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 This paper investigates the impact of Small and Medium Enterprises 
(SMEs) on sustainable economic development in Nigeria using time 
series data. Annual time series data collected from the statistical bulletin 
of Central Bank of Nigeria (CBN) and the Bureau of Statistics (BOS) 
from 1986 to 2016 are fitted into the regression equation using 
appropriate econometric techniques such as the VECM and VEC based 
causality test among others. Results from the empirical analysis shows 
that a positive and significant relationship exists between small and 
medium enterprises investment and Nigeria’s economic growth. It is 
recommended that to achieve the desired socio-economic development, 
more investments should be directed towards Small and Medium 
Enterprises while not eroding the role of enabling environment through 
the provision of needed infrastructures and a stable political environment. 
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Introduction 

Since the diversification of Nigerian economy in 1986 when the Structural 
Adjustment Programme (SAP) was adopted, emphasis on large scale firms as an 
engine of growth had shifted to the development of Small and Medium Enterprises 
(SME’s). No doubt, the important roles played by Small and Medium Enterprises 
(SMES’s) in socio-economic development has long been established in the developed  
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world, emerging-market countries as well as developing economies. SME’s are 
channels through which real and meaningful economic development can be achieved. 

According to the Organization for Economic Co-operation and Development 
(OECD), SMEs account for over 95 % of firms, 60-70 % of employment and 55 % of 
Gross Domestic Products (GDP). OECD further reports that in developing countries, 
including Nigeria, SMEs represents more than 90 % of all firms and such firms 
contribute significantly to GDP. However, despite the immense contributions of 
SME’s to the socio-economic development in developing countries, they are still 
unable to effectively prolong and sustain growth in the long run. This inability of 
SME’s to ensure sustainable economic growth and development is not unconnected to 
the myriad of problems and challenges faced by this neglected but yet important 
aspect of the industrial sub sector. In Nigeria these problems include lack of expertise 
and managerial inefficiency of the SME operators, the problem of easy access to 
credit, high risk perception, the issue of reputation, inconsistent government policies 
and absence of enabling environment. Sequel to the above, this paper attempts to 
investigate the impact of SME’s in achieving sustainable economic growth and 
development in Nigeria in spite of these challenges.  

1. Conceptual and Empirical Literature 

1.1. Conceptual Review 

1.1.1. Small and Medium Enterprises 

The connotation of Small and Medium Enterprises (SMEs) is hard to define as 
no world widely-agreed definition exists. This is because the concept has been 
explained using various indices or a combination of parameters such as the start-up 
capital, the firm’s turnover, number of employees or by the type of industry. 
According to Ekpenyoung and Nyong (1992), SMEs can be defined by the number of 
employees and turnover, the type of industry, paid-up capital, and number of paid 
employees. As put by Yang, Lim, & Kanamor (2006), it can also be explained by the 
degree of development and economic structures present. For example, in the US 
SMEs include enterprises with fewer than 500 regular employees in the case of 
manufacturing or with fewer than 100 regular employees and an average annual 
operating revenue of less than $6 million in the case of wholesale and retail. In the 
United Kingdom small businesses are defined as those with an annual turnover of 
GBP 2 million or less and with fewer than 200 paid employees. 

In Nigeria, the Monetary Policy Circular No 22 of 1988 of the Central Bank of 
Nigeria defined small and medium firms as enterprises whose annual turnover was 
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not more than N 500,000 or $1428.57 (Ojeka, 2011). In the 1990 budget, the federal 
government of Nigeria defined SME’s for the purpose of obtaining commercial bank 
loans as those with an annual turnover not exceeding N500,000 or $1428.57 and for 
Merchant bank loans as enterprises not exceeding N2 million or $5714.28 turnover. 

1.1.2. Sustainable Economic Growth 

Sustainable economic growth is the achievement and maintenance of growth and 
development over a long period of time. First, the Millennium Development Goals 
(MDGs) as a world economic agenda between 2000 and 2015, aims to achieve a set 
of important social priorities worldwide. They are public concern about poverty, 
hunger, disease, unmet schooling, gender inequality, and environmental degradation. 
Developing countries have made substantial progress towards achievement of the 
MDGs, although the progress is highly variable across goals, countries, and regions.  

In September 2015 world leaders gathered in New York again to agree on a new 
development plan or Agenda 2030 for Sustainable Development. The newly adopted 
SDGs reflect a coherent, holistic, comprehensive and balanced framework 
incorporating the three dimensions of sustainable development: social, economic and 
environmental with recognition of the direct linkages between human well-being, 
economic development and a healthy environment. The SDGs aim to end poverty in 
all its forms, and promote healthy lives and wellbeing for all; end hunger for all and 
ensure availability and sustainable management of water and energy for all. The six 
essential elements of SDGs provide conceptual guidance towards achieving all the 
SDGs. These elements are dignity, people, prosperity, our planet, justice and 
partnership. The elements as contained in the SDG’s if rigorously pursued are what 
can usher in sustained development in all economies particularly developing countries 
that are desirous of growth and development. 

1.2. Review of Empirical Literature 

Literature is replete on the relationship between Small and Medium Enterprises 
(SME’s) and economic development in both developed and developing countries. 
Several studies have recognized the importance of SME’s as very critical to socio-
economic development. Udechukwu (2003) for example, submitted that small and 
medium enterprise is a sector that is capable to provide critical building blocks for 
industrialization and sustainable economic growth. Small and medium enterprises 
have also been recognized as a channel for improving the efficiency of domestic 
markets and making productive use of scarce resources and thus facilitating long term 
economic growth in poor countries (Aryeety & Ahene, 2004).  
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Yaobin (2007) in a study conducted in the European Union affirmed that small 
and medium enterprises are a key source of new jobs, innovation, economic dyna-
mism and greater social inclusion. A study conducted by Chu, Kara and Benzing 
(2008) in Nigeria confirmed that Nigerians consider entrepreneurship and business 
ownership as a means of controlling their destiny and deriving self-satisfaction. Other 
studies that have recognized the importance of small and medium enterprises as an 
engine of growth include Afolabi, (2013), Leegwater and Shaw, (2008).  

In addition, several other studies have also researched on the impact of small and 
medium firms on economic growth and development. In separate studies conducted 
by Odedokun (1988) and Kongolo (2010), it was affirmed that SME’s improve regio-
nal and sectoral economic balance by enabling industrial dispersal across sectors and 
locations, generally promote effective resource utilization, which is critical to engine-
ering economic growth and development. Beck, Demirgüç-Kunt, and Maksimovic 
(2002) estimate a standard growth regression model for a cross-section of countries, 
which includes the relative size of the SME sector in terms of employment. They find 
that the sector has a positive, but not robust, impact on economic growth. Other rele-
vant studies that have explored the importance of SMEs in the growth process include 
Gunu (2004), Aremu (2010) and Asta & Zaneta (2010). 

The study carried out by Leegwater and Shaw (2008) investigated the role of 
micro, small, and medium enterprises on the growth of per capita income in the US, 
using data on firms in the formal manufacturing sector with fewer than 10, 20, 100, 
and 250 employees. Their regression model indicates a positive relationship between 
economic growth and the prevalence of medium-scale firms. The study of Hu (2010) 
uses a cross- country analysis with a dataset comprising 37 developed and developing 
countries to examine the role of the SME sector in economic growth during the 1960s 
to the 1990s. It was found that small businesses contribute to economic prosperity. 
Specifically, in pursuing economic growth, SMEs in high-income economies tend to 
exploit entrepreneurship while those in less developed economies drive job creation. 
In the same vein, other empirical studies that have investigated the roles of Small and 
Medium Enterprises (SMEs) on sustainable and overall development of developing 
countries include Aremu and Adeyemi (2011), Afolabi (2013) and Gbandi and Amis-
sah (2014). 

In a recent study carried out by Oyeniran, Oladipo and Oluseyi (2015) to inves-
tigate the impact of SME’s on economic growth in Nigeria using ARDL approach 
between 1981 and 2013, found out that SMEs had a positive and significant impact on 
economic growth in Nigeria. A previous study conducted by Kadiri (2012) examined 
the contribution of SMEs to employment generation in Nigeria, using binomial lo-
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gistic regression tools. The study found that SMEs have not had a positive economic 
impact because they are often unable to obtain adequate business financing. The work 
of Onakoya, Fasanya, and Abdulrahman (2013) examined the impact of financing 
small enterprises on economic growth using OLS on quarterly time-series data 
for1992–2009. They submitted that loans granted to small business owners have a 
positive impact on the sector’s economic performance.  

Somoye (2013) worked on the impact of finance on entrepreneurship growth in 
Nigeria using an endogenous growth framework. The empirical finding showed that 
financing, interest rates, real GDP, unemployment, and industrial productivity are 
significant determinants of entrepreneurship in Nigeria. In a similar study conducted 
by Afolabi (2013) on the effect of financing on SMEs and economic growth in Nige-
ria between 1980 and 2010, found that SME sector’s output with wholesale and retail 
trade output and commercial banks’ credit to SMEs have a positive and significant 
impact on economic development.  

2. Methodology 

2.1. Data Sourcing 

The time series data for the study is sourced from the Central Bank of Nigeria 
(CBN) Statistical bulletin and Bureau of Statistics (BOS) publications (various 
issues). It covers the period 1986 to 2016 when the Nigerian economy was liberalized 
in 1986 to 2016 when the revenue from oil sources actually dwindled. 

2.2. The Model  

The model for the study is presented in both functional and behavioural forms 
below. The functional form is represented as follows. 

��� � �	��	
�  (1) 

In behavioural form, equation (1) is formulated as follows. 

��� � 	�	 �	��	 � 	�	
 � �  (2) 

Where GDP= Gross Domestic Product; SME = Investment in Small and 
Medium Enterprises. 

� � ���	��������, �� � ���	�����	��	���	��������	 � ���	����������	�����	��� . 

In a-priori terms, both �	��"	��	���	�#�����"	��	$�	%������	����	0	�. � �
'�. (���	��, �	��"	�� ) 0  
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3. Results and Discussions 

3.1. Unit Root Test 

Before proceeding to analysing the data, it is customary to subject the series to 
unit root test to affirm their stationarity because time series are more often than not 
unstable and un-stationary in their present form. The reason being that, the mean and 
variance of time series data are non- constant overtime. To this end, we subjected the 
series to both the Augmented Dickey Fuller unit root test by Dickey and Fuller (1979) 
and the Phillips Perron (PP) test by Phllips and Perron (1988) as presented in table 1 
below. 

Table 1 

ADF and PP Unit Root Test (1986-2016) 

Vars 
ADF 

(Level) 

ADF 

(1
st
 D) 

ADF 

(2
nd
 D) 

PP 

(Level) 

PP 

(1
st
 D) 

PP 

(2
nd
 D) 

Order of 

Integra-

tion 

GDP 1.785(0.97) -1.000(0.23) -6.314(0.00)*** 5.527(1.00) -0.96(0.30) -6.73(0.00)*** I(2) 

SME 1.141(0.93) -5.529(0.00)*** N.A 1.40(0.95) -5.52(0.00)*** N.A I(1) 

***, ** and * indicate significance at 1, 5 and 10 percent respectively 

Source: Authors’ Computation, 2018. 

 
From Table 1 above, it is clear that the Gross Domestic Product (GDP) contains 

a unit root at levels and at 1st difference for both the ADF and PP tests. It becomes 
stationary only at the 2nd difference where it is found stationary at the 1 per cent level. 
In the same vein, Small and Medium Enterprises (SME) was not equally stationary at 
levels but only at 1st difference and at the 1 percent level of significance.  

3.2. Co-integration Test 

Having confirmed the stationarity of the series, the step is to confirm whether 
the variables have long run co-movement even though they are I (1) and I (2) series. 
To do this, we proceeded to the Johansen one-step co-integration procedure to test for 
co-integration of the variables. 
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Table 2 

Johansen Co-integration Test (1986-2016) 

 Max Elgen 

Stat 
Trace 

0.05 critical 

value 
Prob** 

None 1.000 N.A 15.494 N.A 

At most 1 0.003 0.091 3.841 0.76 

Both Trace and MaxElgen statistics indicate 1 co-integrating equation at 5 percent 

level. 

Source: Authors’ Computation, 2018. 
 
3.3. The Vector Error Correction Test 

The result in Table 2 shows that both trace and Max-Elgen statistics indicate 1 
co-integrating equation at the 5 per cent level and this confirms that the variables 
have long run relationship. Thereafter we moved on to analyse the short run 
relationship of the model using the Vector Error correction Model (VECM) as 
presented in table 3 below. 

Table 3 

Vector Error Correction Model Result (1986-2016) 

Error Correction D(GDP) D(SME) 

Coint Eq 0.099(2.08) 0.012(3.28) 

D(GDP(-1) 0.403791(1.96)**  0.003804(0.23) 

D(GDP(-2)  0.042068(0.24)  0.002820(0.20) 

DSME(-1) 8.426784(2.84)*  0.194998(0.82) 

DSME(-2)  5.885411(2.17)**  0.255100(0.21) 

C  8736.841(2.24)  28.03090(0.09) 

R
2
  0.663329  0.392253 

Adj R
2
  0.586813  0.254128 

SE Equation  11168.53  887.4785 

F-Statistics  8.669145  2.839851 

Akaike AIC  21.66700  16.60206 

Schwartz SC  21.95247  16.88753 

***, ** and * indicate significance at 1, 5 and 10 percent respectively. (t0.01= 2.46, 

t=0.05= 1.70 and t= 0.10= 1.31) DF→V=N-K. Authors’ computation, 2018. 
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The error correction model as shown in table 3 confirms that the exogenous var-
iable is correctly signed in line with economic theory and a-priori expectation. At 
both lags 1 and 2, SME shows the appropriate sign and are equally found to be signif-
icant at 1 and 5 percent respectively. The f-statistics is also significant at 1 percent 
and this confirms the significance of the whole regression equation. The R2 of 
0.663329 shows that 66 % of the variations in Nigeria’s Gross Domestic Product 
(GDP) is being explained by investment in SME. The parsimonious model puts 
Akaike and Schwartz criteria at their lowest ebb and this shows that the model is well 
specified. The Vector Error Correction (VEC) based/ block exogeneity causality test 
is indicative of a bi-directional relationship between GDP and SME at 5 %.  

The impulse response function traces the effect of a one-time shock to one of the 
innovations on current and future values of the endogenous variables. The response of 
GDP to innovations in itself is positive throughout the time period (see Appendix 1). 
Also, response in GDP to one-time innovation shocks in SME is positive through the 
entire period in line with a-priori expectation. The implication of this is that the posi-
tive response indicates that present as well as previous values of GDP and SME can 
be used to predict future values of GDP. The variance decomposition separates the 
variation in an endogenous variable into component shocks as well as provides in-
formation about the relative importance of each random innovation in affecting varia-
bles in the model. The variance decomposition of GDP to GDP shows a low forecast 
error while that of SME to GDP is high throughout the entire period. (see Appendix 
2). The highest forecast and predictive ability of SME is just 22.7 % and this is to-
wards the tail end of the sampled period (2014-2016). By implication, other important 
variables still dictate the growth in GDP accounting for about 78 %. Other diagnostics 
tests such as the Portmateau and serial correlation tests, normality test and test for 
heteroscedasticity are all within the expected range and bound. 

4. Conclusion and Policy Recommendations 

The direct and positive relationship existing between GDP and SME in Nigeria 
proves that investment in small and medium enterprises has the propensity to impact 
positively on the country’s gross domestic product now and in the long run. Albeit, 
the impulse response function of SME to GDP is positive throughout the sampled 
period, but the variance decomposition shows a low predictive power of less than 30 
% of investments in small and medium firms to Nigeria’s potential for growth and 
development. This, however, has great implications for a developing economy like 
Nigeria that is yet to fully explore the opportunities offered by small and medium 
firms to develop its industrial sector. It is therefore recommended that more 
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investments in small and medium enterprises should be put in place to bring about the 
desired growth and socio-economic development. More investments in SMEs should 
be complemented with the required enabling environment and a stable political 
environment to achieve the expected results. 
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Appendix 3 

VEC Granger Causality/Block Exogeneity Wald Tests 

Date: 08/18/17 Time: 23:22  

Sample: 1986 2016   

Included observations: 28  

Dependent variable: D(GDP)  

Excluded Chi-sq Df Prob. 

D(SME)  8.912009 2  0.0116 

All  8.912009 2  0.0116 

Dependent variable: D(SME)  

Excluded Chi-sq Df Prob. 

D(GDP)  0.248900 2  0.8830 

All  0.248900 2  0.8830 

 


