BALANCE OF PAYMENTS : MEANING AND
COMPONENTS

1. MEANING

The ba )

the o ::ilzlcee ‘32 ﬁzyfzint?vof a cougtry isa sy#gmatic record of all its economic transactions with

Nty atone i relg tien }Sar. Tt IS a statistical record of the character and dimensions of the

bolanesct relationships with .th.e rest of the world. According to Bo Sodersten, “The
fice ol payments is merely a way of listing receipts and payments in international transactions

for .a'cmmtry."‘ B. J. Cohen says, “It shows the country’s (rad'mg position, changes in its net

position as foreign lender or borrower, and changes in its official reserve holding.”

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 transaction 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, itis a credit ttansac\‘\on‘ w\.\'\\e payment to a
foreign country 1s a debit transaction. The principal items shown on the qe\\_\k side (+) are exports

: quited (or transfer) receipts in the form of gifts, grants, etc. from
abroad, investments by foreigners in the country, and oﬁixgxa\ sgle of

‘ ational agencies. The principal items
ansfer (or unrequited) paymentsto
estments by residents to foreign
ountries and international

ol goods and services, unre
foreigners, borrowings trom .
!’t‘St‘l:\’t‘ assets including gold to foreign countries and nﬁem
on the Debit side () include imports ot goo'ds §nd services, \tr. ,
foreigners as gifts, grants, etc, le_ndmg to foreign countr{xes, \;(w s
countries, and official purchase of reserve assets ot gold from foreign ¢

agencles.
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e balance of payments account of a cou
Table 1. Balance of Payments Account o
Debits (_l///

Credits (+)
(Paymer ts)

(Receipts)
Current Account
Expors e [mports
() Serv @ Covices
(b) Services (b Service
ments
(c) Transfer Payments © Transfer payme
2. Capital Account e
() Borrowings from (a) ézr:g‘iige;o oreign
Forei : |
(b) D‘?lrr:;%nmszlslt?nfzis b) Direct In(\:/estrnents in
i ountries
by Foreign Countries . Foreigh
3, Official Gettlements Account
(1) Increase in Foreign (a) Increase in Official
Official Holdings Reserve of Gold and
Foreignh Currencies
Errors and Omissions
. . \
1. Current Account. The current account of 2 country consists of all _transaCUOns relating o1
vices and unilateral (OF unrequited) transfers. Service transactions inclyg -
:rcome and payments o_f foreign investments, efc T:? afog
mittances, charitable donaﬁ;)ns&‘;

jnsurance, In¢
ons, private ré

to gifts, foreign aid, pensi
and governments to foreigners.
the most important items. Expr

individuals
rchandise exports and imports are

calculated f.o.b. (free on board) which means that coss

ther side, imports are shov.n as aneg:

Juded. On the 0
that costs, insurance and freight are included ™
a country is its balance of visible trade or merchins

ts exceed visible imports, the balance of tra
d exports, i1t is unfavourable.

ible items of the current account that s

and imports of 7
ems alongwit®
oods and @

favourabl o™

of travel and transportation,

ayments relate
received from foreign

In the current account, me
are shown as a positive item and are

transporta tion, insurance, etc. are exc
item and are calculated c.i.f which means
difference between exports and imports of
trade or simply balance of trade. If visible expor

hen imports excee

favourable. In the opposite case W
Itis, however, services and transfer payments or invis
The balance of exports

thf1 true picture of the balance of payments account.

:jr: l.blt;a{:sfer payments is called the balance of invisible trade. The invisible it

sible items determine the actual current account position. If exports of 8
d to be

exceed im i
imports of goods and services, the balance of payments is sal

Ic)p;;osi te case, it is unfavourable
n the cur .
rent account, the exports of goods and services and the

(unrequi '
quited receipts) are entered as credits (+) because they repre

ansfe! Fa.ﬂr(
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receipts of tr
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On the other hdnd,.lh(‘ imports of goods and services a I
3:’:{){:;’::: i‘::vtiisoil;)lll?t(»)dbecause lhe.y represent Pr\‘/r::'rﬁ:’t':: ;:fr‘:;”:’{ﬁ.{ 'D.A y ments to foreigners
2. Capifal Account.LTl:Z c(;;i‘::alr"lcciiilsnlth;bala“CO on current .4(:(‘.(;1 1%17 o The et value ol thes
e form of short- ale of a cour.\try consists of its transactio v f cial E
o tmants. In ottt(:fr\fvno‘:gg ltohng—term lendings and borrowings, and):qr}r/a;:;‘:nf‘jar;;‘?z:
investments, and represents a ,Ch e capltal account shows intematmnal’f‘mw of iraar:% and
capital transactions relate to ‘1;“ ange in the cpuntry’s foreign assets and liabilities 1r rfzif;—’”m
n1 include direct investmenter[l"‘]jhgna'l c.apltal movements with maturity of one year or more
Purchase of foreign bondg ;mds ike u1|dm.g of a foreign plant, portfolio investment like the
D tornational capual transactio stocks, and ml_ernational loans. On the other hand, short-term
one year. ns are for a period ranging between three months and less than
There i i
e catriz l:;l?nalggs ofntransactlor}s in the capital account—private an
i te fal types of investment : direct, portfolio and sh
rans . sist of loans to a!nd from foreign official agencies.
e .capltal account, borrowings from foreign countries and
countrles. represent capital inflows. They are positive items or cre
irc;)unr‘\1 tfc?relgners. On the other hand, lending to foreign countries and direc
9 for;egi frzfe;ﬁr;t rcla}:auzal1 outflows. They are negative items or debits because they are pay '
o : et value of the balances of short-term and long-term direct and portfolio
estments is the balance on capital account.
ngifritzrs\Salt\thlzeg r:zlf\er to the exterrfa.l we.aalth account of a cox_mtry whi the
reign. ets held by the country (positive item) and of domestic assets held by foreign investors
fhablhhes 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.
t or official reserve assets

3. The Official Settlements Account. The official settlements accoun
account is, in fact, a partof the capital account. But the U.K. and U.S. balance of payments accounts
show it as a separate account. “The official settlements 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"” [t shows

transactions in a country’s net official reserve assets.

Errors and Omissions. Errors and ommissions is a balancing it
of the three accounts must equal in accordance with the princip
so that the balance of payments of a country always balances in

d government. Private
ort-term. Government

direct investment by foreign
dits because these are receipts

t investments in foreign
ments

ch shows the stocks of

em so that total credits and debits
les of double entry book-keeping

the accounting sense.

s IN EQUILIBRIUM ?

he net credit and debi
ount must equal zerd

BALANCE OF PAYMENTS ALWAY

balances means that
capital account and

Balance of payments always the algebraic sum of t

balances of current account, official settlements acc

Balance of payments is written as

B=R-P,

where, B represents palance of pay!
R, receipts from foreigners,

nents,

—
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ternational Economics, 3/e, 1994.
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Conclusion. The above analysis is based on the assumption of fixed exch

deficit (or surplus in tbe balance of payments is possible under a SYSItem(:;Cf . andge rates Thys ,
But under freely floating exchange rates, there can in principle be no deﬁrili( ? ©ehange rate
palance of pgyments. The country can prevent a deficit or (surplus) . C;rSurpl‘us') in the
a reciating) its currency. I.Jurther, balance of payments always balances in an}’ex-eprecxatmg (or
sense, according to the basic principle of accounting. Lastly, such a balance of pa F:;’::‘E:Cmunﬁn
equilibrium only if there are no compensating transactions. payments canbe i

R
ALANCE OF TRADE AND BALANCE OF PAYMENTS

/ The balance of paymer}ts of a country is a systematic record of its receipts and payments ;
“international transactions in a given year Each transaction is entered on the creditand d f;‘ts, n
of the balance sheet (see Table 1). The principal items on the credit side are : (1) ViSiblee it side
which relate to the goods exported for which the country receives payments. (2) Invisible .
which refer to the services rendered by the country to other countries. Such services ¢ Oi’;?o“s
banking, insurance, shipping, and other serYi.ce.:s rendered in the form of technical know:t of
etc.,, money spent by tourists and student's visiting the c_ountry for travel and education etcow,
Transfer receipts in the form of gifts received from f.or'elgners. (4) Borrowings from abn’)ad -(3)
investments by foreigners in the cognny. (5) The official sale of reserve assets including golzntd
foreign countries and internatiopal _mstltutlons. o | 0
The principal items on the debit side are : (_1) Visible }mports rel.a!;mg to goods imported fo;
which the country makes payments to forelgp countries. (2) Invisible imports in the form o
ents made by the home country for services rendered by foreign countries. These incluge
1l items referred to under (2) in the above para- (3) Transfer payments to foreigners in the form
of gifts, etc. (4) Loans 0 foreign countries, myestments by residents in foreign countries, and
debt repayments t0 foreign countries. (5) Official purchase of reserve assets or gold from 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 i said to be favourable. On the other hand, if the tota
payments o foreigners exceed the total receipts from foreigners, the balance of payments is
unfavourable.
The balance of (rade is the difference between the value of goods and services exported and
imported. In contains the first two items of the balance of payments account 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 economi
significance from the point of view of the national income of the country. In equation form, the
balance of payments of ¥ = C + [+ G+ (X-M)which includes all transactions which give rse '
or exhaust national income. In the equation, Y refers to national income, C to consumpton
expenditure, [ to investment expenditure, G to government expenditure, X to exports of goods
and services and M to imports of goods and services. The expression (X - M) denotes the balanc®
of trade. If the difference between X and M is zero, the balance of trade balances. If X 13 greatif
than M, the balance of trade is favourable, or there 1s surplus balance of trade. On the other hand.

if X is less than M, the balance of trade is in deficit or is unfavourable



6. Disk
ISEQUILIBRIUM IN BALANCE OF PAYMENTS

! A disequilibri i
o Bcs)e;]u;hbnum in the BOP of a country may be either a deficit or a surplus; A deficit or surplus
100 ot a :iou.ntny appears when its autonomous receipts (credits) do not match its autom;mo.uS
payments (debits){If autonomous credit receipts exceed autonomous debit payments, there w.wa
d.eblt ;-Ja?yxpentis exFeed 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:
l1). 'I‘:;\Igorary Lhan.lges .(or Disequilibrium). There may be a temporary disequilibrium caused

y - om varlathng in trade, seasonal fluctuations, the effects of weather on agricultural
production, et_c. Deficits or surpluses arising from such temporary causes are expected to
themselves within a short time. P comedt
fl.nl:\gr(\;lpaglizztzliﬁls'equlhbrium. Fund.amental c}isequilibrium refers to a persistent and long-
o dynamig , 1t rium ?f a country. It isa chronic BOP deficit, according to IMF. It is caused by
e ctors as : (1) Chz?nges in consumer tastes within the country or abroad which

ce the country’s exports and increase its imports. (2) Continuous fall in the country’s foreign

exghangg reserves due to supply inelasticities of exports and excessive demand for foreign goods
aflrvices. (3) Excessive capital outflows due to massive imports of capital goods, raw materials,
f_essemmx consumer goods, technology and external indebedness. (4) Low competitive strength
in world markets which adversly affects exports. (5) Inflationary pressures within the economy
which make exports dearer. J
3. Structural Changes (or Disequilibrium). Structural changes bring about disequilibrium in
BOP over the long run. They may result from the following factors: (@) Technological changes in
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) Import restrictions of all kinds
bring about disequilibrium in BOP. (c) Deficit 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 ot
undervaluation of foreign currency lead to BOP disequilibrium. When the v alue of currency is

higher in relation to other currencies, it is said to be overvalued. Opposite is the case of an
alued currency. Overvaluation of the domestic currency makes foreign goods cheaper
' As a result, the country imports more and exports less ol

al. This leads to unfavourable BOP. On thg contrary,
encouraging mports‘

BOP favourable for the country by

underv
and exports dearer in foreign countries.
ere is also outflow of capit

goods. Th
f the currency makes

undervaluation o

. ~ ; o . b B G 1 1 tS
and inflow of capital and reducing impor ' e
5. Cyclical Fluctuations (or Disequilibrium). Cyclical fluctuations m\ b\lb\\\t?;.\
2. LA . o SR, volumes ©
to BOP disequilibrium. When there is depression in A Lountzy,.u o L‘\ orts may
\mports fall drastically in relation to other countries. But t{.he du ‘::;\g Sn dverse B
k b - dii Gl * J ) ) . ~ p » he s € ¢ v
that of imports due to decline in domestic production. Therefore, the

activity also lead
both exports and
be more than
OP situation.

r refers O

rstood. The forme
» BOP

A L\E‘é\f\‘f L‘l]\‘je
118¢€ L{ ..‘1!_ .brll,lm ) o ) . e v . . |
- vt 1 v\,." P_a _j‘(,. (1 iblrﬂ!“ r[ff 'S ( 2 j h ..It T Hqﬁ 1 n

The distipction between defncit and
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is boom in a country in relation to othe COUNtrips
be either a surplus or deficitin Bop r_._:am‘ Fmr ex
, Hon de

v:wT.

ts more than imports or imports more than exports, In Me:m:ﬁ
B Oth the

On the other hand, when there
and imports may increase. But there can

upon whether the country expor

cases, there will be disequilibrium in BOP. . .

6. Changes in National Income. Another cause 1S the nrm:mm. in the country’s national incom,

the national income of a country increases, it will lead 6 an increase in imports thereby cre o
nts, other things remaining the same. If the country is w_ammww_\:mm

a deficit in its balance of payments, . . :
ill lead to inflationary rise in prices which, m
ay

full employment level, an increase in income Wit X
increase its imports and thus bring disequilibrium in the balance of payments.
7. Price Changes. Inflation or deflation is another cause of disequilibrium in the balance of

payments. If there is inflation in the country, prices of exports Ennmm.mm. As aresult, exports fall
At the same time, the demand for imports increase. Thus increase in export prices leading 1,

decline in exports and rise in imports results in adverse balance of payments.

8. Stage of Economic Development. A country’s balance of payments also amﬁwsam Onits stage
of economic development. If a country is developing, it will have a deficit in its balance of
payments because it imports raw materials, machinery, capital equipment, and services associateg

with the development process and exports primary products. The country has to pay more fo
costly imports and gets less for its cheap exports. This leads to disequilibrium in its balance o

payments. .
9. Capital Movements. Borrowings and lendings or movements of capital by countries also regy);

in disequilibrium in BOP. A country which gives loans and grantson a large scale to other countrieg
has a deficit in its BOP on capital account. If it is also importing more, as is the case with the Usa
it will have chronic deficit. On the other hand, a developing country brorrowing large funqs
from other countries and international institutions may have a favourable BOP. But such ,

possibility is remote because these countries usually import huge quanties of food, raw materials,
capital goods, etc. and export primary products. Such borrowings simply help in reducing BOPp

deficit.

10. Political Conditions. Political condition of a country is another cause of disequilibrium in
BOP. Political instability in a country creates uncertainty among foreign investors which leads to
the outflow of capital and retards its inflow. This causes disequilibrium in BOP of the country,
Disequilibrium in BOP also occurs in the event of war or fear of war with some other 855..

IMPLICATIONS OF DISEQUILIBRIUM
A disequilibrium in the balance of payments whether a deficit or surplus has important
implications for a country.

A deficit in the combined current and capital accounts is regarded as undesirable for the country.
This is because such a deficit has to be covered by borrowing from abroad or attracting foreign
exchange or capital from abroad. This may require paying high interest rates. There is also the
danger of withdrawing money by foreigners, as happened in the case of the Asian crisis in the
late 1990s. An alternative may be to draw on the reserves of the country which may also lead ¢
a financial crises. Moreover, the reserves of a country being limited, they can be used to pay for
BOP deficit upto a limit.

But the above analysis of a combined current and capital account deficit is not correct in practice
The reason being that a current account deficit is the same thing as a capital account surpls

However, it is beneficial for a country to have a current account deficit even if it equals capt

account surplus in BOP. In the short-run, the country may benefit from a higher level ©
g But b

consumption through import of goods and consequently a higher standard of livin
o ~ sy bo 5 v . L 3 ~a . N . . N . fo_,
excess of imports over exports may be financed by foreign investments in the country. 1"
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B€ assets in the country and thus adversely affecy domestic 55,,5:.«.

tinational corporations).

a L :
Ccount deficit in BOP of a country may have either good or bad e

re of an economy.

ntry where domestic industries
deficit. These industries offer

ttecrs depending
. are rapidly growing and it has current account BOP
a high rate of return on their investment. This would, in return
» the country would have a capital account surplus due to
t account deficit is good for the
. the external debt of the country increases, but this debt is being utilise

his debt will be very low because

it can be repaid out of higher income in the future.
MW:< %Mwmm MWMMMMMWMQ»UWOWMMN.MMMMBW an MMMWWanwﬁ .w:n_ unproductive domestic industry (.S: be
the excess of spending over c o:mﬁwn%:d eficit. ,;m. country vc.ﬂoim from abroad to finance
cess ption. To attract foreign borrowings, the country will have to
pay high interest rates. These will increase the money burden of the debt. The real burden of the
debt will also increase because of the low productive capacity of domestic industries. If the current
consumption is being financed by foreign borrowings, the wealth of the economy will decline.
This, in turn, will lead to either a reduction in domestic expenditure or a change in government
policy so as to control the rising debt.
On the other hand, if foreign borrowings are being used to finance real investment, the current
account BOP deficit will be beneficial for the economy. A higher rate of return on real investment
than the interest on foreign borrowings would increase the country’s wealth over time through
rise in its national income. Thus a current account BOP deficit is not always undesirable for a

nocsj.

7. MEASURES TO CORRECT DEFICIT IN BALANCE OF P AYMENTS®

When there is a deficit in the balance of payments of a country, w&eﬂmgmsw..—m v%.“»mﬁm”umm
. : by adopting certain policy
i ough price and income changes or : o= R ,
mcﬁhﬂm ZQHWMMM Bmo:WSQ and fiscal policies, devaluation and direct controls. We study these
mXﬁVON WJHO ’ kP

as follows:

CcT)
1. A STMENT THROUGH EXCHANGE DEPRECIATION (Price EfrFE
. ADJju

" 3 3 tically

. e s . . of payments 1s automat cally
uilibrium in the balance ) . e of

ates, the n:wmmq for foreign exchange. An exchange rate is the price o

der flexible exchange r . o
ol by demand and supply. “The exchange

solved by the forces of demand and supp

. ike an mmodity, . find an
: i mined, like 2 Y other co L it is alwavs ossible to C
B varie Egnhﬂ y n_m:wm_nm supply and demand conditions, but it is always p
i i ary J ¢
rate varies with v

creates external
. e market and creates s of
hange rate which clears the foreign m.xnvwswm a country’s Currency in case of
equilibrium e xﬁm?m m automatically achieved by depreciation o s relative value decreases
squilibrinm.”” Thus is iation of a currency means . . When exchange
equilibriun i ts. Depreciation . ing imports.
L. ayments. Uep couraging , ne dollar
deficteind s Um?:nﬁmrQ WWWQ of encouraging exports wwa wwmraoa%an prices. Suppose the €0
b e o . ed mn )
Depreciaton rwm place foreign prices are translat
rreciation takes ’
depreciatio

falls lation to the
e of dollar fallsinre
d. It means, that the price of do
o the pound.

paras showd
r

i ‘ ati ﬁ - are 2iven n vrT.w e
Qmmumn:nr.. tes 1N relation «ite to whatever are & ‘ - would be to Wit
BOP, then measures Opp n. etc. The best answer measures 1

brium mn DL,

he
\tion, revaluatio us. Mention the

1 enenl
i in case of BOP swip
L8 b

s, such as apprec

; to disequilt
5 If the question relates to diseq o
asures would be adop

. i IP surplu
also 7m m/*)wm:#i ?;9«5%, to BC wgﬁ:mﬁ—ﬁe
at the end of each para : The oppos

the dotted portion
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es of U.S. exports in
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T‘C::L a mgm..mm_m”m“mm.”n?.:.x». market. This leads 1o the | . f th ,
Brital. e / ; ¢ prices ol British i Ads to the lowering o the pric
the U-> 50 Americans will purchase _..u_._.::_,::.:_ in the U.S. When import prices are higher in
prices of U.S. exports will increase . ess goods from the Britishers. On the other hand, lower
in the balance of payments. se exports and diminish imports, thereby bringing equilibrium
gn price of exports of a

2. DEVALUATION
OR EXPENDITURE-SwITCHING POLICY

counir raluing i forei
ﬂmmmz.mm womWMHMVMMLMm.M:: ency in relation to the currency of another country. Devaluation is
domestic goods and 1ture switching policy because iy from ._Bvo:ma to
increases which services. When a country devalues its currency, the price of foreign currency
switched from f B.mrmm imports dearer and exports cheaper. This causes expenditures to be

oreign to domestic goods as the country’s exports rise and the country produces
more to meet the domestic and foreign demand for moo&.m with reduction in impor ts. Consequently,

the balance of payments deficit is eliminated.

Devaluation raises ;
aises the domestic price of imports and reduces the
it switches expendi

also adopts direct controls

nts, mo<m3§m3
ernment restricts the import of undesirable
etc. At the same time,

ort duties, fixation of quotas,
free or at lower import duties, or fix liberal import
t may allow free entry of capital goods, but impose
xed and the importers are required to
ort certain essential commodities in fixed
orrect an adverse balance of payments.
e controls have a dual purpose. They
exchange. With reduction in imports
s are reduced. Consequently, an

3. DirRecT CONTROLS
To correct disequilibrium in the balance of payme
which aim at limiting the volume of imports.The gov
ortant items by levying heavy imp

tial goods duty
ernmen

or unimp
t quotas are also fi

it may allow imports of essen
s for them. For instance, the gov
s on luxuries.\Impor

he authorities in order to imp
imports are reduced in order toc
es exchange controls. Exchang

trol and regulate the foreign
visible and invisible import

quota
heavy import dutie
take licenses from t
quantities. In these ways,
The government also impos
restrict imports and also con
and control of foreign exchange,

rected.

adverse balance of payment is cor
4. ADJUSTMENT THROUGH CaPITAL MOVEMENTS
orts to correct a deficit in its balance of payments. A deficit can be
al is perfectly mobile within countries, a small rise in the
alance of payments is said to bein
ate. If the domestic interest rate s

A country can use capital imp
en capit
balance of payments deficitis

financed by capital inflows.Wh

domestic rate of interest brings a large inflow of capital. The b

rium when the domestic interest rate equals the world r
e there will be capital inflows and the

equilib
higher than the world rat

value of exports

ustries. These, in
aise the incomés
d the nationa!

corrected.
5. ADJUSTMENT THROUGH IncoME CHANGES
a country, an increase in the

Given the foreign exchange rate and prices in
causes an increase in the incomes of all persons associated with the export ind
turn, create demand for other goods and services within the countrv. This will r

ed in the latter industries and services. This process will continue an

of persons engag
- &48
ases by the value of the multipler.

mcome incre
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ION OF EXP T TES
OR S AND IMPORI SUBSI‘IU B

In the b 1
be enco alance of
ur, Payments
age_d .by pProducing quality pf‘gg :éf: be corrected by encouraging exporté. Exports can

7. EXPENDITURE-REDUCING POLICIES

A deficit in the balance of payments impli i i

exper.lditure a}n.d income shpoz,ld be brgﬁlg)i:isnatg :zlffsalft;f f?;rp &:}S ;Trp:nod‘ﬁtrul: f:;:\ e-‘To SR
and fiscal policies are used. A contractionary or tight monetary policy relates to mct:ecfarstg }I\9netary
rates to .reduce money supply and a contractionary fiscal policy relates to reduction in ol:elm
expenditure and or increase in taxes. Thus expenditure reducing policies reduce aggre gal:le demand
Fhrough higher taxes and interest rates, thereby reducing expenditure and output. T%(e 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

a country. How can a deficitin the

erate the principle items in the balance of payments of
ed? -
alances.” Elucidate. But how do you explain disequilibrium

ance of trade. How can an unfavourabls

Enum
balance of payments be correct

“Balance of Payments always b

balance of payments. _ "

Distinguish between balance of payments and ba
f payments be corrected?

i ot the alance of payment

What are the causes of an adverse b
unfavourable balance of payments?
Distinguish between - (a) Balance 0 T oo
A u'ronbmous Balance an alance; (¢) At

Ficl Balance
Tra nﬁons; (d) Deficit

s? Give suggestions to remove 2

- Cap! Account;
f Current Account and Balance of Lap\m};\u‘mdar
mous Transactions and Accom

d Overall B )’ PaymeniS-

and Disequilibrium I
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