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ABSTRACT

A group of low-income countties classified as HIPCs have continued to
experience difficulties in managing and servicing their huge stocks of external
debt. Most of these countries including Ethiopia are in sub-Saharan Africa. The
relatively high level of Ethiopia’s external indebtedness and rising debt burden
has serious implications on the country’s development and debt sustainability
initiatives. While the economic performance continue to deteriorate, there have

been significant net outflow of resources to meet the debt obligations.

The study pin downs vital role of the emetging field of external debt and debt
indicators in the Ethiopian economy with emphasis on empirical relationship of
external debt and economic growth over the period 1963/64-2003/04. In doing
so, this paper examines the magnitude and structure of the countty’s external
debt, and its impact on economic growth across its three economic regimes.
Using time series data for the same period, the empirical results indicated that
past external debt accumulation has a negative impact on economic growth,

Debt servicing also appeatrs to affect economic growth adversely.

Several policy implications emetge from the study. The simultancous
attainment of sustainable levels of economic growth and external debt appear
difficult at the moment and could remain elusive if aggressive measures are not
undertaken. The results obtained from this study support the need for Ethiopia
to be considered for comprehensive debt relief measures. In addition, creating
credibility including political will to reforms is requited to spur investor

confidence for both local and foreign investments.
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CHAPTER ONE
INTRODUCTION

1.1  BACKGROUND OF THE STUDY

Many developing countries have been greatly exposed to external capital inflows in the
past three to four decades. Such external flows are now becoming the source of
external debt problems in Aftrica in general and Ethiopia in particular. The debt
accumulated in many African countties including Ethiopia has reached unprecedented

level (Alemayehu and Daniel, 1998).

In recent times, Third World debt crisis has been a subject of much political and
economic debate. Development expetiments in the 1980s have not only failed to bring
about economic growth and improvements in living standards for the majority of
people living in the developing wotld, but these policies have also cteated conditions
for an astronomical growth in Third World’s external debt. The flawed and sometimes
ill-conceived economic policies pursued by the Wotld Bank, the International
Monetary Fund (IMF) and other International Financial Institutions (IFIs) in relation
to the developing countties is pattly responsible for what is now known as Third

World debt ctisis.

During the three decades beginning in the 1950s, deficits in the current account wete
considered normal. Countties wete encouraged to borrow abroad and create an
environment conducive to foreign investment to boost their economic growth. In the
process little attention was paid to the liabilities side of the current account deficit
which increased the external indebtedness of these countties, until when Mexico,
despite being an oil expottet, declared in August 1982, that it could not setvice her
debts. Fver since, the issue of external debt and its servicing has assumed critical

importance and introduced the 'debt crisis' debate.
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Quite rightly, some scholats have teferred to the 1980s as the ‘lost decade’ of
development opportunities (Iyoha, 1999). The debt crisis that started during this period
shows no sign of abating even as we approach the new Millennium. The extent of the
debt crisis facing many poor nations is now a common knowledge and a matter of
public concern. In 1997, the total debt stock ! owed by the developing wotld to the
developed world was USD 2.17 trillion, up from USD 1.4 trillion in 1990. Each day,
developing countries pay the rich nations USD 717 million in debt service. Every baby

born in the developing wotld owes USD 482 at birth (World Bank, 2003).

To many observers, debt is a new form of colonialism, different kind of North-South
relations, a relation in which Western creditors, IFIs and other lenders hold the poor
countries in perpetual state of domination and control. A war in which instead of
bombing bridges, infrastructutes etc. with military hardware, communities, households

and peoples lives are being systematically destroyed using debt as a principal weapon.

To this effect, the problem posed by Africa’s debt was addressed by the conference of
Aftrican Ministers in 1997, in their resolution on the debt problem and its impact on

Africa’s development process (ECA, 1997:6-7):

Considering the amount of resources devoted by African countries to servicing their
exclernal debts which could be wused for the development of their social sectors and
improvement in their infrastructures; aware of the impact of the debt overhang on the
continent’s capabilities to attract non-debt cresting flows, and in particular foreign
direct investment; the Conference of African Ministers calls upon African countries, in
collaboration with the international community and multilateral institutions to

intensify their efforts to final lasting solution to the problems.

1 See Appendix I for the common definitions of external debt and related issues.
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Africa's debt rose sharply in the past decade and is now equivalent to over 100 percent
of its gross national product (about USD 200 billion). Debt setvicing payments have
soated and account for 30 to 40 percent of the continent's export earnings which
themselves are subject to commodity price decreases. It is estimated that by the year
2004, Sub-Saharan Africa will have to spend a staggering 70 percent of its export
carnings on external debt servicing. Given the fragile structure of Africa's economy, the

debt burden is one of the continent's most crippling constraining factors.

Despite the tremendous improvement made in the debt situation of most middle-
income debtor countries since the onset of the debt crisis in 1982, a group of low
income countries classified as heavily indebted poot countties (HIPCs) has continued
to experience serious difficulties in managing the servicing of their relatively high
stocks of external debt. Out of the 41 countties classified as HIPCs, 33 (or 80 percent)
including Ethiopia are in Sub-Saharan Africa (SSA). The majority of these countries
also fall under the existing classification of countries with low income (Wotld Bank)

and low human development (UNDP).

The accumulated debt stock is an obstacle for developing countties through ‘debt
overhang’ problems, which tend to undermine the confidence of investors and this in
turn affects the economic growth of a countty. Befekadu and Berhanu (1999/2000)

described the relationship between debt and growth as follows:

Transmission mechanism from debt to growth take various channels including the
constraint it imposes on the govermments fiscal balance, reducing investment by
draining foreign exchange, reducing domestic saving which may be channeled to debt
servicing and the debt overhang which reduces current investment since all the gains

Jrom it may be transferred abroad to pay for debt that was contracted in the past.
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Lithiopia, being a developing country has not been spared either, the country is
incapable of servicing its debt and attaining a reasonable level of economic growth.

Thus, this is the main problem that will be discussed in this study.
1.2 STATEMENT OF THE PROBLEM

Perhaps one of the most important constraints on the resumption of growth in
Ethiopia has been the extetnal debt burden. Ethiopia is one of the developing
countries classified as HIPCs. The external debt of the country which was 1344.7
million Birr in 1970 rose to 30212.7 million Bitr in 1996. These were about 151.8
percent and 1139.8 petcent of the export earnings of the Ethiopian respectively for
these years. External debt as a petcentage of GDP was 10.5 percent and 80.2 percent

for the year 1973 and 1996 respectively.?

In the year 2000, debt service due as percent of export was 56.3 while actual repayment
was only 25.2 percent. During the same year, debt as percent of export was 550.9 while
debt as percent of GDP was 92.3. In setvicing its external debt, Ethiopia has been put
in extremely distressed fiscal positions; the result was severely compressed

development budgets and a shrinking fiscal base for essential public services.

Duting fiscal year 2003/04, a total of Birr 659.4 million paid out to settle external loans
of which 60 percent for the payment of principal while interest payment accounted for
the rest balance (40 percent). As compared to the previous fiscal year, the amount of
external debt service payments increased by about 22 percent. During the same fiscal
yeat, Birr 677.9 million debt-relief (64.6 percent principal and 35.4 percent interest)

obtained from external creditors. As a result, the ratio of external debt setvices to

2 The debt to GDP and debt to export ratio for HIPCs in North Africa was 77.75 percent and 235
percent, respectively. The comparable figure for SSA was 188 percent and 345 percent respectively

(Alemayehu and Daniel, 1998:231).
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export earnings declined from 13.1 petcent in 2002/03 to 12.7 percent in 2003/04
(MoFED, 2004).

The country’s éxternal outstanding debt including arrears, as at end of fiscal year
2003/04, teached 7.2 billion USD (about 62.1 billion Birr), showed a 6.2 petcent
increase over the level of the preceding fiscal year. The increase mainly attributed to the
increase (by 9.5 petcent) contracted from multilateral organizations. As at the end of
fiscal year 2003/04, from the total external debt stock, the amount owed to multilateral
creditors stood at 65 percent while that of Paris club, the Non-Paris club and
commercial creditors stood at about 26 percent, 8 percent and 1 percent respectively

(ibid).

The ratio of external debt stock to GDP at current market prices, however, declined to
89.7 percent in 2003 /04 from 101.7 percent of 2002/03. Similatly, the ratio of external
debt-to-exports, declined from 1377.9 to 1336.7 percent during the same petiod.® Thus,
the country's external debt position said to be still unsustainable since the government
could not meet its external obligations in full without rescheduling its debt, seeking

debt relief or accumulating attears over the medium or long term.

In this regard, “The 3.3 billion dollar recent debt reduction, which Ethiopia secured,
would help to use for its development the financial resources that it would otherwise
pay to settle its debt” (Ihe Reporter Newspaper, May 5, 2004) Due to the debt
reduction, the 100 million dollar on average annually spent on debt-service could be

now used for financing development projects.

The debt butden creates uncertainty about the credibility and sustainability of reforms

and constitutes a potential threat to investment. If foreign investors find out that a

3 Calculated from the data obtained from National Bank of Ethiopia, Annual Report, 2002/03.
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country is highly indebted they would refrain from investing there. High debt stocks

can discourage investment.

It would be extremely difficult to attain long-run sustainable growth, if not impossible,
without addressing the debt ovethang problem. The channels through which debt
overhang translates into a drag on growth are multifaceted. First, the rising debt-service
ratios in the face of rapidly growing debt stock reduce the availability of resoutces for
initiating growth. Second, in the face of stagnating exports, rising debt-setvice
payments have entailed either payment defaults or a drain on scarce foreign exchange

needed to import machinery and inputs of production.

1.3 OBJECTIVES OF THE STUDY

The prime concern of this study is to focus on investigating the impact of Ethiopia’s

external debt on economic growth of the country. Specifically, the objectives are to:

1. Examine structure, type and composition of Ethiopia's external debt in three
different regimes

2. Identify the transmission mechanism of external debt influences on economic
growth of the country

3. Empirically investigate the link between external debt on economic growth in
Ethiopia using time seties estimation method

4. Draw policy implications based on the findings of the study for macroeconomic

management of external debt situation.
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1.4 SIGNIFICANCE OF THE STUDY

So far, little has been done on the impact of foreign debt on economic growth in
Ethiopia. But, a numbet of studies have been undertaken based on cross-countty
analysis of less developed countties (LDCs). Cross-country analysis is an approach in
which each countty is treated as a sample point assuming that the impact of foreign
inflow is constant across countries, that is the same in all LDCs.# Most studies in this
area consider only a small number of explanatory vatiables in trying to establish a
statistically significant relationship between debt and growth. Howevet, economic
theory doesn't provide a complete specification of which variables are to be held
constant when statistical tests are petformed on the relation between debt and growth
(Cooley and LeRoy, 1981). For instance, Ajayi (1991) on Nigeria, Koussy and Bohoun
(1993) on Ivoty Coast and Befekadu (1992) on Ethiopia and a host of othets.

However, most of these studies used models that are largely ad hoc.

One of the basic significance of this study is that it employs an econometric model
with strong theotetical underpinnings that relate external debt and growth. Second,
given the dearth of empitical studies on the relationship between debt and economic
growth in Ethiopia, and the growing concern of the subject of debt, it would be useful
to explore the aforementioned issues and come up with result that would help in the

policy building up of the Ethiopian economy.

Thus, the outcomes of this study may be used to fill this gap through analyzing the
impact of external debt butden on economic growth. The empitical findings of this

study ate also expected to have insightful implications for policy.

4 See the literature review section for detail explanations for the differences between cross-section and
time series studies and the methodology adopted for the case of Ethiopia.
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1.5 WORKING HYPOTHESIS

The high level of debt to GDP ratio in Ethiopia has contributed negatively to growth.
This hypothesis is developed supporting the idea that debt service payment obligation
implies the bortower countty has to forgo a certain amount of purchasing power which

could have otherwise been used for investment and hence economic growth.

1.6 SCOPE AND LIMITATIONS OF THE STUDY

The study would explote the possible ways through which external debt burden affects
growth and also inspect the ditection and examine the transmission channels of this
relationship. To achieve this objective, the petiod range from 1963/64 to 2003/04 is
chosen. The petiod begins in 1963/64, a date chosen not only the appearance of dark
spots on the economy but also because it matks the beginning of the country’s
indebtedness. In addition, the whole period is chosen because published data was

available for all the variables involved in the model.

The results of this study could be limited by the quality of the data series available. As a
result of the difficulties in obtaining quality data, more than one source was sometimes
employed to obtain the data seties. This limitation arises from the problem of
inconsistency of data as reported by different institutions. Even data from the same
institution shows diffetent figures for the same year. Besides, some important variables
were missing ie. difficult to get all the acquired variables either from domestic or
international soutrces. With this regard, thete is no data available for national consumer
price index (CPI), which can be used to calculate inflation rate. The Addis Ababa CPI
is used as a proxy for the national CPI. The Addis Ababa CPI has one problem that

there are two series with two series with two different base years (1963 and 2000).
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1.7 ORGANIZATION OF THE PAPER

In order to catry out the above mentioned objectives, the remainder of the paper is
structured as follows: Chapter two provides the factual information relating Ethiopian
external debt scenatio and summarizes macroeconomic performance of the Ethiopian
cconomy. Chapter three is devoted to a brief review of theoretical issues and empirical
evidences relating external debt and growth. In chapter four, an empirical analysis
relating the link between foreign debt and economic growth and estimated results are
presented. The last chapter wraps up the study by offering conclusion and forwarding
policy recommendations based on the findings obtained from the analysis. The paper
also contains appendices which present an extensive data on Ethiopian external debt.
The figures in the text of this paper ate rather brief and are extracted from the

appendices.
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CHAPTER TWO

MACROECONOMIC PERFORMANCE OF THE
ETHIOPIAN ECONOMY

2.1 REAL GDP AND ITS SECTORAL CONTRIBUTION

According to the Wotld Development Indicators 2003, with gross national income per
capita of USD 100 in year 2001, Ethiopia was ranked 206 exceeding Democratic
Republic of Congo (one with gross national income per capita of USD of 80) (World
Bank, 2003). This is a very low figute even compared with other developing countties.
Using the conventional measure of poverty (1 USD a day), about 44 percent of
Ethiopia’s population falls under the poverty line, which is close to the African average
but very low by LDCs standatds. According to World Bank Development Indicators
(2004), if one uses the 2 USD a day measute, the percent of population that falls under
the poverty line exceeds 80 petcent. By any standard, the country is one of the poorest

nations in the wotld.

During the Imperial era, the economy had been growing at a linear growth rate of 4.1
percent pet annum while population and per capita income was growing by 2.3 percent
and 1.8 percent per annum, tespectively. Even though agriculture had a great shate to
GDP (i.e. 60.8 percent), it accounted only 31.2 percent of the growth of GDP. In the
same period, the values added in the agricultural sector were growing by 2.1 percent

while the other sectotrs were growing by more than 6.8 percent pet annum.

10
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The performance of the Ethiopian economy during the Derg 3 period has been
unsatisfactory on account of civil wat, trecurtent drought, high population growth and
inappropriate economic policy and management. The average GDP growth for the
Derg period was 1.9 percent per year compared with an average population growth of
2.8 percent per annum that leads to a decline in per capita income. Duting that petiod
(1974/75-1990/91), the growth petformance of the economy was dismal. In this
period, the GDP growth rate of 2.1 percent per annum was not even enough to keep
the level of per capita income constant with a population growth rate of 2.8 per

annum, per capita income declined by about 0.7 percent (Alemayehu, 2002).

Post 1991, the new regime adopted typical structural adjustment policies with the
supportt of the Bretton Wood institutions. Therefore, in terms of economic policy, this
period witnessed a matrked departure from the previous ‘Socialist’ system of command
economy that represses private sector. As a result, during this period, relatively good
economic performance is recorded though it expetienced fluctuations. On the average,
the economy and per capita income have been growing by about 5.04 and 2.06 percent
per annum respectively during 1991/92-2000/01. If there had not been frequent
drought and the Eritrean regression of May 1998, the growth rate of GDP would have
been expected to be higher (Befkadu and Bithanu, 2000/01).

Ethiopia’s real GDP growth rebounded strongly by 11.6 petcent during 2003/04, as
agricultural production recovered fully from the drought-affected levels of 2001/02—
2002/03. Real GDP declined by 3.8 petcent in 2002/03 following modest growth in
2001/02 (See figure 2.1). The drought in 2001/02-2002/03 was the most severe since
1984/85, with cereal production declining by 6 percent in 2001/02 and 26 percent in

5 Derg is an Amharic word for military group. Throughout the paper, the terms Derg, socialist and
military regimes are used interchangeably.

11
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2002/03.6 As a result of food shottages, inflation accelerated to 15 percent in 2002/03
from negative 7 petcent in 2001/02, although core inflation remained stable at around
3 percent, consistent with core inflation projected at the decision point (NBL,

2002/03).
Figure 2.1 Real GDP Growth Rate
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This dismal petformance is reflected in all sectors except for the service sector. Duting
1980/81-1990/91 agricultural production grew by a mere 2 percent per annum while
industry and distributive setvice grew by 0.75 percent per annum on average. Duting
this period, aggregate expenditure exceeded GDP by 6 percent that is higher than
under per 1974 petriod average by 5 percent. This is mainly due to the expansion of
public sectors as the result of socialist ideology that encouraged expenditure on public

enterprises, state farms expansion and civil war.

The growth rates in the real GDP can also be looked from its sectoral components. In
1997/98 and 1998/99 the poot petformance in the agricultural sector owning to the
drought which severely affected the agticultutal sector lowered the share of agriculture
in GDP significantly. As a result, real GDP fell by 1.4 percent. Since 1998/99,

however, real GDP recovered and recorded increase of 6 percent over the preceding

6 For more details, see IMF Country Report No. 03/272 (9/11/2003) and IMF Country Report No.
04/65 (3/18/2004).

12
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year. During the fiscal year 1998/99 7 industty grew by 8.6 percent which was mainly

due to the 20 percent increase in the large and medium scale manufacturing. Despite

the impressive growth recorded in the 1998/99, the contribution of the industrial

sector remained almost constant at about 11 percent over the years except in 2000/01

when it declined to 6.7 petcent. On the other hand, the share of setrvices sectors

(distributive and other services), at 44.4 percent of the total GDP in 1998/99, showed a

jump, though still lower than agricultural sector (See Table 2.1 below).

Table 2.1 Growth rates in real GDP and its components in percent (1991/92-2002/03)

Year Growth agriculture industry Distributive Other services

rate of service

real As % | Growth | As% | Growth | As% | Growth | As % | Growth
GDP of rate of rate of rate of rate
GDP GDP GDP GDP

1991/92| -3.7 56.5 2.7 9 -7.1 12.1 -2.5 22.4 5.2
1992/93 12 545 6.1 10.4 28.5 132 222 25 14.8
1993/94 1.7 50.7 -3.7 10.9 7 13.8 6:2 24.7 9.2
1994/95 5.4 49.7 3.4 11.2 8.1 13.9 6.4 252 i
1995/96 | 10.6 51.5 14.7 10.6 5.4 13.7 9 241 5.9
1996/97 5.1 50.9 3.4 10.5 2.8 14 7.7 24.5 6.4
1997/98 -1.4 459 -10.8 10.9 2.4 15.1 5.6 28 15.1
1998/99 6 449 3.8 11.1 8.6 16.7 3.5 29.2 10
1999/00 5.4 43.6 2.2 10.7 1.8 15.04 7.5 30.6 10.5
2000/01 7.7 45.1 11.5 10.5 5 14.7 5.2 29.7 4.5
2001/02 1.2 43.2 -3.1 10.9 51 15.2 4.4 30.7 4.7
2002/03 -3.7 39.4 -12.2 11.9 5.6 16.3 3.3 324 1.4
average 3.85 48 1.05 10.7 6.1 14.5 6.5 25.4 6.9

Source: MoFED, 2004

As is the case in most developing countties, agriculture remained to be the key factor

contributing the lion’s share to total output. Dominance of the sector is still feasible as

7 The Ethiopian fiscal year runs from July 8 to July 7 of the following year.

13
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it accounts for about 45 percent of total output and employs 85 percent of the total
population and contributes to more than 95 percent of the country’s export earnings.
Although not dynamic, as shown in Table 2.1, a significant shift was obsetved as its

share has declined from 70.2 percent in 1960s to 39.4 percent very recently.

The huge drop (30.8 petcent) in the share of agricultural output was counterbalanced
by 24.2 petcent inctease in service sector and 2.4 percent increase in industrial sectot.
Such a slight inctease in the shate of industtial output over a long period is indicative
of how stagnant and import dependent the economy is. The service sector, which took
the leading position curtently, is conttibuting 48.7 percent to total output and its
growth performance is also exciting. Among service sectors, the share of other setvices
sub-sector has grown by 20.6 petcent over 1960s to 2002/03, while distributive
services has showed only a slight progtess which is attributed to expansion in

education, health, banking and insurance services.

2.2 TRENDS IN SAVING AND INVESTMENT

Gross domestic saving (GDS)8 as petcent of GDP was reasonably steady over time
reaching 13 percent in the last years of the Imperial regime. During the Derg regime,
though the Socialist State was supposed to increase savings by increasing taxes on
luxuries commodities and introducing mechanisms to increase savings from working
people, the rate of saving was quite low. Moreover, there was a tremendous fluctuation
in saving ranging from a high of 12.5 percent in 1987/88 and a low of 3.4 petcent in

the last year of the Derg regime.

On the average, GDS as petcentage of GDP for the last 10 years of the Derg period

was 7.1 percent pet annum. Thus, domestic saving was quite low not only in

8 Tt is given as a sum of private savings and public savings.

14
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compatison with the pre-tevolution period, but also in view of the countty’s
investment demand. When we see the petformance of GDS to GDP ratio during the
1992/93-2000/01 the sign of tecovety is obsetved being 8.0 percent of GDP on
average.? On the average in Ethiopia the ratio of GDS to GDP has been lowered
compared with the SSA which on average had been 16 percent and 14 percent in 1970s
and 1991 respectively (World Bank, 1993).

In the 1960s, total investment was growing at an annual compound growth rate of 5.3
percent and in 1970s it was 9.9 petcent. The growth rate reached 14.6 percent in the
1980s. In the last period of the Derg regime, howevet, it became negative as the result
of severe misguided economic policy prevailed in the entire period and particularly

because of the height of political ctisis and the devastating war of the period.

During the period 1991 /92-2000/01 the ratio of total investment to GDP was 17.2
percent which showed an increasing trend due to the relatively conducive envitonment
that is institutional shift from public to ptivate that favours the post reform period of
the current government. In genetal, investment has showed a slight progress and
grown by 3.3 petcent over the last four decades. The recent investment record of 19.3
percent of GDP was compatable to low-income SSA averages of 20 percent and 17

percent respectively in the year 2001 (World Bank, 2003).

The difference between domestic saving and domestic investment, commonly called
resource gap, was 1.30 percent of GDP pet annum in 1960s, 2.23 percent in 1970s and
7.1 percent in 1980s. The gap magnified and reached about 9.7 percent of GDP
between 1991,/92-2000/01.

9 During the 1999/00-2000/01 the saving to GDP ratio is significantly reduced due to the war with
Eritrea and natural disaster witnessed across that time, especially 1998/99.
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2.3 PUBLIC SECTOR

The Ethiopian government fiscal position has showed a significant change over the last
four decades. The government budget, which was in surplus in 1950s and 1960s, has
adapted to continuous and growing deficit (MEDaC, 1999; Befekadu and Birhanu,
1999/2000). Compated to other Aftican countries like Kenya, Zimbabwe and Burundj,
the overall deficit including grant as petcentage of GDP is among the highest in
Ethiopia over the petiod. 1 Although domestic financing is equally important source of
financing, the switch to foreign ones in fear of negative consequences like inflation,
however, has resulted in growing debt burden, which was averaged to 96.9 petcent of

GDP over the period 2001/01 to 2002/03.

In Ethiopia it is quite clear that the government budget balance has never been in
surplus since 1970s. Moreover, the extent of the deficit has undergone significant
changes over the different petiods. Duting the period 1955-65 balanced budget were
maintained more or less while between 1965-74 deficits were kept small as the result of
fiscal conservatism. Afterwards a large and petsistently rising fiscal deficits were
sustained. ‘The budget deficit has also remained significant even after the introduction
of various reform programs in 1992/93. In 1999/00 government expenditure was
around 32 percent of GDP while total government revenue was 19.4 percent of GDP.
This clearly indicates that there is an excess of government expenditure over revenue,

which leads to huge budget deficit.

Tn 1998/99 and 1999/00 this fiscal deficit increased to 9.6 percent and 13.6 percent of
GDP, respectively. This is due to the break out of war with Eritrea in 1998 and the
natural disaster in the same year. In 2000/01 this figure decreased to 8.2 petcent of

GDP. Based on updated estimates, in 2003/04 the fiscal deficit (including grants) is

10 World Development Indicators 2000, CD ROM
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likely to be about 4.8 percent of GDP. In nominal terms, revenue sutpassed the
program tatget because of strong indirect tax receipts stemming from buoyant import
growth and improved customs administration, which more than offset lower-than-
projected direct taxes that reflected weak corporate profits following the drought of
2001/02. Moreover, donors provided mote external grants and less project loans, given
the vulnerable debt situation. The external current account deficit (including grants) is
estimated to narrow to 4 petrcent in 2003/04. However, deficits had been financed
from both external and domestic soutces. External sources include external borrowing
and grants while domestic sources include botrowing from banking system and non

banking sources.

2.4 EXTERNAL DEBT

The poot petformance of the Ethiopian economy has made external assistance a
prominent feature of the countty’s economic structure. Since 1974, at which Ethiopia
applied for loan from the IMF, the countty has frown more and more dependent on
external assistance and has reached a stage where it cannot function without it

(Befekadu and Birhanu, 1999/2000).

Ethiopia’s external debt has changed significantly in its magnitude, structure and
composition over the last quatter of the 20t century. To put it in a historical context,
the size of the debt and its composition has changed since the mid 1970s. During the
Imperial regime the size of the debt was modest. The magnitude of the debt in 1975
when the Imperial regime fell was only USD 371 million. But by the end of 1991, it
reached USD 8790 million. More than half (USD 4744 million or 54 percent) of the
total debt was contracted for defense putposes. Consequently, the major share (74.6
petrcent) of the debt was owed for bilateral creditors in which the Former Soviet Union

alone accounted for about 78 percent of the total bilateral debt. In contrast to the
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composition of the present debt, the share of Multilateral Institutions in the total debt

was only 16.8 percent during the previous regime (Teklu, 2000).

According to IMF figures, Ethiopia’s total debt stock at the end of fiscal year 2002/03
was about USD 6.8 billion (or USD 4.5 billion in net present value (NPV) terms). This
debt is huge relative to the size of the economy and the petformance of exports. That
is, this constitutes about 100 petcent of GDP or about 246 percent of exports. Even
after the scheduled debt relief under the initiative is applied, the IMF projects that
Ethiopia’s outstanding debt in NPV terms will be reduced to USD 3.9 billion or to

about 90 percent of the current GDP in nominal terms (Haile, 2005).

Ethiopia’s debt grew at an average rate of 13.18 petrcent duting 1970-74 (Imperial
regime). The debt service grew at 3.11 petcent duting this regime. Infrastructure was
given a major share in uftilizing the long- term debt, which constituted 100 petcent of
the total debt. During the second regime (1974-91), imptudent economic policies led to
inefficiencies in investments. As a consequence extetnal debt increased by 13.21
percent and the debt service by 7.18 perceﬁt.jDebt indicators have shown phenomenal
increase during this period (Table 2.2), while debt setvicing as a ratio of exports

declined by 1991.
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Table 2.2 - Summary of Extetnal Public Debt (in millions of birr)

External debt* 1991/92 | 1993/94 | 1995/96 1997/98 1999/00 | 2000/01 | 2001/02 | 2002/03
disbursed 6551.4 | 25722.2 | 27088 | 27916.88 | 44647.5 | 46268.8 52859'7 585291'8
undisbersed Na na na na na na na na

Drawings(gross) | 5664 | 23788 | 1611.3 | 10945 | 14324 | 27488.6 | 4613 | 3889.6

Repayment (1) -126.5 -400 -488.5 | -695.967 | -998.9 857.8 857.8 | -650.41

Debt servicing(2) 8374 1832.5 1714 1370.7 22277 | 1680.6 | 1680.6 | 1251.2

Principal 649.8 1417.8 | 1189.3 970.7 17482 | 1163.6 | 1163.6 781.9
Interest (3) 187.6 414.7 524.7 400 479.5 517 517 469.3
Debt service ratio 82.5 56.9 34.5 19.2 27.8 21.1 14.7 12.5
Ratio of external
. 4 2
debt to GDP (%) 315 90.8 714 62 86.1 89 103.4 102.9

*excludes state defense credits and ruble dominated debt
(1)-on cash basis; includes repayments of trust fund loans, and repurchase from IMF.

(2)-on accrual basis; includes repayments of trust fund loans, and repurchase from IMF.
(3)-includes IMF charge interest.

Source: National Bank of Ethiopia Annual Report 2002/03

During 1992 to 1998, the foreign debt of Ethiopia grew by 10.41 petrcent while the
debt service dropped by 25.03 percent. Out of the total debt during this period, the
long-term loan was 95.2 percent, the short-term debt was 4.23 percent and the IMF
credit was 0.56 percent. According to World Bank (1998) Ethiopia’s long term debt
incteased from 169 million USD in 1970 to 8843 million USD in 1991. This huge
increase was due to increasing public finance deficit and current account deficit during
the Derg regime. After the 1991 reform the external debt stock increased from 9003

million USD in 1992 to 9483 million USD in 1996.
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Figure 2.2 Trends in Total External Debt to GDF Ratio
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As noted above, Ethiopia is one of the severely indebted countries, 1 even by the
standards of HIPCs of Sub-Saharan Africa. Even though slightly decreased in recent
yeats, owing to some cancellation and rescheduling, and mainly due to the granted debt
relief amounting to USD 1.3 billion (in NPV terms) under the HIPC initiatives, the
remaining balance is still high relative to GDP. The largest shate of this debt is owed to
the World Bank Group (IDA). Specifically, out of the total stock of debt outstanding,

about 65 percent is owed to the IDA group of creditors.

To cope with its unsustainable debt, Ethiopia has been engaged in negotiations with its
creditors since 1992. Consequently, a total of USD372.89 million was agreed to either
be cancelled (USD 101.60 million) or tescheduled (the remaining USD 271.29

million).22 In addition to these ‘London Terms’ or ‘Enhanced Toronto Terms’, the

' The World Bank classifies countries on three levels: severely indebted; moderately indebted; and less
indebted. Countries are severely indebted if they have a debt/GDP ratio of 50 petcent ot more; a
debt/export ratio of 275 percent or more; and a debt service/ export ratio of 30 percent or more. Even
though the debt service/export ratio is low and has declined in the latter years for Ethiopia, the
country faces severe debt/GDP and debt/export ratios.

12 See Appendix II for the lists of countries that required Patis Club restructurings.
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second round negotiations with the Paris Club Creditors for debts contracted before
1989 resulted in debt reduction on ‘Naples Terms’. Accordingly, a 67 percent reduction
on the net present value of the eligible debt was applied, which resulted in a total debt
relief of USD 164.8 million (constituting 24.3 petcent cancellation and 75.7 percent
rescheduling). Owing to the HIPC initiative, recent IMF figures (IMF, 2004) show that
to date Ethiopia has benefited a debt relief amounting to USD 1275 million in NPV

terms.
Table 2.3 External Public Debt (In Millions of Birr)
Particulars 2000/01 2001/02 2002/03
Debt Outstanding®
Lender Total 46,268.8 52,9894.3 58,302.1
Multilateral 24,760.1 30,989.6 36,743.1
Bilateral 21,508.7 22,004.6 21,558.9
Debt Service
Costs 1,680.0 1,177.0 1,342.2
Principal, Repayments 1,163.6 750.8 893.1
Interest Payments 517.0 426.2 449.1
Debt Setvice Ratio (%)" 21.1 14.7 13.7
Arrears 345.6 83.5 Tl
Principal 260.4 83.0 2.8
Interest 85.2 0.5 4.3

* Outstanding as at end period
b Computed as a ratio of total debt service and total receipts from goods and non- factor
services

Source: NBE, Annual Report 2002/03

More than two thirds of the long term Debt is owed to bilateral creditors, with the
latgest proportion of USD 5.5 billion owed to Russia. Just over one quarter of long
term Debt is owed to multilateral institutions, mainly the Wotld Bank’s International
Development Association (IDA) and the African Development Bank, with a relatively

small amount due to private creditors ¥ (See Table 2.4).

1 Appendix IV presents debt owed to multilateral, non-Paris, Commercial and Paris Club creditors in
million USD.
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Table 2.4 Total Disbursement (in million USD)

Multilateral Bilateral
E.F.Y* IDA | ADB/F" | Others | Total Paris Non Total | Grand
Club P.C. Total
1983 74.3 62.5 17.3 154.1 323 46.3 369.3 523.4
1984 76 50.8 5.1 1519 135.5 23.3 158.8 290.7
1985 89.9 90.8 23 203.7 91.1 0.7 91.8 295.5
1986 2539 139.3 35.6 428.8 5 0.5 5.5 4343
1987 158.4 88.3 32 2787 2.3 1.5 3.8 282.5
1988 129.8 134.3 3.6 267.7 0 0.4 0.4 268.1
1989 64.4 74 25.7 164.1 49 0 49 2131
1990 79.7 58.6 10.3 148.6 T 0.3 8 156.6
1991 148.9 56.2 42.8 247.9 3.5 %1 10.6 258.5
1992 105.1 30.6 29.5 165.2 0 16.1 16.1 181.3
1993 262.5 26.3 242 313 0.3 8.6 8.9 321.9
1994 447.4 78.4 88.4 614.2 5.5 10.6 16.1 630.3
1995 389.1 22.3 437 4551 0 2.2 2:2 457.3
1996 230.8 45.1 23 298.9 0 213.1 213.1 512
Grand | 2510.2 957.5 404.2 3871.9 622.9 330.7 953.6 4825.5
Total

* Ethiopian Fiscal Yeat
® African Development Bank/Fund
Source: MoFED, 2004.

Reflecting the interim HIPC assistance by Multilateral and Paris Club creditors,

however, Ethiopia’s debt service burden has declined continuously from 21.1 petcent

in 2001/02 to 14.7 percent in 2001/02 and further to 13.7 percent in 2002/03. The

debt relief obtained under the enhanced HIPC Initiative assistance is expected to boost

spending on sectors that would have a strong positive effect on poverty reduction and

economic growth.

Multilateral Creditors

Recently the debt owed to multilateral creditors has exhibited significant increase. It

has increased from its level of USD1473.8 million (42 petcent of the total excluding the
Ruble denominated debt) as at end of June, 1992 to USD 2559.2 million (62 petcent of
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the total excluding the Ruble denominated debt) at the end of 1998, showing 57

percent increment over the years (See Table 2.5).

Among the multilateral creditors, the major ones ate the World Bank, patticulatly the
International Development Association (IDA) and the African Development Fund
(ADF). As at June 30, 2000, out of the total debt owed to multilateral creditors, USD
1758.7 million (62 percent) was owed to IDA. The rest USD 834 (29 percent) was
owed to the Africa Development Bank Group and USD 242.3 million (8.6 petcent)

was owed to the other creditors.

Table 2.5 External Debt Outstanding by Sources of Financing at June... (in MN USD)

Creditors 1996 1997 1998 1999 2000 2001 2002 2003

1. Multilateral | 2528.1 | 2566.1 | 2559.2 | 27022 | 27952 | 2929.0 | 3629.6 | 4246.5

2, Dilicig] 6948.6 | 6925.7 | 70403 | 7301.9 | 24829 | 24429 | 24853 | 24382
Bilateral

A. Paris Club | 7202 | 642.0 | 7280 | 7150 | 18685 | 18632 | 1888.8 | 1886.7
on ot which 12164 | 12689 | 1269.0 | 1268.9
Russia

B. Non-Paris | 5014 | 7117 | 7093 | 6039 | 6144 | 5797 | 5965 | 5515
Club

C. Russia

Tt Fovins 5507.0 | 5572.0 | 5603.0 | 5983.0

3. . 309.6 | 1440 | 1341 | 1265 | 1162 | 1068 95.1 86.5
Commercial

out of which

DAL 242.0 76.1 66.4 58.5 49.9 413 37.4

Total 9786.3 | 9635.8 | 9733.6 | 10130.6 | 5394.3 | 5478.7 | 6210.0 | 6771.2

* Ethiopian Air Lines Credit
Source: MoFED, 2004.

Official Bilateral Creditors
The group of official bilateral creditors consists of the Paris Club creditors as well as

the non-Paris Club Creditors. The debt owed to the group of creditors (excluding the

Ruble denominated debt) has declined from USD 1464.75 million in 1992 to USD
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1376.06 million in 1998. The debt relief obtained twice from the Paris Club Creditors
could explain this decline. When the Ruble denominated debt is included, official
bilateral debt in 1992 and June 30, 2000 would be USD 6713.97 million and USD 5230

million, respectively.
Official Paris Club Creditors

The major Paris Club Creditor of Ethiopia are Austria, Belgium, Canada, France,
Germany, Italy, Japan, the Nethetlands, Sweden, the Russian Federation, the United

Kingdom and the United State of America.

The total debt owed to these countties, as at June 30, 2000 amounted to US 1868.3
million, which is lower than the figure for the last fiscal year (USD 6560.7 million) by
USD 46924 million (71.5 percent). This remarkable decline can be mainly attributed to

the 80 percent up front discount the countty got from the Russian Federation.

In June 30, 2000 the most prominent ones in terms of volume of debt stock are Russia,
Italy and USA, which constituted about 66.1 percent, 18 petcent and 5.1 percent

respectively of the total Paris Club debt.

The relative shares of the Paris Club and the non-Patis Club Creditors in 1992 wete 52
percent and 48 percent respectively. The decline in the shate of the Paris Club creditors
over the years is due to debt cancellation and rescheduling, wheteas the increase in the
share of the non-Paris Club creditors is due to the increase in accumulated atrrears. The
1999 stock of debt at USD 10.2 billion was the highest ever recorded. Thereafter the
volume of debt continuously declined. By 30 June 2001 the volume has fallen to USD

5.6 billion.
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The Non-Paris Club Creditors

The non-Paris Club Creditors group includes the former Socialist countties of Eastern
Furope, namely, Bulgaria, Czech and Slovak Republics, Hungty, Poland, Rumania,
Yugoslavia as well as Algeria, Libya, Israel, India, Peoples Republic of China and

Peoples Democratic Republic of Kotea.

The total debt owed to these countries, which amounted to USD 702.41 million in
1992, has increased to USD 4,618.4 million in June 30, 2000. This amount tepresented
51.8 percent of the total bilateral debt and 17.4 percent of the total debt stock
(excluding the Ruble debt). Including Ruble, the share of non-Patis club creditors out
of bilateral and total debt would be 10.2 percent and 7.4 petcent, respectively. The
increase in the share of the non-Paris Club creditors is because of the inctease in the
accumulation of interest arrears. Out of the total debt owed to the non-Patis club
creditors, the highest amount, which USD 242 million or 39 petcent is owed to Libya,
followed by the former Yugoslavia USD 4124.2 million (20 petcent) and Notth Korea
USD 89.9 million (15 petcent).

Commercial Creditors

The share of commercial creditors as June 30, 1992 stood at about USD 603.69 million
(17 percent) of the total debt (excluding Ruble debt) of the countty. Out of this,
commercial credits amounting to USD 319.97 million (53 percent) of the total was
Ethiopian Aitlines credit. Over the years commercial credits have declined and at June
30, 2000 they reached USD 135.1 million (3.3 percent) of the total debt of the countty.

The main reason for the significant decline in the share of commercial credits was the
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debt buy-back operation undertaken in April 1996, # and by which a total amount of
USD 226 million, excluding USD 30 million interest, had been extinguished. Out of the
total commercial credits as at June 30, 2000, ctedit amounting to USD 67.7 million was
Ethiopian Aitlines credit, which is not eligible for the debt buy-back operation and the

rest USD 67.4 million commercial credit was not yet been settled by the operation.

In general, analysis of foreign debt in Aftica in general and in Ethiopia in particular
depicts that the bulk share of external loan comes from official soutrce, both bilateral
and multilateral as the result their respective share in debt stock is increasing over time.
Therefore, there is a need to provide debt-relief and rescheduling to countries like

Ethiopia and hence HIPC is a case in point.

2.5 THE HIPC INITIATIVE

Africa has not seen much debt relief over the yeats despite a lot of rhetoric in this area.
The best known of the mote trecent initiatives in the international economic
environment is the Highly Indebted Poot Countties (HIPC) Initiative. The initiative is
designed to provide debt relief for sevetely indebted countries with the belief that
‘without comprehensive debt relief, most of those countties would remain indefinitely
dependent on exceptional financing in the form of flow rescheduling of official
bilateral debt even with continued provision of concessional financing and theit pursuit
of sound economic policies’. This was to allow the poor countries to “exit, once and
for all, from the rescheduling process” and to resume “normal relations with the
international financial community, characterized by spontaneous financial flows and

the full honoring of commitments.” The multlateral lenders for the first time would

1 Debt buy-back refers to entering the secondary market to buy debt that is trading at price below face
value. The purpose is to wipe out debt by buying at discount prices in the secondary market.
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“take action to reduce the burden of their claims on a given countty,” albeit conditional

on good policies in the recipient countties.1s

Launched in 1996, the initiative marked for the first time that multilateral, Paris Club,
and other official bilateral and commercial creditors united in a joint effort to reduce
the debt stock of the world’s most-disttessed poor countries. Accordingly, central to
the initiative is the debtor country’s continued effort toward macroeconomic
adjustment and structural reforms. To this end, the Paris Club at the same time agteed
to go beyond Naples Terms and provide an 80 percent debt reduction in net present
value terms. By September 1999, debt relief packages had been agreed for seven poor

countries, totaling more than USD3.4 billion in debt relief in net present value terms. 16

The IMF and World Bank classified 41 countries as highly indebted poor countries
(HIPCs).77 The countties are Angola, Benin, Bolivia, Burkina Faso, Burundi,
Cameroon, Central African Republic, Chad, Congo (Dem. Rep.), Congo (Rep.), Cote
d’'Ivoire, Equatorial Guinea, Ethiopia, Ghana, Guinea, Guinea-Bissau, Guyana,
Honduras, Kenya, ILao PDR, Libetia, Madagascar, Malawi, Mali, Mautitania,
Mozambique, Myanmar, Nicaragua, Niger, Rwanda, Sao Tome and Principe, Senegal,

Sierra Leone, Somalia, Sudan, Tanzania, Togo, Uganda, Vietnam, Yemen and Zambia.

Since 1996, the original group of 41 HIPCs has gone through some changes. Nigeria

was soon ruled ineligible and eliminated, as it also botrowed from the Wotld Bank’s

15 For further information on the HIPC initiative, g0 to:
hu.p:/ ,"'\\-‘w\v.il.zbﬂeeplus.org_r/hipc/whﬂ[‘ is_hipc.hum

16 World Bank, 1999 and the web site www.wortldbank.org/hipc. The seven countries are Bolivia,
Burkina Faso, Cote d'Ivoire, Guyana, Mali, Mozambique, and Uganda. According to the Bank’s web
site, in addition “Ethiopia, Guinea-Bissau, Nicaragua, Mauritania and Tanzania have completed a
preliminary review and could qualify for billions more in debt relief.”

17 See the World Bank web site www.worldbank.org/hipc. See also IMF (1997).
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non-concessional window, the International Bank for Reconstruction and
Development (IBRD). In 1999, Malawi was included and in the summer of 2000,
Gambia was added as well. Equatorial Guinea was declassified as a HIPC in early 2000,
as, with the onset of oil production, GDP levels rose above those required for IDA-

only assistance.

Ethiopia is one of the eligible countries for the Initiative and currently the Ethiopian
government has submitted the Interim Poverty Reduction Strategy Paper, which is one
of the requirements of the initiative. Accordingly, Ethiopia has reached a decision point
enhanced HIPC relief in Octobet 2001. The total amount of debt relief is estimated at
amount 1,930 million, which accounted for 36 percent of the nominal debt stock as at

July 7, 2001.

Phase one of HIPC required a 3-year record of compliance with an IMF programme
that leads to a decision point. Acceptance at this stage required countties to show they
were beyond debt sustainability by having a debt service ratio of 20-25 percent of
exports and a present value of debt to export ratio of 200-250 percent. This entitled
them to a two-thirds reduction of all external debt stock. In Phase 2, another three
yeats of an IMF programme and an acceptance into the category was expected to lead

to 80 percent reduction in debt stock.

The enhanced HIPC initiative 18 provides for countries to continue to borrow even as
they receive debt relief in order to settle other obligations in the pursuit of poverty-
reduction goals. The main issue is how to make debt relief growth enhancing in order
to facilitate the achievement of sustained poverty- reduction. It is suggested that debt-
relief is recognized by creditor countties as additional to new and increased ODA with

a focus on enhancing and sustaining both growth and poverty-reduction explicitly.

18 The Enhanced HIPC initiative flow chart is presented in Appendix III.
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non-concessional window, the International Bank for Reconstruction and
Development (IBRD). In 1999, Malawi was included and in the summer of 2000,
Gambia was added as well. Equatotial Guinea was declassified as a HIPC in early 2000,
as, with the onset of oil production, GDP levels rose above those required for TDA-

only assistance.

Ethiopia is one of the eligible countries for the Initiative and currently the Ethiopian
government has submitted the Interim Poverty Reduction Strategy Paper, which is one
of the requirements of the initiative. Accordingly, Ethiopia has reached a decision point
enhanced HIPC relief in October 2001. The total amount of debt relief is estimated at
amount 1,930 million, which accounted for 36 petcent of the nominal debt stock as at

July 7, 2001.

Phase one of HIPC required a 3-year record of compliance with an IMF programme
that leads to a decision point. Acceptance at this stage required countries to show they
were beyond debt sustainability by having a debt setvice ratio of 20-25 percent of
expotts and a present value of debt to export ratio of 200-250 percent. This entitled
them to a two-thirds reduction of all external debt stock. In Phase 2, another three
yeats of an IMF programme and an acceptance into the category was expected to lead

to 80 percent reduction in debt stock.

The enhanced HIPC initiative ¥ provides for countties to continue to borrow even as
they receive debt relief in order to settle other obligations in the pursuit of poverty-
reduction goals. The main issue is how to make debt relief growth enhancing in order
to facilitate the achievement of sustained poverty- reduction. It is suggested that debt-
relief is recognized by creditor countties as additional to new and increased ODA with

a focus on enhancing and sustaining both growth and poverty-reduction explicitly.

18 The Enhanced HIPC initiative flow chart is presented in Appendix IIL
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Making debt-relief pro-growth requitres that relief should come early rather than later.
Presently, there is a tension between the desite for quick debt relief and the
requirement to produce comprehensive country-owned poverty-reduction strategies,

which take quite long to prepare.

With the resumption of sound mactoeconomic management and structural reforms,
and after completion of an intetim poverty reduction strategy, the Executive Boards of
IDA and the IMF agteed in November 2001 that Ethiopia had met the conditions for
the decision point under the HIPC Initiative framework, and defined the conditions for
reaching the floating completion point?® Based on end-2000/01 data, the debt
sustainability analysis at the decision point indicated that debt relief of USID1.3 billion
in net present value (NPV) terms was required under the enhanced HIPC Initiative, to

lower the NPV of debt-to-exports ratio to 150 percent.

In the opinion of the staffs of IDA and the IMF, Ethiopia has made sufficient progress
to reach the completion point under the HIPC Initiative. Ethiopia has prepared and
satisfactorily implemented for a yeat a poverty reduction strategy paper (PRSP), and
maintained a sound track record of macroeconomic management. This performance
was achieved despite Ethiopia having been adversely affected by a severe drought and
continued decline in coffee export prices. Progtess with structural reforms has
continued, and Ethiopia has achieved all the floating completion point triggers except
those on public expenditure management, agriculture, and education. The government
has made satisfactory progress on the remaining triggers, which justifies its request for

waivers to reach the completion point.

19 See www.imf.org, Ethiopia - HIPC Decision Point Document for the Enhanced Heavily Indebted

Poor Countties (HIPC) Initiative (10/15/01), and IDA/R2001-0168 (11/06/01).
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Eithiopia reached its completion point under the enhanced HIPC Initiative in April
2004 and is expected to receive debt relief of USD 1.3 billion in NPV terms
(approximately USD 3.3 billion in nominal terms) as well as USD 0.7 billion in NPV
terms in topping-up assistance. At completion point, the end-2003 NPV of debt-to-
exports ratio after additional bilateral relief and topping up was estimated at 150
percent. The ratio peaks at 216 percent in 2006 before modestly declining over the
medium term to 206 percent in 2010. This profile reflects an increase in the NPV of
debt after full provision of relief, explained mainly by expected new debt disbursements
in the years following the completion point. The debt-service ratio is projected to
decrease from 7.7 percent in 2004 to 6.9 percent by end-2010. The relatively modest
debt service level over the medium term reflects the impact of concessional new

lending.

Creditors representing 92 percent of total HIPC Initiative debt relief estimated at the
decision point have given satisfactory financing assurances. Patis Club creditors have
agreed in principle to provide assistance under the enhanced HIPC Initiative on
Cologne terms. Non-Paris Club bilateral and commercial creditors are expected to
provide treatment comparable to that of Patis Club, howevet, as of June 2004 only
Bulgaria, Hungary, and Poland have indicated their intentions to provide HIPC relief.
The Ethiopian authorities will continue their effort to obtain HIPC Initiative relief

from creditors that are not yet participating in the Initiative (See Figure 2.3)

30



The Impact of External Debt on Economic Growth. ..

Figure 2.3 Fthiopia: Composition of External Debt in NPV Terms 1/
(n millions of LS. dollars)
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Thus far, attempts to end the LDCs’ everlasting cycle of poverty, aid dependency and

unsustainable debt levels, have failed. As it curtently stands, it is unlikely that the
enhanced HIPC Initiative will achieve even its limited aim of offering an exit from the
rescheduling process. More impottantly, it is unlikely to release sufficient resoufces to

tackle poverty in LDCs.

There are three main reasons for this. First, as indicated above, several L.LDCs with
significant debt burdens ate not included in the initiative. The problem is, first of all,
that the threshold levels to measure debt sustainability are arbitrary and still too high.
Another, more important problem is that sustainability is defined in economic terms
and not in terms of human and social development, in spite of the fact that there is
broad consensus in the international community that debt needs to be seen in a
broader context and that the human development perspective must be incorporated in

the HIPC Initiative.

The second main reason why the HIPC Initiative is not likely to reach its goal is that
the debt reduction on offer is probably too small. Zambia and Niger will actually pay
more after the initiative than they did before. For five out of sixteen HIPC-LDCs for
which data are available, the NPV of their debt level in 2005 is still above the IMI and
Wortld Bank threshold ratio of 150 per cent. In addition, some countries will see large
fluctuations in debt servicing, followed in most cases by significant drops in the
following years. Furthermore, after 2005, debt setvice levels start rising again. For
eleven out of the thirteen HIPC-LDCs, for which post-2005 debt service data ate
available, debt service starts to increase after 2005 and for nine HIPC-LDCs, future
levels are far above present debt setvice levels. The fact that all HIPC-LDCs are
projected to have sustainable debt levels in 2018 cannot be attributed to declining debt

levels, but to improved economic petformance. As has been the case in the past,
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however, the projections ate very optimistic, and thete is a real risk that in the long run,

most HIPC-LLDCs will be back to whete they are now.

The third problem is the piling up of different sets of conditionalities. The introduction
of the poverty reduction strategy paper (PRSP) as a condition for debt relief not only
involves a change of emphasis, but also an extension of policy conditions. In addition
to traditional macroeconomic and structural reforms, the country must also implement
a number of agreed social development policies. This delays the road to the completion
point, the point at which countries receive unconditional and irrevocable relief.
Moreover, the linkage between the HIPC Initiative and the poverty reduction strategy
(PRS) also erodes the quality of the PRS, as countries are in a rush to enter the

initiative.

To summatize, the HIPC initiative has come to gtips with three basic problems:

i) ‘The debt is owed by impovetished governments, and therefore should be based
on the HIPC governments’ capacity to pay, not on arbitrary numerical
guidelines related to exports, which have little if anything to do with the
countries' fiscal position or ability to pay;

i) Most HIPC governments have no capacity to tepay debts in view of the urgent
social crises that they must confront. These governments are in fact in need of
large net resoutce transfers from the rest of the world,

iii) Under current arrangements, debt service burdens are imperfectly offset via new
loans, grants, rescheduling and outright arrears. The instability, unpredictability,
and time consuming nature of these rollover mechanisms contribute to the
incapacity of HIPC governments and the international community to formulate

long-term solutions to the pressing social crises in the HIPC countries.
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CHAPTER THREE

EXTERNAL DEBT AND ECONOMIC PERFORMANCE:
LITERATURE REVIEW

3.1 THEORETICAL LITERATURE
3.1.1 THE NEED FOR EXTERNAL FINANCE

The crucial role of capital in the production process is well known. According to
Nurske, there was a vicious circle of poverty, which could be broken by increasing
savings. The role of increased savings in facilitating capital accumulation was advocated
by Arthur Lewis (1954) and Rostow (1985). It was noted that the volume of savings in
developing countries was too low on account of the low income and, therefore,
domestic savings should be supplemented by foreign resources. At the end of the
1940s the flow of capital to developing countries was negligible. This shifted the issue
from whether external resoutces are useful to developing countties, to how much was

sufficient to help them realize their growth potential (Befekadu, 1992).

As the development efforts in most of the poor countries involve investments that are
greater than their domestic savings, foreign finance in the form of external debt
becomes absolutely necessary. Chenery and Strout (1966) feel that this finance in the
form of aid contributes to growth by relieving some of the potential bottlenecks of
savings and foreign exchange. Howevet, many debt-ridden African nations witnessed
slow growth in the late 1970s and early 1980s. This slow growth resulted in wide spread

poverty and inability to honor the foreign liabilities incurred.

Chenetv and others concluded that "in the short run, the effectiveness of external
Ty 5

resoutces depends on their use to relieve shortages of skills, savings and imported
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commodities “while the long run fate of these countries depends on “the use that is
made of the initial increase in the output.” That notwithstanding, both economists and
policy malkers have had doubts about the beneficial impact of foreign resources on the

economies of developing countties, especially since 1970s (Claessens e a/, 1996).

FEconomic theory suggests that reasonable levels of borrowing by a developing country
are likely to enhance its economic growth.E Countries at eatly 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

increase and allow for timely debt repayments. :

Thus, some considerations suggest that, at reasonable levels of debt, further borrowing
would be expected to have a positive effect on growth. Others stress that large
accumulated debt stocks may be a hindrance to growth. Both these elements together
imply that debt is likely to have nonlinear effects on growth. External debt has an
inverted U-relationship with growth. The effect is initially positive, but as debt ratios
increase beyond point A, debt eventually slows growth. When debt reaches point B, the

overall contribution of debt tutns negative (See figure 3.1 below).

Turning to the effects of large external debt on growth, there are both direct and
inditect channels (Elbadawi et al, 1996). In the direct channel, debt accumulation
expressed as a ratio of debt to GDP stimulates debt initially, while past debt
accumulation (debt overhang) impacts negatively on growth. These two channels
produce a debt-Laffer curve, which shows that there is a limit at which debt
accumulation stimulates growth. When this limit is reached further debt accumulation

impacts negatively on growth. The third channel works through a liquidity constraint
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where debt service payment obligations reduce export carnings available for

expenditures and thus impacts negatively on growth.

Figure 3.1

Stylized shape of the non-linear relation hetween debt and growth

Gentribution of debt to annual
per-capita output growth
(in percent)
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Source: Authors’ own calculations.

Notes: HIPC denote highly indebted poor countries; NPV denotes net present value.

There ate also a few models that combine both these elements and imply that debt may

have nonlinear effects on growth. Cohen (Cohen and Sachs, 1986; Cohen, 1993)

presents an endogenous growth style model where capital accumulation is the sole

force driving growth.

3.1.2 AFRICA’S DEBT CRISIS AND ITS ORIGIN

External debt is a central feature of economic crisis for a growing number of African

countries. The size of a given country’s debt is not the impottant issue; the ability to
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service that debt is. Although African debt is very small by world standards, the ability
of these countries to service it is very low. Africa’s total debt in 1983 was less than that

of Brazil alone and only slightly larger than that of Mexico.

Worldwide events in the 1970s and 1980s - particulatly the oil price shocks, high
interest rates and recessions in the developed countries, and then weak primary
commodity prices — are usually referred to as the major contributors to debt explosion
in the developing countries (IMF, 2000). “The external debt ctisis of Sub-Saharan
Aftica, like its Latin American counterpart, is not yet over. A significant number of
countries in SSA have, in general, adopted a development strategy that lies heavily on
foreign financing from both official and ptivate sources. This, unfortunately, has meant
that for many countties in the region the stock of external debt has built up over recent

decades to a level that is widely viewed as unsustainable.

Relative to exports and economic activity (measuted by the GNP), SSA’s debt is the
highest of any tregion in the wotld (Klien, 1987; Iyoha and Iyare, 1994; 1LO, 1995).
According to the ILO (1995:3),

Africa’s external debt is the highest in the world as a proportion of GDP; some
countries in the region are spending more than half of their excport earnings to service
Joreign debis. The debts of many African countries are so large in relation fo their
foreign exchange earnings potential that would be impossible to pay them off even if
growth resumed and was sustained at unrealistically high levels. Largely as a
consequence of debt servicing, flow of capital from Africa is significantly more than

Slow of new capital to the region.

The external indebtedness of African countties is becoming more acute for a number
of reasons (Ajayi and Khan, 2000). First, the external debt is enormous relative to the

size of the economy and has led, in many cases, to capital flight and the
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discouragement of investment, especially private investment. Second, debt servicing
payments absorb a major propottion of expott eatnings and eat significantly into the
funds that could be used to provide essential facilities to improve the welfare of a
country’s citizens. Third, debt burden threatens not only the execution but also the
prospects of success of adjustment programs. Fourth, given the time spent on extetnal
debt negotiations and its management, debt has a negative impact on an economy’s

overall growth and growth prospects.

The growth of foreign debt in the 1970s and 1980s can be traced to a combination of
internal and external factors. For example, in the 1970s, on the demand side there was
a pressing need in oil-importing developing countries for foreign exchange in order to
finance balance of payment deficits and public projects following the increase of oil
price in the 1970s (Avery, 1990). Coupled with other domestic factors, such as, high
trade and budget deficits, low savings rate, and poor project selection by donors
exacerbated the dependence on external debt. On the supply side, the recessionary
conditions in the developed countries forced the international banks to recycle their
huge petro-dollar deposits in the developing countries (Bernal, 1987; Afxentiou and
Serletis, 1996). This decision by the banks was also aided by the high interest rates in

the developing countries.

On the other hand, the debt ctisis in the 1980s was not only fucled by the over
borrowing of the eatlier years but was also caused by general domestic mismanagement
and of certain external factors including, but not limited to, the deterioration of the
terms of trade of borrowers and an increase in treal interest rates (IKrueger, 1987 and
Afxentiou and Serletis, 1996). The factors behind the increase in the external debt

burden in the developing countries ate varied and interrelated.

However, a number of studies in the literatute have summarized these factors to

include, but not limited to, (1) exogenous factors, such as adverse terms of trade
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shocks; (2) the absence of sustained adjustment policies, patticulatly when facing
exogenous shocks, which gave rise to sizeable financing needs and failed to strengthen
the capacity to setvice debt; this includes inadequate progress in most cases with
structural reform that would promote sustainable growth of output and exports; (3) the
lending and refinancing policies of creditors, particularly lending on commetcial terms
with shott repayment petiods by many creditors in the late 1970s and eatly 1980s and
non-concessional rescheduling terms for most of the 1980s; (4) the lack of prudent
debt management by debtor countries, driven in patty by excessive optimism by
creditors and debtors about the prospects for increasing export earnings and thereby
building debt-servicing capacity; (5) lack of careful management of the currency

composition of debt; and (6) political factors, such as civil war and conflict.??

There are various explanations in the literature about the causes of SSA debt crisis. In
this paper a btief look at is made only to the explanations provided by the World Bank.
'The World Bank Report argues that an inadequate government policy in SSA countries
is the major causes of their debt ctisis in the 1970s. It emphasized over-valued
exchange rates, inappropriate pricing policies, excessive state intervention and policies
of import substitution. The teport concentrates on three policies that it considers to

have been the main impediments to economic growth.

First, inwatd-otiented SSA economies atre characterized by import substituting
industries, discriminatory taxation of exports and appreciating real exchange rates. This
economies face problem of adjustment when they encountet balance of payment

difficulties. The net result is, therefore, deflation and slower growth.

Second, it is atgued that there is excessive state intervention in SSA economies.

Moreovet, the economy is dominated by technically incompetent governments and

20 See Brooks et al (1998) for a detailed discussion on this issue.
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public sector. This leads to the efficiency of the economy due to lack of
competitiveness and bad planning on the one hand and creates wrong decision making

on the other hand due to the incompetence government and public sector.

The third policy problem according to the bank is the bias against agticulture. This is
due to, first, highly protective policies in SSA countries raise the cost of imported
inputs and lower the tetutn on export and impott competing goods. Second, excessive

and inadequate state intervention has diverted resources away from agriculture.
3.1.3 THE IMPACT OF EXTERNAL DEBT ON GROWTH

Because of the above macroeconomic implications of debt burden the issue of debt
crisis must get considerable attention. The scope of debt overhang is much wider in
that the effects of debt do not only affect investment in physical capital but any activity
that involves incutring costs up-front for the sake of increased output in the future.
Such activities include investment in human capital (in terms of education and health)
and in technology acquisition whose effects on growth may be stronger over time.
How a debt ovethang discourages private investment depends on how the government
is expected to raise the resources needed to finance external debt setvice and whether
private and public investment are complementaty. For example, if a government
tesorts to inflation tax or to a capital levy, private investment is likely to be

discouraged.

It is generally accepted that a large debt stock can impair development, but there is less
agreement on how this impact might occur, patticularly in the case of highly indebted
poot countries (HIPCs). The dominant theory undetlying the adverse consequences of
an excessive debt stock is the ‘debt overhang’ hypothesis? (Krugman, 1989; Sachs,

1989). It posits that external financial flows are a positive factor in promoting growth

2t The paper adopts the definition of debt overhang as discussed by Claessens e @/ (1 996).
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and development, but there are limits to the benefits of borrowings and the
accumulation of debt. Although the debt overhang theoties have not explicitly traced
the effect on growth, it may be possible to extend and translate the debt “Laffer curve”

posited by these models into a “Laffer curve” for the effect of debt on growth.22 -
Figure 3.2 The Debt “Laffer Curve”

Larger debt stocks are associated with lower
probabilities of debt repayment.

Debt overhang

Expected debt repayment

bt stock
Source: Pattillo, C., Poitson, H. and Ricci, L. (2001)

The debt “Laffer curve” is associated with Krugman (1989), Froot (1989) and Cohen
(1993). Krugman’s argument has been that high debt results in efficiency losses. This
argument is reptesented in the debt "Laffer curve" (see figure 3.2), which posits that
larger debt stocks tend to be associated with lower probabilities of debt repayment. On

the upward-sloping or "good" section of the curve, increases in the face value of debt

2 For detailed information about debt overhang and debt Laffer curve, see Claessens (1990), Cohen
(1989) and (1993).
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are associated with increases in expected debt repayment, while increases in debt
reduce expected debt tepayment on the downwatd-sloping or "bad" section of the
curve (Krugman 1989: 264). This idea has been discussed first by Sachs and Huizinga
(1987). The existence of debt “Laffer curve” has been used in the argument that ‘it is in
the creditors’ collective intetest to forgive some of the external debt of a heavily
indebted country. Hussain (1997) shows that a country is on the wrong side of the debt
Laffer curve only when it is on the wrong side of its domestic tax “Laffer curve”.
Nikbabakht (1984) concludes that external borrowing does not necessarily have a

strong association with the values of economic indicatots in developing countties.

There is a vast amount of literature on the linkages between external debt and
cconomic performance (Elbadawi et al. 1996; Fosu, 1999). The theoretical framework
through which the impact of external debt burden is felt on economic petformance is
through investment and/or growth. There is a large body of literature on the
determinailts of growth and investment in developing countries. Most econometric
studies include a faitly standard set of domestic, external and exogenous explanatory

variables. Some of these studies have included debt variables.

Almost all such studies find one or more debt vatiables to be significantly and
negatively cotrelated with investment or growth. One of the impottant arguments in
this area is based on the debt-overhang theory. Theoty is based on the premise that, if debt
will exceed the countty’s repayment ability with some probability in the future, then
expected debt service is likely to be an increasing function or the country’s output level.
The debt overhang acts as an anticipated foreign tax on both current and future
income. Thus, since patt of the creditor as bigger debt service payments, it discourages

capital accumulation and promotes capital flight.

Second, there is credit-rationing effect. An indebted country is likely to face credit

constraint in the international market. This is equivalent to facing higher real interest
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rates, which discourages investment. As a result of reduced access to international
financing, this will shift the burden financing the budget to the domestic sector.
Depending on how the financing is done, it can lead to increasing inflation and higher
interest rates. Higher interest rates and rising inflation have deleterious effects on

investment.

Third, as a result of the complementarities between public and private investment, the
amount of money that is used to service debt crowds out public investment and
discouraged private investments. Fizgerald et al (1992) pointed out that, crowding out

in LDCs can be hypothesized as occurring because:

Public invesiment displaces private investors from profitable project opportunities;
domestic funding of public invesiment by bond issues reduces credit supply to the
private sector; funding by monetary expansion  canses inflation and  business
uncertainty; and funding by external debt increases the perceived risk by foreign and
domestic investors (FirzGerald et al, 1992)

Foutth, there is high degtree of uncertainty in the debt rescheduling exercises. Not only
are some countries not too sure of what they face but a lot of time is spent negotiating.
This degree of uncertainty creates instability in the pursuit of macroeconomic
objectives and thereby discourages domestic investment. Disincentive effects to
investment may also arise from the perspective of the investors’ expectation about
macroeconomic policies that atre required to service large external debt. If investors
expect, for example, that large swings in prices, aggregate demand, taxation of profits,
and inapproptiate compensation for investments may occur, then investment will be

disappeared.

Jung and Marshal point out that thete is inverse correlation between external debt and

economic growth. Levy found that external economic aid and economic growth are
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positively correlated. Fry suggested that foreign debt adversely affects savings 1n
developing countries. Islam contended that foreign resources, in highly aggregative
form, do not show any significant contribution to economic growth in Bangladesh.
Murthy et al apply the technique of unit testing and Johansen’s maximum likelihood
procedure to show that foreign aid had positive conttibution to economic growth in

Cameroon during 1971 t01990.

In middle-income countries, Watner concluded that the debt crisis did depress
investment, while Elbadawi e a/ (1996) and Chowdhury (1994), on the other hand, find
evidence in support of the debt overhang hypothesis. Fosu (1996), in his empirical
study of thirty —five Sub-Saharan African countries, also finds supportt for the debt
overhang hypothesis. Pattilo ez a/. (2001) find that the average impact of external debt
on per capita of GDP growth is negative for net present value of debt levels above

160-170 percent of exports and 35-40 percent of GDP.

Whatever the reason that have led to the unprecedented surge in the debt volume,
developing countries are faced with a mounting debt problem. Some poot countries
increasingly resort to new borrowing simply to setvice debt IMF (2000). In order to
protect their future credit worthiness, many countties have initiated certain restraining
measures that were designed to limit inflationary pressures and protect the
competitiveness of their exports (Afxentiou and Serletis, 1996). There is a substantial
time lag for these measures to wotk their way through the economy and they often

negatively affect the growth of the economy (F oxley, 1987).

The relationship between foreign debt and economic growth is not a one-way
relationship. Tt is assumed that excessive debt affects a country’s economic
development in several ways. Firstly, the large debt service requirements dry up foreign
exchange and capital, because they are transfetred to principal and interest payments. A

country benefits only partially from an increase in output ot exports because a fraction
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of the increase is used to service the debt and accrues to creditors (Savvides, 1992).
Secondly, when the debtor countties are unable to meet their debt service obligations
promptly, the debtor countries will face bad credit status and find it difficult to borrow.
As a result, debtor countties will pay high rate to obtain new ctedit. Thirdly, the
accumulation of debt causes a reduction in the countries’ efficiency, since it is difficult
to adjust efficaciously to some shocks and international financial fluctuations. Foutthly,
to obtain more foreign exchange to meet debt obligations, many debtor countries

reduced imports and trade; this causes poot trade petformance (Geiget, 1990).

Debt repayment constrained a country’s growth petspective by transferting resources
to othet countties. The problem is more serious in SSA countries where earnings from
exports are very low. So an important question in analyzing the debt ptoblem of a
country is how and how far the debt problem constrained the country’s economic
performance. There are five major implications of debt burden on countries economic
performance. Although the magnitude of debt is not ordinary an economic problem in
itself, being tackled by rescheduling and similar temporaty arrangements its relative
capacity level and subsequent impact in the economy ate serious problems (Alemayehu,

1998).

First, the setvicing of external debt erodes the meager foreign exchange available for
imports. This has led to import compression problem that adversely affect both public
and private investment (Alemayehu, 1998). Since many of the imports of developing
countries are essential inputs for their development of being investment of
intermediate input, cutting these imports has a large loss both on present and future

out put of the country.

Second, the debt shock creates a debt overhang problem which shatters the confidence
of both foreign and domestic private investors who are usually sensitive to uncettainty

(Alemayehu, 1998). The cause of this uncertainty is the anticipation by economic
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agents of future tax liabilities for its servicing (Ajayi, 1991). Since investors are vety
sensitive to uncertainty, their expectation of future tax liabilities will lead them to invest
in other country where tax burden is less or believed to be credit worthy. The diversion
effect made the indebted country lose the benefit that would have gain if investors

were eager to invest there.

Third, the resources used to service debt crowd out investment. Since current
resources must be divided over some combination of domestic consumption,
investment and external transfer the burden of debt servicing will crowd out
investment (both public and private) because of the difficulty in lowering consumption

below the minimum acceptable level (Ajayi, 1998).

Fourth, the huge expansion in the size of debt relative to income leads to capital flight
(Osei, 1995). Although the definition of capital flight is controversial, most writets
relate the concept to illegal capital out flows. Capital flight creates three major
difficulties for Sub-Saharan African countries (Ajayi, 1998). First, any amount of money
sent away to foreign lands can not contribute to domestic investment. Moreovet, this
money is not available fot importation of equipment and materials that are, necessary
for growth of domestic industry and the economy. Thus, capital flight leads to a net
loss in the resources a country has available for purposes of investment. Second,
income and wealth generated and held abroad ate outside the overview of domestic
authorities and therefore cannot be taxed. This leads to reduction of government
revenue and constrained its capacity of debt servicing. Third, income distribution is
negatively affected by capital flows. The poor citizens in the African SILICs 23 are
subject to austerity measures in order to pay for external debt obligations to
international creditors, who in turn pay interest to citizens from these countties with

assets abroad.

23 Stands for severely indebted low-income countries under the HIPC initiative.
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Finally, the huge expansion in the size of debt relative to income will discourage future
external funding for development in the region (Osei, 1995). Nowadays, many
developed countries prefer giving aid than loan for SSA countries because they
recognize that many of these countries can’t pay back their debt. The failure to be
credit worthy highly affects their future growth prospects. Because in most of the cases
the aid given by the donours is not available in the countries requirement and

sometimes is highly conditional.

Growth is high in the eatly stages as the country borrows and invests. Then later,
growth falls to a lower level, but one that Cohen stresses is still higher than it would be
if there were no international borrowing and lending (financial autarky). Debts do not
crowd out investment, but rather encoutages it because lenders are more patient and
value growth more than the debtot country itself. This result, however, depends on the
ability of lenders to implement an optimal rescheduling policy. If they are not able to
commit to this policy over the life of the lending relationship, a debt overhang scenario
will occur and investment and growth in the later stages will be even lower than in

financial autarky.

Another relevant model is Calvo (1998), which links the debt and growth problem to
capital flight. In a relatively simple model, high debt is associated with low growth since
a higher distortionaty tax butden on capital is required to service the debt, leading to a
lower rate of return on capital, lowet investment and growth. Low debt regimes have
high growth for the opposite reasons. In intermediate ranges of debt, howevet, the
cffect on growth is indeterminate. The mechanism behind the possibility of multiple
equilibria is a reverse causation from growth to the tax burden: if the economy grows
more slowly, then the tax rate necessaty to obtain enough resources to tepay a given
debt will have to be higher, and vice- versa. The likely empirical implications of this
type of model are nonlinear effects of debt on growth in the cross-sectional dimension

of the data.
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The empirical growth literature has grown extremely large, and a few papers have
found some negative effect of debt on growth. It is important, howevet, to isolate the
channel through which debt effects gtowth. Most existing studies do not attempt to
distinguish the crowding out effect from the debt overhang effect. To isolate the debt
overhang effect (which can be captured with a variable representing the burden of
future debt service, such as the debt stock), it is important to also control for potential
crowding out, (proxied by a contemporaneous debt service ratio). In addition, previous
studies use the face value of debt stocks, rather than the net present value of debt. The
latter reflects the degree of concessionality of loans and thus more accurately measures

the expected burden of future debt service actoss countties.

Cohen (1997) does not use the debt stock directly in a growth regression, but rather
finds that a variable representing the predicted tisk of a debt rescheduling (or debt
crisis) significantly lowers growth. Such a probability of rescheduling depends positively
on external indebtedness. He uses this method to find debt ratios above which the
probability of rescheduling becomes excessive: debt to GDP of 50 percent, and debt to

exports of 200 percent.

Elbadawi et a/. (1996) is the only empitical study we are aware of that considers
nonlinear effects of debt on growth. They present fixed and random effects panel
estimates of a growth regression in which debt to GDP enters both in linear and
quadratic form. The results imply growth maximizing debt to GDP ratio of 97 percent,

although other ratios ate also discussed in the context of debt sustainability.

Were (2001) shows a negative relationship between external debt accumulation growth
and investment for Kenya. Osei (1995) suggests that external debt is a major constraint
to the economic performance of Nigeria and Ghana. Metwally (1994) concludes that

the effect of debt service ratio on economic growth is negative in some of the Asian
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economies. Befekadu (1992), using a growth-debt model for Ethiopia, concludes that
external capital had a differential impact on growth during the Derg and Imperial
regimes and it adversely affected economic growth. The study by Alemayehu and
Daniel (1998) reveals that Ethiopia’s foreign debt has been increasing in its magnitude

and has become large relative to the size of its economy and level of exports.

Claessens ¢f a/ (199G) argues that where foreign assistance is related to the debt and
debt service of HIPCs, the effects of a debt overhang on economic performance is a
more complex question. Debt servicing difficulties lead to a deterioration of telations
with creditors, thus reducing the amount of finance HIPCs can access (Khan and

Villaneuva, 1991).

Corden (1989) and Helpman (1989) note that debt forgiveness could increase
investment by reducing future debt payments. Sachs’ (1989) studies decapitalization
and the decline in the rate of capital accumulation in the highly indebted countries.
Using panel data econometric methods, Hajivassiliou (1989) sheds more light on
illiquidity and disincentives. He provides evidence for illiquidity not being the sole
reason for payment problems. Dornbusch and Fischer (1985) have concluded that
imprudent borrowing by debtor countries and lending by commercial banks had led to
unfavorable world mactoeconomic conditions and exposed the vulnerability of both
the debtors and the creditors. Green (1989) and Ajayi (1991) argue that both external
and internal factors explain Africa’s debt burden. Alemayehu (1997) shows that debt to
GDP ratio of Aftica has grown from 22 petcent in 1972 to 130 percent in 1992. A
study by Oxfam International (1997) reveals that African debt setvicing absorbs one
quarter to one third of foreign exchange earnings, diverting the resources from

investment.
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3.2 EMPIRICAL LITERATURE

Thete have been several attempts to empirically assess the external debt-economic
growth link—the debt overhang and crowding out effects—mainly by using OLS.
Most of the empitical studies include a faitly standard set of domestic, debt, policy and
other exogenous explanatory variables. The majority find one or mote debt variables to
be significantly and negatively correlated with investment ot growth (depending on the
focus of the study). For instance, Borensztein (1990) found that debt overhang had an
adverse effect on private investment in Phillipines by estimating a standard neoclassical
investment demand function and testing the significance of the addition of a term
representing the extent of the foreign debt butrden. The effect was strongest when
private debt rather than total debt was used as a measure of the debt overhang. His
results pointed out that the debt overhang did in fact contributed to the decline in
gross (foreign plus domestic) investment relative to the GDP that occurred in the

Philippines between 1982 and 1989.

Tyoha (1997) found similar results for SSA countries. He concluded that heavy debt
burden acts to reduce investment through both the debt overhang and the 'crowding
out' effect. However, Cohen’s (1993) results on the correlation between L.DCs debt
and investment in the 1980s showed that the level of stock of debt does not appear to
have much power to explain the slowdown of investment in developing countties
during the 1980s. It is the actual flows of net transfers that matter. He found that the

actual service of debt ‘crowded out’ investment.

According to Borensztein (1990), thete are two channels through which the foreign
debt may affect investment. The ‘debt overhang’ channel and the ‘credit rationing’
channel. Accotding to the debt overhang when foreign debt obligations cannot be fully

met with existing resources and some negotiation process between the debtor country
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and its creditors determines actual debt payments. The amount of payments can
become linked to the economic petformance of the debtor country. As a consequence,
at least part of the return to any increase in production would be devoted to debt
servicing. This creates a disincentive to invest from the debtor countty’s point of vies.
For the same reason, the debt overhang is also likely to discourage government efforts
to undertake adjustment policies and, through actual or expected economic policies, it
is likely to spread to the private sector discouraging investment. Thus, Borensztein
argued that the debt overhang had an adverse effect on private investment, which was
strongest when private debt, rather than total debt, was used as a measure of debt

overhang.

The second channel is the credit rationing effect (or inability to obtain new financing),
which is more indirect and atises from the higher domestic interest rates that prevail in
a debtor economy as a consequence of its unfavourable standing in international
financial matkets. Thus, it tefers to the situation where debtor country can not obtain
new loans because it would not be able (or willing) to service them. It may arise from
the fact that a highly indebted and non-petforming debtor is unlikely to obtain any
foreign borrowing beyond the involuntary rollovet of interest and amortization

payments that are not met.

While the debt ovethang hypothesis may seem attractive as an explanation for the
observed combination of reduced growth and investment together with increased
negative net resoutces transfers, the empirical evidence on the existence of a debt
ovethang has been rather mixed. Claessens (1990) finds a debt overhang only for a very
limited number of LDCs. Oks and Wijnbergen (1995) test the debt-overhang
hypothesis for Mexico and conclude that it does not exist. Borenzstein (1990), based
on a simulated growth model for a typical debtor country, concludes that debt relief

does not have important effects on growth. Cohen (1993) finds no evidence for the
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general existence of a debt overhang using data for a sample of 81 LDCs. Yet, for the
Latin Ametican countries he shows that high debt had a negative impact on their

growth performance.

This result is reconfirmed later by the same author (Cohen 1997) and by Weeks (2000).
However, Cohen (1997) also explicitly states that for African countries high debt is not
a major cause for the low levels of economic growth in the 1980s and 1990s.
Desphande (1997) shows that a debt ovethang might exist for 13 severely indebted
countries. Kaminsky and Pereira (1996) find evidence for a debt ovethang for Latin
American countties, once social inequality and its impact on government policy and
consumption are explicitly taken into account. With high social inequality, governments
are too weak to fresist the demands of strong pressure groups, impeding the
implementation of reforms. Thetefore, ovetlooking the empitical evidence, the

existence of a debt overhang for LDCs is not undisputed.

In two recent papers, Elbadawi et al (1996) generated a “Laffer curve” of debt
establishing a critical threshold beyond which debt impacts negatively on growth and
investment. On the basis of their results, debt in excess of 97 percent of GDP is likely
to have a negative impact on investment and growth. With respect to the private sector
investment, they posit that a debt to GDP ratio greater than 33.5 percent would

generate a depressive effect by reducing investment.

Elbadawi, e /. (1996) also confirmed a debt ovethang effect on economic growth
using crosssection regression for 99 developing countries spanning SSA, Latin
America, Asia and Middle Fast. They identified three direct channels in which
indebtedness in SSA wotks against growth: current debt inflows as a ratio of GDP
(which should stimulate growth), past debt accumulation (capturing debt overhang)
and debt service ratio. The fourth indirect channel works through the impacts of the

above channels on public sectot expenditures. They found that debt accumulation
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deters growth while debt stock spurs growth. Their results also showed that the debt
burden has led to fiscal distress as manifested by severely compressed budgets. Using
data for Cameroon, Mbanga and Sikod (2001) found that there exists a debt overhang
and crowding out effects on private and public investments respectively. Other studies
that have found a negative effect of external debt on growth include Befekadu (1992).
Some studies simply use the simulation analysis to show the impact of the debt burden
indicators on economic growth under different scenarios (e.g. Ajayi, 1991; Osei, 1995

and Mbire and Atingi, 1997).

The role of external debt in economic growth of SSA countries has been receiving
some attention recently. Generally, its effect has been observed to be deleterious to
GDP growth (Ojo and Oshikoya, 1995; Elbadawi et al. 1996; Fosu, 1999). These
studies use different measutes of the debt burden, however. Ojo and Oshikoya employ
external debt outstanding as a proportion of GNP in a per capita GDP growth model
for 17 African countties over the 1970-1991 period; they find a highly significant

coefficient for their debt vatiable, suggesting the adverse effect of external debt.

Fosu (1996) specifies external debt interactively with investment (as a tatio of GNP) in
a GDP growth equation. He estimates several ctoss-country models on data for 29 SSA
countries over the 1970-1986 period, using various measures of the external debt
burden based on debt outstanding and debt service. Estimating both "continuous
interactive models" (CIM) and "discontinuous interactive models" (DIM), he teports
significantly negative impacts of external debt on average for all the debt measures
used. The absolute elasticities at the sample means (on the basis of CIM) range from
0.2 to 0.3 for the various debt measures, with 0.33 considered the "best" estimate based
on the relative goodness of fit (GOF) of the models. Similarly, based on DIM, he
estimates that associated with "high indebtedness" was a reduction in growth of 25
percent to 52 percent, depending on the debt measure used, with 35 percent as the

"hest" estimate according to GOF.
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In a more recent study, Fosu (1999:12) estimates the impact of external debt on GDP
growth in the 1980s, based on a cross-countty analysis of 35 SSA countties. He
observes that "net external debt", measured as total external debt outstanding less total
reserves, as a propottion of GDP, is probably the best measure of the debt burden. In
an attempt to circumvent the potential problem of causation, he uses the external debt
measure for the first half of the period as well as that for the entire period. He finds a
partial elasticity of growth with respect to external debt of 0.5 for either measure. He
concludes that "SSA's growth could have averaged 1.2 percentage points, nearly 50
petcent, higher during the decade of the 1980s" in the absence of the external debt

burden.

In addition, Fosu (1996:108) observes that the GDP growth-external debt relationship
is indeed non-monotonic: "positive at low levels of investment and, after a GDI/GDP
threshold of about 16 petcent, it becomes negative." Using this threshold criterion, he
observes that for the majority of SSA countties in the sample (20 out of the 29),
external debt was adverse to growth, and that "associated with a high-debt country is a
fall in GDP growth of about 1 percentage point annually...approximately one-third of

the sample mean growth of GDP."

According to Elbadawi, ef a/ (1996), these debt burden indicators also affect growth
indirectly through their impact on public sector expenditures. As economic conditions
worsen, governments find themselves with fewer resources and public expenditure is
cut. Patt of this expenditure destined for social programs has severe effects on the very
poor. Most studies confirm debt overhang/crowding out effects. Studies that have
shown favourable effects of external debt are rare. As quoted by Mutiso (2001), they
include Wotld Bank (1988) study for the period 1980-86 and Chowdhutty (1994) for

Bangladesh, Indonesia and South Kotea.
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Chowdhury (1994) investigated the direct, indirect and full effects of external debt on
GNP and vice versa, by using a system of simultaneous equations. This study used
panel data for the period 1970-1988 on selected countries in Asia and the Pacific,
namely Bangladesh, Indonesia, Malaysia, Philippines, South Korea, Stri Lanka and
Thailand. This relationship is not a simple one, therefore, a structural simultaneous
equation model is set to examine the interrelationships between public and private
external debt, capital accumulation and production. The results of the structural model
show that the effects of public and private external debts on the GNP level in these

countries are small.

These results do not support debt overhang argument. It is argued that debt overhang
is the main reason fot slowing economic growth in indebted countries. Heavy debt
burdens prevent countries from investing in their productive capacity, investment
necessary to spur economic growth. Disincentives to investment atise for reasons
largely related to investor’s expectations about the economic policies required to

service debts.

The results support the idea which is claimed by Bullow-Rogoff (1990) that there is no
urgent need for establishing an international institution for organizing debt relief.
Metwally and Tamaschke (1994) examined the interaction between debt servicing,
capital inflows and growth for each of the sample countries, namely Algeria, Egypt and
Motocco during the period 1975-1992. In this study, the method of two-stage least
squares (2SLS) and ordinary least squares (OLS) were employed to estimate the
equations. It is argued that the relationship between foreign debt and economic growth
is not explained by one-way relationship. Because of the complex relationship between
debt servicing, capital flow and economic growth, they are best examined by

simultaneous models.
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After applying the simultaneous model a number of important results were obtained;

i)  The debt servicing and growth interaction should be examined with a-two way
relationship.

iiy  The rise in debt servicing ratio affects economic growth negatively.

i) The debt servicing reduces the economy’s growth potential. Thus, debt
servicing may make worsen the debt problem of the heavily indebted
countries.

iv) Tt is also argued that direct ptivate investment is important in the debt growth
relationship, since direct private investment does not affect economic growth
but it is also affected.

v) High growth rates attract equity capital and large inflows of equity capital
contribute toward accelerated growth. It does so not only through its direct
impact on the productive capacity of economy, but also by lessening the
country’s dependence on foreign debt and alleviating the adverse impact of

debt-servicing on the economy.

The results of the simultaneous model show that capital inflows have a significant
impact on the growth-debt relationship. If direct foreign investment flows in at
considerable rates, growth will be accelerated and the need for additional foreign
borrowing will be decteased. In addition, it is shown that equity capital flows are not

the result of economic growth, also affect economic growth.

Olgun ef al. (1998) empirically tested interactions between capital inflows, foreign debt
stock, economic growth and investment using time series Turkish data pertaining to the
1965-1997 period. Two-stage least squares (2SLS) and three -stage least squates (35LS)
methods were applied to the equations. The model includes five equations similar to
Metwally and Tamaschke (1994) with a few different equations and exogenous

variables in their equations. Their results show that there is a statistically significant two
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way relationship between the debt stock and debt setvice, an increase in the growth
rate of debt stock can cause debt servicing to increase. In turn an increase in the
otowth rate of debt servicing raises the growth rate of the debt stock. Another

important finding is that the debt setvice does not affect the rate of economic growth.

Levy and Chowdhury (1994) examined the direct, indirect and full effects of external
debt on GNP and vice versa, by utilizing a system of simultaneous equations which
show the possible interactions between GNP, capital stock accumulation, public and
publicly guaranteed external debt and private external debt accumulation. This was
estimated using panel data for the petiod 1970-1988 on thirty six highly indebted
developing countties grouped into three distinct regions: Latin America, Asia-Pacific
and Sub-Saharan. They argue that a countty’s level of indebtedness may affect the
GNP in the following ways: the higher the level of indebtedness, the larger the
country’s leverage, the more limited the external sources of credit, and the greater the
number of incidences of financial distress and liquidation adversely affecting the GNP
directly and indirectly through discouraging the GNP level directly and indirectly
through discouraging domestic investment. Futthermore, an increase in the public and
publicly guaranteed external debt may indirectly depress the level of GNP by
discouraging capital formation and encouraging capital flight due to tax increase

expectations. Governments raise taxes in order to finance external debt obligations.

Savvides (1992) states that the debt induced taxation of capital decreases net returns to
investment in indebted countries. Thus, from the perspective of the debtor countty as
a whole, the debt overhang acts like a high marginal tax rate on the country lowering
the return to investment and providing a disincentive to domestic capital formation.
They also investigated Bullow-Rogoffs(1990) claim that the external debt of
developing countties is not a primary cause of economic slow down. The results of this

study support this claim and it is also argued that there is no urgent need for
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establishing an international institution for organizing debt relief and debt rescheduling
negotiation between indebted developing countries and their private creditors. The
direct effect of the public and publicly external debt on GNP is negative for Latin

America.

Morisset (1991) examined the effect of debt reduction within a macroeconomic
framework and tested various direct and indirect relationships between external debt,
investment and economic growth. He estimated models and cartied out simulations for
Argentina during 1962-1986 using the three-stage least squares method. In order to
explain the drastic reduction in ptivate investment, some direct and indirect channels
are considered. Tt is argued by most authots that if private sector is credit rationed, then
the high level of foreign debt affects productive investment through a disincentive
effect. Since the government in most debtor countries appeared unable (or unwilling)
to meet increasing debt-setvice payments, private investors anticipated higher rates of
taxation on real and financial assets as well as more instability in the economic
environment. These changes affected ptivate investment negatively through the debt
overhang effect, which refers to the reduced incentives to invest. In addition, as foreign
assets become more attractive relative to domestic assets, this often led to an increase
in domestic interest rates, reducing ptivate investment further. The results show that
the effect of 30 percent debt relief is 2.43 petrcent and 5.40 percent on GDP level for
the first and the fifth year respectively, since debt reduction includes a liquidity effect
and an incentive effect; the liquidity effect includes the reduction in net transfers and

the incentive effect comes from decline in the stock of debt.

Most studies about external debt and economic growth association have employed
cross-country studies. While the findings are quite revealing, there is need for case-by-
case studies in view of each country’s unique characteristics. This is patticulatly

important given the stringent conditionalities for debt relief initiatives. Although an
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enormous body of literature exists on economic growth-debt relationship in cross-
sectional analysis, less effort has been made to understand economic growth-debt

service relationship in time series. Cross section studies face the following limitations:

First, cross-country analysis is not easy and has some difficulties. Developing countries
in aggregate differ significantly in terms of their economic and political environment,
organisations and institutions. The vast majority of studies have employed OLS
method to investigate external debt and economic growth relationship in sample
countries, where the sample countties are at different stages of development and have
different debt burden. Hofman and Reisen (1991) argued that (IMF, 1989) picks group
of middle-income debtor countties to consider as indebted countries. These countries
are arbitrary and classified as indebted countries and also have not faced serious debt
servicing problem. It is clear that the effect of debt burden may vary across these

countties.

Second, ptevious studies have not employed cointegrating modeling techniques to
examine the external debt and economic growth association in developing countries.
Still, previous studies generally concentrate more particularly on how external debt
influences investment or saving levels rather than GNP or GDP level (e.g Hoffman
and Reisen, 1991; Savvides, 1992). Moreovet, while a drag on investment rates will
reduce economic growth; external debt could also affect the productivity of production
factors in economic growth. External debt may still affect output growth even if
investment levels are unaffected (Fosu, 1999). Even though some studies have used the
Engle- Granger two step procedure, this method makes the implicit assumption that
the cointegrating vector is unique, which means that we are bound to end with a model
that is a linear combination of independent cointegrating vectors. In particular, the

assumption is made that the cointegrating vector is unique, this may not however be
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the case, and the two-step procedure ptovides no framework for addressing this

question.

Third, single country data may give more reliable results than studies of the cross-
country or specific ateas of the wotld. Due to a lack of individual countty studies and
problems with cross-sectional studies, time series analysis fot a single country is more

reliable than cross section analyses (Sezgin, 1997).

3.3 THE ETHIOPIAN CASE

A number of studies have been undertaken to investigate the origin of Ethiopia’s
external debt crisis. Most of the findings indicate that the general causes are the same as
the test of the African countties. It is a combination of multiple domestic policies
otientation and external shocks. Regarding the literature on Ethiopia debt
sustainability, there are different views. According to Ghani and Zang (1995),
Ethiopia’s debt is unsustainable prior to the launch of the reform programme. But after
launch of the reform program in 1992, Ethiopia has begun to make transition from

unsustainable to sustainable debt path.

On the other hand Abdulhamid (1999), based on his descriptive analysis concluded
that Ethiopia’s debt is unsustainable and the economic reform effort is threatened by
unsustainably of debt rather than assist the countty to reduce to sustainable level. The
debt sustainability analysis is also prepared by the World Bank, the IMF, and the
African Development Bank jointly with Ethiopian authorities, who evaluates Ethiopian
prospect for attaining external debt sustainability through an examination of Ethiopia’s
debt level in the context of 20 years macroeconomics and balance of payment

framework.
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Research attempting to link external assistance to growth, savings and government’s
fiscal position remains controversial. T'wo papers have attempted to evaluate that the
impact (Befekadu, 1992; Alemayehu and Befekadu, 1999). Befekadu (1992) showed
that there was positive cottelation between external resource inflows and economic
growth between 1960 and 1974, but negative correlation between 1975 and 1988. The
different outcome was explained by the different policy regimes pursued by the two
governments, that is, external capital contributed positively to growth in Ethiopia
during the Impetial era and negatively duting the Derg regime. He emphasized that the
negative contribution of external capital duting the Derg era was a result of the policies
pursued. The policies in the Detg regime were diverted resources a way from
agricultute to other sectors. As a result coffee which is the most impottant export
commodity has its shate of export earning declined 61 percent. Alemayehu and
Befekadu (1999) used an etror correction model (ECM), the results of which showed a
positive long-tun trelationship between aid and growth, although the correlation was

negative in the short run.

Tolessa (2001) examined the impact of foreign aid, loans and grants on domestic
saving, investment and economic growth. The paper utilized a time series data from
1964/65 to 1999/2000 and employs the Johansen Maximum likelihood technique to
investigate the impact. He found that foreign loan, among other factors, positively
affects domestic saving and investment while foreign grants affect domestic saving and
investment negatively. Likewise, foreign grants affect growth negatively while foreign

loan contribute positively and significantly to economic growth.
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CHAPTER FOUR

ECONOMETRIC ANALYSIS AND ESTIMATION RESULTS

41 MODEL SPECIFICATION

Recent literature has provided a significant body of evidence about the most relevant
indicators and predictors of external and debt crises. The key macroeconomic
indicators are output growth; terms of trade; monetary indicatots; interest rates,
external debt ratio to GDP, external debt service ratio to GDP, external debt service
ratio to expotts, and, ratios of short term debt to total debt, and debt service due to

total debt.

To capture all relevant debt burden indicators, the model adopted is based on
Elbadawi ef a/s (1996) model specification. Like in similar studies, the debt burden
indicators enter the production function directly. Therefore, the regression equation is

specified as:
RGDP; = £ (EDGDP, DSR, PINV, TOT, INFL)-----—-—-=mmsmmmmmmmerm oo 4.1)

Where RGDP; = Real GDP at time t
EDGDP = Stock of external debt to GDP ratio (-)
DSR = The debt service as a ratio of export earnings (reflect the ‘crowding out’
effect) (-)
PINV = Cutrent real ptivate investment as a ratio of GDP (+)
TOT = Terms of trade (captures external shocks) (- or +)

INFL = Rate of inflation (teflects macro- economic stability) (- ot +)
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Using equation (4.1) and exptressing the vatiables in natural logarithmic form,2 an
attempt has made to look at the relative contributions (elasticities) of each variable to

the growth process. Therefore, the model to be estimated is specified as
LRGDP, = B, + B,LEDGDP+ B,LDSR+ B,LPINV+ B,LTOT+ B,LINFL +& .. (4.2)
In equation (4.2) above,

LRGDP:= the natural logarithm of real GDP at time t
LEDGDP:; = the natural logarithm of stock of external debt to GDP ratio (-)

LDSR = the natural logarithm of debt setvice as a ratio of export values (-)

LPINV = the natural logarithm of current real private investment as a ratio
of GDP (+)

LTOT =  the natural logarithm of terms of trade (+ or -) A

LINFL = the natural logarithm of rate of inflation (- ot +)

B1, B2, B3, B4 ana Psare coefficients of elasticities, and & is the random disturbance tetm.

The expected signs of each variable input are shown in the bracket.

A traditional indicator for creditworthiness, debt-setvice ratio relates debt service
requirements to export income. The higher the ratio of debt service to expotts of
goods and services, the greater will be the likelihood that in the event of a severe
decline in export earnings the country will no longer be able to meet debt-setvice
obligations. The probability that a countty will seek a rescheduling rises as its debt-

service ratio rises.

Private investment is included in the model to capture the accelerator principle. The

model also incorporates other policy, fundamental and shock variables. The

24 The growth rate is derived from the regression of the natural logarithmic values against time.
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macroeconomic policy vatiables ate captuted by inflation rate. The shock variable is
captuted by terms of trade.25 These variables show the extent of vulnerability of the
economy to external factors and consequently to reliance on foreign resource
financing. They also show the extent of credibility of policies and their effect on

economic growth.

Inflation may also act as a proxy vatiable for the quality of economic management. A
high rate of inflation is a sign of internal economic tension and of the inability or
unwillingness of the government and the central bank to balance the budget and to
restrict money supply. The higher the inflation rate, the more risky the government is
petceived to be. Furthermore, inflation can influence the demand for foreign funds
through its adverse impact on the trade accounts. That is, inflation would tend to cause
export demand to fall and import demand to rise, and the growing trade deficit, in turn,

would increase trade-financing requirements.

4.2 DATA TYPE, SOURCES AND DESCRIPTION

As the success of any econometric analysis ultimately depends on availability of
apptoptiate data, it is, therefore, essential to discuss about the source and nature of the
data. The study is conducted based on secondary data from domestic and foreign

sources. For the domestic sources from documents of the former Ministry of

% TOT (terms of trade) is defined as the ratio of the domestic export unit value to the import unit
value indices. However, no data is available on export and import unit value indices for Ethiopia over
the study period. Thus, attempts were made to construct these indices using the Fisher’s price index
formula. The Fisher price index formula is a geometric average of the Lasper’s and Paachje’s index
formula and is computed as follows (Gupta, 1973: 400). These indices are constructed based on the
value and volume of exports and imports by major commodity groups; as reported by NBE, quarterly
bulletin. Since this general category is used to construct the indices, the resulting TOT can no more

than is a proxy.
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Economic Development and Cooperation (MEDaC) the now Ministry of Finance and
Economic Development (MoFED) and National Bank of Ethiopia (NBE) while for
external sources from World Debt Tables, Global Development Finance, different

World Bank Reports and IMFE publications are utilized. 26

Different publications showed different figures for the same vatiable in the same
period. Debt figures obtained from MoFED atre not the same as that of NBE.
Similarly, data obtained from World Bank, Wotld Debt Tables is not consistent with
the publications of International Financial Statistics (IF'S) year book. Besides, some
important variables were missing i.e. difficult to get all the acquired variables either

from domestic or international sources. As a result, both sources are used jointly.

However, most of the data is employed from national soutces to its advantage by
giving consistent figures when the sectoral distribution and debt burden implication are
considered. But this source doesn’t provide the military related debt which is very
important not only because of its magnitude but also it does not leave behind

productive projects which could provide export earnings to service it (Befekadu, 1992).

To estimate the model and examine the statistical significance of the explanatory
variables on RGDP, econometric analysis will be employed using time-series data. The

sample period for this study is from 1963/64 to 2003/04.

The data setics on gross capital formation (at current market price) was computed by
subtracting aggregate consumption expenditure (public and private consumption) from
the gross domestic expenditure seties. Government capital expenditure is used as a
proxy for public investment. Hence, ptivate investment is calculated as the difference

between gross capital formation and public investment. Gross domestic product at

2% There is substantial variation between data (on external debt and debt related figures) from
international and locally available publications.
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constant 1980/81 factor cost was used for real output. Inflation rates were detived as

percentage changes in the consumet price index in each period.

4.3 STATIONARY AND NON-STATIONARY SERIES

In constructing an econometric model between cconomic variables time series data on
the variables are needed. But such data create several problems in an attempt to build
an econometric model for the following reasons. First, empirical studies on time series
assume that the undetlying time seties is stationary. Second, in regressing a time seties
variable on another one, one often obtains a very high R? although there is no
meaningful relationship between the two. This situation exemplifies the problem of

sputious regression.

Regression analysis based on time data implicitly assumes that the undetlying tme
series data are stationary (Gujarati, 1995). Stationary time series have time independent
value, a finite variance, transitory innovation from the mean and a tendency to return
to its mean value. However, in practice most economettic time series are non
stationary, in perception that the mean and variance depend on time and thus thete are
no tendencies for them to hold back to a given value. Modeling a non-stationary time
series leads to spurious and inconsistent regression. So, in order to avoid sputious
regression problem; stationarity of the time series econometric vatiables used in the
estimation need to be tasted in this papet, Dickey-Fuller (DF) and Augmented Dickey

Fuller (ADF) statistical tests are utilized to test for stationary.
Time series vatiables may be non-stationary but their linear combination may be

stationary. In such cases, we say thete is no co-integration (no long run relationship)

between the variables involved. In testing fot co-integration, the Engle-Granger two-
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step procedure and the Johansen’s maximum likelihood estimation ptocedure are often

used.2?
4.4 TESTING FOR UNIT ROOTS

Applying the rank and order conditions of identification to the structural model, it can
be shown that every equation is over identified. Before conducting the simultaneous
tests, the variables must be found to be individually stationary. If both are not
stationaty, they must be cointegrated. The series, say Yt will be integrated of order d,
that is Yt ~ I (d), if it is stationary after diffetencing d times, so Yt contains d unit
roots. A seties that is T (0) is stationary. In this study, the augmented Dickey-Fuller

(ADF) test is used for this analysis.

Unit roots tests ate used which is developed by Dickey and Fuller (1979). Before
estimation we then apply the Dickey-Fuller (DF) test and Augmented Dickey-Fuller

test (ADF) for unit roots a formal test to investigate the unit root.

Regarding methodology, the Engle-Granger Two Stage (EGTS) procedure is adopted.
Augmented Dickey Fuller test run on all the variables used indicated, as it is almost
always the case regarding economic time series, that most of the variables are non-
stationary or more specifically T (1). Accordingly, the approptiate Error Cottection
Models (ECM) are estimated to understand the short-run dynamic adjustment

mechanisms.

21 The two approaches will be discussed in detail in the latter sections of this chapter.
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4,5 COINTEGRATION ANALYSIS

The concept cointegration is applied to a wide variety of economic models. Any
equilibrium relationship among a set of non-stationary variables implies that the
variables cannot move independently of cach other. These linkages among the

stochastic trends necessitates that the variables are cointegrated.

The economic interpretation of cointegration is that if two (or mote) seties are linked
to form an equilibrium relationship spanning the long run, then even though the series
themselves may contain stochastic trends (i.e. be non-stationary) they will nevertheless
move closely together overtime and the difference between them will be stable, (i.e.
stationaty). Thus the concept of cointegration mimics the existence of a long tun
equilibrium  to which an economic system converges ovet time, and the residuals
obtained from the linear combination of the series could be integrated as the

disequilibrium ettors.

A principal feature of cointegrating variables is that theit time paths ate influenced by
extent of any deviation from the long-run equilibrium. After all, if the system is to
return to the long-run equilibrium the movements of at least some of the variables
must respond to the magnitude of the equilibrium. The short run dynamics is
influenced by the deviation from the long run relationship. The dynamic model implied
here is an error cotrection. In an error correction model, the short run dynamics of the

variables in the system ate influenced by the deviation from equilibtium (Enders, 1995).
Two major tests ate generally used fot cointegration, one by Engle and Granger (1987)

(henceforth called the EG test) and the other by Johansen (1988). The latter test is

considered superior to the former since it corrects some of the shortcomings of the
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first test suffers from, mainly being a two-step test in which errors in the first step are

carried over to the second step.

Engle and Granger (1987) provide a two-step cointegration technique that enables
determination of whether a long-run relationship exist among two Of more non-
stationary vatiables, by examining the stability deviations from the telationship using
the coefficients estimated by fitting static regression. The first step in the statistical
investigation is to determine the order of integration of the vatiables through unit root
tests to assure that the necessary conditions for cointegration are satisfied. According
to the EG test, once it is established that both, say x and y, are integrated of the same
order, one has to test the order of integration of the OLS regression residuals. If both x
and y are 1 (1) and the residuals are I (0), we conclude that x and y reach a long tun

equilibrium from which they may deviates in the shott run.

The second step is to estimate the error correction model (ECM) from the residual in
the long run. Engle and Granger (1987) proposed the value of the residual et-1

estimates the deviation from the long-run equilibtium in period t-1 (Enders, 1995).

Although the EG procedure is easily implemented, it is found to possess some
important limitations. One limitation is that, in tests using three or more variables,
there may be more than one co-integrating vector. In fact, if there ate » variables in a
model there may be # cointegtating vectots or less. The Engel-Granger method has no
systematic procedure for separate estimation of the multiple cointegrating vectors. This
method also makes the implicit assumption that the cointegrating vector is unique,
which means that we are bound to end with a model that is a linear combination of

independent cointegrating vectors.
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Another limitation of the EG approach is that it relies on a two-step estimator. The
first step is to generate the etror series and the second step uses these generated errors
for estimation, thereby carrying over errors obtained from a regression using the

residuals. Hence any error introduced in the first step is carried into the second step.

Finally, the method only allows for a single cointegration equation. However, in case
more than two variables involved, thete is a possibility that more than one equation

may depict the long-run relationships among the various variables.

Another test for cointegration among the vatiables is a procedure developed by
Johansen (1988). The procedute suggested by Johansen (1988) basically depends on
direct investigation of cointegtration in the vector autoregressive (VAR) representation.
This analysis yields maximum likelihood estimators of the unconstrained cointegration
vectors, but it allows one to explicitly test for number of cointegration vectors so that

the weaknesses of Engle- Granger (1987) two-step procedute are overcome.

By using Johansen’s (1988) maximum likelihood estimators, the above pitfalls of the
EG test can be avoided. Johansen’s test enables estimating and testing for the presence
of multiple cointegration relationships in a single-step procedure. A class of models
that embodies the notion of correction has been developed and is referred as the Error
Cotrection Model (ECM). The use of etror-correction modeling provides an additional
channel through which causality in the Granger sense may be assessed. The standard
Granger test may provide invalid causal information due to the omission of etror
correction terms from the tests. If the etror-correction term is excluded from causality
tests when the series are cointegrated, no causation may be detected when it exists, 1L.e.,

when the coefficient of the error cotrection term is statistically significant.
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Cointegration test in this paper are conducted by Johasnsen Maximum Likelihood
estimation procedure since this particular method is claimed to be superior to the
Engle Granger two-step method. The Johansen method does not require a ptioti
endogenous-exogenous distinction among variables and it can also identify multiple co-
integration vectors.?8 The Johansen procedure sets out a maximum likelihood
procedure for the estimation and determining the presence of cointegrating in VAR
system. VAR is one form of multivariate modeling where no variable in the system is

assumed to be exogenous a prioti.

In identifying the number of cointegrating vectors, the Johansen procedure provides n
cigen value tests denoted by A (also called charactetistic roots) whose magnitude
measures the extent of correlation of the cointegratrion relations with the stationary
elements. Rejecting the null hypothesis implies that there exists stationerity. If the
vatiable is not stationary at levels appeats to be stationaty after nth difference then the

variable is said to be integrated of order n, T (n).

The Johansen technique is fast becoming an essential tool for applied economists
wishing to estimate time series models. The implication that non-stationary variables
can lead to spurious regressions unless at least one cointegrating vector is present
means that some form of testing for cointegration is compulsory. Fatlier use of the
Engle-Granger procedure is giving way to the determination of more than one
cointegrating rank given the consequences for the EG approach if more than one

cointegrating relationship exists.

There are at least two potential advantages from estimating the multivatiable model
having conditioned on the weakly exogenous variables. In patticular, conditioning on

these variables will usually ensure that the rest of the system has better stochastic

28 Tt considers all variables in level as endogenous and lags of the variables as exogenous.
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properties. This is linked to the second advantage, which becomes appatent when the
short-run model is also interest, since the number of short-run variables in the VECM
will be reduced. Hence, it is mote important to test for weak exogeneity in the full

model rather than assume it.

The coefficient of the lagged residuals in the error correction model has the
interpretation of a speed of adjustment parameter. The larger it is, the greater the
response of the variable to the previous periods deviation from the long-run

equilibrium.

4.6 EMPIRICAL ANALYSIS AND RESULTS
4.6.1 RESULTS FOR UNIT ROOT TESTS

Before estimating the above equation, a test for simultaneity was carried out to
ascertain whether simultaneous equation-bias exists. The test showed that only weak
simultaneity exists. This was handled by normalizing the variables through the error
cotrection ptocess. Therefore the equation is estimated incorporating an eftor

correction term.

The first step was to test for stationatity of the variables. The conventional Dickey-
Fuller (DF) and Augmented Dickey-Fuller (ADF) tests were used to test for
stationatity of the series. The results of the test for the variables in levels are presented
in Table 4.1. In addition to the ADF test, the paper attempts to observe the trend of
the variables graphically. The graphical representation of the variables showed the same

characteristic of the variables as the ADF test.
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Table 4.1;: Unit Root Tests of the Variables

Augmented Dickey-Fuller
Variables With drift and trend

Lag 1 Lag 2
LRGDP -2.2744 -0.88263
LEDGDP -3.6316* -2.9815
LDSR -0.78818 -0.98091
LIOT -1.4695 -1.8926
LINFL -4.3606** -2.8475
LPINV -1.8133 -1.7062
DLRGDP -7.3234%* -3.7971*
DLEDGDP -5.8710%* -4.5596+*
DLDSR -3.7020%* -2.4720
DLTOT -3.8541* -3.2620
DLINFL =7.7994%% -4.6072%*
DLPINV -5.8093** -5.2694**
Critical 1% -4.224
Values 5% -3.535

* Denote tejection of the null at 5% significance level

** Denote rejection of the null at 1% significance

The tests show that the variables LINFL and LPINV are stationary (integrated of order
zero) at 1% level of significance while LEDGDP is stationary at 5% level of
significance. The rest of the variables were found to be stationary after differencing

them once. The variables are, thetrefore, integrated of order one (I ~I (1)).
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4.6.2 COINTEGRATION ANALYSIS ADOPTING THE JOHANSEN
PROCEDURE

By using the Johansen’s (1988) maximum likelihood estimators, the above pitfalls of
the EG test can be avoided. Johansen’s test enables estimating and testing for the
presence of multiple co-integration relationships, in a single step procedure. Under this
procedure, the variables of the model are represented by defining a vector of
potentially endogenous variables, Z: which is modelled as an unrestricted vector auto

regressive (VAR) involving up to k-lags represented by

Ze=A1Z1 + A2 Zea + ... + Ax Lok + B¢ e —---(4.3)

Whete: Z: is the (nx1) vector vatiables (Zii, Za, Zag) and A1 is an (nxn) matrix of
parameters. The error tetm e is an independently and identically distributed n-

dimensional vector with zero mean and variance matrix.

This model setves to estimate dynamic relationships among jointly endogenous
variables without imposing strong a ptioti trestrictions (such as exogeneity of some
variables). The system is in reduced form with each variable in Z regressed on only

lagged values of both itself and all other vatiables in the system.

Equation (4.3) can be reformulated into the vector etror cotrection model (VECM)
from the VAR model can thus be formulated as (Hartis, 1995, Enders1995),

k-1

AZr= T T\ Ze bt 1 ZiFBDek By —rommeremmereme e s it s s 4.4)

1=1
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k
Where, I1 = - (I- £ Aj), containing information of the short-run adjustment to changes
=1 in Z and (1=1,....k-1)
k
ITi = - (I- XAj), containing information of the short-run adjustment to changes

i =1 iﬂ Z.t

The above VECM contains information both on the shott run and long run adjustment
to changes in Z: through the estimates of Ii and IT; respectively. I can be represented
by equation IT= « [’, where u represents the speed of adjustment to disequilibrium,
while B is a matrix of long run coefficients such that the term @’ Zu1 included in
equation (4.4) represent up to (n-1) cointegration relation ship in the multi-variate

model which ensure that Z, converge to theit long run steady state path (Harris, 1995).

The important feature in the above model is the rank of matrix I1.2% If the rank (I1)=0,
then the matrix is null and the model is the usual VAR in first differences. How ever if
the rank (IT) = n, then the vector process is stationery (i.e. all variables are I (0). But if
the rank (IT) =1, then there is a single cointegrating vector and the expression Zik is

the error correction factot.

On the other hand, if 1< rank (IT) < n, it implies that there are multiple cointegrating
vectors. The latter situation where the rank (I1) ranges between 0 and n is usually
termed as reduced rank (Harris, 1995, Enders, 1995). This implies that testing for

cointegration tequires finding the rank of (I1).

2 A rank of matrices refers to the number of independent cointegrating vectors.
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To do so, the paper adopts the Johansen's framework in which the variables can be

represented as a vector auto regression as:

/ALRGDPt\ /A LRGDPt—i\ (LRGDPt—i N
ALEDGDPt| = i | ALEDGDPti| +«p'| LEDGDPt-if------n-m--m- (4.5)
ALDSR A LDSRt-1 LDSRt-1
A LPINV ALPINVt-1 LPINVt-i
ALTOT ALTOTt1 LTOTt1
\ALINFL W, \A LINFL t—i/ kLINFL t-1 Y,

Under the above formulation, the rank of the matrix r determines the number of co-
integrating vectors between the variables. The method used for determining the
number of co integrating vectors is the Johansen's (1988) technique based on
maximum likelihood approach. The approach is only available in Pc Fiml version 9

and cats version 4 software packages.

In Johansen procedure, the likelihood ratio (LR)® uses two test statistics: the maximal
cigen values (hmax statistics) and the trace statistics (Auace). These statistics are used to
test the null hypothesis that there are at most r cointegrating vectors against the

alternative that there are t+1 cointegrating vectors (Harris, 1995).

Returning to our analysis, it is necessary to determine whether there exists at least a
single linear combination of these variables that is T (0). The Johansen maximum
likelihood test enables us to check the possibility of having more than one

cointegrating vector, which is the appatent procedure in the presence of more than two

30 The likelihood ratio (LR) test is used to test the significance of estimates of Ai eigen values.
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variables. Estimating the model, the following test results on the number of

cointegrating vectots are obtained from the PcFiml 9.0 output.

Table 4.2 Tests for number of Cointegrating Vectots

Ho: rank = p | _T'log (1-kt+1) | A max 95% | _T\sumlog (1-Ai) | A trace 95%
P== 37.88%* 255 < Aok g 42.4
P<=1 12.54 19.0 20.65 253
P<=2 8.112 122 8.112 12.3

* Denote tejection of the null at 5% significance level

** Denote rejection of the null at 1% significance

As presented in table 4.2, the null of no cointegration is rejected at 1% level of
significance while the alternative hypothesis that at least one cointegtating vector is not
rejected by both A max and A trace statistics. For the null hypothesis (no cointegrating
vectors), the value of A max = 37.88 and A trace = 58.53 are greater than their
respective critical values of 25.5 and 42.4 at 1% level of significance, tespectively. This
suggests that the null of no cointegrating vector is rejected; while a case of one
cointegrating vector is supported by both % max and ) trace statistics i.e. we fail to

reject the alternative hypothesis.3!

The conclusion drawn here is that there exists precisely one cointegrating vector in the
estimated model. This suggest that there exists a linear combination of I(1) vatiables

that cointegtates them in a stable long-run relationship.

31 The A max and ) trace are adjusted for degree of freedom to avoid contradictions in the tests and
small sample problem of over rejection of the true null.
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Table 4.3 Results of Johansen’s Cointegration Analysis (PC Fiml output)

Standardized \beta' eigenvectots
g

LRGDP LDSR LToT Trend
1.0000 0.10633 0.098042  -9.5960e-005
22.548 1.0000 -9.0650 0.019606
-11.771 3.5233 1.0000 0.020211

Standardized \alpha coefficients

LRGDP -0.90232 -0.0099407 0.016907
LDSR 52173 -0.0024077 -0.11553
LToT -2.3249 0.062639 0.057199

Number of lags used in the analysis: 2
Variables entered unrestricted: Constant
Variables entered restricted: Trend

Since the existence of only a unique cointegrating vectort is statistically suppotted in the
above tests, the first column of « matrix and the first row of the B matrix in Table 4.3
happen to be the relevant entties. This in turn, makes the relevant equation one in
which LRGDP is written as a function of the other five explanatory variables.
However, the explanatory vatiables ate tequited to be weakly exogenous in order to
fulfill the classical linear regression assumptions. Weak exogeneity is requited for the

analysis as a single acquisition to be efficient.
This test is conducted by imposing a zeto testriction on the speed of adjustment

parameters (a-coefficients) in the reduced single equation, using the log likely ratio (LR

test). The results of the tests for weak exogeneity are summarized in Table 4.4.
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Table 4.4: Tests for Zero- restrictions on o —coefficients (Test for weak exogeneity of

variables)
Variables LRGDP LDSR LToT
o —coefficients -0.90232 -3.2173 -2.3249
LR test, ChiA2 (1) 13.163 8.724 5.6025
P-value [0.0003] ** [0.0632] [0.0779]

** Denote rejection of the null at 1% significance

* Denote rejection of the null at 5% significance level

When testing for weak exogeneity, both explanatory variables, LRGDP and LDSR,
happened to be weakly exogenous, while LRGDP was found to be endogenous. In
fact, this is a requirement for the dependent variable to be endogenous. Hence, thete
was no need to conduct the two stage least squares (2SLS) simultaneous equation
estimator. The validity of a single equation estimation of the unique cointegtating
vector is already confirmed by the weak exogeneioty condition established for all the

explanatory variables in the model.

The columns of B have important economic interpretations as co-integrating vectors.
Hence, they may be intetpreted as long-run parameters. Thus, the single equation

model with estimates of the long-tun coefficients (elasticities) is given by:

LRGDP = - 0.10633LDSR - 0.098042LTOT --- --(4.6)

In order to test the significance of the long-run coefficients, a zero restrictions ate
imposed on each B coefficient and the results of the long-run statistics are presented in

table 4.5.
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Table 4.5 Tests for zero restriction on $- coefficients

Variables LDSR LTOT
g —coefficients 0.10633 0.098042
LRtest,ChiA2(1) 10.029 3.9588
P-value [0.0015] ** [0.0460] *

* Denote rejection of the null at 5% significance level

#* Denote rejection of the null at 1% significance

As it is explained from the table, the long-tun results depict that all explanatory
variables for LRGDP wete found to be significantly different from zero. Moreover, the
variables are with the hypothesized sign. The result rejects the null hypothesis that the
8 coefficients are jointly statistically insignificant at 1% and 5% level of significance
implying the explanatory variables jointly explain variations in the dependant variable

significantly.

The information provided by the long-run test can now be used to generate a set of
error cotrection models that capture both the shott and long-run behaviours of the
relationship. The changes in the relevant vatiables represent short-run changes, while
the coefficient of an error correction term represents a speed of adjustment back to the

long-run relationship among the variables.
THE SHORT RUN MODEL

So far we have determined the long-run relationship between the variables of interest.
Having already obtained the long-run model (See equation 4.6) and estimated the
coefficients, the next step will be estimation of coefficients of the shott-run dynamics
that have important policy implications. Hence, an error correction model (VECM) will

be estimated that incorporates the short-term interactions and the speed of adjustment
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towards long-run equilibrium. In the error correction model, the short-run disequilibria

are approximated by the first lag of the estimated long-run lincar combination.

The procedute adopted for estimation is the Hendry's approach of general to specific
modelling, In this approach a large model is estimated first which includes as many
explanatory vatiables and their lags as possible. Then all insignificant explanatory
variables are continuously dropped until a parsimonious model with few explanatory
variables but acceptable in terms of significance, economic interpretation and
diagnostic validity is obtained. After step-by-step dropping of the insignificant variables
from the estimate, one will have a specific parsimonious vector erfor correction model

(PECM) as reported in Table 4.6.

Table 4.6 Results of the Specific Patsimonious Error-Correction Model (PECM)

Variables Coefficients Std. Error t-value t-prob
Constant 0.023104 0.011272 2.050 0.0499
DILRGDP_1 1.0645 0.35677 2.984 0.0058
DILRGDP_2 -0.68212 0.11851 -5.756 0.0000
DLDSR -0.043440 0.019776 -2.197 0.0365
DLINFL_1 0.029257 0.0097872 2.989 0.0058
‘DLPINV_2 0.043054 0.0093902 4.585 0.0001
DLEDGDP_1 -0.14530 0.039344 -3.693 0.0010
DLEDGDP_2 0.080759 0.032266 2.503 0.0184
ECM1_12 -0.73460 0.36388 -2.019 0.0532
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Diagnostic Tests

R"2 = 0.749448

DW = 2.12

AR 1-2F(2,26) =  0.31508 [0.7325]
ARCH 1 F(1,26)= 0.12255[0.7291]
Normality Chi*2(2)=  8.7456 [0.7213]
Xi*2 E(6, 11 = 0.28385 [0.9887]
RESET F(1,27)=  0.042943 [0.8374]

* denotes an error correction term

The results of the vatious diagnostic tests are reported and the tests did not detect any
problem of hetroscedasticity (ARCH-Autoregressive conditional hetroschedasticity
test), non-normality (N ormality Chi*2(2) test). None of these tests reported were
nothing to suggest that the model was misspecified. The tests covered, respectively, the
Breusch-Golfrey LM test for serial autocorrelation up to the second lag, an ARCH test
for conditional hetroscedasticity, Jarque-Bera Normality X2 () tests, and the Ramsey
RESET general test for misspecification. We also observe from table 4.6 that there is

no evidence of serial cotrelation by AR test.

Most of the vatiables considered in the determination of economic growth in Table 4.6
have their hypothesized. The coefficient of past debt accumulation (debt lagged once)
is negative as expected. These results confirm the existence of debt overhang problem
as carlier postulated. The results tally with the findings of similar studies (e.g. Elbadawi,
et al, 1996). However, the magnitude of the coefficients is quite small. The negative
effect of cutrent debt service ratio on economic growth was as expected. Moreover,
this is a short run effect. A tise in private investment as a ratio of GDP (both current
and lagged) has positive effect on growth as would be expected. According to the

accelerator principle, growth in investment facilitates faster economic growth.
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It has been said that inflation may stimulate growth at low and containable levels but
can impact negatively on growth at high levels. The results show that cutrent inflation
rate (INFL) deters economic growth while past inflation rate (INFLt-1) stimulates

economic growth.

The lagged error cotrection term (ECT't-1) included in the model to capture the long-
run dynamics between the cointegrating series is correctly signed (negative) and
statistically significant. The coefficient indicates a speed of adjustment of 73.46% from
actual growth in the previous year to equilibrium rate of economic growth. This is a
high speed of adjustment implying that all errors/deviations are corrected within one
year. A further discussion of what ECT entails is worthwhile as it reveals long run
relationships of the non-stationary variables. It has a negative sign implying that any

shock in the system in the short run will return back to its long run path.

The goodness of fit, also called the overall significance of the model, as measutred by
R™2, shows that about 74.94 percent of the variations in the dependent variable
(LRGDP) is explained by the explanatory vartiables. This overall significance test of the
model indicated that explanatory variables jointly ate statistically significant at 1% level

of significance.
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CHAPTER FIVE

CONCLUSION AND POLICY IMPLICATIONS

5.1 CONCLUSION

Although the contribution of external borrowing notwithstanding, it is important to
note that there is a limit beyond which it poses negative effects on the economy.
Elbadawi et al (1997) generated a Laffer curve for debt’ establishing a critical threshold
beyond which debt impacts negatively on growth and investment. On the basis of their
results, debt in excess of 97 percent of GDP is likely to have a negative impact on
investment and growth. With respect to the private sector investment, it suggested a
debt to GDP ratio greater than 33.5 percent would generate a depressive effect by

reducing investment.

In the literature, different ideas were suggested by different theoreticians to explain the
reason behind the huge rise in debt figure. The Wotld Bank Report argued that the
cause of SSA’s debt crisis is totally the result of inadequate government policies. The
empirical findings confirm that an excessively high stock of external debt affects
economic growth negatively both in the short run. But, it was statistically insignificant.
Hence, the main hypothesis that debt to GDP ratio has impact on economic growth is
not rejected since the vatiable is significant because there is an indication of its possible

negative impact on the economy.

Academics and international institution officials have devoted considerable thought
and effort in solving the problem of external debt of developing countties. However,
external debt remains one of the greatest burdens for this group of countties,

hampering their growth prospects, and increasing their vulnerability.
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Recent literature has provided a significant body of evidence about the most relevant
indicators and predictors of external and debt crises. The key macroeconomic
indicators are output growth; terms of trade; monetary indicators; interest rates;
exportts, imports and the external curtent account; external debt ratio to GDP, external
debt service ratio to GDP, external debt service ratio to exports, ot interest payments

to GDP; and, ratios of short term debt to total debt, and debt service due to total debt.

Ethiopia, one of the poorest countries in the world, has witnessed broadly, three policy
regimes: the impetial rule (ptior to 1974), the Derg regime (1974-1991), and the present
regime (1991 onwards). The first regime adopted non-interventionist approach, the
second followed rigid inward-looking strategy and the third initiated economic reforms
to address the long-term structural problems of under development. Beginning in 1992,
the Bthiopian government began to implement an economic reform program with a
view to revive the economy. Various policy measures, some homebred, others imposed

by the IMF and the World Bank, have been undertaken.

The external debt burden has assumed great impottance in the economy and require
due attention of the policy makers as it stands on top in the budgetary allocation as the
expenditure outlay and consumes 2 huge portion of the GDP. The growing public debt
and its servicing are indeed vety setious macroeconomic problems facing the economy,

which lead to high inflation, low savings, and sovereignty of the country.

The post 1991 period in Ethiopia has witnessed several economic reforms under the
structural adjustment program. This became cohlpulsory due to the setious balance of
payment ctisis in Ethiopia. The new government, which took over in 1991, initiated a
set of reforms to address both the need for immediate macroeconomic recovery and

long-term structural problems of underdevelopment.
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This study presented the external debt scenario of HEthiopia over its three economic
regimes. The trends in foreign debt across various regimes indicate that Ethiopia has
been a severely indebted country and continues to be so even after the economic
reforms in the 1990s. Tt has been experiencing a steady increase in its debt to GDP
ratio, which became more than its GDP since 1992. The debt to expotts ratio rose to
more than 100 percent in the 1980s and remained at a very high level in the 1990s. This
has pushed the countty into severe debt service difficulties. Despite rescheduling and
other policy measures, the country has not been able to meet its debt service

obligations. Debt atrrears have increased theteby increasing Ethiopia’s debt butden.

In a country like Ethiopia, where matetial and financial resources are lacking to carry
out development programs, the need for external borrowing is something one can not
afford to ignore. However, financing the deficit through external borrowing resulted in
increasing external debt stock. The debt burden of a country is of great concettl
because it imposes a number of constraints on its economic growth. Hence, the study
examined the effect of debt on economic growth in Ethiopia using 2 model developed

by Elbadawi ef al. (1996).

The study pin downs vital role of the emerging field of external debt and debt
indicators in the Ethiopian economy with emphasis on empirical relationship of
external debt and economic growth over the period 1963/ 64-2003/04. In doing so, this
paper examines the magnitude and structure of the country’s external debt, and its
impact on economic growth across its three economic regimes. Using time series data
for the same petiod, the empirical results indicated that past external debt accumulation
has a negative impact on economic growth. Debt servicing also appears to affect

economic growth adversely.
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5.2 POLICY IMPLICATIONS

As indicated eatlier, past attempts to resolve SSA’s external debt crisis have not borne
much fruit. The only hope now lies in the current HIPC debt Initiative, which is
expected to relieve the HIPCs of their debt butrdens, with positive implications on
poverty. In as much as external debt burden is a reality in Ethiopia, it is also true that
the country cannot achieve its goal of becoming an industtialized nation by the year
2020 without external financial assistance. In view of the current economic recession
and the negative net outflows, the results obtained from this study support the need for

Ethiopia to be considered for comprehensive debt relief measures.

The simultaneous attainment of sustainable economic growth and external debts
appeat difficult at the moment and could remain elusive if aggressive measures are not
undertaken. The government could play an important role in stimulating the economy
if the resoutces obtained from the debt relief initiatives are tatgeted at productive
public investments with the resultant crowding-in effects on ptivate investment, and

social spending for the poot-.

Being the key source of indebtedness, the challenge to the government remains that of
ensuring efficiency in delivery of services and increased productivity of public
investments. Efforts are already being ditected towards this direction through
pivatization of parastatals and downsizing of the civil service, but more has to be done
to revamp the economy to a higher, sustainable growth path. In the long run, foreign

savings should supplement but not replace domestic savings.
Propet macroeconomic management of the economy as a whole is important since it

also determines the volume and servicing of external debt, as well as the credit rating.

Availability of external finance should be consistent with a policy framework that is
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credibly maintained (fiscal stance, exchange rate policy, interest rate policy, pricing
policy, etc.). It is important to create credibility including political will in order to spur
investor confidence for both local and foreign investments. Commitment to fe-

building credibility is a key challenge for Ethiopia.

Development activities could also be financed through increased export earnings
spearheaded by an export-led growth strategy. As part of broader strategy to assist the
HIPCs out the debt crisis, the international community should provide a conducive
environment for expotts from the low-income countries including Ethiopia. Ethiopia
still has a chance of overcoming its external debt problems by cultivating the right

policies, but will need considerable support through debt relief/reduction initiatives.

Given the scope of the papet, the followings are some of the plausible policy
implications with respect to the effort to deal with high levels of external debt and its
consequences on the economic growth of the country and for the various parties

involved in debt issues:

For debtor country (Ethiopia):

Because external loans must be paid in foreign exchange, external borrowing decisions
must be linked to a general economic policy framework that will guarantee profitability
of the invested borrowed funds and the generation of sufficient foreign for external
debt service. Therefore, the need for good policies and sound economic management

can not be overemphasized.

Public and private borrowing needs to be subject to strict scrutiny in terms of its use,

within the context of growth-otiented debt sustainability exercises, with comprehensive
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debt monitoring and follow-up procedutes, including private sector debt. The IMF and

other TFIs should continue to provide technical assistance in these areas.

Ethiopia, like othet borrowing countries, needs to set up contingent financing in
preparation of short-term crises, in order to preclude unnecessarily tough policy

adjustments. TFTs and particulatly the IMF need to play a major role in this regard.

Structural problems inherent to the Ethiopian economy could be considered as one of
the relevant factors contributing to the debt problem in the country. In general,

diversifying its export sector is one of the solutions to reduce the debt problem.

Since debt servicing erodes tresoutces which would have been used to improve the
welfare of the citizens, the issues of debt reduction, debt forgiveness and debt
rescheduling must get due considerations. Hence, debt forgiveness is the most
complete and effective strategy for debtor countries to recover debt-induced
depression and resume sustainable growth. Not only is the principal extinguished but
also the steady accumulation of debt that comes from repeated rescheduling and the

resulting capitalization of interest and arrears are eliminated.

External capital should be used to promote high and stable rates of economic growth
that are consistent with the achievement of sustainable balance of payment position.
Thus, the country must establish ctiteria for making effective use of resources that will

be at its disposal in the future.
The country should introduce effective debt management as a major policy concern to

achieve the benefits of external finance without creating difficult problems of

macroeconomic and balance of payment stability.

89



The Impact of External Debt on Economic Growth. ..

To sum up, the external debt problem is a teal constraint and should not be ignored.
Therefote, the country must assume ptimary responsibility for their own fate by

sustaining economic reforms and adjustment process.
For International Financial Organizations:

As a main principle, financial tesoutces have to start increasing again in line with broad
indicators of world economic growth, trade and finance, to allow for adequate levels of

financing at times of crisis.

With additional resources, IFIs should take a strong counter-cyclical approach, with
active engagement when ptivate sources of financing dry up. In order to be effective,
Balance of Payments support in times of capital account ctises needs to be prompt,
significant in size, and with only a limited link to complex reforms, to avoid excessive

upfront delays in negotiations and eventual disbursements.

Better and more pro-active rules need to be developed within a multilateral context, so
as to deal effectively with prospective defaults and other debt difficulties. A possible
solution could be an arbitrage system, with the help of neutral agents or facilitators.
For the Official Donor/Creditor Community:

Increased concessional resources are needed for low-income countties, under ODA, to
enhance their prospects for growth. Such increase needs to be effected in conjunction

with the IFIs.

Bilateral aid needs to supplement the resources made available by the IFIs. Concerted

efforts are needed to improve the mechanisms for debt restructuring.
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For Private Creditors:

For their own protection, ptivate creditors need to coopetate in developing adequate
mechanisms of debt renegotiation, including through accepted atbitrage, ot through

appointment of a facilitator.
Private creditors should develop procedures for cooperation with official creditors and

debtor countties in ctisis to reduce volatility and preserve financing flows, in line with

the growth potential of the borrower, and not based only on short-term considerations.
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APPENDIX I

GLOSSARY OF TERMS

The World Bank's Debtor Reporting
System (DRS), International Monetary
Fund (IMF), the Organization for
FEconomic Development and
Cooperation (OECD) and the Bank for
International Settlements (BIS) formed a
Working Group which has published a

common definition of external debt as

defined below:

Arrears: Amounts that ate past due-for-
payment and unpaid. This includes
amounts of scheduled debt-service

payments that have fallen due but have

not been paid to the creditor(s).

Creditworthiness: Refets to a country's
acceptability for further credit by vittue
of its record of tepayment of past debts.
[t reflects the performance on external
debt management. If it is positive, the
creditworthiness rating of the countty is

high on the international capital market.

Debt Forgiveness: The voluntaty

cancellation of all ot part of a debt
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within a  contractual  arrangement
between the creditor in one economy

and a debtor in another economy.

Debt service (-to-export) ratio: The

ratio of debt setvice (interest and
principal payments due) during a yeat
expressed as a percentage of exports
(typically of goods and services) for that
year. This ratio is considered to be a key

indicator of a countty’s debt burden.

Differed Payments: Are obligations that
ate not consolidated but postponed non-
concessionally, usually for a short time,

as specified in the agreed minute.

Disbursed and Outstanding. Means
debt

that includes only committed
amounts drawn-down, not yet repaid, or
cancelled. It does not include future
interest payments. Undisbursed amounts
are exceeded. Disbursed debt
outstanding equals to the cumulative
disbursements, less repayments, amount

cancelled and amount restructured.
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Disbursements: Are drawings on loan
commitment duting the year specified.
That is, the amount of a loan that is

utilized in the accounting period.

Gross External debt: 'The amount, at
of disbursed
liabilities

and

of

any given time,
outstanding  contractual
residents of a country to non residents to
repay principal, with or without interest,
ot to pay interest, with or without

principal (Klein, 1994; P. 56).

Interest: The amount paid to the lender

during the accounting period as

compensation for use of his capital.

Liquidity problem refers to the inability
of a countty to setvice its debts now in
the amount initially contracted (Osei,

1995).

Long-term external debt is defined as
debt that has an original or extended
maturity of more than one year and that
is owed to non residents and repayable in

foreign currency, goods or setvices.
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Official debts are those obtained from
national governments or their agencies or

from international agencies like the

World Bank and IMFE.

Private debts consist of those obtained
from ptivate creditors which include the
Furo-dollar loans, supplier credit experts

and loans from private commercial

banks.

Publicly Guaranteed External Debt. Is
usually defined as an external debt
obligation of a private debtor which a

public entity guarantees for repayment.

Restructuring: Are the amount of

principal ot interest payment due but
deferred, rescheduled, refinancing or

of debt-
Rescheduled

exchanged as a result

restructuring agreement.
principal involves a transfer of the
amount from the original loan to a new

loan. Debt relief as debt cancellation is

treated as a write-off.

Short-terms debts are those with

original maturity of one year or less.
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Solvency: Relates to whether the value
of a countty’s liabilities exceeds the
ability to pay at any time. A countty is

insolvent when it is incapable of
servicing its debt in the long run (Ajayi,

1991; ' Oset, 1995).

Total debt service (TDS) measures the
debt setvice payments on long-term debt
(public and publicly guaranteed and
private non-guaranteed), use of IMF
credit, and interest on short-term debt.
The debt service ratio is conventionally
measured by the ratio of total external
debt to GDP or total external debt to

export earnings of goods and services.

Total debt service payments: The sum
of amortization and interest payments.
Actual debt service is the set of payments
actually made to satisfy a debt obligation,
including principal, interest, that is
required to be made through the life of

the debt.

Total external debt stocks (EDT)

consist of public and publicly guaranteed
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long-term  debt plus private  non-
guaranteed long-term debt plus the use
of IMF credit plus estimated short- term
debt. This is to be distinguished from
debt outstanding and disbursed (DOD),
which is defined as the total debt
outstanding and disbursed of long-term
official official

concessional, non-

concessional and private loans.

Use of IMF credit denotes repurchase
obligations to the IMF with respect to all
uses of uses of IMF resources (excluding
those resulting from drawings in the
reserve tranche) shown for the end of the
year specified. Use of IMF credit
comptises purchases outstanding under
the credit tranches, including enlarged
access resources and all special facilities,
trust fund loans, and operations under
the structural adjustment and enhanced

structural adjustment facilities.

Write offs. A financial claim that a
creditor regards as untrecoverable and so

longer carties on its books.
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APPENDIX II

Paris Club Restructuring Terms for Low-Income Countries, 1975-2001

1975-88. Paris Club debt is rescheduled but not cancelled or reduced in present value by
reductions in interest.

October 1988. Toronto termns are introduced. For the first time, bilateral debts can be reduced in
present value terms by as much as 33.3 percent. This can be accomplished through a debt
reduction option or a debt service reduction option. Twenty countries benefit. Multilateral
debts are not reduced.

December 1991. [ ondon terms raise the allowable debt reduction for lowincome countties to 50
percent. Once again, debt reduction and debt service reduction options ate offered. Twenty-
three countries benefit, including many that had benefited from the Toronto terms.
Multilateral debts are not reduced.

December 1994. Naples ferms raise the allowable debt reduction for lowincome countries to 67
percent and set the minimum debt reduction for “the poorest and most indebted countries™ at
50 percent. In September 1999 the 67 percent threshold is applied to all heavily indebted poor
countries. Thirty countties benefit. Multilateral debts are not reduced.

December 1996. Lyon terms (also known as the Heavily Indebted Poor Countries, or HIPC,
initiative) raise the allowable debt reduction for heavily indebted poor countries to 80 percent.
For the first time, debts owed to the multilateral institutions (mainly the IMF, World Bank,
and the regional development banks) may also be reduced. The concept of debt sustainability
is introduced. Debts are to be cancelled to bring countries’ debts to between 200 and 250
percent of exports of goods and services, or, for countries with a high export-GNP ratio, to
no more than 280 percent of annual government revenue.' Five countries benefit.

November 1999. Cologne terms (also known as the enhanced HIPC initiative) raise the allowed
debt reduction to 90 petcent or mote “if necessary within the framework of the HIPC
initiative.” Debts of bilateral and multilateral official creditors ate also to be reduced
sufficiently to establish debt sustainability, as redefined by the initiative. Debt sustainability is
now defined as debt no greater than 150 petcent of exports, of, in countries with a high
export-GNP ratio, no greater than 250 percent of net annual government tevenue.” Forty one
countries are potentially eligible for the enhanced HIPC initiative, and fifteen countties have
benefited to date.

! Technically, the debt-export limit applied to countties with export-GNP ratios below 40 percent. The
alternative measure could apply for countries with an export- GNP ratio above 40 percent, as long as
government revenue was above 20 percent of GNP.

2 The thresholds for the government revenue alternative were eased slightly as well. The government
revenue-based measure could apply for countries with an export-GNP ratio above 30 percent and with
a government revenue-GNP ratio above 150 percent.

Source: Sachs (2002:25)
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APPENDIX III
ENHANCED HIPC INITIATIVE FLOW CHART

First Stage

* Country establishes three-year track recard of good performance and develops together with dvil sodety a Poverty Reduc-
ton Strategy Paper (PRSP);In early cases, an Interim PRSP may be sufficient to reach the decision point.

* Parls Club provides flow rescheduling on MNaples terms, Le., rescheduling of debt service on eligible debt falling due (up to 67
percent reduction on a net present value (NPV) basis).

* Other bllateral and commerdal creditors provide at least comparable treatment.

* Multlateral Institutions continue to provide adjustment support In the framework of YWorld Bank- and IMF-supported adjust-
ment programs.

Decision Point —_—
E.’Ih-&r“"’---_.‘ Or

Paris Club stock-of-debt operation under Naples terms and Paris Club stock-of-debt operation under Naples
comparable treatment by other bilateral and commercial terms and comparable treatment by other bilateral and
creditors commercil creditors

is adequate is not sufficient
for the country to reach external debt sustainabllity. for the country to reach extarnal debt sustalinability.
========> EXit ========>World Bank and IMF Boards
(Country does not quallfy for HIPC Initiative assistance.) determine eligibllity for assistance.

\

All creditors (multilateral, bilateral, and commercial) commit debt rellef to be delivered at the floating
completion point.The amount of assisance depends on the need to bring the debt to a sustainable level.
This 1= caleulated based on lBtest avallable data at the decision point

Second Stage

* Country establishes a second track record by Implementing the policles determined at the decision point (which are triggers
to reaching the floating completion point) and linked to the (Interim) PRSP

* World Bank and IMF provide Interim assistance.

* Paris Club provides flow rescheduling on Cologne Terms (%0 percent debt reduction on NFY basis or higher If needed).

* Other bilateral and commercial creditors provide debt rellef on comparable terms.'

* Other muldlateral creditors provide Interim debt relief at their discretion.

* All greditors and donors continue to provide support within tha framework of a comprehensive poverty reduction strategy
designed by governments, with broad participation of civil soclety and donor communicy.

“Floating Completion Point"

* Timing of completion point for nonretroactive HIPCs (Le., those countries that did not qualify for treatment under the original
HIPFC Initiative) Is ted to at least one full year of iImplementation of a comprehensive poverty reduction strategy, Including
macroeconomc stabllization polides and structural adjustment. For retroactive HIPCs (thoee countries that did qualify under
the original HIPC Initiativa), the uming of the complation point is tied to the adoption of a comprehensive PRSE.

* All ereditors provide the assistance determined at the decision point interim debt relief provided between dedsion and com-
pletion points counts toward this assistance.

* All groups of creditors provide equal reduction {In NPY terms) on their clims as determined by the sustainability target. This
debt relief iz provided with no further policy conditionality.

— Park Club provides stock-of-debt reduction on Cologne terms (%0 percant NPV reduction or higher If needed) on eligible debt.

— Other bilateral and commercil creditors provide at least comparable treatment on stock of debt.’

— Mululateral Institutions provide debt rellef, each choosing from a menu of optiors, and ensuring broad and equitable partich-
pation by all creditors Involved.

IRecogrizing the reed for ﬂcﬁc‘ibility in excepticnal cases.
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APPENDIX IV

A) Debt owed to Multilateral Creditors as at end June, 30 ...... (in MN USD)
Cf::;irt/o i 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003
IDA 950.3 | 1025.5 | 1276.2 | 15182 | 1536.5 | 1541.4 | 1543.4 | 1665.6 | 1746.9 | 1892.0 | 2438.0 | 2923.3
IBRD 8.4 4.8 0.6 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
IMF 0.0 20.1 50.5 77.5 1.3 89.3 83.4 76.5 65.2 89.2 101.6 | 154.6
ADF 2579 | 3122 | 444.6 | 532.0 601.1 602.9 | 600.7 | 637.6 | 6555 | 635.6 | 745.9 | 799.9
ADB 88.2 104.2 | 130.6 | 157.3 161.3 187.8 | 190.5 | 1919 | 1825 | 1524 | 150.1 | 130.3
NTF 24 2.0 1.8 1.5 1.1 0.7 0.4 0.0 0.0 0.0 0.0 0.0
EU 80.3 72.9 2.9 86.3 78.6 71.2 72.8 65.4 75.3 80.5 94.6 128.5
IFAD 61.5 60.8 60.9 68.3 63.8 61.6 58.3 57.2 58.7 60.5 67.9 76.5
OPEC 18.2 17.0 15.4 13.8 11.6 9.4 8.8 8.0 7.6 8.3 11:5 10.4
BADEA 6.6 5.7 4.7 3.8 2.8 1.8 0.9 0.0 3.2 8.8 13.4 13.3
NDF 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.3 1.7 6.6 S/
TOTAL | 1473.8 | 1625.0 | 2058.2 | 2458.7 | 2528.1 | 2566.1 | 2559.2 | 2702.2 | 2795.2 | 2929.0 | 3629.6 | 4246.5
B) Debt owed to Non Paris Club Creditors as at end June, 30 ...... (in MN USD)

Year/ Creditor | 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003
Algeria 9.8 10.0 10.1 10.3 | 104 | 10.6 10.7 10.8 10.9 10.9 109. 11.0
Bulgaria 46.3 47.6 48.2 48.1 48.4 | 485 48.4 48.7 48.8 48.8 48.8 0.0

China 61.0 61.8 61.9 634 | 634 | 634 63.7 64.3 78.5 45.7 45.7 45.7

North Korea | 118.6 | 1125 | 1149 | 1291 | 1184 | 105.6 | 100.7 96.4 88.8 19:5 87.5 101.7

Hungary 5.6 5.7 5.8 6.0 6.1 6.2 6.3 6.3 6.4 6.4 6.4 6.4
Kuwait 0.0 0.0 0.0 0.0 0.0 0.2 0.5 3.2 6.9 14.2 22.9 235
Libya 239.0 | 2393 | 239.6 | 239.8 |240.0 | 240.2 | 2403 | 2403 240.3 2403 | 2404 | 2404
Poland 8.9 9.9 10.3 10.6 10.8 11.0 11.1 11.1 11.1 11.1 11.1 0.0
Yugoslavia | 111.8 | 1154 | 1183 | 119.0 | 120.7 | 121.9 | 1225 | 1227 122.7 1227 | 122.7 | 1227
Czech 95.6 97.6 99.7 101.5 | 103.3 | 1044 | 105.2 0.0 0.0 0.0 0.0 0.0
TOTAL 696.4 | 699.7 | 708.8 | 727.7 | 7214 | 7117 | 709.3 | 603.9 614.4 579.7 | 596.5 | 8515
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C) Debt owed to Commercial Creditors as at end June, 30 ...... (in MN USD)
Year/ Creditor 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003
Bulgaria 8.6 8.7 8.7 8.7 8.7 8.7 8.7 8.7 8.7 8.7 8.7 8.7
Czecho 4.4 4.5 4.6 4.6 4.6 4.6 4.6 4.6 4.6 4.6 4.6 0.0
India 13.9 145 | 149 | 152 153 | 154 | 15.0 15.0 14.9 14.8 14.8 14.8
Italy 1.5 3.0 3.0 3.1 3.0 50 3.0 1.5 1.2 1.3 1.3
Yugoslavia 33.8 345 | 349 | 353 356 | 358 | 36.0 36.1 36.2 36.2 28.3 28.3
Netherlands
(EAL) 0.0 0.0 0.0 0.0 0.0 481 | 446 40.8 36.8 32.2 324 32.4
USA(EAL) 305.0 | 340.5 | 301.7 | 268.6 | 237.8 | 258 | 218 17.7 13.1 9.1 5.0 1.0
Austria 4.6 4.5 4.7 5.4 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
France(EAL) 9.7 8.1 6.5 4.9 3:3 1.7 0.0 0.0 0.0 0.0 0.0 0.0
UK 0.4 0.4 0.4 0.4 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Poland 0.4 0.4 0.4 0.4 0.4 0.4 0.4 0.4 0.4 0.0 0.0 0.0
USSR 184 185 185 186 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Canada 0.6 0.6 0.5 0.5 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Canada(EAL) 5.3 24 2.0 1.5 0.9 0.5 0.0 0.0 0.0 0.0 0.0 0.0
Japan 31.9 332 | 425 | 505 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
TOTAL 603.7 | 636.9 | 610.1 | 584.6 | 309.6 |144.0 | 134.1 | 126.5 | 116.2 | 106.8 95.1 86.5
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D) Debt owed to PC Creditors as at end June, 30

......

(in MN USD)

2001

2002

2003

1998

1999

2000

Year/ Creditor 1992 1993 1994 1995 1996 1997
Austria 16.7 16.8 17.1 19.4 18.1 14.7 16.9 15.9 14.6 14.7 16.6 19.8
Belgium 34.5 38.3 39.2 45.8 41.6 34.3 38.8 36.6 33.] 12.5 137 9.5
Denmark 0.1 0.1 0.1 0.1 0.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0
France 9.6 5.9 6.0 6.6 6.3 5.4 5.2 5.0 4.6 5.0 5.8 6.8
Germany-Fed 37 66.8 67.8 ] 70.7 58.6 655 62.6 575 54.8 61.5 72.9
Israel 0.1 0.1 0.1 0.1 0.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Italy 349.8 | 3582 |354.4| 359.2 | 359.1 328.2 | 380.4 |373.6| 323.7 | 3283 | 343.0 | 356.8
Netherlands 7.9 6.1 2.9 25 1.5 1.4 1.3 1.2 1:1 0.9 1:1 1.5
Spain 16.0 16.0 16.0 16.0 16.0 16.0 16.0 16.0 16.0 14.4 112 11.2
Sweden 36.5 20.5 241 252 24.5 21.8 28.9 31.3 30.3 25.5 26.2 21.7
Switzerland 0.2 0.1 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
U.K. 21.9 24.5 26.2 27.8 26.8 23.7 25.5 23.7 22.0 16.6 18.2 19.7
Finland 59 4.5 4.6 6.0 6.0 5.5 4.5 4.6 4.6 24 22 2.4
Germany. Den | 116.0 33.6 33.5 33.6 34.2 24.2 24.2 24.2 242 0.0 0.0 0.0
U.S.S.R 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.1 | 12164 | 1268.9 | 1268.2 | 1268.1
Canada 0.6 0.3 0.3 0.3 0.3 0.3 0.3 0.3 0.3 i 0.3 0.3
U.S.A 80.3 85.5 85.5 85.5 86.7 81.5 97.6 97.6 97.6 101.8 | 101.8 125
Japan 13.4 14.8 18.6 21.9 16.4 15.2 11.9 135 15.1 13.0 15.% 156
Austria 7.2 11.4 11.7 11.8 11.8 11.2 10.0 8.8 7.6 6.5 B3 4.1
TOTAL 7624 | 7035 |708.1| 738.7 | 720.2 | 642.0 | 728.0 | 715.0 1863.1 | 1863.1 | 1888.8 | 1886.7
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