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This paper explores the intricate relationship between internal debt, trade balance, and 

international policy objectives, providing a conceptual perspective on how these elements interact 

within the broader economic framework. Internal debt, defined as the borrowing undertaken by 

governments from domestic sources, plays a pivotal role in shaping economic conditions and 

policy outcomes. The study examines how variations in internal debt levels can influence a nation's 

trade balance through mechanisms such as currency valuation, interest rates, and inflation. 

Furthermore, it highlights the implications of internal debt for achieving both internal policy 

objectives, such as economic stability and growth, and external objectives, including attracting 

foreign investment and maintaining a favorable international standing. By analyzing these 

dynamics, the paper underscores the importance of effective debt management strategies that align 

with sustainable economic practices. Ultimately, this conceptual framework aims to inform 

policymakers about the critical balance required between leveraging internal debt for development 

and ensuring long-term economic stability and competitiveness in the global market. 
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1. INTRODUCTION  

Nothing could be more important for a nation than dedication 

to a study of its international economic problems. Only by 

understanding the nature of significant influences can a 

choice be made among alternative modes of correction of 

international economic misalignment. In this paper we throw 

some light on one such aspect that has thus far escaped the 

attention of international economists. It has long been 

recognized that a satisfactory explanation of the long-run 

determination of the trade balance involves more than a study 

of commercial policy. The trade balance is also importantly 

affected by the capital account and the way national and 

international policies influence capital flows. International 

debt refers to the financial obligations that countries owe to 

foreign creditors. This can include loans from other nations, 

international financial institutions (like the International 

Monetary Fund or World Bank), and private sector lenders. 

Countries may incur debt to finance development projects, 

stabilize their economies, or address balance of payments 

issues. International debt can be classified into two main 

categories: sovereign debt, which is issued by national 

governments, and corporate debt, which is issued by private 

companies operating in a country. The management of 

international debt is crucial, as excessive debt can lead to 

financial crises, affecting both the borrowing country and the 

global economy. 

Factors influencing international debt levels include interest 

rates, exchange rates, the country's economic performance, 

and global economic conditions. The consequences of 

international debt can be significant, impacting a nation's 

credit rating, its ability to invest in public services, and its 

overall economic stability. 

http://www.rajournals.in/index.php/ijmei
https://doi.org/10.47191/ijmei/v11i1.01
https://sjifactor.com/passport.php?id=18235
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Fig.1. Adopted: https://www.istockphoto.com/photos/international-debt 

 

1.1 Internal Debt and Trade Balance 

It is possible that trade balance be used as a criterion for 

proper management of internal debt. The trade balance 

represents the difference between the value of a country's 

exports of goods and services and the value of its imports of 

goods and services. When the trade balance is at a desirable 

level, the economy can enjoy the benefits of stability with 

respect to both growth and inflation. These benefits will, 

however, be lost to the extent that the trade balance moves in 

a direction that is not consistent with a country's desired 

policy objectives. Furthermore, the use of discretionary fiscal 

policy will be confined within limits determined by the rule 

of budget balance if a country has a large trade deficit. As a 

result, efforts at both fiscal and countercyclical policies will 

be frustrated if a country is faced with a significant trade 

imbalance. From this, it is clear that a country's desired level 

of trade balance can influence not only the design of fiscal 

policy but also internal debt policy. In this way, internal debt 

is affected by the trade balance (Caselli & Reynaud, 2020).  

Debt that a government owes to the residents of its country in 

the form of marketable securities such as treasury bills and 

bonds is called "internal debt". In contrast, debt that a 

government owes to non-residents of the country is called 

"external debt".  

Internal debt policy, external debt policy, and trade balance 

are clearly linked through the capital account in countries' 

international balance of payments.  

 
Fig. 2. Adopted: https://www.istockphoto.com/photos/international-debt 

 

The exchange of goods and services between countries 

affects the trade balance. When these trade balances are not 

at desired levels, they affect international policy objectives. 

Some economists have, therefore, suggested that a country's 
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internal debt be managed in a way that contributes actively to 

the achievement of desirable trade balance and international 

policy objectives. This view suggests that internal debt is 

more than just a source of government finance. Its influence 

spreads to other associated areas, and therefore, internal debt 

should be given a broader economic consideration (Dey & 

Tareque 2020). 

 

2. CONCEPTUAL FRAMEWORK 

Internal debt is the part of a country's debt owned by its 

residents. It is issued in the country's domestic markets and 

therefore is denominated in the national currency. An 

increase in internal public debt contributes to a growth in the 

ratio of claims of national residents on the government to 

national income as well as to a growth in the ratio of internal 

public debt to external public debt. High levels of internal 

debt reduce the power of a country to control its economic 

policy objectives. They limit the flexibility of governments 

and increase the probability of adverse selection and moral 

hazards problems. In a situation of civil war or after the 

declaration of independence, internal debt can become an 

obstacle to the creation of a stable new country. Hence, 

internal debt impact on trade balance of a nation in many 

ways such as currency valuation, interest rate and inflation.  

Currency Valuation: Internal debt can influence the value of 

a country's currency. High levels of debt may lead to 

depreciation, making exports cheaper and imports more 

expensive, potentially improving the trade balance. 

Interest Rates: Increased internal debt can lead to higher 

interest rates as the government competes for funds. Higher 

rates may reduce investment and consumption, affecting the 

trade balance negatively. 

Inflation: If internal debt leads to inflation, it can erode 

purchasing power and alter trade dynamics by making 

exports less competitive. 

These issues create a problem for many countries and 

governments should find the interconnectivity relationship 

between internal debt, trade balance, and international policy 

objectives as it is complex and interdependent. Policymakers 

must consider how changes in internal debt levels affect trade 

dynamics and broader economic goals. Trade policies may 

need to be adjusted in response to shifts in internal debt to 

ensure that international competitiveness is maintained while 

managing domestic economic priorities. 

2.1 Theoretical Foundations 

The growth of nominal demand for goods and services can be 

met partly from domestic production and partly through 

imports. If the growth of demand is met through increased 

imports, this will result in a direct linkage between the 

creation of internal debt and the trade balance. The larger the 

proportion of claims on goods and services that are created 

through the growth of internal debt, the larger is the deficit on 

trade balance. The utilization of imports to meet the growth 

of demand can be resisted through appropriate trade and 

exchange rate policies. However, if the structural trade 

resistance is low and the growth of import demand is 

unrelated to policies, then the only alternative is to reduce the 

rate of growth of internal debt. This will involve difficult 

choices and decisions taken to improve domestic allocation 

and distribution. Therefore, understanding the implications of 

debt-creating activities are necessary to fulfill internal and 

external policy objectives (Annisa & Taher, 2022). The 

implications of debt-creating activities are vital for ensuring 

debt sustainability. Unsustainable debt levels can lead to 

economic instability, which undermines both internal and 

external policy goals. 

 
Adopted: BEA/Harver Analytics
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The influence of internal debt on trade balance can be 

understood in the context of distinction between the 'real' and 

'monetary' sectors of the economy. The 'real' side of the 

economy is concerned with allocation, distribution, and 

fulfillment of material wants through development and 

utilization of the factors of production, whereas the 

'monetary' side of the economy is concerned with provision, 

control, and regulation of money which governs many 

transactions. Although the distinction between the two 

sectors is not absolute, it is clear that internal debt belongs to 

the monetary sector. The creation of internal debt allows 

individuals to enjoy a greater claim on goods and services 

produced in the country even though it does not affect the 

share of these goods and services allocated to the holders of 

existing money. Internal debt thus grows relative to the stock 

of money. 

2.1. Empirical Theorems in International Economics 

In developing and applying these theorems and models, 

empirical analysis assumes a crucial - albeit often 

underappreciated role. Empirical evidence on the 

determinants of trade, factor flows, and macro policies are 

used to test hypotheses generated by theoretical and model-

based analysis. Empirical analysis is also used to offer 

explanation of the forces generating observed results, 

whether they be patterns of trade and factor movements, or 

the response to shocks, policy changes, or differences in 

technologies. Unlike other specialized areas of economics, 

international economists are faced with a continuation of the 

debates surrounding the key models in the field. The 

realization that many models can explain observed 

phenomena leads to open discussion of competing ideas. The 

openness reflects a pragmatic response to the limited power 

of any one model to explain a complex reality. The key 

theories and models in international economics are 

particularly useful for examining specific challenges facing 

the world economy (Chaudhary et al., 2020). 

The international economics thrives on the constant 

reworking of a limited number of basic ideas and models. 

Several basic theories continue to underpin most analyses in 

international economics, including new research, while more 

recently developed ideas often have a shorter working life. 

The theories and models most associated with international 

trade are the fundamental theorems of welfare economics 

extended to trade and factor flows. These theorems of trade 

and capital flows are based on several supporting concepts, 

including production factors, technologies available, and 

market imperfections. New trade theory emphasizes the role 

of economies of scale or imperfect competition in trade, while 

traditional models still retain considerable support. The 

movement of factors, especially capital, between countries 

forms the basis of further theorems, with investment and 

capital movements seen as responding to differences in rates 

of return. Political economy models relying on the interaction 

of interest groups and government also draw on the basic 

trade and capital flow theorems. 

 

3. EMPIRICAL EVIDENCE 

According to this paper knowledge, the only previous study 

that simultaneously takes both types of debt into account 

shows that a stock of internal debt that exceeds the stock of 

external debt and policy reforms are more likely when 

accumulated reserves decline below a certain threshold. 

Other studies investigate the relationship between external 

debt, reserves, and trade balances. Relatively large creditors 

seem to possess an arsenal of commercial policy instruments 

that can protect them from adverse shocks to their economies 

(Mamun et al., 2021). As the use of such policy instruments 

involves some degree of loss to the debtor country and 

foreign exporters, the carrot-and-stick model of international 

policy relations might provide a valuable source of 

information about the credibility of policy objectives in the 

process of determining the stock of internal and external debt. 

A considerable body of empirical research investigates 

various effects of budget deficits under different exchange 

rate regimes. Part of this research examines the links between 

budget deficits and trade balances. Studies reporting a 

positive linkage between the two find a higher propensity for 

this relationship in a with fixed or managed exchange rate 

regimes. Moreover, none of these studies recently employ 

data on both external and internal debt. Economies tend to 

accumulate a stock of debt that dominates the other. If trade 

deficits are in part driven by fiscal policy influences, the 

accumulation of a dominant debt instrument might reflect 

internal or external policy weaknesses. 

3.1. Case Studies and Statistical Analysis 

This paper looks at three case studies from the period 1914–

1939 and proceed to a formal statistical cross-sectional 

analysis of balance of payments crises which includes as one 

of the key explanatory variables the concept of 'debt 

intolerance' (Annisa & Taher 2022). The ability to inflate and 

reduce internal debt appears to be the best model on the policy 

objective. The more traditional policy objectives of reducing 

a trade deficit and promoting greater use of a currency in 

international trade do not appear to be as closely associated 

with a high level of internal debt. Although a large external 

debt is more closely related to a speculative attack, it is not 

clear that this influences the choice of policy instruments. The 

level of inflation and use of a currency in trade can be 

promoted with different instruments, but the use of the 

currency in trade and the insurance against speculative attack 

do have a positive association. In general, the results could be 

interpreted as meaning that the trade balance and 

international policy objectives are not usually compatible. 

Governments with large trade deficits are often very 

concerned about the possibility of a speculative attack on 

their currencies. Such external attacks may be much more 

likely with a comparatively high level of internal debt and 
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may also be an opportunity to reduce the internal debt. This 

paper identifies the most important features determining the 

choice of the instruments used to resolve the conflict 

associated with an unprecedented change in the international 

monetary system, the reasons for the inefficiency of 

stimulative defense measures and the goals in designing a 

new system. A review of the recent literature that attempts to 

draw policy conclusions from the analysis of capital account 

liberalization is also given (Mamun et al., 2021). 

 

4. POLICY IMPLICATIONS AND 

RECOMMENDATIONS 

An important policy implication that follows from our 

analysis is that, to consider some general policy 

recommendations for a country with internal debt, it is 

necessary to first determine the role of government 

expenditure. If the expansion of government expenditure is 

due to demands for public goods, it cannot be considered to 

be relevant to suggest that the debt be held by the public rather 

than the central bank. In this case, it would also be difficult to 

resolve the conflict between protection and other policy 

objectives. If the demands for public goods are declining, and 

the increase in government expenditure is to stimulate 

aggregate demand, it is quite possible to resolve the conflict 

between protectionist policies and macroeconomic 

adjustment through appropriate management of internal debt. 

In this case, specific recommendations can be made to the 

government regarding the holding of debt. 

In this paper theoretical framework, the policy implications 

of the model relate to the influence of a country's internal debt 

on its trade balance and international policy objectives. The 

internal debt affects these policy objectives through four 

channels - the expenditure switching effect, the effect on 

output, the effect on real exchange rate, and the interest rate 

policy effect. A country can resolve conflicting objectives, 

such as those of maintaining full employment and price 

stability and guiding the exchange rate to an acceptable level, 

by managing its internal debt appropriately (Mohsin et al., 

2021). A negative consequence of internal debt is that they 

add to the demands on a country to pursue protectionist trade 

policies, as they make it more difficult to resolve specific 

macroeconomic distortions through general equilibrium 

adjustment in the world economy. 

4.1. Strategies for Managing Internal Debt 

Isolating the effects of public debt on the economy in other 

ways, more informed debt management content can also 

emphasize the need for rules or guidelines on fiscal policy 

when debt management difficulties have repercussions for 

both national economic objectives and international policy 

coordination. Many countries already have debt management 

intentions, often made explicit in their plans to reduce the 

ratio of public debt to gross domestic product (GDP) or to 

foreign exchange reserves. Such debt management targets, 

which can be a function of policy choice, are further evidence 

of the potential influence on debt levels of trade balance and 

other international policy objectives. A comprehensive study 

of debt content strengthens external be considered and 

implemented in a way consistent with the pursuit of internal 

policy objectives. 

'Budget deficits' and 'budget surpluses' are the terms used to 

refer to the shortfalls or excesses created when government 

expenditure is greater or less than government receipts. The 

consequence of a long-term budget deficit is the 

accumulation of a public debt - the stock of past government 

borrowing that remains outstanding.  

In established market economies, the dominant form of public 

debt is not external, but 'internal', denominated in domestic 

currency and held by national residents and non-residents. 

Internal debt has specific influences on trade balance, 

national policy objectives and international coordination of 

economic policies. However, these three approaches are 

interrelated, and any policy change or debt management study 

needs to take account of all three (Mesagan et al., 2022). 

4.2. Summary and Conclusion 

Research findings are that a country's trade balance is 

influenced by its internal debt. In countries with a surplus, the 

internal debt acts to increase the surplus. In countries with a 

deficit, the internal debt acts to decrease the deficit. These are 

important findings in relation to countries' international 

policy objectives. With the increased importance of internal 

debt, it has become an area inviting further research on the 

effects and consequences of its relative growth and the 

structure of the debt and associated voluntary restraints. 

Internal debt is a vital area for country policymaking in 

respect of the distribution of income and welfare and 

restrictions governing the use of debt for monetary and fiscal 

purposes. In particular, it lends force to the argument that as 

a country develops and grows more regions push to increase 

their share of surplus, and consequently more demands are 

made for the growth of internal debt. 

This study has sought to examine the influence of internal 

debt in terms of trade balance and international policy 

objectives. Such analysis is thought to offer added insight and 

practical significance to policy makers with regard to the 

assessment and formulation of internal debt policies. In terms 

of recapitulation, it has been shown that an internal debt exists 

in a country and that this internal debt has a number of special 

properties which make its stock significant as a means of 

holding wealth. These properties are usually as a result of 

legislation controlling the holdings of the debt but because of 

the special plating of internal debt. Internal debt tends to 

contribute more to the stimulation of uneven development of 

a country than other risks of debt.  

It is imperative to mention that the implications of debt-

creating activities may lead to economic growth such as 

government borrowing, to finance infrastructure projects, 

education, and healthcare, leading to economic growth. This 
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growth is essential for meeting internal policy objectives like 

job creation and improved living standards. 

Moreover, by engaging in debt-creating activities, 

governments can maintain fiscal flexibility to respond to 

economic downturns or emergencies. This aligns with 

internal policy objectives of stabilizing the economy and 

ensuring social welfare. 

Furthermore, a well-managed debt profile can enhance a 

country's credit rating, making it more attractive to foreign 

investors. This is crucial for achieving external policy 

objectives related to attracting foreign direct investment 

(FDI) and promoting international trade. Debt can impact the 

balance of payments by influencing capital flows. For 

instance, if debt is used for productive investments, it can lead 

to increased exports, positively affecting the trade balance 

and fulfilling external objectives. 

Effective management of debt requires coordination between 

monetary and fiscal policies. This coordination is essential to 

achieve macroeconomic stability, which supports both 

internal objectives (like inflation control) and external 

objectives (like maintaining a favorable exchange rate). 

Lastly, debt-creating activities should consider social equity 

implications. Ensuring that the benefits of debt financing are 

distributed fairly can help meet internal policy objectives 

related to social justice and inclusion. 

In conclusion understanding the implications of debt-creating 

activities is crucial for effectively fulfilling both internal and 

external policy objectives. Policymakers must carefully 

assess how these activities influence economic stability, 

growth, and international relations to create a balanced 

approach that promotes sustainable development. 
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