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Treasury Report: Update on HYEFU 2015 Forecasts and Fiscal 
Strategy 

Executive Summary 

This report summarises the current economic, tax and partially updated expenditure 
forecasts underpinning Treasury’s 2015 Half Year Economic and Fiscal Update (HYEFU), 
and looks at the implications for the fiscal outlook and strategy.  Full fiscal forecasts will be 
available on 12 November.  
 
Economic outlook 
Real economic growth in the first six months of the calendar year 2015 was much weaker 
than Treasury anticipated in the 2015 Budget Economic and Fiscal Update (BEFU) and 
indicators suggest growth will continue to be weaker over the coming year.  A combination of 
global and domestic factors have contributed to the weaker outlook.  Annual average real 
GDP growth is forecast to slow from 3.2% in March 2015 to 2.0% in March 2016 and to 
remain at a relatively subdued 2.4% in March 2017.  Stronger growth is forecast in the March 
2018 and 2019 years, resulting in a similar level of real GDP by the end of the forecast 
period. 
 
The unemployment rate has risen from a cyclical low of 5.5% in the September 2014 quarter 
to 6.0% currently.  This reflects a weakening in demand at the same time as labour supply 
has been increasing.  The unemployment rate is forecast to reach 6.5% in March 2016 and 
remain above 6.0% until the second half of 2017.  
 
With growth anticipated to be below trend until mid-2016, and more spare capacity in the 
economy, inflationary pressures remain weak and inflation is forecast to remain below 2.0% 
until late 2016.  As a result, interest and exchange rates are expected to be lower than 
forecast in the BEFU. 
 
While real GDP growth has been weaker than expected so far this year, nominal GDP 
growth has been stronger than expected driven largely by a higher-than-expected terms of 
trade.  This outperformance is expected to be short-lived as the previous sharp falls in dairy 
prices see the terms of trade decline in the second half of 2015 and real GDP growth will 
remain weak.  Overall, nominal GDP growth is forecast to slow in 2016 and 2017.  
Cumulatively, nominal GDP is expected to be $18 billion lower across the 2016 to 2019 June 
years compared to the BEFU. 
 
As always, considerable uncertainty surrounds the economic outlook.  The key risks relate to 
the global outlook, the severity and impact of El Nino, the duration and magnitude of the net 
migration cycle, persistent weakness in inflation and the effect of the lower exchange rate on 
inflation. 
 
Fiscal outlook 
The fiscal position to date has been slightly stronger than was forecast in BEFU, in particular, 
OBEGAL reached a surplus of $414 million in 2014/15 and core Crown net debt fell slightly 
as a share of GDP to 25.2%.  Although tax outturns for the three months to September 2015 
have been slightly higher than expected at BEFU, we do not expect this strength to persist 
given the sharp slowdown we expect in nominal GDP growth.  Core Crown tax revenue 
forecasts have been revised down across the forecast period reflecting the expected 
deterioration in nominal GDP and a lower interest rate outlook.  
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The weaker economic forecasts will also have implications for some expenses, particularly 
benefits. On the basis of the HYEFU economic forecasts, we have updated some 
expenditure categories (benefits, student allowances, Working for Families, KiwiSaver 
expenses and NZS Fund contributions).  Other fiscal forecasts have not yet been updated, 
including ACC, SOE and Crown entity forecasts.  These items can be volatile between 
forecast updates.  
 
Together, the tax and partially updated expenditure forecasts show deterioration in the fiscal 
outlook over the near term.  The forecasts are for modest OBEGAL deficits in 2015/16 and 
2016/17, broad balance in 2017/18, followed by rapidly rising surpluses from 2018/19.  Net 
debt peaks at 27.6% of GDP in 2016/17, and falls below 20% of GDP in 2021/22 (one year 
later than in BEFU).  The forecasts assume operating allowances of $1 billion for Budget 
2016, $2.5 billion for Budget 2017 and $1.5 billion for Budget 2018 and that contributions to 
the NZSF start in 2021/22 (one year later than forecast at BEFU).  They also include the 
recent decision to increase the Budget 2016 capital allowance by $1.0 billion.   
 
Based on the available information, it appears likely that the full set of updated fiscal 
forecasts will provide some offset to the deterioration in the tax outlook, but will not eliminate 
it.  In particular, initial indications are that ACC expenses will be significantly lower than 
forecast at BEFU. 
 
Implications for the fiscal strategy  
Your current fiscal strategy aims to maintain surpluses and reduce net debt to below 20% of 
GDP by 2020.  Based on our indicative analysis, the HYEFU 2015 fiscal forecasts are likely 
to show that these targets will not be achieved.  The expected movement back into deficit 
reflects the operation of the automatic fiscal stabilisers as the economy and tax revenue 
grow more slowly than previously.  
 
To reach surplus in 2016/17 and 2017/18, as well as achieving net debt below 20% of GDP 
by 2020 would entail reductions in operating allowances (for example, an allowance of $550 
million in the 2016 Budget and $1.85 billion in the 2017 Budget instead of the current $1.0 
billion and $2.5 billion, respectively).  Such tightening would represent a pro-cyclical 
response and would exacerbate near-term weakness in the economy.  For this reason, and 
given the relatively strong and improving fiscal position over the medium term, we do not 
recommend any discretionary tightening (through reductions in operating allowances) at this 
stage. 
 
Preliminary indications are that there may be more intense pressure on the Budget 2016 
operating allowance than in previous years.  However, it is too early to make a well-informed 
judgement on operating expenditure pressures and we will continue to provide you with 
advice as more information comes to hand.  Options for managing additional spending 
pressures include finding offsetting savings, increasing allowances or bringing forward part of 
the Budget 2017 allowance to Budget 2016 (i.e. re-phasing allowances). 
 
The current economic outlook and risk profile suggests, at the margin, that some re-phasing 
of the operating allowances over the forecast horizon could be beneficial for macroeconomic 
stability.  In particular, bringing forward part of the $2.5 billion operating allowance for Budget 
2017 into the allowance for Budget 2016 would support demand at a time when the economy 
is forecast to still be operating below potential, and it would smooth the overall contribution of 
fiscal policy to the economic cycle.  We can provide further advice on options for re-phasing 
if required. 
  
We have discussed with you options for offsetting the net debt effects of your recent decision 
to increase the capital allowance in Budget 2016.  Options include monetising crown loans, 
for which a feasibility assessment and advice will be provided to you before the end of 
November.  To the extent that this additional capital expenditure occurs in the near term and 
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is supportive of domestic economic activity, it will also provide some counter-cyclical support 
to near-term weakness. 
 
Risks 
If the fiscal outlook deteriorates significantly further, the tension between fiscal sustainability 
and macroeconomic stability objectives would increase.  To ensure fiscal sustainability over 
the medium term, a fiscal tightening may be needed to maintain prudent debt levels.  To 
support macroeconomic stability, a neutral or even stimulatory fiscal stance may be 
appropriate.  
 
In general, the hurdle for fiscal stimulus should be high, as monetary policy is the primary 
stabilisation tool.  However, the case for fiscal stimulus would strengthen if monetary policy 
were ineffective or constrained for some reason – for example, because interest rates were 
approaching the zero lower bound, or because the Reserve Bank considered that further 
easing would create undue financial stability risks.  In the absence of these constraints, it is 
likely that the stimulatory effects of any fiscal expansion would be largely offset by higher 
interest rates than otherwise.  Moreover, the practical fiscal options to boost demand in the 
near term are limited given decision-making and implementation lags.  We have been 
discussing monetary-fiscal policy coordination with the Reserve Bank and will continue to 
monitor the operation of monetary policy.  

Recommended Action 

We recommend that you: 
 
a note that the economic outlook has deteriorated since the BEFU 
 
b note that the indicative fiscal outlook shows a deterioration in the fiscal position over 

the near term, but that the fiscal position continues to strengthen thereafter 
 

c note that the HYEFU forecasts are likely to show the current fiscal targets (i.e. to 
maintain surpluses and reduce net debt to below 20% of GDP by 2020) are unlikely to 
be met 

 
d agree not to offset the deterioration in the fiscal outlook through reductions in the 

operating allowances 
 

e note  that some re-phasing of the operating allowances over the forecast horizon could 
be beneficial for macroeconomic stability 

 
f note that any re-phasing would have implications for the timing and nature of the 

proposed Budget 2017 tax package and/or for the funding available for other 
expenditure pressures 

 
g indicate whether you wish to receive additional advice on re-phasing options  

 
Yes/No 

 
h note that if you intend to change allowances for Budget 2016, this should be 

announced in the 2016 Budget Policy Statement 
 

i note that if the fiscal outlook does not improve as envisaged over the medium term, 
there may be a need for fiscal tightening in future 
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j note that if the economy were to weaken further in the short term, we would expect 

further monetary policy easing, although discretionary fiscal easing could be 
considered as a tool to support short term aggregate demand if monetary policy was 
constrained 

 
 
 
 
 
Mark Vink 
Manager, Macroeconomic and Fiscal Policy 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 
 
 
 
 
 
 
Hon Steven Joyce 
Associate Minister of Finance 
 
 
 
 
 
 
Hon Paula Bennett 
Associate Minister of Finance 
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Treasury Report: Update on HYEFU 2015 Forecasts and Fiscal 
Strategy 

Purpose of Report 

1. This report summarises the current economic and tax forecasts underpinning 
Treasury’s 2015 Half Year Economic and Fiscal Update (HYEFU), along with key 
developments since the 2015 Budget Economic and Fiscal Update (BEFU).  It also 
outlines the implications for your fiscal strategy.  Cabinet decisions on the 
Government’s revenue and expenditure plans will need to be received by 23 November 
in order to be incorporated into the final HYEFU forecasts. 

 
2. As noted in Aide Memoire T2015/1984, a change in the forecasting process means that 

the fiscal forecasts and projections will not be available until 12 and 13 November 
2015, respectively.  However, this report provides an indicative fiscal outlook to help 
inform your thinking on the fiscal strategy. 
 

3. The economic forecasts provided in this report were completed on 15 October 2015, 
while the tax forecasts were completed on 28 October. 

Analysis 

Economic forecasts 
 
4. Economic growth in the first six months of the calendar year 2015 was much weaker 

than Treasury anticipated in the 2015 Budget Economic and Fiscal Update (BEFU), 
with real GDP outturns for the March and June 2015 quarters in total some 0.9 
percentage points lower than expected.  Key economic indicators such as business 
and consumer confidence, while showing some recovery in recent weeks, suggest 
growth will continue to be weaker over the coming year (Figures 1 and 2). 

 
Figure 1 – Real GDP growth     Figure 2 –Confidence indicators 
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5. Aide Memoire T2015/2423 provided updated economic forecasts for the Half Year 

Economic and Fiscal Update (HYEFU).  The forecasts show annual average real GDP 
growth slowing to 2.0% in March 2016 and remaining at a relatively subdued 2.4% in 
March 2017.  This compares to the BEFU forecast of 3.1% and 2.8%, respectively.  
Most of the downward revision reflects weaker consumer spending, business 
investment and exports, with some offset coming from stronger residential investment 
and weaker import growth.  Stronger growth is forecast in the March 2018 and 2019 
years (at 3.7% and 3.0% versus 2.8% and 2.4% respectively in BEFU), triggered 
initially by an improving net export position and eventually supported by stronger 
business and residential investment growth relative to BEFU.  Real GDP growth is 
forecast at 2.2% in the final year of the forecast horizon. 

 
6. Notwithstanding the weaker starting point for growth, a number of key developments 

since the BEFU have influenced the revisions to the growth outlook.  These include a 
more subdued and uncertain global outlook, falling commodity prices (dairy in 
particular) contributing to a lower terms of trade, lower business and (to a lesser extent) 
consumer confidence, an earlier than expected peak in the Canterbury residential 
rebuild, and the onset of El Nino.  These are partially offset by a number of positive 
developments, including stronger net migration and tourist arrivals, higher house 
prices, and more stimulatory monetary conditions.   

 
7. Although demand has softened, the supply side of the economy has continued to grow, 

most notably in the labour market.  The ongoing rise in net migration and high 
participation rates have contributed to stronger than expected growth in the labour 
force.  However, with employment growth slowing in response to weaker domestic 
activity, the unemployment rate has risen from a cycle low of 5.5% in the September 
2014 quarter to 6.0% currently.  The unemployment rate is forecast to reach 6.5% in 
March 2016 and remain above 6% until the second half of 2017.  This is in contrast to 
the BEFU, where the unemployment rate was forecast to peak at 5.5% before 
gradually declining toward 4.5% by mid-2017.  Strong growth in the labour supply (a 
combination of stronger net migration and higher levels of participation) and slightly 
weaker employment growth are the key factors driving the change in view. 

 
8. The higher unemployment rate suggests there is material slack in the labour market. 

The Treasury estimates the medium-term NAIRU (ie, “full employment”) to be an 
unemployment rate of 4.5% and the Reserve Bank’s estimate is 5%.  Against this 
backdrop, wage and earnings growth remains subdued.  Growth in average hourly 
earnings is forecast to slow from 2.3% currently to 1.7% in the year ending March 
2017, before gradually picking up to 3.2% by March 2020.  

 
9. With economic growth expected to be below trend until mid-2016, and more spare 

capacity in the economy (i.e., the output gap remains negative for sometime), 
inflationary pressures remain weak.  As a result, more stimulatory monetary conditions 
than forecast in the BEFU, in the form of both lower interest and exchange rates, are 
required to return inflation to the mid-point of the target.  Overall, headline inflation 
remains broadly in line with that forecast in the BEFU.  However, the composition has 
changed with non-tradables inflation expected to be weaker (Figure 3), offset by 
stronger tradables inflation largely in response to the lower NZD (Figure 4).   
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Figure 3 – Non-tradable inflation   Figure 4 – Tradable inflation 
 

 
 

10. This process of adjustment is well underway with the Reserve Bank lowering interest 
rates by 75bps through the middle of this year, taking the OCR to 2.75%.  Although the 
Reserve Bank held the OCR steady at the October Review, the Governor continues to 
indicate further easing may be necessary.  

 
11. The drop in interest rates to date has fed through to lower retail interest rates and is 

assisting households and businesses in adjusting to the current economic weakness.  
The NZD (on a TWI basis) has also declined, and at current levels is around 7% lower 
than forecast in the BEFU.  

 
12. Short-term interest rates are forecast to begin moving higher in early 2017, rising 

steadily to 4.5% at the end of the forecast period.  The exchange rate is assumed to fall 
slightly over 2016, as monetary policy tightens in the US, before rising slightly as 
domestic monetary stimulus is withdrawn. 

 
13. While real GDP growth has undershot expectations so far this year, nominal GDP 

growth has held up better than anticipated, driven largely by a stronger-than-expected 
terms of trade (Figures 5 and 6).  However, this outperformance is expected to be 
short-lived as the previous sharp falls in dairy prices see the terms of trade decline 
sharply in the second half of 2015 and real GDP growth remains weak.  Overall, 
nominal GDP growth is forecast to slow in 2016 and 2017.  Cumulatively, nominal GDP 
is $18 billion lower across the 2016 to 2019 June years compared to the BEFU, with 
the biggest reduction occurring in the 2017 June year. 

 
Figure 5 – Nominal GDP    Figure 6 – Terms of trade  
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Forecast uncertainty and risk 
 
14. As always, much uncertainty surrounds the economic and fiscal outlook.  The main 

risks relate to the judgements we have made around key economic variables.  The 
most significant are as follows:  

 
a. El Nino: An El Nino weather pattern is now well established but the severity and 

impact of it on agricultural production and prices remains uncertain.  A small net 
negative effect (-0.2% to -0.3%) has been incorporated in the economic forecasts. 
 

b. Net migration: there are risks around the magnitude and duration of the current 
cycle (upside) as well as the timing and pace of adjustment towards the long-term 
average (downside).  

 
c. Inflation: The forecasts assume that inflation pressures will reassert themselves 

as spare capacity in the economy is reduced.  However, persistent weakness in 
inflation, combined with lower inflation expectations, is generating considerable 
uncertainty regarding the relationship between the output gap and non-tradables 
inflation, and the pass-through from the lower NZD to tradables inflation. 

 
d. Commodity prices/terms of trade:  There is much uncertainty around the speed of 

recovery in dairy prices given concerns around a drought-induced reduction in 
domestic supply possibly boosting current prices, and continued uncertainty 
around demand and high milk production in Europe, the US and Australia. 
Meanwhile, El Nino also appears to be boosting global commodity prices for 
products such as grains, dairy, and meat. On the import side, the future direction 
of oil prices and the impact on consumer demand remains uncertain. 

 
e. US monetary tightening: Tightening of the policy rate by the US Federal Reserve 

has the potential to cause significant market volatility, particularly in emerging 
markets as a result of tighter financial conditions. 

 
f. A hard landing in China:  If economic growth is much weaker than official figures 

suggest and authorities do not act to support activity, economic growth in China 
would slow sharply.  This would affect other Asian economies, Australia and New 
Zealand directly, with additional impacts on New Zealand via those other 
economies. 

 
Core Crown tax revenue forecasts 
 
15. The weaker nominal GDP outlook has resulted in downward revisions to tax revenue 

forecasts of around $5 billion over the forecast period compared with the BEFU (Figure 
7).  Forecasts for all of the major tax types have been reduced, as follows: 

 
a. A lower forecast for compensation of employees (aggregate wages and salaries) 

has contributed to the source deductions forecasts being reduced by $1.5 billion 
across the forecast period. 
 

b. With income growth expected to be less than forecast in BEFU, consumers will 
have less to spend, which has reduced the GST forecast by about $1.8 billion. 

 
c. Interest rate forecasts have been reduced, reducing interest RWT forecasts by 

$1.4 billion across the forecast period. 
 

d. With lower forecasts for entrepreneurial income, mainly on the farming side, 
forecasts for other persons tax have also been reduced. 
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e. Although they have not changed much in total, the corporate tax forecasts are 

lower than Budget in 2016 and 2017, but higher through 2018 and 2019. This is 
because some growth in operating surplus has been pushed further out into the 
forecast period. This has induced a slightly more prominent loss cycle into the 
forecast, reducing the corporate tax forecast by approximately $60 million across 
the four years. 

 
16. The changes in the macroeconomic and interest rate forecasts would normally imply a 

reduction in the tax forecast by around $1 billion in the 2015/16 June year. However, 
with tax outturns for the three months to September 2015 slightly higher than expected 
at BEFU (a positive variance of 0.6% or $100 million - Figure 8), we have exercised 
some judgement on several of the major tax categories in order to help reduce the gap 
between the actual outturns and forecasts (reflected in the ‘Other’ line in Table 1).  As a 
result, the reduction to the tax revenue forecasts this year is smaller at $653 million.  
The key judgements relate to source deductions, corporate tax, and GST. 

 
Figure 7 - Core Crown tax revenue   Figure 8 - Core Crown tax revenue variances 
 

 
17. In growth terms, core Crown revenue is forecast to be slower than in the BEFU in 

2015/16 and 2016/17, but slightly higher in 2018/19. 
 
18. As with the economic forecasts, there is uncertainty around the future tax take given its 

strong links to the performance of the economy.  Factors outside of the direct economic 
impact can also affect the tax take including policy changes, fiscal drag, timing of 
payments and other key judgements made through the forecasting process. As Table 1 
shows, these influences are not insignificant, but can be more difficult to forecast. 
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Table 1 – Core Crown tax revenue forecasts 
 
June years, $ millions 2016 2017 2018 2019 2020 4-yr totals
2015 BEFU 68,867 72,543 76,811 80,473 N/A

% of GDP 27.6 27.6 27.9 28.2 N/A

Forecasting changes by tax type:
GST -289 -323 -658 -460 -1,730
Source deductions +109 -406 -620 -562 -1,479
RWT on interest -173 -414 -482 -351 -1,420
Net other persons tax -185 -371 -352 -158 -1,066
Corporate tax -106 -285 +169 +587 +365
All other taxes -9 +3 +35 +71 +100

Total change -653 -1,796 -1,908 -873 N/A -5,230
2015 HYEFU 68,214 70,747 74,903 79,600 83,501

% of GDP 27.9 27.8 27.6 28.0 28.2

Forecasting changes by principal driver:
Employees' compensation -148 -667 -803 -630 -2,248
Interest rates (effect on RWT) -209 -574 -711 -486 -1,980
Private consumption -168 -200 -249 -297 -914
Entrepreneurial income -89 -337 -245 -129 -800
Fiscal drag -24 -126 -231 -290 -671
Operating surplus -378 -526 +87 +412 -405
Residential investment -135 -100 -147 -9 -391
RWT deposit base +20 -1 -39 -66 -86
Public consumption +37 -62 -22 -4 -51
Indexation +1 -1 -4 -4 -8
Losses -32 -12 +31 +19 +6
Policy +1 +14 -17 +33 +31
Other macro +60 +35 +25 +52 +172
Timing +148 +214 -42 +68 +388
Other +263 +547 +459 +458 +1,727

Total change -653 -1,796 -1,908 -873 -5,230
Nominal GDP

2015 BEFU 249,889 262,824 275,208 285,764 N/A
2015 HYEFU 244,816 254,933 271,104 284,761 296,077
Change -5,073 -7,891 -4,104 -1,003 N/A -18,071  

 
 
Indicative fiscal outlook 

 
19. Although a full set of fiscal forecasts (i.e., including expenditure) will not be available 

until 12 November, the updated economic and tax forecasts imply a weaker fiscal 
outlook than was forecast in BEFU.  The weaker economic forecasts will also have 
implications for some expenses, particularly benefits.  For the purposes of this report, 
we have modelled an indicative fiscal outlook by updating BEFU fiscal forecasts with 
the HYEFU economic and tax forecasts and some expenditure categories (benefits, 
student allowances, Working for Families, KiwiSaver expenses and NZS Fund 
contributions).  As a result of these updates, core Crown expenses are around $160 
million higher on average per year compared with BEFU.  

 
20. Other fiscal forecasts have not been updated, including some areas such as ACC. In 

addition, SOE and Crown entity forecasts are unchanged from BEFU.  These areas 
can be volatile between forecast updates, and it is probable that updated forecasts will 
provide some offset to the deterioration in the fiscal outlook, but will not eliminate it.  In 
particular, initial indications are that ACC forecasts will show a significant improvement 
(i.e., lower expenses) relative to BEFU. 
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21. Assuming operating allowances remain unchanged from BEFU forecasts and 

projections (i.e. $1 billion for Budget 2016, $2.5 billion for Budget 2017 and $1.5 billion 
for Budget 2018), contributions to the NZSF start in 2021/22, and the Budget 2016 
capital allowance is increased by $1.0 billion, the indicative fiscal analysis shows: 
 
a. OBEGAL in deficit in 2015/16 and 2016/17 and broad balance in 2017/18.  

However, as Table 2 and Figure 9 show, the deficits are not large by recent 
standards. OBEGAL returns to surplus from 2018/19 onwards.  

  
b. Net core Crown debt peaks in 2016/17, one year later and at a higher level than 

in BEFU (Figure 10).  Net core Crown debt falls below 20% of GDP in 2021/22 – 
one year later than in BEFU.  

 
c. Residual cash is forecast to be in deficit until 2018/19.  

 
Table 2 – Indicative fiscal outlook 
 

 
 
22. Overall, the fiscal position is expected to deteriorate over the next few years relative to 

that forecast in the BEFU, although the deterioration is relatively modest with the fiscal 
position still expected to improve over the medium term.  The expected movement 
back into deficit reflects the operation of the automatic fiscal stabilisers as the economy 
and tax revenue grow more slowly than previously forecast.   

 
Figure 9 – OBEGAL      Figure 10 – Core Crown net debt 
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Fiscal strategy 
 
23. The current fiscal strategy includes your targets to maintain surpluses and reduce net 

debt below 20% of GDP by 2020. 
 
24. Based on the indicative fiscal outlook presented above, it is likely that the HYEFU 

forecasts will show that these targets will not be achieved in the desired timeframe.  
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Implications for operating and capital allowances 
 
25. We do not recommend tightening policy to meet your fiscal targets over the forecast 

period (i.e., offsetting the deterioration through reductions in the operating or capital 
allowances).  A relatively large reduction in allowances would be needed to achieve 
operating surpluses in 2016/17 and 2017/18 and achieve net debt below 20% of GDP 
by 2020. For example, reducing the Budget 2016 allowance from $1.0 billion to $550 
million and the Budget 2017 allowance from $2.5 billion to $1.85 billion.  Such 
tightening would represent a pro-cyclical response and would exacerbate near-term 
weakness in the economy. 

 
26. Early indications are that pressure on the operating allowance for Budget 2016 will be 

greater than we have seen for some time.  In recent years, gross spending has been 
offset by savings to manage within tight allowances.  However, there is a growing 
sense that after four years, this strategy has almost run its course.  Macroeconomic 
conditions are also exerting upward pressure on spending, most notably the sharp 
increase in population growth, which is likely generating greater demand for 
government services.  Treasury is currently working on a report which will provide you 
with some insights into fiscal trends and cost pressures across government to help 
inform forthcoming Budget discussions. 

 
27. Options for managing additional spending pressures outside of finding offsetting 

savings include increasing allowances or bringing forward part of the Budget 2017 
allowance to Budget 2016 (i.e. re-phasing allowances).  At the margin, some re-
phasing of the operating allowances over the forecast horizon could also be beneficial 
for macroeconomic stability.  In particular, bringing forward part of the 2017/18 $2.5 
billion operating allowance into 2016/17 would support demand at a time the economy 
is forecast to still be operating below potential (Figure 11), and it would smooth the 
overall contribution of fiscal policy to the economic cycle.  

 
Figure 11 – Output gap  
 

 

 
28. Any re-phasing would have implications for the timing and nature of the proposed 

Budget 2017 tax package, and for the funding available for other expenditure 
pressures.  We can provide further advice on options for re-phasing if required. 

 
29. We have discussed with you options for offsetting the net debt effects of your decision 

to increase the capital allowance in Budget 2016.  Options include monetising crown 
loans for which a feasibility assessment and advice will be provided to you before the 
end of November.  To the extent that this additional capital expenditure occurs in the 
near term and is supportive of domestic economic activity, this measure will also 
provide some countercyclical offset to near-term weakness. 
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Implications for macro policy mix 

 
30. The fiscal impulse at the time of the BEFU showed that fiscal policy was expected to be 

slightly contractionary on average over the forecast period.  This is consistent with the 
macro policy strategy pursued over the past five years that has been characterised by 
a mix of tight fiscal policy and expansionary monetary policy.  This policy mix was 
aimed at enabling lower interest rates and exchange rates than otherwise and 
delivering growth that is more conducive to business investment and activity in the 
tradable sector.  

 
31. The operation of the automatic fiscal stabilisers in the form of lower tax revenue and 

higher benefit expenditure, combined with an increase in capital spending via the 
higher capital allowance, suggests that fiscal policy will be slightly more supportive of 
economic activity in the near term than was anticipated at BEFU.  However, with the 
economic forecasts indicating that there is now greater spare capacity in the economy, 
this additional support would appear appropriate even though it comes at the expense 
of weaker fiscal aggregates.  

 
Implications of a further deterioration 
 
32. If the fiscal outlook deteriorates significantly further, the tension between fiscal 

sustainability and macroeconomic stability objectives would increase.  To ensure fiscal 
sustainability over the medium term, a fiscal tightening may be needed to maintain 
prudent debt.  To support macroeconomic stability, a neutral or even stimulatory fiscal 
stance may be appropriate.  

 
33. In general, we consider the threshold for discretionary stimulus is relatively high.  

Monetary policy remains the primary tool for stabilising the economy and with the OCR 
at 2.75% our judgement is that there remains considerable scope for further monetary 
policy easing should that prove necessary. 

 
34. Relative to monetary policy, using fiscal policy to stabilise the economy is more difficult. 

There are limited practical options to boost demand in the very short term given 
decision-making and implementation lags, particularly for capital projects.  For other 
expenditure or revenue changes, fiscal policy options can be difficult to reverse and 
come at a fiscal cost.  In addition, a looser fiscal stance is likely to be offset by tighter 
monetary policy, resulting in higher interest and exchange rates than otherwise.   

 
35. For these reasons we would not advise a fiscal stimulus unless monetary policy were 

ineffective or constrained for some reason – for example, because interest rates were 
approaching the zero lower bound, or because the Reserve Bank considered that 
further easing would create undue financial stability risks.  In this regard the Governor 
noted in a recent speech that “although financial stability considerations are secondary 
to the price stability objective in the PTA, housing market considerations do influence 
our thinking on the OCR”.  We have been discussing monetary-fiscal policy 
coordination with the Reserve Bank and will continue to monitor the operation of 
monetary policy. 

 
Process 

 
36. The Budget Policy Statement (BPS) sets out the goals for the upcoming Budget.  If you 

are intending to change operating and/or capital allowances for Budget 2016, we 
recommend you signal this in the BPS. 
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