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• The economy is forecast to grow by 2.7% in 1998/99.  This is weaker 
than previously forecast, reflecting the effect of both the downturn in 
Asia and higher short-term interest rates dampening growth in the 
economy in the first half of 1998.  

• While weak growth is expected over the near term, the lagged effect of 
the lower exchange rate, a forecast easing in short-term interest rates 
and the tax reductions are expected to boost confidence.  Growth is 
expected to accelerate from the second half of 1998. 

• The pick-up will be broadly based, with growth expected to rise to 
3.9% in 1999/2000.   

• After easing through 1998, monetary conditions are forecast to firm 
from mid-1999 in anticipation of rising inflationary pressures.  In 
response, growth is expected to slow to 3.5% in 2000/01.   

• A risk to the economic outlook is the timing and speed with which 
growth accelerates.  Factors that may influence this include the timing 
of the recovery in Asia and New Zealand’s continued vulnerability 
from a high current account deficit. 
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Table 1.1 - Economic Outlook: Central Forecast1  

(Annual average % change, 
March years) 

1996/97 
Actual 

1997/98 
Estimate 

1998/99 
Projection 

1999/00 
Projection 

2000/01 
Projection 

Private consumption 4.1 3.3 2.0 2.7 2.5 
Public consumption 2.2 6.9 1.7 (0.6) 3.1 

Total Consumption 3.7 4.0 1.9 2.0 2.6 
Residential investment 2.3 6.6 (1.0) 4.8 (0.7) 
Business investment 4.2 (4.8) 5.7 14.8 9.0 
Total private investment 3.7 (1.9) 3.9 12.2 6.6 
Public investment 24.6 27.5 3.2 (1.5) 3.8 

Total Investment 6.4 2.6 3.8 9.6 6.1 
Stock change2 (0.4) 0.1 0.0 (0.1) 0.0 
Gross national expenditure 3.9 3.8 2.3 3.7 3.5 
Exports 3.8 2.4 3.4 5.1 5.0 
Imports 6.9 4.7 2.2 4.3 4.9 

GDP (Production Measure) 2.7 2.6 2.7 3.9 3.5 
Employment3 2.1 (0.1) 0.5 2.6 2.6 
Unemployment rate4 6.5 6.9 6.7 6.0 5.6 
CPI inflation5 1.8 1.66 1.5 1.7 1.5 
CPIX inflation5,7 2.0 2.06 1.6 1.7 1.5 
Nominal GDP (income measure) 4.4 3.0 4.3 6.0 5.3 
Current account balance8 (4.8) (8.0) (7.8) (6.5) (5.9) 

less frigate and migrant 
transfers8 

(6.3) (7.6) (7.6) (7.0) (6.5) 

Terms of trade (0.8) (3.3) (0.5) 2.2 1.0 
Nominal MCI9 961 712 274 346 418 
TWI9 66.5 64.4 59.0 59.0 59.4 
90-day bill rate9 9.0 8.0 8.0 8.8 9.1 
10-year bond rate9 7.9 7.0 7.4 7.2 6.9 

Sources: Statistics New Zealand, The Treasury 

Notes: 1 Projections finalised on 7 April 1998. 
2 Contribution to GDP growth. 
3 Household Labour Force Survey full-time equivalent employment. 
4 Percentage of the labour force, March quarter, seasonally adjusted. 
5 Annual percentage change, March quarter. 
6 The forecasts were finalised prior to the release of inflation data for March 1998.  This 
 data showed CPI inflation was 1.3% and CPIX inflation was 1.7% for the year to March. 
7 CPIX refers to the consumer price index excluding credit services. 
8 Percentage of GDP. 
9 Annual average level. 
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Assumptions underlying the Central Forecast 

No change in announced government policy as of 7 April 1998. 

The forecasts assume a constant real exchange rate.  This means that the nominal exchange 
rate (TWI) is assumed to appreciate at an annual rate equal to the difference between the trade-
weighted inflation rate of New Zealand’s five main trading partners and domestic inflation. 

The international outlook conforms with that presented in the March Consensus Forecasts. 

Following the end of a period of El Niño weather in the short term, normal weather patterns are 
assumed over the remainder of the forecast period. 

Motor vehicle tariffs are assumed to be removed on 1 January 1999 because it is expected that 
the motor vehicle industry will have ceased New Zealand production by this time. 

Table 1.2 - Gradual Recovery Scenario  

(Annual average % change, 
March years) 

1996/97 
Actual 

1997/98 
Estimate 

1998/99 
Projection 

1999/00 
Projection 

2000/01 
Projection 

Private consumption 4.1 3.3 1.5 2.0 2.6 
Business investment 4.2 (4.8) 3.3 9.1 11.6 
Exports 3.8 2.4 3.0 4.1 4.8 

GDP (Production Measure) 2.7 2.6 1.9 2.6 4.3 
CPI inflation1 1.8 1.6 1.5 1.5 1.6 

Source: The Treasury 

Note: 1 Annual percentage change, March quarter. 

Table 1.3 - Rapid Rebound Scenario  

(Annual average % change, 
March years) 

1996/97 
Actual 

1997/98 
Estimate 

1998/99 
Projection 

1999/00 
Projection 

2000/01 
Projection 

Private consumption 4.1 3.3 2.2 3.7 2.2 
Business investment 4.2 (4.8) 6.2 17.5 7.9 
Exports 3.8 2.4 3.7 5.7 4.9 

GDP (Production Measure) 2.7 2.6 3.0 5.0 2.9 
CPI inflation1 1.8 1.6 1.6 2.1 1.8 

Source: The Treasury 

Note: 1 Annual percentage change, March quarter. 
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Overview  

The period of economic growth that began in 1992 in New Zealand continued over 
1997.  The economy has consistently grown by around 2.5% to 3% since mid-1996, 
down to a more sustainable rate from the growth rates of 4% to 6% recorded in the 
preceding two years.  Steady growth continued in the year to December 1997, with 
growth of 2.3% recorded. 

However, the acceleration in 
growth anticipated in the 
December Update to occur 
from the second half of 1997, 
did not eventuate.  This was 
largely a result of the impact of 
the Asian financial crisis (see 
the Economic Environment 
section, pages 26 to 38). 

Near-term growth in the export 
sector will be weaker than 
previously anticipated owing to 
the less favourable 
international environment.  The 
deepening of the financial 
crisis in Asia has seen forecast 
growth for New Zealand’s top 
10 trading partners in 1998 fall 
by over a percentage point to 2.3% on a trade-weighted basis.  South Korea, Thailand, 
Indonesia and Japan are forecast to be in recession in 1998, according to April 
Consensus Forecasts.  

Together with an easing of monetary conditions, concern over the impact of the Asian 
downturn on New Zealand and New Zealand’s widening current account deficit, which 
reached 7.7% of GDP in December 1997, has placed downward pressure on the 
exchange rate.  The TWI fell 4% from December 1997 to March 1998 and was 12% 
lower than in March 1997.  To maintain monetary conditions near the Reserve Bank’s 
desired level, short-term interest rates rose.  The 90-day bank bill rate rose from 7.9% 
in the December quarter to 9.7% in early April, although it has subsequently eased.  
Higher short-term interest rates are expected to dampen activity in the domestic sector 
of the economy through the first half of 1998. 

Pessimism about the short-term economic outlook - as evidenced by weak business 
and consumer confidence - will cause firms to hold off proceeding with new investment 
and employment.  Similarly, households are expected to be more cautious in their 
spending plans.  The economy is now forecast to grow by 2.7% in 1998/99, up from an 
estimated 2.6% growth in 1997/98.  However, growth in the first half of 1998 is 
expected to be weak at just over ½% before picking up from the second half of 1998. 

Figure 1.1 - Weaker International Outlook 
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Pessimism about the economy has also increased the uncertainty around the timing of 
the pick-up.  Nevertheless, the pick-up is expected to occur from mid-1998 for two 
reasons.  First, by this time firms will begin to see more widely spread evidence of the 
benefits of the lower New Zealand dollar on exports.  Second, short-term interest rates 
are forecast to ease through 1998 in response to weakness in the domestic economy 
over the first half of 1998.  Activity in the domestic economy is expected to be boosted 
by lower interest rates, in combination with the tax reductions and AMP 
demutualisation. 

Momentum in the economy, as 
projected in the Central 
Forecast (see pages 39 to 46), 
is expected to lift growth to 
3.9% in 1999/2000.  The pick-
up in growth is expected to be 
broadly based.  The 
acceleration in growth, in the 
export sector in particular, will 
encourage firms to increase 
investment and, with a lag, 
employment.  The 
unemployment rate is 
expected to decline steadily 
from a peak of around 7% in 
mid-1998 to 5.6% by the end 
of the forecast period. 

To offset rising inflationary pressures as the economy strengthens, monetary 
conditions are forecast to firm from mid-1999.  This is expected to return the economy 
to a more sustainable growth rate of 3.5% in 2000/01. 

New Zealand’s current account deficit is projected to remain around present levels for 
another year, as lower import volumes offset weakness in export volumes and the 
terms of trade.  However, a stronger net export position and higher net migration will 
then see the current account deficit narrow.  Nevertheless, the size of the deficit leaves 
the economy vulnerable to a change in international investor sentiment. 

However, the fundamentals in the domestic sector remain sound, with low inflation and 
the policy framework allowing the economy to grow sustainably at rates of 3% to 3.5%.  
Over the coming three years the economy is forecast to grow by an average 3.4% per 
annum, virtually unchanged from the December Update.  But relative to the December 
Update, net exports are now expected to make a stronger contribution to growth over 
the forecast period. 

Given the uncertainty surrounding the timing and speed of the recovery, alternative 
growth profiles could emerge over the forecast period.  Domestic confidence may not 
pick up in mid-1998, and, even if the economic environment does not deteriorate 
further, the lags between changes in interest and exchange rates and activity may 
differ from that expected. 

Figure 1.2 - Different Growth Profile 
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The international economy poses a downside risk to the forecasts.  In particular, 
questions remain over the speed with which the economies in Asia will pick up, and 
hence the speed with which New Zealand’s exports will strengthen.  If, for example, 
New Zealand’s export performance turned out to be weaker than anticipated, perhaps if 
the situation in Japan deteriorated further, the recovery in the New Zealand economy 
could be delayed further.  This risk is modelled in the Gradual Recovery scenario on 
pages 47 to 48 which suggests that growth could be around one percentage point 
lower in both the 1998/99 and 
1999/2000 years, but higher in 
2000/01.  

Alternatively, a stronger 
scenario could eventuate.  
Previous economic upturns in 
New Zealand have often 
surprised in their speed.  Given 
the significant fall in the 
exchange rate that has 
occurred, demand for New 
Zealand’s exports could be 
stronger.  In addition the 
projected easing in monetary 
conditions through 1998, 
combined with tax reductions, 
could lead to a sharper pick-up 
in the domestic economy.  This is modelled in the Rapid Rebound scenario on pages 
48 to 49.  In this scenario growth would be stronger in the near term but weaker in the 
final year as monetary conditions would have to tighten more sharply to offset rising 
inflationary pressures. 

Figure 1.3 - Comparison with Alternative Scenarios 
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Changes since the December Update 

The international outlook has deteriorated 

The outlook for world growth in 1998 has deteriorated, largely owing to the deepening of the 
financial crisis in South East Asia and its spread to South Korea.  Forecasts for Japanese 
growth have also been revised down significantly on weakening domestic demand. 

Forecast growth in New Zealand’s trading partners is weaker than at the time of the December 
Update.  Using Consensus Forecasts Incorporated March survey (the latest available at the time 
these forecasts were finalised), the trade-weighted growth of New Zealand’s top 10 trading 
partners is forecast to be 2.4% in 1998, compared with 3.7% at the time the December forecasts 
were finalised.  The trade-weighted growth forecast fell slightly further in April to 2.3%. 

A weaker outlook for world growth will soften the commodity price outlook and dampen export 
volumes for some sectors. 

Monetary conditions are easier and the mix has changed 

The Reserve Bank’s Monetary Conditions Indicator (MCI) shows that monetary conditions are 
substantially easier than assumed in the December Update.  The easing has come through the 
exchange rate.  As the value of the New Zealand dollar has fallen, short-term interest rates have 
risen to maintain monetary conditions around the level desired by the Reserve Bank.   

Easier monetary conditions should provide a boost to the economy, but the effect will be 
somewhat delayed as the economy adjusts to a change in the mix of monetary conditions.  
There are lags in the speed with which exporters can respond to an exchange rate depreciation, 
and higher short-term interest rates will dampen activity in the near term in the non-tradeable 
sector of the economy. 

The net migration assumption has increased 

Since the December forecasts were finalised the Government has moved to a net migration 
target of 10,000.  In the December Update net migration was assumed to be zero from 1998/99.  
It is likely that it will take some time for actual net migration to rise.  For this reason Budget 
forecasts assume net migration of 3,000 in 1997/98, 5,000 in 1998/99 and 10,000 thereafter. 

A higher net migration assumption raises the estimated rate of potential growth in the economy 
from the bottom towards the middle of the Treasury’s estimated range of 3% to 3.5%. 
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The Economic Environment 

The Economy Grew at a Moderate Pace through 1997... 

The economy has continued expanding since 1992.  Growth slowed from the 4% to 6% 
rates recorded in 1994 and 1995 to around 2.5% to 3% in 1996.  The economy 
continued to grow at similar rates during 1997 and recorded growth of 2.3% in the year 
to December. 

This two-year period of growth around 2.5% is unusual for the New Zealand economy 
for two reasons.  First, 2.5% growth is higher than that recorded in previous business 
cycle troughs and higher than the average growth rate of 2.0% recorded over the last 
20 years.  Second, the length of time that the economy has continued at the bottom of 
the cycle is also surprising by historical standards.   

The economy had been expected to accelerate in the second half of 1997 but the pick-
up was put on hold in the December quarter.  Growth did not accelerate in the 
December quarter from the September quarter and the economic outlook changed, 
reflected in an increasing degree of pessimism about the short-term prospects for the 
economy.   

This section discusses these developments and how they are expected to impact upon 
the New Zealand economy through the first half of 1998.  Subsequently, the “Central 
Forecast” section outlines how economic growth is expected to unfold from the second 
half of 1998.  However, the pessimism in the economy casts an air of uncertainty over 
the timing and the speed of the pick-up.  Alternative scenarios as to how the economy 
could develop from mid-1998 are discussed at the end of this chapter. 

... but the International 
Outlook Deteriorated 

Since the December Update 
forecasts were finalised on 
7 November, the outlook for 
the international economy has 
deteriorated.  As at 
7 November, Consensus 
Forecasts Incorporated were 
projecting that New Zealand’s 
top 10 trading partners would 
grow by 3.7% in 1998, on a 
trade-weighted basis.  The 
March (the latest available at 
the time the Budget forecasts 
were finalised on 7 April) and 
April Consensus Forecasts project that New Zealand’s top 10 trading partners will grow 
by 2.4% and 2.3% respectively in 1998.  

Figure 1.4 - Weaker International Outlook 
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The deterioration in the outlook reflects the deepening of the financial crisis in South 
East Asia and its spread into North Asia.  In particular, South Korea - New Zealand’s 
fifth largest export market - has had to negotiate a US$58 billion package with the IMF.  
In addition, the outlook for Japanese growth has been downgraded because of concern 
that the domestic economy is stagnating and recognition that it would suffer from the 
downturn in the region’s economies.  

Although the worst of the financial turmoil may well be over, the full impact on these 
economies of the large depreciations and higher interest rates has yet to be felt.  South 
Korea, Thailand, Indonesia and Japan are expected to move into recession this year 
according to April Consensus Forecasts. 

Asia (including Japan) is a substantial export market for New Zealand, receiving over 
35% of New Zealand’s exports in the year to December 1997.  Consequently the 
downturn in Asia will undermine both export prices and volume growth in 1998/99.  

The Asian downturn is expected to have a larger impact on export prices than on 
export volumes.  Commodity prices are expected to weaken and, although this will 
affect both export and import prices, this is expected to dominate on the export side, 
notwithstanding lower oil prices.  As a result, the terms of trade are forecast to fall in 
1998/99 for the fifth consecutive year.  The lower New Zealand dollar, however, will 
cushion the effect of falling world export prices on New Zealand exporters and has 
improved New Zealand’s international competitiveness. 

Table 1.4 - Growth in World Export Prices - Main Components 

(Annual average % change, March 
years) 

1997/9
Estimate 

1998
Projection 

1999
Projection 

2000/0
Projection 

Agriculture (7.8) (1.3) 4.4 3.2 
Forestry (7.9) (11.6) 6.2 1.2 
Commodity manufacturing (9.2) (3.5) 2.4 1.9 
Non-commodity manufacturing 2.1 2.2 2.6 3.0 
Tourism 1.7 1.9 2.4 2.1 

Total (3.5) (1.2) 3.7 2.7 

Sources: Statistics New Zealand, Ministry of Agriculture and Forestry, The Treasury 

Total volumes of other exports are less likely to be affected.  Some New Zealand 
exporters have indicated an ability to respond to a downturn in one market by 
redirecting goods to alternative markets.  Examples include re-channelling milk 
powders to Latin America and aluminium to Europe and the United States.  In addition, 
there is some flexibility earlier in the production process for some exports.  For 
example, foregone log exports provide an opportunity to increase other forestry exports 
such as pulp.  And latest dairy production statistics indicate a shift away from 
producing skim milk powder (which is most exposed to Asia) toward whole milk powder 
and other dairy products. 
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Table 1.5 - Growth in Export Volumes - Main Components 

(Annual average % change, March 
years) 

1996/97
Actual

1997/98
Estimate 

1998/99
Projection 

1999/00
Projection 

2000/01
Projection 

Agriculture 9.7 6.3 (1.2) 1.1 2.4 
Forestry 2.2 (5.0) 3.0 6.6 3.5 
Commodity manufacturing 12.8 11.3 5.1 5.1 5.3 
Non-commodity manufacturing 1.0 9.8 11.8 10.5 8.2 
Tourism (11.3) (11.0) 0.6 9.0 6.4 

Total1 3.8 2.4 3.4 5.1 5.0 

Sources: Statistics New Zealand, Ministry of Agriculture and Forestry, The Treasury 

Note: 1 System of National Accounts basis, goods and services. 

However, some sectors will be more affected than others.  Log exports are expected to 
be down markedly, and tourism receipts have already been adversely affected by the 
downturn in arrivals, especially from South Korea.  During 1998/99, arrivals from many 
Asian countries are expected to remain weak.  The tourism industry, however, should 
be supported by the lower exchange rate which is expected to boost tourist arrivals 
(and their purchasing power) 
from other areas such as the 
US, Europe, China and 
Australia. 

The impact on New Zealand of 
the Asian downturn is also 
expected to be partially offset 
by continued strength in 
several of New Zealand’s other 
key trading partners.  In 
particular, research has shown 
that New Zealand’s business 
cycles have been 
synchronised primarily with 
those of Australia and the US.

1
  

Both the Australian and US 
economies are expected to perform well through 1998.  

Growth forecasts for the US have been virtually unchanged over the last six months, 
according to Consensus Forecasts, at around 2.7% for 1998.  Although growth 
forecasts for Australia in 1998 have been revised down, reflecting the impact of the 
Asian downturn on Australia’s exports, the economy is still expected to grow by 3.3%.  
Australian growth is expected to be driven by strong domestic demand which should 
support New Zealand’s exports to Australia, as they are largely driven off Australian 
consumption and residential investment. 

                                                 
1
 Hall VB, Kunhong Kim, and Buckle RA, “Pacific Rim Business Cycle Analysis: Dating Volatility and 

Synchronisation”, Working Paper 15/96, Victoria University of Wellington, 1996. 

Figure 1.5 - Key Export Markets 
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So overall the positive outlook for New Zealand’s other key trading partners, as well as 
the ability of exporters to divert their products away from Asia, will support export 
volume growth during 1998.  Despite weakness in Asian demand and drought 
conditions in some parts of the country, which will undermine agricultural exports, total 
exports are forecast to grow by 3.4% in the year to March 1999. 

Impact of El Niño 

El Niño is the warming of the surface ocean of the Eastern Pacific, and the effect this has on 
global weather conditions.  The 1997/98 El Niño developed during March and April 1997, and 
has now waned. 

Consistent with a strong El Niño, the current event has resulted in varying degrees of drought in 
eastern and northern regions of the North and South Islands, wetter conditions in Otago, 
Southland, Westland, Taranaki and the Central North Island, and drier conditions in the 
remainder of the North Island.  The impacts on the economy are mostly in the agricultural 
sector. 

Dairy production is expected to have grown by about 1½% in the 1997/98 season, reflecting 
higher stock numbers and favourable pastoral conditions in spring.  However, without El Niño, 
growth may have been nearer 4%.  There is not expected to be any significant impact beyond 
the 1997/98 season. 

The areas affected by drought support a significant proportion of New Zealand’s beef herd 
(31%), sheep flock (45%) and deer herd (38%). There have been transfers of livestock from 
drought areas to wetter areas.  However, overall the drought has led to early kill of livestock, and 
eventually to some disposal of capital stock.  As a result, the livestock kill for the 1997/98 
season is significantly up on the previous season.  Lamb and cattle weights are down, but adult 
sheep weights are up, reflecting the sale of heavier capital stock (breeding ewes).  The carry-
over effect into the 1998/99 season will be lower lamb, calf and possibly fawn crops.  Farmers 
will also be looking to rebuild stocks over 1998/99. 

The cost to drought-affected farmers is forecast by the Ministry of Agriculture and Forestry to be 
in the order of $230 million for the year to June 1998, and a further $100 million in the following 
year mainly owing to a reduced lambing percentage and restocking costs.  Since the forecasts 
were finalised, the cost has been re-estimated to be $30 million higher in the first year and $50 
million higher in the second year.  However, conditions could worsen further in the lead-up to 
winter, resulting in more destocking in the most critical areas, with consequential effects on next 
season’s income.  
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Risks to the international outlook 

The Asian financial crisis has dampened world growth prospects.  However, both the major 
international institutions and the consensus amongst private sector forecasters have a 
consistent view that the major OECD countries (aside from Japan) will weather the fallout from 
Asia reasonably well.  In addition, the downturn in the Asian region is expected to be relatively 
short-lived with a modest recovery in growth forecast for 1999. 

Despite this consistent story it has to be remembered that significant uncertainties surround the 
current global outlook.  These include: 

• policy slippages in the affected Asian economies which would undermine investor 
confidence and mean a more prolonged downturn than currently envisaged 

• more negative economic news coming out of Asia.  For example, a prolonged recession in 
Japan - the world’s second largest economy - has the potential to act as a drag on the world 
economy.  There also remains uncertainty over China 

• counterproductive responses by other countries to the depreciations that have occurred in 
Asia would threaten global growth prospects.  Competitive depreciations by other countries 
would add to financial market instability.  Any move towards protectionism would limit the 
rise in exports needed to help the affected Asian economies recover and be detrimental to 
world growth generally 

• growth could be stronger in some economies such as the US, with the potential for 
inflationary pressures to build given limited spare capacity.  The Asian crisis has allowed 
monetary conditions to remain easier than what would otherwise have been appropriate in 
the US.  Careful monitoring of inflationary conditions will be needed in order to prevent a 
sharp tightening at a future date 

• the risk of a downward price correction in international stock markets, particularly given the 
heights to which the US and some of the European stock markets have risen recently.  A 
tightening in US interest rates could be a trigger for such a correction in the US stock 
market. 
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New Zealand’s Current Account Deficit has Widened 

The other external development is the rise in the current account deficit over 1997.  
The deficit rose to 7.7% of GDP in the year to December 1997, from 3.9% 12 months 
earlier.  This has contributed to a rise in the difference between our bond rates and 
those of the G3 economies of around 50 basis points over the last six months. 

Key drivers of the widening 
deficit over 1997 were:  

• a fall in the transfer of 
migrants’ funds to New 
Zealand.  The transfers 
balance was close to its 
peak in December 1996 at 
2.9% of GDP but by 
December 1997 was around 
0.9% of GDP.  Falling 
transfers accounted for 
around half of the increase 
in the current account deficit 
over 1997 

• a widening deficit on the international investment income balance.  While returns on 
investments in New Zealand by non-residents rose as a proportion of GDP, returns 
on overseas investments made by New Zealand residents declined 

• a widening deficit on the services component of the current account.  The services 
deficit increased by around 0.6% of GDP, mainly reflecting a fall in tourism earnings.  

These changes were partly 
offset by an improving 
merchandise trade balance.  
The merchandise trade 
surplus, excluding the frigate 
import, improved by around 
$760 million (0.8% of GDP) in 
the course of 1997 as export 
growth increased. 

A measure of the current 
account which excludes net 
migrant transfers - and is more 
in line with international 
practice - shows a higher 
deficit than the official current 
account measure over the 
1995 to 1997 period but a less 
substantial rise over 1997. 

Figure 1.6 - Components of the Current Account 

Current Account

-10.0%
-8.0%
-6.0%
-4.0%
-2.0%
0.0%
2.0%
4.0%

Mar-94 Sep-95 Mar-97

Merchandise trade Services Investment income

Transfers Current account

4-
qt

r r
un

ni
ng

 to
ta

l a
s 

pe
rc

en
t o

f G
D

P

 

Source: Statistics New Zealand 

Figure 1.7 - Different Measures of the Current 
Account 

Comparison of Measures of the Current Account Balance
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The forecasts project the deficit to remain around current levels over the coming year.  
Weaker growth in export volumes and the soft terms of trade in 1998/99 will be offset 
by lower import volumes (reflecting weaker domestic demand and a shift away from 
imports in favour of domestic production in response to the lower New Zealand dollar).  
But a slightly stronger goods balance in 1998/99 will be offset by a weaker services 
balance, largely driven by weakness in tourism, and higher debt servicing costs 
resulting from the depreciation of the exchange rate.  Consequently the current account 
deficit stays close to 8% by March 1999 when the second ANZAC frigate is expected to 
change ownership.   

Throughout the forecast period, however, the current account deficit is forecast to be 
higher than was expected in the December Update.  This is mainly owing to revisions 
which have increased the deficit in recent history. 

The Central Forecast implicitly assumes that international investors will not demand 
any significant further rise in the premium they receive on their New Zealand returns to 
compensate for the risk from a continued large current account deficit in New Zealand 
relative to other countries.  To some extent the depreciation of the New Zealand dollar 
over the past nine months reflects an adjustment that has been made in response to 
New Zealand’s widening deficit. 

“Funding” of the current account 

A current account deficit is an indication of the extent of net capital inflows to New Zealand.  
This will contribute to increasing net liabilities of New Zealand residents to non-residents - which 
at March 1997 stood at $72 billion (76% of GDP), high by international standards. 

However, it is also important to consider the nature of (gross) liabilities, including the split 
between equity and financial investment, the currency denomination of overseas debt, and 
creditor-debtor relationships. 

• Robust levels of equity investment in New Zealand have led to a steady rise in the ratio of 
equity-to-total liabilities - from 21% in 1990 to 36% by 1997. 

• The proportion of overseas debt denominated in New Zealand dollars has risen from 16% in 
March 1990 to 55% in March 1997.  This has decreased the exchange rate risk associated 
with overseas debt. 

• As at March 1997, around 50% of non-official gross overseas debt was “related company 
debt”, ie, debt raised between companies where one has a controlling interest in the other. 

• The overseas debt of companies owned offshore but resident in New Zealand is counted in 
New Zealand’s total liabilities, but New Zealand nationals are only partially responsible for 
repaying this debt. 
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Monetary Conditions have Eased... 

Reduced inflationary pressures in the economy allowed the Reserve Bank to ease 
monetary conditions over 1997.  However, this easing has occurred largely through the 
exchange rate because of the weaker outlook for the Asian region and New Zealand’s 
widening current account deficit. 

The TWI on average was 4% 
lower in March than it was in 
December, and 12% lower 
than a year earlier. 

The extent of the depreciation 
in the New Zealand dollar has 
led to a rise in short-term 
domestic interest rates to 
maintain monetary conditions 
near the Reserve Bank’s 
desired level. 

The rise in short-term interest 
rates has had a negative effect 
on the domestic economy.  
The shift in monetary 
conditions in favour of the 
tradeable sector relative to the non-tradeable sector has changed the expected course 
of the economy in the near-term.   

In the December Update the economy was seen as being poised for a pick-up in the 
sectors sensitive to domestic interest rates.  But higher short-term interest rates have 
dampened activity in the household sector.  The housing market has slowed more 
rapidly than anticipated and the consumption of durables has also come off. 

Weakness is expected to 
continue in the housing market 
through the first half of 1998 as 
floating mortgage rates remain 
at double digit levels.  Weaker 
growth recently in house prices 
and a slowing in residential 
building consents both point to 
falling residential investment in 
coming quarters.  Residential 
investment is forecast to fall by 
1.0% in the year to March 
1999.  This will have a 
negative impact on the 
consumption of durables. 

Figure 1.8 – Change in the Mix of Monetary 
Conditions 
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Figure 1.9 - Slowing Housing Market 
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... And Business Confidence has Weakened 

Reflecting the deterioration in the near-term outlook for both the international economy 
and the domestic economy, business and consumer confidence has fallen.  

Business confidence had been improving over the September quarter of 1997.  The 
monthly National Bank Business Outlook Survey rose to a 21-month high in October 
1997 and the New Zealand Institute of Economic Research (NZIER) Quarterly Survey 
of Business Opinion (QSBO) also turned positive.  

However, since October 
business confidence has 
slumped: 

• The National Bank measure 
of business confidence fell 
back to -23 in March (and 
stayed around this level in 
April) from +35 in October. 

• The QSBO measure of 
business confidence fell 
again in March to -36 from  
-20 in December and +7 in 
September. 

This pessimism in the 
economy appears to have 
made firms reluctant to undertake new investment.  According to the QSBO survey, 
investment intentions are negative, with firms in all sectors expecting to invest less, on 
balance, in buildings and plant and machinery in the coming 12 months.  

And with uncertainty as to 
when the economy will 
accelerate, firms are also 
expecting to delay taking on 
new workers.  Employment 
intentions as measured in both 
the recent QSBO and National 
Bank surveys are negative and 
have deteriorated.  
Consequently slower 
employment growth is 
expected in the near term.  
This will put upward pressure 
on the unemployment rate, 
which is expected to peak at 
around 7% in mid-1998.  
Private sector wage growth is 
also expected to moderate in 
the near term, reflecting weakening demand for labour. 

Figure 1.10 - Falling Business Confidence 
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Figure 1.11 - Weak Employment and Investment 
Intentions 
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Rising unemployment along with the combination of lower residential investment and 
lower house price growth will dampen household spending through 1998.  In addition, 
there has been a more general decline in consumer confidence.  The WestpacTrust 
McDermott Miller consumer confidence index has continued to trend downwards, 
falling in March to its lowest level since December 1991.  In this environment, and 
given higher debt levels compared with 1996, households are not expected to spend 
their tax reductions in advance.  Instead households will increase their saving for 
precautionary purposes. 

Uncertainty will Affect the Timing and Speed of the Pick-Up 

The pessimism prevailing in the economy - as evidenced by weak business and 
consumer confidence - casts an air of uncertainty over the timing and speed of a pick-
up. 

This is not new.  Over the past two years we have expected economic growth to 
accelerate above 3% but this has not occurred.  For example, the pick-up expected to 
occur in mid-1996 with the first round of tax cuts appeared to be put on hold by higher 
interest rates and uncertainty surrounding the first MMP election.  

Similarly, the timing of the pick-up expected in these forecasts could be delayed if 
business confidence was to remain weak, perhaps as a result of continuing uncertainty 
about the international outlook.  In this case firms may further delay investment and 
employment plans and consumers may not increase their spending, particularly if they 
are concerned about employment prospects.  In addition, even if there is no further 
shock to the economy the timing could still vary if the lags between interest and 
exchange rates and activity are different from those assumed. 

The pace of the upturn could be affected by the timing of the pick-up in different 
sectors of the economy.  For example, if the international outlook deteriorates further 
but easier monetary conditions boost the interest rate sensitive sectors of the domestic 
economy, then any acceleration in growth will be slower than if both sectors picked up 
together.  

Alternatively, the economy could pick up more rapidly than anticipated if the air of 
uncertainty were to disperse more quickly on the back of lower interest rates, or if once 
it had dispersed, firms and consumers responded with more vigour than is forecast 
here.  

Recognising that there is uncertainty as to the timing and speed of the pick-up, 
alternative scenarios are modelled at the end of this chapter.  The Gradual Recovery 
scenario models what could happen from September if confidence does not start to 
strengthen as anticipated in the second half of this year.  Alternatively, a more Rapid 
Rebound scenario is also modelled at the end of this chapter.  This scenario would see 
growth pick up more quickly in response to the large monetary easing, and require a 
sharper tightening in monetary policy to quell rising inflationary pressures. 

Although there is uncertainty over the timing and speed of the pick-up, a pick-up is still 
likely to occur because the fundamentals in the domestic sector remain sound. 
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The Domestic Sector Is Sound 

The position of the corporate, 
household and government 
sectors is generally favourable 
for New Zealand’s growth 
prospects. 

The corporate sector is in a 
sound position to increase 
investment, despite slower 
growth in profitability in 
1997/98.  Balance sheets are 
stronger than they were in the 
early 1990s: 

• Debt as a proportion of total 
assets for the NZSE 40 has 
fallen from over 60% to 
around 48% in 1997. 

• Although the ability to cover interest payments out of earnings fell slightly in 1997, it 
remains much higher than it was in the early 1990s. 

Households have also benefited in recent years from rising disposable incomes and 
increased wealth.  However, over this time there has been a rapid build-up in 
household debt, as discussed in the accompanying box, which puts household balance 
sheets in a more exposed position. 

There are indications that households now have less capacity to continue to build up 
debt.  Borrowing is slowing, as are residential investment and capital gains.  Therefore 
households are expected to spend less from increased wealth.  To the end of 1997 this 
has not slowed consumption.  But it appears likely that it will, and both the consumption 
and residential investment forecasts have been lowered relative to the December 
Update to reflect this.  Furthermore, lower capital gains will increase households’ 
desire to save.  Our expectation is that real house prices will weaken slightly, but a 
more significant fall is possible. 

Figure 1.12 - Strong Business Balance Sheets 
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Household debt 

In recent years household liabilities have been increasing rapidly.  Household liabilities, as 
measured by the WestpacTrust/FPG Research savings indices, were 130% higher in June 1997 
than they were in June 1990.  Over this period household financial assets rose by about 60%. 

As a consequence of the rise in 
liabilities, debt servicing costs 
measured as a percent of 
disposable income have been 
increasing. 

From 1991 to 1993 this ratio fell 
sharply owing to a fall in interest 
rates, and since then has risen 
just as sharply. The 1996/97 
National Accounts (released in 
November) show that debt 
servicing costs as a percent of 
disposable income have risen to 
over 8%, as high as they were at 
their peak in 1991. 

According to WestpacTrust/FPG, 
the rise in household debt reflects 
an increase in housing liabilities.  
Other debt has fallen since 1990. 

Given New Zealanders’ high 
investment in housing, when 

compared with financial assets, the ratio of housing liabilities to housing assets may be a good 
indicator of whether debt is getting too high.  By this measure, OECD and WestpacTrust/FPG 
research information suggests that New Zealand has come from a low base and is now near the 
middle of a widely spread range compared with other OECD countries.  It appears that even 
quite substantial falls in house prices would not lead to a significant number of households 
having negative net worth, a problem that occurred in Great Britain in the late 1980s. 

On balance, therefore, while household debt is significantly higher than it was in 1990, it does 
not appear that there is a high risk that households will want to reduce their debt levels 
significantly.  Instead we expect to see a slowing in borrowing growth rates, as is already 
beginning to occur.  Annual growth in mortgage liabilities has slowed in the last year from 
around 13.5% to an expected 7% to 8% in the year to March 1998, and is forecast to slow 
further given the greater uncertainty over the prospects for the housing market.  This sees the 
debt servicing to disposable income ratio fall back to under 8%. 
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The government sector is also 
contributing to the favourable 
fundamentals in the economy.  
The Government has run fiscal 
surpluses since 1994, and 
these are forecast to continue.  
At the same time government 
debt levels have been 
reduced, meaning the 
government position is less 
vulnerable to a shock to the 
economy.  Nevertheless, to 
maintain confidence in the 
fiscal position in the face of 
external developments, the 
Government has reduced its 
spending plans.  This strategy is designed to accommodate a range of economic 
developments and still make progress towards long-term fiscal objectives.  This 
reduces the prospects of a disruption to the economy from sharp swings in fiscal policy. 

A fundamentally sound economy means that the economy can sustain trend growth 
around an estimated potential rate of 3% to 3.5%.  There are a number of factors which 
are favourable to growth accelerating to such rates, including the substantial monetary 
easing that has already occurred (and is forecast to continue), tax reductions, 
increased government spending, and the demutualisation of AMP.  But until the air of 
pessimism in the economy diminishes, the full benefit of these factors is not expected 
to be felt. 

Figure 1.13 - Stronger Government Balance Sheet 
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Central Forecast 

Despite the pessimism currently prevailing in the economy, the Central Forecast is 
based on the judgment that confidence in the domestic economy will improve from the 
middle of 1998.  There are two key reasons for expecting a recovery in confidence at 
that time: 

• First, the significant monetary easing that has already occurred through the 
exchange rate is expected to benefit exporters from the second half of 1998, 
particularly as forward exchange cover expires and firms exposed to Asia redirect 
goods to other markets.   

• Secondly, the Central Forecast projects a further easing in monetary conditions in 
1998 through short-term interest rates, in response to near-term weakness in the 
domestic economy.  Indeed, short-term interest rates have started to edge down 
from the levels of early April.  This easing in interest rates will provide support to the 
domestic economy at the same time as tax reductions and the AMP demutualisation 
occurs. 

This section outlines the Central Forecast track seen as the most likely to develop from 
the second half of 1998.  Two alternative scenarios - the Gradual Recovery and the 
Rapid Rebound - which differ from the Central Forecast in the profile for growth 
forecast from the September quarter of 1998, are covered in the following section. 

Economic Growth is Expected to Pick up from Mid-1998 

The tradeable sector is expected to begin to benefit from the lower 
exchange rate 

Exports have continued to record moderate growth through the mid-1990s in the face 
of an appreciating exchange rate.  This has been supported by efficiency gains in 
production.  With the recent fall in the exchange rate, exporters should reap the 
benefits of these efficiency gains. 

The benefits of the lower New Zealand dollar are expected to be felt from the second 
half of 1998.  By this time forward cover positions on the exchange rate will have 
largely expired, and firms will be reaping the benefit of increased competitiveness from 
the depreciation.  This is expected to feed through first into exports of non-commodity 
manufactures, as this sector faces fewer supply constraints than the primary sector of 
the economy.  Export volumes of non-commodity manufactures are estimated to have 
grown by nearly 10% in the year to March 1998, and are forecast to continue growing 
at double-digit rates through 1998/99 benefiting from continuing strong demand from 
Australia and the US.  Rising demand for manufactured exports should also support a 
strengthening in investment in plant and machinery equipment towards the end of 
1998. 
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Interest rates are forecast 
to ease during 1998 in the 
face of near-term 
weakness...  

Nevertheless, near-term 
weakness in both exports and 
the domestic sector is 
expected to reduce growth in 
1998/99 to 2.7% from 4.0% in 
the December Update. 

Weaker near-term growth will 
increase the amount of spare 
capacity in the economy, as 
well as reduce unit labour 
costs as employment growth 
slows and productivity improves.  House price pressures are also expected to soften.  
These factors are expected to contribute to lower inflation in the year to March 1999 
than forecast in the December Update.  Weak commodity prices and the assumption 
that tariffs on motor vehicle imports will be removed (see the accompanying box) will 
help to offset the inflationary impact of the recent depreciation of the exchange rate.  It 
is also anticipated that weak domestic demand will inhibit firms’ ability to pass on the 
depreciation into their prices, thereby helping to keep inflationary pressures in check. 

The rise in tobacco and petrol 
excise rates from 15 May will 
lead to a one-off rise in CPIX 
(Consumers Price Index 
excluding credit services) of 
0.3 percentage points, spread 
over the June and September 
quarters.  But weaker 
inflationary pressures in 
general are expected to see 
CPIX inflation of 1.6% in the 
year to March 1999.  Near-
term weakness in the economy 
will permit a further easing in 
monetary conditions.  The MCI 
is forecast to fall to around 210 
in the December 1998 and March 1999 quarters.  This equates to a 90-day interest 
rate of 7.5% under the constant real exchange rate assumption. 

Figure 1.14 - More Spare Capacity 
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Figure 1.15 - Monetary Conditions Ease in 1998 
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Removal of motor vehicle tariffs 

The forecasts in this Budget Update are based on the assumption that motor vehicle tariffs will 
be removed on 1 January 1999, as it is expected that the motor vehicle industry would cease 
New Zealand production by this time. 

Currently there are four assemblers in New Zealand employing over 1,500 people in total.  In 
addition, the automotive component sector employs a further 4,300 people.  It is not expected 
that all these jobs will be lost so the overall impact on employment is not expected to be 
significant. 

The most significant direct impact of the tariff reduction will be lower inflation.  New and used 
cars have a combined weighting of 4.5% in the CPI excluding credit services (CPIX).  As the 
average tariff on cars is currently around 14%, it is assumed that the tariff removal will lower the 
retail price of cars by 14% (all other things being equal)

2
.  Hence the removal of the remaining 

tariffs has been estimated to take 0.6 percentage points off annual CPIX inflation.  This effect is 
spread evenly over the September 1998 to June 1999 quarters (inclusive).  However, it is 
assumed that monetary policy will look through this one-off adjustment in car prices brought 
about by the change in government policy. 

The forecasts also anticipate that consumers put off purchases of cars, with consumption of 
durables expected to pick up as prices fall.  Hence, durable consumption is forecast to pick up 
from the end of 1998.  In the forecasts, growth in car imports is expected to be subdued during 
1998/99, with a strong pick-up in 1999/2000.   

Since these forecasts were finalised the Cabinet has taken the decision to remove motor vehicle 
tariffs from 14 May 1998.  This decision has the following implications for the forecasts: 

• Car prices may fall more quickly than forecast, as the period within which motor vehicle 
dealers could reduce car prices in advance of the tariff removal is removed.  Therefore the 
impact on CPIX inflation is expected to be felt entirely in the 1998/99 year, rather than in 
both the 1998/99 and 1999/2000 years as included in these forecasts.  

• Durable consumption may pick up earlier than forecast, providing a potential boost to 
consumption in the 1998/99 year.  However, given weak consumer sentiment, it is unlikely 
that the growth path of consumption will differ significantly from that expected in the 
forecasts. 

• Imports of motor vehicles may be slightly stronger than forecast in the 1998/99 year.  
Assuming that local production continues until its previously announced closure date, this 
effect is unlikely to be significant. 

                                                 
2
 Although the current tariff on the majority of imported motor vehicles is 22.5%, the average tariff is estimated at 14%.  

This is calculated as the tariff revenue received on motor vehicles in the 1996/97 fiscal year divided by the number of 
cars imported over that period. 
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...providing a boost to domestic demand 

The further easing in monetary conditions is expected to boost business and consumer 
confidence.  At the same time the impact of events in Asia - both directly on trade and 
indirectly through pressure on the exchange rate - is likely to become clearer which will 
aid a rebound in business confidence. 

Stronger confidence will encourage both households and firms to increase their 
spending and take up previously postponed investment. 

Residential investment is expected to pick up from the end of 1998, benefiting from 
falling short-term interest rates and increased job certainty.  A stronger housing market 
will provide support to consumption of durable goods, while the tax cuts and the 
demutualisation of AMP will also be positive for consumption. 

Strengthening business confidence should lead to a rise in employment growth towards 
the end of 1998.  In addition, investment plans are expected to be taken up again.  A 
focus of investment decisions on the medium-term outlook - which remains strong - 
and a relatively high level of capacity utilisation (as measured by the QSBO) indicate 
that investment plans can only be put off for a few quarters. 

Momentum is Forecast to Build Through 1999 

Export growth is expected to become more broadly based ... 

Growth is now forecast to reach 3.9% in 1999/2000.  The combination of strengthening 
growth in both the export and domestic sectors of the economy is expected to flow on 
into increased investment and employment growth, which will cement in place the 
acceleration in growth.  

Exports are forecast to 
continue strengthening through 
1999.  The substantial fall in 
the New Zealand dollar means 
that exporters are well placed 
for ongoing growth.  Growth in 
export volumes will also benefit 
somewhat from the modest 
recovery expected to occur in 
Asia in 1999 (as forecast by 
the IMF, the OECD, and 
Consensus Forecasts).  Asia’s 
exporting sector will have 
become more internationally 
competitive given their 
currency depreciations.  As 
several of New Zealand’s commodity exports to the region are inputs into Asia’s 
exporting sector (for example, wood products for export packaging), our exports to Asia 
are likely to benefit.   

Figure 1.16 - Export Growth Accelerates 
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In particular, volume exports of primary products and tourism are expected to 
strengthen, with tourism benefiting from the exposure gained by the APEC meeting in 
1999 and the Americas Cup in the year 2000. 

The more significant benefit from the recovery in Asia, however, will come through 
rising world export prices.  The terms of trade are expected to lift by 2.2% in the year to 
March 2000 (providing a boost to exports) after five years of decline.  Exports are 
projected to remain buoyant throughout the final years of the forecast period. 

...and firms will increase their investment and employment 

As the recovery becomes more broadly based, firms are expected to increase their 
investment.  With little spare capacity in the economy, firms will need to undertake 
investment.  In particular a greater demand for investment goods is expected to come 
from exporters.  Thus a return to double-digit growth rates in business investment is 
forecast to support both manufacturing exports and the domestic economy.  

Not only is investment in plant 
and machinery expected to 
pick up but growth in other 
forms of business investment 
is also expected to strengthen.  
Non-residential building 
investment will be undertaken 
to reduce infrastructure 
bottlenecks, whilst investment 
in transport equipment is 
expected to rise as firms 
replace and expand their truck 
and bus fleets to gear up for 
increased exports and an 
expected rise in tourism.  A 
new inter-island ferry will be 
purchased (and a new ferry 
terminal constructed) and airlines are expected to expand their fleets. 

Figure 1.17 - Businesses Take Up Investment 
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Firms are also forecast to 
increase employment in 
response to stronger activity.  
However, this occurs with a 
lag, providing firms with a 
productivity boost through 
1999.  Employment growth 
peaks at just over 3% in early 
to mid-2000 and the stronger 
labour market also sees an 
increase in wage growth 
towards the end of the forecast 
period. 

A stronger labour market will 
support household 
consumption.  Furthermore, 
growth in durable consumption in 1999 will be supported by the removal of tariffs on 
motor vehicles.  Private consumption is forecast to rise by 2.7% in 1999/2000, up from 
2.0% in 1998/99.  

In general, consumption is forecast to grow steadily throughout the forecast period.  
But it never reaches the growth rates recorded in recent years as growth in real 
disposable income moderates after 1997/98.  The savings rate is forecast to rise over 
the forecast period which will reduce the imbalance between household savings and 
residential investment. 

Strengthening domestic 
demand is likely to fuel import 
growth in the last two years of 
the forecast period.  In 
particular, imports of capital 
goods are forecast to 
strengthen on the back of 
increased investment.  
However, the lower New 
Zealand dollar ensures that the 
import penetration ratios are 
lower throughout the forecast 
period than in the December 
Update.  That is to say, the 
depreciation of the dollar leads 
to a shift away from imports 
towards domestically produced 
goods.  

Figure 1.18 - Employment Growth Improves 
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Figure 1.19 - Current Account Deficit Remains 
Large 
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Rising imports will mean that the merchandise trade surplus improves only moderately 
over the forecast period, despite stronger exports in response to the lower New 
Zealand dollar.  The improving trade surplus is expected to lead to a gradual decline in 
the current account deficit after 1998/99 to below 6% of GDP in 2000/01.  

The international investment income deficit is forecast to improve slightly but remain 
close to 8% of GDP throughout the forecast period.  Returns on foreign investments in 
New Zealand are expected to remain steady as a percentage of GDP, whilst inflows to 
New Zealand residents from their offshore investments are expected to gradually 
recover. 

At a sectoral level, the rise in investment over the forecast period is expected to be 
funded by an increase in household and government savings. 

Monetary conditions will firm to offset increasing inflationary pressures 

Stronger growth through 1999 
will lead to rising inflationary 
pressures.  More buoyant 
domestic demand will allow 
firms to pass on to their 
customers some of the effect 
of the fall in the exchange rate 
seen during 1997 and early 
1998.  In addition, some house 
price pressures are expected 
to emerge as the housing 
market strengthens.  To 
counter these inflationary 
pressures, monetary 
conditions are forecast to firm 
from mid-1999.  The MCI is 
forecast to peak at around 430 
in the first half of 2000.  This equates to a 90-day interest rate of 9.5% under the 
constant real exchange rate assumption.  However, some of the firming could instead 
come through the exchange rate. 

Rising interest rates will dampen activity in the housing market, feeding through with a 
lag to affect new investment.  Residential investment is forecast to slow in response 
through 2000.  This will also work to subdue consumption, particularly of durable 
goods.  If some of the firming in monetary conditions were to also come through the 
exchange rate, then growth in net exports would moderate. 

Firmer monetary conditions are expected to lower economic growth to more 
sustainable rates, with growth forecast to slow to 3.5% in 2000/01.  As inflationary 
pressures moderate, monetary conditions will be able to slowly ease towards the end 
of the forecast period. 

Figure 1.20 - Inflationary Pressures Build 
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Medium-Term Outlook 

The medium-term growth 
prospects are largely 
unchanged from the December 
Update.  In fact, average 
growth is marginally stronger 
over the forecast period 
reflecting the upward revision 
to the net migration 
assumption which raises the 
estimate of potential growth.  

However, the composition of 
growth has changed with a 
stronger contribution to growth 
expected to come from net 
exports over the forecast 
period relative to the 
December Update.  This reflects the change in the mix of monetary conditions in favour 
of the tradeable sector.  The contribution to growth from domestic demand is 
correspondingly lower.  

The Nominal Economy 

For the purposes of calculating the Government’s fiscal position, it is the nominal rather 
than the real economy that is most relevant.  In particular, tax revenues are calculated 
on the basis of the nominal economy. 

The growth and inflation forecasts presented here imply a smaller nominal economy 
throughout the forecast period than had been projected in the December Update.  In 
the year to June 1998 the nominal economy is estimated to be nearly $360 million 
smaller than forecast in the December Update, and in the year to June 1999 nearly 
$1,800 million smaller.  Weaker growth in the real economy and a smaller rise in the 
GDP deflator than previously forecast result in the lower forecast for the nominal 
economy in the 1998/99 fiscal year. 

Over the following two years, however, growth in the real economy is forecast to be 
stronger than in the December Update and inflationary pressures are also greater.  As 
a result the nominal economy grows at a slightly stronger rate over the 1999/2000 and 
2000/01 years than in the December Update.  Consequently, by the end of the forecast 
period the nominal economy is expected to be similar to that projected in the December 
Update. 

Figure 1.21 - Stronger Net Export Outlook 
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Alternative Scenarios 

The Central Forecast makes the judgment that from the second half of 1998 
consumer and business confidence rises, and consumption, investment and, later, 
employment growth accelerate.   

Other judgments, 
however, could be made 
about the timing of when 
confidence returns and 
growth accelerates.   

Gradual Recovery 

If the upturn in Asia were 
slower than assumed by 
Consensus Forecasts, 
perhaps if the Japanese 
economy slides more 
deeply into recession, or if 
some domestic factors 
lead to business and consumer confidence staying low, then the present spell of 
moderate growth in the New Zealand economy could be more protracted and the 
recovery more gradual. 

In such a Gradual Recovery 
scenario, households face a 
sluggish employment market 
and so save more of the tax 
reductions.  As a result, 
consumption remains at 
between 1% and 2% over the 
next year and a half.  
Residential investment eases 
back further and businesses 
remain gloomy about export 
opportunities so sit on 
investment projects for a while 
longer.  

This caution in spending is 
expected to reduce economic 
growth in the year to March 1999 to around 2%.  Weaker growth allows for a further 
easing of monetary conditions to mitigate the low economic growth.  With more 
capacity available, inflation remains subdued. 

Figure 1.22 - Alternative Growth Paths 
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Figure 1.23 - The Export Outlook May Vary 
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Confidence picks up slowly in the following year, with some recovery in export growth 
expected.  Although businesses are expected to begin investing more, households 
remain cautious about spending.  Employment growth picks up to about 2%, and the 
unemployment rate falls gently.  GDP growth lifts to around 2.6%.   

The further easing eventually stimulates more growth in the economy, aided by a later 
recovery in Asia.  Strengthening momentum takes growth to 4.3% in 2000/01. 

The weaker net exports picture causes the trade surplus to narrow, but this is more 
than offset by a smaller international investment income deficit, so that the current 
account deficit is smaller than in the Central Forecast. 

Rapid Rebound 

A stronger scenario could emerge where several sectors of the economy interact 
to produce stronger growth earlier and faster than in the Central Forecast.   

This Rapid Rebound 
scenario might come 
about as a result of the 
large monetary easing 
seen over the past year 
and expected to continue 
through 1998.  Factors 
such as: 

• a faster-than-expected 
recovery in some of 
our Asian trading 
partners 

• stronger growth in 
Australia, the US and 
Europe 

• stronger growth in the domestic sector given the combination of a projected 
monetary easing and tax reductions 

could support a rapid acceleration in growth.  Business and consumer confidence 
would then lift, boosting spending by households and firms and leading to 
stronger growth in the second half of 1998 and onwards. 

Figure 1.24 - Investment will Respond to Improved 
Confidence 
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The result is that GDP in the 
year to March 1999 grows by 
3% and by 5.0% in 1999/2000.  
In that year, employment 
growth would lift to 2.9%.   

Stronger growth will 
increase domestic 
profitability, leading to a 
rise in international 
investment income 
outflows.  This will more 
than offset a higher 
merchandise trade 
surplus, so that the 
current account deficit is 
larger than in the Central 
Forecast. 

A rapid rebound is likely to put a strain on the economy’s productive capacity and lead 
to rising inflation.  Tighter monetary conditions would then be required to steer inflation 
closer to the centre of the 0% to 3% target band and output growth moves back to the 
3% mark in 2000/01. 

Figure 1.25 - Different Inflationary Pressures 
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Supplementary Tables 

Table 1.6 - Business Investment and Operating Surplus 

(Annual average % change, March 
years) 

1996/97 
Actual 

1997/98 
Estimate 

1998/99 
Projection 

1999/00 
Projection 

2000/01 
Projection 

Real business investment:      
 Non-residential buildings (1.8) (5.9) 2.7 23.3 13.6 
 Transport 13.0 (21.4) 10.3 6.9 7.7 
 Plant and machinery 2.6 0.1 5.3 13.8 7.2 
 Total 4.2 (4.8) 5.7 14.8 9.0 
Nominal business investment:      
      Total 1.6 (8.4) 8.9 15.6 10.2 
Private operating surplus 2.8 (0.2) 7.5 10.1 7.1 

Sources: Statistics New Zealand 
 The Treasury 

Table 1.7 - Import Volume Growth - Main Components 

(Annual average % change, March 
years) 

1996/97 
Actual 

1997/98 
Estimate 

1998/99 
Projection 

1999/00 
Projection 

2000/01 
Projection 

Import volumes      
 Capital goods1 3.2 0.0 1.1 7.6 5.0 
 Consumption goods1 3.2 8.8 1.6 3.9 5.4 
 Industrial supplies1 2.7 2.5 1.8 6.7 5.4 
 Passenger cars1 22.7 (23.0) 1.5 18.0 7.3 
 Tourism2 9.1 4.9 6.9 4.2 3.5 
 Total3 6.9 4.7 2.2 4.3 4.9 
Goods import prices1 (3.4) 0.2 8.0 2.2 1.4 
Import penetration4 25.2 25.5 25.4 25.4 25.6 

Sources: Statistics New Zealand 
 The Treasury 

Notes: 1 Overseas Trade Index, broad economic categories. 
 2 Excludes airfares, estimated. 
 3 System of National Accounts basis, goods and services. 
 4 Real imports as a percentage of real gross national expenditure and exports. 
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Table 1.8 - Trading Partner Economic Outlook (Growth in GDP) 

(Calendar years) 1997 Actual 1998 Forecast 1999 Forecast 
US 3.8 2.7 2.2 
Japan 0.9 0.1 1.0 
Germany 2.3 2.6 2.7 
Australia 3.1 3.4 3.3 
United Kingdom 3.2 2.3 1.9 
North East Asia1 6.5 3.1 4.6 
South East Asia2 5.4 0.1 3.0 

Total3 3.5 2.4 2.7 

Sources: Consensus Forecasts Incorporated, March 1998 

 The Treasury 

Notes: 1 Weighted by export share.  North East Asia is defined as China, Hong Kong, South Korea 
and Taiwan. 

 2 Weighted by export share.  South East Asia is defined as Indonesia, Malaysia, Singapore, 
Thailand and the Philippines. 

 3 Top 10 trading partners, weighted by export share. 

Table 1.9 - Labour Market 

(Annual average % change, March 
years) 

1996/97
Actual

1997/98
Estimate 

1998/99
Projection 

1999/00
Projection 

2000/01
Projection 

Labour force 2.7 0.7 0.7 2.1 2.2 
Employment - full-time equivalent 

(FTE) 
2.1 (0.1) 0.5 2.6 2.6 

Participation rate, March quarter (sa) 65.6 65.3 65.5 66.3 66.9 
Unemployment rate, March quarter, 

(sa) 
6.5 6.9 6.7 6.0 5.6 

Average ordinary hourly wage 3.7 3.5 2.7 2.5 2.9 
Labour productivity (GDP/FTE) 0.6 2.7 2.2 1.3 0.9 
Unit labour costs 3.1 0.8 0.5 1.2 2.0 

Sources: Statistics New Zealand 
 The Treasury 
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Table 1.10 - Household Sector 

(Annual average % change, March 
years) 

1996/97 
Estimate 

1997/98 
Estimate 

1998/99 
Projection 

1999/00 
Projection 

2000/01 
Projection 

Compensation of employees 5.5 4.3 3.2 5.0 5.4 
Entrepreneurial income 3.8 2.9 5.0 8.1 7.6 
Nominal disposable income 5.4 5.0 5.6 5.3 4.8 
Nominal private consumption 5.9 4.4 4.0 4.5 4.3 
Household savings ratio (%) 1.5 2.0 3.6 4.3 4.6 
Real disposable income 3.6 3.9 3.6 3.4 2.9 
Real private consumption 4.1 3.3 2.0 2.7 2.5 
Real residential investment 2.3 6.6 (1.0) 4.8 (0.7) 
Real imports of consumer goods 3.2 8.8 1.6 3.9 5.4 

Sources: Statistics New Zealand 
 The Treasury 

Table 1.11 - March 1998 New Zealand Consensus Forecasts1 

(March years) 1997/98 Forecast 1998/99 Forecast 1999/00 Forecast 
Real GDP2    
 Average 2.5 2.5 3.3 
 Standard deviation3 0.2 0.6 0.3 
Unemployment rate4    
 Average 7.1 7.2 6.7 
 Standard deviation 0.3 0.6 0.7 
CPI inflation5    
 Average 1.7 1.8 1.7 
 Standard deviation 0.4 1.0 0.7 
Government operating balance6    
 Average 1,608 1,243 1,480 
 Standard deviation 243.4 526.8 970.2 

Notes: 1 The March 1998 Consensus Forecasts consist of 16 forecasts.  
 2 Annual average percentage change.  Depending on the forecaster, this may be either 

production or expenditure GDP. 
 3 Standard deviation is a measure of the spread of forecasts about the average. 
 4 Percentage of labour force, March quarter. 
 5 Annual percentage change, March quarter. 
 6 $ million, June fiscal year. 

Source: NZIER/New Zealand Consensus Forecasts, March 1998 

 


