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Macro-econom ic objectives: B alance of Paym ents 
 
The balance of paym ents records all incom ing and exported goods, services and m onies. 
W hen inflow s are greater than outflow s there is a net inflow  in the econom y this is called a 
surplus. W hen outflow s are greater than inflow s there is a net output in the econom y this is 
called a deficit. The ideal is a balance – an equilibrium  – w here inflow s are equal to outflow s in 
the econom y. 
 
The ‘visibles’ balance is the trade is the net trade in goods, i.e. goods exported – goods 
im ported. The ‘invisibles’ balance is the net trade in services, i.e. services exported – services 
im ported. M ost often this is the m ovem ent of m oney as a rew ard for a factor of production, 
either rent, interest or profits, generally not w ages. 
 
The balance of paym ents has four key sections; the current account, the capital balance, the 
financial account and a section for net errors and om issions. 
 
The focus for A S level is on the current account. Briefly the capital balance involves 
transactions to and from  EU  countries. This is a m inor part of the balance of paym ents. The 
financial account records investm ent and savings m ade in U K businesses and banks by 
individuals or com panies overseas taken aw ay from  m oney invested overseas into foreign 
banks and businesses by U K consum ers. 
 
Current account 
 
A n increase in GDP m eans that output has increased, so incom es have increased and 
expenditure has increased. This causes an increase in dem and for goods w ith an elastic PED. 
 
 
Income elasticity of demand: YED =   
 
 
YED > 1: Luxury – m ore than proportional change in quantity dem anded w hen incom e 
changes. Q uantity dem anded is very responsive to a change in incom e. For exam ple a 1%  
increase in incom e w ould lead to a larger than 1%  change in the quantity dem anded. 
 
0 <  YED ≤  1: N ormal – w hen incom e increases there w ill be an increase in the quantity 
dem anded but this increase w ill be proportionally less than the increase in incom e. 
 
YED < 0: Inferior – w hen incom e increases quantity dem anded of this good decreases. 
 
In the U K m ost of the luxury goods w e dem and are im ports. So as grow th increases im ports 
increase, w hich m eans the balance of paym ents goes into a w orsening deficit. As grow th 
decreases im ports decrease and so the balance of paym ents im proves. 
 
1992: Depreciation of the exchange rate caused an increase in exports and a decrease in 
im ports. This causes the balance of paym ents to im prove assum ing overseas and dom estic 
dem and is price elastic. Dom estic dem and how ever is not elastic as w e are very reliant on 
im ports of food and fuel. 
 
1998: A ppreciation of the exchange rate caused a decrease in exports and an increase in 
im ports and a decrease in exports as the price of U K output is less com petitive on w orld 
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m arkets, again assum ing both dom estic and overseas dem and is inelastic. This lack of 
com petitive prices is one strong argum ent for joining the Euro. 
 
W hen im ports are greater than exports there is a deficit on the balance of paym ents.  
 

• There is a net outflow  of m oney. This needs financing: 

• M ostly on trade credit by overseas suppliers. The U K generally honours all 
debts. 

• Borrow ed from  overseas banks as im ports m ust be paid for in a foreign 
currency. 

• U se m oney in the econom y’s foreign currency reserves. 

• U nem ploym ent could occur in the long run. Structural factors (such as the U K 
producing goods it is not com petitive at exporting) cause lack of dem and. 
U nem ploym ent causes slow er grow th. 

• Low er savings and investm ent low er future grow th still further. 
 
Yet a long term  deficit is not necessarily a problem . 
 

• The U K generally honours all debts. 

• If GDP is grow ing faster than the Balance of Paym ents deficit, as a proportion of GDP 
the deficit is im proving. 

• If the deficit is a low  percentage of GDP this is healthy. 

• If im ports are m ainly consum er goods (not capital goods) this is sustainable only in the 
short run and w ill cause problem s in the long run. 

• If the U K is unable to adapt the structure of industry to produce com petitive output 
the deficit is a problem . 

• This is true in goods, but not in services. 

• A lthough w e are less efficient at producing som e services now , for exam ple 
call centres. 

 


