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Figure 1.1 – GDP growth 
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Summary 
• New Zealand was one of the fastest growing economies in the OECD last year, 

expanding by 4.4% in calendar 2002, initially on the back of net exports but latterly as a 
result of robust domestic demand growth.   

• Ongoing momentum in domestic 
spending should see growth in the 
year to March 2003 come in at 4.4%, 
which is expected to be the peak for 
economic growth.   

• Looking forward, the economy faces a 
number of “headwinds” that are 
expected to see real gross domestic 
product (GDP) growth slow to 2.2% 
over the coming year.   

• This stems from a mix of underlying 
drivers and temporary forces that 
combine to create a “soft spot” in 
quarterly GDP growth in the middle of 
this year.  

• The fall in commodity prices last year, a further moderation in trading partner growth, 
the higher exchange rate and the unwinding of earlier interest rate stimulus are the 
main forces operating to slow growth.   

• A number of temporary drags on growth have also emerged or increased in 
significance since the end of 2002.  These include the effects of the dry weather 
conditions on electricity production and farm output, and travel disruptions and 
uncertainty due to the conflict in Iraq and the recent outbreak of Severe Acute 
Respiratory Syndrome (SARS).  

• At the same time, still high albeit easing levels of net migration inflows, higher house 
prices that provide support to wealth, solid household income growth and robust 
business balance sheets are expected to moderate the slowdown in growth. 

• Growth is forecast to pick-up to 3.2% in the year to March 2005 before giving way to 
around 3.0% average growth over the remainder of the forecast horizon.  
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Figure 1.2 – 90-day bank bills rates and the 
Official Cash Rate 
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• The temporary forces are assumed to 
dissipate as 2003 progresses and this 
adds to growth around the turn of the 
year.  However, the main drivers of 
the rebound are the forecast recovery 
in trading partner growth and 
increased competitiveness that helps 
drive a rebound in net exports, and 
lower interest rates that provide a 
stimulus to domestic demand.   

• In line with the slowdown in economic 
growth over the coming year, 
employment growth is forecast to 
slow.  The unemployment rate rises 
from the current 4.9% to 5.6% by 
March 2004, holding at that level 
before dropping in mid-2005. 

• The impact of a slowing in net migration inflows, the fall in farm incomes and slower 
employment growth is reflected in a slowdown in residential investment activity and in 
private consumption growth.   

• The slowdown in domestic demand growth and consequent reduced output pressure, 
together with lower import prices due to the higher exchange rate and falling oil prices 
are expected to lead to an easing in price pressures.  CPI inflation is forecast to fall 
from 2.5% currently to 1.6% by mid-2004. 

• In light of the weaker outlook for CPI inflation, monetary policy is assumed to ease.  90-
day bank bill rates are forecast to decline from their early April level of 5.8% to 5.1% by 
March 2004.  Easier monetary conditions combined with a recovery in trading partner 
growth and a lower exchange rate help support the rebound in GDP growth from the 
latter part of 2004 onwards. 

• Market investment growth is solid throughout the forecast horizon, underpinned by 
strong business balance sheets, high levels of capacity utilisation, limited labour market 
slack and a lower price of capital.  This results in capital deepening, which acts to 
support labour productivity growth further out. 

• The annual current account deficit is forecast to widen from the March 2002 trough of 
2.1% of GDP to 5.0% in March 2004, mainly due to the deterioration in the goods 
balance.  A rising surplus on the services account and a recovery in the goods balance 
further out sees the current account deficit reduce to around 4½% by March 2006.   
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Table 1.1 – Economic outlook: central forecast1 

2002 2003 2004 2005 2006 2007
(Annual average % change, Actual Estimate/ Forecast Forecast Forecast Forecast
March years) Actual

Private consumption 2.8 3.8 2.6 2.5 3.0 3.0
Public consumption2 3.8 5.1 3.9 1.2 1.2 3.5
Total Consumption 3.0 4.1 2.9 2.2 2.6 3.1
Residential investment 3.3 24.5 10.7 -6.3 -1.0 2.2
Market investment 5.3 5.5 6.0 8.3 3.6 3.3
Non-Market investment 3.7 -4.7 1.8 7.3 2.9 2.8
Total Investment 4.7 9.4 7.3 4.3 2.5 3.0
Stock change3 0.1 -0.1 0.0 0.0 0.0 0.0
Gross National Expenditure 3.4 4.8 3.8 2.7 2.5 3.1
Exports 2.0 9.0 3.3 6.0 5.2 3.6
Imports 2.1 10.4 8.5 4.4 3.7 4.2
GDP (Production Measure) 3.5 4.4 2.2 3.2 3.1 2.8
 - annual % change 4.2 4.1 1.9 3.8 2.6 2.9

Nominal GDP (expenditure basis) 7.4 3.6 4.5 4.9 5.1 4.8
GDP deflator 3.9 -0.9 2.3 1.6 2.0 1.9

Employment4 2.5 2.5 1.1 1.1 1.9 1.4
Unemployment5 5.3 5.1 5.6 5.6 5.3 5.2

Wages6 3.5 3.1 3.7 3.3 3.2 3.5
CPI inflation7 2.6 2.6 1.6 1.9 2.3 2.0
Export prices8 3.1 -13.7 -6.6 3.3 3.6 0.8
Import prices8 -0.9 -7.5 -7.3 2.7 3.1 0.1

Current account balance
  - $ million -2,591 -5,032 -6,568 -6,206 -6,368 -6,701
  - % of GDP -2.1 -4.0 -5.0 -4.5 -4.4 -4.4

TWI9 51.6 60.6 60.0 58.0 56.5 56.5
90-day bank bill rate9 5.0 5.8 5.1 6.0 6.0 6.0
10-year bond rate9 6.7 6.0 6.0 6.2 6.2 6.2

 
 

Sources: Statistics New Zealand, Reserve Bank of New Zealand, The Treasury 

 
NOTES: 1 Forecasts finalised 3 April 2003.  Text finalised 6 May 2003.  Additional tables are available 

on the Internet at www.treasury.govt.nz/forecasts/befu/2003. 
2 The forecast profile for public consumption is influenced by government defence spending. 
3 Contribution to GDP growth. 
4 Household Labour Force Survey, full-time equivalent employment. 
5 Household Labour Force Survey, percentage of the labour force, March quarter, seasonally 

adjusted. 
6 Quarterly Employment Survey, average hourly ordinary time earnings.  Actual for the March 

2003 quarter was 2.9%. 
7 Actual annual CPI inflation for the March 2003 quarter was 2.5%. 
8 Overseas Trade Index basis, annual average percentage change, March quarter. 
9 Average for the March quarter. 
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Figure 1.3 – Oil prices 
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Figure 1.4 – Net migration 
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Assumptions Underlying the Central Forecast 

Global economic activity is assumed to evolve in line with the outlook presented in the March 
and April editions of Consensus Forecasts and Asia Pacific Consensus Forecasts.   

Table 1.2 – New Zealand’s trading partner growth outlook based on April Consensus 

Calendar years 2001a 2002a 2003f 2004f 2005-07f

Australia 2.7 3.8 3.0 3.8 3.4
Japan 0.3 0.3 0.8 0.8 1.4
US 0.3 2.4 2.3 3.6 3.1
Europe* 1.6 1.0 1.3 2.1 2.3
Non-Japan Asia** 2.4 5.2 4.7 5.5 5.6

Trading partner growth 1.5 2.9 2.6 3.4 3.4

* UK, Germany, Italy, France (weighted by export share).
** Korea, Taiwan, China, Malaysia, Hong Kong, Singapore (weighted by export share).
a  Actual.          f  Forecast.  

Any future geopolitical developments or the evolution of SARS are assumed not to have 
significant effects on the overall economic climate over and above those already embodied 
into the Consensus, market pricing and confidence levels.  Global economic developments 
and risks are discussed in more detail in the body of the chapter.   

Oil prices have been volatile in recent 
months, rising as tensions around Iraq 
escalated and falling when conflict 
commenced.  The central forecast 
assumes a steady decline in oil prices 
towards our assumed equilibrium level 
for crude prices of US$18.50 per barrel 
(based on historical averages).  In the 
short term, our oil price assumption is 
higher than current futures pricing or 
the Consensus view, but lower further 
out. 

A medium-term equilibrium exchange 
rate of 56.5 on a Trade Weighted Index 
(TWI) basis and a neutral short-term 
interest rate of 6.0% are assumed. 

The central forecast assumes a slightly 
below average growing season for the 
2002/03 year, before returning to 
normal growing seasons further out. 

Net migration is assumed to be 40,000 
in the year to June 2003, before 
gradually easing to 5,000 by the year to 
June 2006.  This slowdown in net 
migration reflects a combination of 
lower arrivals and a pick-up in 
departures. 
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Figure 1.5 – New Zealand economic growth vs 
selected OECD countries for calendar 2002 
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Recent Economic Developments 

Growth over calendar 2002 was one of the strongest in the OECD 

The economy grew more strongly than 
our December Update forecasts over 
the second half of 2002.  Production-
based GDP grew by 4.4% on an 
annualised basis over the second half 
of 2002, slightly lower than the 4.7% 
recorded for the first half but exceeding 
our December Update forecast of 3.5%.  
For the 2002 calendar year, the 
economy expanded by 4.4%, making 
New Zealand one of the fastest growing 
economies in the OECD. 

This strong growth came at a time of 
ongoing weak, albeit rebounding global 
growth, and heightened geopolitical 
uncertainties following the events of 11 September 2001.  New Zealand’s relative 
outperformance stemmed from a combination of factors, some exogenous and some 
reflecting policy settings and the functioning of the economy, that together were 
supportive of growth: 

• New Zealand did not experience the excesses of the technology bubble that are still 
working their way through the United States economy. 

• Two seasons of strong commodity prices and good growing conditions resulted in 
record high farm incomes, which stimulated rural spending.   

• Monetary conditions were favourable.  The exchange rate was at low levels throughout 
2001, which added to export revenues and acted as a buffer to weaker demand from 
overseas.  Interest rates were at stimulatory levels, especially after the 11 September 
2001 terrorist attacks.  Although interest rates are higher now, they still remain mildly 
stimulatory, which help support investment and consumption. 

• Net migration turned around sharply from a net loss position one and a half years ago 
to a record net gain.  In 2002, net migration accounted for one percentage point of the 
1.6% increase in population growth.  The funds brought in by the new migrants, which 
equate to around 2.0% of household disposable income, helped fuel consumption and 
residential investment demand. 

• Labour supply increased via higher participation rates and net migration inflows in 
response to the strong demand for labour.  Robust economic growth led to solid 
employment growth which in turn resulted in good labour income gains that supported 
household spending. 
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Figure 1.6 – Contributions to GDP growth – 2002
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Figure 1.7 – Retail and house sales 
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These factors have resulted in strong 
growth throughout 2002, although the 
sources of growth differed between the 
first and second halves of the year.  
The export contribution to growth was 
strong in the first part of the year, with 
services and dairy exports making 
substantial contributions.  Consumption 
also made a substantial contribution, 
benefiting from the stimulus provided 
by high farm incomes, positive net 
migration and good labour income 
growth.  In the latter part of the year, 
investment was the major driver of 
growth, while a surge in imports due to 
strong domestic demand resulted in the external sector subtracting from growth. 

Good export performance offset by strong import growth 

Growth in dairy and services exports contributed to the strength in total export volumes.  
The growth in dairy exports was due to a combination of good growing conditions and 
ongoing farm conversions, which resulted in higher production, and a rundown of stocks 
that had built up towards the end of 2001 and early 2002.  Services exports rebounded 
strongly from the effects of 11 September, helped by New Zealand’s relative geographical 
isolation and reputation as a safe destination, which saw tourist numbers rise at a time 
when other major tourist destinations experienced declines.   

Although total export volume growth was strong in 2002, showing annual average growth 
of 7.6% for the calendar year, import growth was stronger at 8.6%, reflecting the strength 
in domestic demand.  This resulted in a small negative contribution to growth from the 
external sector.   

Domestic demand was strong… 

The combination of high farm incomes, 
strong net migration and good labour 
income growth resulted in strong activity 
across New Zealand.  The increased 
spending by farmers also reflected pent-
up demand from two years of drought in 
1997/98 and 1998/99.  After putting off 
maintenance and capital expenditure 
during the tough times, farmers used the 
rise in incomes to upgrade their capital 
and perform much needed maintenance 
work.  The flow-on effect coming from 
both capital and retail spending by 
farmers provided a strong stimulus to 
rural economies.  In the major urban 
centres, strong net migration, labour 
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Figure 1.9 – Difficulty finding labour and the 
unemployment rate 
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Figure 1.8 – Residential investment and ratio of 
house prices to cost of construction 
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income growth, and the flow-on from spending by international students provided the bulk 
of the stimulus.   

Strong household income growth, 
relatively low financing costs and the 
additional demand for housing by new 
migrants contributed to a general 
upswing in the housing market.  House 
sales rose to near record levels at the 
end of 2002, with the median days to sell 
reaching record low levels.  Increased 
demand for housing has been reflected 
in higher house prices, which have 
increased by 10.4% on average 
nationwide, and 13.7% in Auckland 
where the majority of new migrants 
settle.  With the rise in house prices 
outstripping the rise in the cost of 
constructing a new house over the past 
two years, residential investment activity 
has also picked up markedly.   

Increased spending on durables such as motor vehicles and household goods is 
consistent with a large increase in population growth and a strong housing market.  The 
rise in house prices also led to increasing wealth, which in turn spurred further 
consumption spending. 

… leading to a marked reduction of spare capacity in the economy… 

Various indicators of capacity utilisation 
appear consistent with the view that 
there were limited spare resources in the 
economy at the end of 2002.  According 
to the New Zealand Institute of Economic 
Research’s (NZIER’s) Quarterly Survey 
of Business Opinion, capacity utilisation 
was at a high level.  Various output gap 
measures we calculate suggest that the 
New Zealand economy was operating at 
or above trend last year. 

Although labour supply growth was 
strong throughout 2002, due to both 
higher net migration and participation 
rates, employment growth was stronger.  
The unemployment rate fell to 4.9% in the December 2002 quarter.  Survey indicators 
also suggest labour market slack has fallen to low levels.  The NZIER’s labour constraint 
indicators are at levels not seen since 1974, showing both skilled and unskilled labour 
being in short supply, with the shortages more pronounced at the unskilled end from an 
historical perspective. 
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Figure 1.10 – National Bank of New Zealand 
(NBNZ) business confidence 
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Figure 1.11 – TWI exchange rate 
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The Impact of Geopolitical Shocks on the New Zealand Economy 

Past geopolitical shocks have been followed by contrasting movements in key economic 
variables.  This is not surprising, because: 

• the exact nature of the shocks has varied considerably 

• there are other concurrent influences on the New Zealand economy, such as the stage of 
the economic cycle, climatic conditions and structural change.1 

However, there are a number of broad similarities between the effects of these shocks, and 
these may provide an idea of the economic impact the conflict in Iraq and SARS may have. 

Three historical shocks are considered: 

• The Gulf War (beginning of the US-led repulsion in January 1991). 

• The Asian financial crisis (beginning with the float of the Thai Baht in July 1997). 

• The 11 September terrorist attacks (September 2001). 

Three of the channels through which the 
effects of geopolitical shocks might flow to 
the New Zealand economy are examined: 

Confidence – in the examples chosen, 
business and consumer confidence have 
recorded falls almost immediately following 
the shock (in some cases, even 
beforehand).  The reaction has been a 
temporary one, however, with confidence 
typically returning to pre-crisis levels within 
six months. 

Financial markets – New Zealand 
monetary conditions and bond yields have 
generally eased in the days following the 
chosen shocks, as money has flowed to 
safe havens (particularly US government 
bond markets) and markets have 
anticipated monetary easing.  The period 
after the beginning of the Asian Crisis is 
the exception; at that time 90-day bank bill 
rates rose sharply to counteract a 
depreciating exchange rate.  In all cases, 
changes in financial markets have been 
sharpest in the early days, with interest 
and exchange rates often rebounding soon 
after. 

                                                 
1  An attempt to disentangle these influences is the Treasury Working Paper “A Structural VAR model of 

the New Zealand business cycle” (02/26).  The paper concludes that climatic conditions were an 
important influence on growth following the Asian financial crisis. 
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Figure 1.13 – Migration, construction costs and 
house prices 
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Figure 1.14 – Producers’ input and output costs 
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Figure 1.12 – Short-term visitor arrivals 
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Foreign demand for New Zealand goods 
and services – geopolitical shocks have 
had a weak effect on growth in the value 
of exports.  The types of exports affected 
have changed according to the event – 
services and goods exports suffered in 
2001, but only goods export growth 
slowed noticeably in 1997.  Reductions in 
inbound tourism (one component of 
services exports) do seem to be a 
constant, although they have been short-
lived (three to six months). 

Overall, most of the observed effects of 
geopolitical shocks appear short-lived 
(less than a year), particularly the effects on nominal variables.  This is consistent with the 
temporary adjustments made to the central forecast track in this document to reflect 
developments in Iraq and the SARS outbreak. 

… and upward pressure on inflation… 

Non-tradable inflation was running 
close to 4.0% at the end of 2002, 
consistent with the picture of strong 
domestic demand and resource 
utilisation running at high levels.  A key 
driver of this inflationary pressure was 
the construction sector.  Strong activity 
in the building industry and a shortage 
of builders have resulted in higher 
building costs, reflecting higher costs of 
construction materials and rising 
subcontractors’ charges. 

Offsetting the rise in non-tradable 
inflation has been the drop in tradable 
inflation due in large part to an 
appreciating currency.  The exchange 
rate pass-through to final prices is not 
always immediate, and tends to be 
industry specific.  For example, petrol 
companies tend to adjust the pump 
price almost immediately because they 
tend not to hedge and operate based 
on some form of fixed margin.  Other 
importers may pass on all or part of the 
exchange rate effect depending on the 
hedging policies in place and the 
competitive pressures they face.   
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Figure 1.15 – Real private sector wage inflation 

-4
-3
-2
-1
0
1
2
3
4

Mar-93 Mar-95 Mar-97 Mar-99 Mar-01 Mar-03

Quarterly
Quarterly Employment Survey measure Labour Cost Index measure

Annual % change

Sources: Statistics New Zealand, The Treasury 

 

Figure 1.16 – Purchase price of capital and unit 
labour cost 

-4
-3
-2
-1
0
1
2
3
4
5

Mar-93 Mar-95 Mar-97 Mar-99 Mar-01 Mar-03

Quarterly

Capital goods price index Unit labour cost

Annual % change

Sources: Statistics New Zealand, The Treasury 

 

Over the 2000/01 period when the exchange rate depreciated, businesses generally on 
the whole absorbed part of the exchange rate impact on import costs in their margins, 
rather than passing on the full cost to the consumer.  This saw producers’ input costs 
rising at a faster rate than their output prices, and consumer prices rising by less than 
what might have been expected.  As the exchange rate has recovered some of the ground 
lost previously, businesses appear to be rebuilding their margins to a degree, as reflected 
in the higher output prices relative to input prices, but not to the extent of negating the 
overall downward pressure on tradable prices.   

… but not in wage growth 

Despite a tight labour market, real wage 
growth has been fairly muted over the 
past two years, although there are signs 
that wage growth started to pick up in 
late 2002.  Average nominal private 
sector wages rose at an annual rate of 
3.3% in the December 2002 quarter 
based on the Quarterly Employment 
Survey measure, while the Labour Cost 
Index measure – which includes a range 
of adjustments – showed an annual rise 
of 2.2%.  With business profitability at 
high levels and labour shortages 
persisting for a while yet, annual wage 
growth is likely to accelerate over the 
next few quarters, but ease thereafter.   

Business investment remains steady despite resource pressures 

Strong demand conditions, high capacity 
utilisation rates, rising margins and a 
tight labour market are typically ripe 
conditions for businesses to invest in 
new capacity.  However, over the past 
two years, business investment growth 
has been relatively stable rather than 
rising.  One possible explanation could 
be the uncertainty in the global economy, 
making long-term planning difficult and 
encouraging businesses to hold off on 
making major investment decisions. 

Another explanation likely lies in the cost 
of labour compared with the price of 
physical capital.  Over the 1999 to mid-
2001 period, the purchase price of capital was rising, mainly due to the depreciating 
exchange rate.  In contrast, the cost of labour was relatively cheaper, reflecting low unit 
labour cost growth.   
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Figure 1.17 – Real and nominal GDP growth 
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Figure 1.18 – Business and consumer 
confidence 
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The combination of these factors resulted in businesses choosing to expand production by 
utilising more labour, rather than investing significantly more in new capital.   

Growth in nominal economy diverged from real economy 

Annual average growth in nominal GDP 
peaked at 7.4% in March 2002, although 
real GDP growth was still on the 
increase.  This divergence between the 
nominal and real rate of growth in the 
economy over the past year was due to a 
large decline in GDP deflator growth, 
reflecting the fall in the terms of trade 
over the past year. 

The implicit GDP price deflator, the 
broadest measure of goods and services 
price movement, fell by 1.3% in the 
December 2002 quarter.  This resulted in 
a 0.9% decline in nominal GDP growth 
for the quarter, compared with the 0.5% increase in real expenditure-based GDP.   

New Zealand economy growth now near top of the cycle 

Data released over the past few months 
is consistent with the economy at a 
turning point.  Retail sales growth 
appears to be slowing and merchandise 
trade data points to continued weakening 
in the net exports contribution to growth.  
Business and consumer confidence has 
deteriorated, although it is difficult to 
disentangle the cause of the drop in 
confidence.  Expectations of slower 
demand, the conflict in Iraq, SARS, a 
rising exchange rate, and weather and 
electricity concerns are all potentially 
playing a part in the survey results.  And 
even building consents and house sales 
data, while pointing to strength in 
residential investment for a while yet, look to have peaked.   

We estimate that the economy expanded by 0.6% in the March 2003 quarter, leaving 
annual growth unchanged at 4.4% for the March 2003 year.  Ongoing momentum in 
domestic spending, especially residential investment, should see gross national 
expenditure (GNE) expand by 0.9% in the March 2003 quarter.  This will result in GNE 
growth of 4.8% for the March 2003 year.  The external sector was a drag on growth over 
the second half of 2002, and further import strength fuelled by domestic demand and 
lower import prices, and weaker export growth see the external sector continuing to be a 
drag on growth in the March 2003 quarter.   
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Figure 1.19 – GDP growth 
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Economic Outlook 

Competing forces from the December Update still present… 

In the December Update, the near-term outlook was driven by judgements around the 
impact of the fall in the terms of trade and the prospect of only a moderate pick-up in 
global growth over 2003, partly offset by the strength in domestic demand.  Since then, 
the terms of trade fell further than expected, due to a combination of lower world prices for 
New Zealand’s commodity exports and higher oil prices.  The outlook for the global 
economy and that of New Zealand’s trading partners has been revised downwards, and 
the exchange rate is currently higher than was assumed for the December Update.  
However, net migration and house price inflation are running ahead, providing more 
support to domestic demand.   

On balance, the changes to date in the competing forces outlined in the December 
Update could potentially offset each other.   

… but additional “headwinds” weigh further on the downside… 

However, a number of additional “headwinds” have emerged or increased in significance.  
These include: 

• the effects of the dry weather conditions on electricity production and farm output 

• travel disruptions and uncertainty due to the conflict in Iraq and the recent outbreak of 
SARS. 

The main challenge in putting together 
the Budget Update economic forecasts 
has been assessing the relative impact 
of the “fundamental” drivers and 
“temporary” ones.  Most of the near-term 
outlook is driven by judgements around 
the extent that dry weather conditions 
and the SARS outbreak subtract from 
growth, and the extent that ongoing 
momentum in domestic demand – driven 
by higher net migration and housing 
related wealth effects – provides an 
offset.   

Past experience suggests that the effects 
of similar temporary forces tend to be 
short-lived.  Dry weather conditions can quickly reverse with rainfall in the right areas, and 
uncertainties surrounding the outbreak of SARS will dissipate once the spread is 
contained and more is known about the virus.  Hence, their impacts are temporary and not 
expected to be long lasting. 
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Figure 1.20 – Change to the Consensus growth 
forecasts for 2003 

-0.8
-0.7
-0.6
-0.5
-0.4
-0.3
-0.2
-0.1

0
0.1

Australia Japan United
States

Europe Non-Japan
Asia

Top 20
trading

partners

%

Jan 02 to Nov 02

Nov 02 to Apr 03

Sources: Consensus Economics, The Treasury 

World Growth 

The global economy is in its third year 
of weak growth.  While growth is not 
expected to fall back to its 2001 low, 
views around the outlook have become 
more subdued.  Consensus forecasts 
for most of our trading partners, 
particularly for 2003, have been revised 
down over recent months.   

The latest forecasts imply a moderation 
in annual trading partner growth over 
the coming year, but a pick-up is still 
forecast to take hold as the year 
progresses with growth returning to 
around trend in 2004 (see Table 1.2).  
Recently released forecasts by the 
OECD and the IMF show similar downgrades for 2003 but also a rebound. 

The rebound in Australian growth contributes 30% of the recovery in New Zealand trading 
partner growth in 2004, as output recovers from the current drought.  Further afield the US is 
expected to continue to be the engine of global growth, driven by the dissipation of current 
uncertainties, easier financial conditions and the working through of the excesses of the 
equity market bubble.    

The current sluggishness in growth and in the near term outlook partly reflects the impact of 
geopolitical uncertainties and associated financial market volatility and higher oil prices 
(which have subsequently fallen), especially in the lead-up to the conflict in Iraq, and now 
SARS.  However, there is a risk that the focus has been drawn away from more deep-seated 
issues, although the cuts to forecasts may also reflect a reassessment of underlying growth 
prospects following weak economic data out of the major economies.  

Outside of a few well-performing economies (such as Australia, New Zealand, Canada and a 
number of Asian economies), the global economy has showed a lack of resilience to the 
various shocks that have hit it since the late 1990s.  Although this likely reflects differing 
causes – the technology bubble related excesses in the US, and structural impediments in 
Europe and Japan – underlying weaknesses could weigh against a quick turnaround in 
growth even as Iraq and SARS fade from focus.  The outlook is all the more complicated 
because the room for additional macroeconomic policy stimulus is limited in the major 
economies.    

Even if the risks to the global outlook look to be skewed to the downside, they are not all 
one-way.  The Consensus forecasts do not project a rebound in growth to above trend rates 
even after three consecutive years of weak growth.  Yet historically, periods of sustained 
weakness have often been followed by above trend growth.  We do not therefore discount 
the possibility of a sharper rebound in global growth at some point over the forecast horizon.    
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Figure 1.21 – Real and nominal GDP growth 
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… creating a soft spot in growth in the middle of 2003 

Nonetheless, these temporary forces, and the absence of some of the underlying drivers 
of growth of the past two years to act as a buffer to weak trading partner growth, are 
expected to impact negatively, creating a growth “soft spot” in the middle of 2003.  The 
June and September quarters are expected to bear the brunt of this impact via reduced 
services exports, lower agriculture and manufacturing production, and the switch in 
electricity generation.  Together, these are expected to subtract between ¼% and ½% 
from GDP growth over the June and September quarters of this year.  However, quarterly 
GDP growth will be subsequently boosted as these temporary forces unwind over the 
latter part of the year and into 2004.  A lesser or greater impact from these one-off drags 
on growth would affect the profile of growth over the coming year.  In the absence of these 
factors, the annual GDP growth profile would be smoother, and the trough in growth later. 

The “soft spot” in quarterly GDP growth in the middle of this year sees growth slow to a 
1.9% annual pace, and drags annual average GDP growth down to 2.2% for the year to 
March 2004.  This is lower than the 2.5% expected at the time of the December Update.  
However, even at this growth rate, New Zealand is still expected to be one of the better 
performing OECD economies over 2003.  The extent of the slowdown is also modest by 
historical standards. 

But growth to rebound in the March 2005 year 

Growth then rebounds to 3.2% for the year to March 2005, as the impact of the temporary 
forces dissipates, the recovery in trading partner growth gets underway and increased 
competitiveness helps drive a rebound in net exports, and lower interest rates provide a 
stimulus to domestic demand.   

Nominal GDP exhibits less cyclical profile than real economy 

Over the forecast horizon, the nominal 
GDP profile is less cyclical than the real 
GDP profile mainly due to movements in 
the terms of trade.  The recovery in the 
terms of trade over the forecast horizon 
sees nominal GDP growth average 
around 4¾% per annum, marginally 
lower than the December Update 
forecast. 

Although the average growth rate is 
lower over the forecast horizon, the level 
of nominal GDP is around $1.0 billion 
higher compared with the December 
Update for the year to June 2007.  This 
difference is mainly due to Statistics New Zealand revisions to historical data that resulted 
in a much higher starting position for the level of nominal GDP. 
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Figure 1.23 – Import penetration ratio 
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Figure 1.22 – Private consumption, residential 
investment and mortgage debt 
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Domestic demand slows… 

Household spending growth is expected 
to slow, reflecting a slowing in net 
migration, lower farm incomes and 
slower employment growth.  Private 
consumption growth is forecast to slow 
from 3.8% in the March 2003 year to 
2.5% by the March 2005 year.  Building 
consents and house sales data suggests 
enough activity in the pipeline to support 
solid residential investment growth over 
the first half of this year, but activity is 
forecast to ease later in the year.  
Despite the slowdown in residential 
investment, household indebtedness is 
forecast to increase throughout the 
forecast horizon, while debt servicing 
rises to near new record levels by the 
end of the forecast horizon.  The household saving rate is forecast to deteriorate from 
about -4.0% of disposable income to -5.0%. 

The durability of domestic demand remains a key issue for the forecasts in both the near 
and medium term.  If the wealth effect from rising house prices is stronger than expected, 
or if net migration holds at higher levels, or consumers see through the short-term 
confidence impact, then consumption and residential investment growth could be stronger 
than forecast over the March 2004 year, acting to support GDP growth. 

… and the external sector struggles near term with recovery underpinned by 
trading partner growth prospects 

Export volume growth is forecast to be 
sluggish over the near term as a 
confluence of negative factors starts to 
have an effect.  Geopolitical uncertainties 
and SARS will affect services exports, 
namely tourism and possibly education; 
the lagged effect of the rise in the 
exchange rate will dampen demand for 
price-sensitive goods exports; the recent 
dry weather will reduce agricultural 
production; and subdued global growth 
will also limit demand for New Zealand 
exports.  This sees export volume growth 
fall to 3.3% in the March 2004 year, but 
recover further out as a recovery in 
trading partner growth and a depreciating exchange rate help drive a rebound during the 
latter part of calendar 2004. 

Import volume growth remains strong in the near term due to strong domestic demand 
and the higher exchange rate, but is expected to ease further out in tandem with the 
slowdown in domestic demand.  Import penetration is forecast to rise throughout the 
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Figure 1.24 – Annual CPI inflation 
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forecast period as a reaction to cheaper import prices relative to domestically produced 
goods.  The rise is quite rapid over the next year or so as the impact of last year’s 
exchange rate appreciation works its way through, but flattens off thereafter. 

Terms of trade to recover 

The sharp decline in the goods terms of trade seen over the past year is expected to halt 
this year, helped by lower oil prices and a recovery in dairy prices.  The goods terms of 
trade is forecast to consolidate from the 6.7% fall in the March 2003 year to average 
growth of around 0.7% further out.   

Oil prices were volatile in the lead-up to the conflict in Iraq, rising to a peak of US$34 per 
barrel in mid-March.  Since the conflict began, oil prices have been trending downwards, 
with spot and futures pricing now tracking below the assumption built into the central 
forecast.  Oil prices holding at current levels or lower present an upside risk to the terms 
of trade forecast, and thus to growth and the current account. 

Inflation to ease, allowing the Reserve Bank to further reduce interest rates 

The quarterly change in the CPI for 
March came in as expected at 0.4%.  
Although annual CPI inflation is currently 
in the upper half of the 1% to 3% band 
set by the Policy Targets Agreement, 
inflation is expected to ease throughout 
2003 and into 2004.  The forecast 
slowdown in domestic demand growth, 
especially in residential investment, will 
reduce output pressure, resulting in an 
easing in non-tradables inflation.  The 
exchange rate will continue to push 
tradables inflation lower.  The net result 
is that headline inflation is forecast to 
slow from 2.5% currently to 1.6% by mid-
2004.   

With continued easing in both domestic demand and inflationary pressures expected, 
monetary policy is assumed to be eased in the second half of this year.  The central 
forecast assumes 90-day bank bill rates decline from their early April level of 5.8% to 
5.1% by March 2004.  However, the earlier than assumed reduction in the Official Cash 
Rate (OCR) from 5.75% to 5.50% on 24 April by the Reserve Bank of New Zealand 
(RBNZ) suggests the fall in interest rates could be brought forward relative to our forecast.  
The earlier monetary policy response by the RBNZ represents a source of support to the 
growth profile over the forecast horizon. 

The exchange rate is assumed to hold at around the 60.5 level on a TWI basis throughout 
this year, before gradually depreciating towards its medium-term equilibrium of 56.5.  
Easier monetary conditions provide a stimulus to activity and assist in the rebound in 
growth in the March 2005 year.  A more cyclical path for the exchange rate represents a 
risk to the make-up of growth over the forecast horizon. 
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Figure 1.25 – Current account balance 
(four quarter rolling total) 
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Employment growth to slow… 

In line with the slowdown in economic growth over this year, employment growth is 
forecast to slow although not to the same extent as seen in previous economic 
slowdowns.  Businesses are expected to hold on to existing staff rather than reduce 
payrolls, given the difficulties they could face in hiring staff when the economy rebounds.  
Employment growth is forecast to slow to 1.1% for the March 2004 and 2005 years, 
before rising further out.  Labour force growth will ease due to the slowdown in net 
migration.  With employment growth slower than labour force growth, the unemployment 
rate rises from the current 4.9% to 5.6% by March 2004 and holds at that level until mid-
2005 before dropping back to just above 5.0% by March 2007. 

Despite slowing employment growth and a rising unemployment rate, annual wage growth 
is forecast to increase for a few quarters yet.  Annual average growth in nominal private 
sector wages is forecast to rise from the current 2.5% rate to 3.8% by March 2004, 
implying real wage growth of around 2.0%.  Thereafter, wage growth moderates 
somewhat, reflecting the reduction in labour market pressures. 

… but businesses to increase investment 

With little increase in labour market slack foreseen over the forecast horizon, businesses 
will need to look increasingly towards capital to meet output growth.  This capital 
deepening in turn should act to support labour productivity growth further out.  Key 
determinants of investment growth such as strong business balance sheets, lower interest 
rates and a lower purchase price of capital, together with the dissipation of geopolitical 
uncertainties, will also encourage businesses to undertake investment.   

Current account deficit to increase 

The improvement in the current account 
balance in 2001 on the back of strong 
terms of trade and high export volumes 
reversed in 2002.  The annual current 
account deficit is forecast to widen from 
the March 2002 trough of 2.1% of GDP 
to 5.0% of GDP in March 2004, before 
recovering to around 4.4%. 

Lower commodity prices and weaker 
export growth, compounded by higher 
import growth, will see the annual goods 
balance deteriorate from a surplus of 
2.6% of GDP in March 2002 to a deficit 
of 0.6% in March 2004.  The deterioration in the goods balance is partly offset by 
continued improvement in the services balance, which recorded a surplus for the first time 
in the second half of 2001.  The services balance is on an increasing trend, reflecting the 
growth in New Zealand’s tourism industry and the increasing popularity of New Zealand 
as an educational destination for international students.  The annual services balance is 
forecast to improve from the 0.6% of GDP surplus in March 2002 to 2.0% of GDP by 
March 2006. 
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Reflecting the increase in New Zealand’s net foreign liability position, the investment 
income deficit is forecast to deteriorate slightly over the forecast horizon and remain 
above 6.0% of GDP.   

 

The Impact of the Climate on the New Zealand Economy 

Associated with the development of an El Niño climate pattern, the early months of 2003 
have seen dry weather conditions across many parts of New Zealand.  The recent spring to 
autumn period was drier than normal for northern and eastern regions of both islands, as is 
common during an El Niño event.  However, the west of the North Island was uncommonly 
dry compared with previous El Niño events.   

The graphs below show the days of soil moisture deficit in the North and South Islands up to 
March 2003 compared with the El Niño drought in 1997/98 and the La Niña drought in 
1998/99.  Both islands have been drier than average and have had a roughly similar number 
of days of soil moisture deficit as the two droughts used for comparison.   

Figure 1.26 – Soil moisture deficits 
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Sources: National Institute of Water and Atmospheric Research, Ministry of Agriculture and Forestry, 
The Treasury 

However, there are some important differences between the droughts of 1997/98 and 
1998/99.  The current dry conditions differ in timing with the peak of dry conditions somewhat 
later in summer than in the past.  This has ensured that agricultural production has held up 
for longer.  Current conditions also differ in coverage, with the west of the North Island drier 
than in 1997/98 and drier than eastern regions. In addition irrigation is more widespread now 
than five years ago.  A further difference is that agricultural production was strong over 
spring, despite some severe frosts over the period.  Lambing percentages were at record 
high levels, animal weights were high and dairy production at the end of 2002 was at record 
levels.   

At the time of writing recent rain had eased dry conditions in some parts of the country, most 
notably in the north of the South Island, and irrigation restrictions have been eased in some 
areas.  Agricultural production in drought-affected areas has already been affected, through 
poor pasture growth and reduced stock condition, despite farmers using winter feed or 
relocating stock for finishing in regions with better pasture growth.  Dry conditions early in 
autumn may also have a negative impact on next season’s lambing percentages and dairy 
production over the end of this season as farmers in some areas “dry-off” cows earlier than 
usual.   
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Figure 1.28 – Electricity GDP 
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Our central forecast incorporates a fall in dairy exports over the course of 2003.  Part of this 
fall reflects a slowing in exports of stocks of dairy products, which have boosted exports over 
2002, but also the impact of the climate.  Meat production and exports are expected to climb 
in the first half of 2003, with the aforementioned lambing percentages and carcass weights 
high, and with dry conditions encouraging farmers to bring forward some slaughtering.  After 
an initial increase we expect exports of meat to fall away as slaughtering levels and weights 
decline. 

Figure 1.27 – Impact of weather on livestock slaughtering and milkfat production 
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Sources: Fonterra, Statistics New Zealand, The Treasury 

Dry conditions are also having an impact 
on electricity generation.  At the time of 
writing, low water inflow into the hydro-
lakes has seen hydro-storage fall to 
around 60% of the average for this time of 
the year.  Extra demand for electricity is 
being met from thermal generation with 
hydro-generation at a similar level to last 
year.  A continuation of this trend will see 
electricity generation act as a drag on 
GDP growth in 2003.  The low level of 
inflows has seen electricity spot prices 
spike up sharply in the beginning of 2003.  
If the prices increase to such a level that 
industrial users begin to cut back 
production significantly, there would be a more sizable negative impact on GDP relative to 
the central forecast.  Figure 1.28 shows the negative effect of lower hydro-electricity 
production, and a corresponding increase in more expensive thermal generation, on value-
added in the electricity sector.  The events displayed in the graph – all in autumn or winter – 
coincided with a higher than normal share of thermal electricity production. 

If dry conditions continue over winter and into next spring there would be even greater 
impacts on agricultural production and electricity generation.  However, given the uncertainty 
in predicting climate, we have assumed a return to normal conditions in subsequent years.   

 




