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Abstract 

This study examined the effect of external debt on economic growth in Nigeria. It used time series data 

with the scope spanning from 1980-2014. The objective study was to examine the impact of external debt 

on economic growth in Nigeria, and to determine the long run and short run relationship between external 

debt and economic growth in Nigeria. The study adopted the co integration test to examine their causal 

relationship, and also employed error correction model and granger causality test to determine the 

direction of relationship between external debt and economic growth in Nigeria. The study revealed that 

there was a negative relationship between external debt and economic growth in the long run. It therefore 

recommend amongst other things that all revenue and external reserves should be well managed and be 

judiciously used for infrastructures and development projects  through proper planning to bring about 

economic growth thus, increasing the RGDP of the economy and impacting the lives of the citizenry. 
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1.0                                                                  INTRODUCTION 

 

The Nigeria’s external debt history can be traced to 1958 when 28 million US dollars was contracted from 

World Bank for rail way construction. Nigeria’s debt service burden dates back to 1978 after a fall in 

world oil prices. The first major borrowing of US$1 billion known as the “jumbo loan” was in 1978 from 

the international capital market (ICM) .However, due to the fall in oil prices in 1978 which brought about 

a negative influence on government finances, it became necessary to borrow to correct balance of 

payment difficulties and finance projects. The spate of borrowing increased thereafter with the entry of 

the state governments into external loan contractual obligations. In 1986, Nigeria had to adopt a world 

bank/ international monetary fund (IMF) sponsored structural adjustment program(SAP) , with a view to 

revamping the economy making the country better able to service her debt (Ayadi and Ayadi, 2008; 

Sulaiman and Azeez ,2012). Since the introduction of this program, Nigerians have been plunged into one 

hardship after another ranging from the devaluation of the naira through Second Tie Foreign Exchange 

Market (SFEM) now Foreign Exchange Market (FEM) to the rising prices of commodities , inflation etc. 

SAP as an economic restructuring program is capable of alleviating the country’s debt trap, a miracle 

Nigerians are waiting to see. According to Omotoye, Sharma, Ngassam and Eseonu, (2006)   Nigeria is 
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the largest debtor nation in Sub Sahara Africa. Nigeria witnessed an increase in external debt profile from 

US $9 Billion in 1980 to US $19 Billion in 1985 (CBN, 1991). Between 1985 and 2001, debt service 

payment pegged at US$32 Billion (DMO, 2005). 

According to  Okonjo –Iweala (2003), the accumulated effect of the debt at maturity began to yield some 

serious strains on the nation’s macroeconomic indices. For example, the naira was devalued, the nation’s 

reserve and revenue started depreciating while inflation and unemployment increased rapidly. These debt 

crises for Nigeria incidentally and fortunately coincided with the time the IMF and World Bank was 

granting debt relief to some highly indebted poor countries of the world. The Heavily Indebted Poor 

Countries (HIPC)’s and Multilateral Debt Relief Initiative (MDRI) were launched by the IMF and the 

World Bank in 1996 and 1999 respectively. The objective was to reduce the external debt of severely 

indebted poor countries to a sustainable level to enhance investment and economic growth. They did not 

however consider Nigeria as a poor country because of its oil deposit and high price of oil. The HIPC 

initiative introduced some guiding principles regarding the country’s eligibility for debt relief.              

Sustainable economic growth is a major concern for any sovereign nation most especially less developed 

countries (LDC) which are characterized by low capital formation due to low level of domestic savings 

and investment (Adepoju, Salau and Obayelu, 2007). Investment guarantees steady economic growth 

through employment generation, technological advancement, increase in aggregate demand and increase 

in human capital and so on. However, domestic resources sometimes fall short of necessary investment 

level needed to achieve the desired growth. 

 Due to the scarcity of resources and comparative advantage, countries depend on one other to foster 

economic growth and achieve sustainable economic development. The constant need for governments to 

borrow in order to finance budget deficit has led to the creation of external debt (Osinubi and Olaleru, 

2006). Soludo (2003) said that countries borrow for two broad reasons; macroeconomic reasons that are 

to finance higher level of consumption and investment or to finance transitory balance of payment deficit 

and avoid budget constraint so as to boost economic growth and reduce poverty. Basically for this 

reasons, many developing countries aiming for economic growth resort to external financing to bridge the 

gap between their savings and investment .He is also of the opinion that once an initial stock of debt 

grows to a certain threshold, servicing them becomes a burden, and countries find themselves on the 

wrong side of inability to service the debt which will lead to crowding out investment and growth.   

External debt can be said to be the portion of a country’s debt that has been borrowed from foreign 

lenders including commercial banks, governments or international financial institutions. (Arnone, 

Bandiera &Presbitero, 2005; Ajayi &Khan, 2000). External debt refers to unpaid portion of external 

financial sources required for developmental purposes and balance of payment support which could not 

be repaid when they fell due. External debts are incurred by government through borrowing in the 

international market, International monetary fund (IMF), World Bank, etc. external debt is done not only 

to finance deficits but also to put the economy on the pedals of growth cycle. Muhammad and Fayyaz 

(2015), opined that external debts affect the economy in both ways explaining that where efficient use of 

external debts can bring economic prosperity to a nation, their inefficient use can cause severe damages as 

well. In essence, what matters most is not the amount of the foreign loans but the ways the loans are used 

in developmental process in the economy. However, if these loans are used for current consumption, they 

will have less impact on future economic growth, but if invested rationally in productive sectors of the 

economy, they will contribute positively to real growth and enhance the productive capacity of the 

economy. 
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According to the debt management office (DMO)   Nigeria’s external debt stock profile stood at 9.4 

billion dollars on march 31, 2015.It shows a decrease of about 300 million dollars from 9.7 billion dollars 

that the country owed at December 31, 2014. A breakdown shows that the highest sum is owed to the 

World Bank Group with 5.6 billion dollars owed to International Development Association and 89.4 

million dollars owed to International Fund for Agricultural Development. It further states that Nigeria 

owes African Development Bank (ADF), a debt incurred through AfDB Group. Nigeria also owes Arab 

Bank Economic Development for Africa 4.4million dollars, while its debts to European development fund 

and Islamic development Bank are 75.1 million dollars and 19.6 million dollars respectively. Moreover, 

the country’s indebtedness through bilateral agreement to Exim Bank of China and French Development 

Agency are 1.2 billion dollars and 140.2 million dollars, and Nigeria’s external debt stock through 

governments issuance of Eurobond stood is 1.5 billion dollars. According to Suleiman and Azeez (2012), 

the resultant effect of large accumulation of debt exposes the nation to high debt burden and its servicing 

is a major threat to the growth of the country. 

The objective of the study is to empirically investigate the relationship between External debt and 

Economic growth in Nigeria. And also examine whether there exist a long run relationship between 

external debt and economic growth in Nigeria. The remaining part o the paper is divided into three parts: 

Literature review, Methodology and Conclusion and Recommendations. 

2.0             Literature Review and Theoretical framework 

The need for public borrowing arises from the important role of capital in the developmental process of 

any nation as capital accumulation improves productivity which in turn enhances economic growth. 

Soludo (2003) was of the opinion that countries borrow for two major reasons. Firstly, macroeconomic 

intent that is to bring about increased investment and human capital development while the second one is 

to reduce budget constraint by financing fiscal and balance of payment deficits. Furthermore (Obadan and 

Uga, 2007) said that countries especially the less developed countries borrow to raise capital formation 

and investment which have been previously shackled by low level of domestic savings. Ultimately, the 

reasons why countries borrow boils down to two reasons which are to bridge the “savings-investment” 

gap and the “foreign exchange gap”. The dual gap analysis justifies the need for external borrowing as an 

attempt in trying to bridge the gap the savings-investment gap in a nation. For development to take place 

it requires a level of investment which is a function of domestic savings and the level of domestic savings 

is not sufficient enough to ensure that development take place (Oloyede, 2002). Another key premise for 

borrowing from abroad is also to fill the foreign exchange (imports-exports) gap. For many developing 

countries like Nigeria, the constant balance of payment deficit have not allowed for capital inflow which 

will bring about growth and development. Given the fact that foreign exchange earnings needed to 

finance this investment is insufficient external borrowing may be the only means of gaining access to the 

resources needed to achieve rapid economic growth. 

 Origin of Nigeria’s External Debt Crisis 

The origin of the Nigeria’s external debt dates back to 1958 when a loan of $28 million was contracted 

from the world bank for the purpose of constructing railway and other developmental projects ( Ndekwe, 

2008). The worsening in the Nigeria debt situation can be attributed to the need to finance the widening 

deficit gap created by profligate spending. Between 1958 and 1977, the resort of foreign debt was 

minimal. This is because the debt contracted during the period was the concessional debt from bilateral 

and multilateral sources with longer payments periods and lower interest rates constituting about 78.5 per 

cent of the total debt stock (Adepoju et al, 2007; Omoruyi , 2010 ). The fall in oil prices in the late 1970s 

had a negative effect on government expenses; it therefore became important for government to borrow 

for balance of payment support and project financing. This increased the nation’s debt profile to US$2.2 
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Billion in 1980(Ajisafe, Nassar &Fatokun, 2006; Ndekwe, 2008). However, in 1991, it had increase to 

$33.4 billion, and rather than decrease, it was on the increase. Factors that led to this sharp increase 

include; decrease in the share of loans from bilateral and multilateral creditors, the entrance of state 

government into external loan obligation, the consequent increase in borrowing from private sources at 

stiffer rates and the inability to manage external debts due to corruption and mismanagement of oil 

revenue (Winberger & Rocks 2008; Abrego & Ross, 2011). Nigeria’s debt payment started on a smooth, 

tolerable level in 1958 until it became a major issue years later. Moreover, at the end of 2004, Nigeria’s 

debt stock rose to almost $36 billion out of which $31 billion was owed to the Paris Club of Creditors 

while the rest was owed to multilateral, commercial, and other non-Paris of creditors (CBN, 2008; DMD, 

2008; Hameed et al 2008). Also, one of Nigerians creditor, the Paris club, demanded $3 billion annually 

for debt service payment (AFRODAD, 2007).  At this point, the nation sought for debt relief to tackle the 

debt crises and the resultant economic crises when other options failed to yield the desired result.  

 The nature and Causes of External Debt 

Nigeria, during the earlier years of its existence as an independent nation was not classified as a debtor 

nation. There was no reason to borrow. Nigeria successfully prosecuted her 30 month civil war from 1967 

to January 1970 without taking a foreign loan. General Yakubu Gowon (1966-1975) Nigeria Military 

head of state, at that time, once said during the early 1970s that Nigeria didn’t have cash problems. The 

problem was how to use the money it had. The dependence of the economy on foreign countries for 

consumer goods as well as the finance require for the prosecution of development programmes, made the 

economy vulnerable to external shocks. “On the domestic front, some of the debt problems can be traced 

to excessive reliance on external debt and inappropriate fiscal, monetary and external debt politics. Some 

borrow funds have been used to finance prestigious projects or allegedly diverted to unintended uses” 

Sanusi (1988). 

The causes of Nigeria’s external debt burden can be grouped into six areas and these are: 

 Inefficient trade and exchange rate policies 

 Adverse exchange rate movements. 

 Adverse interest rate movements. 

 Poor lending and inefficient loan utilization. 

 Poor debt management practices. 

 Accumulation of arrears and penalties. 
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Reasons and causes of Nigeria’s external debt burden  

 

 

Source: Debt Management Office (2012) 

Limitations to Effective External Debts Management in Nigeria 

There are lots of problems that militate against effective debt management in Nigeria and some of them 

are stated below; 

1) Scarcity of Statistical Data: Scarcity of statistical data on both internal and external debt is a major 

problem in Nigeria’s debt management because Nigeria has been calculating its internal and 

external debt grossly, under its estimation of the actual debt. That is, Nigeria has been basing the 

calculation of its debt on assumption. 

2) Institutional Arrangements: Institutional arrangements for external debt management is a 

hindrance to its effective management in Nigeria, that is, the central Bank of Nigeria (CBN) is 

taking care of the private sector short term trade debt while the Federal Ministry of Finance 

creates the erroneous impression that external debt management is one integrated activity. 

3)  Ineffective Law and Regulation: Another problem to the institutional problem is the neglect or 

ineffectiveness of law and regulation. If the provision of the Public Bodies Act of 1965 were put 

into effective use, it could have forged a cohesive link in the statistical data on external borrowing 

of federal, state governments and the parastatals a situation where information on foreign 

borrowing is picked by bits is detrimental to her national economy. 
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4) Low Yield on Debts Instruments: The low rate of interest that was administered on debts 

instruments for a long time prior to the introduction of Structural Adjustment Programme (SAP) 

in 1986 made the instruments very unattractive. 

 Implications of Nigeria’s External Debt 

Nigeria’s high debt burden began to tell gravely on the economy and the welfare of the people. The 

servicing of the external debt has severely entrenched on resources available for socio-economic 

development and poverty alleviation. However, from 1986, Nigeria resolved to limit debt service to 

no more than 30 percent of oil receipts; this has not brought much relief. Between 1985 and 2001, 

Nigeria spent over US$ 32 billion on servicing external debt. Before the rescheduling arrangement 

with the Paris Club, creditors annual debt service payment due were in the range of US$ 3.0 billion to 

US$ 3.5 billion. Due to Nigeria’s problem with servicing of her debts, Export credit Guarantee 

Agencies (ECGAS) suspended insurance cover for exports for goods and services as well as 

investment capital to the country. Consequently, the much needed inflow of foreign resources for 

investment stimulation, growth and employment has been hampered. Without credit cover, Nigerian 

importers are required to provide 100% cash covers for all orders and this therefore place them to a 

competitive disadvantage compared to their counterpart elsewhere. The situation aggravates the pains 

of external burden as it blocks off the relief that would have been received through speedy economic 

recovery, growth and development. 

Ejigayehu (2013) also analyzed the effect of external debt on the economic growth of eight heavily 

indebted African Countries (Benin, Ethiopia, Mali, Madagascar, Mozambique, Senegal, Tanzania and 

Uganda) through the debt overhang and debt crowding out effect with ratio of external debt to gross 

national income as a proxy for debt overhang and debt service export ratio as a proxy for debt crowding 

out. Panel data covering the period of 1991-2010 was used. The empirical investigation was carried out 

on a cross-sectional regression model with tests for stationarity using Augmented Dickey Fuller test, 

heteroskedasticity and ordinary regression. The concluding result from estimation reveals that external 

debt impacts economic growth through crowding out rather than debt overhang. 

Suliman et al (2012) carried out a study on the effect of external debt on the economic growth of Nigeria. 

Annual time series data covering the period from 1970-2010 was used .The empirical analysis as carried 

out using econometric techniques of Ordinary least squares (OLS), Augmented Dickey-Fuller unit root 

test, Johansen Co-integration test and error correction method. The co-integration test shows long-run 

relationship amongst the variables and findings from the error correction model revealed that external 

debt has contributed positively to the growth of the Nigeria economy. Also, the study recommends that 

the Nigerian should ensure political and economic stability for effective debt management. 

Audu (2004) examined the impact of external debt on the economic growth and public investment in 

Nigeria. The study carried out its analysis using time series data covering the period from 1970-2002. The 

Johansen Co-integration test and Vector Error correction method econometric techniques of estimation 

were employed in the study. The study concluded that Nigeria’s debt service burden has a major negative 

effect on the growth process and also affected public investment adversely. 

Ogumuyiwa (2011) examined whether external debt promotes economic growth in Nigeria using time-

series data from 1970-2007. The regression equation was estimated using econometric techniques such as 

Augmented Dickey-Fuller test, Granger causality test, Johansen co-integrated test and Vector Error 

Correction Method (VECM). These results revealed that causality does not exist between external debt 

and economic growth in Nigeria. 

Ekperiware and Oladeji (2012) study on external debt relief and economic growth examined the structural 

break relationship between external debt and economic growth in Nigeria. The study employed the 

quarterly time series data of external debt, external debt service and real GDP from 1980-2009.  Using the 
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chow test technique of estimation to determine the structural break effect of external debt on economic 

growth in Nigeria,  as a result of the 2005 Paris club debt relief. The result of the findings revealed that 

the 2005 external debt relief caused a structural break effect in the relationship between external debt and 

economic growth. 

Solow Growth Model 

The Solow-growth model was published in 1956 as a seminar paper on economic growth and 

development under the title, “A contribution to the theory of economic growth”.  It was an extension to 

the 1946 Harrod –Domar model. In 1987, Solow was awarded the Noble Prize in Economics for his 

valuable contribution for the understanding of economic growth. The Solow growth model tried to give 

answer for one of the great mysteries of growth in economics i.e. why rich countries are so rich and why 

the poor countries are so poor. Like most economic growth theories, Solow growth model is built upon 

some assumptions: 

 Countries will produce and consume only a single homogenous good 

 Technology is exogenous in the short run. 

The Solow growth model is developed based on Cobb-Douglas production function given by the form: 

Y= F (K, L)  

Where  

Y= Output 

K= Capital 

L= Labour input 

 And 1-α  are output elasticity’s of capital and labor respectively and α is a number between 0 and 1. 

The mathematical manipulation of the above equation will give y= . If the above production function is 

expressed with the corresponding output per worker, y=Y/L and capital per worker, k=K/L. then we will 

have this equation y=  . According to this equation, a country that uses more capital per worker will 

produce more output per worker, subjected to the law of diminishing returns to capital per worker. (Jones, 

2002).  

The other important equation from the Solow growth model is the capital accumulation in the form of: 

= sY – dK 

Where: 

 = change in capital stock 

sY = gross investment 

dK= depreciation during the production process 

With mathematical manipulation Solow derives the capital accumulation equation in terms of per worker 

i.e.  = ЅУ- (n+d) k. This implies that the change in capital per worker is a function of investment per 

worker, depreciation per worker and population growth. Of these three variables only investment per 

worker is positively related with change in capital per worker. 

 The Dual Gap Theory 

This provides a framework that shows that development of any nation is a function of investment and that 

such investment requires domestic savings which is not sufficient to ensure that development take place ( 

Oloyede (2005). The argument of the theory is that investment and development are restricted by level of 

either domestic saving or import purchase capacity. The dual-gap theory is coined from a national income 

accounting identity which implies that excess investment expenditure     (investment –savings gap) is 

equivalent to the surplus of imports over exports (foreign exchange gap). Omoniyi (2005) stated that most 

economies have experienced a shortfall in trying to bridge the gap between the levels of savings and 
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investment and have resorted to external borrowing in order to fill this gap. This gap provides the motive 

behind external debt as pointed out by (Chenery, 1996) which is to fulfil the lack of savings and 

investment in a nation as increases in savings and investment would lead to rise in economic growth 

(Hunt, 2007). 

 Debt Overhang Theory 

Debt overhang theory defines a scenario where a firms’ debt is so large that any earnings generated by 

new investment projects are entirely appropriated by existing debt holders, and hence even projects with a 

positive net present value cannot reduce the firm’s stock of debt or increase the value of the firm. 

Krugman (1988) defines debt overhang as a situation in which investments are reduced or postponed 

since the private sector anticipates that the returns from their investment will serve to pay back creditors. 

It moreover explains a debt burden that is so large that an entity cannot take an additional debt to finance 

future projects, even those that are profitable enough to enable it to reduce its indebtedness over time. It 

serves to dissuade current investment, since all earnings from new projects would only go to existing debt 

holders, leaving little incentive for the entity to attempt to dig itself out of the hole. According to the debt 

overhang theory, when countries have higher external debt to GDP ratio, they may find relatively less 

funds available to provide an environment conducive for business and promote investment, which further 

deteriorate the current level of economic growth. 

 Crowding in or Out Hypothesis of External Debt 

Mostly, Government mobilizes debt resources to undertake huge capital investment projects. To the 

extent that debt is being used to finance these projects, the net effect of this budget deficit will depend on 

whether it’s crowding in or crowding out private investment. 

 Crowding in Hypothesis 

This is an economic principle in which private investment increases as debt-financed government 

boosting the demand for goods, which in turn increases private demand for new output sources. Crowding 

in effect can be viewed as an attempt by Government to increase private sector investment through 

undertaking of capital projects such as roads infrastructure, hydro-power, education or health care 

facilities which ultimately reduce the marginal cost of producing one unit of output for the private sector 

(Piana, 2001). This means in essence that large government expenditures are directed towards production 

of capital goods can potentially increase the stock of public capital investment and thus crowd in private 

sector participation. Undertaking such projects would require Government to issue debt instrument 

(domestic or foreign) or raise taxes. 

Crowding Out Hypothesis 

This occurs when government expands its borrowing to finance increased expenditure, or cuts taxes (i.e. 

is engaged in deficit spending), crowding out private sector investment by way of higher interest rate. If 

increased borrowing leads to higher interest rates by creating a greater demand for money and loanable 

funds and thus a higher “price”, the private sector, which is sensitive to interest rates, will likely reduce 

investment due to a lower rate of return. This is the investment that is crowded out. However, this 

crowding-out effect is moderated by the fact that government spending expands the market for private-

sector products through the multiplier and thus stimulates or “crowds in” fixed investment. Crowding out 

is precarious when an economy is already at potential output or full employment. Then the government’s 

expansionary fiscal policy encourages increased prices, which lead to an increased demand for money. 

This in turn, leads to higher interest rates and crowds out interest-sensitive spending. 

3.0   METHODOLOGY 

Model Specification 

The major method of analysis employed is the regression analysis. Time series data covering a period of 

34 years was be estimated using co-integration technique of analysis. This technique was chosen as it 
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depicts long-term economic growth. Unit root test, Ordinary Least Square model, Error correction model, 

Granger-Causality test was used in carrying out the test. 

The model below is specified to capture the effect of external debt on economic growth in Nigeria; 

RGDP  ƒ (EXD, INT, EXR, GE, µ)….. (1) 

Where; 

RGDP  Real Gross Domestic Product 

EXD  External Debt 

INT  Interest Rate 

EXR Exchange Rate 

GE  Government Expenditure 

µ  Error Term 

RGDP EXD INT EXR GE µ 

 

A priori Expectation 

In the model above, it is expected that external debt, government total expenditure will have positive 

impact on economic growth while, interest rate, and exchange rate will have a negative impact on 

economic growth. Therefore the coefficients; 

 , ,  

And , ,   

                                           Unit Root/Stationary Test. 

Further to our earlier discussion, it is customary to first establish whether the variables are stationary or 

not. If they are, the best method to use is the OLS. However, using OLS when the series are not stationary 

will yield a Spurious Regression Result. This was first done in this work through a plot of the series. This 

is presented in figure 1 below 
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  Figure 1: Plot of the Series at Level 

Source: Authors computation 2016 

From the plot of the series, it can be seen that they are all trending. This is expected of time series 

variables. This means that their covariance is not constant. Hence, they are not stationary. However, the 

plot of interest rate appears to be stationary. This cannot however be confirmed. The plot of the series at 

their first difference is presented below 
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       Figure 2: Plot of the Series at First Difference 

     Source: Authors computation 2016 

The visual plot of the series at first difference shows that the series appear to be stationary. However, it 

appears that DLRGDP and DLGEP show some downward and upward trending. It also shows that the 

interest rate can truly exhibits stationarity at first difference. To further ascertain the stationarity status of 

the series, the ADF unit root is further performed. 
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Table 1    ADF Unit Root Test 

Variables At level At First Difference Remarks 

Intercept Intercept and Trend Intercept Intercept and Trend  

 T-Stat Prob. T-Stat Prob. T-Stat Prob. T-Stat Prob. I(1) 

LRGDP -

 2.80602

5  1.0000 

-

1.638591  0.7546 

-

3.813579 

 0.0069

* -4.452431  0.0067* 

I(1) 

LDEBT -

2.02291

1 0.2760 

-

1.593994 0.7722 

-

4.366087 

 0.0017

* -3.480716 

 0.0654*

** 

I(1) 

LGEP -

1.01951

2 0.7342 

-

1.151601 0.9036 

-

3.124810 

 0.0350

** -2.915028  0.0050* 

I(1) 

INT -

2.30587

9  0.1763 

-

2.040195  0.5580 

-

4.867925 

 0.0005

* -5.174431  0.0012* 

I(1) 

* indicates significance at 1%, ** indicates significance at 5%*** indicates significance at 10% 

Source: Authors computation 2016 

The ADF was tested under the assumption of intercept, and trend. The result shows that not stationary at 

level at any level of significance. However, they were stationary at their first difference. Specifically, 

LRGDP was stationary 1% level of significance under the two assumptions. LDEBT was stationary at 1% 

under the assumption of intercept, but stationary at 10% under the assumption of intercept and trend. 

LGEP was stationary at 5% under the assumption of intercept, and at 1% under the assumption of 

intercept and trend. INT was stationary at 1% level of significance under the two assumptions.  The 

implication of this is that OLS is not appropriate in estimating the regression because it will produce a 

spurious result. Hence we use co-integration to test if a combination of the series could be stationary.  

This result is presented in table 2 below. 

Co-integration test 

The co-integration technique used in this study is the Johansen Co-integration test. The first step is to 

choose the right lag length. This is presented in table 2 below 

 Lag Length Selection 

VAR Lag Order Selection Criteria     

Endogenous variables: LRGDP LGEP LDEBT 

INT     

Exogenous variables: C      

Date: 05/10/16   Time: 03:41     

Sample: 1981 2013      

Included observations: 31     

       
        Lag Log L LR FPE AIC SC HQ 

       
       0 -180.4543 NA   1.731281  11.90028  12.08531  11.96060 

1 -39.58682   236.2939*   0.000555*   3.844311*   4.769464*   4.145888* 

2 -29.98079  13.63436  0.000889  4.256825  5.922101  4.799663 

       
        * indicates lag order selected by the criterion    
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 LR: sequential modified LR test statistic (each test at 5% 

level)   

 FPE: Final prediction error     

 AIC: Akaike information criterion     

 SC: Schwarz information criterion     

 HQ: Hannan-Quinn information criterion    

       

Both the Akaike information criterion and Schwarz information criterion indicate an optimal lag length of 

one. This was used to specify the co-integrating equation. The result is presented in table 3 below. 

Table 3 Johansen Co-integration test 

Hypothesized 

No. of CE(s) 

 Trace 

Statistics 

Max 

Engen 

Statistics  

Critical Values (5%) Critical Values (5%) 
 

Trace P-value Max-

Eigen 

P-Value 

r = 0*  66.77003  0.673917  63.87610  0.0280*  32.11832  0.0325* 

r ≤ 1  33.15190  0.470180  42.91525  0.3289  25.82321  0.3015 

r ≤ 2  14.09534  0.254698  25.87211  0.6497  19.38704  0.7429 

r ≤ 3  5.276379  0.161281  12.51798  0.5572  12.51798  0.5572 

Note: * denotes significant at 5% significance levels 

Source: Authors computation 2016 

The result of the co-integration test shows both the Trace test and Max-Eigen test reveals at least one co-

integrating equation each. Based on the Trace test and Max-Eigen test, we conclude that there is long run 

relationship among the variables.  We therefore estimate the Error Correction Model for the short run 

dynamics of the model.  

 Error Correction Analysis 

 Having established co-integration among the variables, it is important to obtain the short run 

dynamics of the variables. 

 The table 4 Reports the Error Correction estimates of the Model  

Variable Coefficient Std. Error t-Statistic Prob.   

D(LRGDP) -0.357904 0.154756 2.312697 0.0293 

D(INT) -0.003915 0.002032 1.926260 0.0655 

D(LGEP) -0.024324 0.016807 -1.447265 0.1602 

D(DEBT) -0.036443 0.014211 -2.564448 0.0167 

ECM(-1) -0.355267 0.127629 -2.783587 0.0101 

C 0.037804 0.009934 3.805308 0.0008 

  

R-squared 

Adjusted R-square 

0.392401 

0.270881 

      Durbin-Watson stat 1.951578 

  

F-statistic 

3.229106 

(0.021960) 

  Source: Authors computation 2016 

Discussions of Results 

The result shows that there is a negative relationship between and economic growth. A 1% incraese in 

interest rate will lead to 0.4% decrease in economic growth. This shows that the relationship between 
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economic growth and interest rate is inelastic. In order word, the response of economic growth to 

percentage change in interest rate is minimal.  Also, there is a negative relationship between economic 

growth and government expenditure.  A 1% increase in government expenditure will lead to 0.024% 

decrease in economic growth. Also, external debt has a negative effect on economic growth. A 1% 

increase in external debt stock will lead to 0.04% decrease in economic growth. Only interest rate and 

external debt are statistically significant in explaining variation in economic growth. Interest rate is 

significant at 10%, while external debt at 5% level of significance. Also, the Durbin-Watson statistics 

show that there is no first order serial correlation. The R-squared is 39% which is low. However, the F- 

statistics shows overall level of significance at 5%.  

  The error correction coefficient of the model (-0.355267) and p-value of 0.0101 was 

appropriately signed and statistically significant. It shows that about 35% disequilibria were corrected for 

periodically. This reveals high speed of convergence to its long run equilibrium path. 

Diagnostic Checks 

The reliability of the result of the ECM is further confirmed through diagnostics checks. They include 

ARCH heteroscedasticity test, Jarque-Bera’s normality test, and the serial correlation test which was 

tested using the Breusch-Godfrey Serial Correlation LM Test. The result is presented below in table 5 and 

figure 3 below 

Table 5: Diagnostics Checks 

Breusch-Godfrey Serial Correlation LM Test 1.648492 

(0.4386) 

Jarque-Bera Normality Test 0.331515 

(0.847253) 

HeteroskedasticityTest:  Breusch-Pagan-Godfrey 0.325716 (0.5682) 

    Source: Authors computation 2016 

The diagnostics statistics of the model showed that the residual is free from the problem of 

heteroskedasticity given the value of the chi-square 0.325716 and p-value of 0.5682. In the same manner, 

Breusch-Godfrey Serial Correlation LM Test for autocorrelation indicates an absence of serial correlation 

with chi-square statistics of 1.648492 and p-value of 0.4386 at 5 percent level of significance. 
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Figure 3 Diagnostics for Jaque-Bera  

Source: Authors computation 2016 

With p-value of 0.84725, in the figure 3 above in our diagnostics for Jaque-bera statistics also shows a 

normal distribution.  

4.0 CONCLUSION AND RECOMMENDATIONS 

This study examined the effect of external debt on economic growth in Nigeria from 1981 to 2013. 

The result shows that all the series were stationary after their first difference. Co-integration result shows 

a long run relationship among the variables. The result further shows that there is a negative relationship 

between external debt and economic growth. Also, there was a negative relationship between external 

debt and interest rate in Nigeria. Also, there is a negative relationship between economic growth and 

government expenditure. However, only interest rate and external debt are statistically significant in 

explaining variation in economic growth.  The implication of the findings of this study is that external 

debt has affected the economic growth of the country negatively. The transmission mechanism of this is 

that external debt crowded domestic investment. This will in turn reduce investment. The further 

implication of this will be an increase in unemployment. This is especially worse if the debts are not used 

for capital projects which could bring future investment. Another implication of this result is that external 

debt will reduce the purchasing power of the people through future increase in tax to repay the loan. This 

will affect the aggregate demand, and further increase unemployment. Given the heavy burden of external 

debt, depreciating exchange rate and declining trend in world oil prices, Nigeria faces a difficult balance 

of payment prospect and growth. This study therefore makes the following recommendations: 

1. There is the need for policy that will ensure debt renegotiation with the foreign creditors in line 

with the present economic situation. 

2. Foreign borrowing by public organization should be adequately monitored by debt management 

office (DMO) and all external loans contracted should be reported to the agency so that an up to 

date record of the volume of debt can be kept. 

3. Government should incorporate debt management that will constitute an integral part of our 

overall development strategy especially in the light of the country’s adverse balance of payments 

problems.  

4.  It is advisable for government to create other optional revenue generation strategies like natural 

and cultural endowments so that they can develop the economy by diversifying the revenue base 

by strengthened non oil exports to shore up the external reserve. 
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