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Introduction

• In an open economy setting countries borrow and lend from one
another:

• to smooth consumption and investment short-falls
• to earn higher rates of return

• Details recorded in the Balance of Payments:
• Current Account concerned with resource exchanges
• Financial Account (capital account) concerned with capital flows

• Transactions occur over periods of time

• Economic agents make decisions about both present and future
activities
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Introduction

• In a small open-economy model with capital mobility
• Households are able to smooth consumption over time (regardless of

the path of output)

• This is a major departure from closed-economy models

• The idea is that in an open-economy a country should finance
temporary negative shocks through foreign borrowing

• However, when encountering a permanent negative shock, it should
seek to embark on a structural adjustment programme
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Current Account Balance

• Current Account balance reflects a country’s borrowing needs

• Related to the NIIP that reflects a country’s net foreign wealth
(CA = ∆NIIP )

• During the early-to-mid 1980’s South Africa ran a large Current
Account deficit during the period of the ’Debt Crisis’

• As the demand for SA rand decreased the exchange rate also
decreased, which meant that the value of all our existing foreign
debt increased (in terms of domestic currency)

• In the following graph we note that we have been running a
consistent Current Account deficit over recent periods of time
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Current Account Balance over Time
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Current Account Balance

• When compared to other countries our deficit is quite large -
although nothing like that of the U.S.

• Suggests that the U.S. is largely responsible for purchasing resources
of other countries

• Germany, Japan & China is providing the U.S. with funds to
purchase these resources
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Global Current Account Imbalances
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Global Current Account Imbalances

• The degree of imbalance has sparked a great deal of interest - how
sustainable is this position?

• Particularly as the US has been running a Current Account deficit
for a long period of time to provide a particularly large negative NIIP

• In the past, countries with large external debt to GDP ratios have
experienced sudden reversals in international capital inflows, which
resulted in costly economic & financial crises

• The recent GFC has once again highlighted the potential fragility of
economic and financial systems and what would be the consequence
of a potential trade war between China and the U.S.?
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Global Current Account Imbalances

Figure: Brown - CA deficit, Green - CA surplus, Grey - no data
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Global Imbalances
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Balance of Payments

• IMF has developed a framework for compiling the balance of
payments and the international investment position

• Details provided in Balance of Payments and International
Investment Position Manual

• First published in 1948, most recent 6th edition published in 2009

• Statistics are published in IMF Balance of Payments Statistics
Yearbook and stats provided on IFS

• Yearbook data are expressed in U.S. dollars although national
sources usually publish the country’s balance of payments in national
currency
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Balance of Payments

• BOP of a country is a record of all economic transactions that have
taken place during a given period of time between the residents of
the reporting country and residents of foreign countries

• It is a flow concept that reflects the change in the stock value
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Balance of Payments
Definitions

• Term economic transaction relates to the transfer of economic value
from one economic agent to another

• Includes both real and financial transfers (where some may be quid
pro quo):

• purchase or sale of goods and services
• exchange of goods and services
• exchange of financial items
• etc.

• Transaction is deemed to be international when it takes place
between a resident and a nonresident

• Illegal transactions are treated the same way as legal actions
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Balance of Payments
Definitions

• Concept of resident does not coincide with that of citizen, though
they often overlap

• Residents are those whose general centre of interest is considered to
rest in that economy other than on a temporary basis (i.e. consume
goods and services, participate in production, etc.)

• Definition is not particularly clear so the IMF Manual has a set of
rules to solve possible doubtful cases, that include those for
students, tourists, commercial travellers, official diplomatic and
consular representatives, members of the armed forces, etc.
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Balance of Payments
Main Components

• Main three components are the:

1. Current account

2. Financial account

3. Capital account

• Current account = Financial account + Capital account
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Current Account

• Current account includes flows of goods, services, primary income,
and secondary income between residents and nonresidents

• Exports and imports of goods are the “visible” items of trade, where
the Manual seeks to maintain uniformity in the valuation of items

• Exports and imports of services are the “invisible” items of trade
that may include commercial services, maintenance and repair,
freight services, etc.

• Primary income represents the return that accrues directly from
work, financial assets and natural resources

• Secondary income account reports current transfers between
residents and nonresidents (i.e. personal income transfers,
remittances, etc.)
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Current Account

• Therefore, we could decompose the Current Account into the
following components:

Current Account Balance = Trade Balance + Income Balance +
Net Unilateral Transfers

• Trade Balance is the difference between exports and imports of
goods and services

• Merchandise Trade Balance keeps record of net exports of goods
• Services Balance keeps record of net receipts from items such as

transportation, travel expenditures, and legal assistance
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Current Account

• Income Balance is the difference between income receipts on foreign
assets that are owned by domestic residents and income payments
by domestic residents on foreign-owned assets

• Net Investment Income includes items such as international interest
and dividend payments and earnings of domestically owned firms
operating abroad

• Net International Compensation to Employees includes compensation
receipts from earnings of domestic residents employed temporarily
abroad, etc.

• Less compensation payments to foreign workers (usually from
bordering countries) who commute to work

• Net Unilateral Transfers include payments that do not correspond to
purchases of any good, service, or asset

• Would include and gifts made by the domestic country to foreign
countries (i.e. private remittances)
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Financial Account

• Shows the financing usually by way of capital transfers or
transactions in financial instruments of real resource flows

• Records transactions that involve financial assets and liabilities

• Includes direct investment, portfolio investment, financial derivatives
(other than reserves) and employee stock options, other investment,
reserves

• Distinguish between long-term and short-term contracts (which may
have different maturity structures)

• Would also include foreign financing of government or central bank

• The reserves comprise of assets available to central authorities of a
country to meet balance of payments financing needs

• Involves frequent revaluation for fluctuations in their price
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Financial Account

• Financial Account has two main components:

Financial Account = Increase in foreign-owned assets in the
domestic economy - Increase in domestic-owned assets abroad

• Foreign-owned assets in the domestic economy include domestic
securities held by foreign residents, domestic currency held by foreign
residents, etc.

• Foreign assets that are owned by domestic residents would include
foreign securities, domestic bank lending to foreigners, etc.
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Capital Account

• Capital account includes two main items:
• Capital transfers receivable and payable between residents and

foreigners
• Acquisition and disposal of non-produced, foreigners assets between

residents and foreigners

• Includes natural resources rights, contracts, leases, licenses,
marketing assets and goodwill

• Could be important in low-income countries, as it includes debt relief
or debt-forgiveness, foreign aid, migrant transfers, etc.

• In the earlier academic literature the definition of the capital account
included the financial account (in addition to the above items)
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Balance of Payments

• Before concluding this section note that an international transaction
does not necessarily contain one entry in the current account and
one entry in the financial account

• It could gives rise to two entries in the financial account or two
entries in the current account

• For example, purchase of foreign shares that are paid for in domestic
currency generates a positive and negative entry in the financial
account
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Balance of Payments
Accounting

• Uses a standard double-entry bookkeeping for debit and credit
entries

• Credit entries pertain to exports, which are offset by debit entries
that are recorded for the exporter’s increase in foreign currency bank
balances (or other form of foreign currency asset)

• Debit entries pertain to imports, which are offset by credit entries
that are recorded for the exporter’s decrease in foreign currency bank
balances (or an increase in foreign currency liabilities)

• From the perspective of the financial account, payments from the
rest of the world are recorded as credit entries (when a country runs
a current account deficit)

• While payments to the rest of the world are to be recorded as debit
entries in the financial account
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Balance of Payments
Accounting

• Time at which transactions are deemed to have taken place is
usually governed by the change of ownership principle

• Taken to be the time that the parties concerned record the
transaction in their books

• Must be uniformity of valuation of exports and imports:
• All exports and imports should be valued on a free on board basis

(i.e. excl. cost of insurance and freight)
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Surplus and Deficits

• Under double-entry bookkeeping, the balance of payments always
balances

• Terms surplus and deficit qualify whether or not a country is
indebted to the rest of the world as a result of the international
transactions that it has made

• For example if the Trade Balance is negative, where the domestic
economy imports more than exports then it runs a Trade Balance
deficit

• If all the other items in the Current Account net to zero then the
country will be running a Current Account deficit

• In such a case the Financial or Capital Account would need to be in
surplus, where borrowing exceeds the amount lent to foreigners

• Note that these statistics could be subject to some interpretation -
not necessarily comparable between countries or over time
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International Investment Position

• The international investment position refers to the balance of
indebtedness

• Records the outstanding claims of residents on nonresidents and the
outstanding claims of nonresidents on residents at a given point in
time

• Provides insight into sustainability and vulnerability of a country’s
stock of foreign liabilities

• Includes estimates of currency mismatches, sector and interest rate
composition of debt, and the effect of the maturity structure on
liquidity
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Multi-country models

• When two-country (or n-country) models are used we usually assume
that the sum of the balances of payments of all countries is zero

• Termed the international consistency condition, which states that:

n∑
i=1

Bi = 0

• Surplus of one country must necessarily be matched by a
corresponding deficit of one or more other countries
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Small and Large Open Economies

• Could make use of a number of different assumptions for either
two-country or multiple-country characterisations

• In a two-country model the rest-of-the-world is treated as a separate
country

• Multiple-country models are more interested in the specific
interactions between specific countries

• Small open-economy model assumes that the rest of the world is
exogenous

• Domestic economy is assumed to have a negligible influence on
variables for the rest-of-the-world

• Open-economy or large country models refer to cases where the
actions of a country affect economic activity in the rest-of-the-world
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Conclusion

• Considered a number of relevant details regarding the construction
of the Balance of Payments

• Data suggests that several countries, including South Africa, have
been running large Current Account deficits

• The U.S. has also accumulated a considerable deficit in its Net
International Investment Position
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