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Policy assessment

The Reserve Bank now views 725 as the appropriate level for the Monetary Conditions Index (MCI),
down from the 825 level set in the JWenetary Policy StatemenT his is in line with the conditions
applying in financial markets over recent weeks. The new, lower, level for the MCl is justified by our
estimate of more slack in the economy until at least mid-1998. This spare capacity will act to reduce
inflation pressures over 1998.

These projections incorporate a further modest easing in monetary conditions in the December and
March quarters. However, this is by no means certain, with several important factors suggesting
caution. First, economic activity is expected to pick up late this year, driven by a significantly more
expansionary fiscal policy, accelerating household expenditure, rising business investment and
expanding world markets. The excess capacity in the economy, although greater than estimated in the
JuneStatements projected to be exhausted by late 1998. This means inflation is projected to pick up
early in 1999. Given the lag between setting monetary policy and influencing inflation outcomes, this
pick up in inflation suggests that monetary conditions will need to tighten again from mid-1998.

The extent of the current easing is also constrained by the upward revision of projected inflation for the

remainder of 1997 and early 1998. This partly reflects the recent depreciation of the New Zealand dollar.
Several positive effects flow from the rebalancing in the mix between interest rates and the exchange
rate, including improved export prospects and a smaller current account deficit. However, the decline
of the exchange rate will also increase inflation in the short term. This provides the Bank with a smaller

margin of comfort to offset the inflationary consequence of the forthcoming fiscal policy stimulus.

Figure 1
Consumer price inflation
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Figure 2
Real and nominal monetary conditions
(December 1996 quarter average = 1000)
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In sum, the Bank views the decline in the MCI since June as appropriate. Although these projections
suggest some further easing over the next six months, whether this eventuates will depend on the growth
trend in the economy this year and the impact of the recent fall of the exchange rate on prices. If
economic growth turns out to be stronger than projected, or the price effects of the exchange rate appear
more strongly, the likelihood of the projected policy easing will diminish.

Ry, 7/L//
gl

Donald T Brash
Governor
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1. Overview

The pace of economic activity is projected to riseapacity existing in the economy at present and
over the medium term due to many of the developver the next few quarters. This excess capacity
ments outlined in our JurséatementThe driving Wwill place greater downward pressure on prices
factors include a more expansionary fiscal policgver 1998 than projected in the Justatement
stance, a modest world economic expansion, agdabling the Bank to validate the easing in mon-
increased productivity growth. The growth iretary conditions since then. However, the pro-
activity is projected to reach a cyclical peak ifected rise in demand is expected to absorb the
early 1999, with inflation pressures lagging somexcess capacity by late 1998, with upward price
what. This allows monetary conditions to eaggressures resurfacing in 1999. This limits the
now, before gradually tightening from mid-199&cope for future easings in monetary policy and
in advance of the emerging inflation pressdres.suggests the likelihood of a renewed tightening
phase from mid-1998 onward.
In contrast to the Jur&tatementhe recent depre-
ciation of the New Zealand dollar leads us to.

project a more positive outlook for the export ang!9ure 4

import-competing sectors of the economy. MeafXCess demand
utput gap as a percentage of GDP)

while, higher real interest rates have dampené@
our projections for household and business spend-
ing. Overall, New Zealand’s external balance |
projected to improve.

Despite a similar medium-term projection to oy 1
June Statementthe short-term outlook in this
projection has changed somewhat. Recent d
and analysis point to a greater margin of spa

Figure 3 - Actual Projection
Economic activity indicators . '
(Annual percentage change) -5
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March years

The immediate outlook for inflation has also been
revised up since June. The higher inflation pres-
sure expected over the remainder of 1997 and
early 1998 is in part due to the recent depreciation
of the New Zealand dollar, which has raised the

. ‘\,’ . domestic price ofimports. Itis also aresult of past
61 Actual | Projection government policy initiatives, in particular Hous-
-8 —— ing New Zealand rental increases and rising terti-
% e, T %899 0% ary education fees. Should the total of the policy
Real GDP — — — -Hours worked component of these charges contribute more than
Total employment 0.25 percent to the annual rate of inflation in the

CPI excluding credit services, then they may be

removed from our measure of underlying infla-

2 Tables 1 and 2 summarise the main elements of the projectigon.
to 2000, while table 10 in the appendix provides details of the
projection for GDP components.
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The lag between monetary policy setting amghile the temporary boostto inflation arising from
outcomes means the higher inflation we now exhe recent exchange rate depreciation is waning.
pect over the short term is largely beyond ourhis combination of factors enables the Bank to
direct influence. The earliest period when moraccommodate an easier monetary policy stance
etary policy can now influence inflation signifi-now, despite the higher short-term inflation pro-
cantly is around mid-1998. At this point, excesfle.

capacity is projected to remain in the economy

Table 1

Summary of economic projections

(Annual percentage changes, unless specified otherwise)
Refer to appendix for notes to table

March years Actuals/Estimates Projections
1996 1997 1998 1999 2000
Inflation measures
Underlying inflation 2.1 2.0 1.7 1.4 15
Consumer Price Index (CPI) 2.2 1.8 1.4 0.7 2.0
Import prices -1.3 -4.6 0.5 -2.5 -0.8
Export prices -3.5 -6.6 5.7 -1.0 -3.2
Wages 3.7 3.6 2.6 2.8 3.6
Monetary conditions (year average)
Real MCI 612 975 800 700 790
Nominal MCI 608 961 770 700 900
Exchange rate (TWI) 62.2 66.4 65.3 65.0 66.8
90-day bank bill yield 8.8 9.0 7.9 7.5 8.1
Output and labour force
Output gap (year average) 1.8 0.6 -1.1 -0.3 1.0
Real GDP (production) 2.8 1.3 2.5 4.6 3.5
(annual average) (3.1) (2.3) a.7) (3.8) 4.3)
Potential output 3.6 3.5 3.3 2.9 3.0
Total factor productivity 0.8 0.9 1.1 0.8 0.6
Labour force 3.4 14 1.8 15 14

Other information
Government operating balance

(June year average, % of GDP) 3.6 2.1 0.9 1.0 1.0
Current account balance

(year average, % of GDP) -3.7 -4.8 -5.8 -4.7 -4.1
Terms of trade -2.2 2.1 5.1 1.6 -2.4
Unemployment rate (year average,

% of labour force) 6.2 6.2 6.9 6.6 5.9

World economy

Industrial production (OECD) 0.1 3.8 2.0 3.2 1.7
Consumer prices 2.6 2.3 2.3 2.4 2.8
Short-term interest rates (year average) 6.0 5.6 5.6 5.8 5.8
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Table 2
Summary of short-term forecasts

(Quarterly percentage changes, unless specified otherwise)

Refer to appendix for notes to table

Inflation measures
Underlying inflation
(annual percentage change)
Consumer Price Index (CPI)
“Consumer” import prices
Wages
House prices
Construction costs (residential)

Monetary conditions (quarter average)
Nominal MCI
Exchange rate (TWI)
90-day bank bill yield

Output and hours worked (s.a.)
Real GDP (production)
Total hours worked

Actuals/Estimates

Projections

Mar-97 Jun-97

Sep-97 Dec-97 Mar-98 Jun-98

0.2 0.3 0.6 0.5 0.3 0.3
(2.0) (1.5) (1.8) (1.6) (17) (1.8
-0.3 0.1 0.4 0.6 0.3 0.2
27 02 0.3 0.4 0.8 0.2
1.1 1.2 0.2 0.2 0.9 1.0
2.3 0.6 0.8 0.7 0.6 0.4
0.2 1.0 0.7 1.1 0.9 0.9
956 897 740 725 700 670
68.4  68.0 64.6 644 644 645
7.5 7.2 8.2 8.2 8.0 7.6
05 0.7 0.5 0.7 0.6 0.7
2.0 2.5 0.5 0.1 0.5 0.5
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2. Output growth

Sustainable output growth and Initial spare capacity
inflation

Over the period 1994 to 1996, output was clearly
The concept of an economy'’s steady sustainabi@inning ahead of its sustainable growth rate,
growth rate is important for the Reserve Bank, aprompting a progressive tightening in monetary
it enables an assessment of when inflation pregonditions. This period of excess demand also
sures may be expected. For example, if actugdartly explains New Zealand’s widening external
output is running ahead of its sustainable rat@ade deficit. In early 1997, the level of economic
then inflation pressures will build. An econo- activity fell below its potential, creating a situa-
my’s sustainable (or potential) growth rate is thation of excess supply (or a negative output gap).
which can be achieved withoutinducing inflation This has reduced inflation pressures and allowed
pressures. Itis determined by the growth rate ahe recent relaxation in monetary conditions.
the labour force and the rate of labour productiv-
ity growth. Actual economic activity does not Economic activity appeared to slow markedly
always grow at its sustainable rate and insteagver the first half of 1997, with the March quarter
tends to grow in cycles. The business cycle i&DP (production-based) contracting by 0.5 per-
generated by factors such as changes in interngent. The contraction occurred in part because the
tional trading conditions, asset price developEaster vacation was in March rather than April,
ments, swings in business investment and housgeaving 5 percent fewer trading days than normal.
hold expenditure, and changes in fiscal and morHowever, even after accounting for this influ-
etary policy. ence, economic activity was subdued.

An improved performance Most leading indicators suggest a pick up in
output since March, with an estimated 0.5 to 1
In New Zealand, the labour force is projected tqercent rise in activity for the June quarter. Total
expand at about 1.5 percent per annum, withours worked and road user charges, for example,
output per person (or labour productivity) grow-suggest an upswing (see figure 5). Data from the
ing at a similar pace. This makes New Zealand'services and distribution sectors, which account
sustainable growth rate about 3 percent per affer around one-half of the economy, support
num, which is a considerable improvement ovethese indicators. However, the short-term out-
the 1.5 percent rate in the 1980s (see Box 1). Theok for manufacturing is more mixed, with indi-
recentimprovement has had an impact on investators suggesting a weak June quarter. Overall,
ment and consumption behaviour, with firms andye estimate the level of output in the first half of
households appearing contentto spend more noy097 to be 0.4 percentage points lower than
in the expectation of higher future incomes.  anticipated in the JunBtatement. The greater
excess capacity which is now evident in the
New Zealand's sustainable growth rate has bereconomy is likely to persist until at least mid-
efited most from an expanding labour force overn 998.
recent years. Net immigration ran at record
levels, while unemployment fell and labour force
participation rates rose. Over the projection
period we expect investment and technology
growth to be the key drivers of growth in sustain-
able output. A shift to increased capital usage i8 In our view the capital-to-output ratio will grow from its

a Iikely outcome as the economy continues to current level of 1.5 to around 1.6 over the medium term. A
long-term capital-output ratio of 1.6 is below that assumed in

benefit from restructurln@. the Bank’s recently publishdebrecasting and Policy System
(see RBNZResearch Paper No. 13 Details of this change,
incorporated in these projections, are available on the Bank’s
World Wide Web home page.
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Figure 5
Coincident indicators of GDP
(Quarterly percentage change)
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Rising output growth and inflation pressure

Economic outputis projected to continue to gather
momentum, with GDP growth peaking at over 4

percent in the year to March 1999. Government
and household expenditure will contribute strongly
to this profile, as will rising business investment.

An improved export performance, with sustained
world demand and a lower New Zealand dollar,
will also support this growth.

The excess capacity currently in the economy is
expected to be exhausted by late 1998, as output
rises above its sustainable capacity. The re-emer-
gence of a positive output gap will lead to rising
inflation pressures from early 1999 and necessi-
tate a gradual pre-emptive tightening in monetary
conditions from mid-1998.
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Box 1:
A better measure of potential output

To understand inflation pressures in the econonfiygure 6 presents the old and new measures
we need to gauge the extent of excess demandotential output plotted against actual output. Th
supply in the economy. To do this we need toew measure of potential output shows more e
know the level of output at which the cyclicakcess supply over the late eighties and early nin
pressure on inflation is neutral. We refer to thiges.
level as ‘potential’or sustainable output.

However, the level of potential output is not diFigure 6

rectly observable. To getaroundthisinthe paStVW?easures of potential output
have estimated potential output by a widely-used

method which smooths through the fluctuations sm

production-based Gross Domestic Product (GDP| 22000
The smoothed-GDP series abstracts from bu{ 215001
ness-cycle peaks and troughs, identifying pote| 210001
tial output. However, the simple smoothing tech 2029
nique suffers from the twin problems of ignoring 2°°%°1
notable relevantinformation, and quite significar] 9°%°1
revision of its results as new data becomes avg %1

185004
able.
18000

17500

As part of our Forecasting Policy System w 86 87 88 89 90 91 92 93 94 95 95 9
improved our estimate of potential output by in March Years

. .. . — |
cluding economic information relevant to deman New " potental output

and supply in the economy. Our new estimatiq____— — — -0ld HP' potential output
technique incorporates additional information from
three sources:

» pastinflation in the economy;

* asurvey measure of the economy’s capacity
utilisation rate; and

e an indicator of labour market conditions.

With the addition of these three factors, the new
technique provides a measure of potential output
that is more consistent with the evolution and
direct evidence of pressures on the economy’s
productive capacity. Furthermore, it is more sta-
ble, reducing the revision problem with new dfata.

1 This smoothing technique is called the Hodrick-Prescott (HP)

filter.

This new technique is called the multivariate (MV) filter.

3 Afull description of the multivariate filter is given in Conway
and Hunt (1997), “Estimating Potential Output: A Semi-
Structural Approach”, forthcoming Discussion Paper.

N

of
e

e-
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3. Fiscal policy

Following confirmation in the 199Budgetthese Figure 7

projections incorporate the additional $5 billion oPperating balance and net public debt
government expenditure proposed in the CoalfAs a share of GDP)

tion Agreement: around $0.9 billion in the Jung
fiscal year 1997/98, $1.6 billion in 1998/99, an( Operating balance % Net public dCth;
$2.5 billion in 1999/2000. The tax cuts of about :

percent of GDP are included in fiscal year 199¢
99. The proposed Retirement Savings Scheme
notincluded as the referendum result is not knov
atthe time of writing. Also notincluded are the ta|
cuts mooted for the 1999/2000 fiscal year.

- 50
- 40
- 30

- 20

Although the fiscal projections are based on th ]

) ) : 10
parameters outlined in the 198n0dget our ex- | 31 Actual ' Projection !

penditure and revenue profiles differ from th({ -2 : 0
government’'s where we have different projeq 91 92 93 94 Juaiye:ri 97 98 99 00
tions for nominal economic activity. mmmm— Operating balance Net public debt

A fiscal stimulus fuels demand

Increased government spending and the plannigelt public debt continues to decline

tax cuts contribute to a cyclical upswing which

peaks early in 1999. Government consumptidaontinued operating surpluses and ongoing eco-
and investment are projected to grow by around®mic growth leads to a further decline in the ratio
percent in the year to March 1998. The tax cut #f net public debt to output. We project that net
July 1998 also boosts household disposable ipublic debt will fall from around 28 percent of
come and expenditure. To the extent that tleDP in the 1996/97 fiscal year to about 25 percent
impact of the fiscal stimulus is well anticipatedn 1999/2000.

and perceived as permanent, aggregate demand

will build in advance of the actual tax cut.

The operating balance remains in surplus

Our projections for government expenditure and
revenue imply that the government’s operating
balance will remain in surplus throughout the
projection period. Nevertheless, the operating
surplus declines from $2 billion in the 1996/97
fiscal year to around $1 billion in the fiscal year
1997/98, and remains at this level for the follow-
ing two years.

Despite weaker growth in the current projections,
the operating surpluses we project are similar to
those in the Jun&tatement The offset is the
higher inflation profile, which results in the in-
come tax base being approximately unchanged in
nominal terms.
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Table 3
Fiscal accounts
($ billion)

June years

Direct taxation
Indirect taxation
Non-tax revenue
Total revenue

Total expenses
Revenue less expenses

Net surplus attributable to
SOEs & Crown entities

Operating balance
(% of nominal expenditure GDP)

Net public debt
(% of nominal expenditure GDP)

Actuals
1995 1996
19.8 21.3
10.4 11.0
34 2.8
33.6 35.1
30.4 31.7
3.2 3.3
-0.6 0.0
2.7 3.3
(3.1) (3.6)
32.6 28.6
(37.6)  (31.5)

RBNZ Economic Projections, September 1997

Projections
1997 1998 1999 2000
20.4 21.0 21.2 22.3
11.4 11.8 12.3 12.6
2.9 2.4 2.4 2.5
34.7 35.1 35.9 37.4
33.0 34.7 35.5 37.0
1.7 0.5 0.4 0.4
0.3 0.5 0.6 0.6
2.0 0.9 1.0 1.1
(2.1) (0.9) (1.0) (1.0)
26.1 26.3 26.3 26.2
(27.7)  (26.9) (25.7)  (25.0)
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4. Household activity

Consumption and saving Figure 9
Debt servicing cost

Consumer spending is expected to pick up through (As a proportion of disposable income)
1998

%
8.5

Growth of household consumption has slowe
considerably over the past year and is expected
remain subdued until the end of 1997. Consistg -
with recent retail sales statistics, we project co

8.0 Actual ' Projection

sumption to grow at a 1.5 to 2 percent annual r§ "
over the remainder of the year. 6.5
6.0 -

In line with the cyclical upswing in the aggregat
economy, consumption expenditure is projectd 5.5
to average around 3 percent per annum over { _ | .
calendar years 1998 and 1999. These growth ra 90 91 92 93 94 95 96 97 98 99 00
are generally below those of real disposable i March years

come. Consequently, the household savings rare

is projected to increase from 1 percent of dispot%-

able income in 1997 to around 4 percent by the. level and composition of household wealth,
year 2000. and thereby consumption.

The cyclical factors constraining household spend-

Cyclical and structural factors influence demand | .
ing in the short term include:

Both cyclical and structural factors influence the .

outlook for household consumption and residen- |n|t|a|_slower_employmgnt growth;

tial investment. The structural factors relate to the & period of higher ! eal interest rates; and
economy’s shift to a higher sustainable growth subdued house price growth.

rate and the tax cuts made possible by fisca

restraint. These factors have important effects cT ese factors come together fol_lowmg a F’e“?‘?' of
rising household debt and growing debt-servicing

costs. Overall, household income growth and
wealth will be subdued initially, leading to a
period of weaker spending activity.

Figure 8
Real household income and consumption
(Annual percentage change)

Structural factors that improve an economy’s abil-
ity to generate wealth also have important effects
on household consumption. Stronger economic
growth and capital accumulation ultimately imply
higher real wages and household wealth. An
improved government fiscal position can also
imply a lower tax burden, with positive income
and wealth implications for households. In addi-
tion, households will tend to spend in advance of
: a tax cut, or higher expected real wages, to the
Actual .  Projection extent that they are confident these gains are
: permanent.

%

O N B O PN WA OO

91 92 93 94 95 96 97 98 99 00
March years
Consumption ®|ncome
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Table 4
Household incomes and consumption
(Percentage change in annual totals)

Actuals Projections

March years 1995 1996 1997 1998 1999 2000
Compensation of employees 6.7 6.6 4.9 3.9 4.3 5.7
Other income 4.4 8.7 4.4 3.1 34 4.2
Total income 5.6 7.6 4.7 3.5 3.8 5.0
Nominal disposable income 4.8 6.9 5.2 4.8 5.3 4.4
Consumption deflator 1.7 2.6 2.4 1.6 15 1.5
Real disposable income 3.1 4.2 2.7 3.1 3.7 2.8
Real household consumption 5.7 3.9 3.1 1.0 2.7 2.7
Savings rate 1.1 1.3 0.9 3.0 3.9 4.1

Over the period 1993-96, both the transition tmvestment over the September quarter. This will
stronger economic growth and the improved fiscahartly offset the significant decline in building
position, which resulted in the 1996 tax cuts, wergork put in place in the June quarter.
in part responsible for household expenditure run-
ning ahead of disposable incomes. Househdidom 1998 onwards higher real interest rates are
spending and rising debt levels were further prgrojected to dampen housing demand. Growth in
moted by growing house prices. Together, thesenstruction costs is expected to exceed house-
factors led to a period of quite low householgrice inflation, leading people to opt to buy
savings rates despite relatively high real intereskisting homes rather than build new homes (see
rates. Box 2). The projected sharp decline in net immi-
gration will also reduce the rate of population
Over the projection period, we expect these kegyowth and restrain residential dwelling demand.
structural factors to be relatively more favourable
towards saving. First, the economy’s transition to
a higher sustainable growth rate will be less evi-.
dent than in the early 1990s, dampening expec gure 10. .
tions of future income growth. Second, reduce esidential investment
fiscal surpluses and the recent focus on retiremeh
income may lead the public to perceive there |
less scope for future tax cuts beyond 1998. Thif "
several factors, as outlined below, suggestamq s .

nnual percentage change)

subdued growth rate of house prices, reducing t{ 204 Actal 3 Projection

anticipated rise in household wealth. Overal 15. .

although household consumption is projected | 104

grow, it will tend to lag behind disposable incom({ 51 A /\/\ p
rowth and lead to a rise in household savings| © :

J B Vv W/

-10 -
-15 4
-20 -
-25 x x x x x + x x
The recent robust growth in dwelling consents 91 92 93 94 95 96 97 98 99 O
likely to provide a transitory boost to residenti March years

Residential investment
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Box 2:
Forecasting residential investment

Investors considering whether to construct a nefihe g3 house price series we use is a Valuati
house or buy an existing one will compare thew Zealand quarterly index. Construction cos
market value of houses with the cost of buildingare measured as the ‘purchase and construct
house. If the cost of construction is less than tleest of new dwellings’.

price of buying an existing house, then it makes

sense to build. This relationship, the ratio of house

prices to construction costs, is an example of whiaigure 11

the economics literature refers to as Tobin’s g. Tobin’s q

. . L. Index Index
For the purposes of forecasting residential invest:.35 1100

ment, comparing the average price of all existing 30+
houses with construction costs has not, howevet;?®1
given agood guide to future house building. Com?-291
paring the average price of existing houses lgss'®

- 1000

- 900

than three years old with construction costs pr Jiég [ 800
vides a much better guide. '

1.00 L 700

.. .. . . 0.95 -

Our statistical analysis indicates that this nepy o, 600
measure, which we call Tobin’s g3, is a leadi 91 92 93 94 95 96 97
indicator of residential investment, as can be seen b Lg"s""“’h vears
by the dashed line in figure 11. The strong growth _ _ _ oS
in residential investment from 1991 to 1993 i  =—————Residential investment (RHS)

consistent with the fact that prices of existing
houses less than three years old were increasing
faster than construction costs.

[S
on

14
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5. Business investment

Investment has continued to grow in 1997 Figure 13

Non-residential construction
Business investment continued to grow over tH{@&nnual percentage change)
first half of 1997 despite the cyclical slowdown i
economic activity. This reflects a desire by firm| 5, %
to enhance the use of technology and maintg 4
their market position. Nevertheless, real inveq 3o

ment growth is projected to be subdued over tf 2o :
remainder of 1997, reflecting higher real intereq 10
rates and recent lower profitability. 0 o\

-10 v \—/
Investment growth is projected to pick up -20

-30
Investment is projected to pick up over 1998/99 ¢-40
expected demand, export sales, and profitabili|->°
improve. Investment in plant and machinery wi '6091 S s or os o 9 o5 es ob
continue to increase, keeping the level of inveg March Years
ment at a historically high rate.

Actual ! Projection

Commercial construction will be a key driver in
the investment profile. Several medium-sized and . .
large construction projects are planned in somelgye.Stmem moves to & higher level in the
the major urban centres. These include hotelsfnaeOIIum term
sports stadium, apartment blocks, and shoppin : . . . :
and transport centres. Investmentin the transpéﬁt] der_lylng our prOJect!ons IS a view that mvgst-
o : : ment is moving to a higher level in the medium
and utilities sectors is also projected to remain =~
strong. Investment spin-offs will also result frome"
the increased government expenditure in heal.th

and education. the economy’s capital-to-output ratio is likely

to rise as the impact of past economic restruc-
turing continues. This implies robust invest-
ment growth over time, even if the build-up in

Figure 12 :
investment occurs only slowly.

Market sector business investment

(As a share of GDP) * higher sustainable output growth also requires

v, stronger investment just to maintain a given
22 ; capital-to-output ratio. Figure 14 illustrates
' that the projected investment growth rates are
still insufficient to prevent the capital-to-out-
put ratio from falling. The decline occurs
because of the particularly strong growth of

20

18

16 output over 1998/99.
14 ' » theincreased use of technology has accelerated
Actual ' Projection the depreciation rate on capital. The rapid
1291 s o o oo '97 o o o depreciation rate on computers is an extreme
March years example. With the depreciation rate higher in
Market sector investment aggregate, gross investment must increase to

— — — -Excluding computers

maintain a given level of productive capital.
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Table 5
Investment
(Real annual average percentage change)

Actuals Projections
March years 1996 1997 1998 1999 2000
Market sector business investment
Plant and machinery 10.1 1.9 2.5 11.0 18.2
(P&M excluding computers) (6.4) (-1.1) (-3.6) (6.5) (17.8)
Transport equipment 6.7 13.5 4.3 -4.9 8.0
Commercial buildings 24.0 -1.8 -7.4 11.9 194
Other 71 5.2 04 5.0 9.8
Total 11.6 34 0.9 7.7 16.0
(Total excluding computers) (9.8) (2.2) (-0.7) (5.3) (15.5)
Market sector residential investment -0.7 3.0 3.1 -3.0 2.1
Total market sector investment 8.1 3.4 1.4 5.2 12.7
Government (non-market)
investment 5.0 13.1 18.2 -1.5 2.8
Total investment 8.0 4.2 3.0 4.3 11.8
(Total excluding computers) (6.4) (3.1) (2.0) (2.2) (10.8)
A fall in the stock-to-sales ratio Figure 14
Capital-to-output ratio
Stock building is expected to make a small pog’ .
tive contribution to GDP growth throughout thq , ,52%
projection period. The stock-to-sales ratio hé nctual - Profection
fallen sharply over recent years, reflecting contif 17 L
ued improvements in stock management prg 1.5
tices. Between 1998-2000 we expect this trend L60
continue, though at a much more moderate rat{ ~ |
1.554
1.50 -
1.45 4
1.40 r r r r r + r r
91 92 93 94 95 96 97 98 99 0d
March years
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6. External sector

Current account
The current account deficit improves

The current account deficit is projected to declin
more rapidly than we estimated in June. Th
profile is driven by a strengthening trade balang
resulting from improved terms of trade, a lowe
exchange rate and increased world demand. \
now estimate that the current account deficit wi
reduce to around 4 percent of GDP in the year
March 2000.

The invisibles balance remains in significant def
cit due to a number of factors, including:

» the growing cost of debt servicing;
» the decline in net migrant transfers; and

Figure 16
Non-commaodity manufactured exports and the
real exchange rate

Index Annual ave. % change
1.20 ; 25
' Projection
1.15- L 20
1.10- - 15
1.051 - 10
1.00 - L5
0.95 4 L0
0.90 —— -5
91 92 93 94 95 96 97 98 99 00
March years

- Real exchange rate (increase represents a depreciation) (LHS)
Non-commodity manufactured exports (RHS)

* |ower returns from New Zealand’s overseas

investments.

Exports

Over the projection period the invisibles balancene gutiook for the export sector improves
stays in deficit, with the improving current ac-

count trend driven by a rising trade surplus.

Figure 15
Current account balance
(As a share of nominal GDP)

Actual .  Projection

91 92 93 94 95 96 97 98 99 00
March years
Invisibles

B Current account Trade
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The fall in the real exchange rate, combined with
a favourable international outlook from 1998,
allows New Zealand exporters to regain some of
the competitiveness lost over the pastyear. Recent
investment aimed at improving competitiveness
puts exporters in a stronger position to take advan-
tage of the improved trading environment.

However, improved competitiveness will initially
feed into increased margins rather than volume
growth. While our projection for export volumes
has been revised up relative to June, the new
growth rates remain well short of those achieved
earlier this decade. Non-commodity manufac-
tured exports are expected to grow the most rap-
idly.

Modest primary product export growth

The outlook for export growth in the primary
sector is mildly positive. Forestry, dairy and meat
exports are all projected to grow over the next
three years. However, the long-term outlook for
wool exports remains mixed.
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Table 6
Current account
($ billion)

March years

Merchandise trade balance
Services balance
Investment income balance
Transfers balance

Current account

(% of nominal GDP)

(% of nominal GDP ex
migrants’ transfers)

Table 7
Trade volumes

Actual/Estimate
1996 1997
0.9 0.9
-0.4 -0.6
-6.3 -7.1
2.5 2.3
-3.3 -4.5
(-3.7) (-4.8)
(-5.9) (-6.3)

(Percentage change in real annual totals)

March years

Goods
Services
Total exports

Total imports (goods and services)

Selected categories:
Consumption goods

Capital goods (ex transport

and computers)
Intermediate goods

Actuals
1996 1997
0.8 6.8
4.7 -1.8
1.8 4.6
6.8 5.8
6.9 2.6
10.0 4.5
2.1 2.1

RBNZ Economic Projections, September 1997

Projections
1998 1999 2000
1.2 2.2 2.5
-0.9 -1.0 -0.6
-7.0 -7.0 -7.5
-5.6 -4.8 -4.4
(-5.8) (-4.7) (-4.1)
(-6.3) (-5.1) (-4.7)
Projections
1998 1999 2000
4.2 3.2 4.6
3.7 3.7 5.2
6.9 15 3.7
23.5 -1.4 -7.1
0.8 10.4 18.3
4.4 2.1 1.8



Export prices are expected to improve a change in consumer and business preferences
towards imported goods.

The outlook for the world price of New Zealand’s

exports is one of modest growth. Prices for foregtigre 17

ry products and, to a lesser extent, dairy and mgafnort shares

products are expected to improve. ‘Other export’

commodity prices have recently increased, pa Rrao %

ticularly because of a rise in the price of alu .

minium, but they are projected partly to unwind 4o A

Little change is projected in the price of non _,

commodity manufactured exports. 0 /7

Tourist arrivals will increase from next year W
20 /

Visitor numbers have fallen because of the rece :
strength of the New Zealand dollar and a shift i Actual . Projection

. . . . 10 T . T T T T T T
tourism patterns. Th_ls sloyvdown intourismgrowt| “51 o> 93 94 95 95 97 98 99 00
is expected to continue in the short term. How March years

. . —TOtal IMports (ex-computers & ex-frigates)
ever, a lower exchange rate will help boost touri Consumption goods (ex-frigates)

numbers from mid-1998 onwards. The outloo — — — “Intermediate goods
becomes even more positive as we approach the

year 2000. Additional boosts are expected to

come as New Zealand hosts the America’s Cup

yacht race, and from benefits spilling over from

the Sydney Olympics and the All Blacks bringing

home the 1999 Rugby World Cup.

Imports
Lower growth in import volumes

Importvolumesincreased substantially in the June
quarter 1997 and are expected to do the same in
December 1998 as a result of the Government’s
purchase of two frigates. Apart from these tempo-
rary spikes, import volumes are expected to rise
much in line with household consumption and
business investment.

We now project imports to maintain a stable share
of domestic spending, compared to a rising share
in the Juné&tatement This more subdued import
trend reflects the impact of a weaker exchange
rate, making foreign-produced goods and services
relatively more expensive. However, imports
remain at a historically high level. This reflects
ongoing tariff reductions, trade liberalisation and
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7. Labour market

Employment remains weak over the short term

recent policy initiatives encouraging people to
enter the labour force. In all, the subdued growth

Employment growth continued to weaken oveof the labour force, combined with an upturn in
the first half of 1997, reflecting lower businesemploymentlevels, leads to a decline in the unem-
profitability and ongoing restructuring. Totalployment rate.
employment is expected to record a small decline

in the year to September, the first annual decli
since June 1992. The unemployment rate is al

expected to peak in the September quarter at

r?éf?g]ure 18

ployment and unemployment

around 7 percent. We project that employme
growth will accelerate steadily over the projectio
period, although it will lag behind economic growtl
as firms initially meet rising demand through
productivity gains.

Unemployment declines from mid-1998

Declining net immigration over the projection
period causes weaker labour force growth th:
experienced overrecentyears. Labourforce grow
arises largely from the natural increase in popul
tion and increased participation rates. The partig

pation rate is expected to increase in response

000s
1800

%
12

1750 1
1700 -
1650 -
1600 -
1550 -
1500 -
1450 4

1400

March years
m— Jnemployment rate (RHS)

= mployment (LHS)

Actual ! Projectio

- 10

0

Table 8
Labour market

Actuals Projections
March years 1996 1997 1998 1999 2000
Labour force:
Natural increase (000’s) 17 16 16 16 16
Net migration (000’s) 13 9 1 -1 1
Increase in participation (000’s) 29 1 16 13 8
Change in labour force (000’s) 59 26 33 28 25
March quarter:
Employment (000’s) 1,672 1,690 1,713 1,747 1,786
Annual growth (%) 3.9 1.1 1.3 2.0 2.3
Unemployment (000’s) 116 124 135 127 112
Unemployment rate (seas. adj.) 6.2 6.5 6.9 6.4 5.6
Labour force participation rate (%) 65.6 65.6 66.2 66.6 66.9
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8. Inflation

The June quarter underlying inflation rate of 0.&flation in tradeables. Over the next two quarters
percent was in line with the Bank’s expectationsontinued house price and construction cost in-
This brought the annual rate of underlying inflacreases, combined with price increases arising
tion down to the mid-point of the target bandirom previous government policy decisions, will
However, inflation in the non-tradeables sectdrolster prices considerably.

continues to run well ahead of inflation in the

tradeables sector. Underlying non-tradeables ifhe rises in tertiary education fees and Housing
flation was 0.8 percent in the June quarter, corhlew Zealand rents are both expected to exert
pared to a 0.1 percent decline in underlyingpward pressure on prices. If the total policy-

tradeables prices. induced component of these charges contributes
more than 0.25 percent to the annual rate of infla-
Figure 19 tion in the CPI excluding credit services, then they
Underlying inflation: tradeables & may be removed from our measure of underlying
non-tradeables components inflation. That possibility does not materially
(Annual percentage change) influence our view of the current appropriate level
of monetary conditions.
% % . . .
6 6 Tradeables inflation increases
5 5
, , The recent depreciation of the exchange rate is

also expected to produce some short-term infla-
3 3 tion pressures in the tradeables sector. In particu-
lar we expect the prices of household electronic

’ ’ goods to rise in the September quarter, as well as
1 1 some smallincreasesin car prices inthe December
0 0 guarter. However, since it appears that the full
. 1 effect of the earlier appreciation in the exchange
1991 1992 1993 1994 1995 1996 rate was not passed through to lower consumer
== Underlying inflation Tradeables prices, the upward price impact of the recent
Non-tradeables exchange rate decline could be similarly damp-
ened.
The short-term outlook
Underlying inflation is revised up The medium-term outlook

Our projection for underlying inflation for the underlying inflation remains close to 1.5 percent
second half of 1997 has been revised up signifi-
cantly compared to the JuBgatement Both the  Annual underlying inflation is projected to remain
September and December quarter estimates glése to 1.5 percent, the mid-point of the inflation
based on analysis of individual components of tharget range. This is an upward revision from the
CPlI regimen. JuneStatemenwvhich saw inflation dipping below

1 percent. A key reason for this higher profile is

As has been the case in recent inflation outturnée recent change in the mix of monetary condi-
non-tradeables inflation continues to run ahead éns.

4 ‘Tradeables’ refers to goods and services whose prices %mparing the June and estimated September
primarily determined in international markets, while ‘non- t the N Zealand TWI h d
tradeables’ refers to goods and services whose prices guarter averages, the New Zealan as de-

determined primarily in domestic markets. preciated by 5 percent. The New Zealand dollar

RBNZ Economic Projections, September 1997 21



decline is even larger against the US dollar (nearfyygure 20

7 percent) and the Japanese yen (about 9 percedtymestic import prices
The more immediate impact of the exchange ra@nnual percent change)
on prices (compared to interest rates) is the cayse
of the higher inflation profile over the next year of ,5”
so. Increased world prices for New Zealand]s ., | Actual |  Projection
commodity imports are also expected as growth(in :
OECD industrial production accelerates. How

15 4

. . . 10 4
ever, oil prices are expected to remain stable ovyer :

the projection period. . A

Domestic inflation pressures ease initially >

-10 A

Offsetting the upward pressure on import prices is:1591 o s on oo o5 o7 o8 oo o
reduced domestic inflation pressure. Inflation March years
pressure from domestic sources is now stronger at
the start of the projection period because we assess
past excess demand to have been stronger than
measured in the JurBtatement However, with pressure dissipates. We now project a negative
the recent slowdown in economic activity an@utput gap over 1998, which is larger and slightly
continued growth in capacity, this excess demaiigore persistent than that projected in the June

Commodities Manufactures

Table 9
CPl inflation projections
(Percent changes)

Underlying CPI ex credit services Headline
Quarterly  Annual Quarterly  Annual Quarterly  Annual
1995 - Mar. 0.5 19 0.5 2.6 12 4.0
June 0.6 2.2 0.6 2.7 1.0 4.6
Sep. 0.3 20 0.4 2.2 0.2 3.5
Dec. 0.6 2.0 0.6 2.1 0.6 2.9
1996 - Mar. 0.6 2.1 0.6 21 0.5 2.2
June 0.8 2.3 0.8 2.3 0.8 2.0
Sep. 0.3 2.3 0.4 2.3 0.6 2.4
Dec. 0.6 2.4 0.7 2.4 0.7 2.6
1997 - Mar. 0.2 2.0 0.2 2.0 -0.3 18
June 0.3 15 0.3 15 0.1 11
Sep. 0.6 1.8 0.7 1.8 0.4 0.9
Dec. 0.5 1.6 0.5 1.6 0.6 0.8
1998 - Mar. 0.3 17 0.4 1.8 0.3 14
June 0.3 1.8 0.3 1.8 0.2 15
Sep. 0.3 15 0.3 14 0.0 11
Dec. 0.4 1.3 0.4 1.3 0.2 0.6
1999 - Mar. 0.4 14 0.5 14 0.4 0.7
June 0.4 14 0.3 14 0.5 1.0
Sep. 0.4 15 0.5 1.6 0.5 15
Dec. 0.4 15 0.4 15 0.5 1.8
2000 - Mar. 0.4 15 0.4 15 0.5 2.0
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StatementHence, although beginning at a highdfigure 21

level, inflation pressure from domestic sourceldouse prices and construction costs

abates at a faster rate than previously.

(Annual percentage change)

Inflation pressures rise from 1999

As economic activity accelerates, supply cor
straints begin to re-emerge late in 1998. As
consequence, the economy will be subject to ri
ing domestic inflation pressures. Unitlabour cos
are not a significant source of inflationary pressuy
in these projections, as we expect wage rises
catch up with inflation rather than initiate it. Inthe o
short term, wage and salary growth is expected|te
ease as firms only slowly regain profitability. A -4
economic growth strengthens, private sector hougly
earnings are projected to increase by around 3

0
)0

\V

Actual !  Projection

93 94 95

96 97 98 99

March years

House prices

Construction costs

percent per annum.
House price inflation moderates

Throughout the projection period several factors
will act to dampen house price growth. These
include high real interest rates, slower population
growth from reduced net immigration and a port-

folio shift in household savings towards other

assets. The current high level of residential con-
struction relative to demand will also act to con-

strain rentals over 1998 and 1999, reducing yields
on investment property. Increased construction
costs are again on the horizon however, with the
large number of commercial construction projects
earmarked for 1998 and 1999. Supply constraints
may again emerge in this sector.

Quarterly headline inflation is projected to remain
below underlying inflation in the September quar-
ter, before rising above it in the December quarter.

Despite the recent increases in mortgage interest

rates, the large proportion of fixed rate loans in

banks’ portfolios and the usual delay in increases
to existing floating-rate mortgage rates will result

in a fall in the average September quarter mort-
gage interest rate. The corollary to this is that the
CPI measure of interest rates is likely to rise in the
December quarter.

RBNZ Economic Projections, September 1997
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9. Risks and uncertainties

Weaker output growth In terms of the magnitude of price increases, our

projection assumes that much of the import price
The estimated bounce back in GDP growth in theargin built up as the exchange rate appreciated
June quarter is based on the majority of relevawill be unwound with the recent depreciation in
economic indicators. However, some indicatotsie exchange rate. This means prices will increase
remain subdued. These include the National Banlg less than normal for a given depreciation.
Leading Indicator of business activity and theélowever, if the previous increase in margin was
Colmar-Brunton and Westpac-McDermot-Millerrelated to structural factors - such as product
surveys of consumer confidence. These indicquality improvements - then the exchange rate
tors suggest that there is a risk that output growtlepreciation will increase inflation by more than
and inflation pressure may be weaker than prprojected.
jected.

A change in the mix of conditions
Lower domestic demand

The impact of a further change in the mix of
The projections imply that household consumprnonetary conditions is uncertain. Successive 100
tion and business investment are likely to sholasis pointincreases in interest rates may not have
only modest growth over the next year. Ththe same impact on domestic demand. Indeed,
combined effect of higher real interest rates, amer higher interest rates may constrain demand
the rapid slowdown in netimmigration, may havey proportionally more. In a similar fashion,
a larger negative impact on house prices afarther falls in the exchange rate may have a
construction costs than projected. Lower comroportionately largerimpactoninflation. Insum,
struction cost inflation would reduce CPl inflatiorthe estimated 2:1 trade-off between interest rates
directly, while a weaker housing market coul@nd the exchange rate may not hold for all points
reduce households’ perceptions of wealth arh the monetary conditions index. This will war-
hence domestic demand. rant ongoing judgment by the Bank.

Asian financial market turbulence

A number of countries in East Asia have experi-
enced sharp changes in financial market prices
over the past six months. These countries and their
close trading partners take a significant proportion
by value of New Zealand’s exports. This makes
the prospects for exports more uncertain, with
both prices and volumes possibly being detrimen-
tally affected.

Uncertain exchange rate passthrough

The speed and magnitude of the price passthrough
from a lower exchange rate is uncertain. Newspa-
per reports of potentially significant price in-
creases, and an increase in ‘pricing intentions’ as
measured in the National Bank’s Business Out-
look, suggest a quicker than usual price effect.
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Appendix

Table 10
Composition of real GDP growth 1996-2000

(Annual percentage changes of annual totals or averages, unless specified otherwise)

Actuals/Estimates

March years 1996
Final consumption expenditure
— Private 4.0
— Public authority 2.0
Total 3.6

Gross fixed capital formation
— Market sector:

- Residential -0.7
- Business 11.6
— Non-market government sector 5.0

Total 8.0
Final domestic expenditure 4.5
Stockbuilding -0.5
Gross national expenditure 3.9
Exports of goods and services 1.8
Imports of goods and services 6.8
GDP (expenditure based) 2.3
1 Percentage point contribution to growth rate of GDP

1997

3.0

34
131
4.2
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Projections
1998 1999 2000
1.1 2.7 2.7
8.7 2.6 2.1
2.5 2.7 1.7
3.1 -3.0 2.1
0.9 7.7 16.0
18.2 -1.5 2.8
3.0 4.3 11.8
2.6 3.0 3.9
v 3.0 3.8
3.7 3.7 5.2
1.6 3.8 4.3
25
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Notes to tables 1 and 2

Underlying inflation
Import prices
“Consumer” import prices

Export prices

Wages

House prices

Construction costs (residential)
Real MCI

Nominal MCI

Exchange rate (TWI)
90-day bank bill yield
Output gap

Potential output

Total factor productivity
Labour force

Total hours worked
Government operating balance
Current account balance
Terms of trade

Unemployment rate
Industrial production (OECD)

Foreign consumer prices

Foreign short-term interest rates

Annual percentage change
Quarterly percentage change

Reserve Bank of New Zealand definition and estimate.

Overseas Trade Indddomestic currency).

Selected group of import prices relevant to underlying inflation. Re-
serve Bank of New Zealand estimatedsferseas Trade Indgdomes-

tic currency) excluding non-fuel crude materials and petroleum and
petrol products.

Overseas Trade Indddomestic currency).

Private sector average hourly earnir@aarterly Employment Survey
Average house price index, Valuation New Zealand.

Component of the Housing Group, Consumer Price Index.

Reserve Bank of New Zealand, defined as:
{(R90day-R)+(1/2)*[logn(RTWI)-log.(RTWIo)]*100}*100+1000

where R90day and RTWI are the estimated real 90-day interest rate and
the real TWI exchange rate. R90day is calculated as the nominal 90 day
rate less the annual (four quarter) inflation rate in the CPI excluding
credit services. RTWI is calculated as the TWI multiplied by New
Zealand's GDP deflator (interpolated from annual data) and divided by
the trade-weighted average of GDP deflators of our trading partngrs. R
and RTWj} are base levels for the December 1996 quarter, where R
6.5 and RTWJ =1 (normalised). Revisions to deflators will result in
revisions to historic MCI numbers.

Reserve Bank of New Zealand, defined as:
{(90day-1)+(1/2)*[logn(TWI)-logn(TWI)]*100}*100+1000

where 90day and TWI are nominal rates arehd TW} are corre-
sponding averages of daily rates for the December 1996 quarter, where
ro=28.9 and TWJ=67.1. All nominal and real MCI input numbers are
rounded to one decimal place. All nominal and real projected MCls are
to the nearest 10, 25 or 75 points.

Reserve Bank of New Zealand.

Reserve Bank of New Zealand.

Defined as percentage difference between real GDP (production,
seasonally adjusted) and potential GDP.

Reserve Bank of New Zealand definition and estimate.

Reserve Bank of New Zealand estimate, based on potential output.
Household Labour Force Survey

Household Labour Force Survey

Percentage of nominal GDP (expenditure), June year.

Percentage of nominal GDP (production).

Defined using domestic-currency export and import prioegrseas

Trade Indices

Seasonally adjusted ratépusehold Labour Force Survey

Actuals sourced from OECD. Projections based on Consensus Fore-
casts. Seasonally adjusted.

Reserve Bank of New Zealand definition and estimate. TWI trading
partners’ CPlI inflation, weighted by TWI weights. Projections based on
Consensus Forecasts.

Reserve Bank of New Zealand definition and estimate. 80:20 weighted
combination of US and Australian short-term interest rates. Projections
based on Consensus Forecasts.

(Q/Q41)*100

(Q/Q1-1)*100

Except where noted, all historical data is sourced from Statistics New Zealand.
Unless specified otherwise, all data conform to Statistics New Zealand definitions, and are not seasonally adjusted.
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