
 

1 The Terrace 
PO Box 3724  
Wellington 6140 
New Zealand  

tel.  +64-4-472-2733 
 
https://treasury.govt.nz 

Reference: 20190536 
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Dear 
 
Thank you for your Official Information Act request, received on 14 August 2019.  You 
requested the following: 
 

- All parts of the document [Policy Response to an Economic Downturn] 
that are not withheld under the Act, for example (but not limited to) pages 
52-58, which are noted as being outside the scope of my initial request. 

- Also specifically: the executive summary, pages 11-17, pages 42-49, and 
anything in the document on trigger points for policy options. 

 
Information being released 

Please find enclosed the following documents: 
 
Item Date Document Description Decision 

1.  June 2019 Policy Response to an Economic Downturn Release in part 

 
I have decided to release the relevant parts of the document listed above, subject to 
information being withheld under one or more of the following sections of the Official 
Information Act, as applicable: 
• confidential information, under section 9(2)(d) – to avoid prejudice to the 

substantial economic interests of New Zealand, 

• advice still under consideration, section 9(2)(f)(iv) – to maintain the current 
constitutional conventions protecting the confidentiality of advice tendered by 
Ministers and officials, and 

• names and contact details of junior officials and certain sensitive advice, under 
section 9(2)(g)(i) – to maintain the effective conduct of public affairs through the 
free and frank expression of opinions. 

 
In making my decision, I have considered the public interest considerations in section 
9(1) of the Official Information Act.  
 
Please note that this letter (with your personal details removed) and enclosed 
documents may be published on the Treasury website. 

s9(2)(a)
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I would like to note that the document is an internal Treasury document that was 
prepared as part of the Treasury’s ongoing work to prepare for potential future 
economic downturns. Its purpose was to prompt internal feedback and discussion. 
 
As I mentioned in my response to your previous Official Information Act request, the 
Treasury preparing advice on an economic downturn does not reflect any view that 
such a downturn is imminent, or that the risks of one have increased. Preparing 
analysis to support countercyclical policy advice is a core part of the Treasury’s 
economic stewardship role, and forms part of the Treasury’s advice and work 
programme regardless of our view of the economic outlook.  
 
I would also like to note that content included on the monetary policy options was 
sourced from the Reserve Bank’s Bulletin: Aspects of implementing unconventional 
monetary policy in New Zealand, which is publicly available on the Reserve Bank of 
New Zealand’s website through the following link: https://www.rbnz.govt.nz/research-
and-publications/reserve-bank-bulletin/2018/rbb2018-81-04. 
 
This reply addresses the information you requested. You have the right to ask the 
Ombudsman to investigate and review my decision.  
 
Yours sincerely 
 
 
 
 
 
Renee Philip 
Manager, Macroeconomic and Fiscal Policy 
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Executive Summary 

This document provides an overview of the Treasury’s best current understanding of how to 
respond to a future economic downturn. It is intended to provide policymakers with a ready 
source of advice to respond to a downturn, and to identify areas where our preparedness 
could be improved by further work. 

The current low interest rate environment will make the policy response to the next 
downturn challenging…   

The Official Cash Rate (OCR) is currently at a record low of 1.5%. Loosening monetary 
policy through reductions in the OCR is the typical macroeconomic stabilisation tool in New 
Zealand. However, reductions in the OCR sufficient to offset a major shock may not be 
possible without rates falling below zero – interest rates have fallen by between 3 and 6 
percentage points in previous downturns. This suggests that the response will need to make 
use of either fiscal stimulus, or unconventional monetary policy instruments. 

…and any response will need to be tailored to the circumstances of the shock. 

Historical evidence suggests that downturns in New Zealand are typically generated by an 
external shock, but exacerbated by domestic vulnerabilities. The nature of the shock, and 
the channel it is transmitted through, will change the response required. Importantly, the 
experience of the recent Global Financial Crisis should not be over-weighted. Prior 
downturns have had very different impacts and policy responses, and there will be no ‘one 
size fits all’ policy response. 

The policy response should meet strategic objectives that recognise the full effect of 
downturns on wellbeing and living standards. 

Downturns have distributional consequences, affecting those at the edge of the labour 
market greatest. They also have the potential to result in long term, systemic change in the 
economy. The policy response should acknowledge this, and aim to: 

• Minimise the reduction in incomes, investment, and aggregate economic activity. 
• Maintain economic resilience, ensuring new risks do not emerge in the financial 

sector, or through allowing the maintenance of physical capital to fall away. 
• Preserve human capital, preventing job losses where possible, and providing other 

opportunities where not. 
• Support distributional equity, but not allowing inequality between households or 

regions to worsen because of a downturn.        

The complete response to a downturn should reflect these objectives, though not all 
individual policies will address all these concerns. 

To support these objectives, a fiscal stimulus response must be timely, temporary 
and targeted… 

s9(2)(d)
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These three principles reflect international best practice on design of a fiscal stimulus. They 
ensure that a fiscal stimulus effectively respond to a temporary shock (timely); does not 
commit the government to permanently higher spending and higher debt (temporary); and 
minimises the amount stimulus spending that flows overseas or into non-stimulatory areas of 
spending.  

The effectiveness of a fiscal stimulus is highly uncertain. New Zealand is typically viewed as 
having relatively low fiscal multipliers by international standards, as a result of being a small 
open economy, in particular where many capital goods are imported. However, multipliers 
would be expected to rise when monetary policy is constrained at the effective lower bound, 
and may rise above one in those circumstances. This strengthens the case for using fiscal 
policy in a crisis. 

The alternative to fiscal stimulus is ‘unconventional’ monetary policy, but the impacts 
of this are uncertain, blunt, and likely limited in New Zealand. 

Once the Official Cash Rate is reduced to zero, a number of options will be available to the 
Monetary Policy Committee. Initially, this could mean reducing interest rates substantially 
below zero to continue the simulative effect of monetary policy through the conventional 
channels. This policy would face limits as it eventually became more attractive for some 
sectors of the economy to hold physical cash (which pays zero interest) rather than paying 
negative interest rates. This limit is estimated to be between -0.2% and -0.35% and in New 
Zealand. 

Beyond this, the Reserve Bank could seek to influence long term interest rates through the 
purchase of government or corporate debt (known as large scale asset purchases or 
quantitative easing). The shallowness of New Zealand’s capital markets mean the 
effectiveness of this policy is likely less than that observed in the UK or US. Where an 

s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)

 

 

 

20190536 Doc 1
Page 4 of 58



IN CONFIDENCE 

5 
IN CONFIDENCE 

 

impact does occur, it may also be primarily through exchange rate adjustment, which may 
not be an appropriate response, depending on the nature of the shock. 

s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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Introduction 

The purpose of this document is to outline the Treasury’s current thinking on how 
macroeconomic policy would respond to a major economic downturn. The intended 
audience is officials who, facing such a downturn, would need to provide advice to Ministers 
on the possible policy responses. In doing so, this document seeks to address, in turn: 

• How have economic downturns historically been experienced in New Zealand? 
• What are the specific risks in the current context that may lead to a downturn?  
• What criteria should be used to evaluate potential policy responses? 
• How could fiscal policy be used to respond, including: 

o What principles should inform the design of a fiscal stimulus package? 
o What is the international evidence on effectiveness and implementation of a 

fiscal stimulus? 
o How large should or could a stimulus be? 
o What would be the impact on debt? 
o What should be the balance between capital spending, operating spending, 

and tax in any package?  
o What specific projects or policies could be implemented in a stimulus?  

• How could monetary policy be used to respond, including: 
o How far can conventional policy address a shock? 
o What unconventional monetary policies could address a shock? 
o What are the risks and uncertainties associated with these policies?   

• What is the appropriate balance between monetary and fiscal policy responses? 
• How should a policy response be co-ordinated between the Treasury and the 

Reserve Bank? 
• Where are our current vulnerabilities or areas where the policy response is 

underdeveloped? What work can be done to resolve these weaknesses? 

Naturally these are all complex questions. The answers provided in this document will not be 
complete or comprehensive analyses. Instead, the intention is to provide high level 
judgements on each of these questions, based on the available evidence. These 
judgements enable officials to start the detailed work of developing a policy response to a 
downturn from a shared understanding of the underlying principles. These key judgements 
are highlighted throughout in red boxes like the one below.        

It should be noted that these are judgements, not statements of fact. They should be tested 
in the actual event any downturn, and on a regular basis, to ensure they remain the right 
judgements in the economic and political context of the time.    

In some cases, we have detailed enough information to identify specific policy proposals 
which should be considered as part of a downturn. These are largely options to be included 
in a potential fiscal stimulus package, and are highlighted in green boxes like the one below. 

Key Judgement 

A conclusion to inform our response to a downturn, reached based on the analysis. 
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The detail provided on policy proposals is largely based on existing documentation, and is in 
most cases very high level. This limited detail is generally proportionate given these policies 
are largely hypothetical, with only a possibility of being implemented. 

Through this document, we identify areas that require further, more detailed work to provide 
even high level judgements to inform a response; or policy options which are high likely to be 
used in a downturn and would therefore benefit from being more fully developed. 

Due to the (relative to the issues discussed) short nature of this document, some areas of 
the discussion will inevitably be underdeveloped or over-simplified in the view of some 
readers. These recommendations are intended to address this, and highlight which areas 
should be the focus for future work, and which should be revisited in updates of this 
document.   

Finally, a note on the use of the term ‘downturn’ rather than ‘recession’. This is deliberate, 
and intended to capture a broader set of economic circumstances than the technical 
definition of a recession (two consecutive quarters of contraction in output). To stand the 
best chance of mitigating the impact of a downturn, economic policy should respond before 
the economy formally enters a recession, and ideally avoid one. Tying a response to the 
arrival of a technical recession would tend to leave a response too late, with economic costs.    

  

Recommendation  

Proposal for further work to improve preparedness for a downturn. 

Policy proposal 

A specific proposal that could be implemented in the event of a downturn (with an 
estimate of cost if possible). 
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How have economic downturns historically been experienced in New 
Zealand? 

The precise origin and impact of the next economic downturn is unknown. However, past 
downturns can offer some insights as to what the likely impacts. The following section 
highlights some ‘stylised facts’ from previous downturns, which can help represent the 
environment policymaking might face.   

Table 1 below summarises seven business cycle downturns experienced by New Zealand 
since 1960, with the impact of each on important macroeconomic variables.1  

Table 1: summary of changes in macroeconomic variables in previous downturns 

Downturn Event Duration  

Changes in macroeconomic variables 

Real 
GDP 

Unemplo
yment 
rate 

Inflation Exchange 
Rate (TWI) 

Terms 
of trade 

House 
prices 

90 day 
bill rate 

The GFC:  
December 2007 to June 
2009 

6 -2.7% 2.4 2.7% -16.6% -10.3% -5.4% -5.9 

The Asian Financial 
Crisis: June 1997 to 
March 1998 

3 -1.1% 0.6 1.8% -4.7% 1.9% 0.4% 1.8 

December 1990 to June 
1991 2 -3.1% 1.6 1.7% 1.0% 1.5% -4.4% -3.4 

December 1987 to 
December 1988 4 -1.5% 1.9 4.7% -5.3% 6.1% 7.2% -3.9 

Second Oil Price Shock: 
June 1982 to March 1983 3 -3.2%   10.4%   -4.8% 8.7%   

First Oil Price Shock: 
June 1976 to March 1978 7 -4.1%   13.8%   5.7% 4.7%   

The Wool Bust:  
December 1966 to 
December 1967 

4 -2.5%   6.7%   -13.3% 1.3%   

Measure Quarters Total % 
change Ppt change 

Annualised 
average 
growth 

Total % 
change 

Total % 
change 

Annualised 
average 
growth 

Ppt change 

 

This demonstrates the heterogeneity of downturns in New Zealand; they have varied in 
cause and impact, and while there are common factors, no two downturns will be exactly 
alike. 

To briefly characterise the seven downturns featured above: 

• The Global Financial Crisis (2007 to 2009): a relatively lengthy downturn, initially 
triggered by a drought in New Zealand, but then exacerbated and extended by 

                                                
1 Based on the dating of classical real GDP business cycles produced by McDermott & Hall (2016). This identifies 
‘turning points’ in the real GDP series. The description of the downturns prior to the GFC is largely based on 
Reddell & Sleeman (2008). 
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shocks to the world economy that hurt the terms of trade, driving a large 
depreciation, and accompanied with a substantial easing of monetary policy. 
 

Source: Stats NZ 

• The Asian Financial Crisis & drought (1997 to 1998): a fall in export demand from 
Asian economies triggered by a regional financial crisis, accompanied by a sustained 
drought, hit the agricultural export sector particularly hard. Interest rates rose slightly, 
an unconventional monetary policy response, largely as a result of the RBNZ’s new 
‘Monetary Conditions Index’ approach to policy. 
 

• The early 90s recession (1990 to 1991): a slowdown in the world economy was 
exacerbated by high public debt in New Zealand, necessitating a sharp fiscal 
contraction. Falls in house prices were accompanied by unemployment rising to a 
modern peak of over 10%. 
 

• The late 80s recession (1987 to 1988): a global share market crash hit New 
Zealand following a long period of erratic growth and high inflation; the value of the 
New Zealand share market halved, and an economy already part way through 
restructuring was weakened by the failure of major banks and corporations. 
 

• The second oil price shock (1982 to 1983): the initial oil price shock of 1979 and 
accompanying global recession placed a substantial burden on the already strained 
current account deficit, and forced devaluation of the (then fixed) New Zealand dollar. 
Attempts to remedy the rising demand by ‘Think Big’ projects were hampered by the 
relative import intensity of the fiscal stimulus. 
 

• The first oil price shock (1976 to 1978): a rise in oil prices and drastic reduction in 
the terms of trade from 1973 to 1976 triggered a domestic recession, worsened by 
substantial migration outflows, and attempts to bring inflation under control from 
1976. 
   

• The Wool Bust (1966 to 1967): a collapse in wool prices resulted in New Zealand 
losing an eighth of its export income overnight, a product of the undiversified 
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Figure 1: historic quarterly GDP growth (downturns shaded in grey) 
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economy of the time. Maintaining a fixed exchange rate required controls on imports, 
and increases in the (then directly controlled) prices of electricity and other utilities. 

What does this tell us about the policy response to future downturns? The most important 
takeaway is that we should not overweight recent history and experience of the GFC. History 
does not repeat itself, and the experience of the next recession is unlikely to match exactly 
past shocks. Beyond that, a few common themes can be identified: 

• International shocks accompany every downturn – either global recessions or 
shocks to the terms of trade have accompanied or triggered every downturn; 
although many have also been worsened by domestic weaknesses. 
 

• Domestic policy responses can worsen recessions – if monetary policy does not 
respond sufficiently quickly or the fiscal response is non-existent or poorly targeted.  

Source: Stats NZ 

• The terms of trade have become less central in driving shocks over time (figure 
2). Downturns of the 1960s and 1970s were driven primarily by large falls in the 
terms of trade; downturns of the 1980s and 1990s were accompanied by the terms of 
trade holding steady, while recent drops in the terms of trade have not been 
accompanied by downturns.  

Source: Stats NZ 
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Figure 3: quarterly net migration (downturns shaded in grey) 
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Figure 2: terms of trade (downturns shaded in grey) 
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• Net migration has typically (but not always) fallen during a downturn.  The 
behaviour of net migration in an economic downturn is likely to reflect the 
performance of the New Zealand economy relative to other developed economies, 
particularly Australia. While net migration has typically fallen in a downturn (easing 
labour market pressure) this cannot be assumed as a fundamental reaction of the 
economy.   
 

 Source: Stats NZ 

• Private investment has typically contracted sharply, and is only slightly offset 
by increases in government investment.  This is supported by the evidence on 
past fiscal stimulus (discussed below), where increases in capital spending have 
typically played a small part in delivering short term stimulus. 

Source: Haver analytics 

• Exchange rate depreciation supported stabilisation in the GFC, but 
adjustments have been more modest in prior downturns. This would be 
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Figure 4: private and government gross fixed capital formation (downturns shaded in grey) 
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expected for a small open economy; though will also reflect coterminous movements 
in the terms of trade.  

This provides an indicative summary of how the macroeconomy has fared through changes 
in the economic cycle.  Macroeconomic variables, however, will not reflect the full impacts of 
recessions on New Zealanders’ living standards, especially the distributional effects. 
Detailed data on how downturns affect subgroups of the population and economy is focused 
on more recent events, but still provides some useful lessons:  

• Unemployment for Maori and Pacific peoples rises faster than the rest of the 
population. During the GFC the unemployment rates for Maori and Pacific peoples 
rose by 3.6 and 7.9 percentage points, respectively, substantially more than the 2.4 
percentage point increase across the whole labour force. 
 

• Downturns do not affect all regions equally. The unemployment rate in Northland 
rose by 4.9 percentage points in the GFC, and by 3.2 percentage points In Waikato, 
compared to a 2.4 percentage point increase nationally. However, the pattern to 
these more severe regional impacts is not consistent. Following the Asian Financial 
Crisis, Southland, Canterbury, Manawatu-Wanganui and Northland were the most 
affected regions. In the downturn of the early 1990s, the labour market effects of the 
shock were most concentrated in Auckland, where the unemployment rate rose 3.3 
percentage points, compared to a rise of 1 percentage point or less in most other 
regions. 

• Despite these impacts, downturns do not appear to translate into increases in 
measured inequality. Measuring inequality is complex, and the choice of metrics 
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Figure 6: Distribution of real equivalised household income after housing costs 
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matters, especially as key measures of material wellbeing (for example, income and 
consumption) might show different patterns.2 However, on a measure accounting for 
household size, composition and housing costs (figure 6), the ratio between the top 
earning and bottom earning fifth of households has not noticeably risen during 
downturns. The exception is the early 1990s, where other wide ranging reforms were 
taking place in the economy. Other measures of inequality (for example, income 
ratios before housing costs and the Gini coefficient) show similar patterns. 
  

• In the GFC, relatively younger households (those under the age of 45) 
generally became worse off. This is based on estimated changes in economic 
welfare, accounting for changes in both prices and the spending of these 
households. By comparison, households headed by someone 45 and over still 
improved their material welfare.3 This is consistent with the faster rise in 
unemployment also observed for younger cohorts. 

 

• Employment in the construction and manufacturing sectors has responded 
strongly to some downturns, though with a lag. However, as these represent (in 
latest data) only 9% and 10% of employee jobs in the economy, the bulk of job 
losses are still likely to come from other sectors of the economy.  The continued 
growth in construction employment through the Asian Financial Crisis likely reflects 
that this downturn was not accompanied by a fall in house prices. 

                                                
2 Perry (2017) and Ball and Creedy (2015) offer a discussion of the data in New Zealand and the challenges of 
defining a measure.  
3 Based on Ball and Ryan (2013), table 6.2. This welfare measure accounts for changes and prices and 
expenditure, and assesses how much households would have to receive post-recession to be able to consume 
what that they consumed pre-recession (assuming constant preferences). This indicates the younger household 
groups were 3% (aged <25) or 4% (aged 25 to 44) worse off, and older households were 5% (44 to 54) to 12% 
(55 – 65) better off.    
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Key Judgement 

Past downturns provide some guide to the shape of a future downturn: 

• International shocks are likely to be a proximate cause of any downturn. 
• Downturns are heterogeneous, and no two have been alike. We should not give 

too much weight to the experience of the GFC. 
• Economic crisises have distributional consequences, and will affect different 
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What are the specific risks in the current context that may lead to a downturn?  
s9(2)(d)
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Potential international shocks 

s9(2)(d)
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Domestic vulnerabilities 
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What criteria should be used to evaluate potential policy responses? 

Analysis of an economic downturn should look beyond aggregate measures of economic 
activity, although these remain important. The objectives for a policy response should 
recognise the complex, long lasting and heterogeneous impacts a downturn can have on the 
economy.  

The Treasury proposes adopting the four criteria to structure analysis of the potential policy 
options: 

• Minimising lost (per capita) output – minimising the reduction in per capita GDP 
due to a downturn. GDP, though imperfect, serves as an immediate indicator of 
material wellbeing, incomes and investment, and a guide to the total resources of the 
economy. 
 

• Maintaining economic resilience – preventing the creation of systematic risks in 
the financial system, and maintaining the ability of the economy to withstand future 
downturns. This includes maintaining levels of debt that do not threaten future 
growth, and enable fiscal responses to subsequent downturns; and continuing to 
grow and maintain our physical capital to enable long-run growth.   
 

• Retaining human capital – preventing unemployment and underemployment, and 
avoiding the loss of skills for those who become unemployed or underemployed. This 
should mean maintaining the ability of the labour market to adapt to potentially 
different economic situation following a period of reduced growth.  
 

• Achieving equity – as discussed above, both economic events and changes in 
economic policy can have major distributional effects. The distribution of the costs 
and benefits of major policy changes across society should be considered, and 
weighed against the impact of the economic events they are responding to. 

These four criteria are not exhaustive. They do not consider the impact of an economic 
downturn on natural or social capital, or the impact on broader measures of subjective 
wellbeing. However, they highlight what are likely to be the most pertinent considerations for 
an economic policy response.    

The criteria above are used drawn on throughout the analysis below, and are used in the 
conclusion of this document to rank the set of available policy options. 

 

Key Judgement 

Assessing the success of the policy response to an economic downturn should not 
exclusively focus on macroeconomic variables. Policy options should be assessed on 
the extent to which the whole response practice: 

• Minimises lost output 
• Maintains economic resilience 
• Retains human capital 
• Achieves equity  
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How could fiscal policy be used to respond to a shock?  

The following section discusses the principles, international evidence, and policy 
practicalities of implementing a fiscal stimulus. The options for fiscal policy are considered 
here in isolation from monetary policy, to understand how feasible a fiscal policy response to 
a crisis is. The appropriate mix between a fiscal response and monetary policy options is 
considered in more detail below.  

 

What principles should inform the design of a fiscal stimulus package? 

There are relatively well established principles that a spending package should follow: 

• Temporary: the stimulus should be time limited and easy to withdraw in the medium 
term, so it does not commit the government to persistently higher levels of 
expenditure. 
 

• Timely: it should be implemented quickly so it can support demand in the period of a 
downturn. 
 

• Targeted: it should aim to support domestic demand, limiting the proportion of the 
stimulus that is saved or spent on imports, and addressing those groups or regions 
most affected by any downturn. 

This criteria complement the more strategic objectives set out above. A timely and targeted 
stimulus will, in most cases, be a necessary pre-condition for supporting employment and 
output stabilisation; and a temporary stimulus will be required to maintain our resilience 
through avoiding substantial increases in Crown debt. 

A consequence of this ‘TTT’ criteria is that tax or spending proposals that may be welfare 
enhancing in normal times may not be suitable for inclusion in a fiscal stimulus package, if 
(for example) the spending takes place too far into the future, is primarily focused in imports, 
or commits the government to sustained high spending.  

A further consideration is the distribution of a stimulus, and the extent to which it meets the 
criteria of a ‘targeted’ stimulus.  In particular, as a small open economy, there is a high risk 
that increased spending in New Zealand leaks to imports, failing to benefit the New Zealand 
economy.  

Estimates of the likely import leakage of various categories of demand can be derived from 
input output tables, and are shown by category of final demand in figure 8 below. They 
represent what proportion of the input into, for example, household consumption is ultimately 
imported, accounting for links between sectors. The remaining proportion of input costs will 
be domestic; either compensation of employees or spending on fully New Zealand produced 
inputs.  

Key Judgement 

Any fiscal stimulus should follow the international best practice principles of “timely, 
temporary and targeted.”  
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The implications of these figures for fiscal stimulus are relatively intuitive. Capital formation is 
comparatively import intensive, reflecting that many industrial products are imported into 
New Zealand. Government consumption, which will primarily encompass service provision, 
is less import intensive as a large part of government costs are salaries. Household 
consumption is between the two. Parker (2014) provides further detail on these measures.  

Similar figures are available on an industry basis and should inform interventions targeted at 
certain industries. However, the below figures highlight that the impact on domestic output of 
increasing demand for capital formation is likely to be less than increasing household or 
government consumption.   

Figure 8: import intensity by final demand component 
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Key Judgement 

Minimising leakage to imports will require focusing any stimulus in less import intensive 
areas of demand. This will tend to favour consumption over capital formation and 
government over households. 

Source: Stats NZ 2013 Input-Output tables 
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What is the international evidence on the implementation of fiscal stimulus? 

Australia  
s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)

s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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United Kingdom  

s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)

s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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United States 
s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)

s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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How large is the fiscal multiplier likely to be? 

The fiscal multiplier measures the estimated increase in output relative an increase in 
government spending (or reduction in taxation) – that is, a multiplier of 1 implies an $1 
increase in output for each $1 increase in government spending. Although supporting 
economic output will only be a partial objective of any stimulus, increases in output will 
directly support increases in employment, and enable better responses to the other strategic 
objectives discussed above.   

The multiplier is determined by the design of the fiscal measure and economy specific 
factors, including size, openness, degree of rigidities, reaction of monetary policy, exchange 
rate regime and consumer behaviour. This suggests that stimulus needs to be bespoke to 
each country and the conditions it faces.32 The empirical value obtained by economists also 
relies on factors such as the estimation method, sample, and the conversion factor used 
(Sims and Wolff, 2018). Multiplier values can therefore vary significantly across countries 
and studies. 

32 Baum et al (2012), ‘Fiscal Multipliers and the State of the Economy’  

s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)

s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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This is consistent with academic literature that places the normal times first-year fiscal 
multiplier for advanced economies between 0 and 1, but with small open economies tending 
to have lower multipliers than larger countries, reflecting higher ‘leakage’ of spend towards 
imports.33 The multiplier may also exceed 1 under “abnormal times” and in troughs in the 
business cycle. The literature suggests the multiplier is larger when the output gap is 
negative, suggesting that easing capacity during a downturn reduces the issue of fiscal 
stimulus crowding out private investment. The multiplier is also higher when monetary policy 
is near the effective lower bound (ELB), reflecting the inability of monetary policy to offset 
any growth produced by the stimulus.  

The IMF proposes a ‘back of the envelope’ calculation for framework for the estimation of 
fiscal multipliers, based on structural characteristics that tend to increase the fiscal 
multiplier.34 This framework, and the results for New Zealand, is summarised in the table 
below. 

IMF Criteria Application to New 
Zealand 

Low trade openness – less demand is likely to leak to imports, increasing the 
effectiveness of stimulus. Not applicable 

High labour market rigidities – rigid labour markets lead to reduced wage 
flexibility, which will tend to amplify the impact of a demand shock. Not applicable 

Small automatic stabilisers – large automatic stabilisers tend to offset an initial 
fiscal shock through increased tax and reduced transfers. Applicable 

Fixed or quasi-fixed exchange rate regime – these prevent any fiscal stimulus 
being offset by currency appreciation.  Not applicable 

Low/safe public debt – high debt countries which increase spending may reduce 
public confidence and increase risk premia. Applicable 

Effective public management and revenue administration – inefficient 
administration reduces the ability of a government to spend money or change taxes 
to affect output.  

Applicable 

Applicable criteria Three 

Corresponding ‘normal times’ estimate of the fiscal multiplier 0.4 to 0.6 
Multiplier if at the low point of the cycle  

(increase by 60%) 0.64 to 0.96 

Multiplier if monetary policy constrained and at the low point of the cycle  
(increase by 90%)  0.76 to 1.14 

                                                
33 Spilimbergo et al (2009), ‘Fiscal Multipliers’  
34 Batini et al (2014), ‘Fiscal Multipliers : Size, Determinants, and Use in Macroeconomic Projections’ 

s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)

s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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Stimulus composition can also affect the multiplier (see figures below). Results vary by 
country but generally government investment has the highest multiplier. Tax and transfer 
measures tend to have lower multipliers, dependent on households’ decision to save and 
import. However, in times of crisis, government investment may face lags unless there are 
“shovel-ready” projects pre-prepared, as discussed below. The efficacy of measures also 
changes dependent on the state of the economy, with one Eurozone meta-analysis finding 
transfer multipliers increase substantially during poor economic conditions35.   

Figure 7: Fiscal multipliers: US and EU – average of DSGE model values (first year multipliers, IMF, 2014) 

 

Recent empirical analysis of New Zealand’s average fiscal multiplier over 1990 to 2017 
suggests they are slightly lower than the global norm, consistent with New Zealand 
being a small, open economy with a floating exchange rate and inflation-targeting central 
bank36. At an aggregate level, government spending had a multiplier of 0.24. At a 
disaggregated level, the multiplier for public consumption is 0.82 whilst the value for 

                                                
35 Gechert et al (2015),  ‘Fiscal multipliers in downturns and the effects of Eurozone consolidation’ 
36 Hamer-Adams & Wong (2018), ‘Quantifying fiscal multipliers in New Zealand: The evidence from SVAR 
models’ 

s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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government investment is found to be negative (-0.59). Transfers (0.76) and taxation 
measures (1.29)37 were also found to have significant multipliers. The negative value on 
government investment may indicate sensitivity of the analysis to certain assumptions; but 
may also reflect the import intensity of investment in New Zealand, as discussed above.  

The authors note that the 
results are averages over 
time and results will be 
different if economic 
conditions differ 
considerably from past 
averages. The “abnormal” 
factors above (the position 
of the economy in the 
business cycle and whether 
the economy is at the ELB) 
must therefore be 
considered when 
interpreting these values in 
the event of a downturn. 

                                                
37 This may be due to the composition of taxes in New Zealand, where a larger proportion of the tax take comes 
from personal and corporate income than sales tax when compared to the OECD average. 

s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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How large could or should a fiscal stimulus be? 
s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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What would be the impact on debt? 
s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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What capital spending projects could be included in a stimulus? 
s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)

 

 

 

20190536 Doc 1
Page 39 of 58



IN CONFIDENCE 

Treasury:4020238v2  

s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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What operational spending projects could be included in a stimulus? 

What tax or transfer options could be included in a stimulus? 

s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)

s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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44  

s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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How could monetary policy be used to respond to a shock? 

The RBNZ have published a high level indication of the policies that could be implemented in 
the event of economic circumstances that force the OCR close to zero. The analysis below 
draws primarily on the work of the RBNZ, though the conclusions are the views of the 
Treasury, not the RBNZ. 

Asset purchases 

Large scale asset purchases, also referred to as quantitative easing, involves the purchase 
of either government or corporate debt by the central bank issuing reserves, or ‘printing 
money’. This reduces long run interest rates through two principal channels; firstly, by 
signalling the central bank’s intention to keep rates low for a long period. Secondly, by 
reducing the supply of the asset purchased, it encourages investors to rebalance towards 
assets which are riskier or with higher yields. 

This policy has been implemented in several developed economies; in most cases by 
purchase of long term government bonds, and, in the case of the US, by the purchase of 
long term corporate bonds. Evidence to date suggests these policies have largely been 
effective at their objective of lowering long term interest rates, therefore stimulating 
economic activity. 

However, while these approaches have been effective internationally, there are several risks 
transplanting these policies wholesale to New Zealand: 

• The New Zealand government debt market is small; large scale purchase of 
government bonds may limit liquidity in the market, especially if fiscal policy remains 
constrained. 
 

• A relatively high proportion (c. 60%) of New Zealand government bonds are held 
overseas, compared to 20 – 25% for US and UK government bonds. Reducing the 
yields for New Zealand government bonds may principally cause investors to 
purchase other assets outside New Zealand. This suggests that compared to the 
international experience, a large element of the impact will be through a depreciation 
in the exchange rate, rather than increased investment in other domestic assets.   
 

• Asset purchases imply a substantial expansion of the RBNZ’s balance sheet; in most 
cases asset purchases have required a two to five fold expansion in assets held by 
the central bank. This has fiscal risks, and would expose the crown to covering any 
losses in the balance sheet. Under the current legislation, the RBNZ is not obliged to 
consult the Minister of Finance before expanding its balance sheet in this way. 

Asset purchases have broader impacts on financial stability (which the RBNZ must consider 
in setting policy) and the distribution of wealth in the economy (which it does not). Research 
on these questions are in their infancy, although the risks they present may give preference 
to alternative policy options. These are discussed in more detail below. 

s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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Negative rates 

An OCR below zero (i.e. charging banks to hold deposits with the RBNZ) has historically 
been seen as impossible. However, since the GFC, a negative rate has been introduced by 
six central banks, including in several small open economies such as Denmark, Sweden, 
Switzerland and Hungary. Negative policy rates work through the same channel as 
conventional monetary policy by reducing retail interest rates, but face some additional risks.  

How far below zero the policy rate can go will ultimately be constrained by the existence of 
physical cash. As holding cash has an interest rate of zero, it will eventually be preferred to 
placing funds in an account with negative interest rates, if negative rates are expected to be 
sustained. 

The international experience of negative interest rates suggests that while banks remain 
willing to deposit funds at the central bank when the policy rate is negative, they are 
reluctant to let retail corporate or household interest rates turn negative. If retail rates were to 
fall below zero, it is likely households and businesses would prefer to hold physical currency, 
increasing the demand for cash and limiting the efficacy of monetary policy. Assuming the 
spread between the OCR and other rates remains constant, this suggests the limit of the 
OCR, before corporate bond rates reach zero, is between -0.2% and -0.35%. This would still 
imply most market participants facing positive rates.  

This suggests that while the OCR can be reduced below zero, this option alone will not 
address the issue addressed above. Assuming the OCR is at the current level of 1.5% at the 
point of the next downturn, the scope to reduce interest rates below zero will allow, at most, 
only a 2.1 percentage point reduction, compared to the 5.5 point percentage point reduction 
during the GFC. 

Targeted term lending 

A recession associated with a financial crisis may reduce the extent to which a lower OCR is 
passed on by banks to consumer and business lending, if bank lending becomes 
constrained. Targeted term lending could mitigate this by extending loans to banks at 
concessional rates, conditional on how much those banks lend to the real economy. Similar 
schemes have been implemented in the UK, Eurozone and Japan, with the interest paid on 
the loans by banks falling as their lending to the real economy increases. 

The evidence on the effectiveness of targeted term lending is weaker than that for asset 
purchases. However, it has been welcomed by financial markets as effective way to relieve 
pressure on banks and encourage lending; it has particularly helped support bank 
profitability where this has been reduced by negative interest rates and tighter financial 
conditions. 

s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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Term lending is not without risk. It would involve the RBNZ extending loans to banks, which 
in turn creates a risk for the Bank’s balance sheet. While the Bank would likely require 
collateral from Banks, there remains an increased balance sheet risk. 

s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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What is the optimal mix of monetary and fiscal policy likely to be? 
s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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How should policy be co-ordinated in the event of a downturn? 
s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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What steps can be taken now to improve our resilience? 
s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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Sources and further reading 

Previous Treasury Work 

 

Paper Date Link
Roles of fiscal policy in New Zealand Jul-07 Roles of fiscal policy in New Zealand: V11 - 

CONFIDENTIAL-BJ comments (Treasury:993225) 

Assessment of potential contractionary 
impact of short-term fiscal savings 

Oct-08 Assessment of potential contractionary impact of 
short-term fiscal savings (Treasury:1187035) 

Advice on fiscal stimulus Nov-08 Fiscal stimulus advice - for steering group 6-11-08 
(Treasury:1185469) 

s9(2)(d), s9(2)(f)(iv), s9(2)(g)(i)
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Use of Fiscal Policy in Recessions  Jan-11 Use of Fiscal Policy in Recessions 
(Treasury:1964268) 

Using Tax Policy Instruments as 
Macroeconomic Stabilisation Tools 

Apr-11 Using Tax Policy Instruments as Macroeconomic 
Stabilisation Tools (Treasury:1897134) 

Updated economic outlook and macro 
policy mix 

Aug-15 Updated economic outlook and macro policy mix 
(Treasury:3246013) 

Experience of fiscal consolidation Jun-16 http://imanage/?number=3445972 

Fiscal and monetary policy 
coordination in a crisis scenario 

Jul-16 Fiscal and monetary policy coordination in a crisis 
scenario (002) (Treasury:3553537v1)  

Note on fiscal stimulus under a crisis Sep-16 Note on fiscal stimulus under a crisis 
(Treasury:3569496) 

Operating expenditure for 
preparedness 

Nov-16 Operating expenditure for preparedness 
(Treasury:3613871v1) 

Note on fiscal stimulus under a crisis - 
Working document 

May-17 Note on fiscal stimulus under a crisis - Working 
document (Treasury:3589700v1) 

ELB case study lessons for monetary 
and fiscal policy 

Jul-17 ELB case study lessons for monetary and fiscal 
policy (Treasury:3759782) 

Fiscal policy and macro stabilisation Oct-17 Fiscal policy and macro stabilisation 
(Treasury:3791953v1) 

Fiscal policy and macro stability under 
flexible inflation targeting 

Oct-17 Fiscal policy and macro stability under flexible 
inflation targeting (Treasury:3791954v1) 

Macro stabilisation at the effective 
lower bound 

Oct-17 treasury://im/3795013/1 

Fiscal policy and the ELB internal 
reference document 

Nov-17 Fiscal policy and the ELB internal reference 
document (Treasury:3811708v1) 

Decision making when monetary policy 
is constrained - scoping note 

Dec-17 Decision making when monetary policy is 
constrained - scoping note (Treasury:3740942v1) 

Monetary Fiscal Coordination 
Mechanisms  

Apr-18 Monetary Fiscal Coordination Mechanisms 
(Treasury:3948306v1) 

 

 

External publications 

Paper Date Link 

Some perspectives on past 
recessions Jun-08

https://www.RBNZ.govt.New Zealand/-
/media/ReserveBank/Files/Publications/Bulletins/2008/20
08jun71-2reddellsleeman.pdf 

Economic Stimulus Act: Hard to Kill 
Two Birds with One Stone Aug-08 https://www.brookings.edu/research/economic-stimulus-

act-hard-to-kill-two-birds-with-one-stone/ 

Fiscal Multipliers May-09 https://www.imf.org/en/Publications/IMF-Staff-Position-
Notes/Issues/2016/12/31/Fiscal-Multipliers-22963 

Household response to the 2008 Tax 
Rebate: Survey evidence and 
Aggregate Implications 

Oct-09 https://www.nber.org/papers/w15421.pdf 

Fiscal Multipliers and the State of the 
Economy Dec-12 https://www.imf.org/external/pubs/ft/wp/2012/wp12286.

pdf 

Economic evaluation of the Enterprise 
Finance Guarantee (EFG) Scheme’ Feb-13

https://assets.publishing.service.gov.uk/government/uploa
ds/system/uploads/attachment_data/file/85761/13-600-
economic-evaluation-of-the-efg-scheme.pdf 

The economic impact of the American 
Recovery and Reinvestment Act of 
2009’ 

Feb-13 https://obamawhitehouse.archives.gov/sites/default/files/
docs/cea_9th_arra_report_final_pdf.pdf 
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China's Recent Growth and its Impact 
on the New Zealand Economy Jul-13 https://treasury.govt.nz/publications/wp/chinas-recent-

growth-and-its-impact-new-zealand-economy-html 

VAT : the temporary cut in the 
standard rate Sep-13 https://researchbriefings.files.parliament.uk/documents/S

N00701/SN00701.pdf 

Size of Fiscal Multipliers Jul-14 https://oxfordindex.oup.com/oi/viewindexcard/10.7551$0
02fmitpress$002f9780262027182.003.0013 

Recessions and recoveries in New 
Zealand's business cycles Jul-14

https://www.RBNZ.govt.New Zealand/-
/media/ReserveBank/Files/Publications/Discussion%20pap
ers/2014/dp14-02.pdf    

Fiscal Multipliers : Size, Determinants, 
and Use in Macroeconomic 
Projections 

Oct-14
https://www.imf.org/en/Publications/TNM/Issues/2016/1
2/31/Fiscal-Multipliers-Size-Determinants-and-Use-in-
Macroeconomic-Projections-41784 

Fiscal multipliers in downturns and the 
effects of Eurozone consolidation Feb-15 https://voxeu.org/article/fiscal-multipliers-and-eurozone-

consolidation 

Can fiscal policy stabilise output? Apr-15 https://www.imf.org/external/pubs/ft/fm/2015/01/pdf/fm
c2.pdf 

International spill-overs of uncertainty 
shocks: Evidence from a FAVAR’ Oct-16 https://papers.ssrn.com/sol3/papers.cfm?abstract_id=284

8034 

US Monetary Policy, Global Risk 
Aversion, and New Zealand Funding 
Conditions 

Mar-17 https://www.nzae.org.nz/wp-
content/uploads/2017/07/Eric-Tong.pdf 

Cash for Corollas: When Stimulus 
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