Reference: 20210520
29 November 2021

Dear
Thank you for your Official Information Act request, received on 4 November 2021. You
requested:
1.
2.
3.
4.
5.
6.
7.

Treasury Report T2021/1726: Partial Drawdown of Tagged Contingency
Aide Memoire T2021/1814: Current Economic Conditions - July 2021
Aide Memoire T2021/1708: Addressing Skills Shortages: Key policy
considerations
Treasury Report T2021/117: Communicating and advancing your economic
work programme
Treasury Report T2021/15: Long-term allowance assumptions
Treasury Report T2021/1253: Implementing Public Finance System Reform
Treasury Report T2021/1162: Request for appropriation approvals under
the Public Finance Act 1989

Information being released
Please find enclosed the following documents:
Item

Date

Document Description

Decision

1.

27 January 2021

Treasury Report: T2021/15 Updating long-term
allowance assumptions in the Fiscal Strategy
Model.

Release in part

2.

13 May 2021

Treasury Report: T2021/1162 Request for
appropriation approvals under the Public
Finance Act 1989.

Release in part

3.

13 July 2021

Aide Memoire: T2021/1814 Current Economic
Conditions - July 2021.

Release in part

I have decided to release the documents listed above, subject to information being
withheld under one or more of the following sections of the Official Information Act, as
applicable:
•

names and contact details of officials, under section 9(2)(g)(ii) – to maintain the
effective conduct of public affairs through protecting Ministers, members of
government organisations, officers and employees from improper pressure or
harassment,
1 The Terrace
PO Box 3724
Wellington 6140
New Zealand
tel. +64-4-472-2733
https://treasury.govt.nz

•

legal advice, under section 9(2)(h) – to maintain legal professional privilege, and

•

direct dial phone numbers of officials, under section 9(2)(k) – to prevent the
disclosure of information for improper gain or improper advantage.

Direct dial phone numbers of officials have been redacted under section 9(2)(k) in
order to reduce the possibility of staff being exposed to phishing and other scams. This
is because information released under the OIA may end up in the public domain, for
example, on websites including Treasury’s website.

Information publicly available
The following information is also covered by your request and is publicly available on
the Treasury website:
Item

Date

Document Description

Website Address

4.

13 April 2021

Treasury Report T2021/117:
Communicating and advancing your
economic work programme

https://www.treasury.govt.nz/pu
blications/oiaresponse/multiple-reports-april2021-oia-20210343

5.

2 July 2021

Aide Memoire T2021/1708:
Addressing Skills Shortages: Key
policy considerations

https://www.treasury.govt.nz/pu
blications/oia-response/requestadvice-relating-skills-shortagesoia-20210400

Accordingly, I have refused your request for the documents listed in the above table
under section 18(d) of the Official Information Act:
•

the information requested is or will soon be publicly available.

Some relevant information has been removed from documents listed in the above table
and should continue to be withheld under the Official Information Act, on the grounds
described in the documents.

Information to be withheld
There are additional documents covered by your request that I have decided to
withhold in full under the following sections of the Official Information Act, as
applicable:
•

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

•

commercially sensitive information, section 9(2)(b)(ii) – to protect the commercial
position of the person who supplied the information, or who is the subject of the
information.
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Item

Date

Document Description

Decision

6.

13 May 2021

Treasury Report T2021/1253:
Implementing Public Finance System
Reform

Withheld in full section
9(2)(f)(iv)

7.

21 July 2021

Treasury Report T2021/1726: Partial
Drawdown of Tagged Contingency

Withheld in full section
9(2)(b)(ii)

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.
This reply addresses the information you requested. You have the right to ask the
Ombudsman to investigate and review my decision.
Yours sincerely

Reubhan Swann
Manager, Ministerial Advisory Service
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Treasury Report T2021-15 Updating long-term allowance assumptions in the Fiscal
Strategy Model
Treasury Report T2021-1162 Request for appropriation approvals under the Public
Finance Act 1989
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Treasury Report:

Date:

Updating long-term assumptions in the Fiscal
Strategy Model

27 January 2021

Report No:

T2021/15

File Number:

MC-1-5-2

Action sought
Hon Grant Robertson
Minister of Finance

Action sought

Deadline

Agree to publish the Fiscal Strategy Model
online alongside the 2021 Budget Policy
Statement.

2 February 2021

Agree to the proposed allowance
assumptions in the Fiscal Strategy Model.
Note that the Treasury has updated the
long-term tax and economic assumptions in
the Fiscal Strategy Model.

Contact for telephone discussion (if required)
Name

Position

Shefalika

Analyst, Modelling
and Research

Peter Gardiner

Manager, Modelling
and Research

Telephone
s9(2)(k)

Minister’s Office actions (if required)
Return the signed report to Treasury.

Note any
feedback on
the quality of
the report

Treasury:4402532v1

1st Contact
N/A
(mob)

s 9(2)(g)(ii)

(mob)
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Treasury Report: Updating long-term assumptions in the Fiscal
Strategy Model
Executive Summary
This report seeks your agreement to publish the 2020 Half Year Economic and Fiscal
Update (HYEFU) version of the Fiscal Strategy Model (FSM) online alongside the 2021
Budget Policy Statement (BPS) and seeks a decision on the operating and capital
allowance assumptions used in the model. These allowance assumptions should
reflect your long-term fiscal strategy.
Your revised long-term fiscal objectives require net core Crown debt to stabilise as a
percentage of GDP by the mid-2020s and then reduce as conditions permit. By the end
of forecast period in HYEFU 2020, net core Crown debt was at 47% of GDP. Meeting
your long-run objectives in this context requires further reduction in debt across the
projection period.
Operating and capital allowances, and their growth rates, are the principal policy
assumptions in the FSM you can adjust to meet your desired long-term fiscal strategy.
We recommend:
•

assuming a 2% growth rate of allowances (indexed to inflation) in the projection
period, unchanged from the Fiscal Strategy Report 2020.

•

assuming capital allowances of $4.0 billion per year from 2025/26, a $1.0
billion increase from the Fiscal Strategy Report 2020.

•

assuming operating allowances of $2.3 billion per year from 2025/26, a $0.2
billion increase from the Fiscal Strategy Report 2020.

Given the improved fiscal and economic outlook, there is space to increase these
allowances while meeting your long-run objectives. The recommended capital
allowance settings better reflect the likely capital pipeline of projects and the historic
spend, s9(2)(h)
Under these recommended allowance settings, net core Crown debt is projected to be
36.5% of GDP and total Crown OBEGAL is projected to be in a surplus of 0.1% of GDP
by the end of projection period (2034/35). Note, this is based on the economic and
fiscal forecasts published in HYEFU 2020 with updated population projections from
Stats NZ, and updated tax and economic assumptions in the FSM.
This report also outlines changes made to three long-term assumptions used in the
FSM. These changes were made to include the recent outturns of data and the
revisions in the historical GDP data. For FSM BPS 2021 update, we are:
•

Revising down the overall long-term tax to GDP ratio assumption to 27.5% from
28.3%, to reflect the average derived from 2006/07 to the most recent tax and GDP
outturn data.

•

Revising the long-term annual labour productivity growth to 1.0% from 1.2%, to
match the median of the last 30 years of outturns, as recommended in our review of
this assumption in 2019.

T2021/15 Updating long-term assumptions in the Fiscal Strategy Model
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•

Updating the methodology for estimating the annual rate of return on the
government ten-year bond to align with the rate of nominal GDP growth, from the
currently assumed approach of a slow transition to a long-run average
assumption of 5% nominal.

Recommended Action
We recommend that you:
a

agree to publish the Fiscal Strategy Model online alongside the 2021 Budget
Policy Statement
Agree/disagree.

b

agree to set the allowance assumptions in the Fiscal Strategy Model (FSM) as
follows:
i.

operating allowance of $2.3 billion for Budget 2025/26 growing at 2% per
year (relative to $2.1 billion assumption in the Fiscal Strategy Report 2020)

ii.

capital allowance of $4 billion for Budget 2025/26 growing at 2% per year
(relative to $3 billion assumption in the Fiscal Strategy Report 2020)
Agree/disagree.

c

note that the Treasury has updated the long-term tax and economic assumptions
in the Fiscal Strategy Model.

Peter Gardiner
Manager, Forecasting, Modelling and Research

Hon Grant Robertson
Minister of Finance

T2021/15 Updating long-term assumptions in the Fiscal Strategy Model

Page 3

Item 1
Page 4 of 38

Treasury Report: Updating long-term assumptions in the Fiscal
Strategy Model
Purpose of Report
1.

This report seeks your agreement to publish the 2020 Half Year Economic and
Fiscal Update (HYEFU) version of the Fiscal Strategy Model (FSM) online
alongside the 2021 Budget Policy Statement (BPS) and seeks a decision on the
operating and capital allowance assumptions used in the model. These
allowance assumptions should reflect your long-term fiscal strategy.

2.

This report also outlines changes made to three long-term assumptions (tax to
GDP, annual labour productivity growth and the government ten-year bond rate)
used in the FSM. These changes were made to include the recent outturns of
data and the revisions in the historical GDP data.

Background
3.

The Public Finance Act (PFA) requires the Government to publish medium-term
projections as part of the Fiscal Strategy Report at each Budget. The Treasury
uses the FSM to produce these ten-year projections of key fiscal variables, which
show likely future progress against your long-term fiscal objectives. Although not
a legal requirement, the established practice has been to publish these
projections alongside the BPS to illustrate Government’s long-term fiscal
strategy.

4.

Your revised long-term fiscal objectives (TR2020/3417) are to:
i.

Stabilise net core Crown debt as a percentage of GDP by the mid-2020s
and then reduce it as conditions permit (subject to any significant shocks).

ii.

Run an operating balance consistent with the debt objective.

5.

In HYEFU 2020, net core Crown debt was forecast to peak at 53% of GDP in
2022/23 before falling to 47% of GDP by the end of the forecast period. Meeting
your long-run objectives in the context requires further reducing debt across the
projection period. Given the flexibility in your long-term objectives, these can be
achieved by various combinations of assumptions.

6.

There are two principal policy assumptions in the Fiscal Strategy Model you can
adjust to meet your desired long-term fiscal strategy:

7.

•

Operating allowances, reflecting yearly growth in ongoing operating
expenditure. These have the largest impact on total Crown operating
balance before gains and losses (OBEGAL) and net core Crown debt.

•

Capital allowances, reflecting one-off yearly expenditure on capital. These
affect net core Crown debt but have minimal impact on total Crown
OBEGAL.

Since the assumption on the level of operating allowances has the most
substantive impact on key fiscal variables, including net core Crown debt and
total Crown OBEGAL, we will focus most of our advice on this assumption.

T2021/15 Updating long-term assumptions in the Fiscal Strategy Model
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Options for projected operating and capital allowances
8.

In all scenarios we have assumed a 2% growth rate of allowances (indexed to
inflation). This is unchanged from the assumption in Budget 2020. We have also
assumed an initial capital allowance of $4.0 billion across all scenarios. This is a
$1.0 billion increase from the level of allowances assumed at Budget 2020, but
better reflects the likely capital pipeline of projects and the historic spend. Given
the improved outlook, there is space to increase capital allowances while meeting
your long-run objective.

Table 1 presents four alternative options for the operating allowance consistent
with your revised long-run fiscal objectives.
Table 1 – Options on operating allowance and their fiscal impact

Option 1
Option 2
Option 3
Option 4

Assumption
Initial
operating
allowance
(in 2025/26)
$2.1bn
$2.3bn
$2.5bn
$2.8bn

Net debt in
2034/35
(% GDP)
34.4%
36.5%
38.7%
41.9%

Fiscal impact
Total Crown
First year of
OBEGAL in
total Crown
2034/35
OBEGAL
(% GDP)
surplus
0.6%
2026/27
2027/28
0.1%
-0.3%
N/A
-0.9%
N/A

Core Crown
Expenses
in 2034/35
(% GDP)
28.4%
28.8%
29.2%
29.9%

9.

A gradual reduction in debt can be achieved, while running a persistent deficit,
with initial operating allowances of $2.5 billion to $2.8 billion per year. This is a
consequence of an improved economic outlook and low long-term interest rates,
which remain below the rate of nominal GDP growth for the entire projection
period (leading to positive ‘debt dynamics’).

10.

Achieving a consistent operating surplus across the projection period requires
relatively tighter operating allowances of $2.3 billion per year or below1. However,
when compared to the fiscal projections at Budget, there is space to increase
allowances while reaching an operating surplus.

11.

As discussed in our previous fiscal strategy advice, gross operating allowances
substantially below $3 billion are likely to leave limited space for any measures
other than cost pressures. Given the very tight level of allowance in option 1, we
do not recommend this option unless you signal future revenue raising options to
meet the cost pressures.

12.

Although option 3 and 4 do not achieve an OBEGAL surplus at the end of the
projection period, they allow for a higher level of spending, or lower revenue
raising measures (to accommodate future cost pressures). s9(2)(h)

1 An operating allowance of $2.5bn leads to an operating surplus in 2027/28, before returning to an
operating deficit in 2032/33. This profile of total Crown OBEGAL is driven by rising finance costs in the
latter years of the projection period.
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13.

We therefore recommend you agree to operating allowances of $2.3 billion
per year. This remains consistent with your long-term objectives, s9(2)(h)
and signals
further space for spending on future cost pressures beyond the $2.1 billion
assumed at Budget 2020. Under these allowance settings, net core Crown debt
is projected to be 36.5% of GDP (Figure 1) and total Crown OBEGAL is projected
to be in a surplus of 0.1% of GDP by the end of projection period (Figure 2)

Figure 1 – Net core Crown debt as percentage of GDP for different options of operating
allowance

2

s9(2)(h)
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Figure 2 – Total Crown OBEGAL as percentage of GDP for different options of
operating allowance

14.

The policy options and the fiscal projections presented above are based on:
•

The economic and fiscal forecast base published in HYEFU 2020.

•

Updated population projections from Stats NZ and labour force projections
adjusted to match these.

•

Updated long-term tax to GDP assumption, annual labour productivity
growth assumption and the assumption on government ten-year bond rate.
These are discussed in the next section.

Changes to long-term tax and economic assumptions
15.

The FSM uses numerous assumptions on economic and fiscal variables to
produce medium term projections of key fiscal indicators. With the recent outturns
of data and revisions in historical GDP data, we need to update a few of our key
assumptions. For FSM BPS 2021 update, we are:
i.

Revising down the overall long-run tax to GDP ratio assumption to
27.5% from 28.3%. The revised ratio is based on the historical outturns
between 2006/07 (the first year of tax data being available under the
consolidated process used in the Crown accounts) and the latest year
2019/20. We are also updating the values for each of the individual tax
types in the model.

ii.

Revising the long-term annual labour productivity growth to 1.0%
from 1.2% to match the median of the last 30 years of outturns, as
recommended in our review of this assumption in 2019 (TR2019/3713).

T2021/15 Updating long-term assumptions in the Fiscal Strategy Model
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iii.

Updating the methodology for estimating the annual rate of return on
the government ten-year bond to align with the rate of nominal GDP
growth. The FSM currently assumes that the bond rate slowly transitions to
a long-run average assumption of 5% nominal. However, recent forecasts
of the bond rate have dropped considerably, meaning that the base of the
projection is consistently falling further below the long-run value.
We are updating the methodology of the ten-year bond rate to align with the
annual growth rate of nominal GDP. This is similar to the methodology used
by the UK’s Office of Budget Responsibility (OBR). In this approach, the
bond rate moves from its end of forecast value, over a transition period, to
align with the annual growth rate of nominal GDP.

16.

The combined impact of changing these assumptions, relative to leaving the
assumptions unchanged since they were last published in the pre-election
update, increases net core Crown debt by 9.6 percentage points and decreases
total Crown OBEGAL surplus by 1.3 percentage points (see Table 2 below).

Table 2 – Summary of assumption updates and their fiscal impact
Long-term
assumptions

Planned updates

Fiscal Impact (end of
projection period)

Current

New

Total Crown
OBEGAL

Net core
Crown Debt

Overall long-term
tax to GDP ratio

28.3%

27.5%

-0.8 ppt

+6.9 ppt

Long-term annual
labour productivity
growth

1.2%

1.0%

-0.4 ppt

+2.6 ppt

Long-run value of 5%

Aligned to long-term nominal
GDP growth

No change
over FSM
projection
horizon3

No change
over FSM
projection
horizon

Bond rate of 3.7% by
end of the projection
period

Bond rate of 3.4% by end of
the projection period
-1.3 ppt

+9.6 ppt

Annual rate of return
on government tenyear bond

Combined impact

Next Steps
12.

The Treasury can work with you to set alternative allowances in the projections
should you wish to investigate different options.

13.

Your decision on the operating and capital allowances will be built into the FSM
which will be published online alongside the 2021 BPS. Therefore, you should
provide us with your decision by 2 February 2021.

3

This is because the effective interest rate used to calculate interest costs on debt, has not transitioned
to equal the government 10-year bond rate by the end of the projection horizon. Hence alternative
projection techniques for the bond rate assumption do not have any effect on fiscal indicators.
T2021/15 Updating long-term assumptions in the Fiscal Strategy Model
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Treasury Report:

Date:

Request for appropriation approvals under the Public
Finance Act 1989

13 May 2021

Report No:

T2021/1162

File Number:

BM-2-5-2021

Action sought
Hon Grant Robertson
Minister of Finance

Action sought

Deadline

Agree to the technical
recommendations in this report

18 May 2021

Contact for telephone discussion (if required)
Name

Position

Roger Beyer

Budget Support Specialist,
Strategic Performance
Improvement

Megan Taylor

Manager,
Strategic Performance
Improvement

Minister’s Office actions (if required)
Return the signed report to Treasury.

Note any
feedback on
the quality of
the report

Enclosure:

No

Treasury:4454297v1

Telephone
s9(2)(k)

1st Contact
N/A
(mob)
N/A
(mob)
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Treasury Report: Request for appropriation approvals under the Public
Finance Act 1989
Purpose of the Report
This report seeks the Minister of Finance’s approval:
•

to exempt appropriations listed in Annex One from end-of-year performance reporting,
and

•

for output expenses to be incurred, up to the amount of revenue expected to be earned
for those outputs from parties other than the Crown, for appropriations listed in Annex
Two.

Approvals Under Section 15D: Exemptions from End-of-Year Performance
Reporting
Under section 15D of the Public Finance Act 1989 (PFA) the Minister of Finance can exempt
end-of-year performance information requirements for non-departmental appropriations
where certain criteria are met:
•

where end-of-year performance is unlikely to be informative, or

•

the annual amount of the appropriation or category is less than $5 million for expenses
or $15 million for capital expenditure.

The reason an appropriation is exempt must be published in the Estimates or Supplementary
Estimates.
You approved a number of requests to exempt appropriations from end-of-year performance
reporting in the 2021 March Baseline Update [T2021/462 refers]. The further requests in this
report cover eligible appropriations which missed the March Baseline Update process, or
were created as a result of Budget 2021 decisions.
Annex One in this report identifies the appropriations where an exemption from performance
reporting has been received, together with the PFA criterion under which the exemption is
being sought. The Treasury has reviewed these requests and agree that they meet the
legislative criteria and the reason provided is appropriate.
We will work with your office to draft a response to the Speaker of the House of
Representatives advising him of your decisions.

Approvals Under Section 21: Expenses Restricted by Revenue
Section 21 of the PFA allows a department to incur expenses to produce outputs, up to the
amount of revenue generated by these outputs from parties other than the Crown, without
further appropriation.

T2021/1162 Request for appropriation approvals under the Public Finance Act 1989
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For Section 21 to apply, the PFA requires the following criteria to be met and your approval
to be given:
•

the expenses are funded from revenue earned by a party other than the Crown, or
revenue from another department

•

the costs incurred in respect of the output must not exceed the amount of revenue
earned by the output in that year, and

•

the appropriation to which the output expenses are to be charged is specified in an
Appropriation Act for that year as being supplied under Section 21.

Annex Two lists the output expenses restricted by revenue for which your approval is sought
for 2021/22. The appropriations listed meet the criteria above and Section 21 approval was
given for these appropriations in 2020/21. In keeping with past practice, the Estimates have
been prepared reflecting these approvals.

Recommended Action
We recommend that you:
a

agree to exempt appropriations listed in Annex One from end-of-year performance
information requirements for as long as the exemption criteria continue to be met, and
Agree/disagree.

b

agree that expenses for output expense appropriations listed in Annex Two
(appropriations restricted by revenue) may be incurred up to the amount of revenue
expected to be earned from by those outputs from parties other than the Crown.
Agree/disagree.

Megan Taylor
Manager, Strategic Performance Improvement

Hon Grant Robertson
Minister of Finance

T2021/1162 Request for appropriation approvals under the Public Finance Act 1989
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Annex One: Proposed Exemptions from Performance Reporting
($000)1

Vote

Appropriation (or category of Multi-Category
Appropriation

PFA provision under which exemption is sought

Parliamentary
Service

Resolution of Legal Matters

S15D(2)(b)(ii) as additional performance information is unlikely to be
informative because this appropriation is solely for the support of the
Speakers of the House of Representatives and members of
Parliament acting in their parliamentary capacity.

300

Parliamentary
Service

Party and Member Support 53rd Parliament –
Te Paati Māori

S15D(2)(b)(ii) as additional performance information is unlikely to be
informative because this appropriation is solely for the support of the
Te Paati Māori Parliamentary Party.

1,2152

1
2

2020/21 year unless otherwise stated and for reference only (amounts are not being approved).
2021/22 year.
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Annex Two: Expenses to be included in the Appropriation (2021/22 Estimates
Bill) as Appropriations Restricted by Revenue
Vote

Appropriation

Audit

Audit and Assurance Services

Education

Services to Other Agencies

Internal Affairs

Contestable Services

Revenue

Services to Other Agencies

Statistics

Services to Other Agencies

T2021/1162 Request for appropriation approvals under the Public Finance Act 1989
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Reference:

T2021/1814

Date:

13 July 2021

To:

Minister of Finance (Hon Grant Robertson)

Deadline:

None

BM-3-6-1

Aide Memoire: Meeting on Current Economic Conditions – July
2021
You recently asked for a meeting with officials to discuss the current state of the New
Zealand economy.

Meeting with officials: briefing on current state of the economy
Officials are scheduled to meet with you at 10am on Thursday 15 July to provide a
briefing on the current state of the economy.
The attached slide-pack contains background material that officials will talk to at this
meeting, encompassing:
•

A recap on what we said might happen at the Budget Economic Update (BEFU)

•

An update on key changes since BEFU

•

What others are saying

•

Emerging themes and possible implications

Key themes to discuss are summarised below:
The economy is performing stronger than forecast
March 2021 quarter GDP grew 1.6% in the quarter, stronger than anyone had
expected. Real GDP is now sitting 0.8% above pre-COVID-19 levels, and tax outturns
are running ahead of forecast, with corporate tax receipts particularly strong. This
strong demand, combined with the impact of ongoing border restrictions on labour
supply, has resulted in labour and skills shortages becoming acute across a broad
range of industries.
Inflationary pressures are building
Inflation pressures appear to be building, with firms in the ANZ Business Outlook
Survey reporting inflation expectations reaching 2.4% in June – the highest reading
since 2014. This has resulted in market expectations that the Reserve Bank will need
to act sooner than forecast, with markets now pricing in a 60 basis points increase to
the Official Cash Rate (OCR) by August 2022.

Treasury:4482890v1
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Upside risks are emerging
Forward-looking indicators of domestic activity point to continued momentum in the
domestic economy, supported by a stronger than forecast resurgence in global
demand. Combined with ongoing constraints on labour supply growth, this will lift
private consumption and business investment as well as inflation, while a stronger
terms of trade will further support profitability and demand.
COVID-19 risks remain
The ongoing spread of more transmissible strains of the virus abroad may require a
more gradual lifting of border restrictions. This would result in a slower recovery in
services exports and labour shortages becoming more severe owing to lower migration
levels.
Some existing assumptions may need to be revisited
Our current border assumption of a substantial reopening in 2021 is appearing less
likely to eventuate and may need to be revisited for our Half-Year Economic Update.

Nairn MacGibbon, Team Leader, Forecasting,
Peter Gardiner, Manager, Forecasting, s9(2)(k)

Treasury:4482890v1

s9(2)(k)
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Current economic conditions
Forecasting team

15 July 2021
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Outline
• Budget economic outlook recap

• Recent developments
– New Zealand
– Abroad

• What others are saying
• Possible implications
• Upcoming data
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Summary and key messages
•

The economy & labour market have continued to outperform
expectations during the first half of 2021, and tax revenue suggests
continued strength.

•

Skill shortages appear to becoming more generalised, and
capacity constraints are leading to pricing pressures.

•

The emerging consensus is that inflationary pressure is building,
leading to expectations that the Reserve Bank will need to act
sooner, pricing 60 basis points increase by Aug 2022.

•

Our current border assumption of a substantial reopening in 2021
seems less likely, and may need to be revisited for HYEFU.

•

Upside risks are emerging: Persistent supply-side constraints will
lift inflation, the terms of trade will support profitability and demand,
while tax outturns present further evidence of stronger domestic
demand.
3
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Budget recap
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BEFU recap: Activity muted during 2020
Real GDP

•

Economy proving more resilient to COVID-19 shock
than earlier anticipated.

•

Robust household spending supported by fiscal
support, a stronger labour market and buoyant
domestic demand

•

This combined with more positive global
developments led to significant forecast upgrade.

•

The pandemic still had a major influence on the
economic outlook:

$billions (2009/10 prices)
80
Forecast

70
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Quarterly

Budget Update 2021

Jun-19

Jun-22

Jun-25

Half Year Update 2020

Services exports and imports

–

A small pull-back in real GDP anticipated in 2021Q1 reflecting absence of
peak season for international tourism, while domestic demand growth was
expected to ease, following strong end to 2020.

–

A significant opening of the border from the start of 2022 was is expected to
see services exports contribute to an acceleration in overall growth (with more
limited impacts assumed in the second half of 2021 as more partial easing of
the border was assumed).

–

Recovery in tourism expected to be relatively gradual, with services exports
still below pre-COVID-19 levels by the end of the forecast.

$billions (2009/10 prices)
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Real services exports

Real services imports

Jun-25

•

Reversed around two thirds of the 3% reduction we
had made to potential GDP owing to COVID-19.
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BEFU recap: Labour market softer in 2021
before lifting in 2022 and beyond
Unemployment and Employment

Key assumptions:
•

Partial border easing from 1 July
2021

•

Significant re-opening from 1 Jan
2022

•

Migration assumed a linear reversion
to around 43,000 per year by 2025

•

NAIRU Long-run assumption of
4.25%

•

Expectation was for a period of weak employment growth, motivated by a lack
of international tourists in what would have been the peak of the season.

•

Unemployment was expected to tick up in the sort term as fiscal support
measures lapse, and then fall over the remainder of the forecast horizon as
tourists return.
6
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BEFU recap: Inflation transitory and monetary
conditions supportive
Inflation
•

Resilient domestic demand, rising cost
pressures and weaker prices a year ago
was expected to raise near-term inflation,
with annual inflation peaking around 2.4%
in the middle of 2021.

•

Spare capacity was expected to remain for
some time, and the weak underlying
inflation pulse was expected to bring
inflation back down below the Reserve
Bank’s 2.0% target mid-point as capacity
constraints ease and supply chains
normalise.

•

Prolonged monetary policy support was
expected to be required for the economy to
return to long-run trends, with weaker
house price growth pushing out interest
rate hikes to late 2024.

Interest rates
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BEFU recap: Global recovery underway
Trading partner growth (Top 16)
aapc
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•

The global economy was expected to recover
strongly, especially from the second half of
2021, driven by increased vaccination rates
and ongoing fiscal and monetary policy
support

•

Top 16 trading partners contracted by an
average 2.1% in 2020 and were forecast to
grow by 5.8% in 2021 and 4.2% in 2022,
stronger than expected at HYEFU

•

Concerns about rising inflation as a result of
supply chain issues, rising commodity prices,
accommodative policy settings and robust
consumer demand.

•

Central banks expect increase in inflation to
be transitory.

HYEFU 2020

Trading partner growth (selected)
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Recent developments
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Activity and tax stronger than forecast!
•

March 2021 quarter GDP growth (+1.6%)
was higher than anybody had expected.

•

Broad-based industry growth led by
construction, with tourism-affected transport
the main (expected) offset.

•

Household spending (+5.4%) and business
investment (+8.3%) evidence of strong
domestic demand.

•

Real GDP now sitting 0.8% above preCOVID-19 levels.

•

As a result, tax outturns are running ahead
of forecast, with corporate tax receipts
particularly strong.

•

Strong QBSO own activity indicators for
June quarter support this outlook.
10
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Labour and skills shortages worsen
Job Ads

Index (2020M1=100)
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•

Firms across the NZ economy are reporting increasing difficulty finding both skilled and unskilled labour,
with job ads at historic highs and labour increasingly a constraint on expansion.

•

This could lead to wages rising, inflationary pressures, and interest rates rising earlier than in previous
economic recoveries, while the unemployment rate lingers at a higher level than in previous cycles.

•

The labour market is likely to tighten further as strong demand for workers meets the ongoing inability to
bring workers from overseas. In the absence of a return to inward migration, skills mismatches are
unlikely to resolve in the short term.

•

Households remain less confident in their job security than normal, and expectations around future
earnings growth remains subdued. There appears to be wedge developing between firms’ and
households’ perceptions, with firms’ perceptions effectively tighter than those of households. Households
with skills that are less in demand may be contributing to the skills mismatch.
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Border restrictions constrain labour supply
Annual Migration
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•

Net population gains from migration have fallen
from pre-COVID-19 highs in excess of 50,000
per year over the previous 5 years to sit at just
over 6,000 currently.

•

This has resulted in growth in the working age
population being around 40,000 people lower
(1% of the working age population) over the
past year than it averaged over the previous five
years.
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•

•

•

Access to workers on various types of
visas has reduced.

This is particularly so for working holiday
visas (affecting seasonal agricultural and
tourism-related industries).
Assumption of a substantial border
reopening in 2021 seems less likely, and
may need to be revisited for HYEFU.
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Monetary conditions tightening
ANZ OCR expectations

•

Inflation expectations have been rising with
firms facing increased labour shortages and
supply chain disruptions leading to increased
cost pressures. The ANZ Business Outlook
shows firms’ inflation expectations reached
2.4% in June, the highest reading since 2014.

•

Firms surveyed by NZIER in the Quarterly
Survey of Business Opinion for the June 2021
quarter indicated that they have been able to
raise prices in the past 3 months, and expect to
do so again the 3 months ahead.

•

Stronger economic performance and rising
inflationary pressures are leading to expectations of
interest rate hikes by the end of 2021, with more to
come in 2022.

•

The Reserve Bank’s Monetary Policy Committee
acknowledged that the Large Scale Asset Purchase
(LSAP) programme is unlikely to reach their self
imposed $100bn limit by June 2022. Market
commentators do not expect any extension or
expansion to the LSAP programme given the
improved economic outlook.

Firms’ pricing intentions and shipping costs

At 74.7, the Trade Weighted Index in the June 2021
quarter was broadly in line with the 74.5 assumed in
the BEFU 2021 forecasts.

•
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Housing & residential investment resilient
•

Demand in the housing market appears to be
resilient after the Government’s housing policy
changes and higher loan-to-value-ratio (LVR)
restrictions for investors were introduced in May.

•

First home buyers have continued to borrow more
on average in April and May, while the average
amount lent to investors has dropped.

•

Annual house price growth rose to 29.8% in the
May REINZ house price index, a fresh record
high, boosted by a period of lower house prices in
May 2020 as a result of higher alert levels at that
time.
•

Building consents issuance

REINZ house prices

•

Construction activity is expected to be wellsupported by record high building consents
issuance over the past year. However, labour
shortages and continued supply chain disruptions
are expected to constrain further growth in
residential investment.
Monthly building consents remained at elevated
levels in May, despite a fall of 2.8% that was
driven by the volatile multi-unit dwelling category,
suggesting that appetite for new construction
remains high.
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Global economy recovering more strongly
than forecast at BEFU
•

•

•

Pace of recovery in 2021, especially
in advanced economies, has
surprised on the upside.
Stronger than expected growth has
been underpinned by monetary and
fiscal policy support, increased
vaccination rates, gradual re-opening
and rising confidence levels.

Change in consensus forecasts from BEFU21
Real GDP growth, %
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1.0

0.5

Key risks include rising inflation and
the spread of more transmissible
variants of COVID-19.

0.0
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Source: FocusEconomics, Treasury calculations
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Global COVID-19 situation
Index

New Zealand’s elimination strategy of
“going hard and going early” has seen us
have the least restrictive lock-down
measures on average across the OECD
over the course of the pandemic.
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Global new case numbers had been falling
progressively since April, however new
variants of the disease have seen case
numbers begin to rise again, particularly in
the UK and South Africa.

•

New daily case numbers in Fiji remain high
as a proportion of the population.
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Recent developments – key trading
partners
•

•
•

Strong recovery, supported by rapid
vaccination, re-opening of economy,
fiscal stimulus and pent-up savings
Real GDP should already be back at
pre-pandemic levels, but labour market
lagging
Rising inflation a key risk – could lead to
earlier or more rapid monetary policy
normalisation

United States
•
•
•
•

Strong economic recovery has
persisted
Employment, unemployment levels
back to pre-pandemic levels
Job vacancies are 57% above prepandemic levels, as border closures
constrain labour supply
Muted price pressures compared to
other advanced economies

Australia

•

•
•
•
•

Renewed outbreaks and lockdowns
contributed to contraction in 2021Q1
Economic activity has picked up
meaningfully in Q2
Vaccination pace has increased
Fiscal & monetary policy to remain
supportive
Inflation has increased, but not
excessively

Euro area
•
•
•
•

Outperforming other emerging markets
Strong recovery driven by industrial
production & exports, consumption
lagging
Vaccine rollout has been quick, though
relatively low efficacy of Sinovac a risk
Producer price inflation has risen, but
so far consumer price inflation remains
contained

China
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What others are saying
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Growth expected to lift & further
improvement in the l/mkt anticipated
•

The BEFU forecast for March-2022 annual
average GDP growth is in line with other
forecasts, though some forecasters expect
annual growth from 2022 to be weaker
compared to the BEFU forecast.

•

Following the March quarter labour market
result, no-one is now forecasting the
unemployment rate to rise from the 4.7% in
Q1, and the mean unemployment rate
forecast in the March 2023 quarter is 4.0%.

•

Key themes: Businesses are confident and
willing to invest, but are finding skilled (and
unskilled) labour is a constraint.

•

Labour market appears historically tight, with
record-high job vacancies and unemployment
expected to keep falling.
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Inflation increasing and interest rates to
rise earlier
•

Several forecasters expect inflation to
reach 3.0%+ in the second half of this
year, and some expect inflation to
remain persistently above 2.0%.

•

Cost pressures and inflation appear to
be a major focus in economic
commentaries, with resilient demand
running up against supply chain
disruptions, low inventory levels and
labour and skills shortages.

ANZ OCR expectations

•

The RBNZ is expected to be among the first
central banks to raise rates as the risk of an
supply/demand imbalances contributing to
inflationary pressures increases.

•

Markets have almost fully priced in a 25basis point cash rate rise in November this
year, with a further rise priced in by May
next year
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Emerging themes
Assumptions

Implications

Supply constraints:
A higher NAIRU or lower potential growth, reflecting
that we continue to have supply constraints while
demand continues to expand.

Greater inflation pressures in the near term. Monetary
policy stimulus is removed sooner than currently
anticipated slowing growth in the medium term and the
unemployment rate stabilises.

Stronger global demand: stronger global recovery
promotes a higher terms of trade and stronger
(goods) demand, profitability, investment and
aggregate demand strengthens

Higher activity mostly via business investment
generates higher inflation in the near term,
lifting exchange rates and interest rates, and a lower
unemployment rate.

Stronger domestic demand:
GDP is stronger again, reflecting continued strength
in household spending which is consistent with
continuing strength we are currently seeing in tax
outturns.

Higher activity mostly via private consumption (&
business investment), generates higher inflation and
interest rates, lowering unemployment further.

Slower border re-opening:
The spread of more transmissible strains of the
virus abroad necessitates a more gradual lifting of
border restrictions and localised lock downs, which
in turn results in a slower recovery in services
exports.

Lower activity levels in tourism and related industries
and higher unemployment owing to a more persistent
negative output gap. Labour shortages are more severe
owing to lower migration levels.
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Upcoming Data
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Upcoming data
When

What

Implications

12 Jul

Electronic Card Transactions
(June 2021)

Will give a sense of whether the elevated levels of household
spending observed in the March 2020 quarter have held up.

13 Jul

REINZ House Prices
(June 2021)

House prices are key indicators of household consumption.

14 Jul

International Migration
(May 2021)

Official measure of long-term migration which influences labour
supply, however border disruptions have impacted the estimation
process recently.

16 Jul

Consumers Price Index
(June 2021)

Look to see whether the inflationary pressures seen in business
survey measures feed through to observed prices.

16 Jul

BNZ PMI (June 2021)

19 Jul

BNZ PSI (June 2021)

Indicators of June quarter activity across the manufacturing and
services industries, which will provide further evidence of
whether domestic demand has held up.

28 Jul

Monthly Employment Indicators
(June 2021)

Indicator of aggregate employment growth over the June quarter,
in advance of official HLFS/QES estimates.

30 Jul

Building Consents Issued
(June 2021)

Key indicator of future pipeline of construction activity – will
historic high levels be maintained?

4 Aug

Labour Market Statistics
(June 2021)

Recent indicators of demand and supply (and skills shortages)
point to a fall in unemployment and increasing wage pressures.
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