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For decades, New Zealand has been a test bed of economic ideas. The Muldoon 
government's "Think Big" economics was followed by vigorous deregulation and market 
reforms.  

Now it is providing an example of how close integration with international financial markets 
changes the way an economy operates. It should be of special interest to Australia, because 
New Zealand represents a sharp-edged version of the global forces bearing on us, too.  

One of the conundrums of economics is why countries that are big savers tend also to be big 
investors (and vice-versa).  

Why don't we find more examples of countries that have a lot of good investment 
opportunities but not much savings, which fund the investment opportunities by borrowing 
from foreigners?  

Contrary to this logic, the usual experience is that savings and investment are closely 
matched, country by country - the so-called Feldstein-Horioka paradox.  

In recent years, a number of countries have been refuting this paradox, including Australia, 
the US and New Zealand, but in different ways.  

In the most extreme case, Iceland is investing heavily in electricity generation and aluminium 
smelting and in the process is running a current account deficit not far short of 20 per cent of 
gross domestic product.  

New Zealand is running a current account deficit of over 9 per cent of GDP, partly to fund 
strong investment (imports of capital goods have grown 25 per cent annually on average over 
the past three years) but also to facilitate household dissaving to the tune of 9 per cent of 
income.  

New Zealand's housing boom lasted a lot longer than anyone expected, partly because 
borrowers were able to move out along the inverted yield curve, to obtain funding at rates that 
increased far less than the floating rates most heavily influenced by the Reserve Bank's policy 
tightening. In this integrated world, monetary policy works less through interest rates and more 
through changes in the exchange rate, which appreciates to "spill" excess domestic demand 
into net imports.  

In the process, inflation stays quiescent (the stronger exchange rate encourages more supply 
from imports, and makes these imports cheaper in NZ dollars), but the current account deficit 
gets bigger.  

New Zealand's close integration with international financial markets has facilitated this. New 
Zealanders have, in effect, borrowed from Japanese households, who find the rates of return 
of about 6 per cent hugely attractive compared with the near-zero rates available in Japan. Of 



course they take an exchange rate risk, but they either ignore this through ignorance or decide 
that the higher ongoing interest rate outweighs the risk.  

Most economists would see this as the proper out-working of market forces - the "consenting 
adults" view of capital flows.  

Granted, New Zealanders have net external liabilities of 85 per cent of GDP and they use 
about 6 to 7 per cent of GDP every year to service their foreign funding, but the borrowers 
know that sooner or later they will have to repay, and it is their collective choice to spend now 
and save later.  

Some also take comfort from the fact that the foreigners are bearing the exchange risk. 
Whenever countries borrow internationally, one of the parties (either the borrower or the 
lender) is left with the currency risk. Individuals can shift it to others, but at the macro-level a 
country cannot. In New Zealand's case, the foreigners will bear the balance-sheet damage if 
the Kiwi depreciates. In academic jargon, this has come to be called absence of "original sin".  

It could work out well enough. Just as Iceland will repay its foreign borrowing in due course 
through the enhanced income from the current investment boom, New Zealand's growth may 
now slow, its housing boom end, imports fall, foreign borrowing drop and the current account 
deficit shrink to a more sustainable level.  

Such a "perfect rebalance" seems a good prospect. The risks of a less-happy outcome are 
small, but worth considering.  

It might seem unlikely that New Zealand - well thought-of in international financial circles - 
would suffer even a minor version of the "sudden stop" of capital inflow experienced by 
emerging countries during the 1998 Asian crisis.  

For the main part, the Japanese households have put their NZ assets away "in the bottom 
drawer" until maturity. But if they did decide that they didn't like the foreign exchange risk they 
were carrying, they would shed this by selling their New Zealand dollars forward.  

This would put downward pressure on the NZ dollar, until another foreigner was found who 
was prepared to take on the NZ dollar exposure. Given the big currency swings that have 
occurred in the past, a significant exchange rate fall might be required before foreign 
speculators stepped in to take the exchange exposure.  

Seamless integration with international capital markets may be the last stage of the financial 
deregulation process.  

Without doubt, this process has been hugely beneficial on balance. But, just as freeing up 
credit controls in the early stages of deregulation created the opportunity for borrowing 
excesses, this last stage of integration presents policy challenges not yet fully resolved.  
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