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Abstract 
This research work examined the long run relationship between fiscal deficit and inflation in 
Nigeria as well as the effect of fiscal deficit on inflation covering a time frame of 1981 to 2015. 
Data sourced from Central Bank of Nigeria statistical bulletin were diagnosed for 
heteroskedasticity, serial correlation, Ramsey Reset and multicollinearity. We exercised 
econometric tools such as unit root, Johansen co-integration, Granger causality and Vector 
Error Correction Model to achieve the aim of the study. Johansen co-integration established that 
there is a long run relationship between fiscal deficit and inflation in Nigeria as evidenced on the 
trace and maximum eigenvalue depiction of two co-integration equation each at 5% level of 
significance. The granger causality impact assessment result showed fiscal deficit does not 
significantly influence inflation in Nigeria. In view of the fact that fiscal deficit does not play 
down inflationary trend in Nigeria, this study recommends that deficit financing by government 
should be discontinued with and reduction in fiscal deficit capable of keeping government 
spending at sustainable limits be upheld. 
 
Keywords: Fiscal Deficit; Inflation; Johansen Co-integration; Granger Causality Test  
 

1. INTRODUCTION 
The alleged nexus between fiscal deficit and inflation are topical issues in finance literature 
owing partly to the conflicting empirical views expressed by scholars. Rising government fiscal 
deficits and computing government debt have become major concerns in both developed and 
developing countries (Oladipo and Akinbobola, 2011). A deficit is said to occur when the 
expenditure of the government in a given period of time exceeds revenue. Fiscal deficit are 
financed in two ways: by issuing bonds to the public or it can finance the deficit by creating 
money (Inam, 2014). Specifically, continuous domestic borrowing by government through sale 
of short term federal bonds, treasury bills, defence saving certificates etc. increase interest rate, 
inflation and discourage private investments while external trade imbalance, low gross domestic 
product, capital flight from the country results in excessive external borrowing (Ramzan, Saleem 
and Butt, 2013). Conversely, deficit financing using externally borrowed funds are likely to 
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adversely affect the appreciation of the exchange rate where the inflow of foreign exchange 
which will adversely affect the performance of exports (Lwanga and Mawejje, 2014).  
When a deficit is involved, it is important to find remedy for financing such deficits so as to 
eradicate its negative effects (Bakare, Adesanya and Bolarinwa, 2014). The effect of fiscal 
deficit spend on the sector which government spend the borrowed fund. For instance, 
government incurring deficit to finance agriculture would in the long run improve the foreign 
exchange earnings from non-oil export. If it is incurred to improved education and healthcare, 
productivity and employment is enhanced. However, wasteful spending such as excessive 
government expenditure on official travels and conferences might not contribute much to 
economic growth and development (Lwanga and Mawejje, 2014). Fiscal deficit in Nigeria has 
been on the rise over time. From the Central Bank of Nigeria statistical bulletin of 2014, from 
2008 to 2014, the ratio of the fiscal deficit to gross domestic product rose from about 0.22% in 
2008 to over 1.10% in 2014. It was -3.27% in 2009, -2.04% in 2010, -1.83% in 2011, 1.37% in 
2012 and 0.00% in 2013. External financing increased from N29.81 billion in 2009 to N73.33 
billion in 2011 as against N75.03 billion in 2010. Domestic financing on the other hand 
skyrocket from N577.59 billion in 2009 to N855.3 billion in 2011 within the same period. 
Domestic financing was N1, 110.50 billion in 2010, N975.78 billion in 2012, N1, 153.49 billion 
in 2013 and N750.74 billion in 2014. Nigeria’s external debt rose from N590.44 billion in 2009 
to N1, 631.52 billion in 2014 compared to N689.84 billion in 2010, N896.85 billion in 2011, N1, 
026.90 billion 2012 and N1, 373.58 billion in 2013. Debt owed to multilateral organization 
increased from N524.20 billion in 2009 to N1, 142.29 billion in 2014. Multilateral debt was 
N635.45 in 2010, N723.12 billion in 2011, N727.32 billion in 2012, and N977.05 billion in 
2013. While domestic debt N3, 228.02 billion in 2009, N4, 551.82 billion in 2010, N5, 622.84 
billion in 2011, N6, 537.54 billion in 2012 and N7, 118.98 billion in 2013 and N7, 904.02 billion 
in 2014. This growth in fiscal deficit spending is troublesome especially it effects on inflation 
rate in Nigeria.  
 
Inflation is bound to occur when government spends in excess of its revenue. This is because the 
government is able to get resources through borrowing which causes inflation and reduces the 
real value of the holdings of money by the public. The fiscal deficit-inflation dynamics has been 
extensively assessed in literature. For instance, Koyuncu (2014) reported that a continuous 
increase fiscal deficit leads to inflation at the same rate in Turkey. Similarly, Chaudhary and 
Ahmad (1995) and Zonuzi, Pourvaladi and Faraji (2011) empirically established that fiscal 
deficit is inflationary in the long run in Pakistan and Iran respectively. Ekanayake (2012), 
Wosowei (2013), Ozurumba (2012), Dockery, Ezeabasili and Herbert (2012), Oladipo and 
Akinbobola (2011) and Orji, Onyeze and Edeh (2014) have showed that fiscal deficit causes 
inflation in Nigeria. This is in contradiction to the Richardian theory. This study takes a new 
dimension with regards to previous studies by using up-to-date data spanning from 1981 to 2015. 
The utilization of broad time series data permits for reliability and robustness of diagnosed 
result. The broad objective of this study is to examine the relationship between fiscal deficit and 
inflation. However, the effect of fiscal deficit on inflation in Nigeria would also be assessed. In 
line with the object of this study, we developed a hypothesis to guide us and is stated in the null 
format as: 

1. Fiscal deficit has no significant effect on inflation in Nigeria. 
 
The remainder of this study is divided as follows. Section two concisely treated the conceptual 
clarification, theoretical background and empirical studies. Section three presents the 
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methodology and data while section four features the data analysis and empirical results. Section 
five concludes the study and made some recommendations. 
 
2. REVIEW OF RELATED LITERATURE 
Conceptual Clarification 
Fiscal Deficit represents the total amount of borrowed funds required by the government to 
completely meet its expenditure (Wosowei, 2013). According to Awe and Olalere (2012), fiscal 
deficits can sometimes be good for an economy because real structural deficits can usher in great 
growth in output, consumption, encourages savings and investment as well as enhanced 
productivity and purchasing power in an economy, thereby stimulate economic activities. The 
debate on the relationship between fiscal deficit and inflation is still not resolved. At the 
theoretical level, the divergence is woven around the financing of deficit. While the theoretical 
debate persists, in practice, fiscal deficit has remained an important issue, especially for 
developing countries (Ezeabasili, Mojekwu and Herbert, 2012). Inflation which refers to a 
sustained rise or general increase in the prices of goods and services, is one of the variables that 
has been affected by budget deficit in Nigeria over the years (Inam, 2014). Inflation is a 
persistence and appreciable rise in the general price level, however, not every increase in price 
level is termed inflation (Awe and Olalere, 2012). In an economy like Nigeria where the inflation 
rate is high, the purchasing power of money is low. This drastically deter savings by citizens, 
hence reduction in real income and increased poverty as a result of high unemployment. The 
problem of inflation in Nigeria dates back to the 1970’s when the Nigerian – Biafra war ended 
and was succeeded by the Udoji awards of 1974 (Bakare, Adesanya and Bolarinwa, 2014).  
 
Theoretical Underpins 
The nexus between fiscal deficit and macroeconomic variables with respect to inflation can be 
viewed from the Keynesian and Ricardian stand point. From Keynesian perspective, in time of 
lingering unemployment, budget deficits would stabilize aggregate demand, increase private 
saving and foster investment and economic growth. They believe that fiscal deficits crowd out 
private investment, and are therefore damaging to a country’s growth prospects, hence they are 
not ideal policy for governments to adopt. Fiscal deficits resulting from persistent increases in 
government expenditures or tax reductions increase aggregate demand and, in the process, result 
in a rise in the price level which then causes an increase in the rate of interest (Dockery, 
Ezeabasili and Herbert, 2012). On the Ricardian postulation, rising budget deficits are matched 
by an equivalent increase in private saving. The divergent views expressed by the theories on 
fiscal deficit and macroeconomic fundamentals have necessitated a large research in this field of 
public finance with the aim of ascertaining the most appropriate and applicable theory for both 
developed and developing countries of the world aided with the application of various time series 
and cross sectional data of different nations. 
 
Empirical Studies 
Ezeabasili, Mojekwe and Herbert (2012) re-examined fiscal deficit-inflation nexus in Nigeria 
using data over 1970–2006, a period of persistent inflationary trends. They adopted a modelling 
approach that incorporates co-integration techniques and structural analysis. The results revealed 
a positive but insignificant relationship between inflation and fiscal deficits in Nigeria. The study 
did not established any strong evidence linking past levels of fiscal deficits with inflation in 
Nigeria during the period. Rather, a positive long run relationship between money supply and 
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inflation in the Nigerian economy was reported, suggesting that money supply is procyclical and 
tends to grow at a faster rate than inflation rate. 
 
Oladipo and Akinbobola (2012) assessed the nature and direction of causality between fiscal 
deficit and inflation in line with a view to providing empirical evidence on budget deficit 
operation in stimulating economic growth through inflation in Nigeria. Secondary data were used 
in this study. Granger Causality pair wise test was conducted in determining the causal 
relationship among the variables. The result showed that there was no causal relationship from 
inflation to budget deficit (F = 0.9, P > 0.005), while the causal relationship from budget deficit 
to inflation was significant (F = 3.6, P < 0.05). This implies that a unidirectional causality from 
budget deficit to inflation exist in Nigeria. Furthermore, the result showed that budget deficit 
affects inflation directly and indirectly through fluctuations in exchange rate in the Nigerian 
economy. Inam (2014) empirically explored the long-run causal relationship between budget 
deficit and inflation in Nigeria within the period 1970 to 2010. Employing a multivariate co-
integration regression technique it was empirically confirmed that there exists a causal long-run 
relationship between budget deficit and inflation with the direction of causality running from 
budget deficit to inflation. 
 
Bakare, Adesanya and Bolarinwa (2014) critically analysed the long term relationship between 
budget deficit, money supply and inflation in Nigeria between 1975 and 2012. The paper 
employed quantitative methodological framework and specifically draws on econometric 
technique to find the relationship between inflation rate, growth rate of money supply, growth of 
budget deficit/GDP and growth of external debt/GDP. Stationarity test conducted using 
Augmented Dickey-Fuller (ADF) revealed that the variables used are stationary at levels. The 
Johansen co-integration test suggests that there are at least three co-integrating vectors among 
these variables. The estimated coefficient of the ECM reveals that about 132% of the errors in 
the short run are corrected in the long run. Ozurumba (2012) examined the causal relationship 
between inflation and fiscal deficits in Nigeria, covering the period 1970-2009. This was carried 
out by way of developing an estimation model of inflation and fiscal deficit, with a view to 
testing causes and effects as well as the relationship between them. The estimation technique 
used was the autoregressive distributed lag (ARDL) model and the Granger-causality test. The 
result of the Granger-causality test showed that fiscal deficit/GDP causes inflation. 
 
Dockery, Ezeabasili and Herbert (2012) using a modelling approach that incorporates the theory 
of co-integration and its implied vector error correction model, evaluated the long term 
relationship between fiscal deficits and inflation for Nigeria. The empirical results showed that 
there is a positive but insignificant relationship between fiscal deficits and inflation. The analysis 
of the Nigerian data also indicate a tenuous link to previous levels of fiscal deficits with inflation 
and provide, moreover, evidence of a positive long-run relationship between money supply 
growth and inflation, suggesting therefore that money supply growth is procyclical and tends to 
grow at a faster rate than the rate of inflation. Medee and Nenbee (2012) determined fiscal 
deficits and inflation in Nigeria for the period of 30 years starting from 1980 to 2010. The aim 
was to establish which among inflation rate and interest rate impact on fiscal deficit. It goes 
beyond existing studies on this subject by employing econometric technique, particularly, the 
Ordinary Least Square (OLS) estimation method of multiple regressions. The analyses showed 
that both inflation rates and interest rates were rightly signed with fiscal deficits. Despite this 
theoretical congruence, inflation rates impacted on fiscal deficits while interest rate does not. 
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Awe and Olalere (2012) ascertained whether budget deficit is inflationary or not in Nigeria 
within the period of 1980-2009. The study made use of time series data and employed vector 
Error correction Mechanism (VECM) to determine the correlation that existed between the two 
macroeconomic variables. The result showed a significant causal relationship from budget deficit 
to inflation while the causal relationship from inflation to budget deficit was insignificant. This 
implies that a unidirectional causality from budget deficit to inflation exist in Nigeria. This result 
also showed that budgets deficit affect inflation directly and indirectly through increase in money 
supply in the Nigerian economy. 
 
Orji, Onyeze and Edeh (2014) looked into the causal relationship between inflation and fiscal 
deficit in Nigeria from 1970 to 2010. It was empirically continued that although fiscal deficit 
causes inflation, there was no feedback between inflation and fiscal deficit deflated by the GDP. 
The structural model of inflation revealed that, it takes about two years for the fiscal deficit to 
impact on inflation in Nigeria. Ekanayake (2012) re-assessed the validity of the hypothesis that 
suggests there is a link between fiscal deficits and inflation in developing countries and further 
explores this link in the absence of public sector wage expenditure. An auto-regressive 
distributed lag (ARDL) model was employed in the analysis, using annual data from 1959 to 
2008. The results suggest that, in the long run, a one percentage point increase in the ratio of the 
fiscal deficit to narrow money is associated with about an 11 percentage point increase in 
inflation. This link becomes weaker in the absence of the public sector wage expenditure. The 
overall inference is that inflation is not only a monetary phenomenon in Sri Lanka and public 
sector wage expenditure is a key factor in explaining the deficit-inflation relationship. 
 
3. METHODOLOGY 
This study adopted Johansen Co-integration approach in order to examine the relationship 
between fiscal deficit and inflation in Nigeria for a period of thirty five years from 1981 to 
2015.Secondary data were collected from Central Bank of Nigeria (CBN) official reports. All the 
data were on an annual basis as provided in the various official reports and publications. Inflation 
(INF) is the dependent variables. The independent variables are Fiscal Deficit (FD), Money 
Supply (MS), Gross Domestic Product (GDP) and Exchange Rate Depreciation (EXDEP). 
Money supply, gross domestic product and exchange rate were included as control variables in 
the model as they are capable of influencing the level of inflation in the control. Gujarati (2004) 
stated that the inclusion of control variables in a model helps to avoid simultaneous bias in a 
regression. Ezeabasili, Mojekwu and Herbert (2012) while acknowledging Romer (1993) and 
Lane (1995) noted that the currency depreciation resulting from the monetary expansion will 
raise domestic inflation more than in a closed economy hence, the higher the depreciation rate, 
the higher the relationship between exchange rate depreciation and inflation. 
 
Model Specification 
This research adopted the model of Ezeabasili, Mojekwu and Herbert (2012) for a study in 
Nigeria with slight modifications. In their model, the researchers expressed inflation-fiscal 
deficit model as: 

 
To examine the relationship between fiscal deficit and inflation as well as the effect of fiscal 
deficit on inflation in Nigeria, the multivariate model below was estimated. 
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The model was represented in a log-linear econometric format to obtain the coefficients of the 
elasticity of the variables, while reducing the possible impact that any outlier may have. In the 
log-linear regression, the coefficient are easy to interpret as the problem of different units have 
been solved and the interpretation becomes easy in elasticity terms. Thus: 

 
  
Where: 
INF is Inflation; FD is fiscal deficit; MS is money supply; GDP is gross domestic product and 
EXDEP is exchange rate depreciation.  are the coefficients of the independent variables 
and  is the error term. 
 
4. DATA ANALYSIS AND RESULT 
4.1 Summary of Descriptive Statistic 
The descriptive characteristics of the variables are presented in Table 4.1. The mean Values of 
the INF, FD, MS, GDP and EXDEP are 19.43457, -20992.85, 3665072, 17834983 and 72.23930 
while their median are 12.00, -1158.500, 488150.0, 4189200 and   22.05110 respectively. The 
series depicts the maximum values of 72.80000, 32049.40, 18579418, 95090000 and 217.7900 
for INF, FD, MS, GDP and EXDEP respectively. The minimum values are 5.4 for INF, -
285104.7 for FD, 14470.00 for MS, 94300.00 for GDP and 0.61 for EXDEP. The series standard 
deviation are 17.24453 for INF, 55611.18 for FD, 5675329 for MS, 28147347 for GDP and 
67.73478 for EXDEP. All the variables are positively skewed towards normality as evidenced by 
the positive sign of the skewness except for fiscal deficit. The Kurtosis that measures the 
peakedness of the distribution of each of the variables are 4.586599, 16.14351, 3.769403, 
4.443467 and 1.568145 for INF, FD, MS, GDP and EXDEP respectively. These values are 
greater than 3, indicating that all the variables are leptokurtic in nature except for EXDEP. The 
Jarque-Bera suggests that all the variables are normally distributed as the p-values are significant 
at 5% level of significance except EXDEP.  
 
Table 4.1: Summary of Descriptive Statistics  

 INF FD MS GDP EXDEP 
Mean  19.43457 -20992.85  3665072.  17834983  72.23930 
Median  12.00000 -1158.500  488150.0  4189200.  22.05110 
Maximum  72.80000  32049.40  18579418  95090000  217.7900 
Minimum  5.400000 -285104.7  14470.00  94300.00  0.610000 
Std. Dev.  17.24453  55611.18  5675329.  28147347  67.73478 
Skewness  1.600093 -3.520815  1.480793  1.695722  0.307069 
Kurtosis  4.586599  16.14351  3.769403  4.443467  1.568145 
Jarque-Bera  18.60614  324.2407  13.65434  19.81217  3.539924 
Probability  0.000091  0.000000  0.001084  0.000050  0.170339 
Sum  680.2100 -734749.9  1.28E+08  6.24E+08  2528.375 
Sum Sq. Dev.  10110.71  1.05E+11  1.10E+15  2.69E+16  155992.0 
Observations 35 35 35 35 35 

Source: Computer output data using E-views 8.0 
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4.2 Diagnostic Test Result 
 
ARCH Heteroskedasticity Test 
The ARCH test is a Language Multiplier (LM) test for autoregressive conditional 
heteroskedasticity in the residuals. The rationale behind choosing this heteroskedasticity 
specification was based on the fact that in many financial time series, the magnitude of residuals 
appears to be related to the magnitude of recent residuals. The probability of the Chq. statistic for 
the model is significant at 5% level of significance, suggesting that there is no existence of 
heteroskedasticity in all the model. This is in line with econometric assumption that a model 
should be free from problem of heteroskedasticity. Table 4.2a presents the ARCH test of 
heteroscedascticity for the model. 
 

Table 4.2a: ARCH LM Heteroskedasticity 
F-statistic 6.166245     Prob. F(1,31) 0.0185 
Obs*R-squared 5.493135     Prob. Chi-Square(1) 0.0191 

             Source: Computer Output data using E-views 8.0 
 
Serial Correlation LM Test 
The serial Correlation test is an alternative to the Q-statistic test for serial correlation. Unlike the 
Durbin Watson statistic for AR(1) errors, the LM test may be used to test for higher order 
ARMA errors and is applicable whether there are lagged dependent variables or not. Therefore, it 
is recommended in preference to Durbin Watson whenever there are concern that errors may 
exhibit possible autocorrelations. The null hypothesis of LM test is that there is no serial 
correlation up lag order 2. The p-value of the Breusch-Godfrey serial correlation test in Table 
4.2b suggests that the null hypothesis could not be rejected. Consequently, the models are free 
from autocorrelation. This overrides any possible result of Durbin Watson in testing 
autocorrelation in any stated model. 
 

Table 4.2b: Breusch-Godfrey Serial Correlation LM Test 
F-statistic 7.729468 Prob. F(1,41) 0.0021 
Obs*R-squared 12.44998 Prob. Chi-Square(1) 0.0020 

             Source: Computer Output data using E-views 8.0 
 
Ramsey RESET Test 
The Ramsey RESET test determines whether the model is correctly specified/fitted or not. The 
rationale behind the test is that if non-linear combinations of the independent variables have any 
power in explaining the dependent variable, the model is not well specified. The p-values as 
depicted in Table 4.2c is significant at 5% level of significance. The alternate hypothesis that the 
model is well specified is accepted. 
 

Table 4.2c: Ramsey RESET Test 
 Value df Probability 
F-statistic  3.268311 (3, 27)  0.0365 
Likelihood ratio  10.84283  3  0.0126 

             Source: Computer Output data using E-views 8.0 
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Multicollinearity Test 
It can be inferred from the correlation matrix in Table 4.2d that all the independent variables are 
negatively correlated with the dependent variable-inflation. Since the independent variables are 
from different sectors of the economy and the correlation between them is not up to one, this 
suggests that multicollinearity does not exist between them. 
 

Table 4.2d: Correlation Matrix 
 INF FD MS GDP EXDEP 

INF  1.000000 -0.065442 -0.334268 -0.323684 -0.421724 
FD -0.065442  1.000000  0.215606  0.198539  0.138158 
MS -0.334268  0.215606  1.000000  0.984902  0.809296 

GDP -0.323684  0.198539  0.984902  1.000000  0.786623 
EXDEP -0.421724  0.138158  0.809296  0.786623  1.000000 

             Source: Computer Output data using E-views 8.0 
 
4.3 Unit Root Result 
 
Augmented Dickey-Fuller (ADF) Test 
The ADF test was performed in level and first difference at intercept and trend and intercept. The 
result of the ADF test in Tables 4.3a and 4.3b performed in level form at intercept and trend and 
intercept disclose that all the variables have no unit root at intercept and trend and intercept 
except INF and EXDEP at trend and intercept. 
  

Table 4.3a: ADF Test Result at Level: Intercept 
Variables ADF Test 

Statistic 
Test Critical 
Value at 1% 

Test Critical 
Value at 5% 

Remark 

INF -2.769583 (0.07) -3.639407 -2.951125 Not Stationary 
FD -3.677707 

(0.00)* -3.639407 
-2.951125 Stationary 

MS  4.664932 
(0.00)* -3.639407 

-2.951125 Stationary 

GDP  3.585211 
(0.00)* -3.639407 

-2.951125 Stationary 

EXDEP  0.727482 
(0.00)* -3.639407 

-2.951125 Stationary 

Source: Computer Output using E-view 8.0. 
Note: The optimal lag for ADF test is selected based on the Akaike Info Criteria (AIC), p-values 
are in parentheses where (*) and (**) denotes significance at 1% and 5% respectively. 
 

Table 4.3b: ADF Test Result at Level: Trend and Intercept 
Variables ADF Test 

Statistic 
Test Critical 
Value at 1% 

Test Critical 
Value at 5% 

Remark 

INF -2.881762 (0.18) -4.252879 -3.548490 Not Stationary 
FD -3.566024 

(0.04)** -4.252879 
-3.548490 Stationary 
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MS  1.482549 (0.00)* -4.252879 -3.548490 Stationary 
GDP  0.932080 (0.00)* -4.252879 -3.548490 Stationary 

EXDEP -2.076726 (0.54) -4.252879 -3.548490 Not Stationary 
Source: Computer Output using E-view 8.0. 
Note: The optimal lag for ADF test is selected based on the Akaike Info Criteria (AIC), p-values 
are in parentheses where (*) and (**) denotes significance at 1% and 5% respectively. 
 

Table 4.3c: ADF Test Result at First Difference: Intercept 
Variables ADF Test 

Statistic 
Test Critical 
Value at 1% 

Test Critical 
Value at 5% 

Remark 

INF -9.269562 (0.00)* -3.646342 -2.954021 Stationary 
FD -11.23505 (0.00)* -3.646342 -2.954021 Stationary 
MS -4.066083 

(0.00)** -3.646342 
-2.954021 Stationary 

GDP -3.938303 (0.00)* -3.646342 -2.954021 Stationary 
EXDEP -4.612606 (0.00)* -3.646342 -2.954021 Stationary 

Source: Computer Output using E-view 8.0. 
Note: The optimal lag for ADF test is selected based on the Akaike Info Criteria (AIC), p-values 
are in parentheses where (*) and (**) denotes significance at 1% and 5% respectively. 
 
The unit root result in Tables 4.3c and 4.3d at intercept and trend and intercept of first difference 
show that the ADF test statistic for all the variables were greater than the critical values at 5% 
first difference at intercept and trend and intercept. The null hypothesis that the variables have 
unit root at first difference is accepted. Hence, all the variables are stationary at first difference at 
the 5% level of significance and integrated of order one i.e. 1(1). 

Table 4.3d: ADF Test Result at First Difference: Trend and Intercept 
Variables ADF Test 

Statistic 
Test Critical 
Value at 1% 

Test Critical 
Value at 5% 

Remark 

INF -10.63424 (0.00)* -4.262735 -3.552973 Stationary 
FD -11.98895 (0.00)* -4.262735 -3.552973 Stationary 
MS -3.767558 

(0.03)** -4.262735 
-3.552973 Stationary 

GDP -5.336346 (0.00)* -4.262735 -3.552973 Stationary 
EXDEP -4.753384 (0.00)* -4.262735 -3.552973 Stationary 

Source: Computer Output using E-view 8.0. 
Note: The optimal lag for ADF test is selected based on the Akaike Info Criteria (AIC), p-values 
are in parentheses where (*) and (**) denotes significance at 1% and 5% respectively. 
 
Phillips Perron (PP) Test 
The Phillips Perron (PP) test in level and first difference at intercept and trend and intercept. 
Tables 4.3e and 4.3f depict the result of the level form test at intercept and trend and intercept 
while Tables 4.3g and 4.3h that of first difference at intercept and trend and intercept. The result 
in Tables 4.3e and 4.3f show that all the variables have not unit root. 
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Table 4.3e: PP Test Result at Level: Intercept 
Variables PP Test 

Statistic 
Test Critical 
Value at 1% 

Test Critical 
Value at 5% 

Remark 

INF -2.769583 (0.07) -3.639407 -2.951125 Not Stationary 
FD -3.677707 

(0.00)* -3.639407 
-2.951125 Stationary 

MS 4.664932 
(0.00)* -3.639407 

-2.951125 Stationary 

GDP  3.585211 
(0.00)* -3.639407 

-2.951125 Stationary 

EXDEP  0.727482 (0.99) -3.639407 -2.951125 Not Stationary 
Source: Computer Output using E-view 8.0. 
Note: In determining the truncation lag for PP test, the spectral estimation method selected is 
Bartlett kernel and Newey-West method for Bandwidth, p-values are in parentheses where (*) 
and (**) denotes significance at 1% and 5% respectively. 
 

Table 4.3f: PP Test Result at Level: Trend and Intercept 
Variables PP Test Statistic Test Critical 

Value at 1% 
Test Critical 
Value at 5% 

Remark 

INF -2.881762 (0.18) -4.252879 -3.548490 Not Stationary 
FD -3.566024 

(0.04)** -4.252879 
-3.548490 Stationary 

MS  1.482549 (0.00)* -4.252879 -3.548490 Stationary 
GDP  0.932080 (0.99) -4.252879 -3.548490 Not Stationary 

EXDEP -2.076726 (0.53) -4.252879 -3.548490 Not Stationary 
Source: Computer Output using E-view 8.0. 
Note: In determining the truncation lag for PP test, the spectral estimation method selected is 
Bartlett kernel and Newey-West method for Bandwidth, p-values are in parentheses where (*) 
and (**) denotes significance at 1% and 5% respectively. 
 
The Phillip Perron (PP) test in Table 4.3g and 4.3h illustrate that all the variables are stationary 
at first difference. The result of the unit root test through ADF and PP shows that all the 
variables are stationary at first difference hence permitting for the testing of the long run 
relationship between the variables. 
 

Table 4.3g: PP Test Result at First Difference: Intercept 
Variables PP Test Statistic Test Critical 

Value at 1% 
Test Critical 
Value at 5% 

Remark 

INF -9.269562 (0.00)* -3.646342 -2.954021 Stationary 
FD -11.23505 (0.00)* -3.646342 -2.954021 Stationary 
MS -6.066083 (0.00)* -3.646342 -2.954021 Stationary 

GDP -3.938303 (0.00)* -3.646342 -2.954021 Stationary 
EXDEP -4.612606 (0.00)* -3.646342 -2.954021 Stationary 

Source: Computer Output using E-view 8.0. 
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Note: In determining the truncation lag for PP test, the spectral estimation method selected is 
Bartlett kernel and Newey-West method for Bandwidth, p-values are in parentheses where (*) 
and (**) denotes significance at 1% and 5% respectively. 
 

Table 4.3h: PP Test Result at First Difference: Trend and Intercept 
Variables PP Test Statistic Test Critical 

Value at 1% 
Test Critical 
Value at 5% 

Remark 

INF -10.63424 (0.00)* -4.262735 -3.552973 Stationary 
FD -11.98895 (0.00)* -4.262735 -3.552973 Stationary 
MS -3.767558 

(0.03)** -4.262735 
-3.552973 Stationary 

GDP -5.336346 (0.00)* -4.262735 -3.552973 Stationary 
EXDEP -4.753384 (0.00)* -4.262735 -3.552973 Stationary 

Source: Computer Output using E-view 8.0. 
Note: In determining the truncation lag for PP test, the spectral estimation method selected is 
Bartlett kernel and Newey-West method for Bandwidth, p-values are in parentheses where (*) 
and (**) denotes significance at 1% and 5% respectively. 
 
4.4 Short Run Test 
The short run test between fiscal deficit and inflation in Nigeria was performed using the OLS 
regression approach. The result were interpreted using the global utility and relative statistics of 
model developed in chapter three. 
 

Table 4.4: OLS Regression: Inflation and Fiscal Deficit 
Variable Coefficient Std. Error t-Statistic Prob. 

C 27.18622 4.485532 6.060870 0.0000 
FD -2.90E-06 5.29E-05 -0.054846 0.9566 
MS -1.39E-08 3.10E-06 -0.004502 0.9964 

GDP 1.69E-08 5.91E-07 0.028519 0.9774 
EXDEP -0.111603 0.072310 -1.543396 0.1332 

R-squared 0.178107     Mean dependent var 19.43457 
Adjusted R-squared 0.068522     S.D. dependent var 17.24453 
S.E. of regression 16.64323     Akaike info criterion 8.593448 
Sum squared resid 8309.918     Schwarz criterion 8.815641 
Log likelihood -145.3853     Hannan-Quinn criter. 8.670149 
F-statistic 8.625280     Durbin-Watson stat 0.983064 
Prob (F-statistic) 0.093679   

Source: Computer output data using E-views 8.0. 
 
Global Utility of Model 
The Adjusted R-squared value of 0.068522 indicates that the independent variables explained 
6.85 variations in Nigeria inflationary trend. The F-statistic of 8.625280 and p-value of 0.09367 
shows that fiscal deficit, money supply, gross domestic product and exchange rate depreciation 
jointly and significantly influenced variations in inflation within the period of the study. The 
Durbin Watson statistic of 0.98 shows the presence of autocorrelation in the model. However, 
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the serial correlation LM test Table 4.2b indicates that the model is free from autocorrelation 
problem. The result of the serial correlation LM test overrides any possible value of Durbin 
Watson statistic. 
 
Model Relative Statistic 
The model relative statistic reveals that fiscal deficit, money supply and exchange rate 
depreciation have negative and insignificant relationship with inflation while gross domestic 
product has a positive relationship with inflation. The coefficient of the constant 27.18622 
suggests that holding fiscal deficit, money supply, gross domestic product and exchange rate 
depreciation constant inflationary trend in Nigeria would be 27.19%. The money supply negative 
coefficient of -1.39E-08 indicates that a percentage increase in money supply would reduce 
inflation by a factor of 1.39. Exchange rate depreciation coefficient of -0.111603 entails that a 
unit appreciation in the exchange rate of Naira against the US dollar would result to 11.16% 
reduction in the level of inflation in Nigeria. 
 
4.5 Long Run Relation 
Having confirmed that all the variables are free from stationary defect associated with most time 
series data via the unit root test conducted with ADF and PP, the long run test was conducted and 
the result presented in Table 4.5a and 4.5b. The long run test in Table 4.5a and 4.5b reveal that 
there is a long run relationship between inflation and fiscal deficit. The trace and max-eigenvalue 
each indicates two (2) co-integrating equations between the dependent and the independent 
variable implying that there is a long run relationship between inflation and fiscal deficit in 
Nigeria. 

Table 4.5a: Unrestricted Co-integration Rank Test (Trace) 
Hypothesized 

Number of CE(s) 
Eigen Value Trace 

Statistic 
0.05 Critical 

Value 
Prob.** 

None *  0.921849  148.8170  69.81889  0.0000 
At most 1 *  0.722842  64.69629  47.85613  0.0006 
At most 2  0.342376  22.35174  29.79707  0.2793 
At most 3  0.226544  8.520696  15.49471  0.4115 
At most 4  0.001315  0.043432  3.841466  0.8349 

Source: Computer analysis using E-views 8.0. Trace test indicates 2 co-integrating eqn(s) at the 
0.05 level; * denotes rejection of the hypothesis at the 0.05 level; **MacKinnon-Haug-Michelis 
(1999) p-values. 
 

Table 4.5b: Unrestricted Co-integration Rank Test (Maximum Eigenvalue) 
Hypothesized 

Number of CE(s) 
Eigen Value Trace 

Statistic 
0.05 Critical 

Value 
Prob.** 

None *  0.921849  84.12076  33.87687  0.0000 
At most 1 *  0.722842  42.34455  27.58434  0.0003 
At most 2  0.342376  13.83104  21.13162  0.3791 
At most 3  0.226544  8.477263  14.26460  0.3322 
At most 4  0.001315  0.043432  3.841466  0.8349 

Source: Computer analysis using E-views 8.0. Maximum Eigenvalue test indicates 2 co-
integrating eqn(s) at the 0.05 level; * denotes rejection of the hypothesis at the 0.05 level; 
**MacKinnon-Haug-Michelis (1999) p-values. 
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4.6 Short Run Dynamics 
This study having established the presence of a long run relationship between fiscal deficit and 
inflation in Nigeria, the short run dynamics was tested with the aid of the Vector Error 
Correction Model (VECM) and result shown in Table 4.6. This test was performed to ascertain if 
or not all the variations in inflationary trend was as a result of the co-integrating vectors trying to 
return to equilibrium and the error correction term that captures this variation. The error 
correction coefficient showed the expected negative sign expressing that there is a tendency by 
the model to correct and move towards the equilibrium path following disequilibrium in each 
period and by implication a significant error correction is taking place, i.e. there are adjustments 
to instability in the short term. 2.02% of the error generated in the previous year is corrected in 
the current year.  
 

Table 4.6: Vector Error Correction Model 
Variables Coefficient Standard Error T-Statistic 

C -4.019443 12.2492 -0.32814 
D(FD(-1))  0.000321 0.00011  2.84105 
D(MS(-1))  9.34E-05 1.2E-05  7.81604 

D(GDP(-1)) -1.48E-05 1.9E-06 -7.71382 
D(EXDEP(-1))  0.122784 0.09126 1.34539 

ECM (-1) -0.020277  0.13689 -0.14813 
Source: Computer analysis using E-views 8.0. 
 
4.7 Evaluation of Effect 
To assess the effect of fiscal deficit on inflation, the granger causality test was employed and the 
result depicted in Table 4.7. The result indicates that fiscal deficit does not granger cause 
inflation, that is, there is no bidirectional or unidirectional relationship between that fiscal deficit 
and inflation at 5% level of significance. This outcome denotes that fiscal deficit has significant 
effect on inflation in Nigeria. Looking at the F-statistics of 0.61041 with p-value of 0.5502, the 
null hypothesis that fiscal deficit has no significant effect on inflation in Nigeria would not be 
rejected that is, the null hypothesis that fiscal deficit has no significant effect on inflation in 
Nigeria is accepted. 
 

Table 4.7: Granger Causality Result 
Null Hypothesis: Obs F-Statistic Prob. Remarks 

FD does not Granger Cause INF 
INF does not Granger Cause FD 

 33 
 

 0.61041 
 0.00916 

0.5502 
0.9902 

No 
Causality 

No 
Causality 

MS does not Granger Cause INF 
INF does not Granger Cause MS 

 33 
 

 1.08154 
 0.53159 

 0.3528 
0.5935 

No 
Causality 

No 
Causality 

GDP does not Granger Cause INF 
INF does not Granger Cause GDP 

 33 
 

 0.87784 
 0.03995 

0.4268 
0.9609 

No 
Causality 

No 
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Causality 

EXDEP does not Granger Cause INF 
INF does not Granger Cause EXDEP 

 33 
 

 1.87737 
 0.90251 

0.1717 
0.4170 

No 
Causality 

No 
Causality 

Source: Computer analysis using E-views 8.0. 
 
4.8 Discussion of Findings 
 
 Long Run Relationship between Fiscal Deficit and Inflation 
Table 4.5a and 4.5b reveals the presence of a long run relationship between fiscal deficit and 
inflation in Nigeria within the period covered by this study. This result is consistence with 
previous findings on this subject matter for different countries of the world. This existence of a 
long run relationship in this study between fiscal deficit and inflation in Nigeria agrees with the 
findings of Inam (2014), Ezeabasili, Mojekwu and Herbert (2012) and Oladipo and Akinbobola 
(2011). 
 
OLS Regression and Effect Evaluation 
The OLS regression in Table 4.6 revealed that is there is negative relationship between fiscal 
deficit and inflation in Nigeria. This supports the works of Ezeabasili, Mojekwu and Herbert 
(2012). The granger causality effect result in Table 4.7 shows that fiscal deficit has no significant 
effect on inflationary trend in Nigeria. This in line with the studies of Oladipo and Akinbobola 
(2011). On the other hand, it refutes the findings of Inam (2014), Ozurumba (2012) that fiscal 
deficit granger causes inflation. 
 
5. CONCLUSION AND RECOMMENDATION 
 
 Conclusion 
The nexus between fiscal deficit and inflation has received considerable attention in the past 
based on different perspective held by scholars and economists such as the neoclassical, 
Keynesians and Ricardian school of thought among others. This research work examined the 
long run relationship between fiscal deficit and inflation in Nigeria as well as the effect of fiscal 
deficit on inflation covering a time frame of 1981 to 2015. This study established that there is a 
long run relationship between fiscal deficit and inflation in Nigeria as evidenced on the trace and 
maximum eigenvalue depiction of two co-integration equation each at 5% level of significance. 
In in addition, fiscal deficit does not significantly influence inflation in Nigeria. The Nigeria 
experience in respect to fiscal deficit-inflation model is unison with the neoclassical school of 
thought. 
 
Recommendation 
The empirical findings of the research shows that fiscal deficit has not lowered the rate of 
inflation in Nigeria over the years. This could be hinged to the argument that fiscal deficit leads 
to higher interest rate, discourages the issue of private bonds, private investment and private 
spending, increases inflation level and cause a similar increase in the current account deficits and 
finally slows the growth rate of the economy through resources crowding out. In view of the fact 
that fiscal deficit does not play down inflationary trend in Nigeria, this study recommends that 
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deficit financing by government should be discontinued with and reduction in fiscal deficit 
capable of keeping government spending at sustainable limits be upheld. 
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