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Abstract 
Foreign debt is considered to be a source of income for countries. If foreign 
debt is managed well and directed towards productive projects, then it might 
enhance the countries’ economic growth. However, foreign debt has many 
costs that might cause deterioration in the economy. This study aims to in-
vestigate how total foreign debt impacts the economic growth of Egypt for a 
time period of 39 years (1980-2018). In the methodology, descriptive statis-
tics, unit root tests, Johansen co-integration and Vector Error Correction 
Model (VECM) are used. The results show that total foreign debt exerts a sig-
nificant long run negative impact on the Egyptian economic growth, while 
the results are insignificant in the short run. 
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1. Introduction 

One of the most significant goals for developing countries is achieving high 
economic growth. However, due to the insufficiency of capital for the purpose of 
investing domestically, developing countries are forced to borrow from external 
sources. By utilizing the external debt towards effective projects, economic 
growth could be achieved (Todaro & Smith, 2006).  

Foreign debt means debt owed to governmental securities’ holders such as 
treasury bonds, bills and notes. Governments in general borrow to pay off other 
debt that is matured or to fill the gap between low revenues and high expendi-
tures (Babu, Kiprop, Kalio, & Gisore, 2015). External debt has many advantages 
and disadvantages. Among the advantages, it is using the external debt to 
finance viable projects that need capital which is not available through domestic 
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sources. These viable projects might be in the form developing rural and urban 
areas, enhancing the tourism activities, investing in agriculture, mineral explo-
ration, and improving the transportation and communication infrastructures 
(Osuagwu & Orbunde, 2015). Furthermore, external debt might be used in in-
vesting in technology and buying equipment to further support production 
process. This would help developing countries foster their production levels 
and thus enhance their economic growth. In addition, foreign debt could be 
used as an emergency income for governments in cases of war or any other un-
planned situation such as natural disasters where a lack in tax revenues might 
exist (Weiss, 2007). These unexpected events deteriorate the economy and thus 
the role of foreign debt comes in the form of financial flows used to help the 
economy to recover faster (Saylor & Wheeler, 2017). Another advantage of us-
ing foreign debt especially when it is dominated by foreign currency such as US 
dollar or euro, is its abundance compared to domestic currencies. As a result, 
the pressure on domestic financing sources would be relieved and more in-
vestments would be facilitated and thus the economy would be improved 
smoothly (Brkić, 2021).  

However, interest needed to be paid on the foreign debt is the main disadvan-
tage. Governments try to raise the level of taxes or shift the usage of revenues 
from productive projects towards the foreign debt payments which adversely af-
fects their economic growth (Lin & Sosin, 2001). Despite the fact that foreign 
debt is considered to be a very important source of income for developing coun-
tries, external debt burden might cause major problems for them (Forgha, 
Mbella, & Ngangnchi, 2014). Another significant disadvantage of using foreign 
debt especially when it is denominated in foreign currency and unhedged as 
well, is exposing the borrower to fluctuations in the exchange rate. When gov-
ernments obtain tax revenues in domestic currency, while borrowing in foreign 
currency, this would expose the domestic currency to potential depreciation. 
One of the major reasons behind domestic currency depreciation is the situation 
where foreign investors liquidate their positions in government bonds or when 
creditors call back their loans suddenly which would exert a downward pressure 
on the domestic currency. As a result, both the ratio of debt to GDP and interest 
value (in domestic currency) would increase which affects the budget balance 
and the whole economy adversely. Furthermore, not only governments that 
borrow in a foreign currency suffer from exchange rate fluctuations, but also the 
creditors suffer as the ability of governments to repay the debt decreases when 
the domestic currency depreciates. As a result, if creditors are no longer inter-
ested to finance the government, and if a large amount of obligations should be 
paid in a short time, then a debt and currency crisis might occur (Brkić, 2021).  

Since a debate exists for how foreign debt impacts the economic growth of 
countries, as it has benefits as well as costs, then this study aims to investigate 
the impact of total foreign debt on the Egyptian economic growth for a time pe-
riod of 39 years ranging from 1980 till 2018. 

https://doi.org/10.4236/jss.2021.910010


A. Safwat et al. 
 

 

DOI: 10.4236/jss.2021.910010 132 Open Journal of Social Sciences 
 

Total Foreign Debt in Egypt 

Figure 1 shows the trend of total foreign debt in Egypt since 1980 till 2018. 
As shown in the above figure, the general trend of total foreign debt in Egypt 

from 1980 till 2018 is increasing. However, some periods witnessed a drop in the 
external debt which is explained in the following paragraph. 

Alissa (2007) mentioned that after applying the open door policy in 1970, 
Egypt was using short term debt as a method of finance at a very high cost. In 
the period from 1973 to 1976, the US imports of wheat had increased four times 
which in turn affected other countries such as Egypt, where a sharp fall in ex-
ports and higher imports existed. After that, the external debt in Egypt at the end 
of 1981 increased to more than 100% of its gross national product which put the 
economy in an unstable position. In addition, the oil crash prices 1985-1986 
caused a fiscal deficit followed by higher levels of debt. As a result, the govern-
ment used an expansionary monetary policy and constrained the use of foreign 
debt where a decline in total foreign debt till 1991 occurred. The Economic 
Reform and Structural Adjustment Program (ERSAP) initiated in the 1990s pro-
vided stability and maintained the level of external debt in Egypt (Hanafy, 2015). 
CBE (2003) stated that the external debt in Egypt remained stable but it in-
creased slightly in 2003 by US$86.7 million due to the appreciation of many dif-
ferent borrowing currencies versus the US dollar. On the other hand, a decrease 
in the gross foreign debt to GDP in Egypt from approximately 28.8% in the fi-
nancial year 2005-2006 to 20.9% in the financial year 2007-2008 was attributed 
to many changes such as a sudden increase in inflation which caused a decline 
in the Egyptian fiscal revenue and caused a decline in the value of debt (Fava-
ro, Garrido, & Stucka, 2009). Abdou and Zaazou (2018) mentioned that after 
the 2011 revolution, Egypt was trying to recover but its foreign debt increased  
 

 
Figure 1. Total foreign debt in Egypt. Source: Author’s computation using Microsoft Excel 
software version 2013. 
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continuously from 12.4% to GDP till it reached 79% in 2016. In addition, it con-
tinued to increase from 2017 to 2018 by 17.2% and from 2018 to 2019 by 17.3% 
(CBE, 2018; CBE, 2019). 

2. Literature Review 

The effect of foreign debt can vary from developed to developing countries. De-
veloped countries can manage the usage of foreign debt efficiently and produc-
tively by utilizing it in added value projects and thus avoiding the risks attached 
to debt such as high costs of borrowing (high interest rates), volatility of the 
market, unattractive countries for investment and devaluation of the domestic 
currency which in turn will affect the countries’ economic growth positively. On 
the other hand, developing countries are not utilizing foreign debt in a produc-
tive way which in turn affects their economic growth negatively. This might 
happen especially when external borrowing is more than 90% of the GDP (Pres-
bitero, 2012).  

Foreign debt’s adverse effect on the countries’ economic growth might be at-
tributed to the following: Debt Overhang Hypothesis, Crowding Effect, Liquidity 
Constraint Hypothesis, Direct Effect of Debt Hypothesis and Debt Laffer Curve 
Theory. Debt Overhang Hypothesis (DPH) means that the high cost of debt 
prohibits countries from fully benefiting from the value of debt and discourages 
investment (Borensztein, 1990). Using debt discourages investors from investing 
because they expect to pay high levels of tax rates on their return to offset the 
debt burden. Also, investors expect that debt might cause devaluation for the 
domestic currency and high levels of inflation (Claessens, Detragiache, Kanbur, 
& Wickham, 1996). The second negative effect mentioned is the Crowding Ef-
fect, which means that governments exert their efforts toward the repayment of 
debt which in turn adversely affects the other duties of government such as ex-
penditures on public services such as education and health that are essential for 
economic growth. The third effect is Liquidity Constraint Hypothesis (LCH) 
which means that countries need foreign exchange in order to repay their debt 
especially when the country’s domestic currency is not used in the international 
markets. Therefore, countries restrict imports and devalue the domestic curren-
cy to encourage the flow of foreign exchange into the economy (Serieux & Yia-
gadeesen, 2001). The fourth effect is Direct Effect of Debt Hypothesis (DEDH) 
which means that foreign debt does not have negative effect on investment and 
saving function only, but also it adversely affects the mix of factors of production 
productivity and investment. Investors become uncertain towards investment 
when the levels of debt are high and thus devote their investments toward short 
term rather long term projects which in turn affects the economic growth nega-
tively (Pattillo, Poirson, Ricci, Kraay, & Rigobon, 2003). The fifth and final effect 
is the Debt Laffer Curve Theory which indicates that external borrowing might 
help to fill the gap that exists in the government budget (budget deficit) but if it 
increased over a specific level it will cause repayment burden which will stifle 
economic growth (Pattillo, Poirson, & Ricci, 2002).  
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Al Kharusi and Ada (2018) studied how Oman’s economic growth is influ-
enced by using external debt. Recently, Oman is using higher levels of debt as a 
result of decreasing the governmental revenues after the decline in oil prices that 
occurred. In 2016, Oman’s foreign debt increased to be 26% of the GDP and in 
2017 it was rated by S&P as BB credit rating. As a result, it was suggested that 
any additional increase in foreign debt might cause a financial crisis and thus 
unstable economy. Higher levels of debt have disadvantages such as crowding 
effect which means that higher levels of debt reflect higher interest rates and thus 
higher borrowing costs which makes both consumption and investment more 
expensive. Another disadvantage is mismanaging the debt which leads to bad ef-
fects on countries’ economic growth. Moreover, tax payments on future income 
of countries should be paid as a cost on debt (Krugman, 1988; Cohen, 1995). Al 
Kharusi and Ada (2018) gathered time series data for a period of 26 years start-
ing from year 1990 till year 2015. The authors modified a model constructed by 
Mbah, Agu and Umunna (2016) that includes growth rate of GDP as a depen-
dent variable and the ratio of foreign debt to GDP as the main independent va-
riable. Also, they included some control variables such as inflation, an indicator 
for labor (growth rate of population), trade to GDP ratio, an indicator for capital 
(gross fixed capital formation) and primary school enrolment as an indicator for 
human capital. In their methodology, Augmented Dickey Fuller (ADF) was used 
to check the stationarity of data and then an Autoregressive Distributed Lag 
(ADRL) was used to examine whether an existence of long run relationship 
among the variables occur or not. Furthermore, Error Correction Mechanism 
(ECM) was used to determine how Oman’s economic growth was affected by 
using foreign debt. Finally, they concluded an existence of long run relationship 
among the studied variables. Moreover, ECM showed that the ratio of foreign 
debt to GDP adversely affected Oman’s economic growth, where the economic 
growth declined by 0.04% as a result of increasing the foreign debt to GDP ratio 
by 1%. The authors recommended that Oman needs foreign debt to fill the gap 
that emerged from decreasing the oil prices, while using this debt efficiently and 
with sound policies to help Oman in enhancing the performance of its economy. 
These results supported Mbah et al. (2016), Rais and Anwar (2012), and Rifaqat 
and Usman (2012).  

Senadza, Fiagbe and Quartey (2018) investigated the debt-growth nexus for 
the Sub-Saharan countries for a period ranging from 1990 till 2013. They em-
ployed the real GDP growth rate as the dependent variable while the ratio of for-
eign debt to GDP, the ratio of total investment to GDP, the natural log of labor 
force and the exports growth rate were used as independent variables. Also, a 
dummy variable was used to indicate the level of income in which 1 reflects 
middle income and 0 reflects low income. The authors used system Generalized 
Methods of Moments (GMM) in their methodology. Finally, they concluded that 
the economic growth of the Sub-Saharan countries is negatively influenced by 
foreign debt at which the growth rate decreases by 0.05% when the ratio of for-
eign debt to GDP increases by 1%. The results were the same for all countries’ 
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levels whether low income or middle income. In addition, the authors recom-
mended that countries can take foreign debt but they must devote efforts to 
manage and pool these funds in a productive investment.  

In addition, another study held by (Lin & Sosin, 2001) focused on analyzing 
the relationship among using external debt and economic growth. The authors 
stated that some countries have the problem of insufficient domestic savings and 
thus they seek finance from foreign market participants’ savings. These savings 
could be foreign debt or foreign investment. Scholars focused on foreign invest-
ment and economic growth relationship rather than foreign debt. Therefore, the 
authors chose to study the foreign debt-economic growth nexus. Borrowing 
from outside could help countries to increase investments, buy new machines, 
achieve technological advancements and others which help in higher production 
and thus higher economic growth. However, the cost of debt which is interest 
requires more revenues allocated to productive activities which might negatively 
affect economic growth. Since borrowing from outside has some benefits and 
some costs, so how foreign debt impacts the economic growth could not be ge-
neralized. The authors examined how the economic growth for 77 countries is 
affected by using external debt. They divided the sample of 77 countries into sub 
samples as follows; African countries, industrialized countries, Latin American 
countries and Asian, other non-American and other non-African countries. The 
study covered the period from 1970 to 1992. Moreover, the annual growth rate 
was calculated for the GDP per capita to be used as the dependent variable and 
as an indicator for economic growth. What is more, the ratio of foreign debt to 
GDP was used as an independent variable and it reflected the government’s ob-
ligations among the studied period. Other independent variables used were pop-
ulation growth rate, total investment to GDP and initial GDP per capita. Trade 
openness and government expenditures were used as control variables. Moreo-
ver, a dummy variable for each sub-sample was used as well. A correlation ma-
trix was conducted to determine whether a multicollinearity problem existed or 
not and a regression analysis was used to reach the relationship between the va-
riables employed in the study. 

Finally, Lin and Sosin (2001) concluded that the economic growth for the 
whole sample (77 countries) is negatively affected by using external debt which 
could be supported by Siddique, Selvanathan and Selvanathan (2016). Further-
more, African countries sample showed a significant negative relationship as 
well. However, Latin American countries and industrialized countries’ results 
were negative but insignificant. Asian and other countries showed an insignifi-
cant positive relationship. The authors added that foreign debt could foster eco-
nomic growth if it is utilized and managed efficiently.  

3. Data and Methodology 

Section three includes the research model applied in this study with an explana-
tion for the variables. In addition, the data collection method is clarified. Finally, 
this section explains the methodological techniques used to address the study’s 
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aim starting with descriptive statistics, unit root tests, Johansen Co-integration 
and then VECM. 

3.1. Research Model 

it it it it it it it it itRGDP β0 β1TFD β2TO β3FD β4INF β5INT β6EX ε= + + + + + + +  (1) 

where:  
RGDP is Real Gross Domestic Product per Capita for Egypt at period t; 
β is the coefficient; 
TFD is Total Foreign Debt as a Percentage of GDP for Egypt at period t; 
TO is Trade Openness for Egypt at period t; 
FD is Financial Development for Egypt at period t; 
INF is Inflation Rate for Egypt at period t; 
INT is Real Interest Rate for Egypt at period t; 
Ex is Exchange Rate for Egypt at period t; 
ε is the error term.  

3.2. Variables’ Description 
3.2.1. Dependent Variable 
The dependent variable used in this study is Real GDP per capita (RGDP) as a 
measure for the Egyptian economic growth. It is calculated by the ratio of real 
GDP to mid-year population.  

3.2.2. Independent Variable 
Total Foreign Debt to GDP (TFD) ratio is used as the main independent variable 
in this study. Total foreign debt is measured by adding the long term debt which 
includes public, publicly guaranteed, and private nonguaranteed debt along with 
the short-term debt (debt with less than one year maturity) and the credit ob-
tained from the international monetary fund. It is calculated as a percentage of 
GDP (Al Kharusi & Ada, 2018; Senadza et al., 2018; Egbetunde & Akinlo, 2015; 
Lin & Sosin, 2001).  

3.2.3. Control Variables 
Control variables mean variables that are held constant in the study, but exert an 
effect over the results. For example, when examining the association between va-
riable “X” and variable “Y”, the results might be spurious unless control va-
riables are included as they affect the results as mentioned earlier (Ritzer, 2007). 
This study employs the following control variables; Trade Openness (TO) that is 
calculated by adding imports to exports as a ratio of GDP. Financial Develop-
ment (FD) measured by an index originated by the International Monetary Fund 
(IMF). It measures how efficient, deep, stable and accessible both the financial 
institutions and financial markets of countries. The index was created for 183 
countries. Examples for financial institutions include banks, insurance compa-
nies, mutual funds, and pension funds. While, examples for financial markets 
include stock market and bonds market. If depth, access and efficiency exist, 

https://doi.org/10.4236/jss.2021.910010


A. Safwat et al. 
 

 

DOI: 10.4236/jss.2021.910010 137 Open Journal of Social Sciences 
 

then financial development exists as well. Depth reflects the size and liquidity of 
the market. Access reflects the extent to which companies and individuals can 
reach the financial services. Efficiency reflects the extent to which institutions 
offer low cost financial services and gain sustainable profits, and the level of ac-
tivity in the market (Svirydzenka, 2016). 

Lending rate minus inflation (Neely & Rapach, 2008) is used as an indicator 
for Real Interest Rate (INT). Inflation Rate (INF) means a persistent increase in 
the price level (Bozkurt, 2014). It is computed as the rate of growth for the GDP 
implicit deflator annually which reflects the change in prices of the whole 
economy. Finally, Exchange Rate (EX) is the rate that is determined by the state 
authorities. It is measured by calculating a yearly average based on the monthly 
averages (domestic currency units in proportion to the U.S. dollar). 

3.3. Data Collection 

In this study, secondary time series annual data are collected from year 1980 to 
2018 in Egypt. Real GDP per capita, total foreign debt, trade openness, real in-
terest rate, inflation rate and exchange rate are collected from the database of the 
World Bank. While, financial development is collected from the IMF. 

3.4. Methodology 
3.4.1. Descriptive Statistics  
Descriptive statistics is the first methodological step used in this study. It clari-
fies and summarizes the data by presenting the value of its mean and median, 
the highest and lowest values, standard deviation, and skewness and kurtosis for 
the studied data. Conner and Johnson (2017) explained descriptive statistics as a 
tool used to present and summarize the data in a way that would be understood 
more easily. It includes quantitative data and some other representation such 
as charts or graphs. On the other hand, descriptive statistics cannot be used 
only to reach a conclusion, but they provide a base for future analysis and in-
vestigations.  

3.4.2. Unit Root Test 
Unit root test is executed for the purpose of identifying the stationarity of the 
time series data before determining the likelihood of having a long run relation-
ship between the examined variables. If the series has restricted variance, stable 
mean, tends to return to the equilibrium mean value and has l (0) which 
means zero order of integration, then the series is considered to be stationary. 
However, if the series is non-stationary which means that unstable mean and 
covariance exists, then it should be differenced to reach l (0), and in this case 
the series is integrated of order “n” which can be shown as Xt~l(n) (Awe & 
Olawumi, 2012). 

Augmented Dickey Fuller (ADF) and Phillips Perron (PP) are the most fre-
quently used unit root tests and they are applied for the time series data in this 
study. 
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3.4.3. Johansen Co-Integration Test 
After identifying the stationarity of data by using both ADF and PP tests, the 
study seeks to investigate if a long run relationship among the variables exists or 
not. Trace and maximum eigenvalue tests are two different ratio tests proposed 
by Johansen (1988, 1995) for determining the significance of the established 
correlations. They are shown in the following two equations: 

( )trace 1ln 1n
ii rJ T ∧

− +
= − −λ∑                       (2) 

( )max ln 1 iJ T ∧= − −λ                          (3) 

The sample size is reflected by T and i
∧λ  refers to the ith largest established 

correlation. The null hypothesis is of r co-integrating vectors is tested against 
two different alternative hypothesis based on the ratio test. The trace test tests 
the null hypothesis against the alternative hypothesis of n co-integrating vectors. 
While, the maximum eigenvalue test tests the null hypothesis against the alter-
native hypothesis of r + 1 co-integrating vectors (Johansen & Juselius, 1990; Jo-
hansen, 1988, 1995). The following two hypotheses reflect the Johansen test: 

H0: No co-integration exists between variables 
H1: Variables are co-integrated. 

3.4.4. Vector Error Correction Model  
After testing for the existence of long run relationship using the Johansen 
co-integration test, the next step depends on if a co-integration exists or not be-
tween the examined variables. If the data is not co-integrated, then a VAR (Vec-
tor Auto Regressive) model will be used. However, if co-integration exists 
among the studied variables, then a VECM will be used. VECM is better as the 
changes in the variables in the short-run and any deviations from the long run 
equilibrium are adjusted (Binh, 2013). Therefore, after detecting that a long run 
relationship among the studied variables exists, VECM is used to investigate 
both the direction of the long run relationship and the properties of the short 
run co-integrated series. 

4. Results and Discussion 

Section four addresses both the findings and discussion for the results reached in 
this study. It starts with explaining the results of descriptive statistics, unit root 
tests (ADF and PP), followed by Johansen Co-integration and VECM. 

4.1. Descriptive Statistics 

Table 1 shows descriptive statistics’ results. 
Table 1 illustrates the descriptive statistics for the data used in the study. It 

shows that the number of observations used is 39 observation ranging from year 
1980 till 2018. Egypt reached $2907.318 as a maximum value for RGDP in 2018 
after applying an action program through using a fiscal policy in 2016 (Abdou & 
Zaazou, 2018). Total foreign debt in Egypt is increasing in general. The maximum  
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Table 1. Descriptive statistics. 

 RGDP TFD TO FD IR INF EX 

Mean 1960.567 31.20597 50.15642 0.247850 0.576280 10.89507 4.507983 

Median 1898.636 26.76181 48.27827 0.248493 0.171498 11.24762 3.395250 

Maximum 2907.318 59.06875 74.45958 0.451880 3.370865 24.73086 17.78253 

Minimum 1102.308 15.79182 30.24655 0.149486 −0.371351 −2.198235 0.700001 

Std. Dev. 541.6372 13.71023 11.26822 0.080835 0.975335 6.049600 3.931689 

Skewness 0.221849 0.709342 0.425441 0.571463 1.505346 0.223685 1.902221 

Kurtosis 1.715119 2.189256 2.407732 2.529734 4.259414 2.923242 7.375904 

Jarque-Bera 3.002654 4.338706 1.746518 2.482074 17.30689 0.334803 54.63627 

Probability 0.222834 0.114252 0.417588 0.289084 0.000175 0.845860 0.000000 

Sum 76,462.13 1217.033 1956.100 9.666131 22.47490 424.9076 175.8113 

Sum Sq. Dev. 11,148,091 7142.879 4824.968 0.248303 36.14855 1390.711 587.4109 

Observations 39 39 39 39 39 39 39 

Source: Author’s computation using E-views software version 9. 
 

value is 59.068 as a percentage of GDP is found to be in 1987 after the oil prices 
crash. Trade openness as a percentage of GDP is found to be at its highest levels 
after engaging in the financial globalization process in 1981 with a value of 
74.45%. Financial development index mean is 0.24 and its standard deviation is 
0.08. It increased in Egypt for the last two decades, where it reached 0.30 in 2016 
compared to 0.18 in 1994 with minor fluctuations that occurred between 2001 
and 2010. This pattern depended on developing the financial market in Egypt 
more than developing the financial institutions (Mohieldin, Hussein, & Rostom, 
2019). The maximum value for the real interest rate and inflation rate is 3.3% 
and 24.7% respectively for the years 1981 and 1982 with a dispersion from the 
mean value by 0.97 for real interest rate and 6.04 for inflation. Finally, a very 
large variation between the minimum and maximum values of exchange rate ex-
isted. 

4.2. Unit Root Tests Results 

Table 2 & Table 3 present the ADF and PP unit root results. 
As shown in the two tables (Table 2 and Table 3), all of the variables are 

tested both in the level and in the first difference with an intercept and an inter-
cept with a time trend. The results show that some variables such as (RGDP, 
TFD, FD, IR and EX) are non-stationary at their levels, where the probability 
shows insignificant results. For example, the RGDP probability results for both 
intercept and intercept with trend are 0.98 and 0.11 respectively in ADF results 
(Table 2) and 0.97 for the intercept and 0.67 for the intercept with trend in PP 
results (Table 3). All of the variables were differenced at the 1st difference to 
achieve a trend stationary level, where significant results at 5% level are obtained 
in both unit root tests (ADF and PP). This means that the series is integrated to 
order 1, which is expressed as l (1). 
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Table 2. ADF results. 

Augmented Dickey-Fuller Unit Root Test 

At Level 

Variable Intercept Prob. Intercept & Trend Prob. 

RGDP 0.522876 0.9852 −3.146117 0.1115 

TFD −0.94802 0.7616 1.280142 0.9999 

TO −4.233078 0.0022* −4.411566 0.0068* 

FD −1.337935 0.6019 −1.66881 0.7455 

IR −5.009181 0.0002* −5.254071 0.0006* 

INF −4.289797 0.0016* −4.203968 0.0104* 

EX 1.952989 0.9998 0.225796 0.9974 

At 1st Difference 

RGDP −3.553275 0.0122* −3.592479 0.0451* 

TFD −4.078261 0.0030* −4.165743 0.0116* 

TO −4.706801 0.0005* −4.76209 0.0025* 

FD −4.82033 0.0004* −4.759345 0.0025* 

IR −8.964744 0.0000* −8.931981 0.0000* 

INF −10.94876 0.0000* −10.77087 0.0000* 

EX −4.681791 0.0006* −5.087742 0.0011* 

*Results are significant at 5% level. Source: Author’s computation using E-views software version 9.  
 

Table 3. PP results. 

Phillips Perron Unit Root Test 

At Level 

Variable Intercept Prob Intercept & Trend Prob 

RGDP 0.275361 0.9738 −1.81630 0.6770 

TFD −1.180855 0.6727 −0.945547 0.9398 

TO −2.733641 0.0778 −2.591570 0.2860 

FD −1.483805 0.5309 −2.103307 0.5275 

IR −1.966246 0.2999 −1.877135 0.6466 

INF −4.429168 0.0011* −4.356661 0.0071* 

EX 2.027548 0.9998 0.225796 0.9974 

At 1st Difference 

RGDP −3.167185 0.0302* −3.183093 0.1034 

TFD −4.078261 0.0030* −4.114356 0.0132* 

TO −4.687190 0.0006* −4.802858 0.0023* 

FD −4.818313 0.0004* −4.758557 0.0025* 

IR −6.598021 0.0000* −6.493151 0.0000* 

INF −11.63220 0.0000* −11.46865 0.0000* 

EX −4.684563 0.0006* −5.089357 0.0011* 

*Results are significant at 5% level. Source: Author’s computation using E-views software version 9.  
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4.3. Johansen Co-Integration 

Johansen Cointegration results are shown in Table 4. 
The results of Table 4 indicate a rejection for the null hypothesis, meaning 

that a long run relationship among the studied variables exists. The trace value 
(215.9039) is higher than the critical value (125.6154) at 5%. Moreover, the 
maximum eigenvalue (100.6330) is higher than the critical value (46.23142) at 
5% as well. The results can be supported by (Al Kharusi & Ada, 2018; Mbah et 
al., 2016; Egbetunde & Akinlo, 2015; Rais & Anwar, 2012). 

4.4. Vector Error Correction Model 

After detecting the existence of long run relationship between the studied va-
riables, VECM is computed to detect the direction of this relationship as in Ta-
ble 5. 

 
Table 4. Johansen co-integration results. 

Sample (adjusted): 1982 2018 
Included observations: 37 after adjustments 

Trend assumption: Linear deterministic trend 
Series: RGDP TFD TO FD IR INF EX 

Lags interval (in first difference): 1 to 1 

Unrestricted Cointegration Rank Test (Trace) 

Hypothesized 
No. of CE(s) 

Eigenvalue 
Trace 

Statistic 
0.05 

Critical Value 
Prob.** 

None * 

At most 1 * 

At most 2 * 

At most 3 

At most 4 

At most 5 

At most 6 

0.934113 

0.689027 

0.611317 

0.402625 

0.230604 

0.158048 

0.051619 

215.9039 

115.2710 

72.05317 

37.08853 

18.02573 

8.326172 

1.960971 

125.6154 

95.75366 

69.81889 

47.85613 

29.79707 

15.49471 

3.841466 

0.0000 

0.0012 

0.0328 

0.3434 

0.5642 

0.4312 

0.1614 

Trace test indicates 3 cointegrating eqn(s) at the 0.05 level 
* denotes rejection of the hypothesis at the 0.05 level 

**MacKinnon-Haug-Michelis (1999) p-values 

Unrestricted Cointegration Rank Test (Maximum Eigenvalue) 

Hypothesized 
No. of CE(s) 

Eigenvalue 
Max-Eigen 

Statistic 
0.05 

Critical Value 
Prob.** 

None * 

At most 1 * 

At most 2 * 

At most 3 

At most 4 

At most 5 

At most 6 

0.934113 

0.689027 

0.611317 

0.402625 

0.230604 

0.158048 

0.051619 

100.6330 

43.21779 

34.96464 

19.06281 

9.699554 

6.365201 

1.960971 

46.23142 

40.07757 

33.87687 

27.58434 

21.13162 

14.26460 

3.841466 

0.0000 

0.0215 

0.0370 

0.4097 

0.7723 

0.5668 

0.1614 

Max-eigenvalue test indicates 3 cointegrating eqn(s) at the 0.05 level 
* denotes rejection of the hypothesis at the 0.05 level 

**MacKinnon-Haug-Michelis (1999) p-values 

Source: Author’s computation using E-views software version 9. 
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VECM results shown in Table 5 reflect a significant long run negative impact 
of total foreign debt as a percentage of GDP on the Egyptian economic growth, 
which can be supported by (Shkolnyk & Koilo, 2018; Senadza et al., 2018; Mbah 
et al., 2016; Siddique et al., 2016; Rais & Anwar, 2012; Rifaqat & Usman, 2012; 
Lin & Sosin, 2001). 

 
Table 5. VECM results. 

Vector Error Correction Estimates 
Sample (adjusted): 1983 2018 

Included observations: 36 after adjustments 
Standard errors in ( ) & t-statistics in [ ] 

Cointegrating Eq: CointEq1 

RGDP(−1) 1.000000 

TFD(−1) 

−12.36993 

(4.62621) 

[−2.67388] 

TO(−1) 

8.516119 

(2.07410) 

[4.10594] 

FD(−1) 

−4991.527 

(383.197) 

[−13.0260] 

IR(−1) 

−344.3428 

(44.9367) 

[−7.66284] 

INF(−1) 

−81.33911 

(10.4508) 

[−7.78303] 

EX(−1) 

−160.8792 

(26.2505) 

[−6.12861] 

C 1035.739 

Error Correction: D(RGDP) 

CointEq1 

−0.042702 

(0.03696) 

[−1.15528] 

D(TFD(−1)) 

2.249250 

(1.16162) 

[1.93630] 

D(TFD(−2)) 

0.344874 

(1.39143) 

[0.24786] 

C 

42.66603 

(12.7044) 

[3.35837] 
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Continued 

R-squared 

Adj. R-squared 

Sum sq. resids 

S.E. equation 

F-statistic 

Log likelihood 

Akaike AIC 

Schwarz SC 

Mean dependent 

S.D. dependent 

0.765441 

0.589522 

9608.624 

21.91874 

4.351097 

−151.6459 

9.313663 

10.01745 

46.40181 

34.21139 

Determinant resid covariance (dof adj.) 

Determinant resid covariance 

Log likelihood 

Akaike information criterion 

Schwarz criterion 

53.38886 

0.872053 

−355.1082 

26.33935 

31.57376 

Source: Author’s computation using E-views software version 9. 

 
Al Kharusi and Ada (2018) reached the same conclusion and argued that 

sometimes countries mismanage the usage of debt which in turn affects their 
economic growth negatively. The results could be supported also by Abiad and 
Ostry (2005) who argued that on the long run, building up more debt would de-
stroy the countries’ economic growth. In addition, many other reasons are men-
tioned above in the literature review section behind the adverse effect of the total 
foreign debt on countries’ economic growth such as: using debt might discou-
rage investment (Borensztein, 1990). Feldstein (1986) clarified the negative effect 
by stating that governments are forced to increase taxes on the private sector 
with the aim of financing the obligations needed for debt. As a result, a reduc-
tion in the level of return on investment occurs and thus both investment and 
economic growth are decreased. Furthermore, governments focus on repaying 
the debt which adversely affects their expenditures on public services such as 
health and education. In addition, domestic currency devaluation used to en-
courage the flow of foreign exchange into the economy (Serieux & Yiagadeesen, 
2001), both production and investment are adversely influenced by using foreign 
debt (Pattillo et al., 2003), and the burden of loan repayment when it exceeds a 
specific level (Pattillo et al., 2002).  

On the other hand, the results show an insignificant impact of total foreign 
debt as a percentage of GDP on the Egyptian economic growth in the short run, 
which can be supported by (Tchereni, Sekhampu, & Ndovi, 2013; Ogunmuyiwa, 
2011). Cuestas, Gil-Alana and Staehr (2014) explained that total debt affects 
countries’ economic growth significantly only when it increases above a specific 
value. Smyth and Hsing (1995) concluded that as long as the ratio of debt to 
GDP is below 38.4%, then the economic growth would not be adversely affected. 
Furthermore, Reinhart, Reinhart and Rogoff (2012) stated that if the level of to-
tal debt is below 90% of the GDP, then it would not exert any effect on the eco-
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nomic growth of both developing and developed countries. On the other hand, if 
the total foreign debt to GDP ratio is approximately around 60%, then the eco-
nomic growth of developing countries would be negatively impacted. Pegkas 
(2018) reached the same conclusion where a negative long run relationship 
among using debt and economic growth exists, but it depends on the level of 
debt. The author studied this effect in Greece where the total debt affected the 
economic growth significantly when the debt to GDP ratio became 105%. In ad-
dition, the author argued that accumulated debt for many years strengthens the 
effect on the economic growth which can support the results of this study. 

The control variables’ results show that trade openness positively affects the 
economic growth of Egypt, which can be supported by (Turan & Seni, 2014; 
Vamvakidis, 2002). Dao (2014) reached the same conclusion and explained it by 
stating that as long as the country decreases the restrictions and thus opens up to 
more trade, it will exert more effort on Research and Development (R&D) which 
will lead to higher production and profit margins that is reflected in their eco-
nomic growth levels. Financial development results show a significant negative 
impact on the Egyptian economic growth, which is supported by (Law & Singh, 
2014; Hye & Islam, 2013; Hye, 2011). Financial depth is used to measure finan-
cial development, which can be represented by credit to GDP ratio. High credit 
to GDP ratio might reflect financial fragility1 and thus uncertainty which deters 
economic growth (Wachtel, 2011). Bezemer, Grydaki and Zhang (2014) added 
that high levels of credit to GDP ratio adversely affect the economic growth as it 
causes higher volatility, less investment and might cause financial crises. In addi-
tion, De Gregorio and Guidotti (1995) stated that financial development requires 
liberalizing the financial system. When the process of liberalization is carried out 
under a poor regulatory system, then its effect will be negative on the economy.  

Regarding real interest rate, the results show that it significantly impacts the 
economic growth of Egypt negatively, which can be supported by (Di Giovanni 
& Shambaugh, 2008; Guseh & Oritsejafor, 2007). Hatmanu, Cautisanu and Ifrim 
(2020) reached the same conclusion and explained the reason behind this inverse 
relationship by stating that the lower the lending rate, the higher will be the in-
centives of taking loan with lower cost which will increase investment and thus 
reflected in higher economic growth. This explanation could be supported by 
(Akinwale, 2018) as well. Inflation rate results show that it has a significant ad-
verse impact on the Egyptian economic growth, which can be supported by 
(Švigir & Miloš, 2017; Kasidi & Mwakanemela, 2013; Quartey, 2010; Berument, 
Inamlik, & Olgun, 2008). Boyd and Champ (2006) stated that inflation causes 
reduction in savings and increases borrowing which causes an increase in the 
nominal interest rate. Higher interest rates mean that investments decrease and 
thus lower economic growth. Barro (1995) and Fischer (1993) had also reached 
the same conclusion and stated that as inflation increases, investments and 
productivity decreases which reflects deterioration in countries’ economic 

 

 

1Crockett (1995) defined financial fragility as the level of debt that increases the economic sensitivity 
towards any shocks and thus adversely affects the economic growth. 
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growth.  
The last control variable which is exchange rate exerts a significant negative 

impact on the economic growth of Egypt, which is supported by (Obansa, Oko-
roafor, Aluko, & Millicent, 2013; Ahmad, Ahmad, & Ali, 2013; Younus & 
Chowdhury, 2006). Razzaque, Bidisha and Khondker (2017) reached the same 
conclusion and stated that as long as the value of the local currency depreciates, 
the economic growth of the country is fostered. The authors clarified this rela-
tionship through two main reasons; the first is that depreciated currencies en-
hance the competitiveness globally and thus increases exports, the second is that 
depreciated currencies shift the demand towards domestic goods. This could be 
supported by (Karahan, 2020) as well. 

The results show that R-squared is 76.5% which means that the explanatory 
variables explain 76.5% of the variations in the dependent variable (economic 
growth). 

5. Conclusion and Recommendations 

Developing countries are continuously trying to exert efforts towards boosting 
their economic growth levels. However, due to the insufficient capital needed to 
invest domestically, developing countries are forced to borrow from external 
sources. By utilizing the external debt towards effective projects, economic 
growth could be achieved (Todaro & Smith, 2006). For developing countries, 
foreign debt is considered to be a very important source of income, but the bur-
den that results from it might cause major problems for them (Forgha et al., 
2014).  

Since a debate exists for how foreign debt impacts countries’ economic 
growth, as it has benefits as well as costs, then this study aims to investigate the 
impact of total foreign debt on the Egyptian economic growth for 39 years rang-
ing from 1980 till 2018. It conducts first descriptive statistics to summarize the 
data. After that, the study applies both ADF and PP to find out the stationarity 
of the examined data and reached that they are stationary at the first difference. 
Johansen co-integration is used which shows an existence of long run relation-
ship among the studied variables. Finally, VECM is carried out to detect the di-
rection of the long run relationship and the adjustments of the short run. The 
results show that TFD as a percentage of GDP exerts a significant negative im-
pact on the Egyptian economic growth in the long run and an insignificant im-
pact in the short run. Mismanagement of debt (Al Kharusi & Ada, 2018), debt 
overhang (Borensztein, 1990), crowding effect, liquidity constraint (Serieux & 
Yiagadeesen, 2001), direct effect of debt (Pattillo et al., 2003), and Debt Laffer 
Curve Theory (Pattillo et al., 2002) are reasons behind the negative impact of 
foreign debt on economic growth. 

Furthermore, the results for the control variables show that the Egyptian eco-
nomic growth is positively impacted by trade openness, while all of the other 
control variables (financial development, real interest rate, inflation rate and 
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exchange rate) impact the Egyptian economic growth negatively. 
Poor economic policies are one of the major reasons behind high levels of 

debt (Easterly, 2002). However, due to the adverse effects of foreign debt on the 
Egyptian economy, then it is recommended that Egypt should focus on reducing 
the level of external debt in order to be able to boost its level of economic 
growth. However, if foreign debt must be acquired, then government should fo-
cus on spending it on productive liquidating projects (Gabriel & Ogiemudia, 
2013). Muhanji and Ojah (2011) recommended many ways through which the 
debt could be decreased and managed properly. Firstly, developing the gover-
nance infrastructure (voice and accountability, government effectiveness, politi-
cal stability, regulatory quality, rule of law and control of corruption)2 that was 
developed by Kaufmann et al. (2010) is one of the ways that would extremely 
help developing countries to decrease their level of external debt. Secondly, ef-
forts exerted towards increasing exports and stabilizing the political environ-
ment would increase the amount of liquidity in the economy and thus decrease 
the need of foreign debt. The existence of effective institutions has a significant 
role in boosting the level of exports and decreasing imports and thus reducing 
the amount of external debt needed. Finally, imports of intermediate goods 
should increase for investment purposes, but consumption goods’ imports 
should be decreased. 
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