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ABSTRACT 

Most governments of the modern world use borrowed resources to finance their 

operation related to the infrastructure development or merely current needs. Despite 

positive sides of financing government operations with debt, modern economic 

theory, mentions several negative aspects of it. First of all, most economists 

emphasize on “Debt overhang effect”. 

This study explores the effect of public debt on private corporate activity in terms of 

private fixed capital formation in developing countries. The relationship is strongly 

related to the “debt overhang effect” hypothesis. Analysis is based on the panel auto 

regression approach, based on data for developing countries. 

Secondary data over ten year period is taken from WDI database, imf and several 

scientific papers. 
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INTRODUCTION 

According to the economic theory, the effects of government debt can be considered in 

different ways. Blinder and Solow stated that increasing budget deficit (that is the source of 

debt accumulation) during economic recession and budget surplus during the expansion, which 

is named cyclical deficit, can stabilize economic growth around the potential output level. In 

this case, budget surplus during expansion period compensates accumulated debt during 

recession (Blinder A. Solow R. 1974).  

In opposition to the Ricardian equivalence states that accumulation of debt by 

expansionary fiscal policy has not any effect on economic activity as the effects of expansionary 

fiscal policy is compensated with decrease in the private consumption and investment that is 

the result of expectation of increasing taxes in the future for financing accumulated debt. This 

theory was firstly developed by David Ricardo (Ricardo 1820) and then by Robert Baro within 

the theory of rational expectations (Baro, 1974). The theory of potential impact of government 

debt on investment activities was further developed by Paul Krugman (Krugman 1989) who 

showed the debt relief Laffer curve (with the shape of an inverted U), where the nominal value 
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of debt of a country and its actual expected payment are related. On the upward segment of the 

curve, debt and expected payments increase because the risk of default is low; in the descending 

segment, the level of debt increases but expected payments begin to descend because the risk 

of default is very high. He concludes that when a country is on the descending segment of the 

curve, the country suffers from debt overhang. In this situation of debt overhang, external debt 

obligations act as a tax on investment. Empirical research about this topic shows different 

results but most of them confirms that there is a negative relationship between government debt 

and private investment activity.  

According to Alfredo Schclarek, who analysed dinamic panel data for 59 developing 

countries, concluded that government debt affects private investment and as a result economic 

growth negatively regardless the size of debt (Schclarek A. 2005). ReinHart and Rogoff showed 

that relationship becomes negative when the government debt to GDP ratio reaches about 60% 

for developing countries, while the breakpoint of the ratio is higher for developed countries. 

(Reinhart and Rogoff 2010). The same point of the ratio is around 35-40% according to the 

research of Catherine pattillo, Helene poirson and Luca Ricci who used dynamic panel of 93 

countries (Catherine pattillo, Helene poirson and Luca Ricci; 2011). 

The following research aims to evaluate the impact of government debt on investment 

activity in a group of several East European developing countries. The final destination of the 

research is to test hypothesis about “debt overhang” effect on the above mentioned group of 

countries. 

DATA AND METHODOLOGY USED 

The data used in the research comes from World Bank and International Monetary Fund 

Databases. The panel includes yearly variables of physical capital formation to GDP as the 

proxy of investment activity and the government debt to GDP ratio. Both data series are 

represented in percentage scale. The data covers 2008-2017 period for the seven developing 

countries of the Eastern Europe, namely: Armenia, Azerbaijan, Georgia, Belarus, Moldova, 

Ukraine and Turkey as they represent relatively homogeneous group that makes analysis more 

precise. Auto Regressive Distributed Lagged Model for panel data (ARDL) is employed in the 

research. 
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MODEL ESTIMATION 

The base ARDL model used in the research has the following representation:  

GCF=a0 + a1*GCF(p)+a2*DEBT_To_GDP(p)   (1) 

where GCF is share of gross capital formation in GDP;  

Debt_To_GDP – public and publicly guaranteed debt to GDP ratio; 

p is the order of lags; 

a0, a1 and a2 are the corresponding coefficients we aim to estimate. 

The best estimation of the fixed effect model based on Hausman test for correlated 

random effects, AIC/BIC criteria and adjusted R-square, is the following one: 

 

Estimation Equation: 

========================= 
GCF = C(1) + C(2)*GCF(-1) + C(3)*GCF(-2) + C(4)*DEBT_TO_GDP(-1) + C(5)*DEBT_TO_GDP(-2) + [CX=F] 

 

Substituted Coefficients: 

========================= 
GCF = 11.512 + 0.746*GCF(-1) - 0.112*GCF(-2) + 0.129*DEBT_TO_GDP(-1) - 0.225*DEBT_TO_GDP(-2) + 

[CX=F] 

 

Table 1. ARDL model 

 
(source: www.worldbank.org; www.imf.org; author’s calculation) 
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According to t-statistic not all coefficients of the model are statistically significant. 

Namely, gross capital formation with two years period lag, does not show significant effect on 

the current capital formation figure. On the other hand, Debt_To_GDP with two years period 

lag shows strong negative relationship to the current capital formation figure. This trend 

confirm that there is an important link between government debt and investment activity in the 

group of Eastern European countries analyzed in this paper. 

As for the causality, we perform Wald test separately to show how investment activity is 

affected by its own lagged figures and how is affected by Debt-To-GDP ratio.  

Table 2. Results of Wald test 

 
The Results of Wald test shows joint causality of DEBT-TO-GDP ratio on investment activity. (source: 

www.worldbank.org; www.imf.org; author’s calculation) 

As the test results shows, C(4) and C(5) coefficients which are corresponding to the 

DEBT_TO_GDP(-1) and DEBT_TO_GDP(-2) variables jointly affect investment activity 

significantly. This result is in accordance with the theory that high government debt restricts 

private investment activity. 

CONCLUSION 

According to the research, there is a relationship between government debt and 

investment activity, which is confirmed in the observed group of East European developing 

countries considered in this paper. Namely, increasing government Debt-To-GDP ratio is 

followed by decreasing investment activity after two years. It should also be noted that this 

research creates an important area of subsequent in-depth study for a given group of countries, 

which is the subject of subsequent research. 
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