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How to use this resource 
 

Who is it for? 

It is designed for students who are studying Economics B in 2021, and their teachers. The resource is designed 

to assist students with the pre-release material issued in November 2020, and also in their general study of 

macroeconomics. This year, the title of the pre-release material is the UK economy. The work should also be 

useful in subsequent years for teaching core areas of macroeconomics. 

What principles lie behind it? 

Following the research tasks outlined in the pre-release material, this resource examines the place of the UK 

economy within the context of the 2015 specification. It aims to cover all the likely areas that students could 

be expected to know to complete the syllabus.  

So how do I actually use it? 

Each of the main chapters contains enough material for at least two to three hours work, either in a class room 

context or for private study – or a combination of the two.  Questions and suggested answers are contained in 

the appendix. They are not lesson plans, but contain all the background material teachers need to create their 

own lesson plans. The Case Study assumes some basic knowledge of the course contents on the part of 

students. 

Technical terms, when used for the first time, are put in bold. Not all of these are absolutely required, as some 

are not mentioned in the specification, but all will enhance students’ knowledge and appreciation of the 

subject. 

The accompanying CD contains a complete copy of the work, plus spreadsheets of UK macroeconomic 

variables with up-to-date time series going back in some cases for centuries. The CD comes with a licence to 

use the work by students and staff within the purchasing institution.  

Gerald Wood   16
th
 January 2021 
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Chapter 4 The UK economy: the balance of payments on current account 

Introduction: the structure and causes of the UK’s BOCA deficit 
The Balance of Payments on current account (BOCA) measures income and expenditure flowing into and out 

of the UK. Money flowing in (for example as a result of payment for exports) counts as a ‘plus’ or credit 

item, while money flowing out (e.g. to pay for imports) counts as a ‘minus’ or debit item. These money flows 

are classified into four groups, depending on why the money is flowing in or out: 

1. In return for physical goods (called visibles). The net figure (i.e. the value of exported goods minus 

the value of imported goods) is sometimes called the balance of visible trade. 

2. In return for services.  

Items 1 and 2 together represent exports less imports, known as net exports or the balance of trade. 

3. As interest and profits on overseas investments (called primary income). 

4. In the form of gifts, both private gifts and government overseas aid (also called transfers or 

secondary income). 

Items 2 to 4 are together known as invisibles. 

All net items (1 to 4) are known as the balance of payments on current account (BOCA). 

Table 4.1 shows Britain’s net 

balance since 1950 in 2019 

(inflation-adjusted) prices. 

As you can see, up until the 

mid-1980s BOCA more-or-less 

balanced over the medium-

term. The income flowing into 

the UK roughly matched the 

income flowing out of it. The 

reason for this was that the UK’s overseas deficit on the balance of visible trade and on secondary income was 

approximately matched by our surpluses on services and primary income.  

Our balance of visible trade has been declining for over a century, as Britain moved from being the workshop 

of the world in the late 19
th
 century to the service-based economy we know today. This increasing deficit has 

accelerated from the 1980s when China began growing its manufacturing base very fast. Services have 

remained in surplus, mainly due to vast exports from the City of London to other countries in insurance, 

finance and related business services. Then our secondary income has long been in deficit: as a relatively rich 

country we give more in overseas aid than we receive. 

The main game-changer has been primary income, the income from overseas investments. For almost all of 

the 20
th
 century this figure was strongly positive for the UK – a reflection of overseas assets the British 

acquired going back to the 19
th
 and early 20

th
 century British Empire. One small example of this is the 

(currently controversial) sugar plantation owned in Barbados by wealthy Conservative MP Richard Drax. 

Built and farmed by slave labour centuries ago, the estate is still owned by the descendant of the original 

owner and is still paying him an income.
1
 However, from the 1970s onwards, both emerging and developed 

economies have been buying up British assets faster than we have been buying up overseas assets. Finally, in 

2012, interest and profits flowing out of Britain to overseas owners became greater than the opposite flow – 

and our primary income went into deficit. It is this, combined with the widening deficit in physical goods that 

has been the main driver of our declining BOCA since the 1980s.                                                          

However, the ballooning trade deficit has to be seen in the context of the overall size of the UK economy. For 

                                                      
1
 https://www.theguardian.com/world/2020/dec/12/wealthy-mp-urged-to-pay-up-for-his-familys-slave-trade-past  

https://www.theguardian.com/world/2020/dec/12/wealthy-mp-urged-to-pay-up-for-his-familys-slave-trade-past
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this reason, a better way of displaying the information on the BOCA deficit is to measure it against the size of 

the UK’s GDP. This is shown in Table 4.2 below.
2
 

 

As you can see, the basic shape of the graph is very similar to that in 4.1 but the recent worsening of the 

BOCA position looks less dramatic. That is because our deficit appears less significant when measured against 

the size of our growing economy. Nonetheless, at 2-to-5% of GDP there is no doubt that the UK’s BOCA 

deficit is both embedded and substantial, and will have adverse implications for us in the future.  

Figure 4.3 shows the most recent UK BOCA figures in more 

detail. The positive balance of our trade in services (£103 billion) 

is outweighed by negative balances in visible trade (-£131 

billion), in primary income (-£14 billion) and in secondary 

income (-£25 billion) – leading to an overall BOCA deficit in 

2019 of £68 billion or 3.1% of GDP. 

One interesting feature of this table is that it illustrates how open 

an economy the UK is. Our total inflows of £926 billion add up to 

42% of our 2019 GDP of £2,169 billion (or £2.17 trillion). Then 

our exports of goods and services of £689 billion equate to 35% 

of GDP – in other words, we export over one-third of the goods 

and services we produce.  

Another feature is the growing importance of services in 

international trade. Historically, exports and imports have been 

dominated by physical goods because these can be placed in a container and shipped overseas relatively 

cheaply. Services have been harder to trade because in many instances the supplier and customer had to be in 

the same room. For example, health care had to be delivered in a clinic, education in a classroom or retail 

services in a shop. However, the growth of web-based delivery – which has only been accelerated during the 

pandemic by the growth of Zoom and Microsoft Teams – has meant that services can increasingly be sold 

over any distance. By 2019, even before the pandemic, UK services exports at £316 billion were touching 

85% of the value of physical exports. 

The impact of a BOCA deficit on firms and households 
For all of the 20

th
 century up until 1972, the UK tried to operate a fixed exchange rate with the value of one 

pound fixed either in terms of gold (known as the gold standard) or in terms of the US dollar. Britain came 

out of World War II (1939-45) with a fixed dollar exchange rate of £1 = $4.03. There followed devaluations 

in 1949 to $2.80, and then in 1967 to $2.40. Since then, Britain has steered clear of fixed exchange rates 

except for a brief (and ill-fated) episode in 1990-92 when the UK government fixed sterling against the then 

German currency, the Deutschmark (DM). 

                                                      
2
 https://www.ons.gov.uk/economy/nationalaccounts/balanceofpayments/timeseries/aa6h/ukea  

https://www.ons.gov.uk/economy/nationalaccounts/balanceofpayments/timeseries/aa6h/ukea
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Now a persistent BOCA deficit puts downwards pressure on the value of a currency. Put simply, if we are 

buying more imports than we are selling exports then we are selling more sterling then foreigners are buying 

and the sterling exchange rate is likely to fall. A government operating a fixed exchange rate has two options 

in these circumstances. It can either increase interest rates, which encourages traders to buy sterling as the 

return offered is higher. Or it can accept political unpopularity, make an exception to its fixed exchange rate 

policy, and devalue the currency. 

Either approach will make firms and households poorer. Raising interest rates is contractionary as it shifts the 

AD curve inwards and thereby reduces GDP. Devaluation makes all imported goods more expensive and 

thereby worsens our terms of trade. In other words, we have to sell more exports to acquire the same number 

of imports. Under a fixed exchange rate regime, then, a worsening deficit on BOCA is seen as a warning, a 

leading indicator of trouble to come. This is why worsening BOCA deficits used to be thought of as a 

balance of payments crisis.  

However, with floating exchange rates there is much less pressure on the government. A BOCA deficit may 

lead to a declining value of the currency, but there is no public point of crisis as there is with a devaluation. 

Nevertheless, BOCA deficits do have adverse long-term impacts on our standards of living. This is because 

other countries, having accumulated reserves of sterling, have to do something with those reserves. And 

typically much of their sterling reserves are spent buying up UK assets – housing, companies and shares. So 

the UK’s deficit on its current account is matched by a surplus on its capital account. The most visible result 

of this activity is the large numbers of houses in the London area which have been purchased by overseas 

buyers over the last couple of decades. 

These assets will generate profits in the future which will – quite properly – be repatriated to their new owners 

overseas. So the 21
st
 century is shaping up to be a neat reversal of the situation in the 19

th
 and 20

th
 centuries. 

Historically Britain ran a large BOCA surplus which it used to buy overseas assets all over the British Empire. 

The profits from these contributed to our standard of living, as already mentioned in the case of Mr Drax, MP. 

In the future these net income flows are increasingly set to go the other way, and UK residents will be poorer 

as a result. In conclusion, to run a large BOCA deficit over decades is like gradually “selling off the family 

silver”. There is little short-term impact, but in the long term British residents will be permanently poorer. 

The use of economic policy to achieve BOCA equilibrium 
A BOCA deficit was a matter of concern in the 1950s and 1960s when a deficit led to pressure on sterling and 

the possibility of devaluation as the only way out – as indeed happened in 1949 and 1967. The common way 

of avoiding this was to increase interest rates. This had a contractionary effect on the economy leading to a 

reduction in imports as all types of domestic expenditure fell. Meanwhile exports were unaffected as other 

country’s AD stayed the same. The overall result was that the economy shrunk but the balance of trade 

improved. 

However, the problem with this approach was that interest rates could not be used simultaneously both to 

control BOCA and also to influence inflation and unemployment. Since the 1990s, the UK government, along 

with most others, has seen the control of inflation as much more important than BOCA equilibrium, which has 

in effect been sacrificed for a more important goal. 

The other option was to accept that the existing fixed exchange rate was untenable, and devalue the currency 

to a new, lower fixed exchange rate. At the lower exchange rate British exports became cheaper while British 

imports became more expensive. In time, therefore, more exports would be sold and fewer imports bought 

until BOCA equilibrium was restored. 

However, the current arrangement of floating exchange rates achieves the same result without the trauma of 

cliff-edge devaluations. When an economic shock, such as the Brexit vote in June 2016, makes it look as 

though the UK economy is less competitive then the resulting sterling depreciation reduces the impact of the 

shock by making it easier for us to sell our exports. So in conclusion, the government has actually stopped 

trying to achieve BOCA equilibrium. It accepts whatever the free market decides. 
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And indeed, the majority of economists agree 

with this approach. Table 4.4 shows that most 

of 40 US-based ‘expert’ economists thought 

that any focus on BOCA equilibrium was 

more likely to reduce economic welfare than 

increase it.
3
 

Further, it is noticeable that since fixed 

exchange rates have been abandoned, concern 

about the balance of payments has dropped 

out of the public conversation. Economics A-

level syllabuses are one of the very last places 

that are even asking the question! We 

conclude with a Google diagram showing the 

frequency with which the term ‘balance of 

payments’ has occurred in books since 1900. 

As you can see, it is fast vanishing from public consciousness. 

 

Finally, a good, relatively recent commentary on BOCA equilibrium may be found in the Daily Telegraph of 

30
th
 September 2015, written in response to the last attempt to bring the concept into political debate, in this 

case by the former leader of the Labour Party, Jeremy Corbyn.
4
 

 

Questions for further thought: Chapter 4 
4.1 Britain is an ‘open economy’ with over 35% of our GDP exported. What costs and benefits are associated 

with this model? (8) 

4.2 Does a BOCA deficit matter? Why or why not? (8) 

4.3 Table 4.5 shows us that the phrase ‘balance of payments’ is used much less now than it was in the 1960s. 

Does such information tell us anything useful? (8)

                                                      
3
 https://www.igmchicago.org/surveys/trade-balances  

4
 https://www.telegraph.co.uk/finance/economics/11901004/What-is-the-balance-of-payments-deficit-that-Labour-keeps-

talking-about.html  

https://www.igmchicago.org/surveys/trade-balances
https://www.telegraph.co.uk/finance/economics/11901004/What-is-the-balance-of-payments-deficit-that-Labour-keeps-talking-about.html
https://www.telegraph.co.uk/finance/economics/11901004/What-is-the-balance-of-payments-deficit-that-Labour-keeps-talking-about.html
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Chapter 6 The UK economy: the impact of the Covid-19 pandemic 

The pandemic and GDP 
See also Chapter 1 

Knowledge and application 

Table 6.1 below outlines the main features of the Covid-19 pandemic in the UK. Covid information comes 

from the government’s website,
5
 while GDP data comes from the ONS.

6
 While there is no official definition 

of a ‘lockdown’, its starting date is normally held to be 23
rd

 March 2020.
7
 The lockdown was gradually eased 

in a series of steps with 1
st
 June, 15

th
 June and 4

th
 July being significant dates.

8
 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                      
5
 https://coronavirus.data.gov.uk  

6
 https://www.ons.gov.uk/economy/grossdomesticproductgdp/bulletins/gdpmonthlyestimateuk/november2020  

7
 https://fullfact.org/health/coronavirus-lockdown-hancock-claim  

8
 https://www.independent.co.uk/news/uk/home-news/coronavirus-uk-timeline-lockdown-boris-johnson-pubs-test-and-

trace-vaccine-b547630.html  

https://coronavirus.data.gov.uk/
https://www.ons.gov.uk/economy/grossdomesticproductgdp/bulletins/gdpmonthlyestimateuk/november2020
https://fullfact.org/health/coronavirus-lockdown-hancock-claim
https://www.independent.co.uk/news/uk/home-news/coronavirus-uk-timeline-lockdown-boris-johnson-pubs-test-and-trace-vaccine-b547630.html
https://www.independent.co.uk/news/uk/home-news/coronavirus-uk-timeline-lockdown-boris-johnson-pubs-test-and-trace-vaccine-b547630.html
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that the long-term damage done to the public finances is not so much the one-off £200 billion likely to be 

spent on the pandemic over the financial year 2020-21 but rather the recurring extra £100 billion caused by the 

economy being smaller than it would otherwise have been. This means that it is likely that in five year’s time 

the budget deficit might be 6% of GDP compared to the 2-to-3% of GDP that we were on course to maintain 

without Covid-19. 

Then Table 6.7 shows the 

likely long-term impact of 

the Covid-19 pandemic on 

the National Debt. In the 

absence of the pandemic the 

five-year forecast was that it 

would drift slowly down 

from 80% of GDP to perhaps 

75% of GDP – still well 

above the 60% EU 

recommendation. Now the 

central forecast is more like 

105-to-110% of GDP within 

a range of 90-120% by 2024. 

Analysis and evaluation 

If our National Debt ends up at 112% rather than 75% of GDP it will of course be 50% larger whereupon the 

interest payments the government will have to pay annually on that debt will also be 50% larger. There will be 

a greater opportunity cost for many years to come. This, together with future foregone output, is the long-term 

price we have chosen to pay in order to limit additional Covid-19 deaths to perhaps 100-to-150 thousand 

rather than the third-to-one million they might otherwise have been. 

The UK economy appears robust enough to pay this price without jeopardising our government’s hard-won 

reputation over centuries for always paying debt interest on time and in full. If the next year or two shows that 

the increased budget deficit associated with Covid-19 was a one-off event then global confidence in holding 

UK government debt should not be adversely affected. However, if it appears that much of the temporary 

financial support offered to firms and households looks like becoming permanent then that would put 

significant strain on the UK government’s credibility. So also, if vaccinations prove to be ineffective against 

newly-developing strains of the virus then the long-term standards of living to which we have become 

accustomed would be at risk. 

 

Questions for further thought: Chapter 6 

6.1 In the 1918-20 flu pandemic, 0.46% of the UK population died; the equivalent of 300,000 out of our 

current population of 67.9 million.
9
 If the expenditure of £450 billion over 5 years will have reduced our death 

toll from Covid-19 from 300,000 to 150,000 how might we decide if that was money well-spent? (8) 

6.2 To what extent do the young and the old have different interests in the way the government responds to the 

pandemic? (8) 

6.3 To what extent is the Covid-19 pandemic an argument for greater government intervention in the 

economy? (8) 
                                                      
9
 https://www.nber.org/system/files/working_papers/w26866/w26866.pdf  

https://www.nber.org/system/files/working_papers/w26866/w26866.pdf
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Chapter 7 The UK economy: the impact of Brexit 

Table 7.1 Timeline of the European Union (EU) 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 


