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Treasury Report: Implications of Preliminary BEFU Forecasts for 
Fiscal Strategy 

Executive Summary 
 
This report provides the Treasury recommendations on fiscal strategy for Budget 2016. It 
summarises the key messages contained in the Treasury’s preliminary forecasts and 
projections for the 2016 Budget Economic and Fiscal Update (BEFU).  It then considers 
the implications for the Government’s fiscal strategy and the final fiscal policy and 
Budget decisions that need to be made prior to the finalisation of forecasts for the BEFU. 
 
Preliminary Economic and Fiscal Forecasts 
 
The Treasury’s preliminary BEFU economic forecasts show a more positive outlook than 
in the Half Year Economic and Fiscal Update (HYEFU) (T2016/348 refers).  Real GDP is 
forecast to strengthen over the next two years and to average 2.8% over the forecast 
period. Although inflation is forecast to be weaker than at HYEFU, stronger real GDP 
growth lead to a higher level of nominal GDP over the forecast period compared with 
HYEFU.   
 
The preliminary fiscal forecasts reported to you last week show small deficits in the 
operating balance excluding gains and losses (OBEGAL) for 2015/16 (0.3% of GDP) 
and 2016/17 (0.1% of GDP), before a return to surplus in 2017/18 (T2016/477 refers).  
Net debt is forecast to peak at 26.8 per cent of GDP in 2016/17, before reaching 23.0 
per cent of GDP in 2019/20.  
 
The OBEGAL forecasts are slightly weaker in the short term relative to HYEFU, but are 
broadly consistent beyond 2017/18. Net debt forecasts are slightly lower relative to 
HYEFU, largely reflecting higher GDP forecasts. 
 
The fiscal forecasts assume operating allowances of $1.6 billion in 2016/17 and $1.9 
billion in 2017/18 (previously $1.0 and $2.5 billion, respectively), and a capital allowance 
of $1.7 billion in 2016/17 before reducing to $0.9 billion in 2017/18 and growing at 2.0 
per cent thereafter. These assumptions reflect our discussions with you, and are 
consistent with the signal in the Budget Policy Statement that some rephasing of 
operating allowances was possible between Budget 2016 and Budget 2017. 
 
Risks to the Economic Outlook 
 
Since the preliminary economic forecasts were finalised on 26 February, a number of 
key economic developments, in particular stronger-than-expected December 2015 
quarter GDP figures and the RBNZ’s unexpected cut to the Official Cash Rate, indicate 
that upward revisions to the forecasts are appropriate. 
 
An initial estimate suggests that these developments are likely to lead to an upward 
revision in our nominal GDP forecast of $7-13 billion over the forecast period compared 
with the preliminary BEFU forecasts. As a result, tax revenue forecasts are likely to be 
revised upwards by $2-4 billion over the forecast period.  All else equal, the estimates at 
the top of the range suggest a small OBEGAL surplus in 2016/17 and net debt falling to 
around 22 per cent of GDP by 2019/20 and 20 per cent by 2020/21. 
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Looking beyond these developments, key risks remain. Our assessment is that the risks 
are skewed to the downside.  In particular, concerns around the sustainability of China’s 
growth have intensified.  In developed economies, questions remain around the ability of 
central banks to stimulate growth and generate higher inflation.  Domestically, lower 
inflation expectations may dampen the flow through of increased activity to inflation, 
nominal GDP and tax revenue.  There is also uncertainty regarding the flow though of 
reductions in the OCR to business and household lending.  The upside risks consist of 
higher-than-expected net migration, an acceleration in house price inflation, or increased 
consumer and business confidence feeding through into higher spending and investment 
activity.   
 
Overall Fiscal Strategy 
 
The Government’s updated fiscal strategy puts greater emphasis on a medium-term 
approach to economic and fiscal management and this is reflected in the fiscal priorities 
set out in the 2016 Budget Policy Statement. The approach is intended to allow the fiscal 
position to fluctuate in the short term in response to changing economic circumstances, 
without necessitating a discretionary fiscal policy response. Operating allowances should 
be more stable over time, thereby helping the Government to avoid making policy 
decisions that exacerbate the economic cycle.  
 
The economic and fiscal outlook has improved since the HYEFU. The improvements 
suggest a greater likelihood of the Government achieving its near-term fiscal targets to 
maintain rising operating surpluses so that cash surpluses are generated and net debt 
reduces to around 20 per cent of GDP in 2020.  However, fiscal headroom remains 
limited and net debt is rising in the short-term, both in nominal terms and as a 
percentage of GDP. Moreover, risks to the outlook are skewed to the down side.  
 
Reflecting this outlook, the Treasury recommends maintaining existing fiscal policy 
settings. For operating allowances we recommend staying within a total envelope of $3.5 
billion across Budgets 2016 and 2017, and then $1.5 billion in Budget 2018, growing at 
two per cent thereafter. For capital allowances we recommend confirming $1.7 billion in 
Budget 2016 and $0.9 billion at Budget 2017, growing at 2.0 per cent per Budget 
thereafter. 
 
This strategy means that higher-than-expected revenue can be used to pay down debt, 
consistent with the fiscal priorities outlined in the Budget Policy Statement. An increase 
in overall allowances at this point could raise risks to the credibility of the Government’s 
fiscal strategy.   
  

 
Given pressures on operating expenditure, The Treasury also recommends rephasing 
allowances to $1.6 billion in Budget 2016 and $1.9 billion in Budget 2017 as assumed in 
the preliminary fiscal forecasts. Operating allowances from Budget 2018 onwards should 
remain unchanged.  At the margin, rephasing in this way would support demand at a 
time when the economy has spare capacity.  Over the remainder of the forecast period, 
discretionary policy would be mildly contractionary, which is appropriate given the 
forecast economic recovery and rising interest rate profile. 
 
We consider that a $1.6 billion operating allowance at Budget 2016 would be tight but 
deliverable. The current draft Budget package is approximately $1.9 billion per annum 
on average over the forecast horizon. Capital pressures look like they will be 
manageable in Budget 2016 as long as the significant savings being investigated 
materialise.  More detailed information on expenditure and savings options are provided 
in the accompanying slide-pack titled ‘Budget 2016 Package’. 
 

[33]
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Recommended Action  
 
We recommend that you: 
 
Economic and Fiscal Context 
 
a note that the preliminary BEFU economic forecasts show an improved outlook 

compared with HYEFU, with real and nominal GDP growth forecast to be slightly 
higher on average over the forecast period;  
 

b note that preliminary BEFU fiscal forecasts assume operating allowances of $1.6 
billion for Budget 2016, $1.9 billion for Budget 2017, and $1.5 billion from Budget 
2018 growing at 2% per Budget thereafter; 

 
c note that the preliminary fiscal forecasts show small OBEGAL deficits in the near 

term, but net debt is lower across the forecast period compared with HYEFU and 
falls to 23% of GDP by 2019/20 and 21% by 2020/21; 

 
d note that these preliminary forecasts show the Government is broadly on track to 

meet its current fiscal targets, albeit without much fiscal headroom; 
 
e note that economic developments since the preliminary forecasts were finalised 

suggest that total tax revenue could be revised upwards by around $2-4 billion 
across the forecast period in the final forecasts.  At most, this would result in net 
debt falling to around 22 per cent of GDP by 2019/20 and 20 per cent by 2020/21; 

 
 
 
 
 
 

[33]
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Overall Fiscal Strategy 
 
f agree to maintain the overall existing operating allowances, within a total 

envelope of $3.5 billion across Budgets 2016 and 2017, and then $1.5 billion in 
Budget 2018, growing at two per cent per Budget thereafter; 

 
Agree / Disagree 

 
g agree to confirm capital allowances at $1.7 billion in Budget 2016 and $0.9 billion 

at Budget 2017, growing at two per cent per Budget thereafter; 
 

Agree / Disagree 
 

h agree to confirm a rephasing of operating allowances to $1.6 billion in Budget 
2016 and $1.9 billion in Budget 2017, as assumed in the preliminary fiscal 
forecasts, and to use the additional $600 million in Budget 2016 to fund 
expenditure priorities; 

 
Agree / Disagree 

 

 
 
 
Mark Vink 
Manager, Macroeconomic & Fiscal Policy 
 
 
 
 
 
Rt Hon John Key       Hon Bill English  
Prime Minister       Minister of Finance 
 
 
 
 
 
Hon Steven Joyce       Hon Paula Bennett  
Associate Minister of Finance     Associate Minister of Finance 
 

[33]
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Treasury Report: Implications of Preliminary BEFU Forecasts for 

Fiscal Strategy 

Purpose of Report 
 
1. This report provides the Treasury’s recommendations on fiscal strategy for Budget 

2016. It summarises the key messages contained in the Treasury’s preliminary 
forecasts and projections for the 2016 Budget Economic and Fiscal Update 
(BEFU) and considers the implications for the Government’s fiscal strategy.  
  

2. The report also provides some overall advice on the final high-level fiscal policy 
and Budget decisions that need to be made prior to the finalisation of forecasts for 
the BEFU. More detailed information on expenditure and savings options are 
provided in the accompanying slide-pack titled ‘Budget 2016 Package’. 

Context 
 
3. The 2015 Budget Policy Statement (BPS) updated the Government’s long term 

debt objective to “Reduce net debt to within a range of 0 to 20 per cent of GDP”.   
Consistent with this, the Government’s two key fiscal targets were also updated to 
“maintaining rising operating surpluses so that cash surpluses are generated” and 
“reducing net core Crown debt to around 20 per cent of GDP in 2020”.   

 
4. Your other fiscal priorities include: 
 

a. reducing core Crown expenses to below 30 per cent of GDP; 
 
b. beginning to reduce income taxes from Budget 2017 if economic and fiscal 

conditions allow; and, 
 

c. using any further fiscal headroom – including from positive revenue surprises 
– to reduce net debt faster. 

5. Preliminary economic forecasts were completed on 26 February and preliminary 
fiscal forecasts on 23 March (Treasury Reports T2016/348 and T2016/477 refer).  
BEFU economic forecasts are expected to be internally finalised on 14 April and 
fiscal forecasts on 29 April. 

 
6. The BPS indicated that operating allowances would be $1.0 billion in Budget 2016, 

$2.5 billion in Budget 2017, and $1.5bn in 2018 with subsequent Budgets 
increasing by 2 percent a year. However, the potential to rephase the Budget 2016 
and 2017 allowances was also signalled in order to meet spending pressures and 
other Budget priorities.  

 
7. Recent discussions with Ministers have suggested that rephasing is now more 

likely than not.  As a result, the fiscal forecasts assume allowances of $1.6 billion 
and $1.9 billion for Budgets 2016 and 2017 respectively. Operating allowances 
from Budget 2018 onwards remain unchanged at $1.5 billion in Budget 2018, 
growing at 2 percent per Budget thereafter.  
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Preliminary Economic and Fiscal Forecasts 

Economic outlook  
 
8. The Treasury’s preliminary economic forecasts show a more positive outlook than 

in the HYEFU.  
 
9. Real GDP growth is forecast to average 2.8% over the forecast period, up from 

2.7% in HYEFU, supported by strong net inward migration and tourism, a large 
pipeline of construction projects, and very low interest rates.  Forecasts for the 
unemployment rate are lower than in HYEFU, although this partly reflects higher-
than-expected growth in employment in the December 2015 quarter. The 
unemployment rate is expected to fall below 5% in mid-2018. 

 
10. Despite stronger real activity, inflation is forecast to remain lower-for-longer.  As a 

result, short-term interest rates also remain low for longer, increasing from late 
2018, around 18 months later than anticipated in HYEFU.    

 
11. Overall, the weakness in inflation is more than offset by the stronger real activity, 

resulting in a higher level of nominal GDP over the forecast period.   
 

12. Table 1 below shows Treasury’s key economic forecasts relative to the range of 
consensus market forecasts. It shows that the Treasury’s preliminary BEFU 
forecasts are slightly stronger than the consensus for GDP growth and 
unemployment rates, and slightly lower for the inflation rate. These forecasts were 
finalised prior to the release of the December 2016 quarter GDP data. 

 
Table 1: Comparison of Treasury Preliminary BEFU Forecasts to Market Consensus 

 
March years 2016 2017 2018 2019 

GDP 
Consensus low 2.1 2.4 2.6 1.3 
Consensus mean 2.2 2.6 3.0 2.5 
Consensus high 2.4 2.9 3.6 3.1 
Treasury 2.3 2.6 3.3 3.1 

Unemployment Rate  
Consensus low 5.5 5.2 5.0 4.6 
Consensus mean 5.8 5.6 5.3 5.1 
Consensus high 6.1 6.2 5.6 5.7 
Treasury 5.6 5.8 5.2 4.6 

CPI Inflation 
Consensus low 0.2 1.3 1.5 1.6 
Consensus mean 0.4 1.6 1.9 1.9 
Consensus high 0.8 2.1 2.3 2.1 
Treasury 0.1 1.4 1.6 1.8 

Source:  NZIER March 2016 Consensus Forecasts, released 16 March 2016 
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Fiscal outlook 
 
13. The fiscal outlook is expected to improve over the forecast period.   Compared with 

HYEFU, the OBEGAL is forecast to be weaker over the next two years but to 
strengthen thereafter, while net debt is forecast to be lower over the entire forecast 
period.  Table 1 provides a summary of the key fiscal indicators compared to 
HYEFU, while Figures 1 and 2 illustrate the outlook for OBEGAL and net debt, 
respectively.  
 

 Table 2 – Key Fiscal Indicators from Preliminary BEFU Forecasts 
Actual

$ billion, June years 2014/15 2015/16 2016/17 2017/18 2018/19 2019/20
OBEGAL - 2016 Prelim BEFU 0.4 (0.8) (0.2) 1.1 3.4 5.0
OBEGAL - 2015 HYEFU (0.4) 0.4 1.0 3.5 4.9
Total Change (0.4) (0.6) 0.1 (0.1) 0.1

Residual Cash - 2016 Prelim BEFU (1.8) (3.8) (5.1) (2.4) 0.6 2.0
Residual Cash - 2015 HYEFU (5.4) (4.7) (2.8) 0.5 1.9
Total Change 1.6 (0.4) 0.4 0.1 0.1

Net Worth attributable to the Crown - 2016 Prelim BEFU 86.5 82.2 84.3 87.9 93.9 101.8
Net Worth attributable to the Crown - 2015 HYEFU 86.9 89.6 93.1 99.3 107.2
Total Change (4.7) (5.3) (5.2) (5.4) (5.4)

Net Debt - 2016 Prelim BEFU 60.6 64.0 69.0 71.2 70.4 68.5
Net Debt - 2015 HYEFU 65.9 70.7 73.4 72.8 71.1
Total Change 1.9 1.7 2.2 2.4 2.6

% of GDP, June years
Net Debt - 2016 Prelim BEFU 25.1 25.8 26.8 26.3 24.7 23.0
Net Debt - 2015 HYEFU 26.9 27.7 27.1 25.6 24.0

Forecast

  
Figure 1: Operating balance excluding gains and losses 
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Figure 2: Net core Crown debt 
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14. When compared with HYEFU, the OBEGAL forecasts have deteriorated in the 

short term. The weakness in the current year compared to HYEFU is largely 
attributed to valuation movements and forecasts outside the core Crown, which do 
not impact the net debt forecasts. In 2016/17, the major change is the additional 
$600 million added to Budget 16 operating allowances. 

 
15. Residual cash returns to surplus in 2018/19, allowing net debt to start reducing in 

nominal terms. Net debt peaks at 26.8 per cent of GDP next year, and then 
gradually declines to 23 per cent of GDP in 2019/20.  This is around one 
percentage point lower than forecast in the HYEFU as a result of higher tax 
receipts and lower benefit costs.  

 
16. Net worth attributable to the Crown is forecast to grow steadily in nominal terms 

across the forecast period reaching $101.8 billion in 2019/20 (an increase of $15.3 
billion) largely in response to forecast operating balance surpluses beyond 2017.  
However, this is $5.4 billion lower than forecast in the HYEFU reflecting actuarial 
losses on the ACC and GSF liabilities, along with losses sustained by the New 
Zealand Superannuation Fund during the year.  Total assets are forecast to grow 
by $32.5 billion over the forecast period (with social assets accounting for close to 
half of the increase) while liabilities are forecast to increase by $17.2 billion.  

 
17. In the medium-term, net debt is projected to be 19.7 per cent of GDP in 2021/22, 

which is the first year it is forecast to be below 20 per cent of GDP. This also 
includes the impact of restarting contributions to the NZ Superannuation Fund one 
year earlier than was projected in HYEFU, consistent with the current policy. In ten 
years’ time net debt is projected to be 11.7 per cent of GDP in 2025/26. 

Risks to the Economic and Fiscal Outlook 
 
18. This section highlights key risks in the economic and fiscal outlook. These are 

included to provide information about the uncertainty that remains in the 
preliminary BEFU forecasts, and our initial judgments on how they may impact the 
final BEFU forecasts. These risks are incorporated into our overall 
recommendations about the Government’s fiscal strategy. 
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Risks to the Economic Outlook  
 
19. Recent data has highlighted that there are some upside risks to these economic 

forecasts, in particular:  
  

a. December quarter GDP was stronger than expected, particularly the 
expenditure measures of real and nominal GDP, which grew 1.1% and -0.1% 
respectively, compared with forecast growth of 0.3% and -0.8%. We 
previously expected the strength in the September quarter GDP data to 
unwind.  December’s data gives us greater confidence that September’s 
strength will persist.   

  
b. Tax revenue has continued to exceed forecasts and is around $800m higher 

in the year to February than in the HYEFU forecast, confirming the upside 
risk noted in our earlier advice (T2016/348 refers).  

 
c. The Reserve Bank reduced the OCR by 25 basis points and indicated that it 

would fall by another 25 basis points over the year ahead.  Compared with 
our preliminary forecast, which assumed no reduction in the OCR, real GDP 
is expected to grow a little more strongly over the year ending March 2017.  

 
20. An initial estimate suggests that these factors will lead to an increase in nominal 

GDP and tax revenue across the forecast period. The cumulative increase to 
nominal GDP will likely be in the range of $7 billion to $13 billion. The cumulative 
increase in in tax revenue is likely to be between $2 billion and $4 billion. These 
estimates have yet to undergo our usual quality assurance processes and don’t 
incorporate the effects of final Budget policy decisions.   

 
21. There are important risks to the economic outlook. These include: 

 
a. The global outlook remains a concern. Draft IMF global growth forecasts 

include significant downward revisions from their October forecasts and their 
January Update, especially for Asia (especially Japan, Korea, Taiwan, Hong 
Kong and Singapore) but also for the United States and Australia (both down 
0.4ppts for 2016).  Concerns around the ability of China to smoothly 
negotiate the challenges it faces continue to pose a major risk to the outlook.   

  
b. Inflation expectations may decline further as inflation remains low.  Unless 

offset by further reductions in the OCR, these developments would mean 
inflation rises more slowly than expected, reducing growth in nominal GDP 
and tax revenue.  

 
c. Stronger than expected growth and inflation could be driven by higher net 

migration inflows, an acceleration in house price inflation, or increased 
consumer confidence on the back of an improved global outlook.    

 
Risks to the fiscal outlook 

 
22. The recent economic data imply a stronger fiscal position compared to the 

preliminary forecasts, which would flow through to a stronger OBEGAL and net 
debt track in the final fiscal forecasts. All else equal, the estimates at the top of the 
range suggest a small OBEGAL surplus in 2016/17 and net debt falling to around 
22 per cent of GDP by 2019/20 and 20 per cent by 2020/21. 

 
23. Other developments that are likely to affect the final forecasts include: 

 
a. ACC forecasts which will be updated prior to finalisation with small 

movements in assumptions potentially having a significant impact on the 
OBEGAL forecast. 
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Overall Fiscal Strategy Advice 
 
24. The Government’s updated fiscal strategy puts greater emphasis on a medium-

term approach to economic and fiscal management and this is reflected in the 
fiscal priorities set out in the 2016 Budget Policy Statement. The approach is 
intended to allow the fiscal position to fluctuate in the short term in response to 
changing economic circumstances, without necessitating a discretionary fiscal 
policy response. Operating allowances should be more stable over time, thereby 
helping the Government to avoid making policy decisions that exacerbate the 
economic cycle.  
 

25. Overall, the preliminary forecasts imply a greater likelihood of the Government 
achieving its fiscal targets in the desired timeframes than was anticipated in the 
HYEFU. Nevertheless, fiscal headroom remains limited and considerable 
uncertainty remains around the forecasts.   

 
26. Moreover, eight years on from the Global Financial Crisis and five years after the 

Christchurch earthquakes, the OBEGAL has only just returned to broad balance 
(and further deficits are forecast in the near term), the Government is still running 
residual cash deficits, and net debt is still rising as a percentage of GDP. This 
suggests that ongoing fiscal consolidation remains appropriate in order to rebuild 
these fiscal buffers to ensure the Government can withstand future downside 
shocks and help to manage macroeconomic stability. 

 
27. Reflecting this context, Treasury’s advice is that the total cumulative operating 

allowances over the forecast horizon remain unchanged from HYEFU. This 
approach will allow the Government to use the higher-than-expected revenue 
(relative to HYEFU) to pay down debt, consistent with the fiscal priorities outlined 
in the BPS. Operating allowances from Budget 2018 onwards should remain 
unchanged. 

 
28. However, as provided for in the 2016 Budget Policy Statement, some rephasing of 

the Budget 2016 and Budget 2017 allowances is warranted to help alleviate rising 
cost pressures faced by a number of key government agencies.  We recommend 
rephasing allowances to $1.6 billion in Budget 2016 and $1.9 billion in Budget 
2017 as assumed in the preliminary fiscal forecasts. 

 
29. Rephasing in this way would support demand at a time when the economy is 

weak.  Over the remainder of the forecast period, discretionary policy would be 
mildly contractionary, which is appropriate given the forecast economic recovery 
and rising interest rate profile (Figure 2). 

 

[37]
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Figure 2: Fiscal Impulse Indicator 
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30. In the event that any of the downside economic risks noted above materialise, the 
Treasury would recommend that the automatic stabilisers be allowed to work in the 
initial phases.  In that case, a relaxation of the Government’s fiscal targets would 
likely be required.  However, fiscal consolidation would need to be considered in 
the medium term to ensure that net debt returned to a prudent path, in line with the 
Government’s long term debt objective. 

 
31. The reasons for Treasury’s recommendation to rephase the existing $3.5 billion 

envelope between Budgets 2016 and 2017 to $1.6 billion and $1.9 billion, 
respectively, can be summarised as follows:   

 
a An additional $0.6 billion would allow high-value initiatives to be funded in 

Budget 2016. The Budget would still be tight, but deliverable assuming some 
savings could be agreed (refer to the attached Budget Ministers slidepack for 
proposed options). 

 

 

[33]
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Expenditure 
 
35. We consider that a $1.6 billion operating allowance at Budget 2016 would be tight 

but deliverable. The current draft Budget package is approximately $1.9 billion per 
annum on average over the forecast horizon. There are options to scale or defer 
current initiatives and for additional savings to keep net spending within the $1.6 
billion allowance that have been provided separately for Budget Ministers.  

 
 
 

[33]
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