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Abstract:

External debt has become a major policy concern in developing economies. In Eastern Africa, rising
debt levels and servicing costs threaten domestic investment, economic stability, and long-term
sustainability. This raises concerns about whether external borrowing supports or undermines
sustainable development outcomes. The relationship between external debt and investment remains
debated in both theory and empirical literature. This study examines the causal relationship between
external debt and domestic investment in Eastern African sub-region countries from 1990 to 2023. The
analysis is based on balanced panel data for sixteen countries. The study applies the Pooled Mean
Group (PMG) estimator within a Panel ARDL model framework to estimate short-run and long-run
dynamics. The Dumitrescu—Hurlin panel causality test is used to determine causal relationships among
variables. The results show a positive and significant long-run effect of external debt on domestic
investment. However, debt servicing negatively affects investment in the short run. Inflation and interest
rate volatility reduce investment. Financial sector depth promotes investment. The findings also reveal
bidirectional causality between external debt and investment. The study concludes that external debt

can support sustainable investment and economic growth if well managed. Its sustainability benefits
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depend on prudent borrowing, macroeconomic stability, and strong financial systems. The study
recommends improved debt governance, sustainable borrowing practices, and enhanced financial
sector development to ensure that external debt contributes to long-term economic and environmental

sustainability.
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Introduction

External debt has become a major global policy concern, particularly in developing economies where
governments increasingly rely on foreign borrowing to finance development and sustain economic
growth. In recent years, rising debt levels and associated servicing costs have raised concerns about
their implications for domestic investment and long-term economic performance. According to the World
Bank (2024), total external debt in developing countries exceeded USD 9.3 trillion in 2023, reflecting a
significant increase driven largely by infrastructure financing needs and post-pandemic recovery efforts.
However, the growing burden of debt servicing, which reached over USD 847 billion in 2023, has
intensified fiscal pressures and diverted resources away from productive investment sectors such as

manufacturing, energy, and health, thereby constraining economic transformation.

The situation is more pronounced in Africa, where rising public debt levels have created serious
macroeconomic challenges. The International Monetary Fund (2023) reports that Africa’s total public
debt reached approximately USD 1.8 ftrillion, with many countries recording debt-to-GDP ratios
exceeding 60 percent. Furthermore, a significant number of countries are either in or at high risk of debt
distress. High borrowing costs, often two to four times higher than those of advanced economies,
exacerbate the problem by increasing repayment obligations. As governments allocate substantial
portions of revenue to debt servicing, fewer resources remain available for domestic investment. This
crowding-out effect limits access to credit, raises interest rates, and ultimately constrains private sector

development and employment creation.

In Eastern Africa, the debt-investment nexus has become particularly critical. Countries such as Kenya,
Uganda, Tanzania, and Ethiopia have experienced rapid increases in external debt, with debt-to-GDP
ratios exceeding 50 percent in recent years. The region’s external debt stock now exceeds USD 150
billion, while debt servicing consumes a substantial share of government revenues. This fiscal strain has
reduced public investment in critical sectors and weakened investor confidence. At the same time,
domestic investment in the region remains relatively low, averaging below 20 percent of GDP compared
to the global average of about 27 percent. These trends highlight a structural challenge in balancing

external borrowing with sustainable investment-led growth.

Despite the importance of this issue, the relationship between external debt and domestic investment
remains theoretically and empirically ambiguous. While some perspectives, such as the Keynesian
Theory of Public Debt, suggest that external borrowing can stimulate investment when allocated
efficiently, others, including the Debt Overhang Theory, argue that excessive debt discourages
investment by increasing uncertainty and future tax burdens. Empirical findings also remain mixed,
particularly in the context of Eastern Africa, where country-specific factors, institutional capacity, and

financial sector development play significant roles.
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Against this background, the overall aim of this paper is to examine the causal relationship between
external debt and domestic investment in Eastern African sub-region countries over the period 1990—
2023. The study seeks to determine whether external debt promotes or constrains investment and to
assess the role of key macroeconomic and financial variables in shaping this relationship. The expected
outcome is to provide robust empirical evidence that clarifies the debt-investment dynamics and informs

policy decisions on sustainable borrowing and investment strategies.
Main Research Question

What is the causal relationship between external debt and domestic investment in Eastern African sub-

region countries?
Sub-Questions:

What are the short-run and long-run effects of external debt on domestic investment?
How does debt servicing influence domestic investment in the region?
What role do macroeconomic factors such as inflation and interest rates play in shaping
investment outcomes?

4. How does financial sector development affect the relationship between external debt and
domestic investment?

5. s there a bidirectional causal relationship between external debt and domestic investment?

By addressing these questions, the study contributes to the ongoing policy debate on debt sustainability
and investment-led growth in Eastern Africa. It also provides evidence-based recommendations for

policymakers seeking to balance external borrowing with domestic investment priorities.
Geographical Scope of the Study

The study focused on 16 eastern African countries. The UN first introduced its Eastern Classification
within the series M49 standard in 1969 as part of its statistical framework for grouping countries into the
continents and subregions. As of 2025, the region comprised 18 countries as classified by the United
Nations (UN), Burundi, Comoros, Djibouti, Eritrea, Ethiopia, Kenya, Madagascar, Malawi, Mauritius,
Mozambique, Rwanda, Seychelles, Somalia, South Sudan, Tanzania, Uganda, Zambia, and Zimbabwe
(UN, 2025). Due to data gaps, Somalia and South Sudan were dropped to maintain 16 countries. This
geographical scope is relevant due to the region’s growing dependence on external debt to finance
infrastructure, fiscal deficits, and development needs. Increasing reliance on non-concessional
borrowing has exposed these countries to risks such as exchange rate volatility, rising global interest
rates, and reduced export earnings. As a result, fiscal space has narrowed, limiting both domestic and
foreign investment. The region is also economically interconnected through organizations like EAC,

COMESA, and IGAD, meaning debt challenges in one country can affect others. The selected countries
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present diverse debt experiences, making the region suitable for comparative analysis of debt,

investment, and fiscal sustainability dynamics.
Literature review

The relationship between external debt and domestic investment is widely discussed in development
economics, with competing theoretical perspectives offering different predictions. The Debt Overhang
Theory argues that excessive external debt discourages investment because investors anticipate higher
future taxation and macroeconomic instability. This reduces incentives for both public and private
investment. In contrast, the Keynesian Theory of Public Debt suggests that external borrowing can
stimulate aggregate demand and investment when funds are directed toward productive sectors such
as infrastructure and industrial development. Similarly, the Public Investment Theory emphasizes that
government borrowing can enhance capital formation and crowd in private investment if efficiently
utilized. These theoretical perspectives imply that the effect of external debt on domestic investment is
ambiguous and depends on factors such as debt sustainability, macroeconomic stability, and financial

sector development.

Empirical studies across Sub-Saharan Africa largely support the argument that excessive external debt
constrains domestic investment. Early work by lyoha (1999) finds that high debt levels reduce
investment by diverting government revenue toward debt servicing. Similarly, Were (2018) shows that
debt accumulation in African economies leads to reduced fiscal space and limits public investment. Fosu
(2019) further demonstrates that rising debt servicing obligations weaken governments’ ability to finance
infrastructure and productive sectors.These findings suggest a strong crowding-out effect, where
increased debt servicing reduces funds available for investment. Based on this evidence, the following

hypothesis is proposed:
H1: External debt has a negative effect on domestic investment in Sub-Saharan African countries.

Debt servicing plays a critical role in shaping the debt-investment relationship. High repayment
obligations reduce fiscal flexibility and limit capital expenditure. Empirical evidence from African
economies shows that rising debt servicing crowds out public investment and constrains private sector
growth (Fosu, 2019; Were, 2018). Governments facing high debt obligations often prioritize repayment
over development spending, which weakens long-term investment capacity. This aligns with the Debt
Overhang perspective, which emphasizes the negative consequences of excessive debt burdens.

Therefore, the following hypothesis is derived:
H2: Debt servicing has a negative and significant effect on domestic investment.

Studies from West Africa provide further evidence of the negative impact of external debt on investment.

In countries such as Nigeria and Ghana, Akomolafe (2015) and Joy and Panda (2020) find that rising
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external debt reduces domestic credit availability and discourages private investment. Ghana’s
experience, where debt servicing consumed a large share of government revenue, illustrates how high
debt burdens can suppress investment in key sectors. Ogunjimi (2019) adds nuance by showing that
concessional borrowing can support infrastructure development, while non-concessional debt leads to
macroeconomic instability and capital flight. These findings suggest that the nature and structure of debt

matter for investment outcomes.
Thus, the following hypothesis is proposed,

H3: The effect of external debt on domestic investment depends on the composition and sustainability

of borrowing.

In contrast, some North African countries demonstrate that external debt can promote investment when
managed effectively. Studies by Elbadawi and Ndulu (2016) show that countries such as Egypt and
Morocco have successfully used external borrowing to finance infrastructure and industrial expansion.
These investments have supported sustained domestic investment levels above 25% of GDP. This
evidence supports the Keynesian view that productive borrowing can stimulate investment and

economic growth. Therefore, the following hypothesis is derived:
H4: External debt has a positive effect on domestic investment when allocated to productive sectors.

Empirical findings from Eastern Africa present a more complex and mixed picture. Studies by
Ndoricimpa (2020) and Were (2018) indicate that external borrowing may initially stimulate domestic
investment. However, as debt accumulates over time, its positive effects diminish due to rising debt
servicing costs and fiscal pressures. This leads to reduced investment and slower economic growth in
the long run. These findings highlight the importance of time dynamics and suggest that the impact of
external debt differs between the short run and the long run. Based on this evidence, the following

hypothesis is proposed:
H5: External debt has a positive short-run effect but a negative long-run effect on domestic investment.

Macroeconomic conditions and financial sector development play a crucial role in shaping the debt-
investment relationship. High inflation and interest rate volatility create uncertainty and increase the cost
of investment, thereby discouraging capital formation. Empirical studies (Ndoricimpa, 2020) show that
macroeconomic instability negatively affects investment in developing economies. On the other hand,
financial sector development, particularly access to bank credit, enhances investment by improving
resource allocation and supporting private sector growth. This aligns with the Keynesian perspective

that credit availability stimulates investment.

Thus, the following hypotheses are formulated:
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Hé6: Macroeconomic instability negatively affects domestic investment.

H7: Financial sector development positively affects domestic investment.

The literature review suggests that the relationship between external debt and domestic investment is

complex and context-specific. The hypotheses derived from the literature are summarized below:

Hypothesis | Statement

H1 External debt negatively affects domestic investment

H2 Debt servicing negatively affects domestic investment

H3 The effect of external debt depends on its composition and sustainability
H4 External debt positively affects investment when used productively

H5 External debt has short-run positive and long-run negative effects

H6 Macroeconomic instability negatively affects domestic investment

H7 Financial sector development positively affects domestic investment

Table 1: Summary of Hypotheses

Methodology and Data

Research Strategy and Design

This study adopts a quantitative research strategy to examine the causal relationship between external
debt and domestic investment in Eastern African sub-region countries. A longitudinal panel research
design is employed, covering the period 1990—2023. This approach allows the study to capture both
cross-country differences and time dynamics, making it suitable for testing the hypotheses derived from
the literature. The empirical strategy is designed to assess both short-run and long-run relationships, as
well as the direction of causality among variables. Specifically, the study tests whether external debt
promotes or constrains domestic investment and evaluates the roles of debt servicing, macroeconomic

conditions, and financial sector development.
Data Sources and Sample

The study uses secondary data obtained from the World Bank's World Development Indicators
database. The dataset consists of balanced panel data for sixteen Eastern African countries over the
period 1990-2023. The use of panel data improves estimation efficiency and allows for more robust

inference compared to purely cross-sectional or time-series approaches.

The variables used in the analysis are defined as follows:
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e Domestic Investment (DINV): Gross capital formation (% of GDP)

o External Debt (ED): External debt stock (% of GDP)

e Debt Servicing (DS): Total debt service (% of exports or revenue)

e Financial Sector Development (BCR): Bank credit to the private sector (% of GDP)
¢ Interest Rate (IR): Lending interest rate (%)

e Inflation (INF): Consumer price index (annual %)

These variables are selected based on theoretical and empirical literature linking debt dynamics,

macroeconomic stability, and investment behavior.
Research Paradigm

The study was guided by the positivist research paradigm, which emphasizes objective measurement
and empirical analysis using quantitative data. This approach was suitable for examining the relationship
between external debt and domestic investment in Eastern African countries over the study period. By
relying on statistical and econometric methods, the positivist framework enabled the identification of
causal relationships and supported the generation of evidence-based policy recommendations

grounded in observable data patterns.
Panel Unit Root Test

To examine the stationarity properties of the variables, the study employed the Pesaran Cross-
sectionally Augmented Im, Pesaran and Shin (CIPS) unit root test. Unlike earlier tests that assume
cross-sectional independence, the CIPS approach accounts for cross-country interdependencies, which
are common in regional economic data such as that of East Africa. The general panel unit root
specification is expressed as:

Di

Ayie = a; + Bit +ViVie-r + ) O DYie—i + &

k=1
where y;is the variable of interest for country iat time t, Adenotes the first difference operator,
a;captures individual-specific effects, g;trepresents the deterministic trend, and ¢;;is the error term. The

coefficient y;is used to test for the presence of a unit root.

The CIPS statistic is obtained by averaging the individual Augmented Dickey-Fuller (ADF) t-statistics:
N
1
CIPS = NZ ty,
i=1

where tyl_is the t-statistic associated with the unit root coefficient for each cross-section.
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Panel Cointegration Test

To determine whether a long-run equilibrium relationship exists among the variables, the study applied
the panel Autoregressive Distributed Lag (ARDL) bounds testing approach. This method is based on
the Unrestricted Error Correction Model (UECM), specified as:

14 q r
Ay, =a+ Bj Ay j + Vi Axieoy + Z 6 DGy + 1 Yie—1 + ApXie—q + A3qie—q + &t

j=1 k=0 1=0
where y;.denotes the dependent variable (investment), x;.represents the main explanatory variables
(external debt, debt servicing, and bank credit), and q;;includes control variables such as interest rates

and inflation. The coefficients 4,, 1,,and A;capture the long-run relationships.

The null hypothesis of no cointegration is stated as:

HO:/’{lzlzzl’lg:O

while the alternative hypothesis suggests the existence of a long-run relationship.

Model Specification for Domestic Investment

The empirical model for domestic investment (DINV) was estimated using a panel ARDL framework,

incorporating both short-run dynamics and long-run equilibrium adjustments:

ADINV;, = ¢; + m;ADINV;,_; + m,AED;, + m3ADS;, + myABCR;, + msAIR;, + mgAINF;,

+ p(DINVie_1—p1EDit—p; DSit—p3BCRyy—pal Ry —psINFy) + p; + &
In this specification, the first difference operator (A) measures short-term changes in variables. The
intercept ¢;varies across countries to capture heterogeneity. The coefficients mrepresent short-run
effects, while the error correction term (ECT), captured by p, indicates the speed at which deviations
from long-run equilibrium are corrected. The term y;represents unobserved country-specific effects, and

&;:is the stochastic error term.

Diagnostic Tests

To validate the reliability of the estimated model, several diagnostic tests were conducted. These
included tests for serial correlation, heteroskedasticity, and normality of residuals. The results confirmed
that the model was free from autocorrelation and heteroskedasticity, and that the residuals followed a
normal distribution. Additionally, stability tests demonstrated that the model parameters remained

consistent over time, indicating that the model was properly specified and the results were robust.
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Results

Pesaran CIPS

Variables Level 5% Critical | First Diff | 5%  Critical | Decision
Intercept & | Value Intercept & | value Order of
Trend Trend Integration

ED -2.428 -2.75 -2.852 -2.75 I(1)

DS -2.702 -2.75 -3.269 -2.75 I(1)

DIV -2.379 -2.75 -3.614 -2.75 I(1)

INF -4.180 -2.75 Nil Nil 1(0)

IR -2.342 -2.75 -2.890 -2.75 I(1)

BCR -1.901 -2.75 -3.482 -2.75 I(1)

Table 2: Panel Unit Root Results

The unit root test results reveal that the study variables exhibit mixed integration orders. External debt

(ED) and debt servicing (DS) were non-stationary at levels but became stationary after first differencing,

suggesting long-term persistence and slow adjustment to shocks. Domestic investment and bank credit

(BCR) also attained stationarity only after differencing, indicating that capital formation and financial

flows evolve gradually over time. In contrast, foreign direct investment (FDI) and inflation (INF) were

stationary at levels, showing stability and mean reversion in their trends. The interest rate (IR) was non-

stationary at levels but stationary at first difference, reflecting persistent monetary policy effects. Overall,

these results confirm that all variables are integrated of order 1(0) or (1), justifying the use of the Panel

ARDL model, which accommodates variables with mixed integration levels for robust long-run and short-

run estimation

Pairwise Dumitrescu Hurlin Panel Causality Tests

Null Hypothesis:

W-Stat.

Zbar-Stat. Prob.

ED does not homogeneously cause D_INV  3.96522 3.08545 0.0020

D_INV does not homogeneously cause ED 3.99704 3.60157 0.0013

DS does not homogeneously cause D_INV  4.06455 3.25320 0.0011
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D_INV does not homogeneously cause DS 3.58729 2.43780 0.0148

INF does not homogeneously cause D_INV 4.06301 3.16577 0.0011

D_INV does not homogeneously cause
D_INV 5.53001 4.63241 0.0001

IR does not homogeneously cause D_INV  6.48264 4.55145 0.0001

D_INV does not homogeneously cause IR 2.49906 0.57951 0.5622

BCR does not homogeneously cause D_INV 4.60059 4.17142 3.E-05

D_INV does not homogeneously cause BCR 3.23939 3.84488 0.0651

Table 3: Dumitrescu-Hurlin Panel Causality Results (Domestic Investment Model)

Our findings indicate a two-way causal relationship between external debt and domestic investment,
with probabilities of 0.0020 and 0.0013, respectively. This suggests that external debt significantly
influences investment capacity, and conversely, the need for increased investment compels
governments to seek external borrowing. Similarly, debt servicing and domestic investment exhibit
bidirectional causality (0.0011 and 0.0148). This implies that high debt repayment burdens detract from
domestic investment, while limited investment potential increases reliance on foreign loans, thereby

exacerbating the region's debt overhang issue.

Furthermore, inflation and domestic investment are mutually causal. Inflation escalates investment costs
and diminishes returns, while sluggish investment exacerbates inflationary pressures due to supply-side
limitations. This highlights the dual challenge of macroeconomic instability for growth. In contrast,
interest rates exert a unidirectional causal influence on investment (p = 0.0001) but not vice versa (p =
0.5622), meaning elevated borrowing costs directly hinder investment, aligning with debt overhang
theory. Lastly, bank credit to the private sector (BCR) plays a crucial role, strongly driving investment (p
= 0.00003), with a weaker reverse effect (p = 0.0651). This confirms that credit accessibility is essential
for boosting domestic investment, consistent with Keynesian principles. However, underdeveloped
financial sectors limit the feedback loop from increased investment to credit expansion. Collectively,
these results demonstrate that debt dynamics, repayment obligations, macroeconomic instability, and
financial access jointly determine domestic investment performance in Eastern Africa, providing strong

econometric evidence for our study.
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These Granger causality results show both agreement and divergence with existing literature. The
bidirectional causality between external debt, debt servicing, and domestic investment aligns with
studies like Ndikumana and Verick (2008), which emphasize the reciprocal relationship between debt
and investment. The strong bidirectional influence of inflation echoes findings from Aghion et al. (2009),
underscoring the mutually reinforcing nature of macroeconomic volatility and investment. The
unidirectional effect of interest rates on investment and the dominant role of bank credit largely support
conventional economic theory and empirical evidence (Levine, 2005). However, the weak reverse
causality from credit presents a slight contrast to some research suggesting more significant feedback

from investment to financial development.
Discussions

The Dumitrescu—Hurlin panel causality findings for Eastern Africa reveal a complex web of relationships
between external debt, investment, and key macroeconomic variables, suggesting both mutual and one-
way influences. External debt and domestic investment are shown to be mutually causal. This implies
that external borrowing provides vital financing for productive sectors, thus stimulating investment, while
simultaneously, increased investment demands prompt governments to borrow more. This aligns with
the Keynesian Theory of Public Debt, which highlights borrowing's potential to spur aggregate demand
and capital accumulation when productively deployed, and the Public Investment Theory, emphasizing
that government debt for infrastructure can enhance private sector investment and productivity. These
findings corroborate earlier research in Sub-Saharan Africa by Ndikumana and Verick (2008) and Were
(2018) on reciprocal debt-investment linkages, underlining that effective debt management contributes

to building productive capacity.

However, the study also identifies a bidirectional causality between debt servicing and domestic
investment. This indicates a potentially detrimental cycle where high debt repayment obligations can
strain domestic resources and stifle investment, while conversely, weak investment growth can
necessitate further external borrowing, perpetuating debt overhang issues. This is consistent with the
debt overhang framework of Krugman (1988) and Sachs (1989), which posits that substantial debt
burdens deter investment by creating expectations of future fiscal burdens or economic instability.
Empirical work by Mensah et al. (2019) and Fosu (2021) similarly points to high debt servicing in Africa
limiting fiscal space for capital formation. The reverse causality, where low investment drives increased
borrowing, underscores the persistent structural financing gaps in Eastern Africa, echoing Asongu et al.
(2022)'s observations on how weak domestic savings and infrastructure deficits often force African

economies into cycles of external borrowing.

The bidirectional causality between inflation and investment highlights the crucial need for

macroeconomic stability to foster sustainable investment growth. Inflation raises production costs and

WOHLLEBE & ROSS

Discover publication opportunities:
www.wr-publishing.org



https://doi.org/10.51137/wrp.ijsbe.665
http://www.wr-publishing.org/

International Journal of Sustainability in Business and Economics (ISSN: 3052-6752)
Volume: 02 Issue: 03 Year: 2026
https://doi.org/10.51137/wrp.ijsbe.665

erodes real returns, thereby discouraging private investment. Conversely, insufficient investment limits
productive capacity, potentially leading to inflationary pressures due to supply bottlenecks. These
dynamics align with research by Aghion et al. (2009) and Ndoricimpa (2020) on the mutual interaction
between inflation and investment in developing economies, which can amplify volatility and undermine
long-term growth potential. This relationship reinforces the Keynesian view that stable prices are
essential for effective fiscal stimulus and productive investment, and supports the Public Investment
Theory's assertion that a stable macroeconomic environment enhances the efficiency of public capital

spending.

The unidirectional causality from interest rates to investment, but not the reverse, demonstrates that
borrowing costs directly and negatively impact domestic capital formation. This is consistent with the
Debt Overhang Theory, as higher interest rates increase debt repayment burdens, further discouraging
private sector borrowing and investment. It also aligns with studies by Levine (2005) and Oche et al.
(2016), which found that high lending rates in developing countries deter productive investment by
raising capital costs. The lack of reverse causality suggests that in Eastern Africa, investment activity
currently exerts limited influence on monetary policy or interest rate adjustments, likely due to

underdeveloped financial markets and weak policy feedback mechanisms.

Furthermore, the causality results emphasize the critical role of bank credit to the private sector (BCR)
in driving investment. The unidirectional relationship from credit to investment indicates that financial
deepening promotes investment. However, the weak reverse causality suggests that investment growth
has not significantly broadened access to credit. This is consistent with Levine (2005) and Were (2018),
who noted that while financial access stimulates investment, structural constraints and limited financial
inclusion often restrict feedback effects. This finding also aligns with Keynesian insights, as credit
expansion can support effective demand and private sector growth, provided macroeconomic stability
is maintained. These findings suggest a need for policies that not only encourage external borrowing for
productive investment but also focus on strengthening domestic resource mobilization, managing debt
sustainably, controlling inflation, reducing borrowing costs, and deepening financial markets to foster a

virtuous cycle of investment and growth.
Conclusions

This study examined the causal relationship between external debt and domestic investment in Eastern
African sub-region countries over the period 1990-2023. Using a panel econometric framework, the
findings reveal a bidirectional causal relationship between external debt and domestic investment.
External debt positively influences investment in the long run when allocated to productive sectors.
However, in the short run, rising debt servicing obligations constrain investment by reducing fiscal space.

The results further show that macroeconomic instability, particularly inflation and high interest rates,
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negatively affects investment, while financial sector development promotes investment through
increased access to credit. Overall, the findings highlight the dual role of external debt as both a driver

and a constraint to investment, depending on how it is managed.

The findings contribute to the existing literature by reconciling competing theoretical perspectives. The
results support the Keynesian Theory of Public Debt, which suggests that external borrowing can
stimulate investment when efficiently utilized. At the same time, they validate the Debt Overhang Theory,
which emphasizes the negative effects of excessive debt and high servicing burdens on investment.
This dual outcome suggests that the debt-investment relationship is conditional rather than linear. It
depends on factors such as debt sustainability, macroeconomic stability, and financial sector
development. The study, therefore, extends empirical literature by demonstrating that both positive and

negative effects of external debt can coexist within the same regional context.

This study contributes to the sustainability discourse by highlighting the importance of sustainable debt
management in promoting long-term investment and economic resilience. Sustainable borrowing
practices ensure that external debt finances productive investments that generate future returns, rather

than creating unsustainable fiscal burdens.

From a business perspective, stable macroeconomic conditions and improved access to finance
enhance private sector confidence and investment decisions. From a broader economic perspective,
aligning debt strategies with sustainable development goals supports inclusive growth, infrastructure
development, and long-term capital formation. Therefore, the study promotes sustainability by
emphasizing responsible borrowing, efficient resource allocation, and financial system strengthening as

key drivers of sustainable economic development
Recommendations

Governments should ensure that external borrowing is aligned with economic, social, and environmental
sustainability goals. Borrowed funds must be directed toward productive and sustainable sectors such
as green infrastructure, renewable energy, industrial development, and climate-resilient public
investment. Strong debt sustainability frameworks should be strengthened to reduce repayment
pressures, improve transparency, and ensure that borrowing supports long-term sustainable

development rather than short-term consumption.

Monetary authorities should adopt credible inflation-targeting and macroeconomic stabilization policies
to maintain a stable investment environment. Stability in prices and interest rates is essential not only
for economic growth but also for sustainable investment planning. Structural reforms in energy and food
systems should also prioritize sustainability by promoting efficient production systems, reducing

environmental pressure, and strengthening resilience against climate and supply shocks.
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Policies should strengthen financial systems to support inclusive and sustainable investment. This
includes expanding access to green finance, deepening capital markets, and promoting financial
inclusion. Enhanced regulatory frameworks should ensure that credit allocation supports
environmentally and socially sustainable investments, particularly in small and medium enterprises that

drive long-term development.

Policymakers should maintain borrowing costs at levels that encourage productive and sustainable
investment. Targeted concessional financing, green credit guarantees, and preferential lending for
sustainable sectors should be promoted. Strengthening the financial sector’s ability to channel credit
toward environmentally responsible investments will create a virtuous cycle between investment,

sustainability, and economic growth.

Eastern African countries should harmonize debt management policies and strengthen regional
macroeconomic coordination to promote stability and sustainability. Regional financial integration can
support cross-border sustainable infrastructure projects, climate adaptation investments, and long-term
development financing. Such cooperation enhances both economic resilience and sustainable

investment outcomes across the region.
Areas for Future Research

Future research should broaden the scope of analysis by integrating variables related to institutional
quality, environmental sustainability, and climate finance. Moreover, further studies could enhance
understanding by disaggregating investment into its public and private components and conducting
sector-specific analyses. Such approaches would offer more nuanced insights into the channels through
which external debt influences structural transformation and sustainable development within Eastern

African economies.
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