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§ Lead-in

The balance-of-payments figures that China’s State Administration of Foreign Exchange
(SAFE) released in April 2013 should have triggered serious concern, if not alarm. The data
adjusted China’s investment-income deficit for 2011 from $26.8 billion to $85.3 billion—a
massive revision that casts doubt on the reliability of China’s balance-of-payments statistics
and exposes a flaw in the economy’s growth path. But few people seem to care.

According to SAFE, as of February 2012, China had accumulated $4.7 trillion in foreign
assets through purchases of United States government securities and other investments, and
more than $2.9 trillion in foreign liabilities through foreign direct investment (FDI) and
borrowing. This puts China’s net foreign assets at roughly $1.8 trillion.

But, despite China’s position as one of the world’s largest creditors, its net
investment-income balance is deeply negative. In fact, China has run investment-account
deficits for six of the last nine years, with preliminary statistics suggesting a deficit of $57.4
billion in 2012.

This chapter shows what the balance of payments is and how it relates to the exchange
rate and overall economic activities. We begin with a general presentation of the balance of
payments and the major transactions to which it refers. We examine the principles guiding its
structure and the interpretation of each type of transaction that is included. Particular attention
is paid to concepts of surplus and deficit. Finally, we look at the functional relationship

between the balance of payments and the overall economy.

1.1 International transactions: the balance of payments

The balance of payments is the record of the economic and financial flows that take place
over a specified time period between residents and non-residents of a given country. The time
period is arbitrary, but it is common practice to supply balance of payments data on a monthly,
quarterly and yearly basis. The residents of a country comprise the central government,
individuals, private non-profit bodies serving individuals, and enterprises, all defined in terms
of their residential relationship to the territory of that economy. Flows refer to income and
expenditure or changes at levels of outstanding assets and liabilities. They are recorded in a
double entry system of credits and debits or sources and uses.

The best way to understand this definition is via some simple examples, but first we have
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to have some general idea of what the balance of payments includes. Table 1.1 shows a

shorthand presentation of how the International Monetary Fund (IMF) portrays the balance of

payments. It is divided into two major accounts, the current account and the capital account.

Each general account is then subdivided into categories such as exports, imports, direct

investment and portfolio investment. When necessary, more details are available.

Table 1.1

Standard components of the balance of payments

Current account

+(-)
+)

Exports FOB

Imports FOB

Trade balance

Exports of non-financial services
Imports of non-financial services
Investment income (credit)
Investment income (debit)
Private unrequited transfers
Official unrequited transfers

Current account balance

Capital account

+)
+(-)
+(-)
+()
+(=)
+(-)
+(-)

Direct investment
Portfolio investment
Other long-term capital
Other short-term capital
Net errors and omissions
Counterpart items

Total change in reserves

Capital account balance

In order to make comparisons between different economies, a standardized method for

compiling the accounts is necessary. The accepted practice is that the elements of both

accounts should be recorded at market prices where possible. Market prices mean the amount

of money that a willing buyer pays to acquire something from a willing seller, when the buyer

and the seller are independent and when such an exchange is motivated only by commercial

considerations. In this context, each transaction is priced individually according to the contract

terms specific to that transaction. It is therefore conceivable that separate transactions, though
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identical in every way, could have different market prices. While most transactions lend
themselves to this notion of a market price, many do not, such as barters, tax payments,
transfers between affiliated enterprises and gifts. In such cases it is necessary to estimate their
actual market values respectively.

With these general definitions in mind, we can move on to some concrete examples of

how the balance of payments accounting works.
The current account

The trade balance

As we see in Table 1.1, the current account includes the trade balance, which comprises
merchandise exports FOB minus imports FOB. Merchandise refers to all movable goods such
as cars, textiles and appliances, and “FOB” means free on board. FOB implies that distributive
services like transport and handling performed on goods end up at the customs frontier of the
economy, from which the goods are exported.
Non-financial services

The next two items of the current account are exports and imports of non-financial
services. Non-financial services include such things as freight, insurance, passenger and travel
services. Freight refers mainly to the carriage or transport of goods between economies.
Insurance covers risks that may occur on movable goods during the course of shipment, on the
carriers themselves, and other risks which endanger such as life and property. The
transportation of persons represents the largest component of passenger services. It includes
services for which passengers pay on board a carrier and for which they pay carriers. Travel
covers the goods and services acquired from an economy by non-resident travelers for their
personal use during their stay in that economy. The most common goods and services are
lodging, meals, entertainment and transportation within the economy, together with gifts,
souvenirs and personal articles that travelers take out of the economies visited.
Investment income

The next item in the current account is about investment income, derived from owning
foreign financial assets. It includes interest and dividends from portfolio investment but
excludes the earnings of incorporated enterprises that are not formally distributed. If, for
example, earnings per share on a portfolio investment are GBP 10 and a GBP 5 dividend is
declared, only the GBP 5 dividend would be counted in the balance of payments. The same is

not true for non-distributed earnings on direct investments, which are treated as investment
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income. The distinction between portfolio investment and direct investment revolves around
the investor’s intentions concerning the management of the foreign company. When the
investor’s purpose is to have an effective voice in the management of the foreign enterprise, it
is considered as a direct investment; when there is no such purpose it is considered as a
portfolio investment. We will have more to say later on about this distribution.
Unrequited transfers

The final components of the current account are private unrequited transfers and official
unrequited transfers. Private unrequited transfers refer mainly to resident immigrant workers’
remittances to their country of origin as well as gifts, dowries, inheritances, prizes, charitable
contributions, etc. Official unrequited transfers include voluntary subsidies, military aid,
voluntary cancellation of debt, contributions to international organization, indemnities
imposed under peace treaties, technical assistance, taxes and fines. Because of the non-market
quality of unrequited transfers, adherence to the market price principle applied to the other
accounts is often impossible. The general rule of thumb is that when unrequited transfers are
offsets to real or financial resources, their value should be assumed to be the same as that of
the real or financial resources, to which they correspond. If these resources themselves have no
actual market value, they should be valued at cost or some national value determined by one of
the parties to the transaction.
The current account as an income statement

This completes the components of the current account. We can see that the current
account resembles the income statement of a private company. Exports of goods and
non-financial services plus credits of unrequited transfers correspond to sales. Imports of
goods and non-financial services plus debits of unrequited transfers correspond to
non-financial expenses such as cost of goods sold, selling expenses and general administrative
costs. Investment income corresponds to dividends and interest. One major difference does
exist, however, in that there is no distinction between costs accruing to operations and costs
associated with capital investment. Consequently, to the extent that there is no provision for
depreciation and that imports of non-financial goods and services can include investment
expenditure, it is not clear from the balance of payments whether there is a profit or loss. This
type of question can only be answered in the context of the overall economy, a problem we

will take up in the following chapter.
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The capital account

Direct investment and portfolio investment

As mentioned in the discussion of investment income, the difference between direct
investment and portfolio investment revolves around whether or not the investor intends to
take an active role in the management of the enterprise, the assets of which are being acquired.
In many cases there is no ambiguity. Bonds, debentures and the like are clearly portfolio
investment insofar as they confer no management or voting rights on their owners. On the
other hand, foreign branches, wholly owned subsidiaries and joint ventures are clearly direct
investments. Since ownership of at least some voting stock is usually seen as a requirement for
direct investment status, it is increasingly difficult to establish the distinction between direct
investment and portfolio investment as the proportion of foreign ownership falls or is
dispersed among various owners and economies. Most countries solve the problem based on
the percentage of foreign ownership by a single investor in the enterprise. If foreign single
investor ownership is above a certain percentage, the investment is considered as direct
investment; below this percentage it is considered as portfolio investment.
Other capital

The next component of the capital account is referred to as “other capital”, which is a
residual category that groups all the capital transactions that have not been included in direct
investment, portfolio investment and reserves. It is divided into long-term and short-term
capital and, because of its residual status, can differ from country to country. Generally
speaking, other long-term capital includes most non-negotiable instruments of a year or more
like bank loans and mortgages. Other short-term capital includes financial assets of less than a

year such as currency, deposits and bills.
Change in reserves

A key element in international economic and financial analysis is the amount of
international liquidity or “reserves” held by the central authority of individual countries.
Reserves include monetary gold, special drawing rights (SDRs), the reserve position in the
Fund and foreign exchange. Monetary gold is gold held by the authorities as a financial asset.
SDRs are reserves created by the International Monetary Fund (IMF) as bookkeeping entries
and credited to the accounts of IMF member countries according to their established IMF

quotas. A decision to create SDRs requires the approval of a majority of the member countries
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holding 85% of the weighted voting power of the IMF. Once created they may be used in the
settlement of balance of payments imbalances among countries participating in the Special
Drawing Account administered by the IMF. More will be said about SDRs and the IMF when
we look at the organization of the international financial system. The reserve position in the
Fund is basically the difference between the member’s quota plus other claims on the Fund
less the Fund’s holdings of that member’s currency. Foreign exchange is by far the largest
component of total international liquidity. It includes monetary authorities’ claims on
non-residents in the form of bank deposits, Treasury bills, short-term and long-term
government securities, and other claims usable in the event of balance of payments need,
including non-marketable claims arising from inter-central bank and inter-government
arrangements, without regard to whether the claim is denominated in the currency of the
debtors or the creditors.

The evolution of international reserves in balance of payments accounting is recorded in
the account called “change in reserves”. This account differs from the other accounts in the
balance of payments insofar as it is the only account that records transactions with residents as

well as non-residents.
Counterpart items

So far nothing has been mentioned about the accounts labeled counterpart items and net
errors and omissions. Counterpart items are analogous to unrequited transfers in the current
account. They arise because of the double entry system in balance of payments accounting and
refer to adjustments in reserves owing to monetization or demonetization of gold, allocation or
cancellation of SDRs and revaluation of the various components of total reserves.

When monetary authorities add to their holdings of monetary gold by acquiring newly
mined gold or existing gold offered on the private market, their reserves increase which creates
a debit or use on the capital account. The offsetting source for the same amount as the increase
in reserves is applied to the counterpart account. When monetary authorities sell gold to the
private sector (demonetization), the resulting source is offset by a use entry for the same
amount in the counterpart account.

The same procedure holds for the allocation of SDRs. SDRs, as a pure creation by the
IMF, give rise to a debit in the reserve account when they are allocated. The offsetting source
is credited to the counterpart account. When SDRs are cancelled, the resulting source in the

reserve account is offset by a debit in the counterpart account.



8 | Errem (23R (BHR)

The floating exchange rate system, which was in place since the early 1970s, and the fact
that an official gold price no longer exists, mean that in the absence of a fixed price unit of
account the various reserve components can show valuation changes relative to each other.
When the monetary authorities adjust the value of their reserves upwards or downwards in

response to these changes, the offsetting credit or debit is applied to the counterpart account.
Net errors and omissions

The errors and omissions in balance of payments accounting arise in large part from the
statistical difficulties involved in gathering balance of payments data. Because officials do not
have the necessary information to make the double entries they make single entries based on
the information available to them. This information often comes from multiple sources that
vary in coverage and reliability. For example, merchandise trade figures are derived from
customs documents, freight charges from reports by shipping organizations, and the resulting
changes in international bank accounts from either banks’ balance sheets or from transaction
records compiled by banks or others. Short-term capital movements are particularly difficult to
track, especially when there is an intent to evade exchange controls, taxes and other
restrictions. Capital movements may also lead or lag the transactions they are meant to finance.
For example, an export shipped in the month of November or December may not be paid for
until January or February of the following year. The net errors and omissions account offsets
the cumulated net difference in the other accounts.

1.2 Balance of payments surplus and deficit

The balance of payments always balances since each credit in the account has a
corresponding debit elsewhere. However, this does not mean that each of the individual
accounts that make up the balance of payments is necessarily in balance; for instance, the
current account can be in surplus while the capital account is in deficit. When talking about a
balance of payments deficit or surplus economists are really saying that a subset of items in the
balance of payments is in surplus or deficit.

Economists make a distinction between autonomous (above the line) and accommodating
(below the line) items. The former are transactions that take place independently of the balance
of payments, whilst accommodating items are those transactions which finance any difference
between autonomous receipts or payments. A surplus in the balance of payments is defined as

an excess of autonomous receipts over autonomous payments, while a deficit is an excess of



