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RRiisskkss  aanndd  SScceennaarriiooss  

Summary 

• The Budget Update forecasts reflect a number of judgements about how different 
factors that may affect the economy will evolve.  If actual events evolve differently from 
these judgements, the economy could take an alternative path to our central forecast 
with consequent impacts on the fiscal outlook.  

• The central forecast presented in 
the Economic Outlook chapter 
shows an economy that is 
expected to slow over the course 
of the March 2006 year.  The 
speed and magnitude of the 
slowdown are dependent on how 
different factors evolve.  The aim 
of this chapter is to discuss risks 
around this outlook and 
investigate what is likely to 
happen to economic and fiscal 
outcomes if several of the factors 
evolve differently. 

• Although we believe the central 
forecast presented in the Economic Outlook Chapter is the most likely outcome, we 
consider that the magnitudes and probabilities of the upside and downside risks are 
asymmetric.  The two scenarios presented in the second part of this chapter are just 
two of a number of possible outcomes and therefore do not fully illustrate this 
asymmetry of the risks. 

• As New Zealand is a small, open economy with a large export sector, the future 
exchange rate path is one of the key judgements associated with the forecast.  The 
scenario of a faster depreciation in the exchange rate examines the direct impact this 
has on the external sector and consequent flow through to the domestic sector.  This 
scenario results in higher real and nominal GDP for most of the forecast period. 

• The performance of the global economy is an important driver of New Zealand�s 
external sector, influencing both volume and price growth of our exports.  The future 
path of our trading partners� growth and its effect on exports has been a key judgement 

Figure 3.1 � Real GDP  
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in forming the central forecast.  The second scenario is based on a weaker-than-
expected world economy and its subsequent influence on New Zealand�s export 
growth.  The scenario shows the weaker export sector performance having a 
detrimental impact on both real and nominal GDP for the length of the forecast period. 

Economic Risks 

The central forecast reflects the balancing of the upside and downside risks facing the 
economy to arrive at our best assessment of the way the economy is likely to develop.  
This requires a number of key judgements to be made about how the various forces 
affecting the economy will evolve.  Some of these judgements are about cyclical drivers of 
activity and some are about the structural characteristics of the economy.  If actual events 
differ from these judgements, the economy may deviate from our central forecast. 

Although we believe the central forecast to be the most likely outcome, it is our judgement 
that the magnitudes and probabilities of the upside and downside risks are asymmetric.  
Some of the downside risks, while of low probability, would have a greater impact on the 
economy than the upside risks, if they were to eventuate.  The scenarios presented in the 
second part of this chapter are just two of a number of possible scenarios and do not 
necessarily represent the possible degree of asymmetry of risks. 

A number of the potential risks are domestically orientated 

As with previous forecasts, there is a judgement that the continued accumulation of debt 
by households will impinge on future private consumption growth by acting as a constraint 
on spending.  The ratio of debt to household income is currently at record high levels.  
Despite slowing consumption growth, this ratio is expected to increase further over the 
forecast period.  There is some uncertainty surrounding the extent to which the debt 
constraint will act as a brake on spending (if at all) as well as the effect of higher debt 
servicing costs.  

If households� spending decisions are less influenced by their growing debt levels than is 
incorporated in the central forecast, there is likely to be upside risk to private consumption 
and residential investment.  Conversely, if a sizeable attempt by households at debt 
consolidation occurred, this would pose downside risk to the central forecast.  On that 
note, there are uncertainties surrounding the housing market.  Although a slowdown was 
evident over the 2004 calendar year, and further slowing is built into the central forecasts, 
a small, albeit gradual, recovery in building consents occurred at the end of 2004 and the 
beginning of 2005.  There is uncertainty as to whether this recovery will continue and flow 
through to stronger residential investment.  

As mentioned in the Economic Outlook chapter, the strong labour market performance 
has been a key feature of this economic expansion.  For the 12 months to December 
2004, employment grew 4.4%.  Meeting this boost in demand has been an increase in the 
participation rate and a decrease in the unemployment rate to record levels (since 1986).  
There is a risk to the central forecast that this strong employment growth continues for 
longer than expected.  If employment growth were to continue � amplifying difficulties in 
finding labour � wage pressures may be stronger than expected.  This would have flow-on 
impacts for household spending through higher incomes and increased confidence and 
potentially increased inflationary pressure, or alternatively it would provide more room for 
debt consolidation. 
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New Zealand�s significant current account deficit is one factor that could have a large 
impact on the economy.  Over the forecast period, the current account deficit is expected 
to increase before diminishing slightly in the last few periods of the central forecast 
despite remaining over 6% of GDP.  While strong domestic demand for imports has been 
one of the drivers of the recent growth in the deficit, it has also been strongly influenced 
by the expansion in the deficit on investment income.   

The current account deficit is forecast to remain at around 6% towards the end of the 
forecast, a larger deficit than has been sustained in the past.  There is a small probability 
of a considerable adjustment occurring, including a significant and rapid exchange rate 
depreciation.  An example of this situation is described in more detail later in the chapter. 

Given New Zealand�s dependence on the primary sector, the climate always remains an 
important determinant and therefore risk to the forecasts.  The National Institute of Water 
and Atmosphere Research in its latest release, mentions that rainfall should be near 
normal over the majority of the country in the coming months except for the northern part 
of the North Island where it may be slightly above normal. 

The international backdrop remains important 

The development of the world economy is a major driver of activity for New Zealand 
through the impact on both the prices and volumes of exports and imports, and through 
interest rates and confidence.  The Economic Outlook chapter summarised the 
Consensus forecasts for trading partner growth that underpin the central forecast and also 
discussed a number of points of weakness with the global economic outlook.   

One of these was the sizeable US current account and fiscal deficits and the effect they 
may have on the global economy.  There are uncertainties that relate to how and when 
the current account deficit will adjust through a response in the US dollar.  If the US dollar 
were to weaken further, the New Zealand dollar might appreciate with a subsequent 
impact on New Zealand�s economic outlook.  There would be a greater negative impact 
on export volumes and on the receipts of exporters than built into the central forecast.   

Also mentioned was the concern around the performance of the Australian economy.  
Along with New Zealand, Australia is forecast to enter a period of slowing growth but there 
is uncertainty surrounding the depth of this slowdown.  If it were worse than expected, this 
would pose downside risk to the central forecast in terms of weaker export growth. 

The terms of trade are currently at a high level, with record high commodity prices recently 
recorded for some products such as dairy, beef and lamb.  The level of the terms of trade 
has been one of the key drivers of the growth seen over the past couple of years.  With 
some of the agricultural commodities experiencing these price levels due to temporary 
supply issues and strong world demand, export prices are forecast to fall over the first half 
of the forecast period as supply returns to normal and world growth weakens.  Built into 
the central forecast is some ongoing strength in export prices, particularly dairy and meat 
prices, as these supply issues take longer to �correct� themselves.  These supply issues 
include the weak Australian production as it recovers from drought, lower lamb production 
in the UK after the foot and mouth outbreak, and the effect the BSE scare has had on 
Canadian and US beef exports. 

If some of these supply conditions continue, world prices of these commodities may well 
hold up for longer, resulting in higher than expected incomes for agricultural producers.  
On the other hand, if supply were to return to normal faster than expected, for example if 
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US beef were accepted back into Asia earlier than thought, or if world growth were to slow 
faster than thought, it would pose some downside risk to the central forecast. 

Another factor that poses risk to the global outlook and the terms of trade is the recent 
volatility in oil prices.  Over the 2004 calendar year, oil prices increased 33% (US$/barrel 
� Brent spot rate) and at the time of going to print, had increased another 27%.  In real 
terms, the 2005 levels are the highest since the Gulf war in 1991.  If prices were to 
continue to increase significantly, world growth would most likely be negatively affected.  
Conversely, if they were to fall from the current high levels, New Zealand�s terms of trade 
would most likely stay higher than forecast over the entire period. 

To date, manufactured export volumes have shown little sign of a substantial impact from 
the exchange rate.  It is uncertain whether this is due to the various hedging strategies 
that exist or just continued strong demand for New Zealand�s products overseas.  It is 
likely to be a combination of both these factors.  A key judgement in the central forecast is 
that the high exchange rate will start to influence both the demand and income received 
for our exports and subsequently lead to slower growth.  There is also the possibility the 
exchange rate continues to have a minimal influence on export volumes, leading to higher 
export receipts and a smaller current account deficit. 

Economic Scenarios 
The following scenarios present two possible growth paths for the economy when some of 
the key judgements underlying the central forecast are altered.  In the first scenario 
labelled �rapid exchange rate depreciation�, stronger export growth is offset slightly by 
weaker private consumption growth and leads to an increase in real GDP growth in the 
short term.  The second scenario, labelled �weaker export demand�, shows the impact on 
GDP growth if world growth were to evolve below expectations with a detrimental impact 
on export volumes.  The scenarios are two of a large number of possible examples, and 
do not represent upper or lower bounds for the central forecast, with more extreme paths 
possible. 

Table 3.1 � Alternative scenarios: summary 

 
2004

Actual
2005

Forecast
2006

Forecast
2007 

Forecast 
2008 

Forecast 
2009

Forecast

Production GDP (annual average 
% change, year ending 31 March )       

 

Central forecast 3.6 4.2 2.3 2.5 3.5 3.0
Rapid exchange rate depreciation 3.6 4.2 2.6 3.1 2.9 2.7
Weaker export demand 3.6 4.2 1.7 1.9 3.9 3.6

Nominal Expenditure GDP  
(annual average % change, year 
ending 31 March) 

      

Central forecast 6.3 8.2 4.3 3.0 4.8 5.0
Rapid exchange rate depreciation  6.3 8.2 4.6 3.8 4.7 4.9
Weaker export demand 6.3 8.2 3.7 2.0 4.3 4.9

OBERAC ($ billion, year ending June)      

Central forecast 6.6 7.4 6.7 5.3 3.9 5.3
Rapid exchange rate depreciation 6.6 7.5 7.1 5.8 4.1 5.5
Weaker export demand 6.6 7.5 6.2 4.7 3.2 4.7

Sources: Statistics New Zealand, the Treasury 
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Rapid exchange rate depreciation 

The central forecast assumes the 
exchange rate (TWI) remains at its 
current level before decreasing to a 
level consistent with the long-term 
average.  The high level of the 
exchange rate in the central 
forecasts leads to weaker export 
growth, especially for manufacturing 
and services exports.  However, this 
scenario looks at the situation where 
the exchange rate depreciates faster 
than in the central forecast and the 
resulting impact on the external 
sector as well as domestic demand.  As an illustrative point, historically, when there are 
swings in the exchange rate, they can occur reasonably quickly. 

Table 3.2 � Rapid exchange rate depreciation  

(Annual average % change, year 
ending 31 March ) 

2004 
Actual

2005 
Forecast

2006 
Forecast

2007 
Forecast 

2008 
Forecast 

2009 
Forecast

Private consumption 5.6 5.3 2.7 1.7 3.4 3.1

Residential investment 15.9 0.7 -8.6 -5.7 -4.1 -2.3

Business investment 14.3 12.9 4.6 0.8 -0.6 2.6

Gross national expenditure 7.0 7.1 2.4 1.6 2.5 3.0
       

Exports of goods and services 1.0 4.5 3.6 5.1 4.3 3.2

Imports of goods and services 11.9 12.8 3.5 0.7 3.3 4.0
       

GDP (production measure) 3.6 4.2 2.6 3.1 2.9 2.7
       

Employment growth 2.9 3.6 1.7 1.5 0.3 0.0

Unemployment rate1 4.3 3.4 3.2 3.6 4.7 5.3

90-day bank bill rate2 5.5 6.9 7.5 6.9 5.9 5.3

TWI2 66.9 69.6 60.4 61.3 61.9 61.4

CPI3 1.5 2.8 2.9 3.2 2.9 2.2

Current account balance (% GDP) -4.6 -6.6 -6.4 -5.7 -5.6 -5.6

Nominal GDP  

(expenditure measure) 6.3 8.2 4.6 3.8 4.7 4.9

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

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

The New Zealand dollar is at an historically high level, reflecting in large part the high 
terms of trade.  However, the present size of the current account deficit poses a risk that 
the exchange rate could fall more quickly than expected.  

Figure 3.2 � Trade weighted index  
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The depreciation in the exchange rate over the 2006 March year leads to stronger export 
growth for the majority of the forecast period relative to the central forecast as these 
products become more competitive overseas.  Export growth reaches 5.1% in the March 
2007 year before decreasing over the final two years as the exchange rate appreciates.  
With the depreciation of the exchange rate leading to stronger export volume growth and 
weaker imports, GDP growth is 2.6% for the year ended March 2006 (stronger than the 
central forecast, but still slowing).  Growth continues to be higher than the central forecast 
for the 2007 March year before falling in the final two years of the forecast period relative 
to the central forecast. 

Following on from the increase in export growth, both business investment and 
employment demand increase over the March 2006 and 2007 years relative to the central 
forecast.  This has an impact on the unemployment rate, which decreases to 3.2% in the 
2006 March year.  With strong employment demand leading to tighter capacity 
constraints, and the exchange rate depreciation resulting in relatively higher import prices, 
increased inflationary pressures lead to a further tightening of monetary policy, with 
interest rates around 70 basis points higher than the central forecast by the end of March 
2006.  This interest rate hike has a lagged effect on both residential and business 
investment as it becomes more expensive to borrow and also leads to the exchange rate 
appreciating in the 2007 and 2008 March years.  

Although employment growth is higher than the central forecast, private consumption 
growth is lower for the 2006 and 2007 March years.  This can mostly be attributed to 
higher interest rates over that period increasing debt servicing costs, plus the higher cost 
of imports. The stronger labour market has a lagged impact on private consumption and 
import growth, which both increase in the 2007 and 2008 March years relative to the 
central forecast. 

The residual effect of this higher export growth and weaker import growth is that the current 
account deficit is smaller for the entire forecast period relative to the central forecast. 

In this scenario, the level of real GDP at the end of the forecast period returns to the level 
in the central forecast.  The price level shock is permanent, so nominal GDP is around 
$1.6 billion higher at the end of the forecast period.  This results in a higher OBERAC. 

Weaker export demand 

This scenario illustrates a period where world growth slows more than expected.  In this 
scenario, both real and nominal GDP are significantly lower than the central forecast. 

Structural imbalances or higher oil prices could see a world economic outlook that is 
weaker than expected in the central forecast.  The US is currently operating with 
significant fiscal and current account deficits.  If a situation evolved where the deficits 
became unsustainable, there is a possibility of a disorderly adjustment occurring and a 
situation of weaker-than-expected growth.  The situation in Australia, New Zealand�s 
major trading partner, also has the potential to lead to a weaker growth outlook.  With the 
Australian economy likely to enter a period of slowing growth, if it were to be worse than 
expected this potentially would result in a period of weaker growth for the New Zealand 
economy.  

The primary impact of a weaker world growth outlook is falling demand for New Zealand 
exports in the March 2006 and 2007 years.  This leads to a drop in employment demand 
and a flow-on increase in the unemployment rate relative to the central forecast.  The 
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weaker labour market lowers incomes in general and consequently private consumption 
growth is lower over the entire forecast period.  This reduces real GDP growth for the 
March 2006 year to 1.7%. 

Diminished demand results in lower inflationary pressures enabling monetary policy to 
ease relative to the central forecast.  This leads to increases in both residential and 
business investment from the March 2007 year.  Although investment is stronger, imports 
remain below the central forecast 
due to weak private consumption 
and higher prices due to the 
exchange rate depreciation. 

With the reduced demand for 
New Zealand exports, the exchange 
rate is lower across the whole 
forecast period relative to the central 
forecast.  This in turn provides some 
relief to exporters in the final two 
years of the forecast, although it is 
not enough to bring the current 
account deficit to a level above the 
central forecast.  More specifically, 
the current account deficit continues 
to increase, reaching 7.8% of GDP in the year ended March 2007 before decreasing to 
6.2% of GDP at the end of the forecast period. 

Table 3.3 � Weaker export demand 

(Annual average % change,  
year ending 31 March ) 

2004 
Actual

2005 
Forecast

2006 
Forecast

2007 
Forecast 

2008 
Forecast 

2009 
Forecast

Private consumption 5.6 5.3 2.8 2.0 2.6 2.1 
Residential investment 15.9 0.7 -8.7 -4.0 2.3 2.8 
Business investment 14.3 12.9 4.2 0.4 2.7 5.3 
Gross national expenditure 7.0 7.1 2.4 1.8 2.8 2.9 
      
Exports of goods and services 1.0 4.5 1.6 2.3 4.5 4.3 
Imports of goods and services 11.9 12.8 4.0 1.9 1.8 2.2 
      
GDP (production measure) 3.6 4.2 1.7 1.9 3.9 3.6 
      
Employment growth 2.9 3.6 1.4 0.0 0.8 1.1 
Unemployment rate1 4.3 3.4 4.0 4.8 4.8 5.0 
90-day bank bill rate2 5.5 6.9 6.3 4.9 5.1 5.5 
TWI2 66.9 69.6 66.1 60.6 58.2 57.3 
CPI3 1.5 2.8 2.7 1.9 1.7 1.6 
Current account balance (% GDP) -4.6 -6.6 -7.1 -7.8 -7.1 -6.2 
Nominal GDP 
(expenditure measure) 6.3 8.2 3.7 2.0 4.3 4.9 

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

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

Figure 3.3 � Total exports  
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At the end of the forecast period, the gap between the level of real GDP for this scenario 
and the central forecast has almost closed, with the scenario around $350 million lower 
than the central forecast.  The effect of the price level shock accumulates so that by the 
end of the forecast period, nominal GDP is approximately $3.8 billion lower than in the 
central forecast.  This decreases the size of the OBERAC. 

Fiscal Scenarios 

The fiscal position is strongly influenced by the economy. The major economic 
determinants, and how they impact on the fiscal position, are listed below. While each 
effect is expressed in terms of an increase, the opposite impact applies for a decrease. 

• Nominal GDP � stronger GDP levels are reflected in a higher tax take, which increases 
the operating balance and lowers the Government�s debt. 

• Interest rates � higher interest rates lead to increased debt financing costs. While 
interest-based revenue increases too, the negative effect of higher finance costs on the 
operating balance dominates, meaning debt increases. 

• The level of unemployment � higher levels of unemployment translate to increased 
spending, because the numbers of unemployment beneficiaries rise. This decreases 
the operating balance and raises debt levels. 

• CPI inflation � as most benefits are indexed to CPI movements, higher inflation results 
in increased benefit costs. This reduces the operating balance and increases debt. 

Table 3.4 � Alternative scenarios: OBERAC and gross debt  

Year ending 30 June  2004 
Actual

2005 
Forecast

2006 
Forecast

2007 
Forecast 

2008 
Forecast 

2009 
Forecast

OBERAC ($ billion)     

Central forecast 6.6 7.4 6.7 5.3 3.9 5.3

Rapid exchange rate depreciation 6.6 7.5 7.1 5.8 4.1 5.5

Weaker export demand 6.6 7.5 6.2 4.7 3.2 4.7
   
Gross sovereign-issued debt  
($ billion)   

Central forecast 35.5 34.1 33.3 32.6 34.6 35.9

Rapid exchange rate depreciation 35.5 34.0 32.7 31.6 33.4 34.5

Weaker export demand 35.5 34.0 33.7 33.6 36.4 38.3
   
OBERAC (% GDP)   

Central forecast 4.7 4.9 4.3 3.3 2.3 3.0

Rapid exchange rate depreciation 4.7 5.0 4.6 3.6 2.4 3.1

Weaker export demand 4.7 5.0 4.0 3.0 1.9 2.7
   
Gross sovereign-issued debt (% GDP)   

Central forecast 25.3 22.6 21.3 20.2 20.4 20.2

Rapid exchange rate depreciation 25.3 22.6 20.9 19.3 19.5 19.2

Weaker export demand 25.3 22.6 21.8 21.1 21.9 21.9

Sources: Statistics New Zealand, the Treasury 
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The �weaker export demand� 
scenario entails an economic 
downturn, relative to the central 
forecast, of greater magnitude than 
the economic gains seen in the 
�rapid exchange rate depreciation� 
scenario. As a consequence, the 
impacts on the key fiscal indicators 
are more marked under the �lower 
GDP� scenario.  

In the �weaker export demand� 
scenario the OBERAC falls below 
the central forecast value by 2005/06 
and the gap remains across the 
forecast period. Weaker GDP growth causes decreased tax revenue. While expenses 
also reduce over the forecast, mainly because lower inflation leads to a lesser degree of 
benefit indexation, it is not enough to offset the impact of decreased tax. 

The opposite story applies for the 
�rapid exchange rate depreciation� 
scenario, although the magnitude of 
variation from the central forecast is 
not as great.  Higher tax revenue 
than under the central forecast track 
occurs as a result of stronger GDP 
growth. Offsetting this to a growing 
degree across the forecast period 
are increased expenses, which occur 
largely in benefits via stronger 
inflation lifting the indexing of rates. 
As the inflationary gap with the 
central forecast opens up much more 
in the final three years of the 
forecast, the difference in the OBERAC between this scenario and the central one is 
considerably mitigated towards the end of the forecast period. 

Lower operating balances across the forecast track, under the �weaker export demand� 
scenario, cause higher borrowing in every year. The interest rate applied to debt is low 
enough, compared with the central scenario, to actually reduce debt financing costs 
across most of the forecast period. However, this only has a minor offsetting effect on the 
much greater negative impact on gross sovereign-issued debt (GSID) of lower operating 
balances.  

For the �rapid exchange rate depreciation� scenario, higher operating balances across 
most of the forecast lead to reduced borrowing requirements in these years. Higher 
interest rates more or less negate the impact of a lower debt stock on debt financing 
costs. As the increases in the OBERAC from the central forecast were not as large as the 
decreases were in the �weaker export demand� scenario, the decreases in GSID are also 
of a smaller magnitude than the rises seen in the other scenario.  

Figure 3.4 � OBERAC 
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Figure 3.5 � Gross sovereign-issued debt  
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Fiscal Sensitivities 

The scenario above indicates the sensitivity of fiscal aggregates to changes in economic 
conditions.  Table 3.5 provides some �rules of thumb� on the sensitivities of the fiscal 
position to changes in specific variables. 

Table 3.5 � Fiscal sensitivity analysis 

($ million) June years 

2004/05
Forecast

Actual
2005/06 

Forecast
2006/07 

Forecast 
2007/08 

Forecast 
2008/09 

Forecast

1% Lower Nominal GDP Growth per Annum          

 Revenue (430) (905) (1,410) (1,965) (2,555)

 Expenses (mainly debt servicing) 15 55 130 225 360

Impact on the Operating Balance (445) (960) (1,540) (2,190) (2,915)
           
Revenue Impact of a 1% Decrease in the Growth 
Rates of: 

 
        

 Wages and salaries (200) (420) (660) (910)

 Taxable business profits (105) (235) (360) (520)
           
One Percentage Point Lower Interest Rates           

 Interest income  (5) (22) (33) (42)         (49)

 Expenses (25) (127) (173) (211) (227)

Impact on the Operating Balance 20 105 140 169 178
           
One Percentage Point Lower Real Interest Rates          

 ACC liability (SOE and Crown entity surpluses) (700)       

 GSF liability (expenses) (1,900)       

Impact on the Operating Balance  (2,600)        
 

The forecasts of capital contributions for 2005/06 to 2008/09 are sensitive to the expected 
net after-tax annual return of the NZS Fund, which in turn depends on the expected gross 
rate of return assumed on the Fund�s assets: 

Table 3.6 � New Zealand Superannuation Fund contributions sensitivity analysis 

Variable 
Marginal 
Change 

Effect on Net 
Return After Tax Effect on Capital Contribution ($ billion) 

 (%age points) (%age points) 2005/06 2006/07 2007/08 2008/09 

Expected gross rate of 
return 

-1% -0.71% +0.185 +0.200 +0.215 +0.230 

 
A +1% change in the gross rate of return would have symmetrical, negative effects on the 
required capital contribution track across these years. 

 

 




