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Abstract: The present study aims to analyse the link between external debt, domestic debt and economic
growth for Pakistan. To serve the purpose, the study uses the data for the time period from 1987 to 2018. Var-
ious econometric techniques i.e, fully modified ordinary least squares model, dynamic ordinary least squares
model have been employed to estimate the proposed model. The empirical findings suggested that there exist
a negative relationship between growth and debt whether it is external or domestic. The study confirmed the
existence of debt overhang effect in the economy. It is suggested that Pakistan should reduce her reliance on
external and domestic debt and should concentrate over increasing their tax and non-tax revenues to finance
fiscal expenditures.
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Introduction

The relationship between debt and economic growth has always remain polemical. Large
amount of debt has proved itself to be one of the greatest challenges faced by developing
countries. Do high level of public debt impede economic growth? It is indeed an impor-
tant policy question. A positive answer to it would suggest that even if public debt is
effective in the short run, expansionary fiscal policies that increase the level of public debt
would tend to reduce the long-run growth. Thus, the positive effects of the fiscal stimulus
will be partly or fully negated. A number of policy makers argue that higher public debts
turn down the economic growth. According to the IMF Fiscal affairs department “In ad-
dition to problems arising from a debt crisis, one should also be worried about problems
for growth arising from high, even if stable, debt” (Cottarelli, 2011).

The debt acquired by any country is not a problem in itself, but the improper usage
of debt could be a serious problem. When debt is allocated to low value adding activities
and productivity level, because of being traditional activities, they are unable to generate
wealth as per the required level of competitive advantage of the country. It also causes
unemployment of qualified workforce of the country. Furthermore, a substantial amount
of borrowed funds is directed towards payment of the public sector wages and remuner-
ations. In this way, debt will not be helpful for the progress of the country.

The relationship between level of indebtedness and escalation of economic conditions
has been studied by a number of researchers and their outcomes have been found con-
tradictory in nature. According to the economic theory, a negative effect of debt on eco-
nomic growth can be proved with both neo-classical and endogenous growth models
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(Diamond, 1965; Saint-Paul, 1992). Public debt could more negatively affect the economic
growth if it influences the productivity of public expenditures (Teles & Mussolini, 2014),
increases the level of uncertainty or creates expectations of future financial repression. It
also creates sovereignty risk (Codogno, Favero, & Missale, 2003). It will ultimately lead
to higher real interest rates and lower private investment. Higher levels of accumulated
debt has an adverse impact on the growth of the economy and investment. The most
widely used explanation of this phenomenon is the ‘Debt Overhang Effect’. If there is a
possibility of increase in the amount of debt than the repayment ability of the country,
then the anticipated cost of debt servicing will likely reduce the domestic and foreign
investment (Krugman, 1988; Karagol, 2012). Another channel through which debt can
affect economic growth is the crowding out effect. Debt servicing cost crowds out public
investment expenditures by directly reducing total investments and indirectly reducing
complementary private expenditures.

However, there are some studies that advocate the positive effect of debt on the eco-
nomic growth. According to DeLong, Summers, Feldstein, and Ramey (2012), it is a pos-
sible scenario that expansionary fiscal policy lead to debt accumulation but may avoid
lengthened recession ultimately leading to positive effect on both short and long term
growth. A reasonable level of public debt can foster economic growth as it increases capi-
tal formation and growth in productivity (Chowdhury, 2001; Shabbir & Zeb, 2019). In the
same vein, (Burnside & Dollar, 2000) argued that external borrowing for the sake of pro-
ductive investments creates macroeconomic stability. A plausible reason of it could be, at
early stages of development, countries have limited stocks and hence, limited opportuni-
ties of investment. With the inflow of capital with external debt, the investments increase
creating macroeconomic stability. With this inflow of capital, the domestic saving rises to
cater investment demand (Eaton, 1993).

Pakistan is one of a major growing economies of the South Asian region. According to
the Pakistan Economic Survey, (2018), the GDP growth rate of the country was recorded
to be 5.8 percent in the fiscal year 2018 as compared to 5.4 percent in the previous year.
However, the growing indebtedness of the economy is the gravest concern for the policy
makers. Pakistan Economic Survey, (2018) states that government is taking prudent steps
to place the debt to GDP ratio on a smooth downward trajectory so as to boost up macroe-
conomic stability. However, the steps taken by the government seem in sufficient. In the
fiscal year 2018, the net Public debt grew by 16.6 percent as compared to the previous fis-
cal year of 2017, (State Bank of Pakistan, 2018). The debt statistics of the economy shows
a vulnerable situation. The policy makers and legislators need to focus on the growing
indebtedness of the country and need to strive to reduce the debt to GDP ratios.

In this connection, the current study aims to explore the effects of external and domes-
tic debt on the economic growth of Pakistan. More precisely, the study aims to answer the
question, ‘What are the effects of External and Domestic Debt on the Economic Growth
of Pakistan?’ To serve the purpose, the study utilizes annual time series data for the time
period spanning from 1987-2018. Being an emerging economy of the world, it is of great
importance to analyse that if the inflow of capital in form of debt is facilitating or inhibit-
ing the growth of the economy. The study is expected to have its contribution in providing
an econometric basis for evaluating the effect of debt on growth of economy. As per the
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findings of this study, practical policy conclusions could be drawn which may be useful
for the policy makers, planners and researchers.

Review of Related Literature

Maana, Owino, and Mutai (2008) investigated the impact that domestic debt is having
upon growth of Kenyan economy. The data was gathered for the tenure from 1996 to
2007, They have considered Modified Barro Growth Regression is estimation technique.
Results showed that Domestic debt, and Government expenditure, private sector credit,
and money supply (M3) and total trade are positively but insignificantly affect economic
growth of Kenya. Akram (2016) studied the effect of public debt on growth of economy
and investment of Pakistan, with the help of time series data from 1972 to 2009. The study
used unit root test, CUSUM Test and regression for estimation purposes. Result showed
that external debt has significant negative association with the growth of economy and
investment in short term and in long term as well and debt servicing has significantly
inverse relationship with the growth of economy in short run only but debt servicing does
not have significant relationship with investment. Domestic debt has significant negative
impact on investment but it has not significant relation with economic growth. The study
further recommended that government should try to generate revenue and should not
use debt to finance budget deficit.

Safdari and Mehrizi (2011) investigated the relationship of foreign debt with the growth
of economy in Iran. Time series data has been utilized in this study covering the period
from 1974 to 2007. Vector Auto Regression (VAR) technique was used for the purpose of
estimation. The results expressed a negative effect of external debt on GDP while a pos-
itive relationship has been found out between private investment and pubic investment.
Moreover, the variable of public investment had a positive impact whereas the variables
of imports and external debt had an adverse impact on private investment. Shah and Per-
vin (2012) analyzed the effect of external debt with the growth of Bangladeshi economy
considering time series for the tenure of 1974 to 2010. ADF Unit root test, Phillips-Perron
Unit root test, Augmented Dickey - Fuller Cointegration test, and regression are used as
Econometric tools. Result indicated that foreign debt has significantly favorable effect
on the growth of economy whereas external debt servicing has significantly inverse re-
lation with economic growth. Capital has an insignificantly negative impact on growth
of economy and population has insignificantly positive impact on growth of economy.
They recommended that external debt management should be efficient moreover gov-
ernment should not rely only on external debt to finance budget deficit. They further
recommended that the excess saving should invest to finance budget deficit as there are
huge gaps between saving and investment.

Atique and Malik (2012) studied the determinants of growth of Pakistani economy
along with the effect of internal debt and foreign debt separately for the tenure of 30
years from 1980 to 2010. Ordinary Least Square (OLS) approach to Co integration was
employed for the purpose of analysis. Further tests such as Unit Root Testing, test for
checking Heteroskedasticity, Serial Correlation Testing, and CUSUM test of stability were

52



Journal of Finance & Economics Research

also used. The results showed a significant negative relationship of domestic and foreign
debt with the growth of economy. It was further been concluded that the amount of for-
eign debt hampers the pace of growth of economy for more than the amount of domestic
debt could do. Egbetunde (2012) studied the relationship of total government debt on
performance of Nigerian economy by using time series data for the year 1970 to 2010. Re-
gression analysis, Co-integration test, unit root test, and Causality analysis were used for
the purpose of estimation and analysis. Analysis showed a significant positive association
of the total government debt with the growth of economy. The Co-integration confirms
the existence of a long term association of public debt with real GDP. It also showed the
presence of bidirectional granger causal effect between real growth level and public Debt.
The Government was suggested to cover major part of loans domestically, so that at the
time of repayment it could have positive impact on the growth. The government was also
recommended to spend debt in the development sectors which could help in boosting up
the growth of the economy.

Azam, Emirullah, Khan, and Prabharker (2013) studied the relationship of external
debt with the growth of Indonesian economy by taking into account time series data from
1980 to 2012. Augmented Dickey Fuller (ADF) test and regression analysis were used as
econometrics tools for estimation in the study. Result showed that external debt and infla-
tion negatively affect the growth of economy whereas exports, savings and infrastructure
have positive impact on economic growth. They suggested that effective debt manage-
ment is very important to enhance the economic performance of Indonesia. Afonso and
Jalles (2013) examined the effect of government debt on growth of 14 European countries
using pool data from 1970 to 2012. Hausman test and regression analysis were used as
estimation tools. Result indicated that Public debt negatively affect the growth of econ-
omy. Public debt servicing has also significant inverse association with growth of econ-
omy. Zouhaier and Fatma (2014) investigated the relationship of debt with the growth of
economies of nineteen developing countries considering panel data for the period of 1990
to 2011. External debt, inflation, investment, Trade openness, Total debt, public and pri-
vate debt guarantee, GDP per Capita and short term debt considered as variables. Panel
GMM was used as econometric tool for estimation. Result denoted that external debt has
significantly negative effect on growth of developing countries. The debt ratio to GNI
has significant and inverse impact on economic growth. Trade Openness has significantly
positive effect on economic performance.

Akram (2016) analyzed the relationship of public debt with investment and growth
of Philippines’ economy by using time series data from 1975 to 2010. Regression, bound
F-test results, unit root test and CUSUM test was used for statistical estimations. Re-
sult indicated that external debt has significantly negative association with investment
and growth of economy of Philippine, public debt has insignificant impact on invest-
ment and real GDP. Domestic debt has significant adverse effect on Investment but it
has positive significant relation with economic growth. Bal and Rath (2014) investigated
the relationship of public debt with growth of Indian economy for a period from 1980 to
2011. Auto-regressive distributed lag ARDL model was used for the purpose of analysis.
A long-run equilibrium was found between public debt and economic. Error correction
model (ECM) reflected that factor such as central government debt, total factor productiv-
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ity (TFP) growth, and debt-services have their effects, in the short-run, on the economic
growth.

Korkmaz (2015) examined the linkage of foreign debt with Growth of Turkish Econ-
omy by considering Quarterly data from 2003 to 2014. PP Unit Root Test, Vector Auto
regression (VAR) model, Johansen Co integration Test and Granger Causality Test have
been used as estimation tools. Result explained that foreign debt has favorable association
with the growth of Turkish economy and Granger Causality test reflected the presence of
a unidirectional relationship in external debt and Real growth of Turkish Economy. Zafar,
Sabri, Ilyas, and Kousar (2015) studied the association of foreign debt and Trade Openness
with growth of economy of Middle East, East Asia and South Asia. They have considered
Panel data for the periods of 1980 to 2012. External debt, Trade Openness, Foreign Direct
Investment (FDI), Gross Domestic Product, Government Expenditure and savings have
been used as variables. Descriptive Statistic, Unit Root test, Hausman Test and regres-
sion Analysis are used as estimation techniques. Result showed that trade openness has
considerable favorable effect on growth of economy. External debt has significant inverse
effect on Gross Domestic Product. They recommended that there should be taken effec-
tive steps towards debt management and trade barriers should be lessen for openness
which ultimately enhance economic growth and debt management.

Serrão (2016) analyzed the association between Public debt and real economic growth
of Advanced Economies using panel data ranging from 1946 to 2009. The Phillips-Perron
test, Dickey-Fuller Test, Johansen’s Co Integration Test, CUSUM Test and regression have
been used as econometric estimation tools. Result indicated that public debt has inverse
relationship with economic growth of Advance Economies. Researchers recommended
that the Governments of the advance Economies should focus on debt management to
enhance real economic growth. Fatai (2016) analyzed the association of external debt and
debt servicing with growth of Nigerian economy considering time series data covering
a period from 1970 to 2014. Augmented Dickey Fuller Test, The Philips-Perron (PP) test
Johansen’s Co Integration Test, regression test and Granger Causality Test have been used
as estimation techniques. Result denoted that external debt has significantly negative
association with growth of Nigerian economy whereas External Debt Servicing payment
has positive impact on growth of economy. The Granger Causality analysis showed that
there is bidirectional Causality from external debt to growth and debt servicing to growth
of economy and unidirectional relationship from external debt to debt servicing.

Khemais, Mohamed, and Nesrine (2016) studied the effect of external debt with growth
of economy and investment of Tunisia considering time series data for 1961 to 2011.Ex-
ternal debt, Gross domestic Product, debt servicing, investment, trade openness, Money
supply M2,schooling rate and Rules and law are used as Variables. Unit root test, Unre-
stricted Co integration rank test, regression analysis, Causality analysis and Pulse analysis
were used as estimation tools. Results showed that investment and Schooling rate have
positive significance relation with economic growth. External debt and debt servicing
have significant negative relation with economic growth moreover Trade openness and
M2 have negative relationship with growth. Jibran, Ali, Hayat, and Iqbal (2016) exam-
ined effect of public debt on growth of economy of Pakistan by analyzing a period from
1972 to 2012. Unit root test and Auto regressive distributed lag (ARDL) have been used
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as econometric tools for estimation. Result showed that External debt has significant in-
verse relationship with Gross Domestic Product and Gross National Products in shot run
and in long run too. Debt servicing has negative impact on GNP and GDP. Domestic
debt has no significant effect on GDP and GNP. They recommended that Pakistan should
minimize the external debt due to its negative effect on economic growth. Moreover, Pak-
istan should focus on only debt financing to finance their budget deficit rather generate
revenue from Tax reforms and also reduce current expenditures.

Akram (2016) analyzed the association between Public Debt and growth of economy
and Poverty of selected South Asian nations i.e. Pakistan, Sri Lanka, Bangladesh and In-
dia by considering panel data for a tenure ranging from 1975 to 2010. Fixed Effect Model
(FEM), OLS, Generalized Method of Moments (GMM) and Two Stages Least Square (2SLS)
used as estimation techniques. Result showed that external debt adversely affect the
growth of economy on the other side domestic debt, urbanization; trade openness and
investment have positive significant impact on economic growth. Debt servicing and
inflation have insignificant relationship with growth moreover in the second model in
which GINI Coefficient was used as dependent variable, result indicated that Domestic
debt and GDP per Capita have significant negative impact on GINI Coefficient whereas
Trade Openness and Urbanizations have positive impact on GINI Coefficient. External
debt and debt servicing have insignificant relation with GINI Coefficient.

Data

In this study, an annual data of, Pakistan is used. The selected sample consist of 32 years
of data for a time period spanning from 1987 to 2018. Data were collected from World
Development Indicators, State Bank of Pakistan and Economic Survey of Pakistan.

Econometric Specification

To explore the relationship between public debt and economic growth, we build an influ-
ential framework based on the study of Cecchetti, Mohanty, and Zampolli (2011); Panizza
and Presbitero (2014); Akram (2016). We stay as close as possible to their work by using
the same empirical approach. The econometric specification used for the study can be
stated as follows,

GDP = f(ED,DD,X)

Where, GDP; is the Gross Domestic Product, ED; is the external debt, DD; is domes-
tic debt and X is the vector of control variables, which includes debt servicing, capital
formation, trade openness, inflation and gini index.

The regression equation for the given functional form can be written as,

GDP = β0 + β1EDt + β2DDt + β3DSt + β4Ginit + β5OPt + β7Inft + β8Kt + εt
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A brief description of all variables used in the study is given below,

Gross Domestic Product (GDP): Gross domestic product is the measure of the total
output produced by an economy in a given year. The size of GDP represents the growth
of the economy.

Inflation (INF): Inflation is increasing in the general price level of goods and services
available in specific country and in the specific time duration. Inflation is measured in
percentage of annual change in prices.

Capital Formation (K): It refers to the net increase in the physical assets of the economy.
It is used to measure economy’s capital formation.

External Debt (ED): External debts are those which are borrowed from the foreign fi-
nancial institutions.

Domestic Debt (DD): Domestic debt is the portion of the entire debt of the government
which is borrowed from within the country’s financial institutions or investors.

Trade Openness (OP): The Openness is an economic metric as the proportion of total
trade of the country, the sum of all economic activity i.e. exports and imports, to the GDP
of country.

Debt Servicing (DS): Debt service is activity of generating cash that is used to require
refunding the interest on a loan for a specific period.

Gini Index (GINI): According to the World Bank, Gini index measures the extent to
which the distribution of income (or, in some cases, consumption expenditure) among in-
dividuals or households within an economy deviates from a perfectly equal distribution.
Thus a Gini index of 0 represents perfect equality, while an index of 100 implies perfect
inequality.

Data Analysis

Unit Root Test

The analysis is started with unit root test to examine the stationary properties of the vari-
ables. This test must be performed in order to avoid spurious regression results (Sehrawat
& Giri, 2017). We have used Augmented Dickey Fuller (ADF) test to testify the stationary
properties of our variables. The null hypothesis of unit root test states that there is a unit
root in each series, whereas, the alternate hypothesis states that, no unit root exist in each
series.

Table 1 presents results of the unit root test. As can be seen from the table, all variables
are non stationary at level but stationary at 1st difference. This implies that combinations
of one or more series may have long run relationship.
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Table 1
Unit Root Test

Variables I(0) I(1)
C C&T C C&T

Log(GDP) 0.988 0.2 0.0025*** 0.017***
GINI 0.24 0.913 0.000*** 0.000***
DD 0.9195 0.253 0.0192*** 0.0638***
DS 0.321 0.423 0.0000* 0.000***
ED 0.577 0.306 0.0041*** 0.0170***
INF 0.877 0.566 0.000*** 0.000***
K 0.817 0.624 0.0025** 0.0196*
OP 0.448 0.932 0 0.0001
Source: Author’s Estimation
* represents 10%, ** represents 5%, and *** represents
1% level of significance

Cointegration Test

To estimate the long run relationship, we used Johansen and Juselius (1990) cointegration
method. Two test statistics are derived for cointegration i.e., Eigen value statistics and
Trace statistics. The calculated Eigen value statistics and Trace statistics are presented in
table 2 given below. From the results, it can be seen that the calculated trace and eigen
value statistics are greater than 5% critical values. Hence, the null hypothesis of no coin-
tegration is rejected and a long run relationship exists among all variables under study.

Table 2
Cointegration Test

Hypothesized Trace 0.05 Max-Eigen 0.05
No. of CE(s) Statistic Critical Value Statistic Critical Value

None * 321.938 159.529 119.251 52.362
At most 1 * 202.686 125.615 72.807 46.231
At most 2 * 129.878 95.753 51.626 40.077
At most 3 * 78.251 69.818 34.616 33.876
Source: Author’s Estimation

Regression Estimates

The study has also employed fully modified ordinary least squares (FMOLS), dynamic or-
dinary least squares (DOLS) and ordinary least squares (OLS) to estimate the relationship
between economic growth and debt. The FMOLS technique was presented by Phillips
and Hansen (1990) and DOLS was proposed by Kao (1999). These two techniques are
beneficial in determining co-integrated relationships and provide normally distributed
estimators. The OLS technique is modified by FMOLS to control the problem of endo-
geneity and serial correlation due to presence of co-integrated relationship among the
variables. It is argued that both FMOLS and OLS show small sample bias however, DOLS
method outpaces both of these two techniques. DOLS technique also substantially deals
with the problem of serial correlation and potential endogeneity problem in the model
(Stock & Watson, 1993). Estimation results are presented in table 3 given below. It sug-
gests that, external and domestic debt have negative impact on economic growth for Pak-
istan. Whereas, debt servicing is found to have positive impact on economic growth. Gini
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index is also found to have positive impact on the growth of Pakistan’s economy. More-
over, capital formation, inflation, and trade openness have been found to have positive
linkages with the economic growth in all models.

Table 3
Estimation Results

Pakistan
FMOLS DOLS OLS

Variable Coefficient Prob. Coefficient Prob. Coefficient Prob.

ED -0.024 0.005*** -0.107 0.012** -0.035 0.136
DD -0.007 0.562 -0.114 0.002*** -0.018 0.39
DS 0.014 0.093* 0.055 0.127 0.114 0.000***

GINI 0.008 0.611 0.083 0.096* 0.006 0.15
K 0.055 0.000*** 0.168 0.092* 0.266 0.000***

INF 0.121 0.001*** 0.338 0.005*** 0.004 0.455
OP 0.043 0.095* 5.093 0.17 0.115 0.060*
C -1.403 0.424 -0.107 0.012 -0.382 0.692

Adjusted R-squared 0.979 0.999 0.981
Source: Author’s Estimation
* represents 10%, ** represents 5% and *** represents 1% level of significance

Figure 1
CUSUM and CUSUMSQ results
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To check parameter stability, CUSUM and CUSUMSQ of recursive residuals test have
also been used (Ploberger & Krämer, 1992). Figure 1 presents the results. The results
indicate no evidence of instability of coefficients as the plot of CUSUM and CUSUMSQ
statistics fall inside the band of 5% significance level.

Discussion

The study found that external debt has a negative impact on the growth of the economy.
This result finds it support from various past empirical studies, for instance, (Abbas &
Christensen, 2010; Azam et al., 2013) and many more. The reason of this negative relation-
ship could be that when the domestic resources of the country are utilized and exploited
for the repayment of debt, resources do not remain available for the investment purposes.
Hence, the study confirms the existence of Debt overhang effect which states that if the
debt burden of the country exceeds its repayment ability, it dissuades current investments
as most of the financial resources are used in the repayment of debt.

The study also found the empirical evidence of negative effect of domestic debt on the
economic growth. Various past researches also lend support to this finding for example,
Atique and Malik (2012) etc. Domestic debt can have negative impact on the economic
growth as it causes ‘crowding out’ effect of private investment. When government bor-
rowings from the domestic financial institutions increases, it increases the interest rate in
the economy which consequently crowds out private investment, slowing down the pace
of economic growth.

However, interestingly, debt servicing has been found to have positive association
with the economic growth. This finding does not conform to the past studies on the sub-
ject. The economic theory suggests that as the debt servicing increases, it engulfs the
financial resources and they do not remain available for the investment purposes. On
the contrary, our analysis suggests a positive relationship between debt servicing and
economic growth. The reason could be explained using Keynesian economic theory. De-
veloping countries like Pakistan increase their money supply for debt servicing. With
this increase of money supply, the economy may also experience growth in short run.
However, in the longer run, this effect wipes off because of increase in the price level in
economy.

Contrary to our expectations, gini index was found to have positive relationship with
the growth of the country. The results are quite surprising for the panel. However, the
time series analysis of the countries revealed that for Pakistan, this relationship is positive
and significant according to the DOLS model while FMOLS reports it to be insignificant.
However, for India, this relationship is insignificant and negative. According to Ogus Bi-
natli (2012), the relationship between income inequality and growth is still ambiguous.
Mostly because of the unreliable data and the complex relationship between income in-
equality and growth, consensus has been evasive.

In accordance with economic theory, investment is found to have positive impact on
economic growth and this finding gets its support from various past studies on the sub-
ject, (Mankiw, Romer, & Weil, 1992; Abbas & Christensen, 2010). Similarly, openness is
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also found to have growth enhancing effect. This finding is also consistent with the eco-
nomic theory and various empirical studies lend support to this finding. As the openness
in the economy increases, it depicts more competitiveness and productivity of the econ-
omy which ultimately causes growth in the economy. Moreover, inflation is also found to
have positive impact on the growth. According to the economic theory, moderate level of
inflation facilitates the growth of economy. However, if the inflation rates increase, it may
create economic distortion and suppress economic growth (Akram, 2016).

Conclusion and Policy Implications

The aim of the present study was to examine the impact of external and domestic debt
on the growth of the economy. For this purpose, the study employed panel data for the
time period spanning from 1987 to 2018 for Pakistan. To meet the objective, the study
has employed fully modified ordinary least squares technique, dynamic ordinary least
squares technique and ordinary least squares technique. All econometric tools applied
gave robust results in terms of signs, however, the magnitude of the coefficients differ
slightly in all models.

The study has employed a framework that has considerable appeal in terms of mod-
elling growth-debt relationship. The principal finding of the study is that external and
domestic debt have detrimental effects on growth. This finding is very important and
fiscal legislators need to give considerable attention to it. Heavy indebtedness is one of
the main challenges faced by the developing nations. Government borrowings, if pushed
beyond the repayment capacity of the economy, creates problems of inter-temporal eq-
uity and also causes a transfer of resources that tends to reduce growth of economy. Yet,
borrowing has to be done to finance the vital government expenditures in developing
countries. A worthwhile notion to make is that a reasonable level of borrowings may en-
hance economic growth by capital formation and increase in productivity, however, when
the debt burden increases, it reduces the level of investment and rate of economic growth
which is most often characterized as ‘Debt Overhang Effect’. Because of the increased
debt burden, developing countries are caught up in a ‘vicious circle of debt’ that causes
recession, budget deficits and inflating public deficit. According to Panizza and Presbitero
(2014), there is a channel through which public debt can have negative impact on the eco-
nomic growth. In the presence of multiple equilibria, a solvent government with a high
level of debt may decide to put in place restrictive fiscal policies to reduce the probability
that a sudden change in investors’ sentiments would push the country towards the bad
equilibrium. These policies reduce the growth of economy.

Keeping in view the findings of the study, several policy implications can be given.
The foremost implication of the study is since there is a negative relationship between
external debt and economic growth, so governments of both of these countries should
reduce reliance on external debt. Moreover, domestic debt was also found to have dete-
riorating effects on the economic growth, therefore, there is a dire need of enhancing tax
and non-tax revenues to finance the fiscal expenditures.

The study did not support the hypothesis that debt servicing have significant negative
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impact on growth. The point is that, although, debt servicing may hinder the economic
growth. However, it should be seen in relation to the factors like effective endowment
of debt. If public debt is utilized for financing development expenditures, it may fa-
cilitate growth. However, developing countries usually increase their money supply to
finance the debt servicing. This increases the growth in the short run. But, in the long
run, when the potential macroeconomic equilibrium is restored, the growth effect van-
ishes and the price level in the economy increases. Therefore, government of developing
countries should work on the effective utilization of debt so that the debt burden may
reduce.

The findings of the present study also emphasized the importance of trade openness
as a growth stimulating factor. So if a country wants to accelerate the pace of economic
growth, it should work towards increasing its trade volume. As both countries included
in the panel are labour intensive, therefore, preference should be given to those sectors of
the economy that are labour intensive so that unemployment can also be reduced. In this
way, economic growth may foster.

Future Recommendations

The future areas for further research are always interesting to be highlighted. The study
has though reported a crowding out effect of public debt for developing countries like
India and Pakistan. However, for examination of the hypothesis, it is suggested to ex-
tend the panel across the world and different income levels so that more precise empiri-
cal evidence can be collected. Moreover, the inclusion of development expenditures and
military expenditures in the growth model would also help in further exploration of the
hypotheses.
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