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1. Structure of BOP

2. Causes of BOP Disequilibrium

3. Consequences of BOP Disequilibrium

4. Policies to Correct BOP Disequilibrium
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Dcﬁr_nuon A set of accounts showing the transactions conducted between residents of a country
and the rest of the world. Money coming into the > country creates credit i items, which have a
(____—\__—/ e

positive sign. Money going out of the country gives rise o ¢

et items and is recorded with a
——’—_ﬁ—\w
negative sign, It consists of FOUR components: .
_I" Current account . . - e i

2. Capital account

3. Financial account

4. Net errors and omissions
’ - .=

LBOP Current Account + Capltal Account + Financial Account + Ne

TRV

t Errors and omissions

ucﬁnm

on: It 1s a part of BOP account which reco;
The current account has FOUR parts:
1. Visible trade balance

o MW/IJ

2. Invisible trade balance N
+4 3. Income flows senk g )

> 4. Current transfers genoJ no g ocvéd Sav)
F

L. Visible trade balance
Definition: This is the part of BOP ac C,)M ts which recqg ;
This is also known as balance of tradle’ 'm~g;oods Exports' 'arés‘

imports are gooc%s bou , wt“ o% Other CQF‘“téH,ﬁtxa K plck' c:&}gcrg ak%d mport of cars, wheat, rice

7 & N T
etc i’ il éi f N £, 0 e 1 Gl R
achinesy /J ;&&&? r%i § ’ﬂ vi’?%«r L}é‘ i Jﬁ&w;mu B A(r}\ ¥ m&IW ‘«Amu&i \ﬁ § ‘:’Ez&

Visible Trade Balance = Visible Exports ~ Visible Imports

2. Invisible trade balance

Deiinition: This is the part of BOP which records exports and imports of services (intangible
products) like banking, education, insurance, shipping, tourism etc. Example: An American
tourist spends money in Pakistan is an invisible export for Pakistan. Whereas 01vmn Cambridge
International Examination exams is regarded as an invisible import for Pakistan.

Invisible Trade Balance = Invisible Exports — Invisible Imports

Note: In order to understand imports and exports we should see the flow of money. The country
paying is importing and the country selling is exporting.

Note: The sum of visible trade and invisible trade is known as balance of trade, or net exports.
ote:
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Definition: It records the flow ol funds into and out of the country associated with

B e e e e
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3. Income Nows | |

capila

Delinition: This {
v ARRARRLARAY P 118 8. . N . . . . 5
o ceilions Hhis s the part of BOP which is a record of a county’s nel income carned from

F Ploge B e e incomes

from assel - Example: nterest, profits, aiid dividends paid o forcigners vs. incomes carned
asscls i Tt . :

¢ owned by domestic residents and firms. . Hon i

Net Income flows and transfers = Income Mlows carned — Income flows sent

4. Current transfers '
Definition; These are payments made and received for which there is no corresponding
Exchange of an actual good or service. Examples: Moncy from international organizations,
forcign aid and remittances.

: acquisition or

_disposal of fixed assets, the transfer of funds by migrants and the payment of grants by
government for overseers projects. Itis usually &%;mull part of the BOP.
(U

B S Ay S N S S S }b‘.':h,‘\!\:{r‘l\'\ﬁ})
Definition: This records the {low of money 1}”5)“‘&] ‘ﬂﬁ)‘%nul the country for the purposes of
investment or as deposits in banks and othegl "(i"i‘lli\i‘ﬁ{\:“,,@.instimlions. It'isquc up of FOUR par‘ts
I e e O (MR A R D
1. Dircct This covers the l)l_l_i,l_([&]ﬁ")ﬁjiwil QLo yin another country and the takeover 0
investment an existing [irm in xu}“@‘ licr couﬁ'[ﬁ‘\y cbit items) or the setting up of a new

—— AN AR ETRINE N e d T Tt
“plant or the l1ll<c¢)vdr‘§{f‘(ﬂ§m;}ln'm nl{rvth?:",;i;(bun(ry by a foreign firm (credit items).

oy P DR TR A )
This includes the .li}“l\ff@[l‘psc and salgoL! ”\;vm nment bopds and shares that do
‘\'\\xl‘ N ] 1 i\ ‘-—-——————-———"
i

Ty

2. Portfolio

1N

==

N

i

N

. . FECRNER IS S e )
investment ;,,,,,4,,| DOt involve legaliOHEO! of a firm i
. BT DHOLEARIA 3 o s g . . . .
3. Other This part 00\101@‘.3]3*1_‘)_;,\1381'-(cnn |11t)chA_]ggL.kjf(;l financial investment including
investments bank loans and inter-government loans, Direct, portfolio and other

oy

i thie @;ﬁ&f;ome section
W

__dlfofiidieutientiatetunt. i M A S i
2. Reserve assets | These are made up of the government’s holdings of gold, foreign exchange
reserves, Special Drawing Rights and changes in the counlry’s reserve
position in the IMF. Rescrves are kept to settle international debts and to
influence the vnlupﬂq()l“hc foreign exchange rate. Additions to the reserv?s .
are shown as debit items while reductions to the reserves are shown as &gt
items. This is because, for instance, if the central bank sells some of its

foreign currency, it will be gaining its own currency in exchange, so there

(I EOMEI L DppEanss
1 l\ 5 E\’“ Gl

Yy

will be a flow of currency into the country.

CV? OG}
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Before Net ervory and omisghong:

CITTERERCCOunt 1 the capital and financial accounts- - 42,000 million

This meann that 42

. D00 million more mugt haye come into the country than v/as socorded,
I thin cane, 1 net ¢

rors and omiagion figure of phus 42,000 million would be added,

e vaw i va'u’ﬂm' ,
After Net errory and omissionsy: Ot kSl 0w

SNt aecount + the capifal and_financial accounts + net errors and omission (42000) = 0 )

Lot & ineafo

> BOP EQUILIBRIUNM AND DISEQUILIBRIUM

Definition | BOP Laquilibrium: An BOP equilil f1ifi means that all accounts ar balanced, When
ono tecount’s deficit is covered by surplus? /;ffl;(/;lhu account, Tt might also be the case when
doficit of one year iy covered by next year SU% Tl/l/‘f;/',f'wd vice versa, Here the exchange rate doesn’t
change, //;!7 i
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3. Financial ac£onntz——

Zi 2

A disequilibrium czn oCo

rest rates and in expectation

Ttz mrviorr 1
s e CcOor 11
B P

~

thzt other currencies may rise in value.

SRR Aes

2 Lack of Confidence in the | Foreign owners of firms znd shares in ntry may sell these
L ey

country’s eCOnomy ' in lzrge quanfifies. Tmis movement of firms and funds out of the

i country reduces tzx revenue and employment and may result in

| the country moving into a recession.
Note: A finzncial account deficit is not necessarily 2 problem, especially as it will give rise to an
inflow of profits, interest and dividends in future years however, if it results from a long-term
lack of confidence in the country’s economic prospects. Indeed, such a concern might result in a
problems.

from hot money flowing out |
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Ut NS Tip soods |
/1. Increase in standa:d ThlS will happen because the country will be consuming more
Y of living

b
and services that it produces. However if it is not covered tgpltsyresewes
investment i income the country might need to borrow or us

| 2. Pay interests,

In case of a deficit the country needs investors and borrowing. This wil]
| profits and dividends lead to outflow of i interests, profits and dividends which will in the
’E | future weaken the investment i Income. / o
3. Lower AD Though a lower AD will reduce d demand pull inflation however it wi
X also lead to reduced employment and will slow down economic growth. |
The consequences of a SURPLUS

i-

2. Restrictions by
trading partners

3. Inflation

1 De- mdustnahzatlon

=2 kil
When an economy ha

goods from abroad. Thxé‘
further reduces the dema
When an economy 1s;;
other economies stag e
world trade This i lfl‘
country’s econom.'A
When there is 2 su

%%

s JP,
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r.,l'ﬂ for
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of currency which
goods leading to lower industry.

}‘plus others must be in deficit. Looking at this
"1%restnct10ns on imports which will reduce
6 n mlght lead to huge deficits in the

¢ ‘

P}R/I

m\_ This will lead to higher AD which
[ {l'lhﬂ‘}\rl
TR

s will only be beneuenl if the

4. Lower 11v1ng
standards

o thience this will lead to economic growth
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4. Supply Side Polncm oy Lo ‘.v‘,' A

I

1L EXPEND T
eg}:o]n‘\g)l'lURL DAMPENING POLICIES
“Xpenditure dampening policics aim to reduce demand in the economy, s0 spending

on imports f; C
‘mporlt)s $fall. The govt. can the following TWO types of policies to reduce the demand for

1. Contmchonmy Fiscal Policy
2. (,ontmctlonmy Monetary Policy

)

1. Contractionar y Fiscal Policy
Definition; This policy aims to reduce govt. spei niling and increase taxes. This vall cause 2
decrease in aggregate demand and hence nationl lhmcomc When the income falls in the econcry
people tend to import less hence reducing the B ksdeﬁml This also helps control demand-pull
inflation i

RAF TR TNRRN A SR
zlﬁinlt'ﬁlél‘ll%-‘fa":q\\ ‘.;t“l)c‘w“cnipt:b’xﬁfs“m R I 7 ST
1. Short-run solution | This is because oﬁ'ta,?lhe poll’isi’)ﬂ bv asures are stopped households and
firms are likely ‘“’r‘ﬁgback to qp hdm s the same amount on imports

~ relative to the 4'11'1'8 "’t of exportire *i"*'"-“
2. Unemployment Raising taxesini

i

cnue earned.
side effects. They lower demand
which may m"&re'lée unemploymeér

/ilso have adVgrseis
ht“diid slow economic growth, Higher
: ?é “j‘ ﬁp‘@ 0 ,z“u‘ 11%0 creatc,’dl‘mycc)utwcJel[‘cct,c, )%Eg;,?{ O %:ég:quce aggregate

y‘ l'\k ;\\‘\(h"ﬁt [\l} :d: 'i& "'IL'”‘M" 7y i 1@‘1 tﬁ /Vu(ur Wil s
i 5/5{’5' .ﬂZJ’:’ s T

T T Y O i
2. Contractionary Monctary Policy
Definition: This pohcy aims to reduce money supply and increase mteres'tEt,es This will cause a

de se in acoresate demand and hence national income. When the income falls in the economy
y

];gople tend to import less hence reducing the BOP deficit.

MSV & Interest Rates™ = AD\N Y\ Imports (M) WV
lelt.mon of Contractionary Monetary Poli
) 0D oA IR Lk ="i‘iff )l TR il D

1. leﬁcult to control

money supply wdl try to get around the limits that lhe central bank i 1mposes in them.

2. Time Lags Interest rates take time to be effective. Since it will take time for
consumers to adjust their spending.

3. High This is because when AD is low, less goods are demanded hence lower

unemployment and | economic output which leads to an increase in unemployment.
lower GDP
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: - - P i reign firms cost g
reign imod Farcign firms might nog vest psJloyguld paise foreig since

irect j : : A 5t would now be expensive.
Avestment, : 1;| buying machinery and land on interest Woulc n P

¢

vi. . | Furthermore the firms see a falling demand which will increase chances

5 = of failure. - : . '
mlg):tc hange rate This policy won’t work if the combined PED of exports and imports is
6. Sho;r-ltott ~ork less than 1. (Marshal Lerner Condition). _ -
soluﬁon. s Only a short-term solution just like the fiscal po!lcy. However 1.f an
- | economy moves towards free floating system this can be effectivein - -

S

\LMH if previously the exchange rate was set above the

equilibrium or artificially appreciated.

1. Thege

Evaluation of Expenditure Dampening Policies
Markets

roduce effectjve results in a developed economy because the money
oped which leads to an effective transmission of the policies.

Policies wijj P
are well deye|

%- While 4
liquidity

ppvlying these polices the
trap because a

the govt. must e)q_b§ure that the economy is not operatin in a
change in the money supply fails to change the interest rates,

onsumer spending towards domestic

v

TWO types of policies to reduce the

1. Devaluation/Depreciation of Curreq¢
2. Protectlonary Measures

3 . . . ﬁ':’{? 373
1. Dcvalua_tmn/L‘eprecmtlon of Curreéncy

va (Monetary Policy)
Definition: It can be defined as a deliberate policy used by government i
of the country s;écﬁgregg};ggn term: ther Clifre S results;

. P e R e () B PRE
expensive whereasiexports:beéto

Note: When an economy faces both unemployment and a BOP deficit ex
policies always prove to be more beneficial since they resolve both the p ;.
1. Due to devaluation the local goods become cheaper as compared to imported ones hence lower
imports. Hence consumers switch from imports to domestic goods.

2. Improvement in current account will cause an increase in expenditure on the local goods
iﬁcreasing their demand. This will result in lower unemployment.

penditure switching
roblems.

Evaluation of Devalﬁation/Deprcciation of Currency o
This technique will only be beneficial when the PED of imports and exports combined is
fl,’.reatei than 1 or elastic. (Marshal Lerner condition).

hould be low because if it is high, even if the currency is devalued if
s

3 Inflation is the country i1l high nobody will buy them.

the price of the goods are s

: :
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R rofectionary Measures (Fiscal Policy) .

 Definion: Thispoly it imports by ting AT cies abargos OR ancourang
exports.b).r giving local firms subsidies, increasing quality of exports, promotion ¢tC. to promote f
domestic industries in order to give a c’ampetifi'v: advantage to Jomestic industry. (The details 0

the measures and advantages and disadvantages were discussed under international trade).

LALHANGE CONTROLS : 1able
Definition: This is when the govt. authorities regulate the amount of foreign currency avalle tors
for domestic residents to import goods, services or assets from abroad. Under it, all 'tth 07;92"
are ordered to surrender their foreign exchange to the central bank of a country and it1s the
rationed out among the licensed importers. None else is allowed to import g_OQdS _WIFhOUt a
license. The balance of payments is thus rectified by keeping the imports Wi thin limits.

However this method reduces the confidence of individuals in the market and lcads to the

contraction of foreign trade and the world’s welfare at large. Hence exchange control 1s an

. . 2 g M = 1 lts
instant remedy to check disequilibrium in the bﬁﬁqﬁce of payments. But, In the long-run 1t resu

H . . . ITTTR . LR
in the creation of basic disequilibrium which h &;“ s:the economy at large.

)

4.8 IDE POLICIES

Definition: Supply side policy measures ma CE4alC account deficit anq a ﬁnanctal. '
account deficit by making domestic prodgfe‘t it "?I" : efitive and by making domestic
markets more attractive to invest in. i e

3¢ BTk Rk o

L) N i SHC, pv VAl ik AR, NHLNG TR 0 2
1. Deregulation‘and if eads to put pressure on
Privatization domestic firmg Ces low, to improve quality and to
i become morgifespansive to charigegiiniconsumer demand.
2. Increase spending | A more skill&d 1abor force and bélfer Capital equipment may reduce the

on education ands; | zelativesprice:of; i <and. quality, A skil
« " |slalivsbricg obdomentc ouPuENG plog LMD, A, S ILL labor
training shes gdorceiand 609 a ”icapl,t,al equipment, al; | f:fr'Orelgn
é’}jﬂé’ ¥ [ iHe LB ffi’f,” e G S et M0 Wl &
SETRas il tinational' companies‘to set up'branchés‘in®

they will be able to produce good quality products at low cost.

_3. Increased If the government invest on roads and infrastructure investors from
investment abroad would be encouraged to invest. When the same quality of —
: international goods would be produced in an econ _ =
. omy people wo
to import less. Y peop uld tend
4. Trade union

Domestic ﬁrms to work with more flexibility and so be more responsive
to changes in demand. A resulting fall in industrial action may, in

addition, make multinational i . . ; |
country. companies more willing to invest in the |

reform
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1, Long-lerm
solutions

J__'a/f

P aved = Veonomics (/g 10" O CIAR Fgg 4

m ‘wrillﬂm ) T
These policies take time to e effe ective hocms

7 ;/u'/nu/ alion and
education cannot result in immediate changge, o e in the long sun
they lead to the overall supply and quality which hencfifs for 4 l(m'//,f
period of time,

2, No elfective
sometimes

Providing more education and training may not he very cffeutive if it i
not of a high quality or it develops skills that vill not be in de cand in the
longer term

3, Bxternal Costs

Privatization may not result in an increase in efficiency if the pri jyatized
industries become monopolics and do not take into account external costs
and bene this, Deregulztion and trade union reform may also resultin
increased in efficiency if there is market failure in the product

and labor markets, which layss and trade union power initially countered,

4. Firms do not pass
the subsidy benefit to
consumers,

Firms may not pass on the subsidies to consumers and the payment of
subsidies may make the f;rm's less competent, There is also the risk that
subsidies may provoke 1 541,1114tl(m as forcign governments may sce them
as unfair competition, ;:r//

!///

2% i
2. Supply side policies need a stable ccondmlo and p ;Ij’c"x} environment before the policies can

produce their result.

«%}, Hh v

f‘
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