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ABSTRACT

Government debt and economic growth are relatectepis. By reviewing existing literature, it is fautlat the impact of
external debt on economic growth is non linear. §;iwihen the indebtedness is low, economic growitbegoromoted by
an increase in the proportion of external publidtieo GDP, however, at high levels of indebtednassincrease in this
proportion could slow down economic growth. Thisdstis an attempt to examine whether Government Betoally

promotes economic growth in developing countrigeguindia as a case study. Gross Domestic Prodidiet country is

generally a measure of Economic Growth of that ¢igurin this study, time series data from 1990 @42 were fitted into
Granger causality test in order to analyse the peol. Empirical results reveal that causality betweéeternal debt and
external debt is unidirectional causality, betwdexternal debt and GDP is bidirectional causalitydabetween Internal
debt and GDP is bidirectional causality.
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INTRODUCTION

In economics, the ratio between the government debtits GDP is known as debt to GDP ratio. Thentgis debt is
measured in units of currency and the GDP is medsim units of currency per year. A low debt to GEflo is an
indicator of an economy which is sufficient to gaack its debts and does not incur further debtghHiixternal public
debt and high internal public debt can have haplairapacts on economic growth. There are many dogbievidences
which investigate the effect of Government debtegonomic growth of a country. The existing literat@also presents
mixed results regarding this relationship. This gragttempts to find whether Government debt is faélip forecasting

economic growth in India by using Granger causaést.
REVIEW OF LITERATURE

Krugman (1989) shows the debt relief Laffer curwetl{ the shape of an inverted U, shown in Figure vihere the
nominal value of debt of a country and its actuglexted payment is related. On the upward segnfeihieccurve, debt
and expected payments increase because the rigfadlt is low; in the descending segment, thellefeebt increases
but expected payments begin to descend becauseskhef default is very high. He concludes that wieecountry is on
the descending segment of the curve, the counfifgrsufrom debt overhang. In public finance, goveemt debt, also
known as public interest, public debt, nationaltdsid sovereign debt, is the total amount of del®dat a point in time

by a government or state to lenders. Governmentaabbe owed to lenders within the country (alsscdibed as internal
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debt) or owed to foreign lenders (external debt).
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Figure 1: Government debt Laffer Curve.

According to Cohen (1993), the relationship betwigaign debt and investment can also be expresseldaffer
curve (Figure 1). The foreign debt has a positiapact on investment and economic growth only wherratio of foreign
debt is also located in the left side of the thaddhBut the increase in the debt exceeds the libtddevel; the debt is
expected to start falling as a result of side éff@¢ debt financing. This means that the incréagke value of debt leads
to an increase in debt up to the “threshold”, altmgright side of the Laffer curve debt, therelbgreasing the expected

payment and reducing in profits of investors.

Fischer (1993) while explaining the deficit-debbgth relationship put forward the fact that larderdget
surpluses are associated with more rapid growtiutiir greater capital accumulation and greater mtddty growth. He
further put forward the fact that high deficit mbhg consistent with low inflation for a while, butat a more detailed
assessment of debt dynamics may be needed to séwe ideficit is sustainable and therefore consistgith

macroeconomic stability.

Afxentiou and Serletis (1996) used Granger caystdigt on a sample of 55 severely indebted couwnarel the

results affirm that no causality exists betweent @il income.

Umaru and et.al (2013) specifically examine theantmf domestic debt and External Debt on econaraevth
in Nigeria from1970-2010. The results revealed thdérnal debt possessed negative impact on thesto performance
of Nigeria while domestic debt possessed positimpaict on economic growth by encouraging produgtigitd output

level and on evolution of total factor productivity
OBJECTIVES OF THE STUDY
« Tofind out the Government debt to GDP ratio inidnd

« Tofind out Granger causality between internal dekternal debt and Gross Domestic Product in India
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Null Hypothesis for Granger causality test is:
« Lagged value of Gross Domestic Product and InteDeit do not cause ExternalDebt.
« Lagged Value of Gross Domestics Product and Ext&ahbtdo not cause internal debt.

» Lagged value of internal debt and External Debhdibcause Gross Domestic Product.
METHODOLOGY

The study is based on secondary data. Data iscteildrom the official website of World Bank whiphovides extensive
data on Gross Domestic Product country wise ande@wwent debt country wise. The present study coaspand
calculates internal debt to GDP ratio, externaltdelisDP ratio and government debt to GDP ratitngtia. Also Granger
causality test is used to find out unidirectionadl idirectional Granger causality between Exteidebt, Internal Debt
and GDP in India. Granger causality test is an eowtric test used to verify the usefulness of caable to forecast

another. The time period taken into account is fy@ar 1990 to 2013.

0.7

Govern
ment

1  a—
0.6 / x debtto
GDP
.
03 T—t ratio
0.4 //\ Internal
// \.__- debtto

T GDP
0.3
T~ ratio
0.2 N\
External
01 Debtto
GDP

ratio

1990
1991 |
1992
1993
1994 |
1995
1996 |
1997 |
1998 |
1999
2000 |
2001 |
2002
2003
2004 |
2005
2006
2007 |
2008 |
2009
2010
2011
2012 |
2013

Source: Compiled by Author
Figure 2: Government Debt to GDP Ratio in India.
Figure 2 shows Government Debt to GDP ratio indn@@overnment debt includes internal debt and pater
debt). It is seen in the Figure 2 that the Govemtnglebt to GDP ratio in India has remained almaeststant throughout
the years with the values ranging between 0.4566.0n the other hand it is seen that the intetebt to GDP ratio and

External debt to GDP ratio have shown varying teend

The purpose of this study was to test for Grangansality between External Debt and Internal Delxteal
Debt and GDP, and Internal Debt and GDP in Indtee Granger causality test is applied to find tHati@nship between
the External Debt, Internal Debt and GDP in India.

The results of Granger causality test will appear:
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Table 1: Vargranger Causality Test for GDP, Governnent Debt, and External Debt of India

var gr anger

Gr anger causality wald tests

Equati on Excl uded chi 2 df Prob > chi 2

ext er nal debt I nt er nal debt 3.6817 2 0. 159
ext er nal debt gdp 7. 5905 2 0. 022
ext er nal debt ALL 26. 709 4 0. 000
I nt er nal debt ext er nal debt 6. 4324 2 0. 040
I nt er nal debt gdp 12. 952 2 0. 002
I nt er nal debt ALL 25. 534 4 0. 000

gdp ext er nal debt 9. 0832 2 0.011

gdp I nt er nal debt 26. 756 2 0. 000

gdp ALL 32. 565 4 0. 000

Source: Compiled by Author
The results of Granger Causality test are

The first row of the table 1 shows that P valuéntérnal Debt 0.159 is greater than 0.05% levedighificance.
So the null hypothesis Internal Debt do not cauderBal debt cannot be rejected. However, becdese value of Gross
Domestic Product 0.022 is less than 0.05% levdigiiificance. So the null hypothesis GDP do notsealixternal Debt

can be rejected.

In the second row p value of external value which.D40 is less than 0.05 % level of significarideerefore null
hypothesis external debt does not cause interirlade be rejected. Also it is seen that p valu&bP is 0.002 which is

also less than 0.05% level of significance. Henmattzer null hypothesis GDP do not cause internht den be rejected.

The results in the third row show than p value xtemal debt is 0.11 is less than less than 0.0eWél of
significance which means the null hypothesis extedebt do not cause GDP can be rejected. It s sden in the third
row of the table that p value of internal debt i8@0which is also less than 0.05 % level of sigaifice. Which means

internal debt do not cause use GDP can be rejected.
Therefore the presence of Granger Causality islasifs.
- Internal debt and external debt- unidirectionalszdity.
- External debt and GDP- bidirectional causality
« Internal debt and GDP- bidirectional causality

These results shows that lagged values of intetelal do not cause external debt but external dabtGranger
cause internal debt. Secondly, the lagged valuextefnal debt can Granger cause GDP and laggeésiaf GDP also
Granger cause external debt. Thirdly, lagged vabfasternal debt can Granger cause GDP and laggkds of GDP

Granger cause internal debt.
CONCLUSIONS

In this paper, an attempt has been made to answan timportant economic issue that Government dahtimpact

economic growth in India. On the analysis of ddtean be concluded that increase in the exterablipdebt and internal
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public debt has a positive impact on the economevth of the country. Also with economic growth, v&@onment debt is

also increasing in the case of India. It is alsooteded from the analysis that external debt caumEsase in internal debt

in India. Further, it can also be concluded from situdy that Government debt is helpful in fordogseéconomic growth

in a country. An increase in public debt will hetp stimulate economic growth which will furtherrstilate aggregate

demand and output, among others, via the employgengration and productive investment. Howeves, tthliationship is

only applicable in the short-run. If it continuesincrease in the long run, the effect can switchécoming negative.
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