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shows that the Least Square Dummy Variable model is valid for drawing inference since it is 

statistically significant at 1%. From the coefficient of determination (R-squared), it is observed 

that 97% systematic variations in financial reporting quality is explained jointly by the independent 

variables and control variable in the Least Square Dummy Variable models. 

  
Discussion of Findings  

This study provides evidence on the effect of corporate governance on financial reporting quality 

of listed commercial banks in Nigeria. Specifically, we document that only the variables of board 

size and board independence significantly improve financial reporting quality of listed banks in 

Nigeria. This suggests that an inclusion of one more board member will significantly improve the 

financial reporting quality. This is in accordance with prior related finding of Byard, Li & 

Weintrop, (2006) whose study show that board size is a major driver of financial reporting quality 

of banks. However, the results did not tally with previous findings of Jensen, (1993); Godard, 

(2001); Bradbury, Mark & Tan, (2006); Vafeas, (2005); Ahmed, Hossain & Adams, (2006) who 

argue that a small number of directors will foster high degree of coordination and communication 

between board members and managers, and such is expected to increase the quality of financial 

report. In terms of board independence, the results imply that higher independence significantly 

improves financial reporting quality. Particularly, it is empirically clear that a more independent 

board should be able to mitigate earnings management and promote quality financial reports. This 

result agrees with those of Peasnell, Pope and Young, (2000); Klein, (2002); Bushman, Chen, 

Engel and Smith, (2004); Vafeas, (2005); Karamanou and Vafeas, (2005); Firth, Fung and Rui, 

(2007); and Dimitropoulos and Asteriou, (2010) but it is inconsistent with those of Nesrine and 

Abdelwahid, (2011); Petra (2007); Bradbury, Mak and Tan, (2006) and Ahmed, Hossain and 

Adams, (2006) whose studies indicate significant negative relationship between board 

independence and financial reporting quality. 

 
5.2 Conclusion  

The relationship between corporate governance and quality of financial reporting has been the 

subject matter of many researchers in the past two decades. The development of global markets 

demonstrates an efficient role which suggest that good corporate governance is effective in 
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preventing fraud and management misconduct. Good corporate governance is essential since it 

guarantees minimum level of assurance to stakeholders and promotes best management of 

company’s asset without being abuse by individuals. Overall, the empirical findings obtained from 

this study is observed to be mixed in proving the relationship between corporate governance 

mechanism (which is proxied by board size, board independence and audit committee size) and 

financial reporting quality of listed commercial banks in Nigeria. Therefore, the study recommends 

that policy actions that will produce systematic increases in board size may be considered. The 

implication of a systematic increase requires that corporate boards with less than 14members may 

have to step up its size with respect to numbers to meet with the industry average which have 

empirically shown to be profitable in terms of securing quality financial reports. Corporate policies 

tilted towards achieving more independent board should be encouraged. To achieve quality 

financial reports via good corporate governance, shareholders should consider hiring more 

independent directors. Such policy action is crucial especially for listed banks that have not met

up with the industry average.  
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Abstract 

The study analysed the effect of deficit financing on economic recovery of Nigeria using annual 
time series data covering 1986 – 2020. Autoregressive Distributed Lag Model (ARDL) was the 
technique of analysis employed. The results of the study revealed that deficit financing (using 
domestic borrowing and external borrowing) has no significant effect on economic recovery of 
Nigeria as measured with gross domestic product growth rate (GDPGR). Thus, the paper 
recommended, among others, that the federal government of Nigeria should set up an independent 
institution, made up of professionals, charged with the responsibility of executing projects and 
monitoring of the overall budget implementations. This will ensure prudent use of the borrowed 
funds and enhance the recovery of the economy.   Also, internally generated revenue should be
prudently utilised to execute productive projects and take care of governance/administrative costs.
If this is done, the need for further borrowings to fund budget deficits will reduce, consequently 
causing a reduction in debt service and enhancement of economic recovery.  
Keywords: Deficit Financing, Domestic Borrowing, External Borrowing, Economic Recovery, 

Nigeria 
 

1. Introduction 

Budget deficit financing is a popular instrument of fiscal policy of a country aimed at increasing 

economic growth; creation of employment; enhancing a favourable balance of payment; stabilising 

price and raising the standard of living of the people. Musa (2021) observed that if fiscal policy is 

carefully used in synchronisation with other measures, it will likely smoothen out business cycles 

and lead to economic growth and stability. Fiscal deficit simply refers to the excess of public 

sector’s spending over its revenue (Nwanna and Nkiruka, 2019). Most times, it is difficult for the

government to generate all the revenue needed to fund its capital and recurrent expenditures, 

making it necessary to finance the deficit through either borrowing or printing of new notes. Since 

printing of new notes would quickly trigger inflation, most countries resort to borrowing to fund

their budget deficits.  For a country like Nigeria that depends on crude oil, to a greater extent, as 

its source of revenue, fluctuations in the price of crude oil in the international market seriously 

affect its revenue. When the price of the oil falls and the government could not raise adequate 
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proceeds to fund its budgeted expenditure, borrowing from either domestic or external sources 

becomes the solution to funding the deficit. 

 
In developing countries, fiscal policy is regarded as a tool for moving backward economies to the 

path of sustained economic growth and development. Alas, the practice of fiscal deficit in Nigeria 

diverges from its unique quintessence as it is twisted seriously in favour of recurrent expenditure

with Sixty percent (60%) of the budgeted funds while only Forty percent (40%) goes to capital 

expenditure which does not really enhance economic development (Musa, 2021). As such, Deficit 

financing has not yielded the desired result in Nigeria. 

 
Also, in Nigeria, the figures for deficit financing grow by the year. For instance, Nigeria’s public 

debt grew from 57,391,530,000 USD (17,360,009,580,000 NGN) in 2016 to 70,999,260,000 USD 

(21,725,773,030,000 NGN) in 2017 and further increased to 79,436,720,000 USD 

(24,387,071,740,000 NGN) in 2018. The Nigeria’s Debt continued to rise to 84,053,320,000 USD 

(27,401,381,290,000 NGN) in 2019 and further increased to 86,392,540,000 USD 

(32,915,514,850,000 NGN) in 2020. Despite the increasing figures of deficit financing, Nigeria 

has not been able to attain the desired economic growth and development. Also, as economies 

around the world, including Nigeria, made concerted efforts to recover from the adverse economic 

effect of Corona Virus (COVID19) pandemic, exacerbated by the lockdown enforced by countries 

in 2020 to curtail the spread of the disease, certain strategies (policies) including deficit financing 

were adopted. Thus, it is pertinent to evaluate the effect of deficit financing policy on economic 

recovery of Nigeria.  

 
The main objective of the study is to examine the effect of deficit financing on economic recovery 

of Nigeria. Accordingly, the specific objectives of the study include: 

1. To examine the effect of domestic borrowing on economic recovery of Nigeria; and 

2. To assess the effect of external borrowing on economic recovery of Nigeria. 

Thus, the hypotheses of the study stated in their null form are as follows: 

H01: Domestic borrowing has no significant effect on economic recovery of Nigeria. 

H02: There is no significant effect of external borrowing on economic recovery of Nigeria. 
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The stated hypotheses will be tested in section 4 of this study using the results of analysis of the 

data collected for the study. 

 
2. Literature Review 

2.1 Conceptual Review 

Deficit budget policy is a famous instrument of fiscal policy used to increase the rate of economic 

growth in a country (Gaber, 2010). There are three main means (sources) of financing budget 

deficit and they include domestic borrowing, external borrowing and Ways and Means. The 

domestic sources of financing deficits comprise of both individuals and institutions (financial and 

non-financial institutions) in the domestic economy. Thus, Onoh (2007) listed the domestic 

sources of financing government deficits to include: 

i. The use of accumulated cash balance; 

ii. Borrowing from individuals and firms; 

iii. Borrowing from non-deposit financial institutions such as insurance companies and 

social trust fund; 

iv. Borrowing from statutory bodies, corporations, states and local governments; 

v. Borrowing from deposit financial institutions such as deposit money banks and other 

savings institutions; 

vi. Borrowing from money and capital markets; 

vii. Borrowing from the Central Bank. 

 
The external sources of financing deficits include loans from multilateral institutions such as the 

World Bank (WB) and International Monetary Fund (IMF) as well as loans from foreign 

governments. Onoh (2007) emphasised that the implication of external debt on the general 

macroeconomic policy is enormous, and as a result, the amount of external debt, the maturity 

pattern and the interest payments should be closely checked.  

Generally, borrowing as a means of financing government budget (fiscal) deficit encompasses the 

following: 

i. External (Foreign) Borrowing: External borrowing is the portion of a country’s debt 

borrowed from foreign lenders including international financial institutions and foreign 
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governments and bodies. These loans, including interest, are usually settled in the currency 

in which they were gotten. As part of the settlement process, the borrowing country may 

export goods to the lending country. 

ii. Internal (Domestic) Borrowing: Domestic borrowing refers to debts sourced by the 

government from the people and institutions within its territory, through the issuance of 

debt instruments, including treasury bills, development stocks and government bonds. The 

three tiers of government; federal, state and local government can issue debt instruments 

to raise funds for development. 

iii. Debt Servicing: Debt servicing is the ability of a debtor nation to continue to repay the 

principal and interest components of an outstanding loan as and when due. Thus, debt 

service is the cash that is required to cover the repayment of interest and principal on a debt 

for a particular period (Nwanna and Nkiruka, 2019).   

 
2.2 Theoretical Review 

Keynesian Theory 

This paper is anchored on Keynesian Theory of Income and Expenditure which states that fiscal 

deficit affects economic growth. The theory points to the fact that the economy is inherently 

unstable and requires active government intervention to be stable. Keynesian theory opines that an 

increase in government spending through the use of borrowed funds cause an upward shift on the 

aggregate demand curve resulting in expansion of output and income (Nwaeke & Korgbeelo, 

2016). Thus, the theory supports an increased level of government intervention in an economy, 

especially, through deficit financing and other fiscal measures to manage aggregate demand in an 

effort to achieve a better performance of the economy. The theory projects the idea that spending 

increases output (production) and therefore supports employment and income. Nwanne (2014) 

explained that Keynesian economists often argue that private sector decisions sometimes lead to

inefficient macroeconomic outcomes which require active policy responses by the public sector, 

in particular; monetary policy actions by the Central Bank and fiscal policy actions by the Federal 

Ministry of Finance in order to stabilize the economy. Therefore, Keynesian theory supports the 

stimulation of the domestic economy with government spending, thereby reducing unemployment 

and giving households a sense of wealth.  
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However, Okelo, Momanyi, Lucas and Alia (2013) as cited in Nwanne (2014) argued that deficit 

financing, whether through domestic sources or foreign borrowings involves the absorption of real 

resources by the public sector that otherwise would be available to the private sector. Conversely, 

in line with Keynesian theory, government directs the sourced funds to the productive sectors of 

the economy, at little or no cost, to enhance productivity and expansion of industries, resulting in 

higher returns for investors, reduction in unemployment, increased disposable income and a stable 

economy. 

 
However, other theories relevant to this study, including monetarist theory and neoclassical theory 

are discussed as follows: 

 
Monetarist Theory 

This theory places primary emphasis on the size of money supply in determining macroeconomic 

conditions and prices in the economy (Ojong & Hycent, 2013). Monetarists believe that 

government deficits, financed by domestic debt, only involve transferring funds from the private

sector to the public sector with no effect on output. 

 
Neoclassical Theory 

Neoclassical theory postulates that fiscal deficits raise aggregate consumption in the economy 

which brings a reduction in national savings and a higher interest rate, thus, negatively affects 

investment and overall economic activity. As such, Okah, Chukwu and Ananwude (2019) 

explained that under the neoclassical school of thought, deficit financing leads to crowding out of 

private investments.   

 
2.3 Empirical Review 

Nwaeke and Korgbeelo (2016) assessed the relationship between deficit financing and selected 

macroeconomic variables in Nigeria. The study employed three models with RGDP, inflation rate 

and unemployment rate being the dependent variables for models 1, 2 and 3 respectively, while 

the sources of financing budget deficits which include foreign loans, domestic banking system and 

non-bank public were the independent variables. The data used for analysis range from 1981 to 

2013. The ordinary least square (OLS) technique was employed in analysing the data collected. 
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The results of the study indicated that deficits financed from external loans have a negative but not 

significant influence on economic growth while deficits financed from domestic sources (domestic 

banking system and non-bank public) stimulate economic growth (using RGDP as a proxy) in 

Nigeria. However, the results showed that deficit financing (irrespective of the source) has no 

significant influence on inflation. The study also found that domestic sources of financing deficits 

aggravate unemployment in Nigeria. It was recommended among others that Nigeria should 

diversify and broaden its revenue base so as to reduce the country’s vulnerability to negative

shocks from oil revenue, and so as not to resort to deficit budgeting. 

 
Gaber (2010) studied the implications of deficit financing on local economic development in 

Albania, Kosovo and Macedonia. Applying a qualitative technique of research, the study found 

that big and sustained debt financing raise the real interest rates under a given level of savings and 

crowd out the private investments. Musa (2021) examined the effect of deficit financing on 

economic growth in Nigeria using quarterly data from 1980 to 2019. The data were analysed 

descriptively and the variables considered include deficit expenditure, real gross domestic product 

(RGDP), per capita income (PCI), unemployment rate, and inflation rate. The study affirmed that 

despite the substantial increase in government expenditure over the years, the rate of economic 

growth has been very low and sluggish. Thus, the study recommended the use of monetary policy 

for the purposes of economic growth and stabilisation as fiscal policy (deficit financing) has failed 

to provide the needed effect in Nigeria. 

 
Using OLS regression technique, Emefiele, Obim and Ita (2019) explored the effect of deficit 

budget on the growth of the Nigeria economy using time series data from 1990 to 2016. The 

findings revealed that there is no significant effect of deficit budget and inflation on economic 

growth as represented by gross domestic product (GDP). The results also showed that there is a 

significant effect of government expenditure on economic growth. The study recommended that 

government should strive to finance budget deficit by improving on the present revenue base rather 

than resulting to domestic borrowing.  

Nwanna and Nkiruka (2019) researched on the effect of deficit financing on Nigeria’s economic 

growth using secondary data spanning from 1981 to 2016. Johansen Co-integration test was the 
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technique of analysis employed. The findings of the study showed that deficit financed through 

external borrowing has a significant negative effect on economic growth of Nigeria, while deficit 

financed through domestic debt has a significant positive effect on Nigeria’s economic growth. 

However, the study reported that debt servicing has no significant effect on Nigeria’s economic 

growth. As such, the study recommended that government should set up a team to monitor budget 

implementation to reduce corruption and ensure accountability.  

 
In an attempt to examine the effect of deficit financing on economic growth of Nigeria, Okah, 

Chukwu and Ananwude (2019) used Vector Autoregressive (VAR) technique to analyse the data 

gathered from 1987 to 2017. The variables of interest included RGDP, domestic borrowings, 

foreign borrowings, private consumption expenditure, aggregate savings, aggregate debt servicing 

and external reserves. The results revealed that none of the considered deficit financing variables

exerts a significant influence on RGDP, a proxy for economic growth. Hence, the study 

recommended that government should diversify its revenue base and also demonstrate a high level 

of transparency in both monetary and fiscal operations. 

 
Nwanne (2014) studied the impact of deficit financing on economic stability in Nigeria using time 

series data spanning 1970 – 2013. The data were analysed using regression technique. The results 

of the analysis revealed that external sources of debt financing, non-banking public source of debt 

financing and exchange rate have significant and positive implications on gross domestic product 

(used as a proxy for economic stability). The results also showed that ways and means source of 

deficit financing, banking system source of deficit financing, and interest rate have negative 

implications on economic stability in Nigeria. The study recommended that deficit financing in 

Nigeria should be focused on the productive sectors of the economy. 

 
Employing Vector Error Correction Model (VECM), Kasasbeh and Alzoub (2019) examined the 

effect of deficit financing on economic stability in Jordan using quarterly data during the period 

2005 – 2017. The study found that external borrowing, domestic bank financing and interest rate 

(repurchase agreement rate) negatively affect RGDP a variable for economic stability. However, 

findings of the study revealed that non-bank financing exhibits a positive but not significant effect 
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on economic stability in Jordan. The study recommended that government should reform the tax 

system to be more efficient and equitable. 

 
Similarly, Monogbe and Okah (2017) assessed the effect of deficit financing on development of 

the Nigerian economy using data from 1981 to 2015. The study employed Error Correction Model 

(ECM) and Granger Causality test. The results of the ECM reported that federal government 

external debt exhibits a significant positive effect on economic development in Nigeria. However, 

the ECM showed that both federal government internal debt and federal government deficit budget 

have no significant effect on economic development in Nigeria.  The Granger Causality test results 

supports the ECM results by showing that federal government external debt granger causes

economic development; while federal government domestic debt and federal government budget 

deficit do not granger cause economic development in Nigeria. The study recommended that 

managers of the Nigerian economy should coordinate the appropriation of borrowed funds in order 

to ensure that it is properly channelled towards improving the capital and production base of the 

nation as it will further help in achieving a sustainable level of economic development in Nigeria. 

Duhu, Ameh and Amadi (2017) investigated the effect of domestic debt and debt servicing on 

economic growth in Nigeria. The study used Autoregressive Distributed Lag Model (ARDL) to 

analyse the secondary data sourced. The results of the study revealed that domestic debt burden 

has a negative but not significant effect on Nigeria’s economic growth. The study recommended 

that government should strive to improve its revenue base, which can be used to fund its budget, 

rather than resorting to domestic borrowing.  

 
However, Paul (2017) analysed the impact of external debt on economic growth of Nigeria using 

secondary data from 1985 to 2015. The study employed Johansen Cointegration and Error 

Correction Test. The results indicated that external debt stock has a positive and significant effect 

on Nigeria’s economic growth, while debt service payment has a negative but not significant effect 

on Nigeria’s economic growth. Thus, the study recommended that government should apply 

external loans to infrastructural and human capital development; and initiate proper debt 

management policies. Also, Sulaiman and Azeez (2012) examined the effect of external debt on 

economic growth of Nigeria using Johansen Cointegration Test and Error Correction Model 


