Exercise walk-through

Balance of Payments Accounts

AP Macroeconomics



Open Economy: Trade & Finance
[

Balance of payments

Balance of payments

Every cross-border transaction is recorded in

the balance of payments , split in
two:
m current account — trade in

goods, services, income

m financial account — buying
and selling of assets

A current-account deficit is offset by a
financial-account surplus — dollars that Trade flows show up in the current
leave for imports return as foreign asset account

purchases.
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L Balance of payments

The two accounts, and why they mirror

Current account

Capital (financial) ac-
count

Why they mirror

What that implies

Trade in goods and services, plus income and transfers — ev-
eryday transactions with the rest of the world.

The capital (financial) account ( )
records purchases of assets: foreign direct investment, bonds,
bank deposits.

Every dollar paid for imports comes back either as payment
for exports or as a purchase of domestic assets — so a current-
account deficit is a financial-account surplus.

A country running a trade deficit is selling assets or borrowing
to fund it. That is a description, not yet a verdict.

The two accounts sum to zero by construction. An exam answer that changes one must

change the other.



AP Macroeconomics

Exercises 2.1:2.3

2.1 State what the balance of payments records.

2.2 State the difference between the current account and the financial account.

2.3 State the relationship between the current and financial accounts.

2]



AP Macroeconomics

Exercises 2.1:2.3

2.1 State what the balance of payments records. 1]

2.1

e all of a nation’s transactions with the rest of the world

2.2 State the difference between the current account and the financial account. 2]

2.2

o the current account records trade in goods and services; the financial account records
flows of investment and financial assets

2.3 State the relationship between the current and financial accounts. 1]

2.3

« they broadly offset each other (a deficit in one is matched by a surplus in the other)



AP Macroeconomics

Exercises 3.1-3.2

3.1 The balance of payments records a country’s

D A national debt

B international transactions
C GDP
D money supply

3.2 Trade in goods and services is recorded in the

D A current account
B financial account
C money market
D national debt



AP Macroeconomics

Exercises 3.1-3.2

3.1 The balance of payments records a country’s

D A national debt

B international transactions
C GDP
D money supply

3.1B

o international transactions.

3.2 Trade in goods and services is recorded in the

D A current account
B financial account
C money market
D national debt

3.2 A

e current account.
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Exercise 3.3 (a)

3.3 A country runs a large current-account deficit.

(a) Name the account that broadly offsets it.



AP Macroeconomics

Exercise 3.3 (a)

3.3 A country runs a large current-account deficit.

(a) Name the account that broadly offsets it.

(a)

o the financial (capital) account
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Exercise 3.3 (b)

3.3 A country runs a large current-account deficit.

(b) State what this implies about capital flows.
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Exercise 3.3 (b)

3.3 A country runs a large current-account deficit.

(b) State what this implies about capital flows.

(b)

e it runs a surplus — foreign capital flows in to finance the current-account deficit



