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1. Justification for the research 
 

Importance of the research topic 
 

Since the 1940s the balance of payments (BoP) has been serving as a tool for economic 

analysis. It provides information valuable for a broad range of economic entities, including 

business entities, governments, and financial institutions. For instance, the balances of the 

main BoP accounts show the overall increase/decrease of external debt as well as changes in 

the supply of domestic and foreign currencies (IMF, 2009, pp. 222-237; Kemp, 1975, p. 14). 

Long term examination of the BoP balances informs about trends in a country’s trade 

competitiveness, sustainability of its trade deficit, or expected depreciation/appreciation of 

its currency.  

Due to the importance of the balance of payments statistics, the data included must be 

accurate. In reality, it is rarely the case. On average, the absolute value of the net errors and 

omissions (NEO) in the European countries equals to 3,2 billion1 American dollars. This 

constitutes 3,8% of the average quarterly GDP, 234,1% of the average current account 

balance, and 172,5% of the average financial account balance of these countries. Statistical 

discrepancies of this magnitude certainly pose a risk to the reliability of the balance of 

payments data, especially if they can be attributed to a specific BoP account. In the extreme 

case, they may have the ability to switch the sign of the affected BoP account’s balance 

(Brooks and Fausten, 1996, s. 1305). Cases like this are the reason why net errors and 

omissions should be included in the process of balance of payments analysis. In order to do 

that, one has to determine the sources of statistical discrepancies and attribute them to 

corresponding BoP accounts.  

 
Identification of the research gap 

 
The nature of net errors and omissions has been discussed since the beginning of the use of 

the balance of payments statistics. There is a general agreement that the majority of statistical 

discrepancies may stem from improper registration of financial flows (Eurostat, 2018, p. 27; 

Siranova, 2016, p. 18). This is because of their magnitude, volatility, and general short-term 

orientation (European Central Bank, 2016, p. 192; Eurostat, 2018, p. 27). Furthermore, the 

role of the errors, which can be linked to the financial account is supposed to increase in 

 
1 3 200 000 000 USD. 
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parallel with financial liberalization (Brooks & Fausten, 1996, p. 1304; Fausten & Pickett, 2004, 

p. 113). In reference to developing countries, it has been suggested that NEO represents 

capital flight, especially if its sign has been negative for several years in a row (Cartwright-

Smith & Kar, 2009, p. 4; Erbe, 1985, p. 269). Moreover, some authors have used the value of 

net errors and omissions as a direct measure of its unrecorded component (Cuddington, 1986, 

p. 7). 

The major drawback of the previous work lies in the insufficient power of scientific 

evidence. The claims were often made based on subjective reasoning and have not been 

underpinned by relevant econometric analysis. The existent econometric analyses conducted 

on a time series data were rather unsuccessful, possessing low explanatory power. As a result, 

the nature of net errors and omissions remains still largely unexplained and constitutes a 

research gap. 

 
2. Research objectives and methodology 

 
The study aimed to establish factors determining the errors and omissions in the balance of 

payments of 40 European countries (2007-2016). Successful completion of the research 

objective broadens the current understanding of the nature of NEO and provides its 

interpretation. It also enables verification of the research hypotheses, which were formulated 

based on the most prevalent claims present in the prior literature. 

The proposed hypotheses were formulated as follows: 

H1: Between 2007 to 2016 errors and omissions in the European countries were caused 

mainly by the discrepancies linked to the financial account. 

H2: Between 2007 and 2016 in the European countries the role of the errors and omissions 

linked to the financial account was directly proportional to the overall size of the 

international financial sector. 

H3. Between 2007 and 2016 errors and omissions in the balance of payments of Balkan and 

post-Soviet countries were associated with the activity of the informal sector. 

H4: Between 2007 and 2016 the persistent, negative NEO in the less developed European 

countries was caused by the capital flight.  

The research process was divided into two parts.  
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In the first part the general characteristics of the statistical discrepancies in 40 European 

countries were derived from the analysis of statistical relationships between NEO and the 

balances of other BoP accounts. The analysis was conducted in two variants, differing in the 

depth of analysis. The “general” variant identified statistical relationships between NEO and 

the balance of any of the main BoP accounts – financial, current, and capital account. The “in-

depth” variant measured the statistical relationships between NEO and the balances of the 

subcategories of the current and financial accounts. The statistical techniques used in the 

“general” variant were Pearson correlation analysis and polynomial regression – depending 

on the shape of the relationship between the variables in question (linear, quadratic). The “in-

depth” variant of the analysis was conducted with the use of the OLS multiple regression.  

The second part of the research process was focused on detection of the determinants of 

the errors and omissions of the specific sign. The analysis was designed to show the extent, to 

which NEO may be shaped by the country's economic profile. The adopted strategy involved 

the examination of the economic profiles of the countries with the most prominent share of 

positive/negative values of NEO in the observed time period (2007-2016). The economic 

categories, in which the significant common features were found were subsequently set as 

explanatory variables in the econometric analysis. The response variable represented the 

cumulative levels of NEO, which measure the degree of imbalance between the positive and 

negative values of NEO within a given time period. The analysis was conducted twice, using 

OLS multiple regression and ordinal logistic regression. In the case of logistic regression, the 

set of explanatory variables (representing economic profile) was used to predict the 

probability of displaying predominantly positive or negative signs of NEO. 

It is worth mentioning that the presented approach differs significantly in comparison to 

the methods used by other authors. Contrary to the common approach undertaken in 

previous work, the econometric analysis was conducted on the cross-sectional data instead of 

a time series data. This allowed to explain the nature of NEO more efficiently by focusing solely 

on its non-random component, which is more likely to be caused by a consistent set of factors. 

However, in the consequence of using cross-sectional data, the obtained model does not allow 

to predict the values of NEO at any given moment. 
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3. Structure of the dissertation 
 

The dissertation consists of an introduction, five chapters, and conclusions. Chapters one and 

two are introductory and predominantly theoretical. The realization of the research objective 

takes place in chapters three, four, and five, which are strictly empirical. 

Chapter one starts with the presentation of the role, which net errors and omissions play 

in the balance of payments in the context of the double-entry bookkeeping method. The 

definition of NEO is followed by the detailed presentation of the accounts included in the 

balance of payments. Every account is presented along with the methodological techniques 

and issues, that may arise in the process of the BoP compilation. 

Chapter two presents the most prevalent claims regarding the nature of net errors and 

omissions. The literature preview allowed to identify the research gap and served as the basis 

for the research hypotheses. 

Chapter three constitutes the first phase of the empirical research and identifies the 

statistical relationships between NEO and balances of other BoP accounts. The analysis was 

conducted according to the variants and methodology previously described in section 2 of the 

Summary. 

Chapter four examines the economic profiles of the countries exhibiting predominantly 

positive or negative signs of NEO. The chapter starts with the classification of all 40 European 

countries into three groups based on the cumulative values of NEO (positive, neutral, 

negative). Afterwards, each of the groups is examined with the intention to find the common 

features in their economic profiles. In the last part of the chapter, the groups are compared in 

terms of the previously selected economic categories. The comparison was undertaken with 

the Kruskal-Wallis rank test. The economic categories, in which the statistically significant 

differences were found were subsequently set as explanatory variables in the econometric 

analysis in the next chapter. 

Chapter five is dedicated to the econometric analysis. The first part justifies and describes 

the used methodology, which was described previously in section 2 of the Summary. It is 

followed by the presentation of the results of statistical modeling, separately for OLS multiple 

regression and ordinal logistic regression.     

Conclusions illustrate concisely the results of the quantitative analyses in the context of the 

research objectives. Conclusions include the identified factors influencing net errors and 
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omissions in European countries, verification of the research hypotheses, as well as the 

limitations of the adopted research method.   

 

4. Research findings 
 
The results of statistical analysis indicate that NEO in the balance of payments of the European 

countries was primarily caused by the errors and omissions linked to the financial flows. The 

reasoning above was based on the fact, that 32 out of 40 examined countries exhibited in the 

relevant time period (2007-2016) the statistically significant association between NEO and the 

balance of the financial account. Moreover, the strength of the association was generally high, 

especially in the Nordic and Western European countries. In comparison, the statistically 

significant relationship between NEO and the combined balance of the current and capital 

accounts was shown only by 11 European countries. Also, the association was geographically 

concentrated and largely limited to the Balkan and post-Soviet countries (8 cases). 

In most cases, the errors and omissions linked to the financial flows had either scattered or 

random sources. In the OLS multiple regression (chapter three) it was signified by statistically 

significant associations between NEO and balances of multiple subcategories or no identifiable 

relationships at all. In such cases, NEO was likely caused by universal issues, which are not 

specific to a particular type of transaction, such as: 

a. timing issues, which lead to the registration of debit/credit entries in separate 

reporting periods, 

b. errors stemming from exchange rate and market prices volatility, 

c. aggregated form of data compilation, which does not allow to directly control the 

symmetry of reporting. 

As the empirical analyses indicated, the non-randomness (stability) of sources NEO 

required the occurrence of a specific type of economic profile. Due to the dominant role of 

errors and omissions linked to financial flows, the main factor in this context was the structure 

of the international investment position (IIP) of a country. The non-random component of 

NEO occurred more often in the countries, which exhibited a (relatively) unbalanced structure 

of IIP, with the presence of dominant categories of assets/liabilities. This kind of structure 

allowed the errors and omissions linked to the specific subcategory of IIP to outweigh the 

random component and significantly influence the total value of NEO. The empirical analysis 
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established the exact shares in the IIP structure, that were required for the abovementioned 

effect to happen. 

The main factor determining the NEO of the positive sign was the share of the other 

investment account in the IIP of a country. The higher the share the more frequently the 

positive NEO occurred in the balance of payments of European countries. This signifies that 

the errors and omissions of the positive sign may stem from improper registration of the 

transactions included in the other investment account. The OLS regression conducted in 

chapter three indicated, that the errors and omissions may represent the unexplained 

(according to the double-entry bookkeeping) inflow of financial assets sent by the long-term 

emigrants.   

The main factor determining the NEO of the negative sign was the share of portfolio 

investment in the IIP of a country. The higher the share the more often European countries 

exhibited the negative values of NEO. This indicates that the errors and omissions of the 

negative sign may stem from improper registration of some type of portfolio investment, 

especially in the Nordic region. Based on the study of the most problematic (in terms of the 

compilation process) components of portfolio investment account, the improper registration 

may apply to investments undertaken: 

a. without the intermediation of domestic institutions, 

b. by domestic households, 

c. between associated economic entities, 

d. on the secondary market, 

e. in financial instruments with very short maturity periods, 

f. in specific types of financial instruments: repurchase agreements, depositary 

receipts, and strips obligations. 

The findings of empirical research allowed the verification of the research hypotheses. 

Hypothesis H1 was confirmed, based on the strong and widespread statistical associations 

between NEO and the balance of the financial account. Importantly, statistical relationships 

between NEO and the combined balance of current and capital accounts were weaker and 

much less prevalent.  

Hypothesis H2 was confirmed based on the statistically significant association between the 

average size of the international financial sector (measured with the average quarterly sum of 

the IIP assets and liabilities) and the role of errors and omissions linked to the financial flows 
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(measured with the correlation coefficient 𝑟𝐹𝐴/𝑁𝐸𝑂). However, as the association was weak, 

the importance of the discrepancies linked to the financial account was determined mainly by 

different factors.  

The empirical process did not find any evidence allowing the rejection of hypothesis H3.  

Hypothesis H4 was rejected based on the fact, that for some of the relatively less developed 

European countries (Russia, Poland, Hungary) the consistent, negative NEO was not 

statistically associated with the financial account balance. In some cases (Russia, Poland), the 

NEO had other, well-defined sources.  

Additionally, the research process highlighted the questionable nature of the tendency to 

judge the NEO’s long term sustainability based on the cumulative values of errors and 

omissions. First of all, the high absolute values of cumulative NEO do not have to result from 

the consistency of its sign. Second, even if the NEO’s signs appear random it does not 

guarantee, that the balance of payments data is fully reliable. The most apparent case of this 

are the Western European countries, which showed both low cumulative values of NEO and 

the high volatility of its sign. Although the sources of NEO in these countries appeared highly 

scattered or nearly random, they were related almost entirely to the financial account, which 

poses a risk to the credibility of the BoP data in the most general (and highly sought-after) 

form of its presentation. 
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