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Overview 

There are a number of risks surrounding any set of economic projections.  The key risks in 
the 1999 Pre-Election Economic and Fiscal Update arise from uncertainties surrounding 
the likely direction of global growth and international prices over the next few years, 
consumers’ spending patterns in the face of higher household debt levels, and the 
strength of the rebound in economic activity following the contraction recorded in the June 
1999 quarter. 

Table 3.1 – Alternative Scenarios: Summary 

1998/99 1999/2000 2000/01 2001/02 2002/03
Actual Forecast Projection Projection Projection 

Production GDP (Annual average    
% change, March years)    
Central Forecast (0.2) 2.3 3.5 3.3 2.9 
Stronger World Growth (0.2) 2.5 4.2 3.5 2.6 
Weaker World and Household Sector (0.2) 1.8 2.1 2.7 3.5 

Nominal Expenditure GDP (Annual      
average % change, March years)      
Central Forecast 0.6 3.9 5.6 5.2 4.6 
Stronger World Growth 0.6 4.6 6.3 6.4 4.6 
Weaker World and Household Sector 0.6 3.6 3.4 4.0 5.0 

Operating Balance       
($ billion, June years)      
Central Forecast 1.8 0.0 0.8 1.7 2.3 
Stronger World Growth 1.8 0.2 1.1 2.4 3.0 
Weaker World and Household Sector 1.8 (0.2) (0.1) 0.3 1.3 

 
Sources: Statistics New Zealand, The Treasury 

If any of these circumstances were to develop differently than allowed for in the Central 
Forecast, they could produce outcomes where economic growth is stronger or weaker 
than embodied in the Central Forecast.  This would have flow on effects for the fiscal 
forecasts. 
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The next section outlines some of the risks that could lead to alternative growth paths for 
the economy.  The following section then presents an example of a high growth (Stronger 
World Economy) scenario and a low growth (Weaker World and Household Sector) 
scenario to help illustrate some of these risks. 

Alternative economic scenarios lead to alternative fiscal outcomes, mainly because of 
differences in the outlook for nominal GDP, a key driver of tax revenue.  The Stronger 
World Economy scenario has the operating balance in surplus all the way through the 
forecast period.  In contrast, the Weaker World and Household Sector scenario sees the 
operating balance record modest deficits in the first two years of the forecast period, but 
returns to surplus over the final two years.   

Economic Risks 

As always, there are risks that the economy could grow differently from the Central 
Forecast.  The Central Forecast balances the upside risks facing the economy against the 
downside risks, in order to reach our best assessment of the way the economy is likely to 
evolve.  However, it is almost inevitable that some of these risks will turn out differently 
from our prediction, so leading to different economic outcomes. 

The June quarter saw a weakening in economic activity, marked by a significant increase 
in inventories.  This could point to slower near-term growth than is contained in the 
Central Forecast.  In addition, consumption was flat in the June quarter.  This could be a 
sign that consumers may be feeling the adverse effects of higher household debt levels 
more acutely, particularly now that the stimulatory effects of the AMP demutualisation, tax 
cuts, and the removal of motor vehicle tariffs have faded. 

On the other hand, households may be prepared to take on even more debt.  This may 
lead to stronger borrowing, in the face of the low short-term interest rate environment that 
prevails currently, and household spending could be somewhat higher than allowed for in 
the Central Forecast. 

The Central Forecast reflects the consensus view of global growth prospects.  The 
consensus view has, however, been characterised by upward revisions as growth 
internationally continues to surprise on the upside.  This pattern of stronger-than-expected 
international growth could continue.  In addition, a more robust international environment 
may result in sharper rises in international commodity prices. 

Conversely, a sharp slowdown in the world economy remains possible.  This could be tied 
to a severe downward correction in the US stock market.  In addition, the possibility of 
disruptions brought about by the Y2K computer problem still hangs over the international 
economy. 

There are a number of other risks.  International oil prices may rise further, placing 
additional upward pressure on the inflation outlook.  Furthermore, the inflationary impact 
of higher oil prices could spill over into wage settlements, requiring a forceful monetary 
policy response.  The prospect of persistently high current account deficits may trigger a 
loss of confidence in New Zealand’s external position and a different mix of monetary 
conditions could entail.  Finally, recent climate forecasts raise the possibility of further dry 
conditions in some areas of the South Island if the La Nina weather pattern was to re-
establish itself this summer. 
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Economic Scenarios 

The following scenarios illustrate two alternative economic outcomes to the Central 
Forecast.  The first shows the impact of a single event – a stronger world economy.  The 
second shows the greater real impact that two cumulative adverse events – ongoing 
weakness domestically compounded by a downward correction in the US stock market – 
could have. 

Stronger World Economy 

This scenario traces a possible path for the economy if the global economy proves to be 
somewhat stronger than envisaged in the consensus view. 

Under this set of conditions there is a bigger lift in momentum, with growth rising to over 
4% by the March 2001 year.  Such momentum is not maintained, however, as the 
economy hits capacity constraints more quickly.  Monetary policy tightens to prevent the 
economy straying too far above capacity.  This tightening sees growth reducing over the 
last two years of the forecast horizon. 

Table 3.2 – Stronger World Economy 

 1998/99 1999/2000 2000/01 2001/02 2002/03 
(Annual average % change, Actual Forecast Projection Projection Projection 
March years)      

Private consumption 1.3 1.8 3.2 3.3 2.0 
Business investment 8.0 10.7 8.1 13.0 10.4 
Gross national expenditure (0.3) 5.9 2.7 4.6 3.8 

      
Exports of goods and services 2.1 3.6 9.1 5.5 4.3 
Imports of goods and services 3.4 10.2 4.6 8.2 7.3 

GDP (Production Measure) (0.2) 2.5 4.2 3.5 2.6 

Unemployment rate1 7.2 7.0 6.2 5.5 5.8 
90-day rate2 4.5 5.5 7.3 8.0 7.5 
TWI2 57.6 56.5 58.4 60.4 62.5 
CPIX3 1.0 2.7 2.1 2.3 1.8 
Current account balance (% GDP) (5.8) (7.7) (5.6) (4.5) (5.0)
Nominal GDP 
(Expenditure Measure) 0.6 4.6 6.3 6.4 4.6 

Sources: Statistics New Zealand, Telerate, The Treasury   

 
Notes: 1 Percentage of labour force, March quarter, seasonally adjusted. 

2 Average for March quarter. 
3 Annual percent change. 

 
The external sector initially benefits from the stronger world environment.  The terms of 
trade strengthen, through higher export prices, and growth in export volumes improves.  
However, the tightening in monetary policy results in a significant lift in the exchange rate.  
This lift in the exchange rate acts to dampen the external sector over the final part of the 
projection period. 
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Figure 3.1 – Real GDP growth 
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Figure 3.2 – Current account  
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Stronger terms of trade bolster 
domestic incomes and household 
spending rises.  In addition, increasing 
production results in more 
employment, further boosting 
households’ spending, and 
unemployment falls to under 6%.  
Firms become increasingly confident 
with the favourable international and 
domestic trading environment.  
Investment spending plans are quickly 
put into place.  Eventually, however, 
rising short-term interest rates impinge 
upon firms’ and households’ spending. 

Inflationary pressures start to rise with the economy hitting capacity quite quickly.  The 
labour market tightens and growth in unit labour costs intensifies.  Firms’ margins expand.  
Inflation remains above the 2% mark for most of the projection period.  By the end of the 
period, tighter monetary conditions see inflation heading towards the middle of the 
Reserve Bank’s target range. 

Improving export volumes and the stronger terms of trade result in a sustained 
improvement in the current account deficit.  By March 2002 the current account deficit 
stands at 4½% of GDP.  However, it widens a little in the final year, as the projected lift in 
the exchange rate starts to take its toll. 

Under these assumptions the nominal economy is around $2.8 billion higher by 2003 than 
in the Central Forecast.  Of this, around $800 million is due to stronger activity, with the 
rest due to higher inflation. 

Weaker World and Household Sector 

This scenario assumes that near-term 
growth is more modest following the 
contraction in the June quarter.  On 
top of this, the scenario assumes a 
weakening in the world economy, 
possibly as a result of a significant 
downward correction in the US stock 
market.  In addition, the weaker 
economic environment forces 
households to reassess their spending 
habits in light of their debt levels. 

The near-term sees domestic 
confidence weakening.  Growth in consumer spending is modest, while the labour market 
weakens in line with slow production growth.  In addition, the rebound from the drought is 
smaller than expected, and agricultural exports reflect this accordingly.  Growth comes in 
at under 2% for the March 2000 year. 

 



RISKS AND SCENARIOS 

   B.16   ⎟    63 

Figure 3.3 – Nominal GDP 
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Table 3.3 – Weaker World and Household Sector 

 1998/99 1999/2000 2000/01 2001/02 2002/03 
(Annual average % change, Actual Forecast Projection Projection Projection 
March years)      
Private consumption 1.3 1.5 1.9 2.5 3.0 
Business investment 8.0 9.8 2.3 10.5 14.2 
Gross national expenditure (0.3) 5.3 0.6 3.6 5.0 

      
Exports of goods and services 2.1 3.1 5.7 2.9 4.6 
Imports of goods and services 3.4 9.6 1.1 5.4 8.6 

      
GDP (Production Measure) (0.2) 1.8 2.1 2.7 3.5 

      
Unemployment rate1 7.2 7.2 7.0 6.6 6.3 
90-day rate2 4.5 4.8 4.8 5.8 5.8 
TWI2 57.6 56.0 56.0 57.1 58.3 
CPIX3 1.0 2.6 1.0 1.2 1.4 
Current account balance (% GDP) (5.8) (8.5) (7.7) (8.1) (7.3)
Nominal GDP  
(Expenditure Measure) 0.6 3.6 3.4 4.0 5.0 

Sources: Statistics New Zealand, Telerate, The Treasury 
Notes: 1 Percentage of labour force, March quarter, seasonally adjusted. 

2 Average for March quarter. 
3 Annual percent change. 

 
The conjunction of adverse events results in modest growth of just over 2% in the March 
2001 year.  Initially, slower world growth hampers the export sector.  Growth in export 
volumes slows and the terms of trade remain under pressure, through lower export prices. 

With the lower terms of trade and slackening labour market, households cut back 
spending growth under the pressure of their debt levels.  Firms scale down their 
investment plans in the face of the difficult trading environment. 

Significant spare capacity continues in the first half of the projection period, allowing 
monetary policy to remain stimulatory for longer.  The extended period of low interest 
rates ultimately provides some respite for the domestic sector.  Consumption and 
investment lift over the final part of the forecast horizon. 

At the same time, the rebound in the 
international economy provides some 
relief for the export sector.  Growth in 
export volumes rises and the terms of 
trade recover somewhat.  These 
events see economic activity gather 
pace over the final two years of the 
forecast horizon. 

Price pressures are more subdued in 
this environment of spare capacity.  
After the impact of the oil price rise 
has washed through, inflation remains 
below the middle of the Reserve Bank’s target range for the remainder of the projection 
period. 
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The current account widens with the weaker world environment.  The weak terms of trade 
performance and sluggish export volume growth see the current account sit at around the 
7-8% mark all the way through the forecast period.  Weak import growth prevents, to 
some extent, further widening in the current account deficit.  However, the strengthening 
in export growth and a rise in the terms of trade result in a modest improvement in the 
current account deficit in the March 2003 year. 

The combination of sluggish growth in activity and weak price pressures results in a 
markedly lower nominal economy relative to that anticipated in the Central Forecast.  By 
the March 2003 year, nominal GDP is around $3.9 billion lower than in the Central 
Forecast.  Of this around $1.8 billion results from lower activity, with lower inflation 
accounting for the remainder. 

Fiscal Scenarios 

As discussed in Chapter 2, Fiscal Outlook, economic and non-economic outcomes 
influence the fiscal position.  The main economic influences are: 

• GDP - Nominal GDP is the main driver of tax revenue.   

• Interest rates – Higher interest rates will increase revenue received from interest 
income (Resident Withholding Tax) and increase finance costs paid on Government 
borrowing.  Changes in interest rates also affect the valuation of the GSF and ARCIC 
liabilities.  These valuation changes flow through the operating balance. 

• Unemployment rate – An increase in the unemployment rate will increase the number 
of unemployment beneficiaries and therefore unemployment spending.  Supplementary 
benefits, such as the accommodation supplement, are also likely to increase. 

• CPI inflation – Most benefits are indexed to CPI movements, including New Zealand 
Superannuation (subject to hitting the 60% wage floor, after which it will become wage 
indexed), the Community Wage and the Domestic Purposes Benefit. 

Table 3.4 shows the effect of the two different sets of economic outcomes, as described in 
the section above, on the operating balance and net debt.  No changes in the valuation of 
the ACC and GSF liabilities have been modelled. 
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Figure 3.4 – Operating balance 
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Table 3.4 – Alternative Scenarios: Operating Balance and Net Crown Debt 

Source: The Treasury 

 

Under the Stronger World Economy scenario, the operating balance is around 
$200 million stronger than the Central Forecast in 1999/2000 and $300 million stronger in 
2000/01 reflecting: 

• small increases in nominal 
economic growth which increases 
tax revenue 

• finance cost savings as higher 
cash-flows allow added debt 
repayment 

These influences are partly offset by: 

• higher interest rates which increase 
finance costs. 

The savings from a lower 
unemployment rate largely offset the cost of higher CPI inflation on benefits.  The higher 
CPI inflation forecast is likely to lead to additional pressure on other areas of government 
spending.  However, this effect is not modelled as any pressure would need to be met 
from the provision for future initiatives (see page 44, Chapter 2, Fiscal Outlook). 

In 2001/02 and 2002/03 the operating surplus is around $700 million stronger, as growth 
in the nominal GDP outweighs the effect of higher interest rates.   

Under the Weaker World and Household Sector scenario the operating balance is 
$200 million weaker than under the Central Forecast in 1999/2000.  The effect of a 
smaller nominal economy is partly offset by the effect of lower interest rates.  In 2000/01 
and beyond the operating balance is between $900 million and $1.3 billion lower than the 

$ billion June years 1999 2000 2001 2002 2003

Operating Balance
Central Forecast 1.8 0.0 0.8 1.7 2.3
Stronger World Economy 1.8 0.2 1.1 2.4 3.0
Weaker World and Household Sector 1.8 (0.2) (0.1) 0.3 1.3

Net Debt
Central Forecast 21.7 23.3 23.7 22.9 21.5
Stronger World Economy 21.7 23.2 23.1 21.6 19.6
Weaker World and Household Sector 21.7 23.5 24.7 25.2 24.9

% GDP June years
Operating Balance
Central Forecast 1.8 0.0 0.7 1.4 1.9
Stronger World Economy 1.8 0.2 1.0 2.0 2.5
Weaker World and Household Sector 1.8 (0.2) (0.1) 0.3 1.1

Net Debt
Central Forecast 21.8 22.4 21.5 19.8 17.8
Stronger World Economy 21.8 22.1 20.7 18.3 15.9
Weaker World and Household Sector 21.8 22.8 23.2 22.7 21.3
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Figure 3.5 – Net debt 
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Central Forecast.  Lower tax revenue and higher unemployment costs reflect the 
cumulative effect of the weaker world environment and a constrained household sector. 

The changes in the operating balance 
have a cumulative effect on net debt.  
Compared to the Central Forecast net 
debt is lower in 2002/03 in the 
Stronger World Economy scenario by 
around 1.9% of GDP and higher by 
around 3.5% of GDP in the Weaker 
World and Household Sector scenario. 

Fiscal Sensitivities 

The scenarios above indicate the 
sensitivity of the forecasts to alternative economic scenarios.  The table below provides 
some general ‘rules of thumb’ of the sensitivities of the fiscal position to changes in 
specific variables. 

Table 3.5 – Sensitivity Analysis 

 

 

 

 

 

 

 

 

 

 
Source:  The Treasury 
 

($ million) 1999/2000 2000/01 2001/02 2002/03

1% higher nominal GDP growth per annum
Revenue 340            700            1,110         1,560         
Expenses (debt servicing) 10              50              110            200            
Impact on the operating balance 350            750            1,220         1,760         

Wages and salaries 140            280            450            630            
Taxable business profits 60              140            240            350            

One percentage point lower interest rates
Revenue (40)             (40)             (50)             (60)             
Expenses 50              130            170            210            
Impact on the operating balance 10              90              120            150            

One percentage point lower real interest rates
ACC liability (SOE and Crown entity surpluses) 500            -             -             -             
GSF liability (expenses) 1,600         -             -             -             
Impact on the operating balance 2,100         -             -             -             

Revenue impact of a 1% increase in the growth rate 
of:
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The different sensitivities of the ACC and GSF liabilities reflects the different properties of 
the liabilities especially the magnitude and timing of the expected cash-flows.  These 
differences are highlighted in the table below. 

Table 3.6 – Comparison of ACC and GSF liabilities 

 
Source:  The Treasury 
 

 

Total liability 
($ billion)

Net liability 
($ billion)

Expected years of 
payment

ACC 6.8 4.4 up to 15
GSF 12.0 8.5 up to 70


