. This is further confirmed by 

Breusch-Godfrey serial correlation LM Test in table 5. 

 

5.0    Summary, Conclusion and Recommendations 
 

This study focused on ascertaining how the deficit financing affects Nigeria’s economic growth 

for the period 1981 - 2018. As a preliminary check, the ADF unit root test was applied to confirm 

the stationarity of the data. All the variables became stationary after second differencing I(2). 

Consequently, the Ordinary Least Square (OLS) multiple regression method was employed using 

second order differences of the variables so as to ascertain the relationship between economic 

growth (gross domestic product) and the various deficit financing sources (deficit financing via 

foreign sources, deficit financing via domestic sources, deficit financing via other funds) in 

Nigeria. The regression results confirmed that deficit financing exhibited an insignificant 

relationship with Nigeria’s economic growth. More so, the relationship is negative implying that 

deficit financing is inimical to Nigeria’s long term economic growth during the period under study. 

This implies that large fiscal deficits as witnessed in Nigeria irrespective of the source(s) did not 

in any way contribute meaningfully to the economic growth of the country. Therefore, we conclude 

that it is not how the deficits are financed that actually matters but the size and frequency of the 

deficits. 

 

This result is not surprising as many economists are of the opinion that unchecked large fiscal 

deficits (excessive debts augmented by consistent deficits) could threaten economic growth in 

various ways. First, sustained budget deficits increase the level of public debt thereby increasing 

the debt to GDP ratio and the percentage of national income spent on debt interest payments. 

Second, large fiscal deficits adversely affects national savings, hence, the overall aggregate 

investments are reduced thereby jeopardizing the sustainability of growth. Third, large fiscal 

deficits prompt the government to increase taxes to be able to service the domestic debts. For 

instance, in March 2019, the Federal Inland Revenue Service (FIRS) proposed increase of Value 

Added Tax (VAT) from 5% to 6.5%-7.5% (35-50 per cent increase) in addition to other taxes 

(Corporate Income Tax and Petroleum Profit Tax) so as to increase revenue. This is not 
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manufacturing friendly and will cause increased demand crunch, hike in inventory of unsold items 

and declined profitability of manufacturing firms thereby causing many factories to shut down 

operations. This will in turn increase the level of unemployment in Nigeria. More so, high tax rates 

reduce the competitive strength of disadvantaged local producers relative to other countries. 

 

No doubts, deficit spending is a necessity to pull a country out of recession as suggested by Keynes 

(1936). In his opinion, during recession, declining consumer spending can be balanced by a 

corresponding increase in government deficit spending so as to curb high level of unemployment 

and spur a high level of real gross domestic product. As a result, once full employment is attained, 

repayment of the deficits becomes easy. This suggests that timing of the deficits is key, hence, 

governments should commence deficit spending after recession in line with demand-side economic 

theory. However, in Nigeria, the government has pursued deficit spending over the years even 

during economic boom in divergence with economic reality which is a pure indication that the real 

essence of deficit financing has been misconstrued. Economists assert that consistent/sustained 

large deficits could result to increase in taxes.  

 

The study concluded that deficit financing is inevitable for a country like Nigeria but can positively 

affect macro-economic growth if used with efficient and well executed plan of economic 

development and in line with economic reality. Therefore, fiscal adjustment which entails revenue 

augmenting measures as well as appropriate expenditure adjustment is necessary if high economic 

growth will be achieved and sustained in Nigeria. 

The study therefore recommends as follows: 

1. Cyclical deficit rather than structural deficit which is permanent should be pursued in 

Nigeria. This implies that surplus budget should be adopted during economic boom while 

deficit budget is adopted during recession to stimulate aggregate demand. Therefore, the 

budgetary policy of the government should depend on the economic situation of the country 

at that time.  

2. Enough tax revenues could balance existing and proposed expenditure budgets thereby 

reducing deficit. However, the government do not need to increase the tax burden of its 

citizenry. If tax collection is honestly and efficiently carried out, even with lower tax rate, 

tax revenue will be maximized in line with Laffer’s argument. 

3. In the budgeting process, the government should specify deficit targets. If the targets were 

not met, deficit in those areas should be reduced in subsequent years. 

4. To reduce structural deficits, either revenue is increased or expenditure reduced, or both. 

By so doing, the budgets of every unproductive government agencies or sectors should be 

sequestered heavily.  
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