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ABSTRACT

A plethora of both cross-country and country-specific studies lhave been undertaken to estimate the
impact of external debt on growth in developing countries. Their general findings though reveal-
ing need to be confirmed in Ghana. This paper estimates empirically the impact of external debt on
economic growth in Ghana to determine the existence of a ‘debt overhang’ and/or 'crowding out’
effects for the period 1970 1o 1999. We used the ADF, PP and KPSS tests for unit roots and the
Johansen-Juselius multivariate approach to cointegration to test for stationarity and a long-run
relationship among variables. A vector error correction model (VECM) was used to estimate the
short-run impacts. The results indicate that GDP growth is influenced positively by external debt
inflows and negatively by debt servicing revealing the presence of a ‘crowding out effect’. An indi-
cation of a ‘debt overhang effect’ is also found through the negative impact of domestic invest--
ment.

Keywords: external debt, debt servicing, eco- —and Mwaba (2001) for Uganda. The country

nomic growth, unit roots, cointegration, Ghana case studies purely applied time series data
analysis for specific countries to mostly confirm
INTRODUCTION broad conclusions from cross-country studies.

Various studies have analyzed the impact of  Tpege studies attempt to estimate the impact of
external debt on economic growth.  Broadly, key debt variables as determinants of GDP
these studies can be classified into two groups: (i) growth. Majority of the existing studies report a
cross-country studies using groups of developing  yiesative impact of external debt accumulation
countries: Elbadawi et al (1996), Fosu (1996).  4nd debt servicing on growth, notwithstanding
UNECA (1998). Iyoha (1999), Sericux and  (differences in methodological approaches. How-
Yiagadeesen (2001) and (ii) country specific  ever some find positive impacts for current ex-
studies: Degefe (1992) for Ethiopia, Mbanga  (epal debt inflows. Though their findings and
(2001) for Cameroon, Were (2001) for Kenya,  conclusions are quite revealing, there is still the
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need for case-by-case studies in view of each
country’s unique characteristics, to contribute to
applied research and policy-making.

This paper analyzes, for the first time, the impact
of external debt on GDP growth in Ghana using
a multivariate cointegration approach. Ghana
represents a good case study for different rea-
sons. First, Ghana is among the group of Highly
Indebted Poor Countries (HIPC) countries that
have been granted total debt cancellation by the
G8 countries in July 2005. Second, Ghana has
had a history of debt servicing problems during
which it had difficulties in honouring its external
debt servicing obligations. The external debt
problems of Ghana which are similar to other
HIPC Sub-Saharan African (SSA) countries
have been compounded by massive poverty,
economic structural weaknesses, moral hazards,
and weak institutional capacities. Whatever the
reasons that may have [ed to the unprecedented
surge in the debt burdens, Ghana repeatedly re-
sort to borrowing from the non-concessionary
window of the IMF such as the Standby Facility
simply to service accumulated debts (BoG,
2005). This trend limits sustainable economic
growth.

The main objective of this paper is to estimate the
impact of external debt on growth and to deter-
mine whether there exist ‘debt overhang” and/or
‘crowding out’ effects in Ghana based on data
covering the period 1970-1999. We follow the
recent study by (Elbadawi ef a/, 1996) to build a
model for Ghana.

The paper proceeds with a snapshot of the evolu-
tion of debt in Ghana, an overview of the debt-
growth literature, methodology and data issues,
reporting and discussion of the empirical results
and then concludes.

Evolution of Ghana’s External Debt

Ghana’s external debt increased considerably
after the implementation of the economic recov-
ery and structural adjustment programmes. Dur-
ing the early 1980s, Ghana faced a debt problem

with external debt payments hitting as hi_ h as
US$577 million (114% of GDP) at the e d of
1982.This debt crisis was as a result of oil price
hikes on the international market, sharp rises in
international interest rates, recession in the West,
against the backdrop of poor economic poiicies
and management of the domestic economy.
Ghana’s public and publicly guaranteed debt
reached US$6 billion in nominal terms at the end
of 2000, including arrears of US$81 miltion.
Ghana’s external debt in net present value terms
reached US$3.9billion, representing about 571
per cent of fiscal revenue, 157 percent of exports
of goods and non-factor services and 78 percent
of GDP. At the end of 2000, multilateral credi-
tors accounted for 65.6 percent of the overall
nominal value of external debt before full use of
traditional debt-relief mechanisms. Bilateral
creditors represented 27.9 percent of the total
external debt in nominal terms, Paris Club credi-
tors represented 26.5 percent of the total debt
outstanding, other official bilateral creditors
accounted for 1.4 percent and commercial credi-
tors represented 6.4 percent of the outstanding
debt in the ensuing year.

The nature of Ghana’s external debt is very cru-
cial in terms of future debt repayments. In 2000,
out of the US$6,062 million external debt, the
long-term component of the external debt stock
represented 87.8 percent, 4.7 percent short-term
debt and 7.5 percent accounts for medium-term
debt. This has implications for Ghana’s debt
sustainability. Ghana adopted the HIPC debt
relief to provide adequate financial resources to
service its external debts on a sustainable basis
and spend the freed resources on priority areas
as identified in the Ghana Poverty Reduction
Strategy (GPRS) document. The high ratio of the
total external debt in relation to GDP indicated
that Ghana stood the risk of having accumulated
debt, which may be unsustainable in the long
run. This trend if not checked may have led the
country into another debt crisis, which may ren-
der the country a credit unworthiness status. See
Bank of Ghana Research Paper on HIPC (BoG,
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2005) for a critical assessment of the evolution
of external debt and debt servicing problems in
Ghana.

Recent Literature

A plethora- of studies have been undertaken to
estimate the impact of external debt on growth.
Their main theme has been whether there is
‘debt overhang’ and/or 'crowding out’ effects.
The econometric models used to estimate the
impact of external debt on growth are dictated
by the augmented neoclassical growth model
postulated by economic theory. From the theory,
there is an incentive for capital-constraint coun-
tries to borrow and invest since the marginal
product of capital is above the world interest
rate. Thus, reasonable levels of external debt are
expected to have a positive impact on growth.

The debt-growth nexus have been explained
through two main channels: (i) the stock of accu-
mulated debt (debt overhang effect) and (ii) debt
servicing (crowding-out effect). The ‘debt over-
hang effect” argues that if there is some likeli-
hood that in the future debt will be larger than the
country's repayment ability, then expected debt
service will be an increasing function of the
country's output (growth) level. The returns from
investment in’the domestic economy therefore
face a high marginal tax by the external credi-
tors, and new domestic and foreign investment is
discouraged (Krugman, 1988;. Sachs, 1989).
Claessens and Diwan (1989), defined debt over-
hang as a condition where outstanding debt is so
large that investment will be- inefficiently low
without sizeable debt or debt service reduction.
This implies that debt reduction will lead to in-
creased investment and debt service capacity and
the prospect that, the amount of the debt out-
standing would be repaid.

The ‘crowding out effect’ is the other channel
- with implication for a negative impact of exter-
nal debt on investment and growth. Cohen
(1993) rejects the debt overhang effect arguing,
that the important debt problem is the crowding
out of investment caused by debt servicing. In

the crowding out effect, a reduction in the cur-
rent debt service payments should lead to an
increase in current investment or any given level
of future indebtedness. A high debt burden gen-
erally means that a significant portion of govern-
ment fiscal revenue (budget resources) or export
receipts must be devoted to debt servicing. If
options for short-term increases in revenue are
exhausted, other areas of government spending
and productive public investments will be cut to
accommodate debt servicing. Reduced public
investment, if complementary to private invest-
ments, can ultimately lead to lowér growth rates
(Diaz-Alejandro, 1981). Experience has showed
that over-borrowing becomes a negative spiral
and, if the costs of debt servicing are not inter-
nalized, new loans serve as debt repayment with-
out any positive impact on growth.

Elbadawi, et al (1996) use a non-linear fixed
effects panel estimation to establish the linkages’
between external debt and investment and
growth. Using cross-section data for 99 develop-
ing countries, including Sub-Saharan Aftican
(S§SA) countries they estimated a growth and
investment equation model. Their conclusions
supported theory that, current debt inflows spur
GDP ‘growth ‘while past (lagged) accumulated
debt works against growth. This implies that
beyond a certain level, debt accumulation will
discourage investment and retard growth. The
results showed that there is evidence of both
debt ‘overhang and crowding out effects from
excessive external debt burdens on growth and
investment in developing countries. Studies by
UNECA (1998) and lyoha (1999) supported the
conclusions of Elbadawi et al (1996).

Most work in the growth literature rely simply
on cross-country regressions. The weakness of
this approach is that what appears to hold on
average is rarely an adequate explanation of
what is happening in a particular country (Zupi,
2003). Mwaba and Were (2001, 2001) have also
estimated the external debt impacts on growth
for Uganda and Kenya based on Elbadawi’s
debt-growth-investment model formulation with
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specific country modifications to test the results
from Elbadawi et al (1996). Mwaba (2001) used
a basic growth equation model in a simple Ordi-
nary Least Squares (OLS) regression to test the
hypothesis that accumulated debt negatively
affects growth in Uganda. The estimations re-
turned the expected hypothesis for the debt vari-
able in Uganda. While accumulated debt re-
turned a negative and significant effect on GDP
growth, current debt inflows had a positive im-
pact in Uganda. Were (2001) also estimated the.
impact of Kenya’s external debt on economic

. growth and private investments. She also speci-

fied a growth and investment equation model
based on Elbadawi (1996) specifications. Using
time-series data for the period 1970-1995, her
results also indicated that debt accumulation has
a negative impact on economic growth. This
finding confirms the existence of a debt over-
hang problem in Kenya.

METHODOLOGY AND DATA
COLLECTION

In general, existing studies report a negative
effect of accumulated external debt on growth in
developing countries, in spite of differences in
methodological approaches. Although there are
many different specifications of the growth rela-
tions, most of the studies include a fairly standard
set of debt, policy and other exogenous explana-
tory variables depending on the focus of the
study.

Following a modified specification of the growth
equation estimated by Elbadawi’s (1996) for
developing countries and used by both Were
(2001) for Kenya and Mwaba (2001) for
Uganda, a growth equation for Ghana is esti-
mated employing as explanatory variables debt
and economic variables. The following linear
semi-log specification for the long run growth
and external debt impact is employed:

Y= agt o;InEDT, + aAnTDS, + a;InINV, + ay
InFDI + asEXP, + ¢, (1)

where the dependent variable Y, is GDP growth.
INV, is gross domestic investment to GDP ratio
which is expected to have a significant positive
influence on GDP growth. EDT, is the ratio of total
external debt to GDP; TDS, is total debt service
to exports ratio (to capture crowding out effects).
Consistent with the growth models, (a priori) we
expect the coefficient on current external debt
inflows to be positive. Debt service ratio is ex-
pected to be negative due to the reductions in
domestic investment expenditures from debt
service payments. EXP, is the annual growth rate
of export capacity to import (proxy for an open
economy). FDI, is foreign direct investment as a
ratio of GDP measuring complementary external
resource inflow, and we expect a limited positive
impact on growth. There are a number of poten-
tial determinants of GDP growth that have not
been included in our specification, such as aid
flows, fiscal balance, and population growth.
Their exclusion is unavoidable due to the de-
grees of freedom available, on account of the
short time series availability. Also, the decision
to exclude demographic variables was taken
because these are generally treated as weakly
exogenous, and so are of limited interest to our
study. In this study, annual time-series data for
the period 1970 to 1999 are used. Data for all the
series are obtained mainly from the World
Bank’s World Development Indicators CD-Rom.

In order to model the variables in a manner that
captures the inherent characteristics of its time-
series, we use the Akaike Information Criterion
(AIC), Schwartz Information Criterion (SIC),
and Log-Likelihood ratio to determine the lag
structure of the series. We test for the existence
of a long-run relationship among the variables
(estimation of equation (1)) whiles the utilization
of the vector error correction model captures the
short-run dynamics of the variables. The analy-
sis is done in three steps. The first step is to ver-
ify the order of integration of the variables since
the various cointegration tests-are valid only if
the variables have the same order of integration.
Standard tests for the presence of unit root based
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on the Augmented Dickey-Fuller (ADF) (1979,
1981), and Phillips-Perron (1988) are used to
investigate the degree of integration of the vari-
ables used in the empirical analysis. Given that
the ADF tests is sensitive to small samples, we
also used the KPSS test (Kwiatkowski et
al,1992) to confirm the robustness of the Aug-
mented Dickey-Fuller (ADF) and PP test results.
The second step involves testing for cointegra-
tion relationships using the Johansen cointegra-
tion test (Johansen, 1988). The Johansen estima-
tion method is based on the error-correction rep-
resentation of the VAR model with Gaussian
errors. Evidence of cointegration rules out the
possibility that the estimated relationship is spu-
rious. Thus, the third step involves utilization of
the VECM. We invoke the Engle-Granger theo-
rem (1987) which states that in the presence of
cointegration, there always exists a correspond-
ing error-correction representation which implies
that changes in the dependent variable are a
function of the level of disequilibrium in the
cointegrating relationship, captured by the error-
correction term (ECT), as well as changes in
other explanatory variables to capture all short
run relations among variables.

RESULTS

Table 1 presents the ADF, PP and KPSS tests for
the variables in-levels and first difference. The
usefulness of the PP test over the ADF Is that it
allows for the possibility of heteroscedastic error
terms. The lag length in the PP test was selected
based on the Newey-West criteria (Newey and
West, 1994). To check for the robustness of the
ADF and PP test results, the KPSS test is also
reported. Here the null hypothesis of stationarity
is tested.

The results, shown in the last two columns in
Table 1, indicate that the null hypothesis of level
stationarity can be rejected for all variables. The
combined results from all the tests suggest that
all the variables are I(1) in tevels but 1(0) in first
difference with the exception of ¥, and variable
which is I(0) at the level. The results of the unit
root underscore the presence of nonstationarity
in the variables and the adverse consequences of
neglecting it.

According to Engle and Granger (1987), if two
or more variables are cointegrated (i.e. they ex-
hibit long-run equilibrium relationships and
therefore share common trends) then the cointe-

Table 1: ADF, PP and KPSS Tests for Stationarity in Variables

Ho: unit roots I (1). H,: trend stationary 1 (0). Hq: 1(0)
ADF PP KPSS
Variable Level Diff. Level Diff, Level Diff,

Y, 4. SUI*ER L5 49k Hx -4, 834*** -6.928*** 0.0897 ** 0.0499**
EDT, -2.488 -3.489* ¥ -2.745 -5.623% %% 0.1161 0.0845**
DSR, -1.691 -3.808%* -1.393 -3.810** 0.2427 0.0596%*
EXP, -2.618 -4,269%* -4.068** -0.53Q %% 0.3108 0.0929**
INV, -2.209 -5.207%*%*% 2614 -6.939%%* 0.2473 0.0995%*
FDI, -2.679 -3.178 -3.126 - -4.341%* 0.1923 0.1253%*
GDPPC -2.447 -4 670 ** -2.344 -4 88Y*** 0.3621 0.0524%*

Notes: Significant coefficients are indicated by *, ** *** for significance at the 10%, 5% and 1% level,
respectively. The MacKinnon critical values for ADF and PP tests are -3.237 (10%), -3.603 (5%), and -4.374
(1%). The KPSS 10% and 5% critical values for stationarity around a level and around a deterministic linear

trend are 0.119 and 0). 146, respectively.
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Table 2: Johansen’s Test For Number of Cointegration Vectors Among Variables

Eigenvalue LR test 5 Percent Critical [ Percent Critical

HO: HI: o

statistic Value Value
re=A) po [ EE 0.999537 241.1203** 94.1500 103.18
r<l rz2 0.698992 64.53035 68.5200 76.07
r<2 r=3 0.525639 36.91609 47.2100 54.46
r<3 r>4 0.462068 19.76299 29.6800 35.65
r<d rz5 0.198354 5.502482 15.4100 20.04

Note: *(**) denotes rejection of the null hypothesis at 5 %( 1%) significance level.

gration among variables rules out the possibility
of the estimated relationships being “spurious”.
We now use the Johansen cointegration proce-
dure to tests for the number of cointegrating
vectors. The Johansen procedure, unlike the
Engle-Granger procedure is not sensitive to the
choice of dependent variable and also assumes
all variables to be endogenous (Masih and Ma-
sih, 2000). We use a general-to-specific model-
ing approach. (Hendry and Krolzig, 2001) to first
specify the relevant order of lags (p) of the re-
stricted Vector Autoregression model (VAR(p)).
Given the annual nature of the data, p = | seems
to be a reasonable choice based on the AIC, SIC

and LR information. Table 2 presents the results -

obtained from the cointegration test.

In Table 2 column 4, the results of the log-
likelihood (LR) test statistics are reported. Start-

ing with the null hypothesis of no ¢ 1tegration
(r = 0) among the six variables of }. i.DT, TDS,
INV. FDI, and EXP, the trace statistic suggest |
cointegrating vector (r = 1) at 1% significance
level. Therefore, we conclude that there is only
one cointegrating relation among the variables.

These findings establish the existence of an un-
derlying long-run equilibrium relationship be-
tween the dependent variable GDP growth and
all the explanatory variables: external debt
(EDT), debt servicing (TDS), gross domestic
investment (INV), foreign direct investment
(FDI), and export as a capacity to import (EXP).
The normalized long-run growth equation is
presented in Table 3.

The model shows theoretically correct signs for
the explanatory variables with the exception of
the gross domestic investment variable which is

Table 3: The Normalized Long run Growth Equation for the Cointegration Test

Dependent variable: Y,

Explanatory variables Coefficient t-statistics p-value
Constant -0.132485

Ln INT, -0.061754 -3.84892* 0.00073
kXD, 0.034779 1.29671 0.20657
tn FDI, 0.011382 2.10362** 0.04564
Ln TDS, -0.051906 -2.96634* 0.00655
Ln £DT, 0.061638 2.53599%* ~ 0.01784

Note: *(**) denote statistical significance at the 1% (5%) level
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incorrectly signed. All the variables are signifi-
cant, except the export as a capacity to import
variable which is insignificant. The signs on the
debt variables support the theoretical conclusion.
The significant positive sign on the current debt
variable (EDT= 0.0616) implies that current
external debt stock promotes GDP growth by
increasing capital imports and other tradable
goods that drive the economy during the period
of accumulating external debt. Since the
“crowding out effect” variable (TDS = -0.0519)
is highly significant, there is clear evidence of a
“crowding out” effect of debt servicing. The
negative sign, as postulated by theory, is to de-
press the level of investment. This implies that
substantial portions of government fiscal reve-
nues, export receipts and new borrowings are
used to service the high debt service require-
ments instead of investing in productive pro-
jects. Thus the overall benefit from borrowing is
offset by the high cost of debt servicing. This
was exactly the picture for Ghana before it
adopted the enhanced HIPC initiative in 2001.
Ghana had to borrow more, even from the non-
concessionary window of the IMF such as the
Standby Facility, just to service its debt (BoG,
2005). The low elasticities of the external debt
impacts however are underlined by the conces-
stonal nature of Ghana’s debt profile. |

Gross domestic investment (INV= -0.0617) was
negative and statistically significant in all regres-
sions. This is an indication of the “debt overhang
effect” as postulated by Krugman, {1988); Sachs
(1989) and; Claessens and Diwan (1989). As
already explained in the literature section, the
debt overhang acts like a high marginal tax rate
on the country lowering the returns to invest-
ment and providing a disincentive to domestic
capital formation. The debt overhang indirectly
depresses the level of GDP by discouraging
capital formation and encouraging capital flight
due to tax increase expectations. Thus domestic
investment becomes inefficiently low to make
significant positive impacts on GDP growth. The
overall long-run result is consistent with the

studies of Iyoha (1997) for sub-Saharan African
countries; Elbadawi et al (1997) for developing
countries; and Mwaba (2001) for Uganda.

Having established that a cointegrating relation-
ship exists among the variables, a Vector Error-
Correction Model (VECM) is estimated to deter-
mine the dynamic behaviour of the growth equa-
tion in the short-run. We estimate the short run
VECM (equation 2) based on the following
specifications derived from a general-to-specific
modelling:

n n
AY = (3, BrdY,+ Y Py AlnEDT, y +
i=1

i=1

n n
> BuAINTDS 4+ Y BaAln INI 4

=0 i=0

n I
> Bs AN EDI Y By AEXP, v B CT,
i=0 i=0

+ By INGDPPC + 11 (2

where all the variables are as previously defined
except A which represents change and ECT,
which is the one period lagged error correction
term estimated from equation (2). The coeffi-
cient measures the speed of adjustment to obtain
equilibrium in the event of shocks to the system.
InGDP PC is the natural logarithm of the initial
level of per capita GDP. This is used as an ex-
ogenous variable in the VECM to capture the
conditional convergence effect and is expected
to have a significant negative influence on the
growth.

In the short run dynamic growth equation, pre-
sented in Table 4, the coefficients of the debt
variables provide interesting results as they
maintain their signs as in the long run equation.
The lagged debt service variable is not statisti-
cally significant though with the expected nega-
tive impact. The lagged debt ratio, which also
captures debt overhang effect, however did not
come out with the expected negative impact. This
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Table 4: Short Run Error Correction Growth Equation

Dependent Variable: AY,

Variable Coefficient Std. Ervor t-Statistic Prob.
Constant 0.001156 0.00059 1.960919 0.0701
AYe, -1.00285 0.016156 -62.0736 0.000%*
AlnINY,, -0.01365 0.002453 -5.56567 0.0001*
AEXP,, 0.015551 0.003916 3.971338 0.0014*
AnkDI,, 0.000427 0.000756 0.564638 0.5813
AnTDS,, -0.00214 0.001952 -1.09596 0.2916
Atnl DT, 0.018147 0.005471 3317017 0.0051*
AlnGDPPC [.020292 0.018803 54.26173 0.000*
ECT,, -1.01992 0.015302 -606.6523 0.000*

2
R 0.998 Aiald 865.243%

2
Adj. R 0.997 A Norn 0.703

2
[=statistic 967.304* AReser 560

2
Log likelihood 112.124 A cAuto 0.0139

2

Akaike info criterion -8.967 AARCH 1.618

2
Schwary criterion -8.523 AWhite 2.183

Note: * denotes statistical significance at the 1% level

implies that in the short run external debt accu-
mulation may have positive impact on growth.
The negative effect of the investment variable,
however, is an indication of the presence of a
‘debt overhang effect’ in the short run. The low
elasticity of the lagged debt ratio further sug-
gests that growth is not very sensitive to short
run changes in the accumulated debt stock. One
underlying reason can be attributed to the rela-
tively large concessional and long-term nature of
Ghana’s external debt compared to other devel-
oping countries such as Argentina, Mexico, and
Nigeria.

The estimated coefticient of the error correction
term -is statistically significant at the 1 percent
level and with the appropriate (negative) sign,
reflecting the joint significance of the long-run

coefticients. This suggests the validity of a long-
run equilibrium retationship among the variables
in equation (1). The estimated coefficient value
of more than a unit (-1.01) suggests that the sys-
tem corrects its previous period’s disequilibrium
completely within one year to its equilibrium
level following a shock. The ECT,.; coefficient
however, indicates possible overshooting. Diag-
nostic test statistics show no evidence of mis-
specification of functional form (Reset), no se-
rial correlation, or any problem of heteroscedas-
ticity. The model also passes the normality,
Wald, ARCH and stability tests (Table 4).

SUMMARY AND CONCLUSIONS

The purpose of this paper was to estimate the
impact of external debt on growth in Ghana us-
ing time series analysis. The keystone of our
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analysis is an Elbadawi-growth-equation model
in which growth depends on gross domestic in-
vestment, foreign direct investment, debt servic-
ing, external debt inflows and export capacity.

The empirical results support the existence of a
long-run growth equation in Ghana. Over the
long-run period, external debt inflows, debt ser-
vicing and foreign direct investments affect GDP
growth behaviour. An increase in external debt
inflows has a positive effect on GDP growth. An
increase in external debt servicing decreases
GDP growth and there is evidence for the exis-
tence of the ‘crowding out effect’ in Ghana. For-
eign direct investment has a positive and signifi-
cant influence on GDP growth bghaviour. In-
vestment has an unexpected negative and signifi-
cant impact on growth. This result is an indica-
tion of the long-run “debt overhang effect” of
high accumulated debt which acts as a disincen-
tive to capital formation and encourages capital
flight. Thus the low levels of domestic invest-
ments in the real sectors of the economy are not
able to make positive impact on growth.

The empirical results from the short run vector
error-correction model (VECM) estimation sup-
port the presence of a “debt overhang effect’ of
high accumulated debt through the investment
variable which has a negative and significant
impact on growth. The crowding out effect is
also confirmed. The GDP growth decreases as
total debt service increases.

The results have important policy implications
for Ghana. It justifies the adoption of the HIPC
debt relief initiative because in the long run
Ghana is bound to have debt servicing problems
that can be offset by substantial debt relief or
total debt cancellation. Moreover, the presence
of a ‘crowding out effect” and a ‘debt overhang
effect’ in the long run means that the efficiency
of total investments will suffer as government
cuts its budgets, tax returns on private invest-
ments, or uses capital inflows to service its ex-
ternal debt obligations. Preliminary evidence
from Ghana's current debt relief under HIPC

(BoG, 2005) suggests a substantial reduction in .

debt servicing requirements and an increase in
social investment expenditure. This has signifi-
cant implication for poverty reduction and eco-
nomic growth.

Another implication of our analysis is that poli-
cies that spur domestic investments, foreign di-
rect investment and increased trade earnings can
be effective in raising GDP growth and reducing
dependence on external debt for sustained eco-
nomic development.
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