
PART E 
BALANC AYMENTS 

CHApTER 
BALANCE OF PAYMENTS : MEANING AND 
COMPONENTS 

1. MEANING 

The balance of payments of a country is a systematic record of all its economic transactions with the outside world in a given year)It is a statistical record of the character and dimensions of the country's economic relationships with the rest of the world. According to Bo Sodersten, "The balance of payments is merely a way of listing receipts and payments in international transactions for a country."' B. J. Cohen says, "It shows the country's trading position, changes in its net position as foreign lender or borrower, and changes in its official reserve holding."2 

2. STRUCTURE OF BaLANCE OF PaYMENTS ACcOUNTS 

The balance of payments account of a country is constructed on the principle of double-entry 
book-keeping. Each transactiorn is entered on the credit and debit side of the balance sheet. But 
balance of payments accounting differs from business accounting in one respect. In business 
accounting, debits (-) are shown on the left side and credits (+) on the right side of the balance 
sheet. But in balance of payments accounting, the practice is to show credits on the left side and 

debits on the right side of the balance sheet. 
When a payment is received from a foreign country, it is a credit transaction while payment toa 

foreign country is a debit transaction The principal items shown on the credit side (+) are exports 

of goods and services, unrequited (or transfer) receipts in the form of gifts, grants, etc. from 

foreigners, borrowings trom abroad, investments by foreigners in the country, and official sale of 

reserve assets including gold to foreign countries and international agencies. The principal items 

on the Debit side (-) include imports of goods and services, transfer (or unrequited) payments to 

foreigners as gitts, grants, etc., lending to foreign countries, investments by residents to foreign 

countries, and official purchase of reserve assets or gold from foreign countries and international 

agencies. 

Ro Soiersen, International Economics, 2/e, 1980. 

2 B.I Cohen. Balance of Payments Poiicy, 1969. 
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hese credit and debit items are shown vertically in the 
balance

of payments 
account of a 

ccording to the principle of double-entry 

book-keeping. 

Horizontally, 

they are divided 

hree categories : the current account, 
the capital 

account, 
and the 

official 
settiemen ts accouns tor 

The balance of payments. account of a country 
is 

constructed the official reserve assets account. 

Table 1. Balance of Payments 

Account 

Debits () 
Credits (+) 

(Receipts) 
(Payments) 

1. Current Account 

Exports 
(a) Goods 

Services 

TImports 

(a) Goods 

Services 

(b) 
(c) Transfer P'aymernts 

(b) (c) Transfer Payments 

2. Capital Account 

(a) 
Lending to Foreign 

(a) Borrowings from 

Foreign Countries 

(b) Direct Investments 

Countries 

(b) 
Direct 

Investments in 

Foreign Countries 

by Foreign Countries 

3. Official
Settlements 

Account 

(a) Increase in Foreign

Official Holdings 

(a) 
Increase in Official

Reserve of Gold and 

Foreign Currencies 

Errors and Omissions 

1. Current 
Account. The current 

account of a country 
consists of all transactions relatins 

in goods and 
services and unilateral (or unrequited) 

transters. 
Service transactions 

in0tao 

of travel and transportation, 
insurance, 

income and payments 
of foreign investmen ts ele 

g to trase 
ervice transactions include 

inces, charitable donation et 

payments 
relate to gifts, foreign aid, pensions, private 

remittarnces, charitable donai 

received from foreign 
individuals 

and governments 
to foreigners. 

In the current account, 
merchandise exports and imports are the most important items Expor 

are shown as a positive item and are 
calculated t.o.b. (free on board) which means that 

transportation, 
insurance, etc. are excluded. On the other side, imports are shov.n as a nerah 

item and are calculated c.i.f. which means that costs, insurance and freight are includer T 

difference between exports and imports of a country IS 1ts balance of visible trade or merchands 

trade or simply balance of trade. If visible exports exceed visible imports, the balance of tade 

favourable. In the opposite case when imports exceed exports, it is unfavourable. 

It is, however, services and transfer payments or invisible items of the current account that ree 

the true picture of the balance of payments account. The balance of exports and imports of serne 

and transter payments is called the balance of invisible trade. The invisible items along 

Visible items determine the actual current account position. If exports of goods and 

exceed imports of goods and services, the balance of payments is said to be jazour 

COsts 

Sen 

opposite case, it is unfavourable. 

in the current account, the exports of goods and services and the receipts of trai 
nster paime 

(Lunrequited receipts) are entered as credits (+) because they represent recep 
s from an 
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On the other hand, the imports of goods and services and grant of transfer payments to foreigners 

are entered as debits (-) because they represent payments to foreigners. The net value of these 

visible and invisible trade balances is the balance on current account. 

2. Capital Account. The capital account of a country consists of its transactions in financial assets 
in the form of short-term and long-term lendings and borrowings, and private and official 
investments. In other words, the capital account shows international flow of loans and 

investments, and represents a change in the country's foreign assets and liabilities Longterm 
capital transactions relate to international capital movements with maturity of one year or more 

and include direct investments like building of a foreign plant, portfolio investment ike the 
purchase of foreign bonds and stocks, and international loans. On the other hand, short-term 

international capital transactions are for a period ranging between three months and iess tnan 

one yeaar. 

There are two types of transactions in the capital account-private and government. Private 

transactions include all types of investment: direct, portfolio and short-term. Government 

transactions consist of loans to and from foreign official agencies. 
In the capital account, borrowings from foreign countries and direct investment by foreig 

countries represent capital inflows. They are positive items or credits because these are receipts 

from foreigners. On the other hand, lending to foreign countries and direct investments in foreign 

cOuntries represent capital outflows. They are negative items or debits because they are paymenS 

to foreigners. The net value of the balances of short-term and long-term direct and portfolio 

investments is the balance on capital account. 

Sodersten and Reed refer to the external wealth account of a country which shows the stocks of 

foreign assets held by the country (positive item) and of domestic assets held by foreign investors 

(liabilities or negative item). The net value of a country's assets and liabilities is its balance of 

indebtedness. If its assets are more than its liabilities, then it is a net creditor. If its liabilities are 

more than its assets, then it is a net debtor. 

Basic Balance. The sum of current account and capital account is known as the basic balance. 

3. The Official Settlements Account. The official settlements account or official reserve assets 

account is, in fact, a part of the capital account. But the U.K. andU.S. balance of payments accounts 

show it as a separate account. "The official settlenments account measures the change in nation's 

liquidity and non-liquid liabilities to foreign official holders and the change in a nation's official 

reserve assets during the year. The official reserve assets of a country include its gold stock, 

holdings of its convertible foreign currencies and SDRs, and its net position in the IME" It shows 

transactions in a country's net official reserve assets. 

Errors and Omissions. Errors and ommissions is a balancing item so that total credits and debits 

of the three accounts must equal in accordance with the principles of double entry book-keeping 

so that the balance of payments of a country always balances in the accounting sense. 

3. Is BALANCE OF PaYMENTS ALWAYS IN EQUILIBRIUM ? 

Balance of payments always balances means that the algebraic sum of the net credit and debi 

balances of current account, capital account and official settlements account must equal zero 

Balance of paymnents is written as 

B = R- P, 

where, B represents balance of pay1nents, 

R, receipts from foreigners, 

B Spdersten and Geoffery Reed, International Economics, 3/e, 177*: 
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ERNATIONAL ECONOMICS 

Conclusion. The above analysiS iS based on the assumption of fixed exchange rates Th. 

deficit (or surplus in the balance of payments is possible under a system of fixed excha 

balance of payments. The country can prevent a deficit or (surplus) by depreciating (or 

equilibrium only if there. are no compensating transactions. 

exchange rates 
urplus) in But under freely floating exchange rates, there can in principle be no deficit (or surplus) in the But under freely 

annreciating) its currency. Further, balance of payments always balances in an ex-post accountine 
sense, according to the basic principle of accounting. Lastly, such a balance of payments can be in 

ALANCE OF TRADE AND BALANCE OF PAYMENTS 

The halance of payments ot a cOuntry is a systematic record of its receipts and paymente s 

international transactions in a given yearËach transaction is entered on the credit and dehit ei. 

af the balance sheet (see Table 1). The principal items on the credit side are: (1) Visible exports 

which relate to the goods exportea ror wnicn tne country receives payments. (2) Invisible exTo 

which refer to the services rendered by the country to other countries. Such serviree orts 

banking, insurance, shipping, and other services rendered in the form of technical kna -how, 

etc.. money spent by tourists and students visiing the country for travel and education. ete a 

Transfer receipts in the form of gifts received from foreigners. (4) Borrowines from 3) 

investments by foreigners in the country. (5) Ihe oticial sale of reserve assets includino oo ito 

foreign 
countries and international 

institutions. 

The principal items on the debit side are: (1) Visi imports relating to goods imnorha. 

which the country 
makes payments to foreign countries (2) isible imports in the form of 

Visible imports relating to goods imported for 

payments made by the home country for services rendered by foreign countries Thee cude 

all items referred to under (2) in the above para. (5) Iraster payments to foreigners in the fe form 

of gifts, etc. (4) Loans to foreign countries, nvestments by Tesidents in foreign countries and 

debt repayments to foreign countries. (5) Official purchase of reseve assets or gold from for foreign 

countries and international 
institutions. 

If the total receipts from foreigners on the credit side exceed the total payments to foreigners on 

the debit side, the balance of payments is said to be uvourable. On the other hand, if the total 

payments to foreigners exceed the total receipts from toreigners, the balance of payments is 

unfavourable. 

The balance of trade is the diflerence between the value of goods and services exported and 

imported. In contains the lirst two items of the balance of payments accournt on the credit and 

the debit side. This is known as "balance of payment on current account." Some writers define 

the balance of trade as the difference between the value of merchandisc exports and imports

Prof. Meade regards this way of defining the balance of trade as wrong and of minor econom 

significance from the point of view of the national income of the country. In equation torm, th 

balance of payments of Y = C +I+ G+ (X-M) which includes all transactions which give ise t 

or exhaust national income. In the equation, Y refers to national income, C to consumptor 

expenditure, I to investment expenditure, G to government expenditure, X to exports of go 

and services and M to imports of goods and services. The expression (X - M) denotes ue ba 

of trade. It the ditference between X and M is zero, the balance of trade balances. li A 

than M, the balance of trade is favourable, or there is surplus balance of trade. On tne du 
if X is less than M, the balance of trade is in deficit or is unfavourable. 

and 



. DISEQUILIBRIUM IN BALANCE OF PAYMENTs 

A disequilibrium in the BOP of a country may be either a deficit or a surplus, A deficit or surplus 
in BOP of a country appears when its autonomous receipts (credits) do not match its autonomous 
payments (debits)1f autonomous credit receipts exceed autonomous debit payments, there is a 
surplus in the BOP and the disequilibrium is said to be favourable.On the other hand, if autonomous 
debit payments exceed autonomous credit receipts, there is a deficit in the BOP and the 

disequilibrium is said to be unfavourable or adverse. 

CauSEs oF DiSEQUILIBRIUM 

There are many factors that may lead to a BOP deficit or surplus: 
1. Temporary Changes (or Disequilibrium). There may be a temporary disequilibrium caused 
by random variations in trade, seasonal fluctuations, the effects of weather on agricultural 
production, etc. Deficits or surpluses arising from such temporary causes are expected to correct 

themselves within a short timne. 
2. Fundamental Disequilibrium. Fundamental disequilibrium refers to a persistent and long 
run BOP disequilibrium of a country. It isa chronic BOP deficit, according to IME. It is caused by 

such dynamic factors as : (1) Changes in consumer tastes within the country or abroad which 
reduce the country's exports and increase its imports. (2) Continuous fall in the country's toreign 

exchange reserves due to supply inelasticities of exports and excessive demand for foreign goods 
uiu.rVices. (5) Excessive capital outflows due to massive imports of capital goods, raw materials, 

essentiai consumer goods, technology and external indebedness. () Low competitive strength 
in world markets which adversly affects exports. (5) Inflationary pressures within the economy 

which make exports dearer. 
3. Structural Changes (or Disequilibrium). Structural changes bring about disequilibrium in 

BOP over the long run. They may resuli from the following lactors: (a) Technological changes inn 

methods of production of products in domestic industries or in the industries of other countries. 

They lead to changes in costs, prices and quality of products. (b) Lmport restrictions of all kinds 

bring about disequilibrium in BOP. (0) Deticit in bOf also arises when a country suffers from 

deficiency of resources which it is required to import from other countries. (d) Disequilibrium in 

BOP may also be caused by changes in the supply or direction of long-term capital flows. More 

and regular flow of long-term capital may lead to BOP surplus, while an irregular and short 

supply of capital brings BOP deficit. 

4. Changes in Exchange Rates. Changes in foreign exchange rate in the form of overvaluation or 

undervaluation of foreign currency lead to BOP disequilibrium. When the value of currency is 

higher in relation to other currencies, it is said to be overvalued. Opposite is the case of an 

undervalued currency. 
Overvaluation of the domestic currency nmakes foreign goods cheaper 

and exports dearer in foreign countries. As a result, the country imports more and exports less of 

goods. There is also outflow of capital. This leads to unfavourable BOP. On the contrary, 

undervaluation of the currency makes BOP favourable for the country by encouraging exports 

and inflow of capital and reducing imports. 

5. Cyclical Fluctuations (or Disequilibrium). Cyclical fluctuations in business activity also lead 

to BOP disequilibrium. When there is depression in a country, 
volumes of both exports and 

imports fall drastically in relation to other countries. But the fall in exports may be more than 

tnat of imports due to decline in domestic production. 
Therefore, there is an adverse BOP situation. 

dsfinction between deficit and disequilibriun in BOP should be clearly 
understood. The tormer reters to 

e 

whereas 
disequilibrium 

refers to a deficit or surplus in BOP. 
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 cap
ital acco

u
n

t. Ifit is also
 im

p
o

rtin
g

 m
o

re, as is th
e case w

ith
 the U

SA
. 

it w
ill have chronic deficit. O

n the other hand, a developing country brorrow
ing large funds 

fro
m

 o
th

e
r co

u
n

tries a
n

d
 in

tern
atio

n
al in

stitu
tio

n
s m

ay
 h

av
e a fav

o
u

rab
le B

O
P

. B
u

t su
ch

a 
p

o
ssib

ility
 is re

m
o

te
 b

e
c
a
u

se
 th

e
se

 c
o

u
n

trie
s u

su
a
lly

 im
p

o
rt h

u
g

e
 q

u
a
n

tie
s
 o

f fo
o

d
, ra

w
 m

aterials. 

c
a
p

ita
l g

o
o

d
s, e

tc
. a

n
d

 e
x

p
o

rt p
rim

a
ry

 p
ro

d
u

c
ts. S

u
c
h

 b
o

rro
w

in
g

s
 s

im
p

ly
 h

e
lp

 in
 re

d
u

c
in

g
 B

O
p 

deficit. 
10. P

olitical
C

onditions. Politicalcondition of a country is another cause o
f disequilibrium

 in 
BO

P. Poitical instability in a country creates uncertainty am
ong foreign investors w

hich leads to 
th

e o
u

tflo
w

 o
f cap

ital a
n

d
 retard

s its in
flo

w
. T

h
is cau

ses d
ise

q
u

ilib
riu

m
 in

 B
O

P
 o

f th
e country 

D
ise

q
u

ilib
riu

m
 in

 B
O

P
 also

 o
ccu

rs in
 th

e e
v

e
n

t o
f w

a
r o

r fear o
f w

a
r w

ith
 so

m
e
 o

th
er country. 

e
. f 

m
ay 

n
ce of 

IM
PL

IC
A

T
IO

N
S O

F D
iseQ

U
iL

IB
R

IU
M

 

A
 d

iseq
u

ilib
riu

m
 in th

e balance of p
ay

m
en

ts w
h

eth
er a d

eficit o
r su

rp
lu

s h
as im

portant 

im
p

licatio
n

s fo
r a co

u
n

try
. 

A
 deficit in the com

bined current and capital accounts is regarded as undesirable
for the country 

T
his is because such a deficit has to be covered by borrow

ing from
 abroad or attracting

foreign 
exchange or capital from

 abroad. T
his m

ay require paying high interest rates. T
here is also the 

d
a
n

g
e
r o

f w
ith

d
ra

w
in

g
 m

o
n

e
y

 b
y

 fo
reig

n
ers, a

s h
a
p

p
e
n

e
d

 in
 th

e case o
f th

e A
sia

n
 crisis in the 

late 1990s. A
n alternative m

ay be to draw
 on the reserves of the country w

hich m
ay also lead to 

a fin
an

cial crises. M
o

reo
v

er, th
e reserv

es o
f a c

o
u

n
try

 b
e
in

g
 lim

ite
d

, th
e
y

 c
a
n

 b
e
 u

sed
 to pay tor 

B
O

P
 deficit u

p
to

 a lim
it. 

B
ut the ab

o
v

e analysis o
f a co

m
b

in
ed

 cu
rren

t an
d

 cap
ital acco

u
n

t d
eficit is n

o
t correct in p

racte 

T
h

e reaso
n

 being that a cu
rren

t acco
u

n
t deficit is the sam

e th
in

g
 as a cap

ital account surpiu 
H

o
w

ev
er, it is beneficial for a co

u
n

try
 to h

av
e a cu

rren
t acco

u
n

t d
eficit ev

en
 if it equals cap 

a
c
c
o

u
n

t su
rp

lu
s in

 
B

O
P

. 
In 

th
e
 sh

o
rt-ru

n
, 

th
e
 c

o
u

n
try

 
m

a
y

 b
e
n

e
fit fro

m
 a 

h
ig

h
e
r iev

e 

c
o

n
su

m
p

tio
n

 th
ro

u
g

h
 im

p
o

rt o
f g

o
o

d
s
 a

n
d

 c
o

n
se

q
u

e
n

tly
 a 

h
ig

h
e
r sta

n
d

a
rd

 of liv
in

g
 D

u 

e
x

c
e
ss o

t im
p

o
rts O

v
er e

x
p

o
rts m

a
y

 b
e
 fin

a
n

c
e
d

 b
y

 fo
re

ig
n

 in
v

e
stm

e
n

ts in
 th

e
 c

o
u

n
try

 These 
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A

N
D
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M
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N

EN
TS 

2 

d
y

 1
e
a
d

 to
 increased production, em

ploym
ent a

n
d

 in
c
o

m
e
 in

 th
e
 country. 

In
 the long-Tun, toregn 

e
sto

rs m
ay

 purchase large 
a
sse

ts in the country a
n

d
 th

u
s adversely 

affect dorm
estic industry 

a
s
 
is th

e
 c

a
se

 w
ith

 M
N

C
s (m

ultinational corporations). 
n

e
 current a

c
c
o

u
n

t deficit in
 B

O
P

 o
f 

a country 
m

a
y

 h
a
v

e
 eith

er good 
o

r
 b

a
d

 effects depending 

o
n

 th
e
 n

atu
re o

f a
n

 econom
y. 

ak
e 

a country w
h

ere d
o

m
estic industries a

r
e
 rapidly grow

ing an
d

 it h
a
s c

u
rre

n
t a

c
c
o

u
n

t B
O

P
 

deficit. T
h

ese industries o
ffer 

a high ra
te

 o
f re

tu
rn

 
o

n
 th

eir investm
ent. T

h
is w

ould, in
 re

tu
rn

, 

a
ttra

c
t foreign investm

ents. A
s a result, th

e country w
o

u
ld

 h
av

e a capital a
c
c
o

u
n

t surplus d
u

e to
 

th
e
 in

flo
w

 o
f capital 

a
n

d
 

a 
c
u

rre
n

t acco
u

n
t deficit. T

h
is cu

rren
t acco

u
n

t deficit is good 
for 

th
e 

econom
y. N

o
 doubt, th

e
 ex

tern
al d

eb
t o

f the country increases, b
u

t th
is debt is being utilised 

to
 

finance th
e rapid grow

th o
f the econom

y. T
he real b

u
rd

en
 of th

is d
eb

t w
ill b

e very low
 because 

it c
a
n

 b
e repaid o

u
t o

f higher in
co

m
e in

 th
e future. 

O
n

 th
e contrary, 

a country having 
a
n

 inefficient an
d

 unproductive dom
estic industry 

w
ill be 

adversely affected by its cu
rren

t account B
O

P deficit. T
he country borrow

s from
 abroad to

 finance 
th

e e
x

c
e
s
s
 o

f spending o
v

e
r consum

ption. T
o attract foreign borrowings, th

e country w
ill h

av
e to

 
p

ay
 high interest ra

te
s. T

h
ese w

ill increase the m
oney b

u
rd

en
 o

f the debt. T
h

e real burden of the 
d

eb
t w

ill also
 increase because of the low

 productive capacity o
f dom

estic industries. If the cu
rren

t 
consum

ption is being financed by foreign borrow
ings, the w

ealth o
f th

e econom
y w

il decline. 
T

his, in
 tu

rn
, w

ill lead
 to

 either 
a reduction in

 dom
estic expenditure 

o
r a change in governm

ent 
policy 

s
o

 a
s
 to

 control th
e rising debt. 

O
n

 th
e o

th
er hand, if foreign borrow

ings 
a
re

 being used to
 finance real investm

ent, the cu
rren

t 
a
c
c
o

u
n

t B
O

P
 deficit w

ill b
e beneficial for the econom

y. A
higher rate of retu

rn
 o

n
 real investm

ent 
th

a
n

 
th

e interest o
n

 foreign borrow
ings w

o
u

ld
 increase the country's w

ealth o
v

e
r tim

e through 
rise in

 its national in
co

m
e. T

h
u

s a 
c
u

rre
n

t a
c
c
o

u
n

t B
O

P
 deficit is n

o
t alw

ays undesirable for 
a 

country. 
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E
A

SU
R

E
S 

T
O

 C
O

R
R

E
C

T
 D

E
FIC

IT
 

IN
 B

A
LA

N
C

E 
O

F
 PaYM

ENTS 
W

h
e
n

 th
e
re

 is a d
eficit in

 th
e b

alan
ce o

f p
ay

m
en

ts of a country, adjustm
ent is brought about 

a
u

to
m

a
tic

a
lly

 th
ro

u
g

h
 p

rice an
d

 in
co

m
e ch

an
g

es o
r b

y
 ad

o
p

tin
g

 certain policy m
easures like 

export prom
otion, m

onetary a
n

d
 fiscal policies, devaluatiorn an

d
 direct controls. W

e study these 
a
s fo

llo
w

s: 

1 
A

D
jU

S
T

M
E

N
T

 
T

H
R

O
U

G
H

 
E

x
C

H
A

N
G

E
 D

e
rre

c
iA

T
IO

N
 (P

R
iC

E
 E

FFE
C

T
) 

U
n

d
e
r flex

ib
le exchange rates, th

e disequilibrium
 in

 th
e
 b

alan
ce of p

ay
m

en
ts is autom

atically 

so
lv

e
d

 by th
e
 fo

rc
e
s o

f d
e
m

a
n

d
 a

n
d

 supply fo
r foreign exchangei A

n
 exchange ra

te
 is th

e price of 

a c
u

rre
n

c
y

 w
h

ic
h

 is d
e
te

rm
in

e
d

, lik
e an

y
 o

th
e
r com

m
odity, by d

e
m

a
n

d
 a

n
d

 supply. "T
h

e exchange 

ra
te

 v
a
rie

s
 w

ith
 varying supply a

n
d

 d
e
m

a
n

d
 co

n
d

itio
n

s, b
u

t it is alw
ays possible 

to
 fin

d
 
a
n

 

e
q

u
ilib

riu
m

 e
x

c
h

a
n

g
e
 ra

te
 
w

h
ic

h
 clears th

e foreign exchange m
a
rk

e
t a

n
d

 
c
r
e
a
te

s
 ex

tern
al 

e
q

u
ilib

riu
m

."
"
 T

h
is is a

u
to

m
a
tic

a
lly

 a
c
h

ie
v

e
d

 by depreciation o
f a country's c

u
rre

n
c
y

 in
 c

a
s
e
 o

f 

d
e
fic

it in
 its b

a
la

n
c
e
 o

f p
a
y

m
e
n

ts. D
epreciation o

f a c
u

rre
n

c
y

 m
e
a
n

s
 th

at its relativ
e v

alu
e d

ecreases. 

D
e
p

re
c
ia

tio
n

 h
a
s
 th

e
 e

ffe
c
t o

f e
n

c
o

u
ra

g
in

g
 e

x
p

o
rts a

n
d

 d
isco

u
rag

in
g

 im
ports. W

h
e
n

 exchange 

d
e
p

re
c
ia

tio
n

 ta
k

e
s
 place, foreign prices a

r
e
 tra

n
s
la

te
d

 in
to

 d
o

m
e
s
tic

 prices. Suppose th
e d

o
lla

r 

d
e
p

r
e
c
ia

te
s
 
i
n

 
r
e
l
a
t
i
o

n
 to

 th
e
 p

o
u

n
d

. It 
m

e
a
n

s
, th

a
t th

e
 price o

t d
o

lla
r ta

lls
 in

 re
la

tio
n

 
to

 
tn

e
 

f 
th

e
 q

u
e
stio

n
 re

la
te

s
 to

 d
is

e
q

u
ilib

r
iu

m
 in

 B
O

P
, th

e
n

 
m

e
a
s
u

r
e
s
 o

p
p

o
site to

 w
h

a
t
e
v

e
r
 
a
r
e
 g

iv
e
n

 in
 th

e
 paras stou 

a
s
 D

e
 e

x
p

la
in

e
c
d

 re
la

tin
g

 to
 B

O
P

 su
rp

lu
s, s

u
c
h

 a
s
 a

p
p

r
e
c
ia

tio
n

, r
e
v

a
l
u

a
t
i
o

n
, e

tc
. T

h
e
 b

e
st 

a
n

s
w

e
r
 w

o
u

ld
 b

e
 to

 tie
 

E
a
 o

f
 e

a
c
h

 p
a
r
a
: T

h
e
 o

p
p

o
s
ite

 
m

e
a
s
u

r
e
s
 w

o
u

ld
 b

e
 a

d
o

p
te

d
 in

 c
a
s
e
 o

f B
O

P
 su

rp
lu

s. M
e
n

tio
n

 th
e
 m

eastures u 

th
e
 dotted

portion. 



2
6

0
:
 
I
N

T
E

R
N

A
T

I
O

N
A

L
 E

C
O

N
O

M
I
C

S
 

p
o

u
n

d
 

n
d

 in
 th

e
 to

re
lg

n
e
x

c
n

a
n

g
e
 m

a
rk

e
t. 

T
h

is le
a
d

s to
 th

e
 lo

w
e
rin

g
 o

f th
e
 p

ric
e
s
 o

f U
.s. e

x
p

o
rts in

 

ritain an
d

 raising O
 
th

e
 prices o

f B
ritish im

ports in th
e U

.s. W
hen im

port prices are hugher 
in

 

S
,t

h
e
 A

m
e
ric

a
n

s w
ill purchase less goods fro

m
 th

e B
ritishers. O

n t 
n

g
 equilibrium

 
Prices of U

.S
. exports w

ill increase ex
p

o
rts and dim

inish imports, thereby b
rin

g
in

g
 e

q
u

D
rIu

n
 

in
 th

e
 b

a
la

n
c
e
 o

f
 p

a
y

m
e
n

ts
. 

2
. 

D
E

V
A

L
U

A
T

IO
N

 
O

R
 

E
x

P
E

N
D

IT
U

R
E

-S
w

IT
C

H
IN

G
 P

o
L

IC
Y

 

D
evaluation raises th

e
 dom

estic price o
f im

p
o

rts a
n

d
 r

e
d

u
c
e
s
 th

e
 fo

re
ig

n
 p

rice of exports o
f a 

country d
ev

alu
in

g
 its currency in relation to the currency of another r

e
 frc 

referred 
to

 a
s
 ex

p
en

d
itu

re sw
itching policy because it sw

itches expenditure of foreign 
n

p
o

rte
a
 

currency to
 

d
o

m
e
s
t
i
c
 g

o
o

d
s
 a

n
d

 s
e
r
v

i
c
e
s
. 

W
h

e
n

 a 
c
o

u
n

t
r
y

 d
e
v

a
l
u

e
s
 i

t
s
 c

u
r
r
e
n

c
y

, n
e
 P 

S 
W

nich m
a
k

e
s im

p
o

rts d
e
a
re

r and 
e
x

p
o

r
ts

 c
h

e
a
p

e
r. T

h
is

 cau
ses e

x
p

e
ra

lu
re

s to 
b

e
 

e
g

n
 to

 d
o

m
estic g

o
o

d
s a

s
 th

e
 co

u
n

try
's e

x
p

o
rts ris

e
 a

n
d

 th
e
 co

u
n

try
 p

ro
d

u
c
e
s
 

e 
to m

e
e
t
 th

e
 d

o
m

e
stic

 a
n

d
 foreign d

e
m

a
n

d
 fo

r goods w
ith

 re
d

u
c
tio

n
 in

 im
p

o
rts. o

n
se

q
u

e
n

tty
, 

th
e b

alan
ce o

f p
a
y

m
e
n

ts d
eficit is elim

in
ated

. 

3
. D

irE
C

T
 C

O
N

T
R

O
L

S 

C
O

rre
c
t d

is
e
q

u
ilib

r
iu

m
 in

 th
e
 b

a
la

n
c
e
 of p

ay
m

en
ts, g

o
v

e
rn

m
e
n

t a
ls

o
 a

d
o

p
ts

 
d

ir
e
c
t c

o
n

tro
ls 

w
h

i
c
h

 a
im

 a
t lim

iting th
e
 v

o
lu

m
e
 of im

p
o

rts.T
h

e g
o

v
e
rn

m
e
n

t r
e
s
tr

ic
ts

 th
e
 im

p
o

rt o
f u

n
d

e
sira

b
le

 

o
r
 u

n
im

p
o

r
ta

n
t ite

m
s
 b

y
 le

v
y

in
g

 h
eav

y
 im

port d
u

tie
s, f

ix
a
tio

n
 o

f q
u

o
ta

s, e
tc

. A
t th

e
 s

a
m

e
 tim

e, 

i
t
 m

a
y

 a
llo

w
 im

p
o

rts o
f e

sse
n

tia
l goods d

u
ty

 free 
o

r
 a

t lo
w

e
r
 im

p
o

rt d
u

tie
s
, 

o
r
 fix

 lib
e
ra

l im
p

o
rt 

q
u

o
ta

s
 fo

r th
e
m

, F
o

r
in

s
ta

n
c
e
, the g

o
v

e
rn

m
e
n

t m
a
y

 a
llo

w
 fre

e
 e

n
try

 o
f c

a
p

ita
l g

o
o

d
s, b

u
t im

pose 

h
eav

y
 im

p
o

rt d
u

tie
s
 o

n
 lu

x
u

ries.) Im
p

o
rt q

u
o

ta
s a

r
e
 a

ls
o

 f
ix

e
d

 a
n

d
 th

e
 im

p
o

rte
rs

 a
r
e
 req

u
ired

 to
 

ta
k

e
 lic

e
n

s
e
s
 fro

m
 

th
e
 
a
u

th
o

r
itie

s
 
in

 o
r
d

e
r
 
to

 im
p

o
rt c

e
r
ta

in
 
e
s
s
e
n

tia
l 

c
o

m
m

o
d

i
t
i
e
s
 in

 fixed 

q
u

an
tities. In

 th
e
se

 w
a
y

s
, im

p
o

rts a
r
e
 re

d
u

c
e
d

 in
 o

rd
e
r to

 c
o

r
r
e
c
t a

n
 a

d
v

e
r
s
e
 b

a
la

n
c
e
 o

f paym
ents 

T
h

e
 g

o
v

e
r
n

m
e
n

t a
ls

o
 im

p
o

se
s e

x
c
h

a
n

g
e
 c

o
n

tr
o

ls
. E

x
c
h

a
n

g
e
 c

o
n

t
r
o

l
s
 h

a
v

e
 a 

d
u

a
l
 p

u
rp

o
se

. They 

re
s
tric

t im
ports a

n
d

 a
ls

o
 c

o
n

tro
l a

n
d

 reg
u

late th
e
 fo

reig
n

 ex
ch

an
g

e. W
ith

 
r
e
d

u
c
t
i
o

n
 in

 im
ports 

a
n

d
 c

o
n

tro
l o

f foreign exchange, 
v

is
ib

le
 a

n
d

 
in

v
is

ib
le

 im
p

o
rts 

a
r
e
 r

e
d

u
c
e
d

. C
o

n
seq

u
en

tly
, a

n
 

a
d

v
e
rs

e
 b

a
la

n
c
e
 of p

ay
m

en
t is c

o
rre

c
te

d
. 
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P
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A
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E
M

E
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s
 

A
 c

o
u

n
try

 c
a
n

 u
s
e
 capital im

ports to
 c

o
rre

c
t a 

d
e
fic

it in
 its b

a
la

n
c
e
 o

f p
a
y

m
e
n

ts. A
 d

e
fic

it c
a
n

 be 

fin
a
n

c
e
d

 by capital in
flo

w
s. W

h
e
n

 capital
is perfectly m

o
b

ile
 w

ith
in

 c
o

u
n

trie
s
, a sm

a
ll rise in

 the 

d
o

m
e
s
tic

 ra
te

 o
f in

te
re

s
t brings a large in

flo
w

 o
f capital. T

h
e
 b

a
la

n
c
e
 o

f p
a
y

m
e
n

ts is sa
id

 to
 be in 

equilibrium
 w

h
e
n

 th
e d

o
m

e
s
tic

 in
te

re
s
t ra

te
 equals th

e
 w

o
rld

 ra
te

. If th
e d

o
m

e
s
tic

 in
te

re
st rate is 

higher th
a
n

 th
e
 w

o
rld

 ra
te

, th
e
re

 w
ill b

e capital in
flo

w
s
 a

n
d

 th
e
 b

a
la

n
c
e
 o

f p
ay

m
en

ts deficit is 

C
o

rre
c
te

d
. 

5
. A

D
Ju

S
T

M
E

N
T

 
T

H
R

O
U

G
H

 IN
C

O
M

E
 C

H
A

N
G

E
S

 

G
iv

e
n

 th
e
 foreign exchange ra

te
 a

n
d

 prices in
 

a 
c
o

u
n

try
, 

a
n

 in
c
re

a
s
e
 in

 th
e v

a
lu

e
 o

f expors, 

c
a
u

s
e
s
 a

n
 in

c
re

a
s
e
 in

 th
e
 in

c
o

m
e
s
 o

f all p
e
r
s
o

n
s
 a

sso
c
ia

te
d

 w
ith

 th
e e

x
p

o
rt in

d
u

strie
s. T

h
e
s
e
, 

tr
n

, c
re

a
te

 d
e
m

a
n

d
 for o

th
er goods a

n
d

 s
e
rv

ic
e
s
 w

ith
in

 th
e co

u
n

trv
. T

h
is w

ill ra
ise

 th
e incom

e 

o
t p

e
rso

n
s engaged in

 the latter in
d

u
strie

s a
n

d
 s

e
rv

ic
e
s
. T

h
is p

ro
c
e
s
s
 w

ill c
o

n
tin

u
e
 an

d
 th

e n
a
u

o
ra

 

incom
e increases by the value o

f the m
ultiplier. 
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6. STIMULATION OF ExroRTS AND IMPORT SUBSTITUTES Ct n the balance of payments can also be corrected by encouraging exports. EXports can utaged by producing quality products, by increasing exports through increased production Productivity, and by better marketing.They can also be increased by a policy of import Substitution. It means that the country produces those goods which it imports. In the beginning 1mports are reduced but in the long run exports of such goods start. An increase in exports cause the national income to rise by many times through the operation of the foreign trade multiplier. The foreign trade multiplier expresses the change in income caused by a change in exports. Ultimately the deficit in the balance of payments is removedwhen exports rise faster than imports. 

7. ExPENDITURE-REDUCING POLICIEs 

A deficit in the balance of payments implies an excess of expenditure over income. To correct it, 
expenditure and income should be brought into equality. For this expenditure reducing monetary and fiscal policies are used. A contractionary or tight monetary policy relates to increase in interest 
rates to reduce money supply and a contractionary fiscal policy relates to reduction in government 
expenditure and or increase in taxes. Thus expenditure reducing policies reduce aggregate demand 
through higher taxes and interest rátes, thereby reducing expenditure and output. The reduction 
in expenditure and output, in turn, reduces the domestic price level. This gives rise to switching 
of expenditure from foreign to domestic goods. Consequently, the country's imports are reduced 

and the balance of payments deficit is corrected. 

ExERCISES 

Enumerate the principle items in the balance of payments of a country. How can a deficit in the 

balance of payments be corrected? 

"Balance of Payments always balances." Elucidate. But how do you explain disequilibrium in 

balance of payments. 

Distinguish between balance of payments and balance of trade. How can an unfavourable 

balance of payments be corrected? 

What are the causes of an adverse balance of payments? Give suggestions to remove 

unfavourable balance of payments? 

Distinguish 
between (a) Balance of Current Account and Balance of Capital Account 

Autonomous Balance and Overall Balance; (c) Autonomous 
Transactions and Accommodati. 

Trans Transions; (d) Deficit and Disequilibrium in Balance of Payments 
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