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This Week’s Reading
M: Carbaugh 10 Mid term papers due. BoP basics

W: Carbaugh 10 Balance of Payments: IMF Bootcamp.
F: Carbaugh 11 FX market lingo

Sample Questions

Please complete these problems before moving ahead to the sample answers section.

1 Define the following terms as precisely as you can: Balance of Payments, Current
» Account surplus, Capital and Financial account surplus.

What is the difference between the Balance of Trade and the Current Account? Why is
» this difference important?

Is a Current Account surplus a good thing? Should the nation's economic policies be
» Organized so as to maximize its Current Account surplus? Explain using the output-
absorption analysis.



Sample Answers

BEWARE! Don’t read these answers until you have written your own answers to the
sample questions!

1 Define the following terms as precisely as you can: Balance of Payments, Current
» Account surplus, Capital and Financial account surplus.

Here are some working definitions. Compare these with the definitions presented in both
the body of the textbook and in the glossary at the end of the text.

The Balance of Payments (BoP) is the record of all of a nation's international financial
transactions during a given period of time, usually a year. Money inflows are counted as
credits. Money outflows are debits. The Balance of Payments contains several sub-
accounts, the most important of which are the Current Account (CA) and the Capital and
Financial Account (which we will call simply the Capital Account -- KA).

A Current Account surplus can be defined in at least four ways: in terms of the actual
state of the CA, in terms of its implications for GDP, in terms of what it implies about the
remainder of the BoP, namely the KA, and finally in terms of what it implies about
resources. In terms of the CA items themselves, a CA surplus means that a nation has
receive greater payments for exports of goods and services, investment income (export of
capital services), and unilateral transfers than it has made payments for these same items
(imports of goods and services, payment for capital services, and receipts of unilateral
transfers).

Since all the items in the Current Account affect GDP either directly or, as with unilateral
transfers, indirectly, it is possible to define a CA surplus as a pattern of international
transactions that results in an increase in GDP (compared with a equilibrium in the CA).

Because a Current Account surplus implies a Capital Account deficit, one can, following
the textbook authors, define a CA surplus nation as a net lender nation.

Finally, a nation with a CA surplus is one that does not use or "absorb™ all of its current
GDP (so that there are GDP resources available for export or transfer abroad). Thus a CA
surplus nation has high income but a relatively lower material living standard as
measured by its absorption -- the levels of consumption, investment, government
spending, and import consumption that its citizens have chosen.

It may also be helpful to consider current output O versus current absorption A where
absorption is equal to C, I, G, and M. A CA surplus is a situation where O>A, hence there
is current production available for export.

A nation with a Capital Account surplus has experience greater receipts for sales of its
assets to foreigners than it has paid for additional claims on foreign assets. In other



words, it experiences a net inflow of money as a result of a net transfer of domestic assets
to foreigners. It is thus a net borrower nation in the current period having traded asset
claims (KA surplus) for additional current consumption or absorption (CA deficit).

What is the difference between the Balance of Trade and the Current Account? Why is
» this difference important?

The Balance of Trade (BoT) measures only the receipts and expenditures due to
transactions involving goods and services. The Current Account adds to this investment
income payments and receipts (transactions involving capital services) and unilateral
transfers. With the general trend to greater globalization of production and investment, it
is increasingly misleading to ignore capital service payments when assessing a nation's
international financial status.

An indebted LDC, for example, may be a net exporter, but use much of the export
earnings to service prior debt. Thus although there might be a large Balance of Trade
surplus, the Current Account surplus might be much smaller. The exports are not
increasing the nation's income as much as the BoT might indicate because the funds go to
pay foreign debts. The CA more clearly indicates the true situation. In the same way, with
more international migration, new patterns of unilateral transfers are taking place, which
the CA can measure more effectively than the BoT.

3 Is a Current Account surplus a good thing? Should the nation's economic policies be
» Organized so as to maximize its Current Account surplus? Explain using the output-
absorption analysis.

It depends, of course. Short term, transitory, or cyclical CA surpluses and deficits are not
a problem and might even be helpful -- the result of balancing absorption over a business
cycle, for example.

Persistent surpluses and deficits accumulate foreign claims or foreign debts, which can be
a problem since nations must at least service the foreign debts and generally must also
pay the principle. There are thus implications for current income and for assets and
wealth.

Fundamentally, nations that have persistent CA deficits accumulate foreign debts that
must be serviced. Eventually, a CA surplus must be produced to make these payments.
That is, eventually output must be increased and/or absorption reduced to create a CA
surplus to offset previous CA deficits. This is a problem for the deficit nation but, as
Keynes realized in the 1940s and Japanese policy makers understand today, it is also a
problem for the CA surplus nations.

Why is this a problem for a CA surplus nation? Because your surplus is my deficit. And
if I must eventually generate a surplus to pay you, then someone else (maybe you) will



need to run a deficit. There is thus an international interest in keeping BoP imbalances
manageable so as to prevent destructive competition over CA surpluses.



