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Economic Outlook 

Overview 

Data released since the Budget 
Update was finalised show that the 
New Zealand economy continued its 
recovery from the 2008/09 recession 
in the first half of 2012.   

Real GDP rose by 1.6% in the six 
months to the end of the June quarter.  
This strength reflected some 
temporary factors, including favourable 
growing conditions for the agriculture 
sector, as well as a recovery in 
residential investment. 

The economy is likely to expand at a slower rate in the second half of the year.  This 
reflects an observed softening in business confidence and activity indicators in the 
September quarter, elevated unemployment, and previous falls in the prices of our 
primary exports – mainly dairy products – finally showing up in the export data. 

The Treasury expects the pace of GDP growth to strengthen throughout 2013, increasing 
to 2.9% in the year to March 2014.  Despite this, growth will be uneven across the 
economy with variable outcomes across sectors and regions. 

Growth will be supported by a substantial boost from the Canterbury rebuild, low 
borrowing costs, and ongoing solid demand and higher prices for our primary exports.  For 
the first half of the forecast period, the high exchange rate will continue to constrain the 
New Zealand dollar earnings of exporters and import-competing firms.  The tourism sector 
will be additionally constrained by ongoing weak income growth in traditional tourist 
source markets, the loss of tourism infrastructure in Christchurch, and New Zealanders 
taking advantage of the strong dollar to holiday abroad.  In the retail sector, elevated 
unemployment and ongoing deleveraging are expected to see a continuation of moderate 
household consumption growth across the forecast period.  Fiscal restraint will have a 
dampening effect on demand growth too.   

As in most other advanced economies, the ongoing impacts of the global financial crisis 
are likely to constrain the pace of economic growth in the medium term.  Economic growth 
is forecast to average 2.4% in the final years of the forecast period, down from 3.0% in the 
Budget Update. 

Figure 1.1 – Real GDP growth 
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The current account deficit is forecast to widen to 6.5% of GDP in the year ending March 
2017, in part as a result of the Canterbury rebuild increasing investment.  The assumed 
decline in the exchange rate towards the end of the forecast period contributes to the 
goods balance returning to surplus. 

International outlook remains weak, with risks on the downside  

The international economy broadly 
tracked in line with our Budget Update 
forecasts in the first six months of 
2012, although the general trend since 
has been towards slower global 
economic growth.  While 
New Zealand’s increasing trade ties 
with China and other fast-growing 
Asian economies offset some 
weakness elsewhere, trading partner 
growth (TPG) in this Half Year Update 
is slower over the medium term than in 
the Budget Update forecasts. 

Risks to the outlook from unanticipated international and domestic developments are 
explored in more detail in the Risks and Scenarios chapter. 

Figure 1.2 – Trading partner growth  
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Table 1.1 – Economic forecasts1  

(Annual average % change, 2012 2013 2014 2015 2016 2017

March years) Actual Forecast Forecast Forecast Forecast Forecast

Private consumption 1.9 1.5 2.8 2.6 1.9 1.7

Public consumption 0.6 0.7 0.2 0.8 0.7 0.4

Total consumption 1.6 1.3 2.2 2.2 1.7 1.4

Residential investment -11.6 19.5 33.0 22.4 7.4 -0.6

Market investment 5.4 13.0 9.4 4.4 2.3 1.9

Non-market investment -12.1 -13.1 9.2 2.4 2.4 2.4

Total investment -1.0 12.9 14.4 7.7 3.5 1.5
Stock change2

0.7 -1.2 0.0 0.1 0.1 0.1

Gross national expenditure 2.2 1.6 5.1 3.7 2.3 1.5

Exports 2.6 1.9 0.5 1.2 2.1 2.7

Imports 6.3 2.0 6.6 4.2 1.6 0.3

GDP (expenditure measure) 1.1 1.7 3.0 2.5 2.4 2.4

GDP (production measure) 1.6 2.3 2.9 2.5 2.4 2.4

Real GDP per capita 0.7 1.5 2.1 1.6 1.4 1.4

Nominal GDP (expenditure measure) 3.4 3.6 5.9 4.7 4.1 4.1

GDP deflator 2.3 1.9 2.8 2.1 1.7 1.7
Output gap (% deviation, March quarter)3

-1.5 -1.5 -0.5 -0.3 -0.3 0.0

Employment 1.4 0.2 1.7 1.9 1.4 1.4
Unemployment4 6.7 6.9 6.2 5.9 5.6 5.1
Participation rate5

68.7 68.2 68.5 68.6 68.5 68.5

Nominal wages6
3.8 2.1 2.4 2.7 2.6 2.6

CPI inflation7
1.6 1.5 1.9 2.2 2.2 2.2

Merchandise terms of trade8
1.2 -2.6 5.2 1.2 0.8 0.9

House price inflation7 
3.5 6.5 0.6 -1.3 0.4 1.6

Current account balance

  $billion -9.1 -10.7 -10.2 -12.9 -15.1 -16.3

  % of GDP -4.5 -5.1 -4.6 -5.5 -6.2 -6.5

Net international investment position

  % of GDP -71.9 -74.6 -75.0 -77.2 -80.3 -83.6

TWI9 72.5 73.0 72.8 70.6 67.3 63.2
90-day bank bill rate9

2.7 2.7 3.1 4.1 4.6 4.8
10-year bond rate9

4.0 3.6 3.6 4.5 5.0 5.2

   
 

Notes: 1 Forecasts finalised 19 November 

 2   Contribution to GDP growth  

 3  Estimated as the percentage difference between actual real GDP and potential real GDP 

 4  Percent of the labour force, March quarter, seasonally adjusted  

 5 Percent of the working-age population, March quarter, seasonally adjusted 

 6   Quarterly Employment Survey, average ordinary-time hourly earnings, annual percentage change 

 7   Annual percentage change  

 8 System of National Accounts (SNA) basis, annual average percentage change 

 9 Average for the March quarter 

Longer time series for these variables are provided on page 127. 
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Economic Developments 
Economic recovery has been slow... 

The New Zealand economy has 
experienced only a slow and gradual 
recovery from the 2008/09 recession. 

This performance reflects the net 
impact of the major forces that have 
influenced activity in the economy over 
the past few years.  These are: 

 slower growth in the global 
economy since the onset of the 
global financial crisis, with 
associated impacts on funding 
costs and the exchange rate 

 changes in household and firm behaviour following the build-up of debt over the  
mid-2000s 

 the Canterbury earthquakes and their impact on sentiment and activity, and 

 stimulatory fiscal and monetary policies. 

The release of revised GDP data since 
the Treasury finalised the 2012 Budget 
Update forecasts reinforces the picture 
of the muted recovery from recession. 

At the time of the 2012 Budget Update, 
the expenditure and production 
measures of GDP painted unusually 
divergent pictures of the pace of growth 
in the economy.  This difference has 
since been revised away, and has 
influenced our judgement over the pace 
of potential economic growth over the 
coming years. (See ‘GDP Growth in the 
Half Year Update’ box for further details.)    

...in keeping with much of the developed world   

The New Zealand economy has not been alone in experiencing a slow recovery from the 
global financial crisis over recent years.  A number of other OECD economies have 
experienced slower recoveries – notably the UK and the euro area – and are yet to 
surpass their pre-crisis levels of real output.  

Figure 1.3 – Recovery in New Zealand real GDP 
compared to past slowdowns 
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Figure 1.4 – International real GDP comparisons
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Solid growth in the first half of 2012 was influenced by temporary factors 

Data released since the Budget Update was finalised show that the New Zealand 
economy continued its recovery from the 2008/09 recession in the first half of 2012.  Real 
GDP rose by 1.6% in the six months to the end of the June quarter.  

This strength reflected some temporary factors, including favourable growing conditions 
for the agriculture sector, as well as a recovery in residential investment. 

The economy appears to have gone through a weak patch in the September quarter, 
reflecting a weak outturn from the labour market and an observed drop in confidence and 
activity indicators in the business sector.  However, the early signs from the December 
2012 quarter point to a pick-up in activity. 

The Treasury’s outlook for the most likely path for the economy over the forecast horizon 
is based on judgements on the impact and net interaction of the main forces that were 
identified earlier. 

International Outlook 

Extreme risks to the international economy have eased, but challenges remain 

The European Central Bank’s (ECB) announcement of Outright Monetary Transactions 
has helped to reduce the extreme downside risks to the global economy from a potential 
break-up of the euro area.  Signs that the US housing market is starting to pick up also 
offer some encouragement, and growth is expected to rise in China in 2013 as well.  

However, the economic outlook for the euro area remains weak, with further difficult 
structural reforms needed across much of the region.  Meanwhile, in spite of the recent re-
election of President Obama, the economic outlook in the US is overshadowed by political 
disagreements which could delay a credible medium-term path to fiscal sustainability.  
One large unknown is the extent to which ongoing economic challenges in the developed 
economies will constrain growth in the emerging markets, including China.  

As Australia’s largest export market, developments in China will also have significant 
knock-on implications for the economic prospects of our largest trading partner.  The 
Australian outlook remains favourable by international standards, although the slowdown 
in mining investment is greater than previously forecast. 

Trading partner growth (TPG) of 3.4% is expected in both the 2012 and 2013 calendar 
years – slightly below the 30-year average growth rate of 3.8%.  In a reflection of 
New Zealand’s increasing trade links with China and other Asian economies, TPG is 
expected to recover to its long-run average growth rate in the later years of the forecast 
period, albeit at a slightly slower pace than expected at the time of the Budget Update.  
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Table 1.2 – Trading partner growth (% change, calendar years) 

  

2012 
Weights 

2011
Actual 

2012
Forecast 

2013
Forecast 

2014
Forecast 

2015 
Forecast 

2016 
Forecast 

2017
Forecast 

Australia 28% 2.1 3.6 2.9 2.7 3.1 3.2 3.2 

China 15% 9.3 7.7 7.8 7.6 7.3 7.0 7.0 

United States 11% 1.8 2.2 2.0 2.3 2.4 2.5 2.5 

Euro area 9% 1.5 -0.6 -0.2 1.0 1.2 1.3 1.4 

Japan 9% -0.7 2.2 1.0 1.3 1.1 1.0 1.0 

United Kingdom 4% 0.8 -0.1 1.0 1.4 1.8 2.0 2.0 

Canada 2% 2.4 2.0 2.0 2.3 2.4 2.5 2.5 

Other Asia* 23% 4.6 3.7 4.4 5.0 5.0 5.0 5.0 

Trading partners 100% 3.2 3.4 3.4 3.6 3.7 3.8 3.8 

Consensus (November 2012) 3.2 3.3 3.4 3.8 3.9 3.9 3.8 

IMF (October WEO) 3.2 3.3 3.6 3.9 4.1 4.2 4.2 

* South Korea, Taiwan, Hong Kong, Singapore, Malaysia, Indonesia, Thailand, Philippines, India 

Sources:  IMF, Consensus Economics, the Treasury 

Domestic Outlook 

New Zealand economy continues to recover... 

The soft patch in domestic activity in the September 2012 quarter, combined with a 
weaker international outlook and a stronger New Zealand dollar (NZD), has led us to 
reduce forecast real GDP growth to 2.3% and 2.9% in the years ending March 2013 and 
March 2014 respectively (from 2.6% and 3.4% in the Budget Update forecasts).  Growth 
across the later years of the forecast period averages 2.4% per year – down from 3.0% in 
the Budget Update forecasts, reflecting the Treasury’s changed assessment of potential 
growth. (See ‘GDP Growth in the Half Year Update’ box for further details.)  

Investment relating to the Canterbury 
rebuild remains a strong driver of GDP 
growth across most of the forecast 
period.  Total consumption also makes 
a solid contribution to growth across 
the forecast horizon, although growth 
in household consumption spending is 
constrained by ongoing consumer 
deleveraging, elevated unemployment, 
and subdued house price growth.  
Export volumes make only a modest 
contribution to growth over the next 
two years as the bumper agricultural 
conditions of recent years return to 
normal, international conditions remain weak, and an elevated exchange rate deters 
tourists.  A pick-up in imports, in part relating to the Canterbury rebuild, means that net 
exports detract from real GDP growth until 2016.  Thereafter, net exports begin to make a 
positive contribution to growth as the international outlook improves and growth in 
Canterbury rebuild activity slows.  

Figure 1.5 – Composition of GDP growth 
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GDP Growth in the Half Year Update 

The Treasury’s main forecast shows the economic recovery in New Zealand gathering 

momentum over the coming year, with accelerating GDP growth, falling unemployment and 

inflation returning to the centre of the Reserve Bank’s target range.  However, the economy 

is expected to grow more slowly over the forecast period than was expected at the time of 

the Budget Update. 

In forming a view about the likely growth of the New Zealand economy, the Treasury must 

make a judgement about its underlying supply capacity.  This is informed by an assessment 

of trends in the growth of the working-age population, the share of those willing and able to 

work and the productivity with which they do so.  Together, these judgements provide an 

anchor for the forecast of GDP in the medium term.  

This assessment is complemented by an examination of the margin of spare capacity in the 

economy and, therefore, the scope for the economy to grow faster than its underlying rate as 

those resources are put to use.  This depends on the number of unemployed and the 

amount of equipment sitting idle, awaiting a pick-up in demand. 

In the 2009 Budget Update, the Treasury took account of the impact of the global financial 

crisis by revising down its forecasts of GDP growth.  Since then, the economic recovery in a 

number of advanced economies has disappointed, leading other forecasting institutions such 

as the International Monetary Fund (IMF), the Organisation for Economic Co-operation and 

Development (OECD), and the Reserve Bank of New Zealand (RBNZ) to further revise down 

their growth forecasts. 

Economic growth in the Half Year 

Update is forecast to be around 

0.5% points lower, per year, than 

was expected in the 2012 Budget 

Update.  This largely reflects a 

judgement that, while there is now 

slightly more spare capacity in the 

economy than was expected, owing 

to rising unemployment, the 

underlying growth rate of the 

New Zealand economy will be 

slower for longer.  That is to say that 

the weaker growth over the forecast 

period is not expected to be offset 

by stronger growth in later years and, as a result, the level of GDP at the end of the forecast 

period will be around 2% lower than was anticipated in the Budget Update (after taking into 

account revisions to the GDP data). 

Our updated assessment of the economy’s growth prospects leaves our forecasts broadly 

consistent with those of other forecasters, following a downward revision to the average of 

those forecasts since the time of the Budget Update (Figure 1.6).  Following a detailed 

assessment of the New Zealand economy’s supply capacity, the risks to the main forecast 

are considered to be broadly balanced, albeit skewed to the downside.  More information on 

this assessment can be found in the supplementary note ‘Potential Output in the Half Year 

Update’ published online with this Half Year Update document.  Alternative economic 

scenarios which explore the sensitivities of the forecast to illustrative upside and downside 

scenarios are presented in the Risks and Scenarios chapter.  

Figure 1.6 – The level of real GDP  

98

100

102

104

106

108

110

112

114

116

Dec-11 Dec-12 Dec-13 Dec-14 Dec-15 Dec-16

Annual (average)

Half Year Update Budget Update
Half Year Update Consensus Budget Update Consensus

Index (Dec-11 = 100)  

Sources:  The Treasury, Consensus Economics  



2012   HALF YEAR ECONOMIC AND FISCAL UPDATE   

12   |   B.6 

...with the Canterbury rebuild set to boost residential investment... 

The Canterbury rebuild remains a 
strong driver of demand growth in the 
Half Year Update forecasts, with 
earthquake-related residential 
rebuilding a key factor underpinning 
the near-term pick-up in residential 
investment in the Half Year Update.  
Once in full swing, the residential 
rebuild comprises over 15% of total 
real residential investment.  Growth in 
residential investment accelerated 
sharply in the June quarter of 2012 
and is forecast to rise further to an 
annual peak of over 34% in the final 
quarter of 2013.  

Residential investment activity in the rest of the country is expected to increase over time 
as pent-up demand in some regions comes through.  Demand for housing is likely to be 
supported by past population growth, expected future population increases, rising 
household incomes, a forecast gradual decline in unemployment, low interest rates, and 
some ongoing repairs of leaky homes.  The level of residential investment activity in our 
forecasts peaks in the March 2016 year almost 50% higher than its average over the 
2000s.  The level of residential investment starts to normalise at the end of the period as 
the bulk of the Canterbury residential rebuild is completed.  

...as well as business investment 

Canterbury-related rebuild activity is 
also a strong driver of the expected 
pick-up in business investment over 
the forecast period.  The Treasury’s 
estimate for the damage to 
commercial and infrastructure assets 
from the Canterbury earthquake has 
been revised up to around $12 billion 
(in 2011 prices) from the previous 
$7 billion.  (See ‘Economic Impact of 
the Canterbury Rebuild’ box for full 
details.) 

In addition to the impact of the Canterbury rebuild, business investment receives ongoing 
support from low domestic interest rates, and a high exchange rate making imported 
capital equipment cheaper, during much of the forecast period – particularly over the next 
few years.  Annual business investment growth is forecast to increase at double-digit rates 
until late-2013.  Investment settles around a historically-high share of real GDP (22%) 
across the forecast period.   

Figure 1.7 – Real residential investment 
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Figure 1.8 – Real business investment   
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Economic Impact of the Canterbury Rebuild 

This box provides an overview of the Treasury’s updated estimates of the economic impact 

of the Canterbury earthquakes. 

Damage and rebuild cost estimates revised higher... 

Following new information compiled by the Canterbury Earthquake Recovery Authority 

(CERA), the Treasury has revised up its estimate of the damage caused by the Canterbury 

earthquakes to $25 billion from $20 billion in the Budget Update (Table 1.3).   

Table 1.3 – Estimates of earthquake damage and rebuild costs ($billions, 2011 prices) 

 Residential 
Commercial

& Social 
Infrastructure Total 

Budget Update 13 4 3 20 

Half Year Update     

   Cost of damage 13 9 3 25 

   Cost of rebuild 14 13 3 30 

Source:  The Treasury 

This revision reflects better information about the extent of damage to commercial assets, as 

well as the inclusion of damage to social assets such as schools and hospitals.  As in 

previous forecasts, the revised estimates remain a working assumption with much 

uncertainty.  

The damage estimates represent damage to property, contents, and infrastructure in 

constant 2011 prices.  Allowing for improvements to the previous capital stock, the Treasury 

estimates that the total amount of fixed capital investment stemming from the Canterbury 

rebuild may be around $30 billion.  Factoring in additional costs such as business disruption 

and contents insurance could lift the total cost of recovery higher still. 

...although the rebuild is not expected to be completed during the forecast period 

As in previous forecast rounds, 

resource constraints in the wider 

economy mean that not all of the 

rebuild-related investment is 

incorporated into the Treasury’s 

economic forecasts.  Overall, just 

over half of the total expected 

rebuild cost is factored into the 

Half Year Update forecasts for the 

period ending June 2017. 

The Treasury assumes that priority 

will be given to infrastructure and 

residential investment. All of the 

infrastructure activity is incorporated 

into the forecast period, while most of the expected residential rebuild activity is assumed to 

be completed before June 2017 too.  Around $3 billion of commercial and/or social 

investment is incorporated into the Half Year Update forecasts.  

Figure 1.9 – Canterbury rebuild profile  
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Consumption a solid driver of growth... 

Total consumption also makes a solid contribution to GDP growth across the forecast 
period. Annual household consumption growth is expected to increase from 1.5% over the 
year ending March 2013 to 2.8% in the year ending March 2014. Growth is underpinned 
by robust demand for durable goods, such as furniture and furnishings, associated with 
the expected rise in residential investment and newly constructed dwellings.  

...notwithstanding offsetting factors... 

As with overall GDP growth, a 
combination of factors is expected to 
impinge on household spending 
decisions over the forecast period. 

First, following the build-up of 
household debt over the 2000s, 
households are likely to be less willing 
to take on additional consumer debt 
going forward than in the past.  This 
change in behaviour is a necessary 
foundation for more sustainable 
growth in the medium and long term.  
However, it will require slower growth 
in consumer spending than was seen 
during the past decade.  

The second factor that is expected to impinge on household spending decisions over the 
coming years is the subdued outlook for house price inflation, and weaker wealth effects 
in general.  Following a 6.5% rise in the March 2013 year, driven in large part by the 
buoyant Auckland market, a pick-up in national supply and higher interest rates mean that 
house prices are forecast to increase by less than the pace of consumer price inflation 
over the forecast period.  

...and loose labour market conditions... 

The final factor that is likely to 
constrain the pace of growth in 
household spending over the forecast 
period is ongoing loose labour market 
conditions.  Despite recent weak 
outturns, we continue to expect 
employment growth to pick up over the 
forecast horizon as the Canterbury 
rebuild and improvement in business 
confidence increase demand for 
labour.  Employment growth rises to 
1.9% in the March 2015 year – its 
fastest annual pace since the March 
2007 year – and the unemployment 
rate is expected to decline to just 
below 5% in the June 2017 quarter.  

Figure 1.10 – Real private consumption growth 
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Figure 1.11 – Labour market 
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Constraints on the Canterbury rebuild are likely to see construction sector wages rise 
more rapidly than those in other industries over the coming years.  There is a risk that this 
exerts more upward pressure on wages in other industries than is factored into our 
forecasts, especially if rebuild activity exacerbates skills mismatches in the labour market.  

Meanwhile, changes to the Government’s welfare policies, which have strengthened job 
search incentives, have also been incorporated into our forecasts in the form of a slight 
increase in the labour force participation rate. 

However, the surprise jump in the 
unemployment rate in the September 
2012 quarter means that the starting 
point for the labour market forecasts in 
the Half Year Update is higher than at 
the time of the Budget Update.  
Accordingly, the unemployment rate in 
the Half Year Update forecasts is 
higher across the forecast period than 
in the Budget Update, and the looser 
labour market conditions are reflected 
in weaker wage growth forecasts too.  
Annual wage growth eased to 2.8% in 
the September 2012 quarter, down 
from a peak of 3.8% in the March 2012 
quarter, and is expected to average 
2.5% over the forecast period. 

On balance, we expect private 
consumption largely to grow in line 
with income growth over the forecast 
period. Given the forecast pick-up in 
residential investment, though, the 
overall borrowing requirement of 
households is likely to increase. 

...as well as tighter fiscal policy 

The Government’s commitment to 
spending restraint in Budget 2012 and 
in earlier Budgets is reflected in low 
growth in real government consumption throughout the forecast horizon.  With this 
forecast pace of growth lagging behind that of overall GDP, government spending on 
goods and services’ share of real GDP falls from 18.5% at present to 16.7% in the June 
2017 quarter.  Combining this with the other components of government spending 
(transfer payments and capital spending) and the revenue it is receiving (mainly taxes), 
means the Government is forecast to be subtracting from domestic demand growth over 
much of the forecast period.1 

                                                 

1  For more details, see the Additional Information on the Treasury website www.treasury.govt.nz  

Figure 1.12 – Average ordinary-time hourly 
earnings 
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Figure 1.13 – Real government consumption  
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External sector initially a drag on growth... 

Turning to the external sector, a 
continuation of favourable weather 
conditions for our main commodity 
exports should support goods export 
growth in the March 2013 year.  This is 
driven in the main by dairy exports, 
which appear to have been boosted by 
a run-down in inventories in the 
September 2012 quarter.  

However, the overall pace of growth of 
goods exports is forecast to slow in the 
March 2014 year as agricultural 
conditions are assumed to ease back 
to normal.  Given the discouraging effect of the strong exchange rate and weak economic 
conditions in our traditional tourist source markets, services exports are expected to 
remain subdued too.  Total export growth is expected to slow to 0.5% in the March 2014 
year – its slowest pace since the March 2009 year.  

With this soft patch in export growth forecast to coincide with a pick-up in imports, net 
exports detract from real GDP growth in both the March 2014 and 2015 years.  Growth in 
imports accelerates from 2.0% in the March 2013 year to 6.6% in the March 2014 year. 

...but improves in the later forecast years 

Thereafter, net export volumes begin 
to make a positive contribution to real 
growth, driven in part by a slowdown in 
the pace of the Canterbury rebuild and 
related imports as well as the 
assumed decline in the exchange rate.  
Import volumes growth in our Half 
Year Update forecasts slows to 1.6% 
and 0.3% in the March 2016 and 2017 
years respectively.  The turnaround in 
net exports also reflects a pick-up from 
the export side.  Services exports will 
benefit from the expected gradual 
improvement in the global economy, 
and the forecast of a lower exchange rate will boost tourism exports as well.  On the 
commodity export side, ongoing conversions of sheep and beef farms to dairying, as well 
as further productivity gains and investment, are expected to underpin dairy export growth 
of around 3% per year in the medium term.  Meat and other commodity exports, including 
horticulture, wine, seafood, and minerals, are likely to benefit from deeper links with Asian 
export markets too. 

Annual growth in export volumes surpasses that of imports from the March 2016 year 
onwards. 

Figure 1.14 – Export volume growth 
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Figure 1.15 – Export and import volume growth 
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Goods terms of trade remain solid... 

Meanwhile, the relative price of our goods exports to that of our goods imports – the 
goods terms of trade – are also forecast to remain at historically high levels throughout the 
forecast horizon.  

The goods terms of trade have eased back from close to a 40-year high over the past 
year or so, on the back of increased global dairy supply and an easing in global 
commodity demand reflecting weak trading partner growth conditions.  We forecast the 
goods terms of trade to weaken further in the short term. 

However, the recovery in global dairy prices over the past six months is expected to be 
reflected in an increase in the goods terms of trade in the first quarter of 2013.  The 
observed pick-up in dairy prices has in part reflected concerns over the impact of US 
drought conditions on dairy supply – a factor that should also help to support the price of 
our meat exports in the longer term.  The goods terms of trade are expected to surpass 
their June 2011 quarter peak by late-2013. 

...supported by structural factors... 

Moreover, with global demand for our commodity exports expected to strengthen over 
time, the prices of our commodity exports are expected to be supported at or near 
historical highs. 

Indeed, with Chinese per capita consumption of dairy products forecast to increase as 
Chinese incomes rise, global demand for dairy products is likely to strengthen over time.  
Global supply will respond, although there are biological constraints to the speed at which 
it can do so.  Moreover, global production costs are expected to rise in reflection of tighter 
environmental standards and increased land-use competition from bio-fuel and other food 
industries.  All told, this combination of factors is likely to continue to put upward pressure 
on global dairy prices in the coming years.  The ongoing scarring impact of the US 
drought on global meat supply should support prices until the later years of the forecast 
period.  

Part of the expected increase in our export prices is likely to be offset by higher goods 
import prices.  However, crucially, goods import prices are expected to rise at a slower 
pace than exports over the forecast period.  Indeed, rises in the prices of consumer and 
intermediate goods imports are expected to be outweighed partly by falls in the price of 
capital goods – in keeping with their long-run decline – and, to a lesser extent, mineral 
fuels too.  West Texas Intermediate (WTI) oil market futures contracts, which form the 
basis for our oil price assumption, are pricing in a gradual decline in oil prices over the 
forecast period.  WTI oil prices are assumed to fall to around $86 per barrel in the first 
quarter of 2017 – some 7% lower than their average in the September 2012 quarter.  

...helping to offset weakness in the services terms of trade  

By contrast to the reasonably bright outlook for the goods terms of trade, the expected 
decline in the NZD increases the relative price of travel and other services imports for 
New Zealanders, and drives the expected weakening in the services terms of trade.  
Overall, the combined goods and services terms of trade remain at an historically high 
level throughout the forecast period, but deteriorate gradually from 2013 onwards. 
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Wider current account deficit... 

The current account deficit is expected 
to widen to 6.5% of GDP in the year 
ending March 2017, from 4.9% in the 
year ending June 2012.  This 
deterioration in part reflects a widening 
deficit on services, from 0.4% of GDP 
in the March 2013 year to 1.9% of 
GDP in the March 2017 year – in line 
with the declining services terms of 
trade. 

The surplus on the goods balance, 
currently 0.9% of GDP, falls into a small 
deficit in the March 2015 year before 
recovering towards the end of the 
forecast period as the lower exchange 
rate helps to boost export earnings.  
The income deficit narrows to around 
4% of GDP in the March 2014 and 
2015 years as lower global interest 
rates outweigh stable company profits.  
However, the income deficit widens to 
over 5% of GDP by the end of the 
forecast period as interest rates rise 
and profits of overseas-owned local 
companies pick up.  

The transfers balance is forecast to 
remain in deficit throughout the 
forecast horizon reflecting the impact 
of higher insurance premiums in the wake of the Canterbury earthquakes. 

...although national saving rises over the forecast period 

From a saving and investment perspective, the forecast widening in the current account 
deficit reflects the expected increase in investment driven by the Canterbury rebuild and 
part-financed by overseas reinsurance flows.  Statistics New Zealand estimates a total of 
$17.9 billion of reinsurance claims from all Canterbury earthquakes.  At the end of the 
June 2012 quarter, $5.1 billion of these claims had been settled with overseas reinsurers, 
with these inflows recorded in the capital account of the balance of payments. 

Figure 1.16 – Goods and services terms of trade 
(System of National Accounts [SNA] basis)   
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Figure 1.17 – Current account balance 
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National saving is forecast to rise, 
mainly as a result of higher government 
saving. Household saving is expected 
to consolidate around current levels. 

Excluding earthquake-related 
investment, the current account in the 
Half Year Update forecasts would 
average around 4% of GDP over the 
forecast horizon, albeit widening 
slightly toward the end of the period.2 

The net international liability position is 
forecast to rise from 72.6% of GDP at 
the end of June 2012 to 83.6% of GDP at the end of March 2017, reflecting a fall in 
international assets as insurance claims are settled. 

Inflation is restrained... 

Annual CPI inflation fell to 0.8% in the 
September 2012 quarter – its slowest 
rate since December 1999.  The fall 
was largely caused by the ongoing 
influence of a strong NZD, falling 
global commodity prices, and subdued 
domestic demand reflected in heavy 
discounting in the retail sector.  
Inflation is forecast to rise as 
downward price pressure from the 
high exchange rate fades, excises on 
tobacco and transport increase, and 
spare capacity in the economy is 
reduced.  The rise in building activity is also expected to result in an increase in price 
pressures in the construction sector. 

...and monetary policy stimulus is withdrawn... 

The forecasts assume that monetary policy does not tighten to offset the temporary 
effects of the higher excises on the CPI.  With inflation forecast to be weaker in the near 
term than at the Budget Update, the withdrawal of monetary stimulus in the forecasts is 
more gradual than at Budget too.  Short-term 90-day interest rates are expected to remain 
around 2.7% until the September 2013 quarter.  However, strengthening demand in the 
economy and diminishing spare capacity are forecast to lead to a gradual pick-up in 
inflation pressures.  Short-term interest rates increase gradually from late 2013.  Annual 
CPI inflation is expected to settle around the mid-point of the Reserve Bank’s 1-3% target 
range from late 2013.  

                                                 

2  Excluding rebuild-related investment gives only a partial assessment of the impact of the Canterbury 
earthquakes on the balance of payments.  A full assessment of earthquake-related effects would require 
making a number of uncertain and difficult judgements, including the amount of investment that has been 
and will be displaced by rebuild activity, and any changes to household and/or public saving behaviour. 

Figure 1.18 – Saving and investment 
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Figure 1.19 – CPI inflation 
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...but the pace of tightening is uncertain 

The speed, timing and extent of future official interest rate rises will depend on a variety of 
factors including the strength of domestic demand, conditions in financial markets, and 
developments in the exchange rate.  The transmission mechanism of official interest rates 
through the banking sector is also a key uncertainty.  Banks continue to find the cost of 
funds elevated relative to their pre-global financial crisis levels, which has increased the 
margin between the Reserve Bank’s 
OCR and retail interest rates.  
Ongoing uncertainty in international 
funding markets will remain an 
influence, while upward pressure on 
domestic funding costs is expected as 
domestic deposit growth slows and 
credit demand rises.  All told, if these 
higher funding costs are passed on to 
borrowers, this would also lead to 
tighter monetary conditions than 
forecast.   

Ten-year interest rates fell to an 
historical low of 3.5% in the 
September 2012 quarter, reflecting 
lower yields internationally, but also some specific factors such as an improvement in 
investor sentiment as New Zealand’s economic outlook has remained favourable relative 
to a number of other countries, as well as diversification by overseas investors in their 
search for yield. 

The exchange rate is forecast to remain close to its current level until the first half of 2014. 
As mentioned throughout the chapter, the exchange rate is forecast to depreciate steadily 
from then on, reflecting the adjustment required to reduce the current account deficit to a 
sustainable level over time. 

Stronger income growth expected 

After falling to 3.4% in the March 2012 
year, nominal GDP growth is forecast 
to increase only slightly to 3.6% in the 
March 2013 year reflecting the almost 
7% peak-to-trough fall in the goods 
terms of trade.  Nominal GDP growth 
accelerates strongly to just under 6% 
in the March 2014 year as the terms of 
trade rebound, before levelling off at 
around 4% in the final forecast years.  

Nominal GDP is mainly comprised of 
compensation of employees, and 
business and agricultural operating 
surplus.  These components are important for generating forecasts of tax revenue – a key 
consideration for the fiscal outlook. 

Figure 1.20 – Exchange rate and 10-year 
interest rates  
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Figure 1.21 – Nominal GDP growth  
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Compensation of employees is forecast to grow by 3.5% in the year ending March 2013, 
and continues to grow at around 4% per year during the forecast horizon.  This means 
that compensation of employees is stable as a share of GDP at around 45% from the 
March 2014 year onwards.   

Having posted double-digit growth in the previous three March years, the agricultural 
operating surplus is expected to fall sharply in the year ending March 2013, with lower 
commodity prices and limited offset from the exchange rate.  Agricultural operating 
surplus growth is expected to recover to around 13% per year in the later forecast years 
as prices for our commodity exports increase and the exchange rate falls.   

Business operating surplus is expected to rise strongly in the March 2014 year reflecting 
an acceleration in Canterbury rebuild activity.  Thereafter operating surplus growth slows 
to just under the pace of nominal GDP growth, in line with moderating non-agricultural 
activity. 

 

Economic Forecast Assumptions 

 From an outflow of 3,000 in the year ending March 2012, net permanent and long-term 

migration rises to a small inflow of 1,000 in the year ending March 2013 before returning 

to a long-run assumption of a net inflow of 12,000 per year by the start of 2015 (in line 

with Statistics New Zealand’s new population projections). 

 The non-accelerating inflation rate of unemployment (NAIRU) is assumed to be around 

4.5% by 2017. 

 Average hours worked per week are assumed to be 33 (near their current level). 

 After rising to 2.6% in the March 2013 year, economy-wide labour productivity growth is 

assumed to average around 1% per year between the years ending March 2014 and 

March 2017. 

 The total cost of the rebuild from the Canterbury earthquakes is assumed to be around 

$30 billion (2011 dollars), spread across residential property and contents ($14 billion), 

commercial and social assets ($13 billion) and infrastructure ($3 billion).  Rebuilding is 

expected to gather pace from now on.  See ‘Economic Impact of the Canterbury Rebuild’ 

box for further details. 

 WTI oil prices are assumed to fall from around US$92 per barrel in the September 2012 

quarter to just under US$86 in the June 2017 quarter. 

 Ninety-day interest rates are assumed to increase in late 2013 to around 4.75% at the 

end of the forecast period.  Ten-year interest rates are also assumed to rise gradually 

from their current historical lows over the forecast period, reaching 5.3% by the end. 

 The Trade Weighted Index (TWI) is assumed to remain around 73 until the start of 2014 

before falling to just under 62 by the end of the forecast period in the June 2017 quarter.    

 Tobacco excise increases add 0.2% points to the CPI in each of the March quarters from 

2013 to 2016.  

 


