
National Income and the Balance of Payments Accounts 

Section 2.4 

1a.  the goods and services balance, also called net exports 
  b. the financial account 
  c. merchandise trade account 
  d. income receipts 
  e. income payments 
  f. unilateral transfers 
  g. net importer of services 
  h. GDP (gross domestic product) 
  i.  GNP (gross national product) 
 

Section 2.5 

1a.  surplus of $80 billion, or +$80 billion. 
  b. a surplus of $25 billion, or +$25 billion. 
  c. foreign direct investment (FDI) 
  d. credit 
  e. current account 
  f. current account … it is a unilateral transfer 
  
 
2. 

a. The current account balance is the difference between exports of goods and services, and 
income receipts AND imports of goods and services and income payments plus net 
unilateral transfers. Thus,  
CA = $934 + 257 - $1043 – 244 – 45 = -$141 billion.  
The negative sign indicates a deficit. 
 

b. The merchandise trade balance accounts only for trade in merchandise goods. Thus,  
TB = $678 - $877 = -$199 billion. Also a deficit. 

c. First determine exports of services, EXS = EXG&S - EXG = $934 - $678 = $256 billion. 
Next determine imports of services, IMS = IMG&S - IMG = $1043 - $877 = $166 billion. 
Finally, SB = EXS - IMS = $256 - $166 = +$90 billion. 
The positive sign indicates a surplus. 

d. Take income receipts minus income payments = +257 – 244 = +13 billion, a net receipt. 
e. EXG&S – IMG&S  =   +934 – 1043 = -$109 billion, a deficit 

 

 

 



Section 2.6 

1a.  +$20 billion 
  b. ~ $410 billion 
  c. ~ $735 billion 
  d. U.S. domestic residents 
  e.  ~$140 billion surplus 
  f. - $270 billion 
 

Section 2.7 

1a. government budget surplus 
  b. Disposable income 
  c. $600 billion 
  d. Household saving, business saving, government saving, and foreign saving. 
  e. deficit 
  f. deficit  
 
2. Budget balance = G + TR – T 
= 40 + 10 – 50 = 0             the budget is balanced. 
 
 
3. Write out the twin-deficit identity. Verify whether Sandia’s data satisfies the identity. 
(Sp – I) + (IM – EX) = (G + TR – T) 
(30 – 20) + (140 – 100) = (140 + 40 – 140) 
50 not= 40. The identity is NOT satisfied. 
 
4.   

a. The twin-deficit identity is, (SP - I) + (IM - EX) = (G + TR - T) where (IM - EX) 
represents the trade (CA) deficit and (G + TR - T) represents the government budget 
deficit. The identity says that these aggregate variables must always "add-up" as shown. 
It is possible for both deficits to rise equally and to maintain the identity. However, for 
that to happen it would also have to be true that the difference between private saving and 
investment (SP - I) remains constant. In other words, if one assumed that (SP - I) always 
remained constant, then there would be a direct relationship between the twin deficits. An 
increase in the budget deficit would cause an increase in the trade deficit, in this case. 
However, the assumption that (SP - I) is unchanged is unrealistic since these two variables 
do generally change over time. 
 

b. Yes. The question asks how it might be possible for the right-hand-side (RHS) of the 
identity, the government budget deficit, to fall, while the (IM - EX) term, the trade deficit 
rises. If the RHS of the identity is falling then the left-hand side (LHS) must also fall to 
maintain the equality. Since the trade deficit on the LHS is rising, there must be an even 
greater offsetting change in either SP or I. Possibility one is that SP falls suficiently to 
maintain the identity. Possibility two is that I rises sufficiently. The third possibility is 
that both SP falls and I rises. 
 



c. No. The question asks if (SP - I), net private saving, is maintained and there is a reduction 
in the government budget deficit, (i.e., G + TR -T falls), whether the trade deficit, (IM - 
EX), could rise. This would imply that the RHS is falling while the LHS is rising, thus it 
could not occur. 
 

5.   
The Twin-Deficit Identity says, (SP - I) + (IM - EX) = (G + TR - T) 
 

a. Yes.  A $10 billion increase in the government budget deficit means that (G + TR - T) of 
the RHS rises, while a $10 billion increase in the current account deficit means that (IM - 
EX) on the LHS rises by the same amount. Such equal changes would maintain the 
identity and thus are possible. 
 

b. Yes. A $50 billion decrease in the government budget deficit would lower (G + TR - T) 
on the RHS while a $50 billion increase in private investment would also lower the LHS 
since I is subtracted on the left. Such equal changes would maintain the identity and thus 
are possible. 

 
c. No. First, if private savings and private investment both rise by $10 billion this would 

have no effect upon the value on the LHS, we could ignore these two. A $10 billion 
increase the government budget surplus inplies (G + TR - T) on the RHS is decreasing 
since an increase in the surplus is the same direction of change as a decrease in a deficit. 
However, a $10 billion increase in the current account deficit, (IM - EX) causes a 
decrease in the value on the LHS. Since the RHS cannot go up while the LHS goes 
down, these changes are not possible. 

 
d. No. A $30 billion increase in the current account surplus means that (IM - EX) is falling 

on the LHS. A $30 billion increase in the government budget deficit means that (G + TR 
- T) on the RHS is rising. Since the RHS cannot go up while the LHS goes down, these 
changes are not possible. 
 

6.   
a) Use the twin-deficit identity to fill in the blank values in the table below for the three 

fictitious countries. 
 
 

Sp I CA Deficit 
Govt. Budget 

Deficit 

Metis 500 500 200 200 

Thebe 450 150 0 300 

Leda 75 100 0 - 25 



 

b) Which country is best described as financing its government budget deficit with domestic 
saving?   

 
 Thebe 
 

c) Which country is best described as financing its government budget deficit with foreign 
saving? 

 
 Metis 
 

d) Which country is best described as financing extra domestic investment with government 
saving? 

 
 Leda 

 

Section 2.8 

1a.  international investment position or international asset position 
  b. creditor  
  c.  debtor 
  d. debt 
  e. equity 
 

 


