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Abstract

The growth and persistence of fiscal deficits in both the industrialized
and developing countries has brought the issue of fiscal deficits into sharp
focus. Over the last decade, the growth impact of fiscal deficits has generated
large volume of both theoretical and empirical literature. Despite the lofty
place of fiscal policy in the management of the economy, the Nigerian
economy is yet to come on the path of sound growth and development. The
behaviour of fiscal deficits in Nigeria has followed unsteady pattern, assessing
the significance of the policy deficits. The actualization of sustainable
economic growth is more imperative such that the country is working towards
achieving the sustainable development goals. The paper adopted a descriptive
method to show the trend of fiscal elements in Nigeria with the aim of
determining the relationship between the variables specified. The paper
concludes that fiscal operation is ineffective in providing the needed
macroeconomic environment for sustainable growth. This paper further
suggests that powerful pro-stability stakeholders strong enough to challenge
government fiscal recklessness will need to emerge for sustainable and
progressive development to be attained at all levels.

Keywords: Fiscal deficits, Economic growth, Government spending, budget
deficits
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1. Introduction

Fiscal policy simply refers to actions taken by government with a view
to controlling government expenditure and income in order to achieve some
predetermined macro-economic objectives. These objectives include, but are
not limited to reduction in unemployment level, price stability, rapid economic
development, and a healthy balance of payments position (Abdurrauf, 2015).
In developing countries, fiscal policy is regarded as a tool for moving
backward economies to the path of sustained economic growth and
development. The fiscal system is generally viewed as one with a package of
instruments for translating development policy objectives into practice. One
of such package of instruments is fiscal deficits.

Furthermore, it involves the use of government spending, taxation, and
borrowing to influence the pattern of economic activities and also the level
and growth of aggregate demand, output, and employment. Fiscal policy
entails government's management of the economy through the manipulation
of its income and spending to achieve certain desired macroeconomic
objectives (goals) amongst which is economic growth (Medee & Nembee,
2011). Olawunmi and Tajudeen (2007) opine that fiscal policy has
conventionally been associated with the use of taxation and public expenditure
to influence the level of economic activities. They further say that the
implementation of fiscal policy is essentially routed through government's
budget. Fiscal policy is used mostly to achieve macroeconomic policy and to
reconcile the changes which government modifies in taxation, expenditure,
and programmes or to regulate the full employment price and total demand to
be used through instruments such as government expenditures, taxation, and
debt management (Hottz-Eakin, Lovely & Tosin, 2009). As noted by
Anyanwu (1993), the objective of fiscal policy is to promote economic
conditions conducive to business growth while ensuring that any such
government actions are consistent with economic stability. From the
foregoing, it is clear that if fiscal policy is used with circumspection and
synchronized with other measures, it will likely smoothen out business cycles
and lead to economic growth and stability.

In principle, fiscal dominance occurs when fiscal policy is set
exogenously to monetary policy in an environment where there is a limit to
the amount of government debt that can be held by the public. Hence if the
inter-temporal budget constraint must be satisfied, fiscal deficits would have
to be magnetized sooner or later. In fact when the size of the financial system
is small relative to the size of the fiscal deficits, a central bank may have no
choice but to magnetize the deficits. Thus, in countries with shallow financial
systems, monetary policy is the reverse side of the coin of fiscal policy and
can only play an accommodative role. In such low income countries,
government securities markets are underdeveloped and central banks do not
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hold sufficient amounts of tangible securities. Also, the central bank’s lack of
suitable and adequate instruments of monetary control constitutes one of the
factors that induce fiscal dominance.... Where fiscal dominance applies, the
country’s economic policy is only as good as its fiscal policy and
institutionalized central bank independence may not necessarily bring about
an independent monetary policy (Oyejide, 2003).

Fiscal Deficits in Nigeria (1980 — 2019)

In Nigeria, fiscal expenditure is made possible by unprecedented
earnings from oil sales which most often than not is alternated by periods of
oil glut that leads to significant declines in government revenues. The custom
of fiscal deficits in Nigeria is that it is skewed heavily in favour of recurrent
expenditure (60 percent recurrent expenditure and 40 percent capital
expenditure) which does not necessarily drive economic development. Since
one of the critical instruments of fiscal policy is fiscal deficits, hence,
stabilization of prices, growth of per capita income, and employment requires
that fiscal deficit itself must grow or expand at a low constant rate. Fiscal
deficits have been growing at a rate that is alarmingly not constant. As can be
observed in Table 1, the growth rate of fiscal deficits rose from 97.55 percent
in 1981 to 171.54 percent in 1986 and rose to 3104.94 percent in 1996
respectively. Fiscal deficit growth rate was negative (- 115.60 percent) in
1997, but increased steadily to 2567.78 percent in 1998 and declined to 2.07
percent in 2016. It also rose to 109.42 in 2017. In 2018 and 2019, there was a
decline of 33.53 and 25.95, respectively. Between 1998 and 2019, the deficit
growth rate has been rising and falling. Thus, this indicates that fiscal deficit

has not been growing at a constant rate.
Table 1. Fiscal deficit growth rate in Nigeria from 1980-2020

Year Fiscal Deficit (N’ Billion) | Growth Rate of Fiscal
Deficit (%)
1980 -1975.2 -
1981 -3902.1 97.55
1982 -6104.1 56.43
1983 -3364.5 -44.88
1984 -2660.4 -20.92
1985 -3039.7 14.25
1986 -8254.3 171.54
1987 -5889.7 -28.64
1988 -12160.9 106.47
1989 -15134.7 24.45
1990 -22116.1 46.12
1991 -35755. 2 61.67
1992 -39532.5 10.56
1993 -107735.3 172.52
1994 -70270.6 -34.77
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1995 1000.0 -101.42
1996 32049.4 3104.94
1997 -5000.0 -115.60
1998 -133389.3 2567.78
1999 -285104.7 113.73
2000 -103777.3 -63.60
2001 -221048.9 113.0
2002 -301401.6 36.35
2003 -202724.7 -32.73
2004 -172601.3 -14.85
2005 -161406.3 -6.48
2006 -101397.5 -37.17
2007 -117.2 -99.88
2008 -47.3 -59.64
2009 -810.0 1612.47
2010 -110.5 -86.35
2011 -115.8 4.79
2012 -975.6 742.48
2013 -115.3 -88.18
2014 -1064.6 823.33
2015 -1109.0 4.17
2016 -1085.8 -2.09
2017 -2,273.9 109.42
2018 -3,421.0 33.53
2019 -4,620.0 25.95

Source: Authors’ computation based on CBN Statistical Bulletin 2019

2. Objectives of the Study

The central purpose of this study is to theoretically investigate the
effect of deficit financing on Gross Domestic Product (proxy for economic
growth) in Nigeria over the period of 1981 to 2019. Thus, the specific purpose

includes;

1. To examine the effect of Fiscal deficits on Nigerian economic growth.
2. The study stands to enlighten policy makers on the ways of finding the
best policy to use deficit financing matter.
3. The study will help investors to realize the actual state of the economy.
4. Researchers will find it rewarding as it will add to the rich collection
of work in available literatures due to the timeliness of the write up.
5. The study helps to reveal the stand of the economy in the face of deficit

deficits.

3. Theoretical Foundation
Fiscal deficit is considered as the major phenomenon in the economic
world of today. Quite a lot of empirical and conceptual literatures with
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conflicting results have continued to surface on how fiscal operations can
affect macroeconomic activities both in the short-run and long-run.

3.1 Keynesian Theory

This theory is also referred to as Income Expenditure Approach and
Conventional Approach. According to Keynesian approach, fiscal deficit
positively affects growth. There would be an increase in government outlays
due to addition in money supply which explains how addition in money supply
comes about. There is relative short fall of demand in accordance with money
supply. The lending rate will decrease as a result of increased money supply.
Investment will increase especially in private sector due to incentive of
reduced lending rate. Keynesian multiplier will work and investment will
increase. As investment increases, the output capacity will be enhanced.
Keynesian theory also provides the room for crowding out private investment.
If fiscal deficit is financed through debt instrument, then there will be increase
in lending rate and private investment will be crowded out due to limited
availability of finance (Saleh, 2003). By putting increase in money supply and
crowding out effect together, the positive effect of fiscal deficit on growth gets
obscured. The Keynesians further posit that fiscal deficits could have a
negative impact on the external sector, reflected through trade deficit, but only
if the domestic economy is unable to absorb the additional liquidity through
an expansion in output. Hence, if the supply of output does not expand in
response to the deficit, the surplus spending would only add to the level of
imports, thereby resulting in a trade deficit and subsequent decrease in the
exchange rate: “the twin-deficits” hypothesis (Monacelli & Perotti, 2006;
Neaime, 2008; Okpanachi & Abimiku, 2007).

3.2 Monetarist Theory

According to monetarists, government deficits, financed by domestic
debt, only involves transferring funds to public sector from the private sector
with no effect on output. The private sector is more efficient than the
government sector. Thus, such a transfer could have a negative effect on
output. The monetarists argue that monetary financing affects the economy by
increasing aggregate demand (Mitchell, 2002; Okpanachi & Abimiku, 2007).
Debt financing of fiscal deficit raises the interest rate and leads to decrease in
investment which as a result decreases economic growth (Chakraborty &
Chakraborty, 2006).

3.3 Neo-classical Theory

According to this theory, fiscal deficits raise aggregate consumption in
the economy which brings a reduction in national savings, and a higher real
interest rate will generate incomplete sentence (in a closed economy). This, in
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turn, negatively affects investment and overall economic activity. Increase in
fiscal deficit causes increase in capital flows which leads to appreciation of
exchange rate in an open economy. In both cases, crowding out investment
(how?) and reduction in net exports are the results of increased fiscal deficit.
The crowding out investment and existence of external debt has adverse
consequences for future output.

3.4  Endogenous Growth Theory

The endogenous growth theory proposes that economic growth is an
endogenous outcome of the system. Since growth is endogenous, government
policies can influence its magnitude and the government plays a vital role in
economic development. Capital formation in physical assets of a country,
human capital formation and public investment in areas such as infrastructure,
and science and technology wields a positive impact on output. Similarly,
government policies about law and order situation and the economized
taxation system encourage growth in an endogenous manner. Thus, unlike
other theories, the fiscal policy can affect long run growth performance if
growth is considered as an endogenous variable (Saleh, 2003). Hence, this
theory can be placed in the context of fiscal deficit.

3.5  Sargent and Wallace Hypothesis

According to this hypothesis, fiscal deficit affects output growth
through two channels. First, fiscal deficit affects money growth through its
financing. When funds are generated by increasing money supply, the surplus
money may not be absorbed by the economy due to shortage of aggregate
supply. The increased demand may push the general price level which may
result in inflation. Second, inflation generated from increased money growth
may affect output growth negatively by rising cost of production and a
decrease in aggregate supply (Lozano, 2008).

3.6  Golden Rule of Public Finance (GRPF)

The rule states that government adopts fiscal deficit if the deficit is
used for productive and profitable investment projects. The rule can generate
less balanced growth in the long run. In the short run, its results are dependent
on the initial level of public debt. GPRF states that funds used for productive
projects may generate growth in both periods so deficit budget is acceptable.
Adoption of GPRF for an economy depends on the original level of public
debt. As for short run results, country’s debt situation may be considered due
to external debt (Ismihan & Ozkan, 2012).
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3.7  The Tax and Spend Hypothesis

According to this hypothesis, the policy of government to increase
taxes for reducing deficits would result in decrease in private consumption,
and politicians would encourage increasing their expenditure while deficit
would remain same in long run. On the other side, if deficit is financed by tax
cut, there would be pressure on government spending but it would increase
private consumption without changing the budget deficit and national savings.
This would be more desirable as compared to tax increase. The deficit has to
run if government expenditure does not decrease because there would be
addition in the interest payments (Chang & Ho, 2002). In a nutshell, various
theories describe the transmission mechanism of fiscal deficit for affecting the
economy. According to these theories, fiscal deficit may have positive,
negative or neutral effects on economic activities.

4. Appraising Keynesian Proposition and Classical Proposition

Along Emprical Research
4.1 Keynesian Proposition

Relevant works in the literature related to the Keynesian propositions
includes the following contributions: Onyemaechi (2014) examines the impact
of fiscal deficits components on economic growth in Nigeria from 1980 to
2010 using a baseline, log and lag models of regression analysis. The result
shows that the effect of fiscal policy component (government expenditure) on
economic growth at a certain level appeared to be statistically insignificant.
However, public sector expenditures on administration, social, and
community services produce positive effects on growth. Similarly, Agu et al.
(2014) evaluated the relationship between fiscal policy components and
economic growth in Nigeria from 1961 to 2010 using OLS in multiple
regression frameworks. The study establishes the existence of a positive and
significant correlation between economic growth and the components of fiscal
policy. Though investment spending appeared very insignificant compared to
recurrent expenditure, hitherto, aggregate government spending tends to
increase with tax revenue, with spending increasing faster than the tax
revenue. Likewise, empirical results from Mansouri (2008) in a study that
examined the effect of fiscal policy in Egypt, Tunisia, and Morocco based on
error correction model and log-linear regression model argue that public
investment exerts a crowding-in effect on economic growth. Further evidence
shows a significant relationship between productive expenditure on
investment and economic growth in all the three countries. Thus, such kind of
public spending exercises a positive impact on growth. In order to adjust the
public sector budget, fiscal adjustment should be concentrated on reducing
wasteful expenditure which appeared as an obstacle to economic growth in the
study countries. In addition, Fatas and Mihov (2001) evaluate the effects of
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fiscal policy on macroeconomic growth in developed countries by utilising a
quarterly data from 1960Q1 to 1996Q4. The study adopts a VAR technique.
Findings reveal that increase in public consumption is accompanied by a
corresponding increase in consumption, employment and output, while the
increase in government investment does not affect public spending
significantly. This, however, supports the argument that fiscal policy exerts a
positive influence on the real output growth within the review period.

Equally, Maku (2015) evaluates the effects of fiscal deficits on
economic growth in Nigeria from 1970 to 2011 using Engle-Granger
cointegration test and OLS estimation model. The study submitted that a fiscal
deficit is generally believed to be associated with growth. Alternatively, it is
believed that appropriate fiscal measures in a particular circumstance can be
used to encourage growth. The result from the estimation shows that fiscal
deficits rather than monetary produces a higher influence on the nation’s
economic growth and development. In a similar analysis, using cointegration
technique and a Vector Error Correction Model (VECM), Byiabani and
Mohseni (2014) examine the effects of fiscal deficits and economic growth in
Iran over a period of two decades. The study argued that there exists a positive
and significant long-run relationship between economic growth and fiscal
deficits components, including government investment and private
investment, labour force, and human capital stock. In another development,
Yadav et al. (2010) investigate the impact of fiscal deficits in India using a
Structural VAR (SVAR) on quarterly data from 1997Q1 to 2009Q2.

Finding reveals that the effects of fiscal shocks to government
expenditure on private consumption produce a positive impact, while shock
on the tax to private consumption yield negative results on the nation’s growth.
Furthermore, Jemec et al. (2011) examine how fiscal shocks affect
macroeconomic dynamics in Slovenia using a SVAR technique adopted from
Blanchard and Perroti (2002) on quarterly data from 1995Q1 to 2010Q4. The
study maintained that government fiscal deficits increase output growth,
investment, and private consumption only in the short-run. On the other hand,
tax shocks are found to decrease output growth, investment, and private
consumption. In the long-run, the effects of both spending and tax would
become insignificant, respectively. The results indicate that fiscal policies
have weak impact multipliers. In other word, changes in government spending
and taxes do not have longrun effects on macroeconomic variables. Alex and
Ebieri (2014) examine the impact of fiscal deficits on economic growth in
Nigeria from 1986 to 2010 by employing an Autoregressive Distributed Model
(ARDL) and log-linear model of the multivariate regression model.

The study empirically established that about 69% of the total variation
in the real GDP is explained by fiscal policy variables. Total government
expenditure as a fiscal policy variable has more positive and significant impact
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on GDP than non-oil tax and total debt. Hence, there is an evidence of long-
run equilibrium relationship between fiscal policy and economic growth in
Nigeria. Likewise, empirical results from Nathan (2012) in a study that
examines the impact of fiscal policy in Nigeria from 1970 to 2010 using error
correction model and two-band recursive least square technique reveals a
significant causal relationship between GDP and fiscal policy variables.
Hence, fiscal operations have a positive influence on output growth in the
Nigerian economy. Furthermore, Cyril (2016) examines the influence of fiscal
policy on real output growth in developing countries from 1986 to 2013 using
an OLS estimation technique. Finding reveals that fiscal policy components,
particularly public spending on economic services, have enormous returns to
economic growth and stability. The results further propose that these
expenditures crowd-in private investment. Therefore, there is an evidence of
a positive relationship between public spending on economic services and
economic growth. In other words, an increase in budgetary allocation to
economic services will lead to a speedy improvement in economic stability.
Moreover, Imoisi (2013) examine the implication of fiscal policy measures on
the Nigerian economy from 1970 to 2009 using the OLS of multiple regression
models. The study maintained that fiscal policy is a strong determinant of
economic growth, particularly when aggregate public sector expenditure is
properly directed towards the provision of adequate basic infrastructural
facilities to encourage private sector participation and stabilise investment
activities in the economy. In a similar submission, Ogbole et al. (2011)
evaluate the causal link between fiscal policy and economic growth in Nigeria
from 1970 to 2006 using a granger causality test and Johansen cointegration
technique. The study supported that fiscal policy operation, though
insignificant, has a positive impact on the macroeconomic stability. The study
further reveals the existence of a causal relationship between fiscal policy
components and GDP with a unidirectional causality running from aggregate
expenditure to GDP. In addition, Appah (2010) investigates the relationship
between fiscal policy and economic growth in Nigeria from 1991 to 2005
using OLS multiple regression analysis. The result indicates a significant
positive relationship between fiscal policy components and Gross Domestic
Product (GDP), and no relationship exists between the specific explanatory
variables contributing to GDP except the aggregate government spending. On
the average, 99% of the total variations in GDP are explained by fiscal
components in the model.

Moreover, Mathew (2011) examines the effect of fiscal policy on
economic growth in South Africa using a quarterly data from 1990Q1 to
2008Q4 by adopting a SVAR model of Blanchard and Perroti (2002). The
result supports the arguments that the effect of fiscal policy on real output
tends to be uncertain, though persistent and significant through shocks on
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public consumption expenditure, public investment expenditure, tax revenue,
and budget deficits. Though the effect is positive for shocks from tax revenues
and budget deficit, it is negative from public sector consumption and
investment expenditures. Similarly, Zhattau (2013) conceptually assess the
role of fiscal policy in influencing output growth in Nigeria by using a
descriptive analysis. The study supports the arguments that fiscal policy plays
a vital role in ensuring economic growth and stability. Therefore, an
appropriate system of tax implementation will increase the revenue generating
capacity of a country thereby accelerating economic growth. The study further
submits that the efficiency of the tax system is not just an issue of appropriate
tax laws, but it is also the efficiency and integrity of the tax administrators.
Likewise, Musa, Asare and Gulumbe (2013) analyse the effects of fiscal and
monetary policy interaction on output growth in Nigeria from 1970 to 2010
using VAR methodology. The result shows a positive relationship between
fiscal policy components and output growth. Thus, this implies that public
revenue as a fiscal policy variable has a significant influence on the economic
growth and also leads to an increase in price. This is because the spending
decision of the public sector is significantly determined by the aggregate
government revenue. Similarly, Arestis (2009) examines the effects of a new
consensus in macroeconomics in relation to fiscal and monetary policy in
developed countries by utilising a general equilibrium model. The study
debated that fiscal policy operations has a significant impact on the economic
growth, and it also serves as an effective instrument for regulating the level of
aggregate demand in an economy. Moreover, evidence was revealed by
Abdurrauf (2015) in a study that evaluated the impact of fiscal policy on
economic development in Nigeria from 1981 to 2013 by employing pair wise
correlation test. VECM and Johansen cointegration test shows that aggregate
public expenditure and government investment have a positive and significant
effects on economic development, whereas tax revenue produces a negative
effects both in the short-run and long-run. In addition, empirical findings from
Babalola and Aminu (2015) in a study that examines the relationship between
fiscal policy and economic growth in Nigeria using VECM and Engle-Granger
cointegration test indicates a long-run relationship between government
expenditure and economic growth as revealed by the cointegration result.
Consequently, this means that productive government spending has a
positive and significant impact on economic growth during the study coverage
period 1977 to 2009. This result is similar and consistent with the study
findings revealed by Austin and Ogbole (2014) in Nigeria from 1970 to 2010
using a granger causality technique. Furthermore, Osinowo (2015) examines
the effect of fiscal policy on sectoral output in Nigeria from 1970 to 2013 by
employing ARDL and Error Correction Model (ECM). The study debated that
different fiscal policy variables, to a considerable extent, have a significant
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influence on the output growth. Generally, the study holds the view that
aggregate government spending has a positive relationship with sectoral
output, i.e., economic growth. Therefore, inflation serves as a major brake on
output growth among the various sectors of the economy within the sample
period. In the same vein, Gemmell and Au (2012) evaluated the relationship
between fiscal policy and output growth in OECD countries from 1995 to 2009
using a pooled regression model. The study found that, among other things,
increase in government spending as a fiscal policy variable has a positive
effect on output growth while increased tax rates produce a negative effect in
all the review countries. In addition, Kilindo (1997), Tanzi and Howell (1997),
Easterly and Rebelo (1993), Baxter and King (1993), and Engen and Skinner
(1992) postulated that fiscal policy and its various components play a
fundamental role in influencing the long-run growth performance of an
economy.

4.2  Classical Proposition Literature

Classical proposition includes the following contributions:
Baunsgaard (2003) examines the role of an appropriate fiscal policy rule in
macroeconomic growth in Nigeria from 1970 to 2001 using a simulation
analysis. The study debated that fiscal operation exerts negative influences on
output growth since both revenue and expenditure were highly volatile. In
other words, a major challenge for the economy is the macroeconomic
volatility both in terms of expenditure and revenue driven largely by external
terms of trade shocks, weak fiscal discipline, and the nation’s heavy
dependence on oil export earnings. Furthermore, empirical support from
llzetzki et al. (2011) contribute to the literature by examining the effect of
fiscal multipliers on 44 countries (20 developed and 24 developing) using a
quarterly data set from 1960Q1 to 2007Q4. The study employed a SVAR
technique originally developed by Blanchard and Perotti (2002). Hence, the
finding shows that the response of economic growth due to increase in public
expenditure is larger among industrialised countries than in developing
countries. In addition, the framework of fiscal policy differs among
developing countries not only in its execution but in its effects and relationship
with other policies. This is because the increase in government expenditure is
far more short-lived compared to highly-persistent public expenditure shocks
in developed countries. A similar result is obtained by Ravn and Spange
(2012) in Denmark using a SVAR model as developed by Blanchard and
Perotti (2002) from 1983 to 2011. In another related development, Abata,
Kehinde and Bolarinwa (2012) evaluate the influence of both monetary and
fiscal policy variables on economic growth using a theoretical exploration.
The study submitted that the role of fiscal policy in achieving sustainable
economic growth has remained a mirage. In spite of a considerable increase in
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the public sector spending over the years, the growth rate remains very low.
Further evidence reveals that the effect of monetary policy on economic
growth is much stronger than that of fiscal policy within the review period.
This finding is consistent with the results obtained by Ajisafe and Folorunso
(2002) amd Adefeso and Mobolaji (2010). Blake (2013) measures the impact
of fiscal multipliers on Jamaican government by adopting a SVAR technique
from Blanchard and Perotti (2002). The study employed quarterly data from
1993Q2 to 2012Q2, and the results indicate that the effects of fiscal policy
(expansionary) on GDP are weak and not persistent. Fiscal policy produces
insignificant effects on growth, especially in the long run, because the fiscal
multiplier is statistically insignificant on impact and zero over the long run. In
addition, Perotti (2002) examines the effects of fiscal policy in five (5) OECD
countries using a quarterly data from 1960Q1 to 2001Q4 by utilising
Structural VAR (SVAR) technique. The study holds the view that, in the last
20 years, the effects of fiscal policy on growth and its various components
appeared significantly very weak in OECD countries, hence, providing less
support for a long-run relationship between fiscal policy and economic
growth. Furthermore, Akanni and Osinowo (2013) examine the effect of fiscal
instability on output growth in Nigeria from 1970 to 2010 using CUSUM of
square diagnostic test and the Hodrick-Prescott (HP)-filtered fiscal framework
with correlation technique. The result shows that fiscal policy component
(aggregate government expenditure) has a negative and insignificant effect on
economic growth,

Connecting the discussion in this paragraph to fiscal deficits from a
disaggregated level, capital expenditure is also found to be negative while
recurrent is positive. Nevertheless, labour force and trade openness have a
significant countercyclical effect on the economy over the review period. In
the same vein, Nelson and Singh (1998) investigate the relation between fiscal
policy, economic freedom, and output growth in LDCs from 1970 to 1989
using a neoclassical growth model. The study concluded that the large
government expenditure is detrimental to a nation’s growth, but economic
freedom shows a positive and significant effect on economic growth. Evidence
of government policy and economic freedom variables obviously submits that
many heroes of dictatorship wrongly attribute the poor economic performance
to democracy when in reality it is public sector policies that may be
responsible for poor growth in such respective countries. Similarly, Enache
(2009) investigates the relationship between fiscal policy and economic
growth in Romania using forecasted time series data from 1992 to 2013 by
using a reduced-form neoclassical growth model to develop a regression
analysis for the estimation. The results established a weak evidence for the
positive impact of fiscal policy on economic growth, and a decrease of
distortionary government revenues accompanied by a reduction in
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unproductive government spending will increase real output growth in the
long run. In addition to these, empirical evidence is supported by Havi and
Enu (2014). The paper examines the effect of fiscal and monetary policy in
the economy of Ghana from 1980 to 2012 using an OLS estimation technique.
Results show that fiscal policy is insignificant compared to monetary policy
in achieving sound and sustainable macroeconomic growth.

5. Review of Fiscal Deficit in Nigeria

From the fabrics of the two divergent opinions, the Nigerian economy
is a battle ground or peaceful ground depending on one's disposition. Despite
these discernable views, government expenditures can breed economic growth
in Nigeria. This position was earlier supported by some eminent scholars like
Baro (1990), Chenery and Syrquin (1975), Landu (1983), Diamond (1990),
Longe (1984), Odusola (1996), and Ekpo (1995). Baro (1990) was among the
first to formally endogenize government spending in a growth-model and to
analyze the relationship between size of government and the rate of growth
and saving. He concluded that an increase in the resources devoted to non-
productive government services is associated with low capital. From an
allocating perspective, an increase in government consumption leads to capital
formation or private consumption. Some development economists of the
Structuralist School prove that some categories of government expenditures
are necessary to overcome constraints to economic growth (Chenery &
Syrquin, 1975). In the seminal work of Landau (1983), the share of
government consumption to GDP reduces economic growth. This is consistent
with the pro-market view that the growth in government constrains the overall
economic growth. Diamond (1990) notes that in Nigeria, less attention has
been given to examining the productiveness of the various components of
public spending. Longe (1984) examines the growth and structure of
government expenditures in Nigeria with a view of ascertaining if the pattern
fits with the results of other countries. Thus, his study revealed that
government expenditure has shown many considerable structural shifts over
the review period and that the ratio of government expenditure to GNP has
been rising and corresponds with the rising share hypothesis. Odusola (1996)
adopts a simultaneous equation model to capture the interrelationship between
government expenditure and economic growth in Nigeria.

The role of government sector in economic management is performed
through the formulation and implementation of economic policy generally and
fiscal policy in particular. It is designed to achieve the objective of price
stability, growth, balance of payments equilibrium, full employment,
mobilization of resources, and investment. These objectives have influenced
government’s economic policy design and development efforts in Nigeria
since independence. Different opinions have indeed continued to emerge on
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how fiscal policy can affect economic activities. The genesis of these
controversies has been traced to the theoretical exposition of the different
schools of thought, namely: the Classical, the Keynesian, and the Neo-
classical schools of thought. To the Classical school of thought, fiscal deficits
incessantly financed by debt crowds-out private investment and by extension
lower the level of economic growth.

According toTchokote (2001), the classical economists believe that
debt issued by the public has no effect on the private sector savings. To them,
a deficit financed by increasing the supply of securities, ceteris paribus reduces
its price and raises real interest rates and this crowds out private investment.
In sum, excessive deficit can lead to poor economic performance. Omitogun
and Ayinla (2007) noted that the Keynesian school of thought postulates a
positive relationship between deficit financing and investment and
consequently on economic growth. This school of thought sees fiscal policy
as a tool for overcoming fluctuations in the economy. Argumentatively,
Tchokote (2001) noted that this school regards deficit financing as an
important tool to achieve a level of aggregate demand that is consistent with
full employment. When debt is used to finance government expenditures,
consumers’ income will be increased. Given that resources are not fully
utilized, crowding-out of private investment by high interest rates would not
occur. The point of the Keynesian school of thought on the possible effects of
fiscal deficits on economic activities has been challenged by the Neo-classical
school of thought on the premise that the former school ignores the
significance of how fiscal deficits are financed based on the effect of this
policy variable on macroeconomic performance. The Neoclassical school
postulates that the manner in which deficits are financed is capable of
influencing the level of consumption and investment and by extension affect
economic growth.

For Nigeria scenario, the result of government role in economic
activities and the achievements in economic performance have been mixed.
The economy experienced growth in real output in some years and declines in
others. However, the overall picture is low scoring for the country’s
development efforts. The economic crisis from the 1980s and early 1990s
brought out vividly the distinction between growth and development. The
objectives fiscal policies in Nigeria are wide-ranging. These include increase
in Gross Domestic Product growth rate, reduction in the rates of inflation and
unemployment, improvement in the balance of payments, accumulation of
financial savings and external reserves as well as stability in Naira exchange
rate. More so, policy as well as instruments applied to attain these objectives
have until recently been far from adequate undue reliance which has been
placed on fiscal policy rather than monetary policy in Nigeria (Darrat, 1984).
Fiscal policy is considered an important variable which may determine

www.eujournal.org 323



http://www.eujournal.org/

European Scientific Journal, ESJ ISSN: 1857-7881 (Print) ¢ - ISSN 1857-7431
January 2021 edition Vol.17, No.1

changes in national income in developing countries like Nigeria. In order to
stimulate the economic growth by means of fiscal policy, the country has more
instruments. According to Ebimobowei (2010), these include the financing of
direct investments of which the private sector would not provide adequate
quantities; the efficient supply of certain public services which are necessary
to ensure the basic conditions to display the economic activity and long term
investments; and the financing of public activities so as to minimize the
distortions to come up with the decisions to spend and invest properly in the
private sector.

The fiscal policy of Nigeria has been extremely pro-cyclical with
expenditures racketing out of control on the upswing of the oil price cycle.
This has contributed to the observed deficit bias in the conduct of fiscal policy.
One option is to put in place a fiscal policy rule. A fiscal policy rule makes
sense in Nigeria, given the complete absence of a tradition of fiscal discipline.
Since a fiscal rule commits government to a certain level of conduct in fiscal
and budgetary management, it will help to build government credibility in
fiscal management and, overtime, promote strong fiscal discipline across all
tiers of government. A rule, based on oil prices, will also help address the issue
of the vulnerability of all tiers of government to oil price swings and reduce
the pro-cyclicality in the budget. This will allow savings to build up financial
assets in periods with high oil prices that can be used to finance the desired
expenditure programmes when oil prices are low (Kwakwa, 2003). Phillips
(1997) critically analyses the Nigerian fiscal policy between 1960 and 1997
with a view of suggesting workable ways for the effective implementation of
Vision 2010. He observes that budget deficits have been an abiding feature in
Nigeria for decades. He notes that except for the period 1971 to 1974, and
1979, there has been an overall deficit in the federal Government budgets each
year since 1960 to date. He asserted that the chronic budget deficits and their
financing, largely by borrowing, have resulted in excessive money supply,
worsened inflationary pressures, and complicated macroeconomic instability,
resulting in negative impact on external balance, investment, employment, and
growth. He, however, contends that fiscal policy will be an effective tool for
moving Nigeria towards the desired state in 2010 only if it is substantially
cured of the chronic budget deficit syndrome it has suffered for decades.

As noted by Babangida (1993), the lack of fiscal discipline is the bane
of our economy. In spite of realized revenues being above budgetary estimates,
extra budgetary expenditure has been rising so fast and resulting in a bigger
deficit. To say the least, this is a sobering revelation and there is need to ensure
that the deficit is not only minimized but eventually eliminated. The practice
of financing the fiscal deficit through the banking system, especially the
Central Bank’s Ways and Means facility, results in rapid growth of domestic
liquidity. This in turn exerts immense pressures on prices, interest rates, and
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exchange rate of the Naira. As an illustration, between 1988 and 1991, an
average of 77 percent of the overall deficit was financed by the CBN. In 1992,
the deficit had been largely financed by the CBN. As a direct consequence,
the monetary and credit aggregates have been exceeding prescribed targets in
recent years. Folorunsho and Abiola (2000) examine the long-run
determinants of inflation in Nigeria between 1970 and 1998, using the
econometric methods of co-integration and error correction mechanism. They
found that inflation in Nigeria could be caused by the level of income, money
supply, and public sector balance. The results also indicate that in the long run,
exchange rate, money supply, income, and fiscal balance determine the
inflation spiral in Nigeria. The study concludes that a reduction in fiscal
deficits, an increase in domestic production, and a table exchange rate should
be pursued as means of controlling inflation in Nigeria.

There has been a strong deficit bias and pro cyclically in fiscal policy,
which has been largely driven by oil prices in 1991-1992 and 2000-2002. More
so, revenue and expenditure have increased sharply. This has typically
followed the scaling back of expenditures as oil prices substantially decline,
though at times with a lag. According to Baunsgard (2003), experience in
Nigeria illustrates the difficulties of implementing fiscal policy in an
environment with highly volatile revenue flows. The resultant effect of such
boom-burst fiscal policies includes spread of oil-price volatility to the stable
provision of government services. This has added to the failure over the years
of public spending, facilitating the diversification and growth of the economy.
There is no doubt that the failure of government fiscal policies, rather than the
failure of monetary policies, is the main reason why most of the past
developmental programmes undertaken by the government have come to
naught (Ezeoha & Uche, 2010).

6. Methodology

O’Leary (2004) describes methodology as the framework which is
associated with a particular set of paradigmatic assumptions that will be used
to conduct the research. Allan and Randy (2005) insist that when conducting
a research, methodology should meet the following two criteria: Firstly, the
methodology should be the most appropriate to achieve the objectives of the
research. Secondly, it should be made possible to replicate the methodology
used in other researches of the same nature. Descriptive analysis of secondary
data generated from Central Bank of Nigeria and IMF has been intensively
used to accomplish the objectives of this write-up.

Fiscal Deficits and Economic Stabilization in Nigeria

Economic stabilization in Nigeria through fiscal deficit will be
appraised with the aid of tables. These tables will indicate average fiscal deficit
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growth rate, per capita income, unemployment rate, inflation rate, and balance
of payments. The following tables will be used to analyze the effect of fiscal
deficit on economic stabilization in Nigeria. Economic stability is said to exist
when the real gross domestic product (RGDP) (total GDP deflated for
inflation) increases persistently over time. From Table 2 below, it is observed
that there was persistent growth in RGDP in three successive periods, and
these periods also witnessed growth in fiscal deficit. Consequently, it can be
said that fiscal deficits triggered the growth of RGDP. However, these growth
periods coincides with the era of oil boom. Therefore, the growth in RGDP
could be attributed to increased earnings from crude oil exportation. While in
2017-2019, there was a drastic decline which must have been as a result of

sharp decline in oil revenue.
Table 2. Deficit expenditure growth rate and RGDP growth rate

Years Deficit Growth Rate of | RGDP Growth Rate
Expenditure(N’ Deficit (in of RGDP
Billion) millions $)

1980 — 1985 | -3441.01 — 44917

1986 — 1991 | -16555.15 381.11 25.077 -44.17

1992 — 1997 | -31581.5 90.76 27.088 8.01

1998 — 2003 | -207907.75 558.32 47.528 75.45

2004 — 2009 | -236574.13 13.78 148.253 211.92

2010 — 2016 | -904907.72 282.5 458.706 209.40

2017-2019 | 3,588.3 74.78 458.286 -0.09

Source: Authors’ computation based on World Development Indicators (2020)

Comparative analysis of the growth rate of deficit expenditure and per
capita income growth rate within seven (7) years average is used in Table 3
below. Deficit spending grew by 381.11 percent between the period of 1980 -
1985 and 1986 - 1991. The growth rate decline to 90.76 percent between 1986-
1991 and 1992 -1997 periods. Later, it skyrocketed to 558.32 percent between
1992 - 1997 and 1998 - 2003 era. The growth rate also declined between the
period 1998 - 2003 and 2004 - 2009 to 13.78 percent. It has grown by 282.5
percent between the period 2004 - 2009 and 2010 - 2016. On the other hand,
per capita income has been on the upward trend within the period under
review, significantly rising by 623.85 percent between 1992 and 1997,
declining by 447.69 percent to 176.16 percent between 1998 and 2003.
However, the upward trend has been noticeable from 2004 - 2016 while there
was drop in 2017-2019. Evidence from literature shows that if deficit
expenditure is embarked upon, it is expected to have a positive effect on
development indicators, and per capita income is one of them. Consequently,
Nigeria’s per capita income (PCI) has been growing and fluctuating within the
period under review.
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Table 3. Deficit expenditure growth rate and per capita income (PCI) growth rate

Years Deficit Growth Rate of | PCI Growth Rate of
Expenditure(N’ Deficit PCI
Billion)

1980 — 1985 -3441.01 - 740.95 -

1986 — 1991 -16555.15 381.11 2086.1 181.54

1992 — 1997 -31581.5 90.76 15100.39 623.85

1998 — 2003 -207907.75 558.32 41702.03 176.16

2004 — 2009 -236574.13 13.78 131626.6 215.63

2010 - 2016 -904907.72 282.5 462890.46 251.67

2017-2019 3,588.3 74.78 1,104,577.833 | 58.09

Source: Authors’ computation based on CBN’s Statistical Bulletin (2020)

From Table 4 below, within the six (6) year period of 1986 and 1991,
there was a marginal decline in unemployment indicator from 10.75 percent
witnessed in the preceding six year period of 1980 - 1985. However,
unemployment rate has been growing since then. The inference is that deficit
expenditure has not been having the desired effect on employment generation
in Nigeria. Deficit spending should stimulate national output growth which
will result in employment creation (reduction in unemployment). Despite the
persistent growth rate of fiscal deficit, the evil of unemployment has not been
tackled by deficit spending. This may be as a result of the fact that deficit
spending has been skewed in favour of recurrent expenditure to the detriment
of capital expenditure. As long as capital fiscal deficit is not greater than
recurrent fiscal deficit, the capacity of the economy to create employment that

tackles the threat of unemployment will be significantly mitigated.
Table 4. Deficit expenditure growth rate and unemployment rate

Years Deficit Expenditure(N’ | Growth Rate of | Unemployment
Billion) Deficit Rate (%)

1980 —1985 | -3441.01 - 10.75

1986 — 1991 | -16555.15 381.11 10.31

1992 — 1997 | -31581.5 90.76 10.76

1998 — 2003 | -207907.75 558.32 15.0

2004 — 2009 | -236574.13 13.78 15.43
2010-2016 | -904907.72 282.5 16.36
2017-2019 3,588.3 74.78 20.9

Source: Authors’ computation based on CBN’s Statistical Bulletin (2020)

An analysis of Table 5 below shows that a growing economy needs
periodic inflation, i.e., increase in the general price level of goods and services,
including wages. However, for this inflation to be the desired type, it needs to
be a-single digit inflation. The effect of deficit expenditure on the general price
level of goods and services has been mixed during the period under review.
For example, the average rate of inflation was 17.8 percent between 1980 -
1985, and it further grew to 19.21 percent in the 1986 - 1991 periods. The
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upward trend continued with inflation reaching an average rate of 44.8 percent
in the next period (1992 - 1997). However, there was a significant drop from
44.8 percent to 11.55 percent in the 1998 - 2003 era. This grew insignificantly
by 0.06 percent to 11.61 percent in the period 2004 - 2009, and it was averaged
at 13.89 percent between the period 2010 - 2016. Also, the inflation drop by
1.68 percent in 2017-2019. It can be concluded that despite the fact that deficit
spending has been growing during the period of this study, it had a mixed
effect on the rate of inflation in Nigeria within the period under review. The
instability noticed in the rate of inflation could be attributed to increased
earnings from oil revenue coupled with unmitigated growth in money supply.
When these (increasing oil revenue and growth in money supply) are not
accompanied by growth in output, demand will grow faster than supply and

the consequence will be inflation with its inherent negative effects.
Table 5. Deficit expenditure growth rate and the rate of Inflation

Years Deficit Expenditure (N’ | Growth Rate of | Inflation Rate (%)
Billion) Deficit

1980 —1985 | -3441.01 17.8

1986 — 1991 | -16555.15 381.11 19.21

1992 — 1997 | -31581.5 90.76 44.8

1998 — 2003 | -207907.75 558.32 11.55

2004 — 2009 | -236574.13 13.78 11.61

2010 — 2016 | -904907.72 282.5 13.89

2017-2019 3,588.3 74.78 12.21

Source: Authors’ computation based on CBN’s Statistical Bulletin (2020)

Conclusion and Policy Implications

This write-up is a theoretical analysis of the impact of fiscal policy
variables on economic growth in Nigeria. The achievement of economic
growth through fiscal policy in Nigeria has remained an illusion. Obviously,
the achievement of sustainable economic growth through fiscal policy in
Nigeria has remained a mirage. Despite the substantial increases in
government expenditure over the years, the rate of economic growth has been
very low and sluggish. The poor performance of fiscal policy has been
ostensibly blamed on the problems of policy inconsistencies, high level of
corruption, wasteful spending, poor policy implementation, and lack of
feedback mechanism for implemented policies (Omitogun & Ayinla, 2007).
This study opens the effect of fiscal policy on economic growth in Nigeria.
Therefore, this study recommends monetary policy for the purpose of
economic growth and stabilization. Based on the secondary data presented in
the paper, Table 1 shows that Nigerian government has always relied on deficit
spending to stabilize her economy which has been validated.

As seen in Table 1, for the 40 year period of 1980 to 2019, only two
years recorded surpluses: 1995 and 1996 respectively. Having had 38 years of
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deficit expenditure, how has the country fared in the attainment of the
objectives of fiscal deficit, which is economic growth? From the tables above,
two out of the four development indicators used in this work have conformed
a priori expectation. From this stand point, deficit spending in Nigeria has
stimulated growth of real GDP and per capita income in Nigeria. Furthermore,
unemployment and inflation have not completely conformed. These situations
call for serious attention of Nigerian government, given the fact that these
variables are of great importance for economic strength. The reason for the
twist in unemployment could be as a result of the fact that fiscal deficit has
been geared toward recurrent expenditure to the detriment of capital
expenditure which has the capacity to stimulate employment.

Policy Prescription

Government should control excessive domestic credit expansion in the
economy to avoid the adverse effects of fiscal deficit. To control fluctuations
in money supply, price level and rate of interest, government should avoid
short run devaluation and stabilize external value of currency. Government
should utilize its resources properly to control deficit in meeting its expenses.
Therefore, such policies should be designed that can encourage people to pay
taxes and give incentives to those who avoid paying taxes. Government should
decrease lenders’ interest rate so that small domestic investors can invest to
create employment opportunities along with increase in government revenue.
In order to avoid deficit budget, the parliamentarians should reduce their
personal and unproductive expenditures. The study recommends that if fiscal
deficits are the essential tool of correcting short term fluctuations in the
economy, then these deficits should be invested in productive and profitable
projects. More especially, deficit should be invested in infrastructure to get
sustainable economic growth. In Pakistan, elimination of corruption will
reduce fiscal deficit and improve performance of economy.

Fiscal policy should give priority attention to capital and public
investments by making them of higher proportion in gross government
expenditure, thereby creating more jobs and enhancing the quality of public
spending and the attainment of sustainable growth and development.

Emphasis should be on the development of basic infrastructure (e.g.,
transportation, energy and communication). Human capital development
should be a priority. Government fiscal policy should refocus and redirect
government expenditure towards production of goods and services so as to
enhance GDP growth.

Government economic policies should also focus on diversification of
the economy to enhance the performance of the non-oil sector, so as to create
more jobs in this sector. The government should avoid unnecessary
borrowings and ensure that existing debts are properly serviced as at when
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due. The government should ensure that policy inconsistency is minimized
and policy reversals are properly checked for both short and long run effects
on the economy. Government should fight the problem of corruption because
without a reduction of the level of corruption in the country, fiscal policy
components will not achieve the required level of economic growth in Nigeria.
There is need for an improvement in government expenditure on health,
education, and economic services, as components of productive expenditure,
to boost economic growth.
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