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A Financial Approach to the Balance of Payments

Peijie Wang

ABSTRACT

A new approach to addressing balance of paymestessby analyzing the constituents
of the financial account has been developed inghidy and is referred to the financial
approach accordingly. It pays attention to theedéht roles of foreign direct investment
(FDI) and international portfolio investment (IPIhoth of which have witnessed
phenomenal increases in the last four decadesh®arte hand, balance on the financial
account exclusive of changes in official reserves rio longer negligible or
inconsequential, and can no longer be neglectedh®other hand, FDI and IPI differ in
countries’ international economic relations, witffatent effects of FDI and IPI on trade
and trade balance in particular. Responding to ticesbly changed global economic
environment, this new approach is effective in adding balance of payments issues in a
new era of globalization. The illuminating resulend support to the theoretical
propositions, thereby opening up a new line of aede for furthering theoretical and

empirical inquiries.

JEL No:  F41,F21
Key words: financial account, foreign direct investment, intional portfolio investment,

trade balance, current account
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1. Introduction

Balance of payments issues have always been isstiesoncern ever since
international trade took place between nations.ofgeanied with flows of goods and
services are flows of funds or capital. Cross boa#gpital and fund movements are
always associated with cross border flows of goaosl services. Thereby
improvement or deterioration in trade balance @& ¢hirrent account comes about
with certain patterns in international flows of @#apor changes in the capital and
financial account. As one of the channels thatlifat® international trade and fund
movements is the foreign exchange market, chamgieiexchange rate, depreciation
or appreciation of the currency, have been claitodthve a significant effect on trade
balance and profound implications for the balancpayments, as often observed in
the news, economic commentaries and financial cotumTherefore, major
approaches to dealing with balance of paymentsess$iave been developed over
decades, including those that study explicitly ¢fiect of exchange rate changes on
the balance of payments, as well as those wheleaaege rate changes do not play an
explicit role in balance of payments issues. Thent is represented primarily by the
elasticity approach and the absorption approach, the latter by the monetary
approach to the balance of payments, with which eroos empirical studies have
been carried out with mixed evidence. This papepgses a new approach to balance
of payments issues by analyzing of the componetheofinancial account and, in
particular, paying attention explicitly to the difent roles of foreign direct investment
(FDI) and international portfolio investment (IPIJhis is in response to, and an
acknowledgment of, a noticeably changed internatieconomic environment that is

rather different from those in which the above-nwrdd three approaches came to
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light and were applied. The rationale of this ajpgtowill be presented following the

briefing of the existing three main approachestolialance of payments below.

The elasticity approach to the balance of paymieaitsires a Keynesian analysis. This
approach is based on the analysis of the pricdi@tgsof demand for export goods

and that of demand for import goods, with respecthanges in exchange rates.
Therefore, this approach is all about the curregbant of the balance of payments,
paying no attention to the capital and financiadcamt of the balance of payments.
Although the model is on the interaction between ¢lkchange rate and the current
account balances, it is largely applied to evaltlageeffect of currency depreciation
or currency appreciation on the balance of paymemtent account. In particular, it

is applied to examine if a kind of currency depaéion helps improve current account
balances. The approach is most featured by theHdBwiserner condition (Marshall

1923; Lerner 1944), which states that for depremadf the domestic currency to be
effective in terms of improving trade balance, siuen of the export elasticity and the

import elasticity must be greater than unity.

The absorption approach studies the effects of angd rate changes on income,
relative prices, absorption and trade balances Inainly advocated by Alexander
(1952), Harberger (1950), Laursen and Metzler (1986d Meade (1951a,b).

According to the name of the approach, it inveséigahe effect of exchange rate
changes on trade balance through the absorptiomehahereby income and relative
prices change and adjust. Quantitatively, a chamgjge exchange rate which leads to

an increase in absorption worsens trade balanckaarhange in the exchange rate
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which leads to a decrease in absorption improwesetibalance, other things being

equal and unchanged.

The main characteristic of the monetary approachhé& balance of payments, as
summarized by Frenkel and Johnson (1976) in tlseS&ntence of the first chapter of
their edited book entitledhe Monetary Approach to the Balance of Payments, is the
proposition that the balance of payments is esslgna monetary phenomenon. This
Is basically the statement of the Chicago Schdwlugh Frenkel and Johnson (1976)
claim that the approach is described as monetartymonetarist, with its essential
foundation disposing of the criticism that it ist @otheory but merely a tautology like
the quantity theory of money, old and restated. t@autions to the monetary
approach and its development also come from the, BUEh as Polak (1957), Prais
(1961), Polak and Argy (1971) and the IMF (197 8)reviewed by Polak (1997). The
two monetary approaches to the balance of paymkpigiesian versus Johnson, are

contrasted in Polak (2001), to which interestediees can refer.

The elasticity and absorption approaches do na tato account the role of the
financial account. While the monetary approach dmesider the financial account, it
focuses on official reserves and domestic creditfaw they influence trade balance.
Particularly in Johnson’s model, trade balance ésety changes in reserves whereby
balance on the financial account exclusive of ckanmg official reserves is not
considered. This might be acceptable four decadgs aspecially with a fixed
exchange rate regime, but has become increasimgalistic ever since. Balance on
the financial account exclusive of changes in @ficeserves is no longer negligible

or inconsequential, and can no longer be negledied.instance, the US financial
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account balance is predominantly private sectaviactAmongst $1,289,854 million
US owned net assets abroad in 2007, official reseand other government assets
only accounted for two percent with a figofe$22,359 million. In the same year,
foreign owned net assets in the US mounted to $2/03 million with $411,058
million being foreign official assets that accouhter 20 percent of the total. Figure 1
exhibits the US official reserve assets abroadugetstal US assets abroad, the debit
side of the US financial account, and foreign dadli@ssets in the US versus total
foreign owned assets in the US, the credit sidin®fUS financial account, with part
(a) being from 1960 to 1989 and part (b) being frb®®0 to 2007. The scale of the
vertical axis in part (b) is 10 times of that inrppéa); so the curves cannot be duly
observed if the whole period is not split into tWworizons. Figure 2 shows the net
official reserve assets and net financial accoatdrize of the US in the whole period
of 1960-2007. Making a contrast between Figured.Figure 2 is helpful. It looks as
if that changes in US official reserves are arotadf of the balance on the US
financial account by observing the net data of Fegi alone, which plays down, but
still cannot deny, the significance of the non-@é#l part of the financial account. In
theory, changes in official reserves cannot exdbedfinancial account balance in
absolute value in either direction of flows, whilet changes in official reserves can
be greater than the financial account balance solake value. A simple example is
that the balance on the financial account is zexslted from a net official reserve
assets inflow of $10 million which offsets an oatfl of $10 million in private

investments.

{Figure 1 about here}
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{Figure 2 about here}

It is apparent that nowadays trade balance defaitsurpluses are, to the greatest
extent, offset or balanced by the non-official past the financial account. They are
not offset or balanced by official reserves, whtdtome negligible in quantity from
the debit side of the US financial account, anceet of other countries adopting a
flexible exchange rate regime. Therefore, attensibould be paid to the non-official
reserve parts of the financial account as theypaeelominantly the largest on the
financial account. Moreover, the composition andstibuents of the financial account
matter for the roles of FDI and IPI differ in coua$’ international economic
relations, with different effects of FDI and IPI tnade and trade balance in particular.
Intuitively, inward FDI produces import substitutiovhen previously imported goods
and brands are manufactured locally, hence reduonmprts and improving trade
balance. To a certain extent, FDI financed comatead to be export-oriented, and
for this reason inward FDI may promote exports an@rove trade balance. The
import substitution effect and the export promotedfect of inward FDI may not be
associated with IPI activity. Most companies thiaaat foreign investors in terms of
IP1 are large and/or multinational. Inward IPI maglp their international activity or
expansion overseas and, consequently, reduce otlrtries’ import requirements
and boost other countries’ exports, which have gatiee effect on the reporting
economy’s exports and trade balance. Inward IPI alsy have an income effect on
imports, which deteriorates trade balance. Theegfattention should be paid to the
analysis of the components of private investmentthe financial account, in addition
to paying attention to the private investment amtiwon the financial account as a

whole. PIDI analysis is therefore proposed for 8oizing the different roles of FDI
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and IPI. Moreover, DIDI analysis is to further istigate the effects of inward FDI
and outward FDI. Since both PIDI analysis and Dl&alysis focus on the
components of private investments on the finanaietount rather than official
reserves, they are named the financial approadhetdalance of payments in this

study. Details of this approach are presented lamstrated in the next section.

2. Thefinancial approach

Recall the relationship that explains one countegenomic linkages with the rest of

world holds as an identity:

+/- -+

TB+ NFI =0 1)

where TB is trade balance andlFl is net foreign investment. The sign above the
variables indicates how they change jointly. ivehen trade balance is going up,
balance on the financial account is going down; thuied trade balance is going down,
balance on the financial account is going up. Withexamining the components of
the financial account, the only way to reduce tiaglé¢ deficit or the current account
deficit is to reduce the surplus on the financ@aunt, a relationship bounded by the
identity. However, the composition of the financeacount is of relevance and the
roles of the constituents or components of thenfored account differ with regard to
trade balance. The financial approach to the belasic payments examines the
different roles of the constituents or componerftgshe financial account. Let us

decomposéNFI into NFDI, net foreign direct investment amdPI, net international
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portfolio investment including private portfolio viastment and official reserve
transactions. Such analysis is termed as PIDI aisaly this study. There are three
different ways of change in trade balance, the BlW-account and the IPI sub-

account while the identity holds. The three wayschénge are indicated in the

following three equations:

+/- -+ -+

TB+ NFDI+ NIPI =0 (2a)
+/- +/- -+

TB+ NFDI+ NIPI =0 (2b)
+/- +/- -+

TB+ NFDI+ NIPI =0 (2c)

The first of these three equations, equation (2} no more than equation (1) and its

identity. The second of them is what it is proposedhis paper, while the third is

rather unlikely.

Working with equation (2) and taking derivativeTd with reference tdNFDI vyield:

dB___,_dNIP @)

dNFDI~ ~ dNFDI

dTB

INFDI >0 or the proposition that an increase in net inwild improves trade

For

balance to be true, it is required that:

dNIPI < )
dNFDI

or
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_ NP

dNFDI )

I.e., the rate of substitution diFDI for NIPI must be greater than unity. For example,
if a €2 billion increase iNFDI results in a €1 billion iTB, then there must be a €3
billion fall in NFPI for the balance of payments identity to still holthe rate of

substitution is 1.5 in this case.

This proposition can be empirically tested as f@o One kind of test is time series

analysis. One specification is regression of changetrade balanceATB,, on

changes in net FDIANFDI, :

ATB, =3, +,ANFDI, +&,, t=1.T (5)

to test the hypothesed, = @nd J, >0. The proposition is validated i, = @nd

9, >0 are accepted. The other method is simply to irtspec

_ANIPI, _

= 6
ANFDI (©)

and to check ifA >1. The proposition is validated wheh>1 is confirmed, which
indicates that the rate of substitutionN#DI for NFPI is greater than unity. A kind of

cross-sectional analysis may also be implementéollasvs:



|ESEG Working Paper Series 2009-FIN-01

(Ej =a+g(@j ¥4, P=1.N (7)

GDP NFI

where (%J is the trade balance of countryrelative to its size of the economy

measured in its GDP, an[d%} is the relative significance of net FDI in the

overall cross-border investment activity of countryThe proposition is validated if

the statistical hypothesi§ >0 is accepted.

DIDI analysis breaks down FDI into inward FDI andtward FDI and investigates

their respective effects on trade balance:
TB=FDI, —FDI, +IPl, - IPI, (8)

where subscripp denotes outward and subscriptenotes inward. Both inward and
outward variables take absolute values in the alaowetion. A cross-sectional test

can be specified as follows:

TB) g —OL
(GDPJi_CHﬁ(FD'.+FD|oji+/Ji’ =N ©)

where (%) same as in equation (7), is the trade balancewftcy i relative to

. FDI,

its size of the economy measured in its GDP, w
FDI, +FDI,

] is the relative
i

10
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significance of inward FDI in the overall FDI aati of country i. A statistically
significant and positives renders support to the proposition of DIDI analy#iat

inward FDI improve the trade balance of a country.

3. Resultsand analysis

The financial approach to the balance of payment$uding PIDI analysis and DIDI

analysis, has been proposed and demonstrated snp#dper. Like the elasticity
approach, the absorption approach and the monefgmyoach before it, empirical
evidence can be mixed depending on the circumssaimcevhich it is applied, the

econometric models with which it is implemented dhd technical procedures by
which it is tested. As the idea of the new approactat a preliminary stage of
development, no complicated models and techniquesadopted in the current
empirical study. The results are not expected ttotadly convincing. None the less,
this should not be taken as a disappointment, derisig the performance of the three
main approaches over several decades. Graphiaatrdtions do support the new
approach to a reasonable extent so far, which lignihating whilst modestly

unconfirmed or to be confirmed by future studieguFe 3 to Figure 6 display the
major components of the balance of payments amtrasis FDI, IPI and official

reserves against trade balance for the US, JapatJK and Germany. Part (a) of the
figure plots and contrasts trade balance, FDlalRl official reserves over time in the

annual frequency until 2007, with the starting powarying according to data

11
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availability. Part (b) of the figure is the scattehart for FDI against the current

account and trade baladce

{Figure 3 about here}

{Figure 4 about here}

{Figure 5 about here}

{Figure 6 about here}

It can be observed in these graphs that trade ¢@land net FDI share a common
trend to a certain degree and tend to move togetlinr pattern is rather clear in the
cases of the US and Japan in part (a) of Figumed3ragure 4 respectively. For Japan,
the two curves representing trade balance and Dehé&t only move together in the

same direction, but also are on the opposite silése horizontal axis. Despite being
a competitive industrialized economy, Japan hasa#d more inward FDI than its

outward FDI, which has a positive effect on its @extpin the UK and German cases,
trade balance or the balance on the current acarenanderstandably more volatile
than their net FDI, with the data in the most réceéhree to four years exhibiting a
pattern disagreeable to their overall movementsl8nyears (UK) and 33 years
(Germany). It is well known that trade balance wrent account data are notoriously
inaccurate, and revisions are frequently made nbt t the last quarter’s figure but

also to the last year’s figure and the figures smvgears back. For this reason, it is

1 For Germany, the current account is in placerfae balance in part (a) and it is FDI againstctimeent account
only in part (b) due to the limited availability tthde balance data over a short- time period.

12
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desirable to leave out the most recent years’ datserious analysis, an approach
adopted in the configuration for part (b) of thguiies. There is evidence of close
positive relationship or strong association betwaeh FDI and the current account
balance or trade balance for Japan’s balance aheais, being fairly manifest in part
(b) of Figure 4. There exists such relationship @ermany to a less extent, as
demonstrated in Figure 6; but viewing the scatter§igure 3 and Figure 5, such
relationship can barely be confirmed for the US &mel UK. These observations,
intuitive and unsophisticated though, suggest a rme of research. Further
theoretical and empirical studies are required i@ldy more resounding results,

adopting advanced econometric techniques and exagriarge samples.

4. Conclusion

A new approach to addressing balance of paymentgesshas been proposed and
developed in this paper. This is a logical prograsgesearch, responding to a
noticeably changed and constantly changing glolcahemic environment which

fosters new analytical approaches and framework®r @he last four decades, the
private part of the financial account, in termsbaith FDI and IPI, has witnessed
phenomenal increases. Balance on the financialuatcexclusive of changes in

official reserves is no longer negligible or incegaential, and can no longer be
neglected. Moreover, FDI and IPI play rather déf@rroles in international economic
relations, with rather different effects on tradhel &arade balance. Acknowledging their
joint significance in international capital movenemand their respective roles and

effects on trade balance, this new approach isctffe in addressing balance of

13
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payments issues in a new era of globalizatiors #rgued that improvements in trade
balance or the current account is positively linkedinward FDI, to which the
illuminating results lend support. A new line olsearch is thereby opened up for

furthering theoretical and empirical studies irsttmportant filed of economics.
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