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Abstract:

The issues of rising external debt and weak institutions are two of the major challenges facing West African
countries in modern times. This study lends a voice to the role of institutions in the discourse of the relationship
between external debt and economic growth in West African countries. Using available panel data from the World
Development Indicators and the International Country Risk Guide, spanning 1985-2020, the generalized method of
moments was employed to analyze the data. The findings from the study confirm that institutional quality lessens
the severity of external debt’s negative effect on economic growth. Moreover, the findings hint that the threshold of
institutional quality beyond which the West African countries could reap the economic growth benefits of their
external debt stock ranges from 5.98 to 6.82 on a 10-point scale. Therefore, this study demonstrates that the quality
of institutional infrastructure matters in the way external debt influences economic growth in West Africa. As such,
West African countries need to reinforce the institutional infrastructure within their debt management systems. They
are also to orient their institutions toward controlled procurement and prudent use of external debt funds. This study
contributes to the literature by comprehensively investigating the intervening role of institutions in the external
debt-economic growth nexus in West Africa, including the role of each institutional quality indicator. The study also
deviates from previous studies by determining the threshold of institutional quality beyond which external debt
enhances economic growth in West Africa.
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1. Introduction

Over the years, attaining long-run economic growth
has been a key challenge to many sub-Saharan African
(SSA) countries. Since the 1970s, SSA countries have
turned to external debt, which is a key element of
capital formation in the Solow growth model
(Villaneuva, 2003). The critical role of savings in
capital formation in the economic growth process has
been articulated by Solow (1956) in his neoclassical
growth theory. Owing to the abysmally low level of
savings in most developing countries, alongside heavy
dependence on exports of primary products, weak
foreign exchange earnings, and their attendant
inadequate government revenue, resorting to external
debt to drive physical capital accumulation to the level
needed to engender growth becomes necessary (Drine
& Nabi, 2010; Sethi, 2014; Simplice & Jellal, 2016).
The rising trend of external debt accumulation in SSA
over the years has sparked unremitted discourse in the
literature over its role in the growth process in this
subregion (Drine & Nabi, 2010).

As at the beginning of the global debt crisis that
started in 1982, when Mexico declared it could not
deliver on its debt obligations (Freytag & Pehnelt,
2008), African countries’ external debt stock had
already become unsustainable, with associated
macroeconomic challenges (Ndikumana & Boyce,
2011). The debt crisis facing these African countries
was further exacerbated by a chain of unbridled debt-
rescheduling since the 1980s, as it rose from almost $14
billion in 1989 to about $23 billion in 2000, while the
multilateral debt relief initiative (MDRI), which was
implemented within the highly indebted poor countries
(HIPC) scheme, helped to significantly lower the figure
to about $1 billion in 2007 (Muhanji & Ojah, 2011).
Despite the cycle of external debt unsustainability
witnessed in SSA countries, it has been established in
the literature that capital inflow through external debt
could galvanize an economy on the path of sustainable
growth if obtained and wused sustainably and
productively (Ferrarini, 2008; Cassimon & Vaessen,
2007). Brazil, Chile, Ghana, and South Korea are some
of the developing countries where external debt has
been successfully used to drive economic growth
(Muhanji & Ojah, 2011).

Although the literature is replete with studies

involving the link between external debt and economic
growth, there is no unanimity on the precise nature of
the relationship between the two variables. Many
studies argue that external debt exerts a deleterious
impact on economic growth (Cordella et al., 2010;
Pattillo et al., 2011; Daud & Podivinsky, 2012; Ramzan
& Ahmad, 2014; Ali & Mustafa, 2012; Ciftcioglu &
Sokhanvar, 2018; Dey & Tareque, 2019; Edo et al.,
2020; Soydan & Bedir, 2015). Contrariwise, some other
studies claim that external debt is highly beneficial in
the economic growth process (Pattillo et al., 2004;
Amin & Audu, 2006; Baker & Hassan, 2008; Ogunlana,
2016; Joshua et al., 2020). Additionally, another set of
literature posits that external debt enhances growth only
up to a point, beyond which it starts slowing down
growth (Cordella et al., 2010; Dogan & Bilgili, 2014;
Hassan & Meyer, 2020; Qureshi & Liagat, 2020).
However, putting this hypothesis to test, Schclarek
(2004), Schclarek and Ramon-Ballester (2005), Blavy
(2006), Soydan and Bedir (2015), and Asafo et al.
(2019) find no evidence of nonlinearity in the external
debt-economic growth nexus. As such, the relationship
between external debt and economic growth is
inconclusive.

The key objective of this study is to explore the
moderating role of institutional quality (IQ) in the
external debt-economic growth nexus in West African
countries. While the overarching aim of obtaining
foreign loans by these countries has always been to
stimulate long-run economic growth, the need for
macroeconomic managers in the economies to ensure
an enabling environment and institutions ancillary to
the growth process cannot be overemphasized. This is
because the management of debt is crucial considering
its associated risks and costs. As such, the interplay
between 1Q and external debt in the economic growth
process has continued to draw the attention of
researchers (Imbs & Ranciere, 2005; Cordella et al.,
2010; Mensah et al., 2018; Daud, 2020; Hassan &
Meyer, 2021). This becomes important because growth
disparities between different countries have been
attributed to differences in economic institutions
(Acemoglu & Robinson, 2008; Qayyum et al., 2014).
Furthermore, Gwartney et al. (2004) argued that how
productive inputs of capital or labor are determined by
the quality of institutions, while the nature and level of
impact of debt on firms’ financial structure is impacted
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by the country’s level of institutions. Indeed, of the
various prudential guidelines approved by the IMF as a
way of assisting countries with debt crises to manage
their debt stock more prudently and transparently, good
governance and institutional quality appear to be the
most critical (Freytag & Pehnelt, 2008; Ouedraogo,
2015).

Cordella et al. (2005) argued that the
inconclusiveness in empirical findings on external debt-
economic growth linkage could be ascribed to
variations in country-specific characteristics. Though,
external debt-economic growth linkage has been
examined for West Africa, the role of institutions in this
relationship has been sparsely considered. Therefore,
this study focuses on West Africa for some distinctive
reasons.

First, in 1996 when the International Monetary Fund

(IMF) and the World Bank introduced the Highly
Indebted Poor Countries (HIPC) initiative and in 2006
when the Multilateral Debt Relief Initiative (MDRI)
scheme was implemented, the external debt stock of
West African countries was reduced (Table 1). Apart
from these two periods that were characterized by a
series of debt forgiveness, restructuring, and reforms as
part of the international community efforts toward
combating the problems faced by debtor countries, the
remaining period witnessed an untold increase in the
external debt stock of West African countries. The
external debt stock, which stood at $3.7 billion,
following MDRI implementation in 2006, rose to $14.1
billion in 2020 (Table 1). This bespeaks unbridled
external debt accumulation in West African countries
over the years.

Table 1. Descriptive statistics of the variables (Developed by the authors)

Variable Mean Median Maximum Minimum Std. Dev. Kurtosis
GDP growth rate 3.879 4.149 26.417 -28.999 4,397 10.183
External debt/GDP 79412 61.744  384.840 4,951 68.553 8.328
External debt/export  409.881 261.202 4224.237 14.527 593.948 19.823
IQ composite index  4.591 3.814 4.930 1.898 1.018 3.276
Corruption 3.763 3.333 5.667 1.528 1.274 2.786
Law and order 4.466 4,128 6.333 1.667 1.346 3.381
Government stability  6.051 6.128 7.792 0.833 1.861 2.389
Investment 18.718  17.832  54.948 -2.424 8.714 6.305
Population growth 2.735 2.662 4.979 -0.444 0.66 8.249
Trade openness 55.409 52.899  131.485 9.136 19.413 4.231

Second, the institutional framework for West Africa
appears to be the weakest compared to the other
subregions in SSA. For example, there have been 22
attempts to forcefully change the government in this
sub-region since 2010 in the forms of coups,
countercoups, and coup attempts, and this far outweighs
17 cases for all the remaining sub-regions of SSA put
together over the same period. This suggests a high
level of military intervention in politics, government
instability and the associated policy inconsistencies,
human rights abuses, and restraint to economic
freedom. According to Ouedraogo (2015), an
institutional quality measure that pertains to curbing
military incursion into politics enhances economic
growth in West Africa.

Furthermore, the examination of five 1Q variables
from the International Country and Risk Guide (ICRG),
which are rescaled from 1 to 10 for comparability and
uniform interpretations (Olaniyi & Oladeji, 2021;
Hassan & Meyer, 2021), reveals that West African
countries have a very low quality of institutions. The
composite 1Q index obtained from the rescaled values
of law, order, corruption, and government stability

elements shows that the highest 1Q index of 4.93/10
was obtained far back in 1999, while the average index
of 4.59/10 was recorded from 1981 to 2020. This
below-average level of institutional framework might
engender the leakage of the external debt fund from
productive activity financing to rent-seeking and
unproductive activities. Additionally, West Africa has
the largest population compared to other SSA
subregions (Ehigiamusoe & Lean, 2019), which implies
that incidents in this subregion tend to rub off on the
entire SSA.

This study contributes to the literature by providing
insight into the moderating role of 1Q in the external
debt-economic growth nexus in West Africa. As such, it
would engender the policies and actions necessary to
orient external debt toward sustainable economic
growth. Furthermore, it sheds light on the appropriate
level of 1Q required for external debt in West African
countries to drive economic growth. By determining
this threshold, policymakers could be guided on the
minimum level of 1Q that needs to be attained before
West African countries can optimize external debt in
the economic growth process.
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Figure 1. Trend of total external debt for West Africa (World Development Indicators)

2. Literature Review

In recent times, research efforts on the role of
institutional quality (IQ) in the external debt-growth
nexus have been increasing. By exploring the
intervening role that 1Q plays in external debt-economic
growth linkage in 53 developing countries from 2005 to
2016, Daud (2020) used system GMM and dynamic
panel threshold approaches. They found that external
debt depresses economic growth and that this is
contingent on the quality of institutions. This finding is
similar to that of Hassan and Meyer (2021), who
investigated 39 highly indebted poor countries from
1996 to 2018. Their system GMM results show that the
effect of external debt on growth depends on 1Q. They
further argued that a threshold of 1Q must be attained if
the economic growth benefit of external debt is to be
realized. Mensah et al. (2018) also reported that
institutions significantly impact the external debt-
economic growth nexus in 36 SSA countries in a study
covering 1996-2013.

In a study of 79 developing countries with varying
debt levels and other country attributes for the period
1970-2002, Cordella et al. (2005) employed both OLS
and GMM methods. They established that policies and
institutions are crucial in determining the manner of the
impact of external debt on growth for all the countries.
Similar methods of estimation were employed by Imbs
and Ranciere (2005), who investigated 87 developing
countries from 1969 to 2002. Estimates from their
analysis reveal that measures of 1Q, namely
bureaucratic quality, government effectiveness, and rule
of law, aid countries in controlling their accumulation
of debt, thereby enhancing growth. Moreover,
Presbitero (2008) considered how policy and 1Q
influenced the linkage between external debt and
growth in the case of 114 developing countries for the

period 1980-2004, by using the system GMM estimator.
Their results indicate that external debt has no impact
on growth in countries with poor 1Q, but in countries
with adequate 1Q, high external debt stock does not
slow down growth. In addition, in a study of 6 West
African Economic and Monetary Union (WAEMU)
economies, Ouedraogo (2015) explored how external
debt and 1Q influence growth. Their ECM estimates
reveal that measures of 1Q that pertain to curbing
military involvement in government, control of
corruption, and government stability promote growth
and development. He further argues that external debt
affects growth nonlinearly. The argument of nonlinear
relation is, however, refuted by Kourtellos et al. (2013)
in a study on 82 countries throughout three 10-year
periods (1980-1989, 1990-1999 and 2000-2009). After
conducting structural threshold regressions to analyse
the data, they established that 1Q moderates the effect of
debt on growth in an economy. Furthermore, they
identified a particular threshold of 1Q and posited that if
a country’s IQ falls below this threshold, debt
accumulation would slow down growth, while the
negative impact disappears once an economy attains a
high level of 1Q.

The role of 1Q in the debt-economic growth nexus is
investigated for Malaysia from 1970 to 2011 by Daud
and Podivinsky (2014). Results from the Hansen (2000)
threshold estimation suggest that the nature and effect
of debt on growth is contingent on 1Q. Additionally,
Hansen (2000) argues that Malaysia must raise the
quality of its institutions to a certain threshold for the
economy to reap the growth benefits of its debt stock.
This finding is corroborated by Qayyum et al. (2014)
who explored the interplay of external debt, official
development assistance, and growth in an open
economy using a modified RCK growth model. Their
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analysis shows that for developing countries to
transform their economies, governance must be
improved, while external debt accumulation should be
curtailed. In the same vein, the important role that 1Q
and policies play in determining the factors that are
responsible for variations in the level and extent of debt
distress among different economies was explored by
Kraay and Nehru (2003). The estimates of the probit
regression conducted suggest that 1Q, along with debt
burden and debt shocks, is a crucial determinant of the
variations.

Concerning the importance of 1Q in debt
management and financial risk dimensions of
government debt, a study on the impact of democratic
accountability, history of debt problems, and 1Q on debt
management was conducted by Melecky (2012) for 107
countries. After conducting logit regression to analyse
the survey data collected for the research, it was found
that 1Q is crucial in shaping an economy’s debt
management  process, especially in terms of
accountability and transparency. Furthermore, this area
of external debt-growth nexus was previously examined
by Muhanji and Ojah (2011) using the fixed-effects
method for African, East Asian, and Latin American
countries from 1970 to 2008. Following the outcomes
of their analysis, they suggest that to attain result-
oriented debt management practices, African countries
need to follow the institutional and policy standards
adopted by East Asian countries.

As the aforementioned studies suggest that 1Q is
crucial in determining the manner and level of impact
that external debt has on growth, a study by Moss and
Chiang (2003) has suggested that external debt
accumulation could, on the other hand, influence I1Q. In
their study, which aimed at determining the cost of
external debt accumulation in low-income countries,
they concluded that humongous debt stock leaks out the
efficacy of economic reforms and curtails the growth
and development of institutional infrastructure.

3. Data and Methodology

This study investigates panel data covering a period
of 36 years from 1985 to 2020 for a sample of 13 West
African countries, which comprise Burkina Faso, Cote
d’Ivoire, Gambia, Ghana, Guinea, Guinea-Bissau,
Liberia, Mali, Niger, Nigeria, Senegal, Sierra Leone and
Togo. Annual data on GDP growth rate, gross fixed
capital formation/GDP ratio, population growth rate,
trade openness/GDP ratio, and external debt/GDP ratio
are used to measure economic growth, investment,
population growth, trade openness, and external debt,
respectively, and they were all drawn from the World
Development  Indicators (WDI). To  measure
institutional quality (1Q), a composite index of
International Country Risk Guide (ICRG) IQ variables,
sourced from the Political Risk Services (PRS) Group,
was constructed. Many recent studies on the growth

have used the ICRG IQ data set to measure the quality
of institutions (Law et al., 2018; Hassan & Meyer,
2021; Olaniyi & Oladeji, 2021). Moreover, it has been
adjudged the most widely used data set for institutions
(Williams & Siddique, 2008). We derived the
composite institutional quality index by computing the
average of the following three institutional quality
elements: corruption (range: 0-6), law and order (range:
0-6), and government stability (range: 0-12). As a way
of uniformity and to see that they can be compared with
each other, each of the elements of the index is
standardized to range between 0 and 10 (Law et al.,
2018; Olaniyi & Oladeji, 2021; Hassan & Meyer,
2021). With this range, the higher the score, the better
the level of 1Q, and vice versa.

Following the standard growth literature, the
external debt-economic growth linkage model is
specified as follows:

EGy = O'EDy + aZi + € @)
where EG is economic growth, ED;, is external debt for
country i, Z; represents a vector of control variables,
which are initial economic growth, investment,
population growth, trade openness and institutional
quality, in line with the growth literature (Cordella et
al., 2010; Law et al., 2018; Mensah et al., 2018; Daud,
2020; Olaniyi & Oladeji, 2021; Hassan & Meyer, 2020,
2021).

As this study involves the investigation of the
moderating role of IQ in the external debt-economic
growth linkage, an interaction term of external debt and
IQ is added to Equation (1), in line with existing studies
(Mensah et al., 2018; Daud, 2020; Hassan & Meyer,
2021). Therefore, the empirical model for this study is
specified as follows:

GDPl't = alGDPit—l + aZEDit + a31Qit

+ g (EDy % 1Qy) +9Zy + p; + 0y

+ (2)
where GDP;;_, denotes lagged GDP growth rate; p;,
g, and €;; are the country-specific effect, time effect,
and error term, respectively, while (ED;; * 1Q;;)
represents the interaction of external debt and 1Q. As
such, Equation (2) indicates that the relation between
external debt and economic growth depends on 1Q.
Therefore, by differentiating Equation (2) with respect
to external debt in Equation (3), changes in the impact
of external debt on economic growth under varying
levels of 1Q can be evaluated.

dGDP;,
= 9D, ay + aylQy 3)

The intervening attribute of IQ in Equation (3)
centers on the two parameters, a, and a,, and there are
four possible outcomes:

(1) If @, >0 and a, > 0, external debt promotes
growth, and this is reinforced by 1Q;

(2) If a, >0 and a4 < 0, external debt promotes
growth, and this is depressed by 1Q;

(3) If a, <0 and a, > 0, external debt depresses
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growth, and this is mitigated by 1Q;

(4) If a; <0 and a, < 0, external debt depresses
growth, and this is worsened by 1Q.

Furthermore, should a, and a, be both significant
and bear opposite signs, it suggests the existence of a
threshold of IQ beyond which external debt drives
economic growth (Ehigiamusoe & Lean, 2019). This
threshold is identified by setting Equation (3) to zero to
obtain:

1Qi >+ 4)

To estimate Equation (2), this study follows extant
studies on external debt-economic growth nexus
(Presbitero, 2008; Mensah et al., 2018; Daud, 2020;
Hassan & Meyer, 2021) and employs the system GMM
approach of Blundell and Bond (1998) to overcome the
problems of endogeneity and linear correlation usually
associated with debt and institutional variables that are
often used in growth models (Wooldridge, 2002;
Pattillo et al., 2011; Kourtellos et al., 2013). It has been
established in the literature that in cases where
individual-specific effect and the lag of the dependent
variable are included as part of the regressors in a
dynamic panel model like we have in Equation (2), the
likelihood of a linear correlation between the duo could
engender the generation of biased estimates if methods
such as pooled OLS, fixed effects, and random effects
are used in estimation (Hsiao, 2003; Buck et al., 2008).
To overcome this problem, Blundell and Bond (1998)
suggested the use of a system GMM that employs both
first difference and level equations, alongside the lags
of explanatory variables as instruments for the level
equations. Within this framework, the validity of the
instruments is based on the assumption that the
correlation between the country-specific effect and the
levels of the regressors is constant over time.

The application of the system GMM estimator
requires panel data with a higher number of cross-
sections than time-series observation. To meet this
condition, we follow the trend in the literature (Law et
al., 2018; Olaniyi & Oladeji, 2021; Hassan & Meyer,
2021) and use four-year average data, which gives nine
non-overlapping observations for each country. The
nine observations span 1985-1988, 1989-1992, 1993-
1996, 1997-2000, 2001-2004, 2005-2008, 2009-2012,
2013-2016, and 2017-2020. Failure to average the data
could engender instrument proliferation problems,
which could render the estimates unreliable (Roodman,
2009; Law et al., 2018). Moreover, using the four-year

average of non-overlapping periods helps to address the
effect of business cycle fluctuations, thereby ensuring
that estimates are free from bias (Law et al., 2018).

4. Results and Discussion

4.1. Descriptive Statistics

The statistical attributes of the variables in the study
are displayed in Table 1. The statistics show that the
mean GDP growth rate is 3.88%, which is less than its
median of 4.15%. This suggests that the data
distribution of the GDP growth rate is skewed to the
left. Sierra Leone recorded the highest GDP growth rate
of 26.42% in 2002, while the lowest of -28.99% is
reported for Guinea Bissau for 1998The two external
debt variables have mean values of 79.41 and 409.88
for external debt/GDP and external debt/export,
respectively. These values are higher than their
respective median values, which suggest that the two
variables are skewed to the right. The same applies to
all other variables as they mean values higher than the
respective median values. The highest 1Q index of 4.93
was attained by the Gambia in 2001, while the lowest
index of 1.89 was recorded by Liberia in 1992. The
standard deviation of each variable (except GDP
growth) is very low compared to its mean value. This
suggests that each series is adequately represented by
the mean. Lastly, kurtosis reveals that only corruption
with a kurtosis statistic value of 3 is platykurtic. All the
remaining variables are leptokurtic, as the respective
kurtosis of each of them is higher than 3. As such, none
of the variables is mesokurtic.

4.2. Regression Results

The results of the system GMM estimations
regarding Equation (2) are presented in Tables 2 and 3.
While the external debt variable for the estimations in
Table 2 is the external debt/GDP ratio, that of the
estimations in Table 3 is the external debt/export ratio.
In each table, there are four estimations. Model 1
contains the estimation with the composite 1Q index as
the institutional quality variable. In the remaining three
estimations, each of the three 1Q measures that make up
the composite index is the 1Q variable, such that Models
2, 3, and 4 contain empirical results with corruption,
law and order, and government stability, respectively,
as the 1Q variables.

Table 2. System GMM estimation results (ED = external debt/GDP) (Developed by the authors)

Variable Model 1 Model 2 Model 3 Model 4

GDP (-1) 0.823*** (48.26) 0.789*** (38.81)  0.809*** (41.39)  0.805*** (41.44)
ED -0.014** (-2.54)  -0.029%** (-8.57) -0.125*** (-7.73)  -0.035*** (-10.04)
Investment 0.004*** (3.50)  0.193*** (2.91) 0.003*** (4.53) 0.064** (2.76)
Population growth 0.071* (1.94) 0.306 (1.601) 0.237 (1.614) 0.016 (1.36)

Trade openness 0.007** (2.07)  0.083 (0.94) 0.018*** (11.40)  1.281 (0.93)

1Q 0.226*** (3.017)

ED*IQ 0.002** (2.17)

CORR 0.168** (2.04)

ED*CORR 0.005** (2.76)
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Continuation of Table 2

LAWO

ED*LAWO

GOVSTAB

ED*GOVSTAB

Threshold 6.38 5.98
AR(2): p-value 0.412 0.537
The Sargan test: p-value  0.213 0.611
The Hansen test: p-value 0.537 0.439

0.308* (1.97)

0.019%* (2.27)
0.192** (2.41)
0.006** (2.69)

6.73 6.04

0.371 0.581

0.229 0.466

0.504 0.283

Notes: *, ** and *** indicate significance at 10%, 5%, and 1%, respectively; IQ - institutional quality; CORR - corruption; LAWO - law and

order; GOVSTAB - government stability

Table 3. System GMM estimation results (ED = external debt/export) (Developed by the authors)

Variable Model 1 Model 2 Model 3 Model 4

GDP (-1) 0.674*** (51.31) 1.417***(15.17) 0.907*** (11.67) 1.308*** (83.47)
ED -1.119** (-4.33)  -0.135*** (-6.22) -0.293*** (-4.91) -1.216*** (-6.33)
Investment 0.316*** (3.50)  0.031***(3.24)  0.011*(1.91) 0.073** (2.14)
Population growth 0.132 (1.73) 0.517* (1.894) 0.513 (1.706) 0.139** (2.36)
Trade openness 0.013* (1.97) 0.174*** (10.25)  0.132 (1.34) 0.531** (2.67)
IQ 0.127*** (3.801)

ED*IQ 0.164** (2.61)

CORR 0.093** (2.11)

ED*CORR 0.021** (1.97)

LAWO 0.195** (2.53)

ED*LAWO 0.043** (3.11)

GOVSTAB 0.465* (1.94)
ED*GOVSTAB 0.190*** (4.95)
Threshold 6.82 6.43 6.77 6.39

AR(2): p-value 0.667 0.415 0.431 0.237

The Sargan test: p-value  0.393 0.437 0.316 0.519

The Hansen test: p-value 0.469 0.631 0.510 0.481

Notes: *, ** and *** indicate significance at 10%, 5%, and 1%, respectively; 1Q - institutional quality; CORR - corruption; LAWO - law and

order; GOVSTAB - government stability

In each of the four models in Table 2, the probability
values of the AR(2) test are higher than 5%, which
indicates that the models are all free from second-order
serial correlation. Similarly, the probability values of
both the Sargan and Hansen tests are greater than 5%,
thus indicating the acceptance of the null hypothesis. As
such, the instrumental variables used by the system
GMM in estimation are adjudged valid because they are
uncorrelated with the error term. As the validity and
reliability of GMM estimates are predicated upon the
outcomes of the tests, the resulting estimates are
reliable and fit for inferences. Furthermore, in each of
the four models, the coefficients of the lag of GDP
growth [GDP(-1)] are strongly significant and bear
positive signs, which indicate that economic growth in
West  African countries is path-dependent and
persistent. This result implies that the previous value of
economic growth in the West African countries exerts a
strong positive impact on its current value, as it is
involved in explaining it. Consequently, this result
suggests that an improvement in the previous year’s
economic growth tends to engender a further increase in
the value of economic growth for the current year. This
result supports several past studies that demonstrated
that the past level of economic growth matters in the
determination of its present level (Law et al., 2018;
Hassan et al., 2019; Olaniyi & Oladeji, 2021; Hassan &
Meyer, 2021).

In Model 1, external debt is found to bear a negative

influence on economic growth at the 5% level of
significance. In particular, an increase of 1 unit in
external debt is associated with a 0.014-unit decline in
economic growth. By implication, for West African
countries, higher levels of external debt stock are
associated with declining economic growth, and vice
versa. This suggests that although external debt as a
source of capital is important in the growth process, its
burden in the West Africa subregion is slowing down
economic growth. This result further demonstrates that
a reduction in the accumulation of external debt by
West African countries would enhance economic
growth. The research outcome supports findings in past
studies for other emerging economies, which suggest
that external debt has a negative impact on economic
growth. Some of these studies include those by Daud
and Podivinsky (2012) for Malaysia, Ciftcioglu and
Sokhanvar (2018) in the case of Central and Eastern
Europe, and Edo et al. (2020) for SSA. Other studies
that reported a negative link between external debt
accumulation and economic growth include those by
Ramzan and Ahmad (2014), Soydan and Bedir (2015),
and Dey and Tareque (2019). However, the result
contradicts those of Ogunlana (2016) and Joshua et al.
(2020), which suggest that external debt has a positive
impact on economic growth.

Now considering the estimate of the interaction
between external debt and the 1Q index (ED*1Q), it is
positive and statistically significant at 5%. This estimate



Hassan & Mhlanga. The External Debt-Economic Growth Nexus in West African Countries: Does Institutional Quality Matter?, VVol. 61

601

Spring/Summer 2023

suggests that the interaction of external debt with 1Q
has a positive effect on economic growth. Put
differently, when embedded within a stronger
institutional framework, external debt in West African
countries provides stimulus for attaining higher
economic growth. Therefore, this research outcome
proves that while external debt depresses economic
growth, the severity of this harmful effect is mitigated
in West African countries with good institutions. It also
implies that if and where put in place, good institutions
avail the countries of the needed impetus and ancillaries
that engender the efficient allocation and use of external
debt funds in a manner that would sustainably drive the
economiic growth process. Therefore, in the case of
West African countries, 1Q matters and plays a
moderating role in the transmission mechanism from
external debt to economic growth. This result is
consistent with the findings in past studies such as
Presbitero (2008), Ouedraogo (2015), Mensah et al.
(2018), Daud (2020), Hassan and Meyer (2021). In each
of these previous studies, the results emphasize the
important role of institutions as a key determinant of the
nature of external debt impact on economic growth.
Meanwhile, the outcome of different signs for the
coefficients of external debt (negative) and the
interaction variable (positive) is an indication that there
is a threshold of 1Q beyond which external debt can
enhance growth (Ehigiamusoe & Lean, 2019).
Therefore, Equation (3) is solved for the minimum level
of institutional quality index that West African
countries need to attain in order for external debt to
promote growth. In other words, to obtain the threshold
of 1Q beyond which external debt promotes growth, the
estimated equation (Model 1) in Table 2 is

differentiated with reference to external debt (aaGEDD P =

—0.01385 + 0.00217). The result is subsequently set

equal to zero to determine the threshold. Therefore, the
threshold is computed at 6.38. This research outcome
implies that for external debt to enhance economic
growth, the West African countries must consistently
maintain a level of 1Q of at least 6.38 on a 10-point
scale. This result reveals that on average, external debt
in the subregion depresses economic growth because of
the abysmally poor institutional quality scores. The
average and highest institutional quality scores in the
subregion stand at 4.59/10 and 4.93/10, respectively,
and are both far below the threshold of 6.38/10 needed
for external debt to drive growth. This result supports
the previous studies arguing that when the level of 1Q is
below certain thresholds, external debt would not be
able to stimulate growth; it promotes growth when the
thresholds are attained (Daud & Podivinsky, 2014;
Mensah et al., 2018; Daud, 2020; Hassan & Meyer,
2021).

In Models 2, 3, and 4, the separate impact of
external debt on economic growth is negative, just as is
the case in Model 1. Furthermore, the interaction of
external debt and each measure of 1Q is positive and

significant. This implies that in line with the outcome of
Model 1, external debt depresses economic growth, but
the negative impact is mitigated in countries with good
ratings in corruption, law and order, and government
stability. Furthermore, there exist minimum levels of
corruption, law and order, and government stability that
West African countries must maintain for external debt
to benefit economic growth. To obtain these thresholds,
Models 2, 3 and 4 are differentiated with respect to
external debt and the resultant estimates are set equal to
zero, as demonstrated in the case of Model 1. Therefore,
the thresholds are computed as 5.98/10, 6.73/10, and
6.04/10 for corruption, law and order, and government
stability, respectively. This implies that West African
countries must maintain the thresholds for the
respective measures of 1Q for it to stimulate external
debt to drive growth.

Across the four models, institutional quality
variables (1Q composite index, corruption, law and
order, and government stability) are statistically
significant and positively signed. This suggests that
stronger institutions are associated with higher
economic growth. As such, 1Q has a separate positive
influence on economic growth. This further indicates
that improving the overall quality of institutions is very
crucial in the economic growth of West African
countries. This result supports the preponderance of
findings in the literature that 1Q promotes economic
growth (Acemoglu & Robinson, 2008; Ouedraogo,
2015; Ben Ali & Kramer, 2016; Olaniyi & Oladeji,
2021; Hassan & Meyer, 2021).

Furthermore, investment, which is represented in the
model by the ratio of the gross fixed capital formation
to GDP, is positive and significant in the equations.
This suggests that an increase in the capital formation is
important in the growth of West African countries.
Therefore, it conforms with the position of the
endogenous growth theory, which identifies capital as
an essential factor input in the growth model. This
result agrees with Ouedraogo (2015), who showed that
investment has a positive impact on economic growth in
WAEMU countries. Trade openness is significant and
positive in two of the four models. This shows that an
increase in trade openness is associated with higher
economic growth. This result supports Ouedraogo
(2015) and Hassan and Meyer (2021), who found that
trade openness positively affects economic growth in
WAEMU and HIPC countries, respectively. Population
growth is only significant at 10% in Model 1, while it is
insignificant in the remaining three models.

Lastly, Table 3 reports the estimates of system
GMM based on external debt/export as the external debt
variable. The AR(2) results indicate that across the four
models, there is no second-order serial correlation,
while the Hansen and Sargan tests also adjudged the
instrumental variables employed valid. Overall, the
results in Table 3 are similar to those in Table 2, which
implies that the same interpretations and discussion
apply. Therefore, the robustness of the estimates is
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confirmed.

5. Conclusion

In the last few decades, issues around debt burden
and debt unsustainability in developing countries have
attracted increased attention from researchers and
policymakers. While there is no unanimity in the
empirical literature regarding the precise impact of
external debt on the growth process of economies,
recent research efforts have been directed toward
exploring the role of institutions on the nature and
extent of external debt impact on the economic growth
process. Considering this, the key objective of this
study was to explore the moderating role of institutional
quality in the relationship between external debt and
economic growth in West African countries. To this
end, panel data of 13 West African countries for the
period 1985-2020 was estimated utilizing system
GMM.

The outcome of the panel estimations revealed that
external debt has a separate negative impact on
economic growth, which suggests that external debt
accumulation is associated with the growth slowdown
in the subregion. This result corroborates findings for
other emerging countries by Daud and Podivinsky
(2012), Ciftcioglu and Sokhanvar (2018), Edo et al.
(2020), and Hassan and Meyer (2021), which suggest
that external debt has a negative effect on economic
growth. However, the result contradicts Ogunlana
(2016) and Joshua et al. (2020), who found that external
debt positively affects economic growth. The
interaction of external debt and institutional quality is
positive and significant, which suggests that the
negative impact of external debt on economic growth is
moderated by institutional quality. This research
outcome corroborates Presbitero (2008), Ouedraogo
(2015), Mensah et al. (2018), Daud (2020), and Hassan
and Meyer (2021), who found that 1Q matters in the
determination of the impact of external debt on
economic growth.

This result further reveals that the severity of the
negative effect of external debt on growth is diminished
by improvement in institutional quality. Indeed, this
research outcome implies that the nature and extent of
the influence that external debt wields on economic
growth is contingent on the level of institutional quality.
Furthermore, findings from this study hint that West
African countries must attain a minimum level of
institutional quality computed at 5.98-6.82 on a 10-
point scale to reap the economic growth benefit of their
external debt stocks. This result agrees with findings by
Daud and Podivinsky (2014), Mensah et al. (2018),
Daud (2020), and Hassan and Meyer (2021), who
argued that before external debt could enhance
economic growth, the 1Q level in the country must
improve beyond a minimum threshold.

The findings of this study have some policy

implications. First, West African countries need to
reinforce the institutional infrastructure within their
debt management systems. The institutions must be
oriented toward the controlled procurement of debt and
prudent use of the funds. Furthermore, lending entities
and foreign aid donors should develop a policy that
entails improvement in institutional quality beyond a
threshold as an important requirement that recipients of
foreign loans and aids must achieve in order to qualify
for disbursement. Also, West African countries should
explore other sources of mobilizing capital formation in
their economies. Tax baskets should be expanded;
enabling environment should be facilitated for increased
inflows of diaspora remittances, while foreign aid
should also be attracted. This would ensure that the
dependence of these countries on foreign loans is
reduced.

Another significant policy implication of the adverse
impact of large foreign debt on economic growth is that
governments of West African countries should
implement a practical approach to lowering their
external debt burden by efficiently using the already
acquired debt. They must take concrete actions to
eradicate misallocation and waste of borrowed money.
Additionally, borrowed funds should focus on several
important areas, including the development of human
capital, the eradication of poverty, the closure of
infrastructure gaps, the stimulation of production, and
other initiatives that advance the welfare and growth of
the economy. By doing this, the economy would be on
the path of inclusive growth, and the subregion's
existing shackles of external debt would be lifted.

This study contributes to the literature on the
external debt-economic growth nexus by investigating
the role of 1Q and determining the threshold of 1Q that
drives growth, using the system GMM estimator that
allows for endogeneity and linear correlation, which
could lead to biased results. The study is limited by the
lack of sufficient data for 3 (Benin, Cape Verde, and
Mauritania) out of 16 West African countries, which is
why the study is based on a sample of 13 West African
countries.

Regarding future research direction, the external
debt of West African countries could be disaggregated
into public and private sector components to assess the
relative impact of each of the two components on the
growth. Moreover, other researchers could evaluate
external debt management strategies in light of debt
management goals, including debt sustainability and
lowering borrowing costs. Further analysis of the
strategies' general structures from the perspective of
institutional infrastructure could also be performed.
Additionally, future research should concentrate on
individual West African country time-series analysis,
especially in a comparative study, to understand more
about the subject in West Africa.
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