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Abstract

Contributing to the contentious debate on the relationship between sovereign debt and
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economic growth. Overall, these results suggest that debt sustainability in addition to debt
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1. Introduction

The link between sovereign debt and economic growth has been the subject of rigorous and
ongoing scrutiny. The global financial and eurozone sovereign debt crises have led to a revival
of the academic and policy interest on the impact of sovereign debt on economic growth,
especially in the euro area (EA). Debt sustainability concerns of the debt-stricken euro area
countries have also led to financial market pressure and anxiety over a series of potential
defaults and contagion across the euro area. Despite the growing body of knowledge, there
is still no unanimous consent reached on the true nature of the aforementioned relationship.
Among others, this is due to the complicate and intricate relationship between sovereign
debt and economic growth, from both theoretical and empirical grounds.

From a theoretical perspective, neoclassical and endogenous growth models indicate that
government debt has a negative effect on long-run growth through a standard crowding-
out effect (Diamond, 1965; Saint-Paul, 1992). However, back-of-the envelope calculations
indicate that this effect is quantitatively small (see, for instance, Elmendorf and Gre-
gory Mankiw, 1999; Panizza and Presbitero, 2013, 2014). In addition, the negative effect
of public debt could be amplified if public debt increases sovereign risk (Codogno et al.,
2003), it affects the productivity of public expenditures (Teles and Cesar Mussolini, 2014),
it increases uncertainty or leads to expectations of future confiscation, possibly through
inflation and financial repression (for a discussion of these issues, see Cochrane, 2011a,b).
Nevertheless, hysteresis can lead to a situation in which expansionary fiscal policies have
positive effects on short- and long-run growth (DeLong and Summers, 2012).1

From an empirical standpoint, the majority of the literature finds a negative (non-linear)
correlation between public debt and economic growth.2 Reinhart and Rogoff (2010), on an
influential paper on the link between debt and economic growth for 20 advanced economies
between 1946 and 2009, find that high levels of debt are negatively correlated with eco-
nomic growth. However, this link disappears when public debt falls bellow the 90% of GDP
threshold. The study of Reinhart and Rogoff (2010) was among the first to discover the
existence of threshold effects of debt on growth.3 The robustness of the 90% threshold find-
ing in Reinhart and Rogoff (2010) was, however, challenged by Herndon et al. (2013), who
uncovered a number of coding errors in the study of the former. Correcting for the coding
errors and using a different weighting of the data, Herndon et al. (2013) showed that the
threshold effect of 90% seems to vanish.

In an attempt to examine the existence of a non-linear relationship between debt and
growth, Checherita-Westphal and Rother (2012) and Baum et al. (2013) examine potential

1For a comprehensive review and discussion of theoretical and empirical studies on the link between
sovereign debt and economic growth, see Reinhart et al. (2012) and Panizza and Presbitero (2013).

2The presence of correlation between debt and growth, however, does not provide any information on the
direction of causation. To address the potential endogeneity/simultaneity between debt and growth, studies
have used either instrumental variable methodologies (see, for instance, Kumar and Woo, 2010; Checherita-
Westphal and Rother, 2012; Furceri and Zdzienicka, 2012; Baum et al., 2013; Proaño et al., 2014; Panizza
and Presbitero, 2014) or panel vector autoregressions (Lof and Malinen, 2014).

3Fully-fledged theoretical models on the non-monotonicity or threshold effects of public debt on growth
are, however, relatively low key (Panizza and Presbitero, 2013).
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thresholds effects of debt on growth in 12 euro area countries. Checherita-Westphal and
Rother (2012) use non-dynamic panel methodology on growth expressed as a quadratic
functional form of debt (and a battery of specifications and tests) for the EA12 countries over
the 1990-2008 period, and find a non-linear impact of debt on (both short- and long-term)
growth with a turning point at about 90%-100% of GDP. Baum et al. (2013) use dynamic
panel threshold analysis for the same group of countries over the 1990-2010 period, and find
a significant positive short-run impact of debt on growth for debt-to-GDP ratios below 67%,
while a significantly negative effect for debt-to-GDP ratios above the 95% threshold.

The potential non-linear impact of debt on growth has also been broadly examined in
other worldwide country samples (see, among others, Schclarek, 2004; Chang and Chiang,
2009; Reinhart and Rogoff, 2010; Kumar and Woo, 2010; Cecchetti et al., 2011; Padoan et al.,
2012; Reinhart et al., 2012; Egert, 2013; Pescatori et al., 2014; Panizza and Presbitero, 2014;
Proaño et al., 2014). However, the empirical literature has still not reached an unanimous
consent on the non-linear impact of debt on growth. On the one hand, Cecchetti et al. (2011)
using a panel of 18 OECD countries for the period from 1980 to 2010, find a debt threshold
of 85% of GDP above which debt becomes a drag on growth. Padoan et al. (2012) report
similar findings (90% debt threshold) for an unbalanced panel of 28 OECD countries over a
longer period (1960 to 2011). Analogously, Kumar and Woo (2010) find evidence that levels
of debt above the 90% of GDP have a significant negative effect on growth, while Egert
(2013), using the dataset of Reinhart and Rogoff (2010), finds that the negative nonlinear
effect kicks in at much lower levels of public debt, namely between 20% and 60%. Chang
and Chiang (2009), using a multiple regime panel threshold methodology for a sample of
15 OECD countries over the period 1990-2004, find two debt-to-GDP thresholds, namely
32.3% and 66.25%; however, the impact of debt on growth is found significantly positive in
all three regimes, higher in the middle regime and lower in the two outer regimes. On the
other hand, Schclarek (2004) finds no relationship between debt and growth in a panel of
29 advanced economies between 1970 and 2002. Similarly, Panizza and Presbitero (2014) in
a sample of OECD countries find no evidence of any particular debt threshold above which
economic growth is dramatically compromised. A similar conclusion is reached in the study
of Pescatori et al. (2014) for a sample of 34 advanced economies. Last but note least, Proaño
et al. (2014) investigate non-linearities in the relationship between debt and economic growth
in 16 OECD countries over the 1981–2013 period, based on dynamic country–specific and
dynamic panel threshold regression techniques. Their results indicate no find evidence for
a robust and significant debt threshold beyond which a rise in debt reduces growth, when
financial stress is ignored as a source of non-linearities in the debt-growth nexus. They argue
that only at high levels of financial stress, debt-to-GDP ratio may negatively affect growth,
regardless of the level of debt.

The aim of this paper is to shed more light on the ambiguous non-linear relation of
debt on growth by paying particular attention to the effect of (non-)sustainable debt-ratios
in close relation to debt-ratio thresholds. In contrast to previous studies, I simultaneously
examine the effects of (non-)sustainable debt-ratios and debt non-linearities on economic
growth. To my best knowledge, only Dreger and Reimers (2013) examines explicitly the
effects of (non-)sustainable debt on economic growth. Based on annual data for the euro
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area 12 countries, Dreger and Reimers (2013) find that non-sustainable debt regimes have a
negative impact on short-run economic growth, while debt levels in the sustainable regime
exert no significant impact on short-run growth. However, the aforementioned study does
not consider, in great depth, the effects of debt sustainability, as well as the specific level
of debt thresholds above and below which debt could compromise economic growth. Put
differently, I argue that debt sustainability, in addition to debt non-linearities (debt-ratio
thresholds), should be simultaneously considered when examining the link between debt
and growth. That is, the purpose of this study is to examine whether non-sustainable debt-
ratios, above and/or below a certain debt threshold (e.g. 90% or 60%), are detrimental to
economic growth; and whether sustainable debt-ratios above and/or below a certain debt
threshold have no potential harmful effects on economic growth.

The intuition is straightforward. If the government budget constraint is satisfied, then
countries, regardless of the debt-to-GDP ratio, will be able to service their debt, leading
to debt reductions, and thus, debt sustainability, that ultimately promotes (or does not
impede) growth. This is in line with Pescatori et al. (2014), who argue that “the trajectory
of debt appears to be an important predictor of subsequent growth, buttressing the idea that
the level of debt alone is an inadequate predictor of future growth” (Pescatori et al., 2014, p.
10). It is also in line with Chudik et al. (2013), who find significant threshold effects only
in the case of countries with rising debt-to-GDP ratios. Put differently, both studies argue
that only increasing levels of debt will have a detrimental effect on economic growth, while
temporary and declining levels of debt will not compromise economic growth. Thus, it seems
warranted to examine the role of (non-)sustainable debt-to-GDP ratios in combination with
non-linearities on economic growth.

To conduct my analysis, I unify and extend the studies of Checherita-Westphal and
Rother (2012), Baum et al. (2013) and Dreger and Reimers (2013), so as to examine the role
of debt sustainability, in addition to debt non-linearities, on economic growth in the euro
area 12 countries over the period 1970–2013. This is the main contribution of this study.
Based on theory-driven (non-)sustainable debt-ratios and with the use of both dynamic and
non-dynamic panel data analyses, and a battery of robustness checks, the results of this
study can be summarized as follows. In the short-run, non-sustainable debt-ratios above
and below the 60% threshold have detrimental effects on economic growth, while sustainable
debt-ratios below the 90% threshold exert a positive influence on economic growth. In the
long-run, both non-sustainable and sustainable debt-ratios above the 90% threshold, as well
as non-sustainable debt-ratios below the 60% compromise economic growth. Furthermore,
there is evidence that sustainable debt-ratios below the 60% threshold, as predicated by
the Maastricht Treaty criterion, promote (short- and long-run) economic activity. Overall,
the results indicate that debt sustainability in addition to debt non-linearities should be
considered simultaneously in the debt-growth nexus analysis. More importantly, the results
indicate the importance of a timely reaction of fiscal policy in euro area countries with non-
sustainable debts, as implied by fiscal rules, in an attempt to ensure fiscal sustainability and
promote economic growth.

The rest of the paper is organized as follows. Section 2 discusses the criteria for fiscal
sustainability and defines the (non-)sustainable debt-ratio thresholds; Section 3 discusses
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the methodology employed and the data used; Section 4 presents the empirical findings, and
Section 5 concludes this note.

2. Fiscal sustainability criteria and (non-)sustainable debt-ratio thresholds

The sustainability of government debt-to-GDP ratio (and its potential effects on economic
growth), depends, among others, on the macroeconomic conditions embedded in the nominal
interest rate, GDP growth, and the primary government budget. For instance, if the nominal
interest rate exceeds nominal output growth, debt-to-GDP ratio will be sustainable so long
as the primary surplus covers the difference between the interest rate and growth of GDP.

Following Dreger and Reimers (2013) very closely, this can be easily demonstrated with
the use of the government budget constraint. According to this constraint, the change of
government debt (∆D) is equal to the difference of government spending (G) and government
revenues (R), plus the interest paid on government debt (iD):

∆D = G−R + iD. (1)

By diving eq. (1) by nominal GDP (Y ), one can obtain this relationship in terms of GDP
as follows:

∆D/Y = G/Y −R/Y + iD/Y = g − r + i× d = p+ i× d, (2)

where p is the primary deficit-to-GDP ratio, i the nominal interest rate, and d the debt-
to-GDP ratio. Differentiating the debt-to-GDP ratio with respect to time and rearranging
yields:

∂(D/Y )/dt = p+ (i− y)d. (3)

Based on eq. (3), one can distinguish between sustainable and non-sustainable debt-ratios
with the use of the following dummy variable:

zt =

{
1, if − pt < (it − yt)dt
0, otherwise.

(4)

that is equal to one if the primary surplus is less than the product of the debt-to-GDP ratio
and the difference between the interest rate and the growth rate of nominal GDP (i.e. debt
is not sustainable), and zero otherwise. Multiplying this dummy by the debt-to-GDP ratio,
one can obtain the sustainable and non-sustainable debt-ratios, dst and dnst , respectively, as
in Dreger and Reimers (2013), i.e.:

dst = dt × (1 − zt) (5)

dnst = dt × zt (6)

One can also distinguish between sustainable and non-sustainable debt-ratios above and
below certain thresholds (so as to examine their effects on growth), with the use of the
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following four indicators:

dsatt = datt × (1 − zt) (7)

dnsatt = datt × zt (8)

dsbtt = dbtt × (1 − zt) (9)

dnsbtt = dbtt × zt, (10)

where dsatt (dsbtt ) denotes sustainable debt-ratios above (below) a certain threshold, while dnsat

(dnsbtt ) denotes non-sustainable debt-ratios above (below) a certain threshold. I consider the
following two cases. In the first case, I set the debt-to-GDP ratio threshold equal to 90%, for
comparison purposes with previous literature (see, for instance, Reinhart and Rogoff, 2010;
Checherita-Westphal and Rother, 2012; Baum et al., 2013), while in the second case, I set it
equal to 60%, so as to assess the Maastricht Treaty criterion of 60% debt-to-GDP ratio on
growth, as well as for comparison purposes with previous studies (e.g. Baum et al., 2013).

Figure 1 plots the (non-)sustainable debt-ratios above and below the 90% and 60%
thresholds. It is clear from this figure that in most of EA12 countries with debt-to-GDP
ratios above the 90% threshold, debt has been at the non-sustainable regime. This is evident
in all Eurozone peripheral countries, especially since the global financial and Eurozone debt
crises, and in Belgium between 1980s and mid1990s. The only exception is France, wherein
debt has recently exceeded the 90% threshold; however, it still remains sustainable. In
Greece, government debt has been above the 90% threshold and non-sustainable since the
mid1980s. Nevertheless, the entry of Greece to the euro area and the adoption of the euro
in 2001, resulted in a dramatic reduction in the interest rates. Together with its fast growth
rate of around 4% on annual basis between 2000 and 2007, Greece was able to service its
debt despite its high budget deficits, that ultimately rendered its debt sustainable (even
though debt being above the 90% threshold) during that period.

[Insert Figure 1 around here]

Yet, the sustainability of fiscal stance in Greece was relatively short-lived, as the global
financial crisis in 2008, along with the Eurostat’s upward revision of the underreported
public deficit by the Greek statistical authorities to 15.4% in 2009, put Greece’s debt into
the non-sustainable regime. These developments are correctly captured by my adopted
approach and shown in Figure 1. Conversely, in most of the core euro area countries, namely,
Austria, Finland, Germany, Luxembourg and the Netherlands, debt has been below the 90%
threshold throughout the sample period. Despite that, it has been switching between the
non-sustainable and sustainable debt regime. Interestingly enough, since 2009, debt has
been sustainable in all euro area core countries, according to Figure 1. A similar picture is
observed in the bottom panel of Figure 1, based on the more strict 60% debt threshold as
predicated by the Maastricht Treaty criterion. Even though the Stability and Growth Pact
has been routinely broken by both EA peripheral and core countries, government debt in all
EA core countries has been sustainable since 2009, while in EA peripheral countries debt
non-sustainability has been of major concern since 2009.
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To further illustrate the potential non-linearity of (non-)sustainable debt-to-GDP ratios, I
present in Figure 2, the average and median annual growth rate of real GDP per capita during
periods of (non-)sustainable debt-ratios above and below the 90% and 60% thresholds in the
EA12. According to this figure, countries with sustainable debt-to-GDP ratios below the
90% or 60% debt thresholds experienced the highest economic growth rate, while countries
with non-sustainable debt-to-GDP ratios below the 90% or 60% debt thresholds experienced
the lowest economic growth rate. Interestingly, non-sustainable (sustainable) debt-ratios
above the 90% (60%) threshold were associated with relatively higher (lower) economic
growth compared to sustainable debt-ratios above the 90% (60%) threshold.

[Insert Figure 2 around here]

Thus, it seems warranted to examine in more depth the role of regime-dependent (non-)
sustainable debt-ratios on economic growth.

3. Methodology and data

To perform my analysis, I collect annual data for the 12 euro area member countries, namely,
Austria, Belgium, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Nether-
lands, Portugal and Spain, over the period 1970–2013. In particular, I obtain the exact same
data series as in Checherita-Westphal and Rother (2012) from the Annual Macro-Economic
(AMECO) database of the European Commission, and the World Development Indicators
(WDI) database maintained by the World Bank.

The empirical methodology builds on Checherita-Westphal and Rother (2012) and Dreger
and Reimers (2013). Unlike the aforementioned studies, however, I include the (non-) sus-
tainable debt-ratio above and below a certain threshold, as defined in eq. (7)-(10). Put
differently, I unify and extend the two aforementioned studies.4

The general specification (that follows closely the notation of Checherita-Westphal and
Rother, 2012, for direct comparison purposes) is:

git+k = α + β ln(GDP/cap)it + γ1d
nsat
it + γ2d

sat
it + γ3d

nsbt
it + γ4d

sbt
it + δsaving/gfcfit

+φpop.growthit + other controls(fiscal; openness; int. rate) + µi + νt + εit(11)

where git+k is the growth rate of real per capita GDP, where k = 1, 5 (k = 1 corresponds to
the annual growth rate, git+1; in the case of k = 5, I consider both the 5-year cumulative
overlapping growth rate, git/t+5 and the 5-year cumulative non-overlapping growth rate,
git+5, where t receives the values at the start of each half-decade); dnsatit , dsatit , dnsbtit and dsbtit

4For robustness purposes, I have also replicated some of the results of Checherita-Westphal and Rother
(2012) and Dreger and Reimers (2013) (please, see below). These results, which are presented in Tables A.2
and A.3 in the Appendix, are qualitatively very similar to those reported in Checherita-Westphal and Rother
(2012) and Dreger and Reimers (2013), respectively. Any quantitative differences could be attributed to my
more extended time period sample of 1970–2013, compared to that of 1970–2008 in Checherita-Westphal
and Rother (2012) and 1991–2011 in Dreger and Reimers (2013).
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are defined according to equations (7)–(10); α is a constant, µi is the country fixed effects,
νt is the time fixed effects and εit is the error term; ln(GDP/cap)it is the logarithm of
the initial real GDP per capita; saving/gfcfit is the saving or investment rate (with the
latter being proxied by the gross fixed capital formation) as a share of GDP. These two
variables are used in the analysis in aggregate terms (total saving/investment rate), as well
as on a disaggregated basis (public and private saving/investment rate); pop.growthit is the
growth rate of population. As in Checherita-Westphal and Rother (2012), I also include
other control variables, which can be classified in the following three categories: i) fiscal
indicators, including a proxy for the average tax rate and the government balance (both in
cyclically adjusted terms) so as to control for the effect of fiscal policy stance on economic
growth; ii) the long term real interest rate, LT real iit, controlling for the effects of the
fiscal-monetary policy stance of economic growth, and finally iii) trade openness, openness,
defined as the sum of exports and imports as a share of GDP, so as to extend the model
to an open-economy setting. Detailed definitions and sources of the data used in this study
are given in Table A.1 in the Appendix.

My estimation strategy includes a battery of techniques for both the non-dynamic and
dynamic panel data analyses that serve for robustness purposes and comparison with previ-
ous closely related studies. In the case of the non-dynamic panel data approach, I proceed
with instrumental variables techniques so as to control for potential endogeneity of the
(non-) sustainable debt-ratio variables and other right-hand side regressors. In particular,
I use two-stage least squares (2SLS) or generalized method of moments (GMM) estimators
originally proposed by Holtz-Eakin et al. (1988) (and further developed and popularized by
Arellano and Bond, 1991; Arellano and Bover, 1995; Blundell and Bond, 1998). In the case
of the dynamic panel data analysis (as demonstrated below), the inclusion of the lagged de-
pendent variable, git+k−1 that is by construction correlated with the fixed effects, gives rise
to ‘dynamic panel bias’ (Nickell, 1981) by attributing predictive power to the lagged depen-
dent variable that actually belongs to the country’s fixed effect. A potential solution to this
bias (and to potential endogeneity of other right-hand side variables), is to use a generalised
method of moments (GMM) approach, e.g. difference- or system-GMM (for a discussion,
see Roodman, 2009). I thus employ the (one-step or two-step) difference-/system-GMM
estimator (that is robust to substantial heteroskedasticity) derived by Arellano and Bond
(1991), and further developed by Blundell and Bond (1998) and Arellano and Bover (1995).

The (non-)sustainable debt-ratio variables (constructed in eq. (7)–(10)) are instrumented
through their time lags (up to 5 lags) for each country, and the rest of the explanatory
variables are lagged by 1 or 5 years relative to the dependent variable so as to mitigate
the endogeneity problem. While it is typical to use the lagged values of the regressors as
instruments, this might be problematic due to the high persistence of the (non-)sustainable
debt-ratio variables. In addition, as GMM estimates use a large number of instruments, this
will weaken the power of standard tests of instrument endogeneity, such as those proposed
by Sargan (1958) and Hansen (1982). Although I limit the instrument count, the Hansen
test statistic is consequently improbably large, with p-values equal to one. This is not
uncommon, given my data structure. In view of these weaknesses, and as an alternative
diagnostic to establish the validity of the GMM results, I report autocorrelation of order
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one and two in the first-differenced residuals under the system-GMM approach. The results
presented below indicate evidence in favour of the validity of the instruments if there is
first-order but not second-order autocorrelation.

4. Empirical Results

4.1. Non-dynamic effects

I begin the analysis with the non-dynamic results of the effects of non-sustainable debt-
ratio thresholds of 60% and 90% on annual (short-run), 5-year cumulative overlapping and 5-
year cumulative non-overlapping (long-run) economic growth, which are presented in Tables
1, 2 and 3, respectively.

According to the 90% (non-)sustainable debt threshold results, and across both instru-
mental variable (IV/2SLS and IV/GMM) estimators reported in columns (1)-(4) of Table 1,
one can observe that, EA12 countries with sustainable debt-ratios below the 90% thresholds
experience significant positive short-run economic growth, while non-sustainable debt-ratios
above the 90% are do not significantly hamper short-run economic growth in the EA12.5

Moreover, sustainable debt-ratios above the 90% threshold and non-sustainable ones below
the 90% threshold do not exert any significant influence on short-run economic growth.
In the case of the 60% threshold, as implied by the Maastricht Treaty criterion, the re-
sults across all specifications are quite revealing. In particular, in EA12 countries with
non-sustainable debt-ratios above the 60% threshold, as well as non-sustainable debt-ratios
below 60% threshold, debt has a negative effect on short-run economic growth, while in
EA12 countries with sustainable debt-ratios, regardless of being above or below the 60%
threshold, debt does not have a significant effect on short-run economic growth. These
results provide some preliminary evidence that debt sustainability, in addition to debt non-
linearities (debt-ratio thresholds), are relevant predictors of economic growth. Moreover, the
sign of the other regressors are in line with theoretical predictions of the neoclassical growth
model. For instance, the investment share exerts a positive, albeit insignificant effect on
growth, while population growth and real GDP per capita exert a significantly negative im-
pact. In addition, intensified trade, proxied by openness, leads to positive economic growth
due to more efficient allocation of resources, while increases in the real long term interest
rate dampens economic growth due to its adverse effect on demand.

[Insert Table 1 around here]

Turning the attention to the effects of (non-)sustainable debt-ratios on long-run economic
growth one can observe the following empirical regularities. According to the cumulative
5-year overlapping growth rate results reported in Table 2, non-sustainable debt-ratios above
and below the 90% threshold significantly compromise long-run economic growth, while sus-
tainable debt-ratios, regardless of their level, have no significant effect on long-run economic
growth (see columns (1)-(4) of Table 2). In terms of the 60% threshold results, one can

5These estimators are implemented in Stata with the xtivreg2 command developed by Schaffer (2010).
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observe that only non-sustainable debt-ratios above the 60% have a significantly negative
effect on long-run economic growth, while debt-ratios at the sustainable regimes, or even
non-sustainable debt-ratios below the 60% threshold, do not hamper long-run economic
growth (columns (5)-(8) of Table 2).

[Insert Table 2 around here]

Similar conclusions are reached based on the cumulative 5-year non-overlapping growth
rates results reported in Table 3. Specifically, non-sustainable debt-ratios, regardless of
their level, as well as sustainable debt-ratios above the 90% threshold exert a negative and
significant impact on long-run economic growth, while no significant negative effects on long-
run economic growth could be identified in the case of sustainable debt-ratios below the 90%
threshold.

[Insert Table 3 around here]

Overall these findings suggest that the level of debt, as well as debt sustainability, are
important predictors of both short-run and long-run economic growth. In the short-run, non-
sustainable debt-ratios above and below the 60% threshold compromise economic growth,
while sustainable debt-ratios below the 90% threshold are associated with positive economic
growth. Intriguingly, non-sustainable debt-ratios above the 90% threshold do not have sig-
nificantly detrimental effects on short-run economic growth. Nevertheless, non-sustainable
debt-ratios above and below the 90%, or even the 60% threshold, as well as sustainable
debt-ratios above the 90% threshold, have detrimental effects on long-run economic growth.
These results are partly in line with Checherita-Westphal and Rother (2012) and Dreger
and Reimers (2013) who also examine the effects of debt non-linearities and debt sustain-
ability, respectively, on economic growth. However, my results point to the fact that the
(non-)sustainability of debt-ratios, as well as debt non-linearities, should be considered si-
multaneously in the debt-growth nexus. This is in line with Pescatori et al. (2014), who
show that “the trajectory of debt appears to be an important predictor of subsequent growth,
buttressing the idea that the level of debt alone is an inadequate predictor of future growth”
(Pescatori et al., 2014, p. 10).

4.2. Dynamic effects

In attempt to investigate the dynamic effects of non-sustainable debt thresholds on eco-
nomic growth, I now control for the potential persistence of economic growth. To achieve
that, I consider a dynamic panel data approach, that is directly suited to capture the short-
run dynamics of non-sustainable debt thresholds on economic growth (as in Baum et al.,
2013). Unlike Baum et al. (2013), I do not endogenously determine the debt threshold upon
which debt acts as a drag on short-run economic growth. Instead, I examine the effect
of (non-)sustainable debt-ratios above and below the exogenously determined thresholds of
60% and 90% on short-run economic growth.

In the case of the dynamic panel data analysis, the inclusion of the lagged dependent
variable, git+k−1, that is by definition correlated with the fixed effects, gives rise to ‘dynamic
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panel bias’ (Nickell, 1981), by attributing predictive power to the coefficient of the lagged
dependent variable that actually belongs to the country’s fixed effect. A potential solution
to this bias (and to potential endogeneity of other right-hand side variables), is to use a
generalised method of moments (GMM) estimator, e.g. the difference- or system-GMM
estimators (for a discussion, see Roodman, 2009).6 I thus employ the (one-step or two-
step) system-GMM estimator (that is robust to substantial heteroskedasticity) derived by
Arellano and Bond (1991), and further developed by Blundell and Bond (1998) and Arellano
and Bover (1995).7

First, I examine the robustness of the results to fixed effects OLS estimation and compare
the coefficient on the lagged dependent variable under fixed effects with that under GMM.
Since my emphasis on GMM is motivated by the downward bias in models that include a
lagged dependent variable (LDV) and exhibit unit effects (Nickell, 1981), the LDV coefficient
in a correctly specified GMM model should not lie below the LDV coefficient in the FE model
(Bond, 2002). As a second diagnostic test, I report autocorrelation of order 1 and 2 in the
first-differenced residuals. Given the lag structure of the instruments, this supports the
validity of the instruments if there is first-order but not second-order autocorrelation.

Table 4 reports the results of the dynamic panel approach of the 90% and 60% (non-)
sustainable debt-ratio thresholds, under different specifications and estimation techniques.
Columns (1), (4), (7) and (10) comprise the results of the ‘naive’ pooled ordinary least
squares (pooled-OLS) regressions, while columns (2), (5), (8) and (11) control for both fixed
effects and time effects. According to the pooled-OLS results, non-sustainable debt-ratios
above and below the 90% or even the 60% threshold, as well as sustainable debt-ratios above
the 90% or even 60% threshold significantly compromise economic growth, while sustainable
debt-ratios below the 90% or even the 60% do not have, in general, a significant impact on
economic growth (with the only exception of specification under column (7), albeit, at the
10% level of significance).

However, columns (3), (6), (9) and (12), that report the results of the system-GMM
estimator, indicate that only non-sustainable debt-ratios above and below the 60% thresh-
old have a negative and significant impact on short-run economic growth, while sustainable
debt-ratios above or below the 60% threshold do not have a significant impact on short-run
economic growth. In the case of the 90% threshold, the coefficient of the (non-)sustainable
debt-ratios above and below the 90% threshold are correctly signed (negative), albeit insignif-
icant. Furthermore, as expected, the coefficients of the lagged dependent variable across all
system-GMM specifications suggests that this estimator has correctly controlled for the bias
induced by the persistence in the dependent variable. Had it failed to correct for the bias,
one would have observed a significant lower coefficient in the lagged dependent variable in

6These estimators are implemented in Stata with the xtabond2 command developed by Roodman (2009).
7Standard errors for the two-step version are severely downward biased. However, Windmeijer (2005)

provides a bias correction, which can result in two-step estimation that is superior to one-step estimation.
In my estimation, however, I do not detect any efficiency gains from bias-corrected two-step estimation.
I therefore focus on the robust one-step estimator. Using the difference-GMM estimator, I reach similar
conclusions to those based on the system-GMM estimator. For the sake of brevity, the Difference-GMM
results are not presented, but are available upon request.
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the system-GMM estimations under columns (3), (6), (9) and (12), compared to those under
the fixed effects estimations under columns (2), (5), (8) and (11) in Table 4, respectively.
On the contrary, the coefficient of the lagged dependent variable under the system-GMM
estimations (columns (3), (6), (9) and (12)) lies between the pooled-OLS ((1), (4), (7) and
(10)) and fixed effects ((2), (5), (8) and (11)) coefficient, supporting the conclusion that the
system-GMM is the most appropriate estimator.

Additional justification for the use of the system-GMM estimator is that the first and
second order serial correlation tests are consistent with the validity of the GMM instru-
ments. First order serial correlation in the first-differenced residuals, AR(1), is significant
and negative, while is no second order serial correlation is present, as AR(2) is insignificant
(see, lower panel of Table 4).

Last but not least, the other regressors under the system-GMM estimations are in line
with the theoretical predictions, indicating that EA12 countries with higher population
growth rates, initial level of real GDP per capita and real long term interest rates experience
negative short-run economic growth, while more open EA12 countries undergo higher short-
run economic growth.

[Insert Table 4 around here]

Again these results are partly in line with Baum et al. (2013) and Dreger and Reimers
(2013). The former study finds that debt-to-GDP ratios above the 95% have a significant
negative impact on short-run economic growth, while debt-ratios below (above) the 67%
threshold have a positive (no significant) effect on short-run economic growth. The latter
study, finds that only non-sustainable debt-ratios have a significantly negative impact on
short-run economic growth. In my study, which essentially merges and extends the afore-
mentioned two, I show that controlling for both debt sustainability and potential threshold
effects, provides additional insights on the complex relationship between sovereign debt and
economic growth.

4.3. Robustness analysis

In an attempt to check the robustness of the results presented above, I also estimate the
potential effects of (non-)sustainable debt-ratios above the 90% and below the 60% threshold
on economic growth, so as to compare the results to those reported in Baum et al. (2013). In
particular, Baum et al. (2013) find that the short-run impact of debt on growth is positive
and statistically significant for debt-to-GDP ratios up to around the 67% threshold, while
debt-to-GDP ratios above 95% have a negative impact on economic growth. Their results
are robust to various specifications under both dynamic and non-dynamic models.

Table 5 reports the results of the effects of (non-)sustainable debt-ratios above the 90%
and below the 60% threshold on economic growth, using both dynamic and non-dynamic
analysis. The results throughout most of the specifications, under both dynamic and non-
dynamic models, suggest that only non-sustainable debt-ratios above the 90% and below
the 60% threshold compromise (short- and long-run) economic growth, while sustainable
debt-ratios below the 60% threshold, as implied by the Maastricht Treaty criterion, promote
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(short- and long-run) economic growth. These results, which are partly in line with those of
Baum et al. (2013), provide additional justification to the argument that the sustainability
of government debt, as well as debt thresholds, should be controlled for, in an attempt to
uncover the potential non-linearities of debt on economic growth.

[Insert Table 5 around here]

As a final robustness check, I attempt to replicate the results of the previous key stud-
ies, so as to see whether I can reach similar conclusions. Such an attempt would provide
additional credibility on the dataset collected and the results presented above.8 In partic-
ular, I have tried to replicate the results of Checherita-Westphal and Rother (2012) and
Dreger and Reimers (2013). The results of this analysis are presented in Tables A.2 and
A.3, respectively, in the Appendix.

According to the results reported in Table A.2 in the Appendix, I indeed reach very
similar conclusions to those of Checherita-Westphal and Rother (2012). In particular, I find
a non-linear impact of debt on economic growth, with a turning point of about 84%-98%
of GDP above which debt has a negative impact on economic growth. This is very close to
the turning point of about 90%-100% found in Checherita-Westphal and Rother (2012). In
addition, the confidence intervals of the debt turning point results of my replication strategy
indicate that the negative impact of high debt on economic growth may well start already
from levels of around 60% to 73% of GDP; this, again, is very similar to that of around
70% to 80% found in Checherita-Westphal and Rother (2012). The results of the regressors
across all specification are qualitatively in line with those of Checherita-Westphal and Rother
(2012). Any minor quantitative differences could be attributed to my more extended time
sample ending in 2013 (which includes the recent global financial and Eurozone debt crises),
as opposed to that of the aforementioned study ending in 2008.9

Table A.3 in the Appendix presents the results of the replication of Dreger and Reimers
(2013), as well as some extensions. According to column (1) of Table A.3 in the Appendix,
which presents the exact specification results of Dreger and Reimers (2013) for the EA12
countries, I reach similar conclusions. That is, only non-sustainable debt-ratios have a
negative impact on short-run economic growth, while sustainable debt-ratios do not exert
any significant influence on short-run growth. Any differences, could be again attributed to
my more extended time period sample.10 Finally, I extend the model of Dreger and Reimers
(2013), by using different specifications and estimations. These results are presented in
columns (2)-(10). Among them, the more appropriate instrumental variables estimators of
both dynamic and non-dynamic panel data approaches point to similar conclusions. That is,
only non-sustainable debt-ratios in EA12 countries compromise short-run economic growth.

8Replication files for all the results presented in this study are available upon request.
9Restricting the sample to 1970-2008, as in Checherita-Westphal and Rother (2012), I reach even more

similar conclusions to their study.
10However, I have also experimented by restricting the sample to 1991-2011, as in Dreger and Reimers

(2013) and I have reached similar conclusions to them. These results are available upon request.
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5. Conclusion

The relationship between sovereign debt and economic growth has been contensiously
debated due to its complex features. The global financial and eurozone sovereign debt crises
have led to a revival of the academic and policy interest on the impact of sovereign debt
on economic growth. Especially in the euro area (EA), wherein debt sustainability concerns
of several debt-stricken euro area countries have led to financial turmoil over a series of
potential defaults, contagion across the euro area countries, and, ultimately, the collapse of
the Eurozone itself.

Contributing to the debate on the relationship between sovereign debt and economic
growth, I examine the role of theory-driven (non-)sustainable debt-ratios in combination
with debt-ratio thresholds on economic growth. Building on existing key studies, and us-
ing both dynamic and non-dynamic panel data analyses, and a variety of techniques and
robustness checks in the euro area (EA) 12 countries over the period 1970-2013, I present
systematic evidence that non-sustainable debt-ratios above and below the 60% threshold,
have a detrimental effect on short-run economic growth, while sustainable debt-ratios below
the 90% threshold exert a positive influence on short-run economic growth. In the long-run,
both non-sustainable and sustainable debt-ratios above the 90% threshold, as well as non-
sustainable debt-ratios below the 60% compromise long-run economic growth. Moreover,
sustainable debt-ratios below the 60% threshold, as predicated by the Maastricht Treaty
criterion, lead to positive economic growth.

Put differently, the sustainability of debt appears to be an additional important predictor
of economic growth, buttressing the idea that the level (or the threshold) of debt alone is
an inadequate predictor of economic growth. Overall, my results indicate the importance of
a timely reaction of fiscal policy in euro area countries with non-sustainable debt levels, as
implied by fiscal rules, in an attempt to ensure fiscal sustainability and, ultimately, promote
economic growth.

A potential avenue, that is left for future research, is to endogenously determine the
specific (non-)sustainable debt thresholds above and below which (and how) debt could affect
economic growth. Furthermore, the investigation of both the direct and indirect channels
through which debt (growth) could potential have an non-monotonic impact on economic
growth (debt), through, e.g., a system of simultaneous non-linear equations approach, seems
warranted.
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Figure 1: Periods of (non-)sustainable debt-to-GDP ratio above and below the 90%/60% threshold, EA12,
1970–2013
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Figure 2: Average and median real GDP/cap growth during periods of (non-)sustainable debt-to-GDP ratio
above and below the 90%/60% threshold, EA12, 1970–2013
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Table A.1: Data definition and sources
Variable Definition Source
debt Gross government debt (% GDP) AMECO
gov bal Government budget balance (% of GDP) AMECO
gov primary bal Government budget primary balance (excl. interest payments; % of GDP) AMECO
gov cab Cyclically adjusted gov. balance (% of GDP at market prices) AMECO
gov rev ca Cyclically adjusted gov. revenue (% of GDP at market prices) AMECO
GDP cap GDP at 2000 market prices per head of population (1000 euro) AMECO
potentialGDP Potential gross domestic product at 2000 market prices (bill. EUR) AMECO
trendGDP Trend gross domestic product at 2000 market prices (bill. EUR) AMECO
pop.growth Total populationgrowth rate AMECO
openness Calculated as sum of exports and imports (% of GDP) AMECO
CA bal Current account balance (% GDP) AMECO
gfcf total Gross fixed capital formation: total economy (% GDP) AMECO
gfcf gov Gross fixed capital formation: general government (% GDP) AMECO
gfcf priv Gross fixed capital formation: private sector (% GDP) AMECO
saving total Gross national saving: total economy (%GDP) AMECO
saving pub Gross saving: general government (% GDP) AMECO
saving priv Gross saving: private sector (% GDP) AMECO
reer Real effective exchange rate, based on ULC, relative to rest 23 industrial countries AMECO
LT nom i Nominal long-term (LT) interest rates, sovereign (mostly central government LT bond yields) AMECO
LT real i Real long-term interest rates, sovereign; deflator: GDP at market prices AMECO
ST nom i Nominal short-term (ST) interest rates (3M-EURIBOR after 1999) AMECO
ST real i Real short-term interest rates; deflator: GDP at market prices AMECO
inflation (GDPdefl.) Annual rate of change in GDP deflator at market prices AMECO
output gap Gap between actual and trend GDP at 2000 market prices/trend GDP AMECO
old dep ratio Age dependency ratio, old (% of population over 65 in working-age population) WDI
young dep ratio Age dependency ratio, young (% of population under 15 in working-age population) WDI
credit priv Domestic credit to private sector (% of GDP) WDI
TFP g Growth rate of Total Factor Productivity (TFP), calculated based on TFP index (2000=100) AMECO

Note: Our database consist of the same variables as those in Checherita-Westphal and Rother (2012).
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Table A.2: Replication of Checherita-Westphal and Rother (2012) results, EA12 (1970-2013)

(1) (2) (3) (4) (5) (6)
Dependent Annual Cumulative 5-yr Cumulative 5-yr Annual Cumulative 5-yr Cumulative 5-yr
variable growth rate overlapping non-overlapping growth rate overlapping non-overlapping

growth rate growth rate growth rate growth rate
Instruments/ Avg.gov Avg.gov Avg.gov
Estimator debt(n-i) debt(n-i) debt(n-i)

FE-OLS FE-OLS FE-OLS IV/2SLS IV/2SLS IV/2SLS
debt 0.1079*** 0.3223*** 0.4515** 0.0927*** 0.2162** 0.4518**

(0.0261) (0.0863) (0.2038) (0.0322) (0.0945) (0.1913)
debt sq -0.0006*** -0.0018*** -0.0023** -0.0005*** -0.0013*** -0.0024***

(0.0001) (0.0004) (0.0010) (0.0002) (0.0004) (0.0009)
gov rev ca -0.0704* -0.3761*** -0.3501 0.0094 -0.0256 -0.3033

(0.0422) (0.1276) (0.2852) (0.0588) (0.1508) (0.3144)
gov cab 0.1839*** 0.6453*** 0.8350*** 0.0983 0.5939*** 0.8764**

(0.0425) (0.1450) (0.3010) (0.0684) (0.2204) (0.4250)
ln(GDP/cap) -0.9020 -33.2968*** -22.8799* -1.4862 -35.4071*** -23.2062**

(1.6003) (5.2463) (12.3311) (1.7505) (5.8568) (10.5464)
pop.growth -1.5339*** -2.0785** -2.8631 -1.5723*** -3.2371*** -3.8008*

(0.3254) (0.9653) (2.3871) (0.3576) (0.9600) (2.1920)
gfcf total 0.0565

(0.0554)
gfcf pub -0.0949* -0.0761

(0.0560) (0.1381)
gfcf priv -0.1841 -0.2812

(0.1655) (0.4098)
saving pub 0.1965** 0.1600 -0.1266

(0.0849) (0.2735) (0.4898)
saving priv 0.1553*** 0.4844*** -0.0928

(0.0526) (0.1621) (0.3201)
openness 0.0157** 0.1050*** 0.1093* 0.0137 0.1146*** 0.1330**

(0.0076) (0.0241) (0.0611) (0.0094) (0.0313) (0.0601)
LT real i -0.1158** 0.0567 -0.2217 -0.1224** 0.0609 -0.2148

(0.0488) (0.1677) (0.4027) (0.0498) (0.1829) (0.2922)
cons 3.9880 107.4681*** 78.5714**

(4.7983) (14.8470) (35.8166)
Country FEs YES YES YES YES YES YES
Time FEs YES YES YES YES YES YES
Obs. 389 341 69 381 341 69
R2 0.697 0.793 0.828 0.704 0.797 0.824
R2-adj 0.639 0.750 0.708 0.649 0.753 0.697
Debt turning point 87.26 90.12 97.73 87.08 83.93 95.50
95% CI nlcom (71.42; 103.09) (73.13; 107.12) (66.79; 128.66) (67.27; 106.89) (60.65; 107.21) (72.62; 118.37)

Note: Results under columns (1), (2) and (3) correspond to models 1, 3 and 5, respectively of Table 1 in
Checherita-Westphal and Rother (2012), while results under columns (4), (5) and (6) correspond to models
1, 3 and 6 of Table 3 in Checherita-Westphal and Rother (2012). All explanatory variables are lagged by
1 and 5 years relative to the dependent variable so as to avoid further endogeneity issues. *, ** and ***
indicate significance at 10%, 5% and 1% level, respectively.
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Table A.3: Replication and extension of Dreger and Reimers (2013) results, EA12 (1970-2013)
(1) (2) (3) (4) (5) (6) (7) (8) (9) (10)

Dependent Annual Annual Annual Annual Annual Annual Annual Annual Annual Annual
variable growth rate growth rate growth rate growth rate growth rate growth rate growth rate growth rate growth rate growth rate
Instruments L(1/2). L(1/2). L(1/2). L(1/2).

(n)s debt (n)s debt (n)s debt (n)s debt
Estimator FE-OLS FE-OLS IV/2SLS IV/2SLS Pooled-OLS FE-OLS Sys-GMM Pooled-OLS FE-OLS Sys-GMM
LDV 0.3815*** 0.2085*** 0.2767*** 0.4167*** 0.2868*** 0.3556***

(0.0588) (0.0534) (0.0686) (0.0676) (0.0865) (0.0820)
s debt -0.0090 -0.0192 0.0013 -0.0044 -0.0007 -0.0071 0.0036 -0.0030 -0.0184 0.0021

(0.0126) (0.0156) (0.0103) (0.0150) (0.0038) (0.0106) (0.0045) (0.0041) (0.0150) (0.0062)
ns debt -0.0226* -0.0326* -0.0158* -0.0187 -0.0242*** -0.0193* -0.0104*** -0.0252*** -0.0295 -0.0096*

(0.0119) (0.0174) (0.0089) (0.0129) (0.0041) (0.0104) (0.0031) (0.0051) (0.0166) (0.0049)
gov rev ca 0.0268 -0.0011 -0.0047 0.0347 -0.0210

(0.0788) (0.0476) (0.0237) (0.0688) (0.0244)
gov cab 0.0147 0.0302 -0.0005 0.0083 0.0565

(0.0459) (0.0391) (0.0358) (0.0349) (0.0317)
ln(GDP/cap) -5.0370*** -4.4332*** -1.6799** -5.3698*** -1.3616*

(1.5942) (1.5165) (0.6841) (1.6628) (0.7078)
gfcf total -0.0047 0.0233 -0.0410 -0.0367 -0.0262

(0.0774) (0.0569) (0.0419) (0.0731) (0.0512)
gfcf pub 0.0111 0.0026 -0.0171 0.0079 0.0018

(0.0234) (0.0133) (0.0113) (0.0189) (0.0089)
gfcf priv -0.0142 0.0034 -0.1578*** -0.0576 -0.0945

(0.1244) (0.0704) (0.0495) (0.1104) (0.0667)
pop.growth -1.4481** -1.7886** -1.4858*** -1.6469*** -0.6942** -1.1103** -0.5553** -0.5754* -1.1924* -0.7357***

(0.4944) (0.5935) (0.3911) (0.4361) (0.3095) (0.4586) (0.2311) (0.3191) (0.6491) (0.2402)
openness 0.0166 0.0222 0.0199** 0.0212* -0.0002 0.0130 0.0057** 0.0033 0.0186 0.0099**

(0.0118) (0.0171) (0.0088) (0.0110) (0.0026) (0.0093) (0.0024) (0.0053) (0.0135) (0.0042)
LT real int -0.0054 -0.1438*** -0.0266 -0.1613*** 0.1095* 0.0103 0.0190 0.0250 -0.0819** -0.0753**

(0.0466) (0.0252) (0.0590) (0.0561) (0.0613) (0.0416) (0.0340) (0.0665) (0.0341) (0.0272)
cons 2.5239 15.5640* 2.7379** 2.1767 10.3520*** 15.4251**

(2.1130) (7.2302) (1.0718) (1.7815) (2.0309) (6.7067)
CountryFE YES YES YES YES YES YES YES YES YES YES
TimeFE YES YES YES YES YES YES YES YES YES YES
Obs. 476 390 441 374 476 476 476 390 390 390

R2 0.590 0.701 0.596 0.696 0.293 0.608 0.403 0.727

R2-adj 0.543 0.655 0.537 0.638 0.282 0.563 0.385 0.684
AR(1) -2.632*** -2.534**

[0.008] [0.011]
AR(2) 0.501 0.888

[0.617] [0.374]

Note: Results under column (1) correspond to those of column 1 of Table 1 in Dreger and Reimers (2013)
, while results under the remaining columns serve for robustness purposes. All explanatory variables are
lagged by 1 year relative to the dependent variable so as to avoid further endogeneity issues. LDV is the
lagged dependent variable. Robust standard errors in parenthesis. *, ** and *** indicate significance at
10%, 5% and 1% level, respectively.

26


