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DOMESTIC INVESTMENT IN AFRICA: WHY THE EMERGING PUBLIC
DEBT SPIRAL MATTERS?
FISAYO FAGBEMI* AND OLUFEMI SOLOMON OLATUNDE
Abstract. Given the prevailing view that public borrowing could be a springboard for
boosting domestic investment levels in any economy, leveraging on multiple sources of …nance to meet development …nancing needs is critical. In sub-Saharan Africa, however,
the bleak investment landscape in the face of the emerging public debt spiral is worrying.
Therefore, the study examines the e¤ect of public debt on domestic investment in 33 SSA
countries using Panel - Corrected Standard Error Estimation (PCSE) and one - step System
GMM dynamic panel estimations over the period of 2000-2017. Empirical …ndings reveal
that both debt (% of GDP) and external debt stocks (% of GNI) have a negative e¤ect on
domestic investment, implying that rising public debt tends to have adverse in‡uence on
investment levels across countries in SSA. Thus, the study posits that ensuring sustainable
funding of developmental projects through the adoption of recent …nancial instruments that
embed more resilience into the structure of public debt is central. Also, policy actors should
introduce measures that could stimulate public investment e¢ ciency, with borrowed funds effectively channeled towards investment-inducing projects such as infrastructure development
for improved economic performance.

1. Introduction
In the face of evolving development challenges in Sub-Saharan Africa (SSA), concerns have
emerged that rising levels of public debt have dire implication for sustainability. Given the
size of …nance or capacity constraints in Africa, leveraging on multiple sources of …nance to
meet development …nancing needs is critical, as such could play a crucial role in accelerating
improved macroeconomic condition and investment. However, the structure and composition of
both domestic and external debt matter in …scal sustainability prospects (UNCTAD Economic
Development in Africa Report, 2016). In most SSA countries, regulatory laxity, weak …scal
discipline, absence of clear policy direction, poor resource allocation and …scal slippage account
for outsized public debt build-up (Mustapha & Prizzon, 2018; Kapoor et al., 2019). Despite
the substantial debt relief accorded the region through the Heavily Indebted Poor Countries
initiative (HIPC), debt accumulation is at the escalating stage. The increased …scal de…cits
coupled with the highest debt ratios appear worrying given the pervasive infrastructure de…ciencies. While the leading argument for high government borrowing is to deepen large capital
investment projects, ill-considered policy and ine¢ cient channeling approach often hamper its
e¤ectiveness (United Nations Economic Commission for Africa (UNECA), Economic Report
on Africa, 2019). Hence, mainstreaming key institutional measures that bolster accountability,
sound public …nance management and strong incentive for sustainable investment are central
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for addressing the problematic funding instrument of governments’ debt across countries in
SSA.
Debt vulnerabilities and servicing challenges have been accentuating in recent years across
African countries, as the number of countries with a debt ratio of more than 75 % of GDP
has increased twofold since 2011 (United Nations Economic Commission for Africa (UNECA),
Economic Report on Africa, 2019). Accordingly, report indicates that public debt reached 59.1
% of GDP in 2017, and that many countries are plagued with high risk of debt distress. Given
that public borrowing could be a springboard for boosting domestic investment levels, the bleak
investment landscape in most SSA countries has generated concerns among researchers and
analysts. Thus, questions on whether the state of domestic investment would be shaped by rising
government debt levels are well enunciated in recent years in the region. Although anecdotal
empirical evidence reveals that public debt has a vitiating e¤ect on economic performance in
SSA (Iyoha, 1999; Fosu, 1999; Senadza et al., 2018), its in‡uence on domestic investment levels
remains largely unaddressed. The prevailing conjecture is that a reduction of public debt,
especially external debt, may lead to growth enhancement (Bonga et al., 2015). Essentially,
research that could o¤er a substantive ground for the analysis on how public debt enhances or
dampens the capacity of the economy to gain investment momentum requires due attention.
In theory, continued …scal de…cit expansion is a key driver of spiraling public debt in SSA.
But the severity of a potential …nancial crisis can be eased by sound sovereign debt management,
especially in poor macroeconomic policy settings. However, such better policy dimension cannot
always preclude worse performance. In most cases, injudicious spending choices exacerbate
unsustainable debt burdens. Hence, enhancing the rate of domestic investment requires the
anchoring of improved capacity in robust macroeconomic policy measures and the e¢ cient
channeling of government borrowing into productive uses. Since irresponsible borrowing and
lack of solid rules may have devastating economic consequences, creating …scal space for muchneeded investment spending places further pressure on political leaders and public o¢ cials
(Long & Miller, 2017; Mustapha & Prizzon, 2018). Attempts to address this issue appear to
have underscored the need to exercise due diligence in their spending decisions. Nonetheless,
these have been more complicated with the rise of public debt. This necessitates the requirement
for an exclusive focus on SSA countries as whole. In light of limited systematic analysis and
evidence directed towards ascertaining the role of public debt spiral in investment levels, a study
is needed to o¤er concrete guidance on how governments can develop e¤ective …scal arrangement
and better calibrate their approaches to policy adjustments for stimulating investment in the
region.
Against this backdrop, the study’s main objective is to examine the e¤ect of public debt on
domestic investment in SSA. Research of this nature would serve as a veritable tool to unveil the
underlying institutional challenges and constraints facing policy actors responsible for maintaining sustainable …scal trajectory, and in turn the strengthening of investment and development
path. The rest of the paper is structured as follows; Section two deal with theoretical and
empirical literature, followed by data description and methodological approach in section three.
Section four contains empirical results and discussion. Finally, section …ve presents concluding
remarks.
2. Literature review
2.1. Theoretical literature. The main expositions o¤er on debt-macroeconomic indicator
nexus are based on certain theoretical propositions. In support of the linkage between public
debt and investment, in the literature, many authors have proposed di¤erent theories. The following theories initiate and elucidate the in‡uence of public debt on the economy: direct e¤ect
of debt hypothesis (DEDH), the dual-gap, debt overhang and liquidity constraint hypotheses.
Regarding DEDH, it is stressed that irrespective of the inconsequential state of external debt
in the savings and investment function, output growth can still be in‡uenced through its e¤ect
on factor productivity and investment mix (Fosu, 1996). Although with a drag on investment,
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growth might be reduced, external debt could also impede the e¢ ciency and e¤ectiveness of the
factors of production, and thus macroeconomic performance (Fosu, 1999). Moreover, Pattillo
et al. (2004) state that high debt burden gives rise to uncertainty and hence induces investment
towards short-term instruments against long-term investment. As such, due to higher uncertainty and risk that characterize long-term investment, projects with longer gestation periods
would not be considered preferable by investors.
In another view, the dual-gap theory supported by Presbitero & Panizza (2012) is centered
on the postulation that investment is a function of saving. Accordingly, the theory emphasizes
that external sources of capital to …nance investment for economic development are required to
complement the insu¢ cient capacity of the domestic saving1 . The central concern is to ascertain
whether or not such external debt stimulates private investment in the indebted country, and
to assess the extent to which such debt enhances domestic investment. Recognizing that in
Africa, historically, the bulk of loans is usually provided by the external governments in form
of long-term and on a concessional basis, Fosu (1996) hypothesizes that countries facing huge
debt servicing repayments, compared with its available resources, may experience ‘a relatively
low productive investment mix’.
On the other hand, the e¤ect of debt on investment levels is traced to the traditional hypotheses: debt overhang and liquidity constraint hypotheses. Based on debt overhang hypothesis (DOH), Krugman (1988); Froot (1989); Sachs (1989) assert that high levels of debt would
cause an increase in the tax rate on expected returns to capital or future output and thereby
engendering disincentive for saving and investment. Following neoclassical models, imposing
taxes for the payment of interest on external debt could lead to a reduction in peoples’disposable income and in turn retards taxpayers’savings. In a nutshell, a large debt burden, indicative
of excessive debt accumulation, would constrain investment and presumably productivity. The
other hypothesis (liquidity constraint hypothesis (LCH)) posits that funds available for capital
investment purposes in the economy are reduced by debt servicing requirement (Ho¤man &
Reisen, 1991; Serieux & Yiagadeseen, 2001). Thus, debt servicing inhibits the output, as it
has a deleterious e¤ect on investment under a binding liquidity constraint. Growing public
debt could be inimical to domestic investment and macroeconomic performance (Pattillo et al.,
2002).
2.2. Empirical evidence. The signi…cant role of public …nance has been identi…ed in various
ways by a number of authors. Recognizing that sustainable …scal levels are the lifeblood of
economic development, studies on the relationship between public sector policy and economic
performance have gained considerable prominence. For instance, there has been a rising focus
on the e¤ect of public debt on macroeconomic indicators (such as economic growth, public
investment and private investment) in the literature. However, the bulk of studies in this
regard majorly centers on the relationship between public debt and economic growth (Moshi &
Kilindo, 1999; Checherita & Rother, 2010; Apere, 2014; Kasidi & Said (2013); Aristovnik et al.,
2014; Kumar & Woo, 2015), while few others direct e¤orts to public policy-private investment
nexus (Blejer & Khan, 1984; Vergara, 2004; Karago & Ozdemir, 2006;) and …scal policy-private
investment linkage (Forni et al, 2009; Hermes & Lensink, 2001; Alesina et al, 2002; Vergara,
2010). With respect to coverage, most of these studies are country-speci…c, and they do not
take into account the recent development across SSA countries on how domestic investment
could be a¤ected by spiralling public debt in the region.
Following Moshi & Kilindo (1999), a direct link is found between government policies and
private investment from 1970 - 1992 in Tanzania. Also, although with a particular focus on
growth e¤ect, Kasidi & Said (2013) debt service payment has an adverse in‡uence on economic
growth whereas external debt is found to have a positive e¤ect in the country over the period of
1
By equating the component of income and expenditure approach, the concept of national income accounting
o¤er the basis for dual-gap analysis such that saving-investment gap would occur, if the domestic saving fall
shorts of economic growth target (Balago, 2014).
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1970-2010 with OLS application. Using ARDL model¸Jilenga & Xu (2016) examine the impact
of external debt and foreign direct investment (FDI) on economic growth in Tanzania. The authors support the previous conclusion (1971-2011). In a more recent study, Mabula & Mutasa
(2019) stress that, in the long-run as well in the short-run, the combined e¤ect of domestic and
external debt on private investment is found to be statistically signi…cant. However, based on
Southern African Development Community (SADC) countries, Sichula (2012), using a combination of overhang model and …nancial model in a study on “Debt Overhang and Economic
Growth in HIPC Countries”, posits that there is no direct relationship between debt service
and private investment. The author establishes that debt overhang remains a paradox.
In the context of developed countries, using a panel of OECD countries, Alesina et al (2002)
investigate the e¤ects of …scal policy on investment. Compared with the e¤ect of various types of
taxes on business investment, the authors argue that public spending has a signi…cantly greater
and substantial adverse e¤ect on business investment. Analoguosly, Arin (2004); Balls (2005)
buttress this assertion that rather than changes in tax, changes in public expenditure have a
greater in‡uence on private investment. However, Soli et al. (2008) reveal that changes in tax
on domestic goods and services, income and property taxes and international trade taxes matter
for private capital investment. In another study, with a focus on 14 EU countries, Marratin
& Salotti (2010) show that expenditure shocks have a positive e¤ect on private investment.
Nonetheless, in the study of Traum & Yang (2010), a limited relationship is found among
public debt, real interest rate and private investment. They further elucidate that, although
depending on the cause of the debt (% of GDP), in the short run, public debt can either crowd
in or crowd out private investment. With a more contrary view, Sanchez-Juarez & GarciaAlmada (2016) applying dynamic models of panel data and Generalized Method of Moments
(GMM) on 32 states in Mexico between 1993 and 2012, establish that public debt positively
correlates with public investment, which in turn stimulates economic growth.
Focusing on Nigeria, Isah (2012) claims that …scal policy, in terms of expenditure and budget
de…cits, crowds out private investment in the country. Similarly, with respect to Ghana, NaaIdar et al. (2012) corroborate the assertion that …scal policy has a negative and signi…cant
impact on private investment. Furthermore, Atoyebi et al (2012); Ezeabasili & Nwakoby (2013);
Kibet (2013) con…rm the repressive e¤ect of both …scal de…cit and public debt on private
investment in Nigeria. Regarding SSA, Ho¤man and Resen (1991); Savvides (1992) elucidate
that public debt has a negative in‡uence on domestic savings and investment. In a more recent
study, Omojolaibi et al. (2016), applying Fixed E¤ect model, con…rm an insigni…cant crowdout e¤ect of recurrent expenditure and external debt on private investment in 5 West African
countries over the period of 1993 to 2014. By and large, major studies on SSA concentrate on the
relationship between external debt and growth, and they commonly indicate that there exists a
negative association between external debt and economic growth in the region (Fosu, 1996; 1999;
Iyoha, 1999; Senadza et al., 2018). Hence, it is pertinent to unravel public debt-investment nexus
in SSA. The use of one-system Generalized Method of Moments (GMM) estimation, which could
control for country-groupings based on per capita income, would provide a su¢ cient empirical
basis for emerging evidence and building resilience into …scal policy framework.
3. Data and methodology
3.0.1. Data. This study employs panel data on 33 SSA countries between 2000 and 2017. The
choice for the time frame is based on data availability and in view of signi…cant e¤orts made
in recent periods towards stimulating domestic investment levels and economic development
through restructuring debt deals. Besides, it encompasses the year (2012) when public debt
began to escalate across countries sequel to the debt relief initiative (HIPC). In the study, gross
capital formation is used as an indicator of domestic investment (I ), which consists of outlays
on additions to the …xed assets of the economy plus net changes in the level of inventories.
Accordingly, debt (% of GDP) and external debt stocks (% of GNI) are employed as a measure
of public debt (PUD). Debt (% of GDP) represents the ratio of a country’s public debt to
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its gross domestic product (GDP), whereas external debt stocks (% of GNI) is debt owed to
nonresidents repayable in currency, goods, or services. In relation to Jorgensen (1967); Malik
(2013); Soli et al (2008), the following variables can also shape the investment trajectory of any
economy: GDP per capita (GDP), domestic credit to private sector (% of GDP) (PCREDIT )
and In‡ation (INF). These variables are included as control variables. GDP is based on constant
2010 US$. INF, which represents the in‡ation rate, is based on consumer price index (annual
%). On the other hand, PCREDIT is de…ned as the …nancial resources provided to the private
sector by …nancial corporations, such as through loans, purchases of non-equity securities, and
trade credits and other accounts receivable that establish a claim for repayment. Data are
sourced from World Bank’s World Development Indicators and IMF Database (2018).
3.1. Methodology. Following the ‡exible accelerator model (Asante, 2000; Agidew, 2014), we
derive an investment function of the form:
Iit =

(K

it

Kit

1)

i = 1; : : : ; N

t = 1; : : : ; T

(1)

Based on the hypothesis, is the gap in the existing stock of capital such that the di¤erence
between the previous year (Kit 1 ) and the desired stock of capital (K it ). In this case, …rm’s
investment (I it ) seeks to …ll this gap. The basic assumption is that; the larger the gap, the
greater the rate of …rm’s investment. Within the model’s framework; output, domestic and
external …nancing and other variables can be incorporated as determinants of desired capital
stock (K it ). Hence,
K

it

= f (P U Dit ; Xit )

(2)

P U D represents public debt while X is the set of control variables (GDP, PCREDIT, and
INF )
The net investment (N I it ) is stated as:
N I it =

K

(3)

it

Since replacement investment is ignored, we assume that:
Iit = N I it

(4)

Substituting Eq. (3) into (4), we have:
Iit =

K

(5)

it

Eq. (5) is now augmented with public debt and the control variables in the form;
Iit =

f (P U Dit; Xit )

(6)

Eq. (6) can be transformed into basic econometric model as:
Iit =

0

+

1 P U D it

+

2 Xit

+ #it

(7)

Where # is the error term. 0 represents the constant while 1 & 2 are the unknown
parameters.
Given that investment indicators in their diverse forms of measurement are dynamic in
nature, and as some of the explanatory variables are likely to jointly determine investment levels,
endogeneity of the explanatory variables ought to be controlled for. Taking these aspects into
consideration, the appropriate estimation technique to employ is one-step system Generalized
Method of Moments (GMM) estimator for dynamic panel data model developed by Arellano
& Bover (1995); Blundell & Bond (1998). This estimator deals with country-speci…c e¤ects
and potential endogeneity of the independent variables. The control for endogeneity is achieved
by using instruments based on lagged values of the explanatory variables. A model containing
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lagged dependent variables among the regressors must represent the dynamic nature of the
domestic investment. In the analysis, one lag period of the dependent variable is adopted:
Iit = @Iit

1

+

1 P U D it

+

2 Xit

+ #it

(8)

Where @ is a scalar, while assuming that # follows a one-way error component model:
#it =

i

+

(9)

it

Where i
IID 0; 2
& it
IID 0; 2
are independent of each other and
among themselves. Since Iit is a function of i , Iit 1 is also a function of i . Therefore, Iit 1
is correlated with error term. In this case, ordinary least square estimator is rendered biased
and inconsistent. In relation to system GMM, the …rst di¤erence transformation wipes out
the individual e¤ect. This approach works in this way: take …rst di¤erences of Eq. (8), and
generalize to an equation (model) comprising lagged dependent as regressor, thus form:
Iit = @ Iit

1

+

1

P U Dit +

2 Xit

+

#it

(10)

Where Iit = Iit
Iit 1 . First di¤erencing eliminates country-speci…c e¤ects, although
by construction, it leads to correlation between the di¤erenced lagged investment variable and
di¤erenced error term. As a consequence, lagged levels of the explanatory variables, with the
inclusion of lagged dependent variable as instruments, are adopted in the estimation. This
estimation technique (System GMM) will be consistent and e¢ cient if the lagged levels of
independent variables in the model are valid instruments for di¤erenced independent variables.
Furthermore, for the robustness of the estimates, Panel-Corrected Standard Error’ (PCSE)
Estimation is employed. These methods are appropriate for this study, as time periods (T) is
less than the number of Cross-section (N). Another reason for the appropriateness of PCSE is
that when disturbances indicate both serial and contemporaneous correlation, this technique
gives better and e¢ cient estimates (Parks, 1967).
3.2. Results and Discussion. With summary statistics in Table 1, the essential features of
the variables are being displayed. As results indicated, GDP has the highest overall mean value
followed by debt (% of GDP), external debt stocks, gross capital formation, private credit and
in‡ation. Given the overall standard deviation, it could be observed that there is a 64.90 % and
116.25 % range of ‡uctuations in debt (% of GDP) and external debt stocks respectively, whereas
domestic investment (gross capital formation) ‡uctuated within the range of 9.16 % over the
period of 2000-2017 in SSA. But for between and within categories, 44.47% and 48.25% are for
public debt respectively, 77.03% and 88.03% are for external debt stock, and for gross capital
formation, between and within values are given as 6.67% and 6.37% respectively. Regarding
pairwise correlation shown in Table 2, although the parameters are signi…cant, both debt (% of
GDP) and external debt stock inversely correlated with gross capital formation, underscoring
that these two …scal indicators may vitiate domestic investment and development trajectory in
the region. However, with exemption of in‡ation, GDP and private credit as control variables
maintain direct association with the investment indicator, underlining that the improvement of
these macroeconomic measures may lead to accelerated capital formation across countries.
In the study, two models are employed. Since levels of public debt are determined by both
internal and external borrowing, debt (% of GDP) and external debt stocks are the indicators
used to measure the e¤ect of public debt on domestic investment. Accordingly, given that these
…scal indicators are highly correlated (see table 2), they cannot be incorporated into the model
concurrently.
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Ta b le 1 : S u m m a ry sta tistic s
Inve stm e nt in d ic a to r

F isc a l in d ic a to r

M a c ro e c o n o m ic in d ic a to r

G ro ss c a p ita l

D ebt

E x te rn a l

GDP

fo rm a tio n

(% o f G D P )

d e b t sto ck s

P riva te

In ‡a tio n

2 2 .0 7

6 8 .6 2

6 7 .1 0

1 7 1 5 .2 1

1 9 .2 3

9 .4 9

c re d it

M ean
O ve ra ll
S ta n d a rd d e v ia tio n
O ve ra ll

9 .1 6

6 4 .9 0

1 1 6 .2 5

2 3 2 8 .0 8

2 6 .2 0

3 1 .3 2

B e tw e e n

6 .6 7

4 4 .4 7

7 7 .0 3

2 3 3 2 .9 2

2 5 .6 8

1 3 .3 3

W ith in

6 .3 7

4 8 .2 5

8 8 .0 3

3 6 5 .3 4

6 .0 2

2 8 .4 3

M in im u m
O ve ra ll

1 .1 0

6 .4 4

3 .9 0

2 1 3 .4 1

0 .4 0

-7 .4

B e tw e e n

9 .8 3

1 3 .2 4

1 0 .7 3

2 2 7 .9 2

3 .4 8

1 .4 8

W ith in

-4 .1 5

-1 4 0 .0 3

-3 7 6 .3 3

-3 1 9 .8 8

-1 1 .0 7

-5 4 .4 2

M a x im u m
O ve ra ll

7 3 .7 8

5 2 3 .3 8

1 3 8 0 .7 8

1 0 1 9 9 .9 1

1 6 0 .1 3

550

B e tw e e n

4 0 .8 2

2 3 5 .6 4

4 7 5 .0 1

9 3 8 9 .4 9

1 4 1 .0 3

6 4 .8 1

W ith in

6 9 .4 5

3 5 6 .3 6

9 7 2 .8 7

4 3 1 9 .8 0

4 3 .4 5

4 9 4 .6 8

N

588

522

594

594

584

594

N

33

33

33

33

33

33

T

1 7 .8 2

1 5 .8 2

18

18

1 7 .7 0

18

O b se rva tio n

Thus, model (1) represents the inclusion of the debt (% of GDP), while model (2) two
accounts for the use of external debt stocks as explanatory variables. As stated previously,
Panel – Corrected Standard Error Estimation (PCSE) ensures that a model has e¢ cient and
unbiased estimates even when there is possible serial and contemporaneous correlation.
Ta b le 2 : P a irw ise c o rre la tio n c o e ¢ c ie nt
Va ria b le

G ro ss c a p ita l

D ebt

E x te rn a l

fo rm a tio n

(% o f G D P )

d e b t sto ck s

G ro ss c a p ita l fo rm a tio n

1 .0 0

GDP

P riva te

In ‡a tio n

c re d it

D e b t (% o f G D P )

-0 .2 4 *

1 .0 0

E x te rn a l d e b t sto ck

-0 .1 0 *

0 .8 5 *

1 .0 0

GDP

0 .1 6 *

-0 .2 1 *

-0 .1 1 *

1 .0 0

P riva te c re d it

0 .0 2

-0 .2 0 *

-0 .1 3 *

0 .5 9 *

1 .0 0

In ‡a tio n

-0 .0 2

0 .0 9

0 .0 4

-0 .0 5

-0 .0 7

1 .0 0

* re p re se nts c o rre la tio n c o e ¢ c ie nts sig n i…c a nt a t th e 5 % le ve l o r b e tte r

This approach, therefore, performs much better than panel regression analysis given the
susceptibility of OLS, random and …xed e¤ect estimations to potential endogeneity and simultaneity issue commonly associated with explanatory variables which could bias and make their
estimated outcomes inconsistent (Deaton, 1995). Thus, for the robustness of the estimates,
in addition to one – step System GMM dynamic panel estimations, PCSE is applied in both
models. It is often required that for System GMM to be e¢ cient and consistent some certain
conditions need to be met. Hence, a set of diagnostic tests are conducted on the speci…cations.
One of the tests (Arrelano-Bond test for the second order serial correlation) indicates that there
is an absence of second order serial correlation in the models. Moreover, in all, the number of
instruments is less than the number of observations. In relation to the test of over-identifying
restrictions (Sargan test), the instruments are valid. Also, Pesaran CD (serial dependence) test
shows that there is no serial correlation. In view of satis…ed conditions, these tests buttress the
rule of thumb and the veracity of the results is con…rmed.
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In the two techniques, estimated results, in table 3, reveal that both debt (% of GDP) and
external debt stocks (% of GNI) have an adverse e¤ect on domestic investment (gross capital
formation), but show statistically negligible relationship under System GMM estimation. The
similarity of outcomes substantiates the tenability of the estimates. The …ndings suggest that
e¤ectiveness of public borrowing in stimulating domestic investment is hindered by inadequate
monitoring, coordination and poor channeling across countries in sub-Saharan Africa. For instance, institutional mechanisms underpinning transparency and accountability and e¤ective
…scal management are pervasively shallow and weak in the region. Borrowed funds are often
stashed away by corrupt public o¢ cials. Thus, public debt remains the burden of responsibility
to governments, especially with respect to external debt. The evidence for the negative e¤ect of
domestic and external debt are strongly linked to poor governance. The depth of domestic investment has no systematic relationship with public debt in SSA (Bonga et al., 2015; Mustapha
& Prizzon, 2018; United Nations Economic Commission for Africa (UNECA), Economic Report
on Africa, 2019). As a consequence, public debt undermines the growth of investment, thereby
heightening development pressures. In terms of control variables, GDP and domestic credit to
private sector (% of GDP) positively associate with the gross capital formation (investment),
although only GDP is statistically signi…cant. This implies that improved economic performance and deepening …nancial sector could enhance capital formation across economies. These
…ndings underscore the substantial linkage between macroeconomic performance and domestic
investment levels. In this regard, the empirical assertion marries up with the evidence provided
by Fosu (1999); Kumar & Woo (2015); Senadza et al. (2018). While in‡ation is statistically
relevant in explaining the extent to which investment path accelerates, it has weak and minimal
in‡uence on gross capital formation.
Ta b le 3 : E stim a te s b a se d o n P a n e l – C o rre c te d (P C S E ) a n d D y n a m ic O n e – S te p S y ste m G M M
G ro ss c a p ita l fo rm a tio n - lo g

P a n e l - c o rre c te d (P C S E )
M o del 1

M o del 2

G ro ss c a p ita l fo rm a tio n (la g ) - lo g

D e b t (% o f G D P ) - lo g

-0 .1 1 * * *

G D P - lo g

P riva te c re d it - lo g

In ‡a tio n

C o n sta nt

M o del 2

0 .7 1 * * *

0 .7 5 * * *
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0 .1 4 * * *

0 .1 3 * *

0 .0 7 *

[3 .3 3 ]

[3 .6 4 ]

[2 .5 8 ]

[1 .6 0 ]

0 .0 2

0 .0 2

0 .0 1

0 .0 3

[0 .3 9 ]

[0 .4 8 ]

[0 .3 4 ]

[0 .8 8 ]

0 .0 0 1

0 .0 0 1

0 .0 1 * *

0 .0 1 * *

[1 .2 7 ]

[1 .2 2 ]

[2 .1 5 ]

[2 .7 3 ]

2 .3 7 * * *

2 .2 1 * * *

0 .0 4

0 .2 2

[6 .5 2 ]

[6 .9 0 ]

[0 .1 1 ]

[0 .7 1 ]

R2

0 .5 7

0 .5 2

O b se rva tio n s

514

580

484

548

N o . o f c o u ntrie s

33

33

33

33

57

65

A - B o n d A R (1 ) te st p -va lu e

-4 .8 1 (0 .0 0 )

-5 .1 8 (0 .0 0 )

A - B o n d A R (1 ) te st p -va lu e

-1 .0 1 (0 .3 1 )

-1 .0 6 (0 .2 9 )

S a rg a n te st

4 9 .2 1 (0 .5 1 )

5 1 .1 8 (0 .1 3 )

N o . o f in stru m e nts
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0 .2 8

0 .4 1
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w h e re a s sh ow s th e in c lu sio n o f e x te rn a l d e b t sto ck a s th e in d e p e n d e nt va ria b le .
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In sum, the adverse relationship between public debt and the level of investment in SSA could
be attributed to the growing incidence of governance challenges in the region. Results lend
credence to the assertion that a large debt burden could constrain investment and presumably
productivity (Krugman (1988); Froot (1989). However, it could be argued that these …ndings
might only re‡ect the average …scal behavior of SSA rather than the …scal approach of emerging
markets and frontier economies. In the context of the inimical role of public debt in domestic
investment activities, the ability of the government is constrained in using the borrowed funds
for investment expansion. Due to excessive spending, feeble regulatory framework and terrible
habit formation patterns, rising …scal de…cits could be deleterious to the region’s economies. In
the face of ample access to domestic funding and higher gross debt in‡ows, governments may
adopt unsustainable …scal plans (Kaminsky, Reinhart, & Vegh, 2005). Overall, the econometric
evidence signals a considerable heightening of low investment levels through growing public
debt. In general, the study’s conclusion is based on the System GMM estimations, given its
e¢ ciency, consistency and reliability.

4. Concluding remarks
With the common understanding that public borrowing could be a springboard for boosting domestic investment levels, the bleak investment landscape in most SSA countries coupled
with the public debt spiral have generated concerns among economists. In line with this severe development, the study examines the e¤ect of public debt on domestic investment in 33
SSA countries using Corrected Standard Error Estimation (PCSE) and one – step System
GMM dynamic panel estimations over the period of 2000-2017. These countries include: Angola, Benin, Botswana, Burkina Faso, Burundi, Cameroon, Central African Republic, Chad,
Comoros, Congo, Congo DR, Cote d’lvoire, Gabon, Gambia, Ghana, Guinea, Guinea Bissau,
Kenya, Liberia, Malawi, Mali, Mauritania, Mauritius, Mozambique, Niger, Nigeria, Rwanda,
Senegal, Sierra Leone, South Africa, Tanzania, Togo and Uganda. In light of the main objective, two …scal indicators are employed (debt (% of GDP) and external debt stock (% of GNI),
with their respective e¤ects analyzed accordingly.
The …ndings inferred from the analysis suggest that rising public debt tends to have a vitiating e¤ect on investment levels across countries in the region. The thirty-three countries under
focus do not get their investments improved through borrowed funds. Assessing the degree of
…nancial resource misallocation and diversion in an environment with multiple ill-considered
policies and …scal slippage, evidence suggests that unsustainable debt burdens, coupled with
under-investment are inevitable in SSA countries, and that the e¤ect is compounded by behavioral distortions in the public sector. Thus, it is emphasized that e¤ectiveness of public
borrowing in enhancing domestic investment is undermined by inadequate monitoring, coordination and poor channeling. Furthermore, shallow institutional mechanisms underpinning
transparency and accountability and e¤ective …scal management are found to be responsible
for the huge investment and development gaps in Africa. However, the study supports the view
that improved macroeconomic performance and …nancial deepening could engender higher levels of domestic investment, although with the espousal of sound public …nance management
and strong incentives for sustainable investment. Hence, it is posited that ensuring sustainable
funding of developmental projects through the adoption of recent …nancial instruments that
embed more resilience into the structure of public debt is central.
In general, the study critically reveals reasons for the failure of governments in most African
countries to e¤ectively leverage public borrowing for better performance and investment-enhancing
approach. It is further asserted that the pervasive infrastructure de…ciencies (low investments
in critical infrastructure) across countries would remain unabated if the institutional framework is not strengthened in SSA, as the region is well known for poor governance and lack
of accountability and transparency in the public sector. By implication, policy actors should
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introduce measures that could stimulate public investment e¢ ciency with borrowed funds e¤ectively channeled towards investment-inducing projects such as infrastructure development for
improved economic performance.
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