
External balance assessment:
Balance of payments

Macroeconomic Analysis Course

Prepared for Capital Alliance, Sri Lanka

Martin Fukac

14 -18 January 2020



Economic 
policies

Consumer 
prices

Economic 
activity

Balance of 
payments

International 
economic 
conditions

Financial 
(monetary) 
conditions

Exchange 
rates

Macroeconomic assessment roadmap

Economic 
policies

Consumer 
prices

Economic 
activity

Balance of 
payments

International 
economic 
conditions

Financial 
(monetary) 
conditions

Exchange 
rates

Economic 
policies

Consumer 
prices

Economic 
activity

Balance of 
payments

International 
economic 
conditions

Financial 
(monetary) 
conditions

Exchange 
rates

Economic 
policies

Consumer 
prices

Economic 
activity

Balance of 
payments

International 
economic 
conditions

Financial 
(monetary) 
conditions

Exchange 
rates

Economic 
policies

Consumer 
prices

Economic 
activity

Balance of 
payments

International 
economic 
conditions

Financial 
(monetary) 
conditions

Exchange 
rates



Objectives

• Understand why central banks monitor balance of payments

• Understand where the monitoring sits in terms of overall macroeconomic 
assessment

• Strengthen essential skills for experts monitoring these sectors

• Learn basic tools for monitoring the balance of payments



Outline

1. Setting the scene

2. Key data

3. Key economic concepts

4. Key measurement techniques



Setting the scene
Why do central banks employ experts to monitor balance of payments developments?

What information are the sector experts expected to provide to policymakers?

What signals should they look for in the data?



Why do central banks employ experts to monitor balance of payments developments?

• Open economies are naturally interconnected with the rest of the world via trade 
and financial flows

• For long term and short term external stability it is necessary that that the 
country achieves a sustainable balance in those flows

• BOP imbalances present a potential vulnerability for 
• exchange rate stability (risk of exchange rate crisis)

• stock of foreign exchange reserves (BOP crisis)

• External balance is linked to internal balance

• Implications for monetary policy



What information are the sector experts expected to provide to policymakers?

• Current account developments: sources, trends and vulnerabilities

• Financial account developments and how they are related to financing the capital 
account: sources, trends and vulnerabilities

• Monitor macro-financial risks coming from trade and capital flows



What signals should they look for in the data?

• Trade flows affecting economic activity, prices and employment in the export 
sector

• Current account misalignment (gap) 
• pressures on exchange rates

• pressures on foreign reserves

• Sustainability of international investment position
• Country risk premia (credit rating)



Key data
Balance of payments and its components

Analytical accounts

International investment position and foreign reserves



Balance of payments

• The BOP summarizes:
• during a specified period of time (flow concept)

• with the rest of the world

• economic transactions of an economy

• The BOP records transactions that involve:
• change in ownership of goods and financial assets

• provision of services, labor, and capital

• Transactions that enter the BOP:
• must occur between residents and non-residents

• Transactions are recorded on accrual basis



Balance of payments (cont.)

CA     +    KA    - FA = 0 



Balance of payments (cont.)

Current Account 
a. Balance of Goods

• Exports
• Imports

b. Balance of Services
• Transportation
• Travel
• Other services

c. Primary Income
• Compensation of employees
• Investment income

d. Secondary income (transfers)
• General government
• Other sectors

Capital Account

Financial Account
a. Direct investments
b. Portfolio investments
c. Other investment

• Trade credit
• Loans
• Currency and deposits
• Other assets

d. Reserve assets

Net errors and omissions

Real transactions Financial transactions



Analytical accounts

a. Current account
b. Capital account
c. Financial account

• Direct investments
• Portfolio investments
• Other investments

• Reserves assets

• Forgiveness of obligation of current period
• Change in arrears

d. Errors and omissions
e. Overall balance

Total Financing

• Exceptional Financing

• IMF credit and loans



International investment position

• It records the stock of assets and liabilities:
• outstanding at the end of the recording period

• at value prevailing at the end of the recording period

• The IIP also records valuation changes, that is changes in value 
originating from movements in prices or exchange rates.

• It is linked to the balance of the financial account. 



Foreign reserves accumulation is linked to the balance of payments

Source: CBSL, IMF Country report 19/135
Note: Values for 2019 are IMF’s staff projections.
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Stock of international reserves (in millions of USD if not otherwise stated)

Source: CBSL, IMF Country report 19/135
Note: Values for 2019 are IMF’s staff projections.



Under the IMF program the government and CBSL has committed to specific performance 
criteria 



Did the CBSL meet the June-2019 criteria for the stock of forex? 



Key economic concepts
External and internal balance

BOP, current account, and links to the national accounts and internal balance



External and internal balance

• Internal balance: output at its potential, stable inflation (at desirable level)

• External balance: current account is financed with a sustainable level of capital 
flows



Internal balance

Absorption
(=investment + consumption)

RER

Appreciation

Depreciation

Internal balance

Y >Y*
“overheated”

Y < Y*
“underutilized”

Y*

Y*



External balance

RER

Appreciation

Depreciation

External balance

CAB < 0
“borrower”

CAB > 0
“creditor”

Absorption
(=investment + consumption)

CA*

CA*



Internal and external balance

CAB < 0; Y < Y*
→ depreciate

CAB > 0; Y > Y*
→ appreciate

CAB < 0; Y > Y*
→ ER adj. not enough 
(structural problems?)

CAB > 0; Y < Y*
→ ER adj. not enough

RER

Appreciation

Depreciation

EB IB

z*

A* Absorption
(=investment + consumption)



Balance of payments and national accounts

From the expenditure approach of the National Account we know that the Gross Domestic 
Output (GDP) is 

GDP = C + G + I + X – M 

where C is private consumption, G is government consumption, X  denotes exports and M 
imports. 

By adding the balance of the primary income (BPI) and the balance of the secondary 
income (BSI) to the GDP we obtain the Gross National Disposable Income 

GNDY = GDP + BPI + BSI 



Balance of payments and national accounts (cont.)

Link between the National Accounts and the Balance of Payments

GNDY = C + G + I + X – M + BPI + BSI 

GNDY - (C + G) - I = X – M + BPI + BSI = CAB

S - I = X – M + BPI + BSI = CAB 

where CAB is the current account balance, S = GNDY- C – G  is domestic saving. 



Balance of payments and national accounts (cont.)

The relation CAB = S - I  has several implications: 

1. The current account balance is the gap between investment and domestic 
saving. 

• Hence policies that aim to affect the CAB should necessarily affect saving and/or 
investment decisions.

2. Understanding the sources of the CA deficit is crucial because its long run 
impact on the external position of the economy is different depending on the 
factors creating the deficit. 

• 𝐶𝐴 < 0 ⇔ reduction of S relative to I or to due to an increase of I relative to S



Balance of payments and national accounts

• The interrelation of CAB  with investment and saving can be seen in more detail by 
distinguishing between private and government sector. 

S-I = Sp + Sg – Ip – Ig 

• Sp is private saving, Sg is public saving, Ip private investment and Ig government 
investment.  

CAB = (Sp – Ip) + (Sg-Ig) 

• if the government sector deficit is not compensated by excess savings in the private 
sector, then CAB will be in deficit.   

• Hence, a sustained deficit in the government sector may be reflected as a deficit in current account 
balance (Twin deficits).      



Key measurement techniques
External sustainability assessment

Sustainable level of current account deficits



External balance methodology based on IMF’s CGER

• Consultative Group on Exchange Rate issues from 1997
• 3 complementary methodologies:
• Macroeconomic balance approach
• Difference btw. the CA balance projected for the medium term and the “CA norm”

• Exchange rate adjustment to eliminate this difference

• Equilibrium real exchange rate approach
• Equilibrium RER is a function of medium-term fundamentals

• Difference (adjustment) btw. the equilibrium RER and its current value

• External sustainability approach
• The difference btw. the actual CAB and the CAB that stabilizes NFA at a benchmark

• RER adjustment to close the difference



Macroeconomic balance approach

• Step 1. Panel regression to estimate equilibrium relationship of CAB and fundamentals

• Step 2. For each country, compute the CA norm using step 1 coefficients and fundamentals that
should prevail in the medium term
• so, the norm is understood as a mid-term equilibrium or sustainable level

• Step 3. Project the underlying CA that is likely to take place in the medium run under the
assumptions that:
• all lagged exchange rate effects play out
• REER remains unchanged
• output gaps in all countries close (internal balance)

• Step 4. Compute REER adjustment that would close the gap between the CA norm and the
“underlying” CA balance



MB Approach: implementation

• Step 1.
i =1,…,182 countries; t = 1973..2009

CAi,t is the current account to GDP ratio, country i at time t

• Step 2.

where - parameter estimates of step 1 regression 

- set of medium-term (“equilibrium”) values of macro fundamentals

H = 5y – medium-term horizon
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CA determinants in panel regression

• Fiscal balance (ratio of the budget balance to GDP 
relative to average budget balance of trading partners)

• Demographics (old age dependency ratio and the 
population growth, relative to trading-partners average)

• Net foreign assets (an “initial” NFA position before the 
period of reference for the current account balance)

• Oil balance (the oil balance as a ratio to GDP)

• Economic growth (the ratio of PPP-based per-capita 
income to the U.S. level and real per-capita GDP growth 
rate relative to its trading-partner average)

• Crises (indicator of banking crisis episodes)

• Financial center (dummy)

Source: Lee et al (2008) 



MBA: coefficient signs

• Fiscal balance: a surplus ↑ national saving → ↑ CAB

• Demographics: pensioners do not save → ↓CAB

• NFA: countries with high NFA 

1. can run deficits on an extended basis [-ve sign]; 

2. Or have higher foreign investment income (part of the CA). This second effect is 
stronger [+ve sign]

• Oil balance: higher oil prices →

• ↑ Oil balance (and ↑ CAB) of exporters

• ↑ Oil balance (and ↓ CAB) of importers



MBA: coefficients signs (cont.)

• Economic growth: faster economic growth relative to trading partners → ↓ CAB 
[-ve]

• Relative income: less developed countries (lower income) need to invest → 
financed through external borrowing and CAB deficit [+ve]

• Economic crises: CAB ↑ with macroeconomic contraction and/or reduced 
international financing [+ve]

• Financial center: financial hubs tend to run CA surpluses [+ve]



MBA: Implementation (2)

• Step 3. 
➢ For a country assume a model relating trade flows with REERt and domestic Yt and foreign 

output gaps Yt*

➢ Forecast: output gaps close and the REER remains at the time t level

➢ assume that the underlying CA is driven only by trade flows and then it is

➢ lower case x and m indicate percentage of GDP
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MBA: Implementation (3)

• Step 4.  
➢ Input: Medium-run semi-elasticity of CAi,t w.r.t. REER:

xi and mi are the shares of exports and imports in country i’s GDP, projected in period T+h

ηX and ηM are medium-run elasticities (same across all i) of the volumes of exports and imports, 
respectively, w.r.t. RER

➢ The ER misalignment (required adjustment):

➢ Note: can also restore the implied Equilibrium REER:
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MBA: Illustrative results

Source: Lee et al (2008) 



External sustainability approach

• Step 1. Calculate the CA balance stabilizing the NFA at a benchmark level (an
“equilibrium level”)

• Step 2. Use this CA balance and the elasticities as in MB approach to generate the
REER adjustment…

• that – over the medium term – would bring the “underlying” CA balance in line with the NFA-
stabilizing CA balance



ESA: Implementation

• BoP Identity (assuming no fin. flows):  

• Ratios to GDP:

• Rewrite:

gi is the medium-term growth rate of nominal GDP (same currency as is CA)

• Keep nfai,t stable at        . The required (norm) CA:

• Given            , apply trade elasticities (ηX and ηM) to calculate REER gap (Step 3 in MB approach)
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ESA: Illustrative results

Source: Lee et al (2008)



Conclusion



Main takeaways

• National Accounts, Balance of Payments and International Investment Position 
are interlinked

• Exchange rate adjustments are the key mechanism for achieving external and 
internal balance in open economies

• Current account gap measures the degree of external misalignment

• Central banks monitor BOP to identify risks to the sustainability of the country’s 
net foreign asset position, and future pressures on exchange rates


