BALANCE OF PAYMENTS

& Its Implications      
Balance of payments, (or BOP) measures the payments that flow between any individual country and all other countries. It is used to summarize all international economic transactions for that country during a specific time period, usually a year. The BOP is determined by the country's exports and imports of goods, services, and financial capital, as well as financial transfers. It reflects all payments and liabilities to foreigners (debits) and all payments and obligations received from foreigners (credits). Balance of payments is one of the major indicators of a country's status in international trade, with net capital outflow.
The balance, like other accounting statements, is prepared in a single currency, usually the domestic. Foreign assets and flows are valued at the exchange rate of the time of transaction.
Balance of Payment of a country is one of the important indicators for International trade, which significantly affect the economic policies of a government. As every country strives to a have a favourable balance of payments, the trends in, and the position of, the balance of payments will significantly influence the nature and types of regulation of export and import business in particular. Balance of Payments is a systematic and summary record of a country’s economic and financial transactions with the rest of
the world over a period of time. The balance of payments is a statistical statement that systematically summarizes, for a specific time period, the economic transactions of an economy with the rest of the world. Transactions, for the most part between residents and nonresidents, consist of those involving goods, services, and income; those involving financial claims on, and liabilities to, the rest of the world; and those (such as gifts) classified as transfers, which involve offsetting entries to balance—in an accounting sense—one-sided transactions.

(a) Transactions in goods and services and income between an economy and the rest of the world,
(b) Changes of ownership and other changes in that country’s monetary gold, SDRs, and claims on and liabilities to the rest of the world, and
(c) Unrequited transfers and counterpart entries that are needed to balance, in the accounting sense, any entries for the foregoing transactions and changes which are not
mutually offsetting.

A country’s balance of payments can also commonly defined as the record of transactions between its residents and foreign residents over a specified period. Each transaction is recorded in accordance with the principles of double-entry bookkeeping, meaning that the amount involved is entered on each of the two sides of the balance-of-payments accounts. Consequently, the sums of the two sides of the complete balance-of-payments accounts should always be the same, and in this sense the balance of payments always balances. However, there is no bookkeeping requirement that the sums of the two sides of a selected number of balance-of-payments accounts should be the same, and it happens that the (im)balances shown by certain combinations of accounts are of considerable interest to analysts and government officials. It is these balances that are often referred to as “surpluses” or “deficits” in the balance of payments. 
                              

                    The Balance of Trade takes into account only the transactions arising out of the exports and imports of the visible terms; it does not consider the exchange of invisible terms such as the services rendered by shipping, insurance and banking; payment of interest, and dividend; expenditure by tourists, etc. The balance of payments takes into account the exchange of both the visible and invisible terms. Hence, the balance of payments presents a better picture of a country’s economic and financial transactions with the rest of the world than the balance of trade. Nature of Balance of Payments Accounting The transactions that fall under Balance of Payments are recorded in the standard double- entry book-keeping form, under which each international transaction undertaken by the
country results in a credit entry and a debit entry of equal size, As the international transactions are recorded in the double-entry book-keeping form, the balance of payments must always balance, i.e., the total amount of debits must equal the total amount of credits. Sometimes, the balancing item, error and omissions, must be added to balance the balance of payments.

IMF definition

The IMF definition: "Balance of Payments is a statistical statement that summarizes transactions between residents and nonresidents during a period."[1] The balance of payments comprises the current account, the capital account, and the financial account. "Together, these accounts balance in the sense that the sum of the entries is conceptually zero.

· The current account consists of the goods and services account, the primary income account and the secondary income account. 

· The financial account records transactions that involve financial assets and liabilities and that take place between residents and nonresidents. 

· The capital account in the international accounts shows (1) capital transfers receivable and payable; and (2) the acquisition and disposal of no produced nonfinancial assets. 

In economic literature, "capital account" is often used to refer to what is now called the financial account and remaining capital account in the IMF manual and in the System of National Accounts. The use of the term capital account in the IMF manual is designed to be consistent with the System of National Accounts, which distinguishes between capital transactions and financial transactions.

Balance of payments identity

The balance of payments identity states that:

Current Account = Capital Account + Financial Account + Net Errors and Omissions 

This is a convention of double entry accounting, where all debit entries must be booked along with corresponding credit entries such that the net of the Current Account will have a corresponding net of the Capital and Financial Accounts:
                    X + Ki  =  M + K0
where:
· X = exports 

· M = imports 

· Ki = capital inflows 

· Ko = capital outflows 

Rearranging, we have:
                   (X - M) =  K0  -  Ki
, 

yielding the BOP identity.

The basic principle behind the identity is that a country can only consume more than it can produce (a current account deficit) if it is supplied capital from abroad (a capital account surplus).

Mercantile thought prefers a so-called balance of payments surplus where the net current account is in surplus or, more specifically, a positive balance of trade.

A balance of payments equilibrium is defined as a condition where the sum of debits and credits from the current account and the capital and financial accounts equal to zero; in other words, equilibrium is where
Current  Account  + (Capital  &  Financial Accounts)  =  0

This is a condition where there are no changes in Official Reserves. When there is no change in Official Reserves, the balance of payments may also be stated as follows:
Current  Account =  - ( Capital  &  Financial Accounts )

or:
Current Account deficit (or surplus)= Capital & Financial Account     deficit (or surplus)

Canada's Balance of Payments currently satisfies this criterion. It is the only large monetary authority with no Changes in Reserves.
History
Historically these flows simply were not carefully measured due to difficulty in measurement, and the flow proceeded in many commodities and currencies without restriction, clearing being a matter of judgment by individual private banks and the governments that licensed them to operate. Mercantilism was a theory that took special notice of the balance of payments and sought simply to monopolize gold, in part to keep it out of the hands of potential military opponents (a large "war chest" being a prerequisite to start a war, whereupon much trade would be embargoed) but mostly upon the theory that large domestic gold supplies will provide lower interest rates. This theory has not withstood the test of facts.

As mercantilism gave way to classical economics, and private currencies were taxed out of existence, the market systems were later regulated in the 19th century by the gold standard which linked central banks by a convention to redeem "hard currency" in gold. After World War II this system was replaced by the Britton Woods institutions (the International Monetary Fund and Bank for International Settlements) which pegged currency of participating nations to the US dollar and German mark, which was redeemable nominally in gold. In the 1970s this redemption ceased, leaving the system with respect to the United States without a formal base, yet the peg to the Mark somewhat remained. Strangely, since leaving the gold standard and abandoning interference with Dollar foreign exchange, the surplus in the Income Account has decayed exponentially, and has remained negligible as a percentage of total debits or credits for decades. Some consider the system today to be based on oil, a universally desirable commodity due to the dependence of so much infrastructural capital on oil supply; however, no central bank stocks reserves of crude oil. Since OPEC oil transacts in US dollars, and most major currencies are subject to sudden large changes in price due to unstable central banks, the US dollar remains a reserve currency, but is increasingly challenged by the euro, and to a small degree the pound.

Conceptual Framework of the Balance of Payments

The Reserve Bank of India (RBI) is responsible for compiling the balance of payments for India. The RBI obtains data on the balance of payments primarily as a by-product of the administration of the exchange control. In accordance with the Foreign Exchange Management Act (FEMA) of 1999, all foreign exchange transactions must be channeled through the banking system, and the banks that undertake foreign exchange transactions must submit various periodical returns and supporting documents prescribed under the FEMA. In respect of the transactions that are not routed through banking channels, information is obtained directly from the relevant government agencies, other concerned agencies, and other departments within the RBI. The information is also supplemented by data collected through various surveys conducted by the RBI. Data are prepared on a quarterly basis and are published in the Reserve Bank of India Bulletin.

The data are compiled in crores of rupees (one crore is equal to 10 million) . The data are also expressed in millions of U.S. dollars.
Current account
             The balance of trade is the difference between a nation's exports of goods and services and its imports of goods and services, if all financial transfers and investments and the like are ignored. A nation is said to have a trade deficit if it is importing more than it exports.

In economics, the current account is one of the two primary components of the balance of payments, the other being the capital account. It is the sum of the balance of trade (exports minus imports of goods and services), net factor income (such as interest and dividends) and net transfer payments (such as foreign aid).

The current account balance is one of two major metrics of the nature of a country's foreign trade (the other being the net capital outflow). A current account surplus increases a country's net foreign assets by the corresponding amount, and a current account deficit does the reverse. Both government and private payments are included in the calculation. It is called the current account because goods and services are generally consumed in the current period.[4]
Positive net sales abroad generally contributes to a current account surplus; negative net sales abroad generally contributes to a current account deficit. Because exports generate positive net sales, and because the trade balance is typically the largest component of the current account, a current account surplus is usually associated with positive net exports.

The net factor income or income account, a sub-account of the current account, is usually presented under the headings income payments as outflows, and income receipts as inflows. Income refers not only to the money received from investments made abroad (note: investments are recorded in the capital account but income from investments is recorded in the current account) but also to the money sent by individuals working abroad, known as remittances, to their families back home. If the income account is negative, the country is paying more than it is taking in interest, dividends, etc. For example, the United States' net income has been declining exponentially since it has allowed the dollar's price relative to other currencies to be determined by the market to a point where income payments and receipts are roughly equal.[citation needed] The difference between Canada's income payments and receipts have been declining exponentially as well since its central bank in 1998 began its strict policy not to intervene in the Canadian Dollar's foreign exchange.[5] The various subcategories in the income account are linked to specific respective subcategories in the capital account, as income is often composed of factor payments from the ownership of capital (assets) or the negative capital (debts) abroad. From the capital account, economists and central banks determine implied rates of return on the different types of capital. The United States, for example, gleans a substantially larger rate of return from foreign capital than foreigners do from owning United States capital.

In the traditional accounting of balance of payments, the current account equals the change in net foreign assets. A current account deficit implies a paralleled reduction of the net foreign assets.

                      Within the current account are credits and debits on the trade of merchandise, which includes goods such as raw materials and manufactured goods that are bought, sold or given away (possibly in the form of aid). Services refer to receipts from tourism, transportation (like the levy that must be paid in Egypt when a ship passes through the Suez Canal), engineering, business service fees (from lawyers or management consulting, for example), and royalties from patents and copyrights. When combined, goods and services together make up a country's balance of trade (BOT). The BOT is typically the biggest bulk of a country's balance of payments as it makes up total imports and exports. If a country has a balance of trade deficit, it imports more than it exports, and if it has a balance of trade surplus, it exports more than it imports. 

Receipts from income-generating assets such as stocks (in the form of dividends) are also recorded in the current account. The last component of the current account is unilateral transfers. These are credits that are mostly worker's remittances, which are salaries sent back into the home country of a national working abroad, as well as foreign aid that is directly received



Goods 

The RBI compiles data on merchandise transactions mainly as a by-product of the administration of exchange control. Data on exports are based on export transactions and the collection of export proceeds as reported by the banks. In the case of imports, exchange control records cover only those imports for which payments have been effected through banking channels in India. Information on payments for imports not passing through the banking channels is obtained from other sources, primarily government records and borrowing entities in respect of their external commercial borrowing. Since 1992-93, the value of gold and silver brought to India by returning travelers has been added to the imports data with a contra-entry under current transfers, other sectors. Exports are recorded on an f.o.b. basis, whereas imports are recorded c.i.f. The Fund adjusts imports, for publication in this yearbook, to an f.o.b. basis by assuming freight and insurance to be 10 percent of the c.i.f. value. 


Services 

Under the exchange control rules, authorized dealers (i.e., banks authorized to deal in foreign exchange) are required to report details in respect of transactions, other than exports, when the individual remittances exceed a stipulated amount. For receipts below this amount, the banks report only aggregate amounts without indicating the purpose of the incoming remittance. The balance of payments classification of these receipts is made on the basis of the Survey of Unclassified Receipts conducted by the RBI. This sample survey is conducted on a biweekly basis. 

Transportation 

This category covers all modes of transport and port services; the data are based mainly on the receipts and payments reported by the banks in respect of transportation items. In addition to the exchange control records, the survey of unclassified receipts is also used as a source. These sources are supplemented by information collected from major airline and shipping companies in respect of payments from foreign accounts. A benchmark Survey of Freight and Insurance on Exports is also used to estimate freight receipts on account of exports. 

Travel 

Travel data are obtained from exchange control records, supplemented by information from the surveys of unclassified receipts. The estimates of travel receipts also use the information on foreign tourist arrivals and expenditure, received from the Ministry of Tourism as a cross-check of the exchange control and survey data. 


             The insurance category covers all types of insurance (i.e., life, nonlife, and reinsurance transactions). Thus, the entries include all receipts and payments reported by the banks in respect of insurance transactions. In addition to information available from exchange control records, information in the survey of unclassified receipts is also used. The benchmark survey of freight and insurance is used to estimate insurance receipts on account of exports. Other services also cover a variety of service transactions on account of software development, technical know-how, communication services, management fees, professional services, royalties, and financial services. Since 1997-98, the value of software exports for onsite development, expenditure on employees, and office maintenance expenses has been included in other services. Transactions in other services are captured through exchange control records and the survey of unclassified receipts, supplemented by data from other sources. For example, information on issue expenses in connection with the issue of global depository receipts and foreign currency convertible bonds abroad is obtained from the details filed by the concerned companies with the Foreign Exchange Department, RBI. 


Income 

Information on investment income transactions is obtained from exchange control records and foreign investment surveys, supplemented by information available from various departments of the RBI. Interest payments on foreign commercial loans are also reported under the RBI Foreign Currency Loan reporting system. The data on reinvested earnings of foreign direct investment companies are based on the annual Survey of Foreign Liabilities and Assets, conducted by the RBI. Details of investment income receipts on account of official reserves are obtained from the RBI's internal records. Interest accrued during the year and credited to nonresident Indian deposits is also included under this category. 


Current transfers
 
The data are obtained from the Controller of Aid Accounts and Audit, government of India, whereas data on PL-480 grants are obtained from the U.S. Embassy in India. 

Other sectors 
Transactions relating to workers' remittances are based on the information furnished by authorized dealers regarding remittances received under this category, supplemented by the data collected in the survey of unclassified receipts regularly conducted by the RBI. Redemption, in India, of nonresident dollar account schemes and withdrawals from nonresident rupee account schemes has been included as current transfers, other sectors since 1996-97.

Reducing current account deficits
Action to reduce a substantial current account deficit usually involves increasing exports (goods coming out of a country and entering abroad countries) or decreasing imports (goods coming from a foreign country into a country). This is generally accomplished directly through import restrictions, quotas, or duties (though these may indirectly limit exports as well), or subsidizing exports. Influencing the exchange rate to make exports cheaper for foreign buyers will indirectly increase the balance of payments. This is primarily accomplished by devaluing the domestic currency. Adjusting government spending to favor domestic suppliers is also effective.

Less obvious but more effective methods to reduce a current account deficit include measures that increase domestic savings (or reduced domestic borrowing), including a reduction in borrowing by the national government.

 The "Pitchford Thesis"
It should be noted that a current account deficit is not always a problem. The "Pitchford Thesis" states that a current account deficit does not matter if it is driven by the private sector. Some feel that this theory has held true for the Australian economy, which has had a persistent current account deficit, yet has experienced economic growth for the past 17 years (1991-2008). Others argue that Australia is accumulating a substantial foreign debt that could become problematic, especially if interest rates increase. A deficit in the current account also implies that the country is a net capital importer.
List of countries by current account balance

This is a list of countries and territories by current account balance (CAB), based on the International Monetary Fund data for 2007, obtained from the latest World Economic Outlook database (October 2008). Numbers for 2008 should become available in April 2009. Estimates are highlighted.

	Rank  

	Country  

	CAB USD, bn  


	1
	 China
	371.833

	2
	 Germany
	252.501

	3
	 Japan
	210.967

	4
	 Saudi Arabia
	95.762

	5
	 Russia
	76.163

	6
	 Switzerland
	70.797

	7
	 Norway
	59.983

	8
	 Netherlands
	52.522

	9
	 Kuwait
	48.039

	10
	 Singapore
	39.157

	11
	 United Arab Emirates
	39.113

	12
	 Sweden
	38.797

	13
	 Taiwan
	32.979

	14
	 Algeria
	30.600

	15
	 Malaysia
	29.181

	16
	 Iran
	28.776

	17
	 Hong Kong
	28.038

	18
	 Libya
	23.786

	19
	 Qatar
	21.374

	20
	 Venezuela
	20.001

	21
	 Thailand
	15.765

	22
	 Canada
	12.726

	23
	 Austria
	12.012

	24
	 Finland
	11.268

	25
	 Argentina
	11.072

	26
	 Indonesia
	11.010

	27
	 Belgium
	9.648

	28
	 Azerbaijan
	9.019

	29
	 Chile
	7.200

	30
	 Angola
	6.936

	31
	 Philippines
	6.351

	32
	 Brunei
	5.990

	33
	 South Korea
	5.954

	34
	 Trinidad and Tobago
	5.380

	35
	 Israel
	5.197

	36
	 Luxembourg
	4.893

	37
	 Uzbekistan
	4.267

	38
	 Turkmenistan
	4.037

	39
	 Denmark
	3.512

	40
	 Nigeria
	3.466

	41
	 Oman
	3.222

	42
	 Bahrain
	2.906

	43
	 Botswana
	1.974

	44
	 Egypt
	1.862

	45
	 Bolivia
	1.741

	46
	 Gabon
	1.719

	47
	 Brazil
	1.712

	48
	 Peru
	1.515

	49
	 Namibia
	1.356

	50
	 Timor-Leste
	1.161

	51
	 Ecuador
	1.064

	52
	 Myanmar
	0.917

	53
	 Bangladesh
	0.780

	54
	 Equatorial Guinea
	0.541

	55
	 Papua New Guinea
	0.259

	56
	 Paraguay
	0.227

	57
	 Bhutan
	0.132

	58
	 Chad
	0.116

	59
	 Mongolia
	0.098

	60
	 Afghanistan
	0.081

	61
	 Suriname
	0.071

	62
	 Lesotho
	0.058

	63
	 Nepal
	0.050

	64
	 Kyrgyzstan
	-0.006

	65
	 Guinea-Bissau
	-0.008

	66
	 Solomon Islands
	-0.010

	67
	 Kiribati
	-0.021

	68
	 Tonga
	-0.025

	69
	 Samoa
	-0.029

	70
	 Comoros
	-0.031

	71
	 Swaziland
	-0.041

	72
	 São Tomé and Príncipe
	-0.044

	73
	 Eritrea
	-0.049

	74
	 Vanuatu
	-0.049

	75
	 Belize
	-0.054

	76
	 Sierra Leone
	-0.063

	77
	 Haiti
	-0.066

	78
	 Malawi
	-0.074

	79
	 Central African Republic
	-0.075

	80
	 Dominica
	-0.079

	81
	 Gambia
	-0.080

	82
	 Guinea
	-0.083

	83
	 Morocco
	-0.099

	84
	 Cape Verde
	-0.132

	85
	 Liberia
	-0.137

	86
	 Côte d'Ivoire
	-0.146

	87
	 Saint Vincent and the Grenadines
	-0.147

	88
	 Saint Kitts and Nevis
	-0.150

	89
	 Burundi
	-0.156

	90
	 Togo
	-0.160

	91
	 Zimbabwe
	-0.165

	92
	 Rwanda
	-0.168

	93
	 Uruguay
	-0.186

	94
	 Democratic Republic of the Congo
	-0.191

	95
	 Guyana
	-0.195

	96
	 Grenada
	-0.197

	97
	 Antigua and Barbuda
	-0.211

	98
	 Djibouti
	-0.211

	99
	 Macedonia
	-0.234

	100
	 Barbados
	-0.245

	101
	 Seychelles
	-0.263

	102
	 Saint Lucia
	-0.280

	103
	 Cambodia
	-0.313

	104
	 Niger
	-0.321

	105
	 Mauritania
	-0.321

	106
	 Uganda
	-0.331

	107
	 Benin
	-0.372

	108
	 Cameroon
	-0.383

	109
	 Malta
	-0.403

	110
	 Tajikistan
	-0.414

	111
	 Maldives
	-0.476

	112
	 Mali
	-0.502

	113
	 Fiji
	-0.515

	114
	 Mauritius
	-0.553

	115
	 Burkina Faso
	-0.560

	116
	 Syria
	-0.561

	117
	 Armenia
	-0.591

	118
	 Laos
	-0.711

	119
	 Moldova
	-0.747

	120
	 Mozambique
	-0.768

	121
	 Zambia
	-0.810

	122
	 Kenya
	-0.825

	123
	 Ethiopia
	-0.868

	124
	 Tunisia
	-0.925

	125
	 Albania
	-0.994

	126
	 Nicaragua
	-1.047

	127
	 Madagascar
	-1.070

	128
	 El Salvador
	-1.119

	129
	 Senegal
	-1.161

	130
	 Honduras
	-1.228

	131
	 Yemen
	-1.328

	132
	 Sri Lanka
	-1.370

	133
	 Montenegro
	-1.381

	134
	 Bahamas
	-1.440

	135
	 Republic of the Congo
	-1.479

	136
	 Tanzania
	-1.496

	137
	 Costa Rica
	-1.519

	138
	 Panama
	-1.571

	139
	 Ghana
	-1.652

	140
	 Guatemala
	-1.685

	141
	 Jamaica
	-1.850

	142
	 Bosnia and Herzegovina
	-1.920

	143
	 Georgia
	-2.045

	144
	 Cyprus
	-2.063

	145
	 Dominican Republic
	-2.231

	146
	 Slovenia
	-2.250

	147
	 Jordan
	-2.778

	148
	 Iceland
	-2.952

	149
	 Belarus
	-3.060

	150
	 Czech Republic
	-3.085

	151
	 Lebanon
	-3.129

	152
	 Estonia
	-3.776

	153
	 Slovakia
	-4.070

	154
	 Croatia
	-4.410

	155
	 Ukraine
	-5.272

	156
	 Lithuania
	-5.692

	157
	 Sudan
	-5.812

	158
	 Mexico
	-5.813

	159
	 Colombia
	-5.862

	160
	 Latvia
	-6.231

	161
	 Serbia
	-6.334

	162
	 Pakistan
	-6.878

	163
	 Hungary
	-6.932

	164
	 Vietnam
	-6.992

	165
	 Kazakhstan
	-7.184

	166
	 Bulgaria
	-8.464

	167
	 New Zealand
	-10.557

	168
	 Ireland
	-14.120

	169
	 India
	-15.494

	170
	 Poland
	-15.905

	171
	 South Africa
	-20.557

	172
	 Portugal
	-21.987

	173
	 Romania
	-23.234

	174
	 France
	-30.588

	175
	 Turkey
	-37.684

	176
	 Greece
	-44.218

	177
	 Italy
	-52.725

	178
	 Australia
	-56.342

	179
	 United Kingdom
	-105.224

	180
	 Spain
	-145.141

	181
	 United States
	-731.214 [5]


 Interrelationships in the balance of payments
Absent changes in official reserves, the current account is the mirror image of the sum of the capital and financial accounts. One might then ask: Is the current account driven by the capital and financial accounts or is it vice versa? The traditional response is that the current account is the main causal factor, with capital and financial accounts simply reflecting financing of a deficit or investment of funds arising as a result of a surplus. However, more recently some observers have suggested that the opposite causal relationship may be important in some cases. In particular, it has controversially been suggested that the United States current account deficit is driven by the desire of international investors to acquire U.S. assets. However, the main viewpoint undoubtedly remains that the causative factor is the current account and that the positive financial account reflects the need to finance the country's current account deficit.

Capital account

In financial accounting, the capital account is one of the accounts in shareholders' equity. Sole proprietorships have a single capital account in the owner's equity. Partnerships maintain a capital account for each of the partners.

In economics, the capital account is one of two primary components of the balance of payments, the other being the current account. The capital account is referred to as the financial account in the IMF's definition; the IMF has a different definition of the term capital account.

                         The capital account is broken down into the monetary flows branching from debt forgiveness, the transfer of goods, and financial assets by migrants leaving or entering a country, the transfer of ownership on fixed assets (assets such as equipment used in the production process to generate income), the transfer of funds received to the sale or acquisition of fixed assets, gift and inheritance taxes, death levies, and, finally, uninsured damage to fixed assets.

The Capital Account consists of short- terms and long-term capital transactions A capital outflow represents a debit and a capital inflow represents a credit. For instance, if an American firm invests Rs.100 million in India, this transaction will be represented as a debit in the US balance of payments and a credit in the balance of payments of India. The payment of interest on loans and dividend payments are recorded in the Current Account, since they are really payments for the services of capital. As has already been mentioned above, the interest paid on loans given by foreigners of dividend on foreign investments in the home country are debits for the home country, while, on the other hand, the interest received on loans given abroad and dividends on investments abroad are credits.
Capital Account = Change in Foreign Ownership of Domestic Assets

·    Change of Foreign Ownership of Domestic Assets

=      Foreign Direct Investment

+      Portfolio Investment

+      Other Investment

The capital account records all transactions between a domestic and foreign resident that involves a change of ownership of an asset. It is the net result of public and private international investment flowing in and out of a country. This includes foreign direct investment, portfolio investment (such as changes in holdings of stocks and bonds) and other investments (such as changes in holdings in loans, bank accounts, and currencies).

From a domestic point of view, a foreign investor acquiring a domestic asset is considered a capital inflow, while a domestic resident acquiring a foreign asset is considered a capital outflow.

Along with transactions pertaining to non-financial and non-produced assets, the capital account may also include debt forgiveness, the transfer of goods and financial assets by migrants leaving or entering a country, the transfer of ownership on fixed assets, the transfer of funds received to the sale or acquisition of fixed assets, gift and inheritance taxes, death levies, patents, copyrights, royalties, and uninsured damage to fixed assets. [1]
Countries can impose capital controls to control the flows into and out of their capital accounts. Countries without capital controls are said to have full Capital Account Convertibility.

The Financial Account

In the financial account, international monetary flows related to investment in business, real estate, bonds and stocks are documented. 

Also included are government-owned assets such as foreign reserves, gold, special drawing rights (SDRs) held with the International Monetary Fund, private assets held abroad, and direct foreign investment. Assets owned by foreigners, private and official, are also recorded in the financial account.



Direct investment 

Basic data are obtained from the exchange control records, but information on noncash inflows and reinvested earnings is taken from the Survey of Foreign Liabilities and Assets, supplemented by other information on direct investment flows. Up to 1999/2000, direct investment in India and direct investment abroad comprised mainly equity flows. From 2000/2001 onward, the coverage has been expanded to include, in addition to equity, reinvested earnings, and debt transactions between related entities. The data on equity capital include equity in both unincorporated business (mainly branches of foreign banks in India and branches of Indian banks abroad) and incorporated entities. Because there is a lag of one year for reinvested earnings, data for the most recent year (2003/2004) are estimated as the average of the previous two years. However, as intercompany debt transactions were previously measured as part of other investment, the change in methodology does not make any impact on India's net errors and omissions. 

Portfolio investment 

Basic data are obtained from the exchange control records. These are supplemented with information from the Survey of Foreign Liabilities and Assets. In addition, the details of the issue of global depository receipts and stock market operations by foreign institutional investors are received from the Foreign Exchange Department, RBI. 

Other investment 

Most of the information on transactions in other investment assets and liabilities is obtained from the exchange control records, supplemented by information received from the departments of the RBI and various government agencies. Entries for transactions in external assets and liabilities of commercial banks are obtained from their periodic returns on foreign currency assets and rupee liabilities. Data on nonresident deposits with resident banks are obtained from exchange control records, the survey of unclassified receipts, and information submitted by the relevant banks to the RBI. 

Reserve assets 

Transactions under reserve assets are obtained from the records of the RBI. They comprise changes in its foreign currency assets and gold, net of estimated valuation changes arising from exchange rate movement and revaluations owing to changes in international prices of bonds/securities/gold. They also comprise changes in SDR balances held by the government and a reserve tranche position at the IMF, also net of revaluations owing to exchange rate movement.

Net Errors and Omissions

This is the last component of the balance of payments and principally exists to correct any possible errors made in accounting for the three other accounts. These errors are common to occur due to the complexity of the calculations and difficulty in obtaining measurements.
Omissions are rarely used usually by governments to conceal transactions. They are often referred to as "balancing items".

Reserve Account 

The official reserve account records the change in stock of reserve assets (also known as foreign exchange reserves) at the country's monetary authority . Frequently, this is the responsibility of a government established central bank. Reserves include official gold reserves, foreign exchange reserves, IMF Special Drawing Rights (SDRs), or nearly any foreign property held by the monetary authority all denominated in domestic currency. Changes in the official reserve account equal the differences between the capital account and current account (and errors & omissions) by accounting identity and are mostly composed of foreign exchange interventions and deposits into international organizations such as the IMF; the magnitude of these changes will depend upon monetary policy and government mandate.
According to the standards published by the IMF in the IMF Balance of Payments Manual, net decreases of official reserves indicate that a country is buying its domestic assets, usually currency then bonds, to support its value relative to whatever asset, usually a foreign currency, that they are selling in exchange. Countries with large net increases in official reserves are effectively attempting to keep the price of their currency low by selling domestic currency and purchasing foreign currency, increasing official reserves.


Unilateral Transfers

Items in the current account of the balance of payments of a country's accounting books that correspond to gifts from foreigners or pension payments to foreign residents who once worked in the particular country.
Role In Balance Of Payments  Accounting
Among unilateral transfers the more important are outright aid by governments, subscriptions to international agencies, grants by charitable foundations, and remittances by immigrants to their former home countries.

MAJOR ORGANISATIONS
WORLD BANK

Agencies for the United Nations Global Environment Facility (GEF).as per provision world bank donates loan at higher rate.

The World Trade Organization (WTO) is an international organization designed to supervise and liberalize international trade. The WTO came into being on 1 January 1995, and is the successor to the General Agreement on Tariffs and Trade (GATT), which was created in 1947, and continued to operate for almost five decades as a de facto international organization.

The World Trade Organization deals with the rules of trade between nations at a near-global level; it is responsible for negotiating and implementing new trade agreements, and is in charge of policing member countries' adherence to all the WTO agreements, signed by the majority of the world's trading nations and ratified in their parliaments. Most of the issues that the WTO focuses on derive from previous trade negotiations, especially from the Uruguay Round. The organization is currently working with its members on a new trade negotiation called the Doha Development Agenda (Doha round), launched in 2001. 
The WTO has 153 members, which represents more than 95% of total world trade.The WTO is governed by a Ministerial Conference, which meets every two years; a General Council, which implements the conference's policy decisions and is responsible for day-to-day administration; and a director-general, who is appointed by the Ministerial Conference. The WTO's headquarters is at the Centre William Rapped, Geneva, Switzerland.

The WTO establishes a framework for trade policies; it does not define or specify outcomes. That is, it is concerned with setting the rules of the trade policy games. Five principles are of particular importance in understanding both the pre-1994 GATT and the WTO:

1. Non-Discrimination. It has two major components: the most favoured nation (MFN) rule, and the national treatment policy. Both are embedded in the main WTO rules on goods, services, and intellectual property, but their precise scope and nature differ across these areas. The MFN rule requires that a WTO member must apply the same conditions on all trade with other WTO members, i.e. a WTO member has to grant the most favorable conditions under which it allows trade in a certain product type to all other WTO members. "Grant someone a special favour and you have to do the same for all other WTO members." National treatment means that imported and locally-produced goods should be treated equally (at least after the foreign goods have entered the market) and was introduced to tackle non-tariff barriers to trade (e.g. technical standards, security standards et al. discriminating against imported goods). 
2. Reciprocity. It reflects both a desire to limit the scope of free-riding that may arise because of the MFN rule, and a desire to obtain better access to foreign markets. A related point is that for a nation to negotiate, it is necessary that the gain from doing so be greater than the gain available from unilateral liberalization; reciprocal concessions intend to ensure that such gains will materialise. 
3. Binding and enforceable commitments. The tariff commitments made by WTO members in a multilateral trade negotiation and on accession are enumerated in a schedule (list) of concessions. These schedules establish "ceiling bindings": a country can change its bindings, but only after negotiating with its trading partners, which could mean compensating them for loss of trade. If satisfaction is not obtained, the complaining country may invoke the WTO dispute settlement procedures. 
4. Transparency. The WTO members are required to publish their trade regulations, to maintain institutions allowing for the review of administrative decisions affecting trade, to respond to requests for information by other members, and to notify changes in trade policies to the WTO. These internal transparency requirements are supplemented and facilitated by periodic country-specific reports (trade policy reviews) through the Trade Policy Review Mechanism (TPRM). The WTO system tries also to improve predictability and stability, discouraging the use of quotas and other measures used to set limits on quantities of imports. 
5. Safety valves. In specific circumstances, governments are able to restrict trade. There are three types of provisions in this direction: articles allowing for the use of trade measures to attain noneconomic objectives; articles aimed at ensuring "fair competition"; and provisions permitting intervention in trade for economic reasons. 
There are 11 committees under the jurisdiction of the Goods Council each with a specific task. All members of the WTO participate in the committees. The Textiles Monitoring Body is separate from the other committees but still under the jurisdiction of Goods Council. The body has its own chairman and only ten members. The body also has several groups relating to textiles. 
Trade Negotiations Committee

The Trade Negotiations Committee (TNC) is the committee that deals with the current trade talks round. The chair is WTO’s director-general. The committee is currently tasked with the Doha Development Round. 
Members and observers

The WTO has 153 members (almost all of the 123 nations participating in the Uruguay Round signed on at its foundation, and the rest had to get membership). The 27 states of the European Union are represented also as the European Communities. WTO members do not have to be full sovereign nation-members. Instead, they must be a customs territory with full autonomy in the conduct of their external commercial relations. Thus Hong Kong (as "Hong Kong, China" since 1997) became a GATT contracting party, and the Republic of China (ROC) (commonly known as Taiwan, whose sovereignty has been disputed by the People's Republic of China) acceded to the WTO in 2002 under the name of "Separate Customs Territory of Taiwan, Penghu, Kinmen and Matsu" (Chinese Taipei). A number of non-members have been observers (28) at the WTO and are currently negotiating their membership. While an observer, Russia is not a member. With the exception of the Holy See, observers must start accession negotiations within five years of becoming observers. Some international intergovernmental organizations are also granted observer status to WTO bodies. 14 states and 2 territories so far have no official interaction with the WTO.

International monetary fund
The International Monetary Fund (IMF) is an international organization that oversees the global financial system by following the macroeconomic policies of its member countries, in particular those with an impact on exchange rates and the balance of payments. It is an organization formed to stabilize international exchange rates and facilitate development. It also offers financial and technical assistance to its members, making it an international lender of last resort. Its headquarters are located in Washington, D.C., USA.

The International Monetary Fund was created in 1944 [1], with a goal to stabilize exchange rates and assist the reconstruction of the world's international payment system. Countries contributed to a pool which could be borrowed from, on a temporary basis, by countries with payment imbalances. (Condon, 2007)

The IMF describes itself as "an organization of 185 countries (Montenegro being the 185th, as of January 18, 2007), working to foster global monetary cooperation, secure financial stability, facilitate international trade, promote high employment and sustainable economic growth, and reduce poverty". With the exception of Taiwan, North Korea, Cuba, Andorra, Monaco, Liechtenstein, Tuvalu, and Nauru, all UN member states participate directly in the IMF. Most are represented by other member states on a 24-member Executive Board but all member countries belong to the IMF's Board of Governors. 
History
The International Monetary Fund was formally created in August 1944 during the United Nations Monetary and Financial Conference. The representatives of 45 governments met in the Mount Washington Hotel in the area of Bretton Woods, New Hampshire, United States of America, with the delegates to the conference agreeing on a framework for international economic cooperation.The IMF was formally organized on December 27, 1945, when the first 29 countries signed its Articles of Agreement. The statutory purposes of the IMF today are the same as when they were formulated in 1943 .
Today
The IMF's influence in the global economy steadily increased as it accumulated more members. The number of IMF member countries has more than quadrupled from the 44 states involved in its establishment, reflecting in particular the attainment of political independence by many developing countries and more recently the collapse of the Soviet bloc. The expansion of the IMF's membership, together with the changes in the world economy, have required the IMF to adapt in a variety of ways to continue serving its purposes effectively.

In 2008, faced with a shortfall in revenue, the International Monetary Fund's executive board agreed to sell part of the IMF's gold reserves. On April 27, 2008, IMF Managing Director Dominique Strauss-Kahn welcomed the board's decision April 7, 2008 to propose a new framework for the fund, designed to close a projected $400 million budget deficit over the next few years. The budget proposal includes sharp spending cuts of $100 million until 2011 that will include up to 380 staff dismissals.

At the 2009 G-20 London summit, it was decided that the IMF budget will be tripled to $1 trillion, to better meet the needs of the global community amidst the late 2000s recession

World bank group

The World Bank Group (WBG) is a family of five international organizations responsible for providing finance and advice to countries for the purposes of economic development and eliminating poverty. The Bank came into formal existence on 27 December 1945 following international ratification of the Britton Woods agreements, which emerged from the United Nations Monetary and Financial Conference (1 July – 22 July 1944). It also provided the foundation of the Osiander-Committee in 1951, responsible for the preparation and evaluation of the World Development Report. Commencing operations on 25 June 1946, it approved its first loan on 9 May 1947 ($250M to France for postwar reconstruction, in real terms the largest loan issued by the Bank to date). Its five agencies are:

· International Bank for Reconstruction and Development (IBRD) 

· International Development Association (IDA) 

· International Finance Corporation (IFC) 

· Multilateral Investment Guarantee Agency (MIGA) 

· International Centre for Settlement of Investment Disputes (ICSID) 

The term "World Bank" generally refers to the IBRD and IDA, whereas the World Bank Group is used to refer to the institutions collectively.

The World Bank's (i.e. the IBRD and IDA's) activities are focused on developing countries, in fields such as human development (e.g. education, health), agriculture and rural development (e.g. irrigation, rural services), environmental protection (e.g. pollution reduction, establishing and enforcing regulations), infrastructure (e.g. roads, urban regeneration, electricity), and governance (e.g. anti-corruption, legal institutions development). The IBRD and IDA provide loans at preferential rates to member countries, as well as grants to the poorest countries. Loans or grants for specific projects are often linked to wider policy changes in the sector or the economy. For example, a loan to improve coastal environmental management may be linked to development of new environmental institutions at national and local levels and the implementation of new regulations to limit pollution.

The activities of the IFC and MIGA include investment in the private sector and providing insurance respectively.

The World Bank Institute is the capacity development branch of the World Bank, providing learning and other capacity-building programs to member countries. Two countries, Venezuela and Ecuador, have recently withdrawn from the World Bank

Together with four affiliated agencies created between 1956 and 1988, the IBRD is part of the World Bank Group. The Group's headquarters are in Washington, D.C. It is an international organization owned by member governments; although it makes profits, these profits are used to support continued efforts in poverty reduction. 
Technically the World Bank is part of the United Nations system, but its governance structure is different: each institution in the World Bank Group is owned by its member governments, which subscribe to its basic share capital, with votes proportional to shareholding. Membership gives certain voting rights that are the same for all countries but there are also additional votes which depend on financial contributions to the organization. The President of the World Bank is nominated by the President of the United States and elected by the Bank's Board of Governors. As of November 1, 2006 the United States held 16.4% of total votes, Japan 7.9%, Germany 4.5%, and France and the United Kingdom each held 4.3%. As changes to the Bank's Charter require an 85% super-majority, the US can block any major change in the Bank's governing structure.

World Bank Group agencies
The World Bank Group consists of

· the International Bank for Reconstruction and Development (IBRD), established in 1945, which provides debt financing on the basis of sovereign guarantees; 

· the International Finance Corporation (IFC), established in 1956, which provides various forms of financing without sovereign guarantees, primarily to the private sector; 

· the International Development Association (IDA), established in 1960, which provides concessional financing (interest-free loans or grants), usually with sovereign guarantees; 

· the Multilateral Investment Guarantee Agency (MIGA), established in 1988, which provides insurance against certain types of risk, including political risk, aw primarily to the private sector; and, 

· the International Centre for Settlement of Investment Disputes (ICSID), established in 1966, which works with governments to reduce investment risk. 

The IBRD has 185 member governments, and the other institutions have between 140 and 176 members. The institutions of the World Bank Group are all run by a Board of Governors meeting once a year.[2] Each member country appoints a governor, generally its Minister of Finance. On a daily basis the World Bank Group is run by a Board of 24 Executive Directors to whom the governors have delegated certain powers. Each Director represents either one country (for the largest countries), or a group of countries. Executive Directors are appointed by their respective governments or the constituencies. The agencies of the World Bank are each governed by their Articles of Agreement that serve as the legal and institutional foundation for all of their work.

Free trade zone
A free trade zone (FTZ) or export processing zone (EPZ) is one or more special areas of a country where some normal trade barriers such as tariffs and quotas are eliminated and bureaucratic requirements are lowered in hopes of attracting new business and foreign investments. It is a a region where a group of countries has agreed to reduce or eliminate trade barriers. [1]Free trade zones can be defined as labor intensive manufacturing centers that involve the import of raw materials or components and the export of factory products.

Most FTZs are located in developing countries. Bureaucracy is typically minimized by outsourcing it to the FTZ operator and corporations setting up in the zone may be given tax breaks as an additional incentive. Usually, these zones are set up in underdeveloped parts of the host country, the rationale being that the zones will attract employers and thus reduce poverty and unemployment and stimulate the area's economy. These zones are often used by multinational corporations to set up factories to produce goods (such as clothing or shoes).

Free trade zones in Latin America date back to the early decades of the 20th century. The first free trade regulations in this region were enacted in Argentina and Uruguay in the 1920s. However, the rapid development of free trade zones across the region dates from the late 1960s and the early 1970s.

In 1999, there were 43 million people working in about 3000 FTZs spanning 116 countries producing clothes, shoes, sneakers, electronics, and toys. The basic objectives of EPZs are to enhance foreign exchange earnings, develop export-oriented industries and to generate employment opportunities.

TRADE  BARRIER

A trade barrier is a general term that describes any government policy or regulation that restricts international trade. The barriers can take many forms, including the following terms that include many restrictions in international trade within multiple countries that import and export any items of trade.

· Import duty 

· Import licenses 

· Export licenses 

· Import quotas 

· Tariffs 

· Subsidies 

· Non-tariff barriers to trade 

· Voluntary Export Restraints 

· Local Content Requirements 

· Embargo 

Most trade barriers work on the same principle: the imposition of some sort of cost on trade that raises the price of the traded products. If two or more nations repeatedly use trade barriers against each other, then a trade war results.

Economists generally agree that trade barriers are detrimental and decrease overall economic efficiency, this can be explained by the theory of comparative advantage. In theory, free trade involves the removal of all such barriers, except perhaps those considered necessary for health or national security. In practice, however, even those countries promoting free trade heavily subsidize certain industries, such as agriculture and steel.

Examples of free trade areas

· North American Free Trade Agreement (NAFTA) 

· South Asia Free Trade Agreement(SAFTA) 

· European Free Trade Association 

· European Union (EU) 

· Union of South American Nations 

SCHOOL OF THOUGHT
MERCANTILISM

Mercantilism is an economic theory that holds that the prosperity of a nation is dependent upon its supply of capital, and that the global volume of international trade is "unchangeable". Economic assets or capital, are represented by bullion (gold, silver, and trade value) held by the state, which is best increased through a positive balance of trade with other nations (exports minus imports). Mercantilism suggests that the ruling government should advance these goals by playing a protectionist role in the economy; by encouraging exports and discouraging imports, notably through the use of tariffs and subsidies.[1]
Mercantilism was the dominant school of thought throughout the early modern period (from the 16th to the 18th century). Domestically, this led to some of the first instances of significant government intervention and control over the economy, and it was during this period that much of the modern capitalist system was established. Internationally, mercantilism encouraged the many European wars of the period and fueled European imperialism. Belief in mercantilism began to fade in the late 18th century, as the arguments of Adam Smith and the other classical economists won out. Today, mercantilism (as a whole) is rejected by economists, though some elements are looked upon favorably by non-economists.

Theory
Most of the European economists who wrote between 1500 and 1750 are today generally considered mercantilists; however, this term was initially used solely by critics, such as Mirabeau and Smith, but was quickly adopted by historians. Originally the standard English term was "mercantile system". The word "mercantilism" was introduced into English from German in the early 20th century.

The bulk of what is commonly called "mercantilist literature" appeared in the 1620s in Great Britain. Smith saw English merchant Thomas Mun (1571-1641) as a major creator of the mercantile system, especially in his posthumously published Treasure by Foreign Trade (1664), which Smith considered the archetype of manifesto of the movement. Perhaps the last major mercantilist work was James Stewart’s  Principles of Political Oeconomy published in 1767. 
Beyond England, Italy, France, and Spain had noted writers who had mercantilist themes in their work, indeed the earliest examples of mercantilism are from outside of England: in Italy, Giovanni Botero (1544–1617) and Antonio Serra (1580–?), in France, Colbert and some other precursors to the physiocrats, in Spain, the School of Salamanca writers Francisco de Vitoria (1480 or 1483–1546), Domingo de Soto (1494–1560), Martin de Azpilcueta (1491–1586), and Luis de Molina (1535–1600). Themes also existed in writers from the German historical school from List, as well as followers of the "American system" and British "free-trade imperialism," thus stretching the system into the nineteenth century. However, many British writers, including Mun and Misselden, were merchants, while many of the writers from other countries were public officials. Beyond mercantilism as a way of understanding the wealth and power of nations, Mun and Misselden are noted for their viewpoints on a wide range of economic matters. 
PROTECTIONISM

Protectionism is the economic policy of restraining trade between states, through methods such as tariffs on imported goods, restrictive quotas, and a variety of other restrictive government regulations designed to discourage imports, and prevent foreign take-over of local markets and companies. This policy is closely aligned with anti-globalization, and contrasts with free trade, where government barriers to trade are kept to a minimum. The term is mostly used in the context of economics, where protectionism refers to policies or doctrines which "protect" businesses and workers within a country by restricting or regulating trade with foreign nations.

Arguments for Protectionism
Opponents of free trade often argue that the comparative advantage argument for free trade has lost its legitimacy in a globally integrated world—in which capital is free to move internationally. Herman Daly, a leading voice in the discipline of ecological economics, emphasizes that although Ricardo's theory of comparative advantage is one of the most elegant theories in economics, its application to the present day is illogical: "Free capital mobility totally undercuts Ricardo's comparative advantage argument for free trade in goods, because that argument is explicitly and essentially premised on capital (and other factors) being immobile between nations. Under the new globalization regime, capital tends simply to flow to wherever costs are lowest—that is, to pursue absolute advantage."

Protectionists fault the free trade model as being reverse protectionism in disguise, that of using tax policy to protect foreign manufacturers from domestic competition. By ruling out revenue tariffs on foreign products, government must fully rely on domestic taxation to provide its revenue, which falls heavily disproportionately on domestic manufacturing. As Paul Craig Roberts notes: "[Foreign discrimination of US products] is reinforced by the US tax system, which imposes no appreciable tax burden on foreign goods and services sold in the US but imposes a heavy tax burden on US producers of goods and services regardless of whether they are sold within the US or exported to other countries."

Arguments against Protectionism
Protectionism is frequently criticised as harming the people it is meant to help, instead of aiding them; these critics often support free trade. Some have denounced critics of protectionism as ideologues whose opinions are shaped more by ideology than facts. However, nearly all mainstream economists are supporters of free trade. Economic theory, under the principle of comparative advantage, shows that the gains from free trade outweigh any losses; as free trade creates more jobs than it destroys because it allows countries to specialize in the production of goods and services in which they have a comparative advantage. Protectionism results in deadweight loss; this loss to overall welfare gives no-one any benefit, unlike in a free market, where there is no such total loss. According to economist Stephen P. Magee, the benefits of free trade outweigh the losses by as much as 100 to 1. 
Economists, such as Milton Friedman and Paul Krugman, have argued that free trade helps third world workers, even though they are not subject to the stringent health and labour standards of developed countries. This is because "the growth of manufacturing — and of the myriad of other jobs that the new export sector creates — has a ripple effect throughout the economy" that creates competition among producers, lifting wages and living conditions. It has even been suggested that those who support protectionism ostensibly to further the interests of third world workers are being disingenuous, seeking only to protect jobs in developed countries. Additionally, workers in the third world only accept jobs if they are the best on offer, as all mutually consensual exchanges benefit both sides. That they accept low-paying jobs from first world companies shows that the jobs they would have had otherwise are even worse.

Alan Greenspan, former chair of the American Federal Reserve, has criticized protectionist proposals as leading "to an atrophy of our competitive ability. ... If the protectionist route is followed, newer, more efficient industries will have less scope to expand, and overall output and economic welfare will suffer." 
Protectionism has also been accused of being one of the major causes of war. Proponents of this theory point to the constant warfare in the 17th and 18th centuries among European countries whose governments were predominantly mercantilist and protectionist, the American Revolution, which came about primarily due to British tariffs and taxes, as well as the protective policies preceding World War 1 and 2. According to Frederic Bastiat, "When goods cannot cross borders, armies will."

Current world trends
It is the stated policy of most First World countries to eliminate protectionism through free trade policies enforced by international treaties and organizations such as the World Trade Organization. Despite this, many of these countries still place protective and/or revenue tariffs on foreign products to protect some favored or politically influential industries. This creates an artificially profitable industry that discourages foreign innovation from taking place.

Protectionist quotas can cause foreign producers to become more profitable, mitigating their desired effect. This happens because quotas artificially restrict supply, so it is unable to meet demand; as a result the foreign producer can command a premium price for its products. These increased profits are known as quota rents.

For example, in the United States (1981–1994), Japanese automobile companies were held to voluntary export quotas. These quotas limited the supply of Japanese automobiles desired by consumers in the United States (1.68 million, raised to 1.85 million in 1984, and raised again to 2.30 million in 1985), increasing the profit margin on each automobile more than enough (14% or about $1200 in 1983 dollars, about $2300 in 2005 dollars) to cover the reduction in the number of automobiles that they sold, leading to greater overall profits for Japanese automobile manufacturers in the United States export market, and higher prices for consumers. (Berry et al. 1999)

FREE TRADE

Free trade is a type of trade policy that allows traders to act and transact without interference from government. Thus, the policy permits trading partners mutual gains from trade, with goods and services produced according to the law of comparative advantage. Under a free trade policy, prices are a reflection of true supply and demand, and are the sole determinant of resource allocation. Free trade differs from other forms of trade policy where the allocation of goods and services amongst trading countries are determined by artificial prices that do not reflect the true nature of supply and demand. These artificial prices are the result of protectionist trade policies, whereby governments intervene in the market through price adjustments and supply restrictions. Such government interventions generally increase the cost of goods and services to both consumers and producers. Interventions include subsidies, taxes and tariffs, non-tariff barriers, such as regulatory legislation and quotas, and even inter-government managed trade agreements such as the North American Free Trade Agreement (NAFTA) and Central America Free Trade Agreement (CAFTA) (contrary to their formal titles.)--any governmental market intervention resulting in artificial prices that do not reflect the principles of supply and demand. Most states conduct trade policies that are to a lesser or greater degree protectionist. One ubiquitous protectionist policy employed by states comes in the form agricultural subsidies whereby countries attempt to protect their agricultural industries from outside competition by creating artificial low prices for their agricultural goods. 
The value of free trade was first observed and documented by Adam Smith in his masterpiece, The Wealth of Nations in 1776. In his book, Smith made his case for free trade by arguing that specialization through division of labor would yield greater gains in trade than otherwise permitted. The classical economist David Ricardo firmly established the case for free trade when he developed an economic proof featuring a single factor of production with constant productivity of labor in two goods, but with relative productivity between the goods different across two countries.[3] Ricardo's model demonstrated the benefits of trading via specialization--states could acquire more than their labor alone would permit them to produce. This basic model ultimately led to the formation of one of Economics’ fundamental laws: The Law of Comparative Advantage. The Law of Comparative Advantage states that each member in a group of trading partners should specialize in and produce the goods in which they possess lowest opportunity costs relative to other trading partners. This specialization permits trading partners to then exchange their goods produced as a function of specialization. Under a policy of free trade, trade via specialization maximizes labor, wealth and quantity of goods produce, exceeding what an equal number of autarkic states could produce.

Opposition to free trade. There are two types of opponents to free trade, the protectionists, and those who believe free trade is immoral. The protectionists have many faces, they can be individual companies, trade unions, politicians, and governments. Trade unions or companies who are experiencing competition from international firms, and therefore petition governments to institute protective barriers (isolationism) as import controls and limit competition. The protectionist can cry "unfair trade" and attempt by virtue of trade restrictions to balance burdens (intrusionism) to change the domestic policies of a state. Then there are those who believe that free trade is immoral or the source of some kind of social injustice. Such as, but not limited to, environmental degradation, race to the bottom, wage slavery,accentuating poverty in poor countries,child labor,loss of jobs in advanced countries.

Free trade implies the following features:
· trade of goods without taxes (including tariffs) or other trade barriers (e.g., quotas on imports or subsidies for producers) 

· trade in services without taxes or other trade barriers 

· The absence of "trade-distorting" policies (such as taxes, subsidies, regulations or laws) that give some firms, households or factors of production an advantage over others 

· Free access to markets 

· Free access to market information 

· Inability of firms to distort markets through government-imposed (or non-government-imposed?) monopoly or oligopoly power 

· The free movement of labor between and within countries 

· The free movement of capital between and within countries 

Current scenario of Indian balance of payments
INDIA’s trade deficit on a balance of payments (BoP) basis has widened significantly by $ 26 billion to $ 69.2 billion in the first six months (April-September) of fiscal year* 2008-09 from $ 43.2 billion in the comparable period in previous fiscal. The widening trade deficit is attributed to significant growth in imports. During the second quarter (July-September) alone the trade deficit grew by over $ 17 billion to $ 38.6 billion in second quarter (July-September) of fiscal 2008-09 against compared with $21.2 billion in the comparable period of previous fiscal. This is revealed in e report of the country’s central banking authority Reserve Bank of India (RBI) on India's Balance of Payments Developments during the Second Quarter (July-September 2008) of 2008-09 and Revisions in 2006-07, 2007-08.
The key features of India’s BoP that emerged in the first half of fiscal 3008-09 were: (i) widening trade deficit ($ 69.2 billion) led by high imports, (ii) significant increase in invisible surplus ($ 46.8 billion) led by remittances from overseas Indians and software services exports, (iii) higher current account deficit ($ 22.3 billion)  due to high trade deficit, (iv) volatile and relatively lower net capital inflows ($ 19.9 billion) than April-September 2007-08 ($ 50.9 billion), and  (v) decline in reserves (excluding valuation) of $ 2.5 billion (as against an accretion to reserves of $ 40.4 billion in April-September 2007-08).  

	
Major Items of India's balance of Payments (April-September, 2008) 
                                                                                  (In $ million)
 

	 
	April-September (2008-09) (P)
	April-September (2007-08) (P)

	Exports
	96732
	72629

	Imports
	165913
	115856

	Trade Balance
	-69181
	-43227

	Invisibles, net
	46849
	32250

	Current Account Balance
	-22332
	-10977

	Capital Account*
	19833
	51413

	Change in Reserves#
(+ indicates increase;- indicates decrease)
	2499
	-40436

	 
	 
	 

	
Including errors & omissions; # On BoP basis excluding valuation; P: Preliminary, PR: Partially revised. R: revised
 

	SOURCE: Reserve Bank Of India Report


The increase in trade deficit is attributed to higher growth in imports than exports Compared with 24.6 percent export growth, imports were up by 45 percent during this period.  On a BoP basis, merchandise exports were up by 17.6 percent compared with previous fiscal’s 2nd quarter and imports grew by over two times over 22.2 percent recorded in Q2 in 2007-08.

According to the data released by the Directorate General of Commercial Intelligence and Statistics (DGCI&S), both oil imports and non-oil imports during Q2 of 2008-09 were significantly higher by 45.1 percent (11.3 percent in Q2 of 2007-08) and 37.6 percent (22.4 percent in Q2 of 2007-08), respectively. Oil imports in Q2 of 2008-09 accounted for about 33.2 percent of total imports (32.0 percent in Q2 of 2007-08). The major drivers of non-oil imports were capital goods, chemicals and fertilizers. 
 
Consequent upon the relatively higher growth in imports than exports, trade deficit on a BoP basis was higher at $ 38.6 billion in Q2 of 2008-09 ($ 21.2 billion in Q2 of 2007-08). 
Invisibles

Invisible receipts, comprising services, current transfers and income, rose by 33.9 percent in Q2 of 2008-09 (36.8 percent in Q2 of 2007-08) mainly due to increase in receipts under private transfers along with steady growth in software services exports, business and professional services, travel and transportation.

Invisible payments reflected outbound tourist traffic from India, rising payments towards transportation, domestic demand for business related services and investment income payments in the form of interest payments and dividends.

Net invisibles (invisibles receipts minus invisibles payments) amounted to $ 26.1 billion in July-September 2008-09 ($ 16.9 billion in July-September 2007-08). At this level, net invisibles surplus financed 67.5 percent of trade deficit in Q2 of 2008-09 (79.8 percent in Q2 of 2007-08). 2
007-08). 
Current Account Deficit

Despite higher net invisible surplus mainly emanating from private transfers and software exports, the widening trade deficit mainly due to higher imports led to higher current account deficit at $ 12.5 billion in Q2 of 2008-09 ($ 4.3 billion in Q2 of 2007-08). 
Capital Account and Reserves

Reflecting the impact of global financial turmoil, gross capital inflows to India showed moderation, while the gross capital outflows remained steady during July-September 2008 as compared with the corresponding period of the previous year. The gross capital inflows to India during Q2 of 2008-09 amounted to $ 85.7 billion ($ 5 billion in Q2 of 2007-08) as against a gross outflows from India at $ 77.5 billion ($ 61.9 billion in Q2 of 2007-08). 

Reflecting volatile movement of capital flows, the net capital flows were significantly lower at $ 8.2 billion in Q2 of 2008-09 than that of $ 33.2 billion in Q2 of 2007-08. Under capital flows (net), foreign direct investments (FDI) witnessed steady growth, while the portfolio investment recorded net outflows. 

FDI broadly comprise equity, reinvested earnings and inter-corporate loans. Net FDI flows (net inward FDI minus net outward FDI) were higher at $ 5.6 billion in Q2 of 2008-09 as compared with $ 2.1 billion in Q2 of 2007-08. Net inward FDI remained buoyant at $ 8.8 billion during Q2 of 2008-09 ($ 4.7 billion in Q2 of 2007-08) reflecting relatively strong fundamental of Indian economy and continuing liberalization measures by the Government of India to attract FDI. Net outward FDI amounted to $ 3.2 billion in Q2 of 2008-09 ($ 2.6 billion in Q2 of 2007-08).

Portfolio investment primarily comprising foreign institutional investors’ (FIIs) investments and American Depository Receipts (ADRs)/Global Depository Receipts (GDRs) continued to witness net outflows at $ 1.3 billion in Q2 of 2008-09 (as against net inflows of $ 10.9 billion in Q2 of 2007-08). Outflows under portfolio investment were led by large sales of equities by FIIs in the Indian stock market and slowdown in net inflows under ADRs/GDRs due to drying-up of liquidity in the overseas market.

The decline in foreign exchange reserves on BoP basis (i.e., excluding valuation) amounted to $ 4.7 billion in Q2 of 2008-09 as against an accretion of reserves of $ 29.2 billion in Q2 of 2007-08. The decline in the reserves was due to widening trade deficits coupled with moderation in capital flows led by FIIs. 
BALANCE OF PAYMENTS

Merchandise Trade

On a BoP basis, country’s merchandise exports posted a growth of 33.2 percent in April-September 2008-09 (16.5 percent in the corresponding period of the previous year). Exports of agricultural and allied products, textile products, ores and minerals, engineering goods, petroleum products showed higher growth. Import payments, on a BoP basis, increased substantially and recorded a growth of 43.2 percent during April-September 2008-09 as compared with 21.5 percent in the corresponding period of the previous year.

According to the DGCI&S data, while oil imports recorded a significant growth of 59.2 percent in April-September 2008-09 (17.1 percent in the corresponding period of the previous year), non-oil imports showed a relatively modest growth of 29.4 percent (33.2 percent in the corresponding period of the previous year). In absolute terms, the oil imports accounted for about 35.6 percent of total imports during April-September 2008-09 (31 percent in the corresponding period of the previous year). 

Out of total increase in imports of $ 43.1 billion in April-September 2008-09 over the corresponding period of the previous year, oil imports contributed an increase of $ 20.5 billion (47.5 percent as against 20.9 percent in April-September 2007-08), while non-oil imports contributed an increase of $ 22.6 billion (52.5 percent as against 79.1 percent in April-September 2007-08). 
	
INDIA’s Cumulative value of exports for the period April- November, 2008 was $ 119301 million (Rs.523879 crore) as against $ 99912 million (Rs.404417 crore) registering a growth of 19.4 percent in Dollar terms and 29.5 percent in Rupee terms over the same period last year. Exports during November, 2008 were valued at $ 11505 million which was 9.9 percent lower than the level of $ 12768 million during November, 2007. In rupee terms, exports touched Rs.56374 crore, which was 12.0 percent higher than the value of exports during November, 2007. 
 
 
EXPORTS UP 19.4 PERCENT; IMPORTS 6.1 PERCENT (April-November, FY 2008-09)
 
 

In $ Million
In Rs Crore
Exports including re-exports
2007-2008
99912
404417
2008-09
119301
523879
Growth 2008-09/2007-2008 (percent)
19.4
29.5
Imports
2007-08
153109
620050
2008-09
203642
897246
Growth 2008-09/2007-2008 (percent)
33.0
44.7
Trade Balance
2007-08
-53197
-215633
2008-09
-84341
-373367

Figures for 2007-08 are the latest revised whereas figures for 2008-09 are provisional
 
India’s Imports during November, 2008 were valued at $ 21571 million representing an increase of 6.1 percent over the level of imports valued at $ 20329 million in November, 2007. In Rupee terms, imports increased by 31.8 percent. Cumulative value of imports for the period April- November, 2008 was $ 203642 million (Rs.897246 crore) as against $ 153109 million (Rs.620050 crore) registering a growth of 33.0 percent in Dollar terms and 44.7 percent in Rupee terms over the same period last year. 
The trade deficit for April- November, 2008 was estimated at $ 84341 million which was higher than the deficit at $ 53197 million during April- November, 2007. 

Source: Federal Ministry of Commerce, Government of India
 


According to the commodity-wise DGCI&S data available for April-July 2008-09, the items under the non oil imports which showed higher growth were fertilizers, capital goods and chemicals, while imports of items like edible oil, pulses, and pearls and semi-precious stones declined.

The sharp increase in oil imports reflected the impact of increasing oil price of the Indian basket of international crude (a mix of Oman, Dubai and Brent varieties), which increased to an average of $ 116.5 per barrel in April-September 2008-09 from an average of $ 69.3 per barrel in the corresponding period of the previous year. 
Invisibles
Invisible Receipts

Invisible receipts, comprising services, current transfers and income, rose by 29.8 percent in April-September 2008-09 (28.3 percent in the corresponding period of the previous year) mainly due to increase in receipts under private transfers along with the steady growth in software services exports, business services, travel and transportation. Private transfers are mainly in the form of (i) Inward remittances from Indian workers abroad for family maintenance, (ii) Local withdrawal from Non-Resident Indian Rupee deposits, (iii) Gold and silver brought through passenger baggage, and (iv) Personal gifts/donations to charitable/religious institutions.

Private transfer receipts, comprising mainly remittances from Indians working overseas, increased to $ 27.0 billion in April-September 2008-09 as compared to $ 18.0 billion in the corresponding period of the previous year. Private transfer receipts constituted 15.1 percent of current receipts in April-September 2008-09 (13.2 percent in the corresponding period of the previous year). 

NRI deposits when withdrawn domestically, form part of private transfers because once withdrawn for local use these become unilateral transfers and do not have any quid pro quo. Such local withdrawals/redemptions from NRI deposits cease to exist as liability in the capital account of the balance of payments and assume the form of private transfers, which is included in the current account of balance of payments.
	
Inflows & Outflows from NRI Deposits and Local Withdrawals
(In $ million)
 

	
	Inflows
	Outflows
	Local mWithdrawals

	2006-07 (R)
	19914
	15593
	13208

	2007-08 (PR)
	29401
	29222
	18919

	April-September 2007 (PR)
	12227
	18237
	17164

	
	
	
	

	
P: Preliminary, PR: Partially revised. R: revised

SOURCE: Reserve Bank of India report, 2008


Under the NRI deposits, both inflows as well as outflows remained steady in the recent past. A major part of outflows from NRI deposits is in the form of local withdrawals. These withdrawals, however, are not actually repatriated but are utilized domestically.  During April-September 2008-09, the share of local withdrawals in total outflows from NRI deposits was 65.4 percent as compared with 64.1 percent in April-September 2007-08.  

Under Private transfer, the inward remittances for family maintenance accounted for about 52.8 percent of the total private transfer receipts, while local withdrawals accounted for about 41.5 percent in April-September 2008-09 as against 50.2 percent and 43.8 percent, respectively, in April-September 2007-8.  

Software receipts at $ 21.9 billion in April-September 2008-09 showed a lower growth of 22.3 percent than that of 26.3 percent in April-September 2007-08. Miscellaneous receipts, excluding software exports, stood at $ 14.3 billion in April-September 2008-09 ($ 12.3 billion in April-September 2007-08).   

The key components of the business services receipts and payments were mainly the trade related services, business and management consultancy services, architectural, engineering and other technical services and services relating to maintenance of offices. These reflect the underlying momentum in trade of professional and technology related services. Investment income receipts amounted to $ 7.3 billion in April-September 2008-09 as compared with $ 5.9 billion in April-September 2007-08. 
Invisible Payments

Invisible payments showed an increase of 14 percent in April-September 2008-09 (17.1 percent in previous fiscal). The invisible payments mainly reflected the movement in payments relating to those of travel payments, transportation, business and management consultancy, engineering and other technical services, dividends, profit and interest payments. The moderation in growth rate of invisible payments during April-September 2008-09 was mainly due to moderate payments relating to a number of business and professional services.  

Higher transportation payments in April-September of 2008-09 (39.1 percent) mainly reflected the pace of rising volume of imports. In addition, higher payments may also be attributed to the rising freight rates on international shipping due to surge in international crude oil prices.  

Investment income payments, reflecting mainly the interest payments on commercial borrowings, external assistance and non-resident deposits, and reinvested earnings of the foreign direct investment (FDI) enterprises operating in India amounted to $ 8.8 billion in April-September 2008-09, almost same as in the corresponding period of the previous year.  

Invisibles Balance

Net invisibles (invisibles receipts minus invisibles payments) stood at $ 46.8 billion during April-September of 2008-09 ($ 32.3 billion during April-September 2007-08) mainly led by higher growth in private transfers and steady growth in software exports. At this level, the invisible surplus financed about 67.7 percent of trade deficit during April-September 2008 as against 74.6 percent during April-September 2007-08. 
Current Account Deficit

(i) Despite higher net invisible surplus, the widening trade deficit mainly due to higher imports led to higher current account deficit at US $ 22.3 billion in April-September 2008-09 (US $ 11.0 billion in April-September 2007-08.  

Capital Account

The gross capital inflows to India during April-September 2008-09 amounted to $ 176.3 billion ($ 164.5 billion in corresponding period in 2007-08) as against an outflow of $ 156.4 billion ($ 113.6 billion in April-September 2007-08). Net capital flows, however, at US $ 19.9 billion in April-September 2008-09 remained much lower as compared with US $ 50.9 billion in April-September 2007-08. Under net capital flows, all the components except FDI and NRI deposits, showed decline during April-September 2008 from their level in the corresponding period of the previous year. 

Foreign direct investments (FDI) broadly comprise equity, reinvested earnings and inter-corporate loans. Net inward FDI into India remained buoyant at $ 20.7 billion during April-September 2008-09 ($ 12.2 billion in April-September 2007-08) reflecting the continuing pace of expansion of domestic activities, positive investment climate and continuing liberalization measures to attract FDI. FDI was channeled mainly into manufacturing (20.8 percent) followed by construction sector (13.6 percent) and financial services (12.6 percent). Net outward FDI of India moderated to $ 6.1 billion in April-September 2008-09 ($ 7.3 billion in April-September 2007-08) reflecting the slowdown in global business activities. Due to large inward FDI, the net FDI (inward FDI minus outward FDI) was higher at $ 14.6 billion in April-September 2008-09 as against $ 4.9 billion in April-September 2007-08. 

Portfolio investment mainly comprising of foreign institutional investors (FIIs) investments and American depository receipts (ADRs)/global depository receipts (GDRs) witnessed large net outflows ($ 5.5 billion) in April-September 2008-09 (net inflows of $ 18.4 billion in April-September 2007-08) due to large sales of equities by FIIs in the Indian stock market reflecting bearish condition in stock market and slowdown in the global economy. The inflows under ADRs/ GDRs slowed down to $ 1.1 billion in April-September 2008-09 ($ 2.8 billion in April-September 2007-08). 

Net external commercial borrowings (ECBs) inflow slowed down to $ 3.3 billion in April-September 2008-09 ($ 11.2 billion in April-September 2007-08). Net ECB inflows were low at 16.8 percent of net capital flows during April-September 2008-09 as against 21.9 percent of net capital flows in April-September 2007-08.

Banking capital (net) amounted to $ 4.8 billion in April-September 2008-09 as compared with $ 5.7 billion in April-September 2007-08. Among the components of banking capital, Non-Resident Indian (NRI) deposits witnessed a net inflow of $ 1.1 billion in April-September 2008-09, a turnaround from net outflow of $ 78 million in April-September 2007-08.

Gross disbursement of short term trade credit stood at $ 21.8 billion in the first half fiscal; 2008-09 ($ 20.2 billion in April-September 2007-08). Net short term trade credit stood at $ 3.2 billion (inclusive of suppliers’ credit up to 180 days) during April-September 2008-09 as compared with $ 6.6 billion during the same period of the previous year. Other capital includes leads and lags in exports, funds held abroad, advances received pending issue of shares under FDI and other capital not included elsewhere .Other capital recorded net outflows of $ 1.3 billion in April-September 2008-09.   

Reserves Accretion

At the end of September 2008, country’s outstanding foreign exchange reserves stood at US $ 286.3 billion. he decline in foreign exchange reserves on BoP basis (i.e., excluding valuation) was $ 2.5 billion in April-September 2008-09 against accretion to reserves of $ 40.4 billion in April-September 2007-08. Taking into account the valuation loss, foreign exchange reserves recorded a decline of $ 23.4 billion in April-September 2008-09 (against an accretion to reserves of US $ 48.6 billion in April-September 2007-08).   

Revisions in the BoP Data  

According to the Revision Policy announced on September 30, 2004, the data for 2006-07, 2007-08 and the first quarter of 2008-09 have been revised based on latest information reported by various reporting entities. As per the revised data the current account deficit for 2006-07 and 2007-08 stood at $ 9.6 billion (1.1 percent of GDP) and $ 17.0 billion (1.5 percent of GDP), respectively.  

-----------------

India's Balance of Payments ( April-September, 2008-09)
	Key Indicators

	Gross Capital Inflows & Outflows

	Invisible Gross receipts & Payments

	Private Transfers to India
 

	
KEY INDICATORS OF INDIA'S BALANCE OF PAYMENTS
 

 

April-September
April-March
 

2008-09
2007-08
2008-09
2007-08
Merchandize Trade
Exports ($ on BoP basis) Growth Rate (percent)
33.2

16.5

28.9

22.6

Imports ($ on BoP basis) Growth Rate (percent)
43.2

21.5

35.2

21.4

Crude Oil Prices, Per Barrel (Indian Basket)
116.5

69.3

79.5

62.4

Trade Balance ($ billion)
-69.2

-43.2

-91.6

-61.8

Invisibles
Net Invisibles ($ Billion)
46.8

32.3

74.6

52.2

Net Invisibles Surplus/Trade Deficit (Percent)
-67.7

-74.6

-81.4

-84.5

Invisible Receipts/Current Receipts (Percent)
46.2

46.8

47.2

47.1

Services Recipts/Current Receipts (Percent)
26.7

28.9

28.6

30.3

Private Transfers/Current Receipts (Percent)
15.1

13.2

13.8

12.7

Current Account
Current Receipts ($ Billion)
179.6

136.5

314.8

243.4

Current Payments ($ Billion)
202.0

147.5

331.8

253.0

Current Account Balance ($ Billion)
-22.3

-11.0

-17.0

-9.6

Capital Account
Gross Capital Inflows ($ Billion)
176.3

164.5

433.0

233.3

Gross Capital Outflows ($ Billion)
156.4

113.6

325.0

188.1

Net Capital Flows ($ Billion)
19.9

50.9

108.0

45.2

Net FDI/Net Capital Flows (Percent)
73.0

9.5

14.3

17.0

Net Portfolio Investment/Net capital Flows (Percent)
-27.7

36.2

27.4

15.6

Net ECBs/Net capital Flows (Percent)
16.8

21.9

21.0

35.5

Reserves
Import Cover of Reserves (In months)
11.2

14.1

14.4

12.5

Outstanding Reserves as at end period ($ Billion)
286.3

247.8

309.7

199.2


SOURCE: Reserve bank of India Report on Balance of Payment, December 2008
                                                                                                                                                                                                                                                

                                                           

India's Merchandize Trade (2003-04 to 2008-09 (April-November)
 
Year
Exports
Growth (Percent)
Imports
Growth (Percent)
2003-04
63.8

-

78.1

-

2004-05
83.5

30.8

111.5

42.7

2005-06
103.1

23.4

149.2

33.8

2006-07
126.3

22.5

185.6

24.4

2007-08
162.9

29.0

251.4

35.5

2008-09 (April-November)
119.3

19.4

203.6

33.0

SOURCE: Federal Ministry of Commerce, Government of India



	
Gross Capital Inflows and Outflows (In $ Million)
 

	HEADS
 
	Gross Inflows
	Gross Out flows

	
	Apr.-Sept.
	Apr.-March
	Apr.-Sept.
	Apr.-March

	
	2008-09 P
	2007-08 PR
	2007-08 PR
	2006-07 R
	2008-09 P
	2007-08 PR
	2007-08 PR
	2006-07 R

	Foreign Direct Investment
	21408
	13772
	36838
	23590
	6851
	8908
	21437
	15897

	Portfolio Investment
	83395
	83467
	235924
	109620
	88916
	65026
	206368
	102560

	External Assistance
	2004
	1715
	4241
	3767
	1135
	1006
	2127
	1992

	External Commercial Borrowings
	6593
	14581
	30376
	20883
	3252
	3418
	7743
	4780

	NRI Deposits
	18237
	12227
	29401
	19914
	17164
	12305
	29222
	15593

	Banking capital excluding NR Deposits
	19930
	10047
	26412
	17295
	16176
	4245
	14834
	19703

	Short-term trade Credits
	 
	 
	 
	 
	 
	 
	 
	 

	Rupee Debt Service
	0
	0
	0
	0
	33
	45
	121
	162

	Other Capital
	2987
	8529
	20904
	8230
	4262
	5027
	11434
	4021

	TOTAL
	176339
	164533
	433007
	233291
	156401
	113586
	325014
	188088

	R: Revised; P: Preliminary; PR: Partially Revised

	
SOURCE: Reserve Bank of India Report on Balance of Payment, December 2008
 



	
Business Services (In $ Million)
 

	HEAD
 
	Receipts
	Payments

	
	April-September
	April-March
	April-September
	April-March

	
	2008-09 P
	2007-08 PR
	2007-08 PR
	2006-07 R
	2008-09 P
	2007-08 PR
	2007-08 PR
	2006-07 R

	Trade Related
	1154
	890
	2233
	1325
	826
	1004
	2285
	1801

	Business & Management Consultancy
	2662
	2166
	4433
	4476
	1084
	1541
	3653
	3484

	Architectural, Engineering & other Technical
	1071
	1763
	3144
	3457
	1380
	1160
	3173
	3025

	Maintenance of Offices
	1266
	1239
	2861
	2638
	951
	940
	2702
	3046

	Others
	2549
	1594
	4100
	2648
	2388
	2055
	4902
	4508

	TOTAL
	8702
	7652
	16771
	14544
	6629
	6700
	16715
	15866

	R: Revised; P: Preliminary; PR: Partially Revised
	 
	 
	 
	 
	 
	 
	 
	 

	
SOURCE: Reserve Bank of India Report on Balance of Payment, December 2008


COMPARATIVE  ANALYSIS
The Balance of Payments for Q2 2008-09 was noted at a deficit of $ 4.7 billion. This is the first time the Balance of Payments is noted at deficit since October – December 2005. In Q1 2008-09 BOP was noted at 2.2 billion, which was sharply lower than surplus of $ 11.2 billion noted in Q1 2007-08. Hence, this has been a steep reversal from high surplus years of 2005-07. The BoP of Q21 2008-09 comprised $ 12.5 billion deficit on the current account and $ 7.8 billion surplus on the capital account.

Balance of Payments (US$ bn)

                                                              Jul-Sep 07                                      Jul - Sep 08
1. Exports                                                38.3                                              47.7

2. Imports                                                59.5                                              86.3

3. Trade Balance (1-2) #                      - 21.2                                            -38.6

4. Invisibles 16.9 26.1

5. Current Account Balance (3+4)       -4.3                                               -12.5

6. Capital Account Balance *               33.5                                                7.8

7. Balance of Payments (5+6)              29.2                                              -4.7
# - indicates deficit / + indicates surplus * Includes error and omissions.
Current Account Deficit at a record level
During Q2 2008-09, exports grew by 24.6% higher than 17.0% seen in Q2 2007-08. The growth in the imports was much higher at 45.0% compared to 22.2% seen in Q2 2007-08.

            The increase in imports was on account of higher growth in both oil and non-oil imports. Oil imports grew by 45.1% in Q2 2008-09 higher than 11.3% seen in Q2 2007-08. Non-oil imports grew by 37.6% Q2 2008-09 higher than 22.4% in Q2 2007-08. The growth in non-oil imports was on account of capital goods, chemicals and fertilizers.

The higher increase in imports than exports, led to widening of the trade deficit from $ 21.2 billion in Q2 2007-08 to $ 38.6 billion in Q2 2008-09. This implies a growth rate of 82.1% from Q2 2007-8 and Q2 2008-09.

Source: Reserve Bank of India

The net foreign exchange inflow from services increased by 41.1% during Q2 2008-09, higher than 30.1% seen during Q2 2007-08. The net inflow from software services during Q2 2008-09 grew by 24.0% lower than growth of 27.1% during Q2 2007-08. The total export from software services in Q2 2008-09 was at $ 11.2 billion higher than $ 9.1 billion seen in Q2 2007-08. The growth in other service sectors was mixed. Robust growth was noted in business services (316.8%) where as sharp decline was noted in financial services (negative 75.2%). In communication services a growth of 2% was noted. The remittances from abroad also increased from $ 9.3 billion to $ 14.2 billion, with private remittances forming majority of the transfers.

           Despite the rise in invisibles, the current account deficit in Q2 2008-09 was nearly triple of deficit in Q2 2007-08. The total current account deficit for Q2 2008-09 was noted at $ 12.5 billion higher than $ 4.3 billion seen in Q2 2007-08. This was because trade deficit widened substantially tracking increase in oil and non-oil imports. In absolute terms, the current account deficit is at its highest level in a quarter.

CAPITAL ACCOUNT SURPLUS

Though, the current account deficit has declined sharply in Q2 2008-09, the main problem is the sharper decline in capital inflows. The capital account surplus was noted at $ 7.8 billion for Q2 2008-09, compared to the surplus of $ 33.5 billion previous quarter. This is the lowest capital account surplus since October December 2005 when it was noted at a negative of 0.6 million.

There is a sharp decline in sub-components of Capital account like Portfolio flows and External Commercial Borrowings. The net inflows from portfolio investments in Q2 2007- 08 were at $ 10.9 billion and in Q2 2008-09 there are net outflows worth $ 1.3 billion. In Q1 2008-09 the net outflows were noted at $ 4.2 billion. 
External Commercial Borrowings
(ECBs) during Q2 2008-09 were both noted at $ 1.8 billion lower than $ 4.2 billion in Q1 2007-08. However, there is a big positive as inflow on account of Foreign Direct Investments continue. Net FDI in Q1 2008-09 was noted at $ 10.7 billion much higher than $ 2.1 billion noted in Q1 2007-08. Even in Q2 2008-09, net inflow is noted at 5.6 billion higher than $2.1 billion in Q1 2007-08. The inward FDI was noted at $ 9.3 billion in Q2 2008-09 higher than $ 5.5 billion in Q2 2007-08. Outward FDI was at US $ 3.7 billion in Q2 of 2008-09 compared to US $ 3.4 billion in Q2 2007-08.

There was a slowdown in net inflows from Banking Capital from $ 6.6 billion to $ 2.1 billion. Banking capital shows flows of foreign assets and foreign liabilities of commercial banks. The banking capital inflows have increased from $ 13.7 billion to $ 16.2 billion.

           However, the outflows have doubled from $ 7.1 billion to $ 14.1 billion. Within banking capital, Non-Resident Indian (NRI) deposits witnessed a net inflow of $ 259 million in Q2 2008-09 slightly lower than the net inflow of US $ 369 million in Q2 2007-08.

Table 2: Capital Account (US$ bn)
Capital Flows                                                    Jul-Sep 07                                Jul- Sep 08

Foreign Direct Investment                                  2.1                                              5.6

Foreign Portfolio Investment                            10.9                                            -1.3

External Commercial Borrowings                      4.2                                               1.9

Banking Capital                                                     6.6                                               2.1

NRI deposits                                                          0.4                                               0.3

Capital Account Surplus                                     33.5                                              7.8
India's external debt stands at $ 222.6 billion
India's total external debt of RBI increased by $ 21.1 billion between Dec 2007 and Sep 2008 and stood at $ 222.6 billion; an increase of 10.5% between the period.
Sources of External Debt (US$ bn)

Particulars                                                  End of Jun 07                             End of Jun 08

Multilateral Debt                                             37.9                                                38.9

Bilateral Debt                                                   17.2                                                18.8

International Monetary Fund                             0                                                     0

Trade Credit                                                       8.9                                                 12.2

Commercial Borrowings                                 57.0                                                 60.3

NRI Deposits                                                     43.0                                                 40.6

Rupee Debt                                                         2.1                                                    1.7

Total Debt                                                       201.5                                                222.6
The growth in external debt was primarily on account of the rise in trade credits. Trade credits rose by 37.1% during the period. The increase in multilateral debt and bilateral debt during 2006-07 was noted at 2.6% and 9.3% respectively. Of the total external debt, short-term credit upto 1 year was at $ 50.1 billion, while long term trade credit stood at $ 172.5 billion.

IMPLICATIONS OF CURRENT BOP
Growth moderates but remains robust
The global slowdown that has come in the aftermath of the financial crisis is having an adverse impact on the real economies of South Asia. However, the adverse impact is not as strong as in some other, more open, economies of the Asia-Pacific region. The Indian economy is estimated to grow at 7.1% in 2008, thus providing an anchor of economic stability in the region. Government took measures to improve the liquidity of the financial sector and relaxed monetary policy. Government also introduced fiscal stimulus packages which should soften the economic downturn, and further strengthen domestic demand. Supported by these measures, the economy is expected to grow at around 6.0% in 2009. The economy of India performed relatively well during 2005-2007 by maintaining its growth momentum along with moderate inflation, resilient capital markets, a manageable current account deficit and favourable foreign exchange reserves. From 2005 to 2007, India achieved an average growth rate of 9.4%, aided by strong performances by industry and services. An investment boom, growth in consumer demand, rising incomes, ample bank credit and robust exports sustained the vibrancy in industry and services. India’s economy also benefited from significant inflows of foreign investment and the Government’s efforts to contain the fiscal deficit while at the same time stepping up public expenditure for employment generation programmes.
Rapid increase in inflation
Inflation has been driven up in all the countries of South Asia, partly by unrelenting pressures from higher international commodity prices, particularly the prices of oil, basic metals and selected food items. In India, the consumer price index for industrial workers rose from 6.2% in 2007 to 9% in 2008. Price increases in food and fuel groups were higher than those of other groups. As a result, life became more challenging for large segments of the population. To contain inflation, the Government reduced customs and excise duties on raw materials and products. The monetary policy was kept tight for part of 2008. With fall in oil and other commodity prices in international markets, inflation is expected to come down in 2009.
Fiscal situation deteriorated
In India, after several years of fiscal consolidation facilitated by strong economic growth, the budget in 2008 remained under pressure. The deficit of the central Government was brought down to 2.7 % of GDP in 2007, and a target of 2.5% was set for 2008. However, due to stimulus packages to contain deceleration in economic growth, significant increases in Government salaries and Government subsidies for food, fertilizer and certain fuel products, budget deficit is estimated to rise to 6% of GDP in 2008.

External balances under pressure
The surge in prices of fuel oil, food and other commodities created severe problems for the external balances of most countries in South Asia. In India, the global financial crisis and slowdown brought down exports growth but deceleration in growth in imports was slower, due to strong growth in imports of capital goods, project growth and crude oil. Consequently, the trade deficit and current account deficit as a percentage of GDP increased in 2008. Management of the current account deficit did not pose difficulties because of the comfortable foreign exchange reserves.
Poverty and widespread inequalities remain major challenge
Among long-term challenges, poverty remains a major problem for most countries in South Asia. Also, economic and social inequalities remain widespread. The main challenge for countries in the subregion, therefore, is not only to improve growth rates on a sustained basis but also to make them more inclusive for a rapid reduction in poverty and inequality. The composition of sectoral growth has important implications for pro-poor growth. Agriculture, construction and small and medium-sized enterprises (SMEs) generate pro-poor growth through employment generation, and should be supported.

To benefit from employment opportunities, the development of human resources is essential. In turn, education and health services are key to the development of human resources. Public provision of these services is crucial to the poor, as they can not afford to pay the prices charged by private providers. Print and public media should be vigorously used to change people’s attitude towards girls’ education and other forms of social exclusions and to ensure that the poorest of the poor have access to information on available opportunities.

Social safety nets are also essential for the poor and vulnerable who are unable to benefit from economic growth directly or indirectly. This support should be strengthened to provide a coping mechanism for the poor, especially in the event of macroeconomic shocks such as current global economic crisis. Without such interventions to address the problem of poverty and inequality, rapid economic growth cannot be sustained over the long term, for there are clear links between inequality and social unrest and violence.

Lack of physical infrastructure is a major impediment to business growth in South Asia, most notably shortcomings in electricity service. Huge gaps between supply and demand of electricity exist in several countries in the subregion, and these gaps will widen unless new electricity capacity is added. Involvement of the private sector through private public partnerships is the only way to meet the growing needs for energy. Along with generating more electricity, it is important to efficiently utilize existing capacity. Transmission and distribution losses are massive, partly due to theft. Rehabilitation and proper maintenance of the distribution system should be a priority to minimize transmission and distribution losses.
Feb. 16 (Bloomberg) –

 India’s budget deficit may be almost double next year’s planned target as the government steps up spending to protect the economy from the global recession ahead of elections in two months. 

Spending will rise 6 percent to 9.53 trillion rupees ($196 billion) in the year starting April 1, Foreign Minister Pranab Mukherjee said today without unveiling any tax cuts. That will result in a budget gap of 5.5 percent of gross domestic product by March 31, 2010, compared with a 3 percent target, he said while releasing the interim budget in parliament in New Delhi. 

Prime Minister Manmohan Singh’s government says spending to revive the economy is more important now than worrying about the deficit. The budget shortfall may prompt rating companies to lower their assessments of India’s creditworthiness, spooking foreign investors who are already exiting emerging markets. 

“A rise in the budget deficit, given the significant negative shock faced by the economy, is warranted,” said Tushar Poddar, a Mumbai-based economist at Goldman Sachs Group Inc. “In the medium-term plan the deficit must be brought down when more normal conditions prevail.” 

James McCormack, head of Asia sovereign ratings at Fitch Ratings in Hong Kong, said failure to cut the deficit “could undermine” India’s economic growth prospects and put at risk its ability to continue to attract capital. 

India received an annual average $10 billion of foreign investments between 2001 and 2003. Inflows from companies including General Motors Corp. and Royal Dutch Shell Plc. rose to $108 billion in the 12 months to March last year, helping the economy grow at a record average pace of 9.3 percent in the three years to March 2008, Morgan Stanley economist Chetan Ahya said. 

Slower Growth 
The government has said growth in the current financial year may slow to 7.1 percent, the weakest since 2003, rendering millions jobless. Exporters may cut 10 million jobs by next month, according to the Federation of Indian Export Organisations. The International Labor Office says India’s economy must grow at 10 percent a year to increase employment by one percent. 

Prime Minister Singh’s government, seeking re-election in polls that are scheduled to be held in April and May, wrote off 717 billion rupees of farm loans and raised the salaries of 5 million government employees by 21 percent in the past nine months. Since December, it has cut taxes and announced an extra 200 billion rupees of spending to boost the economy. 

That’s straining government finances because the economic slowdown is also putting the brakes on tax collections. India’s personal and corporate tax revenue was 2.47 trillion rupees between April and January, compared with a target of 3.65 trillion rupees by March 31, according to the tax department. 

Additional Debt 
The government last week said it will sell 460 billion rupees of additional debt in the year to March 31, 2009. The government has raised 2.4 trillion rupees through the sale of securities this financial year, compared with the 1.79 trillion rupees budgeted earlier, according to the central bank. 

“India’s fiscal dynamics have worsened significantly in the last few months,” said Rajeev Malik, a Singapore-based economist at Macquarie. “It could trigger the wrath of the credit rating agencies.” 

Malik estimated the federal government’s budget deficit could touch 8.1 percent of GDP by March 31, 2009, if the government includes bonds sold during the year to subsidize fuel and fertilizer in its books. India regards these bonds as “off- budget” items and doesn’t show them in state accounts. 

Fitch last week maintained India’s credit rating at BBB-, its lowest investment grade, because of rising debt that it estimates at about 80 percent of GDP. Standard & Poor’s also places India’s credit rating in its lowest investment category. 
New Government 
Today’s statement in parliament includes initiatives for the first four months of the fiscal year that starts April 1, as well as spending and revenue estimates for the full year. These figures will be revised when the new government announces its budget after assuming office in May. 

Still, Suresh Tendulkar, the top economic adviser to Prime Minister Singh, says “limitations in the fiscal space” put the onus of supporting India’s growth on monetary policy. 

India’s central bank kept interest rates unchanged in its scheduled policy review on Jan. 27 after reducing them to an unprecedented low on Jan. 2. The repurchase rate, which has been cut four times since October, is 5.5 percent and the reverse repurchase rate is 4 percent. 

“The central bank must see the implications of the borrowing program before it next sets rates,” Tendulkar said. “They have to figure out how to maintain adequate liquidity supply in the economy. My guess is they would review rates after seeing the interim budget.” 

Govt. estimates fiscal deficit at 5.5% of GDP in 2009-2010 
The government spending will rise 6% to 9.53 trillion rupees in the year starting 1 April 2009, acting Finance Minister Pranab Mukherjee said at the time of unveiling an interim general budget for 2009-2010 today, 16 February 2009. That will result in a budget gap of 5.5% of gross domestic product by 31 March 2010, compared with a 3% target. The interim budget estimates include initiatives for the first four months of the fiscal year 2009-2010, as well as spending and revenue estimates for the full year. These figures will be revised when the new government announces its budget after assuming office in May 2009.
DEBT RATING
Acting Finance Minister Pranab Mukherjee said the fiscal deficit for the fiscal year ending March would be 6 percent, compared with a budgeted estimate of 2.5 percent. It expects 2009/10 fiscal deficit at 5.5 percent.

Standard and Poor’s rates Asia’s third-biggest economy’s local currency rating at “BBB - minus”, or the lowest investment-grade level, with a stable outlook.

Fitch has a similar rating but with a negative outlook while Moody’s pegs it at one notch lower at speculative grade.

“We will review the ratings after the fresh announcement but there is no specific timeline for that,” Ogawa said.

India’s fiscal deficit is one of the highest in the world and two stimulus packages announced in recent months to shore up sagging growth have put pressure on finances while tax collections have slowed sharply.

Fitch said last week the government’s total outstanding debt would reach 77.9 percent of GDP this year and said these levels were “outliers” among sovereign countries rated at the BBB level.

“While we understand the need for the government to take fiscal steps to boost the economy, India needs to take significant and widespread reforms to move towards fiscal discipline in the medium term for ratings to improve,” Ogawa said.

