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Balance of payments accounts

The balance of payments is a bookkeeping method that tracks all receipts and payments that flow between a nation 
and foreign countries. The balance of payments is comprised of three major accounts: the current account, the 
capital account and the official reserves account. The current account records the net receipts from international 
transactions of currently produced goods and services. The difference between merchandise exports and imports is a 
subset of the current account; this difference is called the trade balance. Three additional items in the current account 
are the net receipts that arise from investment income, the purchase and sale of services, and unilateral transfers - 
gifts, pensions, and foreign aid. The capital account records the net receipts from capital transactions -net receipts 
that arise from the transfer of fixed or other non-financial assets, as well as investments in business, real estate, bonds, 
and stocks. Official reserves records international currency reserves that move between the monetary authorities of 
governments in order to finance their international transactions. 

Foreign direct investment and portfolio investment

Foreign direct investment is an investment in a foreign firm, where the investors take a controlling interest in that 
company. Foreign direct investment flows appear in the capital account of a country's balance of payments. 
Portfolio investment consists of flows from the purchase and sale of bonds and stocks, the latter of which do not fall 
under direct investment because the portfolio investor cannot (and likely does not wish to) have a controlling interest 
in the firm. Portfolio investment also appears in the capital account of a country's balance of payments. 

Foreign exchange markets and exchange rate determination

The price of one currency in terms of another is called the exchange rate. There are two kinds of exchange rate 
transactions. The predominant ones, called spot transactions, involve the immediate (two-day) exchange of bank 
deposits. Forward transactions involve the exchange of bank deposits at some specified future date. When one 
country's currency becomes more valuable vis-à-vis another currency, the country's goods abroad become more 
expensive and foreign goods in that country become cheaper. Conversely, when a country's currency becomes less 
valuable vis-à-vis another currency, its goods aboard become cheaper and foreign goods in that country become 
more expensive. Economists refer to an increase [decrease] in the value, or purchasing power vis-à-vis foreign goods 
and services, of a currency as an appreciation [depreciation]. Finally, most all foreign exchange trades consist of 
purchases and sales of financial assets, such as bank deposits, denominated in different currencies, rather than the 
physical currencies themselves. 

One of the most prominent theories of how exchange rates are determined is the theory of purchasing power parity 
(PPP). It states that exchange rates between any two currencies will adjust to reflect changes in the price levels of 
the two countries. The theory of PPP is simply an application of the law of one price to national price levels rather 
than to individual prices. The law of one price state that if two countries produce an identical good, the price of the 
good should be the same throughout both countries no matter which country produces it. The theory of PPP suggests 
that if one country's price level rises relative to another's, its currency should depreciate (the other country's 
currency should appreciate). The PPP conclusion that exchange rates are determined solely by changes in relative 
price levels rests on the assumption that all goods are identical in both countries. PPP also neglects the reality that 
many goods and services are not traded across borders. 

According to PPP, factors that affect exchange rates in the long run include the relative price level, tariffs and 
quotas, preferences for domestic versus foreign goods and productivity. In particular, an increase [decrease] in a 
country's price level (relative to the foreign price level) causes its currency to depreciate [appreciate], the imposition 
[removal] of tariffs and quotas cause a country's currency to appreciate [depreciate], an increase [decrease] in the 
demand for a country's exports causes its currency to appreciate [depreciate], and as a country becomes more [less] 
productive relative to other countries, its currency appreciates [depreciates]. Whereas PPP's predictions regarding 
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the behaviors of exchange rates are borne out in the long run, the theory often has little predictive power in the short 
run. 
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Currency appreciation or depreciation and capital flows

The key to understanding the short-run behavior of exchange rates is to recognize that an exchange rate is the price of 
domestic bank deposits in terms of foreign bank deposits. Therefore, the appropriate way to explain the behaviors of 
exchange rates in the short-run is through an asset market approach that relies heavily on a theory of asset demand. 
Such an approach does not emphasize trade balances over short periods because these transactions are quite small 
relative to the flows of domestic and foreign bank deposits at any time. 

To begin, we know from the theory of portfolio choice that the most important factor affecting the demand for 
domestic deposits versus foreign deposits is the expected returns on these assets vis-à-vis one another. Moreover, in 
a world of near perfect capital mobility and near perfect substitutability of bank deposits, that there are no 
differences in the expected returns of any deposits, anywhere, must be true. 

This equivalence of expected returns is referred to as an uncovered interest rate parity condition, and it can be 
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expected, at time t, to be realized at time t + 1. Finally, uncovered interest rate parity requires that these two 
expected returns be the same. 

We can use this interest rate parity condition to explain changes in the spot exchange rate. First, if the interest rate 
on foreign deposits (iF) increases [decreases], all else equal, the expected return on these deposits increases. In 
order to restore interest rate parity, the spot exchange value of the U.S. dollar must decrease [increase]. Second, if 
the interest rate on domestic deposits (iD) increases [decreases], all else equal, the expected return on these deposits 
increases [decreases]. In order to restore interest rate parity, the spot exchange value of the U.S. dollar must increase 
[decrease]. Third, if the expected future exchange rate (Ete

+1) increases [decreases], all else equal, the expected return 
on foreign deposits decreases [increases]. In order to restore interest rate parity, the spot exchange value of the U.S. 
dollar must increase [decrease]. 


