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CHAPTER 1
BALANCE OF PAYMENTS

In an open economy, residents of one country can engage in a
vast variety of transactions with residents of other countries. For
example, U.S." residents buy Japanese cars and U. & manufactur-
ers sell commercial jets to Air China. ‘Similarly, Japanese investors
are building plants in China and Korean corporations are raising
funds by selling bonds’ on international {inancial markets. These are
some of the transactions that involve inpayment and outpayment of
a country, and the balance of payments of this country will register
and reflect as any such transactions will affect, one way or another,
its international liquidity. Precisely speaking, the balance of pay-
ments? (BOP) is a financial statement showing all reported transac-
tions of residents of one country with residents of other countries
during a given peri(‘)d.- It catalogues various forms of transactions
whether they requirg actual payments or not. The word ”residents”
here is used in a broad sense, It includes individuals, businesses, and
government units. For example, a corporation is the resident of the
nation where it is incorporated, but its foreign branches and sub-

sidiaries arc not.
The balance of payments is ordinarily an annual report.

This chapter has three objectives; (1) to discuss the double—en-
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try nature of the balance of payments, @) to present the balance of

payments accounts and @) to consider if BOP deficit is a bad thing.

1. Double—Entry Accounting

-
The balance of payments is an accounting statement based on
double —entry bookKeeping®. Each transaction appears twice, once
as a credit* (4) and once as a debit>(—). Any transaction that is
expected to lead 1o a payment to other nations is classified as a debit
item, because it draws down the country’s foreign exchange re-
serves, whereas credit entries record items that will bring foreign
exchange into the country. Balance of payments measures {lows
rather than stocks. In other words, it does not intend to tell people
“the levels of a country’s asset holdings and liabilities, but the

changes of these itéms.

A BOP can also be regarded as a sources —and ~— uses — of —
funds statement.  Sources of funds  represent an acquisition
of external purchasing power, the right to claim goods and services
or to invest in another country. They include exports of goods and
services, investment and interest earnings, unilateral transfers re-
ceived from abroad and loans from foreigners. Uses of funds mean
decrease in the country’s external purchasing power. They include
imports of goods and services, dividends paid to foreign investors,
transfer payments abroad, loans to foreigners, and decreases in re-
serve assets. Items that represent sources of funds are recorded as
credit while those that represent uses of funds are treated as debits.
In order to have a better idea how the BOP is generated, a few hy-
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pothetical events are given below.
Example 1.

A French importer buys an American car for $ 20,000 and 1s
allowed 90 days’ credit to pay. The car export appears, in the
U. S. balance of payments as a credit in merchandise account, be-
cause it involves dollar 7 inpayment” to the United States, whereas
the credit extended to the French is a debit to short —term capital,
since Americans make dollars available to foreigners, it is dollar ”
outpayment” from the United: States in exchange for the import of
paper 10U® or promises to repay in 90 days. To put it another way .
by agreeing to waif 90 days for payment, the
U. S. exporter is extending credit to, and has acquired a claim on

the French importer. The transaction, as an illustration, will ap-

pear on U. S. balance of payments as follows:

Short—term capital outflow $ 20,000 (debit)
Merchandise export $ 20,000 (credit)

Of course, a credit item to one country is a debit item to the
other, and vice versaj thus the car transaction, registered as a cred-

it in the U.S. BOP, is a debit in the French BOP.

Example 2.

An American tourist travels to Geneva and spends $ 10, 000
there. In this case, U.S. receives travel service from Switzerland
just as it imports some goods from there. It is a use of funds. So it
is a debit entry in service account. In return for these tourist ser-
vices, Swiss banks now have $ 10,000 worth of U. S. dollars. This

J— 3 —




increase in deposits of Swiss banks in U. S. banks represents a
source of funds for U.S.. This transaction will be recorded

in U. 8. BOP as follows;

L

Tourist expenditures $ 10,000 (debit)
Short —term capital inflow $ 10,000 (credit)

Example 3. g
U. S. Red Cross sends $ 50,000 worth of grain to Nicaragua.
The grain export could have bfought dollars to U. S. thus repre-
senting a source of funds, only the U.S. government chose 1o give
it free. So it is still registered as a credit item. Since the grain is a
gift, U.S. gets nothing in return. So the balancing entry is Gnilat-
eral transfer, it reduces the assets of the U. S. and reports a use of

funds. It 1s a debit item.

Unilateral transfer $ 50,000 (debit)
Merchandise export $ 50,000 (credit)

2. Balance of Payments Presentation

It is understood by all that the literally millions of-transactions
of the residents of a nation with the rest of the world can not appear
individually in the BOP. As a summary statement, the BOP aggre-

gates all the transactions into a few major categories as follows:
(1> The current account

The current account” is the part of the BOP account which

A4_



summarizes transactions in currently produced goods ard services,
including merchandise, services, investment income, etc. Entries in
this account are ”éurrciit” in nature because they do not lcad to fu-
ture claims. A current account surplus represents a net inflow of

[unds, while a deficit represents a net outf{low of funds.
1 ) . .
The balance of merchandise trade v

The most publicized segment of the BOP is balance between
exports and imports of physical goods such as machinery, automo:
biles and farm products. They can be seen and touchéd when they
cross international borders. So they are also called visible. Mer-
chandise exports and ‘imports afe the largest components of total in-
ternational payments for most countries. P

Services

Services include such invisible items as interest and dividends,
travel and transportation, plus insurance and banking. A couritry’s
purchases of services fepresent imports with debits recorded. A
country’s sales of these services to [oreigners represent exports with

credit recorded.

‘The balance between exports and imports of goods and services

is called the balance of goods and services.

Unilateral transfers

This subcategory includes gifts and grants by both private par-

-
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ties and governments. For instance, money sent by immigrants to
their families in the native country represents private transfers.
Government transfers include money, goods, and services as aids to

other coyntries,
(2) The capital account

The capital account® is the part of, the. BOP account which sum-
marizes transactions in financial assets, including stocks, bonds,
short —term credit, .and direct purchase of {oreign plants or busi-
nesses. It records transactions related to movements of long— term

and short —term capital.

Since W. W. 11, the unprecedented economic growth of the de-
veloped countries has brought about rapid growth. of international
trade and a huge amounts of surplus capital. This has made it possi-
ble for them to pursue foreign expansionist policy by way of extend-
ing their overseas markets and investing in foreign countries to get
control over others’ natural resources and make handsome profit. At
the same time developing countries need to import modern technolo-
gy and equipment to enhance their labour productivity and hence re-
quire large amounts of foreign capital in the form of government
loans and bank credits to defray their disbursements for the im-
ports. Therefore in the recent decades, the inflow and outflow of
capital have gained ever increasing importance in the BOP of the de-
veloped countries and also the developing countries but to a lesser

extent.

The capital account is subdivided into long — term capital and
short—term capital.

_6_



Long—term capital .

It refers to capital investment for a period of one year or
longer, comprising foreignf direct investment, portfolio investment
. and foreign loans by the governmental and private sectors. Private
long — term capital flow includes direct, investment® in foreign sub-
sidiaries and joint ventures, and portfolio investment'® abroad of
multi — national corporatjons and other private enterprises. The pur-
chase of common stocks, preferred stocks and bonds in foreign
countries are considered portfolio when the purchase does not bring
with it a significant operational control of the purchased asset. The
increase or decrease of overseas assets and liabilities of international
commercial banks. is also in. cluded in the long — term capital

category.

Short—term capital .

It refers to the capital investment for a peri_bd of less than one
year, comprising the short —term capital flows of both private and
governmental sectors. Generally they take the forms of operational
loans, demand deposits and the purchase of securities which mature
within one year. Short—term capital movements tend to be much
more volatile than long — term ones and thus more likely to

causesudden sharp changes in the balance on capital account.
(3) The official reserve account

The official reserve account' is composed of gold, Special
Drawing Rights (SDRs) and convertible foreign currencies. It
J— 7 J—



Lo e

records transactions in the official reserves held by the central au-

thorities. It shows how the surplus or deficit on the rest of the ac-

counts is financed. These kinds of transactions do not occur for
their own sake, but just for the setilement of other accounts. The
two subsections here are: chafiges in the liquid Labilities {o foreign
official agencies and changes in official reserve assets. To put them
in the U.'S. context, the two items would be; changes in the {or-
eign official holding of dollars and changes in U. S. reserve assets.
The first represents 'the changes in U. S._ debts to foreign central
banks.

When 4 country has a deficit on the  rest of the accounts,
basically, the deficit can be financed in two ways. Foreign countries
can hold o to their claims -on official reserves of the deficit country,
that is, they are granting credit to that country, allowing it to use
the credit to finance the deficit on the rest of the accounts. Another
way to handle the deficit is that the deficit country spends some of
its international monetary reserves— —a loss of official reserve as-
sets. Payment may be made in  gold, in foreign exchange, or
in other accepted media of official international payments, such as

SDRs.

To sum up,-a déficit on current plus capital accounts must be
matched by a net surplus on the olficial financing accounts ——gov-
ernment may borrow abroad or decrease its exchange réserves. A
surplus on current plus capital accounts implies a deficit on the offi-
ctal {inancing accounts— — government may decease its debt to for-
eign central banks or increase its holding ol reserve assets.

Any increase in the reserve assets indicates a use of funds or a

,_,8__
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debit entry in the BOP. On the other hand, a decrease in the re-

serve assets represents a source of funds or a credit entry.
(4) Statistical discrepancy

Statistical discrepancy’? is the part of BOP account that reflects
missing information; by definition, the sum of the current account
balance and the capital account balance must equal the official re-
serve transactions (a number we can determine with certainty), but
in reality, gaps do occur between the two, so a term labelled statis-
tical discrepancy (errors and omissions) is included to reconcile the

differences.

Differences occur for several reasons. First, the gathering of
data is a complicated process. The complicatién includes smuggling ,
unrecorded capital {lows, people living in more than one country
and so on and so {orth. Besides, measur ement errors and the phys-
tcal inability of instantaneously registering all inter national transac-

tions also add to the difficulty.

In our first example, if the export of the car to France is
recorded but the capital movement, for some reason, goes un-
recorded, this will leave a gap on the BOP statement. This is but
one instance that reveals the possibility that BOP accounts do not al-
ways have perfect information. What’s more, people interpret the
data differently, so statistical discrepancy will invariably appear. It
simply reflects the difference between all known inpayment and out-
payment items so as to bring total debits and credits into an arith-
metic equality., In another word, this artificial account was thrown
in to {ill the gap between the balance on current and capital accounts

— Q. —



