The Social Sciences 14 (2): 55-67, 2019
ISSN: 1818-5800
© Medwell Journals, 2019

External Debt and Economic Growth: An Impact Analysis

'Charles O. Manasseh, “Felicia C. Abada, *Jonathan E. Ogbuabor, “Aja Ebeke Egele,
*Chinasa E. Urama, 'Okoro E.U. Okoro and 'Josaphat U.J. Onwumere
"Department of Banking and Finance, University of Nigeria, Enugu Campus, Nigeria
*School of General Studies, Social Science Unit, University of Nigeria, Nsukka, Nigeria
*Department of Economics, University of Nigeria, Nsukka, Nigeria
“Department of Marketing, Ebonyi State University, Abakaliki, Nigeria

Abstract: This study empirically investigate the impact of external debt on economic growth using annual time
series data from 1970-2015 and linear regression model for the estimation. The results show a positive and
significant external debt impact on economic growth. In addition, further inquiries on the extent of structural
adjustment programmes on growth show that growth in RGDP increased by 28.3% m the post-SAP era more
than the pre-SAP era. The study, therefore, concludes that external debt has made positive contribution to the
economic growth within the periods of the study in Nigeria. Hence, from the study’s findings, we recommend
that external debt should only be sourced for high priority projects like infrastructural development to driven
the private sector economic economy. More so, the Nigerian govermment should also create good business
environment that can promote investor’s confidence to attract new business opportunities for more domestic

and Foreign investment inflows to the country.
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INTRODUCTION

The amount of indebtedness i the developing world
has increased over the past few years and the ability of
most of those economies to service their external debt
obligations has been weak due to unsustainable buildup
mherent in most of these countries. Though, external
debt 1s considered a substantial source of income to
promote capital mntensive mvestment for the purpose of
encouraging production. But the huge economic problems
that characterize developing economies have turned the
attention of many government authorities to external debt
as the only policy option available to address every little
economic issue which ought not to be. This attitude has
led to the increased borrowmng habit amongst the
developing nations. However, regardless of the mtention
behind the increase in indebtedness of most of the
developing countries like Nigeria, it has been pointed that
over reliance on external debt could deter growth if not
properly momtored. Therefore, lugh and unattamable
levels of external debt could have bad economic
Hence, following the findings by

(2015) 1if the sequence of continues
borrowing is not curbed, the economy will slump further
and the resulting increase in external debt service could
constraint output growth, due the diversion of funds

consequences.
Hassan et al

reasonable to carry on growth process to debt service and
this could further trigger increases in unemployment
owing to decreases in domestic investment (Armone ef al.,
2005; Ajayi and Khan, 2000) fall in reserves, mcreased
exchange rate and consequently increased poverty
rate.

Nigeria 1s the largest economy 1n Africa but seem to
have the highest debt stock when compared to other
African peers (Fig. 1). Many governments resort to
borrowing in principle to finance public goods and
promote the welfare and economic activiies of her
country. But in the contrary, that has not been the case in
Nigeria. While the total debt stock keep increase over the
years along with consistent increment in debt servicing,
public goods gets deteriorated, affecting the welfare and
the economic activities of the country. Though, this may
not be a new knowledge because in the discussion of
Africa economy, Hicks, Marshall, Chamberlin and
Samuelson assert that the major challenge that has
engulfed the continent can be attributed to the
misrepresentations in the internal operations of the
African economies as well as their extreme reliance on the
developed countries (Bhatia, 2006). For over three
decades, large amount had been borrowed by Nigerian
government even at highly privileged interest rates with
the expectation to advance the course to development
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Fig. 1: Total external debt stock in selected Africa countries. World Development Indicators-WDI (20135)

through higher mvestment and poverty unprovement
(Hassan et al., 2015). But other than accomplishing the
target, unemployment and poverty rate are on the high
side amidst excess debt as if that was the main purpose of
borrowing,.

In line with WDI, Nigeria 1s among the top most
countries in Africa with the highest amount of external
debt. Since, 1982 to date, Nigerian external debt has been
on the increase compare to other countries in Africa on
average. An overview of the movement of total debt stock
has shown that in 1982, the total external debt stock was
TUS$13.1 billion. But due to inability of the government to
settle her import bills owing to the accumulation of trade
and debt service arrears which escalate market interest
rate between 1983 and 1988, the debt grew rapidly to
1US$9.8 billion (Omoh and Ujah, 2014). However, between
this periods (i.e., 1983-1988), there was a reconciliation
exercise between Nigeria, London and Paris club and the
outcome yielded to the reduction of the amount to TJS33.8
billion with an accrued interest of US$1.0 billion bringing
the total to US$4.8 in 1998. Thereafter the cancellation
within a couple of months, the external debts rose further
resulting to total debt outstanding of TIS$28.0 billion at
the end of 1999 with Paris club constituting the highest
share (73.2%) in 1999. Hence, as at December 2000, the
Nigeria’s total external debt stock was estimated to be
about US$28.3 billion. Then, from 2001-2005, it grew to
about 1US$36.7 billion. Thus, after this period, it fell
rapidly in 2006 but later increases in an increasing rate
from US$3.7, $6.363 billion to US$13.8 billion through
2007, 2013 and 2014, respectively (Omoh and Ujalh,
2014).

Given the above scenario and the fact that the
indebtedness had not yielded significantly to economic
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growth overtime (Degefe, 1992, Osmubi ef al, 2010;
Fosu, 1999) many analysts have criticised the high level
of indebtedness in Nigeria and call for the reduction on
the ground that it will enhance the pursuit of less debt
burden threatening growth and improvement in poverty
reduction in the country. They argued that external
indebtedness  affects country’s  creditworthiness,
investor perceptions and growth process (World Bank,
2016; Audu, 2004), believing that the sum of principal
repayments and interest charges actually paid to
debtors such as international financial mstitutions
(e.g., World Bank, IMF, etc.,), corporation and private
could be into the

a

commercial banks re-invested
economy.

According to World Bank (2016), total debt service is
somehow related to countrie’s ability to possess Foreign
exchange amidst the exports of goods, services, primary
income and worker’s remittances. Nigeria being an oil
dependent country whose export of others goods and
services are very low have low debt service ability as
indicated in Fig. 2. This is due to the country’s inability to
invest the oil revenue generated into other sectors to
promote exports of goods and services and to stiunulate
the acquisition of Foreign exchange. Therefore, higher
possession of Foreign exchange owing to increase in
exports of goods and services measure the country’s debt
service obligations and sustamability. Be that as it may,
fast-growing economies and exports oriented countries
are likely to sustain higher debt levels (World Bank, 2016).
Thus, from the discussion, its crystal clears that the
sustainable level of external debt measured with debt to
GDP ratio (Fig. 2) and other factors such as Foreign debt
to exports ratio and government debt to current fiscal
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revenue ratio have been decreasing in Nigeria compared
to countries like Ghana and Senegal. From 1989-2004,
the debt to GDP ratio or total debt service (as % of GDP)
decreases at a decreasing rate but appreciated after 2005
due to consolidation policy which promoted the private
sector and finally diminishes from 2007-2013.

Furthermore, despite the controversy on the link
between external debt and economic growth as well as the
mability of the Nigerian government to tap immensely
from benefits of external debt, economic growth planning
cannot be completely separated from internal and external
borrowing. Following the postulate of neoclassical growth
theory, debt 1s directly related to economic growth which
simply means that a judicious and optimal use of the
amount borrowed 1s anticipated to drive investment and
create more job opportunities (Omoh and Ujah, 2014).
Hence, in view of the above conversations, it 1s pertinent
to inquire the extent of external debt impact on economic
growth with particular emphasize 1 pre-sap (1970-1985)
and post-SAP (1986-2010) era in Nigeria. We further
established the nature of relationship between external
debt and economic growth. While studies such as Ariyo
(1996), Adams and Bankole (2000), Tyoha (2000) were
particularly interested in establishing the impact of
external debt on economic growth, they fail to pont the
channel through which debt could be growth promoting.
In additien, te account for the mfluence of other reforms
on external borrowing that have taken place in Nigeria
after the post-SAP era (1986-2010), the scope of the study
was extended to cover 2015. This enables us to account
for the degree of impact of debt on economic growth after
post-SAP era in Nigeria.

Review of theoretical and empirical literature
Review of theoretical literature: Basically, deep
investigation had shown two ways a country can grow its
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economy such as new idea or method in the process of
competition (Ellig, 2001) and expansion in the level of
nwvestment (1.e., neoclassical growth theory postulated by
Solow (1956). According to the later-neoclassical growth
theory, rate of saving promotes growth process of an
economy. Like the Harrod-Domar Model, neoclassical
theory considers saving as a constant fraction of income.
This school believed that planned investment is always
equal to planned saving (i.e., the net addition to the stock
of capital) and that a country could attain economic
growth when it increases savings and the level of
investment (Fig. 3). Therefore, for a country to record a
steady state growth, policies that would support and
promotes greater savings should be implemented to
improve investment.

While external debt has been opposed to domestic
savings as the sure way to promotes economic
performance of most developing countries, especially
Africa and Nigeria m particular, dual gap theory by
Chenery and Strout (1996) viewed external finance as the
panacea to attained sustainable growth. According to the
theory in an underdeveloped or developing countries, the
level of domestic saving is insufficient to finance the
needed mvestment for sustamable growth. The logical
representation of this fact remains that external borrowing
should be used as a complementary to domestic savings,
pointing that the difference between savings and Foreign
funds gives a guide on the amount a country can borrow
from abroad.

Debt overhang theory: According to Krugman (1988),
debt overhang theory postulates that if there 1s the
probability that the future debt will be greater than the
repayment ability of a country, the costs of expected
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debt-service could inhibit further domestic and Foreign
investment. Amidst, the expected gain on the investment
over a specified periods of time (normally expressed a
percentage of the mvestment’s cost) may be very low to
support the economy. Under this circumstance, the
borrowers or debtors would benefits insignificantly
from any increase in output and exports because a
fraction of that mcrease will be used to service the
external debt (Claessens ef af., 1996). Invariably, it implies
that significant portion of any subsequent economic
progress will accrue to the creditor country. Tn addition,
debt overhang theory by Claessens and Diwan (1990) 1s
a situation when the ilhiqudity effect, the disincentive
effect or both are able to hinder economic growth in the
absence of concessions by creditors. The stronger the
effect becomes, the debtor is said to be on the “wrong’
side of the debt Laffer curve. The debt Laffer curve 1s the
relationship between the amount of debt repayment and
the size of debt (Elbadawi et al., 1997). In reference to an
aid Laffer curve, Lensink and White (1999) argue that
there 1s a threshold at which more aid 1s detrimental to
growth. A critical analysis of debt overhang theory shows
that the scope is much wider such that; the effects do not
only affect investment in physical capital but any activity
that mvolves up-front costs meurring intended to
mncreased output in the future (examples of such activities
includes, investment in human capital and technology
acquisition). Therefore, from the postulate of this theory,
debt reduction could promote investment and repayment
capacity of the mdebted country.

The ligquidity constraint theory: The liquidity constraint
theory 1s an extension of debt overhang theory by Cohen
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(1993) which proposes that the requirements or debt
service payments crowd out investments by reducing
funds available for investment in areas such as education,
health and infrastructure development which have direct
or indirect impact on economic growth. Therefore,
crowding out effect arises when there is a decrease in the
current debt service that lead to an increase in current
investment for any given level of future indebtedness.
Thus, Cohen (1993) maintains that this situation can raise
expectations for devaluation, leading to capital flight. Tn
the contrary, to curb the negative effect of external debt
0 an economy, he suggested debt relief as the only way
to facilitate economic growth. In that regard, he argued
that the freed resources which were tied up in debt
servicing could be reallocated to more productive areas.
But a look in the details of resource mechanism shows
that debt relief alone might not encourage or promote
growth to a large extent but other factors such as the
degree of the relief, government investment decisions
on the freed resources, revenue collection and new
borrowing may complementary and as well serve as an
incentive to growth. Thus, a reduction in the current debt
service may relate to an increase in current investment for
any given level of future mdebtedness. Supporting the
propositions of Cohen (1993) on the suggested positive
relationship between reduction in debt service and current
level of investment, Cassimon et al. (2008) argued that
even in the presence of debt relief to countries facing
repayment difficulties, that the freed resources might not
create a greater fiscal space to promote mvestment. In
furtherance of this statement, Johansson (2010) pointed
that one of the factors that could reduce the impact of
debt relief on growth might be moral hazard or adverse
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selection. In like manner, Easterly (2002) opines that the
expectations of future debt relief, may encourage
borrowers to tke up excessive amounts of new loans,
believing that the debt will be forgiven when the debtor 1s
unable to repay the debt.

The direct and indirect effect debt theory: The Direct
Effect Theory (DEDT) states that debt may adversely
influence economic growth even if it has little effect on
investment. This effect is channelled directly though
deterioration of the capital production in the face of debt
(Fosu, 1996). Externally borrowed money could be used
for current and future consumption. In this case, the use
of loans for current consumption does not alter capital
formation greatly. Furthermore, for loans to have impact
on future consumption, it requires productive mvestment
particularly long term. This changes investment mix and
in an attempt to use borrowed money to service existing
debt or finance current account deficits, the nvestment
funds would be decreased owing to the Foreign exchange
restrictions. This type of constraints would cause short
term investment projects like short term export generating
goods and services, mnstead of investing on mfrastructure
development. As such, large debt in the face of relatively
low ability to pay may reduce productive investment mix.
In this situation, there will fall in investment mix even in
the presence of stable savings and output will be affected
adversely. Indirect Effect Debt Theory (IEDT) 15 based on
the effects of debt on growth through investment. The
theory postulates that higher indebtedness is detrimental
to future output and reduces the mcentive to save and
mvest because 1t acts as a tax (Fosu, 1996). This theory
opines that there is an indirect linkage from external debt
to output level. Given the mitial capital requirement, the
theory shows that the accumulation of external debt
outside a certain level may deter economic growth In
addition, this theory maintains that the rate of debt
payment obligation influences output. Thus, if a
country’s indebtedness surpasses the ability to pay, the
expected future growth rate may likely fall (Karagol, 2002).

The review of empirical literature: Many scholarly
studies have been carried out on the effect of external
debt on economic growth in Nigeria and other parts of the
world. But in all these studies, there have been mix
findings both in developing, emerging and developed
countries. While some of these studies supported a
positive relationship between extemnal debt and economic
growth (Deshpande, 1997, Frimpong and Oteng-Abayie,
2006; Amoateng and Amoalko, 1996; Bakar and Hassan,
2008; Sulaiman and Azeez, 2012), majority of others
studies n Asia and Africa but Nigeria in particular

59

evidenced a negative relationship between them (e.g.,
Hassan et al, 2015; Zouhaier and Fatma, 2014,
Zafar et al., 2015; Savvides ef al., 1996, Audu, 2004,
Ajay1, 1991; Ajayr and Khan, 2000, Degefe, 1992;
Fosu, 1999, Ezeabasili et al., 2011; Ayadi and Ayadi,
2008). However, Savvides (1992), Borensztein (1991),
Elbadawi et al. (1996), Camercon et al. (2001), Deshpande
(1997) and Bauerfreund (1989) studies show that external
debt overhang have significant and negative effect on
investment rates. Also, Cunningham (1993) shifting his
study on sixteen heavily indebted selected nations,
found that the growth in debt burden affect economic
growth negatively while a similar study carried out by
Essien and Onwioduokit, Tyoha (1999) in Nigeria also
reveals that increase in debt stock and burden has been
the root cause of Nigerna's sluggish growth as well as
depressed investment resulting to slow economic growth
rate.

Contrary to these findings, Cohen (1993)
investigation on a sample of 81 developing countries over
three sub periods hold that the amount of debt does not
justify the reduction of investment especially in highly
orgamsed developing countries. This finding 1s
consistent with the works of Afxentiou and Serletis (1996)
on a sample of 55 severely indebted countries which
affirm no causal relationship existing between debt and
per capital income growth. Therefore, mvestigating the
influence of debt service on economic performance,
Karagol (2002) found that external debt service negatively
relate to long-run economic growth. Also, in Pakistan,
Hameed et al. (2008) results reveals that an increase in
external debt service causes decline in private investment
in long run. In like manner, Atique and Malik (2012)
examine the external debt mmpact on the economic growth
and concluded that the amount of external debt slows
down economic growth of the country. In addition, study
on 20 developing countries by Green and Villaneva (1991)
shows that the ratio of debt to GDP and debt service ratio
significantly and negatively affects private mvestment.
Study in some Latin American and Caribbean countries,
found that decreasing amount of external debt levels
promotes higher growth rates (Alfredo and Francisco,
2004).

Alternatively, Lora and Olivera (2006) outcome on
testing the crowding out effect of public debt on social
services, shows the effect to be driven by debt stock
other than debt service. Therefore, they argued that
multilateral organizational loan do not improve the
undesirable consequences of debt on social expenditures.
Thus, according to Dessy and Vencatachellum (2007),
recogmising the findings of Lora and Olivera (2006)
results for Africa mean that, beneficiary of debt relief
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should have increased their expenditure in the social
sector. Amoateng and Amoako (1996) investigation on
the relationship between external debt and growth for 35
African countries using Granger causality test show a
unidirectional and positive causal relation between debt
service and economic growth. Furthermore, Korkmaz
(2015) analysis of external debt and economic growth
nexus in Turkey’s economic performence shows a
unidirectional causality running from economic growth.
Hence, the existence of debt Laffer and non-linear effect
of extemal debt on economic growth was observed in
Nigeria in a study by Osinubi et al. (2006). Thus,
they also confirm that countries that are heavily indebted
in sub-Saharan Africa need to develop strategies for debt
reduction to avoid severe and negative impact of high
debt stock and associated crushing debt service burden
on economic growth.

In addition, a study on the nexus between external
debt and growth in Iran conducted by Safdari and Mehrizi
(2011) reveals that the external is negatively related to
gross domestic product. Also, Qayyum and Haider (2012)
using anmual data that span the period 1984-2008,
mvestigates a panel of 60 developmng countries. The
empirical findings suggest that external debt has negative
impact on the output growth. Contrary to these findings,
Uzun et al. (2012) found that debt is positively related to
growth rate of the countries in long run. Further evidence
show a strong relationship between GDP per capita
growth rate and external debt in the transition countries.
Also, in Bangladesh while Shah and Pervin (2012) study
found long run sigmficant positive effects of external
public debt stock on economic growth with no significant
effect in the short run, Rahman et al (2012) found
bidirectional causality between economic growth and
external debt. In an attempt to trace the relationship
between external debt and economic of Malawi,
Tehereni et al. (2013) found an insignificant and negative
relationship between Foreign debt and growth. Though
by Jordan and Abdelhadi findings show a positive and
significant relationship between external debt and
economic growth. Other studies in Indonesia, EAC
member countries (Azam et al., 2013; Babu et al., 2014)
also shows external debt has a negative impact on
economic growth.

The review of SAP and external debt crisis in Africa:
Overtime many African countries have been on course of
economic planming. This has brought to bear many
economic reforms in the system. However, this section
discussed SAP policy reforms that were initiated as a
result of debt crisis that had knocked many developing
countries even before 1980s. In this regard, we deliberate
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on the evaluation of the reform in Africa and then narrow
it down to Nigeria, accessing the economy before, during
and after the SAP imtiated in Nigeria in 1986. To enhance
the understanding of the idea, we summary each periods
suchas; Pre-SAP (1962-1985) era, the SAP (1986-1991 )era,
Post-SAP (1997-1998) era and the Democratic (1999-2015)
era as shown below as it relate to Nigeria.

Origin of external dept in Africa; Summary of historical
overview: In developing countries, especially, Africa,
according to Jauch (2012), debt crisis traces it origin as far
back as early 1970s, the time oil producing countries
(OPEC members) hiked oil price for the purpose of making
more gain. Most of the gains realized from the increase in
o1l price were nvested with banks i developed countries.
In turn, the same money deposited with the banks was
given in terms of loan to African and other developing
countries to finance the acquisition of products from their
developed counterpart. During this lending
enormous amounts were borrowed, especially by political
class which often time was wasted in money on luxuries
or stolen by corruptions inherent in the system. Though,
during this period, the loans were given at a very low
interest rate which was changed by the USA m early
1980°s because of the attempt to control inflation. In
like mamner, European banks followed
consequently, the debt crisis emerged and all the
developing countries-Africa in particular defaulted and
were embarked on a new leans to offset the interest. This
resulted to total debt of about US3567 billion in 1980
which mereased to US$1419 billion in 1992 due to the lngh
interest rates for developing countries. Te avoid
bankruptcy, these countries were forced into taken new
loan.

Since, 1980s to date, some African countries have
been struggling to repay the accumulated debt while
others have succeeded in paying back their initial loan
due to debt cancellation agreement. Though, many
analysts viewed this practice as a mean of transferring
wealth from African to thewr developed counterpart and
that is why Francois Mitterand, the former French
President admitted that irrespective of the amount spent
on bilateral and multilateral aid, flow of capital from
African countries to their developed counterparts 1s far
much greater than the aid received from them. Regardless
of the effort to offset the debt, many of the African
countries (e.g., Nigeria; Fig. 1) are highly indebted with a
contmuous dependency on external loans thereby
creating an avenue for IMF and World Bank to come as
debt rescuers. These international organisations were at
first sight seen as aid donor to assist the development of
African countries but invariable that seems to be a

saga,

suit and
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pretentious character with a hidden agenda of
impoverishing the African countries by making sure that
they receive new loan and continue the payment of the
old debt. Though, many analysts do not perceived IMF
and World Bank as liberal economists because of their
influence over many countries. But this continues to a
pomt that Structural Adjustment Programmes (SAP) as
mitiated by IMF and World Bank became a pre-condition
for African and other developing countries to be declared
credit worthy. Thus, during this period (1980s), SAP
became the only policy option for almost all the African
countries and since, then many analysts have lost in
scepticism on the impact of SAP on the economies of
these countries.

Contrary to the SAP successes claim by IMF and
World Bank, obviously it has failed to achieve the
articulated fundamental goals in many African and
developing countries like, liberalisation, privatisation of
public service and companies, de-regulations of labour
relations and cutting social safety nets and umproving
competitiveness. In view of these goals, it was believed
that the elimination of protective tariffs will make domestic
industries in these countries more competitive thereby
creating more wealth and development. But overtimes,
the acclaimed wealth and development have not been
created other than the embattled domestic manufacturing
collapse, resulting to increased demand on imported
consumers goods due to poor domestic production and
consequently consistent increase in external debt burden.

Pre -SAP era (1962-1985): During the pre-SAP era (1.e.,
1962-1983), *678.8 was the imitial amount for national
economic planning to accelerate economic growth and
unprove the standard of living of the population in
Nigeria. Out of this amount, 50% of the amount originated
from Foreign source. During tlus era, the Nigerian
economic performance was impressive than the recorded
performance before the independence period even in the
face of atmosphere of political turmoil. Within this era, in
the first development plan, the average growth rate was
5.1%, followed by 8.2% recorded in the second face of
plan but with 3.2% fall in third face of the plan, resulting
to 5.0% growth rate m that era. During this period, capital
formation rose from an average of 14.1-26.7% under the
first and third plan, respectively indicating economic
improvement.

SAP era (1986-1991): In 1986, IMF-World Bank
struchural adjustment programmes was born with the view
of effective restructuring of the consumption and
production and distortion of over dependency on crude
o1l and importations of consumer and producer good

&1

(Anyanwu, 1997). Though, the programme was designed
to transform the Nigerian economy and curtailing external
imbalance with a restrictive monetary policy (Yesufu,
1996; Adeyemi (1996), so as to sustamn external debt
service, domestic savings and investment. Between these
periods, the performance of the economic seems to
improve further i terms of sectoral and overall growth
rates. Thus, resulting to development i agriculture,
financial and oil sectors and the alteration of overvalued
domestic currency (Naira) assumed to be the main cause
of increased importation. However, the amazng aspect of
this fact remains that as the government revenue
increases within this era, the debt burden surge from
US$19.5 billion in 1985 to US$34.4 billion in 1991 owing to
consistent increased in unpaid interest charges, new
borrowings, interest rates and exchange rates appreciation
of Huro and Japanese currencies as against TS dollar.
Thus, this led to increase in the external debt burden and
debt service ratio which stood at 16.3% between 1982 and
1985 and suddenly increased to 26.7% on average
between 1986 and 1994. Hence, make a fuss of greater
strain on the earnings of Foreign exchange, indicating the
failure of debt rescheduling programmes by the London
and Paris club creditors (Adepoju et al., 2007). According
to Anyanwu et al. (1997) and Adeyemi (1996), SAP
programmes exposed Nigeria into endemic inflation, high
unemployment, low capacity utilization, Foreign exchange
shortage along with greater height of inefficiency in
resources mobilisation.

Post-SAP era (1997-1998): In 1995, the country had
balance of payment deficits due to severe pressure from
external sector which led to further accretion of external
debt service due to the country’s inability to repay her
debt obligations. Owing to this, in 1997, there was a
downward allocation for debt serving peg in addition with
many other options exploited with no much effect on the
economic performance of the nation. To this, as a matter
of policy urgency, the government implemented a policy
that discouraged any external loan except on a
concessionary grounds on a condition that it will be used
for export-increasing or import-decreasing economic
activities that serve as an ncentive to economic growth.
Democratic era (1999-2006): In 1999, Nigeria
transformed to a democratic nation but remain strongly
indebted with about US$28.77 billion debt also similar to
1988 debt. During this period there was embargo lift on
Foreign loans but that did not translate to the demand for
new loan considering high amount of un-serviced loan
owed to Paris club and arrears on post cut-off date debt.
In spite of constraints on external borrowing within the
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period, the sum of UUS$1.5 billion was reserved for the
service of 2000 debt while continuous arrangement was
made to see contimious negotiation on debt reduction.
After a while concessionary borrowing, especially from
World Bank took the heel for the promotion of social and
infrastructural projects (Obadan, 2000). But to the greatest
dismay, m 2004, there a recorded US$31.0 billion worth of
debt overhang which deterred private investment and
economic growth. Therefore, considering debt overhang,
the government authorities in its budget proposed to
service her external m such a manner it will not hurt
growth and this brought to bear the imtiation and the
implementation of National Economic Empowerment
Development Strategy (NEEDS) reforms in 2004 aimed at
poverty reduction (Obadan, 2004). Between 2004 and
2006, real GDP growth rate averaged 6.6% as against the
anmual target of 6.0%. In addition, there was phenomenal
increased inflow of FDI and portfolio investment,
especially in the telecom and banking mdustry.

MATERIALS AND METHODS

Theoretical framework: This study 15 based on the
postulates of dual-gap model by Chenery and Strout
(1996) which believed that external borrowing is the cure
to insufficient savings to finance investment. They
maintain that sustainable economic growth requires a
given level of savings and mvestment, especially where
savings is not sufficient. Therefore, an economy requires
domestic savings to ensure growth. Invariably, this
mnplies that extemal finance could leads to the
accumulation of external debt to facilitate economic
growth. Thus, Dual-gap framework states that excess
mvestment expenditure over domestic savings 1s
equivalent to the surplus of imports over exports
(Chenery and Strout, 1996). This can be seen in Eq. 1
assuming equilibrium of the identities hold.

S-1=X-M (1)
Where:
S = Savings
I = Investment
M = Import
X = Export

This shows that the domestic resource gap (S-1) is
equal to Foreign exchange gap (3{-M). Hence, an excess
of import over export umplies an excess of resources used
by an economy over resources generated by it. This
therefore implies that the need for Foreign borrowing is
determined overtime by the rate of investment m relation
to domestic savings.
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Model specification: The model explores a linear
relationship linear regression model to estimates the
relation between growth and external debt. The study also
investigate the extent to which SAP has achieved the
desired objectives in terms of economic growth during the
pre-SAP (1970-1985) and post-SAP (1986-2010). The
relevance of the policy implications are mn view of the
contributions of findings to rethinking SAP in Nigeria.
This knowledge could serve as guide to the government
authorities m the pursuance future developmental
programmes. The functional form of the model is specified

as:
Grgdp = f (Exdbt, Fdi, Tpn, Ms, Rir, Ts, Sap)

Where:

Grgdp = Growth rate of real gross domestic product

Exdbt = External debt

Fdi = Foreign direct investment

Tpn = Trade openness

Ms = Money supply

Rir = Real interest rate

Ts = Total savings

Sap = Dummy for Structural adjustment programme

taking the value O for pre-sap period and 1 if
otherwise

Moreover, the mathematical formm of the model 1s
specified as:

Grgdp, = a, +a,Exdbt,_a,Fdi,_ +a,Tpn,_ +a,Ms,_;+ (

asert—l +aﬁTSt—1 +aTSapH

3)

All the variables remained as define above. «; is the
intercept term while ¢, - is the relative slope coefficients
and partial elasticity’s of the parameters. However, the
econometric form of the model 15 specified as:

Grgdp, = a,+a,Exdbt,_a,Fdi, +a,Tpn, +a,Ms,_ + (4)

a:Rir,_;+a Ts,_+a,Sap, ;+U,

1, 18 the stochastic error term.

Data sources and transformations: Time series data
covering the period 1970-2015 were sourced from Central
Bank of Nigeria (CBN) Statistical Bulletin (2015) and
World Development Indicators (2015). To scale the
variables, some of the data used were transformed to their
natural logarithm. This is to give the data equal weight
and to enhance the interpretation.
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RESULTS AND DISCUSSION

Unit root test: The study subjected all its variables to unit
root tests. For this purpose, the Augmented Dickey-Fuller
unit root test was used. A variable is stationary if the
absolute ADF wvalue (Jt|) is greater than any of the
absolute Mackinnon tau critical values. The summary
results of the unit root tests are shown i Table 1.

From the results as shown i Table 1, all the variables
are itegrated of order one. Thus, suggesting that the
variables are stationary at first difference at 5% level of
significance. Moreover, from the results (/-2.246/</-2.958/)
of the comtegration test conducted, it was observed that
the variables are not cointegrated at 5% level of
significance. This implies that they do not have long run
equilibrium relationship among them. Hence, the
estimation of error correction model becomes irrelevant.

Analysis estimated results: Table 2 present the
estimated results of the model given in Eq. 4. But
before the estimation, we subject the model to other
OLS  assumptions as; heteroschedasticity,
Multicollinearity, normality of error and autocorrelation.
From the outcome, all the assumptions of OLS regression
are satisfied.

The estimated results on Table 2 show a positive and
significant relationship between external debt (L.nExdbt)
and economic growth in Nigeria at 5% level of
significance. This conforms to the a priori expectation as
given by the Keynesian theory which postulates that
increase in external debt will result in increase in economic
growth if mnvested in public capital goods. From the
results, 1% increase in external debt brought about
23.93% increases in economic growth, cetris paribus. This
Increase m output growth may be spurred by mcrease
mvestment 1in key public capital projects which m most
cases complement private capital (Aschauer, 1989). In
addition, this findings contradict the findings of
Hassan et al. (2015), Zouhaier and Fatma (2014),
Zafar et al. (2015), Savvides et al. (1996), Ndungu 1998),
Avadi and Ayadi (2008), Audu (2004), Ajayi (1991),
Degefe (1992) and Ezeabasili et al. (2011). Also, this
finding alse concurs with the dual gap theory which
considered external finance as the panacea to attained
sustainable growth. In addition, we also observed total
saving (LnTs) to be positive and significant determinant
of economic growth. Hence, a percentage increase in
LnTs increases in economic growth by 18.7%. Further
evidence also shows that Foreign direct investment
(LnFdi) is positively related to economic growth,
indicating a corresponding increase economic growth as
LnFdi increases. Thus, a percentage increase in LnFdi

such
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Table 1: The surmmary of unit root tests results

Variables ADF valie Order of integration
LnGrgdp -5.792 1)
LnExdbt -4.000 (D)
LnTpn -9.440 (1)
LnMs -4.390 1)

Rir -9.898 1)
LnFdi -8.153 1)
LnTs -4.415 1)
Table 2: The estimated results

Variables Coefficient Standard error t-values
Constant 6.06676 1.03158 5.88
LnExdbt 0.23932 0.04259 5.61
LnTpn 0.21274 0.32562 0.65
LnMs 0.10081 0.03594 2.80
Rir -0.07571 0.01760 -4.30
LnFdi 0.37289 0.03024 12.33
LnTs 0.18777 0.02234 840
Sap 0.24953 0.38081 0.66

according to the results causes about 37.2% mcrease in
economic growth. Therefore, there is the need to promote
friendly business environment to encourage the inflow of
FDI. This may create more job opportunities and in turn
help to reduce high rate of poverty in the country.

Reveal real mterest rate (Rir) has been expressed as
a major determinant of economic growth through its effect
on investment. This ascertained by the significant and
negative relationship observed from the findings of the
study. From the results, a percentage increase m real
interest rate, result to 7.6% decrease in economic growth,
which implies that policies promoting low interest rate will
encourage borrowing which 1s required for productive
investments and help in the realization of sustained
economic growth. Invariably, investment could be
discouraged by increasing interest rates. In like manner,
the removal of trade restrictions (trades openness-
LnTpn) has no significant effect on economic growth.
Though, we observed a positive relationship between
LinTpn and economic growth at 5% significant level. This
result shows that a liberal trade policy would be good for
the growth of the economy. Money supply (LnMs) 1s
positive and significant determinant of economic growth.
This shows that increase in money supply may speed up
level of economic activities. Hence, given the period of
the study, a percentage increase in the supply of money
has a corresponding increase of about 10.8% in economic
growth. Further inquiries on the nexus between Structural
Adjustment Programmes (SAP) and economic growth
show a positive and sigmficant relatonship. But to
investigate the extent of economic growth during pre-SAP
(1970-1985) and post-SAP (1 986-2010) era, semi-elasticity
for a dummy regressor was obtamed followmg the
technmiques suggested by Halvorson and Palmquist.
This is done by taking the antilog (to base e) of the
estimated dummy coefficient (e"*** = 1.283256) and
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subtracting 1 from it. Thereafter, we multiply the
difference by 100. The outcome (semi-elasticity for a
dummy regressor = 28.34255) shows that growth in RGDP
mcreased by 28.3% in the post-SAP era more than the
pre-SAP era. This means that economic policies from 1986
till 2015 have impacted on the economic performance of
Nigeria by 28.3% more than the era when it was not in
existence.

CONCLUSION

This study examined the impact of external debt on
economic growth in Nigeria. This was extended to
estimate the extent of the impact of Structural Adjustment
Programmes (SAP) during pre-SAP (1970-1985) and
post-SAP (1986-2010) era. The results confirmed a
positive and significant impact of external debt (L.nExdbt)
on economic growth (Grgdp). This finding supports the
research of Deshpande (1997), Frimpong and Oteng-
Abayie (2006), Amoateng and Amoako (1996), Bakar and
Hassan (2008), Sulaiman and Azeez (2012) and Cohen
(1993). Though, many researchers like Savvides (1992),
Cunmngham (1993), Alfredo and Franscico (2004) found
a negative relationship rumming from external debt to
growth. In addition, further inquiries show that growth in
RGDP increased by 28.3% in the post-SAP era more than
the pre-SAP era. Therefore, from the estimated regression
results, we conclude that external debt (LnExdbt) is
positively and significantly impacts on economic growth
and that growth rate of RGDP increased by 28.3% during
the post-SAP era.

RECOMMENDATIONS

Consequently, we suggest the need for adequate
resources mobilisation in Nigeria to promote production
and to meet debt service obligations on time. This will
enhance easy access to access to external resources.
External debt, if not sustainable, may adversely affect the
economic growth. Hence, for the sustainability, we
urge the government authorities to invest more in
infrastructural development in other to drive the private
sector as the engine of economic growth. Therefore,
directing the external funds to a project that could help in
creating new opportunities for investment and attract
more investors to their countries should be regarded as
the key objective. Hence, external debt should only be
sourced for high priority projects. More so, a sound
analysis of the economic and social profitability of all
debt-financed projects must be carried out to ensure that
the retums generated will be in excess of the mterest and
capital repayment. Finally, the use of externally borrowed

&4

funds for government projects must be closely monitored
in order to make sure they are invested in high capital
projects.
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