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Lecture 12
• Balance of Payments Accounts

• The Exchange Rate and the• The Exchange Rate and the 
Market for Foreign Exchange

Big ConceptsBig Concepts

• Balance of Payments Equilibrium
The relationship between the current account capital accountThe relationship between the current account, capital account 
and official settlements balance
The relationship between the current account and the trade 
balance (Net Exports)( p )

• The definition of the exchange rate

• The Market for Foreign Exchange
The demand (and factors affecting the demand) for foreign 

hexchange
The supply (and factors affecting the supply) of foreign exchange
Equilibrium

Note: These lecture notes are incomplete without having attended lectures

Financing International TradeFinancing International Trade

• When we buy something from another country, 
we use the currency of that country to make thewe use the currency of that country to make the 
transaction.

• We record international transactions in the 
balance of payments accounts.

• Balance of Payments Accounts
A country’s balance of payments accounts
records its international trading, borrowing 
and lending

Note: These lecture notes are incomplete without having attended lectures

and lending. 

Balance of Payments AccountsBalance of Payments Accounts

• A country’s balance of payments accounts accounts for y p y
its payments to and its receipts from foreigners.

• Each international transaction enters the accounts twice: 
once as a credit (+) and once as a debit (-).
– Debit:- any transaction resulting in payment to foreigners.

– Credit:- any transaction resulting in a receipt from foreigners.

Note: These lecture notes are incomplete without having attended lectures



Balance of Payments Accounts (cont.)Balance of Payments Accounts (cont.)

• The balance of payment accounts are separated into 
3 broad accounts:

– current account:  accounts for flows of goods and 
i (i t d t )services (imports and exports).

– financial account:  accounts for flows of financial 
assets (financial capital)assets (financial capital).

– capital account:  flows of special categories of 
assets (capital) typically non-market non-assets (capital), typically non market, non
produced, or intangible assets like debt 
forgiveness, copyrights and trademarks.

Note: These lecture notes are incomplete without having attended lectures

Examples of Balance of Payment Accountinga p es o a a ce o ay e t ccou t g

Example 1
• You import a DVD of Japanese anime by using your debit card.  

• The Japanese producer of anime deposits the funds in its bank 
account in San Francisco The bank credits the account by theaccount in San Francisco.  The bank credits the account by the 
amount of the deposit.

DVD purchase
(current account)

–$30

Credit (“sale”) of bank account by bank 
(financial account)

+$30

Note: These lecture notes are incomplete without having attended lectures

Examples of Balance of Payment Accountinga p es o a a ce o ay e t ccou t g

Example 2
• You invest in the Japanese stock market by buying $500 in Sony 

stock.

• Sony deposits your funds in its Los Angeles bank account TheSony deposits your funds in its Los Angeles bank account.  The 
bank credits the account by the amount of the deposit.

Purchase of stock 
(financial account)

–$500
(financial account)

Credit (“sale”) of bank account by bank
(financial account)

+$500

Note: These lecture notes are incomplete without having attended lectures

Examples of Balance of Payment Accountinga p es o a a ce o ay e t ccou t g

Example 3
• US banks forgive a $100 M debt owed by the government of 

Argentina through debt restructuring.

• US banks who hold the debt thereby reduce the debt byUS banks who hold the debt thereby reduce the debt by 
crediting Argentina's bank accounts.

Debt forgiveness: non-market transfer
(capital account) 

–$100 M

Credit (“sale”) of bank account by bank (financial 
account) 

+$100 M

Note: These lecture notes are incomplete without having attended lectures



How Do the Balance of Payments Accounts 
B l ?Balance?

• Due to the double entry of each transaction, the balance y ,
of payments accounts will balance by the following 
equation:

t t +current account + 
financial account + 

capital account = 0capital account = 0

• This is the Fundamental Balance of Payments Identity!y y

Note: These lecture notes are incomplete without having attended lectures

Balance of Payments AccountsBalance of Payments Accounts

• Each of the 3 broad accounts are more finely ac o t e 3 b oad accou ts a e o e e y
divided:

• Current account: imports and exportsCurrent account: imports and exports
1. merchandise (goods like DVDs) 
2. services  (payments for legal services, shipping services, 

tourist meals,…)
3. income receipts (interest and dividend payments, earnings 

of firms and workers operating in foreign countries)

C f• Current account:  net unilateral transfers
– gifts (transfers) across countries that do not purchase a 

good or service nor serve as income
E g foreign aid gifts and retirement pensions– E.g. foreign aid, gifts and retirement pensions

Note: These lecture notes are incomplete without having attended lectures

Balance of Payments Accounts (cont.)a a ce o ay e ts ccou ts (co t )

• Capital account: p
– Records special asset transfers
– Includes primarily transactions involving debt 

forgiveness and financial assets accompanying 
migrant workers as they enter or leave the country.

– Nonmarket activites– Nonmarket activites
– Acquisition or disposal of nonproduced, nonfinancial 

and possibly intangible assets (e.g. copyrights and 
trademarks).

– However, this is a minor account for the US.

Note: These lecture notes are incomplete without having attended lectures

Balance of Payments Accounts (cont.)a a ce o ay e ts ccou ts (co t )

• Financial account: the difference between sales of 
domestic assets to foreigners and purchases ofdomestic assets to foreigners and purchases of 
foreign assets by domestic citizens.

• Financial (capital) inflow
– Foreigners loan to domestic citizens by acquiring domestic 

assets.  
– Foreign owned (sold) assets in the domestic economy are a 

credit (+) 
• Financial (capital) outflow

– Domestic citizens loan to foreigners by acquiring foreign 
assets.  

– Domestically owned (purchased) assets in foreign 
i d bit ( )economies are a debit (-)

Note: These lecture notes are incomplete without having attended lectures



Balance of Payments Accounts (cont.)a a ce o ay e ts ccou ts (co t )

• Financial account has at least 3 categories:Financial account has at least 3 categories:

1. Official (international) reserve assets
2 All th t2. All other assets
3. Statistical discrepancy

Note: These lecture notes are incomplete without having attended lectures

Balance of Payments Accounts (cont.)a a ce o ay e ts ccou ts (co t )

• Statistical discrepancyp y

– Data from a transaction may come from different 
sources that differ in coverage, accuracy, and timing. 

– The balance of payments accounts therefore seldom 
balance in practice.

– The statistical discrepancy is the account added to or 
subtracted from the financial account to make it 
balance with the current account and capital accountbalance with the current account and capital account.

Note: These lecture notes are incomplete without having attended lectures

Balance of Payments Accounts (cont.)a a ce o ay e ts ccou ts (co t )

• Official (international) reserve assets: foreign assets ( ) g
held by central banks to cushion against instability in 
international markets.
– Assets include government bonds currency gold and accounts– Assets include government bonds, currency, gold and accounts 

at the International Monetary Fund.

– Official reserve assets owned by (sold to) foreign central banks 
are a credit (+)are a credit (+).

– Official reserve assets owned by (purchased by) the domestic 
central bank are a debit (-).

Note: These lecture notes are incomplete without having attended lectures

Balance of Payments Accounts (cont.)a a ce o ay e ts ccou ts (co t )

• The negative value of the official reserve assets isThe negative value of the official reserve assets is 
called the official settlements balance (OSB) or 
“balance of payments”.

It is the sum of the current account the capital– It is the sum of the current account, the capital 
account, the non-reserve portion of the financial 
account, and the statistical discrepancy.
i it i– i.e. it is:
OSB (aka ‘Balance of Payments’) 
= Current Account + Capital Account + All other 

t i Fi i l A t St ti ti lassets in Financial Account + Statistical 
Discrepancy in Financial Account
= - Official Reserves Assets

Note: These lecture notes are incomplete without having attended lectures



Balance of Payments Accounts (cont.)Balance of Payments Accounts (cont.)

• A negative official settlements balance may indicate that g y
a country is depleting its official international reserve 
assets or may be incurring debts to foreign central 
banksbanks.
– selling foreign currency by the domestic central bank and buying 

domestic assets by foreign central banks are credits for official 
i t ti l t d th f d th ffi i linternational reserve assets, and therefore reduce the official 
settlements balance.

Note: These lecture notes are incomplete without having attended lectures

Borrowers and Lenders, Debtors and 
C ditCreditors

• A country that is borrowing more from the rest of the y g
world than it is lending to it is called a net borrower.

• A country that is lending more to the rest of the world 
than it is borrowing from it is called a net lender.

• The United States is currently a net borrower (but as late 
as the 1970s it was a net lender).

• The total net foreign borrowing in the year 2001 was 
$2 8 t illi b t 2 8 t f th t t l l f

Note: These lecture notes are incomplete without having attended lectures

$2.8 trillion, about 2.8 percent of the total value of our 
nation’s goods and services produced.

Financing International TradeFinancing International Trade

• A debtor nation is a country that during its entire history y g y
has borrowed more from the rest of the world than it has 
lent to it.

• A creditor nation is a country that has invested more in 
the rest of the world than other countries have investedthe rest of the world than other countries have invested 
in it.

• The difference between being a borrower/lender nation 
and being a creditor/debtor nation is the difference 
between stocks and flows of financial capital.

Note: These lecture notes are incomplete without having attended lectures

between stocks and flows of financial capital.

Financing International TradeFinancing International Trade

• Being a net borrower is not a problem providedBeing a net borrower is not a problem provided 
the borrowed funds are used to finance capital 
accumulation that increases income.

• Being a net borrower is a problem if the g p
borrowed funds are used to finance 
consumption.

Note: These lecture notes are incomplete without having attended lectures



Current Account BalanceCurrent Account Balance

• The current account balance (CAB) is:The current account balance (CAB) is:
CAB = NX + Net interest income + Net 
transfers

• The main item in the current account balance isThe main item in the current account balance is 
net exports (NX).

• The other two items are much smaller and don’t 
fluctuate much.

Note: These lecture notes are incomplete without having attended lectures

Net ExportsNet Exports

• Net exports is exports of goods and services, X, 
minus imports of goods and services Mminus imports of goods and services, M.

• Net exports are determined by the government• Net exports are determined by the government 
budget and by private saving and investment. 

Note: These lecture notes are incomplete without having attended lectures

Financing International TradeFinancing International Trade

• The government sector surplus or deficit is equal to g p q
net taxes, T, minus government purchases of goods and 
services, G.

• The private sector surplus or deficit is saving, S, 
minus investment, I.minus investment, I.

• Net exports is equal to the sum of private sector balance 
and government sector balance:

NX = T – G + S – I

Note: These lecture notes are incomplete without having attended lectures

Financing International TradeFinancing International Trade

N t t f th U S f 2001 ( $330 billi )Net exports for the U.S. for 2001 (–$330 billion) 
equals the sum of private sector balance—a deficit 
of $690 billion—and government sector balance—of $690 billion and government sector balance

a surplus of $360 billion.

Note: These lecture notes are incomplete without having attended lectures



The Three Sector BalancesThe Three Sector Balances

Figure 2 shows how the 
three balances have 
fluctuated for the United 
St t f 1981States from 1981 
through 2001. 

Note: These lecture notes are incomplete without having attended lectures

Financing International TradeFinancing International Trade

• The private sector p
balance has moved in the 
opposite direction from 
the government balancethe government balance. 

• There is not a strongThere is not a strong 
relationship between net 
exports and the other two 
balances individuallybalances individually.

Note: These lecture notes are incomplete without having attended lectures

Financing International TradeFinancing International Trade

• Is U.S. Borrowing for Consumption orIs U.S. Borrowing for Consumption or 
Investment?

U.S. borrowing from abroad finances 
investment. 

It is much less than private investment and t s uc ess t a p ate est e t a d
almost equal to government investment in 
public infrastructure capital.

Note: These lecture notes are incomplete without having attended lectures

The Exchange RateThe Exchange Rate
• We get foreign currency and foreigners get U.S. dollars 

in the foreign exchange market—the market in which 
the currency of one country is exchanged for the 
currency of another.

• The price at which one currency exchanges for another 
is called a foreign exchange rate.

• Currency depreciation is the fall in the value of the 
i t f thcurrency in terms of another currency.

• Currency appreciation is the rise in value of the

Note: These lecture notes are incomplete without having attended lectures

• Currency appreciation is the rise in value of the 
currency in terms of another currency.



The Exchange RateThe Exchange Rate

• Figure 3 shows how the g
exchange rate of 
Japanese yen for the 
U.S. dollar has changed g
from 1982 to 2002.

• The yen appreciated 
against the U S dollaragainst the U.S. dollar 
during the early 1980s 
and has fluctuated in the 
range of 100 to 150 yenrange of 100 to 150 yen 
to the dollar since the 
late 1980s.

Note: These lecture notes are incomplete without having attended lectures

The Exchange RateThe Exchange Rate

The exchange rate is a g
price that is determined 
by demand and supply 
in the foreign exchange 
market.

Note: These lecture notes are incomplete without having attended lectures

Demand in the Foreign Exchange MarketDemand in the Foreign Exchange Market

• The quantity of dollars that traders plan to buy inThe quantity of dollars that traders plan to buy in 
the foreign exchange market during a given 
period depends on:

The exchange rate
Interest rates in the United States and other 
countries
The expected future exchange rate

Note: These lecture notes are incomplete without having attended lectures

The Law of Demand for Foreign ExchangeThe Law of Demand for Foreign Exchange

• The demand for dollars is a derived demand.The demand for dollars is a derived demand.

• People buy dollars so that they can buy U S -People buy dollars so that they can buy U.S.-
made goods and services or U.S. assets.

• Other things remaining the same, the higher the 
exchange rate, the smaller is the quantity of e c a ge ate, t e s a e s t e qua t ty o
dollars demanded in the foreign exchange 
market.

Note: These lecture notes are incomplete without having attended lectures



The Exchange RateThe Exchange Rate
• There are two sources of the derived demand for U.S. 

dollars:dollars:
– Exports effect
– Expected profit effectp p

• Exports effect The larger the value of U.S. exports, the 
t i th tit f d ll d d d thgreater is the quantity of dollars demanded on the 

foreign exchange market.

• And the lower the exchange rate, the greater is the value 
of U.S. exports, so the greater is the quantity of dollars 

Note: These lecture notes are incomplete without having attended lectures

demanded.

The Exchange RateThe Exchange Rate

• Expected profit effect:Expected profit effect: 
For a given expected future U.S. dollar 
exchange rate, the lower the exchange rate, g , g ,
the greater is the expected profit from holding 
U.S. dollars, and the greater is the quantity of 
U.S. dollars demanded on the foreign 
exchange market.

Note: These lecture notes are incomplete without having attended lectures

The Exchange RateThe Exchange Rate

Figure 4 illustrates theFigure 4 illustrates the 
demand curve for U.S. 
dollars.

Note: These lecture notes are incomplete without having attended lectures

Changes in the Demand for DollarsChanges in the Demand for Dollars

• A change in any influence on the quantity of g y q y
dollars that people plan to buy, other than the 
exchange rate, brings a change in the demand 
f f ffor dollars and a shift in the demand curve for 
dollars.

• These other influences are:
Interest rates in the United States and in 
other countries 
Th t d f t h t

Note: These lecture notes are incomplete without having attended lectures

The expected future exchange rate



The Exchange RateThe Exchange Rate
• Interest rates in the United States and in other 

countries The U S interest rate minus the foreigncountries The U.S. interest rate minus the foreign 
interest rate is called the U.S. interest rate differential.

• If the U.S. interest differential rate rises, the demand for 
U.S. dollars increases and the demand curve for dollars 
shifts rightwardshifts rightward.

• The expected future exchange rate: At a given p g g
exchange rate, if the expected future exchange rate for 
U.S. dollars rises, the demand for U.S. dollars increases 
and the demand curve for dollars shifts rightward

Note: These lecture notes are incomplete without having attended lectures

and the demand curve for dollars shifts rightward.

The Exchange RateThe Exchange Rate

Figure 5 shows how the 
demand curve for U.S. 
dollars shifts in response to 
changes in the U.S. interest 
rate differential andrate differential and 
expectations of future 
exchange rates.

Note: These lecture notes are incomplete without having attended lectures

Supply in the Foreign Exchange MarketSupply in the Foreign Exchange Market

• Other things remaining the same, the higher theOther things remaining the same, the higher the 
exchange rate, the greater is the quantity of 
dollars supplied in the foreign exchange market.

• There are two sources of the supply of U.S. pp y
dollars:

Imports effect 
Expected profit effect

Note: These lecture notes are incomplete without having attended lectures

The Exchange RateThe Exchange Rate
• Imports effect The larger the value of U.S. imports, the 

larger is the quantity of dollars supplied on the foreign g q y pp g
exchange market.

• And the higher the exchange rate, the greater is the 
value of U.S. imports, so the greater is the quantity of 
dollars supplied.pp

• Expected profit effect: For a given expected future U.S. 
dollar exchange rate, the lower the exchange rate, the 
greater is the expected profit from holding U.S. dollars, 
and the smaller is the quantity of U.S. dollars supplied on

Note: These lecture notes are incomplete without having attended lectures

and the smaller is the quantity of U.S. dollars supplied on 
the foreign exchange market.



The Exchange RateThe Exchange Rate

Figure 6 illustrates theFigure 6 illustrates the 
supply curve of U.S. 
dollars.

Note: These lecture notes are incomplete without having attended lectures

Changes in the Supply of DollarsChanges in the Supply of Dollars

• A change in any influence on the quantity ofA change in any influence on the quantity of 
dollars that people plan to sell, other than the 
exchange rate, brings a change in the supply of 
dollars and a shift in the supply curve of dollars.

• These other influences are:
Interest rates in the United States and in 
other countries 
The expected future exchange rate 

Note: These lecture notes are incomplete without having attended lectures

The Exchange RateThe Exchange Rate

• Interest rates in the United States and in other 
countries If the U.S. interest differential rate rises, the 
supply for U.S. dollars decreases and the supply curve 
of dollars shifts leftward.

• The expected future exchange rate At a given 
exchange rate if the expected future exchange rate forexchange rate, if the expected future exchange rate for 
U.S. dollars rises, the supply of U.S. dollars decreases 
and the demand curve for dollars shifts leftward.

Note: These lecture notes are incomplete without having attended lectures

The Exchange RateThe Exchange Rate

Figure 7 shows how the 
supply curve of U.S. dollars 
shifts in response to 
changes in the U.S. interest 
rate differential andrate differential and 
expectations of future 
exchange rates.

Note: These lecture notes are incomplete without having attended lectures



Market EquilibriumMarket Equilibrium

Figure 8 shows how 
demand and supply in the 
foreign exchange market 
determine the exchangedetermine the exchange 
rate.

Note: These lecture notes are incomplete without having attended lectures

The Exchange RateThe Exchange Rate

• If the exchange rate is too g
high, a surplus of dollars 
drives it down.

• If the exchange rate is 
too low, a shortage of 
dollars drives it up.p

• The market is pulled 
(quickly) to the 

ilib i hequilibrium exchange 
rate at which there is 
neither a shortage nor a 

Note: These lecture notes are incomplete without having attended lectures

g
surplus.

Changes in the Exchange RateChanges in the Exchange Rate

• Changes in demand and supply in the foreign g pp y g
exchange market change the exchange rate 
(just like they change the price in any market). 

If demand increases, the exchange rate rises. 

If demand decreases, the exchange rate falls. 

If supply increases, the exchange rate falls. 

If supply decreases the exchange rate rises

Note: These lecture notes are incomplete without having attended lectures

If supply decreases, the exchange rate rises.

The Exchange RateThe Exchange Rate

• The exchange rate is sometimes volatileThe exchange rate is sometimes volatile 
because a change in the interest differential or in 
the expected future exchange rate change both 
demand and supply and in opposite directions, 
so they bring a large change in the exchange 

trate.

Note: These lecture notes are incomplete without having attended lectures



The Exchange RateThe Exchange Rate

Figure 9(a) shows how 
changes in expectations 
changed the demand forchanged the demand for 
U.S. dollars and the supply 
of U.S. dollars between 1998 
and 2000 and brought a fall 
in the U.S. dollar exchange 
rate.

Note: These lecture notes are incomplete without having attended lectures

The Exchange RateThe Exchange Rate

Figure 9(b) shows how 
changes in expectations 
changed the demand forchanged the demand for 
U.S. dollars and the supply 
of U.S. dollars between 
2000 and 2002 and brought 
a rise in the U.S. dollar 
exchange rate.g

Note: These lecture notes are incomplete without having attended lectures

Exchange Rate ExpectationsExchange Rate Expectations

• The exchange rate changes when it is expectedThe exchange rate changes when it is expected 
to change.

• But expectations about the exchange rate are 
driven by deeper forces. Two of them arey p

Purchasing power parity 
Interest rate parityte est ate pa ty

Note: These lecture notes are incomplete without having attended lectures

Purchasing power parityPurchasing power parity

• Purchasing power parity A currency is worth the value g p p y y
of goods and services that it will buy.

• The quantity of goods and services that one unit of a 
particular currency will buy will differ from the quantity of 
goods and services that one unit of another currency willgoods and services that one unit of another currency will 
buy.

• When two quantities of money can buy the same 
quantity of goods and services, the situation is called 
purchasing power parity.

Note: These lecture notes are incomplete without having attended lectures

purchasing power parity.



The Exchange RateThe Exchange Rate

• If one U.S. dollar exchanges for 100 Japanese yen, then 
purchasing power parity is attained when one U S dollarpurchasing power parity is attained when one U.S. dollar 
buys the same quantity of goods and services in the 
United States as 100 yen buys in Japan.

• If one U.S. dollar buys more goods and services in the 
United States than 100 yen buys in Japan people willUnited States than 100 yen buys in Japan, people will 
expect that the dollar will eventually appreciate.

• Similarly, if one U.S. dollar buys less goods and services 
in the United States than 100 yen buys in Japan, people 
will expect that the dollar will eventually depreciate

Note: These lecture notes are incomplete without having attended lectures

will expect that the dollar will eventually depreciate.

Interest rate parityInterest rate parity

• Interest rate parity A currency is worth what it can earn.p y y

• The return on a currency is the interest rate on that 
currency plus the expected rate of appreciation over a 
given period.

• When the returns on two currencies are equal, interest 
rate parity prevails.

• Market forces achieve interest rate parity very quickly.

Note: These lecture notes are incomplete without having attended lectures

The Fed in the Foreign Exchange MarketThe Fed in the Foreign Exchange Market
• The U.S. interest rate is determined by the demand for 

and supply of money.

• The Fed determines the supply of money and through its 
influence on the interest rate influences the exchangeinfluence on the interest rate influences the exchange 
rate. 

• The Fed can also intervene directly in the foreign 
exchange market.

• If the demand for U.S. dollars falls and the Fed wants to 
hold the exchange rate steady it can do so by buying

Note: These lecture notes are incomplete without having attended lectures

hold the exchange rate steady, it can do so by buying 
dollars in the foreign exchange market.

The Exchange RateThe Exchange Rate

• If the demand for dollars 
increases and the Fed 
wants to hold the 
exchange rate steady, it g y
can do so by selling 
dollars in the foreign 
exchange market.g

• Figure 10 shows how the 
Fed can achieve a targetFed can achieve a target 
exchange rate in the face 
of changes in the demand 
for dollars

Note: These lecture notes are incomplete without having attended lectures

for dollars.


