Balance of Payments (BOP)
What is the Balance of Payments (BOP)?
The balance of payments (BOP) is a statement of all transactions made between entities in one country and the rest of the world over a defined period of time, such as a quarter or a year.
 

KEY TAKEAWAYS
· The balance of payments include both the current account and capital account.
· The current account includes a nation's net trade in goods and services, its net earnings on cross-border investments, and its net transfer payments.
· The capital account consists of a nation's imports and exports of capital and foreign aid.
· The sum of all transactions recorded in the balance of payments should be zero; however, exchange rate fluctuations and differences in accounting practices may hinder this in practice.
Understanding the Balance of Payments (BOP)
The balance of payments (BOP), also known as balance of international payments, summarizes all transactions that a country's individuals, companies, and government bodies complete with individuals, companies, and government bodies outside the country. These transactions consist of imports and exports of goods, services, and capital, as well as transfer payments, such as foreign aid and remittances.
A country's balance of payments and its net international investment position together constitute its international accounts.
The balance of payments divides transactions in two accounts: the current account and the capital account. Sometimes the capital account is called the financial account, with a separate, usually very small, capital account listed separately. The current account includes transactions in goods, services, investment income, and current transfers. The capital account, broadly defined, includes transactions in financial instruments and central bank reserves. Narrowly defined, it includes only transactions in financial instruments. The current account is included in calculations of national output, while the capital account is not. 
The sum of all transactions recorded in the balance of payments must be zero, as long as the capital account is defined broadly. The reason is that every credit appearing in the current account has a corresponding debit in the capital account, and vice-versa. If a country exports an item (a current account transaction), it effectively imports foreign capital when that item is paid for (a capital account transaction).
If a country cannot fund its imports through exports of capital, it must do so by running down its reserves. This situation is often referred to as a balance of payments deficit, using the narrow definition of the capital account that excludes central bank reserves. In reality, however, the broadly defined balance of payments must add up to zero by definition. In practice, statistical discrepancies arise due to the difficulty of accurately counting every transaction between an economy and the rest of the world, including discrepancies caused by foreign currency translations. 
The balance of payments account of a nation follows the procedure known as double-entry book-keeping. Each international transaction is recorded twice, once on the credit side and once on the debit side, of an equal amount. It is done because every transaction has two sides. Suppose a country exports goods worth Rs. 100 crore.
This item will be included on the credit side (+) of the merchandise account as it will entitle a country to receive payment from the foreigners. But at the same time, this amount is treated as a short term capital debit (-) because it represents a short term capital outflow from the exporting country.
In the balance sheet of a typical business firm, the credit entries are shown on the right side and debit entries on the left side. In case of balance of payments accounting, however, the practice is opposite- credits are shown on the left side and debits on the right side.

In order to understand the structure of balance of payments account, we first of all consider the accounting procedure followed in the United States of America.
The United States Balance of Payments Account consists of three accounts:
(i) The current account,
(ii) The capital account, and

(iii) The account of financing of deficit or surplus.
(i) The Current Account:
This section of the balance of payments accounts records all current transactions which involve either the export or import of goods and services. The goods exported are termed as ‘visible’ exports. The services performed for the people of other countries, on the other hand, are called as the ‘invisible’ exports. These include shipping, banking and insurance, expenditure on diplomatic services, tourist expenditure, interests, profits and dividends from overseas investment and private transfers, e.g., remittances from relatives abroad.
The exports and imports of visible and invisible items enter into the income and product accounts of every nation. The total exports (X) of a nation in money terms represent the value of the national product that is demanded by the rest of the world.

Total imports (M), on the other hand, represent the part of the national product spent on the purchase of goods and services from the rest of the world. The difference between the value of goods exported and imported is termed as the balance of trade.
When the receipts and payments on account of invisible items are included in it, we have the balance on goods and services or the balance on current account. The excess of X over M represents a surplus on current balance, and if M exceeds X, there is a deficit on balance on current account. The importance of this surplus or deficit, especially when looked at over a number of years, is that it indicates how a country is doing in its day-today dealings—whether it is spending less or more than it is currently earning.
(ii) The Capital Account:
The capital account, according to Peterson, represents in a sense, the financial counterpart of transactions involving currently produced goods and services which constitute a part of the current account. The nature of the capital account can be discerned more clearly, if we ignore for a moment the role of monetary gold in the settlement of international balances.
Assuming that a country has an excess of exports (X) over imports (M) in the current income period, it implies that the country concerned has larger claims against the rest of the world.
An import surplus, on the opposite, will mean that the foreign residents have larger claims against the domestic economy. If a country maintains an export surplus, the settlement of it can be effected in a number of ways. The foreigners may borrow funds from the residents of the domestic economy upto an amount considered sufficient for settling the export surplus.
These borrowings will represent a net increase in the foreign claims on internationally held assets of the residents of the domestic economy. Alternatively, the export surplus may be financed by the foreign residents by drawing down balances which they may hold in the banks of the domestic economy.
This means a net decrease in the liabilities which the domestic residents owe to the foreign residents. The capital account thus, includes all transactions involving the lending or borrowings of capital of both short and long maturities and basically reflects the net change during the accounting period in the financial claims and liabilities of domestic citizens, business firms or financial institutions vis-a-vis the rest of the world.
(iii) The Account of Financing of Surplus or Deficit:

The deficit on current account, apart from the short or long term capital movements, may be adjusted through the transactions involving the sale of gold. Since gold is universally accepted by the nations in the settlement of balances, the gold selling to exporting countries can obtain the necessary amount of foreign exchange for discharging their foreign liabilities. The deficit may also be covered by the domestic economy either by drawing on the reserves, or by borrowing from the I.M.F. or other sources abroad.
The balance of payments accounts also include the item, “Errors and Omissions”. Since a larger number of items in the balance of payments account are estimated from the incomplete data, these may be subject to errors of an uncertain magnitude.
The different components of the balance of payments account can be shown through Table 20.1 which mention the heads and subheads of the balance of payments accounts in the United States of America.
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The structure of balance of payments accounts in India consists of:
(i) Trade Balance,
(ii) Current Account,
(iii) Capital Account, and
(iv) Account of Financing.
(i) Trade Balance or Balance of Trade:
This account includes the imports and exports of visible items during a given year.
(ii) Current Account:
ADVERTISEMENTS:
The current account includes trade balance, net non-monetary gold movements and the net of invisible exports and imports. The invisible exports and imports are concerned with net receipts or payments due to foreign travel, transportation, insurance, investments income, net government receipts and payments not included elsewhere and transfer payments both official and private.
(iii) Capital Account:
The capital account in Indian balance of payments account includes the net private non-banking short term and long term capital receipts or payments, net banking receipts or payments excluding those of R.B.I, and net miscellaneous government receipts or payments.
(iv) Account of Financing:
The surplus or deficit on account of current account, capital account and errors or omissions is financed or bridged up through external assistance (loans), gross drawing from the IMF, allocation of SDRs and increase (-) or decline (+) in reserves.
The different components of balance of payments account of India can be shown through Table 20.2.
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TABLE 20.1. Items Included in the U.S. Balance of
Payments Accounts
L. Current Account :
1. Merchandise Trade Balance
Exports
Imports
Investment Income (Net)
Other Services
Balance of Goods and Services (1+4+5)
Unilateral Transfers—Private and Government
8. Balance on Current Account (6+7)

Newa W

IL. Capital Account :
9. US. Direct Investment Abroad
10. Foreign Direct Investment in the United States
11. U.S. Net Purchase (=) of Forcign Securitics
12. Foreign Net Purchase (+) of U.S. Securities
13. Bank-reported Claims on Forcigners and Others.
14. Balance on Capital Account (9+10+11+12+13)
15. Statistical Discrepency
16. Total to be offset (8+14+15)

1IL. Balancing ltems :
17. Foreign Officials Assets in the United States

18. U.S. Official Reserve Assets

19. U.S. Government Assets Other than Official Reserve
Assets

20. Overall Balance
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TABLE 20.2. Balance of Payments Account of India.

L

1.

1.

Current Account
1. Exports
2. Imports
3. Trade Balance
4. Invisibles (net)
A. Services
B. Income
C. Transfers
5. Goods and Services Balance
6. Current Account Balance
Capital Account
(i) External Assistance (net)
(if) External commercial Borrowings (net)
(iii)  Short Term Debt
(iv) Banking Capital (net)
(v) Foreign Investment (net) of which
A. FDI (net)
B. Portfolio (net)
(vi) Other Flows (net)
Capital Account Balance
Errors and Omissions.
Overall Balance.

Reserve [Increase(-) / Decrease (+)]





