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DETERMINANTS OF THE TREND AND SUSTAINABILITY OF 
FOREIGN DEBT 

Camelia MILEA35  

 

Abstract 

In the article36, the author aims to highlight the factors that influence the evolution of foreign debt 
starting from macroeconomic equations. Thus, the external debt depends directly on the interest rate 
and the trade deficit, on the difference between domestic investment needs and domestic savings, 
and on the gap between budget expenditures and revenues. Also, the article shows the determining 
factors of the evolution of the external debt to GDP ratio, considered one of the most important 
indicators of debt sustainability, as well as of the external debt in exports ratio. 

A correct management of the external debt, accompanied by a rational economic policy, can change 
a debtor country into a net creditor, in a certain period of time, provided that exports grow faster than 
imports. 

In the article, analytical and descriptive methods are used. 
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Introduction 

The external debt represents a way to supplement the internal savings, offering the country that 
receives the loan, the possibility to finance a volume of investments larger than what it would be 
possible to achieve only based on internal resources. 

It is good for a country to increase its volume of foreign loans as long as the marginal product of the 
borrowed capital is higher than or equal to the cost of the loans. Foreign loans do not concur to 
economic growth, if they are used inefficiently (e.g. with lower returns than the interest rate paid for 
them), but, on the contrary, they perpetuate the contracting of loans. A healthy economic growth, to 
which the increase in exports has also contributed, even if it may cause temporary problems related 
to high levels of indebtedness or high rates of external debt service, allows the return of loans in a 
certain period of time. 

Perhaps the most important aspect about debt, in general, is ensuring its sustainability. 

From a pragmatic point of view, the debt is sustainable if the forecasted debt-to-GDP ratios are 
stable or decreasing, reaching a low enough level not to lead to debt default. Practically, the debt 
should not increase faster than national income, at the same time the repayment capacity should be 
ensured. In the case of association with a series of macroeconomic risks, if the indebtedness rate is 
still high, despite its reduction, it may lead to the unsustainability of the debt. 
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Dinga E. (2018) defines sustainability as a characteristic of a process (phenomenon, system) to 
maintain itself on the desirable trajectory, in a preset or acceptable interval for an indefinite period of 
time and on a global space of accessibility37. 

Milea (2019) defines debt sustainability as a property that assumes that the evolution of the debt 
ensures the payment of the debt service in the medium, and possibly long term, without the need for 
significant changes in economic policies, without producing shocks or/and tensions on the domestic 
market, without inducing major fluctuations of some macroeconomic variables of the national 
economy. Sustainability allows for fluctuations in the debt, being important to achieve the intended, 
positive effect in the medium and long term. 

From the existing definitions in the economic literature on debt sustainability, a criterion of debt 
sustainability emerges, namely the borrowed capitals must be used for investments with a return at 
least equal to the interest rate paid on the contracted debt, or for the implementation of economic 
reforms. 

From a qualitative point of view, the sustainability of the debt depends on the effects/consequences 
of the debt in the economy: yield, destinations (economic activities - consumption or production -, 
sectors of activity, development regions), contribution to the economic development by financing 
some objectives/projects of national and/or regional interest, removal of regional and social 
discrepancies.  

 

Factors influencing the evolution and sustainability of foreign debt 

Next, we shall present some equations that define the external debt in relationship with other 
macroeconomic indicators in order to highlight the factors that influence the external debt. 

We start from the equation of the flows of an economy to and from the rest of the world in order to 
capture the evolution over time of the foreign debt. So, 

EDt - EDt-1 + Xt = iEDt-1+Mt, where(1) 

EDt represents net external debt at the end of the year t; 

EDt-1 represents net external debt at the end of the year t-1; 

EDt-EDt-1 is the net growth of external debt stock in year t 

X are annual exports; 

M are annual imports; 

i is the average interest rate for the total external debt. 

If we divide the previous equation by EDt-1, we get: 

d = i + ( Mt- Xt)/ EDt-1, where (2) 

d = (EDt-EDt-1)/ EDt-1, represents the growth rate of foreign debt. 

Equation (2) highlights the factors that influence the level of external debt. First of all, the growth rate 
of the external debt will be the greater, the higher the interest rate, in which case the debt service 
will also increase. Then, the growth of the trade deficit (M-X) will cause the debt to rise. Moreover, 
the growth rate of the external debt will be the more dependent on the interest rate, the larger EDt-1 

will be. A restricted access to foreign capital requires, from the government, measures meant to 
support the growth of exports, in order to reduce the trade deficit, or the imposition of restrictions on 
imports. 

We also use the equation that defines the trade deficit: 

S+(T-G) –I = X-M(3) 

 

37 Not only a stationary process can be sustainable, but also an increasing or a decreasing one. 
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S are private savings, 

I are private investments, 

T is government income, 

G are government spending. 

Equation (3) means that the net financing capacity of an economy is equal to the net financing 
capacity of the private sector (S-I) from which the financing needs of the public sector (G-T) are 
subtracted and is equal to the balance of current operations. 

Inserting equation (3) into equation (2), the latter can also be written: 

d = i +[(I-S) + (G-T)]/EDt-1(4) 

From the above equation, it results that if domestic private savings do not cover domestic private 
investment requirements, then the demand for external financing increases, causing a rise in 
external debt. Overall, the need for loans from abroad can be considered the consequence of an 
insufficient internal financing capacity of the national economy. In order to avoid a fast increase in 
external debt, private domestic savings should be at least equal to the need for private investments, 
and budget expenditures (investments and public consumption) should not be higher than budget 
revenues. On the other hand, if an economy faces a limited access to external loans (for example, 
due to a high level of debt or for other reasons related to the country rating), it will have, on the one 
hand, to reduce the budget deficit (by cutting public expenditures and/or investments or by increasing 
budget revenues through a rise in taxes), and, on the other hand, to increase private domestic 
savings by reducing private domestic consumption and/or investments.  

If we aggregate private savings with government revenues in domestic savings, and private 
investments with government expenditures in domestic investments, we have: 

ID-SD = M-X = CA, where                                            (5)  

CA is the current account deficit 

ID are domestic investments; 

SD are domestic savings. 

Next, we show the determining factors of the evolution of the ratio external debt to GDP, considered 
one of the most important indicators of debt sustainability. Thus, based on equations (1) and (5), we 
can express the growth rate of the external debt depending on GDP:  

(EDt-EDt-1)/EDt-1 = (ID – SD)/EDt-1 + i = [(
𝐼

𝐺𝐷𝑃𝑡−1
− 

𝑆

𝐺𝐷𝑃𝑡−1
) /

𝐸𝐷𝑡−1

𝐺𝐷𝑃𝑡−1
] + + i(6) 

The growth rate of the ED/GDP ratio is equal to the difference between the growth rate of external 
debt and the growth rate of GDP: 

(𝐸𝐷
𝐺𝐷𝑃⁄ )

𝑡
−(𝐸𝐷

𝐺𝐷𝑃⁄ )
𝑡−1

(𝐸𝐷
𝐺𝐷𝑃⁄ )

𝑡−1

 = (EDt-EDt-1)/EDt-1 – (GDPt-GDPt-1)/GDPt-1           (7)  

Starting from equations (6) and (7), the growth rate of the ED/GDP ratio can be expressed as follows: 
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𝐸𝐷𝑡−1 𝐺𝐷𝑃𝑡−1⁄
+ 𝑖) - g, (8) 

where g is the growth rate of GDP; 

k is i/GDPt, i.e. the marginal coefficient of capital (or the marginal ratio of capital/production); and 

s is the ratio between domestic savings and GDP (S/GDPt-1). 

The growth rate of the ED/GDP ratio depends directly proportional on the growth rate of external 
debt, on the trade deficit and on the insufficiency/lack of domestic savings compared to domestic 
investments, and on the interest rate, and inversely proportional on the growth rate of GDP, as it can 
be seen from equations (2), (7) and (8). 
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Another indicator for evaluating the external debt sustainability is the ratio between external debt 
and exports. The growth rate of the ratio (ED/X) can be expressed as follows: 

(𝐸𝐷 𝑋⁄ )𝑡−(𝐸𝐷 𝑋⁄ )𝑡−1

(𝐸𝐷 𝑋⁄ )𝑡−1
 = (

𝑔𝑘−𝑠

𝑥(𝐸𝐷𝑡−1 𝑋𝑡−1)⁄
+ 𝑖) − ℎ, where(9) 

h is the growth rate of exports 

x is the ratio X/GDP 

From equation (9) it can be concluded that the growth rate of the ED/X ratio depends directly 
proportional on the interest rate, and inversely proportional on the ratio between domestic savings 
and GDP, and on the growth rate of exports. 

It is possible to calculate the maximum values that the share of external debt in GDP, respectively 
the share of external debt in exports (ED/GDP and ED/X) can reach, starting from the following 
expressions, derived from equations (8) and (9): 

(
𝑔𝑘−𝑠

𝐸𝐷𝑡−1 𝐺𝐷𝑃𝑡−1⁄
+ 𝑖)= g , and (

𝑔𝑘−𝑠

𝑥(𝐸𝐷𝑡−1 𝑋𝑡−1)⁄
+ 𝑖) = h 

ED/GDP = (gk-s)/(g-i), for gi and                           (10) 

ED/X = (gk-s)/x(h-i), for hi                                    (11) 

From the relationships above, it can be concluded that a correct management of the external debt, 
together with a rational economic policy, can, in a certain period of time, transform a debtor country 
into a net creditor, provided that exports increase faster than imports. 

For example, suppose that in an initial phase, there is an accumulation of external debt. As a result, 
the ratios ED/X and ED/GDP increase. The volume of external debt continues to grow, as it does 
the external debt service, during which exports are assumed to be augmenting rapidly, so that the 
ED/X ratio could reach an acceptable level before the trade balance counterbalances. If the 
contracted debt leads to the development of the economy, and the trade balance continues to 
improve progressively, the ratios ED/X and ED/GDP will decrease. It is possible, on the other hand, 
that the ratio between external debt service and exports continues to increase, even after the trade 
balance has balanced, due to the maturing of contracted external loans, and/or to the high level of 
interest rates. A correct management of the external debt must keep the ratio between the external 
debt service and the GDP within reasonable limits, over the years. 

If spending financed by external debt concurs only to the increase in the demand for loans, but not 
to the improvement of the production capacity, exports will not be able to grow enough. New 
borrowing may even be needed to prevent a decline in certain imports necessary for the exports, 
which ensure the payment of the foreign debt service. Therefore, external debt will continue to grow 
faster than exports, so the ED/X ratio will continue to rise. The set of problems generated by the 
increase in external debt will lead to an accrual in the risk associated with arrears and/or with 
renegotiations of the external debt, and to tougher credit conditions (namely, the reduction of the 
periods for which loans can be obtained, the boost of interest rates, which causes further increase 
in the ratio between external debt service and exports). 

There is also an intermediate situation between the two cases presented previously. Namely, the 
ratios ED/X and ED/GDP increase, but at decreasing rates, so that they tend to appear stable. A 
country in this situation could be able to maintain its liquidity and solvency. 

 

Conclusions 

The need for foreign loans can be considered the consequence of an insufficient domestic financing 
capacity of the national economy, i.e. a level of necessary private investments higher than that of 
private domestic savings, respectively a level of budget expenditures (public investments and 
consumption) higher than budget revenues. 
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External debt grows in direct proportion with the interest rate and the trade deficit, with the difference 
between domestic investment needs and savings, and with the difference between budget 
expenditures and revenues. 

The growth rate of the ED/GDP ratio, considered the most important indicator of sustainability, 
depends directly proportional on the growth rate of external debt, on the trade deficit, on the interest 
rate, and on the insufficiency/lack of domestic savings compared to domestic investments, and 
inversely proportional on GDP growth rate. 

The growth rate of the ED/X ratio depends directly proportional on the interest rate, and inversely 
proportional on the ratio between domestic savings and GDP, and on the growth rate of exports. 

If the contracted debt concurs to the development of the economy, the debt is sustainable, and the 
ED/X and ED/GDP ratios will decrease. 

If the spending financed through external debt does not lead to the improvement of the production 
capacity, exports will fail to grow enough, and external debt will continue to expand faster than 
exports, with the ED/X ratio augmenting further, which brings about the increase in the risk 
associated to arrears and the tightening of credit conditions. 

In conclusion, the faster growth of exports compared to imports, together with a rational economic 
policy and a good management of external debt can change a debtor country into a net creditor. 
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