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2  Incom
e, Product, and Expenditure

•
The expenditure approach looks at the dem

and for goods: it 
exam

ines how
 m

uch is spent on dem
and for final goods and 

services. The key m
easure is G

N
E.

•
The product approach looks at the supply of goods: it 
m

easures the value of all goods and services produced as 
output m

inus the value of goods used as inputs in production. 
The key m

easure is G
D

P.

•
The incom

e approach focuses on paym
ents to ow

ners of 
factors: it tracks the am

ount of incom
e they receive. The key 

m
easures are gross national incom

e (G
N

I) and gross national 
disposable incom

e (G
N

D
I) (w

hich includes net transfers).

Three A
pproaches to M

easuring Econom
ic A

ctivity
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•
Personal consum

ption expenditures (usually called 
“consum

ption”) equal total spending by private households 
on final goods and services, including nondurable goods such 
as food, durable goods, and services.

•
G

ross private dom
estic investm

ent (usually called 
“investm

ent”) equals total spending by firm
s or households 

on final goods and services to m
ake additions to the stock of 

capital. Investm
ent includes construction of a new

 house or a 
new

 factory, the purchase of new
 equipm

ent, and net 
increases in inventories of goods held by firm

s (i.e., unsold 
output).

From
 G

N
E to G

D
P: A

ccounting for Trade in G
oods and 

Services

2  Incom
e, Product, and Expenditure
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•
G

overnm
ent consum

ption expenditures and gross investm
ent 

(often called “governm
ent consum

ption”) equal spending by 
the public sector on final goods and services, including 
spending on public w

orks, national defense, the police, and 
the civil service. It does not include any transfer paym

ents or 
incom

e redistributions, such as Social Security or 
unem

ploym
ent insurance paym

ents—
these are not purchases 

of goods or services, just rearrangem
ents of private spending 

pow
er.

From
 G

N
E to G

D
P: A

ccounting for Trade in G
oods and 

Services

2  Incom
e, Product, and Expenditure
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This form
ula says gross dom

estic product is equal to gross 
national expenditure (G

N
E) plus the trade balance (TB

).

The trade balance (TB
), also referred to as net exports, m

ay be 
positive or negative.

•
If TB > 0, exports are greater than im

ports and w
e say a country 

has a trade surplus.

•
If TB < 0, im

ports are greater than exports and w
e say a country 

has a trade deficit.

From
 G

N
E to G

D
P: A

ccounting for Trade in G
oods and 

Services

N
N

N

�
�

�
�

�



��
�

�
�

	
�

�

�
	

�

TB
G

N
E

IM
EX

G
I

C
G

D
P

balance
 

Trade

te
interm

edia
 

& 
final

im
ports,

 
A

ll
te

interm
edia

 
& 

final
exports,
 

A
ll

e
expenditur

national
G

ross

product
dom

estic
G

ross
¸ ¸ ¸¹ ·

¨ ¨ ¨© §
−

+
+

+
=

(5-1)

2  Incom
e, Product, and Expenditure
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•
G

ross national incom
e equals gross dom

estic product (G
D

P) 
plus net factor incom

e from
 abroad (N

FIA
).

From
 G

D
P to G

N
I: A

ccounting for Trade in Factor 
Services
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2  Incom
e, Product, and Expenditure
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C
eltic Tiger or Tortoise?
FIG

U
R

E
5-3

A
 Paper Tiger? The chart 

show
s trends in G

D
P, 

G
N

I, and N
FIA

 in Ireland 
from

 1980 to 2011. Irish 
G

N
I per capita grew

 m
ore 

slow
ly than G

D
P per 

capita during the boom
 

years of the 1980s and 
1990s because an ever-
larger share of G

D
P w

as 
sent abroad as net factor 
incom

e to foreign 
investors. C

lose to zero in 
1980, this share had risen 
to around 15%

 of G
D

P by 
the year 2000 and has 
rem

ained there.

A
PPLIC

ATIO
N
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If a country receives transfers w
orth U

T
IN

and gives transfers 
w

orth U
T

O
U

T , then its net unilateral transfers (N
U

T),are

N
U

T = U
T

IN
− U

T
O

U
T . 

A
dding net unilateral transfers to gross national incom

e, gives a 
full m

easure of national incom
e in an open econom

y, know
n as 

gross national disposable incom
e (G

N
D

I), henceforth Y:

From
 G

N
I to G

N
D

I: A
ccounting for Transfers of Incom

e
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2  Incom
e, Product, and Expenditure
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From
 G

N
I to G

N
D

I: A
ccounting for Transfers of Incom

e
FIG

U
R

E
5-4

M
ajor Transfer R

ecipients The 
chart show

s average figures for 
2000 to 2010 for all countries in 
w

hich net unilateral transfers 
exceeded 15%

 of G
N

I. M
any of the 

countries show
n w

ere heavily 
reliant on foreign aid, including 
som

e of the poorest countries in the 
w

orld, such as Liberia, Eritrea, 
M

alaw
i, and N

epal. Som
e countries 

w
ith higher incom

es also have 
large transfers because of 
substantial m

igrant rem
ittances

from
 a large num

ber of em
igrant 

w
orkers overseas (e.g., Tonga, El 

Salvador, H
onduras, and C

ape 
Verde).

2  Incom
e, Product, and Expenditure
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•
O

n the left is our full incom
e m

easure, G
N

D
I. 

•
The first term

 on the right is G
N

E, w
hich m

easures paym
ents 

by hom
e entities. 

•
The rem

aining term
s m

easure net paym
ents to the hom

e 
country from

 all international transactions in goods, services, 
and incom

e.W
e group the three cross-border term

s into an 
um

brella term
 that is called the current account (C

A
).

W
hat the N

ational Econom
ic A

ggregates Tell U
s
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2  Incom
e, Product, and Expenditure
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•
This equation is the open-econom

y national incom
e identity. 

It tells us that the current account represents the difference 
betw

een national incom
e Y

(or G
N

D
I) and gross national 

expenditure G
N

E (or C
+ I+ G

). H
ence:

•
G

N
D

I is greater than G
N

E if and only if C
A is positive, or 

in surplus.

•
G

N
D

I is less than G
N

E if and only if C
A is negative, or in 

deficit.

W
hat the C

urrent A
ccount Tells U

s

(5-5)

 

Y
=

C
+

I+
G

+
C

A

2  Incom
e, Product, and Expenditure
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•
The current account is also the difference betw

een national 
saving

(S = Y − C
 − G

) and investm
ent:

•
This equation is called the current account identity even 
though it is just a rearrangem

ent of the national incom
e 

identity. Thus,

•
S is greater than I if and only if C

A is positive, or in 
surplus.

•
S is less than I if and only if C

A is negative, or in deficit.

W
hat the C

urrent A
ccount Tells U

s

N
C

A
I

S
G

C
Y

+
=

−
−

(5-6)

2  Incom
e, Product, and Expenditure
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G
lobal Im

balances
FIG

U
R

E
5-7 (1 of 2)

The charts show
 saving, investm

ent, and the current account as a percent of each subregion’s
G

D
P for four groups of advanced countries. The U

nited States has seen both saving and 
investm

ent fall since 1980, but saving has fallen further than investm
ent, opening up a large 

current account deficit approaching 6%
 of G

D
P in recent years. 

Japan’s experience is the opposite: investm
ent fell further than saving, opening up a large 

current account surplus of about 3%
 to 5%

 of G
D

P.

A
PPLIC

ATIO
NS

aving, Investm
ent, and C

urrent A
ccount Trends: Industrial C

ountries
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G
lobal Im

balances
FIG

U
R

E
5-7 (2 of 2)

The Euro area has also seen saving and investm
ent fall but has been closer to balance 

overall. 
O

ther advanced countries (e.g., non-Euro area EU
 countries, C

anada, A
ustralia, etc.) 

have tended to run large current account deficits.

A
PPLIC

ATIO
NS

aving, Investm
ent, and C

urrent A
ccount Trends: Industrial C

ountries 
(continued)
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G
lobal Im

balances
•

W
e define private saving (S

p ) as that part of after-tax private 
sector disposable incom

e Y
 that is not devoted to private 

consum
ption C

. 

•
W

e define governm
ent saving (S

g )as the difference betw
een 

tax revenue T received by the governm
ent and governm

ent 
purchases G

. 

•
Private saving plus governm

ent saving equals total national 
saving, S

 

S
p

=
Y

−
T

−
C

(5-7)

 

S
g

=
T

−
G

(5-8)

g
p

S
S

G
T

C
T

Y
G

C
Y

S
+

=
−

+
−

−
=

−
−

=



	
�

�



�
	

�
saving
 

G
overnm

ent
saving
 

Private

)
(

)
(

(5-9)

A
PPLIC

ATIO
N
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G
lobal Im

balances
D

o governm
ent deficits cause current account deficits? 

•
Som

etim
es they go together, but these “tw

in deficits” are not 
inextricably linked, as is som

etim
es believed. 

•
W

e can use the equation just given and the current account 
identity to w

rite

•
The theory of Ricardian

equivalence asserts that a fall in 
public saving is fully offset by a contem

poraneous rise in 
private saving. 

•
H

ow
ever, em

pirical studies do not support this theory: private 
saving does not fully offset governm

ent saving in practice. (5-10)

 

C
A

=
S

p
+

S
g

−
I

A
PPLIC

ATIO
N
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3  The B
alance of Paym

ents

•
The financial account (FA

) records transactions betw
een 

residents and nonresidents that involve financial assets. This 
definition covers all types of assets: 
•

real assets such as land or structures, 
•

and financial assets such as debt (bonds, loans) or equity, 
issued by any entity.

•
Subtracting asset im

ports from
 asset exports yields the hom

e 
country’s net overall balance on asset transactions, w

hich is 
know

n as the financial account, w
here FA = EX

A − IM
A .

•
The financial account therefore m

easures how
 the country 

accum
ulates or decum

ulatesassets through international 
transactions.

A
ccounting for A

sset Transactions: The Financial A
ccount
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•
The capital account (K

A
) covers tw

o rem
aining areas of asset 

m
ovem

ent of m
inor quantitative significance.

1.
the acquisition and disposal of nonfinancial, nonproduced
assets(e.g., patents, copyrights, tradem

arks,etc.)

2.
capital transfers (i.e., gifts of assets), an exam

ple of w
hich 

is the forgiveness of debts

•
W

e denote capital transfers received by the hom
e country as 

K
A

IN
and capital transfers given by the hom

e country as K
A

O
U

T . 
The capital account, K

A = K
A

IN
− K

A
O

U
T , denotes net capital 

transfers received.

A
ccounting for A

sset Transactions: The C
apital A

ccount

3  The B
alance of Paym

ents
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•
From

 the hom
e perspective, a foreign asset is a claim

 on a 
foreign country.

•
W

hen a hom
e entity holds such an asset, it is called an 

external asset of the hom
e country.

•
W

hen a foreign entity holds such an asset, it is called an 
external liability of the hom

e country because it represents 
an obligation ow

ed by the hom
e country to the rest of the 

w
orld.

A
ccounting for H

om
e and Foreign A

ssets

3  The B
alance of Paym

ents
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•
If w

e use superscripts “H
” and “F” to denote hom

e and 
foreign assets, w

e can break dow
n the financial account as the 

sum
 of the net exports of each type of asset:

•
FA

 equals:
o

the additions to external liabilities (the hom
e-ow

ned 
assets m

oving into foreign ow
nership, net) 

o
m

inus the additions to external assets (the foreign-ow
ned 

assets m
oving into hom

e ow
nership, net).

A
ccounting for H

om
e and Foreign A

ssets
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3  The B
alance of Paym

ents
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•
R

ecall that gross national disposable incom
e is

•
In addition, the hom

e econom
y can free up resources by 

engaging in net sales (or purchases) of assets. W
e calculate 

these extra resources using our previous definitions:

H
ow

 the B
alance of Paym

ents A
ccounts W

ork:
A M

acroeconom
ic View
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3  The B
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•
A

dding the last tw
o expressions, w

e have the value of the total 
resources available to the hom

e country for expenditures. This 
total value is equal the total value of hom

e expenditure on final 
goods and services, G

N
E:

•
C

ancelling G
N

E from
 both sides w

e obtain the result know
n as 

the balance of paym
ents identity or B

O
P identity:

H
ow

 the B
alance of Paym

ents A
ccounts W

ork:
A M

acroeconom
ic View
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(5-12)
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•
The com

ponents of the B
O

P identity allow
 us to see the 

details behind w
hy the accounts m

ust balance.

•
If an item

 has a plus sign, it is called a balance of paym
ents 

credit or B
O

P credit. 

•
If an item

 has a m
inus sign, it is called a balance of paym

ents 
debit or B

O
P debit.

H
ow

 the B
alance of Paym

ents A
ccounts W

ork:
A M

icroeconom
ic View
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−
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K
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=
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−
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−
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(5-13)
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•
W

e have to understand one sim
ple principle: every m

arket 
transaction (w

hether for goods, services, factor services, or 
assets) has tw

o parts. 

•
If party A

 engages in a transaction w
ith a counterparty B

, 
then A

 receives from
 B

 an item
 of a given value, and in 

return B
 receives from

 A
 an item

 of equal value.

H
ow

 the B
alance of Paym

ents A
ccounts W

ork:
A M

icroeconom
ic View

3  The B
alance of Paym

ents
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U
nderstanding the D

ata for the B
alance of Paym

ents 
A

ccount

•
A

 country that has a current account surplus is called a (net) 
lender. B

y the B
O

P identity, it m
ust have a deficit in its asset 

accounts.

•
A

ny lender, on net, buys assets (acquiring IO
U

s from
 

borrow
ers). For exam

ple, C
hina is a large net lender. 

•
A

 country that has a current account deficit is called a (net) 
borrow

er. B
y the B

O
P identity, it m

ust have a surplus in its 
asset accounts.

•
A

ny borrow
er, on net, sells assets (issuing IO

U
s to lenders). 

A
s w

e can see, the U
nited States is a large net borrow

er.

3  The B
alance of Paym

ents
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Som
e R

ecent Trends in the U
.S. B

alance of Paym
ents

FIG
U

R
E

5-10

U
.S. B

alance of 
Paym

ents and Its 
C

om
ponents, 1990-

2012 The figure show
s 

the current account 
balance (C

A), the 
capital account balance 
(K

A, barely visible), the 
financial account 
balance (FA), and the 
statistical discrepancy 
(SD

), in billions of 
dollars.

3  The B
alance of Paym

ents
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W
hat the B

alance of Paym
ents A

ccount Tells U
s
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4  External W
ealth

•
Just as a household is better off w

ith higher w
ealth, all else 

equal, so is a country.

•
“N

et w
orth” or external w

ealth w
ith respect to the rest of the 

w
orld (R

O
W

) can be calculated by adding up all of the hom
e 

assets ow
ned by R

O
W

 and then subtracting all of the R
O

W
 

assets ow
ned by the hom

e country.

•
In 2012, the U

nited States had an external w
ealth of about 

–$4,474 billion. This m
ade the U

nited States the w
orld’s 

biggest debtor in history at the tim
e of this w

riting.
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•
The level of a country’s external w

ealth (W
) equals

•
A

 country’s level of external w
ealth is also called its net 

international investm
ent position or net foreign assets. It is a 

stock m
easure, not a flow

 m
easure.

If W
 > 0, hom

e is a net creditor country: external assets 
exceed external liabilities.

If W
 < 0, hom

e is a net debtor country: external liabilities 
exceed external assets.

The Level of External W
ealth
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•
There are tw

o reasons a country’s level of external w
ealth 

changes over tim
e.

1.
Financial flow

s: A
s a result of asset trades, the country 

can increase or decrease its external assets and liabilities.
N

et exports of hom
e assets cause an equal increase in the 

level of external liabilities and hence a corresponding 
decrease in external w

ealth.
2.

Valuation effects:The value of existing external assets and 
liabilities m

ay change over tim
e because of capital gains 

or losses. In the case of external w
ealth, this change in 

value could be due to price effects or exchange rate 
effects.

C
hanges in External W

ealth

4  External W
ealth
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•
A

dding up these tw
o contributions to the change in external 

w
ealth (ΔW

), w
e find

•
Since −FA = C

A + K
A, substituting this identity into Equation 

(5-15), w
e obtain

C
hanges in External W

ealth
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Som
e R

ecent Trends

•
For the past 30 years the U

nited States has alm
ost alw

ays had a 
financial account surplus, reflecting a net export of assets to 
the rest of the w

orld to pay for chronic current account deficits.

•
If there w

ere no valuation effects, then Eq. (5-15) im
plies that 

the change in the level of external w
ealth should equal the 

cum
ulative net im

port of assets over the intervening period.

•
B

ut valuation effects or capital gains can generate a significant 
difference in external w

ealth. 

•
From

 1988 to 2012 these effects reduced U
.S. net external 

indebtedness in 2012 by m
ore than half com

pared w
ith the 

level that financial flow
s alone w

ould have predicted.
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W
hat External W

ealth Tells U
s

•
External w

ealth data tell us the net credit or debit position of a 
country w

ith respect to the rest of the w
orld.

•
They include data on external assets (foreign assets ow

ned by 
the hom

e country) and external liabilities (hom
e assets ow

ned 
by foreigners). 

•
A

 creditor country has positive external w
ealth, a debtor 

country has negative external w
ealth.

•
C

ountries w
ith a current account surplus (deficit) m

ust be net 
buyers (sellers) of assets.
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W
hat External W

ealth Tells U
s

•
A

n increase in a country’s external w
ealth results from

 every 
net im

port of assets; conversely, a decrease in external w
ealth 

results from
 every net export of assets.

•
In addition, countries can experience capital gains or losses on 
their external assets and liabilities that cause changes in 
external w

ealth.

•
A

ll of these changes are sum
m

arized in the statem
ent of a 

country’s net international investm
ent position.

4  External W
ealth


