



EXTERNAL DEBT SERVICING AND PUBLIC EXPENDITURE IN NIGERIA (2000-2023): IS THERE A LINK?
Abstract
The study assessed the effect of debt servicing on public expenditure in Nigeria for the period, 2000-2023. The dependent variable is government expenditure while independent variables consist of debt servicing, external debt and exchange rate. The study utilized co-integration and Ordinary Least Square and finding indicated evidence of long run relationship between public expenditure and debt servicing. The study also found that the impact of debt servicing and exchange on government expenditure is positive while external debt exerted significant negative effect on public expenditure. It is recommended therefore that government may consider channeling external borrowings to the real sectors of the economy as against social consumption to avoid accumulation of external debt servicing. Also, the funds should be properly managed in order to avoid wastages and mismatch. Finally, effort must be intensified by policy makers to ensure that effect of exchange rate misalignment on the naira must be mitigated to fast track repayment of any contracted external borrowings thereby preventing huge debt servicing.
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1.    Introduction

The critical role of external debt servicing on the economy is not new and in fact can impact public expenditure by reducing resources available for government spending. The implication is that cut in spending is unavoidable thereby affecting the social sector and economic growth (Nurudeen, et al., 2022; Miningou, 2023). However, there seems to be disagreement amongst scholars on the precise effect of public debt servicing on public expenditure. External debt servicing arises from debt that a country owes to nonresidents. According to Mbewe (2024), the extent of debt service payments accumulation creates several problems for countries most especially in emerging economies in that debts in developing countries are actually serviced for more than the amount they were contracted thereby slowing down the growth process in most developing nations. In Nigeria, the inability for the economy to meet its debt service payments obligations led to severe case of debt service burden or debt overhang with the result that economic growth and development were affected (Aladejare & Musa, 2024). Therefore, in most economies particularly the emerging countries like Nigeria public debts play crucial role in bridging financial resource gaps (Ncanywa & Masoga, 2018). However, the precise effect of public debts on government spending has stirred sharp controversies among scholars (Ncanywa & Masoga, 2018). 
For instance, Iiyambo and Kaulihowa (2020), Ibrahim and Gambo (2021) as well as Abu, et al., (2022) submitted that higher level of public spending is normally the result of debt-financed deficit. “They further argued that rising debt creates a counterfactual perception amongst citizens making the cost of public goods and services to become cheaper thereby increasing demand for such goods and services and an expansion in public expenditure” (Akanbi, et al., 2022). “On the contrary, recent debates on the implication of growing public debt underline the deleterious effect of government debt on public spending. For instance, some researchers have argued that huge debt burden tends to generate large diminution in public expenditure and/or adjustments in components of public expenditure such as spending on education and health among others” (Ncanywa & Masoga, 2018; Picarelli, et al., 2019). “According to these authors, the fall in public expenditure is attributable, in part, to debt-induced liquidity constraints which need to ensure continual servicing of accumulated debts as expenditure cuts are more quickly applicable rather than revenue generation when implementing fiscal austerity as a deficit reducing strategy” (Nurudeen, et al., 2022). In the same vein, Ibrahim and Gambo (2021) ascribed “the decline in public expenditure to the disincentive predicated by higher debt stock thereby leading to further indebtedness”.
Prior to the 1990s and especially from the early 2000, mounting debts and debt service payments of the low income countries inclusive of Nigeria attracted considerable attention from policy makers and economists. In 2010, debt service payments stood at US $34.4 million which was six times greater than education expenditure and seventeen times greater than health expenditure. Debt servicing payment rose to N3.504 trillion in 2023 which also exceeded the combined budgetary allocation for health and education expenditure. On the contrary, federal government expenditure stood at N7.1 billion in 2000, N41.9 billion in 2010, N5858.6 billion in 2016 before rising to N19,08.4 billion in 2023. Thus, it can be seen that a large chunk of annual government expenditure is being used to for debt servicing in Nigeria. Thus, debt service payments eat up most of the resources rather than development as they reduce the enrollment levels, slow down growth in health sector as well as human capital growth with its concomitant indirect negative effect on economic growth as it reduces the productivity of new investment. 
There is no contention that Nigeria’s huge debt burden has serious implications for the economy. The servicing of the external debt has severely encroached on resources available for economic development, thus, exerting a powerful drag on economy performance in Nigeria. While it is easy to identify the undesirable effects of a huge external debt servicing on public expenditure, a proper diagnosis of the problem from its root cause is necessary to avoid treating the symptoms and leaving out the underlying causes itself. The Nigerian government has continued to wander about in the debt conundrum by pursuing “fleeting” policies geared towards debt reduction or cancellation without having recourse to a sound conduct of its fiscal policy. It is against this back drop that the present study is undertaken. The objective of the paper is to assess the effect of debt servicing on public expenditure in Nigeria. The rest of the paper is arranged as follows hence the review of related literature is presented in section two while the methods of study were outlined in section three. In section four, the findings were presented and section five concludes the paper with policy implications. 

2.   The Literature
Debt service is the payment of amortization (liquidation of the principal) and accumulated interest with contractually fixed charge on domestic real income and savings. As the size of the debt grows or as interest rate rises, debt service charge increases. According to Oyedele, et al., (2013), “debt service payment must be made with foreign exchange met only through export earnings making sure that imports are curtailed as well as further external borrowing. However, should the composition of imports change or should interest rate rise significantly, causing a ballooning of debt service payments or should exports earnings diminish, debt servicing difficulties are likely to arise”. On their part, Ishola, et al., (2013) argue that “debt servicing involves a conscious and carefully planned schedule of the acquisition and retirement of loans contracted either for development purpose or to support the balance of payments. It makes use of estimates of foreign earnings, sources of exchange finance, the project returns from the investment and the repayment schedule. Likewise, it includes an assessment of the country’s capacity to service existing debts and a judgment on the desirability of contracting loans” (Oyedokun & Adewinle, 2023)
“On the contrary,, government expenditure belongs to the domain of public finance which is defined as the study of the principle underlying the raising and spending of funds by public authorities. It is the field of development economics that studies government activities and alternative means of financing expenditure” (Aiyedogbon, et al., 2015). “Public expenditure theory reflects the policy choice that government makes.  Once governments have decided upon which goods and services to provide and the quantity and quality in which they will be produced, public expenditures represent the costs of carrying out these policies” (Brown & Jackson, 1978).  According to Bhatia (1976), “public expenditures are the expenses, which the government incurs for its own maintenance and also for the society and the economy as a whole.  The activities of government arise from ideological reasons which form government’s attempts to deal with allocative and distributional inefficiencies brought about by market imperfection”. 
Chude and Chude (2013) opined that “increase in government spending can be an effective tool to stimulate aggregate demand for a stagnant economy and to bring about crowed-in effects on private sector. In Keynesian view, government could reverse economic downturns by borrowing money from the private sector and then returning the money to the private sector through various spending programs. High levels of government consumption are likely to increase employment, profitability and investment via multiplier effects on aggregate demand. Thus, government expenditure, even of a recurrent nature, can contribute positively to economic growth”. On the other hand, endogenous growth models such as Barro (1990), predict that “only those productive government expenditures will positively affect the long run growth rate”.
From the theoretical perspective, the literature relating to the potential negative effect of a heavy external debt burden on growth, the dominant paradigm is the debt overhang hypothesis. This theory is based on the premise that if debt will exceed the country’s repayment ability with some probability in the future, expected debt service is likely to be an increasing function of the country’s output level. Thus some of the returns from investing in the domestic economy are effectively taxed away by existing foreign creditors and investment by domestic and new foreign investor is discouraged. The macroeconomic effects of budget deficits, their financing, and the ensuing debt dynamics as well as the implications on growth have not received sufficient attention in recent analyses of the Nigerian debt problem. The magnitude of budget deficit a country registers and the means of financing it determine the debt dynamics and the fiscal constraints the country will be subject to in the medium to long term.Deficits can be financed through money printing, internal and/or external borrowing and use of central bank’s foreign reserves. Each financing mechanism would involve different macroeconomic repercussions such as inflation, balance of payments crises and external debt crises. The option of foreign borrowing is usually favoured where a huge investment is required to meet the growth objectives of a nation. External borrowing is usually followed by debt servicing sometimes with a very large amount that constitutes an impediment to the provisions of critical infrastructures like power supply, roads and Medicare. 

Meanwhile, copious empirical literatures have been documented on the relationship between debt service payments and public expenditure and findings have been mixed. However, what is commonly noticed is that most studies on debt servicing focused on growth and little or nothing on public expenditure. Consequently, few studies have estimated external debt impact on fiscal allocation albeit not in Nigeria. They include Cashel-Cordo and Craig (1990). Although, “the authors focus on the impact of aid, they include debt service among the variables explaining government expenditures and revenues. They find a negative effect of debt service on total government spending. However, with the exception of defence, the study does not disaggregate public expenditure”. Iyoha (1999) suggested that “forgiveness in mounting debt service payments is needed for SSA countries as it will stimulate the investment recovery and economic growth”. 
Fosu (2007) explored “the impact of a binding external debt-servicing constraint on the sectoral composition of government expenditures in 35 African economies. The study found that the implied debt service burden adversely affected the share of public spending in the social sector, with similar impacts on education and health and argued that the deleterious implications of debt servicing appear to be primarily a social-sector phenomenon. The partial elasticity on the sector’s expenditure share is estimated at 1.5%. Specifically, external aid had a positive estimated effect on the social sector with an elasticity of 0.2% while constraint on the executive exerted significant positive and negative impacts on capital, agricultural and health expenditures respectively. The study applies seemingly unrelated regression (SUR) for the analysis covering the period, 1975-94”. 
Likewise, Imran, et al., (2009) analyzed “the impact of foreign debt and foreign debt servicing on the savings and investment expenditure in Pakistan and suggested that foreign debt servicing has a negative impact on the constructive activities which can increase the economic growth of Pakistan”. Nurudeen, et al., (2022) employed “the bootstrap autoregressive distributed lag technique to explore the non-linear effect of public debt on public expenditure in Nigeria covering the period 1981-2020. The result of the bootstrap bounds test revealed evidence of long run relationship between public expenditure and public debt. Also, the study further revealed that the effect of public debt on public expenditure is non-linear and concluded that public expenditure increases at early stages of rising public debt but decreases at latter phases when public debt grows beyond specific threshold”.
In a study by Akanbi, et al., (2022), the authors assessed “the relationship between external debt and economic growth in Nigeria spanning the periods, 1981-2020. The technique of ARDL model was utilized by the study and findings revealed that evidence of long run equilibrium relationship between the dependent and the regressors. Accordingly, the study found a statistical insignificant negative effect of external debt on economic growth in Nigeria. Also, the study found that effect of debt service on economic growth is negative and statistically significant”.
Nurudeen, et al., (2022) utilized “the bootstrap ARDL technique to assess the non-linear effect of government debt on public spending in Nigeria covering the period 1981–2020. Besides, the two underlying variables, output growth, oil rent and urbanization were included in the model as control variables. Accordingly, the study found evidence of long run equilibrium relationship between the variables. Specifically, the study further found that public debt has a nonlinear effect on public expenditure and that in the early stages of rising public debt public spending increases. However, as public debt grows beyond specific threshold public spending declines at latter phases”. 

Oyedokun and Adewinle (2023) assessed “the effect of government external borrowing on expenditure on road construction in Nigeria after controlling for the effect of inflation rate, exchange rate and interest rate. The study found that external borrowing and interest rate had significant negative impact on public spending on road construction in Nigeria. Contrariwise, inflation rate and exchange rate exerted positive and significant effect on government expenditure on road construction in Nigeria. The study which employed ARDL model covered the period, 1991-2022”. 
Miningou (2023) examined to “what extent debt crisis and fiscal consolidation tend to influence government expenditure on education. The study found that a rising external debt is associated with a higher risk of fiscal consolidation thereby contributing to a decline in education expenditure. It was observed by the study that a 1% increase in external debt led to 2.9% decline in education expenditure per school-age child. The study noted that with the rising debt levels occasioned by the COVID-19 response policies, education expenditure may witness decline during the post-pandemic era”. 
Aladejare and Musa (2024) scrutinized “the effect of external debt servicing on economic growth in Nigeria covering the period 1980-2022. Also, there were other variables included in the model such as foreign debt interest payment and exchange rate. Utilizing the ARDL model, the study found evidence of long run equilibrium relationship between the variables. In the long run, the study found an insignificant positive effect of external debt on growth. On the other hand, the impact of external debt servicing and foreign interest payment on growth is negative and statistically significant. Meanwhile, exchange rate had significant positive effect on economic growth in the period under review. The study therefore recommended debt for equity programme as a strategy for effective external debt management”. 

Mbewe (2024) utilized “data of 15 sub-Sahara African and South American countries on a pooled mean group estmation and ARDL technique to scrutinize the effect of public debt on education spending covering the period of 1995-2022. The study found evidence of long run relationship among the variables and that public debt has positive but insignificant effect on education expenditure in the short run. On the contrary, government debt service exerted significant negative effect on education expenditure. The study suggested of the need for government to maintain low debt level in order to mitigate adverse effect in the funding of the education sector”.

Stylist Facts

The origin of the gloomy Nigeria debt situation can be traced back to the late 1970s when there was the need to finance the widening deficit gap created by profligate spending. Osinubi and Olaleru (2006) opined that “the period marked the beginning of the collapse of the oil boom era which was characterized by falling foreign exchange earnings and rising fiscal deficits as well as external borrowing. Prior to this period therefore, external debt of developing countries was relatively small and majority of creditors were foreign government and international financial institutions such as the International Monetary Fund (IMF), the World Bank and regional development banks. Accordingly, most loans were on concessional (low interest) terms and were extended for purposes of implementing development projects and expanding imports of capital goods. However, during the late 1970s and early 1980s, commercial banks began to play an increasing role in international lending by issuing general purpose loans to less-developed countries to provide balance of payments support and expansion of export sector” (Todaro, 2003). 
Notably, the seed of external debt crisis were actually sewed in 1978, when the country borrowed from international capital market on commercial terms characterized by high and variable interest rates, short term maturity and grace period.
Accordingly, Nigeria’s foreign debt obligations accumulated and crystallized into what is today known as the Paris Club debts, promissory note and par bonds. The Paris Club debt component, which was a mere $5.39 billion in 1983, graduated to $21.6 billion in 1999 rose to about $30 billion in 2005 before the debt cancellation in 2006 by the Obasanjo administration . The debt burden of Nigeria inevitably imposes constraints on its growth prospects. The burden of principal and interest repayments drains the nation’s resources and curtails the possible expenditure of resources on other productive ventures. Attempts by the government to run either balanced budgets or budget deficits by way of deferring debt service payments have compounded the problem. Deferred debt service earns additional interest payment that increases the burden of the original debt. Thus, the nation’s inability to meet all its debt services payments constitutes one of the reasons for the self-reinforcement of the debt problem. This has caused the country’s debt stock to increase progressively and debt servicing also increase thereby leading to rising public expenditure. The consequences of this increase according to Oyedele, et al., (2013) include under-utilization of productive capacity and the scaling down of domestic investment and development projects, which could have been used to improve the standard of living of the people thereby increasing the poverty level in Nigeria. 
The increasing debt service payments have affected government inability to provide good roads, functional education, hospital and regular power supply. For instance in 2014, public expenditure stood at N4587.4 billion, external debt was $16315.2 million with debt service repayments of $346723.3 million. In 2016, public expenditure rose toN5858.6 billion, external debt $34789.2 million and debt servicing stood at $353094.5 million. In 2023, total government spending stood at N19,808.4 billion with external debt amounting to $42,495.2 million while debt service payments recorded a whooping sum of N3.504 trillion. This repayment of debt in the form of principal and interest payments which is cumulatively known as “debt service payments” has been identified to be a serious threat to the Nigeria economy (Mbewe, 2024).
Structure and trend of capital expenditure and debt servicing in Nigeria
Table 1: Capital expenditure and debt servicing in Nigeria, 2000-2023

	Year
	Govt Capital Expt

(N billion)
	Debt Servicing

($ million)
	Exchange (N/$)

	2000
	223.5
	1794.9
	102.1

	2001
	438.7
	1716.0
	111.9

	2002
	321.4
	2128.2
	121.0

	2003
	241.7
	1168.4
	129.4

	2004
	351.3
	1809.3
	133.5

	2005
	519.5
	1754.8
	132.1

	2006
	552.4
	1821.0
	128.7

	2007
	759.3
	6727.8
	125.8

	2008
	960.9
	303665.0
	118.6

	2009
	1152.8
	460728.4
	148.9

	2010
	883.9
	97173.0
	150.3

	2011
	918.5
	354415.6
	153.9

	2012
	874.7
	361618.1
	157.5

	2013
	1108.4
	293002.5
	157.3

	2014
	783.1
	297329.3
	158.5

	2015
	818.4
	346723.3
	193.3

	2016
	653.6
	331098.9
	253.5

	2017
	1242.3
	363093.5
	305.8

	2018
	1682.1
	1472039.3
	306.1

	2019
	2290.0
	1333537.7
	306.9

	2020
	1614.9
	1556211.6
	358.8

	2021
	2522.5
	2108033.4
	400.2

	2022
	3133.8
	2405467.5
	426.0

	2023
	4486.2
	3503509.3
	645.2


Source: DMO (2023), CBN statistical Bulletin (2023) and annual report and statement of account (various issues)
Table 1 reveals the level of capital expenditure, debt servicing and exchange rate in Nigeria during the period 2000-2023. It can be seen that capital expenditure of the government grew from N223.5 billion in 2000 to N4486.2 billion in 2023. It is evidence that amount budgeted for capital witnessed stability for the most of the periods as it rises and falls reaching all-time high of 

90.1% in 2017 and the trough of 3.9% in 2011. It witnessed fluctuations fin most of the periods. Figure 1 is the trend of the variables. The instability bedeviling capital expenditure explains why many capital projects are abandoned lending to infrastructural decays in Nigeria.

Table 1 also shows that external debt servicing has continue to rise as it stood at $1,794.9 million in 2000 and by 2023, debt service grew to $3,503,509.3. Notably, between 2008 and 2012 the country’s debt servicing took a sharp turn and more than doubled her capital expenditure. 
Fig 1:  Trend of government capital expenditure and debt servicing
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The country has continued to witness rising trend in debt servicing as the amount of money devoted to the servicing of external debt has been experiencing astronomical increase, while the amount devoted to capital expenditure dwindles. The exchange rate seems to witness stability from 2000 to 2015 as it it hovered from N102.1/$ to N193.3/$. However, from 2015, the local currency experience massive depreciation s the echange rate stood at over N645/, a trend which has continue till 2025.

3.    The Model 
The study adopts simple linear multiple regression in the context of ordinary least squares (OLS) in which public expenditure is made a function of some macroeconomic variables. Four data were used for the analysis in which external debt and government expenditure were measured in millions of naira, debt servicing is expressed in the US dollars while exchange rate is N/$ with the data covering the period 2000-2023. The model is stated thus;
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In stochastic log-term, equation 1 becomes:


[image: image3.wmf]t

InEXC

InEXD

InDSV

InGEX

t

t

t

t

e

b

b

b

a

+

+

+

+

=

3

2

1

                                           (2)
Where:

GCEt = Government public expenditure at time t,  DSVt = Debt servicing at time t, EXDt = External debt at time t, EXCt = Exchange rate at time t, α = constant and β1 – β3 are parameters to be estimated while εt is white noise error term. It is expected that an increase in debt servicing should lead to reduction in government expenditure. Similarly, an increase in exchange rate is expected to exert an opposite effect.  Thus, a negative relationship between dependent and explanatory variables is expected. In order to ascertain the stochastic properties of the series and the presence of long run relationship among the variables unit root and cointegration tests were conducted. The data of debt servicing and external debt were sourced from the Debt Management Office while that of government expenditure and exchange rate were culled from the various issues of Central Bank of Nigeria annual report and statement of account. 
4.  Presentation of Results
In order to avoid misleading results, pretests such as unit root and cointegration were onducted for data refinement. In Table 2, the values of ADF are shown at level, first differencing and second differencing which are compared to the critical value of 5%. Accordingly, the series have mixed order of integration in that they are stationary either at first or second differencing at 5% level of significance.
Table 2: Results of ADF unit root test

	Variable
	Level
	1st Difference
	2nd Difference
	Order of Integration

	LGEX
	0.52
	-2.69
	-5.17
	I(2)

	LDSV
	-2.22
	-4.40
	 -
	I(1)

	LEXD
	-1.26
	-2.72
	-4.36
	I(2)

	LEXC
	-1.14
	-1.47
	-3.97
	I(2)

	C.V. = 5%
	-3.76
	-3.79
	-3.83
	


Source: Extracted from Eview 12.0
In Table 3, there are least two co-integrating equations in both the trace and max-eigen statistics and we can conclude that long run relationship exists between public expenditure and debt servicing in Nigeria. This means that both variables have been growing together over the last two decade or so. 
Table 3: Result of Co-integration Test
	Null Hypothesis
	Alternative Hypothesis
	Statistical Value
	5% C.V
	1% C.V
	Eigen value

	                                                 Trace Statistics

	r = 0
	r > 0
	70.4
	47.2
	54.5
	0.92

	r > 1
	r > 1
	32.9
	29.7
	35.7
	0.75

	r > 2
	r > 2
	12.0
	15.4
	20.0
	0.53

	                                               Max-Eigen Statistics

	r = 0
	r = 0
	37.6
	27.1
	32.2
	0.92

	r <1
	r = 1
	21.0
	21.0
	25.5
	0.75

	r <2
	r = 2
	11.3
	14.1
	18.6
	0.53


Source: Extracted from Eview 12.0

Table 4 is the empirical results showing the relationship between debt servicing and public expenditure. The result revealed that the DW statistics of 1.87 indicated absence of auto-correlation in the model while the F-stat of 61.7 revealed that the model is statistically significant. It can be observed from the results that model is relatively robust and therefore has good fit as the R2 of 0.93 implies that the combined explanatory variables account for 93% variation in government expenditure. Specifically, the results show that external debt exerts negative significant impact on public expenditure while the impact of debt servicing and exchange rate on public expenditure is positively significant. 
Table 4: Regression estimation

Dependent variable: LGEX

Method: OLS
	Variable
	Coefficient
	t-statistics
	Probability

	Constant
	 3.68
	2.76
	0.02

	LDSV
	 0.10
	3.83
	0.00

	LEXD
	-0.30
	-4.78
	0.00

	LEXC
	 1.68
	5.42
	0.00

	R2 = 0.93, F-stat = 61.7, DW = 1.87


Source: Extracted from Eview 12.0

A unit increase in debt servicing and exchange rate, respectively led to 0.10% and 1.68% increase in public expenditure while a 1% increase in external debt decreases public expenditure by 0.30%. This is similar to the finding of Miningou (2023) and Mbewe (2024) but contrary to Oyedokun and Adewinle (2023) and Aladejare and Musa (2024). It must be emphasized that external debt is good for an economy if it is judiciously utilized for the purpose so that the repayment could be fast track rather than resorting to endless debt service payments with attendant consequences for the economy. The positive relationship between debt servicing and public expenditure reported by the study does not present a cheering news as it is contrary to most studies in the extant literature. 

5.   Conclusion
The study examined the impact of debt servicing on public expenditure in Nigeria and argues that continuous increase in debt servicing has tended to constrain allocation for public expenditure thereby affecting provision of essential services. The study uses econometric analytical tool for the investigation. It was found by the study that the growth of debt servicing is as high as the growth of public expenditure. The study also found both public expenditure and debt servicing had long run relationship. Also, the study found that debt servicing and exchange exerted positive impact on government expenditure while the impact of external debt is negative. 

It can be stressed that the quest for sustainable development through increase in public expenditure may have been thwarted by rising debt services in Nigeria and many developing countries especially SSA countries. The negative effect of external debt on public expenditure is as a result of huge debt accumulated which consequently degenerated to debt overhang. It could be as a result domestic debt which account for 85% of Nigeria’s total public debt. 
Likewise, the country’s debt service payment followed the same pattern and the demand for foreign currency tends to have a considerable effect on the country’s public expenditure with its concomitant effect on provision of essential services.on the bases of the findings, it therefore recommended external borrowings should be channeled to the real sectors of the economy as against social consumption to avoid accumulation of external debt servicing. Likewise, the funds should be properly managed in order to avoid wastages and mismatch. Finally, measures to prevent exchange rate mismatch should be instituted by policy makers to safeguard the value of the naira for easy repayment.
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