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Balance of Payments 
Accounting

 The balance of payments accounts
are the record of country’s 
international transactions.

 Any transaction that involves a flow of 
funds into Canada is a credit item (+). 

 Any transaction that involves a flow of 
funds out of Canada is a debit item (-).
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The Current Account
 The current account measures a 

country’s trade in currently produced 
goods and services, along with net 
transfers between countries.

 The components of the current 
account balance are:

 net export of goods and services;

 investment income from assets abroad;

 current transfers.
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Net Exports of Goods and 
Services 

 Merchandise trade is trade in goods.

 A car brought to Canada from Japan is a 
merchandise import for Canada. 

 It is a debit item for Canada (–).

 It is a credit item for Japan (+).

 The trade in services includes, for example, 
transportation or tourism:

 A Canadian tourist in Mexico is an import of 
tourism services for Canada.

 It is a debit item for Canada (–).

 It is a credit item for Mexico (+). 
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Investment Income from 
Assets Abroad

 Investment income is interest 
payments, dividends and 
royalties a country’s residents 
receive from assets owned 
abroad.

 NFP and net investment income 
from abroad are equivalent 
concepts.
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Current Transfers

 Current transfers are payments from 
one country to another that do not 
correspond to the purchase of any 
good, service or asset. My pension 
income is an example.

 A transfer by a Canadian to someone 
abroad (perhaps a family member 
back home) is a debit item (–) for 
Canada. 
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Current Account Balance

 The current account balance is 
obtained by adding all the credit 
items and subtracting all the debit 
items.

 A current account surplus is a 
positive current account balance.

 A current account deficit is a 
negative current account balance.
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The Capital Account

 The capital and financial account
records trade in existing assets, either 
real (direct investment) or financial 
(portfolio investment).

 The financial account records direct and 
portfolio investment.

 The capital account records migrants’ 
funds, inheritances, transaction of 
intellectual property, like patents.
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The Capital Account 
(Continued)

 If Canada sells an asset to another 
country it is a financial inflow for 
Canada; a credit item (+) in the 
capital account.

 If Canada buys an asset from 
abroad it is a financial outflow for 
Canada; a debit item (–) in the 
capital account.
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The Capital Account Balance

 The capital account balance equals 
the value of capital inflows (credit 
items) minus the value of capital 
outflows (debit items).

 A capital account surplus is a positive 
capital account balance.

 A capital account deficit is a negative 
capital account balance.



Copyright © 2009 Pearson Education Canada 5-11

The Official Settlements 
Balance

 The official settlements balance or 
the balance of payments is the net 
increase (domestic less foreign) in a 
country’s official reserve assets.

 The official reserve assets are assets 
used in international payments.

 The balance of payments can be in 
surplus or in deficit.
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The Current and the Capital 
Accounts

 The current account (CA) balance 
and the capital account (KA) 
balance must sum to zero at each 
period of time (                 ).

 The statistical discrepancy is the 
amount to be added to the sum of 
CA and KA balances to reach its 
theoretical value of zero.

0KACA 
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Net Foreign Assets and the 
Balance of Payments

 Net foreign assets can change when:

 the value of existing foreign assets and 
foreign liabilities changes, and

 the country acquires new foreign assets 
or incurs new liabilities.

 The net amount of new foreign assets 
a country acquires in  period of time 
equals its current account surplus. 
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The National Income 
Accounting Identity

and was derived in Chap 2:

 Spvt  = (Y + NFP – T + TR + INT) – C

 Sgovt = (T – G – TR – INT)

 Y = C + I + G + NX

 Remember S = Spvt + Sgovt

NFP)(NXICAIS 
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Uses of the National Saving

 National saving (S) is used:

 to increase the nation’s stock of assets 
by funding investment (I);

 to increase (decrease) the nation’s 
stock of net foreign assets by lending 
(borrowing) to (from) foreigners (the 
available funds are equal to CA).
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The Goods Market Equilibrium

 The open-economy goods market 
equilibrium condition is:

 In an open-economy, goods market 
equilibrium – the desired amount of national 
saving (Sd) – must equal the desired 
amount of domestic investment (Id) plus the 
amount lent abroad CA.

 These are the uses of national saving.

NFP)(NXICAIS
ddd 
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The Goods Market 
Equilibrium (continued)

 Let’s assume NFP is zero.

 Then the open-economy goods market 
equilibrium condition is:

(Cd + Id + G) is called absorption – the 
total spending by domestic residents.

NXIS dd 

G)I(C-YNX
dd 
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Saving and Investment in a 
Small Open Economy

 A small open economy is an 
economy that is too small to 
affect the world real interest rate.

 The world real interest rate is the 
real interest rate that prevails in 
the international capital market.



Copyright © 2009 Pearson Education Canada 5-21

A Small Open Economy: 
Assumptions of the Model

 The world real interest rate is fixed for 
a small open economy.

 The markets for financial capital are 
open to all savers and borrowers 
regardless of where they live.

 Thus, for a small open economy the 
domestic real interest rate will adjust 
in the long run to equal the (expected) 
world interest rate.
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The Model of a 
Small Open Economy

 In an open economy, desired national saving 
need not equal desired investment.

 Higher values of the world real interest rate 
(rw) imply:

 lower levels of desired consumption (people save 
more);

 lower desired investment (higher uc).

 The reverse is true for lower levels of rw.

 Our saving and investment model can be used 
to determine the excess between S and I, 

which we know is the current account balance.  
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Economic Shocks in a Small 
Open Economy

 A change that increases 
(decreases) desired national saving 
at a given world real interest rate 
(rw) will:

 increase (decrease) net foreign 
lending;

 increase (decrease) the current 
account balance;

 increase (decrease) net exports.



Economic Shocks in a Small 
Open Economy (continued)

 As in the closed economy, equilibrium 
between saving and investment implies 
goods market equilibrium.

 The key is that Y, the supply of output, and 
the world interest rate (rw) are given. Then 
assuming that we know G, we can use:

Sd = Id + NX (where NX = CA)

 Which implies goods market equilibrium 
through

Y = Cd + Id + G + NX
Copyright © 2009 Pearson Education Canada 5-27



Key assumptions

 The Sd curve is drawn for given levels of Y, 
wealth, G and T, all of which can shift Sd.

 Similarly, the Id curve is drawn for given 
levels of productivity (which will affect 
MPKf) effective tax rates, price of capital 
goods (which will affect the user cost) all 
of which can shift Id.

 The Sd and Id diagram can be used to 
examine the effects of shocks. 
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A Temporary Adverse 
Supply Shock

 A severe drought when the CA is in 
surplus will cause:

 the investment curve to be unaffected, 
since the shock is temporary;

 current income to fall;

 saving to fall at every r (the saving curve 
shifts left) as people reduce their saving 
to smooth consumption (Cd);

 net foreign lending and current account 
surplus to shrink.
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A Permanent Positive Supply 
Shock

 A technological innovation, when the 
CA is in surplus will cause;

 the expected future MPKf  to increase; 

 the saving curve to be unaffected;

 the domestic capital stock to increase;

 desired investment to rise at every r;

 net foreign lending and the current 
account to shrink (absorption increases).
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A Developing Country and 
CA Deficit

 In early years the capital stock is low, so the 
MPKf is high and the desired investment is high.

 In early years income is low, so desired saving 
is low.

 The combination of high desired investment 
and low desired saving gives a high implicit 
domestic real interest rate.

 Since the implicit domestic real interest rate is 
higher than the world real interest rate, capital 
inflows are high and the CA is in deficit.
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Lessons from the Financial 
Crises

 Large current account deficits alone do 
not need to lead to crises (the early 
history of the US and Canada).

 Why did things go wrong for the LDCs 
in the late 1970s early 1980s

 Adverse shocks (world wide 
downturn);

 Sharp increase in interest rates (debt 
was floating rate); and

 Loans may not have been used wisely.
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Lessons from the Financial 
Crises (continued)

 The Mexican bailout in 1995 could have 
created moral hazard among investors.

 Fiscal expansion might be better to fight 
a recession after a crisis.

 Some policy choices to be made include:
 type of exchange rate regime;

 control over capital flows and banking 
system; 

 improve financial system; and 

 Introducing or improving social safety nets.
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A Large Open Economy: 
Assumptions of the Model

 A large open economy is an 
economy large enough to affect the 
world real interest rate.

 Suppose the world consisted of only 
two large economies: the domestic 
and the foreign economy.
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A Large Open Economy: 
the World Interest Rate

 The world real interest rate is 
determined within the model. It is not 
fixed.

 The world interest rate will be such that 
desired international lending by one 
country equals desired international 
borrowing by the other country.
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A Large Open Economy:
the Equilibrium

 The lending country’s CA surplus will be equal 
the borrowing country’s CA deficit.

 The world desired saving will be equal to the 
world desired investment.

 We can determine rw within the model, with 
desired lending equal to desired borrowing.

 Equilibrium can also be defined in terms of 
goods markets, one deficit equal to another’s 
surplus.

 The model could be used to look at regions 
within a country or countries within the euro 
area.
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Fiscal Policy and the 
Current Account

 Are the government budget deficit 
and the current account deficit 
closely linked (“twin deficit”)?

 An increase in the government 
budget deficit will raise the current 
account deficit only if the increase 
in the budget deficit reduces 
desired national saving – that is, 
the Sd curve shifts.
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The Critical Factor: The 
Response of National Saving

 In a small open economy an increase 
in the budget deficit reduces the 
current account balance by the same 
amount that it may reduce desired 
national saving.  

 Less saving would be sent abroad (or 
more output is absorbed domestically) 
and the current account balance falls.

 So, how is national saving affected?
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The Government Budget 
Deficit and National Saving

 The deficit caused by increased government purchases
reduces desired national saving, because G has risen.

Sd = Y – Cd – G

 The deficit caused by cuts in current taxes will cause 
desired national saving to fall only if it causes desired 
consumption to rise (remember, G is unchanged now).

Sd = Y – Cd – G

 Cuts in current taxes do not raise desired consumption when 
the Ricardian equivalence holds. 

 The empirical evidence on the Ricardian equivalence is, at 
best, mixed.
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The curious case of the US 
current account deficit

 The US ran current account deficits when 
there were both government budget 
surpluses and later deficits.

 Some have pointed to a global saving gut, 
originating in Asia and elsewhere.

 There are implications for adjustment, with 
some economists worried about a “sudden 
stop” – a situation where foreigners may 
no longer want to hold US debt.
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