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Do Economists Know How to Recognise 
a "Balance-of-Payments Problem"? 

The question posed in the title may seem rather cheeky. Surely, 
economists - with their sophisticated theories and computer 
models - know what a balance-of-payments problem looks like. 
The argument of this paper is that, in fact, economists do not know 
how to define a balance-of-payments problem. Because of this 
fundamental uncertainty, they should be careful about 
recommending far-reaching policy changes in order to eliminate 
allegedly ''bad'' deficits or surpluses. Three conceptual issues are 
discussed in a short introductory section. 

1. Uncertainties over measurement. The first is how a 
payments deficit or surplus is to be measured. The convention is 
that revaluations of overseas-held assets are not included in the 
balance of payments. But it is obvious that a nation can incur a 
massive deficit and still have the same net international credit 
position if the assets it held at the outset have risen sharply in 
value. 

2. Uncertainties over the definition of sustainability. The 
second is that a deficit is a "problem" requiring correction only ifit 
is unsustainable. But, if a country is prepared to have substantial 
foreign ownership of its capital stock, it can run a deficit 
indefinitely and yet still have a stable ratio of foreign-held assets 
to national income. 

3. Uncertainties about the location of responsibility. If a 
country has both a budget surplus and a current account deficit, 
the deficit is clearly the result of private-sector actions. It can be 
argued that this is not a policy problem and does not require a 
government response. 

In a paper I recently submitted as evidence to the Treasury and 
Civil Service Committee of the House ofCommons, I a)Jplied these 
ideas to the US payments position. The main pOInt is that 
economists are not justified in recommending heavy dollar 
depreciation as an antidote to the American payments deficit. 
Because they do not know whether the deficit is a problem, they 
cannot be confident that a large dollar depreciation is superior in 
its policy implications to continued dollar strength. (This paper is 
for private circulation and is not to be quoted without the author's 
permission.) 

Tim Congdon 12th October 1989 
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Can we define a balance-of-payments problem? 

How serious are the American and British payments deficits? 


Illusion and 
reality in balance
of-payments 
statistics 

1. Difficulties of 
measurement 

At one time economists thought they knew what a balance-of
payments "problem" was. In the first 20 years after the Second 
World War, while the international monetary system designed at 
the 1944 Bretton Woods conference prevailed, exchange rates 
between the currencies of the major industrial countries were 
fixed and most governments imposed exchange controls on their 
ci tizens. Ifforeign exchange reserves were being steadily depleted 
as a result of intervention to protect the exchange rate, there was 
an obvious danger that the reserves would run out. One way for 
the government to rebuild its foreign exchange reserves was for 
the nation as a whole - including the private sector - to run a 
reduced current account deficit or an increased surplus. (The 
exchange controls obliged the private sector to hand over the extra 
foreign exchange to the central bank. Indeed, in many countries 
private sector agents had to seek official approval not just for 
holdin~ of foreign currency, but for any foreign investments.) In 
these CIrcumstances the phrase, Ita payments problem", had a clear 
meaning. It described a situation where a country's current 
account position was not strong enough to generate the reserves 
required to maintain a fixed exchange rate. 

Nowadays matters are very different. Most industrial 
governments have ample foreign exchange reserves and, in any 
case, there is no binding commitment to any exchange rate. More 
fundamentally, exchange controls have been widely relaxed or 
abolished. Since the private sector does not have to exchange its 
foreign currency for domestic currency, there is no necessary 
connection between its current account position and the level of 
the foreign exchange reserves. The whole idea of a "payments 
problem" has become ambiguous and difficult to pin down. There 
are at least three aspects of this new ambiguity - uncertainties 
over measurement, uncertainties over defining the maximum 
sustainable deficit and uncertainties over identifying who (the 
private sector?, the public sector?) is responsible for correcting a 
deficit. 

It is well-known that official statisticians have much more 
difficulty measuring the payments position today than they had 20 
or even 10 years ago. These difficulties are the result of the larger 
scale of transactions, the greater variety of financial instruments 
in international investment, and the problems in categorizing all 
the people and companies involved in international trade and 
finance. The explosion in the offshore financial markets must take 
much of the blame. Nowadays it is not unusual for a syndicate of 
banks in several financial centres to arrange a loan for the 
offshore finance subsidiary of a multinational company with 
operations in many countries. Committees of official statisticians 






























