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The focus of this research is to show the extent and to critically assess and explore the causality
relationship of public external debt that impede the ongoing growth and development of Ethiopia.It also
aimed tofind out the debt servicing management experience and the impact of debt servicing and
external debt on the Ethiopian economic growth. And to ascertain the long-term correlation between the
external debt burden on future generation of Ethiopia. Such study is important to answer the question
such as; what are the effects and trends of external debt on economic growth of Ethiopia?This question
aimed at checking the effect that emerged in the debt program and debt servicing management as a
whole to economic contribution.The Researcher used time series data starting from 1970 to 2016 and
construct based on yearly data to retain information on the time dimension of the yearly change in
external debt and other variables. However, the results are checked by using time serious regressions of
47 years almost including 2016 to eliminate any residuals which cause effects.). The finding of the
analysis showed that, the economic growth equation shows that external debt is found not to
significantly support economic growth in Ethiopia. External debt requires adequate management as it
impede on the level of economic growth in Ethiopia.
Keywords: External Public Debt, Debt Service Management, Concessional, Disbursement.

Introduction
With the growing magnitude of developmental efforts envisaged in the successive country‟s long
term and short term plan, there has been a growing demand for a developmental finance. Particularly for
developing countries, growth seeking and economic development is a crucial agenda and financial factor
is a necessary condition in the process of economic growth and development. Economic theory suggests
that reasonable levels of borrowing by a developing country are likely to enhance its economic growth.
Countries at early stages of development have small stocks of capital and are likely to have investment
opportunities with rates of return higher than those in advanced economies. As long as they use the
borrowed funds for productive investment and do not suffer from macroeconomic instability, policies
that distort economic incentives, or sizable adverse shocks, growth should allow for timely debt
repayments. Based on this idea it is good to scana brief picture of the world experienceof earlier decades
so as to grasp the actual historical activities held with the explanation of prominent economists.

2
www.ssijmar.in

A prominent economist Hans W. Singer describes the 1980‟s as a lost decade for the developing
countries in general. Since the achievement was home grown and rigorous economic boom, the year
1950‟ and 1960s was considered to be “Golden Years” These decades were the years in which Least
Developing Countries (LDC) increase their investment with the minimum dependent on external debt
sources. On the other hand, the years of the 1970s were considered “debt-led” this is because of that,
these debt dependent countries were faced a persistent current account deficit, and borrowed huge
external resources from international monitory organizations and capital market to finance their deficit
or payment gap (Singer, 1989).
During those three decades starting from the years 1950s, current account deficit was considered
as a normal apart from that it was also advisable. Countries were encouraged to borrow from abroad to
create investment and also advised to facilitate a conducive environment for foreign direct or indirect
investment to boost their economic growth. Indeed, the liability side of the recurrent account deficit was
not given serious attention which in turn increased the external dependency on indebtedness of these
countries.
At the end of this period, in the summer of 1982 at the time that Mexico suspended repayment of
the principal, it alerts the lender countries and international monetary organizations and made them a
belief in the non-detrimental nature of unrelieved current account deficit financed by external
borrowing. Ever-since, the issue of external debt and its servicing had been supposed as crucial
importance, and the decade wasa period of “Debt Crisis” and it was introduced into the modern
economic lexicon.
Having given a brief picture of the world experience, the African experience conformed to this
general picture in the 1980s. Often dubbed a new form of slavery, Africa's debt to foreign creditors such
as governments or banks was contracted starting in the mid–1960s, either under pressure from donors,
by despotic regimes in exchange for their participation in the Cold War, or by the South African
apartheid regime for its regional wars. Indebtedness became chronic in the 1970s. As repayment had to
be made in foreign currency, both the sharp rise of import costs, linked to the rise up price of oil, and the
vagaries of agricultural exports have made this debt unsustainable for African nations.
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Low-income countries like Ethiopia are frequently kept on taking debts because they are in the
phase of development and need extreme support in this regard. Benedict Clements (et al, 2003)
suggested that foreign borrowing has a positive impact on investment and growth of a country up to a
threshold level, but external debt service can potentially affect the growth as most of the funds will go in
the repayment of the debt rather at the investments. External debt service creates a crowding out effect
because of higher real interest rates, terms of trade of over borrowed country‟s worsen, and tax rate
increases, returns on the investment declines thus creating a downward pressure on the investments in
the country.
In light of the above, this study employed Country specific time-series observations to
investigate the impact of public debt on economic growth in Ethiopia from 1970 to 2015. Imperatively, a
situation analysis of Ethiopia‟s public debt covering the above indicated period was undertaken to guide
the causality for this particular study.

Public Debt in Developing Economy
The foregoing analysis of the economics of public debt and the policy prescriptions emerging
from them are, however, of limited applicability to the case of developing countries. Most of the
objectives arose from more or less capitalistic point of view viz., preferring private to public enterprise.
Hanson and Richard (1953) In developing economy public debt is very important source of mobilizing
savings of the people for the purpose of financing the government‟s share of economic development a
large part of the public sector investment is devoted to the construction of social overheads which
prepare the economy for the introduction of change leading to the transformation of the structure of
production in the ultimate analysis. Investment in such projects is of a „non-self-liquidating‟ character
especially in the initial stages. Their benefits are spread over time and space. Thus, industries involving
external economies tend to be unprofitable form from the point of view of a private entrepreneur. But
they are crucial and of immense benefit from the point of view of society. Such industries have to be
started in the public sector. Besides, there are a number of „self-liquidating‟ projects financed through
public loans.
Necessary resources for financing such industries cannot come through excess of government
revenue over current expenditure. Resort to public borrowing of a non- inflationary character becomes
essential for achieving growth stability and social justice. In a democratic society embarking on planned
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economic development a country of Ethiopia‟s size public borrowing also conveys to the people the
broad purpose for which resource are raised. People become a partner in development and thus facilitate
the process of democratic planning. In view of the fact that public borrowing in a country is for
development purpose assessment of its role has to be made in a dynamic context of a growing size of
national income. According to Edward Nevin: “if one postulates a constantly increasing debt within
static national income it (burden) could obviously become very serious indeed…such a situation would
have no relevance in a discussion of debt policy in a growing economy, however, since the whole
purpose of the increased debt is to prevent a constancy in the national income”(Edward, 1962)
Domar‟s well-known formulation has already been discussed. Even if additional taxes have to be
imposed or the rate of existing taxes is raised public debt would not entail a burden in as much as such
taxes can be paid from out of the incremental income without determent to the standard of living of the
people. Financing of economic development through public loans also ensures intergenerational equity
as it provides for the adoption of the principle of pay-as-you-use finance. The future generation which
enjoys the future of debt financed public expenditure also bears the cost of such expenditure.

Figure 1

Conceptual Framework of Public Finance
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Research Methodology
In this study, the researcher has applied both qualitative and quantitative types of data. And also the
researcher has applied both descriptive and exploratory research types and has followed Concurrent
Mixed Method Approach popularly called mixed method. To consolidate the entire research, the
researcher has applied the second-hand information from all documents and artifacts to represent the
local knowledge as all will rich sources of contextually relevant information. Besides, the Multi-stage
sampling techniques with its probability and non-probability sampling techniques were used from
primary sources of data. The formula was employed to determine the sample size of the public servants.
And the way in which the collected data were analyzed and interpreted was also discussed clearly in
main paper in relation to the application of E-view, SPSS and Chi-square testes were used to look into
some significance level of some variables.
The data used in the study to answer all of the research questions were obtained from domestic
Government sources and international financial institutions. The study is a national study which will be
based on a country level macro data included the period from 1970 to 2015 G. C. The choice of the
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period is based on the availability of recent relevant data for the study. Different study period ranging
from 10-45 years will be taken to answer different research questions. Time-series macroeconomic data
for basic variables will be used, such as nominal GDP, real GDP, public debt, primary surplus,
government expenditure, GDP deflator, interest payment, external debt, public investment, Foreign
Direct Investment, exports, imports, deficits, Tax revenue, Remittances, saving among others were
collected from the Ministry of Finance and Economic Development (MoFED), the National Bank of
Ethiopia (NBE), Central Statistical Authority (CSA), Ethiopian Investment Agency (EIA), Ethiopian
Economic Association (EEA) and the World Bank African Development Indicators database. Primary
data were gathered from debt directorate experts and senior economists in MoFED by structured face to
face interview.
The Granger causality can be considered as a means of conducting causality tests. Granger causality
really implies a correlation between the values of External Debt (EDBT) variable and the past values of
others,such as nominal GDP, real GDP; it does not mean changes in one variable cause changes in
another. By using an F-test to jointly test for the significance of the lags on the explanatory variables,
this in effect tests for „Granger causality‟ between these variables. It is possible to have causality
running from variable X (GDP) to Y (EDBT), but not Y to X; from Y to X, but not X to Y and from
both Y to X and X to Y, although in this case interpretation of the relationship is difficult. The „Granger
causality‟ test can also be used as a test for whether a variable is exogenous. i.e. If no variables in a
model affect a particular variable, it can be viewed as exogenous.

Granger causality
The concept of causality assumes a different meaning with respect to the more common use of
the term, the statement External Debt (XDBT) granger causes Gross Domestic Product (GDP) or vice
versa represents how much of the current (XDBT) and (GDP) can be explained by past values of
(XDBT) and (GDP). Assume that the information set Growth has the form (XDBTt; GDPt; XDBTt-1;
GDPt-1; …;GDP1; DBT1),
Where DBTt and GDP1; are vectors (that includes scalars of course) and GDPt usually will include
XDBT and Investment (INV) may or may not include other variables than XDBT or INV. We can say
that XDBT is Granger causal for GDP. In other word XDBT is Granger causal for INV if XDBT will
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help predict Growth at some stage in the future. In other words, to make more clear of Granger
Causality, in the case of twotime-series variables, X(GDP) and Y(EDBT) is:
"X is said to Granger-cause Y if Y can be better predicted using the histories of both X and Y than it
can by using the history of Y alone."
We can test for the absence of Granger causality by estimating the following VAR model:
Yt = a0 + a1Yt-1 + ..... + apYt-p + b1Xt-1 + ..... + bpXt-p + ut
Xt = c0 + c1Xt-1 + ..... + cpXt-p + d1Yt-1 + ..... + dpYt-p + vt
Then, testing H0: b1 = b2 = ..... = bp = 0, against HA: 'Not H0', is a test that X does not Grangercause Y.
Similarly, testing H0: d1 = d2 = ..... = dp = 0, against HA: 'Not H0', is a test that Y does
not Granger-cause X. In each case, a rejection of the null implies there is Granger causality.
Sometimes econometricians use the shorter term „causes" as shorthand for “Granger causes".
You should notice, however, that Granger causality is not causality in a deep sense of the word. It just
talks about linear prediction, and it only has “teeth" if one thing happens before another. (In other words,
if we find Granger causality in one direction only). In economics you may often have that all variables
in the economy react to some un-modeled factor (the Gulf War) and if the response of XDBT and GDP
is staggered in time you will see Granger causality even though the real causality is different. There is
nothing we can do about that (unless you can experiment with the economy). Granger causality
measures whether one thing happens before another thing and helps predict it and nothing else. Of
course we all secretly hope that it partly catches some “real" causality in the process. In any event, you
should try and use the full term Granger causality if it is not obvious what you are referring to the
definition of Granger causality did not mention anything about possible instantaneous correlation
between XDBT and GDP. If the innovation to XDBT and the innovation to GDP are correlated we say
there is instantaneous causality. You will usually (or at least often) find an instantaneous correlation
between two time series, but since the causality (in the “real" sense) can go either way, one usually does
not test for instantaneous correlation. However, if you do find Granger causality in only one direction
you may feel that the case for \real" causality is stronger if there is no instantaneous causality, because
then the innovations to each series can be thought of as actually being generated from this particular
series rather than part of some vector innovation to the vector system. Of course, if your data is sampled
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with a longer sampling period, for example, annually, then you would have to explain why one variable
would only cause the other after such a long lag (you may have a story for that or you may not,
depending on your application). In order to determine which variable causes the other a Granger
causality test is used by applying E-view and the results of is shown in Table 1 and Table 2 below:
Table 1

Granger Causality Tests

Pairwise Granger Causality Tests
Date: 01/19/17 Time: 16:18
Sample: 1 47
Lags: 2
Null Hypothesis:
XDBT does not Granger Cause GDP
GDP does not Granger Cause XDBT

Obs

F-Statistic

Prob.

45

1.22019
1.83500

0.3059
0.1728

Obs

F-Statistic

Prob.

43

0.44914
0.95287

0.7723
0.4458

Table 2
Pairwise Granger Causality Tests
Date: 01/19/17 Time: 16:30
Sample: 1 47
Lags: 4
Null Hypothesis:
XDBT does not Granger Cause GDP
GDP does not Granger Cause XDBT

As shown in both Table 1, and Table 2, with lag two and lag four respectively, the probability (0.3059)
is higher than the significance level 5percent (0.05), so the null hypothesis XDBT does not Granger
Cause GDP can be rejected, this means higher DEBT would not lead to higher GDP. The
probability(0.1728) is greater than the significant level 5 percent (0.05), so the null hypothesis GDP does
not Granger Cause GDP can be rejected, this means GDP would not lead to higher XDBT, which
implying that there is NO causality running from GDP to DEBT and vice versa. Therefore, there is no
bidirectional causation between economic growth and debt or vice versa in the Ethiopian economy over
the 1970-2016, which is consistent with Fayissa and El-Kaissy(1999),Moreir(2003),Javed and
Sahinoz(2005),Baker and Hasan(2008).
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Conclusion
The main contribution of the paper is to empirically investigate the impact of external debt on
economic growth in Ethiopia with the up-to-date time series econometric method using Granger
Causality and Autoregressive co-integration between external debt and economic growth in Ethiopia
based on the available literature and data on the area. And simultaneously to provide a through analytic
answer to an important economic issue that recurrently demands attention from policy makers, lending
institutions, international organizations, and citizens around the globe in general and to Ethiopia in
particular.
Toward this aim, the paper uses time series econometric tools to investigate the relationship
among the variables. The researcher uses several econometric specifications to investigate the ADF,
Granger Causality Test and Co-integration Models are employed taking care of stochastic properties of
the variables and to detect the causality and the linear relationship of external debt and growth. The
paper employed several different methodologies to show how results differ when econometric issues are
taken in to account. The Researcher used time serious data starting from 1970 to 2016 and construct
based on yearly data to retain information on the time dimension of the yearly change in external debt
and other variables. However, the results are checked by using time serious regressions of 47 years
almost including 2016 to eliminate any residuals which cause effects. An additional robustness test is
provided by estimating regressions which eliminate outliers. The unit root test results that both the
variables are integrated of order one I(1). The co-integration analysis suggested that there is no long-run
and short-run equilibrium relationship between GDP and external debt (XDBT).
The main results of the paper are interesting and intuitive. Debt appears to have nonlinear effect
on growth as we have seen in empirical analysis result from preceding chapter that the economic growth
equation shows that external debt is found not significantly support economic growth in Ethiopia.
External debt requires adequate management as it impede on the level of economic growth in Ethiopia.
The results show that for Ethiopia case there is a negative and insignificant relationship between total
external debt and economic growth. Therefore, we conclude that the negative relationship between total
external debt and economic growth is driven by the incidence of public external debt levels. Insofar as
the channels through which external debt accumulation affects growth are concerned, the results suggest
that this is mainly driven by the investment performance, with only limited evidence on the relationship
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between external debt and other variables. Further, we have found very limited evidence of nonlinear
effects for these relationships. When considering other debt indicators, such as saving and external debt
services, the result suggests that there is no robust relationship between these debt indicators and
growth.
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