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Abstract 
This paper principally analysed the influence of domestic debt on economic 

growth of Nigeria. The main objective of the study is to investigate the effects 

of domestic debts on the Nigerian economy. Data for the study were sourced 

from CBN statistical bulletin of various issues. To empirically determine the 

relationship between domestic debt and economic growth, we employed the 

error correction model procedures following an examination of properties 

of the time series using unit root and co-integration test. Findings show that 

interest and inflation rate  have a negative effect on the economy since they 

constitute a cog on the wheel of loanable fund which is used for domestic 

investment and reduce purchasing power dissuading consumers from 

purchases, production falls and investment falls. It was therefore 

recommended among other that Government through its relevant authorities 

should design favourable monetary policy that would enable domestic debt 

to made available  at affordable rate (this is because low credit or high 

lending rate will amount to low level of investment which transmit to low 

output) for massive development of the country.. 
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Introduction  
It is generally expected that 

developing countries facing a scarcity 

of capital, will acquire domestic debt 

to supplement domestic saving 

(Pattillo, Poirson & Ricci 2002; 

Safdari and Mehrizi, 2011).  

Domestic Public Debt is mainly debt 

owed to holders of Government 

securities such as Treasury Bills and 

Treasury Bonds. Governments usually 

borrow by issuing securities, 

government bonds and bills. Alison 

(2003) pointed out several reasons for 

government domestic debt, first, for 

budget deficit financing, second is for 

implementing monetary policy 

(buying and selling of treasury bills in 

the open market operations) and the 

third, is to develop the financial sector 

(supplying tradable financial 

instruments so as to  deepen the 

financial markets). For this reason, 

government debt provides a 

benchmark for insurance of private 

sector securitized debt such as 

corporate bonds and treasury bills to 

build investors’ confidence through 

guaranteed or secure return.  

“Reasonable” levels of borrowing by 

a developing country are likely to 

enhance its economic growth, both 

through capital accumulation and 

productivity growth. Countries at 

early stages of development have 

small stocks of capital and are likely 

to have investment opportunities with 

rates of return higher than in advanced 

economies. As long as they use the 

borrowed funds for productive 

investment and they do not suffer 

from macroeconomic instability, 

policies that distort economic 

incentives, or sizable adverse shocks, 

debts should encouraged and allow for 

timely debt repayments (Pattillo et al. 

2004). 

In Nigeria, since the early 1960s, the 

ratio of domestic debt to Gross 

Domestic Product (GDP) increased to 

6.1%. A decade later by 1974 this ratio 

went up slightly to 6.9% of GDP. But 

by 1984, the domestic debt to GDP 

ratio was over 40%. Although it 

declined slightly in the 1990s, it has 

since 2000 moved upward, (Asogwa 

2005). Also, domestic debt to Gross 

Domestic Product (GDP) was 20.33% 

and 27.26% in 2015 and 2018 

respectively 

(https://www.statista.com). 

A debt problem would naturally result 

when the resources that should have 

been employed for the execution of 

the productive projects are employed 

in the financing of debt. Large debts 

service payments imposed a number 

of constrains on a country’s growth 

prospects it drains limited resources 
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and curtails financial resources for domestic development needs large debt 

saving obligation and debt burden can depress investment and growth.  

Domestic debt may have positive effect on growth in the short-run but in the 

long-run if the debt service repayment regime exceeds the  ability to pay with 

some probability, it will lead to debt overhang and at a point, the interest 

becomes higher than the principal and the effect becomes negative. At this 

point, crowding-out of investment and private sector constraints will arise due 

to capital shortages. 

In Nigeria apart from factors identified to explain the changing domestic debt 

profile (such as high budget deficit, low output growth, large expenditure 

growth, high inflation and narrow revenue base), others include oil shocks as 

defined in terms of price fluctuation and single commodity economy as a result 

of non-diversification and expansion of non-traditional export. Kit is against the 

back drop that this paper try to investigate the impact of domestic investment 

on economic growth in Nigeria. 

Generally, the indebtedness of a country becomes a problem when burden of 

servicing the debt becomes so heavy and unbearable that it imposes intolerable 

constraints on the economy and the development efforts of the authorities. The 

causes of Nigeria`s domestic debt problem are related to the nature of her 

economy; this has to do with the country`s over-reliance on foreign goods as 

against locally produced goods. 

Osuji & Ozurumba (2013) opined that the debt burden of a country inevitably 

imposes a number of constraints on its growth prospects. However, it is 

assumed that such problems are not likely to be solved unless an aggressive 

approach is applied, which Nigeria economy is still lacking. There has been an 

increasing concern on the structure of domestic debt, debt service requirement 

and debt management. The prospects of debt incurred over the years are far less 

than the havoc wrecked on the economy of Nigeria. The ripple effects are 

reflected in the level of unemployment, decline in foreign direct investment and 

stagnant economic growth recorded so far.  

A review of Nigeria’s domestic debt profile indicates that, it has been on the 

increase in recent times. Various factors account for the phenomenal rise. This 

includes the increased financing needs of government for developmental 

purposes and other socio –economic needs before the advent of the oil boom. 

There was also the need to finance the large fiscal deficits of the government 

after the oil boom period. Other factors include the financing gaps in the 
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government revenue-expenditure profile and other financing needs of the 

government. All these had led to the enhanced domestic debt stock of Nigeria 

In spite of her continued penchant for domestic loans, Nigerian economy is still 

characterized by low per capita income, high unemployment rates, dwindling 

economies, inadequate basic amenities and poor infrastructural developments 

and falling growth rates of GDP; problems that publicly procured funds are 

supposed to take care of. Paradoxically; it does not appear as if our craving for 

domestic loans is in any way commensurate to our low level of economic 

growth and development.  

Most of the studies reviewed so far in this area have focused on the impact of 

debt on economic growth in the developed countries, see for example: 

Amaeteng and Amoako-Adu (2002); Afxention and Serletis, (2004); Asley 

(2002); Smyth and Hsing (1995); Pattillo et al. (2002) and Wijeweera et al. 

(2005). Similarly, most Nigerian studies focused on the relationship between 

debt and economic growth, for instance: Onyeiwu, (2012), Ajayi (1995); 

Asogwa (2005); Iyoha (1999); (Obadan, 2001); Fajana (1993); and Ojo (1989).  

However, none of the Nigerian studies reviewed has investigated beyond 2015 

to determine the effect of domestic debt on Nigerian economy. Investigating 

beyond 2015 is important to streamline the respective effects of domestic debts 

on Nigerian economy. Equally important is that the Nigerian studies reviewed 

to the best of the researcher knowledge have failed to employ Granger causality 

test. This study therefore aims at filling these gaps in literature by covering from 

1993 to 2018 

The broad objective of this study is to determine the effects of domestic debts 

on the Nigerian economy.  

 

LITERATURE REVIEW 

Theoretical Review 

The Traditional Neoclassical Growth and Capital Mobility Theory 

The traditional neoclassical growth model with capital mobility (that is, 

allowing borrowing and lending) postulates that a reasonable level of borrowing 

contributes positively to investment and economic growth. It suggests that there 

is incentive to borrow and invest by poor countries because the marginal 

productivity of capital exceeds the world interest rate (Patilo et al, 2002). 

Cohen (1991) reveals that at low levels, debt is positively related to investment 

and economic growth, although at higher levels the requirements of debt service 
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obligation complicate debt accumulations for capital formation and investment. 

Thus, the assumption of perfect capital mobility is unrealistic. Countries may 

not be able to borrow freely because of the risk of repudiation or moral hazard. 

Eaton (1993) sees debt accumulation as capital inflow with positive effect on 

domestic savings and investment. The argument implies that capital inflows 

complement domestic savings and investment. Such capital inflows help to 

finance a chronic shortfall of domestic savings over investment, the gap in the 

current account. Many growth and debt models have been used to demonstrate 

how developing countries can use capital imports as a source of much needed 

investment for economic growth. Among these are two-gap models of 

McKinnon and Chenery-Strout in which external capital augments domestic 

savings and investment and provide some foreign exchange for imports (Patilo 

et al, 2002). 

 

The Dual-gap Theory 

Omoruyi (2005) in Mathew & Mordecai (2016) stated that most economies 

have experienced a shortfall in trying the bridge the gap between the level of 

savings and 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 (1966) which is to fulfill the lack of savings and investments in a nation 

as increases in savings and investments would vis-a vis lead to a rise in 

economic growth (Hunt, 2007). The dual gap analysis provides a framework 

that shows that the development of any nation is a function of investment and 

that such investment requires domestic savings, which is not sufficient to ensure 

that development, takes place (Oloyede, 2002). The dual-gap theory is coined 

from a national accounting identity, which connotes that excess investment 

expenditure (investment-savings gap) is equivalent to the surplus of imports 

over exports.  

 

Empirical Review 

Putunoi and Mutuku (2013) studies the impact of domestic debt on economic 

growth of Kenya over the period 2000-2010 using the Engel-Granger residual 

based and Johannes VAR based co-integration tests and revealed that domestic 

debt markets play an increasingly important role in supporting economic 

growth. They find that domestic debt expansion has a positive long-run and 

significant effect on economic growth.  
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Maana, Owino, and Mutai (2008) explores the impact of domestic debt on 

Kenya’s economy covering the period 1996 to 2007 using a modified Barro 

growth regression model. The study established that domestic debt expansion 

had a positive but not significant effect on economic growth during the period. 

However, the study found no evidence that the growth in domestic debt crowds-

out private sector lending in Kenya. 

Sheikh, Faridi, and Tariq (2010) investigates the impact of domestic debt on 

economic growth of Pakistan for the period 1972-2009 by applying ordinary 

least squares (OLS) technique. The study finds that domestic debt favourably 

affects economic growth in Pakistan implying that the funds generated through 

domestic borrowing have been used partially to finance those expenditures of 

government that contribute to growth of GDP. The principle is that domestic as 

well as external debt should be spent for long-term development purposes. 

Another reason for the positive relationship between domestic debt and 

economic growth in Pakistan may be that domestic debt is marketable.  

Adofu and Abula (2010) investigated the relationship between domestic debts 

and economic growth in Nigeria for the period 1986 to 2005. Outcome of their 

study revealed that domestic debt has affected the growth of the economy 

negatively. In the light of this finding, the study recommends that government’s 

domestic borrowing should be discouraged and that an increment in her revenue 

base via tax reforms need be encouraged. 

Onyeiwu (2012) examined the relationship between domestic debt and 

economic growth in Nigeria. Result of this study found that domestic debt 

holding of government is far above a healthy threshold of 35 percent of bank 

deposit. This portends a crowding out effect on private investments. The study 

affirmed that the level of debt has negative effect on economic growth in 

Nigeria. The study recommended that government should maintain a debt- bank 

deposit ratio below 35 percent, increase its usage of tax revenue to finance 

developmental projects and to divest itself of all projects the private sector can 

handle while providing enabling environment for private sector investors and 

most importantly improved infrastructural facilities. 

Ajisafe, Nassar, Fatokun, Soile and Gidado (2006) investigate the causal 

relationship between external debt and foreign private investment in Nigeria 

using secondary data from 1970 and 2003. The result shows that the variables 

are stationary at first differencing. Cointegration test was also performed and 

the result shows that the variables are not related in the long run using the 
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likelihood ratio as a measure of significance. The result of the cointegration 

determined the use of vector autoregressive model to test for causality, which 

resulted in a bi-directional relationship between external debt and foreign 

private investment in Nigeria. 

 

METHODOLOGY 

The data employ in this study are mainly time series which were sourced from 

the Central Bank of Nigeria (CBN) statistical bulletin of various issues. The 

method of analysis for the study is unit root test using augmented Dickey Fuller 

which were employed to investigate time series data and to test the stationarity 

of the time series of the variables. Johansen co-integration analysis and Error 

Error Correction Model (ECM) are employed to test for relationship between 

or among variables.  

 

Model Specification 

This study takes a lead from the models developed by Adofu and Abula (2010). 

Specifically, Adofu and Abula (2010) econometrically examined the 

relationship between domestic debt and economic growth in Nigeria; Adofu and 

Abula (2010) modeled key variables grouped into dependent and independent 

variable. Gross domestic product (GDP) becomes the dependent variable while 

the independent variables chosen are Domestic debt outstanding (DDO), 

Interest rate (INT), internal debt servicing (IDS)  The complete specification of 

their model is as follows:  

GDP= F( DDO, INT  IDS)……………………………………………… (1) 

The model can be written in an explicit form thus:  

GDP= α0 + α1 DDO + α2 INT + α3 IDS + Ut ….……..…………………..(2) 

This study adapts the empirical model used by Adofu and Abula (2010). 

Inflation rate and exchange rate were included in the model to replace internal 

debt servicing (IDS). Therefore, the model for this study is specified as follows: 

GDP= α0 + α1DDO + α2INT + α3INFR + α4EXCR + Ut ……..………….(3) 

Where: 

GDP= Gross domestic product  

DDO= Domestic debt outstanding 

INT= Interest Rate (lending) 

INFR= Inflation rate  

EXCR= Exchange rate 
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Analysis and Discussion of Results 

The OLS result is stated in the table below: 

 

Variable  Coefficient Std. error t-statistics Prob. Value 

C 35729.90 5192.595 6.880933 0.0000 

DDO 3.618034 0.969257 3.732792 0.0012 

INTR -674.3494 481.6415 -1.400107 0.1761 

INFR -93.60030 113.7728 -0.822695 0.4199 

EXCR 10.03328 34.76715 0.288585 0.7757 

 

R-squared 0.886807 

Adjusted R-squared 0.865247 

F-statistic 41.13101 

Prob(F-statistic) 0.000000 

 

Constant 

The constant of the equation is positive and statistically significant. The 

constant is 35729.90. This implies that if the independent variables are held 

constant the dependent variables will becomes 35729.90. 

 

Domestic Debt Outstanding (DDO) 

The coefficient of domestic debt is positive and statistically significant. The 

value of the coefficient is 3.618034. This implies that there is a positive 

relationship between domestic debt and gross domestic product. A unit increase 

in DDO will lead to 3.618034 increases in gross domestic product. This is true 

if the debt is channeled to the productive sector of the economy. 

 

Exchange Rate 

The coefficient of exchange rate is positive and statistically insignificant. The 

value of the coefficient is 10.03328. This implies that a unit change in exchange 

rate will lead to 10.03328 increase in gross domestic product. 

 

Interest Rate (INT) 

The coefficient of interest rate is negative and statistically insignificant. The 

value of the coefficient is -674.3494. This implies that a unit increase in interest 
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rate will lead to a decrease of -674.3494 decrease in gross domestic. This is true 

because increase in interest rate is a cog on the wheel of loanable fund which is 

used for domestic investment. 

 

Inflation Rate (INFR) 

The coefficient of inflation is negative to the tune of -93.60030 and statistically 

insignificant. This means that a unit increase in inflation rate will reduce gross 

domestic product by                        -93.60030. Increase in general price level on 

the average will reduce purchasing power dissuading consumers from 

purchases, supply contracts, production falls and investment falls. This could 

reduce the quantity of money available and could in-turn increase the cost of 

borrowing.  

 

Coefficient of Determination (R2) 

The R2 value is 0.886807 and R‾2 (adjusted for loss in degree of freedom) is 

0.865247. The value of R2 shows that the model explains variations in gross 

domestic product to the tune of 89%. 

 

Test of Stationarity, Co integration of Variables and Error Correction 

Model  

In examining stationarity of the chosen variables and to obtain a reliable result, 

the study carried out a stationarity test of the variables using Augmented Dickey 

Fuller (ADF) test at intercept with and without trend, which is presented in table 

below for the model specified above. 

It is apparent from the table below that INTR, INFR and EXCR variables were 

stationary at first difference, I(1) series while DDO and RGDP were stationery 

at I(2). 

Variable Order ADF Critical Value at 5% Prob.<0.05 Decision Conclusion 

RGDP I(2) -4.695734 -2.998064 0.0012 No unit root Stationary 

DDO I(2) -4.524097 -3.012363 0.0020 No unit root Stationary 

INTR I(1) -5.108687 -2.998064 0.0004 No unit root Stationary 

INFR I(1) -6.982303 -3.020686 0.0000 No unit root Stationary 

EXCR I(1) -5.017273 -2.991878 0.0005 No unit root Stationary 

Source: E-views 9.0 Extracts  
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Interest Rate (INTR), Inflation rate (INFR) and  Exchange rate (EXCR) were 

stationary at level, I(1) while Real gross domestic product (RGDP) and 

Domestic debt outstanding (DDO), were stationary at level, I(2) In addition, the 

associated probability values were all less than 0.05 at 5% .When variables that 

are known to be co integrated at I(1) or I(2) which produces a stationary  series, 

then there is possibility of co integration among them: existence of a long-run 

relationship between them. To establish the existence (or otherwise) of a long-

run relationship among the variables (series), a co integration test was 

performed using Johansen’s multivariate approach.  

The result is in table below:   

 

Test of Johansen Co integration 

The results of the co integration test of the operational variables in model three 

are reported in table below 

Date: 08/04/20   Time: 13:46    

Sample (adjusted): 1995 2018    

Included observations: 24 after adjustments   

Trend assumption: Linear deterministic trend   

Series: RGDP DDO INTR INFR 

EXCR  

   

Lags interval (in first differences): 1 to 1   

      

Unrestricted Cointegration Rank Test (Trace)   

            
Hypothesized  Trace 0.05   

No. of CE(s) Eigenvalue Statistic Critical 

Value 

Prob.**  

            
None *  0.771341  84.84058  69.81889  0.0020  

At most 1 *  0.631444  49.42800  47.85613  0.0353  

At most 2  0.498341  25.47213  29.79707  0.1453  

At most 3  0.309179  8.916071  15.49471  0.3732  

At most 4  0.001627  0.039081  3.841466  0.8433  

            
 Trace test indicates 2 cointegrating eqn(s) at the 0.05 level  

 * denotes rejection of the hypothesis at the 0.05 level  
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 **MacKinnon-Haug-Michelis (1999) p-values   

      

Unrestricted Cointegration Rank Test (Maximum 

Eigenvalue) 

 

            
Hypothesized  Max-

Eigen 

0.05   

No. of CE(s) Eigenvalue Statistic Critical 

Value 

Prob.**  

            
None *  0.771341  35.41258  33.87687  0.0326  

At most 1  0.631444  23.95588  27.58434  0.1363  

At most 2  0.498341  16.55605  21.13162  0.1940  

At most 3  0.309179  8.876990  14.26460  0.2965  

At most 4  0.001627  0.039081  3.841466  0.8433  

            
 Max-eigenvalue test indicates 1 cointegrating eqn(s) at the 

0.05 level 

 

 * denotes rejection of the hypothesis at the 0.05 level  

 **MacKinnon-Haug-Michelis (1999) p-values   

Source: E-views 9.0 Extracts  

 

Table above shows that the variables are co integrated, ECM model estimate 

can be used to estimate the model. From the table above, the trace statistic, 

reveal that there is co integration At most 1 among the variables hence Ho is 

rejected in favour of the alternative hypotheses at 5 per cent. This is because 

their values exceed the critical values at the 0.05 level. This implies that a long-

run equilibrium relationship exists among the variables.  

 

Error Correction Model (ECM)  

The result of error correction representation of the model is reported in table 

below 

 

Error Correction Model (ECM) Results 

Variable Coefficient Std. Error t-statistic Probability 

C 2236.855 276.0212 8.103923 0.0000 

D(DDO) -0.334201 0.353688 -0.944906 0.3566 
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D(INFR) -9.407934 18.86909 -0.498590 0.6238 

D(INTR) -36.13872 55.99732 -0.645365 0.5264 

D(EXCR) -2.677185 4.875380 -0.549123 0.5893 

RESID01 -0.194338 0.032391 -5.999740 0.0000 

Source: Author’s ECM extracted results 

 

The results from the ECM equations in table  above suggest that Domestic debt 

outstanding (DDO), inflation  rate (INFR), exchange rate (EXCR) and Interest 

rate (INTR) variables of the model equation have negative impact on the 

economy (RGDP) in Nigeria. All the variables are not statistically significant 

to gross domestic product at 5% level. The coefficient of the ECM (-1) has 

negative sign and the t-statistic is also negative, this indicates that there is long 

run relationship between the exogenous and endogenous variables. The speed 

of adjustment is 0.194338 and it is statistically significant. 

 

Implication of Findings summarily, based on the findings from the 

analysis, interest rate has a negative effect on the economy. This is absolute 

due to the fact that increase in interest rate will transmit to a reduction in 

loanable fund which is used for domestic investment and high inflation rate will 

reduce purchasing power thereby reducing the degree of consumers purchases, 

decrease in the volume of productions and investments. This could reduce the 

quantity of money available and could in-turn increase the cost of borrowing. 

 

CONCLUSION 

This study has made us to understand that not all components of our domestic 

debt profile are contributing positively to the economic growth of Nigeria, both 

in the short and long runs. The analysis indicates that there are some evidence 

of positive impact of domestic debt on growth rate of gross domestic product 

but interest rate on debt and inflation rate has an inverse relationship with real 

gross domestic product. This calls for caution and a rethink on the burgeoning 

level of our domestic debt profile. Government should not be seen as borrowing 

money for the sake of it. Domestic loans should only be called for, when it is 

absolutely necessary. From our findings, it can be reasonably concluded that 

domestic debt in the long run have negative effect on the Nigerian economy. 

 

RECOMMENDATIONS 

Government through its relevant authorities should design favourable monetary 

policy that would enable domestic debt to made available  at affordable rate 
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(this is because low credit or high lending rate will amount to low level of 

investment which transmit to low output) for massive development of the 

country.. 

Monetary policy authorities should elect for appropriate debt management 

policy which will enhance both domestic private investment and foreign private 

investment in Nigeria. Increased investment would help to stabilize exchange 

rate, interest rate and inflation rate. Also, stability of domestic investment 

through monetary policy should be embarked upon for the growth of the sector.  
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