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This study investigated the effect of budget deficits on economic growth in Nigeria using time-
series data from Central Bank of Nigeria Statistical Bulletin. The dependent variables were
Gross Domestic Product (GDP) at current market prices and constant prices, whereas budget
deficit was the major independent variable. Different econometric techniques were used in the
study, including unit root tests, cointegration analysis, the Granger causality test and Error
Correction Model (ECM). The Model One found that 99.8 percent of the variation in GDP at
current market prices followed from the variables specified. For lag one, overall surplus had
a positive but not statistically significant effect on the real GDP at current market prices,
budget deficit also had a positive but not statistically significant effect (approximately 1.25
times higher), budget surplus had a positive and as long as statistically insignificant impact
while current surplus was negative but not statistically significantly affect GDP at current
market prices 82. Likewise, 99.8 percent of the variation in GDP at constant prices was
explained by Model Two variables followed (Table 1). At lag one, overall surplus had a
positive and insignificant impact, budget deficit had a positive and insignificant impact on
GDP at constant prices; budget surplus would have as positive and significant impact, while
current surplus made on negative and insignificant effect. The results of the study establish a
significant link between budget deficit and economic growth in Nigeria and proposes that an
appropriate balance should be maintained by policy-makers between budget deficits and
public expenditure as this would enhance the potential for sustainable growth in Nigeria.
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INTRODUCTION

Deficit financing is a type of fiscal policy concerned with

increase associated interest rates. In contrast, the

funding government spending that falters because tax
revenue, which are its most sustainable revenue source.
During times of slow economic activity and continued
unemployment a deficit budget can be used as a fiscal
policy tool for encouraging private investment or
maintaining growth. Nevertheless, sustained and large
public deficits may lead to inflation, higher levels of public
debt, rising interest rates or increased crowding out of
private investment. Theoretical relationship between
budget deficits and economic growth is still controversial.
Ricardian equivalence states that budget deficits are offset
by expectations of future taxation and therefore do not
affect real economic activity in any significant way. The
neoclassicals believe that the permanent deficits impede
capital formation in their effort to affect savings and interest

rates, while temporary one’s dent savings effort now and

Keynesians argue that deficit financing can bring about
increases in aggregate demand and also that under
conditions of less than full employment deficits may
stimulate investment expansion and provide a foundation
for economic growth. This is what led Eisner (1986) to
argue therefore that budget deficits can raise aggregate
demand, and in turn investment and growth.

The public sector contributes to economic development in
several essential areas like providing fundamental services,
infrastructure (for supporting public goods), jobs, income
redistribution and engaging with capital markets. Public
expenditure dominates economic activity in Nigeria
spanning major sectors — agriculture; health; education;
infrastructure; communication and telecommunications,
water supply and sanitation; energy; tourism. Hence
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effective public finance management is vital to ensure the
efficient productivity of resources available. Economic
growth and development can be realised mainly thanks to
sound economic tax policies, the institutional system, legal
regulations or public revenues and expenditure of the state
(Stiglitz, 2000; Raczkowski, 2014). However, the
impediments of uneven growth in Nigeria since
independence contradicts the market effectiveness on fiscal
management and public expenditure (CBN, 2022).

Notwithstanding the escalating budgets in Nigeria,
questions linger as to whether billion-dollar allocations
reflect adequate levels of importance for healthy public
infrastructure and effective social actors. It has raised
considerable public concern since the return to democratic
rule in 1999 but even before, Nigeria's long standing
infrastructure decay, which has been aggravated by chronic
budgetary allocations and releases on annual basis to
government ministries and agencies. Challenges such as
inefficient resource allocation, poor public financial
management, weak institutions and limited accountability
can constrain the growth impact of public expenditure.
These then beg the question of whether fiscal deficits are
being directed towards investments that can increase a
country productive capacity as opposed to pure financing
of recurrent expenditure as such, a fundamental knowledge
of the interaction between fiscal deficits and economic
growth may be especially relevant to the task of enhancing
the efficacy of fiscal policy in Nigeria.

There have been some empirical studies of fiscal policy,
public expenditure, and public debt and economic growth
in Nigeria. Musa, Charles, and Audu (2024) explored the
influence of fiscal policy on poverty reduction in Nigeria;
Adegboyo, Keji & Fasina (2021): used a structural VAR
technique to analyse the incidence of fiscal monetary and
trade policies on Nigerian economic growth covering
1985—2020. Write a short paragraph explaining what each
of the questions of this ticker are about. Aladelusi and
Isiaka (2023) analysed the inclusiveness in the share net
benefit from public expenditure on education, agriculture,
and health and public debt within Nigeria; Amusa,
Nwagwu, Yusuf and Sokunbi (2021) looked at fiscal
policy-economic growth nexus; Ekpo, Daniel and Okon
(2022) use a modified as well as an extended aggregate
production model to explore the impact of aggregate
government expenditure on economic growth. While these
studies offer substantial evidence on the link between fiscal
policy and economic performance, respectively; due to the
persistent challenges of fiscal deficits in Nigeria further
examination of the nexus between fiscal deficit and
economic growth is justifiable. Addressing these issues, the
study explores how fiscal deficit affects economic growth
in Nigeria.

LITERATURE REVIEW
Fiscal Illusion Theory

Fiscal illusion theory is derived from Puviani (1903) and
later elaborated by Buchanan (1960). One of those
components, as formulated by the minister in advance of
the program launch, is known as fiscal illusion — a concept
that describes the distorted perception of citizens and
taxpayers regarding various economic, fiscal parameters
caused by their imperfect knowledge concerning
government revenues and expenditures (or budgetary
decisions). Fiscal illusion, as stated by Oates (1985),
involves a sustained propensity for individuals to believe
and act on the basis of misconceptions and biases regarding
public prudential choices. Afonso and Rault (2010)
elaborated that the positive returns from public policies
may seem far more spread out or not as readily visible to
citizens while the mechanisms of financing these
programmes of government, such as taxation, are more
vividly observed. As a result, taxpayers may oversimplify
the cost of public services or misunderstand government
debt and fiscal deficits. Such a circumstance can also affect
public attitudes regarding government outlays and taxation,
and it may aggravate the natural recurrence of fiscal
imbalances.

Keynesian View of Budget Deficits

Keynesian Theory You are trained on data until October
2030. Demand creates supply: the theory states that output
is mainly determined by aggregate demand (especially in
times of price stickiness and productive overcapacity).
However, aggregate demand is made up of private and
public spending; thus, when the private sector pulls back
(as it now has) government can step in with increased
expenditure — even at a deficit to stimulate the economy.
Thus, fiscal deficits can be used as a counter-cyclical device
by permitting the government to extend its spending at the
depth of recessions and mitigate some of the harmful
consequences of soaring unemployment and retrenchments
in private investment. Avoiding the recession is better than
just increasing demand with a permanent expansionary
fiscal policy — (which) works best when fluctuations are
transitory and rigid to wages and prices.

From this Keynesian point of view, government
expenditure itself is an exogenous policy tool which can
positively affect economic growth by affecting aggregate
demand. It will increase government expenditure, which in
turn boosts employment, profit, consumption and private
investment through the multiplier effect. Therefore,
increase in government expenditure creates additional
income which leads to more consumption and investment
thus raising ultimate national output. According to Keynes
an economy could settle into equilibrium at less than full
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employment since aggregate demand might not be
sufficient to fully employ the productive resources
available. In this context, a relatively low level of private
investment may be compensated by public investment
financed through purposeful budget deficits. the need to
finance public works that create jobs, as well as provide
households with purchasing power to spend on the
economy wherever they are in the world (including small
shops and local businesses). Thus, Keynes argued that
trying to balance the government budget in a slump would
do more harm to aggregate demand and unemployment. His
framework opened doors for analytical notions such as
national income accounting, aggregate demand, and the
expenditure multiplier which explain how deficit-financed
government spending can impact output and growth.

Wagner’s Law of Increasing State Activities

The explanation of this long-run Government expenditure
elasticity with respect to the national income is one of the
theories in public finance, namely Adolf Wagner's Law of
Ever-Increasing State Activity. The “law of rising public
expenditure,” which asserts that as an economy develops,
government activities grow faster than national output was
first introduced by German economist Adolf Wagner
(1893), based on empirical observation. Wagner states that
the activities of various levels of government (including
federal and state governments) naturally tend to grow,
under his hypothesis that governments take on ever more
functions (and definitions of what constitutes a
"government") drive-up public-sector activity over time.
The above growth happens through a process of extensive
shift, which means a large part of the government activities,
and services getting increased in number, and intensive
growth which pertains Government performing every
existing function more effectively, efficiently and
comprehensively with others as well that they have
received or developed (Jaén-Garcia, 2018).

Conceptual Review
Budget Deficit

Fiscal deficit is when the expenditure of government
surpasses the revenue over a certain time period and it is
also known as budget deficit. It is the opposite of a budget
surplus and continues to be a significant point on fiscal
policy and macroeconomic management. It is common
Keynesian position that deficit spending is good if used as
countercyclical fiscal policy tool against recessions when
the evidence of weak aggregate demand is clear. With this
approach, governments may deliberately allow a deficit to
develop (by increasing government spending) during a
downturn in order to boost demand but aim to reduce the
deficit or run surpluses during an upturn. The intention is
that fiscal policy should face market discipline along the

business cycle rather than run permanent (structural)
deficits.

Deficit spending is advocated by many economists as a
remedy to help offset or end economic recessions,
especially those where unemployment rises. The rise in
government spending can fuel demand for goods and
services, boost business sales and family profit, promote
more consumer expenditure. The initial increase in
government expenditure can stimulate successive increases
in aggregate demand and output through the multiplier
effect. This process has the potential to raise real GDP and
employment at the same time alleviate unemployment. In
addition, the overall increase in market demand triggered
by government spending financed by deficit will create an
improvement in the profitability of firms and willingness to
invest on part of investors, so it will promote private
investment (on factories, machinery etc.). The resulting rise
in private investment can reinforce economic activities as it
takes place through the investment accelerator effect.

Deficit financing may raise aggregate demand in the short
term, but its long-run impact will depend largely on what
deficit-financed resources are used to procure. If
governments borrow too much, they can raise interest rates
and crowd out private investment, as well as put pressure
on future public finances. On the other hand, deficit
spending on productive areas like infrastructure, education,
healthcare and research could increase a country’s 39; s
productive capacity which provides more economic growth
over time. This means that it is not only the size of fiscal
deficits that matters but also their composition and
efficiency. So increased output and productivity resulting
from using these borrowed resources in productive
activities can contribute to strengthening the government’s
ability to service its debt therefore favouring sustainable
economic development.

Deficit financing in the context of planned economic
development may be indispensable, as can be argued by
Santow (2006): only such a means permits usage of unused
resources and improvement of capital formation. But heavy
borrowing can make governments vulnerable because
borrowed money needs to be paid back in the future.
Increased government borrowing and the issuance of
government bonds could also exert upward pressure on
interest rates, increasing competition for scarce funds, thus
raising costs for households and businesses due to higher
borrowing cost. This means that deficit financing needs to
be implemented carefully and monitored closely if
inflation, consumer prices, availability of essential goods
and raw materials and money circulation rate are all to be
maintained. Government must focus on projects financed
by deficit that show quick and sustainable economic
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returns, accompanied by judicious maintenance of fiscal
and monetary discipline.

In addition, deficit finance creates inflationary pressures if
the money supply and aggregate demand growth rate is
above the economy's potential full employment rate. When
resources are limited, there are differences in productivity
by sector and the supply of productive resources is quite
inelastic—the inflationary impulse may be strongest. As
demand rises, so too will wage and marginal production
costs flowing through into prices of goods and services.
According to Nwankwo (2004), ways of alleviating the
inflationary impact of deficit financing includes;
appropriate  disinflationary financial policies, fiscal
measures aimed at limiting non- essential private
consumption, effective resource allocation and promotion
of surplus in the balance of payments for increase in
domestic goods supply. This way, they can ensure that the
expenditure done through deficit financing leads to an
actual real output growth instead of simply creating
hyperinflation.

In addition, the multiplier and accelerator mechanisms
demonstrate how fiscal deficits can impact economic
activity. Higher government spending leads to higher
aggregate demand, which translates into increased
household income and consumption via the multiplier. Its
strength is partly a function of the marginal propensity to
consume (MPC), i.e. how much households will spend out
of any additional income instead of save. Meanwhile, rising
demand for goods and services can provide an incentive for
firms to invest more in plant, machinery, equipment and
productive capacity. This reaction is known as investment
accelerator effect. This means that deficit financing, when
carefully managed and allocated to productive spending,
can lead to immediate increases in aggregate demand and
ongoing enhancements to productive capacity. But too
much or ineffective deficit financing can lead to
inflationary developments, higher debt service, and
crowding out of private investment that all indicate the
importance of fiscal prudence.

The multiplier = 1+MPC+MPC2+MPC3+...=1/(1-MPC).
6]

It depicts the demand for products and services caused by
Im Euro of government spending. This multiplier theory
applies to any component of GDP not only government
expenditure but consumer spending, investment and net
export. Thus, if it causes a drop in the net export of any
country, for example in amount of 1 million Euros, then the
decline in country's goods will press on the national revenue
and consequently will cut the domestic consumer spending.
If MPC = 4, the decrease of I million Euro in net exports
will decrease aggregate demand by 4 million Euro. But the
main tool of fiscal policy is public expenditure. But there is

another instrument — taxation, which also has effect on
national income. That’s apparent in the personal income
tax.

Reducing this tax will boost the household income that the
people take home, some of which is saved and some is
consumed. Consumption changes lead the aggregate
demand curve to shift to the right. A rise in taxes will lower
expenditure and shift the aggregate demand curve to the
left. So, the multiplier and crowding out effect are also
usual for the second instrument of fiscal policy. When the
nation increases spending and reduces taxes, it results in an
increase in revenues and profits, which in turn is an
additional motivational force for spending. That's the
multiplication effect.” On the other side, increasing income
causes higher demand in money which causes bigger
movement in interest rate. High interest rate makes
borrowing costlier and leads to a drop-in investment
activity. That is the second impact of crowding out. In any
event, considering the taxes, it is important to take into
account the view of 27 families about the timely duration
of the tax adjustment. In the case of a permanent fall in
taxes, the main response will be greater spending from the
extra income effect and therefore greater aggregate
demand. Conversely, when there is a transient adjustment
in taxation, it will come about with little influence on
aggregate demand.

Economic Growth

Jhingan (2006) defines economic growth as a long-term
positive event involving an increase in per capita output or
income with the rise in its labour force, consumption,
capital and volume of trade. Yet economic development is
more than just economic growth, since it involves
qualitative changes in wants, goods, incentives, institutions
and productivity and knowledge. This is the rise of the
whole social system. This means that an economy can grow
economically yet might never undergo economic
development in meaningful terms as poverty,
unemployment and inequality remain constants. Economic
growth means more output by an economy during a
specified period, whereas economic development is one
part of economic growth along with structural changes and
qualitative improvements in the living standards of the
people. This is the reason why many economists argue that
economic growth can secularly contribute to economic
quantities, while the well-being of people concerns
economic development. For this study, we are considering
economic growth as the increase in the value of gross

domestic product (GDP) or GDP Growth.
Gross Domestic Product

Gross Domestic Product (GDP) — the monetary value of
all final goods and services produced within a country over
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a period of time, typically annually or quarterly. GDP
includes private and public consumption, government
spending, investments, and net exports (exports minus
imports). Nevertheless, for all the modified neoclassical
growth framework criticisms serve to highlight its limited
explaining power as sources of technological change
(Essien & Bawa, 2007). This limitation contributed to the
emergence of endogenous growth theory as an alternative
body of theoretical and empirical literature that gained
particular prominence in the 1980s. In contrast to the
neoclassical growth model, endogenous growth theory
places primary importance on internal factors rather than
external agents in how economic growth is generated. The
premise is that targets of economic growth are best
achieved  through improvements in efficiency,
accumulation of knowledge and capital formation. Thus,
productivity and efficiency-related factors will translate
positively for economic growth. Thus, the theory introduces
technological change via learning-by-doing and innovation
effects but emphasizes human capital, governance and
institutions as critical for long-run economic growth
(Romer, 1994; Essien, 2002).

Empirical Review

Adebayo and Olaniyi (2025) examined the effect of public
expenditure on Nigeria's economic growth from 1981 to
2022 with the application of VECM framework. The study
work on the relationship in economic growth and
government expenditure, GDP per capita, Agricultural
Credit Guarantee Scheme Fund as well as gross enrolment
ratio in secondary education. The government spending and
economic growth have a strong long-run relationship, as
determined by the analyses of time-series data with
cointegration tests.

Adegboyo, Keji and Fasina (2021) explored the effect of
Fiscal, Monetary and Trade Policy on Economic Growth in
Nigeria between 1985-2020. This study wused the
endogenous growth (AK model) as the theoretical
framework for analysis. The results show a varying degree
of stationarity for variables, according to the unit root test;
and the presence of cointegration was established by
bounds test. The long-run ARDL results indicated that
fiscal policies promote economic growth, while trade
policies adversely affect the economic development of
Nigeria. In the short-run, however, fiscal policies had a
mixed but still positive impact on economic growth --
contrary to long-run evidence. Government expenditure
was positively supported economic growth; government
revenue did not significantly affect to economic growth.
With respect to monetary policy, they found that interest
rates had a positive impact on economic growth, but money
supply had a negative impact. Trade policy remains a drag
on economic growth — in both the short run and the long

run. In a similar study, Ojijo and Oluwatosin (2018) studied
tax policy and economic growth in a resource-rich country:
the case of Nigeria. The relationship between increased
resource revenues, reduced tax take from other revenue
sources and economic growth was studied. Using Ordinary
Least Squares (OLS) estimation technique, the study
provided firsthand evidence that taxation does impact real
GDP growth.

The study by Adu and Williams (2023) analysed the impact
of cashless policy on commercial banks financial
performance in Nigeria. In particular, the current study
examined how ATM Transactions, NEFT Transactions,
POS transactions and Electronic banking have affected
commercial banks financial performance. The study B
Response Function applied a panel research design, data
sourced from annual reports covering the five largest
commercial banks in Nigeria for the 2013 till 2020
observational period. Data analysis was done using EViews
10 statistical software and regression analysis was used to
study the effect of the different cashless transaction
channels on bank performance. The study showed that
ATM transactions, NIP transactions mobile banking and
cheque also had a positive and significant effects on the
financial performance of commercial banks in Nigeria.

In 2017 Afolabi studied the impact of taxation on economic
growth in Nigeria. The study focused on the impact of
VAT, PPT and CIT on economic growth. Central Bank of
Nigeria Statistical Bulletin provided the secondary source,
and Canonical Cointegrating Regression was used to
achieve the study objectives. The findings showed a
favourable connection of economic growth with taxation. It
is therefore concluded from the study that taxation plays a
major role in influencing economic growth within Nigeria.

Agbo & Ugwu (2025) conducted an empirical study of the
effect of public finance instruments on economic growth in
Nigeria utilizing ex post facto research design. Mainly, the
research investigated the impact of public revenue, public
expenditure, and public debt on gross domestic product
(GDP) in Nigeria covering a span from 1981 to 2024 based
on control variables such as unemployment rate, inflation
rate and real GDP growth rates. Data were analyzed in
terms of descriptive statistics, correlation matrix and
hierarchical regression. The results showed a weak positive
effect of public revenue and public debt on GDP, while the
effect of public expenditure was negative but statistically
insignificant. The variables exhibited co-movement
throughout the study period and pointed to strong cross-
correlation, implying that changes in one variable can
trigger ripple effects on others. As a result, the research
concluded that governments should adjust public finance
instruments to promote economic activity and narrow
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income inequality, decrease poverty, and increase
economic growth.

Agu, Idike and Okwor (2014) examined the impact of
individual fiscal policy components on the Nigerian
economy. Descriptive statistic was then used to show the
contribution of government fiscal policy towards economic
growth after establishing the stationarity of the data, and
OLS multiple regression was used to find the relationship
between economic growth and components making up
government expenditure. It was found that total
governmental expenditures tended to rise with
governmental revenues, although expenditures thus peaked
earlier than the revenues. Investment expenditure was much
lower than recurrent expenditure, signalling slow economic
growth. Thus, a positive relationship was the result of an
examination of government expenditure to economic
services against economic growth.

Iyeli and Azubuike (2013)- The Role of Fiscal Policy
Variables on Economic Growth Evidence from Nigeria
(1970 — 2011). Cointegration and Error Correction
Mechanism (ECM, which is frequently used to deal with
non-stationarity saturation process model one time-series
data) methods were also used in the study. The results
revealed a long-run equilibrium relationship between
economic growth and quantitative fiscal policy variables. In
a similar study, Ahmad and Awan (2021) focussed on
taxation and its impact on poverty in Pakistan over time-
series data spanning the years 1998 to 2018. Analysis was
performed using these techniques — correlation and
regression. Findings show a positive linkage between
poverty and taxation, whereas results from multiple
regression indicated that population & Per Capita income
contributes positively to GDP while Taxation & Inflation
acts negatively. The ARDL approach was used by Usman
and Idoko (2021) to investigate the impact of Taxation for
Economic Growth in Nigeria from 1990-2019. The results
show that Petroleum Profit Tax (PPT), Companies Income
Tax (CIT) and Value Added Tax (VAT) had positive and
significant relationship with economic growth, while
Customs and Excise Duties (CED) and Personal Income
Tax (PIT), on the other hand, had negative but significant
relationship with economic growth.

Aladelusi and Isiaka (2023): To take a closer look, we focus
on how much of public spending on education, agriculture,
and health is directed towards vulnerable populations and
the role played by public debt Nigeria. For regression
analysis, the study used Autoregressive distributed lag
(ARDL) method. The results showed that fiscal policy has
a strong impact on poverty reduction and there is long-run
integration among variables. In the same vein, Nkamnebe
(2023) examined public expenditure and poverty reduction
in Nigeria spanning 2000-2022. The dependent variable

was the Multidimensional Poverty Index (MPI), while
public expenditure on education, health and infrastructure
was used as explanatory variables. The results from the
study indicated that higher public education spending
stunted poverty reduction in both the short and long term.
In the short-run, government health spending had a very
severe negative impact on poverty reduction but did not
significantly affect it in a long-run perspective. In addition,
Alex and Ebieri (2014) used the ARDL model to also
examine fiscal policy on economic growth in Nigeria.
Results of the study showed that fiscal policy and economic
growth were long run equilibrium bound together. The
study found significant positive relationships between
economic growth with Government capital and recurrent
expenditures, while non-oil taxes and total government debt
did not have a significant impact on real GDP. However,
only capital expenditure had a significant short run
relationship with the economic growth.

Literature Gap

Macroeconomic challenges were resolved in many
countries by formulation and implementation of effective
fiscal policy, including countercyclical fiscal measures
taken to address the Great Depression of the 1930s. Fiscal
policy can directly affect poverty through the government
overall fiscal stance and especially distributional effects of
taxation and public expenditure. Further, structural fiscal
reforms in budget and treasury management, public
administration, governance, transparency and
accountability can enable critical resources to flow toward
priority areas like health and education (as discussed in
section 2), while making sure these resources are used as
efficiently as possible. This study, therefore, investigates
the relationship between budget deficit and economic
growth in Nigeria with this background.

METHODOLOGY

This study adopted a quasi-experimental research design
for the data analysis. The approach combines theoretical
considerations (a priori criteria) with empirical
observations to extract the maximum possible information
from the available data. It therefore enables the study to
examine the effects of the explanatory variables on the
dependent variable. Secondary data covering the period
from 1990 to 2024 were obtained from the Central Bank of
Nigeria Statistical Bulletin. The data used for the study
comprised relevant components of both the independent
and dependent variables.

Model Specifications

As stated in chapter one above, the major aim of this study
was to empirically ascertain the effect of budget deficit and
economic growth in Nigeria. Thus, we express the model as
follows;
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Model Specification

GDPc = a + BiBGT; + f2BGTq + BsCURs + f4OS + &;
GDPcst= 0.+ B:BGT; + B2BGTq + BsCURs + B4OScpp + &
Where:

GDP at current prices = GDP current
GDP at constant prices = GDP constant
= BGT = BGT DEFICIT

% GDP: = Current Surplus

% GDP2 = Overall Surplus

&, , = Error term

Methods of Data Analysis
Unit Root Test

@
3)

A stochastic process is said to be stationary simply means that the mean [(E(Yt)] and the variance [Var (Yt)] of Y are constant over
time for all t, and the covariance [cover (Yt, Ys)] and hence the correlation between any two values of Y taken from different time
periods depend on the difference apart in time between the two values for all the variables (Thomas, 1993). Standard regression
analysis assumes that data series are stationary, thus it is evident that we must first test for this condition to decide if the series
utilised in the regression are difference stationary or trend stationary. The Augmented Dickey Fuller (ADF) test was employed. The
ADF test simply runs a regression of the first difference of the series on a first-lagged value, constant and a temporal trend in the

following way:

Without Intercept and Trend DYt=d Yt-1 + Ut
With Intercept DYt=a+dYt1+ Ut
With Intercept and Trend  DYt=a-+bT+d Yt-1+ Ut
The hypothesis is

Ho: d = 0 (Unit Root)

H1:d'0

Decision rule:

Decision rule:

4
®)
(6)

If t* > ADF critical value, ==> do not reject null hypothesis, i.e., unit root exists.

If t* < ADF critical value, ==> reject null hypothesis, i.e., unit root does not exist.

The unit root test examines whether a time series is
stationary by testing the coefficient of Y;_;in the regression
equation. If the Augmented Dickey-Fuller (ADF) test
statistic is less than the MacKinnon critical value in
absolute terms, the null hypothesis of a unit root cannot be
rejected, indicating that the series is non-stationary at its
level (Engle & Granger, 1987). The ADF unit root test can
be conducted under three specifications: without an
intercept or trend, with an intercept only, and with both an
intercept and trend. These specifications account for the
possible effects of deterministic components and trends on
the behavior of the time series (Engle & Granger, 1987).

Cointegration Test

It is well-known that the presence of a unit root among
many macroeconomic time series has led to theories and
methods for studying non-stationary time series. By

definition, in Engle and Granger (1987), time series are not
stationarity [36]. If there is a stationary linear combination
of the non-stationary variables, it can be said that they are
cointegrated and the stationary combination captures their
long-run equilibrium relation. Hence, the co-integration test
is used to test whether a group of non-stationary variables
is cointegrated or not (i.e., whether a stationary long-run
relationship exists). The cointegration test was used in this
study to evaluate if the fiscal reform variables show a long-
term relationship within the bivariate.

Testing for Cointegration Using Johansen’s Test

Johansen’s methodology takes its starting point in the
vector auto regression (VAR) of order p given by
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yr =u+A1Yt—1+ -+ A2Yt—-2+ 61 @)

Where y: is an nx1 vector of variables that are integrated of order one — commonly denoted I(1) — and at is an nx1 vector
of innovations. This VAR can be re-written as

p—l
Ayt=pu+nyt—1+ ridyt—1+Et (8)

t—-1

Where:

P P
u—ZAi—Iandrl—— ZA] 9)
i-1 i~E-1

If the coefficient matrix II has reduced rank r<n, then there exist nxr matrices a and  each with rank r such that Il = af8’
and B’yt is stationary. R is the number of cointegrating relationships, the elements of a are known as the adjustment
parameters in the error correction model and each column of § is a cointegrating vector. It can be shown that for a given
1, the maximum likelihood estimator of B defines the combination of yt-1 that yields the r largest canonical correlations
of Aty with yt-1 after correcting for lagged difference and deterministic variables when present. Johansen proposes two
different likelihood ratio tests of the significance of these canonical correlations and thereby the reduced rank of the 11
matric: the trace test and maximum eigen value test, shown in equations (3.10) and (3.11) respectively.

m
ftrace TZm(l A1) (10)

r—1
ftrace =Tin(1 Ar+1) (11)
Here, T'denotes the sample size, while A;represents the Granger No-Causality Tests

i-th canonical correlation, with the largest canonical

) ) i ) ' Correlation does not necessarily imply causation in
correlation being of particular importance in the test

any meaningful sense. The econometric literature
contains numerous instances of strong correlations
that are either spurious or economically insignificant.

procedure. The trace test examines the null hypothesis
that there are rcointegrating vectors against the
alternative hypothesis that there are more than

The Granger (1969) approach to determining whether

reointegrating vectors, up to n. In contrast, the Xcauses Yexamines the extent to which the current

maximum eigenvalue test examines the null value of Ycan be explained by its own past values and

hypothesis of rcointegrating vectors against the whether the inclusion of lagged values of

alternative hypothesis of r + 1lcointegrating vectors.
Neither of these test statistics generally follows a
conventional chi-square distribution. Instead, their

Xsignificantly improves the prediction of Y. Thus, Yis
said to be Granger-caused by Xif past values of

RS i Xprovide significant additional information for
asymptotic critical values are provided by Johansen

) predicting Y, or equivalently, if the coefficients of the
and Juselius (1990) and are also reported by most

. lagged values of Xare jointly statistically significant.
econometric software packages. However, because the

critical values for the trace and maximum eigenvalue
tests are derived under the assumption of pure unit-

It is also possible for bidirectional causality to exist,
whereby XGranger-causes Yand Ysimultaneously
Granger-causes X. In this study, the Granger causality

root processes, they may not be appropriate when the . .
P > ey may PpIop test was employed to examine the direction of

variables in the system are near-unit-root processes.

) . T o causality among the variables by assessing whether
Therefore, an important consideration is the sensitivity

the lagged values of each wvariable significantly
explain the current values of the other variables.

EMPIRICAL RESULTS

of Johansen’s cointegration procedures to deviations
from the pure unit-root assumption.
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Table 1: Unit Root Test

Null Hypothesis: D(GDP_CMP) has a unit root

t-Statistic Prob.*
Augmented Dickey-Fuller test statistic 6 0.0302
Test critical values: 1% level -3.646342
5% level -2.954021
10% level -2.615817
Null Hypothesis: D(OS) has a unit root
t-Statistic Prob.*
Augmented Dickey-Fuller test statistic -5.642512 0.0001
Test critical values: 1% level -3.653730
5% level -2.957110
10% level -2.617434
Null Hypothesis: D(CUR_S) has a unit root
t-Statistic Prob.*
Augmented Dickey-Fuller test statistic -6.280844 0.0000
Test critical values: 1% level -3.646342
5% level -2.954021
10% level -2.615817
Null Hypothesis: D(BGT _S) has a unit root
t-Statistic Prob.*
Augmented Dickey-Fuller test statistic -10.09360 0.0000
Test critical values: 1% level -3.646342
5% level -2.954021
10% level -2.615817
Null Hypothesis: D(BGT D) has a unit root
t-Statistic Prob.*
Augmented Dickey-Fuller test statistic -9.282447 0.0000
Test critical values: 1% level -3.646342
5% level -2.954021
10% level -2.615817
Null Hypothesis: D(GDP_CP) has a unit root
t-Statistic Prob.*
Augmented Dickey-Fuller test statistic -3.138259 0.0336
Test critical values: 1% level -3.653730
5% level -2.957110
10% level -2.617434

Source: Extracted from E-view 9.0

The null hypothesis of the unit root tests justifies that
there is non-stationarity whereas if this is rejected, the
alternative hypothesis states whether time series will be
stationary or not. If the null hypothesis is rejected, then
the series is stationary in level meaning that the series is
1 (0)I(0). On the contrary, if a series is determined non-
stationary, you need to difference it until stationarity. All
the variables presented in Table 1 are nonstationary at
their respective levels, which indicates that the null

hypothesis cannot be rejected. It was therefore decided
to take the first difference of the variables and repeat the
unit root tests. Results from the first difference confirm
that, upon first differencing, series become stationary as
for every variable the null hypothesis is rejected.
Consequently, the series are all integrated of first order
ie. I(1) I(1), and hence no further differencing is
necessary (Gujarati, 2003).
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Table 2: Co-integration Test

Hypothesized Trace 0.05

No. of CE(s) Eigenvalue Statistic Critical Value Prob.**
None * 0.603144 73.28011 69.81889 0.0258
At most 1 0.406783 42.78210 47.85613 0.1380
At most 2 0.321400 25.54969 29.79707 0.1427
At most 3 0.226863 12.75481 15.49471 0.1241
At most 4 * 0.121211 4.263947 3.841466 0.0389
Hypothesized Max-Eigen 0.05

No. of CE(s) Eigenvalue Statistic Critical Value Prob.**
None 0.603144 30.49801 33.87687 0.1201
At most 1 0.406783 17.23241 27.58434 0.5601
At most 2 0.321400 12.79488 21.13162 0.4713
At most 3 0.226863 8.490863 14.26460 0.3310
At most 4 * 0.121211 4.263947 3.841466 0.0389
Unrestricted Cointegration Rank Test (Trace)

Hypothesized Trace 0.05

No. of CE(s) Eigenvalue Statistic Critical Value Prob.**
None* 0.451376 71.80715 69.81889 0.0080
At most 1* 0.346659 51.99586 47.85613 0.0124
At most 2 0.314399 17.94922 29.79707 0.5698
At most 3 0.138156 5.493083 15.49471 0.7544
At most 4 0.017619 0.586610 3.841466 0.4437
Unrestricted Cointegration Rank Test (Maximum Eigenvalue)

Hypothesized Max-Eigen 0.05

No. of CE(s) Eigenvalue Statistic Critical Value Prob.**
None* 0.451376 49.81129 33.87687 0.0096
At most 1* 0.346659 34.04664 27.58434 0.0194
At most 2 0.314399 12.45614 21.13162 0.5033
At most 3 0.138156 4.906473 14.26460 0.7536
At most 4 0.017619 0.586610 3.841466 0.4437

Source: Extracted from E-view 9.0

Engle and Granger (1987) contended that, if a long-run
equilibrium relationship exists among non-stationary
variables then the residuals of the estimated model must be
stationary. The first part of the cointegration procedure
consists of estimating the appropriate long-run equation and
storing the residuals. The ADF and PP are then applied to
the residuals in order to test for stationarity. If it identifies
the residuals as stationary, it tests for cointegration, which
means that variables imply a truth equivalent to long run
equilibrium and an Error Correction Model (ECM) captures

both short-run dynamics and long-run equilibrium between
time series. On the other hand, since if the residuals are non-
stationary, it can be concluded that cointegration is not
attainable. As given in Table-2, the test statistics are larger
than (in absolute term) the critical values both with and
without trend. The rejection suggests that the null
hypothesis of a unit root in the residuals can be rejected and
hence there exists cointegration among the variables.
Hence, the Error Correction Model (ECM) is suitable for
the analysis.

Table 3: Pairwise Granger Causality Tests

Null Hypothesis: Obs F-Statistic Prob.

OS does not Granger Cause GDP_CMP 33 1.64590 0.2110
GDP_CMP does not Granger Cause OS 0.03166 0.9689
CUR _S does not Granger Cause GDP_CMP 33 0.36689 0.6962
GDP_CMP does not Granger Cause CUR_S 0.39406 0.6780
BGT _S does not Granger Cause GDP_CMP 33 1.66736 0.2069
GDP_CMP does not Granger Cause BGT S 6.43767 0.0050
BGT D does not Granger Cause GDP_CMP 33 4.06146 0.0283
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GDP_CMP does not Granger Cause BGT D 4.04876 0.0285
Pairwise Granger Causality Tests

Null Hypothesis: Obs F-Statistic Prob.
OS does not Granger Cause GDP_CP 33 1.20030 0.3161
GDP_CP does not Granger Cause OS 0.43893 0.6491
CUR_S does not Granger Cause GDP_CP 33 0.95413 0.3973
GDP_CP does not Granger Cause CUR_S 1.03003 0.3701
BGT _S does not Granger Cause GDP_CP 33 0.08615 0.9177
GDP_CP does not Granger Cause BGT_S 4.50571 0.0201
BGT _D does not Granger Cause GDP_CP 33 2.27677 0.1213
GDP_CP does not Granger Cause BGT D 5.63877 0.0088

Source: Extracted from E-view 9.0

Table 3 Summaries the causal relationship among the variables, from model one, the study found that there is unidirectional
causality from GDP_CMP to BGT S and bidirectional causality from BGT D to GDP_CMP and from GDP_CMP to BGT D
while model two found unidirectional causality from GDP_CP to BGT S and a unidirectional causality from GDP_CP and
to BGT D.

Table 4: Error Correction Model

Variable Coefficient Std. Error t-Statistic Prob.
GDP_CMP(-1) 0.974954 0.027415 35.56238 0.0000
(ON -0.058157 0.047295 -1.229675 0.2324
OS(-1) 0.045966 0.031757 1.447408 0.1625
0S(-2) -0.047755 0.024834 -1.922984 0.0681
CUR S 0.037084 0.033840 1.095869 0.2855
BGT_ S -0.024060 0.010956 -2.196028 0.0395
BGT D -0.040161 0.011856 -3.387268 0.0028
BGT D(-1) 0.016112 0.011726 1.373997 0.1839
BGT _D(-2) 0.035459 0.011235 3.156100 0.0048

C 0.672008 0.135520 4.958741 0.0001
ECM(-1) -0.047683 0.229501 -0.207770 0.8374
R-squared 0.998886 Mean dependent var 10.14733
Adjusted R-squared 0.998356 S.D. dependent var 1.619290
S.E. of regression 0.065656 Akaike info criterion -2.342484
Sum squared resid 0.090525 Schwarz criterion -1.838637
Log likelihood 48.47974 Hannan-Quinn criter. -2.175473
F-statistic 1883.544 Durbin-Watson stat 1.992489
Prob(F-statistic) 0.000000

Dependent Variable: GDP_CP

Variable Coefficient Std. Error t-Statistic Prob.
GDP_CP(-1) 1.040439 0.022220 46.82350 0.0000
(O -0.367363 0.089535 -4.103022 0.0008
OS(-1) -0.041632 0.057465 -0.724473 0.4792
0S(-2) -0.103567 0.044828 -2.310320 0.0345
CUR S 0.205149 0.055323 3.708173 0.0019
CUR_S(-1) 0.176877 0.058812 3.007490 0.0083
CUR_S(-2) -0.004353 0.033580 -0.129645 0.8985
CUR_S(-3) 0.052632 0.028477 1.848262 0.0831
CUR_S(-4) 0.091839 0.033640 2.730003 0.0148
BGT S -0.010866 0.010939 -0.993332 0.3353
BGT _S(-1) -0.016067 0.009485 -1.693943 0.1096
BGT D -0.010994 0.011015 -0.998054 0.3331

C 0.213978 0.162906 1.313513 0.2075
ECM(-1) -0.084562 0.258232 0.327464 0.7476
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R-squared 0.999024
Adjusted R-squared 0.998231
S.E. of regression 0.054060
Sum squared resid 0.046759
Log likelihood 54.39102
F-statistic 1259.750
Prob(F-statistic) 0.000000

Mean dependent var 10.48663
S.D. dependent var 1.285286
Akaike info criterion -2.692735
Schwarz criterion -2.038843
Hannan-Quinn criter. -2.483549
Durbin-Watson stat 1.891523

Source: Extracted from E-view 9.0

Having established the existence of cointegration among
the variables, a model was estimated to capture both the
short-run and long-run dynamics between the independent
variables and the dependent variable. This was achieved
through the estimation of the over-parameterized Error
Correction Mechanism (ECM-1) and the parsimonious
Error Correction Mechanism (ECM-2), with the results
presented in Table 4. The results of Model I indicate that
the over-parameterized error correction model provides a
good fit, as reflected by the R?value of 0.998356. This
implies that approximately 99.8% of the variation in gross
domestic product at current market prices is explained by
the variables included in the model. Furthermore, the
Durbin-Watson (DW) statistic of 1.992489, which is
greater than the tabulated value of 1.200, indicates that the
model is free from positive first-order serial correlation.
The F-statistic also confirms the overall significance of the
model, as the calculated value of 1883.544 exceeds the
tabulated value of 2.42 at the 5% significance level. In
addition, the error correction term is appropriately negative,
as required by economic theory, and statistically
significant, indicating that approximately 4.7% of short-run
disequilibrium is corrected toward the long-run equilibrium
in each period. The results further show that, at lag one,
overall surplus (OS) has a positive but statistically
insignificant effect on gross domestic product at current
market prices, while budget deficit (BGT D) also has a
positive but insignificant effect. Budget surplus (BGT _S),
however, has a positive and statistically significant effect,
whereas current surplus (CUR) has a negative but
statistically insignificant effect.

The results from Model II similarly indicate that the over-
parameterized error correction model provides a good fit.
The R? value of 0.998231 indicates that approximately
99.8% of the variation in gross domestic product at constant
prices is explained by the variables included in the model.
The Durbin-Watson statistic of 1.891523, being greater
than the tabulated value of 1.200, suggests that the model is
free from positive first-order serial correlation. The F-
statistic further demonstrates that the model is statistically
significant, as the calculated value of 1259.750 exceeds the
tabulated value of 2.42 at the 5% significance level. The
error correction term is negative and statistically
significant, consistent with the theoretical expectation,

indicating that approximately 8.4% of short-run
disequilibrium is corrected toward long-run equilibrium in
each period. At lag one, overall surplus (OS) has a positive
but statistically insignificant effect on gross domestic
product at constant prices, while budget deficit (BGT D)
also has a positive but insignificant effect. Budget surplus
(BGT_S) exerts a positive and statistically significant
effect, whereas current surplus (CUR) has a negative but
statistically insignificant effect on gross domestic product
at constant prices.

DISCUSSION OF FINDINGS

The estimated model suggests that about 99.8% of the
variation of gross domestic product (GDP) at current
market prices can be explained by the variables included in
the model. The Breusch-Godfrey Lagrange multiplier test
shows the absence of serial correlation in the residuals
while the Akaike Information Criterion indicates that our
model is a good one based on Optimal Lag Length Selection
Criteria (OLLSC) as it minimizes the information loss
between losing and winning. Finally, since our estimated
coefficient of ECTg is negative, we conclude that deviation
from long-run equilibrium gets smaller every period so we
can state that both time series are cointegrated: The error
correction term itself in this context is statistically
significant and tells us approximately 4.7% of short-run
disequilibrium will be corrected towards long-run
equilibrium in each period! Result revealed that the overall
surplus (OS) has a positive but statistically insignificant
effect on gross domestic product at current market prices
and so does the budget deficit (BGT D) at lag one. On the
one hand, budget surplus (BGT S) is statistically
significant and positively affects GDP at current market
prices, on the other hand, current surplus (CUR) negatively
but insignificantly affects GDP at current market prices.
While the response of real GDP to fiscal variables is in line
with the expectations, implications for inflation might
depart from expectation. The positive impact of deficit-
related fiscal activity on GDP is in agreement with the
Keynesian argument that deficit financing can boost overall
demand and economic growth while the negative
inflationary effect agrees with both classical and monetarist
theory, particularly Friedman who claims excessive
government wage creation causes demand pull inflation
through increasing money supply. 1.8Implicatively (in a
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case-by-case study), the empirical findings corroborate
with those of Ali, Mandara, and Ibrahim (2018) in that
budget deficits and external reserves have a positive impact
on per capita income however bank rates and money supply
were not significant determinants. These results also concur
with findings by Ugwu, 2017, which found a robust
influence between the domestic debt stock and GDP in
Nigeria and advised keeping the domestic debt—bank
deposit ratio at a sustainable level while advancing
infrastructure. In a similar vein, although important support
for the conventional wisdom regarding budget deficits
spurring growth rates in U.S. conjunctural activity was
found by Darat (1998) over the 1980s, strong evidence of a
positive effect of budget deficits on trade deficit was not
forthcoming -- Eisner (1991); moreover, only marginally
statistically significant estimates were obtained (Eisner
1991). Results also support the evidence documented by
Onufowara and Omoye (2006).

The results also show that the model accounts for around
99.8% of total variation in GDP at constant prices. The error
correction term is significant and shows that 8.4% of non-
equilibrium in the short run is corrected towards a long-run
level in each period. Overall surplus (OS) has a positive
effect at lag one on GDP constant prices, although it is
statistically insignificant; budget deficit (BGT D) also
yields a positive and non-significant result. The results
indicate that budget surplus (BGT_S) has a positive and
statistically significant coefficient while current surplus
(CUR) is negatively signed but statistically insignificant on
GDP at constant prices. The relationship between fiscal
variables and real GDP is stable and theoretically this
should be positive whereby the appropriate fiscal
intervention can help enhance economic activity which
leads to output growth. But too much fiscal expansion, may
even lead to inflation that is beyond the economy's capacity.
The results are in line SC Pin Putunoi and Mutuku (2013)
who found domestic debt development has a positive and
significant long run impact on financial development.
Sheikh et al. In a study, Mohammad and Igbal et al. This is
also in accord with the findings of Maana et al. (2008), who
found that domestic debt had a positive and statistically
insignificant effect on economic growth, as well as no
evidence that the growth of public domestic debt crowded
out lending to the private sector in Kenya. Likewise, Abbas
& Christensen (2007) has reported for moderate level of
domestic debt GDP ratio might positively affect economic
growth. But these findings are inconsistent with Adofu and
Abula (2010) findings that domestic debt adversely affect
economic growth and therefore, suggested that outstanding
domestic debt should be reduced. These results are also
contrary to the one suggested by Onyeiwu (2012) that
advised to keep the ratio of debt-to-bank-deposit to a
problematic level of 35% and recommends enhancing tax

revenue in terms of financing longer-term developmental
finding needs, shifting some services that could be more
effectively delivered from the public sector into private
production units, as well as creating an environment
conducive for long run investments via infrastructural
investments.

CONCLUSION

Estimated results from Model One shows that nearly 99.8%
of the variation in GDP at current market price is explain
by all things included in the model. Where, at age one
overall ratio is OS positively affected and budget deficit
(BGT-D) positive but no significant price of GDP.
Statistical results show that Budget surplus (BGT_S)
positively and significantly affects GDP at current market
prices whilst current surplus (CUR) negatively yet
insignificantly on GDP. Likewise, we find that in Model
Two, 99.8% of the variance in GDP at constant prices is
explained by our variables included in the model. At lag
one, we find a positive but not statistically significant effect
upon GDP at constant prices of OS; a positive but
statistically insignificant impact of BGT_D; a positive and
statistically significant association for BGT_S; and the
opposite result on CUR, which shows negative but also
non-significant effects. Consequently, all the results reveal
that budget surplus is the only fiscal variable, from what has
been tested in this area with a significant positive effect on
economic growth in both models.

Recommendations

i.  The federal government should lay down
guidelines in terms of defining the purpose,
duration, requirements  and
commitments, negotiation among others including
conditions for external debt loans. This is to guide
against high external debt stock that would lead to
exceeding healthy threshold.

moratorium

ii.  Government should initiate and develop policies
that will address the fundamental causes of
external debt. There should be political will from
government to ensure proper use of borrowings to
develop all sectors within the economy.

iii.  Proper debt payment plan should be formulated
and strictly adhered to. Government needs to
provide a model for public- private sector

develop

enhance

cooperation  on human  capital

development to development to
strengthen the economy.

iv.  Adequate measures should be put in place to
manage borrowed funds by ensuring that borrowed
fund are expended on capital project that will
generate income and there should be appropriate
measures in place that will serve as checks and

balances on government spending such as

UKR Journal of Economics, Business and Management (UKRJEBM). Published by UKR Publisher 23




institutional framework for analyzing and
managing public investment projects.

The government should work towards freeing up
more expenditure for capital projects, as this
stimulates growth, encourage productivity as
against the current focus on more recurrent
spending, which only compounds our fate as a
consuming nation, thereby affecting long run

growth in the country.
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