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Abstract

The COVID-19 pandemic is a global unprecedented event since the Spanish flu
pandemic in 1918. The IMF addressed this pandemic-caused economic fallout as
the worst crisis since the Great Depression. Entire continents are in lockdowns
Just with essential services and activities. Unlike the global financial crisis that
derived from a financial sector, this pandemic-caused crisis is shock in real eco-
nomy, both on the demand and supply side. During previous crisis, especially du-
ring global financial crisis, most governments responded with austerity measures
and fiscal consolidation. This time it is different. Governments worldwide appro-
ved additional expenditures, tax cuts, government bond issuance and borrowing
in order to mitigate economic consequences of the looming crisis. One of the pan-
demic s result is dramatic increase of indebtedness that could affect efficiency of
fiscal and monetary responses created before to fight against crisis. This sudden
and strong COVID-10 shock especially effects developing countries and emer-
ging markets, but also advanced countries with already limited fiscal space. The
COVID-19 pandemic-caused crisis evoked again fear of debt crisis and expan-
ded a number of countries with indebtedness problems. Bosnia and Herzegovina
as developing country with complex state structure and its own macroeconomic,
political, institutional problems is not spared of negative effects of the pandemic.
In order to save economy when recovery from the previous crisis is still in swing,
Bosnia and Herzegovina did emergency measures to support economy. Increase
of government spending in addition to reduced tax revenues have created the
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need for budget rebalance and additional borrowing. The aim of this work is
to show macroeconomic situation and problems in the EU countries, countries
in the region and especially in Bosnia and Herzegovina before the pandemic as
well as current problems, their reactions to COVID-19 pandemic and necessary
financial support that could cause increase of indebtedness.

Keywords: COVID-19 pandemic, indebtedness, Bosnia and Herzegovina

JEL: E61, E66, H60

1. INTRODUCTION

The COVID-19 pandemic is a global unprecedented event since the Spanish flu
pandemic in 1918. The IMF addressed this pandemic-caused economic fallout as
the worst crisis since the Great Depression. Entire continents are in lockdowns
just with essential services and activities. The pandemic worldwide showed how
insecurity can significantly affect global economy, lead to lower consumption,
investments and higher unemployment (Al-Thaqeb et al., 2020). During the last
economic crisis, most governments responded with austerity measures and fis-
cal consolidations, but this time is different. Instead to cut expenditures and in-
crease taxes, governments approved additional expenditures, cut taxes and issued
government bonds (Raudla and Douglas, 2020). The COVID-19 pandemic and
adopted measures worsen the existing conditions in global economy, primarily by
increasing debt that could become chronic and adverse in long-term without large
actions (Song and Zhou, 2020). As European Commission (2021) states in its re-
port world fiscal response of the COVID-19 pandemic is about €6 billion of direct
budget supports in 2020 (around 7.5% of world GDP) what caused increase of
deficit and public debt. It estimates that world public debt was 98% of the world’s
GDP at the end 0f 2020 (in comparison to 84% in 2019). Bosnia and Herzegovina
as developing country with macroeconomic, political, institutional problems is
not spared of negative effects of the pandemic. In order to save economy when
recovery from the previous crisis is still in swing, Bosnia and Herzegovina did
emergency measures to support economy. Increase of government spending in
addition to reduced tax revenues have created the need for budget rebalance and
additional borrowing. The aim of this work is to show macroeconomic situation
and new debt issues in the European Union, countries in the region and especially
in Bosnia and Herzegovina before the pandemic and current situation.

The aim of this paperwork is to show macroeconomic situation regarding GDP
fallout and increase of deficit and debt in the European Union and Bosnia and
Herzegovina from the beginning of the COVID-19 pandemic until now. Second-
ary data from various sources were used for this analysis. Mostly, data referring
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to data on the European countries are obtained from the European Commission
and Eurostat database. Data regarding macroeconomic conditions in Bosnia and
Herzegovina are obtained from the Central Bank of Bosnia and Herzegovina and
BiH Ministry of Finance. The debt-to-GDP ratio and share of deficit in GDP
are used as indicator of changes in indebtedness. The subject of our interest are
mentioned data in the period from 2007 to 2020, before and after Global Finan-
cial Crisis and before and during the COVID-19 pandemic. Based on data and
facts we get general conclusions using inductive method to make conclusions of
economic situation in the European Union, region and especially in Bosnia and
Herzegovina during the COVID-19 pandemic. The paper is structured as follows:
after the introduction, literature background is provided. It is followed by anal-
ysis of the European Union and its indebtedness in the Global Financial crisis
and COVID-19 pandemic, respectively. Short preview of possible post-pandem-
ic solutions for indebtedness is given afterwards. The indebtedness in time of
COVID-19 and taken measures in Bosnia and Herzegovina is given in the fourth
section that is followed by the conclusion.

2. LITERATURE BACKGROUND

When speaking about public debt and indebtedness the first thing that comes
into mind is its sustainability and impact on the growth. The research of Rein-
hart and Rogoff (2010) started focus of economic thought on public debt after
development and spread of the Global Financial Crisis 2008-09 around Europe
and EU. In their research on 20 developed countries in the period 1790-2009,
they argue that high public debt has negative, adverse impact on long-run eco-
nomic growth after certain threshold (90% public-debt/GDP ratio). Below that
threshold, the relation between debt and long-run growth is weak. Kumar and
Woo (2010) also argue that sharp increase of public debt in developed econo-
mies as consequence of global financial crisis brought concerns on its adverse
impact on economic growth and financial markets. They also find the threshold
between debt-to-GDP to be at 90% on the sample of 38 advanced and emerging
economies during 1970-2007. Checcheti, Mohanty and Zampolli (2011) debate
that when debt-GDP ratios increase over certain threshold financial crisis are
more likely and more severe. In their research, they find debt threshold of about
84% and 96 in the sample of 18 OECD countries in the period 1980-2010. Baum,
Checherita-Westphal and Rother (2013) also confirm non-linear relation between
public debt and GDP on the sample of 12 euro-area countries in the period 1990-
2010 and find the debt threshold on between 66% and 96% debt-to-GDP ratio.
Afonso and Jalles (2013) in their research found debt threshold of 50% for ad-
vanced economies and 79% for emerging countries. Egert (2012), Panizza and
Presbitero (2013), Eberhardt (2014), Pescatori et al. (2014) in their research ex-
plored non-linear relation and negative effect of debt on GDP and concluded
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that the presence of non-linearity and threshold is not as strong as previously
thought. Panizza and Presbitero (2014) in their research even raise the question
of the reverse causality between public debt and economic growth concluding
that higher debt leads to lower growth. Ceh Casni et al. (2014) finds significant
negative effect of public debt on economic growth rates in short and long run on
the sample of 14 central, eastern and South-eastern European countries in the pe-
riod 2000-2011. Other empirical studies also confirmed negative impact of high
public debt on growth (Gomez-Puig and Sosvilla-Rivero, 2017; Chudik et al.
2017). Now, the story comes back again but this time differently. The COVID-19
pandemic is a global unprecedented event that is likely to cause even worse crisis
than the Global Financial Crisis. It is more similar to the 1930s Great Depression
crisis. The COVID-19 pandemic is still timely speaking short shock to make
researches on medium or long-term impact on economic growth rates. There-
fore, literature debating about effects of the pandemic and rising indebtedness on
economic growth is still scarce and mostly focused on current measures and their
impact, monetary and fiscal policy’s tools to fight against this crisis and possible
solutions. Benassy-Quere and di Mauro (2020) give comprehensive set of texts
regarding protection of companies, workers, banks, national budgets and debts.
They also propose new fiscal and monetary tools to fight financial impact of the
current crisis. Amat et al. (2020) discuss on relief packages to mitigate economic
consequences of lockdown, addressing that coming recession will have impor-
tant consequences. Bozorgmehr et al. (2020) addresses that specific problem of
Europe is fact that COVID-19 crisis converges with three other global crisis —
management, economic and migrant crisis what complicate the situation much
more. However, again the focus is on debt and indebtedness since, the COVID-19
pandemic expanded list of countries with debt problems and for some of them
crisis is unavoidable (Bulow et al. 2020). To mitigate current emergency many
countries introduced special budgets to ensure funds for public health and social
programmes, support and tax relief for unemployment and companies. Therefore,
many countries, including ones with strong fiscal discipline and budget balance
before pandemic, record increase of indebtedness and increased their fear about
long-term fiscal sustainability, especially among emerging countries (Adhikari
et al., 2020; de Villiers et al., 2020). Decrease of debt and indebtedness recorded
during and immediately after financial crisis was short-term and in the last dec-
ade debt increased in time when interest rates are low (Naisbitt, 2020). Burriel
et al (2020) even though they justify debt increase, they warn that once crisis is
over and recovery starts, maintaining debt at a high level in the medium-term
by itself is source of vulnerability. Their analysis suggests that economies with
higher debt can lose more output in crisis, are more affected by spill-over and
crowding-out private debt effects in short and long-term and potential output is
adversely affected. Presbitero and Wiriadinata (2020) warn that despite of low in-
terest rates period, there are risks of higher debt since growth rates stagnate from
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before pandemic in many countries and therefore fiscal expansion implemented
in many countries brings significant risk. Buiter (2020) sees that fiscal stimulus,
financed by debt or money created by central bank leaves costs for the future.
Schiliro (2020) states that any government policy focused on grants and loans is
reasonable in emergency time, but it cannot replace medium and long-term strat-
egy of public finances recovery. In comparison with conditions before the global
financial crisis 2007-09, many emerging countries have slower growth rates that
means weaker development and slower poverty decrease. Because of this, these
countries are more vulnerable than before the global financial crisis (Song and
Zhou, 2020). Bartsch et al. (2020) states that COVID-19 pandemic leaves many
countries with significantly higher public and private debt that are added to the
existing debts from the global financial crisis and this makes economies more
vulnerable to macroeconomic and financial instabilities.

3. EUROPEAN UNION AND INDEBTEDNESS

The issue of public debt again is in focus of academic community, policy makers
and journalist in the European Union and Eurozone that went through three large
breakdowns in the last 20 years: the subprime credits crisis, debt crisis and now
the COVID-19 pandemic. No doubt, this current crisis stopped the large recovery
from the last debt crisis that was still ongoing in Eurozone countries when they
faced with the pandemic, large fiscal deficits and unprecedented increase of pub-
lic debt due to pandemic, obligatory quarantine, social immobilization, border
closing, decrease of international trade and high unemployment rates (Briceno
and Perote, 2020).

3.1.The Global Financial Crisis and sovereign debt crisis in the European
Union

The previous, global financial crisis started with the collapse of the US real es-
tate market in 2007, then it converts in serious economic crisis and sovereign
debt crisis in Europe threatening to existence of the common European curren-
cy (Schularick, 2012). The crisis affected the whole EU, but its depth was une-
qual across the Member States and recovery was different (European Parliament,
2019). There was robust growth in Poland, a strong recovery in Germany and
near meltdown in Greece accompanied by sovereign debt crisis (Begg, 2012).
Levels of debt-to-GDP ratio were sharply increased in Greece, Spain, Portugal,
Ireland and Italy in the worst years of the crisis (2009-2012). In some of these
countries, the mentioned ratios have not yet decreased significantly’. The EU
took extraordinary measures to try to prevent and mitigate crisis. Three kinds of

2 http://appsso.eurostat.ec.curopa.eu/nui/submitViewTable Action.do (10.04.2021)
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action were used: at the EU level, central bank level and government level. In
2008 large European economic recovery plan (EERP) was launched as stimulus.
The ECB took measures to support banking sector liquidity and governments
also supported financial system providing guarantees for bank liabilities and re-
capitalising banks. This dual crisis has a very negative impact on fiscal position
of many Member States since debt ratio and deficit ratio of many States has
drastically worsen causing few Member States to need financial assistance from
the EU, euro area and the IMF after losing access to financial markets (Europe-
an Parliament, 2019). In the Eurozone especially, highly indebted countries are
still more vulnerable and less prepared to persist asymmetric shocks (Schiliro,
2020). Slowdown in economic activity also make high budget deficits unsus-
tainable. The EU was forced to engage in short-term “fire-fighting” measures
such as bailouts to help stresses sovereigns. The ECB expanded its standard tools
with unconventional monetary policy measures (quantitative easing) providing
banking sector with long-term liquidity, purchasing government bonds and other
securities on secondary markets to support sovereigns and lowering interest rates
to avoid deflation. In order to install some kind of safety net for sovereigns in
crisis, the Member States of the euro area created the European financial stabil-
ity mechanism (EFSM) and facility (ESFS) that provided financial assistance
(complemented by bilateral loans) and funded through issuing bonds and other
debt instruments on capital markets. In 2012, the European Stability Mechanism
(ESM) was created as a permanent backstop for euro-area countries no longer
able to access financial markets. (European Parliament, 2019).

3.2. The COVID-19 pandemic crisis and the European Union indebtedness

Undoubtedly, the COVID-19 economic shock is exogenous, and it does not de-
pend on will or previous bad behaviour of any government or private sector, what
differs it from the global financial crisis. This new COVID-19 pandemic-caused
crisis is very different crisis made of complex mix of supply and demand shock.
(Botta et al., 2020). As debated in some studies (European Parliament, 2019; Bot-
ta et al., 2020) economic crisis 2007-08 converted in sovereign crisis in the euro-
zone due to imbalances among the Member States and institutional shortages of
monetary and especially fiscal policy.® As Benassy-Quere et al. (2020) addresses,
in this new crisis, Europe is with different strengths and weaknesses than in the
previous crisis. Banking sector is better capitalized and liquid; securities market
is more transparent; the European stability mechanism can act as protection to
help banks and emergency help to the Member States and the ECB can help
buying potentially unlimited amount of sovereign bonds according to adjustment
programme. However, Member States itself are much weaker due to accumu-
lated debt that in addition with new debt threat to become very unsustainable.

3 Many studies emphasized procyclicality of austerity measures during the recession
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The COVID-19 pandemic and unprecedented global recession and increase of
indebtedness caused fear of new debt crisis that will need large interventions of
international financial institutions and debt restructuring by private and official
creditors (Truman, 2020). In order to prevent credit fall and large unemployment
and maintain welfare of individual, government worldwide adopted different ex-
pansive monetary and fiscal measures (Song and Zhou, 2020). Strong response
on national and the EU level buffered the impact of crisis on economic and social
life in Europe. Economic fallout and emergency fiscal support resulted thus in
large increase of public deficits and debt (European Commission, 2020). Hav-
ing in mind the COVID-19 shock, governments worldwide responded properly
by large fiscal support, fiscal deficits, in order to mitigate short and long-term
negative impacts. Development of fiscal deficits in the in the EU, euro area and
the Member States during the 2019 and three quarters in 2020 can be seen in the
Figure 1.

Figure 1 Fiscal deficits (% of GDP) in EU, EMU and Member States
(2019 and Q1-Q3 2020)
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Source:https://ec.europa.eu/eurostat/databrowser/view/tec00127/default/
table?lang=en (10.04.2021)

Since the Q1 2020, deficits (non-seasonally adjusted) started increasing because
of the COVID-19 containment measures and policy responses to mitigate eco-
nomic and social impact of the measures. This was in particular case in the Q2
2020, where the highest deficits since the start of the series was recorded (-11,7%
of GDP). The financing of high deficits observed in the first three quarters in
2020, explain partly the increase in gross debt. Even though necessary, growing
fiscal deficits led to increase of debt-to-GDP ratio. Kral (2021) states that debt-
to-GDP ratio still increase and excess historical levels. This increased debt levels
have some key risks including vulnerability to sudden tightening of financial
conditions and sudden shocks, they limit government’s ability to induce counter-
cyclical fiscal policy stimulus during economic fallout. Data on development of
debt-to-GDP ratio in the EU and euro area during the 2019 and three quarters in
2020 can be seen in the Figure 2.
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Figure 2 Debt-to-GDP ratio in EU and euro area (2019 and Q1-Q3 2020)

Gross government debt-to-GDP ratio

80
60
40
20

0

2019 Q1 2020 Q2_2020 Q3 2020

MEU ®Euroarea

Source:https://ec.europa.eu/eurostat/databrowser/view/gov_10q ggdebt/
default/table?lang=en(10.04.2021)

Quarter-to-quarter in 2020, debt-to-GDP ratio in the EU and euro area increased.
The government debt-to-GDP ratios at the end of Q3 2020 were 89,8% and
97,3% in the EU and euro area respectively. The highest ratio was recorded in
Greece (199,9%), Italy (154,2%), Portugal (130,8%), Cyprus (119,5%), France
(116,5%), Spain (114,1%) and Belgium (113,2%). The lowest was recorded in
Estonia (18,5%), Bulgaria (25,3) and Luxembourg (26,1). Increased debts bring
bigger risk for turbulent market conditions when the ECB starts to ease its sup-
port (Wattret, 2021). In addition, it is important to address that fiscal deficits
are not just European countries’ issue but also of other countries. In USA, it
is expected that federal budget deficit will be around $3,7 trillion and Japan’s
debt-to-GDO ratio is expected to be at 240% GDP in 2020-2021. As Lubik and
Schwartzman (2020) debate, it is likely that this large indebtedness could affect
efficiency of monetary policy and lead to pressure to maintain low interest rates
for longer period. The large COVID-19 pandemic-caused crisis worsen this prob-
lem and emphasized need for better coordination between monetary and fiscal
policy to resolve challenges of the European economies. The COVID-19 crisis
raise financial burden not only in Europe but also worldwide. Also, an adverse
COVID-19 shock causing increase of indebtedness can worsen economic fallout
and lead to longer period of slow growth in recovery phase (Naisbitt, 2020). Cur-
rent focus is on short-term actions and measures and aimed financial benefits to
minimize negative economic impacts. Soon focus will again be on management
of debt burden (Benassy-Quere et al., 2020). Especially since the Stability and
Growth Pact’s budgetary constraints are temporary cancelled by activating gen-
eral escape clause of the SGP’s, but they will again come back as key question
(Schiliro, 2020).
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In March 2020, the ECB launched its Pandemic Emergency Purchase Programme
(PEEP), unrecorded volume of assets purchase in order to buffer financial mar-
kets and reduce spreads of highly indebted countries’ bonds. In March, the ECB
started its temporary asset purchase programme of private and public sector’s
securities of the total amount of €750 billion. In June this plan was expanded
with €600 billion more, that is in total €1,350 billion without changing interest
rate. The ECB also expanded duration of the PEPP until the end of June 2021 as
previous deadline was December 2020. Funds will be distributed among states
and sectors most affected by the pandemic and as loans and grants. The most of
funds will be used for investment and reforms that should include green and dig-
ital transformation and resiliency of national economies. The European Stability
Mechanism was expanded with the credit line called the Pandemic Crisis Support
to help the Member States to cover the COVID-19 health costs. This line can be
used from June 1, 2020 until December 2022. In May 2020, the Member States
agreed to establish the Support to mitigate Unemployment Risks in an Emergen-
cy (SURE) that will ensure financial support up to €100 billion in loans from
the EU to affected Member State for sudden increase of public expenditures for
maintenance of employment. These funds are financed through debt bonds issued
by the EU and borrowed to Member States in need at low rates (Schiliro, 2020).
The Picture 4 shows the EU economic response to the COVID-19 crisis.

Picture 1. EU economic response to the COVID-19 crisis
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3.3.Indebtedness after the COVID-19 pandemic

The European economy after the COVID-19 pandemic will be very different
from before. It is very likely that rebound after the crisis will not be followed by
sustainable recovery and situation will be much complex. Many countries will
face with closure of companies and increase of unemployment; some financial
institutions can weaken; interest rate is at or very near to effective lower bound;
fight against climate changes will continue as priority. All this will request deep
transformation that will threaten the growth (Wysploz, 2020). The COVID-19
shock left the European countries with limited fiscal space and under fiscal stress.
Question is how to deal with the debt once crisis is over, since it is most danger-
ous after the crisis. The European solidarity weaken, and Europe can easily repeat
tragic mistakes of the European sovereign crisis. Therefore, it is very important to
define clear and common strategy for debt payments especially for all this addi-
tional debt. Question is also what kind of support is necessary — loans or grants?
(Benassy-Quere et al., 2020). Fiscal and monetary measures initiated to prevent
economic fallout are important, but due to debt burden and inefficiency of mon-
etary policy structural reforms are crucial to maintain long-term growth (Song
and Zhou, 2020). Large interventions of public policies largely saved income of
the most of population and enable existence of many companies. According to
available data and projections, many Member States will have to borrow to get
out of depression. This large borrowing is possible with large-scale public debt
purchases by the ECB, and in the case of previously largely indebted states by the
creation of the European Recovery Fund. In the same time, the ECB will possibly
indirectly finance large share of newly issued debts through quantitative easing
programme. Through APP, the ECB plans to acquire around €420 billion of debt
by December 2021. Within PEPP, at least until June 2021, the ECB committed to
spend €1,350 billion on public and private asset with large part considering debt.
After the pandemic is over, many States will start to decrease their budget deficits.
That can be large repeating mistake of the global financial crisis. Fiscal policy has
to stay expansive, probably during few years, until recovery spreads and initiate
corporative investments and demand strengthens. Lack of further fiscal policy
support will be further debt accumulation. It is easy to predict pressures to cut
deficits and debts. Then, the ECB could have important role by financing large
share of new debt issues until expansive fiscal policy is not needed any more.
Even though this ECB’s role is often burdened by the fear of fiscal dominance,*
it is still very important for sustainability of deficits and debts. The best solution
for the ECB is to issue its own debt instruments that would be the real European
safety asset that would remove any potential possibility of fiscal dominance and
risk of loss (Wysploz, 2020). Botta et al. (2020) also address the importance of

4 Fiscal dominance is often seen as main threat to the ECB independence. It occurs when govern-

ment, formally or informally, forces central bank to finance deficit.
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financing fiscal deficits of the Eurozone Member States. They debate that issue
of long-term Eurobonds issued by the Member States but mutually guaranteed
by the Eurozone’s tax capacity are the best solution. One of reasons for this cen-
tralized Eurobonds is making fiscal space for stabilization policies in time of
crisis. Governments would finance their emergency response by issuing public
bonds that the ECB would buy directly on primary market (de Grauwe, 2020) and
subsequently writes off from its balance sheet. On this manner, the ECB makes
transfer on the account of the Eurozone governments to ensure needed funds for
emergency’ (Gali, 2020). This will stop further increase of public debts that can
limit government efforts to induce economic recovery. Increase of debt-to-GDP
ratio in addition to large GDP contraction and increase of government spending
could make fiscal discipline and implementation of the SGP hard to achieve,
once they again become active. Therefore, economists propose two alternatives:
(1) debt-caused by the pandemic and accumulated during the pandemic will not
take into account for implementation of fiscal rules when crisis is over; (2) bonds
issued by the national governments during the crisis are fully monetized by the
ECB, i.e. they are cancelled at maturity (Botta, et al., 2020). It is similar with
grants and loans within NGEU that will also change budget position of States and
interplay with fiscal rules. Solution is to not take into account the debt resulted
from the NGEU as national debt and appropriate national spending financed from
the EU debt would not be calculated as deficit (Darvas and Wolft, 2021).

4. INDEBTEDNESS IN TIME OF THE COVID-19 PAN-
DEMIC - CASE OF BOSNIA AND HERZEGOVINA

Despite the macroeconomic stability that Bosnia and Herzegovina (hereinafter
BiH) has enjoyed over the last decade, the pace of growth has been below the
European peer countries and below what is needed to converge to the EU living
standards. The economy is driven by consumption rather than production, invest-
ment is low, and economy is inward-looking. The pandemic highlighted all these
problems even more®. As Reinhart (2020) states for emerging countries that can
be applied for BiH, with insufficient health system, limited capacity for fiscal or
monetary stimulus and underdeveloped (or non-consistent) protection measures
emerging countries are on the edge of the maybe most severe financial crisis from
1930s. Therefore, emerging countries will have to manage the new crisis with
lower capacities of public health, bigger informal sector, less work from home
and less fiscal spaces (Hevia and Neumeyer, 2020).

5 This could mean violation of the ECB’s statute. But purchases of government bonds could bed
one indirectly by making public special purpose vehicle, an institution that would by bonds
from governments on primary market and then indirectly transfer them to the ECB by issuing
liabilities that the ECB can buy in the context of quantitative easing (Botta et al, 2020).

¢ https://pubdocs.worldbank.org/en/130501492011101536/mpo-bih.pdf (08.04.2021)
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Before and in the beginning of the financial crisis BiH had slightly low level
of the debt. According to the BiH Ministry of Finance and Treasury (2019) the
highest increase of debt was recorded in 2009 and 2010 of 11,76% and 14,73%
respectively due to the financial crisis. In 2017 debt decreased for 9,02%, while
in 2018 and 2019 debt increased slightly for 0,90 and 0,84% in comparison to
the previous year (Ministry of Finance and Treasury, 2020). Regarding the fiscal
balance in BiH, according to data of the Central Bank of BiH, fiscal deficit was
recorded in eight years in a row (2007-2014), the highest in 2009 of -4,3. Fiscal
surplus was recorded in the recent years, from 2015 until 20197. But, in 2020 the
COVID-19 pandemic happened. As well as worldwide, the COVID-19 pandemic
in BiH caused large economic consequences. According to data of the BiH In-
direct Taxation Authority (2021) indirect taxes incomes in 2020 were 9,3% less
than in 2019. According to the FBiH and RS Tax Administration taxpayers payed
6,47% and 6% respectively less public revenues in the period January-May 2020,
than in the same time in 20198, Faced with all consequences of the COVID-19
pandemic, governments of all levels in BiH adopted set of measures to mitigate
the effects, including financial support for households, workers and companies.
The FBiH Government adopted rebalanced budget in the amount of KM5,51 bil-
lion to ensure implementation of the Law on Mitigation of Negative Economic
Consequences caused by the COVID-10 Pandemic. The National Assembly of
Republika Srpska has adopted amended Decision on the long-term borrowing and
instead of KM315 million they intend to borrow KM675 million. In the second
quarter deficit was recorded for the first time after a long time, due to expenditure
increase and revenues drop®. Governments of both entities allocated about KM50
million (0,15% GDP) for medical equipment. Federal government transferred
KM 30 million (0,1% of GDP) to hospitals and the RS Government pays con-
tributions for health and pension insurance for 40.000 workers in the amount of
KMS50 million (0,15% of GDP) and payed to Unemployment Fund about KM25
million (0,08% of GDP). Therefore, levels of debt and deficit worsen during the
2020. According to the WB projections, fiscal deficit in 2020 is expected to be
-5,5. Development of the total public debt in BiH can be seen in the Figure 3 for
the period 2019 until Q4 2020.

7 http://statistics.cbbh.ba/Panorama/novaview/SimpleLogin_bs_html.aspx (12.04.2021)

8 http://library.fes.de/pdf-files/bueros/sarajevo/16514.pdf (05.04.2021)

The main contribution to the revenue drop was poor VAT collection as the most important
component in indirect taxes structure.
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Figure 3 Development of debt in Bosnia and Herzegovina (2019 and Q1-Q4

2020)
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After few years of significant decline, public debt in Bosnia and Herzegovina re-
cords increase in 2020. In the Q1 2020 total public debt increased in comparison
to the 2019. Public debt significantly increased in the Q2 2020 due to withdraw-
als of earlier agreed arrangements and continued borrowing on the local capital
market. In April 2020, BiH borrowed KM648,1 million from the IMF within
Rapid Finance Instrument. The increase also continued in the Q3 and Q4 2020.
The trend of increase can be seen in both Entities as well as in District Brcko and
for BiH institutions. Structure of the debt in 2019 and Q1-Q4 2020, can be seen
in the Figure 4.

Figure 4 External and domestic debt (2019 and Q1-Q4 2020)
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Source: https://www.mft.gov.ba/hrv/images/stories/javni_dug/informacije/2021/
mart/Quarterly%20overview%200f%20public%20debt%200f%20BIH%20-%20
1V%20quarter%200f%202020.pdf (13.04.2021)
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Share of the external debt in the total public debt is much higher than domestic. In
the last quarter in 2020, the share of external debt in the total public debt amount-
ed for 71,27%.

According to the Central Bank of BiH, sharp contraction of real GDP growth rate
is expected in 2020, in the amount of -4,6%. Following the mentioned and due
to increase of the debt, quarter-to-quarter in 2020, debt-to-GDP ratio increases.
The Figure 5 shows development of debt-to-GDP ratio in BiH in the period 2019
until Q4 2020.

Figure 5 Development of debt in Bosnia and Herzegovina (2019 and Q1-Q4
2020)
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Source: https://www.mft.gov.ba/hrv/images/stories/javni_dug/informacije/2021/
mart/Quarterly%20overview%200f%20public%20debt%200f%20BIH%20-%20
1V%20quarter%200f%6202020.pdf (13.04.2021)

The largest increase of the debt-to-GDP ratio was in the Q2 2020 due to new men-
tioned borrowings. In the Q4 2020, total public debt-to-GDP ratio was 35,08%.
According to the all mentioned and current health and economic situation, it is
evident that BiH will need additional credit funds to replace loss of revenues
and start economic recovery once the pandemic is over. Projections of the Min-
istry of Finance and Treasury for total public debt-GDP ratio in 2020,2021 and
2022 were 29%, 27,9% and 25,5% respectively. It is obvious that the COVID-19
pandemic will cause change of the numbers. Financial needs for fiscal support
to households and economy will weigh heavily economic activity, worsen the
mentioned indicators and could delay further recovery.

5. CONCLUSIONS

Currently, policy makers are focused on health measures and activities and to
maintain social conditions to people. The first next thing in the post-pandem-
ic world would be to think how to pay all these expenditures. Due to mass fi-
nancial supports needed worldwide and increase of debt worldwide, the debt
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restructuring will be necessary in the future. It is evident that the COVID-19
pandemic has and will have long-term consequences on public finances, budget
institutions and fiscal management. National budget responses are now focused
on domestic economic situation and are mostly focused on short-term measures
for output causing increase of deficits and debts. Situation in emerging countries
is even more complicated since they are faced with lack of measures to fight pan-
demic problems. Firstly, lack of capacities for the measures and secondly proper
long-term strategies to focus on real needs and solutions This crisis will probably
bring structural changes in economies worldwide. Development of technologies
change of consumer behaviour and changed role of state will have different im-
pacts on economies and recovery. However, not less important are promotion of
sustainable development, green growth and digitalization. Public spending can
have positive impact on growth, especially if spent in targeted projects aimed at
increasing productivity of a country and complementary with private consump-
tion, investment in R&D, innovations and human resources. However, radical
fiscal measures designed to temporary support in wide range economy will in
future have to be replaced with more sustainable measures. The central fiscal
capacity will for sure have starting stability role. Conclusion is that governments
in BiH followed similar actions and measures like the EU. Primarily actions and
measures regarding lockdowns and other restrictions to stop spread of the virus.
Financial measures in Bosnia and Herzegovina, like in the EU, are adopted to
help companies, employers and employees and to save national economy. As
it can be seen from the data in the paper, those measures resulted in increase of
deficits and debts, in BiH and the EU. In the case of BiH, it is clear that addition-
al funds and support are needed and will be needed in the future for economic
recovery. Fiscal space and capacities in BIH are limited and since it is impossible
to predict when the pandemic will be over and post-pandemic time will start,
situation with indebtedness very likely will further worsen. Output downturn and
revenues drop will in future have much more effect on need for borrowed funds.
It is also important for BiH to fast public works realization, capital projects and
investments for which funds are already available. Once the recovery start this
will be a good springboard. Bosnia and Herzegovina is a complex state and its
problems and issues in the time of crisis are much more visible. In the time when
many mentions reset of the economies, maybe it is time for BiH to do the same.
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Sazetak

Pandemija COVID-19 nezabiljezen je globalni dogadaj jos od pandemije Spa-
njolske gripe 1918. godine. Medunarodni monetrani fond (MMF) oznacio je ovaj
ekonomski pad uzrokovan pandemijom najgorom krizom od Velike depresije.
Cijeli kontinenti su zatvoreni samo uz nuzne usluge i aktivnosti. Za razliku od
globalne financijske krize koja je potekla iz financijskog sektora, ova kriza uzro-
kovana pandemijom je 5ok realne ekonomije, i to i na strani ponude i potraznje.
Tijetkom prethodnih kriza, posebice tijekom globalne financijske krize, vecina
vlada odgovorila je mjerama sStednje i fiskalne konsolidacije. Ovaj put je druga-
cije. Vlade diljem svijeta odobrile su dodatne rashode, rezanje poreza, izdavanje
drzavnih obveznica i zaduzivanje kako bi ublazile ekonomske posljedice krize
u nastanku. Jedan od rezultata pandemije je dramaticno povecanje zaduzenosti
koja bi mogla utjecati na ucinkovitost fiskalnih i monetarnih odgovora kreiranih
ranije za borbu protiv krize. Ovaj iznenadni i snazni COVID-19 Sok posebice je
zahvatio zemlje u razvoju i rastuca trzista ali i razvijene zemlje koje vec od rani-
je biljeze ogranicen fiskalni prostor. Kriza uzrokovana pandemijom COVID-19
ponovno je ozivjela strah od duznicke krize i povecala broj zemalja s duznickim
problemima. Bosna i Hercegovina, kao zemlja u razvoju sa slozenom drzavnom
strukturom i viastitim makroekonomskim, politickim, institucionalnim problemi-
ma, nije poStedena negativnih ucinaka pandemije. Kako bi se spasila ekonomija
dok oporavak od prethodne krize jos uvijek traje, Bosna i Hercegovina primjenila
je hitne mjere za podrsku ekonomiji. Povecanje drzavne potrosnje uz smanje-
nje poreznih Prihoda stvorilo je potrebu za rebalansom proracuna i dodatnim

9 Rad je prezentiran na 5. Znanstvenoj konferenciji Dubrovnik International Economic Meeting
2021 i bit ¢e objavijen u Zborniku radova s konferencije
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zaduzivanjem. Cilj je ovog rada pokazati makroekonomsku situaciju i probleme
zemalja Europske Unije, zemalja u regiji i posebice Bosne i Hercegovine prije
pandemije kao i trenutne probleme, njihove reakcije na pandemiju i potrebnu
financijsku potporu koja bi mogla dovesti do povecanja zaduzenosti.

Kljuéne rijeci: COVID-19 pandemija, zaduzenost, Bosna i Hercegovina

JEL: E61, E66, H60
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