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Abstract: The study examines the effect of deficit finance on selected macroeconomic 

variables in Nigeria between 1986-2019 sourced mainly from Central Bank of Nigeria 

statistical bulletin of various issues. The study used exchange rate, inflation rate, 

unemployment rate, interest rate and real gross domestic product as proxy for 

macroeconomic variables while aggregation of both internal and external sources of 

financing was used as deficit finance The study employed Vector Error Correction Model 

(VECM) after tests of stationarity, cointegration, causality, variance decomposition, impulse 

response functions and post diagnostic tests was also conducted on the model. The results 

found out that deficit financing has a positive effect on the inflation rate, interest rate, 

unemployment rate and exchange rate but real Gross Domestic product is negatively 

affected, lastly post diagnostic test was conducted and there is absence of autocorrelation 

and heteroskedastic. Based on this finding the study recommends total reduction in Deficit 

Financing via diversification of tax rate and base especially on digital business tax and 

urgent need for government to use either or both fiscal and monetary policy to manage 

macroeconomic variables and at the same time encouraging improvement in the productive 

sector so as to have positive effect on the economic growth in Nigeria  
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Introduction 

Deficit financing has been a major hallmark in Nigeria budgetary process, this is necessitated 

in order to achieve sustainable economic growth and macroeconomic stability due to dearth 

of financial resources for investment. Therefore, deficit finance involves mobilization of idle 

funds for investment through borrowing, creation of credits and issues of new notes to meet 

the gap between Crowding out effect may arise as a result of continuous government 

borrowing from the domestic market to finance fiscal deficits (Ali & Ahmad, 2014). The 

implication therefore is that government would be competing with private investors for 

available loan-able funds. This competitive demand for funds would drive the equilibrium 

interest rate upward .budgeted expenditure and the realized revenue in the economy for the 

current year. 
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Nigerian economy has witnessed a continues rise in deficit budget in the last three decades 

but with retardness in macroeconomic stability especially in areas of persistent inflation and 

unemployment trend (Egwaikhide, 2012). This resulted due to the fact that majority of the 

funds meant for capital project for productive sector were diverted to recurrent expenditure, 

constituencies project and pensions, a case study of 2018 proposed budget  was padded by the 

legislature to favour their self-interest(Oyewale, 2018). Audu (2004) submits that the debt 

service burden has continued to hamper Nigeria's rapid economic development and worsened 

the social problems; this is because debt servicing crowds out investment and growth of 

private investors thereby discouraging them. . Paiko (2012) admitted that Nigeria has relied 

heavily on domestic and foreign borrowings as an instrument of deficit financing. But this 

only have negative impacts on the economy. Paiko realized that the resultant effects of both 

domestic and foreign borrowing often prompt crowding out of private investment, inflation as 

well as debt crises to the future generation. 

 

However, in order to access the effect of deficit financing in macroeconomic variables in 

Nigeria between 1986-2019, the following objectives will be targeted; 

i Determine the short-run and long run effect between deficit financing & selected 

macroeconomic variables in Nigeria. 

ii Investigate the causal relationship between deficit financing & macroeconomic 

vriables in Nigeria. 

 

This study will assist the interested parties to know the trending and inconclusive debates on 

the nexus between deficit financing and macroeconomic variables in general. 

Likewise, the   study would also contribute to the few existing literature by examining the 

effect of deficit finance on unemployment rate in Nigeria. In addition, it will also assists the 

policy makers (academics, government, financial analyst, other stakeholders) in research 

areas. 

 

Conceptual Literatures 

Nwaotka (2004) defines deficit finance as a planned excess expenditure over income, dictated 

by government policy or creating fund to finance deficits by borrowing either internal or 

external sources, which must be repaid with interest within a specific period of time. In the 

work of Nwankwo (2014) financing Federal Government deficit: implications for monetary 

management, he defines deficit financing as a way of financing deficit budget through 

government borrowing and printing of more money known as monetary and debt financing. 

According to CBN (2012), 

 

Atoyebi (2014) enlisted the followings as the good and adverse effects of deficit financing; 

Rapid economic growth and welfare improvement, confidence of local and foreign investors 

in the economy, it assists in reducing income inequalities. The adverse effects are: it crowds 

out private investors, it imposes future obligations on tax payers, it goes along with 

unbearable conditionality‟s such as trade liberalization, subsidies removal and price control 

and debt servicing problems. 

 

Neo-Classical View of Deficit Finance 
According to Osuka and Achinihu,(2014) neoclassical school proposes an adverse 

relationship between fiscal deficits and macroeconomic variables. They argue that fiscal 

deficits leads to higher interest rates, discourages the issue of private bonds, private 

investments and private spending, increases inflation level, and cause a similar increase in the 
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current account deficits and finally slows the growth rate of the economy through resources 

crowding out. The Neoclassical school considers individuals planning their consumption over 

their entire cycle.  

 

Empirical Literature  

Robert, Monday and Jina (2019) investigates the relationship between budget deficit and 

macroeconomic variables in Nigeria, with a view to establishing causality between the 

variables. All the variables were not found to Granger cause one another, except that there 

was a unidirectional causation from exchange rates to deficit financing to real GDP ratio, 

without any feedback effect. 

 

Udeh and Uche (2018) studied the impact of external debt on economic growth in Nigeria for 

the period 1980-2013. The study adopted the Ordinary Least Squares, co-integration and 

Error Correction techniques. The findings showed that external debt had a positive 

relationship with Gross Domestic Product in the short run, but a negative relationship at the 

long run. Also, while external debt Service payment had negative relationship with Gross 

Domestic Product, exchange rate had a positive relationship with it 

Moreover, Ayogueze and Anidiobu (2018) assessed the impact of government budget deficits 

on unemployment rate in Nigeria spanning the sampled period, 1986 – 2017Ordinary Least 

Square (OLS) econometric technique was used to estimate the variables. Decisions were 

made based on a five per cent level of significance. The empirical results indicated that 

government budget deficit had a positive and non-significant impact on unemployment rate in 

Nigeria within the period under review. 

 

Manambra (2017) investigate the true relationship that exists between Government Deficit 

Spending and key macroeconomic indicators (GDP, Inflation, Government Expenditure and 

Interest rate between 1980 to 2016.The result shows that Government Deficit Spending has 

positive significant relationship with Private Domestic Investment and Money Supply while 

it has an inverse relationship with Economic Growth. The granger causality test established 

the fact that Government deficit does not granger cause economic growth. The result of the 

OLS also reveals that one percent increase in fiscal deficit is capable of diminishing 

economic growth by about 0.24 percent. 

 

Okoye and et al (2016), in their study examine the relationship between the performance of 

key macroeconomic indicators (exchange rate, inflation rate, gross fixed capital formation 

and unemployment) and fiscal deficits. Data on the research variables covering the period 

1981-2014, Employing the econometric methodology of the vector error correction model 

(VECM), the study shows significant positive effect of gross fixed capital formation as well 

as significant negative impact of inflation rate and unemployment on fiscal deficits in 

Nigeria. Though, there is evidence of negative effect of exchange rate, the study shows it is 

not significant.  

 

Research Gap  

Having reviewed different works by different authors on the subject matter such as  

Robert,Monday and Jina (2019) and Manambra (2017), it was discovered based on writer 

observation that majority of the write up are on the effects of deficit finance on economic 

growth, few of them are on macroeconomic variables especially emphasis on unemployment 

in Nigeria are minute. Due to this, this research works will shed more light on effects of 

deficit financing on macroeconomic variables in Nigeria. Secondly, majority of the works 

disintegrate deficit financing base on sources and their respective implication on economic 
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growth but here, It will focus on deficit financing  in aggregate both internal and external 

sources and its effect on macroeconomic variable with unemployment in Nigeria inclusive.

  

 

Research Methodology 

 

Sources and Method of Data Collection 

The data used in the study from (1986-2019) on deficit finance measured in billions of naira 

(BM) representing the dependent variable,macroeconomics variables such as unemployment 

rate, inflation rate, interest rate, foreign exchange rate, real gross domestic product depicting 

the independent variables which were sourced from central bank of Nigeria( CBN) statistical 

database of various series and Debt Management Office Annual Reports published in 

different years. 

 

Model Specification 

Following the literature review, this research adapted the model as used by Madueme(2016). 

Madueme. Nwaeze etal(2016) used three models as 

 

Model I: Real Gross Domestic Product 

 RGDP= F((EXT, DBS, NBP, OS)……………………………………………………….(3.1a)  

Where; RGDP is Real Gross Domestic Product (a proxy for economic growth), EXT is the 

amount of budget deficits financed from  foreign loans; DBS is amount of budget deficits 

financed from the domestic banking system which comprises of the Central Bank of Nigeria 

and the deposit money banks. NBP is the amount of the deficit financed from the Non-bank 

public sources  

 

Model II: Inflation Model 

The functional form is: 

INFR=f (EXT, DBS, NBP, OS)………………………………………………………..  (3.1b) 

Where; INFR is inflation rate which is the dependent variable. All other terms are as earlier 

defined. 

 

Model III: Unemployment Model 
The functional form is: 

UNPR=f(EXT, DBS, NBP, OS) ………………………………………………………. (3.1c) 

where UNPR is the unemployment rate which is our dependent variable. All other terms are 

as earlier defined. 

  

Then there is little modifications because each components of deficit financing were used as a 

dependent variables along with macroeconomics variable, therefore there is need for 

summing up all deficit financing components( sources to deficit financing); 

DF = ∑ (External Sourcing and Internal Sourcing)  and inclusion of  interest rate and 

exchange rate  so as to determine the nexus between deficit financing on macroeconomic 

variables.  

 

The Functional form of the model is (3.6) and (3.7) below; 

Deficit Financing= f (Unemployment Rate, Inflation Rate, Interest Rate, Exchange Rate and 

Real Gross Domestic Product)…………………………………………………………... (3.6) 

 

Then DF= F (UNEMR, INFR, INR, EXR, RGDP) ……………………………………… (3.7) 
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Where DF represent Deficit Financing represents all sources of Finance Funds both internally 

and externally, UNEMR=Unemployment rate, INFR= Inflation rate, INR= Interest rate, 

EXR= Exchange rate were in rates and RGDP= Real Gross domestic Product  was in billion 

naira 

DFt=α+α1UNEMRt+α2INFRt+α3INRt+α4EXRt+α5RGDPt…………………………… (3.8) 

 

DFt=α+α1UNEMRt+α2INFRt+α3INRt+α4EXRt+α5RGDPt+Ut…………………….… (3.9) 

 

The Econometric transformation form of the model with the Error term is shown above as 

(3.8) and (3.9).  

 

The value of the variables would then transform into log form.  Log transformation reduces 

the problem of multicollinearity and aiding having a fairly reliable estimate of the variable 

elasticity, because it compresses the scale in which variables are measured (Guajarati, 2013). 

The reduced form of the equation of each model for estimation is in the form:  

LOGDFt=β0+β1LOGUNEMRt+β2LOGINFRt+β3LOGINRt+β4LOGEXRt+β5LOGRGDPt  

+Ut……….…………………………………………………………………………….. (3.10) 

 

Unit Root Test Results 

The unit root test was conducted and it was ascertained that( appendix ii) 

Note: Both Augmented Dickey-Fuller test Statistics and Phillip Perron Test were all 

stationary at 1%, 5% and 10% critical value except interest rate that is stationary at 5%. 

In the above table 4.1 the results show that LRGDP, LCF, LPDI, LEXR and LEXP were non 

stationary at level but stationary at first difference at 1%, 10% and 5% level of significance in 

both ADF and PP tests with exception of LNINT that is stationary at 5%. In conclusion, the 

results from the Unit root Test  justifies that our model is no longer spurious and that most of 

the fluctuations in Macroeconomic Variables should be attributable to changes   in the Deficit 

Financing during the period covered in the research work. 

 

 

Co-integration Test Result 

 

Table 4.2 Unrestricted Cointegration Rank Test (Trace) 
Hypothesized  

 

Trace 0.05  

No. of CE(s) Eigenvalue Statistic Critical Value Prob.** 

None *  0.862466  145.8336  95.75366  0.0000 

At most 1 *  0.625603  84.33321  69.81889  0.0023 

At most 2 *  0.490301  53.87765  47.85613  0.0000 

At most 3 *  0.419388  32.98565  29.79707  0.0122 

At most 4 *  0.309274  16.13178  15.49471  0.0401 

At most 5 *  0.139609  4.661431  3.841466  0.0308 

Source: extracted by the Researcher‟s ,(2020) using Eview 9 

Trace test indicates 6 cointegrating eqn(s) at the 0.05 level 

 * denotes rejection of the hypothesis at the 0.05 level 

 **MacKinnon-Haug-Michelis (1999) p-values 
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Table 4.3 Unrestricted Cointegration Rank Test (Maximum Eigenvalue) 
Hypothesized  Max-Eigen 0.05  

No. of CE(s) Eigenvalue Statistic Critical Value Prob.** 

None *  0.862466  61.50039  40.07757  0.0000 

At most 1*   0.625603  30.45556  33.87687  0.0000 

At most 2*   0.490301  20.89201  27.58434  0.0009 

At most 3 *  0.419388  16.85386  21.13162  0.0161 

At most 4*  0.309274  11.47037  14.26460  0.1561 

At most 5 *  0.139609  4.661431  3.841466  0.0105 

 Max-eigenvalue test indicates 6 cointegrating eqn(s) at the 0.05 level 

Source: extracted by the Researcher‟s ,(2020) using Eview 9 

 * denotes rejection of the hypothesis at the 0.05 level 

 **MacKinnon-Haug-Michelis (1999) p-values 

Source: Extracted from estimation output using E-views 10 (*) denotes reject of the hypothesis at 0.05 level 

 

The result from Table 4.2 and 4.3 above  shows that there are 6(six) cointegrating equation 

using the trace statistics where  the trace statistics 145.83,84.33,53.88,32.99,16.13 and 4.66  

are greater than 5% critical values 95.75, 69.82, 47.86,29.80,15.49,3.84 at probability of 

0.000,0.0023,0.0122,0.0208,0.0401 and 0.0308 respectively and maximum eigenvalue test 

yield 1(one)  cointegrating equation of 61.5 are greater than 5% Critical value  40.08 at 

probability of 0.000.. Thus, it is concluded that the series are co-integrated in six equation, 

and a long run equilibrium relationship exists among the series.This portrays there is presence 

of long-run effect between Deficit Financing and Macroeconomics variable in Nigeria which 

depicts that both deficit financing and macroeconomic variables moves in the same directions 

which signaling the higher the Deficit Financing, the higher the Macroeconomics variable in 

Nigeria. 

 

Summary of Normalized Vector Error Correction Model Result 

 

Table 4.4 Normalized Vector Error Correction Model Result  
VARIABLES Vector Co-integrating Equation 

Coefficient(β) 

Error Corr. Adj.Coef. (α) 

LNDF (-1) 1.000000 0.099454 

(0.06923) 

[1.43340] 

LNEXR (-1) -1.050467 

(0.24290) 

[-4.32470] 

0.260572 

 (0.27645) 

[-0.94258] 
 

LNINF (-1) -1.729595 

(0.16300) 

[-10.61111] 

0.147910 

 (0.09404) 

[ 1.57282] 

LNINT (-1) -0.541864 

(0.54558) 

[-0.99319] 

0.377694 

 (0.23704) 

[1.59336] 

LNRGDP(-1) 0.196564 

(0.16667) 

[1.17939] 

-0.301914 

 (0.58120) 

[-0.51947 

LNUMP (-1) -1.000589 

 (0.15418) 

[-6.48973] 
 

0.017589 

 (0.14862) 

[-0.11835] 
 

C 1.345543  

 

Source: extracted by the Researcher‟s, (2020) using Eviews 9 

Note: () values of standard errors 
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[] values of t statistics. 

From the   table 4.4, the result reveals that the four variables of;  Inflation Rate, Exchange 

Rate, Interest Rate and Unemployment rate have a positive short-run effect on Deficit 

Financing and statistically significant due to their negative sign. The Real Gross Domestic 

Product carries positive sign showing negative effect to Deficit Financing and statistically 

insignificant which is in accordance to a-priori expectations. However, using Error 

Correction Adjustment Coefficient, the previous year deviations from long run equilibrium is 

corrected in the current periods as an adjustment speeds of 9.9 percentage.  The percentage 

change of Interest Rate and Inflation Rate ,Exchange Rate, Unemployment is associated with 

a 37.8%,14.8%.26.1%, and 1.8% respectively increase in Deficit Finance on average ceteris 

paribus in the short run, by implication increase in Deficit Financing has expansionary effects 

on Interest Rate, Inflation Rate, Exchange Rate and Unemployment Rate while Real Gross 

Domestic Product is associated with 30.2% decrease in Deficit Finance on average ceteris 

paribus in the short run.. 

 

Granger Causality/ Block Exogeinity (Wald Test) 

 

Table 4.5 Granger Causality test. 

    

Dependent variable: D(LNDF)  

Excluded Chi-sq. Df Prob. 

D(LNEXR)  0.888448 1  0.3459 

D(LNINF)  2.473750 1  0.1158 

D(LNINT)  2.538783 1  0.1111 

D(LNRGDP)  0.269847 1  0.6034 

D(LNUMP)  0.014007 1  0.9058 

All  6.683011 5  0.2453 

    

 

 

From the table result we can see that  in D(LNDF),  the D(LNEXR), D(LNINF),D(LNINT)D 

and D(LNUMP) individually and jointly do not cause LNDF this is because of the weakly 

exogeinity of the variables since the probability result is greater than 5% significance level. 

In D(LNEXR), all the variables except D(LNINF) has causal unidirectional causality 

relationship  flowing from D(LNINF) to D(LNEXR as it can be seen from D(LNINF) with no 

existence of causal relationship with all the other variables. Then, there is joint significance 

of all the variables on all each dependent variable except LNEXR. Thn the above analysis 

justifies the existence of cointegration and existence of causality at least in in one direction 

which portrays that changing in Macroeconomic Variables are majorly influenced by deficit 

Financing in Nigeria. 

 

 

Conclusion and Recommendations 

The conclusion of the study reveal that deficit financing do have a short-run positive effect on 

the macroeconomics variables of inflation. Interest rate, unemployment and exchange rate 

thereby aggravating the macroeconomics problem of Nigeria with exception of real gross 

domestic products of Nigeria that tends to be negative. This implies that most of the public 

borrowings carried out within this period were not growth-oriented. This could be explained 

by the fact that most of the borrowings both internal and external mainly to finance trade 

deficits and recurrent expenditures which were mainly consumable goods. 
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The causal relationship between Deficit Financing and Macroeconomic Variables in Nigeria 

disclosed to us that there is no causality between Deficit Financing and Macroeconomic 

Variables since the individual significance of deficit financing to exchange rate and exchange 

rate to deficit financing is greater than 5% significance level. Therefore, neither deficit 

finance nor Macroeconomic Variables caused one another 

The Long-run effect between Deficit Financing and Macroeconomic Variable in Nigeria 

portrays there is existence of long-run effect between deficit financing and macroeconomic 

Variables in Nigeria. 

 

Government need to  reduced drastically both external and internal source so that private 

investors will be able to use the minimum resources at their disposal for investment purposes 

and via this Federal Government will be able to diversifying their revenue base especially 

harnessing the digital economy whereby multinationals are evading tax payment due to 

limited control, restrictions and tax haven likewise Government should be mindful of the 

effects continuing rising of the macroeconomic variables imbalance will cause to the 

economy Through this macroeconomic objective will be attained gradually. 

Lastly there is urgent need for government to use either or both fiscal and monetary policy to 

tame rising in macroeconomic variables and at the same time encouraging improvement in 

the productive sector so as to have positive effect on the Gross Domestic Product. 

 

Area of Further Research 

Based on the various research done, there is need for further work on examine the causal 

relationship between External and internal Deficit Financing sources in Macro economic 

variables independently. This will serves as barometer for the government to know whether 

to source internally or externally when there is no alternatives of sourcing for funds for 

developmental purposes. 

 

Contribution to Knowledge  
Drawing on the findings, this study will assist the interested parties to know the trending and 

inconclusive debates on the nexus between deficit financing and macroeconomic variables in 

general.Likewise, the   study would also contribute to the few existing literature by 

examining the effect of deficit finance on unemployment rate in Nigeria. In addition, it will 

also assists the policy makers (academics, government, financial analyst, other stakeholders) 

in research areas, in term of strategies to put in place to diversify other sources of income 

such as taxes and reduce deficit finance both at local and foreign because of its resultant 

effect especially interest rate burden, in predicting the economic and financial standing of a 

country 
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