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PREFACE

This fourth edition of the Balance of Payments Manual continues
the series of handbooks that have been issued by the International
Monetary Fund to guide member countries in making their regular
reports on the balance of payments, as stipulated in the Fund’s Articles
of Agreement.

In the interval since 1961, when the third edition was published,
important changes have occurred in the manner in which interna-
tional transactions are conducted, as well as in the international
monetary system that constitutes the setting for them. Then, too,
experience during that period in applying the third edition has
brought to light a number of ways in which the Manual’s explanations
could usefully be augmented and its recommendations clarified. The
new edition is the product of a major effort that has involved
reconsideration of both the technical aspects of balance of payments
compilation and the analytic contexts in which the figures are to be
employed.

This Manual incorporates a good deal of explanatory material that is
entirely new. Some topics that were covered in a few paragraphs in
the third edition are now treated in separate chapters. These subjects
include the underlying principles for residence, valuation, timing, and
the unit of account and conversion. In these cases, the elaboration
does not denote any significant change in the principles themselves;
its purpose, instead, is to provide more adequate guidance through a
fuller discussion of the concepts, which are basic to the system of
balance of payments accounting. In contrast, the inclusion of a
chapter on analytic presentation breaks new ground as far as the
Manual is concerned. Even though the chapter does not express a
preference for any particular analytic approach, its description of
various widely used balances is an integral part of the Manual’s
general subject matter and, as such, will be of interest to both
compilers and users of balance of payments statements.

The classification scheme, which plays a crucial role in fostering
international comparability in balance of payments reporting, has
been reconsidered in detail, and the merits of the previous series have
been carefully weighed against the advantages of alternative ones that

xi
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could be substituted for them. From this review have emerged the
Manual’s recommendations for a list of standard components, i.e.,
individual statistical series that can be used as building blocks for
constructing a variety of presentations, focusing on different analytic
balances. The selection of standard components has been approached
as a task of more than technical consequence. Consideration had to
be given to the suitability of the list for application by member
countries with greatly differing balance of payments structures, as well
as very disparate levels of development with respect to their statistics.

Perhaps the main departure of this Manual from its predecessors
with respect to classification is to be found in the reorganization of
the capital account. The primary categories in previous editions
showed separately the sectors of the domestic economy that were the
creditors and debtors; the breaking out of direct investment capital
represented the only attempt that was made at classifying capital by its
function. In this edition, two further functional categories—reserves
and portfolio capital—have been distinguished, with a consequent de-
emphasis of the sectoral approach. As a result of this change, the
components of the capital account should better serve the needs of
analysis as they have evolved. Numerous other adjustments in the
classification scheme, the nature of which will be readily apparent to
users familiar with the scheme of the third edition, have also been
introduced to that same end.

No catalogue has been prepared, however, that details the differ-
ences between the statistics called for by this Manual and by the third
edition. Such a listing, in fact, would be much less useful for the
reader or compiler than might be supposed on first consideration.
Many of the more significant changes that have been introduced are
rather easily discernible; cases in point are the merging of series that
were previously shown separately and the breakdown of others to
provide new details. Other modifications tend to be quite technical,
and their effects are often difficult to characterize, let alone evaluate.
For example, although this Manual continues to espouse center of
interest as the principle for determining the residence of individuals, it
provides a rule of thumb for deciding certain borderline cases instead
of leaving their determination entirely to the compiling country, as’
was done in the third edition. In contrast, some of the specific
guidelines previously given for distinguishing direct investment enter-
prises have been replaced by more explanation of the underlying
concept. The implications, if any, that such changes will have for
figures to be compiled in accordance with the Manual’s recom-
mendations are obviously impossible to establish in a generalized way.
In summary, it can be said that differences from the third edition are
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likely to be either fairly obvious or else not so substantial as to risk
being seriously misleading, even to an unwary user of the statistics.
Despite the thorough overhaul that the Manual has been given and
the considerable changes that have been introduced in that docu-
ment, the Fund’s recommendations for balance of payments compila-
tion have actually maintained a high degree of continuity. Thus,
compilers who have been producing statistics that conform reasonably
well to the standards set out in previous editions should not find any
great difficulty in adapting their established procedures for data col-
lection and reporting to accord with the instructions of this Manual.
Rather, the re-examination of the Manual’s concepts and principles
has shown that these continue to be generally valid and that the nec-
essary adjustments could readily be made within a largely unchanged
theoretical framework. This outcome has been most reassuring.
Because the Manual is intended as a practical guide in matters of
statistical compilation and reporting, its recommendations should
ideally be explicit and straightforward. This aim, however, has not
always proved to be one that could be achieved. For one thing, some
of the most fundamental concepts are complicated and cannot be
described solely in terms of well-defined characteristics that could be
discerned readily or of rules of thumb that could be applied
mechanically. Moreover, the Fund would not issue a standard like the
Manual without taking into account the views of technicians in
national balance of payments offices, whose preferences sometimes
differ widely, not only among themselves but in relation to those of
the Fund staff. While the process of reconciling divergent opinions
helps to ensure that the Manual’s recommendations will be realistic
and generally acceptable to compilers, it also adds to the complexity
of those recommendations. Thus, items decided in this manner may
be less clear-cut, and harder to explain, than those decided largely
with more theoretical considerations in mind. Similarly, various
qualifications and reservations have had to be incorporated in some of
the explanations, in order to reflect the compromises that were
worked out; the clarity and precision of certain formulations may have
suffered as a result. Notwithstanding these problems of presentation,
every effort has been made to avoid ambiguities and to provide in the
Manual a set of recommendations that are internally consistent.
The work of producing a new edition of the Manual has been
carried out by the staff of the Fund in close consultation with
compilers of national balances of payments. The project was under the
supervision of Mr. Charles F. Schwartz, Deputy Director of the Fund’s
Research Department. Much of the original drafting, and of the
subsequent redrafting in light of comments from the many persons
consulted, was carried out by Mr. John S. Smith, Advisor in that
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Department. Mr. Arie C. Bouter, Assistant Director in charge of the
Department’s Balance of Payments Division (which was transferred in
May 1977 to the Bureau of Statistics), also had a major responsibility
for work on the volume, and the economists in his Division made
many specific contributions in the drafting process.

A small, representative group of national compilers was co-opted at
the outset of the project to assist the Fund staff, in the capacity of
consultants, in the planning of the volume. As the work progressed,
the membership of this group was gradually expanded in order to
encompass a broad spectrum of expertise on difficult technical
aspects, particularly in the fields of merchandise trade and direct
investment. The number of compilers engaged as consultants was
further increased as successive drafts produced by the staff became
available for review. At the final stage, the draft was sent for comment
to the entire group of national compilers who serve as the Balance of
Payments Division’s correspondents in member countries.

The Fund staff wishes to acknowledge with thanks its indebtedness
to all the experts in national balance of payments offices who
contributed to preparation of the Manual. It is especially grateful to
the following consultants, each of whom participated in at least one
series of meetings on the project and some of whom were called on
for considerably more extensive assistance.

Argentina Mr. Oraldo N. Fernandez

Australia Mr. P. N. Atcherley

Belgium Mr. J. Dolo

Brazil Mr. Gilberto Vieira de Carvalho
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CHAPTER ONE

Introduction

1. A balance of payments statement can be broadly described as the
record of an economy’s international economic transactions, that is, of
the goods and services that an economy has received from and
provided to the rest of the world and of the changes in the economy’s
claims on and liabilities to the rest of the world. Such a record can be
put to a variety of uses, beyond the basic one of appraising the effects
of the transactions on the domestic affairs of the economy itself. As an
economy’s balance of payments mirrors the rest of the world’s dealings
with that economy, the international community is directly concerned
with the statements for its individual members. Interpretation of such
statements from that viewpoint is obviously made easier when all
countries’ statistics are based on the same concepts and are compiled in
a uniform way.

2. The chief purpose of this Manual is to recommend the standard
concepts, rules, definitions, guidelines, conventions, and classification
scheme that are to be employed by member countries in assembling
uniform statistics for a balance of payments statement, as well as to
discuss the conceptual framework and analytic considerations that help
form the basis for those particular recommendations. The objective is to
assist compilers in collecting and organizing their underlying data in a
systematic manner that will serve both to facilitate the analysis
of countries’ international economic relationships and to maximize
intercountry comparability. To this end, examples and empirical
guidelines for applying the concepts and rules are cited, and a list of
standard components that can be used as the common building blocks
for a variety of presentations of the statement is specified and definedin
some detail.

3. The general outlines of the conceptual framework for the balance
of payments are discussed in Chapter 2. In brief, the system employed is
a double-entry one, recording for a given economy all transactions
vis-a-vis the rest of the world. Most transactions are reflected in pairs of

1
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equal credit and debit entries, and any entries that are not auto-
matically paired in that way are deliberately furnished with entries of
special types as an offset. The sum of all the credit entries in the
statement is thus in principle numerically equal to the sum of all the
debit entries, with any inequality that may in fact arise being
attributable to net statistical errors and omissions. The types of
transaction that can occur are described in the chapter, and the
matching offsets where required are identified.

4. The second chapter also touches on other conceptual aspects for
which standard treatments must be devised if intercountry compara-
bility is to be achieved. These aspects include the scope of an economy,
the principle for valuing international transactions, and the time at
which such transactions are to be recorded. Finally, the chapter points
out the close connection that exists between the balance of payments
and related economic data, specifically, the national accounts and the
international investment position.

5. The rules to be applied in determining the bounds of an economy
are discussed in some detail in Chapter 3. In general terms, an economy
comprises the economic entities—the government, individuals, private
nonprofit bodies, and enterprises—that have a closer association with
the territory in question than with any other territory. Since many
entities, especially those engaging in international transactions, have
some degree of association with more than one territory, a detailed set
of guidelines is given to ensure that borderline cases will be treated
in a uniform manner.

6. Chapter 4 examines the difficult subject of valuation. The stated
basis for valuation in this Manual, in common with the national
accounts as a whole, is market price. In concept, a market price is the
price that a willing buyer pays to a willing seller, when the buyer and
seller are independent parties whose only considerations are com-
mercial ones; strictly speaking, each transaction that takes place under
those circumstances has its own market price. Difficulties arise,
however, because one or more of the conditions needed to establish a
market price in that sense are frequently absent. For example, the
parties to a transaction are not independent in the intended sense
when they are affiliated enterprises, and commercial considerations
may not always be the only ones that are of concern to the parties.
Determination of the nearest equivalent to an actual market price thus
often poses a practical problem.

7. Timing, which is the subject of Chapter 5, is on the whole an
easier concept to deal with than valuation, although it is by no means
without statistical problems that can have a significant impact on the
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figures that are recorded. The basic principle adopted in this Manual is
that transactions are to be recorded when the real resources or
financial items involved undergo a legal change of ownership, which is
taken to be the time that the parties concerned enter the transactions in
their books. The chapter discusses both the treatment of transactions
that do not actually reflect such legal changes of ownership and the
practical problems of adjusting underlying statistical data that have
originally been compiled according to some different principle.

8. The selection of a unit of account and methods of converting data
expressed in various transaction currencies into that unit—topics of
special importance in a balance of payments context—are treated in
Chapter 6. The complete balance of payments is rarely expressed at
constant prices (in effect, in volume terms). Users of the balance of
payments, nonetheless, often wish at least to have a unit of account in
terms of which the market prices of international transactions will be as
free as possible from distortions attributable to exchange rate
fluctuations. Needless to say, a completely stable unit does not actually
exist, and even an artificial one could not satisfactorily be constructed,
especially for a period during which the relative exchange rates of
transaction currencies fluctuated markedly from day to day. Moreover,
the derivation of a market price in any unit of account other than the
currency actually used for the transaction poses a conceptual problem.
This problem cannot be left unresolved, inasmuch as the transactions to
be recorded in the balance of payments are originally denominated in a
variety of currencies and must necessarily be converted to the national
currency or some other unit of account before they can be aggregated.
The conversion methods suggested in this Manual represent pragmatic
solutions that are intended to foster a reasonable degree of interna-
tional uniformity.

9. The theme of Chapter 7 is the presentation of balance of payments
statistics in a format suitable for analytic use. Reduced to its simplest
terms, balance of payments analysis involves a division of all the series
comprising the statement into two groups that—because of the double-
entry system employed—will be equal numerically but will have
opposite signs (i.e., net credits vs. net debits). The items in one group
are supposed to share some characteristic or characteristics that
differentiate them from the items in the other group, so that the
behavior of the two groups can presumably be explained in terms of
those characteristics. The number of approaches that can be applied in
various analytic contexts is actually quite large, and often two or more
sets of characteristics are under study simultaneously. In practice,
therefore, a balance of payments statement typically delineates more
than two main groups for which the transactions are summarized in the
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form of “balances.” These balances may be supplemented by various
subsidiary, or partial, balances.

10. Because any particular arrangement of standard components is
likely to have different analytic implications over time, both between
countries and in various situations and contexts for any particular
country, it is not the intention in this Manual to go very deeply into the
subject of analysis. Moreover, this area can be quite controversial, since
individual analysts naturally form their own judgments about the
relative merits of different approaches. The subject has been taken up
in the Manual, however, for such related reasons as the following.
(a) The Manual is thought of as a source of information on all technical
aspects of the balance of payments. (b) It seems the natural place in
which to find some description and explanation of the considerations
behind the presentations shown in other Fund publications and, more
generally, in national sources. (c) The recommendations about standard
components and their definition given in subsequent sections of this
Manual are best understood in light of the kinds of analytic approach
that influenced their formulation.

11. Chapter 8 introduces the sections of the Manual that are devoted
to questions of classifying transactions and defining balance of
payments items. A classification scheme is simply a systematic way of
assigning all the individual transactions comprehended within the
conceptual framework—or at least such of them as have been selected
as being of potential interest for analyzing a country’s international
economic relationships—to a manageable number of meaningful
items. The choice of items relies entirely on the exercise of judgment,
taking into account such considerations as behavior and size of the
items, statistical convenience, and the viewpoints from which the
statement is to be analyzed. Although variations from standard
classification are often quite readily discernible and thus are not so apt
to mislead the user as departures from the general principles for
residence, valuation, and timing, they may nonetheless be a serious
impediment to intercountry comparison. Moreover, it is generally
within the capability of the compiler to conform to a standard with
respect to classification, provided that the standard is not an
unreasonable one and is explicit enough to leave little doubt about
what is intended. Considerable space in this Manual, therefore, is given
to a description of the border lines to be drawn between the individual
standard components.

12. The discussion of classification advances by stages from the
general to the particular. Chapter 8 gives a summary description of the
whole classification scheme in terms of a list of “standard compo-
nents.” Chapters 9 and 17 introduce the two main groups, current
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account and capital account, respectively, into which the standard
components are divided and elaborate the main principles as these are
specifically applicable to them. Each of these general chapters is
followed by a series of chapters dealing with individual components of
the main group. This procedure affords convenient opportunities to
discuss the overall principles in the contexts in which they are most
relevant. For example, change of ownership, which is the basic
consideration for the time of recording, can be elaborated most
usefully under the heading of the merchandise component, as that
component often gives rise to the most important of the timing
problems.

13. The Manual also contains several appendices presenting ma-
terials that should be of interest to many compilers and users of balance
of payments statistics. The first of these appendices concerns the
compilation of regional statements, i.e., statements of an economy’s
economic transactions with one or more foreign geographic or
currency areas, rather than with the rest of the world as a whole. In
principle, regional statements should be constructed in such a way that,
when the separate statements for each region with which an economy
has transactions are aggregated, the resulting global statement will be
in conformity with the recommendations in the main part of this
Manual. Admittedly, the practical obstacles to pursuing this rather
straightforward objective can be quite formidable. The preparation of
regional statements has two chief aspects. First, the rules to be followed
for the attribution of transactions by region must be decided.
Appendix A describes a scheme for attribution of the sort that has been
widely employed by compilers in constructing regional statements and
discusses its implications. Second, the areas must be selected, an exercise
that poses no conceptual problems and is very much a matter to be
decided in the light of the use for which the statement is being compiled.

14. The next two appendices (B and C) compare the recommenda-
tions of the Manual with other international standards for related
statistics. Specifically, the similarities and differences between the
merchandise component of the balance of payments, on the one hand,
and the United Nations’ standard for external trade statistics and the
Customs Cooperation Council’s recommendations for customs valua-
tion, on the other hand, are explored in some detail; and some of the
balance of payments aggregates, particularly those of the current
account, are reconciled with comparable elements of the rest of the
world account in the United Nations’ A System of National Accounts.’

1United Nations, A System of National Accounts, Studies in Methods, Series No. 2,
Rev. 3 (New York, 1968).
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15. The last two appendices (D and E) summarize the results of Fund
surveys of national practices and preferences in compiling the balance
of payment statistics for merchandise trade and for direct investment,
respectively. Those items are large for virtually all countries and raise
important issues of concept, definition, and measurement. Through the
cooperation of national compilers, the Fund staff has been able to
assemble considerable information about how those statistics are
presently being compiled and about what direction future efforts to
improve them should take. The findings of these surveys have weighed
heavily in the formulation of the recommendations in the Manual on
merchandise trade and direct investment. They have also shed some
light on the probable quality and intercountry comparability of the
estimates for those items, matters that are often in the minds of users.



CHAPTER TWO

Conceptual Framework of the Balance of Payments
and Its Relationship to National Accounts

(1) Definition of the Balance of Payments

16. The balance of payments is a statistical statement for a given
period showing (a) transactions in goods, services, and income between
an economy and the rest of the world, (b) changes of ownership and
other changes in that economy’s monetary gold, special drawing rights
(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.

17. While the broad coverage of a balance of payments statement
can be deduced for the most part from the foregoing definition, a
number of borderline situations arise that can only be dealt with by the
adoption of conventions. These cases involve principally decisions as to
(a) what constitutes a transaction and (b) what changes in holdings of
foreign financial items in addition to those produced by changes of
ownership shall be covered.

18. The strict interpretation, in the national accounts sense, of a
transaction in goods, services, and income is the provision by one party
to another of a real resource of that kind. A question about whether a
transaction should be deemed to have occurred may arise, however,
when the two supposed parties constitute a single legal entity, when a
real resource is provided without an actual change of legal ownership,
or when some other change that is not a transaction in the restricted
sense produces similar economic effects. In this Manual, the term
“transaction” is often used broadly, for convenience, to refer to any
sort of change that by convention is to be shown in the balance of
payments.

19. Likewise, the balance of payments entries for changes in an
economy’s holdings of foreign financial items do not reflect exclusively
changes of ownership between a resident and a foreigner. However,

7
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they do not comprehend, at the other extreme, all changes in the
value of an economy’s holdings of such items during a given period.
What the exact coverage is to be is a matter of judgment; the
conventions recommended in this Manual are noted in section (5)
below and are specified in more detail in Chapter 17.

20. The definition of a balance of payments given above is addressed
to its conceptual scope. It makes no explicit reference to other aspects
that are equally important to deal with in the recommendation of
standards to be applied in compilation of the balance of payments. This
chapter describes the general setting within which the specific
recommendations made in this Manual have been developed, in
particular the nature of the system employed in constructing the
balance of payments statement, the delimitation of an economy, the
basic requirement for principles of valuation and time of recording, the
kinds of economic transaction that could be considered for inclusion in
the statement, and the formal relationship of the balance of payments
to the comprehensive system of national accounts, including the
international investment position. The practical implications of most of
these subjects are brought out in subsequent chapters.

(2) Double-Entry System

21. The basic convention applied in constructing a balance of
payments statement is that every transaction that is recorded is to be
represented by two entries that have exactly equal values. One entry of
each of these pairs is designated as a credit and conceived as having a
positive arithmetic sign, while the other entry is called a debit and given
a negative sign. Thus, in principle, the sum of all the positive entries is
identical to the sum of all the negative entries, and the net balance of all
the entries in the statement is zero.

22. Most entries in the balance of payments refer to transactions in
which economic values are provided or received in exchange for other
economic values; those values consist of real resources (goods,
services, and income) and financial items. The offsetting credit and
debit entries that are called for by the recording system, therefore, are
often the result of making entries whose amounts are equal for the two
items that have been exchanged. Where items are given away rather
than exchanged, or when recordings are one-sided for other reasons,
special types of entry—referred to as unrequited transfers and
counterparts, respectively—are made in order to furnish the required
offsets. The various kinds of entry that may be made in the balance of
payments are discussed in paragraphs 30-43.
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23. Under the conventions of the system, the compiling economy
records credit entries (a) for real resources denoting exports and (b) for
financial items reflecting either a reduction in the economy’s foreign
assets or an increase in its foreign liabilities. Conversely, the compiling
economy records debit entries (a) for real resources denoting imports
and (b) for financial items reflecting either an increase in assets or a
decrease in liabilities. In other words, for assets—whether real or
financial—a positive figure (credit) represents a decrease in holdings,
while a negative figure (debit) represents an increase. In contrast, for
liabilities (which can be seen as the obverse of financial assets) a
positive figure shows an increase and a negative one a decrease.
Unrequited transfers and counterparts are shown as credits when the
entries to which they provide the offsets are debits and as debits whe
those entries are credits.

24. In practice, most balance of payments statements are condensed
at least to some extent, either for statistical or for analytic reasons. The
credit and debit entries for a single kind of good, service, income, or
capital item may be either shown separately or aggregated; for
example, instead of merchandise exports (credits) and imports (debits),
a trade surplus or deficit (net credit or debit, respectively) can be
shown. In the same way, two entries that record the matching credit
and debit aspects of the same transaction can be consolidated into a
single entry whose balance is zero, in which case the transaction has in
effect been “excluded” or “omitted” from the statement. For instance,
military equipment furnished as a grant can be entered as a credit in the
merchandise item, with the matching debit for the unrequited transfer
in a different item, or military grants can be “excluded” from the
statement by offsetting the equipment against the transfer in a single,
notional item that can be suppressed because its balance is zero. The
apparent content or coverage of a statement, therefore, depends on
whether transactions are treated on a gross or a net basis. The
recommendations in this Manual specify which transactions shall be
recorded gross and which net; the resulting list of standard compo-
nents, however, can readily be condensed by further netting in a
presentation of the statement for analytic use.

25. The double-entry system of recording can be seen as con-
tributing importantly to the analytic potential of a balance of payments
statement in still another way. When the entries are divided into two
groups according to any desired criterion, the sums of the groups will
alwaysbe numerically equal with opposite sign. The behavior of one
group will somefimes furnish the explanation for that of the other
group. The choice of the characteristics to be isolated, such as
transactions undertaken for their own sake and the flows induced to
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finance them, and the relationships between the partial balances that
can be derived by this approach form the principal subjects of balance
of payments analysis.

(3) Concept of an Economy

26. As mentioned earlier, an economy is conceived as being
comprised of the economic entities that have a closer association with a
given territory than with any other territory. The balance of payments
of a given economy will record either an entity’s transactions with the
rest of the world, if the entity is considered a resident of the economy,
or an entity’s transactions with the economy, if the entity is considered
a nonresident. Because of the double-entry system, no imbalance in
the statement could arise from decisions taken about the general rules
of residence or the status of particular entities, but the types of
transaction to be recorded can be very much affected. An international
standard with respect to residence is needed, therefore, to determine
the content of items in a uniform way, as well as to promote their
intercountry comparability.

(4) Principles for Valuation and Time of Recording

27. The most suitable price at which to value an economic
transaction is by no means self-evident. For any given commodity, for
example, there may be quoted or list prices at the wholesale and retail
level; prices in commodity markets in different places; prices at which
customs duties or other taxes are levied; a price implicit in the value at
which the owner carries the commodity on his books, such as
production cost, acquisition cost, replacement cost, or transfer cost
between affiliates; or the purchase or sale price realized in an effective
transaction.

28. A uniform principle of pricing must be used throughout the
balance of payments for reasons such as the following: the statement
will not be in balance unless the credit and debit aspects of each
recorded transaction, which in practice may be derived independently
from separate sources, are valued at the same price; the statements for
different economies will not be comparable unless both partners adopt
the same principle; and the figures can be misinterpreted by the user if
they are not all based on a consistent, specified principle. The national
accounts in general face similar problems, and the universal solution
has been to adopt the principle of basing values on market prices or
their equivalents. The definition and description of market prices are
the subject of Chapter 4.
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29. The time as of which a transaction is to be recorded is also of
importance for the same reasons. In addition to a variety of prices, the
existence of several relevant dates is entirely possible, such as the time
of contract or commitment, shipment of goods, delivery of goods,
customs clearance, performance of services, accrual of income, and
payment. The choice of the time for recording even has some effect on
the coverage of the statement; the entries for trade credits, for
instance, that may appear in a statement reflecting changes of
ownership will be lacking in one where the time of recording is linked
to actual payments. The Manual’s recommendation of a principle that is
consistent with the time that ownership changes is again in agreement
with the national accounts.

(5) Types of Transaction

30. The balance of payments is a record of what has taken place
during a given period, in contrast to a statement of the situation on a
certain date; it thus refers to changes, i.e., transactions in a
comprehensive sense. Broadly speaking, the changes in economic
relationships that the balance of payments registers stem primarily from
dealings between two parties; these parties are usually a resident and a
nonresident, and all dealings of this kind are covered in the balance of
payments. In addition, however, changes fitting the same description
can also come about in other ways, and some of them have traditionally
been shown in the balance of payments. The recommendations as to
the entries that actually should be included are embodied in the list of
standard components (Chapter 8) and are spelled out in detail from
Chapter 9 onward. The objective of these recommendations is to
simplify the balance of payments by not extending its coverage in
practice beyond what is considered relevant for particular kinds of
analysis. It may be said, in very general terms, that the most prevalent
type of change described below that is actually omitted is valuation
changes in financial items, although such changes in reserves are shown
as supplementary information.

31. Despite its name, the balance of payments is concerned not with
“payments” as that term is generally understood but with “trans-
actions” of the kind enumerated below. A number of international
transactions that are of interest in a balance of payments context may
not involve the payment of money, and some are not paid for in any
sense. This inclusion of transactions in addition to those matched by
“payments” constitutes a principal difference between a balance of
payments statement and a record of foreign payments.
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(a) Exchanges

32. The most numerous and important of the types of transaction
found in the balance of payments are ones in which a transactor
(economic entity) provides an economic value to another transactor
and receives in return an equal value. These transactions may be
characterized as exchanges. The two parties to such an exchange are
residents of different economies or at least are not both residents of the
economy that is the debtor for a financial item in which they are
dealing. The things that are considered to have economic value and
that can be provided by one economy to another may be categorized
broadly as real resources (goods, services, income) and financial items.
The provision of a financial item may involve not only the change of
ownership of an existing claim or liability but also the creation of a new
one or the cancellation of an existing one. Moreover, the terms of a
contract pertaining to a financial item (e.g., its contractual maturity)
may be altered by agreement between the parties; a situation of this
sort is equivalent to the fulfillment of the original contract and its
replacement by one with different terms. All exchanges of these kinds
are to be covered in the balance of payments. The foregoing
description, however, is not sufficient in itself to establish in all cases
whether a transaction is to be regarded as an exchange, since the exact
delineations of what constitutes an entity, an economic value, and the
provision of such a value derive in part from specific conventions that
have been adopted.

(b) Unrequited transfers

33. Transactions involving unrequited transfers differ from ex-
changes in that one transactor provides an economic value to another
transactor but does not receive a quid pro quo on which, according to
the conventions and rules adopted for the system, economic value is
placed. This value that is lacking on one side is represented by an entry
referred to as an unrequited transfer. The distinction between an
unrequited transfer on which no economic value is placed and a service
or income item (which is also nonfinancial and intangible) having
economic value is largely a matter of convention and is not based on
any principles or criteria that can be stated unambiguously in general
terms. The provision and receipt of economic values without a quid pro
quo are to be shown in the balance of payments.

(c) Allocation of special drawing rights

34. The allocation or cancellation of special drawing rights resembles
the previous category involving unrequited transfers in that a resident
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acquires or gives up a financial asset but does not exchange it for
anything having economic value. It differs from the definition of an
unrequited transfer, however, because only one party, the resident, is
involved and thus no transfer of the asset from one entity to another
can be said to occur. The allocation (credit) or cancellation (debit) itself
forms the counterpart that matches the increase (debit) or decrease
(credit), respectively, in holdings of the asset. These items are recorded
in the balance of payments.

(d) Monetization of gold

35. The monetization or demonetization of gold is another unique
case, which is similar to, but in principle not identical with, the
allocation or cancellation of special drawing rights. Gold is a
commodity that may also be regarded virtually as a foreign financial
asset when it is held by the central authorities, since it has been so
readily usable in place of a claim on a foreigner or in acquisition of such
a claim. A change in the way in which a given stock of gold is regarded
may thus bring about an apparent change in an economy’s foreign
financial assets. Such a change is to be shown in the balance of
payments, together with a counterpart for monetization (credit) or
demonetization (debit) that matches the respective entry for an
increase (debit) or decrease (credit) in holdings of the financial asset.
This phenomenon may occur, in principle, even when only a single
economic entity—specifically, an agency of the central authorities—is
involved. It may be noted in passing that, unlike the allocation or
cancellation of special drawing rights, the monetization or demoneti-
zation of gold does not affect the national wealth of the economy
which owns it except to the extent that the same gold may be assigned a
different value as a commodity from that which it has as a financial
asset.

(e) Territorial change and migration

36. Since an economy is defined in terms of the economic entities
associated with its territory, the scope of an economy is likely to be
affected by a change either in its territory or in the entities that are
associated with it.

37. A change in jurisdiction over a given territory results in a change
in the status of any entities associated with that territory, from
residents to nonresidents with respect to the old economy and from
nonresidents to residents with respect to the new economy. The net
amount of real resources and capital that the old economy can be said
to be providing to the new economy is equal to the net worth of the
entities whose status has changed. Therefore, if the real resources and
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capital that an economy provides to or receives from the rest of the
world because of a change in its territory were to be recorded, a
counterpart reflecting the transfer of net worth would also be needed to
balance the statement; by convention, however, the balance of
payments excludes both of these offsetting entries.

38. In migration, the residence of an individual is considered to have
changed from one economy to another because the person concerned
has moved his abode. Such a change in the body of individuals that
comprise an economy has the same effects as a territorial change on
each of the economies affected. In either case, certain movable
tangible assets owned by the migrant are in effect imported into the
new economy; the migrant’s nonfinancial intangible assets issued by
the old economy and his immovable and certain movable tangible
assets located in the old economy become claims of the new economy
on the old economy; the migrant’s claims on or liabilities to residents of
an economy other than the new economy become foreign claims or
liabilities of the new economy; and the migrant’s claims on or liabilities

to residents of the new economy cease to be claims on or liabilities to
" the rest of the world for any economy. The net sum of all these shifts is
equal to the net worth of the migrant, which must also be recorded as
an offset, if the other shifts are recorded; the entries are in fact made in
the balance of payments, where the offset is conventionally included
with unrequited transfers rather than shown as a counterpart.

(f) Reclassification of claims and liabilities

39. The classification of financial items in this Manual reflects
characteristics that are designed to bring out the motivation of the
creditor or debtor. These intentions can change from time to time,
thereby affecting the characteristics, and financial items are subject to
reclassification in accordance with such changes. Two main cases in
point are the distinction drawn between direct investment and other

- kinds of capital and that between reserves and other kinds of capital.
For example, several independent holders of portfolio investment in
the form of corporate equities issued by a single enterprise abroad may
form an associated group in order to have an effective voice in the
management of the enterprise on a lasting basis; their holdings will
then meet the criteria for direct investment, and the change in the
status of the investment could be recorded as a reclassification.
Similarly, claims on foreigners can come under or be released from the
direct and effective control of the resident authorities, in which case a
reclassification between reserves and nonreserve capital ensues. The
decision for the balance of payments has been to record the
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reclassification of financial items only when the reclassification affects
reserves.

(g) Valuation changes

40. The value of real resources and financial items is constantly
subject to change. That change may stem from either or both of two
causes. (i) The price at which transactions in a certain type of item
customarily take place may undergo alteration in terms of the currency
in which that price is quoted. (ii) The exchange rate for the currency in
which the price is quoted may change in relation to the unit of account
that is being used. The changes in value that accrue to the account of a
given economic entity are those -on assets that it has contracted to
acquire but has not yet contracted to dispose of again, which are not in
all cases those that it owns at a given time. Specifically, such accruals
include those on assets that have not yet been delivered to the entity
which has contracted to acquire them and exclude those on assets that
the entity has contracted to dispose of but has not yet delivered.
Valuation changes are by convention not included in the balance of
payments, although supplementary information on such changes is
given with respect to financial items in the category for reserves.

41. When the change of ownership under a contract actually occurs,
the transaction is to be shown in the balance of payments at the market
value which the item has under that contract. That value, of course,
reflects any price changes which affected the value of the item up to
the time that the contract was made. The balance of payments,
therefore, includes the realization of capital gains or losses resulting
from valuation changes that accrued from the time that a contract was
made to acquire an asset until a contract was made to dispose of it.

42. The difference between the realization of capital gains and losses,
which is to be included in the balance of payments, and the valuation
changes themselves, which are not to be included, is illustrated by the
following example. A financial asset is purchased for 10 units of account
(U), and its market value equivalent rises to U 15 during the same
recording period. The transaction to be shown in the balance of
payments is the purchase (U 10), even though the increase in holdings
from the beginning to the end of the period is U 15, U 5 of which being
a valuation change. To continue the example, if the asset were instead
to be sold again for U 15 before the end of the period, the transactions
to be entered in the balance of payments would amount to a net sale of
U 5, which reflects the realization of the capital gain. The value of
holdings, however, would show no net change, being nil at both the
beginning and end of the period. Once more, the difference of U 5
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position. When an economy provides real resources to the rest of the
world on a net basis, and does not simply give such resources away, it
acquires financial assets that are considered to have an equivalent
value. The net provision of real resources over time, exclusive of those
provided as unrequited transfers, is thus mirrored by the stock of
financial items that has been accumulated. The value of that stock may
also be affected by the other factors, such as changes in price, that are
referred to collectively in the national accounts as revaluation or
reconciliation items. A balance sheet showing the size and composition
of the stock as of a given date is known as the international investment

position.

50. The holdings of financial items that are depicted as the
international investment position consist of claims on nonresidents,
liabilities to nonresidents, monetary gold, and SDRs. Under the
conventions of this Manual, land and other immovable tangibles
(except structures owned by extraterritorial bodies; see paragraph 56)
are considered always to belong to an economic entity of the economy
in whose territory they are located, and nonfinancial intangible assets
to belong to the economy that issued them. Therefore, a nonresident
owner is shown as owning, instead of a nonfinancial asset of those
kinds, a claim on some resident entity to which the ownership of such
assets is attributed. In the same way, mobile equipment that operates in
the territory of any economy for as much as a year is considered always
to belong to that economy. In contrast, all other nonfinancial assets are
stocks of the economy of which their owner is a resident, regardless of
where they may originally have been produced or formerly owned and
where they may presently be located. The foreign asset stock of an
economy thus consists entirely of financial items, and this same stock
can also be interpreted as the international investment position.

51. The balance of payments deals with virtually the same financial
assets as the SNA and incorporates all the changes that result from the net
provision of real resources to the rest of the world. The balance of
payments also includes some of the changes in the value of claims and
liabilities that are produced by what are classified in the SNA as
revaluation or reconciliation items. In order to reconcile the change in
the international investment position from the beginning to the end of
a period with the capital account entries in the balance of payments for
that period, those reconciliation items that have been omitted from the
latter must be taken into account. The difference between an
economy’s claims on nonresidents, monetary gold, and SDRs, on the
one hand, and its liabilities to nonresidents, on the other hand,
conceptually represents the net worth of the economy arising from its
relationship with the rest of the world.



CHAPTER THREE

Residents of an Economy

(1) Definition of Residents

52. The residents of an economy comprise the general government,
individuals, private nonprofit bodies serving individuals, and enter-
prises, all defined in terms of their relationship to the territory of that
economy. Included with the territory of an economy are its territorial
seas and those international waters beyond its territorial waters over
which the economy has or claims to have exclusive jurisdiction;
overseas territories and possessions may or may not be regarded as
separate economies.

53. The concept of residence underlying the definitions and rules
adopted for this Manual is intended to be essentially the same concept
that is used in the United Nations’ A System of National Accounts
(SNA). The following discussion concentrates on elaborating the
aspects of residence that are especially pertinent in a balance of
payments context; in particular, it defines the residence of entities in
terms of the sectors or parts thereof that are relevant in applying the
classification scheme recommended in Chapter 8. Any differences from
the wording of the corresponding passages in the SNA should not be
taken as recommending a different coverage for the residents of an
economy.

(2) General Government

54. The general government agencies that are residents of an
economy include all departments, establishments, and bodies of its
central, state, and local governments located in its territory and the
embassies, consulates, military establishments, and other entities of its
general government located elsewhere.

55. The general government of an economy covers all agencies of
the public authorities not classified elsewhere: (a) government depart-
ments, offices, and other bodies, irrespective of whether they are
covered in ordinary or extraordinary budgets, or in extrabudgetary
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funds, that engage in administration, defense, and regulation of the
public order, promotion of economic growth and welfare and
technological development, provision of education, health, cultural,
recreational, and other social and community services free of charge or
at sales prices that do not fully cover their costs of production; (b) other
nonprofit organizations serving individuals or business enterprises that
are wholly, or mainly, financed and controlled by the public authorities
and nonprofit organizations primarily serving government bodies
themselves; (c) social security arrangements for large sections of the
community imposed, controlled, or financed by the government,
including voluntary social security arrangements for certain sections of
the community and pension funds that are considered to be part of the
public social security schemes; (d) unincorporated government enter-
prises that mainly produce goods and services for the government itself
or that primarily sell goods and services to the public, but that operate
on a small scale; and (e) public saving and lending bodies that are
financially integrated with a government or that lack the authority to
acquire financial assets or incur liabilities in the capital market.

56. Embassies, consulates, military establishments, and other entities
of a foreign general government are to be considered as extraterri-
torial by the economy in which they are physically located. The
construction of embassies, structures, and other works in extraterri-
torial enclaves by resident producers of the economy in which the
enclaves are located is part of the production and exports of that
economy. Wages and salaries paid to locally recruited staff of foreign
diplomatic, military, and other establishments are payments to
residents of the economy in which these establishments are located.

57. International bodies that do not qualify as enterprises (see
paragraph 63), comprising most political, administrative, economic,
social, or financial institutions in which the members are governments,
form part of foreign general government for balance of payments
purposes. Such bodies are not considered residents of any national
economy, including that in which they are located or conduct their
affairs. The employees of these bodies are, nevertheless, residents of a
national economy, specifically, of the economy in which they are
expected to have their abode for one year or more. In most cases, that
economy will be the one in which the given international unit is
located or in which the employees are engaged in technical assistance,
peace keeping, or other activities on behalf of the international
organization. It follows that the wages and salaries paid by the
international organizations to their own employees are payments to
residents of the economy in which those employees are stationed for
one year or more.
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58. In contrast, enterprises that are owned jointly by two or more
governments are not treated as international bodies but are, like other
enterprises, considered to be residents of the economies on whose
territories they operate.

(3) Individuals

59. The concept of residence adopted for individuals is designed to
encompass all persons who may be expected to consume goods and
services, participate in production, or engage in other economic
activities in the territory of an economy on other than a temporary
basis. These are the persons whose general center of interest is
considered to rest in the given economy.

60. In particular, the resident individuals of an economy are
considered to comprise all persons living within the territory of the
given economy except the following:

(a) visitors (tourists), i.e., persons in the given economy for less than
one year, specifically for recreation or holiday, medical care, religious
observances, family matters, participation in international sports
events and conferences or other meetings, and study tours or other
student programs;

(b) crew members of vessels or aircraft who do not live in the given
economy but who are stopping off or laying over there;

(c) commercial travelers who are to be in the given economy for
less than one year and employees of nonresident enterprises who
have come to the economy for less than one year for the purpose of
installing machinery or equipment purchased from their employer;

(d) employees of foreign governments and international bodies
who are on a mission of less than one year in duration;

(e) official diplomatic and consular representatives, members of the
armed forces, and other government personnel of a foreign economy
(together with their dependents) who are stationed in the given
economy;

(f) seasonal workers, i.e., persons who are, and will be, in the given
economy explicitly for the purpose of seasonal employment only.

61. The categories of individual enumerated above are to be
considered residents of the economy in which they normally live, that
is, have their general center of interest. Border workers—persons who
cross the border between two economies daily, or slightly less
frequently but regularly, because they work in one economy but have
their abode in the other economy—are residents of the economy in
which they have their abode, not of the economy in which they are
employed.
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(4) Private Nonprofit Bodies Serving Individuals

62. All private nonprofit bodies classed as serving individuals are
resident economic entities of the economy in whose territory the
bodies are located or conduct their affairs. Such bodies are not
entirely, or mainly, financed and controlled by organs of general
government, and they furnish educational; health, cultural, recre-
ational, and other social and community services to individuals either
free of charge or at sales prices that do not fully cover their costs of
production.

(5) Enterprises
(a) General definition

63. Resident enterprises are the actual or notional units that engage
in (i) production of goods and services on the territory of a given
economy, (ii) transactions in land located within the territory of that
economy, or (iii) transactions in leases, rights, concessions, patents,
copyrights, and similar nonfinancial intangible assets issued by the
government of that economy.

(b) Types of enterprise

64. Enterprises are either privately owned and/or controlled or
publicly owned and/or controlled and include both monetary and
nonmonetary institutions.

65. Private enterprises include (i)incorporated enterprises, e.g.,
corporations, joint stock companies, limited liability partnerships,
cooperatives, or other forms of business association recognized as
independent legal entities by virtue of registration under company
and similar acts, laws, or regulations; (ii) unincorporated enterprises,
including those owned by nonresidents; and (iii) nonprofit institutions
and associations mainly serving business enterprises and entirely, or
mainly, financed and controlled by them. The private monetary
institutions are deposit money banks, i.e., banks having liabilities in
the form of deposits payable on demand that are transferable by
check or otherwise usable in making payments; such banks may
alternatively be characterized as the commercial institutions whose
demand deposit liabilities are important or form a large proportion of
their total liabilities.

66. Public enterprises are (i) public corporations (incorporated by
virtue of company acts or other public acts, special legislation, or
administrative regulations) that hold and manage the financial assets
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and liabilities, as well as the tangible and nonfinancial intangible
assets, involved in their business, and (ii)large, unincorporated
government enterprises; both types sell to the public most of the
goods or services they produce. The principal public monetary
institution is usually the central bank, which is the publicly owned
and/or controlled monetary authority; it issues currency and some-
times coin, and is commonly the chief holder of the international
reserves of the country. The central bank also has liabilities in the form
of the demand deposits of other banks and often of the government.
“ Other public monetary institutions are deposit money banks.

(6) Special Implications of Definition of an Enterprise
(a) Breakup of single entities

67. The general rule governing the determination of the residence
of enterprises (see paragraph 63) often makes it necessary to divide a
single legal entity (e.g., a parent company operating in one economy
and its unincorporated branch operating in another economy) or a
single establishment (e.g., a pipeline or railway spanning the territory
of two or more economies) into two or more separate enterprises.
Each of these enterprises is to be regarded as a resident of the
economy on whose territory its operations are carried out. The costs
and proceeds of the separate units are to be calculated as if the units
bought and sold at market prices, even though some, most, or all of
what they receive from or transfer to the other units of the complex of
which they form a part may be omitted from their records or entered
only at a nominal value. The balance of payments entries should reflect
the allocation to each member of the complex of an appropriate share
of any common operating costs, including head office expenses and
charges in respect of mobile equipment. The net income of the units
should be shown as accruing to the economy where the head office is
located.

(b) Mobile equipment

68. Situations involving mobile equipment—for instance, aircraft,
ships, highway and railway rolling stock, fishing vessels, and gas and
oil drilling rigs—often seem to present problems of residence. These
problems, however, can be partly illusory; it must be kept in mind that
it is not the residence of the mobile equipment that is to be decided
but rather the residence of the enterprise that employs the equipment
in its productive activities. The resident status of all enterprises is in
fact to be governed by the same rule (see paragraph 63), whether
the capital equipment that they use is immovable or mobile; an
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enterprise is a resident of the economy on whose territory it engages
in production.

69. Mobile equipment thus presents a problem of principle—in the
sense that the residence of the enterprise operating it cannot logically
be inferred from the above rule—only when it is used in production
outside the territory of any national economy, i.e., in international
waters or air space. Mobile equipment that merely moves between
the territories of two or more economies should, in accordance with
the above rule, be regarded as being operated by a separate
enterprise in each of the economies where it is used in production. As
a practical matter, however, equipment that moves frequently be-
tween the territories of various economies also poses a problem very
similar to that of equipment used in international waters or air space.
Therefore, a supplementary rule of thumb to deal with both of these
cases is recommended in this Manual. This rule is that mobile
equipment that is operated on more than one national territory
during the course of a year, or outside any national territory, is to be
attributed to a single enterprise with a determinate residence. That
enterprise is considered to be the operator for aircraft, ships, highway
and railway rolling stock, fishing vessels, gas and oil drilling rigs, or
other mobile equipment that is not used for production primarily on
the territory of any one economy for as much as a year or is used in
international waters or air space.

70. In the decision on the residence of an enterprise conceived in
accordance with the above rule, attention should be given to such
attributes as the flag of registration of the equipment, the economy of
incorporation of the company directing its operations, the residence
of the owners of that company, and for an unincorporated enterprise
the residence of the entity responsible for its operations. In addition,
such circumstances as the fact that the equipment is subject to the
laws, regulations, and protection of a particular economy, or that it is
linked more closely to one economy than to others, could if necessary
be taken into account.

71. In rare instances, considerations such as those in the preceding
paragraph could point to more than one economy as being the
residence of the enterprise operating, say, a transportation system or
fishing fleet. In the case of an enterprise of that sort which is jointly
organized and owned by residents of more than one economy, its
transactions should be attributed to enterprises in the economies of
each of its owners in proportion to the owner’s share in the financial
capital of the joint enterprise.
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(c) Agents

72. Without exception, a transaction should be attributed to the
economy of the principal on whose behalf a transaction is undertaken
and not to the economy of the agent representing or acting on behalf
of that principal. However, the services rendered by the agent to the
enterprise he represents should be attributed to the economy of
which the agent is a resident.

(d) Residence of enterprises engaged in installation

73. Problems of defining the residence of an enterprise are
encountered where employees of a resident enterprise of an economy
go abroad in order to install machinery or equipment that the
enterprise has sold to nonresidents. In these instances, the installation
services should be considered to be services that have been provided
by the resident enterprise to a nonresident if the work of installation is
carried out entirely, or primarily, by the employees in question and
they complete the installation in less than one year. However, if a
significant portion of the work of installation is performed by residents
of the economy where the machinery or equipment is installed, the
work of installation is likely to be substantial and will probably take a
significant time to complete. Such services should then, in principle,
be attributed to an enterprise resident in that economy.

(e) Leased goods

74, The general rule determining the residence of an enterprise
applies whether it is using its own or leased capital goods. If such
goods have been obtained under a financial leasing arrangement, the
rule for determining the attribution of ownership of those goods
should also be consulted (see paragraph 217).



CHAPTER FOUR

Valuation

(1) Concept of Market Price and Market Transactions

75. In common with the national accounting convention, balance of
payments accounting employs a uniform system for pricing hetero-
geneous transactions in real resources and financial claims, so as to
permit aggregation and intercountry comparison of the figures. As
market prices are widely used in making resource transfers, the
recommendation of this Manual is that they likewise be used for
valuing transactions. The application of the market-price principle
admittedly may give rise to major practical problems, both because of
the large number of individual transactions whose values as originally
reported could be in need of adjustment and because of the
difficulties in devising suitable equivalents of market prices for those
transactions that have not actually been market transactions. None-
theless, no other principle of pricing adequately serves to measure the
economjc value of the resources transferred between economies inan
equally meaningful way. It would not be appropriate, therefore, for
this Manual to recommend for purely pragmatic reasons that some
principle other than market price be adopted as the international
standard.

76. Market price in the national accounts sense is conceived as the
amount of money that a willing buyer pays to acquire something from
a willing seller, when such an exchange is one between independent
parties into which nothing but commercial considerations enter.’ Any
market price thus strictly refers only to the price for one specific
exchange under the stated conditions, and the second exchange of an
identical unit even under circumstances that were almost exactly the
same in every respect could conceivably have a different market price.
A market price defined in this way is to be clearly distinguished from a
price quoted in the market, a world market price, a going price, a fair

1This formulation of the concept is a paraphrase of the definition given in United
Nations, Draft International Guidelines on the National and Sector Balance Sheet and
Reconciliation Accounts of the SNA, E/CN.3/460 (July 24, 1974), para. 7.5.

26



VALUATION / 27

market price, or any price of that kind which is intended to express
the generality of prices for a class of supposedly identical exchanges
rather than the one price actually applying to a given exchange.
Furthermore, a market price should not necessarily be construed as
equivalent to a “free market price,” i.e., a market transaction should
not be interpreted as occurring exclusively in a purely competitive
market situation. In fact, it could take place in a monopolistic,
monopsonistic, or any other market structure. Indeed, the market may
be so narrowly defined as to consist of the sole transaction of its kind
between independent parties.

77. The notion of a market situation that stems from the definition
above presupposes the absence of any affiliation or relationship
between the parties to a particular transaction. In itself, this constitutes
a sufficient condition for a particular transaction to be described as
market oriented. The criterion of independence between transactors
has been defined negatively as follows: “Two persons shall be deemed
to be associated in business with one another if, whether directly or
indirectly, either of them has any interest in the business or property of
the other or both have a common interest in any business or property
or some third person has an interest in the business or property of both
of them.”2

(2) Transactions That May Lack an Actual Market Price

78. Although the conditions needed for establishing a market price
according to the definition actually exist in at least a majority of cases
with which the balance of payments is concerned, many important
situations are encountered in which one or more of the essential
elements are lacking. The following are examples of common
circumstances under which a market price in its literal sense cannot be
assumed to be determined:

(a) an exchange of goods directly for other goods instead of for an
amount of money, i.e., barter;

(b) a transaction that occurs despite the fact that one party does not
enter into the transaction “willingly,” e.g., tax payments;

(c) a transaction in which a supposed buyer and seller are the same
entity from a legal standpoint but constitute separate entities under
balance of payments conventions, e.g., a branch and its parent
enterprise;

(d) a transaction between separate legal entities that are not
independent, e.g., affiliated enterprises;

(e) a transaction in which a legal change of ownership between the
two parties involved does not actually occur, e.g., goods transferred ®
under a financial lease arrangement; and

2Customs Cooperation Council, Brussels Definition of Value, Articlell.
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(f) a transaction undertaken for other than purely commercial
considerations (i.e., one containing at least some element of a gift or
grant), often one involving a private nonprofit entity or a general
government body as one or both parties.

79. The circumstances enumerated above are by no means mutually
exclusive. In any particular case, a market price may fail to exist
because more than just one of the conditions necessary to establish it
are absent.

(3) Market Price Equivalents

80. For purposes of balance of payments recording, therefore, it is
sometimes necessary to resort to the expedient of developing proxies,
or substitute measures, for market prices in those cases where no
actual market prices have been set.

81. A customary approach is to construct such prices by analogy
with known market prices that have been established under condi-
tions that are considered to have been essentially the same. For
example, if a buyer and a seller of given commodities customarily deal
at a price reflected by some standard market quotations, those
quotations could reasonably be used to value a barter exchange of the
commodities between two such parties. Care must be taken, however,
to limit this approach to those transactions to which it is really
applicable. Transactions that are superficially alike may, in fact, be
subject to implicit or concealed factors which strongly affect the value
that should be placed on them.

(4) Affiliated Enterprises

82. As indicated above, transactions between affiliated enterprises
integrated under the same management cannot necessarily be taken as
market transactions because of the lack of independence among the
parties to the exchange. But whether or not the transactions portrayed
in the books of the enterprises actually reflect market values can only
be judged for each individual enterprise. On the one hand, to the
extent that a group of affiliated enterprises desires to allocate its gross
earnings in a realistic fashion among its separate units, bookkeeping
practices would have to reflect market-related pricing for all purchases
and sales by the units. In that situation, the view might reasonably be
taken that the pricing adopted for bookkeeping purposes, often
referred to as transfer pricing, is no different from or, alternatively, is
equivalent to market valuation. On the other hand, transfer pricing not
based closely on market considerations could be expected to be
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common among affiliated enterprises conducting business across
national boundaries, since disparities between the taxes and regula-
tions imposed by different governments are a main factor in
management decisions on the optimum allocation of profits among
units. In those circumstances it cannot be presumed that the mode of
valuation adopted will accurately reflect economic relationships, e.g.,
the ratio of income to capital. Where the distortions are large, the
replacement of book values with market value equivalents is desirable
in principle.

83. The attempt to substitute market values for book values,
however, raises questions of procedure and the choice of appropriate
pricing measures intended for such a revaluation. Indeed, a value
approximating the market price will frequently be difficult to estimate.
The value to be placed on transactions among affiliated units is not
necessarily equal even to the market price for any similar transactions
of those units with outside parties, as by definition market prices are
established in response to the demand and supply conditions
prevailing in each specific market. Commodities that were otherwise
physically indistinguishable might be viewed differently from a market
standpoint and therefore have different market prices. For example,
goods transferred to an affiliate might represent components but if
sold to outside parties could constitute spare parts.

84. In determination of how far a transfer price deviates from or
approximates a market price, the relevant comparison is not neces-
sarily between the book value for the transfer of something from one
affiliate to another and the market price for the sale of the same thing
by an affiliate to an outsider. One way in which a transfer between
affiliates may be evaluated is from the standpoint of its relative
position in the chain of production extending to the point where a
sale to an independent party actually takes place. The comparison
could be made in terms of costs embodied up to that stage of
production, and therefore a transfer price that did not seem
commensurate with the cost of production which was incurred up to
that stage would probably not be an adequate proxy for a market
price. If the transfer price covered the cost of production, it could be
accepted as a suitable proxy for a market price even though it was
different from the price charged for similar exchanges between the
affiliate and an independent party. The information on production
cost available in the books of an affiliate may itself, of course, be
affected by the use of transfer pricing for the input of goods and
services acquired from its affiliates.

85. The exchange of commodities between affiliated enterprises
may often be one that does not usually figure in an exchange between
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independent parties (for example, specialized components that are
usable only when incorporated in a finished product). Similarly, the
exchange of services, such as management services and technical
know-how, may not have a near equivalent in the types of transaction
in services that usually take place between independent parties. The
determination, for transactions between affiliated parties, of a value
comparable to the market value may be very difficult, therefore, and
compilers may have no other choice in practice but to accept a
valuation in terms of explicit costs incurred in production or any other
values assigned by the enterprise. Such values will probably not be
entirely arbitrary, as the tax, customs, exchange control, and other
public authorities usually exercise some influence over the accounting
practices of these enterprises in order to put their activities on the
same footing with regard to government regulations as activities
between independent enterprises.

86. Since balance of payments accounting is based on the axiom of
double entries, the implication is that any revaluation should in
principle be applied consistently in the statement (see section (8),
below). If, for example, the book value of merchandise shipped from
a direct investment enterprise to its parent has to be replaced by a
market-value equivalent, the double-entry rule requires, at least in
principle, that the income and/or capital flows on direct investment
also be adjusted by the same amount.

(5) Noncommercial Transactions

87. One important category of transaction that, by definition, is
noncommercial and thus has no market price comprises the provision
of economic values whose offset constitutes an unrequited transfer. In
such transactions, one party provides nothing on which an economic
value is placed in return for a real or financial asset received from the
other party. Other transactions in addition to outright gifts may take
place at an implied price that includes some element of grant or
concession, so that those prices also are not market prices. Examples of
such transactions could include exchanges of goods negotiated
between governments and government loans bearing interest rates that
are lower than would be consistent with the grace and repayment
periods or other terms for purely commercial loans. Transactions by
general government bodies and private nonprofit entities, which are
not construed as being engaged in purely commercial undertakings,
are often subject to noncommercial considerations. Unrequited
transfers may also be provided or received, however, by other sectors
of the economy.
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88. For real resources handed over by the government or private
nonprofit institutions of an economy to nonresidents without a quid
pro quo, consideration of symmetry demands that the same values be
reflected in the balance of payments of both the recipient and the
donor. In conformity with the procedure adopted in the national
accounts, such resources should be valued with reference to the
explicit costs incurred in their provision.? Transfers in kind by
individuals should also be expressed in terms of the cost incurred in
their provision. Imputations made in this way may not always
approximate the desired basis of valuation, particularly since the
values of noncommercial transactions as they appear to the donor will
often be quite different from those that the recipient would be
inclined to impute. It is suggested, as a rule of thumb, that the values
assigned by the donor be used as a basis for recording.

(6) Financial Items

89. Changes in financial assets should be recorded in the balance of
payments at the values underlying their acquisition or disposition. For
financial items that are traded in an organized market, with the buyer
and seller dealing with each other through an agent, the price
established in the market—which will probably be the one that is
recorded in the statistics in any case—will meet the definition of a
market price for purposes of the balance of payments. For financial
items not traded in the market, however, the application of the
concept of market price may not be so apparent. In fact, cash items,
i.e., those that can be redeemed on demand at their face value, have
only one value which could be assigned for any purpose, so that this
value could be regarded as the actual market price. The market price
that is to be imputed to nonmarketable financial items, which are
primarily loans in one form or another, is their face value.

(7) Problem of Uniformity

90. Charges and costs of various kinds that arise as a minor
concomitant to transactions are sometimes considered to be included
in the value of those transactions—especially if they are covered in the
same contract—and at other times to constitute separate, additional
transactions. Who presents the bill to whom for these charges is often
dictated by trade practice, legal requirements, institutional arrange-

3The assignment of values in terms of explicit costs is consistent with the valuation in
the SNA of the output of government and private nonprofit services that are
characteristically not marketed. (United Nations, A System of National Accounts; see
paragraph 6.71 concerning the valuation of goods and services that represent payments in
kind of wages and salaries.)
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ments, and similar factors that vary from country to country and with
the kind of transaction. The distributive services associated with
merchandise are a main case in which differences in practice could be
important. This Manual’s rules for achieving a degree of uniformity in
the recording of distribution costs are set out in some detail in
Chapters 10 and 11.

91. Taxes, duties, subsidies, rebates, discounts, and the like are
another principal form of incidental cost (positive or negative) that
either may be included in a transaction and taken into account in
establishing its market value or may give rise to a separate transaction.
When no other convention is specified (see, for example, para-
graph 246), the recommendation is that the balance of payments entry
should be the same in either case. Specifically, a tax, subsidy, or similar
incidental charge on a transaction that can be said to be paid by a
resident of one economy to a resident of another economy should
always be included as part of the value of the transaction, whether such
a charge is explicitly or implicitly covered in the contract or is payable
separately. When not covered in the contract, a tax or duty should be

added to the contract value, whereas a subsidy, rebate, or discount
should be deducted.

(8) Consistency of Valuation for Interrelated Entries

92. A practical issue that may confront the balance of payments
compiler is whether it is always preferable to adjust the statement to
reflect market values when the size of the adjustments is substantial and
a suitable means for making them can be devised. Two somewhat
different situations are commonly met with in which this issue may
arise.

93. First, the available data on the international transactions of a
particular entity may be valued in a consistent way, but the underlying
prices that have been used for compiling the reported data may be
transfer prices (not based closely on market considerations) rather than
market prices. The figures provided by the domestic affiliate of a foreign
company, for example, might be based on such transfer prices. Views
differ about whether adjustments are advisable under these circum-
stances.

94. Second, it is sometimes possible to make adjustments for
valuation to items in only one or a few specified categories. An
important standard component for which the valuation applied in the
underlying statistics can occasionally be questioned is merchandise. A
sampling of customs documents or a detailed comparison of the
figures with partner country data may lead a compiler to conclude
that at least certain kinds of goods are not valued at a reasonable
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approximation of market values. Similarly, exchange records for goods
may be subject to systematic overinvoicing or underinvoicing as a
means of concealing capital movements. If other categories in the
balance of payments have been valued consistently with the trade
figures, the correction of those figures alone would be reflected in the
residual item for net errors and omissions.

95. In support of the view that valuation adjustments are not usually
warranted in these situations, it is argued that the use of figures valued
from period to period on a consistent basis, even if that basis is not
market valuation, will probably not produce any serious distortion of
comparisons over time. Moreover, it is contended, the idea of a
notional market value, to be adopted when the conditions that give rise
to an actual market value are absent, is not very appealing, especially
when the data needed to make the adjustment can be obtained only at
considerable cost; a book value at least represents the value that the
transactor has in fact assigned to the transaction and in most cases is
readily available. Finally, the introduction of valuation inconsistencies is
sometimes considered to be an undesirable practice because it
produces net errors.

96. On the other side, it can be said that the use of values other
than market values tends to misrepresent the relationship between the
various components in the same statement and between the same
items in the statements for different countries. In addition, the whole
system of national accounting is predicated on valuation at market
price or its equivalent; the fact that other values may pragmatically be
adopted in other contexts is irrelevant. And finally, it can be pointed
out that weaknesses in the statistics for certain components are rightly
reflected in the item for net errors and omissions rather than
concealed by allowing compensating errors in other components.

97. The general recommendation of this Manual is that any
valuation adjustment should be made that will serve to bring the
individual series in question closer in concept to market value, even in
situations where the corresponding adjustments of related series are
not possible. This recommendation, however, is not meant to be a
blanket endorsement for the substitution of notional market values for
reported values in a haphazard way. As the foregoing discussion in this
chapter attempts to make clear, the selection of the best equivalents of
market values as replacements for book values is an exercise calling for
cautious and informed judgment. In most cases, sample surveys,
contacts ‘with enterprises and government agencies engaging in
international transactions on a large scale, exchanges of information
between compilers in partner countries, or similar statistical research
will be needed to provide the basis for arriving at such a judgment.



CHAPTER FIVE

Time of Recording

(1) Recommended Timing

98. To achieve a simultaneous recording of the two entries for a
given transaction in the double-entry system of the balance of
payments, rules must be adopted governing the time at which
transactions are-deemed to have taken place. In this connection, the
fact should be noted that in practice the two entries representing a
transaction are often derived independently from separate sources of
data, for which the principle of timing used could be different.

99. A contract usually involves a process continuing over time, and
several aspects of that process can be assigned a specific date. For
example, a party enters into a formal agreement to engage in a set of
transactions (time of contract or commitment), provides goods or
services and acquires a claim for payment, and receives settlement on
that claim.

100. All the various times pertaining to a given contract have a
significance from an economic standpoint. At the time of contract, for
example, the price—and hence the risk for any price changes that
subsequently may occur—is fixed for each of the transactions that may
be covered under the contract. The time of legal change of ownership
of the various assets provided under the contract, however, is
generally considered to be the most relevant one for the types of
analysis for which the national accounts, and the balance of payments
in particular, are employed. Furthermore, many of the underlying
data—specifically those derived from any type of accounting record—
will already be at least approximately on that basis. Change of
ownership, therefore, is adopted in this Manual as the basic principle
with respect to timing; by convention, the time of change of
ownership is normally taken to be the time that the parties concerned
record the transaction in their books. For any entries reflecting
transactions that do not actually involve a change of ownership,
further rules of thumb have to be applied.

34
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101. In many instances, no difficulty arises under this convention in
perceiving the time at which the ownership of an asset changes.
Numerous transactions consist of an exchange between two enter-
prises of, say, goods for financial assets, and accounting entries will be
made in each company’s books for this exchange, showing the same
dates for the acquisition of the merchandise and the relinquishment
of the financial asset, on the one hand, and for the acquisition of the
financial asset and the relinquishment of the merchandise, on the
other hand. Ideally, both parties also should be making their entries as
of the same day. This treatment provides a fixed point of time to
which a balance of payments transaction may be related.

102. When a contract covers more than one transaction—for
example, the provision of a real resource and a related extension of
credit—each of the transactions will have to be recorded in the
balance of payments at the time it occurs. That is, when an importer
makes payment (i.e., turns over cash to the exporter) before he
acquires ownership of the merchandise (a prepayment), he must also
be shown to acquire a claim on the exporter that remains outstanding
for the duration of the interim period. Similarly, when an importer
does not make payment until some time after he acquires the
merchandise (a postpayment), he is shown in the meantime as having
a liability to the exporter. These claims and liabilities are extinguished
in due course, in the first instance by the delivery of the merchandise
and in the second by the cash payment made for it. The creation and
the extinguishing of an obligation, as well as the change of ownership
of the merchandise and the payment for it, are to be shown in the
balance of payments in the period in which each occurs.

103. Given the change-of-ownership criterion and the convention
for implementing it, the rules that will produce a consistent timing for
recording most other types of transaction can be indicated clearly. In
general, the exchange of real resources and financial assets should be
recorded when those items cease to be an asset in the accounts of the
former owner and become an asset in the accounts of the new owner.
Reinvested earnings of direct investment enterprises should be
recorded when they are earned; other investment income, when it
falls due for payment. Services should be recorded when they are
performed. Unrequited transfers that are imposed by one party on
another, such as taxes and fines, should be recorded at the time that
they become due for payment without penalty; other unrequited
transfers, when the resources to which they are offsets change
ownership. Counterparts should likewise be recorded in the same
period as the changes that they offset.
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104. A contractual obligation of any sort (for example, for the
payment of interest or the repayment of principal on a loan) that is
not actually settled when it falls due is nonetheless to be recorded in
the period when it does fall due. In a case of this kind, a new
obligation must be recorded as having been created to take the place
of the old obligation that was not settled. That treatment is
recommended partly because the old and new obligations may have
different characteristics (sector of domestic creditor or original
maturity, for example) that will result in their being classified in
different items.

105. Some merchandise transactions are recorded in the balance of
payments even though no change of legal ownership occurs, specif-
ically, transactions involving goods under financial lease arrangements
(see paragraph 217) and some other goods shipped between direct
investment affiliates (see paragraph 216). In order to achieve the same
time of recording by both partners in those cases, a rule of thumb is
needed. This Manual recommends for such transactions that the
entries be made, whenever possible, as of the time- that the
merchandise crosses the customs frontier of the exporting economy.

(2) Need for Timing Adjustments

106. One consideration to be taken into account by compilers in
choosing among the various statistical sources that may be available is
the advantage of obtaining data that already have the correct timing.
For example, records of actual drawings on loans are to be preferred
to sources that quote authorization dates or program dates that will
not necessarily be realized in fact. However, even the sources chosen
by the compiler as generally the most suitable may not originally have
been designed specifically to yield balance of payments information.
Trade statistics provide a record of the physical movement of goods
rather than a record of their change of ownership. An exchange
record provides a listing of payments and may give no indication of
whether any of those payments is made in advance of a change of
ownership or afterward. Some common instances in which timing
adjustments may be required are discussed in the following sections.

(3) Timing Adjustments to Merchandise Data from Particular Sources

(@) Trade accounts: general

107. Trade statistics are primarily a by-product of customs admin-
istration; they are not especially intended as a source of balance of
payments statistics. Nonetheless, they are usually considered to
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approximate the timing of ownership changes, because—in the
absence of other evidence—physical possession may be the best
available indication of actual ownership. One probable need for a
timing adjustment to trade statistics arises from a failure in the statistics
themselves to reflect physical movements correctly in all cases,
although some systematic defects of that sort would not create
noticeable errors unless the value of trade changed sharply from period
to period. Such a defect, for example, arises when compilers of trade
accounts cut off each month’s statistics before all customs declarations
have been tabulated, leaving a residue to fall into the next month.
When practices of this sort lead to distortions, the amounts should be
estimated and timing adjustments applied.

(b) Trade accounts: length-of-voyage problem

108. The change of ownership of goods can occur at times widely
different from the recording of those goods in trade statistics when a
lengthy voyage forms part of the process of importing or exporting. If
the volume or unit value of trade changes substantially from the
beginning to the end of the reporting period, the possible difference
of one or two months between the shipment or receipt of goods, on
the one hand, and the change of ownership, on the other hand, can be
a source of error in the statement for a given country and of large
asymmetries between partner countries. No empirical basis has been
established for presuming that ownership normally changes either at
the beginning or the end of a voyage; inquiries, perhaps on a sample
basis, are required to ascertain specific practice, and timing adjustments
should in principle be applied to correct the trade statistics for those
classes of goods that are found to change ownership at a time other
than that at which they are recorded in the trade statistics. Aggregation
and comparison of world exports and imports on the basis of balance of
payments data lose much of their meaning at times of rapid change in
prices or volume when changes of ownership are not recorded at
approximately the same time by each country.

(c) Exchange record compilations

109. Merchandise totals from an exchange record might well be
subject to timing adjustments related to the receipt or extension of
trade credit. Payment for merchandise may occur before ownership
changes (involving a prepayment that creates a financial asset for the
importing country) or afterward (implying receipt of trade credit, a
liability for the importing country until settlement is completed). The
exchange record of merchandise should be adjusted to arrive at the
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correct timing for changes of ownership, with corresponding amounts
entered in the capital account to cover the financing provided
between the time of change of ownership and the time of payment.

(4) Adjustment of Statistics on Transactions Other Than Merchandise

110. Timing adjustments to categories other than merchandise are
not often made in balance of payments compilation, although some
exceptions are noted below. In practice, services tend either to be
equated with the payment made for them or to be estimated from
other evidence with no readily discernible need for timing adjust-
ments; changes in the ownership of financial assets are not usually
measured in any way that would give an incorrect timing; and
unrequited transfers are invariably measured by the actual movement
of goods, the provision of services, or the actual transfer of a financial
asset. However, the following circumstances are frequently encoun-
tered and comprise principal examples where source data other than
those for merchandise may require timing adjustments before they are
used in the balance of payments.

(a) Freight and insurance on merchandise

111. As with exports and imports, the associated freight and
insurance payments may be recorded at one time and the service may
be rendered earlier or later. Timing adjustments would then be
required in the current account if the payments figures were used to
measure freight and insurance, with corresponding entries in the
capital account for claims associated with the prepayment or post-
payment.

(b) Interest due but not paid

112. Interest should be included at the time it falls due. Where
payment is not made at that time and payments data are used to
measure the item, adjustments would be required in the current
account, together with an offsetting credit (debit) entry in the capital
account for the claim associated with nonpayment, i.e., an increase in
liabilities (assets).

(c) Other services

113. Services should in principle be included in the period in which
they are rendered, and any obligations for earlier or later payment
become capital account items. For example, the payment for port
services for ships might be delayed if foreign exchange was not
immediately made available to the shipping enterprise that owed bills
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for stores and repairs already received. The entries for the services
provided should be made in the “other transportation” item when the
obligation to pay is incurred and offset by entries in the capital
account representing increases in postpayment obligations. When
service figures are derived from payments records, timing adjustments
may be required in the current account so that the entries reflect
services rendered in the period.

(d) Contractual loans

114. Although statistics on loan transactions may be available
according to authorization or other program dates, compilers cannot
always use such statistics for loan drawings without adjustment,
because the actual disbursements (as required for the balance of
payments) may differ from the program originally authorized. For
interest payments and loan repayments, however, scheduled dates
rather than actual payment dates should in principle be used for
repayments that are not made on the date that they fall due. When
repayments are delayed, the entries should show the discharge of the
original obligation when it was due and its replacement by a different
obligation, perhaps under rescheduling or waiver agreements. If the
items concerned were based on payments data, appropriate adjust-
ments would be required.



CHAPTER SIX

Unit of Account and Procedures for Conversion

115. The data on the values of transactions in real resources and
financial items from which the balance of payments is compiled are
expressed in a variety of national currencies or, occasionally, in other
standards of value, such as a quantity of gold or the SDR. These
underlying values for each economy must be converted into a single
unit of account in order to put together its balance of payments
statement. Furthermore, a universal unit is needed to facilitate
intercountry comparisons and to permit aggregation on a regional or
worldwide basis. This chapter discusses the choice of a unit of account
and the manner in which conversion into that unit is to be made.

(1) Unit of Account
(@) General considerations

116. Two considerations should be taken into account in the selection
of a unit. First, the unit should preferably be a stable one, stability
in this context being understood in a very specific way. A unit is
stable when the prices of the international transactions in question
expressed in that unit are not affected by changes (relative to the unit
of account) in the values of the currencies in which those transactions
take place. For example, when the impact of a currency realignment
brings about an increase of x per cent in the prices of international
transactions expressed in currency A and of y per cent in currency B, a
decrease of z per cent in currency C, and comparatively little change
if any in currency D, currency D is to be regarded as the stable unit.
Transactions expressed in a unit which is stable in this limited sense
may nonetheless reflect price changes resulting from causes other
than changes in the relative values of transaction currencies; that is, a
series expressed in a so-called stable unit of account is not the
equivalent of a volume or constant-price series.

117. The second consideration is the convenience of having a unit
that can be expected to be reasonably familiar to most users of
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balance of payments statistics. This unit may well be the one in which
related economic data, such as trade or banking statistics, are
customarily expressed. On this consideration, the construction of an
“old gold,” “pre-realignment,” “adjusted,” or other notional unit to
serve as a stable unit of account is not advisable.

118. While the difficulties that would be encountered in construct-
ing an artificial unit, therefore, may not have to be confronted
directly, exactly the same problems arise in deciding which existing
unit can be regarded as the stable one. A principal difficulty is the
practical one of measuring the price component in the values of
international transactions when expressed in various units of ac-
count—and specifically in singling out that part of price changes that
can be attributed to changes in the exchange rate of the transaction
currencies relative to other units of account—in order to gauge the
comparative stability of the various possible units. Such a determi-
nation, in fact, can probably never be made for international
transactions other than trade in commodities. Moreover, even for
merchandise, the prices of different goods and of the same goods
produced in different countries can react differently to the impact of a
currency realignment, so that the unit that would be preferred is not
likely to be the same one for each individual country. For these reasons,
the theoretical ideal of expressing the balance of payments in a stable
unit of account, let alone finding some universal unit that can be
regarded as stable, is not actually an achievable one, even though
rational estimates must be prepared.

(b) National presentations

119. One unit of account that a compiler naturally will want to
consider using to express the balance of payments is the national
currency of the compiling country. A balance of payments statement
expressed in that unit will be directly comparable with the national
accounts and most other economic statistics available for the country.
Moreover, many of the basic statistics, for instance customs returns
and banking data, will already have been expressed in the national
currency. If the price of the national currency, however, has not
remained constant relative to the price of the country’s main reserve
components or to the price of the currencies in which its international
transactions are primarily denominated, the suitability of a national
currency statement for many of the applications for which the balance
of payments is designed may be seriously impaired. For example, an
apparent growth in current transactions when expressed in national
currency could occur merely because the national currency was not
stable and had depreciated in comparison with currencies that were
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actually used for the transactions, a circumstance that might compli-
cate the analysis of balance of payments developments.

(c) Reporting to the Fund

120. Balance of payments statements in a universal unit of account,
common to all countries, are needed for the Fund’s purposes. The
decision as to which of the familiar units is the most satisfactory to use
as the universal unit is a matter of judgment. Moreover, the unit may
be changed from time to time, depending on developments in the
relationships among transaction currencies and on the time span
covered by the balance of payments statistics for which a unit of
account is being selected. In reporting to the Fund, countries are
requested to express their statements in whatever unit of account they
have adopted for their own use. (This request presupposes of course
that, if a country with a multiple exchange rate system prepares its
statement in its national currency, it will do so at a unitary rate, as
recommended in paragraph 130.) The Fund may then, for its purposes,
convert the figures into the universal unit that it finds most suitable in
the light of existing circumstances. :

(2) Procedures for Conversion

121. To provide a background for the discussion of problems that
arise in converting from transaction currencies into the chosen unit of
account, this section deals first with the theoretical aspect of the
subject. The method that would seem most appropriate in principle,
however, is found to be one that could rarely if ever be implemented
by the balance of payments compiler. Therefore, the section then
proceeds to review the practical options that are open to the compiler
in choosing an exchange rate and in applying that rate to the original
data reported to him in transaction currencies or other units of
account.

(@) Principle applicable to conversion

122. It will be recalled that the values reflected in balance of
payments entries are based on the market prices of the real resources
or financial items concerned (see Chapter 4). Such a price—or, in
some contracts, the basis for calculating it, which amounts to the same
thing—is given in the contract made between the two parties. The
particular market price (or basis for it) established at the time when
the contract is made cannot be affected by subsequent developments;
any provision for renegotiating the price, for instance, is tantamount
to an agreement to cancel the contract under stated conditions and
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enter into a new one. Any difference between the market value at
which an item was acquired (the value under the contract) and the
value that it may come to have up to the time that another contract is
made to dispose of it is said to represent a valuation change. These
valuation changes are by convention not to be included in the balance
of payments.

123. A parallel line of reasoning applies, in principle, to conver-
sions. The market value of a transaction is uniquely determined at the
time when the contract to acquire the item is made, regardless of the
currency or other unit in which that value may be expressed.
Therefore, the value of a transaction expressed in a unit other than the
transaction currency named in the contract is to be found by
converting at the relationship between the transaction currency and
that unit (the exchange rate) which existed at the time when the
contract was made; if that method were not applied, the market value
in terms of a unit other than the transaction currency would not have
to be a single, determinate value but could vary as the relationship
changed. In reality, the effect of any change in the exchange rate
between the time when a contract is made and the time when that
contract or any relevant portion of it is executed (e.g., the time of
delivery or the time of payment) is to produce a change in the value of
the item covered by the contract when expressed in a unit other than
the transaction currency. Valuation changes of that sort, like valuation
changes resulting from any other cause, are by convention not to be
included in the balance of payments.

124. This principle governing conversion may be illustrated by the
following example. At the time when a contract is made to buy and
sell a financial item at a market value of 100 units of the currency
named in the contract (the transaction currency), 0.8 unit of the
transaction currency is exchangeable for 1.0 unit of national currency.
By the time of delivery specified in the contract, the exchange rate has
changed so that 1.0 unit of transaction currency is equal to 1.0 unit of
national currency. The buyer of the asset, upon receiving delivery,
may record a net increase in holdings of that asset of 100 units in terms
of national currency. That net increase reflects the market value in
national currency of 125 units which the asset had when the contract
was made and a valuation change of 25 units by the time of delivery
because of the change in the exchange rate. The change in holdings
excluding the valuation change is thus 125 units, the figure arrived at by
converting the market value of the asset expressed in the transaction
currency at the time when the contract was made, using the exchange
rate which existed at that time. That change is also the one that should
in principle be recorded in the balance of payments.
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125. The foregoing example can also be referred to in emphasizing
a fact worth noting about conversions into a unit whose price relative
to that of a transaction currency changes, namely, that such conver-
sions are in themselves a source from which valuation changes stem. It
can readily be appreciated that the buyer in the case set out above has
experienced the valuation change only because the value of the asset
obtained in the transaction has been converted into national cur-
rency; in the transaction currency, the value of the asset has remained
unchanged. By a sale of the asset, of course, that valuation change
could readily be realized (converted into a capital loss), which would
make it subject to balance of payments recording. Thus, if the buyer
were to sell the asset again during the same recording period for
100 units of the transaction currency, the net entry in the balance of
payments expressed in that currency would obviously be zero. When
the balance of payments is expressed in national currency, however, a
net debit entry of 25units results, reflecting first the increase in
holdings of 125 units and then a decrease of 100 units (the latter on
condition that the exchange rate that had prevailed at the time of
delivery did not change thereafter). The net entry in national currency
represents the realization of the capital loss that was implicitly part of
the transaction disposing of the asset (see paragraph 41). That loss
came about solely through a change in the exchange rate for the
national currency relative to the transaction currency; no such loss
could occur (at least through exchange rate fluctuation) when the
transaction is expressed in the original transaction currency. This point
has practical implications, as discussed in paragraph 135.

(b) Choice of rates for conversion

126. The exchange rates that the parties would actually take to be
the prevailing ones at the time when they entered into a contract
cannot be ascertained with absolute certainty. Two logical alternatives
present themselves, however, as the most likely possibilities.

127. First, under the Bretton Woods regime, exchange rate fluctua-
tions were for the most part limited to movements within a narrow
band around fixed par value relationships. Transactors in general may
not have taken much account of these minor fluctuations in setting
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