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Week 4 – Balance of Payments & Country Risk 
 
 
Balance of Payments (BOP) 
 
The balance of payments (BOP) measures all of a country’s financial and economic 
transactions with a specific period. The BOP operates much like a double entry book 
keeping system serving as a record of all transactions between the residents of a country 
and the rest of the world. 
 
Three Components of BOP:  

o Current account – covers the exchange of exchange of real assets (including goods 
and services) with the rest of the world.  

o Capital account – concerns the movement in goods and financial assets between 
residents and non-residents (migrants)   

o Financial account – includes net foreign direct investment (FDI), portfolio 
investment and other investments 

 
Current Account – 
The current account is in turn comprised of four components:  

§ Trade in goods (merchandise) 
§ Trade in services (invisibles) 
§ Income transfers (factor income) 
§ Current unilateral transfers (transfer payments) 

 
Trade in Goods: 
The trade in goods deal with the so-called visible transactions. This concerns merchandise 
trade or tangible items that one can see. The net position is the difference between the 
dollar amount of goods imported versus the dollar of goods exported. 
 
Trade in Services: 
The trade in services concerns the “invisibles” or things like services. These involve the 
payments and receipts for services between residents and overseas. Some examples include 
shipping costs, insurance premiums, and tourist spending. The outflows and inflows 
associated with such payments are netted.   
 
Income Transfers: 
Income transfers include interest and dividend payments and receipts. Once under services, 
it now deserves its own category. It also includes overseas employment and migrant 
remittances from their host country.  
 
Current Unilateral Transfers: 
Current unilateral transfers are typically would be money given to other countries as a gift in 
the form of charity and foreign aid. 



Forward Foreign Exchange Transactions 
 
Forward transactions involve an exchange of a currency with settlement at a pre-agreed 
date more than two days distant. Up to one month to perhaps 12 months are easily 
available. The most common quotes are for 30, 90 and 180 days. The forward rate (F) is 
determined by the current spot rate plus or minus a premium or discount depending on the 
period covered.  
 
It reflects any interest rate differentials between the two countries whose currencies are 
being quoted. The forward rates are quoted as the basis points of discount or premium from 
or to the currency’s spot rate.  

o For example, if the spot AUD/USD rate is 1.04, and the forward rate is 1.05, the AUD 
is trading at a forward premium.  

o Alternatively, if the forward rate was 1.02, than AUD would be trading at a forward 
discount. 

 
 
 
 
 


