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1.0 INTRODUCTION
A country's balance of payments is "a systematic record of all economic transactions between its citizens and citizens of other countries during a specified period of time." It always balances, meaning that the sum of the entries on the credit side and the sum of the entries on the debit side. In other words, a balance of payment statement is a tool for documenting all economic transactions between citizens of one country and citizens of other countries over the course of a certain period. 
The Bop is a collection of accounts that are often divided into three broad categories, each with subcategories. These are the three major groups: 
(a) The Current Account: This includes unilateral transfers of goods and services as well as imports and exports of commodities and services. 
(b) The Capital Account: Transactions affecting the country's international financial holdings and liabilities are included under this account. 
(c) The Reserve Account: deals with financial assets and liabilities, it is essentially the same as the Capital Account. However, only reserve assets are listed in this category.
2.0 OBJECTIVES
At the end of this lecture, you should be able to-
1. Define BOP.
2. Discuss the components of BOP.
3. Explain the factors influencing BOP components.
4. Differentiate between visible and invisible trade.
5. Examine the impact of the following on exchange rates.
· Government policies
· Exchange rate regimes
3.0 DEFINITION OF BALANCE OF PAYMENT(BOP)
According to the IMF The Organization for Economic Cooperation and Development (OECD) and the United Nations System of National Accounts (SNA) both utilize the same set of terminology for the BOP accounts as the International Monetary Fund (IMF). The primary distinction in language used by the IMF is that it uses the word "financial account" to refer to transactions that, according to other definitions, would be reported in the capital account. According to other use, the subset of transactions that the IMF refers to as the capital account constitute a minor portion of the total capital account. These transactions are divided by the IMF to provide an extra top-level division of the BOP accounts. The BOP identity can be expressed using the IMF concept as follows:
Current account financial account capital account balancing item=0.
According to the IMF The BOP accounts are defined in a certain way by the International Monetary Fund (IMF), which is also us. Although it has its own terminology for its three main sections given below-
· The goods and services account (the overall trade balance), the current account, and the word "current account," the IMF uses the term "current account" with the same meaning as other organizations.
· The main source of income (factor income from loans and investments, for example).
· The transfer payments account for secondary income.



Other definitions
According to Kindle Berger, "The balance of payments of a country is a systematic record of all economic transactions between the residents of the reporting country and residents of foreign countries during a given period of time".
It is a double entry system of record of all economic transactions between the residents of the country and the rest of the world carried out in a specific period. For example, when we say “a country’s balance of payments” we are referring to the transactions of its citizens and government.
A systematic record of every economic transaction involving a nation's citizens and the rest of the world is kept in the balance of payments of that nation. It displays a categorized record of all payments made by residents on account of products imported and services received from capital transferred to non-residents or foreigners, as well as receipts on account of goods exported, services given, and capital received by residents.
Features of BOP
a. It is a systematic record of all economic transactions between one country and the rest of the world.
b. It includes all transactions, visible as well as invisible.
c. It relates to a period. Generally, it is an annual statement.
d. It adopts a double-entry bookkeeping system. It has two sides: credit side and debit side. Receipts are recorded on the credit side and payments on the debit side.
Importance of Balance of Payments 
1.BOP records all the transactions that create demand for and supply of a currency.
2. Judge economic and financial status of a country in the short-term
3. BOP may confirm trend in economy’s international trade and exchange rate of the                     
    currency. This may also indicate a change or reversal in the trend.
4. This may indicate policy shift of the monetary authority (RBI) of the country.
5. BOP may confirm trend in economy’s international trade and exchange rate of the currency. This may also indicate a change or reversal in the trend.
The General Rule in BOP Accounting
a.	If a transaction earns foreign currency for the nation, it is a credit and is recorded as a plus item.
b.	If a transaction involves spending the foreign currency it is a debit and is recorded as a negative item.
The various components of a BOP statement 
1.	Current Account
2.	Capital Account
3.	Reserve Account
4.	Errors & Omissions



	
4.0 COMPONENTS OF BALANCE OF PAYMENT
4.1 Current account of balance of Payment
The Current accounts records the transaction in merchandise and invisibles with the rest of the world.
Merchandise covers imports and exports and invisibles include travel transportation insurance, investmentnand other services. The current account mainly consists of 4 types of transactions.
i) Exports and imports of goods: Exports of goods are credits (+) to the current account. Imports of goods are debits (-) to the current account.
ii) Exports and imports of services: Exports of services are credits (+) to the current account.
Imports of services are debits (-) to the current account.
Current A/c: It can be broken down into two parts viz., Balance of trade & Balance of Services. Balance of trade deals only with export & import, merchandise (or invisible items); It is not necessary that balance of trade always balances; more often, it will either show a surplus or a deficit.  A surplus on the trade balance may be matched with a surplus or a deficit on the service balance.  If the surplus on service balance equals the deficit on trade balance, the current A/c shows a net balance.
BOP on current account refers to the inclusion of three balances of namely – Merchandise balance, Services balance, and Unilateral Transfer balance.
Types of Balances 
Trade Balance
Merchandise: exports - imports of goods
Services: exports - imports of services
Income Balance
Net investment income: net income receipts from assets
Net international compensation to employees: net compensation of Employees
Net Unilateral Transfers
 Gifts from foreign countries minus gifts to foreign countries
4.2   Capital account of Balance of payment
In the case of the capital account an increase (decrease) in the county foreign financial assets is debit (credit) whereas any increase (decrease) in the country foreign financial liabilities are credits (debits). The transaction under the Capital account is classified as:

· Foreign Investment
· Loans
· Banking Capital
· Other debt capital
Loans comprise long-term and medium-term borrowings from the commercial capital market in the form of loans Bond issue and short-term credits, as well as concessional loans received by the government or public sector organizations. The credit is the disbursement received by Indian resident entities. Indians made loans and items as payment, which are considered credit items.
The changes in the foreign assets and liabilities of commercial banks, whether privately or comparative and government owned, are covered by the inflow of the foreign capital that comes credit component of the Balance of Payment/Banking capital. A credit item is an increase in liabilities and a loss in assets.
The current account records transactions, similarly, the capital account reflects transfers of money and other capital goods as well as changes to the nation's overseas holdings and liabilities. It consists of loans, investments, bond issuance, etc.
Capital Account Balance 
Capital accounts may show a deficit or a surplus.
Private foreign loan flow, banking capital movement, official capital transactions, reserve movement, gold movement, etc. are all included.
These are divided into two groups:
Direct foreign investments, portfolio investments, and other sources of funding.
4.3 Reserve   A/c: 
 External aid, IMF loans, and SDR allotments can all be used to cover the current account or capital transaction deficit.
The Reserve Account is the collective name for three accounts: IMF, SDR, Reserve, and Monetary Gold.
The International Monetary Fund makes purchases (credits) and repurchases (debits) in the IMF account. The International Monetary Fund (IMF) introduced Special Drawing Rights (SDRs), a reserve asset that is periodically distributed to member nations. It can be used to settle cross-border payments between two separate countries' monetary authorities.
Balance of Payment is a Double entry A/c. hence it always balances. There may be deficit or surplus in current account and capital a/c or any sub account. But final adjustment is made by increasing or decreasing forex reserves.
Hence BOP always balances.
X – M > 0 = Current A/c Surplus 
X – M < 0 = Current A/c Deficit 
X – M = 0 = Current A/c Balance}
4.4 Errors/omissions
The entries under this head relate mainly to leads and lags in reporting of transactions. It is a balancing entry and is needed to offset the overstated or understated components.

5.0 FACTORS AFFECTING THE COMPONENTS OF BOP ACCOUNT.
Exports of goods and services affected by following factors-
•	The prevailing rate of domestic currency
•	Inflation rate
•	Income of foreigners
•	World price of the commodity
•	Trade barriers.
Imports of Goods and services
•	Level of Domestic Income
•	International prices
•	Inflation rate
•	Value of Domestic Currency
•	Trade Barriers
6.0 BALANCE OF TRADE
· Balance of trade (BOT) is described as the difference between the value of merchandise (goods) exports and the value of merchandise imports. It can also be described as the ‘goods balance’ or the “balance of merchandise trade”. This balance reflects the country’s capacity to provide material requirements for the population.  An active (positive) or ‘passive’ (negative) BOT represents the net trade in tangibles.
· The difference between a country's imports and its exports. Balance of trade is the largest component of a country's balance of payments.
· Debit items include imports, foreign aid, domestic spending abroad and domestic investments abroad.
· Credit items include exports, foreign spending in the domestic economy and foreign investments in the domestic economy.
· When exports are greater than imports than the BOT is favorable and if imports are greater than exports then it is unfavorable. 

6.1 Balance of Trade V/s Balance of Payment
· The Balance of Payment considers all the transactions with the rest of the world.
· The Balance of Trade considers all the trade transactions with the rest of the world.



6.2 Factors affecting balance of trade:
1. The cost of production land labor, capital, taxes, incentives, etc.)  in the exporting economy vis-à-vis those in the importing economy.
2. The cost and availability of raw materials, intermediate goods, and other inputs.
3. Exchange rate movements.
4. Multilateral, bilateral, and unilateral taxes or restrictions on trade.
5. Non-tariff barriers such as environmental, health or safety standards.
6. The availability of adequate foreign exchange with which to pay for imports and
7. Prices of goods manufactured at home (influenced by the responsiveness of supply).

6.3 Balance of visible trade
The term "balance of visible trade," also referred to as "balance of merchandise trade," refers to any movable goods-related transactions in which ownership of the items switches from residents to non-residents (exports) and from non-residents to residents (imports). In order to treat foreign freight and insurance as separate services and not add them to the worth of the products themselves, the valuation should be done on a FOB basis.
Credit inputs are export values calculated on a FOB basis. The many forms that the exporters filled out and submitted to the relevant authorities contain data for these goods. Debit entries at CIF represent the value of imports. Even though it is out of place, CIF valuation shows in the "NET" column after totaling the debits and credits. This is the ‘balance of visible trade.’ In visible trade if the receipts from exports of goods, we described the situation as one of zero’ goods balance.’ Balance.
Depending on whether we have receipts exceeding payments (positive) or payments exceeding receipts (negative).
6.4 Balance of invisible trade
A nation both exports and imports what are referred to as services (invisibles), just as it does with products. The services account keeps track of all the services a nation exports and imports in a calendar year. Services are intangible, as opposed to tangible or visible products.
Services transactions are therefore viewed as intangible BOP items. They are invisible because payments and receipts for services are not reported at the port of entry or even exist, unlike receipts for the import and export of goods.
Unilateral transfers
It involves an economic exchange between citizens of two different countries for a set time frame, typically a year. These exchanges typically involve gift giving, pension payments, and similar things, but they can also involve other commodities and services.
Errors and omissions
Mistakes and omissions constitute a "statistical residue." It is impossible to have accurate and complete data for reported items, thus they typically cannot have equal entries for debits and credits. As a result, it is employed to balance the statements.

Overall balance
Calculating the cumulative balance of payments, which includes the current account, capital account, and statistical disparities, yields the entire BOP. The BOP is important since it highlights differences. The total BOP is important because it shows how much of a nation's international payment gap must be covered by official reserve transactions. 
Accommodating (below the line in bop) and autonomous (above the line in bop) flow concept.
An autonomous transaction is a transaction undertaken in the normal course of business in response to the given environment of price levels, exchange rates, interest rates etc.  it does not consider the equilibrium aspect of the BOP.
The bop always balances:
The balance of the autonomous items determines whether the BOP is surplus or deficit. If autonomous receipts exceed autonomous payments, the BOP is said to be in surplus; if the opposite is true, it is said to be in deficit. Transactions that are autonomous are seen as being "above the line." Effectively, all aspects of currency flows that are reported in the balance of payments are documented in the capital or current account, which together make up what is known as "autonomous transactions."
7.0   DISEQUILIBRIUM IN THE BALANCE OF PAYMENTS 
A disequilibrium in the balance of payment means its condition of surplus or deficit.
A Surplus in the BOP occurs when total receipts exceed total payments. 
Thus, BOP= CREDIT>DEBIT
A Deficit in the BOP occurs when Total Payments exceed Total Receipts. 
Thus, BOP= CREDIT<DEBIT.
7.1 Causes of disequilibrium in the BOP
The overall BOP account is always in balance. Because the capital account restores any deficits or surpluses, this equilibrium only makes accounting sense.
Disequilibrium refers to the current account or balance of payments when it is discussed. When autonomous payments exceed autonomous receipts, there is an imbalance in the balance of payments, which results in a deficit. Below is a list of the BOP's disequilibrium-causing factors.
(i) Economic Factors:
(a) Imbalance between exports and imports. (It is the main cause of disequilibrium in BOR),
(b) Large scale development expenditure which causes large imports.
(c) High domestic prices lead to imports.
(d) Cyclical fluctuations (like recession or depression) in general business activity.
(e) New sources of supply and new substitutes.


(ii) Political Factors:
Experience shows that political instability and disturbances cause large capital outflows and hinder Inflows of foreign capital.
(iii) Social Factors:
(a) Changes in fashions, tastes and preferences of the people bring disequilibrium in BOP by influencing imports and exports.
(b) High population growth in poor countries adversely affects their BOP because it increases the needs of the countries for imports and decreases their capacity to export.

7.2 Measures to correct disequilibrium in BOP
Sustained or prolonged deficit must be settled by short term loans or depletion of capital reserve of foreign exchange and gold.
The Following remedial measures are recommended:
(i) Export promotion:
Exports should be encouraged by granting various bounties to manufacturers and exporters. At the same time, imports should be discouraged by undertaking import substitution and imposing reasonable tariffs.
(ii) Import:
Restrictions and Import Substitution are other measures of correcting disequilibrium.
(iii) Reducing inflation:
Inflation (continuous rise in prices) discourages exports and encourages imports. Therefore, the government should check inflation and lower the prices in the country.
(iv) Exchange control:
Government should control foreign exchange by ordering all exporters to surrender their foreign exchange to the central bank and then ration out among licensed importers.
(v) Devaluation of domestic currency:
It means fall in the external (exchange) value of domestic currency in terms of a unit of foreign exchange which makes domestic goods cheaper for the foreigners. Devaluation is done by a government order when a country has adopted a fixed exchange rate system. Care should be taken that devaluation should not cause a rise in internal price level.
(vi) Depreciation:
Like devaluation, depreciation leads to a fall in external purchasing power of home currency. Depreciation occurs in a free market system wherein demand for foreign exchange far exceeds the supply of foreign exchange in foreign exchange market of a country (Mind, devaluation is done in a fixed exchange rate system).

8.0 FACTORS AFFECTING THE INTERNATIONAL FINANCIAL MARKET
8.1 Impact of Government Policies
i) Restrictions on Imports: Taxes (tariffs) on imported goods increase prices and limit consumption. Quotas limit the volume of imports.
ii) Subsidies for Exporters: Government subsidies help firms produce at a lower cost than their global competitors.
iii) Restrictions on Piracy: A government can affect international trade flows by its lack of restrictions on piracy.
iv) Environmental Restrictions: Environmental restrictions impose higher costs on local firms, placing them at a global disadvantage compared to firms in other countries that are not subject to the same restrictions.
v) Labor Laws: countries with more restrictive laws will incur higher expenses for labor, other factors being equal.
vi) Business Laws: Firms in countries with more restrictive bribery laws may not be able to compete globally in some situations.
vii) Tax Breaks: Though not necessarily a subsidy, but still a form of government financial support that might benefit many firms that export products.
viii) Country Security Laws: Governments may impose certain restrictions when national security is a concern, which can affect on trade.
8.2 Impact of Exchange Rates
Effect of exchange rate on balance of trade deficit: When a home currency is exchanged for a foreign currency to buy foreign goods, then the home currency faces downward pressure, leading to increased foreign demand for the country’s products. On the other way, Exchange rates will not automatically correct any international trade balances when other forces are at work.
9.0 CONCLUSION
Accounts for the balance of payments (Bop) serve as a record of all monetary exchanges between a nation and the rest of the globe. Payments for the nation's exports and imports of products, services, capital, and money transfers are among these transactions.
The statement that lists all transactions between organizations, parts of the government, or people from one country to another over a specific period is known as the balance of payments. The statement includes all transaction information, providing the authority with a clear picture of the money movement.
After all, the fund's intake and outflow should match if the items are included in the statement. For a country, the balance of payment specifies whether the country has an excess or shortage of funds. It gives an indication of whether the country’s exports are more than its imports or vice versa.
10.0 SELF ASSESMENT EXERCISE
1. Define the concept of balance of payment
2. List the components of balance of payment
3. Differentiate between Balance of Payment and Balance of Trade
4. What are the factors affecting Balance of Payments.
5. Explain 2 factors affecting international financial markets.
6.  Examine the causes of BOP disequilibrium.
7. Explain the concept of unilateral transfers as used in BOP.
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