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Chapter Objectives

1.
To define the balance-of-payments accounts.

2.
To discuss the actual balance of payments.

3.
To explain the means for correcting a balance-of-payments deficit.

Chapter Outline

I. Overview of the Balance of Payments

A. Balance of payments is defined as the record of transactions between a country’s residents and foreign residents over a time period.

i. These transactions include imports and exports of goods and services, cash receipts and payments, gifts, loans, and investments.

ii. Residents include business firms, individuals, and government agencies.

iii. The balance of payments helps business managers and government officials analyze a country’s competitive position and forecast the direction of pressure on exchange rates.

B. Balance of Payments Accounting.

i. Balance of payment statistics are gathered on a single-entry basis with each entry being either a credit (marked with a plus (+) sign) or a debit (marked with a minus (-) sign).

1. The following transactions represent credit transactions:

a. Exports of goods and services.

b. Investment and interest earnings.

c. Transfer receipts from foreign residents.

d. Investments and loans from foreign residents.

2. The following transactions represent debit transactions:

a. Imports of goods and services.

b. Dividends and interest paid to foreign residents.

c. Transfer payments abroad.

d. Investment and loans to foreigners.

ii. A country incurs a “surplus” if credit transactions exceed debit transactions, i.e. if it earns more abroad than it spends.

iii. A country incurs a “deficit” if debit transactions exceed credit transactions, i.e. if it spends more abroad than it earns.

iv. Typically, analysts focus on those transactions that occur because of self-interest, e.g. exports, imports, unilateral transfers, and investments (also known as autonomous transactions or above-the-line items).

1. The sum of the autonomous transactions represents the balance of payment’s surplus or deficit.

2. Compensating transactions occur to account or compensate for deficits, usually using below-the-line items.

v. Surpluses and deficits are used by banks, companies, portfolio managers, and governments for the following:

1. Predict pressures on foreign exchange rates.

2. Anticipate governmental policy actions.

3. Assess a country’s credit and political risks.

4. Evaluate a country’s economic health.

II. Different types of Balance of Payments Accounts

A. The IMF classifies balance of payments transactions into five major groups: Current Account (Group A), Capital Account (Group B), Financial Account (Group C), Net Errors and Omissions (Group D), Reserves and Related Items (Group E), and Total (a.k.a. Overall Balance of Payments).

B. It is important to note that fundamentally countries interact in two ways:

i. Buying and selling of goods and services in the world product markets.

ii. Buying and selling of financial assets in the world financial markets.

C. Components of the Current Account, Group A

i. The Current Account includes merchandise export and imports, earnings and expenditures for invisible trade items, i.e. services, income on investments, and current transfers.

ii. This account is called “current” because its entries do not give rise to future claims; instead they are solely “current.”

iii. Balance of goods refers to the balance between exports and imports of physical goods such as automobiles, machinery, and farm products.

iv. Services include invisible items such as insurance, travel, transportation, financial services, computers, and information services.

1. U.S. exports of services consistently exceed U.S. imports of services and have played a central role in lowering the U.S. trade deficit.

v. Income on investments includes interest, dividends, and compensation of employees.

vi. Current transfers refer to all transfers that are not transfer of capital, but that directly affect the level of disposable income and should influence the current consumption of goods and services.

1. Some examples include gifts and grants by both private parties and governments.

D. Components of the Capital Account, Group B

i. The Capital Account consists of capital transfers and the acquisition or disposal of nonproduced, nonfinancial assets.

1. The major types of capital transfers include the transfer of title to fixed assets, the transfer of funds linked to the sale and acquisition of fixed assets, debt forgiveness by creditors, and migrants’ transfer of goods and financial assets as they leave or enter the country.

2. The major types of nonproduced, nonfinancial assets are the sale or purchase of nonproduced assets (such as the rights to natural resources) and the sale or purchase of intangible assets (such as patents, copyrights, trademarks, and leases).

ii. Capital Account transactions are small in most countries.

E. Components of the Financial Account, Group C

i. The Financial Account consists of foreign direct investments (FDI), foreign portfolio investments, and other investments.

1. Foreign direct investments, also called FDI, are equity investments such as the purchase of stocks, the acquisition of entire firms, or the establishment of new subsidiaries.

2. Foreign portfolio investments are the purchases of foreign bonds, stocks, financial derivatives, or other financial assets.

a. Foreign portfolio investments have higher risk than domestic counterparts due to exchange rates, wars, revolutions, and expropriations.

3. Other investments include changes in trade credit, loans, currency, and deposits.  Many of these are short-term capital flows.

a. Short-term capital flows are often compensating or accommodating adjustments and are just made to finance other items in the balance of payments.

b. Short-term capital flows can also be due to differences in interest rates or expected changes in exchange rates.  These are called autonomous adjustments.

ii. The U.S. runs a huge surplus in its Financial Account, but it this surplus has been smaller since the recession starting in March of 2000.

F. Components of Net Errors and Omissions (Group D)

i. In theory, the balance of payments should always balance because every credit should be offset by a debit and vice versa.

ii. In reality, the balance of payments rarely does balance because of data problems.  These problems are routed in data gathering from many different sources, incomplete data, and data that are interpreted differently by different individuals.

iii. The Net Errors and Omissions group acts as a “plug” item to keep the balance-of-payments accounts in balance.

iv. Errors and Omissions occur for many reasons:

1. May be due to unreported foreign funds coming to a country for investment.

2. May be due to increased trading in foreign currencies, which, when combined with a flexible exchange system, introduces large errors in payments figures.

3. May be due to the fact that most data on the balance of payments depend on individuals completing firms and these individuals are highly fallible.

G. Total (Groups A through D)

i. Also known as the overall balance of payments or above-the-line items.  It is the sum of all autonomous transactions that must be financed by the use of official reserves.

ii. This item is the net result of trading, capital, and financial activities.

H. Reserves and Related Items (Group E)

i. This group consists of official reserves assets, use of IMF credit and loans, and exceptional financing.

1. Reserve assets are government-owned assets only.  They typically include monetary gold, convertible foreign currencies, deposits, and securities.

a. The typical currencies are the U.S. dollar, British pound, the euro, and the Japanese yen.

2. Loans and credits from the IMF are typically denominated in special drawing rights, a.k.a. paper gold.

3. Exceptional financing is financing mobilized by a country’s monetary authorities that is not regarded as official reserves.

ii. This account includes liabilities to foreign official holders (a.k.a. foreign reserve assets).

iii. Foreign currencies are by far the largest components of total reserve assets, making up approximately 90% of total reserves assets for IMF member countries.

iv. The net result of all activities in Groups A through D (i.e. the overall balance of payments) must be financed by changes in Reserves and Related Items.

v. For accounting purposes, this group presents a difficulty – are its transactions debits or credits?  

1. Any transaction that finances the balance of payment surplus is a debit. 

2. Any transaction that finances the balance of payment deficit is a credit.

I. The Balance of Payment Identity states that the combined balance of current account (CuA), capital account (CaA), financial account (FiA), net errors and omissions (NEO), and reserves and related items (RR) must be zero.

i. In equation form:  CuA + CaA + FiA + NEO + RR = 0

ii. This means that current account deficits or surpluses are offset by corresponding net foreign investment surpluses or deficits.

III. The Actual Balance of Payments

A. The largest economies in the world tend to have large current account deficits (e.g. U.S., U.K.) or surpluses (e.g. Japan, China).

B. The World Balance of Payments

i. World trade expanded by an average of 6.4% per year between 1991 and 1999.

1. Output slowed in 1998 and 1999 due to the Asian crisis.

ii. A good practical measure of globalization is the excess of world trade over world output.

1. The volume of world merchandise trade reached a new record of $6 trillion in 2001.

2. World trade grew 2.7 times faster than world output in the 1990s.

3. This increase in globalization has driven a rise in living standards across the globe.

iii. International Investment Position is a stock concept that summarizes a country’s assets and liabilities on a given date.

1. A comparison of the U.S. and Japan in terms of their international investment position reveals some striking differences.

a. The U.S. is the world’s largest debtor nation and Japan is the world’s largest creditor nation.  This relationship is reciprocal.

i. U.S. net overseas investments have grown from $6 billion in 1919 to $358 billion in 1983.

ii. U.S. foreign debt reached $2.3 trillion in 2001.

b.  FDI in the U.S. accounts for approximately 35% of foreign assets in the U.S., but FDI in Japan accounts for 10% of foreign assets in Japan.

i. Critics argue that Japan unfairly protects itself from foreign competition.

c. U.S.’s other investments abroad account for approximately 30% of its total foreign assets, while Japan’s amount to approximately 45%.

i. Most of these other investments are short-term capital flows.  This shows that Japan keeps most of its foreign assets in short-term capital.

2. By themselves, net international investment positions are not revealing.  Economists typically look at three categories of the international investment position:

a. Direct investment

b. Portfolio investment

c. Other investment

IV. How to Reduce a Trade Deficit

A. Deflate the Economy

i. A tight monetary and fiscal policy will reduce inflation and income.  This leads to increased exports and reduced imports, which, in turn, improve the trade balance.

1. In action, this means the country should control government budget deficits, reduce the growth of the money supply, and institute price and wage controls.

B. Devalue the Currency

i. A devalued currency against the currencies of major trading partners will reduce a trade deficit.  This is because currency devaluation will make imported goods more expensive and exported goods less expensive.

ii. This will not work if:

1. There is no strong foreign demand for lower priced exports.

2. If domestic companies do not have the capacity to produce more exports.

3. If domestic residents buy imports, even at higher prices.

4. If middlemen do not pass the price changes to customers.

C. Establish Public Control

i. There are two types of public controls: foreign exchange controls and trade controls.

1. Under foreign exchange controls, a country forces its exporters and other recipients to sell their foreign exchange to the government.  This foreign exchange is then allocated to various domestic users.

a. This restricts the country’s imports to a certain amount of foreign exchange earned by the country’s exports.

b. This lowers the amount of imports.

2. Under trade controls, exports and imports are manipulated through tariffs, quotas, and subsidies.

a. These measures can be used to lower the level of imports.

b. On the other hand, these measures may also lead to increased inflation, eroded purchasing power, and a lower standard of living.

D. The J Curve

i. The J-curve is an economics term that describes the relationship between the trade balance and currency devaluation.  The J-curve posits that a country’s currency depreciation causes its trade balance to deteriorate for a short time, followed by a flattening out period, and then ending with a significant improvement in the long run.

1. The typical lag is 18 months, and empirical study finds the J-curve effect in about 40% of cases.

V. Summary

Key Terms and Concepts

Balance of Payments for a country is commonly defined as a record of transactions between its residents and foreign residents over a specified period.

Current transfers consist of all transfers that are not transfers of capital; they directly affect the level of disposable income and should influence the current consumption of goods and services.
Current Account includes merchandise exports and imports, earnings and expenditures for invisible trade items (services), and unilateral transfer items.

Capital account consists of capital transfers and the acquisition or disposal of nonproduced, nonfinancial assets.
Financial account consists of foreign direct investments, foreign portfolio investments, and other investments.
Foreign direct investments (FDI) are equity investments such as purchases of stocks, the acquisition of entire firms, or the establishment of new subsidiaries.
Foreign portfolio investments are purchases of foreign bonds or other financial assets without a significant degree of management control.

Special drawings rights (SDRs) called sometimes "paper-gold", are rights to draw on the international monetary fund (IMF).

Balance-of-payments identity states that the combined balance of current account (CuA), capital account (CaA), financial account (FiA), net errors and omissions (NEO), and reserves and related items (RR) must be zero.

International investment position is a stock concept that summarizes a country's assets and liabilities on a given date.

J curve is the term most commonly used by economists to describe the relationship between the trade balance and currency devaluation.
Multiple Choice Questions

1.
Credit transactions in the balance of payments include  ___.

A.
exports of goods and services

B.
investments and interest paid to foreign residents

C.
investment and interest earnings

D.
transfer receipts from foreign residents

E.
investments and loans from foreign residents

2.
The financial account in the balance of payments does not include ____.


A.
foreign direct investments

B.
foreign portfolio investments

C.
exports of goods and services

D.
other investments

E.
A, B, and D

3.
A country's balance of payments is commonly defined as the _____.


A.
yearly average of all transactions conducted between its residents and foreign residents


B.
record of transactions over a specified period of time between its residents and foreign residents


C.
sum of all transactions conducted by foreign nationals in the host country


D.
sum of all transactions conducted by its residents in foreign countries


E.
C and D

4.
Surpluses and deficits in the balance of payments are not used to _____.


A.
predict pressures on foreign exchange rates


B.
anticipate government policy actions


C.
assess a country's credit and political risks


D.
predict a country's political stability


E.
evaluate a country's economic health

5.
A country's balance of payments affects the _____.


A.
value of its currency


B.
ability to obtain currencies of other countries


C.
policy towards foreign investment


D.
A, and B


E.
A, B, and C

6.
The balance of payments is _____.


A.
sources and uses of funds statement


B.
similar to an income statement


C.
the same as a balance sheet


D.
both an income statement and a balance sheet


E.
none of the above

7.
Transactions that earn foreign exchange are often called _____ transactions.


A.
foreign


B.
debit


C.
credit


D.
international


E.
domestic

8.
Which of the following transactions does not represent a credit transaction?


A.
exports of goods and services


B.
investment and interest earnings


C.
unilateral transfers received from foreign residents


D.
investments and loans from foreign residents


E.
none of the above

9.
Transactions that expend foreign exchange are sometimes called _____ transactions.


A.
foreign


B.
debit


C.
credit


D.
international


E.
domestic

10.
Which of the following transactions does not represent a debit transaction?


A.
exports of goods and services


B.
dividends and interest paid to foreign residents


C.
transfer payments abroad


D.
investments and loans to foreigners


E.
imports of goods and services

11.
In a freely floating exchange rate system, a current account deficit should produce a financial account       .

A.
surplus

B.
deficit

C.
balance

D.
both A and B

E.
all of the above

12.
During the 1990s, the United States had a        in its current account.

A.
surplus

B.
deficit

C.
reasonable balance

D.
both A and B

E.
none of the above

13.
Interest and dividend incomes show up on the       .

A.
merchandise account

B.
reserves and related items

C.
capital account

D.
current account

E.
financial account

14.
In theory, the balance of payments _____.


A.
should always balance


B.
never balance


C.
must balance


D.
has nothing to do with debits and credits


E.
has nothing to do with debits

15.
Official reserve assets are composed of _____.


A.
gold


B.
convertible foreign exchange


C.
special drawing rights


D.
all of the above


E.
A and B

16
World output has grown _____ than world trade during the 1990s.

A. 
faster 

B. 
slower

C. 
ten times faster

D. 
all of the above

E. none of the above

17.  The international investment position of the United States and Japan differ in the following ways:

A.  The US is the largest net creditor nations in the world, while Japan is the largest net debtor nation.


B.
The US is far more insulated from foreign investment than Japan.


C.  Keiretsu in Japan encourage foreign investment and work to reduce trade battier.

D.  The US is the largest net debtor nation in the world, while Japan is the largest net creditor nation.

E.  Both Japan and the US are uninvolved in international finance.
18.  The current wave of US decline is based on which of the following bodies of evidence:


A.  mounting US budget and trade deficits.


B.  continuing declines in the US economy and its stock market.


C.  growing anti-Americanism around the world.


D.  A, B, and C


E.  None of the above.

19.
The J-curve effect holds that a country's currency depreciation causes its trade balance to ____.

A. deteriorate for a short time

B. flatten out after an initial deterioration

C. a significant improvement in the long run

D. A, B, and C

E. A and B only  

20.
To reduce its trade deficit, a country should ____.

A. deflate the economy

B. devalue the currency

C. adopt foreign exchange controls

D. institute trade controls

E. all of the above  

21.
As the real value of the yen rises, the balance on Japan's current account is likely to _____.


A.
stay the same


B.
improve


C.
deteriorate


D.
cannot tell


E.
none of the above

22.
The growing economic interdependence of the United States and other countries is reflected in _____.


A.
expanding international trade


B.
expanding foreign direct investment


C.
expanding portfolio investment


D.
A, B, and C


E.
increasing isolationism

Answers 

Multiple Choice Questions

1
B

  9.
B

17.
D

2.
C

10.
A

18.
D

3.
B

11.
A

19.
D

4.
D

12.
B

20.
E

5.
E

13.
D

21.
C

6.
A

14.
A

22.
D

7.
C

15.
D



8.
E

16.
A
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