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Economic Outlook 

Overview 

 Economic activity expanded at a solid pace in the year to June 2014, growing 3.5%, and 
is expected to grow at a similar pace in the next two years underpinned by domestic 
demand. The key drivers are residential construction, business investment and 
population growth. 

 As the impulse from these factors fades, and monetary policy normalises in response to 
rising inflation, real GDP growth is expected to moderate over the latter half of the 
forecast period. Fiscal spending is expected to decline as a share of GDP and to restrain 
the rate of growth in domestic demand. The NZ dollar has declined only slightly from its 
peaks earlier in the year and will remain a constraint on export growth for the next couple 
of years, which is reflected in a sustained deterioration in the current account.   

 Economic growth amongst our main trading partners remains positive but uneven. The 
outlook has strengthened for the US and the UK, and activity in Australia is expected to 
pick up towards trend growth. The outlook for Japan and the euro area is weak, while 
growth in China and some other Asian economies is forecast to slow over the medium 
term. Forecasts for growth have been revised down slightly. 

 In contrast to the real GDP outlook for the New Zealand economy, lower-than-expected 
domestic inflation and weaker international commodity prices result in a materially 
weaker forecast for nominal GDP over the medium term.  

 Prices of dairy exports have continued to fall in the second half of the year but are 
expected to begin recovering in 2015. Consequently, the terms of trade are expected to 
decline further in the near term before recovering to above-average levels. Risks to this 
forecast are weighted towards weaker prices, and the impacts of this are outlined in 
scenario one of the Risks and Scenarios chapter.  

 The economy has more spare capacity than previously expected and inflationary 
pressures have been more subdued than anticipated, in part owing to faster-than-
expected labour force growth.  However, the forecast pace of expansion remains above 
our estimate of trend growth and spare capacity is expected to diminish.  As it does so, 
there will be increasing pressure on prices to increase.  Estimates of potential growth are 
inherently uncertain and the impacts of even higher potential growth are described in 
scenario two of the Risks and Scenarios chapter. 
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Table 1.1 – Economic forecasts1 

(Annual average % change, 2014 2015 2016 2017 2018 2019

March years) Actual Forecast Forecast Forecast Forecast Forecast

Private consumption 3.3 3.6 3.4 3.1 1.7 1.6

Public consumption 1.7 1.6 -0.5 0.1 2.8 2.5

Total consumption 3.0 3.2 2.6 2.5 2.0 1.8

Residential investment 17.0 15.3 12.2 4.5 0.9 -2.6

Market investment 8.8 6.2 7.1 6.7 4.4 2.9

Non-market investment -2.6 -2.0 5.1 2.4 2.4 2.4

Total investment 10.6 8.2 8.4 6.5 3.9 2.0

Stock change2 0.3 0.5 -0.8 -0.1 -0.1 0.1

Gross national expenditure 4.7 4.9 3.3 3.4 2.4 1.9

Exports 0.3 0.5 1.8 3.5 3.1 2.5

Imports 8.0 5.9 1.7 5.0 3.2 1.7

GDP (expenditure measure) 2.5 3.3 3.4 2.8 2.3 2.1

GDP (production measure) 3.2 3.5 3.4 2.8 2.3 2.2

Real GDP per capita 2.2 1.9 1.8 1.7 1.3 1.3

Nominal GDP (expenditure measure) 6.7 3.0 4.9 5.7 4.1 3.6

GDP deflator 4.1 -0.2 1.5 2.8 1.8 1.5

Potential GDP 2.3 2.7 2.9 2.9 2.5 2.3

Output gap (% deviation, March quarter)3 -0.1 0.3 0.7 0.4 0.3 0.0

Employment 2.5 2.9 1.7 1.6 1.3 1.1

Unemployment rate4 6.0 5.4 5.1 4.7 4.5 4.5

Participation rate5 69.2 68.9 68.7 68.8 68.8 68.8

Nominal wages6 2.5 2.8 2.8 3.1 3.3 3.5

CPI inflation7 1.5 1.3 2.0 2.1 2.0 2.0

Terms of trade8 13.5 -3.9 -3.6 3.7 0.5 0.4

House prices9 8.0 5.4 3.9 2.5 2.3 2.0

Current account balance

  $billions -6.0 -12.4 -15.2 -14.8 -15.4 -16.4

  % of GDP -2.7 -5.3 -6.2 -5.8 -5.7 -5.9

Net international investment position

  % of GDP -67.0 -68.9 -71.9 -73.8 -76.6 -79.8

TWI10 78.7 76.5 76.5 76.6 75.6 73.6

90-day bank bill rate10 3.0 3.7 3.9 4.4 4.8 5.2

10-year bond rate10 4.6 4.0 4.2 4.7 5.0 5.1  

Notes: 1 Forecasts finalised 10 November 2014 

2 Contribution to GDP growth 

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

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

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

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

7 Annual percentage change 

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

9 Quotable Value New Zealand (QVNZ) House Price Index, annual percentage change 

10 Average for the March quarter 

Longer time series for these variables are provided on page 136. 
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Recent Developments and Near-term Outlook 

Economic activity has continued to expand at a solid pace... 

The pace of economic expansion has 
continued to strengthen owing to strong 
domestic demand. Rapid population 
growth, increases in income, and strong 
investment growth are expected to 
continue, supporting the domestic 
impulse underpinning growth in the near 
term. 

The June quarter GDP outturn was in line 
with the Pre-election Update and the 
outlook remains broadly unchanged in 
real terms. Real production GDP 
increased 0.7% in the June quarter, 
easing from an above-1% pace in the three preceding quarters. In the year ended June 2014, 
GDP grew 3.5%, owing to broad-based strength across most industries (Figure 1.1). Amongst 
the expenditure components, real private consumption rebounded from a flat quarter in March, 
up 1.2%, led by higher expenditure on services and durables.  

...with momentum expected to continue in the near term 

Annual average growth in real GDP is forecast to remain similar to recent quarters at around 
3.5% for the remainder of 2014. Real private consumption of goods and services provides the 
largest contribution to near-term GDP growth as population and income growth remain strong, 
followed by residential and business investment. Indicators and outturns for real consumer 
spending and housing investment suggest a slightly slower pace of growth relative to the  
Pre-election Update but still solid, in line with elevated business and consumer confidence. 

Business investment growth is strong... 

Business investment increased 3.9% in the June quarter to be 10.4% higher in the year 
ended June 2014. Business confidence and activity surveys point to solid, albeit slowing, 
growth over the year ahead. In coming quarters, investment will be supported by the 
rebuild in Canterbury, the high value of 
the NZ dollar and relatively low interest 
rates, making imported capital goods 
cheaper and investment more 
profitable.  

...while private consumption and 
residential investment are forecast 
to increase further 

Likewise, consumer confidence remains 
elevated, despite easing over the 
September quarter, pointing to ongoing 
robust private consumption growth 
(Figure 1.2). Rapid population growth 
from net migration inflows and 

Figure 1.1 – Real GDP growth 

-4

-2

0

2

4

6

8

Mar-00 Mar-02 Mar-04 Mar-06 Mar-08 Mar-10 Mar-12 Mar-14 Mar-16 Mar-18
Quarterly

Pre-election Update Half Year Update

Annual average % change

Forecast

Sources:  Statistics New Zealand, the Treasury 

Figure 1.2 – Consumer confidence and private 
consumption 
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increasing aggregate income as employment expands further will continue to support growth 
in the near term. Recent indicators of retail spending reinforce the expectation of annual real 
private consumption growth accelerating to around 3.5% in the second half of 2014.  

Residential investment is at an historically high level, supported by strong demand in 
Auckland and Canterbury. Recent data on dwelling consents point to slower momentum 
over the second half of 2014, with the growth from the Canterbury rebuild more muted 
than a year ago. A shortage of housing in Auckland owing to under-building in recent 
years will continue to contribute to residential investment growth for some time.  

Strong labour demand led to a further decline in unemployment... 

The demand for labour grew strongly in the year to September, with the number of people 
employed increasing by 72,000 (3.2%). The increase in jobs was evident across most 
industries. Labour supply has also expanded rapidly over the past year with the working-
age population increasing by 63,000 (1.8%). The elevated net inflow of working-age 
migrants accounts for much of this increase, contributing 1.2 percentage points to 
working-age population growth in the September year. 

The net inflow of migrants in the October year rose to a record 47,700, an increase of 
30,200 from the year before. The increase from the previous year has been driven by a fall 
in the departures of New Zealand citizens to Australia (down 13,300) while the increase in 
the arrival of non-New Zealand citizens was also a significant contributor (up 12,300).  

In addition, the proportion of the 
working-age population participating in 
the labour force has been rising, lifting 
0.4 percentage points to 69.0% from a 
year ago. The expansion in labour 
supply has been more than absorbed 
by strong employment growth, 
resulting in a further reduction in spare 
capacity in the labour market (Figure 
1.3). This is reflected in the 
unemployment rate declining 0.7 
percentage points from the September 
quarter last year to 5.4%, maintaining 
the downward trend observed over the 
past two years. Employment growth is 
forecast to ease slightly, but remain at a moderate rate in coming quarters, which is 
expected to keep the unemployment rate steady.  

...and increases in labour incomes continue to support growth in real consumption... 

While spare capacity in the labour market has narrowed, annual growth in average hourly 
earnings for the private sector remained broadly steady at 2.9% in the September quarter. 
On the other hand, growth in average hourly earnings for the public sector continues to be 
low at 1.0%, reflecting fiscal restraint. Average hourly ordinary-time earnings for all sectors 
rose 2.3% annually. Growth in average hourly earnings has been accompanied by growth in 
hours paid (up 2.6%), resulting in gross weekly earnings increasing 5.0% from a year ago.  

Modest CPI inflation of 1.0% in the September year suggests solid real labour income 
growth which supports the near-term outlook for increased real consumption growth. 
Wage growth is expected to increase as reduced spare capacity bids up wages.  

Figure 1.3 – Employment and labour force 
growth and the unemployment rate 
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However, strong growth in labour supply from net migration, low inflation and continuing 
public sector wage restraint suggest wage growth is likely to remain moderate. Annual 
growth in average hourly wages is forecast to increase to 2.8% by the March 2015 quarter 
from 2.3% in the September 2014 quarter. 

...while activity in the housing market has moderated 

The turnover of existing houses has 
eased from late last year, in part owing 
to the introduction of loan-to-value 
restrictions and a rise in the OCR of 
100 basis points between March and 
July 2014. Annual growth in house 
prices slowed from just less than 10% 
in late 2013 to 3.9% in October 2014 
(Figure 1.4), while house sales in the 
three months to October were down 
10.2% on last year. The contribution of 
net migrant inflows to housing demand 
to date appears to have been weaker 
than in previous migration cycles. This 
may reflect the composition of the net 
inflows with the increase in arrivals over the past year dominated by students and 
temporary workers who together accounted for around two-thirds of the increase. These 
categories of migrants typically rent accommodation and are therefore less likely to add to 
the demand for owner-occupied housing relative to migrants arriving on residency visas. 

Despite the moderation in national house prices over the first half of 2014, annual house 
price inflation remained high in Auckland and Canterbury at 9.8% and 9.1% respectively in 
October and national house sales have increased since the middle of this year. Low 
funding costs and an ample supply of deposits in New Zealand are allowing banks to keep 
fixed mortgage rates at historically low levels, supporting housing demand. Low fixed-term 
mortgage rates, combined with elevated net migrant inflows, are expected to result in 
house price inflation increasing to around 5% in coming quarters. 

Trading partner growth remains uneven... 

The outlook for trading partner growth remains positive in the December 2014 year at 3.7% 
but is uneven with strong growth in the US and the UK but weaker growth in Japan and the 
euro area, while Australia’s growth has fallen below trend on a quarterly basis.  The US 
economy continues to recover as economic growth rebounded strongly in the middle of 
2014 from the weather-affected March quarter. On the other hand, growth in China eased in 
the September quarter, partly reflecting the slowdown in the housing market. Inflation is also 
subdued in most developed economies, particularly in the euro area and in Japan where 
demand has been weak, prompting further monetary policy easing.  

Figure 1.4 – House sales and house price 
growth 
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...and the outlook for the terms of trade has weakened... 

The terms of trade for goods and services on a SNA basis declined 2.1% in the June 
quarter from their peak but remained 9.7% higher than a year ago.1 This fall was driven by 
a 3.6% decline in export prices in the June quarter, with the fall broad-based across most 
commodities, while import prices fell 1.5%. A further fall in the terms of trade is expected 
in the September quarter. 

The price for dairy products has continued to fall rapidly since February of this year and the 
outlook over the next few months remains weak. Price falls at the GlobalDairyTrade (GDT) 
auction accelerated from early August, when Russia imposed an import ban, with average 
auction prices falling 17% since then. Overall, dairy prices at the auction at the beginning of 
December were around 50% below their February peak but are expected to begin recovering 
over 2015, although downside risks remain to this forecast. Although the direct effects of lower 
dairy prices have been limited to date, export revenues are expected to decline significantly in 
coming quarters, resulting in reduced spending in the dairy sector and the rural economy more 
generally. For further detail on dairy price developments, see the box on page 13. 

Forestry prices have also declined as demand from China has fallen with slower growth in 
housing construction, manufacturing and exports. The declines in dairy and forestry export 
prices have been partly offset by 
higher meat export prices, owing to 
additional demand from China and 
constrained beef supply in the US. 
International crude oil prices have also 
fallen significantly. The average Brent 
crude oil price in the two months to 
November was down 17% from the 
September quarter, reflecting an 
easing in global demand and 
increased production in the Middle 
East and the US. Lower oil import 
prices should contribute to less 
inflation in the December quarter 
through reduced petrol prices which 
will benefit consumers and provide some offset to the negative income effects of lower 
dairy prices. 

Given recent developments in dairy auction prices, the merchandise terms of trade are 
expected to decline further than forecast in the Pre-election Update. The decline in market 
prices since the March 2014 quarter is expected to result in a 15% fall in the merchandise 
terms of trade in the year to March 2015 (Figure 1.5).  

                                                 

1  The terms of trade are the ratio of New Zealand’s export prices to import prices and reflect the quantity of 
imports the economy can buy for a unit of exports (ie, an increase in the terms of trade indicates an 
increase in purchasing power as well as increased income for the economy). 

Figure 1.5 – Goods terms of trade (SNA) 
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Dairy export prices and the New Zealand economy 

The dairy industry is New Zealand’s largest goods exporter and plays a key role in the 

economy. Increased global supply of milk, coupled with relatively muted demand for milk and 

dairy products, has seen average dairy prices fall around 50% since the start of the year. 

These price falls are beginning to flow through to farm incomes and the New Zealand 

economy through their impact on export prices and the terms of trade. This impact will 

become more prevalent in coming quarters. 

Dairy prices have fallen from historic highs this year 

For most of 2013 and into early 2014, GDT auction prices remained at or near historical 

highs on the back of drought in New Zealand in early 2013 and strong Chinese demand 

(Figure 1.6). The GDT auction prices set the reference price for Oceania dairy products and 

approximately one-third of Fonterra’s production is sold via the auction. 

Figure 1.6 – GDT prices and SNA 
dairy prices index 
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Figure 1.7 – Dairy production and 
export values 
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Prices began to fall in February as increased supply from New Zealand and other producers 

was met with weak demand, particularly from China where inventories had built up. Whole 

milk powder (WMP) prices, which are the most important for New Zealand, were at their 

lowest level since July 2009 in early December, having fallen around 55% since February.   

The falls have continued since the Pre-election Update 

Further risks to dairy prices were noted in scenario one (which also incorporated other risks) 

in the Risks and Scenarios chapter of the Pre-election Update. The market fell further and 

faster than anticipated in the central forecast with dairy outcomes close to scenario one. The 

introduction of an import ban by Russia was a notable new development, driving dairy prices 

lower, while the drop in demand from China following the build-up in inventories showed 

demand may have been over-estimated previously by the Treasury and other commentators.  

Since the Pre-election Update’s forecasts were finalised in July, the GDT index has fallen a 

further 24%, significantly reducing the outlook for dairy farm incomes over 2015. The 

Treasury projects a recovery in dairy prices over the forecast period, with WMP prices 

returning to around $3,500/tonne at GDT auctions by 2016. GDT prices for WMP are 

currently around $2,400/tonne in the December 2014 quarter (Figure 1.6). The run-down of 

inventories and the consequent resumption of demand from China underpin the projection of 

a rebound in dairy auction prices. 
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What does it mean for New Zealand? 

Falling dairy export prices are transmitted directly to the economy by their impact on dairy 

manufacturers and farmers. Dairy manufacturers receive lower revenues from their export 

sales and must pass this reduced revenue on to farmers or cut their profit margins (or most 

likely both).  Fonterra has steadily reduced its farm gate price from last season’s $8.40/kg of 

milk solids to its current forecast of $5.30/kg of milk solids for 2014/15 (although it is 

expected to lower this further in mid-December).   

The reduced dairy payout represents an estimated $4.8 billion reduction in Fonterra farmers’ 

revenues and, assuming similar changes in the smaller dairy companies’ payouts, a 

$5.5 billion reduction in total dairy farmer revenues (about 2.3% of nominal GDP).  In 

practice, the structuring of Fonterra’s payout will partially smooth the impact, with 

approximately $2.4 billion of last season’s high returns being paid out to farmers from July to 

October 2014.   

The reduction in dairy export revenue is also a direct loss of revenue for the economy as a 

whole, although there may be some offsetting factors. While the fall in export revenue, and 

dairy farmers’ incomes, from lower prices represents a significant downgrade in the outlook 

for nominal GDP, activity levels (or real GDP) are largely unaffected, at least in the near term 

(see box Solid real, but lower nominal GDP growth on page 16). Milk production continues to 

grow, although the income received has reduced owing to lower prices (Figure 1.7). 

However, the reduced incomes will eventually translate into lower spending and investment 

throughout the economy. 

In addition, declines in the value of dairy exports will also impact tax revenue, via three 

channels.  Firstly, as profit margins fall, corporate tax revenue from dairy companies and 

farms will fall.  This can have a prolonged impact as losses can be booked against future tax 

years. Secondly, falling incomes will reduce consumption, particularly in rural areas, with a 

flow-on effect to GST revenues.  And finally, farms will be looking to reduce operational and 

capital expenses which will reduce revenues and potentially profits of companies that supply 

the dairy sector, resulting in further reductions in corporate tax revenues, and potentially 

reducing PAYE tax revenues if farm labour is reduced. 

...while the NZ dollar remains high... 

The depreciation in the value of the NZ dollar in the September quarter on the Trade 
Weighted Index (TWI) provided some offset to the decline in exporters’ incomes, although it 
remains high. The NZ dollar is assumed to remain elevated in the near term but is at a lower 
level than in the Pre-election Update. The lower NZ dollar contributes to higher tradables 
inflation and stronger growth in the value of imports than previously expected but also 
results in higher net services exports, chiefly through increased earnings from tourism. 

...and domestic inflation continues to be low 

Low price pressures are also being experienced domestically, partly reflecting the 
persistence of low global inflation. Annual CPI inflation in September 2014 was 1.0%, less 
than the Pre-election Update forecast of 1.2%, owing to lower tradables and non-tradables 
inflation, although it is non-tradables inflation of 2.5% that has been the most surprising. The 
lower-than-expected outturns recently for non-tradables inflation suggest that the reduction 
in spare capacity may have been more gradual than previously expected.  
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High net inflows of working-age migrants, elevated labour force participation and high rates 
of investment may be contributing to faster growth in the productive capacity of the 
economy and consequently to more subdued inflation. Lower-than-expected domestic 
inflation has led the Reserve Bank to undertake a period of further assessment before 
considering further policy tightening. As a result, short-term interest rates are forecast to 
remain at around current levels until late 2015. The factors behind the persistently lower 
inflation are discussed further in the Risks and Scenarios chapter, with an alternative 
scenario based on higher potential growth. 

The weaker terms of trade combined with muted domestic inflation result in slower 
nominal GDP growth 

The decline in the terms of trade, owing to a fall in goods export prices, contributed to a 
0.7% quarterly fall in nominal GDP (GDP in current prices), taking growth to 7.8% in the 
year to June 2014, less than 8.5% expected in the Pre-election Update. Low domestic 
inflation and large falls in dairy prices are expected to contribute to further price weakness 
across the economy in the near term. As a result, growth in nominal expenditure on goods 
and services and in farm incomes is weaker than previously forecast (see box on page 16 
for further detail on nominal GDP developments). Consequently, the near-term outlook for 
nominal GDP has been revised down with growth in the year to June 2015 of 2.1% forecast, 
1.8 percentage points lower than in the Pre-election Update. The reduction in nominal GDP 
contributes to lower growth in tax revenue for the current year (see Fiscal Outlook chapter). 

The current account deficit is forecast to widen in coming quarters  

The record high prices achieved for dairy exports in 2013 and early 2014 continued to be 
reflected in the current account deficit which narrowed further in the year to June 2014 to 
2.6% of GDP from 3.7% a year ago, as the goods surplus remained high. The external 
surplus on goods is expected to fall in coming quarters as recent declines in dairy export 
prices flow through to weaker export values. At the same time, the value of imports remains 
supported by growth in business investment, the Canterbury rebuild and private 
consumption spending. Accordingly, the annual current account deficit is forecast to widen 
to 5.3% of GDP in March 2015 from 2.6% in mid-2014. 
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Solid real, but slower nominal GDP growth 

What is nominal GDP? 

The main headline measure of economic activity is real GDP.  Real GDP measures the 

output of the economy in the prices of a base period.  Real GDP is sometimes referred to as 

“constant price” GDP, as opposed to “nominal” or “current price” GDP which records the 

value of output in the prices prevailing at the time. 

Nominal GDP generally grows faster than real GDP as prices trend up over time.  This has 

been the case over most of the past 25 years in New Zealand when annual growth in real GDP 

averaged 2.6%, while annual growth in nominal GDP averaged 4.9%, implying that the price 

level in the economy as a whole increased by an average of 2.2% per year (Figure 1.8). 

The prices of all components of economic activity contribute to this difference between real 

and nominal GDP:  the prices of goods and services consumed by households, investment 

goods including housing, and government goods and services; the ratio of export to import 

prices (known as the terms of trade) is also an important determinant of nominal GDP.   

In the June quarter 2014, however, real expenditure GDP increased 0.5%, but nominal 

expenditure GDP contracted 0.7% as export prices fell 3.6%.  The price of consumption 

goods and services increased only 0.2% in the quarter, similar to the CPI which increased 

0.3%.  Overall, prices in the economy declined 1.1% in the June quarter 2014. 

Why is nominal GDP growing more slowly? 

The drop in export prices in the June quarter was chiefly the result of falls in dairy and 

forestry prices as demand from China declined and other factors impacted on global dairy 

prices (see the box Dairy export prices and the New Zealand economy on page 13).  Dairy 

auction prices have been falling since earlier in the year and recent falls will be reflected in 

subsequent quarters’ export values. 

Import prices have also been falling as a result of low inflation internationally.  Subdued 

global inflation stems from weak demand in some economies (Japan and the euro area), and 

continuing spare capacity in others despite stronger growth (the US and the UK).  Inflation is 

also low in China, reflecting slower economic growth.  Low global inflation, combined with 

the still-high value of the NZ dollar, has carried through to falling prices for internationally 

traded goods and services in New Zealand recently.  Recent falls in oil prices have also 

contributed to weaker inflation. 

The weaker inflation in New Zealand appears to be part of the same global phenomenon of a 

lack of price pressure even where growth is robust, pointing to continuing spare capacity in 

the economy.  In New Zealand’s case, rapid population growth as a result of high net 

migration inflows is adding to the productive capacity of the economy and reducing pricing 

pressures.  In addition, vigorous retail price competition, discounting of consumer durables 

and product enhancements for the same price all result in lower consumer price inflation. 
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Nominal GDP growth revised down since the Pre-election Update 

Price growth in the economy has been weaker than forecast in the Pre-election Update.  The 

fall in the terms of trade in the June quarter was larger and consumer price inflation was less 

than expected in the year to September.  The weaker export, import and consumer prices 

have provided a lower base for the forecasts, and weaker price growth is expected to persist 

in the near term as recent falls in dairy prices are recorded in exports, lower oil prices flow 

through to petrol prices and consumer price inflation remains subdued.  There may be some 

offset from the recent fall in the value of the NZ dollar. 

With weaker inflation, growth in nominal GDP in the year to June 2015 is now forecast to be 

2.1%, down from 3.9% in the Pre-election Update; thereafter nominal GDP growth picks up, 

but over the period to June 2018 nominal GDP is a cumulative $13.2 billion lower than in the 

Pre-election Update (Figure 1.9). This includes data revisions and the lower-than-forecast 

outcome in the June 2014 quarter.  By contrast, real GDP is forecast to be cumulatively 

$2.1 billion higher than in the Pre-election Update over the same period. 

Initially, the terms of trade are expected to make the major contribution to lower nominal 

GDP, but – as export prices are forecast to recover somewhat – the cumulative effect of 

lower consumption price inflation exceeds the impact of the terms of trade on nominal GDP 

later in the forecast period. 

Figure 1.8 – Real and nominal GDP 
growth 

Figure 1.9 – Contributions to change in 
nominal GDP from the Pre-election Update 
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Why is it important? 

Low inflation reduces government tax revenue which is dependent on components of 

nominal GDP, not real GDP.  A lower value of consumption, even if the same quantity of 

goods and services is being consumed, means less GST, slower wage growth means less 

PAYE than otherwise and reduced export receipts mean lower business profits and so less 

corporate tax. 

Low price increases also mean that short-term interest rates are likely to remain lower than 

otherwise as the Reserve Bank postpones increases in the OCR; as a result, RWT on 

interest earnings will be less than otherwise.  In fact, the reduction in RWT from the  

Pre-election Update of $1.4 billion over the four years to June 2018 makes the largest 

negative contribution to the lower core Crown tax revenue forecasts out of a total net 

reduction of $2.4 billion. 
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Medium-term Outlook 

The medium-term outlook for economic activity remains solid... 

The outlook for real economic growth remains positive over the medium term. Annual 
average growth in real GDP in the year to March 2016 is forecast to be similar to the 
previous March year, at 3.4%, before easing to 2.2% in March 2019 (Figure 1.10). 
Relative to the Pre-election Update, growth over the medium term is forecast to be slightly 
higher, reflecting faster population growth from higher migration inflows and greater 
investment owing to lower interest rates. 

Faster labour force growth and higher 
investment also contribute to a 
marginal upward revision to the 
economy’s potential growth rate.2 The 
annual average potential growth rate is 
estimated to increase from 2.4% in the 
June quarter 2014 to a peak of 2.9% in 
mid-2016 before easing to 2.3% by the 
end of the forecast period (Figure 
1.10). The impact of even higher 
potential growth over the forecast 
period is described in scenario two of 
the Risks and Scenarios chapter. 

Despite the slight lift in potential growth, above-trend rates of growth are forecast to result 
in inflation increasing to just above 2.0%, with interest rates forecast to rise to keep 
inflation pressures under control. Rising interest rates, combined with the fading stimulus 
from the Canterbury rebuild and high net migration, contribute to a moderation in GDP 
growth later in the forecast.  A continuing high value of the NZ dollar and fiscal restraint 
also act as headwinds to growth over the forecast period. 

                                                 

2  Potential growth is the rate at which the economy can expand while maintaining stable inflation. It depends 
on how many people are available to work and how many hours they are willing to work (labour); the 
number of buildings, machines and computers (capital); and the efficiency with which they are used 
(productivity). 

Figure 1.10 – Actual and potential GDP growth 
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...as higher net migration boosts population growth... 

Strength in the net inflow of external 
migrants is expected to continue and 
the annual gain is forecast to peak in 
March 2015 at 52,400, with the 
duration of the current cycle now 
assumed to be slightly longer than 
previously forecast (Figure 1.11). 
Departures are expected to increase 
again over 2015 as the Australian 
economy improves, while arrivals 
begin to ease from their record high 
levels.  The change in the profile of 
migration results in an additional 
23,400 people over the forecast period 
compared to the Pre-election Update.  Higher net migration inflows continue to pose an 
upside risk to the outlook for aggregate activity. 

...which supports real private consumption growth 

The growing population supports real private consumption growth over the next few years, 
which is forecast to grow by around 3.5% annually over 2015 and 2016 before returning to 
around 2.0% over the remainder of the forecast period as interest rates increase. The 
outlook for private consumption is reinforced by ongoing growth in real labour incomes 
over the forecast period, supporting the purchasing power of households.  

Residential investment remains a major driver of growth in the economy but will 
peak... 

The level of residential investment is expected to continue increasing before easing 
towards the end of the forecast period with population growth and existing housing 
shortages in Auckland a major driver of activity.  Housing investment in Christchurch 
remains well above the pre-quake average and the high level of activity is likely to be 
sustained for some time, although earthquake-related construction is expected to peak 
over the next year or so.   

The assumptions concerning the rebuilding of Christchurch are unchanged from the  
Pre-election Update.  The total amount of rebuild-related investment is estimated to be 
$40 billion (in 2011 prices), with just over half of this total assumed to take place by mid-
2019.  Most of this investment will be funded by insurance payments and government 
investment.  The residential rebuild will account for the greatest share of reconstruction 
activity over the forecast period, followed by investment in infrastructure and social assets, 
and commercial assets. 

...and business investment expands 

Businesses are also expected to continue to expand their investment as aggregate 
demand in the economy increases and confidence and investment intentions remain 
elevated. Reduced spare capacity in the economy and lower interest rates are expected 
to lead firms to invest more.  Annual average growth in business investment is forecast to 
remain elevated over the next three years at around 7.0% and then decline to 2.5% by the 
end of the forecast period. The level of investment is forecast to increase to nearly 25% of 
GDP, alongside national saving rising to around 19%. 

Figure 1.11 – Annual net external migration 
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Ongoing demand for workers is forecast to result in falling unemployment... 

Demand for labour is expected to 
continue to grow with the expansion in 
the economy. Growth in the working-
age population will continue to be 
boosted by higher net migration and 
the proportion of the working-age 
population participating in the labour 
market is forecast to stabilise at a high 
level.  As a result, the unemployment 
rate is forecast to fall to around 4.5% 
by 2019 (Figure 1.12). 

...leading to an increase in wage 
growth 

As spare capacity in the labour market is further reduced, firms will increasingly bid up 
wages to attract workers. Ordinary-time hourly earnings are expected to rise by around 
3.1% annually on average from 2015 onwards. Moderate employment growth, combined 
with rising wage growth, will increase total compensation of employees by more than 4% 
on an annual basis throughout most of the forecast period. 

The Government will continue exercising spending restraint 

Fiscal policy is forecast to exert a mild constraining influence on demand over the forecast 
period as a whole. Operating balances are forecast to increase through time but at a 
slower pace than forecast in the Pre-election Update over the next two years. Growth in 
government consumption increases from 2017 onwards as Budget operating allowances 
are increased. As outlined in the Fiscal Outlook chapter, operating allowances have been 
added to expenditure as a working assumption, but in practice are available for a 
combination of expenditure and revenue initiatives. 

Inflationary pressures will increase, but to a lesser extent than previously 
envisaged... 

It is estimated that actual output was around its potential level in the June 2014 quarter 
and continues to be initially in the forecast period before exceeding the economy’s 
sustainable or non-inflationary level by around 0.6% in the second half of 2015. The 
upward revision to potential GDP allows the economy to sustain a slightly higher level of 
activity than previously forecast without exacerbating inflationary pressures.  

Figure 1.12 – Participation and unemployment 
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As actual output is expected to exceed 
the economy’s level of potential 
output, non-tradables inflation is 
forecast to rise to around 3.7% in the 
second half of 2016 from 2.5% 
currently (Figure 1.13). However, 
given the upward revision to the 
economy’s potential output over the 
forecast period, non-tradables inflation 
is expected to be lower than in the 
Pre-election Update over much of the 
forecast period. Tradables inflation is 
forecast to rise to 0.9% by the end of 
2015 as recent falls in the NZ dollar pass through to tradable goods prices, but continue to 
offset the higher non-tradables inflation.  Annual inflation is forecast to peak in the second 
half of 2016 at 2.2% and will remain close to the mid-point of the Reserve Bank’s target 
band through to the end of the forecast period.  

...and interest rates will gradually rise 

Ninety-day interest rates are assumed to remain at 3.7% until late 2015 owing to weaker-
than-expected inflation. Short-term interest rates subsequently rise to 5.2% by the end of 
the forecast period. Higher interest rates will moderate growth in private consumption and 
investment apart from the Christchurch rebuild, so that growth in the economy eases and 
inflationary pressures are reduced.  Longer-term interest rates are expected to increase 
gradually in line with international rates.  

Trading partner growth remains positive led by recovery in the US and the UK... 

Growth amongst advanced economies is expected to recover over the next two years, 
driven by the recovery in the US and UK labour markets which will support their household 
income and spending. Activity in Australia is expected to pick up towards trend growth while 
growth in China and some other emerging Asian economies is expected to slow over the 
forecast period. The outlook for Japan and the euro area is weak and has been revised 
down, resulting in slighter weaker trading partner growth than in the Pre-election Update 
(Table 1.2). On average, interest rates in major advanced economies are expected to stay 
low for some time, maintaining upward pressure on the NZ dollar while keeping 10-year 
bond rates low. Risks remain to the outlook for the world economy, especially for the euro 
area and China, and they are discussed further in the Risks and Scenarios chapter. 

Figure 1.13 – CPI inflation 
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Table 1.2 – Trading partner growth forecasts 

2013 2014 2015 2016 2017 2018 2019
Actual Forecast Forecast Forecast Forecast Forecast Forecast

Australia 25% 2.3 3.0 2.8 2.9 3.0 3.0 3.0
China 22% 7.7 7.3 7.2 7.0 6.8 6.6 6.5
United States 10% 2.2 2.2 2.9 3.0 2.7 2.6 2.5
Japan 8% 1.5 0.7 0.9 1.0 1.0 1.0 1.0
Euro area 7% -0.4 0.8 1.1 1.4 1.4 1.4 1.4
United Kingdom 4% 1.7 3.0 2.7 2.3 2.0 2.0 2.0
Canada 1% 2.0 2.3 2.5 2.4 2.3 2.2 2.2
Other Asia* 23% 4.0 4.0 4.5 4.6 4.6 4.6 4.6
Trading Partner Growth (TPG) 100% 3.5 3.7 3.9 3.9 3.9 3.9 3.9

TPG - Consensus (Nov 2014) 3.5 3.8 4.0 4.0 4.1 4.0 3.9
TPG - IMF (WEO Oct 2014) 3.5 3.8 4.0 4.0 4.0 3.9 3.9
TPG - The Treasury (2014 Pre-election Update) 3.5 3.8 4.0 4.0 4.1 4.1

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

2014 
weights

 

Sources: IMF, Consensus Forecasts, the Treasury 

...while the terms of trade are expected to stabilise above their historical average... 

The terms of trade have been volatile over history and are forecast to stabilise and then 
recover some of their recent falls to be around 9% higher over the forecast period than 
their average over the past decade. Robust demand from China for dairy and meat 
products over the medium term is expected to support the terms of trade at an elevated 
level. Demand for forestry products is also expected to recover with an increase in 
construction activity in China and residential construction in the US and Australia.  
Demand for New Zealand’s other primary commodities, and for manufactured products, is 
expected to be sustained by the gradual recovery in the world economy. A sustained fall in 
the terms of trade is examined in scenario one of the Risks and Scenarios chapter.  

The NZ dollar is expected to remain high... 

The value of the NZ dollar is assumed to remain close to its current high level on the TWI 
for the first half of the forecast period at around 76.6 and will act as a drag on growth in 
services exports and export receipts more broadly. Monetary policy is expected to remain 
accommodative in Japan and the euro area for a considerable period, providing support 
for NZ dollar assets. This is assumed to offset the currency effects of expected interest 
rate increases by the Federal Reserve in the US. Some depreciation in the NZ dollar is 
assumed to occur from mid-2017 as interest rate rises in major developed markets gather 
pace, reducing the attractiveness of NZ dollar assets.  

...and the value of imports will increase faster than exports... 

With strong growth in private consumption and both residential and business investment 
in the March 2015 year, real gross national expenditure (GNE) is forecast to rise by 4.9%, 
up from 4.7% growth in the March 2014 year. As growth in GNE slows over the rest of the 
forecast period, import volume growth will ease, but import values will increase more 
rapidly later in the forecast period as the value of the NZ dollar falls, despite a downward 
revision to the assumption for world oil prices. Export values are forecast to decline 
initially with the expected fall in commodity prices, although an assumed fall in the value of 
the NZ dollar later in the period will bring an increase in total export values. Export 
volumes are forecast to grow by around 2.5% to 3.5% per year from 2016 onwards as 
production expands in response to renewed international demand and the NZ dollar falls, 
making New Zealand exports more competitive. 
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...resulting in the current account deficit widening before stabilising  

The annual current account deficit is 
expected to widen over the next two 
years as the annual goods balance is 
forecast to become negative as a 
result of the fall in the terms of trade. 
The current account deficit is forecast 
to stabilise at around 6.0% of GDP in 
the final couple of years of the forecast 
period (Figure 1.14) compared with 
6.4% in the Pre-election Update. Net 
international liabilities currently stand 
at 65.3% of GDP, their lowest level 
since the December 2001 quarter, 
although the widening current account deficit sees net international liabilities increase to 
79.8% of GDP by March 2019.  

Overall, price developments will flow through to lower nominal GDP relative to the 
Pre-election Update despite robust activity  

In contrast to the real GDP outlook, 
lower-than-expected domestic inflation 
and weaker international commodity 
prices have resulted in a materially 
weaker forecast for nominal GDP over 
the medium term (Figure 1.15).  While 
the cumulative volume of goods and 
services produced over the next four 
years is slightly higher than previously 
forecast, weaker prices mean that the 
value of that output is lower. The 
cumulative amount of nominal GDP in 
the period to June 2018 is forecast to 
be approximately $13.2 billion (1.1%) lower than in the Pre-election Update, with the 
downward revision most pronounced in the 2015 and 2016 June years. 

The downward revision to nominal GDP and its components negatively impacts the 
forecasts for tax revenue. This has occurred through a reduction in GST revenue owing to 
lower forecasts for nominal private consumption and residential investment. The reduction 
in the dairy payout also contributes to a lower outlook for entrepreneurial income and 
operating surplus. Lower short-term interest rates as a result of downwardly-revised 
inflation contribute to a decline in RWT revenue on interest earnings. 

Figure 1.14 – Current account 
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Figure 1.15 – Nominal GDP growth 
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Economic forecast assumptions 

• Net permanent and long-term migration inflows rose to 45,600 in the year ended 

September 2014. Net migrant inflows are forecast to rise to 52,400 in the March 2015 

year before returning to the long-run assumption of 12,000 per year in June 2017. 

• The annual average potential growth rate is estimated to increase from 2.4% in the June 

quarter 2014 to a peak of 2.9% before declining to 2.3% by the end of the forecast period. 

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

4.5% by the end of the forecast period. 

• Average hours worked per week are estimated to decline from their current level of 33.5 

to 33.2.   

• Economy-wide labour productivity growth is estimated to average 1.3% per year between 

the years ending March 2015 and March 2019.  

• Investment associated with the rebuild following the Canterbury earthquakes is assumed 

to be around $40 billion in 2011 prices (rounded to the nearest $5 billion), spread across 

residential property ($18 billion), commercial property ($9 billion) and infrastructure and 

social assets ($11 billion). Just over half of the total is forecast to be undertaken within 

the forecast period to June 2019. 

• West Texas Intermediate (WTI) oil prices are assumed to fall from US$100 per barrel in 

the September 2014 quarter to around US$83 in the March 2019 quarter, in line with oil 

futures prices when forecasts were finalised. 

• Ninety-day interest rates are assumed to increase from 3.7% in the September 2014 

quarter to 5.2% in the June 2019 quarter and 10-year interest rates to rise from 4.3% in 

the September 2014 quarter to 5.2% in the June 2019 quarter. 

• The TWI is assumed to hold at around 76.6 until early 2017, when it will begin to decline 

to 73.0 in the June 2019 quarter. 

• Tobacco excise tax increases add 0.2 percentage points to annual inflation in each of the 

March 2015 and 2016 quarters. 

• Reduced Accident Compensation Corporation (ACC) levy rates will reduce contributions 

by households and employers by about $400 million in the 2014/15 levy year and around 

$480 million in the 2015/16 levy year.  The reduction in ACC vehicle levies is estimated to 

reduce CPI inflation by 0.25 percentage points in the September 2015 quarter. 
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