3. Balance of Payments Accounts

a. Conceptual framework of the balance of payments

According to the Balance of Paymenis Marmual, the balance of payments is “a
statistical statement that systematically summarizes, for a specific time penod,
the economic transactions of an economy with the rest of the world."' There
are three conspicuous differences between this set of accounts and the
national income and product accounts discussed in Chapter 1. Thas first 15, for
all transactions included in the BOP, one party 15 a resident and the other is
a nonresident. The sacond difference is, the BOP accounts include exchanges
of assets and liabilities as well as newly produced goods, services and
incomes. The BOP accounts record all transactions between ressdents and
nonresidents, so that the sale or purchase of stocks, bonds, loans, and bank
deposit balances are included. The third difference is that the balance of
payments shows both the items traded (good, service, income, or asset) and
also the assocmted payvment or credit flows. As a consagquence, all transactions
appearing in the balance of payments are entered twice, in principle,

{1} Basic conventions

The double-entry accounting system

The basic convention appbed in constructing the balance of payments is the
double-entry accounting system, Every transaction is represented by two

entries with equal values but opposite signs, a debit (-) and a credit (+). By
comvention, cerain items are recorded as debits and others as credits, as

filloners:
Exports of goods and services Credit (+)
Imports of goods and services Debit (-}
Increase in financial liabilities Credit (+)
Increase in financial assets Deebin (=)
Diecrease in labilities Debat (-)
Decrease in assels Credit (+)

"The International Monetary Fund publishes guidelines for the compilation and presentation of
balance of payments statistics by member countnies. The vanous editions of the BOF Marmal have
been based on member country practices and an on-going dialogue between the Fund staff and
statistical officials and experts. The quotation 15 from International Monetary Fund, Balance of
Paymemnts Marmeal (Washington: International Monetary Fund, Sth ed., 1993), p.6.
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The payment or receipt associated with each type of transaction would have
the opposite sign as the one shown in the list above For example, while
exports give rise to credits in the BOP accounts, payments for exports are
debits. Suppose payment takes the form of an increase in an account of the
exporter’s domestic commercial bank with one of its foreign correspondent
banks. In the BOP accounts of the exporting country, this would be an
increase in foreign assets, whach the list indicates as being a debit transaction.
The example in Box 3.1 illustrates how a shipment of cars exported from
Russia to Poland, and involving a payment by a Polish importer through the
banking system, is recorded under the above conventions.

Bozx 3.1. An Example of Double-eniry Accounting

Russia's Accounts Poland*'s Accounis

Exports Credit  Impon Dehit
Bank deposit increase Dbt Decline in bank deposit ~ Credit

With double-entry bookkeeping, the sum of all credits should in principle be
wdentical to the sum of all debits, and the overall balance must equal zero. In

this sense, the balance of payments is always in balance.

Several other aspects of the double-entry system are important for
understanding balance of payments data:

. Outpui fransactions and financial transactions, “Output” flows
mvolve goods and services (such as merchandise, travel, and shipping).
Such wems contrast with financial transactions, or changes in levels of
financial assets and liabilities (for example, the repayment of principal
on an outstanding loan, a reduction in a liability). Transactions in goods
and services are recorded in the carrent accounf of the balance of
payments, along with income flows and some transfers. Financial
transactions are recorded in the capital and financial account of the

balance of payments.

. Transfers. Unrequited transfers across national borders are one-sided
transactions. Suppose, for example, that the Japanese Government
gives the Kyrgyz Republic some buses for public transportation.
To account for such transactions, which involve no financial
compensation, the balance of payments includes a category called
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“transfers.” This convention allows one-sided transactions to be
converted to standard two-sided transactions. The donated buses are
recorded as an import (a debit entry) in the accounts of the Kyrgyz
Republic, having been “paid for” by a transfer (a credit entry). More
generally, all gifts having an economic value, when no guid pro guo is
mvolved, give rise to a counter-entry, which 15 esther a current or
capital transfer, Current transfers include cash transfers, gifts in kind
{such as food and medicines), contributions to international
orgamizations, and remittances sent by workers residing abroad to
families back home. Capital transfers typically involve a fixed asset or
debt forgiveness (see Section b(3)).

Errors and omissions. In practice, the BOP accounts may not balance.
Thas may be because data are denved from different sources or because
some items are over- or under-recorded or not recorded at all. Balance
of payments accounts therefore contain an item, “net errors and
omissions,” that is set equal to the sum of all of the other lines in the
account, with algebraic sign reversed Defining Net Errors and
Omissions as a residual ensures that the balance of payments will sum
to zero in practice.

Because this line is recorded net, credit errors offset debit errors. An
underestimation of exports may be panly offset by an underestimation
of imports, or by an underestimation of payments for exports, or
randomly by any other entry that 1s misrecorded. Since credit and debit
errors offset each other to some exient, the size of the net residual
cannot be taken as an indicator of the relative accuracy of the balance
of payments statement. Monetheless, large net residuals impede the
interpretation and analysis of the balance of payments for an individual
country.

The balance of payments of the global economy will sum to zero in
principle because of the double-entry accounting system, and also fior
a second reason: for each item, the sum of world credits must egual the
sum of world debits. Countnies’ exports are other countries” imports,
summing across all countries, the value of net merchandise trade
should be zero, This is true, as well, for each type of flow in the
BOP—services, incomes, long-term finance, and so forth. However, for
the world as a whole, the sums for individual BOP items typically are
nod equal to zero in practice because of asymmetries i reporting. Some
items tend to be missed by both partners to a transaction (such as
reinvested earmings of foreign subsidiaries), whereas other discrepancies
tend to occur systematically (the timing asymmetry between exports

©International Monetary Fund. Not for Redistribution



and imports”) or because of dissimilar reponting practices or errors
between pairs of trading partners.’

. Fleves and stocks. The balance of payments accounts record primarily
flows. These flows are distinguished from the stocks associated with a
country’s international investment position—that is, the value of a
country’s assets and liabilities. Flows are measured for a specific time
period, whereas stocks are recorded at a point in time, often the end of
the recording period. Two stock concepts discussed explicitly in this
chapter are the level of international reserves (external assets) and the
level of external debt (external liabilities).

Residency

The concept of residency i the balance of payments 15 based on the
transactor’s location, not on the transactor's nationality. This practice follows
the System of National Accounts (SNA) presented in Chapter 1. The main
considerations relating to economic territory are as follows:

Individuals in a country are generally considered ressdents if they have lived
there for at least 12 months. Nonresidents include visitors (tounists, crews of

*William L. Hemphill, “Estimation of the Timing Asymmetry in International Trade” IMF Staff
Papers, March (Washington: International Monetary Fund, 1980),

A major purpose of the SOF AMarmual is to encourage countries to prepare external-sector data so
that published reports are comparable with those of other countries and asymmetric accounting
practices are minimized. For a number of years, however, data on the global current account balance
have shown a large discrepancy in the form of an excess of recorded debits. Conversely, the global
capital account has shown a large positive balance, an excess of recorded credits. Such discrepancies
can undermine the credibility of analyses of global economic developments, hinder the formulation
of appropriate policies, and even contribute to protectionist pressures owing to mistaken perceptions
of countries’ balance of payments situations. In 1987, under a special working party, the IMF
investigated the causes of the current account discrepancy and recommended procedures to improve
statistical practices in these areas, In 1992, a similar effort was undertaken to assess procedures for
the collection of capital account statistics in the light of the growth and complexity of international
capital account transactions. See the final Report of the Working Party on the Statistical Discrepancy
in Waorld Current Acconnt Balance (Washington: International Monetary Fund, 1987) and Report
on the Measurement af fnternational Capiital Flows (Washington: International Monetary Fund,
September, 1992). An IMF committee on Balance of Payments Statistics, made up of experts from
member countries and other international organizations, now meets on a regular basis to continue the
assessment of data adequacy in light of developments in international trade and finance and to make
recommendation for further improvements. This committee publishes an Anmual Reporr on its
findings and recommendations.
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ships or aircraft, and seasonal workers), border workers (who are considerad
to be resdents of the country in which they hive);, and diplomats and consular
representatives and members of armed forces stationed in a foreign country,
who are nonresidents irrespective of the duration of their stay.

Enterprises are considered residents of the economy where they are engaged
m business provided they have at least one productive establishment there and
plan to operate it over a long penod of time. Subsidianes of foreign-owned
companies are considered to be resident in the country in which they are
located.

General government, including all agencies of central, regional, and local
governments, together with embassies, consulates, and military establishments
located abroad, are considered to be resident of the home country, not of the
foreign country in which they are located. Treatment of officials thus differs
from treatment of enterprises and of individuals not employved as government
officials.

Time periods and the timing of recording

The time period for recording balance of payments flows may be of any
length. However, this aspect is usually dictated by practical considerations,
especially the frequency of data collection. Many countries prepare balance
of payments data annually because firm estimates for some balance of
payments transactions are available only once each year. However, since other
data (for example, for exports and imports) are oftéen available quarterly and
sometimes monthly, some countres prepare quarterly balance of payments
data consistent with quarterly estimates of the national accounts.

By convention, both parties to an international transaction record it at the time
at which there is a legal change of ownershap. In principle, they record it
according to the principles of accrual accounting (when transactions such as
interest payments are due, not when cash settlements are made). In practice,
however, trade, service, and financial transactions may be recorded at
different times by the two parties.

Valuation

A balance of payments transaction should be valued at market price, which
means it should “reflect the terms of an exchange between a willing buyer and
a willing seller.” Besides ruling out coercive terms, this definition is also
intended to give guidance to statistical compilers especially in three difficult
cases:
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. barter transactions, which involve a direct exchange of goods for other
goods rather than for money,

. transactions between affiliated enterprises (for example, sales of
intermediate goods between a subsidiary and the parent company at
imputed prices that could affect the apparent location of the source of
profits and thus cause the company to benefit from a lower rate of
taxation in one of the countnes); and

. transfers, which may not have a market price.

Exports and imports are shown f.o.b. (“free on board™), which means that the
reported value excludes the cost of transportation beyond national borders.
Impaorts are usually recorded in customs procedures on a ¢.i.f. basis, including
the cost of international insurance and freight. However, in the balance of
payments accounts, the insurance and freight components are recorded under

SEMVICES,
Unit of account

Since transactions may be settled in vanious currencies, an appropriate unit of
account is required for recording balance of payments transactions. For the
sake of companson with other developments in the domestic economy, use of
the national currency is clearly advantageous, However, the higher is the
domestic rate of inflation, the less meaningful are year-to-yvear comparisons
of values of foreign transactions measured in units of domestic currency. In
such cases, one might consider deflating BOP items by a domestic price index,
to obtain figures that approximate quantity changes. Against this procedure
it may be argued that the foreign prices of items in the BOP accounts may
change independently of the domestic price level, and in fact it is not clear
what sense it makes to deflate financial flows by a price index. Perhaps for this
reason, the unit of account most often used as an alternative to the domestic
currency is the U.S. dollar or some other major currency. While recording a
country’s BOP in terms of dollars or marks instead of the national currency
may yield an advantage from the point of view of interpreting period-to-
penod changes, it does not provide an ideal measure since the resulting data
will be in value terms—price changes as well as quantity changes wall
influence the published figures. Besides that, any single currency, no matter
how important in global transactions, i subject to fluctuations relative o
other currencies, BOP accounts for a country measured in dollars will include
the effects of fluctuations of the dollar as well as quantity and price changes
in the recording country's exteérnal sector. The SDR would be a supenor unit
of account from this point of view since its value is based on a basket of major
currencies. However, it is possibly less familiar to the residents of countries
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who may be expected to read the official reports of BOP developments, and
so the dollar and other major currencies are used more often than the SDR.
The appropriate exchange rate (the market rate prevailing on the transaction
date) 15 used to convert data from the currency of the reporting country into
the accounting currency.*

(2} Changes in the Balance of Payments Manual
Changes in coverage

Between the publication of the fourth edition of the BOF Manual (1977) and
the fifth edition (1993), there were many developments in the field of
international trade and finance, including increased trade in services,
widespread removal of capital controls, innovations in the nature of financial
instruments, and new approaches to restructuring external debt. As a result,
the methodology for recording transactions in the BOP Manwal had to be
adyusted to accommodate these changes. The fifth edition aims to improve the
integration of external sector accounting with other macrosconomic accounts,
particularly the SNA, and incorporate the changes that have taken place in
international transactions (see Box 3.2). Unlike the previous edition, the 1993
BOP Manual provides a conceptual framework for presenting the external
transzactions and also the international financial position of an economy,
through a comprehensive measure of external assets and liabilities.

This workshop volume is written in terms of the new, fifth edition of the
Marmal. However, while the revised BOP concepts rest on a broad consensus
among official statisticians, it may take some time before the new terms have
been adopted by most countries. Thus, there may well be some benefit in
familiarity with both the old and new names—in keeping in mind that
“nonfactor services™ refers to services, “factor services™ are incomes, and the
“capital” account refers to the financial account.

*See Chapter VII of the BOP Mol for additional details. In the case of multiple exchange rates,
the conversion unit can be either a unitary rate (a weighted average of all official market rates) or the
principal rafe (used for most economic transactions). When there 15 a parallel markef rate for some
transactions, this rate can be used for conversions, and the official rate for the remaining transactions.
When multiple rates are in use, and this practice is reflected in compiling and reporting BOP data,
problems of interpretation and analysis of data in domestic currency may be greatly magnified.
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The net international investment position

A country's international investment position is its stock of external financial
assets minus 1ts stock of external habilities. The position at the end of a
specific period (such as a year) reflects financial transactions duning that
period and valuation changes from movements in exchange rates as well as the
country’s position at the beginning of the penod.

{3) Standard classification of the balance of payments

Main components

The BOP Manual s standard classification system has two accounts: the
current account and the capital and financial account. Their major components
are presented in Box 3.3,

In selecting the standard components, the following criteria have been given
the greatest weight. Each item should:

. exhibit distinctive behavior; that is, its economic influences should be
unigue,

. be important in a number of countries,

= be measurable, such as through the regular collection of statistics; and

. mtegrate with other statistical systems (especially the SNA).

Current account, The current account i3 compnsed of goods, services,
income, and current transfers. Transactions classified under goods relate to
the movement of merchandise and generally involve a change of ownership.
Services refer mostly to the transpontation and insurance of merchandise
shipments, transport fares paid by travelers, tounst services (hotels,
restaurants), royalties and license fees, communications, construction, house
rentals, government purchases (in connection with embassies, for example),
and other items.

Income may be derived from labor (wages paid to employees living in
neighboring countries), and from financial assets or liabilities.

Financial income (“investment income, net'”) represents receipts and payments
of interest on financial assets and liabilities and dividends on corporate stocks
For indebted countries, interest payments on foreign debt often constitute the
largest income sub-item. The important credit items are interest earned on
foreign exchange reserves and, for creditor countries, interest received on
loans to foreigners.
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Box 3.3, Classifications of the Balance ol Paymenis

I. Current Accoaunt
&, Goods and Services
Gloacds

Services
Transpaortation
Travel
Grvemmenl servicss
(Mher services
B. Incoms
Compensation of employees
Investmeenl income
O which: [niereet on external debt
iC. Current Tramsfers
2, Capital and Financial Account
A. Capital Account
Capital transfers
nonfinancial gssss
B. Fimancial Account
Direct nvestment, net
Farifolso nvestment, net
(nher investment, net
Loans, trade credis
se aff 3F credit and loans from the Fund
Reserve asagts
bonetary gold
SDRs
Reserve posifion in the IMF
Foreign exchange
Oiber claims
Sourve: IMF, Balonce of Paymenir Mamnal, 1953,

Changes in general government currenf fransfers are largely dependent on
decisions made by governments of countries that are foreign aid donors. The
main component of private current transfers 1s usually workers' remittances,
which reflect the number of workers living abroad and the incentives for
transferring funds, particularly expectations concerning interest rates, the
exchange rate, and the taxation of such income.*

*For balance of payments recording purposes, remittances from workers living abroad for more than
12 months (reported under “current transfers™) are distinguished from labor income eamed by
workers living abroad for less than 12 months (reported under “compensation of employees™).
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Most countnes report gross debits and credits for current-accoumnt items in
their BOP tables, but entries in the capital and financial account are typically
niet (credits mimus debits).

Capital and financial account. Box 3.3 shows the two categories of the
capital and financial account. The so-called capital account portion {new
definition) is in fact small or even negligible for many countries. It includes,
for example, acquisition or disposal of “intangible nonfinancial assets and
proprietary rights” such as trademarks, patents, copyrights, leasing
agreements, and mineral rights, among other items. Debt forgiveness is
included in this sub-account, as part of capital transfers.* Because the capital
account is typically small, the name for this part of the BOP is often
abbreviated from “capital and financial account™ to “financial account.”™

The financial account has four functional categories:

direct invesiment, which is further divided into equity capital and
reinvested earnings;

. porifelio investment, which includes long-term debt and equity
secunties, money market nstruments, and tradeable fhnancial
derivatives, including currency and interest rate swaps,

. other invesimeni, such as trade credits and general borrowing, and
IMF credit; and

* reserve assels, availlable to meet immediate needs to make foreign
paymenis.

Diespite the name, reserve assets in the standard balance of payments accounts
are not stocks but changes in gross or net holdings of convertible, Liquid
external assets. These assets include foreign exchange (currency, deposits, and
securities), monetary gold, SDRs, and the country’s reserve position in the
IMF.' Reserve assets are under the effective comtrol of the monetary
authonties and can be used esther directly (to finance payment imbalances) or
indirectly {to mtervens in foreign exchange markets to suppont the value of
the domestic currency). Transactions with the IMF affect both reserve assets
and reserve liabilities (see Box 3.4)

“For a discussion of capital transfers, see Chapter 1, Section b{1), in the discussion of GNDIL
"Note that normmometary gold, possibly including stocks held by the authorities for trading purposes,
is treated like any other commodity in the balance of payments.
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According to the accounting principles recommended in the fifth edition of the
BOP Marmeal, reserve asset flows should exclude changes in value that are not
atintbutable to transactions. Yaluation changes resulting from fluctuations in
the exchange rate, and the creation of new reserve assets (the monetization of
gold or allocations of SDRs) are not included in the data for flows reported
mn the BOP. Instead, these items are reflected in the international investment
position (the data for stocks).®

Box 3.4. How IMF Transactions Affect the Balance of Payments

Three types of transactions with the IMF can directly affect a country’s balance
of pavments accounds:

I, Use of IMF rezources, When a country purchases forgign currency froim
the IMF {for instance, throogh a standby arrangement]), it incresses the
central bank’s holdings of foreign financial assets (the foreagn exchange
received) but &t the same time it incurs a financial liability (its obligation 1o
repay the IMF). Thus, use of IMF credit is recorded with a positive sigm i
the financial account under “cther investment, loans.” The payment side of
this transaction is shown with 8 minus sign as an increase in “reserve
asseds.”

2, Changes in Special Drawing Rights (8DRs). SDRs are intermational
reserve assets created and distnbuted by the IMF o supplement countries’
existing assets. If SDEs are wsed fo scquire foreipn exchange, to setile
financial imbalances, or to extend loans, the transactions are recorded in the
balance of pavments under reserve assel lows, Actording 1o the fifth editon
of the SCF Marmeal, new allocations of 50 are not included. They affect
only stocks (the net international investment position of a country).

3. Changes in a country's “reserve tranche position” in the IMF. This
arises from (i) the payment of part of a member's quota in reserve assets,
(i) the IMF s net use of the member's currency in a drawing by another
member, or (1) the drawing down of a member's reserve tranche to finance
an external pavments deficit. Changes in a country’s reserve position in the
IMF, whach inchudes a member's creditor posation under any arrangement (o
lend to the IMF, are changes in its holding of o reserve asset from the
country's perspective. Changes in ils reserve position are recorded as
changes in reserg asacts in the Ninancial aceounl,

"Many countries may still be following the Fourth edition of the Aarmal, which included valuation
adjustments and SDR allocations in the data on flows, and hence in the balance of payments.
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Exceptional financing

It is possible to regroup the standard BOP items or sub-items in order to ficus
on specific analytical questions. A major case in point is the regrouping of
items so that an external balance can be calculated. (As mentioned above, the
saimple sum of all BOP items is necessarily zero,) External balance is discussed
in the following section. A second example of analytical regrouping arises in
the case of exceptional financing, which is not shown explicitly as part of the
standard presentation of the BOP.

Transactions that are grouped under the heading of exceptional financing
involve debt arrears and rescheduling—transactions that are not fully
voluntary from the viewpoint of both parties, or at least are not the mode of
debt service anticipated and preferred by the lender when the loans were
onginally agreed. In the standard presentation, these flows are included with
investment income and financial flows. For example, suppose & country
experiences arrears in a given period, either of interest or amortization
payments. In principle there will be two entries in the BOP for each
occurrence, one showing that the payment was made (even though it was not)
and the other indicating the funds were re-borrowed.

The use of supplementary information, in this case, means that the net figures
for capital mflows in the BOP can be separated into two pars, and
exceplional and unexceptional flows can be grouped and presented separately,
The imputed re-borrowing flows to finance arrears, reschedulings, swaps,
forgiveness, and so on (if such operations have occurred during the reporting
penod) are deducted from the financial account hines where they are recorded
in the standard presentation; they are added together and reported “below the
line” as part of financing (see the next section).

To summanze, in the standard presentation no distinction 15 made between
exceptional financing and ordinary fnancial flows, but supplementary
information can be imposed on the accounts to show this type of analytical
distinction. The same treatment can be used with other BOP items and for
other analytical purposes. BOP tables that result from such strategic
regroupings of tems are usually referred to as analpfical presentations. The
puidelines given in the BOP Manual are nol meant (o limit the sors of
analysis that countries make in their publications. The Marmual does suggest
that common definitions be used in d-n‘tmm'lnhlg the composition of the
standard building blocks of such presentations in order to facilitate correct

ll'l'tﬁ!'P-l'l.'.'lllIIJII and Wlﬂw across countries.
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The main exceptional financing transactions are as follows:

. The rescheduling of evisting debt involves replacing an existing
contract with one that postpones debt service payments. The main
balance of payments items affected by rescheduling are interest
payments (shown in the current account) and amortization payments
(shown in the financial account). The counterpart entry in each case will
appear under exceptional financing. Debtl restructunng may cover
arrears on interest or principal as well as scheduled interest and

principal payments.

= Arrears on debt servicing can be either interest or amortization
payments that are past due. Both are treated as if they had been paid
with a short term loan—that is, a scheduled interest payment is
recorded as an income debit in the current account, and it is offset by
a credit in the financial account under exceptional financing. If an item
in arrears is not paid in the following vear, a further capital inflow will
be imputed in the subsequent annual BOP accounts, offset by further
imputed repayments. In any accounting period, the exceptional
financiang of arrears will therefore equal the (recorded) outstanding
stock of such items (as well as the change in the stock.)

. Debt forgivemess means the voluntary cancellation by an official
creditor of all or part of a debt specified by a contractual arrangement.
It is recorded as an official transfer under the capital account and under

exceptional financing ”

*  Eguity investment, especially debt-equity swaps. This type of
investment involves the exchange of bank claims on debtors, usually at
a discount, for nonresadent equity investment in a country, The value of
the equity offered by the debtor country appears as a credit under
exceptional financing. There is a debit of equal value in the financial
account representing the debt that has been extinguished. This value is
much smaller, typically, than the onginal value of the loan, The
difference between the original and the swap value of the debt liability
will, in pnnciple, be reflected in the debt stock values reported for
suCCessive years m the mternational investment position of the country.

"I the debt forgiveness represents a write-off of debt by a private creditor, it is recorded not in the
balance of payvments but in the SNA under “revaluation account.” See Balance of Payments Mannal,
1993, Appendix IV
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b. Analyzing the external position

{1} Concepts and measures of balance

Under the double-entry accounting svstem, the sum of credit items equals the
sum of debit items, so that the overall balance of the balance of payments is
zero. How then is it possible to have imbalances—surpluses or deficits—in the
external sector accounts? A surplus or a deficit arises when a given subgroup
of external transactions (shown “above the line'™) is distinguished from another
subgroup of transactions (shown “below the line”). “The line™ in this case is
meant to separate normal income and spending from financing (that is, from
borrowing or a drawdown of reserves to finance a BOP deficat). While it is
not difficult to decide judgmentally which items go above or below the line in
the case of a hypothetical household, or even an actual government, 1t often
requires some judgment in the case of the balance of payments of an entire
economy, The idea is to separate “sutonomous” transactions from “financing™
transactions, Wherever the ling 15 drawn, if items above the line sum to &
negative number, then the balance of payments 15 said to be in deficit, and a
positive balance means a BOP surplus.

One of the primary purposes of the balance of payments accounts is to
provide an indhcation of the need to adjust an external imbalance. The decision
on where to draw the line for analytical purposes requires a judgment
concerning the imbalance that best indicates the need for adjustment. There
are a number of definitions of balance in common use for this and related

analytical purposes.

The trade balance is the difference between exports and imports of goods.
From an analytical point of view, it is arbitrary to distinguish goods from
servces. For example, a umt of foreign exchange carmed by a freight company
strengthens the balance of payments (o the same extent as the foreign
exchange earmmed by exporters. Nonetheless, the trade balance is useful in
practice since it is often the most timely indicator of trends in the current
account balance, The customs authorities are typically able to provide data on
trade in goods long before data on trade in services are available.

The current account balance, one of the most analytically useful indicators of an
external imbalance, is the difference between credits and debits of goods, services,
income, and transfers. " As explained below, the current account equals the change
in the economy’s net foreign asset position (strictly !Ftﬂk'lng., the part of the
change due to transactions—excluding capital gains and losses). The current

""The fifth edition of the Manual includes only current transfers in this definition (see Box 3.2).
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account balance also measures the difference between output available
domestically and output used up (“absorbed™). A current account deficit does not
necessarily indicate a need for a policy adjustment since the economy may attract
large net financial inflows for years or decades. A persistent current account deficit
does, however, indicate an increasing level of repayable foreign liabilities, and a
widening stream of debt service. The sustainability of a current account deficit in
the medium- to long-term is discussed in Box 3 5.

The overall balance places changes in net international reserves below the line,
and other financial items and the current account above the line, Reserves include,
in the least, liquid convertible foreign assets of the central bank—"reserve assets,”
defined above. Certain “reserve habilities” may be netted against (subtracted from)
the figures for gross foreign assets. They could include, for example, the liguid
deposits of foreign central banks with the reparting country—these deposits are
reserves to the depositing foreign central banks. Use of IMF credit may also be
netted against gross assets. Exceptional financing will appear below the line (but
the “Net errors and omissions™ will be placed above the line) in computing the
overall balance.

Few observers, stalisticians, or economists would dispute that changes in net
central bank reserves belong below the ling, that these flows constitute financing
rather than BOP transactions. The question is whether this definition of financing
items is too narrow. I the central bank uses monetary policy flexibly to mudge the
structure of domestic interest rates up or down, to attract or repel foreign finance,
then arguably part of short-term financial flows is attributable to financing even
though these flows usually are included above the line."

(2] The importance of the current account

The central accounting relationship between the balance of payments and a
country’s resource gap has been discussed in Chapter 1. In one version, the current
account balance is identical ex post to the economy's resource gap as measured by
the difference between economy-wide saving and investment,

S-T=CAB=X -M+¥, + Ty, (3.1)

"In the past, the concept of basic balance was devised because of this possibility; it counted all short-
term flows below the line. But the distinction between short- and long-term financial flows has
become increasingly blurred. Corporate stocks and bonds, although formally long-term assets, can
in fact be promptly resold on secondary markets. The concept of basic balance is no longer in
widespread use.

There is no question that central banks can in principle use changes in interest rates to influence
foreign financial flows. If lows are highly mobile, however, the response to monetary tightening or
loosening may have large, unwanted exchange rale implications, may impact the money supply, and
may contribute to the conditions for a financial crisis.
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Box 3.5, Current Account Sustainability

A current account surplus implies that the country is accumulating net claims
on other countries, Conversely, a current account deficit implies that the
country 15 runnang down its foreign assets or accumulating foreign liabilities.
Thus, the curent account must be equal to the change in the net intemational
mvestment position of & country. When the difference between the stock of
foreign assets and labilities is negative, the country is a net deblor to the rest
of the world. Countries, hike indrviduals, are bound by an intertemporal
budget constraint; if the country i5 a net debtor, then in principle the
SCONOMTTY must nn current account surpluses at some point in the futare that
have a present discounted value equal 1o its net debi. This ability to generate
future current account surpluses sufficient 1o repay existing debt s known
as sofvency. Thus, a country s solvent if the present value of future current
account surpluses is af least equal o 1is current external debt

The notion of solvency, while useful, 15 not easy 10 assess in practice. If large
future current account surpluses are assumed, any path of current account
deficits can be consistent with interiemporal solvency. A more restricied
noton of sustamability can be defined by assuming a continuation of present
policies into the fiture with an unchanged macroeconomic environment. By
this dafinition the current stance of policies is “sustainable”™ if its contimuation
in the future does nod violate the solvency constraing,

In practice, the noton of current account sustamabality 15 more complex
because it reflects the interaction between saving and investment decisions
of foreign invesiors. An altemative way of assessing current account
sustainabality 15 to ask whether the current account and the underlying
behavior of the govemment and the private sactor, if continued, would entail
the need for a drastic shaft in policies to avoid a crnsis (an exchangs rate
collapse or an external debt default). IF the answer is "yes” the current
account deficit is unsustainable. The policy change or the cnsis can be
tngeered by a domestic or external shock mvolving a shift m mvesior
confidence in the country’s ability or wallingness to meet its external
obligations.'

'See Gian Marnia Milesi-Ferretti and Assaf Razin, “Persistent Current
Account Deficits: A Wammg Signal?," in International Jowrnal of Finance
and Economics, Yol 1, No. 3, July, 1996,

As seen from equation (3.1), a change in the current account position (such
as an increase in the surplus or a decrease in the deficit) must be matched by
an increase in national saving relative to investment. Thus, it is useful to
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understand whether, and how, policy measures designed to alter the current
account balance (through, for example, exchange rates, tanffs, quotas, or
export incentives) also affect saving and investment behavior.

Alternatively, the current account reflects the gap between income and
absorption in the economy,

GNIN - A = CAB. (3.2)

As this relationship indicates, improving a country's current account balance
requires that resources be released esther through a decrease in domestic
absorption relative to income or through an increase in national income
relative to absorption, Equations (3.1) and (3.2) by themselves do not provide
sufficient information for an analysis of the current account because they do
not reflect the vanous interactions and behavior of agents in the economy. For
example, changes in absorption are influenced by changes in disposable
income, and changes in saving are affected by investment, at least i the
longer run. The identities mdicate a limit on the range of possible outcomes,
which is useful, but cannot show the links between changes in policy
instruments and changes in the achievement of policy objectives. The two
equations constitute the basic macroeconomac framework in which the current
account is embedded.

As already described, the current account balance is always matched by the
change in a country’s net financial claims on the rest of the world. These
claims, the contenis of the financial account plus the change in reserves,"
were disaggregated in the preceding section according to type and maturity
(direct mvestment, portfolo investment, and so forth). A shghtly different
disaggregation focusses on these flows as sources of finance, and 15 used in
Chapter 5: foreign direct invesiment, F12f; net foreign borrowing of nonbanks
(including portfolio investment and certain other flows), NFE; the change in
banks' net foreign assets (the central bank and commercial banks), ANF4"
and possibly a residual term, Other foreign items net (Of¥). In symbaols,

“In the standard presentation, the change in reserves is part of the financial account balance,
However, these workshops (and other analytical documents, including IMF staff country reports)
typically utilize an analytical presentation of the BOP accounts in which the change in reserves is
separated from other financial flows, as discussed in Section b{1). For an example, see Table 3.3 in
thas chapter,

"*The change in interational reserves is part of ANFA, which contains both central and commercial
banks’ liquid net foreign assets. Flows involving banks are sometimes called “monetary” flows as
separate from “nonmonetany™ or “foreign invesiment™ fows.
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CAB = - (FDI + NFB + ANFA + OIN). (3.3)

Equation (3.3) shows that the net provision of resources to or from the rest of
the world—as measured by the current account balance'—is matched by a
corresponding change in net claims on the rest of the world. For example, a
current account surplus is reflected esther in an increase in net official or private
claims on nonresidents or in the acquisition of reserve assets by the monetary
authonties. But a current account deficit mplies that the net acquisition of
resources from the rest of the world must be paid for either by liquidating the
country’s foreign assets or by increasing its liabilities to non-residents, Thus, the
balance of payments identity shown in equation (3.3) can be viewed as the budget
constraint for the entire economy.

As discussed in Chapter 1, the current account can be viewed as equal to the sum
of the resource gaps of the government and nongovernment (“private”) sectors
A given current account balance may be consistent with a number of
combinations of private and public sector deficits and surpluses. A deficit in the
curment account could stem from a private consumption boom or a sharp nse in
investment, or it could be brought about by a sharp deteroration in the fiscal
position with or without an improvement in private sector saving

{3) The role of trade policy

Trade flows are affected in an important way by trade policies, including tanffs,
import or export quotas, and import or export subsidies. Trade policy strategies
are broadly drvided into two groups, owtvard-orienfed and inward-oriented. An
outward-onemed strategy is one based on trade policies that do not discriminate
berween production fior the domestic market and exports, or between purchases
of domestic goods and foreign goods. An outward oriented trade strategy is not
export-promoting, but it is neutral and nondiscriminatory. A method for
estimating whether a trade regime is, in princaple, export- or impori-biased 15
given in Box 3.6. There is an ongoing debate about whether most successful
exporting economies (such as those in East Asia) followed broadly neutral trade
policies."” As an historical pattern, a number of highly successful exporting
countries followed an mward onentation in their early years of exporting
manufactures, and then changed their trade policy to that of outward
orientation. "

“Given the definition of the current account balance (("4AR) in equation (3.1}, it follows that a
negative balance 15 a current account deficit and a positive one 15 a surplus for the compiling country.
“For a comprehensive discussion of the issues in assessing a country's trade policies and a synthesis
of the literature on the empirical evidence on trade policy regimes, see Vinod Thomas and John Nash,
Best Practices in Trade Policy Reform (New York: Oxford University Press, 1991).

"*This debate is described in T.N. Srinivasan, “Trade Orientation, Trade Liberalization, and Economic
Growth, Chapter 6 of Gary Saxonhouse and T.N. Srinivasan, eds. Development, Duality, and the
infernational Economic Regime (Ann Arbor: University of Michigan, 1999).
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Box 3.6, Measuring the Bias or Neutrality of Trade Regimes'

A widely used measure of the bias in irade regimes is bazed on the nodson of
effective protection. Trade ias is defined as

(1}

ejﬁrﬂw Fate q,l"p.rﬂm:ﬁmﬁ.r ::'mrra!lfﬁ

where the effective rate of protection (ERP) for a good captures the rate of
protection accorded 1o value added in its production (nof 1o the finished
product). It 15 given by,

ERP = mo, 2)

whiere

v = value added al domestic prices, including tanils or subsidses; and
v = value added at world prices.?

* A trade bias ratio of | implics neutrality whle a ratio greater than one
implics that importables have on average higher protection (nominal or
effective, as the case may be) than exporiables. Thes implies a bias in
favor of import substilution, A ratio of less than ane implies a bias in
favor of export promotion.

* The use of any aggrepate measure of profcction for the cconomy a5 a
whole can be misleading smce the effective rate of protection averaged
across different industries can be zero (implying no protection) while in
fact the rates of protection vary widcly across industries. Full neutrality
ol a trade regime must therefore require not only that trade bias = | but
also that there be no significant vaniation in this ralio across tradable
poods industrics,

"This box draws on the discussion of the neutrality of trade regimes in
World Bank, World Development Report 987 (Mew York: Oxford
University Press, 1987).

“If v and v stand for the domestic and world prices of a good, then the
formula in equation (2) yiclds the mominal rate of protection, and a simplar
indicator of trade onentation can be constructed usang nomnal rather than
effective rates of protection of importable and exportables as shown in
equatson ().
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c. Foreign liabilities

{1} Debt stocks and debt-creating flows

The stock of gross extérnal debt can be defined as the amount of outstanding
contractual liabilities to nonresidents. “Outstanding”™ debt covers only that parl
of a loan that has actually been disbursed. Any undisbursed loan commitments
are not part of gross debt and are not recorded in balance of payments data uniil
dishbursement takes place. The term “contractual” refers to the obligations
specified in debt instruments to pay interest (either at a fixed or variable rate) and
o repay principal.

Within the capital and financial account, most flows are debrf ereating. There is
therefore a link between the stock of gross debt and these flows, which is
captured in the following equation:

D=0.,+8-4, (3.4)
where
D, stock of outstanding disbursed debt at the end of period ¢,
B, :  disbursements of new loans during period ¢, and
A, : amortization of debt during period £

This equation states that debt at the end of a given vear is equal to debt at the
end of the previous year, plus net debi-creating flows—that is, new
disbursements minus amortization (repayments of principal).

In practice, equation (3.4) is true only as an approximation. First, debt stocks are
subject to valuation adjustments because debt is contracted in various currencies,
The stock of debt measured (for example) in U.S. dollars may change because
the value of the debt is denominated in another currency (such as the deutsche
mark), and changes in dollar terms when the dollar depreciates or appreciates
against that currency. Second, interest is sometimes capitalized, adding to the
stock of debt the unpad interest obligations. Third, outstanding debi is
sometimes canceled or written off.

Within the capital and financial account, flows of direct investment are not debi-
creating, nor are transactions involving purchase of corporate stocks (“equity
capital™), which are recorded under the category of portfolio investment. If the
lender (the investor, in the popular sense of the term) wishes to reduce the funds
he has provided to a borrowing enterprise, he must sell the stock certificate to
someone else—he disinvests—while at the same time a second investor increases
his commitment by purchasing the stock. Equity capital, by its nature, does not
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become due for repayment as time passes. Flows such as capital transfers,
included in the capital portion of the capital and financial account, are similarly
not debt creating. Because flows in the capital account may be close to zero for
many countnies, and the use of the concepts from the fifth edition of the BOF
Adarmiad are in any case not yet widespread, capital flows (in the new sense) may
be of hittle practical importance in computing debt-creating flows. In general,
however, direct investment and investment in corporate stocks must be deducted
from the financial account balance to obtain a reasonably accurate value for the
increase in a country's debt from BOP statistics. (This may be difficult unless the
BOP daia indicate stocks and bonds separately under portfolio investment. )

A concept of net debt can be derived by subtracting the stock of external assats
from the gross labilities. Although such a notion might be useful, there are a
number of practical difficulties in defining net debt. Currently, there is no
internationally accepted definition largely because (i) it is unclear which assets
should offset labilities—for example, whether only official assets should be used,
or bank and nonbank assets should also be included, (i1) a net-debt total would
mask important differences in the maturity structure, currency compaosition, and
risk features of liabilities and assets; and () linking debt servicing to net debt
may disguise the senousness of a country's debt problem if assets broadly offset
liabilities. For these reasons, in this chapter “debt™ refers to gross debt.

(2] Indicators of axternal debt

When & country borrows abroad, it must “service” the loan by paying interest at
a rate specified in the loan contract and by repaying principal (amortization) over
an agreed time period. The interest component is found in the current account
{under “income, debats™), while amortization 1s recorded in the financial account.
In general, countries that have borrowed abroad heavily in the past must devote
& sizeable portion of thear export earmings and other foreign exchange receipts to
servicing foreign debt. This limits the amount of foreign exchange available for
paying for imports and other expenditures,

In assessing the cost of debt service, it s customary to relate debt service
payrments o exports of goods and services (excluding incomes). In practice, four
ratios are used to analyze the debt burden:

. the ratio of scheduled debt service payments to exports of goods and
services, which measures debt servicing obligations relative to earnings of
foreign exchange from output sold abroad,

. the ratio of scheduled interest payments to exports of goods and services,
which measures the cost of “carrying” the debt stock;,
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. the ratio of outstanding debt to GDP, which is arguably related to the
long=term ability of the economy to repay debt; and

. the ratio of outstanding debt to exports of goods and services, a
narrower measure of capacity to repay foreign debt.

Several rules of thumb have been suggested for managing the level of external
indebtedness, such as limiting debt service to no more than 20 percent of
exports of goods and services. However, 1t should be borne in mind that a
country's ability to sustain any particular debt service ratio depends on a
number of factors, including the outlook for the country’s exports, import
requirements, the level of international reserves, future terms of trade, global
interest rate developments, and the flexibility of the country in adjusting its
policies and economic structure,

The World Bank's debt reporting system uses cntical values of two debt
indicators to classify countries according to the severity of their indebtedness:
the ratio of the present value (PF) of debt service to GNP, and the ratio of the
present value of debt service to exports of goods and services."” The indicators
are based on the present value concept (an order of magnitude similar to the
stock of debt) rather than the value of scheduled debt service in a single penod
in order to account for differences in the terms of the loans. A country is
regarded as severely indebted if the present value of debt service o GNP
exceeds B0 percent or if the present value of debt service to exports exceeds
220 percent. Although these judgmental ratios may be helpful in signaling
possible debt problems, the economic circumstances of countries with similar
ratios may differ. These ratios should therefore be used with caution and only
as a starting point for a country-specific analysis of debt sustainability

(3} Direct foreign investment and other financial flows'®

When foreign investors acquire equity in a domestic enterprise, there are no
contractual obligations to repay. Because direct foreign investment does not
add to external debt, it is termed “non-debt-creating” (see Box 3.7). In this
sense, it contrasts with all other habilities of the financial account, which either
add to gross debt (in the case of inflows) or subtract from it (in the case of
repayments such as amortization).

"See World Bank, Warld Debt Tables, 1994-93, Vol. |, (Washington: IBRD, 1994),
"Financial flows would be called “capital” flows in the terminology that preceded the Fifth edition
of the BCF AManual (still in widespread use),
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Within the category of debt-creating flows, it is useful to isolate portfolio
imvestment, which includes debt securities and equity securities. " These are
increasingly important to countries seeking 1o obtain foreign funds, especially
to enterprises within these countries, Credit flows under portfolio investment
mdicate that foreign imvestors have confidence in the firms and institutions that
are issuing the debt; such flows show access to international capital markets

Box 3.7. Direct Foreign Investment”

Foreign direct investment takes place when a firm in one country creates
or expands a subsidiary in another. The distinctive feature of this type of
capital inflow is that it involves not only a transfer of resources, but also
the acquisition of partial or full control. Foreign direct investment is
valued by countnes not only because it does not create a debt obligation
fior the receiving country, but also because it is an important vehicle for
the transfier of technical and managerial skills from abroad. The benefits of
such technology transfers may be seen as outweighing the capital flow
itself

This thinking explains why it is not only developing and transition
economies that are keen to mmplement policies that attract foreign
investment Aows, but also industrial countnes. Tt should be noted that
such investment inflows do give rise to putward resource transfers when
the profits and dividends on the investment are repatriated. However,
these flows depend on the profitability of the investment and on the
potential reinvestment of profits, Multinational firms are the main vehicles
through which the bulk of foreign direct investment takes place.

'For an analvsis of the role of foreign direct investment in international
capital flows, see Edward M. Graham, “Foreign Direct Investment in the
World Economy,” IMF Working FPaper WP95359 (Washington:
International Monetary Fund, June, 1995).

“An investor acquiring equity securities as portfolio investment will in general have an insignificant
degree of influence over the operation of an enterprise. This is the presumed basis of the distinction
between portfiolio investment and direct investment.
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In addition to examining liabilities by type and maturity of debt instruments, it
is also helpful 1o analyze trends in stocks and flows by institutional sector.™ In
particular, the general government sector and the nongovernment sector {made
up of banks and enterprises) are analyzed separately, since flows to these
sectors have separate determinants. Government flows are determined mainly
by budgetary needs. The net financial flows of the government, as recorded in
the balance of payments, should be identical to the external financing flows of
the budget (except for valuation adjustments resulting from exchange rate
movements, since a country’s budget is presented in local currency terms), !

Flows of private finance respond to yields on assets held domestically and
abroad. With the growing integration of world financial markets, and as more
economies develop domestic financial market instruments, a growing volume
of private capital flows is to be expected. Given a healthy macroeconomic and
financial environment, such flows may be seen as normal and desirable
However, in some economies domestic financial market mstruments are
underdeveloped and under-supervised, and non-economic considerations
dominate lending decisions. If macroeconomic policies are inconsistent, banking
practices are unsound, or countries with similar macroeconomic and investment
patterns are experiencing problems of confidence, then an economy will become
vulnerable to speculative outflows of private capital. These outflows may be
larger if the economy had formerly been a major recipient of foreign investment
funds since foreign savings as well as domestic savings participate in the
outflows. Sudden outflows may have disastrous consequences for the
availability of credit in the affected economy in the short run, especially if weak
or unhealthy firms have sustained themselves over a period by borrowing,

Even healthy firms may be jeopardized by a sudden, unannounced
dasappearance of credit. There are also consegquences for the exchange rate. An
appreciation or depreciation may be dominated not by the medium-term
macroeconomic outlook, but by expectations of further short-run exchange-rate
fluctuations. The phenomenon of capital lows—to industrializing, transition,
and developing countries—that are much larger than ocourred in earlier decades
15 not necessanly a blessing, Access to foreign savings cames significant
advantages for the borrowang country, and also certain risks. But an economy
cannot easily choose not to participate. The increased global mobility of finance

*The definition of debt does not mention the loan maturity, or loan repayment periods. Some
liabilities such as bridging loans have very short repayment periods and can exhibit volatile behavior,
but flows of long-term liabilities are more predictable. For this reason, stocks and flows of short—term
liabilities (which are defined as maturing in less than one year), are usually distinguished from
medium-and long-term liabilities with repayment periods of more than one year.

“'Funds borrowed by central govermments in many countries may be on-lent to public enterprises.
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reflects developments in many areas of human activity that tend to reduce
barriers to economic transactions among countries, whether that lowenng 15
preferred or not.

d. Reserves and financing

The stock of liquid foreign assets controlled by the central bank has traditionally
been the main source of fimance for balance of payments deficits and support for
an exchange rate peg. In today’s world of floating exchange rates and mobile
capital, however, many countries find other means of financing imbalances,
inchuding borrowing from abroad, depreciating the exchange rate, or changing
the stance of domestic monetary policy. Thus, as they are acquired and used,
gross reserve assets do not necessarily reflect the size of a payments imbalance.
The monetary authorities may also have other motives for holding
reserves—for instance, to maintain confidence in the domestic currency and
economy, to satisfy domestic legal requirements, or to serve as a basis for
foreign borrowing,

Although conventionally the level of reserves has been assessed in relation (o
projected total imponts of goods and services, more recent indicators of reserve
adequacy have focused on financial vulnerability, such as the stock of short-
term labilities. Whichever indicator of foreign exchange adequacy 15 used, the
nature of the exchange rate regime plays a part in determining the adequacy of
the reserve level. Traditionally, the presumption has been that a country with
a fixed rate needs larger reserves than a country with a floating rate regime
since, with a fixed rate, reserves are the only cushion for absorbing shocks.
However, if confidence in the authornties” ability to maintain supporting policies
is high, a country with a fixed exchange rate may not require large reserves to
defend its currency. Even with a managed float, a lack of credible economic
policies can quickly lead to capital flight that depletes reserves. At a
fundamental level, the credibility of the authorities’ economic policies and the
confidence that market particapants place in them are the most important factors
m assessang the adequacy of reserves. Indeed, it is credible policies that allow
the authorities to augment reserves by borrowing abroad at favorable terms;
borrowed reserves can provide a major supplement to the country's own
reserves for countries with access to international financial markets,

The conventional indicator of reserve adequacy compares a country’s
imternational reserves to its monthly import bill:

miean of reserves af end of present and preceding periods
average monthly paymemnt for imports of goods amnd services
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A general rule of thumb—without a firm analytical basis however—has been
that reserves should be equal to at beast three months of imports. Countries with
six months of import coverage enjoy a relatively comfortable reserve position,
This nule of thumb evolved during a pericd when exchange rates were fixed, but
controls on international capital flows were much more extensive than they are
today. The movement toward more flexible exchange rate regimes suggests that
fewer reserves are needed, while a relaxation of capital controls would argue
for increased reserve holdings. Among factors that influence reserve adequacy
at the present time are the following: (i) the openness of the financial account;
(i) the stock of highly liquid liabilities owed to foreigners by banks and
enterprises; (i) the country’s access to shori-term foreign borrowing facilities;
and (iv) the seasonality of imports and exports of the country. The average level
of import coverage, based on actual data for a sample of IMF members
(excluding those whose external position is considered difficult), was
4.5 months of imporis in 1994, appreciably above the three-month rule of
thumb.

e. Shuttle trade in Turkey's balance of payments®

When travelers cross national borders, it is a common customs provision to let
them bring with them some amount of new purchases without paying imporn
duty 1f the items are for the travelers’ own use. For some countnes, the himit i3
not well enforced. More generally, if foreign goods are highly taxed, either as
exports or imports, or foreign goods are relatively inexpensive (for example,
because the home currency is strong), or there are quantitative foreign
exchange or import restrictions, then the inbound traveler may find that he or
she can re-sell the foreign goods for a profit in the country being entered. If the
profits are high enough, this trade can even pay for the air fare and other costs
of the traveler, so that there is an economic incentive to make repeated tnips
bringing back merchandise for resale as a commercial undertaking. Ths
phenomenon 15 called “shuttle trade ™ If customs officials do not have effective
arrangements (o document the value of goods exported or imported in this way,
it will tend to be omitted from merchandise trade in the balance of paymenis
accounts and will show up elsewhere—as tourist expenditure or receipts or as
other current-account credits or debits, or as a component in the line for net
errors and omissions.

“Baydar Girgen, former staff member in the IMF Statistics Depariment, who was involved in
prepaning estimates of the value of Turkey's shuttle trade, provided assistance with this section. See
also IMF Statistics Depariment, “Recording ‘Shuttle’ Trade—The Cases of Germany and Russia,”
Balance of Paymenis Statistics: A Newsletter from the Balance of Paymenis and External Deby
Divisions (Washington: International Monetary Fund, 1997)
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In the case of exports from Turkey to neighboring states, especially members
of the former Soviet Union, shuttle trade has reached surprising proportions,
More and more suitcases accompanied traders as the practice developed, and
eventually busses with trailers and refitted cruise ships and aircraft without
passenger seats made the joumney from Turkey to FSU countries full of
merchandise stated to be personal luggage. In the case of Turkey-Russia trade
in particular, no customs documents were required, either by the exporting
country or the importing country. It is estimated that, in 1994, one quarter of
all purchases of foreign consumer goods by Russians on the domestic market
were shuttle-trade imports. ™

The lone traveler accompanying these shipments for the sake of the pretense of
claiming the goods as luggage became a paid couner. The shipments were
arranged between FSU distributors and Turkish manufacturers. Canned fruits
and vegetables and household items were popular components of this trade, but
the dominant part has been clothing. A Moscow importer might arrange for the
production and shipment of, for example, several thousand leather jackets, and
engage an agent to travel to the manufacturing site in Turkey and retumn to
Moscow with the shipment as personal baggage.

Estimates of the size of Turkey's shuttle exports have been prepared for 1996
although they vary depending on the assumptions made. The Central Bank of
Turkey surveyed Russian traders directly on three occasions and produced an
estimate of US$8.8 bilhon. The offsetting error has been largely attributed to
“other exports of services” based on foreign exchange transactions through the
banking system;" the Central Bank estimates some two thirds of shuttle trade
is reflected in an overstatement of service receipts, with the remaining one third
in errors and omissions.

The value of the flow of shuttle trade from Turkey to FSU countries could nat
have been very substantial in the early 1990s, If one assumes that it doubled in
the years preceding 1996, it would have amounted, working backwards, to
U554 4 billion in 1995 and 31,1 halhion in 1993, However, the flow of Turkey's
shuttle exports seems to have leveled off around 1996, Several factors may
account for this slow-down, The initial shortage of inexpensive manufactured

AIMF Statistics Department, 1997, p. 22.

*Turkish nationals living abroad (for example, guest workers in Germany) are residents of the
country where they live, Nevertheless, when they retum to Turkey to visit they are nol recognized
as foreign tourists if they travel on Turkish passports, the usual case. There is scope here for the
musrecording of capital flows and emigrants’ remittances as well as shuttle traders’ receipts. Since
1993, the Turkish authorities have introduced special sample questionnaires in an effort to achieve
a more accurate atinbution of foreign-currency and traveler-check transactions. Nevertheless,
accuracy rests ultimately on travelers’ willingness to tell what they are doing.
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consumer goods that existed in FSU countries when trade barriers were
removed in 1992 may have been satisfied by the volume of trade attained by
1996, so that one would expect subsequent growth to be slower, in line with
the growth of real household income in the importing markets. Alternatively,
it may be due to the gradual replacement of Turkey by more competitive
sources of supply, especially China, and‘or the governments involved are
making stronger efforts to collect their missing VAT and customs duties,

f.

(1)

(2)

(3)

(4)

Exercises and issues for discussion

On the basis of the hypothetical data in Table 3.1 below on international
transactions, compile the balance of paymenis in the format of Table 3.2
and according to the fifth edition of the Balance of Paymenis Marmual,

How should the hypothetical balance of payments be revised if it is
discovered that, during 1994, a) an estimated $1 billion in exports was
not reported? b) there was an estimated unreported short-term financial
outflow of $1 ballion?

Using Table 3.6, compute total external debt as a percentage of exports
of goods and services, and of GDP, for the years 1991-95, Comment on
the fluctuations i the ratio and on the sustainability of external debt,
What policies can be taken to reduce debt and debt service?

Indicate the debit and credit enines that should be made in the accounis
of the compiling country to allow for the following transactions:

(i)  Export proceeds that are deposited with commercial banks and
that commercial banks in turn deposit with i) their correspondent
banks abroad and 1) the central bank.

() Imporis financed through short-term credit.

(i) A mft of food to the compiling country from a foregn country.

(v) Earmings of subsidianes of foreign companies operating in the
compiling country that are reinvested there.

(v} Direct investment by nonresidents in the compiling country
financed by local currency drawn from nonresidents’ holdings of
depaosits in the compiling country's commercial banks.

(vi) Interest and principal arrears on external debt.
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{vii) Purchases from the Fund.
{viil) Borrowing from the World Bank

(5) Consider the effect of tariffs on the shoe industry in a country.
Suppose that shoes sell for $10 per pair in the world market (and for
the same price domestically in the absence of any import restrictions)
and that the material input—leather—costs $6 in the world market.
Labor and profit together amount to $4 per pair. Assume leather is
imported. Compute the nominal and effective rates of protection if a
20 percent tariff is levied on the import of shoes and no taniff is levied
on leather. What would happen if a 10 percent tariff is now levied on
leather; how about & 50 percent tariff on leather? As a producer of
shoes, would you support the increase in tanfl on leather? Would vou,
as a consumer of shoes? Would it make sense as a matter of policy for
the government to increase the tariff on shoes to 50 percent?

(6) A Turkish exporter of toys intially faces production cosis
of 1,000 Turkish liras per unit of cutput and an exchange rate of 100
Turkish liras per U.S. dollar but is able to export at a profit. Assuming
domestic cost inflation of 50 percent and zero foreign inflation,
calculate the following:

(i) The effect of the pegged exchange rate of TL100 per
LS. dollars on exports,

{n) the level of the exchange rate that would restore the real
exchange rate; and

(i) given an exchange rate depreciation of 25 percent, the magnitude
of the change in productivity the Turkish exporter needs to
restore the profitability of his exporting activity.

(7) (i) Comment on the developments of the current account balance
dusning the five years shown in Table 3.3, To help in this analysis
calculate the ratio to GDP of the current account balance, To
what extent would your assessment of balance change if shuttle
trade were taken into account?

(ii) How was the current account financed in 19947 What were the
main changes in the financial account in 1994 compared with
19037

141
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(8)

(=)

(10)

(1)

() Calculate the average level of official reserves of the central
bank, in months of imports of goods and services, for the years
199295 using Tables 3.3 and 4.5, (Following the practice of the
Turkish Central Bank, reserves are defined as holdings of
convertible foreign assets net of short-term foreign liabilities. )
Do you conssder these reserve levels to be appropniate? Why or
why not?

Although the balance of payments account 13 a useful framework for
capturing an economy's transactions with the rest of the waorld, it is
desirable to supplement it with other information, such as data on
external debt and arrears and the cychcal position of the economy.
Driscuss why it is essential to use such supplementary information for
Turkey in order to obtain a full picture of the country’s external
position. What specific supplementary information would you use?

It is sometimes said that a current account surplus is always desirable
and a deficit undesirable. Do you agree with this statement? If not,
why? Explain your answer with examples from various countries

In view of the liberalization of the capital account in many countries,
are the conventional cnteria for measuring reserve adequacy stll
redevant? Why do some countries seem 10 encounter no difficulties even
while holding rather low levels of reserves in relation to their impaorts?

Are the vanous external debt indicators presented in this chapter
sufficient to assess a country's debt situation? Why do countries such
as Italy and Ireland, which have rather hgh debt rabos, seem not to
suffier from a “debt problem,” while others countnes with relatively low
ratios have debt servicing difficulties?
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Table 3.1. Hypothetical Data on International Transactions Classified by Source, 1993.94'

Descrition 15593 1934
Data provwided by the cusioms sdministration
Exponts of goods, £ab 33,534 43342
Imrpertn of goods, fok 32a3 k[
Dhaka priveidel by carmcrs
Import Ereight payments o nonresident companics 33x 3340
Eeczipl by residen| companics
Expon freight 150 b f]
Foreign tourist iransport s S
Chata provvided by the porl aulkorlics
Receipts for port services provided fo moeresidents 530 515
Dt derved from the foreign exchasge recoed
Parchase of loragn exchange from lorsign loursts 1,300 1,350
Sale of foreign exchange o mesidents for el abroad 2RBI15 2REO
Purchase of [orrign exchange from foreign cmbassics 250 XXl
Recespts froem abroad, other services 128 127
Payeeenis abrosd, other services 1,970 14%]
Kemitturces recesved from family members living abroad B0 0
Remitiinees abroad by foreign natonals werking in the repoeting comsiry (for maone thes one vear) 262 284
Inberest paid b pomespondent hanks 7 L]
Change in Foreagn asscty 1,004 1,500
Changs in fareign kabilitis: 1.9 LRne
Dala provided by the ceniral bank of the reporting country
Inberesi received on foreign exchange assets 130 50
IF changes 140 L]
Toisd chasge in nesemes =1,794 10103
Of which: Valustion changes -154 a
Use of [MF eradit 1368 L
Diwta prowidied by the central government
Iniesest paid on lnans received from ahooad 2.2 ES 1
Cperating experlitures af diplomatic misacns ahrosd 350 4]
Cirante regeived froen foecign goeernmenis Z7 3
Dirawings on loans received froem abroad 5082 4 50
Eepayments on these lnens 2,100 1303
Befimanced debis LI AR5
Dlats prosided by nonlisancal public enlerprses
[mieresl pasd cm loans: received From abroad K BN
Dirawings om lomg-lem loans from shoed 2323 1413
Eepayments on these lness {H 300
Diata provwided by nonfimancsl privide enlerprises
[mterest necnied on deposils sbroad T 00
Dhvadends distrabasted 1o direct mvestons 1204 LA
[ntgrest pasd to nonsessden (s 2 A 1,100
Dirmwimgs on long-term loass from sbenad 2340 (- EL]
R epayments om these loans RS 50
Het change in short-ierm |nees received from abioed TS A1}
Change in deposils held in fooeign banks 1.3 =L 27

"Exercise takem fram the IMFs Statstes Departmend training material,
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Table 3.2, Hypothetical Balance of Payments Statement’

{In millions of currency unils)
Description 1993 1994
Carrent fconn -T.449
B.ll.-:u:e n-l'l:r.lde 2905
goods, Fo.b, 15534
hmumnfgmda, fokbk -32.543
EH'ELI:.E! [net) -5-;-%
reight on exports
uﬁﬂpm cradil 575
Prort services: credit 530
Travel expenditure: credit 1,300
Chovernment servioes, pol meluded elaswhene: credsl 250
(ther services: credsl 128
le;hl om im ) -3,320
Travel ex pure: debil -2.815
Uovernmenl serveoes, mol meladed dlswhere: debil -350
Cither services: dehit -1.970
Tevestmsent incoene (mel) - BT
Inierest received by the Central Bank 130
[nterest received by commercial bamks 40
Interest received by noafinancial prvale enlerprses T
Rnlu;udnlchdm'hmndhﬁrm inveslors -I.ﬁ
[nterest paid by comrespondent banks =27
[nlurrng:l:lmluuuruuuﬂ hy the central government 22010
[nterest paid on koans received by public emterprises =300
[nierest paid by privaie enierprises -2.A00
Current transfers (net) -155
Remtiarces: receaived from family members lving abroad B0
Cirunts recerved form foreign governments X
Remittances abrosd hyfnmg;n natienals working in Transitia 262
Capital scooumnl (capilal transfers) o
Financial aceouni (excluding financing wems) 59113
Dhrect investment L1
Portfiolso mvestment (]
Cither investment 3,913
Cremernl governamend 3082
mwpmlmfmltnmd i.:%
B g
Foreign assels = | SN
Foreign lishilities 1591
e ek 423
C enterpras
Drawings on keng-term loans from abroad 1211
Loan repayments =400
Privaie enlerprises L7
Shoat-lerm assets; deposits in banks abrosd -1, 523
Short-term linbslities: boans received - TS
ities 2 105
Drewings on boans received 2,350
Loan repayments -IRS
el errors and comissions =1 430
Overall balbsnice 2,967
Fimancing 2,967
Reserve assels 1.598
Use of IMF credut 1, ]ﬁg

it rescheduling

“Exercise taken from the IMF's Slatistics Diepartment Waiming maberial.
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Table 3.3 Turkey: Balance of Fayments, 1991-%4

{Tn millions of U5, doilars)

1991 1992 1993 1994 1955
Trade balance =7.540 =B, 154 =14, 150 4 216 =13212
Exparts, [.ob, 13,667 14,891 15,611 18,390 21,978
Impsarts, f.oUb. 21,007 -13.081 -19,771 =32 604 -15,187
Servioes, mel 1/ 5154 5,782 B, Tk 100 9,582
Credits 8372 0.407 0,652 10,801 14,606
Debits 3,218 3,625 -1,948 3,782 5,024
Met investmsent income =2 663 -2,615 -1 745 =3, 264 -3,10%
Transfers, et 5,099 4,059 1,768 3,002 4,496
Privaie I 854 3,147 3,035 2,707 3,423
Cifficial 2145 a1 T3 383 17l
Current Account Balance 250 74 45 2431 -3,.339
Financial Account, net 2/ -2.397 3648 B3 =4, 194 4,722
Long-term finance 623 1,152 3,509 933 1417
Diirecd imvesimentl TR 779 622 554 T12
Partfalio invesiment 623 411 3,917 1,155 1,724
of which:
Equity 14 Jpn 431 Q54 1]
Oiher investment -TR3 938 1,370 -TH4 =74
Shont-term finance 3,020 1,396 3054 -5,127 1,303
Net Errors and Omibssions 1,118 S AL -1,131 1,769 1,275
Overall halance =129 1,484 J0H Tl 4658
Total change in reserves 1,029 -1,484 -30H -2l 4,58
[MF punchases L] L] ] 40 347
(Hficdal reserves 3¢ 1029 -1 484 =5[0R =5 =5 (05
Foreign exchange atos L 054 -1 484 =314 £25 -5,032
Monciary gold -15 1] f T 7
Memorandum keoms
Liras per L1.5. dollar, end-of-pericd 5,080 8564 14,473 38,726 59,650
Liras per U.5. dollar, average period 4,172 6,872 10,985 29,600 45,845
Source: IMF, Turkep—Recen! Ecomamic Developmenis, 1996,
17 Formesly called “nonfactor services. ™
2/ In Turkey's BOP accounts, capital account items (new definition) are zero or not shown separaicly.
3 A negative sipn alpnifies an increwse (iaflow),
147
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Table 3.4, Turkey: Trade in Services and Income, 1991-95
{in milliors af LLE dollars)

19a] 1992 15993 1554 1995
Service credits 8AT2 9407 165X Tisnd 1460
Travel 2554 1639 3,054 4 321 4 957
Oiher credits 5718 5,768 6,693 G AR 0,649
Of which transport 1,058 .13 L.241 e ] | 1,71
Imvesiment income credics 1/ 035 1012 1,115 1] 1,488
Transfer credits 5,131 4075 3, By 3113 4,512
Oifcial 2,253 0IR T65 404 1,087
Privale 2879 3147 1035 2. 709 1425
i0f which workers” rembitamoes 2EI9 3,00 2.90% 2,627 3327
Service dehits -3,218 3,618 3048 -3,7R2 5,024
Travel =502 -774 34 Rt 11
Cnher debits =2 26 <2 852 =304 2 916G 4113
Of which tranapart
Imvestment income dehits 17 =3, 508 =3437 =3 880 4,154 =4, 603
Transfer debity =31 =16 B -21 =16
iMcial =] =] =32 =21 =1t
Privaic 15
Of which workers' remittances

Source: Halance of Payments Sranistics Yearbook | 1996,

I/ Excluding reinvested earnings, for which data are not available,

148
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Table 3.5 Turkey: Forvign Merchandise Trade: Valus and Valunse, 1991-95

(Percemiage change from previous year, in LS doliars)

1821 1992 1993 1994 1545
Exparts |/
Walue, castoms basis 49 #3 43 180 19.5
Price 2/ 1.8 4.4 ri <Ix8 15.2
¥ oluimne 2l i3 1.5 53 03
Imports 1/
Waboe, customs basis 5.6 B3 BT =209 53.5
Price 1/ =3.0 0.1 =16 g2 15.1
Vibune 2.7 L kL. =264 534
0ill amd oil prodscts imparts
Vilhaz 2.9 1.3 3.7 3.3 23.0
Price =BG -1.6 -14.8 =11 16
Volume 414 4.1 .y =33 16.2
Terms of trade 1.8 4.5 1.2 154 16

Sowrce: IMF, fmermaiiona! Firarcial Staifeiics

14 Exeduding irensi trade

& Thee vrasde-price: midbees e Facher-type, equal 1o the geometric mean of Laspomes amd Paasche mdioes.

¥ Excludang tramsil trade and nonmonetary gald

©International Monetary Fund. Not for Redistribution
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Tahble 3.6, Turkey: External Debi, 19%9]1-95
{Im milfions af U8 doliaer; end of periodl

1991 1992 153 154 19935
By mamrity
Tolal oulstanding 50 A% 55 592 67 356 63,601 73,178
bedium- and long-tesm 41,5372 42,932 45 K23 54,291 3151
Shart-term L7 12,660 18,533 11310 15,701
By barrower
bdediam- and long-ierm 41,372 42,932 48 823 54,291 51517
Governmeni 32,550 13,558 36,237 3% 550 9175
Central bank 6,530 @, 150 G518 557 104585
Povale secior 1,252 I 184 3,068 6,144 7,216
Shom-term 17 [ 2,660 18,533 11310 15,701
Central bank 557 572 667 24 443
Dieposit money hanks a1 7,157 11,127 4 G4 ]
Oither seciors 3344 4,931 6,739 3798 0409
ity eredisor
Multiloternl agencies (LR 9, 160 B574 90183 o081
Of which: IMF - Ja4 573
Hiloteral lenders {counires) 14,587 15,035 18,153 M,678 21,558
Digpaosii momey hanka, other privais 15833 11,397 4520 35,740 41639
By pipe of crealin
Medium- snd kong-lerm 41,372 4} 532 4R H23 54 201 57,577
Of wihich: Project, program eredits 2815 21,819 21,760 25219 27198
Bond issses 6§ 68T 9116 12,523 13,743 10,485
Frivaie crediis T554 2147 11549 12,950 17434
Short-lerm 117 1 2 6450 18,533 11,310 15,701
3 which: Diepasits 2983 2,595 5097 L 4,471
Foreign exchange deposits 2429 223 2431 2443 K
[resdmer scheme 553 60 [ E23 a1
Coavertible deposits I i =
Total debi service 7541 B, 733 B 3T 9,993 11,8%7
Interest 5440 3439 1574 3,923 4,303
Medium-, long-lerm repaymienls 4,121 5294 4 653 6,070 7.5%4
Debi service ratic 1/ 0.2 0.7 el 0.5 .7
Memorandum iems:
Average mieresi rabe, medium-
and long-term debl 83 B0 13 7.2 7.5
Average matursly of medaim- and
lcng-term debt (years) 4.6 140 2.5 12.5 127
Currensy compoaition of delbi (in % of olal)
1.5, dollar 350 LA RE 30 MO
Dizutsche mark 43 32 295 EER kK-
Japanesa yen 15.6 17.1 9.8 20.5 19.2

Source: IMF, Furkep—Recent Evonomic Developmenty | 1996
I/ Imierest plus mediame- and long-term debl repaymenits &5 percent of cusrent account receipts excluding afficasl

transfers,
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Tahle 3.7. Turkey: Financial Flows, 1991-95

fin millions of U5, dollars)
1491 1992 1993 1994 1995
Lang-term finanoe G123 2,252 5,509 o33 2417
Diirect investment TE3 T4 622 359 73
Tartialo mvestmenl A 2411 3917 1158 1,724
Cither -BH -G8 1,370 -T84 -1
Oiffvcanl sector (incl. central bank) el =103 =530 -1 461 537
Drawings 1. 862 1,092 525 365 T3
Drreadner depasits -4 07 A1 2% L35 I 463
Amortizaion -2,319 -2, 595 -1, 380 -1,141 -1,712
Deposit money banks 516 T 193 =282 73
Cither seclors (inel. privale] -380 148 2.1m 039 185
Shart=term finance <3020 1 1054 5,127 2305
Asseis -2,563 -1438 -3.291 2423 1.7
O whach:
Loans extensded &l =317 -89 -38 253
Deposal money banks -1, TG0 =2.142 =2 2o 2451 =230
Liabilites 457 R34 6,545 -1.550 4,054
Cemtral bank =351 10 193 168 e
O which:
Drresdner depassts -131 55 144 iL5 10
Hankers' credils <5 . .. i y
Dieposit meaney banks 140 2058 4,303 £, 171 1. T
Forcign exchange deposiis -Hi13 =311 520 -170 -1
Foreign exchange credits A3 2404 3. T8 -6, 601 &0l
Criher seciors 4 1,641 1,850 =547 2117
OF whach:
Trade credits 413 1,545 2,044 El& 1,671
Foreign exchange credits -350 -4 =30 130 A48

Bource: [MF, Twder—Recent Econcmic Developmenis | 1996,
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