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Figure 2.1 � Contribution to growth  
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Sources: Statistics New Zealand, The Treasury 
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Recent Developments and the Year Ahead 

To date the economy has evolved broadly as expected� 

Since the finalisation of the economic forecasts for the December Update in mid-
November, domestic economic developments have turned out broadly in line with, or 
better than, expectations.  Exporters have benefited from the low New Zealand dollar and 
generally good world prices, while these same factors have weighed on the domestic 
sector in terms of higher import costs.  This has been reflected in exports making a solid 
contribution to growth at the same time as overall domestic spending has been more 
muted. 

Increased export income has flowed through to spending by firms and households in 
regions where that income is being generated.  In contrast, in industries and regions less 
directly exposed to the external sector, higher costs have squeezed firm profitability 
without any offset from increased revenues, and retail spending has not benefited as 
much from higher farm incomes. 

This pattern came through clearly in the 
December quarter GDP outturn and 
looks to have continued into the March 
2001 quarter.  However, it does appear 
that growth was more broad based in 
the March 2001 quarter. 

�with March quarter growth looking 
to be in line with forecasts� 

For households, outturns to date 
suggest private consumption spending 
did not repeat the fall recorded in 
December, while new house building 
shows signs of consolidating.  Trade and visitor arrivals data indicate exports should also 
add to demand.  Conversely, business investment and imports looks to have slowed.   
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Table 2.1 � Economic outlook: Central Forecast1 

 

Sources: Statistics New Zealand, Primark Datastream, The Treasury 

NOTES: 1 Finalised 10 May 2001.  The GDP expenditure figures are based upon Statistics New 
Zealand research series made available in March 2001.  They are not official series. 

2 The forecast profile for public consumption is influenced by government defence spending. 
3 Excludes computers to give a better assessment of underlying trends. 
4 Contribution to GDP growth. 
5 Household Labour Force Survey, full-time equivalent employment. 
6 Household Labour Force Survey, percentage of the labour force, March quarter, seasonally adjusted. 
7 Quarterly Employment Survey, average hourly ordinary time earnings. 
8 This is the CPI-consistent series targeted by the Reserve Bank.  Annual percentage change, March 

quarter. 
9 Overseas Trade Index basis, annual percentage change, March quarter. 
10 Average for the March quarter. 

 
 

2000 2001 2002 2003 2004 2005
(Annual average % change, Actual Estimate/ Forecast Forecast Forecast Forecast
March years) Actual
Private consumption 3.4 1.4 1.4 2.2 2.8 3.0
Public consumption2 4.4 (3.2) 3.7 2.6 4.4 1.0
Total Consumption 3.6 0.3 1.9 2.3 3.1 2.5
Residential investment 21.9 (15.1) (0.3) 9.3 5.7 4.2
Market investment3 1.4 9.8 5.4 3.0 2.9 2.5
Non-market investment3 (3.4) (1.4) 2.8 2.9 2.3 2.2
Total Investment3 6.2 1.9 3.9 4.4 3.5 2.9
Stock change4 1.4 (0.9) (0.3) 0.5 0.1 0.0
Gross National Expenditure 6.0 0.2 2.4 3.9 4.0 3.4
Exports 6.8 5.5 4.2 5.8 5.5 5.1
Imports3 10.6 (0.5) 2.7 5.5 6.8 4.6
GDP (Production Measure) 4.6 2.3 2.6 3.3 3.0 2.8
- annual % change 5.5 1.0 2.8 3.4 2.9 2.8

Nominal GDP (expenditure basis) 4.4 5.5 4.5 5.0 4.8 4.2
GDP deflator (0.1) 3.8 2.0 1.5 1.8 1.3

Employment5 1.9 2.2 1.2 1.3 1.3 1.3
Unemployment6 6.4 5.4 5.5 5.1 5.0 5.1

Wages7 2.3 2.4 3.7 3.8 3.6 3.4
CPI inflation8 1.5 3.1 2.3 1.7 1.7 1.5
Export prices9 9.6 19.1 (10.2) (3.4) (0.9) (0.3)
Import prices9 11.2 10.0 (4.5) (5.2) (0.4) (0.4)

Current account balance
- $ million (7,325) (5,509) (5,425) (4,830) (4,861) (4,641)
- % of GDP (7.0) (5.0) (4.7) (4.0) (3.8) (3.5)

TWI10 54.1 50.5 52.1 55.0 55.7 55.9
90-day bank bill rate10 6.0 6.4 5.8 6.5 6.5 6.5
10-year bond rate10 7.3 6.0 6.0 6.2 6.6 6.7
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Figure 2.2 � Labour market indicators 
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Figure 2.3 � Changes to trading partner growth 
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These patterns of demand imply that the construction and retail trade sectors will not 
contract as much and may even add to growth in March.  On the other hand, agriculture 
production will be flat or detract slightly from growth, coming off the strong increase at the 
end of 2000. 

Overall, we estimate the economy expanded 0.7% GDP in the March 2001 quarter, in line 
with our forecast in the December Update, and slightly stronger than growth in the 
December quarter. 

�and other indicators also on track 

Other key economic indicators have 
turned out consistent with, or better 
than the December Update forecasts: 

• Employment growth has been 
stronger than forecast, and as a 
consequence unemployment lower, 
despite the participation rate 
remaining high. 

• Although some improvement in 
business and consumer confidence 
was expected, at their recent peaks 
both had increased by more than 
anticipated. 

• Annual CPI inflation at 3.1% in the March 2001 quarter has fallen back faster than 
forecast, albeit due to the one-off impact of the move to income-related rentals. 

• The current account deficit is estimated to have reduced to around $5½ billion dollars 
in the year to March 2001, somewhat lower than forecast. 

• New Zealand dollar export and import prices both increased more than expected over 
the December quarter, but export prices by relatively more, so that on balance the 
terms of trade is higher than anticipated in the December Update.  Since then, 
commodity prices in aggregate have moved in favour of New Zealand exporters as 
world prices have improved further.  On the import side, oil prices in the March quarter 
turned out somewhat lower than was assumed in the December Update. 

The external environment has 
weakened... 

The prospects for the global economy 
over the year ahead have weakened 
considerably since the December 
Update.  Using country forecasts from 
Consensus Economics, projections of 
top-20 trading partner growth for 2001 
fell from 3.7% in October of last year to 
2.4% in April.  Underlying this fall are 
much weaker growth prospects for the 
US and Australia. 
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Figure 2.4 � US growth and inflation prospects  
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Figure 2.5 � Australian growth and inflation 
prospects 
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...with developments in the US the main driver�  

At the time of the December Update a 
modest slowdown in US growth 
appeared to be underway.  In the event, 
the fall-off in growth has been faster 
and more severe than we and others 
expected.  Over this period the 
Consensus forecast for 2001 has 
moved from 3.6% in October last year 
to 1.7% in April.  With growth likely to 
slow in the June quarter, implicit in this  
forecast is a recovery in growth over the 
second half of this calendar year and a 
further pick-up in 2002 on the back of 
the marked reductions in interest rates 
by the Federal Reserve and planned tax cuts.  Growth in 2002 is expected to rebound to 
3.1%. 

Looking forward, how the economy evolves will depend on whether the forces at play in 
the recent slowdown are of a temporary nature or whether recent developments 
foreshadow a more protracted period of adjustment.  There remains considerable 
uncertainty about which of these forces is at work.  The box on �World Growth� later in the 
chapter explores the implication of a slower pick-up in US growth for trading partner 
growth. 

...but Australia has also been a factor 

Australian growth has also slowed 
much more than expected, with the 
economy actually contracting 0.6% in 
the December 2000 quarter.  It now 
appears the bringing-forward of 
domestic spending by the introduction 
of GST and the Sydney Olympics was 
greater than expected, resulting in a 
more marked slowdown subsequently.  
In contrast, exports have continued to 
perform strongly on the back of the low 
Australian dollar.  The current account 
deficit has also narrowed.  Since the 
start of the year the Reserve Bank of 
Australia (RBA) has reduced short-term 
interest rates by 125 basis points, although the RBA may be nearing the end of its current 
easing cycle.  Domestic demand, especially housing, is likely to recover in 2001, while net 
exports should continue to contribute to growth.  Nevertheless, Australian growth is 
expected to slow to 1.8% in 2001 before rebounding to 4.0% in 2002. 
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Figure 2.7 � Top 20 trading partner growth 
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Figure 2.6 � Japanese growth and inflation 
prospects 
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The outlook for other countries has also weakened 

In Japan, confidence in a self-
sustaining economic recovery has 
waned with concerns that the tentative 
recovery underway in household 
spending may be undermined by a 
downturn in exports, investment and 
employment.  As a result Consensus 
forecasts of 2001 growth have been 
weakening and now stand at 0.9% and 
at 1.6% for 2002.  The prospect of the 
economy faltering prompted the Bank of 
Japan to shift toward a policy based on 
inflation objectives and liquidity targets.  
Despite this, the scope for traditional 
macroeconomic policies to provide 
much additional stimulus to demand appears limited.  Many of the challenges facing the 
Japanese economy, including the overhang of bad debts and poor balance sheets in the 
banking sector, remain structural in nature. 

Growth in the Euro area slowed in the second half of 2000 and looks likely to remain 
modest over 2001.  Headline inflation, however, has moved higher over recent months 
and this appears to have been a factor in the European Central Bank�s decision to join 
other central banks in lowering official interest rates, only recently. 

In Asia, the slowdown in the US and particularly the decline in industrial production and 
capital investment, has also led to a moderation of growth prospects this year for many 
countries. 

Consensus forecasts imply a rebound 
in trading partner growth from 2.4% in 
2001 to 3.6% in 2002, mirroring the 
experience of 1991 and 1992, and 1997 
and 1998 respectively.  Further modest 
increases are forecast for 2003 and 
2004. 

This path underlies our Central 
Forecast.  However, given how quickly 
economic developments have evolved 
thus far in 2001, further changes to 
Consensus forecasts are likely and 
alternative paths for trading partner 
growth are possible. 
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World Growth 

Our Central Forecasts are underpinned by projections of trading partner growth taken from 
the April editions of Consensus Forecasts and Asia Pacific Consensus Forecasts.   

As we discussed in the body of the chapter, mean Consensus forecasts incorporate a 
rebound in US growth over the second half of 2001 and into 2002.  Perhaps most important 
as far as New Zealand is concerned, they also point to a sharp rebound of Australian growth 
� from 1.8% to 4.0% in 2002.  The table below places these forecasts alongside the most 
recent forecasts of the International Monetary Fund (IMF) and Organisation for Economic 
Cooperation and Development (OECD).  Forecasts of trading partner growth derived using 
IMF and OECD forecasts yield similar results to those from Consensus for 2001 but slightly 
lower in 2002 for the IMF.  The latter flows from slighter weaker pick-up in growth in the US 
and Australia.   

Table 2.2 � Alternative forecasts of trading partner growth 

 
Sources: Consensus Economics, IMF, OECD, The Treasury 

Given how quickly economic developments have evolved thus far in 2001, however, further 
changes to Consensus forecasts are likely and alternative paths for trading partner growth 
are possible, particularly in 2002.   

In particular, there remains considerable uncertainty around the path of the US economy.  
So far the main driver of the downturn in the US has been the business sector.  Firms have 
sought to reduce investment and inventories - especially in the automotive and technology 
sectors - through cutbacks in production and more recently through reducing employment.  
So far household spending has held up relatively well considering the large declines in equity 
prices and consumer confidence.  However, the manufacturing sector looks to be in 
recession and the large fall in April non-farm payrolls adds to the risks the slowdown will 
spread to households.  Lower consumer spending could leading to another round of 
inventory and investment cutbacks by firms and leading to a more protracted period of slow 
growth. 

With such considerations in mind we have constructed a �low growth� forecast of trading 
partner growth using the �low� forecast of the panel of forecasters surveyed by Consensus 
Economics.  On this basis, trading partner growth would be considerably lower at 1.6% in 
2001 and 2.6% in 2002 (see Table 2.2).  This path for trading partner growth is used to 
underpin the �Weaker World Growth� scenario in the Risk and Scenarios chapter. 

At this juncture we think such an extreme low-growth path unlikely.  Over the past 15 years 
there have been no occasions where such low growth has been recorded in consecutive 
years (see Figure 2.7).  With inflation low and fiscal positions in generally good shape there 
seems to be plenty of room for policy-makers to adjust settings to prevent such an outturn. 

2000
Calendar Years IMF OECD IMF OECD

Mean Low Mean Low

US 5.0 1.7 0.8 1.5 1.7 3.1 2.0 2.5 3.1
Japan 1.7 0.9 0.0 0.6 1.0 1.6 0.6 1.5 1.1
Euro area 3.3 2.6 2.4 2.6 2.8 2.8 2.7
Australia 3.7 1.8 1.0 1.9 2.0 4.0 3.3 3.5 3.8

Total OECD 4.1 - - - 2.0 - - - 2.8
World Output 4.8 - - 3.2 - - - 3.9 -

Trading Partner 
Growth

4.5 2.4 1.6 2.3 2.5 3.6 2.6 3.3 3.5

Consensus Consensus
2001 2002
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Figure 2.8 � Selected export volume growth 
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The Year Ahead 

Weaker world growth prospects dominate the outlook for 2001/02 

Developments in the international environment are the dominant issue for our projections.  
However, the timing and magnitude of flow through to the New Zealand economy are far 
from clear.  The transmission channels through which events overseas impact on New 
Zealand are many and varied and do not all work in the same direction.  There are also 
forces operating domestically, such as recent falls in interest rates and the low level of the 
dollar, which will serve to offset some of the negative impact of slower world growth. 

We expect slower export growth over the year ahead... 

One of the direct channels will be through lower demand for New Zealand exports, 
although even here the historical relationships between trading partner growth and export 
volumes are quite variable.  Some commodity and non-commodity manufacturing and raw 
materials exports have already been affected by the fall in spending by US firms, the 
decline in the Australian housing industry and less demand for forestry products in Asia.  
We expect some further slowing in manufacturing export volumes over the next few 
quarters, before a modest recovery in late 2001/02. 

Supply factors in the primary sectors 
are also an important consideration 
over the year ahead.  With the 
assumption of a return to �average� 
growing conditions, growth of 
agricultural output and exports is 
forecast to slow in 2001/02. 

We expect weaker growth in tourist 
numbers over 2001/02 as a result of 
weaker income growth and more 
cautious consumers in home markets.  
However, the level of the dollar means 
New Zealand remains a competitive 
tourist destination, underpinning ongoing albeit modest growth. 

The net result is that we expect export volume growth to slow to around ½% per quarter 
from the estimated average 2.6% recorded in the December 2000 and March 2001 
quarters.  As the recovery in trading partner growth takes hold at the end of 2001/02, 
exports are expected to benefit with quarterly growth picking up again, although to rates 
that are still modest compared with those recorded over recent years. 

...but there are offsetting forces at work. 

Weaker world growth and slower export growth represent a substantial shock to the 
economy relative to our expectations for GDP growth for 2001/02 in the December 
Update.  However, the economy is well placed to absorb the shock and to continue to 
grow.  Adjustment is already underway. 
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Figure 2.9 � ANZ commodity price indexes 
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In assessing the prospects for growth over the year ahead, a number of factors will 
provide some offset to weaker demand from the rest of the world for our exports. 

• At an economy-wide level, we estimate business profitability recorded another strong 
increase in 2000/01, despite the pressure on some firms� margins from the flow-
through of the exchange rate.  Business tax flows have grown strongly as a result with 
company tax up around 16% in the year to April.  Farm incomes have increased even 
faster, up over 35% over the past two years, allowing farmers to rebuild their balance 
sheets.  Generally, while there are some industry differences, businesses� financial 
positions look to be robust and place businesses in a good position to withstand a 
temporary slowdown in growth without having to undertake substantial cutbacks of 
employment and investment. 

• Lower interest rates will provide a boost to the interest-sensitive components of 
demand such as business and residential investment and durables consumption.  
Moreover, already high capacity utilisation in some sectors of the economy and 
generally tight labour market conditions suggest a limit to how much additional output 
can come from existing capacity. 

• The current level of the dollar provides an important competitive cushion for exporters, 
especially as more hedging arrangements are rolled over at lower levels.  As growth 
resumes in Australia and recovery in the US gets underway, exporters can also expect 
to benefit from higher demand later in 2001/02. 

• The low dollar will reinforce good 
world prices for many of New 
Zealand�s commodity exports.  We 
expect some downward pressure on 
world prices over the coming year 
although market-specific factors may 
mean prices overall hold up better 
than in the past.  However, prices of 
imports will also be affected.  Prices 
of consumption, capital and 
intermediate goods will be lower than 
they would have been, while as 
previously expected oil prices are 
forecast to trend down.  The net 
result is that the terms of trade is forecast to decline only modestly over 2001/02. 

Monetary policy is stimulatory relative to past global slowdowns� 

Overall, the stance of monetary policy is at a quite different part of the cycle from that in 
place at the time when the two previous slowdowns in world growth (in 1990/91 and 
1997/98) hit the economy.  Monetary conditions have been stimulatory for some time, 
compared with what were widely accepted to be tight conditions on those earlier 
occasions.  As a result the economy is under less �stress� at the current juncture. 

Historically, the level of monetary conditions that we are presently experiencing has been 
followed by a reasonably sharp recovery in growth.  However, we acknowledge the 
uncertainties around quantifying the degree of monetary stimulus emanating from the 
current level of the exchange rate. 
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The Impact of Drought on The Economy 

As a small, complex land-mass in a large ocean, New Zealand experiences significant 
variability in its climate and each season there are likely to be at least some areas with 
extremes.  Extremes become important for the macro economy if they are widespread and 
sustained as were the droughts in 1997/98 and 1998/99. 

At the time of finalisation of the forecasts, parts of the South Island and lower North Island 
were again experiencing drought conditions.  The charts below show days of monthly soil 
moisture deficit compared to the drought in 1998/99 and historical averages.  The current 
drought in the South Island has developed relatively late in the season, and is more localised 
than the droughts in the late 1990s. 

Figure 2.10 � Soil moisture deficits 

South Island North Island 

 
Sources: NIWA, MAF, The Treasury 

Agricultural production in the drought-affected areas has already been affected by the impact 
of the dry conditions on pasture growth and stock condition.  There will be more serious 
implications for next season�s production from poor stock condition, lower lambing 
percentages and lack of water for irrigation if unfavourable weather continues through winter 
into spring.  However, there has been useful rainfall in many drought-affected areas in May 
and it remains highly uncertain how much impact the drought will have on next season. 

Further, offsetting these factors in the drought-affected areas is the fact that growing 
conditions have remained average or better than average in other parts of the country.  
Thus, while there may be regional impacts in terms of reduced production and income to 
farmers, at the macro level there has been a significant offset from above-average 
production and income in other areas, particularly North Island dairy country. 

Given the uncertainty in predicting climate, the Central Forecast in the Budget, therefore, 
assumes a return to average growing conditions for 2001/02 and beyond.  However, there is 
a downside risk to primary production if unfavourable weather conditions persist.  
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Figure 2.11 � Medium-term growth outlook 
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�but we expect firms and households to be cautious over the year ahead 

Nevertheless, on balance we do expect events in the rest of the world to impact on 
domestic spending over the next few quarters.  In times of uncertainty there is value 
attached to waiting since undertaking expensive new investment or taking on additional 
employees to expand capacity can be costly to reverse if the additional demand does not 
eventuate. 

We expect firms to undertake less new investment and to hire fewer employees than they 
would have otherwise over the next few quarters.  Ameliorating this effect are measures of 
capacity utilisation, such as the NZIER capacity utilisation index and the unemployment 
rate, which point to continuing growth in investment, albeit at more moderate rates. 

Households are also likely to be somewhat more cautious than previously expected, and 
in light of slower labour income growth, consumption expenditure growth is likely to be 
more muted.  Residential investment, however, is expected to show steady but moderate 
growth as lower interest rates and a modest pick-up in house prices provides some 
stimulus. 

On balance growth is likely to be more moderate than in the December Update 

In weighing these positive and negative 
factors, we conclude that the balance of 
risks suggests reasonably modest 
quarterly growth of around ½% over 
2001/02. 

Comparing the latest forecast growth 
profile with that presented in December, 
the anticipated slowing in exports and 
flat domestic demand are clearly visible 
in lower annual average GDP growth 
over the remainder of this year.  Year 
on year, we expect growth over 
2001/02 of 2.6%, around 1% lower than 
forecast in the December Update. 

Employment growth slows but overall the labour market remains strong 

Total employment was unchanged in the March 2001 quarter following two quarters of 
very strong growth, although full-time employment continued to increase.  With firms more 
cautious in light of uncertainty over world growth and modest growth in domestic demand, 
some further slowing in employment growth is likely.  On the other hand, with firms still 
reporting increasing difficulty in finding skilled labour, they will be reluctant to shed 
employees they may need when activity picks up.  As a result, we expect employment 
levels to remain largely unchanged through to the March 2002 quarter.  Given the strong 
employment growth at the end of 2000/01, annual average employment growth remains 
robust at around 1¼%.  With employment levels static we expect the participation rate to 
ease back slightly.  The unemployment rate is expected to remain close to current levels 
at around 5½% over 2001/02. 
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Figure 2.12 � Inflation indicators  
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On the wages front, we expect annual wage growth to increase from around 2½% now to 
around 3¾% in March 2002.  However, with the recent spike in inflation being less 
sustained than previously anticipated and employment growth stalling, the acceleration in 
wages is more moderate than forecast in the December Update, despite the upward 
pressure arising from a relatively tight labour market. 

Inflation is expected to fall faster� 

We see competing forces influencing the inflation outlook over 2001/02.  Export and 
import prices have surprised on the upside over recent quarters, and together with past 
falls in the exchange rate are likely to put upward pressure on inflation over the next few 
quarters.  With the marked cyclical slowdown in productivity over recent quarters, unit 
labour costs have also added to the upward pressures on firm costs.  Price and inflation 
expectations surveys, although showing some easing of pressures recently, illustrate this 
pick-up. 

On the other hand, the March quarter 
CPI inflation outturn was lower than 
expected, albeit largely as a result of 
the move to income-related rentals, 
reducing the risks of the recent price 
spike spilling over into second round 
effects.  Moreover, with lower GDP 
growth over the year ahead we see less 
risk of upward pressure from the 
economy operating near potential.  The 
projected decline in oil prices will also 
help to reduce headline inflation. 

On balance, we expect CPI inflation to 
fall back to the top of the Reserve Bank�s 0% to 3% target range in the current quarter, 
earlier than anticipated in the December Update, and toward the middle of the band by the 
end of the year.  �Underlying� inflation falls back somewhat slower and as the March 2001 
quarter CPI outturn falls out, annual CPI inflation spikes up in the March 2002 quarter. 

�but further improvement in the current account is more gradual 

Slower export growth over the year ahead, together with the forecast unwinding of some 
of the recent gains in the terms of trade, slows down the extent of further decline in the 
current account deficit we forecast over the year ahead.  Over the short term, weaker 
earnings by New Zealand-owned companies overseas are also expected to limit 
improvement in the current account deficit.  Nevertheless, a modest rise in the goods and 
services balance surplus is expected to see the current account deficit fall to around 4¾% 
of GDP by March 2002. 
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Figure 2.13 � Private consumption and 
residential investment 
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The Outlook for 2002/03 and Beyond 

Export growth is expected to rebound� 

With trading partner growth returning to between 3½% and 4% in 2002 and 2003, export 
volume growth is expected to rebound and perform well over the remainder of the forecast 
horizon.  A more moderate appreciation of the exchange rate compared with the 
December Update also acts to support export growth.  Export growth is forecast to rise to 
6% in mid-2003 before moderating somewhat. 

The rebound in world growth is expected to be of most benefit to non-commodity 
manufactured goods and services exports.  Growth in both is expected to accelerate 
through 2002/03, with growth of non-commodity manufactured exports of 10½% in both 
this year and 2003/04.  On the back of a rebound of tourism numbers, services export 
growth is also forecast to rise.  Commodity-based exports are expected to lift further, but 
based on average growing conditions, overall export volumes are limited by supply 
constraints in agriculture.  Dairy exports are forecast to show steady growth, reflecting 
increases in both herd numbers and productivity.  After declining in 2001/02, we expect 
meat export growth to return to positive territory in 2003/03 and 2003/04, principally 
reflecting an increase in beef exports. 

�and the terms of trade is expected to remain favourable� 

Export prices are forecast to fall back modestly over the forecast period.  Dairy and meat 
prices are expected to ease toward the end of the forecast period.  These are partially 
offset by a pick-up in wool prices and forestry-based products as industrial demand 
overseas improves.  However, ongoing declines in oil prices help lower import prices by a 
similar magnitude so that the terms of trade is little changed for much of the forecast.   

�leading to a pick-up in domestic demand  

As firms and households become more confident about future growth prospects, 
stimulatory domestic monetary conditions and the pick-up in export growth are forecast to 
flow through to a pick-up in domestic demand growth. 

During 2002/03, consumption 
expenditure is expected to gain 
momentum on the back of a marked 
pick-up in growth of real disposable 
income, as a further fall in inflation 
reinforces the forecast increase in 
labour income growth.  A more positive 
outlook for house prices also serves to 
support the pick-up in spending.  The 
recovery in household incomes, 
together with natural population growth 
and a modest increase in net migration 
and household formation trends, is  
forecast to provide support to 
residential investment over the 
remainder of the forecast period. 
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Figure 2.14 � Capital to labour ratio and 
investment1 
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1 Total real investment less residential, ex-computers 

The household savings rate is expected to show some improvement over the medium 
term, as households are expected to take the opportunity created by steady employment 
and wage growth to rebuild their savings. 

However, the timing and extent of this anticipated positive stimulus are major uncertainties 
in this forecast.  Relative to the economic recovery of the early 1990s, we could perhaps 
expect to see a shorter lag before sustained and substantial quarterly GDP growth rates 
are recorded.  The faster pick-up may reflect a less pronounced slowing in activity, a 
higher starting level for capacity utilisation, stronger corporate balance sheets, a more 
modest projected fiscal tightening, and overall more stimulatory monetary conditions. 

Public consumption is also forecast to record sustained increases over the forecast 
horizon, underpinned by steady growth in health and education spending.  However, the 
final profile is heavily influenced by defence spending (the accompanying box refers). 

The recovery in general economic activity and exports encourages a lift in 
investment 

Over 2002/03 we expect reasonably 
strong investment spending as firms 
become more confident of the rebound 
in trading partner growth and 
aggregate demand and undertake 
deferred investment.  A more even 
distribution of corporate profit growth is 
expected to support this lift.  We expect 
much of this investment to take place in 
the export- and import-competing 
sectors. 

Further reinforcing this investment 
profile is the tight labour market.  We 
expect firms to meet more of future 
output growth from capital investment  
given that the unemployment rate is 
expected to remain low and spare skilled labour to remain scarce � this is also consistent 
with reports gained from our regular business visits.  This implies the continuation of the 
capital deepening trend we have witnessed over the late 1990s. 
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Figure 2.15 � Labour market 
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Sources: Statistics New Zealand, The Treasury 

 
Government Expenditure on Military Equipment 

The Government has recently announced its intention to upgrade a range of military 
equipment for the New Zealand Defence Force (NZDF) over the next 10 years, which may 
cost over $2 billion.  The $800 million for the purchase of tactical radios and Light Armoured 
Vehicles (LAVs) was already incorporated into the Central Forecasts in the December 
Update. 

Under the present System of National Accounts, government expenditure on military 
equipment that is used for combat purposes is classified as public consumption expenditure 
at the time of delivery even though payment may be spread over a longer timeframe.  
Because most military equipment is imported, there is little impact on the bottom line GDP 
forecast.  However, the lumpy nature of this expenditure is reflected in the forecast profiles 
for public consumption, imports and the current account.  Within the current forecast period, 
the LAVs are to be delivered in 2003/04.  Of the additional expenditure, equipment worth 
$50 million is also projected to be delivered in 2003/04, with another $300 million 
programmed for 2004/05.  These projections are subject to change as the exact nature, 
timing and price of purchases are yet to be finalised. 

 

Labour market outcomes are expected to continue to be favourable 

We assume only modest growth in the working-age population over the forecast period 
relative to that experienced during the 1990s, with net migration only returning to a small 
positive number in 2002/03.  Given historical fluctuations in migration flows, a sharper 
turnaround cannot be ruled out.  Labour force growth is forecast to increase somewhat 
faster than underlying population growth, averaging over 1% per annum with a modest 
increase in the participation rate accounting for the difference.  The latter is supported by 
employment levels remaining high and overall labour market conditions remaining tight.   

Employment growth is forecast to pick 
up to around 1½% during 2002/03, 
mirroring the rebound in overall activity.  
Given our real GDP forecasts, these 
employment growth rates imply higher 
average labour productivity over the 
forecast period than experienced during 
the 1990s as a whole, underpinned by 
ongoing capital deepening and an 
already tight labour market. 

The unemployment rate is expected to 
fluctuate around current levels over 
2001/02 before easing to around 5% in 
the following year as employment 
growth begins to pick up.  Thereafter, higher participation rates are expected to offset 
much of the steady employment growth. 

With the unemployment rate at these levels, we expect sustained growth in nominal 
wages.  Private sector wages are expected to increase from current levels to around 4% 
in late 2002 before easing back to around 3½% by the end of the forecast period.  This 
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Figure 2.16 � Monetary conditions 
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Figure 2.17 � Consumer price inflation 
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implies steady growth in real wages consistent with the higher average productivity we 
expect over the forecast period (partly associated with capital deepening), and the overall 
tightness of the labour market. 

Monetary conditions are likely to tighten moderately... 

Beyond the short term, a modest 
tightening in monetary conditions is 
expected in order to keep inflationary 
pressures in check.  We forecast the 
Reserve Bank to begin reversing out 
recent cuts in the Official Cash Rate 
(OCR) midway through 2002/03 via 25 
basis point increments. 

In addition to the rise in short-term 
interest rates, we also assume an 
appreciation in the currency over the 
medium term.  Factors expected to 
support an upward move in the Trade 
Weighted Index (TWI) include further 
improvement in the current account and generally higher interest rates in New Zealand 
than the rest of the world, together with an expectation that some of the US dollar�s 
strength is likely to be unwound over the medium term.  Nevertheless, despite the forecast 
rise in interest rates and the TWI, both are expected to peak at levels substantially below 
those reached in the previous cycle. 

�to lean against inflation pressures 

The modest tightening in monetary 
policy is forecast to keep inflationary 
pressures in check over the medium 
term, with annual CPI inflation 
remaining near the mid-point of the 
Reserve Bank�s inflation target for most 
of the forecast horizon.  We assume oil 
prices will move lower over the forecast 
horizon.  This, together with the 
moderate appreciation of the exchange 
rate is expected to dampen imported 
inflation pressures. 

The nominal economy continues to 
increase 

The nominal economy is forecast to record solid growth of 4% to 5% over the last three 
years of the forecast horizon, owing to the combined contributions of relatively steady real 
GDP growth and stable inflation around the middle of the band.  Such growth is similar to 
that expected over 2001/02.  The growth in nominal GDP underpins solid revenue growth 
in the government accounts.  Relative to recent years, labour�s share of nominal income is 
forecast to increase slightly in 2002/03 and beyond, as the tight labour market and 
productivity growth see somewhat stronger real wage gains than over recent years. 
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Figure 2.18 � Current account 
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The current account deficit is expected to show further improvement 

As growth picks up in 2002/03, we expect import growth to increase.  As the TWI begins 
to appreciate, we expect to observe a further modest increase in the ratio of imports to 
GDP, reversing some of the decline we are experiencing currently.  Nevertheless, the rate 
of growth in the penetration ratio is expected to fall below the trend experienced over the 
1990s, as the effects of past trade liberalisation begin to fade.  Government defence 
spending adds to imports over most of the forecast period. 

Reflecting these export and import 
patterns, and projected terms of trade 
developments, the current account 
deficit is expected to show further 
improvement over the forecast period.  
The current account deficit is forecast to 
fall to around to 3½% of GDP by March 
2005.  Much of the improvement comes 
from the goods and services balance, 
although the investment income 
balance also contributes toward the end 
of the period. 

Over the forecast period, but especially 
in 2003/04 and 2004/05, the bottom line current account profile is distorted by the 
importation of military equipment. 


	2 Economic Outlook
	Recent Developments and the Year Ahead
	The Year Ahead
	Outlook for 2002/03 and Beyond


