THE BALANCE OF PAYMENTS AND THE RATE OF EXCHANGE
THE BALANCE OF PAYMENTS

The balance of payments is an account of a country’s payments to and receipts from the rest of the world. It shows the values of transactions in the home country’s currency. This is a conversion from the foreign currency to the domestic currency.

VISIBLE TRADE

The term visible trade refers to the physical goods we saw loading and unloading at the docks and at the airports. Foodstuff, machinery, cars, oil and raw materials are important items in the Bahamas visible trade.

The difference between the value of exports (goods going overseas) and the value of imports (goods coming in from overseas) of these physical goods is known as the balance of trade or the visible balance.
INVISIBLE TRADE

This consists of three main types of transactions.

1) Services
  Transport, insurance, banking, hotel, catering and other services to residents of other countries; these items are invisible exports and the payments made by Bahamian residents for similar services provided by foreign firms are known as invisible imports.

2) Interest, Profits and Dividends

Bahamian firms own land, mines, factories, offices and shops overseas. Profits earned on these investments bring foreign currency into the Bahamas.

Interest payments on loans made to overseas borrowers will also earn foreign currency for the Bahamas. The reverse is also true of foreign firms and Bahamian borrowers

3) Transfer Payments
· These are gifts or grants and consist of payments to the IMF budget or the CSME and any grants received from either of these.

· Gifts of monies sent back to their home countries by immigrants to the Bahamas and by emigrants from the Bahamas

N.B.  It is much easier to see the difference between the visible exports and imports than it is to see the invisibles. If the transaction result in the Bahamas residents earning foreign currency it should be a credit item or export and is entered in the balance of payments with a plus sign. If the transaction causes the payment of money it is an import and is entered with a negative sign.

Note: When the balance of visible trade is added to the balance of invisible trade, the result is known as the BALANCE OF PAYMENTS ON CURRENT ACCOUNTS.
The balance on the current account is very important. It tells whether a country is paying its way as a trading nation.

A deficit on the current account signifies that the country is importing more than what it is exporting while a surplus means the country is exporting more than what t is importing.

A country could have a deficit on its visible trade and not face a problem if this is offset by a surplus on invisible trade.

If a country has a persistent deficit on its balance of payments, it will be getting into debt with the rest of the world. If a family is spending more than its earnings it will have to reduce its savings or borrow. This is the same with a country.

A deficit must be covered by either

- borrowing from overseas central banks or the IMF for example or

- taking money from the official reserves f foreign currency

There are limits to how much can be borrowed or how much should be hold in foreign reserves. If the deficit persists, it must find ways to correct this situation.
 Surplus can be used to 

· Make loans to residents of other countries or to repay loans that are outstanding.

· Increase the nations foreign currency reserve or

· Make investments overseas, e.g. buying property, land or shares in overseas companies.

HOMEWORK

What steps might the Bahamas take in order to cure a persistent deficit on its balance of payments?

Capital transactions or investment transactions is another reason why money flows from one country to another. Payments between countries may take place when residents in one country lends to or borrow from residents in another country. And also when assets are purchased or sold between residents of different countries.
Capital transactions bring about changes in a countries external assets and liabilities. Borrowing from overseas brings about an increase in a countries foreign currency, but it increases our external liabilities. Buying property overseas increases our external assets but reduces our stock of foreign currency.

The balance of payments always balances.

See example of Britain’s balance of payments for 1986 on page 195 of the Stanlake, starting Economics.

THE RATE OF EXCHANGE

People and firms who trade with each other must have some means of changing one currency into another. This exists because different countries have different currencies. The foreign market exists so that these exchanges can take place.

The rate of exchange is a price. It is the price of one currency in terms of another and is determine by demand and supply conditions in the market.

Continue on page 196, the demand for pounds in the foreign exchange market.

