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Abstract: Today external debt situation is one of great concerns particularly for developing countries. The
ongoing debt crisis in several European countries has the potential of creating external shocks to these
countries but at the same time it shows the importance of managing well their debt. Several developing
countries including Indonesia have faced stern economic problems in the past due to a high level of external
debt. On the other hand, economic growth is vital to improve social welfare.This study analyzes the impact of
external debt on economic growthof Indonesia. The method of least squares is used for parameters estimation.
The main finding of the study shows external debthasa negativeimpact on economic growth during the period
under the study. Thus, external debtis not a blessing but rather a burden for Indonesia. The finding suggests
the importance of controlling external debt both, public and private, as well as enhancingdebt management

effectiveness.
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INTRODUCTION

Developing countries face many administrative,
economic, socio and political problems due to
mismanagement, lack of appropriate technology, scarce
capital, low savings, low investment and consequently
sluggish economic growth. As the result of all these
perpetuated problems per capita income levels are low and
ultimately living standards unsatisfactory in many
developing  countries. Meanwhile, unpredictable
economic criseshave become more often precipitated by
severe debt crises all around the world, both in the
developing and developed countries.

Many developing countries are being driven into
poverty as the result of rising and unsustainable debt
levels that they owe to the creditor countries and to
international financial institutions such as the World
Bankand International Monetary Fund (IMF) as well as
commercial lenders. These countries including Indonesia
receive external debt as an external source of finance to fill
in the investment-saving gap and thus aided the effort to
achieveeconomic growth to improve social welfare.

It has also been observed that a major share of the
foreign currency the developing countries earn from
exports goes just to make their debt payments. As the

result, the problem of budget deficit has become a major
issue in fiscal management of the developing countries
in general and is also faced by Indonesia’s authorities
in particular. Presumably, the deficit is covered by
external debt as well as domestic debt with appropriate
management.

Therefore, debt problem is a crucial issue for
Indonesia and its policy makers. Similarly, sustainable
economic growth is imperative for Indonesia’s economy
like other developing countries which face the same
challenges such as high levels of poverty, unemployment
and inequality. In this regard, solid fiscal, monetary and
financialpoliciesare necessary to maintain the fiscal deficit
as well as external debt at the sustainable levels in order
to ensurea conducive macroeconomic environment.

Moreover, in the present day external debt situation
is one of great concerns particularly for the emerging
countries that are already integrated in the global market.
A country that has excessive external debt is prone to
swings in investors’ sentiment leading to capital reversals
that can put it in a financial distress or crisis, a
phenomenon that has occurred more often globally in the
recent times. In this context, the US Federal Reserve
Bank’s plan to draw economic stimulus by ending
Quantitative Easing and the ongoing debt crisis in several
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European countries have the potential of creating
financial shocks to the emerging countries but at the
same time show the importance of managing well their
debt.

The historyreveals that a serious globaldebt problem
faced by the developing countries already started in the
1970s especially in Asia. Unluckily, less favourable terms
of trade developed, mainly after the international oil
price shock in 1979. As the consequence, the private
sector became unable to generate sufficient finance to
meet its increasing level of borrowing and therefore,
external debt increased in many Asian countries
includingIndonesia [1].This indebtedness has had serious
long-term impacts on these countries’ economy and on
the millions of poor population [2]. The consequence of
debt has explicitlybeen explained by [3] as quoted below:

e Seventy-four years later, the world confronts
another massive debt, although not one imposed by
a treaty of peace. Indeed, this debt, totaling $1.362
trillion in 1991, has no identifiable demons: One
cannot point to the vindictiveness of a Clemenceau,
or the opportunism of a Lloyd George, or the naive
idealism of a Wilson. Nonetheless, this debt has had
the effect of plunging millions of people into
conditions of economic despair and desperation.
Most tragically, this debt will jeopardize the
chances for the happiness of millions of children
who will have committed no crime other than that of
being born into a poor society. Ultimately, this
debt, like the German debt, will not be repaid in

full,

In the first part of 1990s, Indonesia was beginning to
accumulate a high level of external debt as the corporate
sector borrowed heavily in the international market
induced by the relatively low interest rate and government
policy of gradual depreciation of the exchange rate.
Although the country was able to grow at 7 percent in the
middle of 1990s, it was not clear whether the borrowed
foreign funds had contributed to the growth, as stated by
an official from the Indonesian Central bank ‘the huge
growing number of external debt used however has not
always significantly contributed to the growth expected’
[4].

Finally, later in the decade the Asian financial crisis
exploded in 1997 which was triggered, among other
factors, by high and un-prudent management of external
debt in the so called“East Asian tiger economies.”
Indonesia was hit very severely, in fact the worst in the
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region. GDP growth rate dropped by 13.2 percent in 1998
and over a short period, the Indonesian currency,
Rupiah, lost 84 percent of its value. The crisis resulted in
a significant increase in debt service obligation and
debt level, whereby Debt Service Ratio (DSR) rose from
45 percent in 1996 to 58percent in 1998 while Debt to GDP
ratio jumped from 49percent to 146percent during the
same period [4]. The crisis cost the Indonesian economy
very dearly, probably the most expensive bail-outsince
the Great Recession of 1930s [5].

Though Indonesian economy was finally able to
recover to some extent, according to the IMF, this
recovery had not touched the millions of Indonesians
where still half of the population was living on less than
USS$ 2 aday. Whereas, almost 39 million Indonesians
were living on less than US$1 a day [1]. Indonesia spent
more on debt repayments as compared to 1.1 percent on
health and 0.9 percent on education. Thus, the effect of
the crisis on the lives of common Indonesians was
terrible. It was estimated that real wages decreased by 40
percent for agricultural workersand by 34 percentfor those
in urban areas. The unemployment rate went up tenfold
whereby 15 percent of males working in 1997 had lost their
jobs by the middle of 1998 [6].

After the crisis, Indonesian external debt to GDP ratio
was fluctuatingalbeit on a decreasing trend, going downto
35.9 percent in 2006 from 46.9 percent in 2005. However, in
2012 it increased to 28.2 percent from 26.4 percent in 2011
[7]. During 1970-2012, at average Indonesia’s external debt
is estimated at US$ 86258.82 million per year. The Bank
Indonesia reported that total external debt in Indonesia
increased to US$ 251199.94 million in 2012 from US$
225374.53 million in 2011. The trend analysis of
Indonesia’s external debt can be seen from Figure 1
whereby it tends to increase, from a small amount in 1970s
to well over US$200000 in 2011, although temporarily
declining in the beginning of 2000s.

Table 1 shows that Indonesia’s total external debt
has jumped from US$141820 million in 2005 to
US$213541million in 2011, an increase of morethan 50
percent in 6 years. Meanwhile the short-term external
debt increased from US$11023 million to US$38173 million,
an increase by 246percent, compared to an increase of
only 40percent in the long-term debt which increased
from US$122649 million to US$172327 million during the
same period.

Indonesia’s trend is in line with that of the
developing countries. As shown in Table 2, their total
external debt outstanding increased from US$ 2577 billion
in 2005 to US$ 4876 billion in 2011, where the short-term
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Table 1: External debts stock of Indonesia US$ Million

Debt/Years 2000 2005 2006 2007 2008 2009 2010 2011
Long-term external debt 110818 122649 123392 128821 137050 152240 159075 172327
Public and publicly guaranteed 69649 77405 76625 80315 87753 97447 100292 102552
Private nonguaranteed 41169 45244 46766 48507 49297 54793 58783 69775
Use of IMF credit 11149 8148 359 378 368 3105 3050 3041
Short-term external debt 21688 11023 12208 18655 20488 24050 33047 38173
interest arrears on long-term 4632 0 0 0 0 0 0 0
External debt stocks total 143655 141820 135959 147854 157906 179394 195172 213541
Source: The World Bank, International Debt Statistics (2013).

Table 2: External debts stock of developing countries US$ billions

Debt/Years 2005 2006 2007 2008 2009 2010 2011
Long Term (including IMF) 1993 2150 2570 2834 2964 3192 3469
Public and publicly guaranteed (including IMF) 1308 1294 1395 1443 1580 1674 1773
Private nonguaranteed 685 856 1175 1391 1385 1518 1696
Short-term external debt 521 607 811 793 810 1062 1249
Total external debt outstanding 2577 2802 3422 3678 3923 4412 4876

Source: The World Bank, International Debt Statistics (2013).

debt recorded the fastest growing component, rising by
18 percent in 2011 as compared to 9 percent increase in
the stock of outstanding long term external debt.

Globally, according to the [8] in external debt ranking
United States (U.S.) is on the top at US$ 14710 billion
followed by United Kingdom at US$ 9836 billion and
France at US$ 5633 billion in 2012, whereas, Indonesia
stands on the 31st rank. Obviously U.S. economy has its
own characteristics and position which are absolutely
different from that of the developing countries like
Indonesia. It has been observed that usually governments
are long on promises and short on actions. Therefore, the
government of Indonesia should define the logic and
policy framework of how the debt will be re-paid,
otherwise the future generation is going to beburdened
heavily and unfairly.

The main objective of the present paper is to
investigate the impact of external debt on economic
growth in the context of Indonesia’s economy.
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Sustainable economic growth is importantto alleviate
poverty, also in generating revenues to service the
debt.In light of the findings this study will help to shape
decent policies for developing countries in general and
Indonesia in particular with respect to external debt.

This paper is organized into 5 sections. Section 1
above introduces the background of the study along with
some data on the development of external debt in the
developing countries as well as Indonesia. Section 2
presents relevant previous theoretical and empirical
studies. Section 3 outlines the methodology and data
description. Section 4 deals with result interpretation.
Section 5 concludes the paper and presents some policy
recommendations.

Previous Studies: Numerous studies have been carried
out on the relationship between external debt and
economic growth by utilizing different econometric
models and statistical tools to identify and verify the
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relationship. Some prior studies found the negative impact
of external debt on growth, while some could not find any
statistically significant relationship. The following is the
discussion how external debt could be linked with
economic growth.

One of the crucial impacts of external debt often
mentioned in the literature is what is called ‘debt
overhang’. According to [9] debt overhang is the
presence of an existing, ‘inherited” debt sufficiently large
that creditors do not expect with confidence to be fully
repaid. He also defined debt overhang in these words: ‘A
country has a debt overhang problem when the expected
present value of potential future resource transfers is less
than its debt.” The effect of debt on economic growth
according to theory and policy analysis could occur
through all the main sources of growth. In particular, the
capital accumulation channel is supported by two
arguments. First, the debt-overhang concept implies that
when external debt grows sufficiently large, investors
lower their expectations of returns in anticipation of
higher and progressively more distortionary taxes
required to repay the debt, so that new domestic and
foreign investments are disheartened, which, in turn, will
slow down capital accumulation.

Another view in the literature reaches a similar
conclusion by stressing that in severely indebted
countries, investors hold back, given the uncertainties
about what portion of the debt will actually be serviced
with the countries’ own resources. Both arguments
suggest that nonlinear effects of debt on growth are likely
to occur through lower investments and thus capital
accumulation [10]. [11] examined the practical relevance of
the uncertainty-investment link for developing countries
in general and Sub-Saharan Africa in particular. In
low-income countries with debt servicing difficulties,
there are uncertainties about what portion of the debt will
actually be serviced with the countries’ own resources.
The investment- under-uncertainty argument stresses that
in a highly uncertain and unstable environment, even if
the fundamentals are improving, investors continue to
exercise their option of waiting when considering whether
to invest in costly, irreversible projects. Therefore, the
very uncertain environment may also lead to misallocated
and poorer quality investment projects that slow
productivity growth.

Support for the inverted-U relationship of debt with
growth was found by [12]. The findings suggested that
the average impact of debt becomes negative at about
160-170 percent of exports or 35-40 percent of GDP.
Results also showed that the marginal impact of debt
starts being negative at about half of these values on
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average. The quantitative effects of high debt were found
to be quite substantial: for a country with average
indebtedness, doubling the debt ratio would reduce
annual per capita growth by between half and a full
percentage point, while for countries that are to benefit
from debt reduction under the current Heavily Indebted
Poor Countries (HIPCs) initiative, per capita growth might
increase by 1 percentage point, unless constrained by
other macroeconomic and structural distortions.

[13] examined the channels through which external
debt affects growth in low-income countries. Results
suggested that substantial reduction in the stock of
external debt projected for HIPCs would directly increase
per capita income growth by about 1 percentage point per
annum. Declines in external debt service could also
provide an indirect boost to growth through their effects
on public investment. [14] assessed empirically the impact
of external debt on economic growth for nine South
American countries and found a statistically significant
inverse relationship between the debt burden and
economic growth during 1974-1986.

However, [15] failed to find any evidence in favor of
a negative relationship between external debt and
economic growth in a set of 81 developing countries
over a period of 1965- 87. [16] examined the
relationship between economic growth and external debt
in sub-Saharan African countries over the period
1970-1986 using least squares method. The study found
that direct effect of debt hypothesis shows that GDP is
negatively influenced via a diminishing marginal
productivity of capital. The study further found that on
the average a highly-indebted country faces about 1
percent reduction in GDP growth annually.

In another study, an inverse relationship between
debt overhang, crowding out and investment has been
found in sub-Saharan African countries during 1970-1994.
The study concluded that external debt depresses
investment through both a “disincentive” effect and a
“crowding out” effect, thus affecting economic growth
[17]. [18] Investigated empirically the impact of Sudan's
external indebtedness on economic growth over the
period of 1978-2001. The study concluded that the
findings of the study supported the need of Sudan to be
considered for comprehensive debt relief measures. [19]
analyzed long-term and  short-term relationships
between public debt service and GDP in Indonesia by
applying co-integration analysis of time series data from
1980-2005. The result indicated that Indonesia faces a
debt overhang problem in the long- run since increasing
the public external debt service makes sluggish economic
growth.
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[20] reported that one unit change in the external debt
will discourage -2.92 unit changes in the total FDI in flow
into Pakistan.[21]found that debt reduction would
enhance macro-economic performance in the Nigerian
economy. [22] found significant relationship does exist
between external debt and GDP during 1970-2011 by using
Granger causality test. As external debt decreases it
shows an increase in GDP growth in the HIPCs of the
Southern African Development Community.

[23] examined the determinants of economic growth
for Pakistan, the impact of domestic debt and external debt
on the economic growth of Pakistan separately over
period of 1980 -2010. The findings suggested an inverse
relationship between domestic debt and economic growth
and also the relationship between external debt and
economic growth was found negative. The results also
concluded that external debt slows down economic
growth more as compared to domestic debt. In other
words, the negative effect of external debt is stronger on
the economic growth in comparison to domestic debt.
However, [24] findings from the error correction model
showed that external debt has contributed positively to
the Nigerian economy during 1970-2010.

In recent studies, for example, [25] using least squares
regression method found that external debt brought a
negative effect while domestic debt impacted positively
on economic growth of Nigeria. However, [26] showed
that there is no long run relationship between the external
debt and economic growth of Tanzania for the period of
1990-2010 by utilizing co-integration analysis. The study
suggested there is a need for further research to identify
the impact of external debt on foreign direct investments
and on domestic revenues.

The present study aims to contribute to the literature
which is still not fully conclusive in this important issue,
with reference to global external debt in general and with
reference to Indonesia in particular. As one of major
developing countries, the country has had a long
experience with external debt. However, studies on debt
on Indonesia are still scarce, thoughabundant literature
available on the other countries. Using arelatively long
span of data and verifying it theoretically and empirically
are the part of the salient features of this study.

MATERIALS AND METHODS

The following econometric model is used to verify the
impact of external debt on economic growth along with
the other explanatory variables such as exports, gross
savings and infrastructure and inflation rate as control
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variables. The estimating equation for this study is in a
simple linear form and can be symbolically written as
follows:

G=B,+ B,DEBT+ B, X+ B,INF+ B,S, + B, TEL+e, (1)

In Equation (1), G is gross domestic product (GDP)
per capita (current US$), DEBT is external debt stock total
(current US$) as ratio of GDP (current US$), X is exports
of goods and services (current US$) as ratio to GDP, INF
is inflation rate, GDP deflator is in annual percentage, S is
gross savings as ratio of GDP, TEL is telephone lines (per
100 people), a proxy used for infrastructure and g,is the
stochastic error term. The explanatory variables and error
term (&) followed the classicalassumptions. The subscript
(7) indexes time.

In Equation (1), external debt and inflation rate are
expected to be negatively related with economic growth,
while exports, infrastructure and gross savingsto be
positively related. GDP per capita is the dependent
variable thatrepresents economic growth.

Infrastructure  development as measured by
telephones per worker is expected to contribute to
economic growth [27, 28]. They also used telephone
mainlines per thousand population as proxy for
infrastructure investment. Similarly, [29] reported that a
higher saving rate led to higher economic growth in 22
OECD countries. [30] found that government savings
have a positive impact on growth of real per capita GDP
during 1965-1990. In another study, a positive relationship
between exports and economic growth of Indonesia
during the period 0f1990 through 2009was found by [31].

This study is based on secondary data ranging from
1980 to 2012.Eviews7 is used for computation purposes.
Ordinary least squares method is used as an analytical
technique for parameter estimation. The data have been
taken from [7, 32, 33].

Result Interpretation: A summary of the descriptive
statistics and correlation matrix is presented in Table 3.
The data on external debt and exports are in current US$
million. The inflation rate and GDP deflator are in annual
percentage, whereas GDP per capita is in current
USS$.From our reading of the Indonesian data it appears
that the variables exhibit lower values in 1980 but high
ones in 2012. However, as evident from the Table 3
inflation rate was the lowest at -0.096 (which is in 1987)
and recorded the highest at 75.27 (in 1999). Gross savings
are estimated at the highest at 32.09 percent (in 2010) and
lowest at 13.20 percent (in 1999). Table 3 also shows a
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Table 3: Summary of descriptive statistics and correlation matrix

Summary statistics

Correlation matrix

Variables Mean St Dev. Minimum Maximum Variables G DEBT X TEL NS INF

G 1126.349 862228 434.461 3592.290 G 1

DEBT 54.504 27.175 24.613 158.694 DEBT 04375 1

X 35.937 40.046 19.487 256.188 X 0.491 0062 1

TEL 4.092 5.220 0.249 17.064 TEL 0.959 0342 0397 1

S 26.217 4.307 13.201 32.095 S 0.477 0526  0.167 0384 1

INF 13.399 13.020 -0.096 75.271 INF -0.138 0230  -0.018  -0.063 -0.457 1

Table 4: Regression results shows that all explanatory variables included in the model
Dependent Variable: GDP per capita (G) jointly influence the dependent variable. The estimated

Independent equation (2) is as follows:

Variable Estimated Coefficient t-Statistic p-value

DEBT -3.156° -2:055 0.049 G=312.015-3.156 DEBT+ 2.969X -1.972INF +

X 2.969" 3124 0.004 12.791S + 139.463TEL ()

INF -1.972" -0.651 0.520

iEL 1;5;22‘ 1;:;(75 g:i:z All these tests.reveal that the model is a good ﬁ.t.

Constant 312.015 0.916 0.367 The explanatory variable, external debt, the focus of this

Adjusted R?=0.95, F-ratio (p-value)=117.87 (0.000), D.W.=
Sample=33, DF=28
Note:", ™" Significant at 1% and 10% level

1.83,

correlation matrix, where the results obtained are with
correct signs and support the hypotheses of the study.
As expected, economic growth is negatively related with
external debt and inflation rate. On the other hand, as
expected, the signs of association of exports, savings and
infrastructure with economic growth are positive.

Least Squares Results: As for the procedure,first,the time
series dataneed to be checked for stationaritybefore
running regression. An empirical work based on time
series data assumes that the underlying time series is
stationary. Any estimation based on non-stationary
variables may lead to spurious results which are not
acceptable even with the high R-squared value [34].
The time series property of each variable is examined
using the Augmented Dickey Fuller (ADF) for the unit
root test. The checking shows that the data were found
not to exhibit any unit root signs and thus stationary.

The summary of the least squares regression results
isshown in Table 4. Overall, the results are satisfactory
based on the coefficient signs, adjusted R? F-ratio and
t-ratio. The adjusted R” of 0.95 means 95 percent of the
variation in the dependent variable, GDP per capita, is
explained by the explanatory variables namely external
debt, exports, gross savings, infrastructure and inflation
rate respectively. The model is not spurious because
the adjusted R® value is less than the D.W. statistics.
The F-statistic is found statistically significant, which
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study, has a negative sign indicating its negative impact
on economic growth. The estimated coefficient found is
statistically significant at 1 percent level. The size of the
estimated coefficient is -3.156. Similarly, the impact of
exports on the economic growth is positive and
significant at 1 percent level of significance. The inflation
rate shows a negative impact on economic growth as
expected and is statistically significant at 10 percent level.
The effects of infrastructure and gross savingsare
found to be statistically significant at 1 percent levels
with positive signs as expected [35-37]. Therefore, in
short, the results of this study are in line of the prior
studies [30, 18, 19, 31, 32].

CONCLUSION

This paper analyses the impact of external debt on
economic growth in the context of Indonesia. For
empirical analysis time series data for the period
1980through 2012 are used. Least squares method as an
analytical technique is utilized to verify the relationship
between external debt and economic growth. In addition,
a set of macro-economy controlvariables are used namely
exports, infrastructure, gross savings and inflation rate.

The results are statistically significant, carry expected
signs and in line of the hypotheses of the study. External
debt and inflation rate are negatively related to economic
growth as expected. On the other hand, as predicted
exports, infrastructure and gross savings have positive
impacts on economic growth. The major findings of the
study are that external debt dampens, whereas, exports
augment Indonesian economic growth during the period
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under the study. Theresults support many previous
findings that external debt, if not managed well, may not
be a blessing but rather a burden in way of economic
growth. This is not only true for Indonesia but also for
other developing countries.

Policy Recommendations: In order to bring Indonesia on
the path of sustainable economic growth, it is suggested
that active debt management policybe implemented.
To reduce the risk of negative external shocks, external
debtshouldbe lessened to a more manageable level. In this
regard, the government’s strategy to use more domestic
debt instead of external one is a right policy. Other active
debt management measures such as opting for fixed rather
than floating interest rates, longer maturity loans rather
than short ones, improvingdebt currency portfolio, as well
asdebt swap should be implemented. Ideally, the external
loans should be invested only for productive projects,
even better if they are self-repaying.

On the private sector side, prudent guidelines,
supervision, monitoring and reporting system should be
adopted so thatthe external debt can controlledat the
sustainable level. Apart from that,fiscaland monetary
policy concerning such as budget deficit, government
expenditure and revenues, inflation as well as other
economic fundamentals need to be strengthened to
maintain foreign investors’ confidence and thus reduce
the potentiallynegative effects fromexternal shocks or
crises. Domestic debt market should also be expanded and
deepened to allow government and firms access domestic
savings.Prudent debt risk management such as hedging
of external debts should be adopted not only by the
private sector but also by both the government and
State-Owned Enterprises (SOEs) borrowers.
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