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           ABSTRACT 
 

 

This paper examined the capital formation and Economic Growth in Nigeria, using time series 

data from 1981 to 2013. The research work applied Harrod –Domar model to Nigerian 
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economic growth model and tested if it has a significant relationship with Nigerian economy. 

The paper explored ARDL- Auto Regressive Distributed Lag Models technique and E view 9 to 

determine the impact of capital formation on economic growth in Nigeria.  

The paper tested the different diagnostic tests of Nigeria’s time series data. The entire tests 

rejected the null hypothesis and accepted the alternative hypothesis. From the empirical 

findings, it was discovered that there is a significant relationship between capital formation and 

economic growth in Nigeria. The results corroborated with the Harrod-Domar model which 

proved that the growth rate of national income will directly be related to saving ratio and/or 

capital formation (i.e. the more an economy is able to save-and—invest-out of given GNP, the 

greater will be the growth of that GDP). The paper recommended based on the econometric 

results that the government should continue to encourage savings, create conducive investment 

climate and improve the infrastructural base of the economy to boost capital formation and 

hence promote sustainable growth. 

Keywords: capital formation, GDP, GNP, ARDL, Growth. 

 

 

 

        INTRODUCTION / BACKGROUND TO THE STUDY: 

 
 

Capital formation refers to the proportion of present income saved and invested in order to 

augment future output and income. It usually results from acquisition of new factory along with 

machinery, equipment and all productive capital goods. Capital formation is equivalent to an 



increase in physical capital stock of a nation with investment in social and economic 

infrastructure. 

Capital naturally plays an important role in the economic growth and development process. It 

(capital) has always been seen as potential growth enhancing player. Capital formation 

determines the national capacity to produce, which in turn, affects economic growth. Deficiency 

of capital has been cited as the most serious constraint to sustainable economic growth. It is 

therefore not surprising that the analysis of capital formation has become one of the central 

issues in empirical macroeconomics. One popular theory in the 1970s, for example, was, that of 

the "Big Push" which suggested that countries needed to jump from one stage of development to 

another through a virtuous cycle in which large investments in infrastructure and education 

coupled with private investment would move the economy to a more productive stage, breaking 

free from economic paradigms appropriate to a lower productivity stage. Growth models like the 

ones developed by Romer (1986) and Lucas (1988) predict that increased capital accumulation 

can result in a permanent increase in growth rates. 

The relationship between capital formation of the nation and economic growth has been 

documented in a number of empirical investigations. The result which has been found in several 

analyses is that causality exists between capital accumulation and economic growth. 

Nevertheless, understanding the determinants of the capital formation is a crucial prerequisite in 

designing a number of policy interventions towards achieving economic growth. The process of 

capital formation is cumulative and self-feeding. It involves three inter-related conditions; (a) the 

existence of real savings and rise in them; (b) the existence of credit and financial institutions to 

mobilise savings and to direct them to desired channels; and (c) to use these savings for 

investment in capital goods (Jhingan, 2006). Therefore, we can understand that savings is the 
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major determinant of capital formation. It is widely believed that an increase in the proportion of 

national income devoted to capital formation is only one avenue for growth. Therefore people 

are encouraged to save more than to consume more, because a growing economy requires a 

constant flow of fund for investment in other to assure a supply of capital goods adequate for 

production of consumer goods and replacement of obsolete equipment. 

                      During Structural Adjustment Programme (SAP) of 1986, the government of Nigeria 

considered the need for improvement in capital formation and pursued an economic reform that shifted 

emphasis on private sector. The public sector reforms were expected to ensure that interest rates were 

reduced (or positive) in real terms and/or to encourage savings, thereby ensuring that investible funds 

would be readily available to the real sectors. Besides, the reforms were expected to lead to efficiency and 

productivity of labour; efficient utilization of economic resources, increase aggregate supply, reduces 

unemployment and generate single digit inflation rate. For example, during 1980s till date, the percentage 

of gross fixed capital formation had dwindling or fluctuating in Nigeria, inspite of SAP programme. The 

fluctuations in capital formation from  resulted from macroeconomic imbalances (or problems) such as 

deteriorating foreign exchange rate, increase in general price level, high real interest rate, double digit 

inflation, and/or high rate of corruption in public sector. In addition, inadequacy in economic 

infrastructures such as epileptic power generation, deplorable road networks as well as poor health and 

educational facilities were   equally responsible for the decline in capital formation (Bakare, 2011, 

Ainabor, et. al., 2014). 

According to Busari (2006), the Nigerian economy has undergone at least three distinct phases 

since independence from colonial rule in 1960. The first is the vibrant era that was inherited from 



the colonial masters which lasted till around 1980.This phase was characterized by a buoyant 

agricultural sector in terms of production diversification (staple foods and cash crops), 

contribution to gross domestic product (GDP) which averaged about 70 percent employment and 

export. The first phase witnessed the first large inflow of petro-dollar funds due to the Arab–

Israeli conflict of the early 1970s. Growth performance could be described as impressive over 

this period. The recession in advanced western economies which started in the late 1970s due to 

rising interest rates and high production costs led to sharp decline in Nigerian export. The 

international price of crude also collapsed. The agricultural sector witnessed neglect due to the 

ease of flow of foreign exchange (forex) in the early 1970s. 

 

   Growth performance in Nigeria declined significantly and by mid-1986 the country had to 

agree to adopt and implement some far reaching economic reform measures in other to qualify 

for international assistance from multilateral lending institutions. This era could be described as 

the economic decline and adjustment era and it lasted till around 1995.Though reform measures 

are still being carried out in line with liberal economic thinking, a post 1995 economic 

performance could be described as the era of recovery. A critical examination of sectorial   

performances shows that the pre 1980 position of agriculture has not been restored and in fact, 

the contribution of the extractive mineral and quarrying sector to GDP has increased over the 

years, so also is the contribution of the service sector. 

 

              Based on the experiences of advanced capitalist economics; It is believed that as a 

country develops, the share of traditional sectors (such as agricultural) in GDP and employment 

will decline due to the rapid growth in the modern sectors such as the service industry. This is 



the situation in Nigeria, but that could not be attributed to the structural transformation of the 

means and mode of production but to the near absolute neglect of the core real sectors by 

successive administration leading to the observed dominance of the oil and oil related sector.  

                The emergence of the service sector was a direct response to the collapse of real 

investment due to high investment risk and uncertainty. The economic measures implemented 

since 1986 to date emphasized more of financial reforms and exchange rate deregulation coupled 

with the mismanagement of the forex system and increased speculative activities. The economy 

witnessed the emergence of several financial institutions all aimed at staking a claim on the 

foreign exchange market. Hence the service sector dominated by financial institutions, recorded 

significant growth. The liberalization of interest rates and unrelenting inflationary trend, which 

increased the return on speculative activities, further fuelled the growth of the service sector. 

           One thing that analysts generally agree upon is that the real (productive) sector is yet to 

recover in Nigeria since the collapse of the sector in the -1980s.Figures on industrial capacity 

utilization show that the rate is still on the average, below 50% since 1996 compared to over 

80% in 1970s.Hence, this is suggestive of the fact that the contribution of factor inputs in 

production might have declined over time. 

                Between 1984 and 1990, there were reports of massive close downs by industrial 

enterprises, and yet positive aggregates growth rates were recorded. The behavior of the 

international prices of crude is one reason why this could happen. When crude oil prices rises in 

the international market and more barrels are pumped into the market, growth will occur. But 

such growth does not necessarily translate to increased factor usage or increased factor 

productivity. 



      On the part of government, her expenditure profile overtime has tilted more to recurrent 

rather than on capital expenditures. Not much of her capital outlays were spent on the acquisition 

of capital goods, such as machines, instruments, factories, or on increasing the stock of raw 

materials, finished goods and improved general investments. That is certainly not good enough 

for a nation that is striving to grow. No nation has ever treaded the path of growth and 

development with this burgeoning level of recurrent expenditures and a seeming lackadaisical 

attitude towards investments in capital goods. 

 

 

STATEMENT OF THE PROBLEM: 

 

In Nigeria, capital output is low resulting from the fact that capital income is low. More so, the 

marginal or average propensity to save is low, while the marginal or average propensity to 

consume is so high, this leads to attainment of economic development. For economic 

development to be achieved in Nigeria, then there should be increase of domestic saving from 

4% to thereabout 12% in national income, expansion of market, investment in capital equipment, 

decrease in population rate, correcting of imbalance of payments, declining of foreign debts, 

control of inflationary pressure, etc. These stated points are possible only and only if there is a 

rapid rate of capital formation in the country, that is, if smaller proportion of the community’s 

current income or output is partly devoted to consumption and/or the other part is saved and/or 

invested in capital or industrial equipment. 

 

 



 

1.2       OBJECTIVES, SIGNIFICANCE AND HYPOTHESIS OF THE STUDY: 

1. To  ascertain the impact of Gross fixed capital formation on economic growth in Nigeria 

for the period 1981-2013  taking account of the time characteristics of the data and 

therefore, utilizing an error correction model  

2. To determine the effect of total exports, total imports, total national savings, interest rate 

and Inflation on economic growth in Nigeria. 

 

3.   To draw policy implications for capital formation   from the empirical findings. 

the following hypothesis will be tested in the research work; 

Ho: Capital formation does not have significant impact on the level of economic growth in 

       Nigeria. 

H1:  Capital formation   has significant impact on the level of economic growth in Nigeria. 

 

EMPIRICAL LITERATURE 

        To ascertain the relationship between capital formation and economic development, Jhingan 

(2006) asserted in his work that capital formation could not only result on the investment in 

capital equipment that leads to increase in production but again lead to employment 

opportunities. He further stressed that capital formation leads to technical progress which helps 

realize the economies of large-scale production and/or increases specialization and/or thus 

provides machines, tools and equipment for the growing labour force. Capital formation also 



leads to the expansion of market. He further accentuated that capital formation helped to remove 

market imperfections by the creation of economic and social overheads capital, and thus breaks 

the vicious circles of poverty both from the demand side and supply side. Even in the face of 

increasing population capital formation makes development possible. In overpopulated 

underdeveloped countries as it is in sub-Sahara Africa increase in per capita output is related to 

the increase in capital-labour ratio. Countries aiming at raising the capita labour ratio have to 

face two problems: (i) the capital-labour ratio fall with increase in population so that large net 

investment is needed to overcome the diminution of capital labour ratio. (ii) When population is 

increasing rapidly, it becomes difficult to have sufficient savings for the required quantity of 

investment, reason being that a low per capita income keeps the propensity to save at a low level 

in such a country. The only solution to these problems is a rapid rate of capital formation. 

        In the work of Bakare (2011) asserted that capital formation influences the economic 

welfare of a country. It helps in meeting all the requirements of an increasing population in 

developing economy. It leads to the proper exploitation of natural resources and the 

establishment of different types of industries, levels of increase and the varied wants of the 

people are satisfied. They consume a variety of commodities, their standard of living rises and 

their economic welfare increases. Capital formation raises the level of national income. 

Bakare, (2011) using cointegration to ascertain the relationship between capital formation and 

economic growth, his result showed that capital formation has a direct relationship with 

economic growth of Nigeria. 

                Ainabor (2014) examined the impact of capital formation on the growth of Nigeria 

using time series data from 1960 to 2010. The paper applied Harrod –Domar model to 

Nigerian growth model and tested if it has a significant relationship with Nigerian economy. 



The paper utilized secondary data and the paper explored various econometrics and/or statistical 

analytical (Eview 4.0) method to examine the relationship between capital formation and 

economic growth. The paper tested the stationarity, OLS, cointegration of Nigeria’s time series 

data and used an error correction mechanism to determine the long-run relationship among the 

variables examined. The results of the findings supported the Harrod-Domar model which 

proved that the growth rate of national income was directly related to saving ratio and capital 

formation (i.e. the more an economy is able to save-and invest-out of given GNP, the greater will 

be the growth of that GDP). 

               Donwa and Odia (2009), considered the impact of globalization on the gross fixed 

capital formation in Nigeria from 1980 to 2006.Using the ordinary least square, it was found that 

globalization proxy by openness was negatively and insignificantly related to gross fixed capital 

formation. In other words, globalization has not helped in assisting fixed capital formation. 

Foreign Direct Investment and Gross Domestic Product were positive and significant while 

exchange rate had a negative impact on GFCF. Interest rate had positive and insignificant 

relationship with GFCF. Suggestions on how Nigerian could benefit from globalization and 

improve on her gross fixed capital formation were proffered. 

     Ugwuegbe and Uruakpa, (2013) investigated the impact of capital formation on economic 

growth in Nigeria. To analyze the impact of capital formation, stock market capitalization, 

inflation rate and interest rate on economic growth, the study employed Ordinary least square 

(OLS)  technique. To test for the properties of time series, phillip-perron test was used to 

determine the stationarity of the variables and it was discovered that gross fixed capital 

formation and economic growth are integrated of order zero I(0), Johansen co integration test 



was employed to determine the order of integration while error correction model was employed 

to determine the speed of adjustment to equilibrium. The empirical findings suggested that 

capital formation has positive and significant impact on economic growth in Nigeria for the 

period under review. 

       Kanu & Ozurumba, (2014) examined the impact of capital formation on the economic 

growth of Nigeria using multiple regressions technique. It was ascertained that in the short run, 

gross fixed capital formation had no significant impact on economic growth; while in the long 

run; the VAR model estimate indicates that gross fixed capital formation, total exports and the 

Lagged values of GDP had positive long run relationships with economic growth in Nigeria. It 

was equally ascertained that there exists an inverse relationship between imports (IMP), Total 

National Savings (TNSV) and economic growth; while GDP was seen to have a unidirectional 

causal relationship with export (EXP), Gross fixed capital formation (GFCF), 

Import (IMP) and Total national saving (TNSV). 

                Examining the capital formation and economic development through government 

expenditure on education, Shuaib, Ahmed & Kadiri.,(2015) examined the impact of innovation 

for 21
st
 century educational sector in Nigerian economic growth. The paper employed the 

characteristics of each time series by testing their stationarity using Augmented Dickey Fuller 

(ADF) tests, including co-integration tests and Error Correction model through over 

parameterization and parsimonious of the variable to enable the researcher to ascertain both 

short run and long run equilibria.  

                    Shuaib, et.al, (2015). Examined the impact of innovations and transformations in 

teaching and learning on educational systems in Nigerian economic growth, The paper employed 

the characteristics of each time series by testing their stationarity using Augmented Dickey 



Fuller (ADF) tests, including co-integration tests and Error Correction model through over-

parameterization and parsimonious of the variable to enable the researcher to ascertain both short 

run and long run equilibrium. The results of the findings revealed that total government 

expenditure on education proxy for teaching and learning has direct relationship with economic 

growth. 

Kanu, Ozurumba and Anyanwu (2014), writing on ―Capital expenditures and capital formation 

in Nigeria posits that Capital Expenditures (CAPEX) had a negative significant relationship with 

Gross Fixed Capital Formation (GFCF) in Nigeria at both 1% and 5% Alpha levels, while other 

macro-economic variables such as Imports, National Savings and Gross Domestic Product 

maintained a positive significant relationship with GFCF in the short run. In the long run, 

CAPEX still maintained a significant negative relationship with Gross Fixed Capital Formation; 

while Imports and National Savings equally had a positive significant relationship with GFCF. It 

was also observed that the lagged value of GFCF had no significant impact on GFCF in the 

preceding year; however this degenerated into a significant negative relationship in the second 

year. Outcome of that study did not come by chance, as a functional classification of the nation’s 

expenditure profile for the period under review reveals that; outlays on capital expenditure 

accounted for only about 32% of total expenditures, while the remaining balance of 68 % went to 

recurrent expenditures. 

 

E   THEORETICAL FRAMEWORK: 

The model that captures the main objective of this study is Harrod–Domar model (see equation 

1-8 below). Harrod–Domar model described the economic mechanism by which more 

investment leads to more growth. For a country to develop and grow, it must divert part of its 

resources from current consumption (or save) and invest them in capital formation. 



Diversion of resources from current consumption is called saving. While saving is not the only 

determinants of growth, the Harrod Domar model suggests that it is an important ingredient for 

growth. Its argument is that every economy must save a certain proportion of its national income 

if only to replace worn-out of capital goods. The model shows mathematically that growth is 

directly related to saving and indirectly related capital output ratio. Suppose we define national 

income as Y, growth as G, capital output ratio as K, saving as S, and investment as l, and average 

saving ratio as s and incremental capital output ratio as k, then we can construct the following 

simple model of economic growth. 

S = sY……………………………………………………………………………………….1 

I.e. saving (S) is some proportion of (s) of national income (Y) 

I= Δk………………………………………………………2 

I.e. net investment (I) is defined as the change in capital stock K 

G =ΔY……....………………………………………………………………………3 

ΔY i.e. growth is defined as change in National income ΔY divided by the value of the 

National income. 

But since the total stock, K, bears a direct relationship to total national income, or output Y, 

as expressed by the capital/output ratio k, then it follows that: 

K=k…...4 

 

Finally, since total national saving, S, must equal total investment, I, we can write this 

Equality as 

S = I……………………………………………………………………………………… (5) 

But from Equation (I) above we know that S = sY and from Equations (2) and (3) we know 

That: 



I = ΔK = kΔY. 

It therefore follows that we can write the identity of saving equalling Investment shown by 

Equation (6) as 

S = sY = kΔY ==I………………………………....……………………………… (.6) 

Or simply as 

sY = kΔY ………………....……………………………………………………...7 

ΔY = G = sY K…...8 

Now by dividing both sides of Equation (8) by Y and later by K, we derive the growth 

Model ΔY/Y which represents the rate of change of national income or rate of GDP (i.e., It is the 

percentage change in GDP). Equation (8), which is a simplified version of the famous Harrod –

Domar equation in the theory of economic growth, implies that the rate of growth of GDP 

(ΔY/Y) is determined jointly by the national saving ratio, s, and national capital/output ratio, k. 

More specifically, I says that in the absence of government, the growth rate of national income 

will be directly or 

positively related to saving ratio (i.e. the more an economy is able to save-and- invest-out of 

given GDP, the greater will be the growth of that GDP) and inversely or negatively; relate to 

the economy’s capital/output ratio (i.e., the higher the k is, the lower will be the rate of GDP 

growth). 

            The economy logic of equation (8) is very simple. In order to grow, economies must save 

and invest a certain proportion of their GDP. The more an economy can save, and invest, the 

faster they can grow, for any level of the rate of growth depends on how productive the 

Investment is. 

The following theories was advanced to serve as springboard for this study 



(1) Marginal efficiency of capital hypothesis 

 (2)The Accelerator theory of investments  

 (3) Tobin Q theory of investment.  

1) Marginal Efficiency of Capital Hypothesis: 

 Marginal efficiency of capital hypothesis is a Keynesian concept; that stipulates the rate of 

discount which equates present value of net expected revenue from an investment of capital to its 

cost. The concept plays a major role in the Keynesian theory of investment; the level of 

investment is determined by the marginal efficiency of capital relative to the rate of interest. If 

the marginal efficiency rate is higher than the rate of interest, investment will be stimulated; if 

not, investment will be discouraged. This concept is based on the ordinary mathematical 

technique of computing present value of a given series of returns discounted at a specified 

discount rate. (Encyclopedia of Banking & Finance) 

 
 

(1) The Accelerator Theory of Investments: 
 

The Accelerator theory of investment suggests that as demand or income increases in an 

economy, so does the investment made by firms. Furthermore, accelerator theory suggests that 

when demand levels result in an excess in demand, firms have two choices of how to meet 

demand. It is either to raise prices to cause demand to drop or to increase investment to match 

demand. The theory proposes that most companies choose to increase production thus increase 

their profits. The theory further explains how this growth attracts more investors, which in turn   

accelerates growth. 

 

(3)  Tobin Q-Theory of Investment: 
 



  There are two fundamental problems with both the accelerator theory and the neoclassical 

theory of investment. First, by implication, both theories hold that in each period meaning that 

the adjustment of the capital stock, to its desired level, is instantaneous and complete each 

period. The solution to this is to add an adjustment cost function to the optimization problem, 

(Treadway, 1969). The second problem is that expectations play no role in the neoclassical and 

accelerator theories. Solutions to these problems were proffered by Brainard and Tobin in 1968. 

Tobin in 1969 postulated the Tobin Q-Theory of investments which is another theoretical model 

of capital formation and growth is ―Q theory. In the ―Q theory of capital formation (which is 

also in the neoclassical framework) the ratio of the market value of the existing capital stock to 

its replacement cost (the ―Q ratio) is the main force driving investment and growth. Tobin 

argued that delivery lags and increasing marginal cost of investment are the reasons why Q 

would differ from unity. Another approach dubbed―neoliberal (Galbis, 1979) emphasized the 

importance of financial deepening and high interest rates in stimulating growth. The proponents 

of this approach are McKinnon (1973) and Shaw (1973). The core of their argument rested on 

the claim that developing countries suffer from financial repression (which is generally equated 

with controls on interest rates in a downward direction) and that if these countries were liberated 

from their repressive conditions, this would induce savings, investment and growth. Not only 

will liberalization increase savings and loanable funds, it will result in a more efficient allocation 

of these funds, both contributing to a higher economic growth. In the neoliberal view, investment 

is positively related to the real rate of interest in contrast with the neoclassical theory. The reason 

for this is that a rise in interest rates increases the volume of financial savings through financial 

intermediaries and thereby raises investible funds, a phenomenon that McKinnon (1973) called 

the ―conduit effect. Thus, while it may be true that demand for investment declines with the rise 



in the real rate of interest, realized investment actually increases because of the greater 

availability of funds. This conclusion applies only when the capital market is in disequilibrium 

with the demand for funds exceeding supply. Accountancy Vol. 3, No. 3, 2015 

 

  MATERIAL, METHODOLOGY AND MODEL SPECIFICATION:  

 

This work describes an initial attempt to model the theoretical relationship between capital formation and 

the growth of Nigerian economy. The model is the original version of Harrod-Domar model which has 

been extended to incorporate other variables that determine economic growth. 

 The original version of Harrod -Domar model is usually stated in its raw Form   as: 

G   = ΔY =   𝑠𝑌               ……………………………………………… (1) 

           Y K 

   

This model implies that the growth rate of national income will directly or positively be 

related to saving ratio (i.e. the more an economy is able to save-and invest-out of given GNP, 

the greater will be the growth of that GNP) and inversely or negatively be related to the 

 

economy’s capital/output ratio (i.e. the higher the k, the lower will be that rate of GNP 

Growth). 

Following the model of Ainabor, Shuab and Kadiri (2014), this enables the determination 

of the capital formation: impact on the economic development of Nigeria from 1981 to 2013. 

The model is specified below: 

𝐺𝐷𝑃 = (𝐺𝐶𝐹, 𝑇SR, IMP, EXP, 𝐼𝑁𝑇𝑅, 𝐼𝑁𝐹𝑅) …………….. (2) 

𝐺𝐷𝑃𝑡 = 𝛼0 + 𝛼1𝐺𝐶𝐹 + 𝛼2𝑇SR + 𝛼3𝐼MP + 𝛼4EXP + 𝛼5INTR + 𝛼6INFL+ 𝜖.......... (3) 



Where: 

GDP = Gross domestic product as a proxy for economic growth; 

GCF = Gross Capital Formation which is a proxy for capital formation; 

TSR= Total Savings Rate 

IMP= Total Imports out of the country  

EXP= Total Export out of the country  

 

INTR = Interest Rate; 

 

INFL = Inflation Rate; 

 

ε = The error term assumed to be normally and independently distributed with zero mean and 

constant variance, which captures all other explanatory variables which influences gross 

domestic product in a country but are not captured in the model. 

It has been agreed that a log- linear form is more likely to find evidence of a deterrent effect than 

a linear form, Cameron (1994) and Ehrlich (1996). We therefore log-linearized the equation as: 

 

LOG𝐺𝐷𝑃𝑡 = 𝛼0 + 𝛼1 LOG𝐺𝐶𝐹 + 𝛼2LOG𝑇SR + 𝛼3LOG𝐼MP + 𝛼4LOGEXP + 𝛼5LOGINTR + 

𝛼6LOGINFL+ 𝜖.......... (4) 

 

     Based on economic theory, the signs of the coefficients are expected to be as follows; 

 𝛼1>0, 𝛼2>0, 𝛼3<0, 𝛼4>0, 𝛼5<0 and 𝛼6<0. 

      This study employed annual series data from Central Bank of Nigeria statistical bulletin 

(2013). The study will cover the period of 1981 to 2013. In other to achieve the objective of this 

study, ARDL- Auto Regressive Distributed Lag Models technique was used to determine the 

impact of capital formation on economic growth in Nigeria.  



        The estimation commences with a unit root test to confirm the stationary state of the 

variables that entered the model. In order to test for the stationary, the   Augmented Dickey 

Fuller (ADF)   test will be adopted. The first step is to test for stationary at level, without 

constant and trend. If the variable are not stationary, then the next step is to difference and test 

for the stationary of the differenced variables. If the variables are stationary after the first 

differencing, then the variables are integrated of order one i.e. 1(1). After that the co-integration 

regression will be obtained from the normalized coefficients of the model generated from the co-

integrating vector. Based on this the Error Correction Mechanism which determines the speed of 

adjustment to the equilibrium will be estimated. 

 

DISCUSSION OF RESULT: 

Unit Roots Test Result 
 

The estimation commences with a unit root test to confirm the stationary state of the variables 

that entered the model. In order to test for the stationary, the Augmented Dickey Fuller (ADF) 

test will be adopted. The first step is to test for stationary at level, without constant and trend. If 

the variable are not stationary, then the next step is to difference and test for the stationarity of 

the differenced variables. If the variables are stationary at level, then the variables are integrated 

of order zero i.e. 1(0). However, the variables are stationary after the first differencing, then the 

variables are integrated of order one i.e. 1(1). 

 

. The null hypothesis is that the variable under investigation has a unit root against the alternative 

that it does not. The choice of lag length was based on Akaike and Schwartz-Bayesian 



information criteria. The decision rule is to reject the null hypothesis if the ADF statistic value 

exceeds the critical value at a chosen level of significance (in absolute term). These results are 

presented in table I below. 

 

 

 

 

Table 1: Unit Roots Test Result 

AUGMENTED DICKEY-FULLER TEST; AT LEVEL AND FIRST DIFFERENCE 

Variables T-

STATISTICS 

Probability 1% 5% 10% I(d) 

EXP -7.559424 0.000 -3.661661 -2.960411 -2.619160 I(0) 

GCF -4.677615 0.0008 -3.670170 -2.963972 -2.621007 I(1) 

GDP -4.156549 0.0029 -3.661661 -2.960411 -2.619160 I(0) 

INF -2.939986 0.0604 -3.831511 -3.029970 -2.655194 I(0) 

TNS -5.629484 0.0001 -3.679322 -2.967767 -2.622989 I(1) 

IMP -4.677615 0.0007 -3.661661 -2.960411 -2.619160 I(1) 

INT -2.759873 0.0766 -3.679322 -2.967767 -2.622989 I(0) 

 

The results of table 1 above show that EXP and GDP are  stationary in their level form since 

their ADF values  is greater than the critical values at 1%, 5% and 10%. INF is stationary in it 

level form at 10% significant level while INT is also  stationary in it level form at 10% 



significant level. It also show that GCF, IMP and TNS are are non-stationary at their level form 

but at first differencing at 1%, 5% and 10% significant level. 

 

 

 

 

 

 

 

The result of the estimation technique   using ARDL- Auto Regressive Distributed Lag Models is 

presented below in table 2. 

TABLE 2 

 

Variable Coefficient Std. Error t-Statistic Prob.   
     
     LGCF 0.272328 0.045556 5.977843 0.0000 

LTRADE -0.144627 0.036686 -3.942296 0.0005 

LTSR 0.085008 0.031842 2.669667 0.0127 

INFL -0.001367 0.000608 -2.249334 0.0328 

INTR -0.011451 0.004176 -2.742295 0.0107 

C 24.50467 0.247281 99.09643 0.0000 
     
     R-squared 0.966229     Mean dependent var 30.89788 

Adjusted R-squared 0.959975     S.D. dependent var 0.453853 

S.E. of regression 0.090799     Akaike info criterion -1.797371 

Sum squared resid 0.222600     Schwarz criterion -1.525278 

Log likelihood 35.65662     Hannan-Quinn criter. -1.705820 

Dependent Variable: LGDP  

Method: ARDL   

Date: 04/26/16   Time: 12:28  

Sample (adjusted): 1981  2013  

Included observations: 29 after adjustments 

Maximum dependent lags: 4 (Automatic selection) 

Model selection method: Schwarz criterion (SIC) 
Dynamic regressors (4 lags, automatic): LNEP LTNS 

Fixed regressors: C  

Number of models evalulated: 100 

Selected Model: ARDL(1, 0, 0)  
Note: final equation sample is larger than selection sample   
 

 
 



F-statistic 154.4999     Durbin-Watson stat 1.167889 

Prob(F-statistic) 0.000000    
     

 

 

LogGDPt = 24.50467 + 0.272328LogGFCF+0.085008LOGTSR-0.1444627TRADE-0.011451INTR - - (5) 
 
 

From the result in table 2 and in equation 5, the estimated model shows that capital formation has 

positive impact on economic growth in Nigeria for the period under review. This indicates that 

an increase in capital formation will lead to increase in economic growth in Nigeria. This result 

corroborated the findings of Bakare (2011), Orji and Mba (2010). Specifically, a one percent 

increase in capital formation will increase economic growth by about 27%. Interestingly, the t- 

statistic reveals that the variable is highly significant at 5% level of significance since the 

probability value is less than 0.05 (p- value < 0.05). This suggests that capital formation has a 

positive and significant impact on economic growth in Nigeria. The coefficient of total saving 

rate (TSR) shows that it has a positive impact on economic growth in Nigeria. This implies that a 

1%increase in (TNS) will increase economic growth by 85%. The result also shows that interest 

rate and inflation rate has a negative impact on economic growth. Which means that a 1% 

increase in inflation rate and interest rate will decrease economic growth by 13%and 11% 

respectively which also significant impact on economic growth in Nigeria. 

  The decision is made based on the probability level of inflation rate and interest rate which is 

lesser than 0.05 (p- value < 0.05). 

The net export has a negative impact on economic growth. This implies that a 1%increase in (net 

trade) will reduce economic growth by 14%.This result suggested that import is greater than 

export during the period under review. Hence, a negative impact on economic growth in Nigeria. 

 The coefficient of determination (R
2
) and its adjusted R

2
 are 0.97 and 0.96 respectively implying 

that there exists goodness of fit in the model. This means that about 97% of the variation in 



economic growth is accounted for by variation in capital formation, total saving rate, trade, 

inflation rate and interest rate. The overall regression (F-Test)is significant at 5% level of 

significance implying that the joint effects of all the included variables were significant. The 

Durbin Watson statistic of 1.16 shows evidence of no autocorrelation in the model since it is 

approximately within the range of 2. 

 

CONCLUSION: 

This paper investigated the impact of capital formation on economic growth in Nigeria between 

the period 1981 and 2013. The estimated results point that both capital formation and total saving 

rate has a positive effect on economic growth in Nigeria.  More so, from the entire test carried 

out with different diagnostic tests, it was revealed that all the null hypotheses were rejected (.i.e., 

there is no significant relationship between capital formation and economic development) and 

accepted the alternative hypotheses (.i.e., there is significant relationship between capital 

formation and economic development). The paper discovered that the capital formation and/or its 

components (determinants) have significant relationship with the economic development of 

Nigeria. Rejecting null hypotheses in the diagnostic tests corroborated the fact that capital 

formation has a direct relationship with Nigerian economic development. 

 

RECOMMENDATIONS 

 

From the econometric study of the capital formation and impact on the development of the 

Nigerian economy, the following recommendations are stated below: 

 1. Government should ensure that there mechanism between the potential investors 

and/or potential lenders in Nigeria. This will in turn, lead to capital formation and/or hence 



economic development. 

2. Government should encourage domestic savings by increasing interest rate in Nigeria, 

in order to garner investible from the citizens. This thus will translate to capital formation which, 

however, is the engine of growth of any economy. 

3. Government should ensure an enabling, conducive investment climate and/or improve the 

infrastructural (such as: power generation, portable water and good road networks) base on the 

economy to boost capital formation. 

4. Government should maintain single digit inflation in Nigeria. Since it has an inverse 

relationship with economic growth. That would enable capital formation and/or hence economic 

development. 
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