
To Our Readers
erhaps the time has come to take a hard look at the whole issue of Foreign Direct

Investment and Foreign Borrowings. Traditionally, a conflict between internal and

external equilibriums in an economy has been sought to be resolved through foreign

borrowing. If the trading account of a country is in balance at less than full employ-

ment, expansion will lead to a trade deficit. This will also create a pressure on the

exchange rate and that will in turn mean that policies are made to reduce demand and

imports. On the other hand, if the country can borrow in international capital markets, and expansion-

ary fiscal policy, if it is accompanied by monetary restraints to raise interest rates above international

levels, then capital inflows may result.  Such capital inflows will then assist in offsetting the trade

deficit and produce payment balance at full employment. 

Most economists, however, agree that this is at best a short run solution.  This is because if mea-

sures are not taken to reduce imports per unit of output interest on the foreign borrowing, the current

account deficit will increase, necessitating increasing levels of foreign borrowing.  If this is allowed

to happen for a sufficiently long period, foreigners will lose confidence in the currency.  

The same thing also happens internally. If the internal level of private investment produces a sav-

ings-investment balance at less than full employment, the Government can increase expenditure

above tax receipts to raise the level of output. The deficit is financed by issuing Government debt.  If

there is no change in the pattern of expenditures in the private sector, the next year the Government

would have to borrow again to finance next year’s debts plus the interest payments of the debts of the

previous year.  Finally, the Government has to increase the interest rates so that it can continue bor-

rowing.  And at the end, the Government would lose the confidence of the capital markets and taxes

would have to be increased, and a cutback on Government expenditures will also be necessary.

The trick of it all lies in determining the level of imports per unit of output interest on foreign bod-

ies.  The standard model of inviting foreign capital in every way is, as we have seen, a short-run solu-

tion.  How well the Government can walk this tightrope is something that will obviously have to be

seen in the next year’s budget.  Till then, and knowing that all measures are only short-term, there is

of course, some kind of an argument in favour of what is being announced.  Of interest is also the move

to cut subsidies; but the extent to which these will in turn lead to a fall in employment, is something

that will have to be very carefully gauged.  Otherwise, it would be back into the cycle.

It is from this angle that the recent initiatives of the Prime Minister and the Finance Minister have

to be seen.  There has been a fall in employment, and although exports have risen, there is reason to

question a stability pattern of the equilibrium.  Interest rates are under pressure to rise, and as the model

says, this can prove to be attractive for foreign capital.  To what extent, this near term strategy goes

beyond a near term objective to reach higher levels of employment is to be seen in the context of inter-

nal expansion of the private sector, also in the near term.  Sufficient data is not available right now, but

the results of the third quarter should provide indicators.  It is at that time that the long-term under-

pinnings of near term strategies will become highlighted and can be evaluated to the fullest extent.
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