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Abstract

This paper examines the impact of external debt on the growth of the Nigerian 
economy between 1990 and 2018 with a view to drawing key implications for the 
management of the economy. Having ascertained that the variables of the study 
are non-stationary in levels but stationary after first differencing and also being 
cointegrated, error correction model (ECM) technique was used for the analysis. 
The pairwise Granger causality test results show that while a one-way causal re-
lationship exists between fiscal balance and external debt with the causality run-
ning from fiscal balance to external debt, no causal relationship exists between 
external debt and real output. From the short run ECM and long run models, it 
was found that a statistically insignificant positive relationship exists between 
external debt and real output both in the short run and the long run. The statis-
tical properties of the estimated ECM model show that the model is consistent, 
efficient and feasible for forecast and policy making. The recommendations that 
emanated from the study suggest that the Nigerian government should improve 
on fiscal policy governance, entrenching transparency and professionalism in 
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the management of the country’s debt and that the larger public finance for debt 
should be made to be viable instrument for economic growth. 

Keywords: Nigeria, External Debt, Economic Growth, Exchange Rate, ECM

JEL: F34, H6, H63

1. INTRODUCTION

is debt a curse? or, could debt be an impediment to economic growth? these 
questions and the likes often form the narratives of the african economies and 
development. But if debt is an undoing of the economies of developing countries, 
it is then worthy to start the narratives of this study with the question: are devel-
oping countries averse to foreign financing? or, are these economies better off 
when ‘free’ foreign financing as aids are made available? the Nigerian case is put 
forward to help investigate how external debt impact the economy. 

economic growth is defined as a sustained and quantitative increase in per capita 
income, consumption, capital and volume of trade in a specific country over a 
period of time, whereby growth is linked with the expansion in output only, while 
economic development captures increase in output and changes in the economic 
structure (Jhingan, 2000). 

economic growth is first of all a function of input of which capital is principal. 
in view of this, external debt as a source of capital can be related to economic 
growth. But while external debt affects growth either positively or negatively, 
its utilisation will significantly determine its impact on the economy. economic 
growth is catalysed by investment, which is further reinforced by external fund-
ing to complement public investment by government. external financing in forms 
of external debt and foreign aids have constituted significant portion of govern-
ment financing for most sub-Saharan african countries irrespective of whether 
they are resource dependent or not. 

the effect of external public debt is a concern for researchers and policy makers. 
Given Nigeria’s unending romance with public debt, it is imperative to understand 
how external debt may impact economic growth of the country. that is, what 
empirical evidence occurs therein, on the relationship between external debt and 
economic growth? in the overall, it is important for a total macroeconomic policy 
to be put in place to manage the debt, and this needs to be coordinated meticu-
lously along with fiscal, monetary and other macroeconomic policies (Saifuddin, 
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2016). Deficit budget with respect to public expenditure and global interest rate 
are outlined as determinants of foreign loans accumulation (edo, 2002). 

Divergent views exist among researchers and public economic commentators 
on whether financing government expenses through debt is good or bad for the 
country’s economy. While debt is a good way to increase growth through capital 
accumulation and productivity growth, it is not absolutely beneficial (Chowd-
hury, 2001). according to Perlo-Freeman and Webber (2009), while some macro-
economic theories posit that public expenditure has a positive impact on growth 
through its productive impact on education and health with resulting long-term 
economic returns, it may lead to leakages from mismanagement. and where 
public expenditure is debt-financed, it amounts to greater loss for the economy. 
looking beyond the negatives, Chowdhury (2004) demonstrated that a relation-
ship indeed exists between foreign debt and economic growth for most countries, 
with some authors advancing the growth-with-debt theory which supports the 
thesis that there is a relationship between external debt and economic growth 
(Greene and Khan, 1990).

the debate on the impact of external debt on economic growth is exemplified in 
the cases of developing countries, with deductions that it could be positive, neg-
ative, or no significant relationship for diverse economic situations and a num-
ber of dissimilar countries. in Nigeria for example, the ratio of external debt to 
gross national income (GNi) ranges from 14.63% to 4.21% between the periods 
1980 to 2012, with debt service ratio reducing from 1.88% in 1980 to 0.12% in 
2012 (Central Bank of Nigeria [CBN]). For most developing countries, the option 
to address their capital inadequacy is to employ foreign savings to enhance the 
stock of capital over savings, especially for planned development projects and 
programmes. 

the rising debt profile of Nigeria, both domestic and foreign, is a major cause 
of concern to both researchers and economic policy analysts. But the quest for 
growth and development in developing countries has overshadowed these con-
cerns. Nigeria in particular has low capital formation due to the low levels of sav-
ings and investments and has resorted to both domestic and external borrowings 
in order to augment the available capital to meet up with development demands 
(adepoju, et al., 2007). after the global financial meltdown of the 2007/8, Ni-
geria’s debt burden went up, surpassing 100% of the country’s gross domestic 
product (GDP). the debt profile has been worsened by the deteriorating economy 
of the country and the subsisting economic recession.

Nigeria’s historical debt spanning over three decades provides the basis to ana-
lyse how the debt burden has impacted the country’s economy. the consequence 
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of the debt problem was brought to the fore between 2000 and 2007 when the 
government sought debt pardon from the Paris and london Club of Creditors in 
order to ameliorate the negative impact it had on the country’s economy (CBN, 
2014).1 Nigeria’s external debt stock stood at uS $15.35 as at mid-year 2017, but 
had risen to uS $21.59 billion in the fourth quarter of 2018, and then uS $25.61 
billion in the first quarter of 2019 from, with the debt averaging uS $9.63 billion 
from 2008 to 2019, reaching an all-time high of uS $29.59 billion in the third 
quarter of 2018, from a record low of uS $3.63 billion in the first quarter of 2009 
(rafindadi and Musa, 2019).

a large body of works has explored the relationship between national debt and 
economic growth in Nigeria, with much of the research focusing on external 
and debt-economic growth relationship (adedoyin, et al., 2016; abdullahi et al., 
2015; adegbite et al., 2008; adepoju et al., 2007; audu, 2004; ajab and audu, 
2006; ezeabasili et al., 2011; udoffia and akpanah, 2016). the outcome has al-
ways been that foreign debt has added so much value to the economy with direct 
effects on foreign exchange reserves and the strength of the currency, with the 
ultimate impact on growth.

indeed, Nigeria has a long significant history of foreign indebtedness which pre-
dates the pre-independence era, though the debt burden was somewhat insignifi-
cant as at the 1970s which consisted of mostly long-term credits from multilateral 
and official loan sources like the World Bank, the international Monetary Fund 
(iMF) and Nigeria’s major trading partners, with softer terms but less significant 
on the country’s economy, as the vast revenue receipts from oil especially during 
the oil boom of the 1970s were adequate to absorb the adverse effect of the debt 
burden on the Nigerian economy (Debt Management office [DMo], 2012; udo-
ka, and ogege, 2012). the Nigerian Debt Management office in its 2014 annual 
report noted that bilateral loans consisted of credits issued by China and France 
on semi concessionary terms, and these were in the range of uS $1.03 billion and 
uS $1.4 billion by the respective year-end 2013 and 2014, with the multilateral 
loans in the figure of uS $6.8 billion, which was around 70% of the total external 
debt portfolio of the country in 2014 (DMo, 2015).

1 the debt burden of Nigeria was as much as uS $18 billion in 2005 aside accrued interest, with the 
country ranking as the largest debtor nation in sub-Saharan africa (SSa). But then, the external 
debt situation has relapsed after the Paris Club debt write˗off deal in 2005 which was completed 
in april 2006, with the external outstanding debt put at uS $4 billion (as at when uS $12 billion 
was paid off, while uS $18 billion was written off) in 2006 and over uS $1 billion in 2012 re-
spectively (Dijkstra, et al., 2011). the outstanding external debt level for Nigeria was uS $9.7 
million at the end of December 2014, compared to uS $8.8 billion at the end of 2013 (see CBN, 
2014).
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Given the scarcity of capital faced by developing countries and its implications, 
it is important to note that the debt problem of these countries started with the 
quest for investment which never came as expected, and the appetite for social 
and infrastructural development to create a competitive economy. Hence, the re-
sort to external borrowing in order to augment domestic savings and investment 
(Safdari and Mehrizi, 2011). and of course, it has been established that nations 
borrow for two broad reasons: macroeconomic, in order to finance higher level of 
consumption and investment, and to finance transitory balance of payment deficit 
and circumvent budget constraint in order to boost economic growth and reduce 
poverty (Soludo, 2003). 

the role of external debt in an economy like Nigeria with low domestic invest-
ment cannot be overemphasized as among other things, it enhances total factor 
productivity through an increased output which as a result, boosts the growth of 
the country’s gross domestic product (GDP), with far-reaching impact in improv-
ing the living standards thereby alleviating poverty. external borrowing is antic-
ipated to enhance economic growth particularly due to inadequacy of domestic 
financing. So, foreign debt as a primary source of public receipts and financing, 
addresses fiscal deficits; was created to meet the continual needs of governments 
to borrow so as to finance budget deficits (adepoju et al., 2007). it is a platform 
employed by countries to bridge their fiscal deficits and execute economic pro-
jects that can enhance the living standard of the people, as well as promote sus-
tainable growth and development. 

economic growth is negatively affected by high debt level in developing coun-
tries with countries like Nigeria heaping up a large sum in external debt, and 
the accumulation of debt service repayments which could have resulted from 
missed loan repayments or defaults, often resulting in problems for the devel-
oping countries as penalties rise along with running interest rates on the unpaid 
loans, thereby slowing down growth as available funds for the country are used 
for non-productive purpose (Mutasa, 2003; Gohar et al., 2012). the Nigerian 
situation is such that it has accumulated debt repayments which it is unable to ser-
vice adequately thus resulting in debt overhang that continues to militate against 
its growth and development (audu, 2004).

this study examines the impact of external debt on the growth of the Nigerian 
economy between 1990 and 2018 with a view to drawing key implications for 
the economy. the administration of the country’s fiscal structure as it concerns 
budget and debt was also examined. Following the introduction is the literation 
review that contains both theoretical and empirical review. Section three presents 
the methodology and data for the study while section four presents the analysis 
and discussion of results from the estimation of the model for the study. the last 
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section concludes the paper and proffers some recommendations to ensure opti-
mal external debt procurement and debt servicing sustainability.

2. LITERATURE REVIEW 

2.1. Theoretical Literature

2.1.1. The Solow growth model

Solow’s neoclassical model of economic growth relies on the expansion in sav-
ings and investments, which means that developing countries must formulate pol-
icies that enhance savings which will then increase investment, and hence growth 
(Solow, 1956). in line of this, for a country to finance its activities, it utilizes 
either internal sources such as fees and taxes, or resort to borrowing in order to 
augment internally sourced funds to finance the budget deficit. the neoclassi-
cal growth theory establishes that debt has a positive direct impact on economic 
growth, with the justification that if the borrowed funds are optimally put to good 
use, there is a great probability of increased investment, while the indirect effect 
of debt is its effect on investment, through channelling of new capital into the 
economy. the transmission mechanism through which debt affects growth is its 
reduction on the resources available for investment due to debt servicing. 

2.1.2. Dual gap theory

adegbite et al. (2008)’s discussion of the dual gap theory help explains the reason 
why most governments prefer external financing to domestic borrowing which is 
because developing economies do not possess the level of domestic savings that 
are sufficient to finance the needed investment for economic development. these 
countries hence resort to external borrowing if it is expected that the returns on 
the borrowed funds will be higher than the actual borrowing cost. it is understood 
that external debt does not immediately lead to a debt burden once it is optimally 
utilised. and according to adegbite et al. (2008), at optimal level, the marginal 
return on investment is higher than or equal to the borrowing cost, and in this 
instance, debt will positively impact growth.
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2.1.3. Debt overhang hypothesis

the debt overhang theory shows the possibility of a country’s debt being greater 
than its ability to repay in the future, consequently, expected debt repayment 
costs will discourage further domestic and foreign investment because the ex-
pected rate of return from the productive investment projects will be very low 
to support the economy as the significant portion of any subsequent economic 
progress will accrue to the creditor country which will eventually further reduce 
both domestic and foreign investments and hence downsizes economic growth 
(Krugman, 1988; Sachs, 1989). Claessens and Diwan (1990)’s further explana-
tion of the debt overhang theory sees it as a situation in which the illiquidity effect 
and the disincentive effect are strong enough to discourage growth in the absence 
of concessions by creditors.

according to debt overhang hypothesis, a specific level of external debt has a 
direct positive impact on economic growth until a certain point whereby a mar-
ginal debt (added) will negatively affect growth. in effect, debt servicing, that 
is, repayments of principal and accrued interests may be a real deal for an in-
debted country, in that it takes large benefits from the domestic economy, which 
are transferred to the foreign economy (creditor), making the country to forego 
certain multiplier-accelerator effects, and in the process increasing the domestic 
economy’s dependence on external debt and reducing its ability to grow (Metwal-
ly and tamaschke, 1994).

the literature on debt overhang hypothesis and its effects on growth has shown 
that debt relief may be able to stimulate investment and enhance economic 
growth. Knowing that debt overhang exists in a situation where a country exceeds 
its repayment ability, Krugman (1988) and Sachs (1989) submit that expected 
debt repayment is an increasing function of country’s output level. Hence in debt 
overhang, the higher percentage of benefits of an increased output engineered by 
debt financing goes to the creditor while all the costs incurred go to the debtor 
country. in the overall, debt overhang of high debt reduces both public and pri-
vate investments, while it’s also a disincentive to reforms (Corden, 1998; Johans-
son, 2010).

2.1.4. Crowding-out effect

the crowding out effect as an economic theory argues that as public sector spend-
ing rises, private sector spending is driven down or eliminated. it is an occurrence 
that takes place when increased government intervention in a sector of an econ-
omy significantly affect the other parts of the economy, either on the demand 
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or supply side of the market, with expansionary fiscal policy that reduces in-
vestment spending of the private sector, such that government spending ‘crowds 
out’ investment because it is demanding more loanable funds and thus causing 
increased interest rates with consequent reduction in investment spending. it can 
also be explained as a situation where personal consumption of goods and servic-
es as well as investments by businesses are reduced because of increased govern-
ment spending and deficit financing lapping up available financial resources and 
raising interest rates.

With crowding out, a government embraces an expansionary fiscal policy meas-
ure whereby it increases its spending to boost the economic activity by increas-
ing its borrowing leading to a considerable rise in the real interest rate, with the 
attendant effect of absorbing the economy’s lending capacity and discouraging 
businesses from making capital investments, as such reduces private investment 
whereby it dampens the initial increase of total investment spending. and due to 
the fact that firms often partly fund such projects, or wholly through debt financ-
ing, they are not encouraged to do so because the opportunity cost of borrowing 
money rises following increased rates, making conventionally profitable projects 
funded through loans cost-prohibitive. the reduced investment ultimately crowds 
out the impact of the initial rise in the total investment spending, which was fund-
ed using higher taxes or borrowing on the part of the government.

in summary, the following general reflections were shared by Chowdhury (2001), 
Perlo-Freeman and Webber (2009), Chowdhury (2004) and Greene and Khan 
(1990) which constitute part of key take-aways from this theory and of course, its 
implications for the country’s debt: 

 ♦ the crowding-out effect is driven by three-way public sector foci: econom-
ics, social welfare, and infrastructure, which are the main thrusts of gov-
ernment fiscal spending;

 ♦ while it submits that increased public sector spending pushes down pri-
vate sector spending, this can affect liquidity and investment drive in the 
country particularly because government is competing for funds against 
the private sector, which might not be market determined; and

 ♦ in contrast to crowding-out, crowding in, is when public sector borrowing 
actually increases demand by creating employment, hence stimulating pri-
vate spending.

aluko and arowolo (2010) noted that in developing countries and particularly 
sub-Saharan africa (SSa), external debt seems to impact differently, and this 
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might be traceable to mismanagement. We must understand that debt lag is tech-
nically a big economic factor as previous debt situation also impacts the economy 
as much as current debt. 

2.2. Some Previous Thoughts

economic growth in the pre-1970s was generally high for most developing coun-
tries, and are led by primary industries particularly agriculture, with adequate lo-
cal investments in economic and social infrastructures like roads and transports, 
power, institutional structures, stadiums, and so on. the Nigerian example saw 
investments in the north of the country led by its pyramidal groundnut business, 
the south-east was heavily involved in the oil palm business and the south-west 
was developed from the hugely successful cocoa farm business leading to the 
building of structures like university and other schools (including the provision 
of free education), roads and railway transports, stadium, television, stadium, as 
well as other social investments. 

the 1970s saw great rises in oil price following the Middle-east war and induced 
market action of the organisation of Petroleum exporting Countries (oPeC) 
which was matched with a reactional market activity from the western markets 
leaving the developing countries with deficit balance of payment issues created 
by the shock in the increase in oil price and imported products’ prices especially 
for the import dependent and non-resource based economies.

Broadly speaking, this paper fits into the available research studies on the rela-
tionship between foreign or external debt and economic growth. a lot of inter-
ests have gone into this area of research. Firstly, there had always been a need 
by countries to borrow due to inadequate savings for productive engagements. 
(ezeabasili, 2011). udoffia and akpanah (2016) emphasised that these borrow-
ings can be for long run such as those required to complement domestic savings 
and borrowings, and could be for short term, for the financing of current account 
deficits emanating from external disturbances so as to increase the position of 
external reserves and reinforce external liquidity position in the future.

Second, historical patterns of the effect of debt on the economies of countries 
have shown that debt accumulation does have adverse consequences especially 
for economies of developing countries. the classic examples in Mexico and ar-
gentina are just the perfect (ezeabasili et al., 2011). indeed, low debt levels or 
budget deficits were more probable to create positive impacts on public expend-
iture, while high levels of public debt lead to negative impacts (Perotti, 1999; 
alfredo, 2002), following from investigation of the relationship among fiscal 
deficits, public debts, and economic growth in emerging markets. reduced total 
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external debt levels were associated with higher growth rates, with the resulting 
negative relationship driven by the incidence of public external debt levels, and 
not by private external debt levels (Davidson and MacKinnon, 2004).

the reason for a negative correlation between foreign debt and economic growth 
has a relationship with the debt overhang effect, as a large debt liability squashes 
investment, due to the fact that returns are drained away by external creditors 
(Cohen, 1993). it was also established that the debt-growth relationship follows 
a bell-shaped curve beyond a certain debt ratio, consequently, the impact of the 
external debt stock on growth becomes negative (Clements et al., 2003). this 
was also demonstrated in that the marginal impact of external debt on economic 
growth in developing countries turns negative per the net present value (NPv) 
of debt ranging between 0.05 and 0.50 point of the GDP (Pattillo et al., 2002; 
Pattillo et al., 2004).

third, the impact of external borrowing can be explained in the public investment 
pool and economic growth it brings a nation, even though a high level of external 
debt could mean much debt servicing which could erode off funds and affect 
the economy. Certain authors have also maintained that while debt may indeed 
be good, it is only a low level of it that has positive effects on the growth of a 
country (Pattillo et al., 2002). expanding on the above submission, Fosu (2007, 
2009) noted that a high debt repayment by government shift spending away from 
the provision of social services like health and educational, which defeats the 
purpose of incurring such debt as boosting growth and development. 

Fourth, the flow of debt affects economic performance in a situation described as 
crowding-out effect, whereby a decrease in current debt burden and debt service 
raises the current level of investments, for any given level of future debt,21 though 
contrary opinion is that significant presence of crowding-out effect could not be 
substantiated (Pattillo et al., 2002; Pattillo, et al., 2004). it was confirmed that a 
drop in debt service from 8.7% to 3% of GDP will lead to an increment in public 
investment by about a range of 0.7% to 0.8%, and this improved investment will 
result in a per capita GDP growth increase of between 0.1% - 0.2% (Clements 
et al., 2003). But then, some authors believed that debt stock rather than its flow 
affects economic performance, as a result of uncertainties associated with the 
level of external debt (that is, high and volatile inflation, as well as interest rates), 
which decreases the efficiency and productivity of capital, resulting in a reduced 
speed of economic growth (Moss and Chiang, 2003). 

2 Here, the thoughts of Chowdhury (2004), Clements et al. (2003) and elbadawi et al. (1997) 
were reflected in the relationship between debt level and investments.
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lastly, a study on fiscal consolidations by Giavazzi and Pagano (1990) in Den-
mark and ireland in the 1980s showed that in these two countries, a decline in 
public deficit leads to a sharp rise in private consumption, and a confirmation of 
this by Borensztein (1990) using the debt overhang effect with the case of the 
Philippines, discovered that the debt overhang hypothesis was mostly valid, as 
the debt overhang negatively affected private investment. also, Ndung’u,(1998) 
relying on the empirical work of elbadawi et al. (1997) investigated the dynamic 
effect of foreign debt accumulation on private investment and growth in africa, 
with a conclusion that the external debt problem in africa has resulted in an in-
vestment break and has resulted in a substantially reduced growth performance. 

the standard logic of borrowing is that countries could take on foreign debt in as 
much as the capital accessed will lead to the production of a rate of return that is 
greater than the borrowing cost; and in this case, the borrowing countries increase 
their productive capacity and expand output with the aid of external savings, 
while also helping the borrowing countries’ economies to produce a multiplier 
effect that resulted in substantial infrastructure, better exchange rate, a big export 
market, increased employment, and positive terms of trade growth (Hameed et 
al., 2008). Several authors have made basic insights into the theories that explain 
external debt and economic growth relationship, with the fact that foreign re-
sources in the forms of aids, grants and loans to developing countries are crucial 
to transforming these countries and creating sustainable growth for them.3

Public expenditure is constrained by government budget, budget deficits, govern-
ment spending and revenues (principally taxes). empirically, government debt 
could be described as a function of the budget, economic performance and of 
course, the revenues. this is a general relationship. For developing countries, it 
could be reasonable to introduce a governance variable with strong government 
influence that include leakage variable (corruption), mismanagement (that could 
be as a result of poor skill and technical expertise in economic management and 
nepotism), and a generally out of the shape economy.

2.3. Nigeria and macroeconomic level debt relativity

in the 1970s, Nigeria was self-sufficient with oil exports in excess of the budg-
etary requirements. like other nations, in its quest to bite harder and improve 
infrastructure, and tempted with the much available and cheap international 
loans, Nigeria sojourned into the external debt borrowing terrain in the 1980s 

3 Domar (1987), Higgins (1959), Pearson (1969), Symonds (1970) and Chenery (1966)’s works 
resolved that foreign resources enhances not just growth, but sustainable one, and contribute to 
the development of the recipient countries.
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and thereafter notwithstanding a pile up of domestic debts, low savings and in-
vestments, huge current account deficits and oil price volatility dropping below 
budget benchmark, in the midst of an increasing knack for foreign made products 
and services.

in 2005, Nigeria experienced a debt pardon deal that saw the Paris and london 
Clubs of Creditors forgiving Nigeria’s sizeable debt in a landmark relief which 
amounted to the accrued interests only while the country paid off the principal 
loan. But the pre-2005 debt experience had seen the negatives: economic de-
pendence, high debt service ratio, poor investment rating and a consequent low 
investment patronage. the lesson was not learnt as the country is today back at 
the previous situation of very high external debt and debt servicing burden. 

Nigeria’s foreign debt which dates back as far as half century following a uS 
$28 million foreign loan utilized in constructing the first rail line project in the 
country has been chronicled by abdullahi et al. (2015). the 1978 oil price col-
lapse resulted in budget deficits which forced the government into taking more 
foreign loans to cover the gap and by 1980, the country’s debt has grown to uS 
$4.6 billion, and uS $32.9 billion in 1990 following a combined economic issues 
that included exchange rate devaluation and an unfavourable policy environment 
(ajab and audu, 2006; abdullahi et al., 2015). the negativities of external debts 
accumulation to which high interest rates, persistently depreciating exchange 
rates and huge budget deficits are included have been well documented as well 
(abdullahi et. al., 2015). the debt and the inability to service repayments became 
an overhang and choked the country to the extent that it grew to as high as uS 
$30 billion in 2005. this led the country to seek a way out following a brief peri-
od of oil boom, that helped to see to the exit from the london and Paris Club of 
Creditors in 2006 following a pardon of uS $18 billion, and a repayment of uS 
$18 billion in actual debt (constituting 60% of debt relief), and a positive impact 
on the GDP (DMo, 2015).

the burden of Nigeria’s debt service dates back to as far as 1978 when it secured 
a facility of uS$ 1 billion from the international Capital Market (iCM) following 
a fall in global prices of oil, even though the country had incurred lesser external 
debts from the World Bank in 1958 with a loan of uS$28million dollars for rail-
way construction project as well as the italian government and the Paris Club of 
Creditors amounting to uS$13.1 million for the construction of the Niger dam 
(adesola, 2009). 

Debt financing though has its merit and has played significant role in Nigeria’s 
growth efforts, some indications have however shown that in terms of real GDP 
growth, external debt does not seem to have positive impact as shown in the 
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country’s public economic accounts where with a debt stock of less than uS 
$20 billion in the years 2006 to 2010, the country’s economic growth steadily 
rose from 6.7% to 11.3%, during which was during the first decade of Nigeria’s 
democratic experience (CBN, 2012; World Bank, 2019a,b). But with increasing 
debt stock from 2011, coupled with the poor quality of governance (much better 
explained by the country’s rising corruption index), economic growth declined 
to as low as ˗1.6% in 2016, when the debt stock rose to uS $31.2 billion (afDB, 
2019; transparency international, 2019; World Bank, 2019a,b).4

Nigeria, like other developing countries require massive funding to activate its 
development plans and actualize its goals. thus, the resort to huge borrowings 
by the government from multilateral channels resulting in a high external debt 
and repayment burden, so that the country was thereafter classified as heavily 
indebted. Nigeria’s external debt rose from the 1997 figure of uS $28.5 billion 
to uS $39.9 billion in 2004 representing 52.58 percent of GDP. the huge debt 
repayment by the country left large fiscal deficits with significant consequences 
on the economy which included crowding out of private investments, poor GDP 
growth, low public expenditure, and so on (omoh, 2011).

3. METHODOLOGY AND DATA

3.1. Data

this study employed basically secondary data which are annual time series data 
for the period 1990 to 2018 obtained from official data sources like the World 
Bank, african Development Bank (afDB), and other statistical sources. We also 
adopted the World Bank’s Country Policy and institutional assessment (CPia) to 
represent public sector governance of finance, economy and the associated trust 
level of this sector.

3.2. Model specification

in this section, we evaluate the economic impact of external debt where debt 
comes in as financial investment but not matched by active engagement of the 
funds. For a steep economy, external debt could also be in form of leakage from 
the economy so that it slips out freely out of the economy. in any of these, we 
could deduce that external debt affects economic growth. Hence, we examine 
the impact of every increase in external debt on economic growth, taking into 
4 Critical data sources are credited to www.opendataforafrica.org, www.worldBank.org; and 

www.afDB.org.
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consideration the interaction of inflation rate, real effective exchange rate, fiscal 
balance and other factors captured by the CPia. 

in general form, the growth equation for the study is specified as:

RGDP = f((EXDT, FISB, INFL, REXR,CPIA)     (1)

re-specifying equation 1 in econometric form, we introduce the error term while 
also taking the log of real GDP. 

InRGDP = δ0 + δ1EXDT + δ2FISBt + δ3INFL + δ4InREXR + δ5CPIA + µ (2)

Where δ0 is the intercept, δ1 to δ5 are the coefficients of the explanatory variables, 
while µ is the random error term with the assumption of identical and independ-
ent distribution of the residuals. ’in’ represents natural log of the subsisting vari-
able pre-named to it.

the expected behaviour of the independent variables (or, the a priori expecta-
tions) on the dependent variable are stated as follows, such that the inflationary 
rate (though, the coefficient of inflation is ambiguous and can take either positive 
or negative value), total stock of external debt and past debt accumulation are 
expected to impact negatively on economic growth. the coefficients of fiscal 
balance, CPia and real exchange rate are expected to be positive in the growth 
equation. Country policy on institutional assessment reflect the positive impact of 
the public sector in terms of a gamut of characteristics including fiscal and debt 
policy management, transparency, accountability, and corruption with a rating 
from 1 (low) to 6 (high). 

Further explanations of the variables are given in table 1.
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table 1   Definition of variables and related concepts
S/N variables Definitions Source
1 real GDP 

Growth (rGDP)
Growth in real gross domestic product is the annual 
percentage growth rate of the gross domestic product 
(GDP) at constant prices.

WDi

2 external Debt 
(total external 
debt)

total external debt is debt owed to non-residents 
repayable in currency, goods, or services. Data are 
in current u.S. dollars. external debt Stock is the 
amount at which the debt was contracted and it is 
used as a proxy for capturing external debt burden. 

WDi

3 Fiscal Balance Fiscal balance is the government budget balance, that 
is, the difference between government’s total rev-
enues and total expenditures.

WDi

4 inflation rate inflation as the growth rate of the consumer price in-
dex (CPi). WDi

5 exchange rate 
index

exchange rate is the price of a nation’s currency in 
terms of another currency. WDi

6 Country Policy 
institutional as-
sessment CPia)

CPia is measured in terms of transparency, account-
ability, and corruption in the public sector with rating 
of 1 (low) and 6 (high). transparency, accountability, 
and corruption in the public sector assess the extent 
to which the executive can be held accountable for its 
use of funds and for the results of its actions by the 
electorate and by the legislature and judiciary, and the 
extent to which public employees within the execu-
tive are required to account for administrative deci-
sions, use of resources, and results obtained.

WDi

Source: authors’ compilation.

3.3 Model estimation technique and procedure

the correlation and covariances of the variables are first analysed followed by 
the test for stationarity which was done using both the augmented Dickey Fuller 
(aDF) and Phillips-Peron statistics. Cointegration test was also carried out on 
the variables having confirmed that the variables are integrated of different or-
ders. We use pairwise Granger causality test to examine the causal relationship 
among the variables of the study to provide preliminary relationship among the 
variables. the long run model of the study was also estimated as a prelude to the 
estimation of the short run error correlation model (eCM). the statistical prop-
erties of the estimated short run eCM were examined and analysed accordingly.
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4. RESULTS: ANALYSIS, INTERPRETATION AND 
DISCUSSION

this study employs time series data spanning 1990 to 2018 and the empirical 
analysis begins with the examination of the covariance and correlation analysis 
of the variables included in the model. this is presented in table 2.

table 2  Covariance and correlation analysis
variable CPia eXDt FiSB iNFl lrGDP reXr

CPia Covariance 0.022
Correlation 1.000

eXDt Covariance 0.994 75.82
Correlation -0.775 1.000

FiSB Covariance -0.085 0.326 12.666
Correlation -0.162 0.011 1.000

iNFl Covariance -0.863 40.53 7.279 284.20
Correlation -0.347 0.276 0.121 1.000

lrGDP Covariance 0.041 -1.337 -0.605 -3.733 0.233
Correlation 0.577 -0.318 -0.352 -0.459 1.000

reXr Covariance -0.208 11.749 -29.998 -15.525 -1.128 2607.3
Correlation -0.028 0.026 -0.165 -0.018 -0.046 1.000

Source: authors’ computation from e-views 10 (2020). variables are as defined 
in table 1.

as shown in table 2, external debt is positively correlated with fiscal balance, 
inflation and exchange rate while it is negatively correlated with output, i.e. the 
log of real GDP. Fiscal balance is negatively correlated with output and exchange 
rate but positively correlated with inflation. inflation is found to be negatively 
correlated with both output and exchange rate while the Country Policy on insti-
tutional assessment (CPia) indicator has negative correlation with virtually all 
other variables except output. the covariance analysis shows the variables are not 
widely disperse from each other.
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table 3  Stationarity test

variables
aDF 

(intercept 
only)

aDF 
(intercept 
&trend) 

Phillips-
Peron 

(Intercept 
only)

Phillips-
Peron 

(Intercept & 
trend)

Decision

eXDt -1.959 -0.754 -1.215 -1.073 i(1)
∆eXDt -3.776** -3.934* -3.668* -3.808* i(0)

FiSB -4.295** -4.707** -4.276** 14.683** i(1)
∆FiSB -6.026** 5.939** -23.70** -23.574** i(0)
iNFl -2.000 -2.638 -2.258 -2.838 i(1)
∆iNFl -4.274** -4.339** -4.234** -4.193** i(0)
lrGDP -0.932 -1.902 0.076 -2.103 i(2)
∆lrGDP -2.260 -2.046 -2.254 -2.013 i(1)
∆∆lrGDP -5.964** -4.789** -5.904** -6.005** i(0)

reXr -2.408 -2.363 -2.559 -2.508 i(1)
∆reXr -4.913** -4.841** -4.913** -4.839** i(0)

CPia -1.763 -1.460 -1.776 -1.503 i(1)
∆CPia -5.440** -5.528** -5.440** -5.529** i(0)

Source: authors’ computation from e-views 10 (2020). the asterisks ** and * denote 
the significance levels at 1% and 5% respectively. ∆ = First difference operator; ∆∆ = 
second difference operator;  critical values (intercept only): 1% = -3.700, 5% = 
-2.976; and critical values (intercept with trend): 1% = -4.324, 5% = -3.581

to ascertain the order of integration of the variables for the study, the augment-
ed Dickey Fuller and the Phillips-Peron statistics were employed. testing for 
stationarity in econometrics is essential to be able to determine the appropriate 
estimation technique that will be used for the study. if all the variables are sta-
tionary i.e. i(0), it will be in order to use olS; however, when the variables are 
not stationary in levels and exhibit either i(1) or i(2), using olS will results in 
spurious regression which must be avoided. the stationarity test results are pre-
sented in table 3.

as show in table 3, all the variables are not stationary in levels but turned sta-
tionary after first differencing except log of real GDP that became stationary after 
second differencing. that is, the variables of this study and both i(1) and i(2). the 
main implication of these stationarity test results is that it will not be appropriate 
to use estimate the model using the levels of the variables. it also implies that an 
eCM estimation technique is feasible for the study. However, to use eCM, the 
variables must be cointegrated. therefore, we proceed to test for cointegration 
among the variables using the Johansen approach. the result from this test is 
presented in table 4.
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table 4: Cointegration test
Null alternative eigenvalue lr statistics 5% critical value Probability

r = 0* r = 1  0.8801  146.492  95.754  0.0000
r ≤ 1* r = 2  0.7250  89.215  69.819  0.0007
r ≤ 2* r = 3  0.6696  54.363  47.856  0.0108
r ≤ 3 r = 4  0.4314  24.465  29.797  0.1815
r ≤ 4 r = 5  0.2747  9.223  15.495  0.3452
r ≤ 5 r = 6  0.0202  0.552  3.841  0.4576

Source:: authors’ computation from e-views 10 (2020). (i) r denotes the number of 
co-integrating equations, (ii) * denotes rejection of the hypothesis at 5% level.
as reported in table 4, the test indicates that there are three cointegrating equa-
tions among the variables of the study implying that a long run relationship exists 
among them and that an error correction mechanism can be applied in the esti-
mation of the model in which the residual from the long run regression is used as 
error correcting term in the short run model.

Before proceeding to the estimation of the model, it is also necessary to examine 
the causal relationship between the variables as a way of providing preliminary 
interactions that exist between them. to do this, the pairwise Granger Causality 
test was adopted and the results are presented in table 5.

 table 5:  Pairwise Granger causality test (Number of samples: 1990 2018)

 Null Hypothesis
No. of 
obs*. F-Statistic Prob.** Decision

eXDt does not Granger Cause CPia  27 15.3582  0.0007 rejected
 CPia does not Granger Cause eXDt 27  0.35086 0.7079 accepted
 FiSB does not Granger Cause CPia 27 2.02235 0.1562 accepted
 CPia does not Granger Cause FiSB 27  4.18412 0.0288 rejected

 lrGDP does not Granger Cause CPia 27 0.58631 0.5648 accepted
 CPia does not Granger Cause lrGDP 27  0.31333 0.7342 accepted
 FiSB does not Granger Cause eXDt 27 3.89488 0.0356 rejected
 eXDt does not Granger Cause FiSB 27  2.87979 0.0775 accepted
 iNFl does not Granger Cause eXDt 27 0.06409 0.9381 accepted
 eXDt does not Granger Cause iNFl 27  0.38937 0.6821 accepted

 lrGDP does not Granger Cause eXDt 27 1.36453 0.2763 accepted
 eXDt does not Granger Cause lrGDP 27  0.20189 0.8187 accepted
 reXr does not Granger Cause eXDt 27 0.55812 0.5802 accepted
 eXDt does not Granger Cause reXr 27  0.06272 0.9394 accepted
 reXr does not Granger Cause iNFl 27 1.65943 0.2132 accepted
 iNFl does not Granger Cause reXr 27  10.5283 0.0006 rejected

Source: authors’ computation from e-views 10 (2020). (i) a probability value less than 
0.05 implies the rejection of the null hypothesis; (ii) variables are as defined in table 1. 
asterisks * and ** refer to the number of observations and probability respectively. 
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as shown by the decision column in table 5, a unidirectional causal relationship 
exists between external debt and CPia i.e. with the causality running from exter-
nal debt to CPia. Similarly, a unidirectional causal relationship was also found 
between fiscal balance and CPia with the causality running from CPia to fiscal 
balance. a one-way causal relationship also exists between fiscal balance and 
external debt and between inflation and exchange rate with the causality running 
from fiscal balance to external debt and from inflation to real exchange rate. 
While the relationship found between fiscal balance and external debt is consist-
ent with theory as persistent fiscal deficits swell up the external debt stock, that 
between inflation and exchange rate is partially theoretical as it is expected that 
the two macroeconomic variables should cause each other. other results from 
the causality test indicate that external debt has no any causal relationship with 
inflation, real output and exchange rate. this non-causality of external debt with 
these key variables is a theoretical and is subjected to further examination in the 
empirical estimation of both the long run and short run model for the study.

We proceed to estimate the long run model with a view to using its residual as the 
error correction term in the estimation of the short run model. the results from 
the estimated long run model is presented in table 6.

table 6: long run regression results

 Dependent Variable: LRGDP
variables Coefficient Std. error t-statistics Prob.
Constant 3.313 2.955 1.121 0.274

CPia 2.107* 0.803 2.624 0.015
eXDt 0.015 0.013 1.107 0.280
FiSB -0.031 0.021 -1.486 0.151
iNFl -0.008 0.005 -1.786 0.087
reXr -0.0007 0.0014 -0.520 0.608

 r2  0.501
F. Stat. (Prob) 4.624 (0.004)

D-W  1.78
Source: authors’ computation from e-views 10 (2020). asterisk * denotes that the vari-
able is significant at 5% level.

as shown in table 6, external debt and real output, i.e. log of real GDP are pos-
itively related in the long run. Specifically, the coefficient of external debt in the 
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growth equation is positive but statistically insignificant. it was found from the 
results that fiscal balance, inflation and exchange rate all affect real output neg-
atively in the long run with these impacts being statistically insignificant. the 
negative impact of fiscal balance and exchange on real output is not consistent 
with a priori expectation as deficit financing by government is expected to stim-
ulate growth as posited by the Keynesian demand management hypothesis. only 
the coefficient of CPia is both positive and statistically significant at 5% level 
in the long run. the coefficient of determination of 0.501 indicates that about 
half of the variations in real output is accounted for by the linear influence of all 
the explanatory variables while the F-Statistics and its probability show that the 
overall regression is significant at 1% level.

Having estimated the long run model, we proceed to estimate the short run eCM 
model using the residual from the former as the error correction term in the latter. 
the results are presented in table 7.

From table 7, as expected, most of the variables in the short run model are either 
statistically or marginally significant. also, most of the estimated coefficients of 
the short run model are consistent with the findings in the long model. Specifical-
ly, a statistically insignificant positive relationship was found between external 
debt and real output. the lag values of exchange rate and fiscal balance impact 
real output negatively in the short run with the relationship found to be significant 
at 5% level. the current exchange rate affect output positively though it is not 
significant at conventional levels. Current values of inflation also have a negative 
statistically significant effect on the real output in the short run. also, lag values 
of real output positively affect current real output significantly. as in the long 
run model, current CPia positively affects current output though not statistically 
significant. it is however important to note that the error correction term has the 
correct negative sign but not statistically significant. also, the speed of adjust-
ment as shown by the coefficient of the error correction term is very low with 
only 2.57% of disequilibrium in the short run are corrected and incorporated into 
the long run relationship. the coefficient of determination in the short run model 
(r2) is higher than that of the long run model with 73.5% of the variations in real 
output explained by the influence of all the explanatory variables.
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table 7: Short run eCM results

Dependent Variable: D(LRGDP)
variables Coefficient Std. error t-statistics Prob.
Constant 0.010 0.008 1.283 0.218

D(lrGDP(-1))  0.759** 0.134 5.652 0.000
D(CPia) 0.125 0.068 1.843 0.084

D(eXDt(-1)) 0.002 0.001 1.171 0.259
D(FiSB(-1)) -0.003* 0.001 -2.156 0.047

D(iNFl) -0.001* 0.0005 -2.116 0.050
D(reXr) 0.0002 0.0001 1.526 0.147

D(reXr(-1))  -0.0002* 0.0001 -2.076 0.051
D(reXr(-2)) -0.0002 0.0001 -1.749 0.099

eCt(-1) -0.0257 0.0177 -1.447 0.167
r2  0.735

F. Stat. (Prob) 4.922 (0.003)
D-W  2.608

Source: authors’ computation from e-views 10 (2020). asterisks ** and * denote varia-
bles as being significant at 1% and 5% level respectively.

Having presented the results from the empirical analysis, it is also necessary to 
examine the statistical properties of the estimated eCM model. the model was 
tested for serial correlation, normality, heteroskedasticity, stability and specifica-
tion error. the results from these tests are presented in table 8.

table 8: Diagnostic tests

variable F - value  Prob.
Serial Correlation 3.327 0.066

Normality 0.468 0.791
Heteroscedasticity 0.507 0.852

Stability 1.604 0.225
 Functional Form 0.271 0.810

Source: authors’ computation from e-views 10 (2020).

as shown in table 8, the coefficient of the Breush–Godfrey lM statistics confirm 
the absence of serial correlation. the Jaque-Bera statistics for the test of residual 
normality assumption was adequate and indicates that the study cannot reject the 
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null hypothesis that the true error terms in the variables are normally distributed 
assessing from the probability value of 0.791. also, the probability value of the 
heteroscedasticity test shows that the variance of the estimated eCM model is 
homoscedastic. the ramsey reSet test for stability indicates that the estimated 
model is stable over the period of analysis as indicated by the probability value 
of 0.225. overall, the statistical properties of the model show that the model is 
consistent, efficient and feasible for forecast and policy making.

5. CONCLUSION AND RECOMMENDATIONS

Having confirmed that a statistically insignificant positive relationship exists be-
tween external debt and economic growth both in the short run and the long 
run, the missing piece therefore could be the ineffective utilization of debt with 
accrued debt drawing back its significant impact on economic growth. in view of 
the problems debt can create, it is important that policy makers note the following:

 ♦ the country should consider in-depth the technical side of external debt 
before being taken.

 ♦ external debt should be well managed so as to reap maximally from it, and 
it should also be time-bound.

 ♦ alternatives to external debt should be considered, like domestic debt and 
utilization from reserves or investments over foreign debt option.

 ♦ Given the findings of this study that debt payment shows a negative si-
gnificant relation to GDP, further external debt uptake should be conside-
red only if it will enhance Nigeria’s trade and investment, with a further 
view to stimulating the private sector progress and by extension, economic 
growth.

the notable policy implication of the study was that Nigeria needs to improve 
its budgetary activities as the most important part of the public finance process. 
thus, the whole public management system should be improved upon so that 
sound debt policy strategy and accountability can be inculcated in the governance 
system. Greater stability of the local currency through the financial regulatory 
body (CBN) will also need to be entrenched, while it is as well important for 
controlled inflation that will see a sustained economic growth. Finally, there is 
need for further debt relief negotiation to re-enact the experience of 2005 that saw 
Nigeria’s external debt reduced to nearly zero level. 
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Prethodno priopćenje

Sažetak

Ovaj rad ispituje utjecaj inozemnog duga na rast nigerijskog gospodarstva iz-
među 1990.-2018. godine s ciljem izvlačenja ključnih implikacija za upravljanje 
gospodarstvom. Nakon što je utvrđeno da su varijable studije nestacionarne po 
razinama, ali stacionarne nakon prvog diferenciranja te da su također kointe-
grirane, za analizu je korištena tehnika ispravljanja pogrešaka (ECM). Rezulta-
ti Grangerovog testa uzročnosti u paru pokazuju da, iako postoji jednosmjerna 
uzročna veza između fiskalnog salda i inozemnog duga s uzročno-posljedičnim 
vezama od fiskalnog salda do inozemnog duga, ne postoji uzročna veza između 
inozemnog duga i stvarne proizvodnje. Iz kratkoročnih ECM i dugoročnih modela 
utvrđeno je da postoji statistički beznačajan pozitivan odnos između inozemnog 
duga i realnog outputa kako u kratkom tako i u dugom roku. Statistička svojstva 
procijenjenog ECM modela pokazuju da je model dosljedan, učinkovit i izvediv 
za predviđanje i kreiranje politike. Preporuke proizašle iz studije sugeriraju da 
bi nigerijska vlada trebala poboljšati upravljanje fiskalnom politikom, učvrstiti 
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transparentnost i profesionalizam u upravljanju dugom zemlje te da bi veći javni 
dug trebao biti održivi instrument za gospodarski rast.

Ključne riječi: Nigerija, vanjski dug, ekonomski rast, devizni tečaj, ECM

JEL: F34, H6, H63


