
National	saving	determines	the	capacity	of	an	economy	to	create	new	capital•
Saving:	current	income	- spending	on	current	needs•
Saving	Rate:	saving/income•

Financial:	cash,	a	checking	account,	stocks,	bonds,	etc.§
Real:	home,	real	estate,	jewelry,	consumer	durables,	etc.§

Assets:	anything	of	value	that	one	owns○

I.e.	credit	card	balances,	mortgages,	student	loans§
Liabilities:	 the	debts	one	owes○

Wealth:	value	of	assets	- liabilities•

Balance	Sheet:	a	list	of	an	economic	unit's	assets	and	liabilities	 on	a	specific	date•

I.e.	saving○
Flow:	a	measure	that	is	defined	per	unit	of	time•

I.e.	wealth○
Stock:	a	measure	that	is	defined	at	a	point	in	time•

The	flow	of	savings	causes	the	stock	of	wealth	to	change	at	the	same	rate•
Capital	Gains:	increases	in	the	value	of	existing	assets•

Change	in	wealth	=	saving	+	capital	gains	- capital	losses○
Capital	Losses:	decreases	in	the	value	of	existing	assets•

In	the	1990s,	capital	gains	increased	household	wealth	by	so	much	that	people	
saw	no	need	to	save

•

Saving	and	Wealth

Includes	saving	of	business	firms,	government,	and	households○
Investment	spending	is	not	part	of	spending	on	current	needs○
Household	spending	on	consumer	durables	(i.e.	cars,	appliances)	is	a	
combination	of	spending	on	current	needs	and	future	needs

○

Public	capital	provided	by	the	government	(i.e.	bridges,	schools,)	is	a	
mixture	of	spending	on	current	needs	and	future	needs

○

National	saving	is	the	aggregate	saving	of	the	economy•

S	=	Y	- C	- G○
National	Saving:	the	saving	of	the	entire	economy•

I.e.	Social	Security,	welfare,	pensions○

Transfer	Payments:	payments	the	government	makes	to	the	public	for	which	it	
receives	no	current	goods	or	services	in	return

•

Private	saving	is	the	amount	households	and	businesses	save	from	private-
sector	income

•

Public	saving	is	the	amount	governments	save	from	public-sector	income•
Net	taxes:	T	=	total	taxes	- transfer	payments	- government	interest	payments•

S(private)	=	Y	- T	- C○

Private	Saving:	the	saving	of	the	private	sector	of	the	economy	(household	
saving	and	business	saving)		

•

Business	saving	is	the	funds	remaining	after	payment	have	been	made	to	
salaries,	operating	costs,	shareholder's	dividends,	etc.

•

S(public)	=	T	- G○
Public	Saving:	the	saving	of	the	government	sector•

T	- G○

Government	Budget	Surplus:	the	excess	of	government	tax	collections	over	
government	spending;	equals	public	savings

•

If	taxes	and	spending	in	a	given	year	are	equal,	the	government	is	said	to	have	a	
balanced	budget

•

G	- T○

Government	Budget	Deficit:	the	excess	of	government	spending	over	tax	
collections	

•

National	Saving	and	its	Components

Life-Cycle	Saving:	saving	to	meet	long-term	objectives	such	as	retirement,	
college	attendance,	or	the	purchase	of	a	home

•

Precautionary	Saving:	saving	for	protection	against	unexpected	setbacks	such	as	
the	loss	of	a	job	or	a	medical	emergency

•

Bequest	Savings:	saving	done	for	the	purpose	of	leaving	an	inheritance•
Most	people	save	by	making	financial	investments	that	they	hope	will	provide	a	
good	return	on	their	saving

•

I	=	nominal	interest	rate§
Pi	=	inflation	rate§

R	=	i	- pi○

The	rate	of	return	that	is	most	relevant	to	saving	decisions	is	the	real	interest	
rate	(r)

•

Because	of	the	power	of	compound	interest,	a	high	rate	of	saving	pays	off	
handsomely	in	the	long	run

•

To	the	extent	that	people	are	target	savers	who	save	to	reach	a	specific	goal,	
higher	interest	rates	actually	decrease	the	amount	they	need	to	save

•

People	with	self-control	problems	may	have	a	hard	time	saving•
Demonstration	Effects:	when	additional	spending	by	some	stimulates	additional	
spending	by	others

•

Availability	of	government	assistance	to	the	elderly○

U.S.	households	decreased	their	savings	rates	from	10	percent	in	1970	to	2	
percent	in	2005

•

Why	Do	People	Save?

Investment	- the	creation	of	new	capital	goods	and	housing	- is	critical	 to	
increasing	average	labor	productivity	and	improving	standards	of	living

•

The	more	expensive	new	capital	goods	are,	the	more	reluctant	firms	will	be	to	
invest	in	them

•

Increases	in	the	real	interest	rate	make	the	purchase	of	capital	goods	less	
attractive	to	firms

○

Measures	the	opportunity	cost	of	a	capital	investment○

The	real	 interest	rate	determines	the	real	cost	to	the	firm	of	paying	back	its	
debts

•

Firms	need	to	also	consider	the	value	of	the	marginal	product•
Firms	will	invest	if	there	is	a	decline	in	the	price	of	new	capital	goods,	a	decline	
in	the	real	interest	rate,	technological	improvement	that	raises	the	marginal	
product	of	capital,	lower	taxes	on	the	revenues	generated	by	capital,	and	higher	
relative	price	for	the	firm's	output

•

Investment	and	Capital	Formation

Principal	Amount:	the	amount	originally	lent○
Maturation	Date:	the	date	at	which	the	principal	of	a	bond	will	be	repaid○

Bond:	a	legal	promise	to	repay	a	debt,	usually	including	both	the	principal	
amount	and	regular	interest,	or	coupon,	payments

•

The	owner	of	the	bond	is	called	 the	bondholder•
Coupon	Payments:	regular	interest	payments	made	to	the	bondholder•

The	annual	coupon	payments	are	equal	to	the	coupon	rate	times	the	
principal	amount	of	the	bond

○

Annual	coupon	payment/principal○
Annual	coupon	rates	on	long-term	(30-year)	bonds	generally	exceed	those	
on	short-term	(1-year)	bonds	because	lenders	require	higher	coupon	rates	
(and	therefore	higher	annual	coupon	payments)	to	lend	for	a	longer	term

○

Coupon	Rate:	the	interest	rate	promised	when	a	bond	is	issued•

The	term	of	a	bond	is	the	length	of	time	until	the	bond's	maturation	date•

A	borrower	that	is	viewed	as	risky	will	have	to	pay	a	higher	coupon	rate	to	
compensate	lenders

○

Credit	risk	is	the	risk	that	the	borrower	will	go	bankrupt	and	thus	not	repay	the	
loan

•

Interest	on	other	bonds	are	treated	as	taxable	income○
Lenders	willing	to	accept	a	lower	coupon	rate	on	municipal	bonds○

Interest	paid	on	bonds	issued	by	local	governments	(municipal	bonds)	is	exempt	
from	federal	taxes

•

Bond	owners	are	not	required	to	hold	their	bonds	until	their	maturation	dates	
and	can	sell	in	the	bond	market

•

The	market	value	of	a	particular	bond	at	any	given	point	in	time	is	the	price	of	
the	bond

•

When	the	interest	rate	being	paid	on	newly	issued	bonds	rises,	the	price	
financial	investors	are	willing	to	pay	for	the	existing	bond	falls

○
Bond	prices	and	interest	rates	are	inversely	related•

Stock	(or	equity):	a	claim	to	partial	ownership	of	a	firm•
Dividend:	a	regular	payment	received	by	stockholders	for	each	share	that	they	
own

•

Stockholders	receive	 returns	in	the	form	of	capital	gains	when	the	price	of	their	
stock	increases

•

An	increase	 in	the	future	dividend	or	in	the	future	expected	stock	price	raises	
the	stock	price	today,	whereas	an	increase	in	the	return	a	saver	requires	to	hold	
the	stock	lowers	today's	stock	price

•

If	a	company's	earnings	are	expected	to	increase	rapidly	in	the	future,	its	future	
dividends	will	probably	grow	too

•

Risk	Premium:	the	rate	of	return	that	financial	investors	require	to	hold	risky	
assets	minus	the	rate	of	return	on	safe	assets

•

The	ongoing	search	by	savers	and	their	financial	advisors	for	high	returns	leads	
the	bond	and	stock	markets	to	direct	funds	to	the	uses	that	appear	most	likely	
to	be	productive

•

Diversification:	the	practice	of	spreading	one's	wealth	over	a	variety	of	different	
financial	investments	to	reduce	overall	risk

•

Mutual	Fund:	a	financial	intermediary	that	sells	shares	in	itself	to	the	public	and	
then	uses	the	funds	raised	to	buy	a	wide	variety	of	financial	assets

•

Transactions	between	savers	do	not	meet	the	definition	of	investment	in	
economics

○

The	secondary	market	is	the	trades	between	savers	rather	than	between	savers	
and	borrowers	(used	bonds	and	stocks)

•

Bonds,	Stocks,	and	the	Allocation	of	Savings

Increases	in	the	real	interest	rate	stimulate	saving•

Shows	the	quantity	of	investment	in	new	capital	that	firms	would	choose	
and	hence	the	amount	they	would	need	to	borrow	in	financial	markets

○

Higher	real	interest	rates	raise	the	cost	of	borrowing	and	reduce	firms'		
willingness	to	invest	-- thus	downward-sloping

○

Demand	for	saving	is	given	by	the	downward-sloping	curve	marked	'I"	for	
investment

•

Shows	the	quantity	of	national	saving	that	households,	firms,	and	the	
government	are	willing	to	supply	at	each	value	of	the	real	interest	rate

○
Supply	of	saving	is	shown	but	upward-sloping	curve	marked	"S"•

A	country	can	invest	only	those	resources	that	its	savers	make	available•

Changes	in	the	real	interest	rate	cannot	shift	the	curves○

Changes	in	factors	other	than	the	real	 interest	rate	that	affect	the	supply	or	
demand	for	saving	will	shift	the	curves

•

Government	has	dipped	further	into	the	pool	of	private	savings	to	borrow	
the	funds	to	finance	its	budget	deficit

○

This	forces	investors	to	compete	for	a	smaller	quantity	of	available	saving,	
driving	up	the	real	interest	rate

○

A	higher	interest	rates	makes	investment	less	attractive,	ensuring	the	
investment	will	decrease	along	with	national	saving

○

An	increase	 in	the	government	budget	deficit	(or	a	decline	in	the	surplus)	
reduces	public	saving

•

Implies	lower	capital	formation	and	thus	lower	economic	growth○

Crowding	Out:	the	tendency	of	increased	government	deficits	to	reduce	
investment	spending

•

An	increase	 in	government	spending	might	lead	to	only	a	small	decrease	in	
national	saving

•

The	demand	for	savings	(I)	will	shift	to	the	right	if	there	is	a	decline	 in	the	price	
of	new	capital	goods,	technological	improvement	that	raises	the	marginal	
product	of	capital,	lower	taxes	on	the	revenues	generated	by	capital,	and	a	
higher	relative	price	for	the	firm's	output

•

Supply	of	savings	will	shift	right	if	national	saving,	private	and/or	public	saving	is	
increased

•
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