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Introduction 

There are a number of risks associated with economic forecasts.  The actual growth path 
of the economy is likely to differ from the Central Forecast if some of the risks do 
eventuate. 

The first part of this chapter discusses the main risks that we see to the Central Forecast.  
The second section of the chapter discusses two alternative growth paths for the economy 
under different judgements from the Central Forecast.  The scenarios are two of many 
possible examples, and do not represent upper or lower bounds for the Central Forecast.  
The actual magnitude of the difference from the Central Forecast or any given alternative 
scenario depends on highly uncertain alternative assumptions. 

Economic Risks 

The Central Forecast is determined by balancing risks facing the economy, both on the 
upside and the downside, and making an assessment of the way the economy is likely to 
evolve.  Over time the economy may evolve differently from the judgements underlying 
the Central Forecast.  This could result in different outcomes from the Central Forecast. 

The key risks that we see to the judgements in the Central Forecast are: 

• the development of the world economy and the risk of a prolonged slowdown in trading 
partner growth 

• the degree of stimulus to the domestic economy from monetary conditions and the 
recent improvement in the terms of trade. 

The Central Forecast assumes that trading partner growth recovers relatively quickly in 
the 2002 calendar year after a significant slowing in growth in 2001, in line with forecasts 
of Consensus Economics.  A deviation from a quick recovery, where the United States or 
Australia has a prolonged period of below trend growth, would have important implications 
for the New Zealand economy.  GDP growth going forward would be lower relative to the 
Central Forecast in the first two years of the forecast horizon. 
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There is uncertainty about how stimulatory current monetary conditions are.  The Reserve 
Bank has reduced the Official Cash Rate (OCR) and the Trade Weighted Index (TWI) is 
low in an historical sense.  As we noted in Chapter 2, Economic Outlook, similar monetary 
conditions in the past have been followed by a reasonably sharp recovery in growth.  
However at the current time there is considerable uncertainty around the precise 
magnitude of the stimulus to the economy. 

Strong terms of trade, favourable agricultural conditions over 2000 and a tight labour 
market all provided a substantial boost to income in 2000/01.  Taken together, monetary 
conditions and the boost to income could, if households and firms look through the 
slowdown in world activity more than anticipated, provide greater stimulus to the domestic 
economy than in the Central Forecast. 

A further risk surrounds climatic conditions.  Variability in climatic conditions, and the 
effect of these fluctuations on agricultural production, has been a significant influence on 
New Zealand�s economic growth in recent years.  During the autumn months of 2001, 
drought conditions enveloped much of the South Island as well as the lower part of the 
North Island (see the box �The Impact of Drought in the Economy� in Chapter 2, Economic 
Outlook).  Should adverse weather conditions continue through winter and into spring in 
these regions, or spread to other areas, there is the potential for a significant impact on 
agricultural production next season.  This would reduce rural incomes and confidence and 
potentially flow on to other parts of the economy. 

Risks such as those discussed above may have a substantial impact on the fiscal 
position.  The impact would arise through alternative real activity and inflation outcomes.  
Each has an impact on nominal GDP, and as a result, on fiscal aggregates, including the 
operating balance, via the impact on tax revenue and expenses. 

Economic Scenarios 

The scenarios below present two possible alternative growth paths for the economy if 
some of the key judgements underlying the Central Forecast do not eventuate.  Both 
scenarios are based on changes to the demand side of the economy.  The first scenario 
assumes a more prolonged slowdown in trading partner growth than is assumed in the 
Central Forecast.  The second scenario assumes a stronger pick-up in domestic demand. 
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Table 4.1 � Alternative scenarios: summary 

 2000 2001 2002 2003 2004 2005 
 Actual Forecast Forecast Forecast Forecast Forecast 

Production GDP (Annual 
average % 
change, March years)     

 

Central Forecast 4.6 2.3 2.6 3.3 3.0 2.8 

Weaker World Growth 4.6 2.3 1.8 3.0 3.6 3.0 

Stronger Domestic Demand 4.6 2.3 3.2 3.2 2.7 2.7 

Nominal Expenditure GDP 
(Annual average % 
change, March years)      

Central Forecast 4.4 5.5 4.5 5.0 4.8 4.2 

Weaker World Growth 4.4 5.5 2.6 4.2 5.3 4.1 

Stronger Domestic Demand 4.4 5.5 5.2 5.4 5.0 4.4 

Operating Balance 
($ billion, June years)      

Central Forecast 1.4 0.6 1.4 2.4 3.1 3.7 

Weaker World Growth 1.4 0.4 0.5 1.2 1.8 2.3 

Stronger Domestic Demand 1.4 0.6 1.7 2.9 3.7 4.4 

Sources: Statistics New Zealand, The Treasury 

Weaker World Growth 

This alternative scenario is based on a weaker outlook for world growth where average 
trading partner growth is 1.6% in the 2001 calendar year and 2.6% in 2002, primarily 
driven by substantially lower growth in the United States and Australia, as discussed in 
the box �World Growth� in Chapter 2, Economic Outlook. 

In this scenario, New Zealand�s economic growth, measured by production GDP, slows to 
1.8% in 2001/02, as the effect of prolonged weak trading partner growth hits the economy.  
Growth recovers to 3% in 2002/03 in response to stimulatory monetary conditions. 
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Table 4.2 � Weaker World Growth 

(Annual average % change, 2000 2001 2002 2003 2004 2005 
March years) Actual Forecast Forecast Forecast Forecast Forecast 

Private consumption 3.4 1.4 0.9 0.9 2.5 3.0 

Market investment excluding 
computers 1.4 9.8 (1.9) 5.2 4.8 4.1 

Gross national expenditure 6.0 0.2 1.0 3.9 4.4 3.5 
       

Exports of goods and services 6.8 5.5 3.6 3.4 6.4 6.4 

Imports of goods and services 
excluding computers 10.6 -0.5 0.9 3.6 7.1 5.6 

       
GDP (Production Measure) 4.6 2.3 1.8 3.0 3.6 3.0 

       
Unemployment rate1 6.4 5.6 6.6 6.7 6.4 6.4 

90-day rate2 6.0 6.4 4.8 5.4 6.1 6.2 

TWI2 54.1 50.5 50.5 54.0 55.6 56.3 

CPI inflation3 1.5 3.1 2.1 1.0 1.0 1.2 

Current account balance 
(% GDP) (7.0) (5.0) (5.4) (4.9) (3.8) (3.2) 

Nominal GDP  
(expenditure measure) 4.4 5.5 2.6 4.2 5.3 4.1 

Sources: Statistics New Zealand, Datastream, The Treasury 

NOTES: 1 Percentage of labour force, March quarter, seasonally adjusted. 
 2 Average for March quarter. 
 3 Annual percentage change, March quarter. 

 
Lower trading partner growth relative to the Central Forecast, and therefore lower income 
growth overseas, reduces the demand and prices for New Zealand products.  Export 
volume growth falls as a result.  The scenario assumes that export prices fall sharply 
during the 2001/02 year in line with the nature of significant price falls over history.  Prices 
gradually recover to levels similar to the Central Forecast.  The net effect is that income 
received by New Zealand exporters falls.  Import prices also decline but to a smaller 
extent than export prices, causing the terms of trade to fall. 

Lower world growth and reduced export income also hit domestic sentiment.  Business 
confidence deteriorates as firms become pessimistic about future opportunities.  
Investment growth falls sharply to �1.9% in 2001/02.  Firms also cut back employment 
plans and demand for labour drops.  The unemployment rate rises relative to the Central 
Forecast and peaks at 6.7% of the labour force in 2002/03. 
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Figure 4.1 � Real GDP growth 
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Figure 4.2 � 90-day rates 
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Consumer confidence declines as the 
world economy weakens, incomes fall 
and unemployment rises.  Household 
debt levels constrain households� 
capacity to borrow and growth in 
household spending slows sharply.  
Private consumption growth falls to 
0.9% in each of 2001/02 and 2002/03 
compared with 1.4% and 2.2% 
respectively in the Central Forecast. 

The slowing in household spending 
reduces imports relative to the Central 
Forecast.  However, the shock in this 
scenario is driven by substantial falls in 
export prices and volumes and this effect outweighs the effect of lower import growth.  As 
a result the current account deficit temporarily rises in 2001/02.  The current account 
deficit shrinks over time, as the trade balance recovers, to reach a similar level to the 
Central Forecast by the end of the period. 

Lower exports, consumption and investment leads to a drop in the growth of GDP to 1.8% 
in 2001/02, compared with 2.6% in the Central Forecast.  Output falls below potential, 
widening the negative output gap, and inflation drops rapidly to reach 1% in 2002/03. 

With the economy operating below 
potential, the Reserve Bank is 
assumed to cut the OCR to 4.8% in 
2001/02, providing for more stimulatory 
monetary conditions than in the Central 
Forecast.  However, world growth 
continues to surprise policy makers on 
the downside during 2001/02, meaning 
the Reserve Bank does not have time 
to fully offset the shocks in the short 
term.  As a result, inflation falls below 
the mid-point of the target range. 

Economic growth picks up speed from 
2002/03 onwards as trading partner 
growth gains momentum and the domestic economy responds to the stimulus of lower 
interest rates.  The output gap closes by the end of the forecast period. 

In the nominal economy, the combined effect of lower output and reduced inflation leads 
to substantial falls in nominal GDP in the short term.  While real economic activity 
rebounds, increasing nominal GDP, the price level shock is permanent, leading to a 
permanently lower level of nominal GDP at the end of the forecast period.  The greatest 
difference in nominal GDP compared with the Central Forecast occurs in 2002/03, when 
nominal GDP is $3 billion smaller. 
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Stronger Domestic Demand 

This scenario presents a growth path for the economy where domestic demand picks up 
more strongly than anticipated in the Central Forecast.  The world economy evolves as 
expected in the Central Forecast.  Consumers are more confident that the slowdown will 
be short-lived and spend more of the income gains of 2000/01 than in the Central 
Forecast. 

GDP growth of 3.2% in 2001/02 is stronger than in the Central Forecast.  Thereafter 
growth declines, falling below the Central Forecast in 2003/04 in response to tighter 
monetary conditions. 

Table 4.3 � Stronger Domestic Demand 

(Annual average % change, 2000 2001 2002 2003 2004 2005 
March years) Actual Forecast Forecast Forecast Forecast Forecast 

Private consumption 3.4 1.4 2.4 2.5 2.7 2.7 

Market investment excluding 
computers 1.4 9.8 7.3 0.7 2.6 2.8 

Gross national expenditure 6.0 0.2 3.3 3.8 3.6 3.2 
       

Exports of goods and services 6.8 5.5 4.9 6.7 5.6 4.9 

Imports of goods and services 
excluding computers 10.6 -0.5 4.5 6.9 6.4 3.8 

       
GDP (Production Measure) 4.6 2.3 3.2 3.2 2.7 2.7 

       
Unemployment rate1 6.4 5.6 5.3 4.9 4.9 5.0 

90-day rate2 6.0 6.4 6.3 7.0 6.8 6.7 

TWI2 54.1 50.5 51.3 53.8 54.3 54.5 

CPI inflation3 1.5 3.1 2.6 2.3 2.1 1.7 

Current account balance 
(% GDP) (7.0) (5.0) (4.9) (4.3) (4.0) (3.6) 

Nominal GDP  
(expenditure measure) 4.4 5.5 5.2 5.4 5.0 4.4 

Source: Statistics New Zealand, Datastream, The Treasury 

NOTES: 1 Percentage of labour force, March quarter, seasonally adjusted. 
 2 Average for March quarter. 
 3 Annual percentage change, March quarter. 

 
Nominal income growth increased during 2000/01, owing to favourable agricultural 
conditions, an improvement in the terms of trade on the back of higher commodity prices 
for New Zealand products, and stronger than expected labour market outturns. 

In this scenario, sentiment remains positive and there is a sharp lift in domestic economic 
activity relative to the Central Forecast.  Consumption growth increases in 2001/02 to 
2.4% as households spend more of the recent income gains and export income flows 
quickly through the economy.  Business confidence remains robust and investment 
growth rises to 7.3% in 2001/02 as firms respond to interest rate cuts and increased 
demand. 
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Figure 4.3 � Nominal GDP 
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An already tight labour market gets tighter as firms search for more workers.  The 
unemployment rate falls to 5.3% in 2001/02 and 4.9% in 2002/03, compared with 5.5% 
and 5.1% respectively in the Central Forecast, putting greater upward pressure on wages. 

Real GDP growth reaches 3.2% in 2001/02, compared with 2.6% in the Central Forecast.  
Inflationary pressures emerge as a consequence of higher wages and output being above 
potential.  CPI inflation reaches 2.6% in 2001/02 compared with 2.3% in the Central 
Forecast. 

The Reserve Bank is assumed to respond to rising inflationary pressures by increasing 
the OCR, beginning late in the 2001 calendar year and continuing during 2002.  Ninety-
day bill rates reach 7% in 2002/03.  As GDP growth slows towards potential, inflationary 
pressures abate and inflation moves back to the middle of the band. 

The current account deficit widens over 
the forecast period, relative to the 
Central Forecast, as increased 
household spending pushes up imports 
while exports increase by only a 
relatively small amount. 

Higher output and prices, relative to the 
Central Forecast, result in higher 
nominal GDP.  The difference in 
nominal GDP increases throughout the 
forecast period from being $0.9 billion 
greater than the Central Forecast in 
2001/02 to $2 billion greater in 
2004/05. 

Fiscal Scenarios 

The main economic determinants of the fiscal position are: 

• nominal GDP � components of GDP are the main drivers of tax revenue 

• interest rates � higher interest rates increase revenue received from interest, but also 
increase finance costs paid on government borrowing.  Changes in interest rates also 
affect the valuation of the Government Superannuation Fund (GSF) and ACC liabilities, 
which flow through the operating balance 

• the level of unemployment � an increase in the number of people unemployed will 
increase the number of unemployment beneficiaries and increase spending 

• CPI inflation � most benefits are indexed to CPI movements. 

Table 4.4 shows the effects of the two scenarios on the operating balance and net debt. 
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Figure 4.4 � Operating balance  
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Figure 4.5 � Net debt 
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Table 4.4 � Alternative scenarios: operating balance and net Crown debt 

Sources: Statistics New Zealand, The Treasury 

 
In the Weaker World Growth scenario, 
the operating balance falls in 
every year compared with the Central 
Forecast.  The impact becomes greater 
over time, as lower economic growth 
and lower inflation both reduce nominal 
GDP relative to the Central Forecast, 
and as expenses increase with 
unemployment. 

In the Stronger Domestic Demand 
scenario, the operating balance 
improves throughout the forecast 
period.  The drivers of the improvement 
in the operating balance are higher 
output, higher prices and lower unemployment relative to the Central Forecast. 

The changes in the operating balance 
impact on net debt.  In the weaker 
world growth scenario, net debt is 
around 4% of GDP higher than in the 
Central Forecast by the end of the 
forecast period.  Net debt is around 2% 
of GDP lower in the stronger domestic 
demand scenario than in the Central 
Forecast. 

$ billion June years 2000 2001 2002 2003 2004 2005

Operating Balance
Central Forecast 1.4 0.6 1.4 2.4 3.1 3.7
Weaker World Growth 1.4 0.4 0.5 1.2 1.8 2.3
Stronger Domestic Demand 1.4 0.6 1.7 2.9 3.7 4.4

Net Debt
Central Forecast 21.4 20.4 21.5 22.0 23.2 24.3
Weaker World Growth 21.4 20.5 22.4 24.2 26.7 29.1
Stronger Domestic Demand 21.4 20.3 21.0 21.1 21.7 22.0

% GDP June Years
Operating Balance
Central Forecast 1.4 0.6 1.2 2.0 2.4 2.7
Weaker World Growth 1.4 0.4 0.5 1.0 1.4 1.7
Stronger Domestic Demand 1.4 0.5 1.5 2.3 2.8 3.2

Net Debt
Central Forecast 20.0 18.1 18.3 17.8 18.0 18.0
Weaker World Growth 20.0 18.2 19.5 20.1 21.1 22.1
Stronger Domestic Demand 20.0 18.0 17.7 16.9 16.6 16.1
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Fiscal Sensitivities 

The scenarios above indicate the sensitivity of fiscal aggregates to changes in economic 
conditions.  The table below provides some �rules of thumb� on the sensitivities of the 
fiscal position to changes in specific variables. 

Table 4.5 � Sensitivity analysis  

Source: The Treasury 

The different sensitivities of the ACC and GSF liabilities reflect the different properties of 
the liabilities, especially the magnitude and timing of the expected cash flows.  These 
differences are highlighted in the tables below. 

Table 4.6 � Comparison of ACC and GSF liabilities 

Source: The Treasury 

($ million) June years 2002 2003 2004 2005
Forecast Forecast Forecast Forecast

1% Higher Nominal GDP Growth per annum
Tax Revenue 380           810           1,280        1,780        
Expenses (mainly debt servicing) 10             50             130           210           
Impact on the Operating Balance 390           860           1,410        1,990        

Wages and salaries 160           340           540           750           
Taxable business profits 70             170           280           400           

One Percentage Point Lower Interest Rates
Interest income (40)           (50)           (60)           (60)           
Expenses 100           160           230           270           
Impact on the Operating Balance 60             110           170           210           

One Percentage Point Lower Real Interest Rates
ACC liability (SOE and Crown entity surpluses) (500)         -           -           -           
Government Superannuation Fund (GSF) liability (expenses) (1,700)      -           -           -           
Impact on the Operating Balance (2,200)      -           -           -           

Revenue Impact of a 1% Increase in the Growth Rate of:

Total Liability   
($ billion)

Net Liability         
($ billion)

Expected Years of 
Payment

ACC 7.4 4.1 up to 15
GSF 12.3 8.7 up to 70
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