EXTERNAL DEBT AND GROWTH
IN PACIFIC ISLAND COUNTRIES

1. [NTRODUCTION

Since their independence in the sscond half of the last century,
Pacific island countries (PICs) have received substantial grant
assistance ecach vear from their former colonial rulers and other
developed countries, Buch annual transfers, known as official
development assistance [ODA), have been helpful to PIUs in
bridging their annual fiscal deficits and resource gaps between
savings and investment. Annual ODA inflows have also served
as a cushion against trade deficits, giving rise to current account-
eurpluses. However, following changes in the priorities of the donor
community in the late 1980s consequent to the end of the Cold War,
annual ODA inflows dechined over the period. These developments
along with growing annual domestic budgetary deficits forced some
- PICs to borrow. As thers were limits to domestic borrowing, some
PICs resorted increasingly to borrowing from overseas, besides
traditional, international funding agencies.

For the first time in its history in October 2006, Fiji, a small, open
island country in the South Pacific region, carried out a bond issue
in the international capital market for US§150 million with a view to
augmenting exclusively the country’s international reserves and real
resources, thus contributing to both interest rate and price stability.
This raises the legitimate question whether overseas borrowing in
the past had helped Fiji. There has been incressing concern about
the intention to raise the external debt level, especially when the
country faced a decline in exports in the wake of discontinuance
of garment import quotas by the United States from January 2006
and the impending withdrawal of preferential treatment for Fiji's
sugar exports to the European Union by 2008, Rize in debt level
has implications. These relate to debt service obligations which,
by drawing from the foreign exchange reserves accrued through
exports of goods and services, would transfer greater real resources
te creditors thereby leading to a reduction in domestic investment
and growth.
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The cbhjective of thie paper is to undertake an analysis of the nexus
besween external debt and growth in Fiji. The paper is organized on
the following lines. The second section presents a brief review of the
literartare on the subject, while the third section seviews the rends;
the fourth section outlines the madeling methodology emploved far
the study and reports the results. the fifth and final section presents
some conclusions with policy, implicaticns.

2. LITERATURE SURVEY OM EXTERNAL DEET AND GROWTH

Extermal debt can be categorized inte twor (i) external debt
mncurred by the government and by public encerprises, which iz
generelly guaranteed by the government and (i) external debt
incurred oy private sector, which is generally non-guaranteed. If the
government and government enterprises function like privete sector
enterprises, borrowing will be resorted tc only when the rates of
return of projects so finenced sre expected o be higher than the
estimeted cost of borrowmng. In such circurnstances, the lpans can
he gerviced hy retims from those investments. There is vet annther
condition;, which has to be fulfilled. The project must contribute to
foreign exchangs earnings such that payments to overseas creditors
i benass wf aoberest and principel can be made in foreign exchange.
Wiswed :n this light & country should bormow from exserral
sources only when the projects to be financed are expected to e
both productive as well 25 capable of generating subficient foreign
exchange through incremental incrcasc in cxport carnings.

I+ might he argied euch an appraasch i= rearrictive. Raserd on
the ground thst macroeconomic mansgement i3 more important,
the argument, would run on the following lines: even if some of
the projects fail, the botter mansged ceconemics with relatively lamc
internaticnal reserves would be able to service the debt; and in those
economies with poor macrceconomic management, success of the
externally funded projects by itself would not mean much, since lack
of adequate external rescrves would anll lead to debt enms (Gilis et

al., 1992),

A debt erisis would occur when the government does not have
ensugh foreign exchange reserves to service the externzl debt. 'Ihe
crisis s [urther compounded when the countey does not have suough
foreign reserves to enable the peivate sector to convert its external
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guaranteed external deat, Thus, there are two clear dimensions: first,
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the government should be able to generate revenue for annual debt
service payments and should have adeguate international reserves for
effecting conversion of incremental revenue into foreign exchange
for servicing the cutstanding debt stock. As noted earlier, even if the
investments funded by external have failed, a well-managed economy
would be able to meet its debt-servicing burden if it happens to
have sbundant foreign reserves. In the case of non-guaranteed
private sector externsl debt, if projects funded through external
debt, the consequences have to be squarely faced by the investors
concerned, In the case of guaranteed private sector external debt,
the consequences of failure of Investments have to be borme by the
government. In such circumstances, the opportunity costs of such
transfers of external reserves are severe.

High debt levels would lead to a problem of grave consequences,
known as debt overhang. When a country has a high level of external
debt, private investors would be reluctant to invest further, fearing
the likely imposition of additional taxes on businesses for servicing
the debt (Kenen, 1990; Sachs, 1990). Hence, high debt can impair
futire investment and hurt growth through creating uncertainty and
disincentives, which in turn would discourage capital formation.
Additionally such circumstances would also result in repatriation
of capital (Krugman, 1989). The only way then open would be
to reduce the debt burden. Arguments on these lines have helped
undertaking many initiatives by international funding agencies
to explore ways and means ranging from re-scheduling of debt
repayments to total forgiveness. Rajan (2005) netes rescheduling of
debt would be appropriate more for the emerging economies than
for other countries, since investors in the latter group of countries
face far more significant impediments to investment, which include
unfavourable business climate and uneven regulations.

Economic analysis of debt crisis would naturally take us to
discuss the controversial relationship between external debt and
economic growth (Cohen, 1995). While Kenen (1990), Sachs (1990)
and Krugman (1989) believed burden imposed -by repayments of
external debt would be & major reasem for long-term slow economic
growth, Dornbusch (1988) turned his attention to the sirain on the
balance of payments caused by capital fight fearing government
inability to meet high debt payments. The net beneficial effects
of devaluation, as remedy for meeting the impact of capital flight
would be negligible for small econornies. Currency devaluation
would raise the domestic currency costs of servicing external debt,
besides worsening the budget deficits and raising the growth in
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money supply; and this would result in increasing price levels and
deterioration in terms of trade, Consequently the gconomy waould
register low growth (Dornbusch, 19588},

Bulow and Rogoff (1990} argued that external debts of developing
countries were symptorms of poor economic management, rather
than a primary cause of stifled growth. Poor economic management
mainly congists of persistent fiscz] deficits and inflationary financing
and overvalued exchange rates, which would scare away both domestic
and foreign investors.

Empirical studies have produced mixed results, Chowdhury
(1994} rejected the Bulow and Rogoff proposition that external debt
crisis was just a symptom of poor economic management. Further,
hig study cid not find support for the Ddormbusch (1988) and
Krugman (1989} proposition that external debt leads to economic
slow down, Secott (1994) in a study of 31-Sub Saharan African
counters for the period of 1980-87 that debt crisis was due to low
productivity of capital. Hojman {1986) in a study of Chile for the
period of 1960-1982 found that external debi™s contributions to
output, productivity and emnployment were low and that it released
more resources for consumption rather than for capital formation.

3. THENDS IN FIU'S EXTERNAL REET

Among the Pacifie island countries (PICs) {Table 1), aid mflows
to Kiribati, Tuvalu and Vanuatu were in the range of 35% to 40%
of GIDF, providing them much needed budgetary support. On the
other hand, aid received by Fiji was much less, as it was less than
2% of GDF Fiji's budget deficits were, therefore, financed through
a mix of domestic and overseas borrowing. There were two distinct
phases in the financing of domestic resource gaps. During the early
vears (1970-80) of its independence, Fiji's public scctor investments
in physical infrastructures, such as roads and power projects, were
financed through extermal borrowing, mostly from international
funding agencies, including Asian Development Bank and Waorld
Bank. Since Fiji has been categorized as a lower-middle income
country, it is not eligible for speeial treatment which iz extended to
poor countries, such as loans on concessional terms (a low interest rate
at'1%, a grace period of five to seven years of no payment of interest
and installments of loan and a long maturity period of 30 to 40 vears).

During Fiji's first ten years of independence since 1570, external
debt was less than 10% of GDP As investment momentum picked
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Taste 1 - Pgi; Cenersl Key Indizaters

| Suriace Area (sg km) 1E,270
Popalation (I005. . §35,000
Total GDP at cusrent prices (US § million) 2002 1,750
Per capita GDP n current price {US3) 2,380
Hiveanm Tiawrelamesamt Todaw T Hasle' o
ke e oy el e e Wl B PR Rl B LT o Ll Ch
Aud per sapi (USE) 2002 i 41
Aid (% of GDF) 2002 1.8

Souree: ADBR (2004; 2006}, UNESCAF (2004), UNDPF (2006)

vp in the secord half of the 1980z, externs]l debt roze as well This
wis the period when domestic investment incressed from an earler
five-wvear (1971-75) average of 21% of GDPF to reach a historically
Eigh figare at 34.3% of GDP in 1981. Table 2 presents a summary
cf trends: in total government debt and external debt as proportions.
ef GDP and other macroscoromee indicatiors.

The two military coups of 1987, which marked a watershed in the
ratien’s history, signified 2 change in borrowing policy The forced
olation of I'gi, due to loternational sconomic sanctions led the
military backed government to reduce the external debt level, There
were also two favourable factors at work: one by mid 1 980s most of the
major infrestruzoure projects, including a3 major hydropower project
funded by external financing hac been either completsd or nearing
completion; and szcondly, Fji had then asccumulated cemfortable
international reserves lavel, which were around six monchs equivalent
rf irporta of poods. The decision of the military hecked government
to reduce the external debr by advanced pavment of installments was
carried throughk by the elected governments in 1990 and in 1995 as
well. The extermal debt level, defined as the cutstinding debt steck
(EDT) was reduced from about 1TS§ £43.7 million or 40% of GDP
in 1985 to US§ 246.1 million or-12.8% in 1990, In 2100, the ratio
of EDT te CDP stood at level less than 10% in 2000 (Table 3).

There are many dimeasicns of external debt burden, which are
exernplicied by vanous debt mdizators as snown in Table 3, First,
EDT consists of two parts, long--erm and short-termn. Fijl's external
debt s dominsted by long-term debt, accounting for two thirds of
total debt, signifying the emphasis on use of loans for public secior
investnent projects. Short-term loans are mostly for cemporary
asccommeadation. Secondly, loans on coneassional terms comprice lass

than 20% of total EDT,
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Since EDT level came down over the period, total debt service
cost (TDS), comprising interest asd installment payrments also
decieased, The TDES, wlhich was about USS 1056 puallion in 1995,
decreased to USE 14.6 million in 2004, Debt-servicing akility is
influenced by foregn exchange capacity of the country, which is
reflected in the country's total exports of goods and services [(XGS).
The debt-gervicing ratio, which is the ratio of XG5, was once at the
Lhighest level in 1990 at 12.2%. [t deercased steadily te lesa than 6%
in subsequent years

As Table 2 shows, cconomic growth has been uneven. Thz major
reason 15 the lingering politiczl uncertainty since 1987 and steady
decline in exports aad tourism earnings. Growth depended on exports
of goods and services, comprising sugar and tourism, as they were
the backbone of th: economy. Fall in the ritic of XGS to GDP had
been declining, causing concern to policy makers (Reserve Bank of
Fiji, 2000b). For jumpsterting the economy, the elected government
after a yet arother coup in 2000, resorted to aggressive fiscal policy
measures, resulting in annual budper deficits during 2001-2003,
These annual deficits were financed by domestic borrowing, as there
was excess liquidity. Soon limits to domestic borrowing were visible,
as domestic interest rates rose. Government decided to divessify its
borrowing ard resorted to floating a first ever international bond in
Seprember 2006 for USE 130 million in Singapore. The bond, which
was oversubscribec, served two purposes: preventing a further rise
in dormestic interest rate and adding to countrv's real resources n
terms of foreign exchange,

4, EMPIRICAL MODELLING AND RESULTS

Exrernal borrowing being in terms of foreign exchange adds
t> real resources cf the country. Hence, the use of .oan proceeds
in productive investinent pogjects is expected to result in highzr
growth. Further, growth enhances the image of the country in the
eves of the creditcrs in particular, thereby enabling the country to
Lorrow more, and on better terms, resulting in an increase in debt
level, Additionally, growth which is positively associsted with nse
in exports of poods and services, leads (v creslivn ol acw jobs in
“export oriented activities, stepping up income generation,

However, debt slrrv:ii:ing has tn he effected in foreign exchange.
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stock would lead to lower ovailability of foreign exchange for
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domestic investment, higher debt level might hurt growth. Thus, the
relationship between debt and growth is uncertain, as it might well
be negative. Since the decision to borrow overseas is influenced by
domestic budget deficits, it is hypothesized that budget deficits lead
to rise in external debt. As a corollary, lower budget deficits mighst
lead to higher growth, as there might be fall in upward pressure on
domestic interest rates, which would promote private sector growth,

Arpuing on the lines, the debt-growth relationship has been
modeled as in equation (1) _

GR, = f(ED, BD, EXP) (1)

In equation (1), GR is annual GDP growth rate (in percent); ED
refers to external debt (as percent of GDP); BD is budget deficit {as
percent of GDFP); EXP represents exports of goods and services (as
percent of GDP) and the subscript ¢ refers to the relevant year. The
study uses annual data, covering a 35-year period (1970-2004), which
are drawn from two World Bank publications, Global Development
Finance, (2006a) and World Development Indicators, {2006b).

For examining the existence of possible leng-term relationships
amongst GR, ED, BD and EXFP, we resort to employment of tha
autoregressive distributed lag (ARDIL) bounds testing approach
proposed by Pesaran et al. (2001). This approach has several
advantages: (i) it allows testing for the existence of a cointegrating
relationship between variables in levels irrespective of whether the
underlying regressors are I{0) or I(1); (if) it is considered more
appropriate than the Johansen-Juselius multivariate spproach for
testing the long-run relationship amongst variables when the data are
of a small sample size (Pesaran et al., 2001); and (iii) ARDL covers
both the long-run and short-run relationships of the variables tested.
The ARDL procedure has become increasingly popular in recent
years and we begin the empirical analysis with this procedure'.

' The empirical procedure is on the lines adopted by various recent
studies. These include (i) Ghatak and Siddiki (2001} on India’s exchange
rate; (i) Atkins and Coe (2002) on Fisher effect in the US and Canada;
(i) Behmani-Oskoose and Ng {2002) on Hong Kong's money demand; (iv)
Vita and Abbott (2002) on savings and investment in the US; (v) Bahmani-
Oskooee and Goswami {2003) on J-curve in Taiwan; (vi) Pattichi and Kanaan
(2004) on Balassa-Samuelson Hypothesis; (vii) Tang (2004) on Japan’s money
dernand,; (viii) Lin and Shu (2004) on stock market and consumption in
seleocted Asian economies; (ix) Mieh and Wang (2005) on Taiwan's exchange
rate determination; (x) Narayan and Smyth (2005) on Brunel’s import
demand function; and (xi) Choong &t al. (2005) on foreign direct investment,
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The test for cointegration is based on the following unrestricted
error correction model (UECM]) of the ARDL model pertaining to
the four varisbles of interest:

AGR, = fiGR, .+ ,ED, ,+ BBD, + BEXE., + > BAGR, .+ 3 AAED,,

I=| i (2'
A3 Lkl
+%J&I.£|B£_},_J It EWH + £,

where £ is the disurbance term, The mull hypothesis of testing the
Inng-run relstionship of this model is B==/=0=0 ard the
aliernative hpothesis is at least one §(j=1,2,3,4) does not equal to
zero. If the computed F-statistic of ARDL bound testing is highe:
than thz upper bound value, then we mject the mull and conclude
that there is a long-run equilibrium relationship among variables. In
contrast, if the F-statistic is lower than the lower bound wvalue, we
cannot reject the null of no leng-ren equilibrium relationship among
vanables. However, if the F-statistic lizs wathin the upper bound
value and lower bound value, then the results are inconclusive.

The cointegraton technique, which was developed and pioneered
by Granger {1986), eand Engle and Granger (1987), contributed s
significant bicaktlwough towards testing short-iun Granger-caasalicy
direction, If two variables (or more) arz cointegrated, causality (in
the Crenger acnsc), must cmst at lesst in one disection {Granger,
1286). We posit the follawing testing relationships within the vector
prror-cerrectinn madasl:

AGR, dy (L) d (L) dy(L) &, (L) -l':'LGPL: &ECT,, C Hy,
DELY _ Fay L) dy(L) dyuCl) dy (L) | ALl 4 ﬁ,ELTI}_L £y My, 3)
ABD, @y L) dy (L) dy(L) d (L) | ABD, | | S,ECT, | |ea| |2y
AEXF, L) dg (L) dy (L) d (L)) AEXF, & ECT | 2y u

[

where A is a differsnce operator, ECT represents the errcr-correction
term derived from long-run cointeprating relationship vis the ARDL
model, ¢{f=1,2,3,4) are constants, and = (/=1,2,3,4) are serially
uncorrelated random disturbence terms with mean zero.

Through the ECT, the VECM opens up an additicnal channel
for Granger-causality to emerge. The long-run causality can be tested
through the statistical significance of the laggad ECTs, ¢,(:=1,2,34)
by a t-;est while the short-run csusality can be examined through

financial development and econoemic growth in Malaysia



Fytemal delit and proeth i1 Pasfe iddand ioumtrie 721

the staustical significance of 1 joint test applied to the sum of the
legs of each explanatory variable, known as F- or Wald test.

As a starting point, all fHur varisbles in levels and their first
differences were subjected t> unit root examination using both
Dickey-Fuller (ADF) (Dickey and Fuller, 1979) and Ny and Perrun
{2001} unit root tests. Tahle 4 preseats the results of the tests for the
levals and first diffsrencss of SR, FT}), BT} and EXF. It can be seen
that all level variables ase nor-stationary at the 95 per cent level of
confidence, except for budget defict (BD) if ADFE test is used. On
the other hand, all varisbles are stationary in their first differences.
We proceed to employ the bound test proposed by Pessran et al,
{2001), as this technique does net requmre the sarme order of cach
explanatory variable,

TaBLE 4 - Rewdts of Undt Root Tests

Varishle ADF Mg-Ferron

e Lawvel First Jiffecesce Lewel First “hiffereqce
Gh _3.0879 (2} | -B.0053%e (1’ 16,545 (0) | -8.6200% (1)
ED -1.2588 [0} <4 G717 (O 2AHT (1) | -16. B350 ()
BD 4.7612% () | -7.3004% (2 | -16.378. (0) | -15.7497%% (0)
EXP L3811 (23 | <6743 (00 | 11233 (0) | -17.5694%% (0

Note: The ADF critice] value at 5% level is -2,9640 and -3, 5627 for constant without
trened (Brst difference) and constast with trend regresstons (level), respectively.
Thess crtieal walues are hased an Wekianon, The aptimal lag 15 seleoted o the
basis of Akaike Information Criterisn [ALC). The Ng snd Peron critical value is
based on Mg and Perron (2001) cridcal vabee and the ogtimal lag is sclected based
on Gpectial GLS=detiended AR bated on EIC. The mull hypothesis of the test is
a series 185 a unit oot The asterisk ®* desotes the rejection of the null ypothesia
a: the 5% level of significance, The figures in brackets denote number of lags.

Results of the unrestricced error correction model [UECM],
" which are reported in Table 5, show that the calculated F-statistic
of &R equatdon is statisically significant. Hence, the null bypotlbesis
of no cointegration relstionship is rejected. On the other hand, the
calenlated Fostatistic in the equations of ED, BT} and FXP 15 less
than the respective lower beund value (either using both Pesaran
ot al’s, 2000 or MNarayen's, 2005 coitical values), thus leading us to
conclude thet thers iz only one cointegrarion equation. The long-run
estimared ecuation of GR 15 as follows:
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CAR=0.021-015EDF_1 _ 3608 DFSLN 27D X PaE
(0.45) (-2.39)  {-3.5%) (2.59) e

Note: figures in parcntheses are celeulated "™ values.
b8 ond #¥ rdicate Eipiﬂ:ﬂncc at 3 and 1 per cent levels,

In the syuatiun %), we [oud that the estimated coefficient of
exports (EXP) is significant, confirming that it has a positive effect
on eccnomic growth, This ﬁndine indicates that in the long-run a
aigh level of export earning capacity facilitates economic growth, On
he otaer hend, the coefficients of both external debt and budpge:
deficit are nsgative, indicating their negative influsnce on economic
growth.

TABLE 5 - Bound Teit for Cotntegration Analysis

Depeudol Varlaldc Connpuled F-statistic

GR AT

Lo ] 3.01

BD 1.17

EXP 0.24

Critical Value Desaran et al. (2001 ) Marayan (20057

Lower Upper Lower bound | Upper sound
bound value | bound wvalie value value

1 per cent J.4%1 & 6H 4 54 6,37
¥ per cent 2.02 3.79 3135 )
10 per cent i 43.35 258 156

firitbcal values are obtained frorm Pesaran e af, (QUUT), Dable Qi) Caze 110
unreatrizted intercept wind no trend, g 300.

b Critieal walues are ostained from Maravan (20058} Table Case I1I: unrstricted
mtercept and no trend, p. 1988,

*#* ind.cates significance at 1% level.

Figures 1 and 2, present the CUSUM and CUSUMSQ statistics,
The results indicate absence of any ingtability in the coefficients as
‘he plat of the CUSUM and CUSUMSQ statistics are confined
within the 5% coitical bounds of parameter stability. Furthes,
various diagnostic tests, relating to normaslity, sutocorrelation, and

seteroskedasticity in the error termm establish the waudity of the
~egressinn modela [Tahle )
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Figure 1 - Plot of CUSUM Test
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FIGure 2 - Flot of CUSUM of Sguares Test
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In order to examine the direction of causality, we now turn to
the results based on the VECM formulation, which are presented in
Table 7. As shown in the last column of Table 7, we find that the error
correction terms in GR and EXP equations are significant. Further,
they have the correct sign, which implies that when there is 2 deviation
from any long-run equilibrium cointegrating relationship, each
explanatory variable endogenously adjusts to clear the disequilibrium,
The speed of adjustment in GR equation (0.4454), however, is faster
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than the correspending one in EXFP equation (0.0562). In contrast,
the error colreclion teqm s not significant o other eguationa.

TaBLE 6 - Diagnestic Tests for Dquation (4)

Diagaostic Test Null Hypothesis Equstion (4)
Jarque-Bers test H: Mopmality of error ¥ = 03800 [0.8365]
Brevsch-Godfrcy Serial | By Mo sutoeorelation F(1) = 0.5141 [D4861]
Correlation LM Test
ARCH Test H,: Homoskedasticity F(1) = 0.4583 [0.5047]
Hamsey RESET Tt H,: The model is correctly | F(2) = 19028 [0.1907)

- spediied

MNote: figures in squace brackets are probability values of the test stetistics, Figures

in parentheses are the Ing lengths used for the approocisre disgnastic fears

TasLe 7 - Granger Causality Tests

Diependent Fastatizstic ECT
Varahble ACE AERD AED AZNHP (t-ztatistics)
AL _ 51 THE f 1 RE® na7 N Ad5qwe

(-2.63)
AED 5418 - 0.08 043 _0.0051
{-0.06)
AED 0,50 0.27 - 1.0 ALUNES
i | (-0.03)

AEXF 275 310 13.55eee - =050 2%E
(=5.59)

Mote: *®, *% and 9% indicare significance at 10%, 5% and 1% levels, respectively
Figures in purénthesss are calculated t-statistics,

Looking at the short-run causality, we observe that there is
unidirecivnul causalivy vunning Do ED aod 00 w0 BX, and 0D
to GR. Further, the results revesl that the growth-driven export
hypothesis holds in Fiji, but not vies versa. Both ED end BD Granger

cauge veepenic growih and high rate of econemic growth leads to high
rate of exports growth. Although the export variable does not Granger
ezuse economic growth in the short-run, it does promote economic
growth in the long-run, as indicated by the error correction term in
the EXFP equaticn. This is consistent with the finding reported in
equation (4). The results also indicate the existence of a bi-directional
linkape between external debt and growth in the short-run. While
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external debt resulis lu prowils, growih alsu colauwes the credibllity
of the country as & debtor, which leads to kighar level of debt.

5. SUMMARY ANL FOLIY IMPLICATIONS

This paper investigated the relaionship lbeowsen extamneal debt
and economic growth in Fiji during a 30-vear period (1970-2005).
Applyng Pessran's bound testing approach, (Pesaran o af , 2001), it
is found ther cheme is a long-run relationship canning from external
deht, hudget deficit and exports to economic growth. The long-run
estimared parameters indicate that both external delbt and budget
deficlt have nega:ive impact on econonic growih whils cxports of
zoods and services have a pesitive efféct.on growth, As Borenzstein
(1089: 537 argues, the impact of budget deficit on foreign dabt
depends primurily v its effect on the productive capadty of the
traded sector ‘i the leng-run. If the external borrowing had been for
investment in export activities, the effect of d=bt on growth would
be positive. It is spperent that Fiji's past external lean prosccds wore -
not propezly employed in productive areas.

Policy implications cre clear: it is imperatve that Fii needs to
channal ity furure external borrowings into thos: activiies promoting
exporiz of poods and services, in which the countrv kas 1 clear
compirative advantage rather than for consumption of non-traded
goods, This would enable Fiji to service its debt througl expost
growta: rather than by import compression. Since Fijl's current
external debt lesel & not high, there are no immeciate concerns.
The fears of a2 d=bt overhung would Lecome ical only waen exgport
earnirgs become increasingly insufficieat to service the debt, which
would eventually lead to higher debi, Debt overhang theomnes suggest
that lerge external det causes a aegalive wllect vo investinent ([eren,
1990; Sachs, 1990; Borenzstein, 1990). Implementing 4 prudent debt
management solizy row, therefore, becames more urgent and critical,
along with mainensoce of macroeconomic stability and favourable
business climate,
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ABSTRACT

This papes examines the relationship between external debt and economic
growth in Fiji during a 30-year peried (1970-2005). Applying the bound testing
approach of Pesaran et al,, (2001), it is found that the long-run relationship
runs from extérnal debt to economic growth. Whilsr both external debt and
budget deficit had a negative impact on economic growth, exports of goods and
services positively influenced growth, The Granger causality test results reveal
tha existence in the short-run of 2 bi-dizectional linksge between external debt
and growth, The study corclusion is that Fiji would benefit from channeling
its future external borrowings into activities promoting expofts of goods and
services, in which the country has a clear comparative advantage, rather than
for consumptien; by o doing the likelthood of eny debt overthang can be
aviided.

Keywords: External Debt, Economic Growth, Exports, Bound Teet,

Crugality, Debt Overhang
JEL. Classfication: E5Z, E63, H62

RIASSUNTO
Debito estevo e crescita negli stati insulari del Pacifico

Questo studio esaming la relazione tra debito estero & crescita economica
nelle Fin duraste 3} trentennin 19700005, Con Papplicazions bound testing di
Pesaran et al. 12001) si ¢ dimostrato che, nel lungo periodo, tale relazione va
dal debito estem alla erescita economica. Mentre zia il dehito estero sia 1] defiet
di bilancio harno avuto un effetto negativo sulla crescita, le esportazioni di
beni & servizi "'ianno influenzata positivamente, 1] Grenger-causality test mostra
Tezigrenza i im lepame hidiresianale, nel brese perioda, tes debito estero
crepcita. Nel ceao delle Fiji, la conclusione & che si trarrebbero pid benefici =
i faturi prestiti esteri fossere indirizzat verso attiviti che promuovono 'expart
di bend ¢ serviz, prsttosto che 1 consumi. 5i potrebbe evitare cosi la tendensa
al sovraindebitimento.



