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WILL HIGHER NATIONAL SAVING LEAD TO HIGHER GDP 
GROWTH OR INCOME LEVELS IN NEW ZEALAND? 

A REVIEW OF THE LITERATURE 

 

1. INTRODUCTION 

Treasury’s discussion document (DD) Saving in New Zealand: Issues and Options raises the 
implications of national saving for economic growth. It concludes that New Zealand’s 
national saving performance is low relative to its investment. This has implications in terms 
of risks to future economic growth and the mix of current economic activity. In particular, the 
discussion document states that: 

 Based on international experience a sustained increase in national saving (for 
example over 10 to 15 years) could strengthen New Zealand’s financial system, with 
positive knock-on effects to business growth and labour productivity; 

 Over the past decade, strong growth in government and private spending has 
increased competition for scarce resources in the economy, so that there has been 
increased underlying inflation pressure, requiring New Zealand interest rates to be 
high relative to comparator countries; 

 The elevated exchange rate level has in part been driven by the interest rate 
premium; 

 A permanent increase in national saving will take pressure off domestic resources 
which will allow, on average, lower interest rates to maintain low inflation. As the 
premium on New Zealand interest rates relative to interest rates elsewhere would be 
smaller, it would be expected that the exchange rate would be lower on average too 
– at least for a few years; 

 Lower interest rates would be beneficial to investment while a lower exchange rate 
would benefit the export and import-competing sectors; and, 

 It is not clear exactly how much saving would have to rise to achieve lower interest 
and exchange rates, particularly since both are dependent on many domestic and 
global factors. Further work is needed before the Treasury would confidently attribute 
significant growth gains to this role of saving in the economy. 

 

This note is part of the further work needed to understand the role of saving for economic 
growth via the interest rate/exchange rate mechanism. The implications of higher rates of 
saving for financial market development and growth have been discussed more fully in the 
report of the Capital Markets Development Taskforce (2009) and so they will not be 
discussed here. The role of saving in terms of risks to future economic growth (i.e. 
vulnerabilities) is also not explored here.1 

Some initial conclusions of this note can be summarised as follows: 

                                                 

1 Please refer to the forthcoming Treasury working paper Economic Imbalances: New Zealand’s 
Structural Challenge (Andre, J.P.) for a detailed discussion on vulnerabilities. 
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 When considering some static, partial equilibrium models and some of the cross-
country empirical literature, evidence for a relationship between saving and growth is 
weak at best, particularly for richer countries; 

 General equilibrium models however, particular those calibrated for the New Zealand 
economy (such as the NZIER CGE model and the IMF’s GIMF model), provide for a 
positive GDP impact from a permanent increase in saving. The positive GDP impact 
works through both lower long-term interest rates and a lower level of the exchange 
rate which leads to higher rates of investment and a higher ratio of exports to GDP 
(at least for a few years); 

 Higher saving implies lower debt and therefore lower costs of servicing that debt. 
This suggests a positive impact for income levels (gross national income (GNI) 
impact as opposed to just a GDP impact). 

 

2. SAVING, INTEREST RATES AND EXCHANGE RATES 

2.1. What does the theory say? 

Total (domestic and foreign) saving in an economy is by definition equal to total investment 
ex post. Real interest rates are the prices that bring about this equalisation. 

Theory predicts that an increase in investment leads to a higher level of output and a faster 
rate of growth in output during that transition to a higher level. A higher level of saving and 
investment per se may not lift the growth rate permanently (Treasury Synthesis, 2003). 
However, the transition may last for some time (in excess of a decade) which is not 
insignificant in terms of raising living standards in an economy. But more importantly, 
investment probably contributes to faster multi-factor productivity growth (e.g. through the 
adoption of a new technology) which would lift the growth rate permanently.2  

But the question remains as to whether domestic saving constrains investment in New 
Zealand and hence, by extension, the rate of economic growth. For this to be the case, low 
rates of domestic saving ex ante would have to contribute to higher average real interest 
rates, which would lower average investment rates ex post.  

In traditional analytical frameworks (IS-LM-BP, Mundell-Fleming), domestic saving cannot 
constrain investment for a small, open economy like New Zealand in a world with perfect 
capital mobility. In this case, New Zealand is an interest-rate (price) taker because we have 
an unlimited supply of foreign funds at the “world” interest rate. Any increase in domestic 
saving (for example, from a reduction in government expenditure) will be fully offset by 
expenditure in other parts of the economy (in response to a lower level of the exchange rate) 
and the level of output is unchanged.  

While these static frameworks are a useful starting point for understanding the possible 
mechanism through which saving may (or may not) impact on growth, they ignore: 

 the possibility of country risk premia, in particular the role of default risk premia and 
their interaction with saving and debt levels; 

                                                 
2 Endogenous models are consistent with the empirical evidence that saving rates tend to rise with per capita 

income, and suggest two-way causation, from saving and investment to output levels and growth rates, and 

from output levels and growth rates to saving and investment. 
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 the role of expectations; and, 

 dynamic adjustment effects highlighted in the new growth theory literature. For 
example, the composition of output matters for growth where the production of some 
classes of goods confer benefits from skills and technology that are external to the 
firm (a MFP effect). Therefore, in the IS-LM-BP example above, a lower level of the 
exchange rate could result in growth-enhancing dynamic adjustments if these 
external effects are greater for traded than for non-traded goods. 

A more recent Treasury working paper puts forward the hypothesis that low rates of 
domestic saving relative to investment can elevate average real interest rates and the real 
exchange rate for a significant length of time and that this is likely to impede investment.3 
The work concludes that: 

 A permanent increase in national saving, all else equal, would reduce domestic 
imbalances and take pressure off domestic resources, which would permit the 
inflation target to be achieved with a combination of lower average domestic interest 
rates and a lower exchange rate.4 As the premium on New Zealand interest rates 
relative to interest rates elsewhere would be smaller, it would be expected that the 
exchange rate would be lower on average too – at least for a few years; 

 A default risk premium5 could also potentially drive a wedge between New Zealand 
actual interest rates and the “world” rate. Even though the evidence for New Zealand 
suggests that this has not been a material driver of the interest rate premium over the 
past two decades, this could become more important going forward as low rates of 
saving relative to investment continue to contribute to a deteriorating net foreign 
asset (NFA) position. New Zealand’s NFA position is currently around minus 86% of 
GDP but is forecast to deteriorate further. 

 

2.2. What does the empirical evidence say? 

2.2.1. How much can we expect interest rates in NZ to decline? 

Following on from Treasury’s Saving DD, in order to reduce New Zealand’s NFA position to 
minus 70 percent of GDP (over 10 years), would require a trade surplus of around 3 percent 
of GDP. This is significantly above average historic levels (since 1989) and the associated 
increase in national saving (on forecast levels – refer to Figure 1) would need to be around 4 
percent of GDP.  

 

 

                                                 
3  Why are interest-rates in NZ so High? Evidence and Drivers (2010) 

4 For any given level of average interest rates in the economy, an increase (decrease) in aggregate 
demand would require a higher (lower) level of the exchange rate to maintain internal balance, that 
is, to maintain price stability within the inflation target. A higher (lower) exchange rate serves to 

choke-off (increase) demand through its impact on exports and imports. 

5 A default risk premium would be demanded by creditors to compensate for the higher perceived risk 
of default implied by New Zealand’s high level of indebtedness. 
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Figure 1 – Net (of depreciation) saving by sector as percent of GDP 
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Empirical evidence suggests that a reduction in the NFA is likely to lead to a reduction in 
domestic real interest rates. Assuming that New Zealand reduces its NFA-to-GDP ratio to 
around 70%, we would expect average long-term interest rates in New Zealand to decline by 
between 20 and 100 basis points (refer to Rose, 2010; Plantier, 2003 and Lane and Milesi-
Ferretti, 2001). From this literature, it is not possible to determine whether the reduction in 
interest rates reflects a lower default risk premium (from a lower NFA) or whether it reflects 
lower domestic imbalances and less pressure on domestic resources. But the literature is 
still indicative of the likely benefit, in terms of lower average interest rates, that would result 
from a higher saving rate ex ante. 

 

2.2.2. The link from interest rates to investment and growth 

A drop in average real interest rates is expected to flow through to lower costs of capital, 
which is expected to be beneficial to investment. The relationship between average interest 
rates and costs of capital remains one of the more controversial relationships to try and 
estimate however. Furthermore, there is some controversy in the international literature 
about how much the costs of capital actually matter for investment with the range of 
elasticities being from very low to very high (Chirinko et al, 2002).  

Modelling by the Treasury (Szeto and Ryan, 2009) based on the New Zealand Treasury 
model (NZTM) production block estimations indicate that a 1 percent decrease in the user 
cost (rental price) of capital6 would lead to a 0.8 percent increase in the business capital 
stock. Assume that (average) interest rates drop by between 20 and 100 basis points (bps). 
This would imply a drop in the user costs of capital estimates in the NZTM of between 1.3 
and 6.3%. This in turn would imply an increase in the capital stock of between 1% and 5% in 
the long-run. GDP is expected to increase by between 0.2% and 1.1% in the long-run. 

                                                 
6 The rental price of capital is determined mainly by the neutral long-term interest rate and the risk 

premium for investment. 
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A direct comparison of different models is difficult, but results from NZIER (2010) appear to 
suggest a larger impact for the level of GDP in the long-run than that suggested by the 
Treasury model (please refer to Appendix A for a comparison of results from each model). 
The larger GDP impact appears to work partly through an assumed larger reduction in the 
costs of capital. They conclude that as the level of the NFA to GDP drops to negative 60% (a 
larger drop in the NFA than that assumed for the NZTM), interest rates would drop by 30 to 
100 bps from a money market rate of 5.5%. This would imply a reduction in their model’s 
estimate of the costs of capital of between 5.5% and 18%. NZIER assumes a reduction of 
10% (the mid-range). The GDP impact by 2025 will be around 4% higher. 

Importantly, in the NZIER model, gross national disposable income (GNDI) increases by 
more than 9% by 2025. The difference between GNDI growth and GDP growth is due to 
lower levels of net foreign liabilities and hence, foreign debt repayments. 

Schule (2010) assumes that government consumption spending is permanently reduced by 
1 percent of GDP. This lowers long-term interest rates by just less than 20 bps. GDP is 
expected to increase by around 0.5% after 8 years. After around 25 years, GDP settles at 
around 2% above the baseline case. The GDP impact increases to 1% (after 8 years) and 
2.5% in the long-run if the permanent increase in government saving is achieved instead 
from lower transfers to middle-income households. Higher consumption taxes (GST) have a 
similar impact on GDP to that of lower government consumption. 

To conclude this section, in both the Schule (2010) and NZIER (2010) papers, there is an 
initial cost in terms of lower GDP (compared with baseline) from increasing the national 
saving rate. However, aggregate demand and GDP are expected to recover and exceed 
baseline estimates within 4 years. 

 

2.2.3. Saving, the exchange rate and growth 

 

Establishing a definitive and causal link from saving to a lower exchange rate is not an easy 
one. Furthermore, even if this link is established, it is not self-evident that it will be growth 
enhancing. In order to accept the view of a link between the exchange rate and growth, there 
has to be an implicit acceptance of some level of the exchange rate which is growth 
maximising. Or to put it another way, there has to be some acceptance of a level of the 
exchange rate, where misalignment of the actual exchange rate from this level, is growth 
harming. 

As is argued in recent Treasury papers, the long-run equilibrium real exchange rate for New 
Zealand is likely to have been well below the average real exchange rate level for the past 
20 years. There is considerable evidence that overvaluation is likely to be growth impeding. 
Berg et al (2010) provide a useful summary of this literature and conclude that there are 2 
broad reasons as to why overvaluation is bad for growth: 

1. Overvaluation causes external imbalance (for example, an unsustainable current 
account deficit), which may require a domestic contraction to establish external balance; 
and, 

2. Overvaluation is bad because it shrinks the tradable sector (Rodrik, 2008). This is related 
to arguments about benefits external to the firm (MFP) discussed below. 

Schule (2010) results show a 1% depreciation of the New Zealand dollar real effective 
exchange rate (after 8 years) if government saving is increased permanently by 1% through 
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a reduction in government consumption. This depreciation increases to 2% if the saving 
comes from a reduction in transfers to middle-income households.7 

The consequence of the depreciation is to make New Zealand exports more competitive, 
that is, more attractive to foreign buyers. The positive effect on the trade balance in Schule 
(2010) is quite large initially, but the trade balance moves quickly (within 8 years) back to its 
baseline level as imports recover following the recovery in aggregate demand. However, 
there is a lasting improvement in the current account balance. 

In NZIER (2010), the increase in export volumes (above baseline) is not sustained beyond 
around 2020 because the imposed recovery in the average propensity to consume halts the 
outflow of capital that was applying downward pressure to the exchange rate level.  

Therefore, the exchange rate depreciation in both of these models suggests a reduction in 
external imbalances (point 1 above). And it is likely that the increase in export volumes, even 
if not sustained for more than 10 years, will very likely be productivity and growth-enhancing 
for a sustained period due to a number of micro-economic arguments: 

 Firms that export successfully are by definition internationally competitive and there is 
good evidence that there is a positive correlation between exporting and productivity 
across firms.  Although the evidence shows that the causation is mostly from 
productivity to exporting rather than the reverse (the latter being the so-called 
“learning by exporting” hypothesis), all else equal, a lower exchange rate offers the 
opportunity for higher-productivity firms to begin or expand exporting; 

 Output expansion via exports will enable some firms to benefit from increasing 
returns to scale.  Moreover the increasing returns can be external to the firm as well 
as internal, and involve scope as well as scale (e.g. specialist suppliers, thick labour 
markets, supply chain development, development of new industries out of upstream 
activities); 

 An insight from Arthur Grimes’s (2007) paper on capital intensity is that increased 
tradable sector MFP in a small open economy has a higher impact on national 
income than a similar increase in non-tradable sector MFP.  The mechanism is that 
the value of the increased output does not suffer diminishing marginal returns in the 
first case (because of fixed world prices) whereas this is not the case when non-
tradable output increases; 

 An important example of scale effects relates to innovation.  Large start-up costs and 
low marginal costs are typical of the cost structure of innovative firms – up-front R&D 
is a big cost, and recovering it requires large sale volumes that only a market much 
larger than NZ’s small domestic market can provide.  In other words, exporting 
provides the scale to lower average costs to competitive levels.  We are not 
necessarily talking about mass production here.  Niche products can be highly 
profitable but need access to a large population of potential buyers; 

 Rodrik and Hausman (2003) argue that there is an important process of economic 
development by self-discovery.  Innovating firms that ‘discover’ what product types 

                                                 
7 If the exchange rate, through some direct or indirect policy action, could be temporarily depreciated 

this would not necessarily lead to the desired outcome in terms of greater investment as the 
economy reallocated resources toward the traded goods sector. This desired outcome would 
depend, at least in part, on whether firms believed this was a sustained shift in the exchange rate. 
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can be profitably exported from NZ create spillovers to other firms by demonstrating 
this.  These spillovers can be in the form of knowledge or staff flows.  A lower 
exchange rate helps to encourage these innovators despite the spill-over benefits 
that they confer on imitators for no direct reward. 

 Rodrik (2008) cites strong evidence for reductions in exchange rates leading to an 
expansion in tradable production and higher growth.  He hypothesises that this works 
because a lower exchange rate incentivises  tradable production that in turn has 
more growth-enhancing information and coordination externalities than non-tradable 
production, although the effects of these benefits are likely to be smaller for 
industrialised countries; 

 Lucas (1993)  uses somewhat similar arguments in his account of growth ‘miracles’ – 
in the case of South Korea he suggests that fast export growth raised per capita 
incomes many times more than would be predicted by static comparative advantage.  
It’s the dynamic gains –rapid spread of knowledge and skills in the course of setting 
up and expanding new industries – that are far more important; 

 The Rodrik and Lucas work is based on developing countries and is less applicable 
to developed countries.  However, in some respects, the mechanisms could apply to 
New Zealand given that New Zealand is behind the technological frontier in many 
industries and it has struggled to move away from its narrow dependence on exports 
of primary commodities.  

 

These arguments require further investigation before we can know their importance for a 
country in New Zealand’s situation.  Nevertheless the evidence backing them is suggestive 
that a lower exchange rate creates opportunities for high productivity firms to grow and 
achieve scale via exporting and with this in turn having a range of spill-over benefits to other 
firms.   

2.2.4. Other related empirical evidence 

An increase in government saving could impact on growth via the operation of government 
debt. Reinhart and Rogoff (2009) find that the relationship between government debt and 
real GDP growth is weak for debt-to-GDP ratios below a threshold of 90% of GDP. Above 
90%, median growth rates fall by 1% and average growth falls by around 2%. 

Rodrik (2000) takes a cross-national approach and asks whether a sustained increase in the 
national saving rate of 5 percentage points would result in higher economic growth. He 
concludes that the evidence is that countries undertaking a higher sustained rate of saving 
do not necessarily experience sustained increases in their rates of economic growth. In fact, 
their growth rates typically return within a decade to their original pre-transition rate of 
growth. Rodrik concludes that countries achieving higher growth from other sources do end 
up with higher saving rates.  

Aghion et al. (2009) develop a model where domestic saving matters for innovation, which 
matters for growth, but not in rich countries where domestic entrepreneurs are already 
familiar with frontier technology and therefore do not need to attract FDI to innovate. But 
interestingly, Aghion et al classify countries as poor if they have a labour productivity level 
between 9% and 70% of the US level. New Zealand falls within this category of “poor” 
countries. New Zealand’s gap with respect to United States GDP per hour worked is 45 
percentage points (OECD, Country Statistical Profiles 2010).  
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3. CONCLUSIONS 

A successful strategy to lift GDP growth rates will come only from a broad set of co-
ordinated policies. This document highlights the possible role that saving policy can play in 
addressing these challenges. The evidence presented in this short note appears to support 
the conclusion that a higher level of domestic saving would lift the level of GDP in the long-
run and that this is likely to have a positive growth impact. The higher growth rate may, 
however, only be temporary as the economy transitions to its higher GDP level.  

The GDP increase is not insignificant at between 1% and 4%, but the gains will be attained 
over a long time horizon. The gains in terms of GNDI (reflecting the incomes of New 
Zealanders) are even larger than that for GDP as New Zealand debt repayments decrease.  

Moreover, the transition period may be as long as 25 years, which is a significant period over 
which to have a higher growth rate (compared with baseline) and it may also, be the case 
that the growth gain is permanent. The positive impact from a higher saving rate to GDP 
occurs through the following two channels: 

 Higher investment in response to lower average real interest rates; 

 An increase in exports (for at least around 10 years). 

Further investment or exporting would most likely permanently lift MFP growth rates. 

Finally, the general equilibrium models summarised in this note do point to the initial decline 
in GDP (from baseline levels) from the reduction in aggregate demand required to lift the 
saving rate. These initial growth costs, despite the overall gains, need to be considered 
carefully in the formulation of any policy that aims to lift national saving. As the evidence 
shows, these negative impacts can last for as long as four years and there may be 
significant hysteresis effects (for example, in youth unemployment) that are not captured in 
these models. These initial costs are also likely to impact different groups differently, raising 
equity concerns. 
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APPENDIX A 

 NZIER (2010) SCHULE (2010) NZTM (2009) 

Assumed change in 
saving 

Decrease in the 

average propensity to 
consume (APC) out of 
gross national 

disposable income 
(GNDI) from current 
level of 84% to 80% 

Increase in government 

saving of 1% of GDP 
achieved through: 

 lower public 

consumption, or; 

 higher consumption 
taxes; or, 

 lower transfer to 
middle-income 
households. 

4% of GDP increase in 
national saving. 

Change in NFA 

Reduce (negative) net 
foreign asset (NFA) by 

approximately 3 
percentage points (pts) 
each year from 2010 

until 2020 until NFA of 
negative 60% is 
achieved. 

In the central case 
where public 
consumption is 

lowered, the NFA 
position improves by 
around 5% of GDP 

after 8 years. 

Reduce NFA position 
to negative 70 percent 
of GDP (over 10 

years). 

Cost of capital 
Money market rates – 
base equal to 5.5% 

 

User cost of capital 
(neutral long-term 

interest rate and the 
risk premium for 
investment) – base 

equal to 16% including 
an assumed 
depreciation rate of 

10%. 

Change in cost of 
capital 

Reduction in money 

market rate from 5.5% 
to 4.95% (55 bps drop) 
implies a 10% 

reduction in the cost of 
capital. 

25bps reduction in real 
interest rates. 

Reduction in interest 

rates by between 20 
bps and 100bps 
implies a 1.3 to 6.3% 

reduction in the cost of 
capital. 

Investment impact 

Peak impact in 2021 at 
13% above base case, 
but stays above 10% 

above base case by 
2025. 

Refer to Figure A1 
below. 
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Capital stock 
impact 

6% increase over base 
case by 2025. 

 

 

An increase in the 

capital stock of 
between 1% and 5% in 
the long-run.  

Exchange rate 
impact 

 Refer to Figure A1.  

GDP impact 
4% above baseline by 
2025. 

0.5% above baseline 
after 8 years. 

2.5% above baseline 
after 25 years. 

 

GDP is expected to 
increase by between 

0.2% and 1.1% in the 
long-run. 
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FIGURE A1: PERMANENT INCREASE IN GOVERNMENT SAVING BY 1% OF GDP 

SOURCE: SCHULE (2010) 
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