
UNIT 7 BALANCE OF PAYMENTS: 
INTRODUCTION 

Structure 

I In this Unit, we have discussed the concepts of balance of payments. Balance 
of payments of country records its economic transactions with the rest of the 
world. The entries are recorded in double-entry book keeping method. 
Monetary receipts are recorded in the credit side of the accounts, and the 
payments in the debit side. Balance of payments has two parts - current 
account and capital account. Current account of the balance ofpayments records 
transactions on account of trade in goods and services, unilateral transfers etc. 
Different financial capital inflows and outflows are recorded in the capital 
account. Balance of payments should always balance in the accounting sense, 
meaning that the sum of all the debit side entries must match with the credit 
side entries. On account of various reasons some entries do not get properly 
recorded in the balance of payments. Due to this reason debit and credit side 
entries often fail to match with each other. Errors and omissions take care of 
them. Balance of payments in accounting sense must always balance. But that 
does not imply that balance of payments will always be in equilibrium. By 
equilibrium in balance of payments it is meant that present liabilities are 
perfectly matched by the present asset positions of the country with respect to 
the rest of the world. For this purpose, one has to take into consideration the 
three basic balances namely, merchandise trade balance, service trade balance 
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7.0 OBJECTIVES 

After reading this Unit, you will be able to 

explain the balance of payments accounts of a country; 
describe current account of balance of payments; 
spell out capital account of balance of payments; 
give explanation of the errors and omissions in balance of payments; and 
give a picture of the surplus and deficit in balance of payments. 

7.1 INTRODUCTION 
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The balance of payments accounts are an integral part of the national income 
accounts for an open economy. They record (in principle) all transactions 
between 'residents' of the country concerned and those of other countries, where 
'residents' are broadly interpreted as all individuals, businesses, and 
governments and their agencies; international organisations are also classified 
as 'foreign' residents for this purpose. 

The balance-of-payments accounts, however, serve another purpose. The 
balance of a country's foreign transactions, and the accompanying issues of the 
exchange rate and reserves (whether of gold or of foreign currencies) has long 
been a focus of interest for policy-makers. 

7.2.1 The Balance of Payments: Book-Keeping 

The balance of payments is essen~!'ally an application of the double-entry book- 
keeping, since it records both transactions and the money flows associated 
with those transactions. Transactions, which give rise to money receipts h m  
the rest of the world, are recorded in the credit side of the balance of payments. 
On the other hand, transactions, which lead to monetary payments abroad, are 
recorded in the debit side of the balance of payments accounts. If we do this in 
a proper way debits and credits will always be equal, so that in an accounting 
sense the balance of payments will always be in balance. An accounting 
balance is however not synonymous with balance of payments equilibrium. 

It is important to keep in mind that a balance-of-payments account records 
flows between countries over a specified period of time (usually a year for the 
full accounts, but often less for some components of the accounts). Some items 
in the balance of payments are readily identified as flows, such as exports. 
Other items, however, are flows arising from changes in stocks. 

Traditionally there are two basic elements in a perfectly compiled set of 
balance-of-payments aeccwts: the c ~ r ~ e n t  account and the capital account. 
Each of these is usually subdivided, the former into visible and invisible trade 
and unrequited transfers, the latter into long-term and short-term private 
transactions and changes in official reserves. The essential difference between 
the two is that capital account transactions necessarily involve domestic 
residents either acquiring or surrendering claims on foreign residents, whereas 
current account transactions do not. In practice there is a third element, the 
'balancing item' or 'errors and omissions', which reflects our inability to record 
all international transactions accurately. 

Check Your Progress 1 

1) What do you mean by balance of payments? 



2) Explain the statement "Balance of payments always balances". Balance of Paymeots: 
introduction 

7.3 THE CURRENT ACCOUNT 

The current account records imports and exports of goods and services and 
unilateral transfers. Balance-of-payments accounts usually differentiate between 
trade in goods and trade in services. The balance of exports and imports of the 
former is referred to as the balance of visible trade or as the balance of 
merchandise trade. It is often useful for economic purposes to distinguish 
between factor and non-factor services. Trade in the latter, of which shipping, 
banking and insurance services, and payments by residents as tourists abroad 
are usually the most important, is in economic t m s  little different from trade 
in goods. That is, exports and imports of such services are flows of outputs 
whose values will be determined by the same variables that would affect the 
demand and supply for goods. Factor services, which consist of interest, profits 
and dividends, are on the other hand payments for inputs. 

Unilateral transfers, or 'unr,equited receipts', are receipts, which the residents 
of a country receive 'for free', without having to make any present or future 
payments in return. Receipts fiom abroad are entered as positive items, 
payments abroad & negative items. 

The net value of the balances of visible trade and of invisible trade and of 
unilateral transfers defines the balance on current account.   able 7.1 shows the 
various components of the current accounts of India in 2004-05. Notice that 
there is a large deficit in merchandise trade, but an almost equally large surplus 
in miscellaneous services, which would include export revenues earned by call 
centres and other information technology enabled services (ITES). Also notice 
that private transfers (mainly remittances fiom NRIs) far exceed official 
transfers (foreign aid in the form of grants from other countries). 

Table 7.1 Current Account Balance of India (2004-05) 
(In Rupees crores) 

I item I Credit I Debit / Net I 
I. Merchandise 

11. Invisible (a+b+c) 

a) Service 

i) Travel 

ii) Transportation 

iii) Insurance 

iv) n.e.c.* 

v) Miscellaneous 

362661 

347098 

229682 

22537 

22645 

4564 

1812 

178124 

533778 

205477 

-171 117 

141621 

164524 

24817 

20363 

3249 

1172 

14923 

65158 

-2280 

2282 

1315 

640 

163201 
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* not elsewhere classified 
* 

Of which Sofhvare Services 

b) Transfers 

i) Official 

ii) Private 

c) Income 

i) Investment Income 

ii) Compensation of Employees 

Total Current Account (I+II) 

7.4 THE CAPITAL ACCOUNT 

The capital account records all international transactions that involve a 
resident of the country concerned changing either his assets with or his 
liabilities to a resident of another country. As we noted earlier, transactions in 
the capital account reflect a change in a stock - either assets or liabilities. 

77609 

96318 

2785 

93533 

2 1098 

20486 

612 

709759 

It is often useful to make distinctions between various forms of capital account 
transactions. The basic distinctions are between private and official 
transactions, between portfolio and direct investment, and by the term of the 
investment (i.e. short or long term). 

Direct investment is the act of purchasing an asset and at the same time 
acquiring control of it (other than the ability to re-sell it). Portfolio investment 
by contrast is the acquisition of an asset that does not give the purchaser 
control. An obvious example is the purchase of shares in a foreign company or 
of bonds issued by a foreign government. Loans made to foreign firms or 
governments come into the same broad category. Such portfolio investment is 
often also distinguished by the period of the loan (short, medium or long are i 
conventional distinctions, although in many cases only the short and long 
categories are used). The distinction between short-term and long-term 
investment is often confusing, but usually relates to the specification of the 
asset rather than to the length of time for which it is held. 

302 1 

1939 

142 

1797 

39014 

33327 

5687 

739255 

The purchase of an asset in another country, whether it is direct or portfolio I 

investment, would appear as a negative item in the capital account for the 
purchasing firm's country, and as a positive item in the capital account for the 
other country. That capital outflows appear as a negative item in a country's 

1 
balance of payments, and capital inflows as positive items, often causes 
conhsion. One way of avoiding this is to consider the direction in which the 
payment would go (if made directly). The purchase of a foreign asset would 
then involve the transfer of money to the foreign country, as would the 
purchase of an (imported) good, and so must appear as a negative item in the 
balance of payments of the purchaser's country (and as a positive item in the 
accounts of the seller's country). 

74588 

94379 

2643 

9 1736 

17916 

-12841 

-5075 

-29496 

The net value of the balances of direct and portfolio investment defines the 
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capital accounts of India in 2004-05. Official long-term transactions are sub- Balance of Payments: 

surned in 'Other long-term capital'. Notice that private capital flows (portfolio Introduction 

investment, commercial borrowings, and banking capital) are much higher than 
external assistance (foreign aid in the form of loans). This is very different 
fiom the situation that prevailed upto the 1980s. 

Table 7.2 Capital Account Balance of India (2004-05) 

(In Rupees Crores) 

Capital Account 

1. Foreign Investment (a+b) 

a) Foreign Direct Investment (i+ii) 

i) In India 

Equity 

Reinvested Earnings 

Other Capital 

ii) Abroad 

W t y  

Net 

53319 

13698 

24869 

15113 

8159 

1597 

-1 1171 

-6319 

Credit 

206696 

25267 

24914 

15 158 

8159 

1597 

353 

353 

Debit 

153377 

11569 

45 

45 

11524 

6672 
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The balance-of-payments accounts are completed by the entry of: other minor 
items that can be identified but do not fall comfortably into one of the standard 
categories; errors and omissions, which reflect transactions that have not been 
recorded for various reasons and so cannot be entered under a standard 
heading, but which we know must appear since the full balance-of-payments 
account must sum to zero; and changes in official reserves and in official 
liabilities that are part of the reserves of other countries. 

Errors and omissions (or the balancing items) reflect the difficulties involved 
in recording accurately, if at all, a wide variety of transactions that occur within 
a given period (usually 12 months). In some cases there may be such a large 
number of transactions that a sample is taken rather than recording each 
transaction, with the inevitable errors that occur when samples are used. In 
other cases, problems may arise when one or other of the parts of a transaction 
takes more than one year. For example, with a large export contract covering 
several years some payment may be received by the exporter before any 
deliveries are made. But the last payment will not be made until the contract 
has been completed. Dishonesty may also play a part, as when goods are 
smuggled, in which case the merchandise side of the transaction is unreported 
although payment will be made somehow and will be reflected somewhere in 
the accounts. Similarly, the desire to avoid taxes may lead to under-reporting 
of some items in order to reduce tax liabilities. 

Finally, there are changes in the reserves of the country whose balance of 
payments we are considering, and changes in that part of the reserves of other 
countries that is held in the country concerned. Reserves are held in three forms: 
in foreign currency, usually but not always the US dollar, as gold, and as 
Special Drawing Rights (SDRs) borrowed fiom the IMF. Note that reserves do 
not have to be held within the country. Indeed most countries hold a proportion 
of their reserves in accounts with foreign central banks. 

The changes in the country's reserves must of course reflect t6e net value of all 
the other recorded items in the balance of payments. These changes in reserves 
will of course be recorded accurately, and it is the discrepancy between the 
changes in reserves and the net value of the other recorded items that allows us 
to identifjr the errors and omissions. 

Check Your Progress 2 

1) What do you mean by current accounts of balance of payments? 

........................................................................................................................ 
2) What items are recorded in capital account of balance of payments? 
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7.6 AAC'TOIt.iOMOUS AND ACCOMMODATING 
ITEMS 

Econcr;.,;sts have often found it useful to distinguish between autonomous and 
accon~modating items in capital account of the balance of payments. 
Trmsaztions are said to be autonomous if their value is determined 
indepe~dently of the Salance of payments. Accommodating items on the other 
hand are determined by the net consequences of the autonomous items. An 
alternative nomenclature is that items are 'above the line' (autonomous) or 
'below the line' (accommodating). Obviously the sum of the accommodating 
and autonomous items must be zero, since all entries in the balance-of- 
payments azcounts must come under one of the two headings. 

Whether the balance of payments is in surplus or deficit depends on the 
balance of the autonomous items. The balance of payments is said to be in 
surplus if autonomous receipts arc greater than autonomous payments and in 
deficit if autonomous recelpts are less than autonomous payments. 

Unfortunately, the distinction between autonomous and accommodating items 
is not as straightforward as it may seem. Essentially the distinction lies in the 
motives underlying a.transaction, which are almost impossible to determine. 
There is nevertheless a great temptation to assign the labels 'autonomous' and 
'accommodating' to groups of items in the balance of payments. That is, to 
assume that the great majority of trade in goods and of long-term capital 
movements are autonomous, and that most short-term capital movements are 
accommodating. 

Whether that is a reasonable approximation to the truth may depend in part on 
the policy regime that is in operation. For example, what is an autonomous 
item under a system of fixed exchange rate and Iimited capital mobility may 
not be autonomous when exchange rates are floating and capital may move 
freely between counmes. 

In the current syster??, however, the exchange-rate system is one of managed 
flexibility', with It?-; oficial reserves used to smooth exchange rate 
fluctuations rather than to maintain the rate within a given band, and capital is 
much more mobile. .4 case can be made for regarding capital movements as 
autonomous under this system (determined by investment opportunities, 
savinlgs rates, etc.). Movements in capital then determine the exchange rate 
which in turn determines the current account balance, so that trade in goods 
and se-n.ices is the accommodating item. 

7.7 DEFICIT AND SURPLUS IN THE BALANCE 
OF PAYMENTS 

The conventional focus is on three main imbalances that may occur within the 
balance of payments. The first is the current account andfor the trade account. 
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The basic balance is defined as the sum of the current account balance and the 
net balance on long-term capital, which were then seen as the most stable 
elements in the balance of payments, and so placed 'above the line'. A 
worsening of the basic balance (an increase in a deficit or a reduction in a 
surplus, or even a move from surplus to deficit) was seen as indicating a 
deterioration in the (relative) state of the economy. 

An alternative approach is to cgnsider whether the net monetary transfer that 
has been made by the monetary authorities is positive or negative - the 
so-called settlements concept. If the net transfer is negative (i.e. there is an 
outflow) then the balance of payments is said to be in deficit, but if there is an 
inflow then it is in surplus. The basic premise is that the monetary authorities 
are the ultimate financiers of any deficit in the balance of payments (or the 
recipients of any surplus). These official settlements are thus seen as the 
accomhodating item, all others being autonomous. 

The monetary authorities may finance a deficit by depleting their reserves of 
foreign currencies, by borrowing from the IMF, or by borrowing from foreign 
monetary authorities. The latter source is of particular importance when other 
monetary authorities hold the domestic currency as part of their own reserves. 
A country whose currency is 'used as a reserve currency (such as the United 
States) may be able to run a deficit in its balance of payments without either 
depleting its own reserves or borrowing from the IMF since the foreign 
authorities may be prepared to purchase that currency and add it to their own 
reserves. The settlements approach is mbre relevant under a system of pegged 
exchange rates than when exchange rates are floating. You will read about 
exchange rates in the following Unit in this block. 

Check Your Progress 3 

1) What do you mean by surplus or deficit in balance of payments? 

2) What purpose autonomous and accommodating flows serve in balance of 
payments? 

7.8 LET US SUM UP 

In this Unit, we have learnt about balance of payments. ,Balance of payments is 
a record of transactions of a country with the rest of the world. In accounting 



sense it is a double entry book keeping system and does always balance. By Balance of Payments: 

balance of payments surplus/deficit is meant the gap between the country's Introducti~n 

receipts and payments with the rest of the world. The Unit also explains to you 
the various components of the balance of payments. These are current account, 
capital account, the remaining items and the autonomous and accommodating 
items. 

7.9 KEYWORDS 

Balance of Payments: Accounts of monetary transactions of a country with 
the rest ofworld on account of trade in goods and services, unilateral transfers, 
different types of capital flows etc. 

Current Account: Accounts of monetary transactions of a country with the 
rest ogthe world on account of trade in goods and services, unilateral transfers 
etc. 

Capital Account: Accounts of different capital flows (real.or financial) 
between the country and the rest of the world. 

Capital Flows: A net flow of capital, real and/or financial, fi-om (into) a 
country, in the form of reduced holdings of domestic assets by foreigners and/ 
or increased purchases of foreign assets by domestic residents. Capital inflows 
(outflows) are recorded as negative (positive), or a debit, in the balance on 
capital accsunt. 

Trade Balance: Exports of goods and services minus imports of goods and 
services. 

Current Account Balance: Sum of credit side entries minus the sum of debit 
side entries in the current account. 

Financial Capital: The value of financial assets, which is an asset whose 
value arises not fi-om its physical embodiment (as would a building or a piece 
of land or capital equipment) but from a contractual relationship: stocks, bonds, 
bank deposits, currency, etc. This isopposite to real assets such as buildings 
and capital equipment. 

International Rreserves: The assets denominated in foreign currency, plus 
gold, held by a central bank, sometimes for the purpose of intervening in the 
exchange market to influence or peg the exchange rate. Usually includes 
foreign currencies themselves ( especially US dollars ), other assets 
denominated in foreign currencies, gold, and a small amount of SDRs. 
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