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ABSTRACT
External debt accumulation is a common feature of transition economies during the process of economic
transformation. Insuicient domestic resources and low savings as typical problems in these countries
have to be fulilled through some form of external capital. This chapter analyzes determinants and
trends of external borrowing in eight transition European economies. It is shown that despite a positive
correlation between external debt and economic growth in the initial phases of transition, its further accumulation is associated to higher risks in terms of macroeconomic stability. This has also been proved
during the recent economic crisis when external debt in most of countries recorded sharp rise. If further
trends of rising external debt accumulation continue, observed economies might face serious economic
problems related to debt repayment and lower growth perspectives.

INTRODUCTION
After the political changes in 1989, Central and Eastern European countries (CEE) started processes of
political and economic transformation aiming to catch up with the developed Western economies. One
of the main economic issues that CEE economies faced during the transition period was how to provide
financial resources for the economic development. Due to insufficient domestic resources and low savings, those countries were mainly oriented on external sources of capital.
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In this chapter, the authors aim to analyze the external debt dynamics in the eight transition economies – Bulgaria, Croatia, Czech Republic, Hungary, Romania, Slovakia, Slovenia, and Serbia, in the
period 1991-2014. The external debt situation within this group of countries differs strongly from the
very beginning of the transition period. Poland, Hungary, and Bulgaria were running large foreign debt
at the beginning of the 1990s, inherited from the communist period. While Poland owed mainly towards
official creditors, Hungary and Bulgaria were indebted to commercial banks (Manzocchi, 1997). Other
countries such as Former Yugoslav countries and Czechoslovakia accumulated debt during the communist period, although not having such an unfavourable starting point. Problems in those countries arose
later during the transformation period. Croatia is now one of the most indebted countries with a strong
reliance on external borrowing from unaffiliated lenders. Croatia, Hungary, and Serbia are demonstrating vulnerability on multiple fronts with an external debt to GDP ratio higher than 90% (International
Monetary Fund, 2014a). Romania started transition period with a low external debt to GDP ratio. In fact,
Romania used to take credits abroad during the 1970s, but decided to repay external creditors including
multilateral lenders in advance, during the 1980s (Buiter & Lago, 2001). During that period, citizens
paid terrible price of lowered consumption and imports. However, external sustainability worsened significantly during the period of global financial crisis. In the period 2007–2013, external debt recorded
sharp increase while institutional creditors have been replaced by private ones (Milea, 2014). According
to International Monetary Fund (2014a) data, Romania had external debt to GDP ratio above 70%. In
summary, countries with the highest external debt exposure in the public sector at the moment include
Hungary and Serbia, while countries with the highest external debt exposure in the private sector include
Hungary, Bulgaria, and Croatia.
It could be noticed that all countries faced serious fluctuations of the external debt in the observed
period. Bulgaria for example started its transition period with a ratio of external debt to GDP of over
120% (Buiter & Lago, 2001). Bulgarian government declared unilaterally a moratorium on external debt
repayment at the beginning of transition, consequently putting country out of the international market
(Mihov, 1999). After economic collapse in 1997, total foreign debt that was mainly coming from government borrowing declined from 100% of GDP in 1997 to less than 60% in 2003 (Ognivtsev, 2005). As a
result of recent financial crisis, Bulgarian external debt rose amounting to 95.9% of GDP in 2013, mainly
due to private sector external exposure. When considering external debt to GDP, Hungary is the most
indebted country. As a result of debt accumulation in the communist period, Hungary had unfavourable
starting position. For that reason, policy makers decided to lead outward oriented economic transition
(Pogátsa, 2009). After the period of late 1990s and early 2000s, when huge capital inflows were obtained
through privatization and country recorded strong and stable economic growth, in the light of economic
crisis Hungary started to run high budget deficits and now is facing the highest external debt exposure
in the public sector together with Serbia and Croatia.
For the most of the observed countries, private sector is financed by the bank loans as a main form
of external borrowing. Public sector on the other hand borrows differently which mainly depends on
the level of development of financial markets. For example, due to undeveloped domestic bond market,
Bosnia and Herzegovina and Albania mainly borrow through external loans (International Monetary
Fund, 2014a).
In this chapter, the authors aimed to investigate on which principles Central and Eastern European
countries based their policy of providing financial resources from abroad. Within the analysis, it has
been examined whether external debt is a consequence of public or private sector external debt rise. In
the Background section, a breakdown of current literature on external debt impact on economic growth,
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turning points and thresholds are given. It also provides summary of main findings of the authors that
studied external debt sustainability in transition economies. Additionally, methodology concepts and data
sources used in the analysis have been presented. The main chapter section is focused on major trends
of economic development of selected transition countries. It summarizes obstacles and macroeconomic
challenges they faced during the first phase of transition in the 1990s. Solutions and Recommendations
and Future Research Directions sections present authors’ findings in terms of external debt sustainability
indicators, trends, current status and future prospects for each observed country. Finally, in the Conclusion the authors summarized the most important findings and recommendations.

BACKGROUND
There have been various arguments that economic theory has offered so far in order to explain why the
transition countries relied on foreign capital to such a great extent. The basic idea of providing additional
financial resources in the foreign markets is to enable investments, which could ensure long term and
sustainable economic development. External capital inflow might have multiplicative effects on investments and economic activity influencing further favourable selection of more profitable projects. The
projects have been afterwards funded by domestic capital, which resulted with the increase of output per
capita (Manzocchi, 1997). The countries where marginal productivity is relatively high, which means the
capital is a scarce production factor in those countries, are especially stressed with benefits of external
debt (Uzun, Karakoy, Kabadayi, & Emsen, 2012). Poverty is also perceived as one of important factors
of rising indebtedness. In the context of external debt analysis, poverty is related to the external account
imbalance since in heavily indebted countries there is a rising gap between national savings and domestic
investments (Tiruneh, 2004). Another reason could be the fact that for the growth purposes, a country
requires new technology and capital goods. Therefore, export earnings are not sufficient to finance these
important growth factors, while domestic capital market is still not developed enough. The role of the
government is certainly crucial when it comes to the dynamic of external indebtedness. The accumulation of large external debt is the by-product of government deficit (Lin, 2014). When analyzing external
debt accumulation of the Commonwealth of Independent States (CIS-7), Helbling and associates argued
that debt accumulation was by product of having continuous large current account deficits and slow economic recovery after the initial slowdown in the first transition years (Helbling, Mody, & Sahay, 2004).
Many authors analyzed external debt sustainability and tried to determine the level of debt, usually
measured by the share of debt in GDP, which results in growth deterioration and has harmful effect on
country’s ability to repay its obligations. Reinhart and Rogoff (2010) analyzed economic growth and
inflation at a different level of government and external debt. In a dataset of 44 countries and a time
span of 200 years, they concluded that when a gross external debt reaches 60% of GDP, annual growth
declines by about two percent. As countries hit maximum debt tolerance, there is a pressure on market
interest rates to rise which results in painful adjustment (Reinhart & Rogoff, 2010). They conclude that
emerging market growth seems to be particularly hit by the high level of debt to GDP ratio.
In a data set of 93 developing countries observed in the period 1967-1998, Pattillo and associates
found nonlinear effects of debt on growth (Pattillo, Poirson, & Ricci, 2002). Obtained thresholds are
debt levels around 160-170% of exports and 35-40% of GDP. After these threshold levels further debt
accumulation starts to have negative impact. As the authors argued, the marginal impact of debt becomes
negative at much lower debt levels, while accurate estimation of the turning is difficult and depends
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on the specific characteristics of the observed country (Pattillo et al., 2002). This is mainly in line with
the results obtained by other authors as well. Developed institution is also important factor influencing
easier access to private capital. Debt overhang for countries with developed institutional framework is
15-30% of GDP. Countries with worse institutional conditions seem to exhibit a similar pattern but with
significantly lower thresholds. Related thresholds are between 0% and 20% of GDP (Cordella, Ricci, &
Ruiz Arranz, 2010). Similarly, Calvo and associates found quadratic relationship between external debt
and growth (Calvo, Stefanoudakis, & Blanco Tames, 2009). They argued that reasonable level of debt
stimulates growth to a certain point, while excessive level is proved to have harmful effects on growth.
In a sample of 30 randomly chosen developing countries over a period of 33 years (1970-2003), they
found that optimal level of external debt to GDP ratio is 54% (Calvo et al., 2009).
Unlike the previous authors, Schclarek (2004) did not find enough evidence to support a nonlinear
relationship, while no evidence at all for positive relationship between total external debt and growth at
low debt levels. As for developing countries, the results are dramatically different. Total external debt
has significant adverse impact on economic growth. When considering specific components of debt,
a negative relationship between public external debt and growth has been shown, while no significant
relationship has been detected concerning private external debt impact (Schclarek, 2004).
By taking into consideration other important variables affecting growth, there were findings proving
corruption, as a measure of institutional quality which is highly relevant for debt-growth relationship.
In countries with lower levels of corruption both the positive and negative effects of debt on growth,
modelled with a non-linear debt specification, are significant. In countries with higher levels of corruption, only the negative effects of debt on growth could be detected. Corresponding turning points for
debt levels are between 21% and 30% of GDP for highly corrupted countries and 31-45% for countries
with lower level of corruption. In other words, countries with lower level of corruption may incur higher
external debt to support their growth (Jalles, 2011).
Most of the performed research aimed to give an answer on external debt sustainability issues of
highly indebted poor countries (HIPC). However, recent economic crisis brought attention to the EU
and especially EU periphery countries as well as potential EU members. Arguments behind this sudden
interest could certainly be increased public debt and high budget deficits led by these countries. In the
EU countries, particular importance is given to the analysis of net external debt. Since EU members
hold significant amount of foreign receivables, net external debt positions need to be taken into account.
Comprehensive evaluation of external macroeconomic imbalance should also include international
investment position (IIP) and net external debt. According to Cuestas and associates, most of the EU
countries successfully managed to control the way they accumulate their debt (Cuestas, Gil-Alana, &
Regis, 2014). The analysis performed in order to capture the reaction of present debt accumulation to
past debt stock found structural breaks in most cases after 2008. This is explained by the government
policy measures. Results have shown that only Croatia, Finland, Germany, Ireland, and Poland did not
put their debt under control (Cuestas et al., 2014). However, there were no authors trying to refute the
already accepted thesis that growth and macroeconomic stability are to high extent influenced by external
debt. It is not the debts (public and external) that are in general dangerous for growth, but instead the
dangers may arise at high values of indebtedness (Simic & Mustra, 2012).
Research performed in order to particularly analyze external sustainability in transition countries mainly
relied on the IMF and the World Bank analysis framework and relevant stock and flow indicators. Josic
(2013) found Croatia and Serbia to be the most vulnerable economies in the region when considering five
indicators of external debt sustainability, particularly Debt to GDP, Exports to GDP and Debt service to
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GDP. Similar analysis of the sustainability indicators in Romania has shown that all indicators worsened
particularly during the crisis period (2009-2011), while both medium and long-term external debt rose
in absolute and relative figures. Since internal resources were considered to be insufficient, credits were
taken from international institutions. Rise of external debt has not been followed by economic growth.
On the contrary, external debt has not been used for profit yielding, productive purposes, for generating
economic growth and the increase of the gross domestic product, but for other purposes, among which
non-productive consumption (Milea, 2014). Similar conclusions have been obtained in other research
that covered the observed countries. Vlahnic Dizdarevic and associates argue that despite the increase
of foreign debt in South-East Europe, maturity composition is favorable since all countries have high
share of long-term debt in total debt, with Bulgaria as the only exception (Vlahinic Dizdarevic, Buterin,
& Zagar, 2006). Bunda (2013) on the other hand warns that gross external financing needs of Hungary,
defined as current account deficit plus amortization on medium and long-term debt plus short-term
debt at the end of previous period as well as the short-term debt, are high when reserves coverage is
considered. External sustainability in Serbia has also been a subject of research performed by Boljanovic
(2013), who claimed that current account deficit in Serbia is above the sustainable level, and the most
vulnerable point when compared to other South-East European countries. Finally, common logic might
be questionable when it comes to relation between success in transition and external debt accumulation.
On a sample of 27 transition countries, Filipovic and associates have proved that countries with higher
average transition indicators have also had a higher level of indebtedness (Filipovic, Raspopovic, &
Toskovic, 2015).
The most widely used methodology of external debt sustainability is given by the International Monetary Fund (IMF) – External debt statistics for compilers and users. It provides theoretical and analytical
framework for assessing external position of a country. In the context of debt sustainability, the IMF
has developed conceptual framework for measurement of external debt and its components including
sustainability indicators (International Monetary Fund, 2014b). Basically, there are two approaches when
measuring external debt sustainability (Arnone, Bandiera, & Presbitero, 2005):
•
•

Financial sustainability approach based on the analysis of inancial possibilities for future debt
increase;
Economic sustainability approach based on the analysis of diferent economic variables and running diferent scenarios on external debt future behaviour.

In this chapter, the authors adopted basic concepts of debt assessment given by the IMF with a particular
focus on financial sustainability perspectives. Financial sustainability indicators include assessment of
liquidity and solvency of a particular country. Authors’ analysis is mainly focused on stock-based debt
burden indicators such as debt-to-export ratio and debt-to-GDP ratio.
The basis equation is:
Debt indicator = Indebtedness / Repayment Capacity (1)
In order to measure indebtedness, the authors used gross external debt as a debt stock. Gross external debt is the outstanding amount of those actual current, and not contingent, liabilities that require
payment(s) of principal and/or interest by the debtor at some point(s) in the future and that are owed to
non-residents by residents of an economy (International Monetary Fund, 2011). In addition, the authors
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aimed to analyze whether external debt trends are mainly influenced by the government or private sector.
For countries in which public sector is responsible for a large share of the external debt, it is particularly
important to identify all the debt owed to non-residents by this sector (International Monetary Fund,
2014b).
Repayment capacity is mainly analyzed through GDP, exports and government revenues. While GDP
captures all resources of the economy, exports show ability of a country to collect foreign currency, which
is necessary for debt repayment. Debt repayment capacity could be also analyzed through government
revenues since tax payers are those who provide funds to pay out obligations.
Flow-based indicators are also important in order to obtain information on debt sustainability. In
this chapter, the authors used flow-based indicators and forward looking analysis provided by the European Commission reports, complementary to the stock-based measures. Special focus of the chapter is
to analyse evolution of the external debt in the selected eight transition countries trying to capture the
main drivers of the external debt rise. Therefore, the authors were mainly focused on solvency rather
than liquidity issues.
The chapter is based on a long-term analysis of the examined phenomena, including time series and
space comparisons. Additional method that the authors used is a synthesis of the previously obtained
results. For the purpose of the research data from national and international institutions are used, mainly
web sources of the relevant national banks, the IMF, the World Bank, and Eurostat.

MAIN FOCUS OF THE CHAPTER
After the fall of communist regimes, consequences of the first transition measures were high inflation,
substantial fall in real GDP, rise in unemployment, and worsening of other social indicators (Uvalic,
2010). In the following years, macroeconomic indicators signalled slow but fragile economic recovery
that was usually followed by current account deterioration since trade liberalization resulted in disproportionate rise of imports. Strong and steady GDP growth was recorded in Slovenia, Hungary and to some
extent in Croatia (Table 1). Other countries grew slowly or with observable structural breaks resulting
from internal or external shocks mainly due to political instability and inconsistent reform processes.

Table 1. Annual percentages of constant price GDP year-to-year growth, %
Country/Year

1994

1995

1996

1997

1998

1999

2000

Bulgaria

-3.67

-1.60

-8.04

-5.84

4.12

2.28

5.39

Croatia

5.90

6.63

5.84

5.36

2.52

0.00

4.18

Czech Republic

n.a.

n.a.

4.28

0.00

0.00

1.44

4.29

Hungary

2.95

2.54

0.00

3.37

4.21

3.24

4.24

Romania

3.93

7.14

3.95

-6.05

-4.82

-1.15

2.92

Slovak Republic

6.21

7.87

6.94

4.45

3.99

0.00

1.21

Slovenia

5.30

4.10

3.60

5.11

3.29

5.28

4.16

Serbia

n.a.

n.a.

n.a.

n.a.

n.a.

-11.17

5.25

Note: Base year is a country specific
Source: International Monetary Fund (2015a, 2015b)
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Table 2. Current account balance in the period 1994-2000 (in % of GDP)
Country/Year

1994

1995

1996

1997

1998

1999

2000

Bulgaria

-0.38

-0.19

0.15

3.89

-0.46

-4.74

-5.25

Croatia

3.94

-5.84

-3.99

-12.15

-6.71

-7.40

-2.21

Czech Republic

n.a.

-2.34

-6.26

-5.79

-1.93

-2.27

-4.45

Hungary

-9.45

-3.55

-3.80

-4.35

-7.00

-7.68

-8.51

Romania

-1.66

-4.45

-6.63

-5.39

-6.84

-4.05

-2.59

Slovak Republic

4.19

2.74

-9.69

-8.84

-9.58

-4.42

-3.03

Slovenia

4.17

-1.45

0.09

0.14

-0.86

-4.01

-3.23

Average

0.14

-2.15

-4.30

-4.64

-4.77

-4.94

-4.18

Source: International Monetary Fund (2015a, 2015b)

All countries had serious current account imbalances, which was a natural consequence of trade
liberalization. The highest deficits were recorded in Hungary, Bulgaria, and Czech Republic (Table 2).
Rising current account deficits were also present in the first decade of the 21st century. The peak was
in 2008, when Serbia and Bulgaria recorded current account deficit amounting to 21.0% and 22.4% of
GDP consequently.
Another important characteristic of the transition period was attraction of foreign direct investments.
As an important source of capital, FDI have always been considered valuable for transition economies.
The best performers in terms of FDI attraction and export growth were the Czech Republic and Hungary, and later Slovakia (Table 3). In the period 1995-2000, total FDI inflow in the Czech Republic was
around $18.5 billion, six times higher than in Bulgaria and four times higher than in Croatia. Extremely
low inflow of FDI was recorded in Serbia and Slovenia.
In terms of external debt, trends were also quite diverse. Czechoslovakia led prudent fiscal policy
during the communist period and consequently, Slovakia and the Czech Republic had almost no debts
in the light of transition reforms (Buiter & Lago, 2001). Both Romania and former Czechoslovakia
sped up debt accumulation processes in the beginning of the 1990s. However, the Czech Republic and
Slovakia accumulated official reserves as well, while Romania did it very slowly. Therefore, net foreign

Table 3. FDI inflows by host region and economy, $ million
Country/Year
Bulgaria
Croatia

1995

1996

1997

1998

1999

2000

90

109

505

537

819

1,002

114

511

540

935

1,474

899

Czech Republic

2,562

1,428

13

3,718

6,324

4,595

Hungary

4,453

2,275

2,173

2,036

1,944

1,957

Romania

420

265

1,215

2,031

1,041

998

Slovak Republic

195

251

206

631

356

2,075

Slovenia

176

186

321

165

181

181

Serbia and Montenegro

45

102

740

113

124

29

Source: United Nations Conference on Trade and Development, 2001
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debt situation in these countries was dramatically different (Manzocchi, 1997). Slovenia inherited part
of Yugoslav debt, but resulting from quick rise of exports and prudent macroeconomic policy it used to
be the least indebted transition country in 2000, with an external debt-to-GDP ratio of about 30% (Buiter
& Lago, 2001). Since 1992, it started to accumulate reserves. Due to a significant rise of public debt,
Slovenia is now everything but an example of good practice. Only debt servicing in Slovenia exceeds
more than 10% of GDP.
Serbia and Croatia experienced delay in transition resulting from the war environment. Croatian debt
had a steady rise during the 1990s. It used to be close to 85% of GDP at the end of 2003, and the trend
was assessed to be unsustainable. In the period 1998-2003, debt to GDP and to exports had been growing by 8 percentage points in average (Gligorov, 2004). Finally, Serbia is a rather specific example and
for many indicators there are no official and reliable data covering the period of early 1990s. During
the 1990s, relations with international financial institutions were blocked. At the end of 2001, after the
political changes, Serbian starting point in terms of gross external indebtedness was 74.6% of GDP. In
2002 and 2003, large part of debt was written off as a result of negotiations with Paris and London Clubs
of creditors. Relatively stable GDP growth in the forthcoming years influenced sustainability indicators
to be on relatively moderate levels. Debt rise was primarily a consequence of credits took by private
sector. Recent economic crisis discovered structural problems of Serbian economy. The rise of external
debt is in strict correlation with the rise of public debt.
Aforementioned indicators of transition reforms, GDP growth, value of exports, current account balance, and FDI inflows are not correlated with the level of external debt. Countries that recorded GDP
growth and significant FDI inflow have also accumulated a large amount of external debt measured by
share in GDP such as Hungary. On the other hand, there were countries, such as Romania, that although
achieving relatively modest transition results measured by the macroeconomic indicators, had relatively
low level of external debt to GDP. This is partly in line with the findings obtained by Filipovic and
associates (Filipovic et al., 2015). However, there were countries such as the Czech Republic, which
proved to be the top performer showing success in transition reforms but also had satisfying external
sustainability indicators and reasonable share of external debt.
External debt accumulation is considered to be typical for countries in transition to market-based
economy. Capital inflows in those countries are required since domestic financial resources are not
high enough to support consumption, investments and economic growth in general, especially during
the initial phase of transition. However, observed transition countries continued to accumulate their
debt afterwards, which is in line with general trend in the EU. In this research, the main focus is on the
gross external debt indicator, as it is a more relevant concept in a crisis situation when government and
private agents have to service and roll over their debt obligations. In addition, foreign assets may also
be harder to access immediately (Gros & Alcidi, 2011). Gross external debt of the advanced economies
recorded significant rise in the 2000s and was followed by the economic growth as well (Figure 1). As
expected, the rising trend continued during the crisis period in response to the government’s needs for
financial resources. In absolute figures, the most dynamic rise of gross external debt was recorded in
Hungary and Czech Republic. Other observed countries followed similar pattern. Slovakia experienced
very sharp external debt rise in the crisis period. Similar, but a little bit slower, the rising trend was
recorded in Slovenia, Croatia, and Serbia.
If country’s GDP is used as an approximation of debt repayment capacity, it could be noticed that
external debt rise in the selected transition countries was followed by the dynamic rise of GDP. In the
pre-crisis period, debt share in GDP dramatically increased in all the observed countries (Figure 2).

87

Implications of Globalization on Growing External Debt in Eight Transition Economies

Figure 1. Gross external debt (in € million, period 1999-2013)
Source: International Monetary Fund (2015a, 2015b); Bank of Slovenia (2015); Croatian National Bank (2015); Czech National Bank (2015); Hungarian National Bank (2015); National Bank of Bulgaria (2015); National Bank of Romania (2015);
National Bank of Serbia (2015b); National Bank of Slovakia (2015)

However, during and after the crisis period, the ratio of gross external debt in GDP had divergent trends
in the observed economies. While Hungary experienced a sharp rise of gross external debt, which rose
up to 147% of GDP in 2009, the analyzed ratio started to decrease in the last couple of years, amounting
to 115% in 2014. Similar pattern was recorded in Romania, although the debt share was at much lower
levels. Most of the countries faced stagnation in terms of the aforementioned indicator as the first crisis
shock passed. This trend has been observed in Croatia, Serbia, and Bulgaria. Debt increase has never
stopped in Slovenia, Slovakia, and the Czech Republic.
When compared to the explanations given by other authors, it is a common attitude that values for
the most of the countries are within the range, which indicates that potential harmful effects of debt to
growth and economic stability might exist. Although there is no accepted threshold for the gross external
debt to GDP ratio, especially for middle and high income countries, findings obtained for the developing countries indicate that average impact of external debt to GDP becomes negative at 35-40% of GDP
(Pattillo et al., 2002), or 15-30% of GDP (Cordella et al., 2010). At least, the authors could say that for
those countries a negative relationship exists, whether it is U inverted non-linear or linear as suggested
by Schclarek (2004). Slovenia, Hungary, and Croatia have the worst value of this indicator, all above
100% of GDP, with a ratio of 126%, 115%, and 108% respectively.
Another important aspect of external debt sustainability is the debtor structure. It is particularly
important to distinguish whether the debt rise is a consequence of the emerging public or private debt
(Figure 3). The negative relationship between debt and growth is proved to be significant for the incidence
of public external debt level (Schclarek, 2004).
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Figure 2. Gross external debt share in GDP (in %, period 2003-2014)
Source: Authors’ own calculation based on Bank of Slovenia (2015); Croatian National Bank (2015); Czech National Bank
(2015); Hungarian National Bank (2015); National Bank of Bulgaria (2015); National Bank of Romania (2015); National
Bank of Serbia (2015b); National Bank of Slovakia (2015); Eurostat (2015a, 2015b)

Figure 3. Public external debt share in GDP (in %, period 2003-2014)
Source: Authors’ own calculation based on Bank of Slovenia (2015); Croatian National Bank (2015); Czech National Bank
(2015); Hungarian National Bank (2015); National Bank of Bulgaria (2015); National Bank of Romania (2015); National
Bank of Serbia (2015b); National Bank of Slovakia (2015); Eurostat (2015a, 2015b)
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In short, public external debt refers to the debt owed by the government, central bank, and publicly
guaranteed debt of the private sector. Contrary to the gross external debt, its public debt component had
quite a different trend in the observed period. It did not record a significant rise in the beginning of the
first decade of the 21st century, but only in the period of the crisis. Accumulation which started in the
crisis period was driven by lower fiscal revenues and related budget deficits. Consequently, the selected
transition countries almost doubled the share of the external public debt in 2014 comparing to 2008.
Regarding current tendencies, the sharpest increase was recorded in Slovenia (68% of GDP in 2014),
Serbia (43%), and Croatia (41%).
Since the largest portion of the external debt in those countries is the debt denominated in foreign
currency, it is particularly important to analyze export as an indicator of repayment potential (Figure
4). That is due to the fact that the debt denominated in foreign currency needs to be financed in foreign
exchange which could be collected through export and remittances, while the government collects revenues in domestic currency. According to the debt sustainability indicators developed within the Heavily
Indebted Poor Countries Capacity Building Programme, the threshold for the external debt to export
of goods and services is set to be 150%. Moderately indebted countries have present external debt to
export value in the range between 132% and 220% GDP (Development Finance International, 2009).
According to the performed calculation, the highest share of external debt to export was recorded
in Croatia, Serbia, and Romania amounting to 237%, 176%, and around 170% respectively. However,
recent trends indicate that ratio has slowly decreased in the last two years. In addition to Croatia, Romania, and Serbia, only Slovenia exceeds the threshold of 150%. Strong and relative stable export values
in Slovakia and the Czech Republic during the whole transition period ensured these countries to have

Figure 4. Gross external debt to exports of goods and services (in %, period 2003-2014)
Source: Authors’ own calculation based on Bank of Slovenia (2015); Croatian National Bank (2015); Czech National Bank
(2015); Hungarian National Bank (2015); National Bank of Bulgaria (2015); National Bank of Romania (2015); National
Bank of Serbia (2015b); National Bank of Slovakia (2015); Eurostat (2015a, 2015b)
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relatively low values of the analyzed indicator. As an illustration, Slovakia export is worth around €70
billion and 90% of GDP in 2014, which is twice higher share of export comparing to Serbia or Croatia
indicating openness of the Slovak market but also sustainable external position of the Slovak economy.

SOLUTIONS AND RECOMMENDATIONS
In addition to the common debt burden indicators, there are also other indicators developed to help in
assessing external vulnerability of a particular country. In their analysis, the authors used Net International Investment Position (NIIP) as the value of foreign assets owned by the public and private sector.
It is a sum of past current account deficits or surpluses. The use of this indicator is usually justified by
the fact that it is the broadest measure of the net external balance. It could be used as a benchmark since
external debt burden indicators could exaggerate or underestimate external vulnerability, which has been
shown in the example of Ireland (Creedon, Fitzpatrick, & Gaffney, 2012). In that context, it should be
noticed that most of the observed economies do not belong to the euro area, which brings specific type
of risk itself for further analysis. Key difference between the countries in the Eurozone and other EU
countries is that Eurozone members may account for the European Central Bank (ECB) support in terms
of refinancing and delaying necessary external adjustment.

Bulgaria
Bulgarian external position seems relatively stable comparing to other transition countries. Gross external
debt amounting to 95% of GDP is significant, but mainly concentrated in the private sector, resulting from
intercompany lending. Public and publicly guaranteed external debt portion in GDP is around 16%, which is
quite low, especially when compared to similar countries (Figure 5). Net external debt to GDP ratio in 2013
was around 37% of GDP, referring to quite high amount of external assets that were estimated to be around
€22.5 billion in 2013 (European Commission, 2015a). In terms of liquidity, gross debt service takes a large
share of GDP. The examined data suggest that public sector debt service represents only a small portion of
gross debt service, which is strong evidence that risks concerning external illiquidity are relatively small.
Debt repayment of the private sector in recent years and relatively stable current account situation should
enforce the external position of a country. Potential risks in the future could only be affected through an
unexpected rise of the government budget deficit in the future (National Bank of Bulgaria, 2014).
The external position measured by NIIP is highly negative amounting to 77% of GDP (Figure 6).
However, in addition to the current account stability, the most important issue will be how to ensure that
government deficit need is under control.

Croatia
One of the main problems of Croatian economy is a steep upward trend of the public debt. The external
component is also quite high comparing to other observed countries. The total public debt ratio in GDP is
above 80% of GDP (Figure 7), while gross external debt amounted to 108% in 2014. Public and publicly
guaranteed external debt is more than 40% of GDP. Such a high debt stock in a small open economy is
also affecting private borrowing costs, reducing investments and creating a drag on the economic recovery
(European Commission, 2015b). Solely net external debt amounts to 60% of GDP.
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Figure 5. Gross external debt service in the period 2002-2013 (% in GDP)
Source: National Bank of Bulgaria, 2014

Figure 6. NIIP of Bulgaria in the period 2008-2013 (in % of GDP)
Source: European Commission, 2015a

In addition, NIIP was seriously jeopardized (Figure 8). Current situation indicates that the country
will need to enhance its export revenues and FDI inflow in order to stabilize external position.

Czech Republic
Despite of upward and stable trend of increase after 2008, external debt share in GDP is still relatively
low and amounted around 67% of GDP. Almost 60% of that debt is debt of the private sector. External
position in general could be assessed as very good. With the exception of 2009, export has recorded
stable and significant rise in the period 2008-2014. This is reflected through continuous surpluses in
trade balance. Government led prudent fiscal policy, which resulted in stabilization of general govern-
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Figure 7. General government deficit and general gross government debt in Croatia (in % of GDP)
Source: European Commission, 2015b

Figure 8. NIIP of Croatia in the period 2008-2013 (in % of GDP)
Source: European Commission, 2015b

ment balance and stagnation of public debt. Therefore, the Czech Republic in the context of external
position seems to be the top performer among the observed countries. This is specifically proved by
the remarkable low level of external debt to exports, which amounted 79% of GDP (European Commission, 2015c). Additionally, net external position is stable and significantly lower when compared to
peer countries (Figure 9).
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Figure 9. NIIP of the Czech Republic in the period 2008-2013 (in % of GDP)
Source: European Commission, 2015c

Hungary
By the share of gross external debt, Hungary is classified as very indebted country. Gross external debt
to GDP amounted 116% in 2013. On the other hand, stable export is contributing to the overall external
stability. Gross external debt to exports ratio was around 126% and returned to the levels from 2004
and 2005 after a significant rise during the crisis. There is a discrepancy between gross and net external
debt, which indicates reasonable amount of financial assets as well. Before the crisis, Hungary was one
of the countries with the most dynamic debt accumulation, which was in the first phase of transition
influenced by the private sector debt. In the pre-crisis period, and during the crisis, gross external debt
sharply increased due to the rise of its public component. As an illustration, Hungarian budget deficit
jumped up to 9.3% of GDP. It was the second highest budget deficit in 2006 after Lebanon (Miklos,
2011). However, in the last five years government debt accumulation has been surpassed by deleveraging
processes of the private sector, which influenced stabilization of main indicators.
Recent improvements, external adjustment and high rollover needs have to be carefully monitored
by the policy makers in the forthcoming period since negative net internal investment position is still
high and represents serious risk for future stability (Figure 10).

Romania
Romanian external debt position in the last years is satisfying. At the end of 2013, external debt amounted
to 69% of GDP, which is a substantial rise comparing to 55% in 2008, but also a solid decrease when
compared to 2012. Strong growth of both exports and GDP in the period 2010-2014 influenced improvement in net international investments position (Figure 11). It is encouraging that public component of
external debt as well as the total public debt levels are at the lowest among peer countries, which put
Romania in a relatively comfortable position in terms of fiscal policy.
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Figure 10. NIIP of Hungary in the period 2008-2013 (in % of GDP)
Source: European Commission, 2015d

Figure 11. NIIP of Romania in the period 2008-2013 (in % of GDP)
Source: European Commission, 2015e

Slovakia
Slovak recovery from the crisis has been considered to be one the most successful in the EU. Such a quick
recovery Slovakia owes to the GDP growth and relatively stable balance of payment position. However, the
authors could hardly say that Slovak economy was not hit by the economic crisis. External debt recorded
a substantial rise. In 2014, gross external debt share reached 82% of GDP in 2013 comparing to 59%
in 2008. Such a trend was mainly driven by the public debt growth. Macroeconomic situation severely
deteriorated in 2009. Fiscal deficit in 2009 amounted to 8% of GDP. Performed fiscal consolidation resulted in a successful decrease of fiscal deficit that is limited up to 3% in 2013 (European Commission,
2015f). According to the values of external sustainability indicators and current macroeconomic trends,
Slovak external position could be assessed as relatively stable (Figure 12).
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Figure 12. NIIP of Slovakia in the period 2008-2013 (in % of GDP)
Source: European Commission, 2015f

Slovenia
External sustainability of Slovenia seems to be finally under control. Economic crisis severely hit
Slovenian economy. Unlike Slovakia that survived the initial shock, Slovenia is still suffering from the
substantial deterioration of public finances, which resulted from sharp contraction of the economy, decrease in investments, and losses recorded by the state owned banks. Later, it was subsequently covered
by the state through recapitalization. Consequently, Slovenia increased public debt from 22% of GDP
in 2008 to 83% of GDP in 2015. In 2013, general government deficit amounted up to 14.6% of GDP
(European Commission, 2015g). External sustainability was substantially influenced by the increase
of public debt. Gross external debt in the absolute figures grew for less than 20% comparing to 2008.
Figure 13. NIIP of Slovenia in the period 2008-2013 (in % of GDP)
Source: European Commission, 2015g
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However, its structure is completely different. While in 2008 public component accounted for about 20%
of the total gross debt, in 2014 almost two thirds of gross external debt is owed by the public or publicly
guaranteed. In other words, public and publicly guaranteed debt accounts for 70% of GDP. Although the
process of external debt sustainability deterioration lasted several years, there are some signals of slow
recovery and stabilization. First, signs of recovery of consumption have been noticed. Second, export rose
in 2014 for the first time since the crisis begun. NIIP has also been improved and amounted to 38.2% of
GDP comparing to the all-time negative balance in 2012 of 45.2% (Figure 13). In the following period,
recovery will depend on the success of proclaimed fiscal stabilization programmes, structural reforms
as well as attraction of foreign direct investments.

Serbia
In 2014, share of gross external debt of Serbia was around 78% of GDP. Its value is relatively stable
since 2010, but still just below the limit of 80%, which is generally accepted as the point after which
countries are referred to be highly indebted. Similarly to Slovenia, external debt structure was changed
resulting from the two opposite tendencies: gradual rise of public debt and slow deleverage process of
private sector. The good signal is a slightly improved current account balance. Exports rise was more
dynamic comparing to the imports in the last years. Consequently, the debt to exports ratio amounted to
176%. This is an encouraging trend since this indicator amounted to 271% of GDP in 2010, which has
been the highest level ever. Latest NBS data indicate NIIP to be around 95% of GDP, which is higher
when compared to the peer countries (National Bank of Serbia, 2015a). Current situation requires close
monitoring of the policy makers. Serbian economy is highly vulnerable in terms of external sustainability. Its growth perspectives will much depend on the success of fiscal stabilization programme recently
adopted by the government.

FUTURE RESEARCH DIRECTIONS
In this chapter, current external debt level and trends in eight transition economies have been analysed.
The analysis has proved that in all the observed countries external debt was rising by the same dynamic
or even faster comparing to the economic growth. External debt rise was dominantly influenced by
the rise of private external debt as in Hungary. However, public external debt also had a rising trend
in some countries such as Hungary and Slovenia. During the crisis period, the sharpest rise of public
external debt was recorded in Serbia and Croatia. Authors’ results indicate that recent economic crisis
has shown that external debt accumulation in the period of economic growth and prosperity may limit
future possibilities for external financing in the crisis period. This is particularly true for public debt
since use of debts for non-productive purposes may increase the debt share in GDP without any reasonable expectation for future growth. Very slow recovery of Serbian and Croatian economy is inversely
correlated with the rise of debt. That could lead the authors to conclude that those countries experienced
a debt trap situation. Also, authors’ assumption is that a high level of corruption and non-productive
use of external sources prevent Serbia, Croatia, and Slovenia to achieve economic recovery as it was
the case in Slovakia and the Czech Republic, and even Hungary. The potential for future analysis may
be to find out to what extent corruption and worsening of public external debt are correlated. Authors’
premise, which should be proved, is that Serbia and Croatia accumulate external debt primarily due to
undeveloped institutions and high level of corruption.
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CONCLUSION
During the transformation processes, which started in the beginning of the 1990s, transition countries
implemented reforms in order to build economies based on market principles. Transition processes included economic opening, which resulted in FDI inflow, increase of both exports and imports, but also in
accumulation of external debt. Although some countries, such as former Yugoslav countries, had already
accumulated external debt in the previous period of communism, the amounts were not considered to
be significant to hamper economic growth.
In the period until the financial crisis, all of the observed countries experienced external debt accumulation. It was slow, mainly a consequence of private sector debts and followed by growth of GDP
and exports. Therefore, external sustainability indicators were relatively stable and external position
was not jeopardized. However, as soon as the crisis occurred, external debt recorded a sharp rise. It was
influenced by the rise of public debt. External sustainability indicators such as external debt to GDP,
external debt to exports and NIIP substantially worsened, achieving critical points defined by the IMF
and the World Bank, or results of the empirical research performed by various authors.
In this chapter, the authors analyzed external debt trends, determinants and sustainability indicators of
eight transition economies. It is shown that, as a result of continuous debt accumulation, some countries
such as Hungary, Slovenia, Croatia, and Serbia are facing serious risks in terms of external sustainability.
Although crisis and economic contraction in the EU passed, external position in these countries is still
vulnerable and influenced by the high government debts.
Authors’ second conclusion is related to the general pattern of external debt accumulation, which is
quite different in the observed countries. Success in transition reforms measured by the GDP and export
growth is not correlated with the accumulation of external debt. Slovakia, for example, recorded a significant rise of external debt, especially in the crisis period, while the economy recovered quickly and
external position is now stabilized. Slovenia experienced a sharp increase of external debt in the crisis
period as well. However, government deficits in Slovenia are still high and have adverse impact to the
overall external stability. Although having solid external sustainability indicators, Bulgaria, on the other
hand, failed to achieve GDP growth and improve economic activity. All of these scenarios have shown
that there should not be a unique approach when considering external sustainability of a country, but
country’s specific approach in order to capture specific risks and vulnerabilities.
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KEY TERMS AND DEFINITIONS
Debt Sustainability: A situation in which a borrower is expected to be able to continue servicing
its debts without an unrealistically large future correction to the balance of income and expenditure.
Economic Growth: An increase in the inflation-adjusted market value of the goods and services
produced by an economy over time.
External Debt Service: Funds required to cover the repayment of interest and principal on external
debt.
Globalisation: A process of international integration arising from the interchange of world views,
products, ideas and other aspects of culture.
Gross External Debt: Contingent, liabilities that require payment(s) of principal and/or interest by
the debtor at some point(s) in the future and that are owed to non-residents by residents of an economy.
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Net External Debt: Gross external debt adjusted for external assets in debt instruments.
Net International Investment Position: A difference between a country’s external financial assets
and liabilities.
Transition Economies: Economies, which experience change from a centrally planned economy to
a market economy.
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