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Abstract

This paper centered on the implication of Budget deficit on the economic growth and
development of Nigeria. Budget deficit is an instrument of government fiscal policy focused
on the achievement of some predetermine macroeconomic objectives which includes rapid
economic development, stable general price level, favourable balance of payment, as well as
reduced unemployment level. It is a situation where the government expected expenditure is
over and above the projected revenue in a given period. Since the inception of civilian rule in
1999, Nigeria has recorded appreciable increase in her Gross Domestic Product (GDP) such
that between 2000 and 2014 she has recorded an average growth rate of 6 percent. Despite this
growth level, majority of Nigerians are living below poverty line and there has not been
appreciable reduction in the rate of unemployment in the country. The paper revealed that
Nigeria has recorded deficit budget for over 40years (1981 2022) and these deficits has been
mostly financed through government borrowing (internal and external). This has impacted
negatively on the economy by crowding out of the private sector investment, increased debt
servicing, increased inflationary pressures and lower economic growth. It was suggested that
Government should weigh the risks associated with external borrowing as well as consider the

consequences of possible default on debt services.
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Introduction:

Nigeria has had over 4 decades of sustained overall budget deficits. This deficit which are
largely financed through government borrowings as resulted to huge external debt for the
country. According to Akanbi & Olaoluwa (2002), the public debt portfolio in Nigeria has
grown over the recent years and ranking Nigeria among heavily indebted countries in sub-
sahara African region with a low GDP growth rate, dwindling income per capita and growing
poverty level. Despite The envisaged expansionary effects of budget deficits so undertaken,
this objective may sometimes turned counterproductive to macroeconomic stability objectives
of an economy vis-a-viz price stability and exchange rate stability. Thus, budget deficits may
stimulate economic growth at the expense of rising inflation and exchange rate volatility. The
economy is likely to witness an inflation induced growth which invariably robs the economy
the productive capacity, savings and capital formation the deficit set out primarily to achieve.
Therefore, the targeting of economic growth stimulation which budget deficit originally set out
to achieve, may come at a premium in the form of undesirable macroeconomic instability vis-
a-viz inflation and exchange rate volatilities (Audu, 2012). This is because, budget deficits
entails expansion in government expenditures which in turn increases monetary base or money
supply in the economy. Theoretically, increase in money supply without equivalent output
increase could result into inflationary pressure as too much money would be chasing few goods
and services, thereby putting pressure on the general price levels (Isenmila, 2008). Also,
financing deficits through borrowing (both domestic and foreign) could lead to accumulated
debt burden of both principal and interest; as well as could lead to “crowding out” of private
investment spending and interest sensitive consumer spending, thereby inhibiting the multiplier
effect of the initial public expenditure and by extension, contracting economic growth that was
primarily targeted. Crowding out effect may arise as a result of continuous government
borrowing from the domestic market to finance budget deficits (Ali and Ahmad, 2014). The
implication therefore is that government would be competing with private investors for
available loanable funds. This competitive demand for funds would drive the equilibrium
interest rate upward. Given that investment and rate of interest are inversely related, this option
of financing deficit would ultimately result in crowding out of private investment which
negates the intended economic growth objectives of undertaking budget deficits. In recent
history of Nigeria’s economic performance, the challenges of rising inflation and exchange rate
volatility seem intertwined. Scholars have argued that Nigeria’s inflation coloration is not
necessarily that of demand pull inflation, rather cost push inflation. The cost related inflation
in Nigeria, however, could be best described as “imported” or “exchange rate” inflation. Given
that the Nigerian economy is import dependent as a result of low and underdeveloped domestic

productive capacity, exchange rate shocks and costs are transferred as costs of the imported
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goods and services to be borne by the final consumers. More so, rising interest rate which is
the cost of borrowing funds by businesses could be inadvertently transferred to the cost of
production or importation (as in the case of Nigeria), thereby fueling inflationary pressure in
the economy. What chiefly constitutes cost of production in Nigeria is basically cost attached
to exchange rate and its volatility, given that even most of the raw materials beings used by
local manufacturers are imported from other countries. The combination of rising inflation and
high exchange rates will in the long run negate relative growth recorded in terms of Real Gross
Domestic Product (RGDP). Looking at the trend of inflation rate and exchange rate gives a
clearer picture of the situation, for example, inflation rates in Nigeria was 13.7%, 33.9%,
23.4%, 72.8%, 17.8%,15.7% 12.09%, 11.4%, 13.25% and 16.95% in 1970, 1975, 1983, 1995,
2005, 2016, 2018, 2019, 2020 and 2021 respectively. While, the corresponding exchange rates
as at these period were 0.71, 0.61, 0.72, 21.89, 131.70, 253.4, 305.8, 306.1, 306.9,and 358.8
in 2020 respectively (CBN, 2016 and 2021). These volatilities in the rate of inflation and
exchange rate are red flag to both domestic and foreign investors, which consequently
undermines the growth of savings and capital formation, investment and expansion of the
productive capacity of the economy. Therefore, it is not good enough to undertake doses of
budget deficits without analyzing how they hurt the stability of the economy.

According to Greg and Okoiarikpo (2015) Budget deficits are conventionally financed by any
or combination of the following options: public borrowing (domestic and external), money
creation, drawing from accumulated reserve balances, sale of government assets, proceeds
from privatization of public enterprises and/or with share of current revenues of government,
among others. The work of John Maynard Keynes in his book titled “The General Theory of
Employment, Interest and Money in 1936; as well as the aftermath of the “Great Depression”
of the early 1930s which ravaged the United States, gave prominence to fiscal policy in
particular and Keynes theory in general, as a panacea to unemployment, growth in output and
national income. Keynes believe that unemployment and depression was as a result of
deficiency in aggregate demand. Therefore, increase in government expenditure (or reduction
in taxes) can stimulate employment, output and income through the multiplier (Abubakar and
Mamman 2020). He premised his theory on the fact that the economy is inherently unstable
and needs to be steadied through vigorous government intervention and/or appropriate policies
of government. They assert that can be used during period of economic recession to support
economic growth. Implying that any deficit financing would be taken care of by expansion of
economic activities in the long run. Budget deficits are most desirable in an economy faced
with deficiencies in aggregate demand or an economy experiencing recession or depression as

the case may be. In the case of Nigeria, however, budget deficit operation dates back to 1961



when the first deficit financing exercise was undertaken and subsequently it became
presumably part of the budgetary norms in the country.

According to Obi and Nurudeen (2018) Nigeria’s budget deficits have been blamed for much
of the economic crisis that beset it resulting in over indebtedness in both external and domestic
borrowing, public debt crisis, high inflation, poor private investment performance and
economic growth.

In the Keynesian theory of employment, public spending can contribute positively to
stimulating economic growth. An increase in government consumption is likely to lead to an
increase in employment, profitability and investment through the multiplier effects on
aggregate consumption. As a result government spending augments the aggregate demand,
which triggers an increased output depending on expenditure multipliers. To Keynes, the
economy is inherently unstable and needs to be steadied through vigorous government
intervention and/or appropriate policies of government. Deficit financing to the Keynesians is
as an important tool to achieve a desired level of aggregate demand consistent with full
employment. The major assumption of this theory is that the economy is working at less than
full employment level of national income. Given the existence of output gap in the economy,
increase in debt financed government expenditure will bring expansion in output and income
(Jninghan, 2012). Thus, they argue that an escalation in government spending through the use
of borrowed money cause an upward shift on the aggregate demand curve. By implication
therefore, deficit financing according to the Keynesian theory can be used to create additional
employment when the economy is suffering from a deficiency of effective demand. As an
instrument of recovery after recession, deficit financing can be used to mitigate against severe
cyclical fluctuations (Dewett, 2009).

Keynesian postulation on the efficacy of budget deficit being able to stimulate employment
and economic growth is premised on his multiplier concept. If the assumption of the existence
of unutilized human and material resources in terms of economic recessions holds therefore,
an increase in government spending (or tax reduction) over its revenue will increase both
investment and consumption hence leading to expansion of output in multiples of the
government expenditure, which Keynes christened the government expenditure multiplier.
However, the magnitude of the output expansion is a function of the marginal propensity to

consume (MPC) in the economy.

Economic Growth and Development
Economic growth according to Seer (2013) as sited cited by Eche, Pam and Akeem (2022), is

the quantitative increase in the monetary value of goods and services produced in any economy
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within a given period of time, specifically one year. It is the increment in amount of goods and
services produced by an economy while economic development on the other hand implies the
reduction and elimination of poverty, unemployment and inequality with the context of
growing economic. Economic growth is single dimensional in nature as it focuses on income
of the people, but economic development is multi-dimensional in nature as it focuses on both
income and improvement of living standard of the people, it is both quantitative and qualitative
change in an economy measured by the level of literacy, life-expectancy and health care
(Kambhampati 2004). Nigeria right from beginning of civilian rule in 1999 till date has record
appreciable output growth and between 2000 and 2014 witnessed an average growth rate of 6
percent (CBN 2015). Although economic growth is a pre-requisite for economic development,
experience and records shows that economic growth has not yielded any appreciable decline in
unemployment and poverty levels inspite of the persistence deficits budget and ever increasing
government expenditure, which is supposed to play a key role in the sustenance of economic
growth and lead to the realization of macro-economic stability in the country.

From the foregoing, government spending increases total output more rapidly in an economy
with high Marginal Propensity to Consume (MPC) than country with low MPC (Gale and Peter,
2003).

The above theory however was strongly opposed by the classical and neoclassical schools. The
classical school criticism postulate that budget deficits incessantly financed by domestic debt
crowds out investment and by extension lower the level of economic growth. They concluded
that excessive budget deficits lead to poor economic performance. Thus, budget deficits
financed by public debts are principally counterbalance by the crowding out effect of deficit
financing on private sector investment, and this by extension lowers the level of economic
growth. The implication of such policy does not stop at the crowding out effect on private
investment; also the society will have to bear the burden of increased public debts as a result
of debt financed expansion in government expenditure. There is also the danger of fueling
inflationary tendencies, as financing government expenditure expansion entails expansion in
money supply, which could lead to rise in general price levels.

This overriding objection of Keynes employment theory as well as the efficacy of budget deficit
in stimulating economic growth by the classical economists was premised on their assumption
that the economy always operates at full employment. If an economy is already operating at
full employment, any extra expenditure financed by debt or by money creation is bound to
create inflationary rise in prices (Anyanwu, 1995); On their part, the neo-classical economists
collroborated the position of the classical economists that budget deficit would have adverse
effect on economic growth. Their argument is that budget deficit is an obvious weakening of

government savings. If government savings are weakened, it will put pressure on rate of interest
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except if it is fully offset by private savings. Collaborating this position (Mohanty, 2012),
believes that a decline in national savings will exert pressure on cost of credit (interest rate)
which crowds out private investment and a resultant fall in general level of output in the long-
run. The neoclassical economists further argued that the manner in which the deficit is financed
is capable of influencing the level of consumption and investment and by extension economic

growth (Omotogun and Tajudeen, 2007).

Sources of Financing Deficit Budget

Governments all over the world always look out for different options to financing its budget
deficit. The main two sources according to Alao and Tashie ( 2020) are:

1. Borrowings: Budget deficit can be met by borrowings from the internal sources (public,
commercial banks, etc.) or the external sources (foreign governments, international
organizations, etc.).

2. Ways and Means: This implies printing of new currency by the apex bank. Government
may borrow from Central Bank of Nigeria (CBN) against its securities to meet the budget
deficit. Central Bank of Nigeria (CBN) issues new currency for the purpose of financing its
budget deficit. This involves deficit financing. Borrowings are considered as a better source as
they do not increase the money supply which is regarded as the main cause of inflation. On the
other hand, the use of Ways and Means may lead to inflationary trends in the economy due to

more money supply.

Table 1: Budget deficit in Nigeria

Year Budget Deficits
1981 -3.9
1985 -3.04
1990 -22.12
1995 1

2000 -103.78
2005 -161.4
2010 -1105.4
2015 -1557.83
2018 -3628.55
2019 -4.18




2020 -6.59

2021 -7.3

2022 -6.25

Source: CBN, 2022

Fig. 1: Budget Deficit in Nigeria between 1981 to 2022

Nigeria has persistently had budget deficit from (1981-2022) except for 1995 where she
recorded a balance budget. However, she had a record breaking deficit of 7.3trillion naira in

500

1981 1985 1990 1995 2000 2005
-500
-1000

-1500

-2000

-2500

-3000

-3500

-4000

2021

The persistence of budget deficits in developing countries which are mostly financed by
government borrowing from the banking system has been blamed for much of the economic
crises that beset them, since the 1980’s, including debt overhang and the accompanying debt
crises, high inflation, poor investment performance and growth (Anyanwu, 1998; Onwiduokit,
1999). According to Didia & Ayokunle (2020) largebudget deficits being financed through
creation of money have produced high interest rates, thus hindering capital formation and
economic growth in developing countries like Nigeria. The views held by the popular press on
budget deficit interest rate relationship is deficits are the major reason that an interest rate stay
close to record high levels. Greg and Okoiarikpo (2015), posits that since nominal interest rates
are the sum of an expected inflation component and a real interest rate of return, a non-

accommodative monetary policy stance not only implies that the expected inflation component
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of nominal rates will be unchanged in the face of higher deficits, but that monetary policy will
not resist any upwards pressure on real interest rates that arise from greater government
borrowing. Is used to finance government expenditures, consumers’ income will be increased
as more money is injected into the economy. In the short-run, given that resources are not fully
utilized, crowding out of private investments by high interest rates would not occur. If on the
other hand, the economy is at full employment, the Keynesian School views deficit financing
to be identical to the classical view, which entails reduction in private capital formation,
increased interest rates and consumption. This according to Ubogu (1982) will lead to inflation
if not accompanied by a reduction in money stock. In Nigeria, budget deficits were generally

financed from the banking system and external sources (NCEMA, 2004; CBN, 2019

In their submission, Dey and Taregu (2020), argued that debt is not harmful for a country,
provided that country can generate higher returns than the cost of borrowing, but it can become
vicious if it is not used well.

For budget deficit to yield economic growth, it is necessary that fund so generated be invested
in infrastructure, education, social welfare, health and sectors of the economy which will have

sufficient forward and backward linkage to other sectors of the economy.

Fig. 2: Interest Rate
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Looking at the figure above it shows the trend of economic growth in Nigeria for 38 years.
(1981- 2018). In the overall period, the economic growth trend maintained upward growth and
a little fluctuation during the period under review. It shows how inefficient budget deficit

financing affect economic stability and it is based on the existing aid theories (Jones, 2018)

Implication of Budget Deficits on Nigerian Economy

As noted above, budget deficit and debt incurred as a result of the deficit is used for intended
purposes, engenders economic growth and development process. However, when reverse is the
case as it is in, many developing countries and particularly Nigeria, there are obvious
implications for the national economy as discussed below;

One effect of budget deficit is increased debt. When a government spends more than it receives,
it must pay for such expenses unless it has accumulated funds from previous years of surpluses,
this must be funded through debt. Governments borrow money by issuing bonds to private
investors, in Nigeria these are known as bonds and treasury bills. By issuing debt, governments
borrow money from the private sector insurance/pension funds, banks, households, and oversea
investors.

When running a budget deficit, the amount owed to such entities increases. They must ask for
more money from the government. However, the more that is borrowed, the less supply there
is. To increase the supply of debt, governments must offer higher interest rates. In turn, this
can increase debt further and discourage investment.

As the government borrows more, it takes more cash away from the private sector. At a rate of
one percent, for instance, there may only be 100 people willing to lend to the government. If
the governments want to raise more money, it has to attract more people willing to lend. It does
this by increasing the interest rate that they will pay. By increasing the interest rate to 2 percent,

there may be 200 people willing to lend to the government.



The consequence of such is that the more government runs a deficit, the more it must borrow.
The more it borrows, the higher interest it will pay, the higher interest it has to pay, the higher
the debt pile becomes. As a result, consistent budget deficits can, therefore, end up spiraling
into greater levels of debts.

In turn this adds to the debt pile as Nigeria’s debt stock rose to N25.7trillion in June 2019 and
the payment for servicing the debt rose to $1.12 billion in ten months ( pebt management Office, 2020)
As the budget deficits continue, interest payments grow in a vicious cycle then increases the
deficit further. The Central Bank of Nigeria confirmed that Nigeria spends so much in debt
servicing and the above sum is external debt alone, meanwhile, her total debt stock constitutes
both external and domestic debts. According to the latest DMO reports, in the first quarter of
2022 Nigeria’s death profile rolls to &41.6trillion from &39.56trillion recorded at the end of
December 2021 thus putting enormous pressure on death servicing.

Experts have stated that while the country’s debt to GDP ratio may be sustainable in the main
time, the cost of servicing the debt eats deep into the country’s resources. Nigeria pays a long
hugesum to the several external organizations which grant loans to the country and these
include World Bank, IMF, African Development Bank, Exim Bank of China, Exim Bank of
India and so on.

When government run budget deficit, they may stimulate aggregate demand. During a
recession, they may increase expenditure list, demand declines as people lose jobs and have
less money to spend. Governments may like to step in to create artificial demand in order to
prevent a deep economic down turn. The government tries to soften that blow by increase
spending. That spending goes into the pocket of households, with governments hoping that
they spend and increase aggregate demand. Thereby softening the negative effects of recession.
But as government spends more, it takes away more from the private sector. It then uses this to
hire people and create jobs/ new demands. Hiring people gives them money which can be spent
in the economy. In the short-term, this can stimulate economic activity. However, in the long
run, it can prove to be a dragon growth. This is because today’s expenditure will have to be
paid for by the tax payer of tomorrow.

Also, the social cultural life of an indebted nation is affected in several ways. Paucity of funds
of provide social amenities by the government, no doubt affects the provision of essential
infrastructures like welfare scheme, electricity recreational facilities, good and safe drinking
water and good road network have suffered gross neglect over the years (Eghweree, & Otohile
Aiguosatile 2015).

In addition, the conditionalities attached to certain loans by international monetary agencies
could compromise a nation’s internal sovereignty. For instance, the Paris club debt treatment

Nigeria once got was for the country to subject herself to IMF constant monitoring.
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Conclusion

Macroeconomic theory posits that financing budget deficit by increasing the supply of

government securities citeris paribus reduces its prices and raises the real interest rates, thus

crowds-out private investment. This phenomenon can lead to a debt problems. Thus, if interest

rates are not controlled, high budget deficits are correlated with strongly negative real interest

rates, while excessive external borrowing may lead to debt crisis and the loss of access to

further external borrowing for financing budget deficits often leads to higher taxes on domestic

financial intermediation. This phenomenon can even lead to stagnant or declining economic

growth.

Recommendations

1.

Government should weigh the risks associated with external borrowing such as debt
crisis which can occur if Nigeria is unable to repay the loan, she may be classified under
sovereign default thereby making it difficult for her to get access to future loans. Also
the nation’s currency may likely collapse, this will stall economic growth.

Also, government should tailor its borrowing towards infrastructure development such
as that of the second Niger bridge, which is Public Private Partnership (PPP) model,
where Julius Berger finance was 70%, Federal Government 20% while Delta and
Anambra states 10%, this will improve economic growth through employment and
income generation.

As well, projects necessitating external borrowing must be beneficial and should be
clearly stated in order to avoid misappropriation that negates development priorities.
There should be properly coordinated development plans and such should be left in the
hands of tested economists and technocrats who will ensure a proper cost benefit
analyses of external loans before going for them.

Finally, institution and agencies should be strengthened and independent to fight the
menace of corruption which is the bane of economic progress and development in

Nigeria.
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