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Handout 21: Five ways of writing the current account surplus 

Ec 81 / Economic Development / Fall 2018 / Prof O’Connell 
[This handout walks through some of the material in the Appendix to Chapter 15 in PRLB] 
[typo correction on p. 2 in red] 
The current account surplus is defined as the country’s net foreign-exchange earnings from transactions 
involving goods and services rather than assets. It is therefore sum of the trade surplus on goods and 
non-factor services (given by 𝑇𝑆 = 𝑋 − 𝑀 where 𝑋 and 𝑀 are exports and imports of goods and non-
factor services), net factor income from abroad (𝑁𝐹𝐼𝐴, comprising the surplus on wage and profit 
remittances and interest payments), and net unilateral transfers received by residents:1 
 
 𝑪𝑨 ≡ 𝑻𝑺 + 𝑵𝑭𝑰𝑨 + 𝑵𝑼𝑻    [Definition of Current Account surplus]. (1) 
 
The country’s surplus on current account transactions must be fully offset by its deficit on international 
asset transactions, so that the overall balance of payments sums up to zero. Using 𝐹𝐴 (= financial 
account) to denote the net sale of assets and 𝐾𝐴 (= capital account) to denote the net inflow from 
international transfers of assets (e.g., debt cancellation), the overall balance of payments identity is  
 
 𝐶𝐴 + 𝐹𝐴 + 𝐾𝐴 − ∆𝑅𝑒𝑠 = 0     [Balance of Payments identity] 
 
Note that in contrast to your text (equation A15-9) we are separating out net official reserve 
transactions from the financial account (∆𝑅𝑒𝑠 is the country’s net accumulation of official reserve 
assets). We do this for analytical purposes, because international reserves are intimately involved with a 
country’s capacity to manage its exchange rate. Taking all the asset transactions over to the right hand 
side, we can rewrite the balance of payments identity as2  
 
 𝑪𝑨 = ∆𝑵𝑭𝑨     [CA = accumulation of net foreign assets] (2) 
 
where the country’s overall net accumulation of foreign assets is given by ∆𝑁𝐹𝐴 = ∆𝑅𝑒𝑠 − 𝐹𝐴 − 𝐾𝐴 
(don’t confuse NFA with NFIA!). 

There are three additional ways to write the current account. From the national income 
accounts, the trade surplus is related to GDP and total spending by (see A15-1 and A15-2) 
 
 𝐺𝐷𝑃 = 𝐶 + 𝐼 + 𝐺 + (𝐸𝑥𝑝𝑜𝑟𝑡𝑠 − 𝐼𝑚𝑝𝑜𝑟𝑡𝑠) = 𝐴 + 𝑇𝑆, 
 
where 𝐺 includes both public-sector consumption and public-sector investment and where Absorption 
(𝐴 = 𝐶 + 𝐼 + 𝐺) refers to total expenditure in the national accounts. To re-express this equation in 
terms of total income earned by domestic residents rather than in terms of 𝐺𝐷𝑃 (which is the market 
value of goods and services newly produced within the country’s borders), we need to adjust GDP for net 
factor income from abroad and for net unilateral transfers received. This leads to the concept of gross 
national disposable income (see A15-3): 
 

𝑌 = 𝐺𝑟𝑜𝑠𝑠 𝑁𝑎𝑡𝑖𝑜𝑛𝑎𝑙 𝐷𝑖𝑠𝑝𝑜𝑠𝑎𝑏𝑙𝑒 𝐼𝑛𝑐𝑜𝑚𝑒 ≡ 𝐺𝐷𝑃 + 𝑁𝐹𝐼𝐴 + 𝑁𝑈𝑇. 
 
Replacing 𝐺𝐷𝑃 by 𝑌 − 𝑁𝐹𝐼𝐴 − 𝑁𝑈𝑇 in the equation for GDP, we get a third expression for the 𝐶𝐴 
surplus, as the difference between total income and total spending in the economy: 
 

                                                      
1 The balance of payments identity is actually 𝐶𝐴 + 𝐹𝐴 + 𝐾𝐴 − ∆𝑅𝑒𝑠 + 𝐸𝑅𝑅𝑂𝑀 = 0, where 𝐸𝑅𝑅𝑂𝑀 (errors and 
omissions) is a balancing item reflecting data shortcomings. 
2 For analytical purposes, we are ignoring a valuation term that arises from changes in the market value of 
international assets; the correct expression is 𝐶𝐴 = ∆𝑁𝐹𝐴 − 𝑉𝑎𝑙𝑢𝑎𝑡𝑖𝑜𝑛 𝑐ℎ𝑎𝑛𝑔𝑒𝑠.  
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 𝑪𝑨 = 𝒀 − 𝑨     [CA = income minus spending] (3) 
 
Notice that this matches the logic of equation (2), because the difference between income and total 
expenditure for the country as a whole must be the rate at which the country is accumulating net 
financial claims on the rest of the world. In other words, 𝑌 − 𝐴 = ∆𝑁𝐹𝐴, as implied by equations (2) and 
(3).3 

To derive a fourth expression for the 𝐶𝐴 surplus, substitute 𝐶 + 𝐼 + 𝐺 for 𝐴 in equation (2):  
 
 𝑌 − 𝐶 − 𝐼 − 𝐺 = 𝐶𝐴. 
 
Subtracting taxes and adding them back on the left-hand side, we get (𝑌 − 𝑇 − 𝐶 − 𝐼) + (𝑇 − 𝐺) = 𝐶𝐴. 
Since 𝑌 − 𝑇 − 𝐶 is equal to private saving, the current account is therefore equal to the sum of the 
private sector’s saving-minus-investment balance and the government’s fiscal surplus (see A15-8):  
 

𝑪𝑨 = (𝑺𝒑 − 𝑰) + (𝑻 − 𝑮)     [CA = sum of private saving/investment balance and fiscal surplus] (4) 

 
This equation is often used in discussing the twin deficits problem – the tendency for fiscal deficits and 
current account deficits to appear in tandem.  

Finally, we can express the current account as the difference between total national saving and 
total national investment (see A15-7): 

 
 𝑪𝑨 = 𝑺 − 𝑰     [CA = saving minus investment]. (5) 
 
Note that in interpreting equation (5) we have to be careful about where we are putting public sector 
investment. If we derive (5) directly from (4), then public-sector investment is included in 𝐺 (not in 𝐼). In 
this case, 𝐼 refers only to private investment, and the concept of government saving that is included in 𝑆 
in equation (5) is the entire fiscal surplus 𝑇 − 𝐺 (this is how the Appendix to chapter 15 does it). For 
most purposes, however, it makes make better analytical sense to split 𝐺 between government 
consumption and government investment (𝐺 = 𝐶𝑔 + 𝐼𝑔). In this case, the appropriate concept of 

government saving would be the difference between government revenue and government 
consumption, rather than the entire fiscal surplus. In this case, equation (5) could be unpacked as 𝐶𝐴 =

𝑆𝑝 + 𝑆𝑔 − (𝐼𝑝 + 𝐼𝑔), with 𝑆𝑔 defined as 𝑆𝑔 = 𝑇 − 𝐶𝑔. Either way is OK, of course, as long as you keep 

track! 
 These alternative expressions for the current account are useful in thinking through what a 
country’s options are when it faces a sharp decline in the financial account of its balance of payments. 
Unless this is offset by some kind of asset transfer or decumulation of international reserves, the change 
in net foreign assets must fallrise, and this in turn (equation 2) means that the current account surplus 
must rise. By equation 3, this means that income must rise relative to spending – or, since it is difficult to 
get income to rise in the short run, national expenditure is going to have to fall sharply (austerity). A 
fiscal contraction is very likely to play a key role in accomplishing this; if it does not, then the private 
saving-minus-investment balance must take the brunt via a fall in private consumption and private 
investment (equation 4). 
 
Two notes: 

 These equations are identities, so they do not specify the direction(s) of causation. They are 
nonetheless analytically indispensable, because any causal story must be consistent with them! 
 

 The CA concept used in this handout is the current account after grants. If net current transfers 
are excluded, the resulting concept is referred to as the current account before grants. 

                                                      
3 Again, ignoring valuation changes on the right-hand side; see footnote 2. 


