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Syllabus Reference 4. 5 : BoP -Main definitions       


      Webnote 332





Balance of Payments





BoP = Record of transactions with the rest of the world


Consists of 2 accounts: current and capital (includes a foreign reserve account to cater for (+ or -) in the accounts


The key issue is currency flows. BoP must balance. 


If a current current account surplus exists + capital inflows (foreign inflows) are also in surplus =  result will be a (+) increase in foreign currency reserves. Fort Knox: US buys gold


If a current account deficit exists + capital outflows (domestic outflows) = (-) decrease in currency reserves. Fort Knox: US sells gold


A prolonged (long term) deficit on trade may be a problem especially if it requires national borrowing. The key concern for IB economics here is the impact of deficits on the exchange rate ( especially if deficits are solved by borrowing).





BoP Current account:


Short term –1 year


Consists of physical and invisible imports and exports


Visibles = goods 


Invisibles = services eg insurance and tourism


Balance on visibles : X > M or M> X


Balance on invisibles : X > M or M> X


Result will be a current account surplus or deficit


Surplus represents an inflow of money into the economy


Deficit represents an outflow of money


Deficit in current account causes excess supply of currency and value of ER falls. And visa versa.


See Blink pp289-291 for details of the US capital account








BoP Capital account:


Capital account refers specifically to the inflow and outflow of capital (assets/investment) which  results in a rise or fall in our external reserves (gold, etc)


Capital account provides a balance for surplus or shortage in the current account. 


Capital flows include:


Short term capital –following interest +exchange rates


Portfolio capital invested in equities and bonds


Fixed or direct capital  -goods e. g. factories Includes investment, loans, EU subsidies, dividends, borrowing by government


See Blink pp291-294 for details of the US capital account
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