
Balance of Payments

Concept Explanation: The Balance of Payments (BoP) is a comprehensive record of all
economic transactions between the residents of a country and the rest of the world over a
specific period, usually one year. It includes trade in goods and services, income flows,
and capital transfers.

Key Definitions / Features:

Current Account: Records transactions related to trade in goods and services,
income receipts, and unilateral transfers. It does not affect the country's assets or
liabilities.
Capital Account: Records international capital transactions such as buying and
selling of assets (bonds, equities, land, loans) that change the country's assets and
liabilities.
Official International Reserve Account: Records transactions involving the country's
official reserves used to balance payments.
Autonomous Transactions: Transactions motivated by profit maximization,
independent of BoP equilibrium.
Accommodating Transactions: Transactions related to monetary transfers or official
reserve transactions that correct BoP disequilibrium.
Surplus BoP: When inflows from autonomous transactions exceed outflows.
Deficit BoP: When outflows from autonomous transactions exceed inflows.

Illustrative Examples:

Balance of Payments
Foreign Exchange Rate
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Export of goods is recorded as a credit in the current account.
Borrowing from abroad is a credit in the capital account.
Purchase of assets from foreigners is a debit in the capital account.

Solved Example:

The balance of trade shows a deficit of ₹5,000 crores and imports are ₹9,000 crores. Find
the value of exports.

Solution:

Balance of Trade (Deficit) -₹5,000 crores

Imports ₹9,000 crores

Exports Balance of Trade + Imports = -₹5,000 + ₹9,000 = ₹4,000 crores

Practice Set:

Level 1 – Easy: Define the components of the Balance of Payments.
Level 2 – Moderate: Explain the difference between autonomous and
accommodating transactions with examples.
Level 3 – Challenging: Analyze the impact of a BoP deficit on a country's foreign
exchange reserves and suggest corrective measures.

Answer Key:

Components of BoP: Current Account, Capital Account, Official International Reserve
Account.
Autonomous vs Accommodating Transactions: Autonomous transactions are profit-
driven and independent of BoP equilibrium (e.g., exports, imports). Accommodating
transactions are monetary adjustments to correct BoP imbalances (e.g., reserve
asset changes).



BoP Deficit Impact: Leads to depletion of foreign exchange reserves; corrective
measures include currency devaluation, import restrictions, and attracting foreign
capital.

Quick Reference:

BoP = Current Account + Capital Account + Official Reserve Account
Surplus: Inflows > Outflows (Autonomous)
Deficit: Outflows > Inflows (Autonomous)

Glossary:

Balance of Payments (BoP): Record of all economic transactions between a country
and the rest of the world.
Current Account: Account recording trade in goods/services and unilateral transfers.
Capital Account: Account recording capital transfers and asset transactions.
Autonomous Transactions: Transactions driven by profit motives.
Accommodating Transactions: Transactions correcting BoP imbalances.

Foreign Exchange Rate

Concept Explanation: The Foreign Exchange Rate is the rate at which one currency can be
exchanged for another. It is determined by various exchange rate regimes and market
forces of demand and supply.

Key Definitions / Features:

Fixed Exchange Rate: The government sets and maintains the currency value at a
fixed rate against another currency.
Flexible Exchange Rate: Currency value fluctuates freely based on market demand
and supply.



Managed Floating Exchange Rate: Market forces determine the rate, but the central
bank intervenes to stabilize it when necessary.
Appreciation: Increase in the value of domestic currency relative to foreign currency
under flexible regime.
Depreciation: Decrease in the value of domestic currency relative to foreign currency
under flexible regime.
Revaluation: Government's deliberate increase in currency value under fixed regime.
Devaluation: Government's deliberate decrease in currency value under fixed regime.

Illustrative Examples:

Under a fixed system, the government pegs the currency at ₹75 per US dollar.
Under a flexible system, if demand for the domestic currency rises, it appreciates.
In a managed float, the central bank may sell foreign currency reserves to prevent
excessive appreciation.

Solved Example:

Explain the determination of exchange rate under flexible exchange rate regime using
demand and supply.

Solution:

The exchange rate is determined at the equilibrium point where the demand for foreign
exchange equals its supply. The vertical axis represents the exchange rate (price of
foreign currency), and the horizontal axis represents the quantity of foreign exchange. The
demand curve slopes downward (higher exchange rate reduces demand), and the
supply curve slopes upward (higher exchange rate increases supply). The intersection
point determines the equilibrium exchange rate and quantity.

Practice Set:



Level 1 – Easy: Define fixed and flexible exchange rate systems.
Level 2 – Moderate: Discuss merits and demerits of fixed and flexible exchange rate
regimes.
Level 3 – Challenging: Analyze the effects of currency depreciation on a country's
exports and imports.

Answer Key:

Fixed Exchange Rate: Stable currency value, promotes trade, but requires large
reserves.
Flexible Exchange Rate: Automatically adjusts to market, less need for reserves, but
can be volatile.
Currency Depreciation Effects: Exports become cheaper and more competitive;
imports become expensive, potentially reducing import volume.

Quick Reference:

Exchange Rate = Price of one currency in terms of another.
Appreciation = Increase in currency value.
Depreciation = Decrease in currency value.
Revaluation/Devaluation = Government adjustments under fixed regime.

Glossary:

Foreign Exchange Rate: Rate at which one currency exchanges for another.
Fixed Exchange Rate: Government-set currency value.
Flexible Exchange Rate: Market-determined currency value.
Managed Floating: Market-driven with central bank intervention.
Appreciation: Rise in currency value.
Depreciation: Fall in currency value.
Revaluation: Government increases currency value.
Devaluation: Government decreases currency value.


