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What this note contains

We have revised our macroeconomic forecasts, incorporating the latest financial
market developments and weaker world growth outiook that have materialised since
the PREFU. This note provides a summary of the updated draft macroeconomic
forecasts, estimates of the likely movements in forecast tax revenue, benefits and
finance costs, and how these movements are likely to impact the major fiscal
indicators. For convenience the updated forecasts are referred to as NEFU (short for
November Economic and Fiscal Update).

An important caveat to this information is that it is being provided at a very preliminary
stage before our full QA processes have been worked through. The fiscal outlook, in
particular, should be regarded as indicative only and is based on current policy
settings. This is still being worked through with more comprehensive estimates due for
completion by Friday 14 November - significant changes are possible.

A separate note contains more details on international financial and economic
developments since PREFU.

Key Points

» The global financial market turmoil that began last year has intensified over the
past two months, leading to an expectation of much weaker global economic
growth.

» The New Zealand economy will be affected via weaker export demand, lower
commodity prices, reduced asset values and weaker confidence.

» Lower export and investment growth is fikely to contribute to lower real GDP
growth over the 2010 and 2011 March years than was forecast in PREFU.

» Lower growth will flow through to weaker labour demand with unemployment
now expected to peak at 5.7% (compared to 5.1% in PREFU).

o Falling commodity prices and weaker demand pressures mean that overall
price growth in the economy is likely to be weaker than forecast in PREFU.
This combined with weaker real GDP growth sees the level of nominal GDP $2
billion to $4 billion per year lower than PREFU, with the cumulative difference
over the 2009 to 2013 June years totalling $15 billion.

» Given the current international environment, considerable uncertainty surrounds
the economic outlook and hence the fiscal implications below.

» OBEGAL and residual cash are expected to be weaker than the PREFU by
around $1.5 billion per annum from 2010/11 onwards. In total across the next
five years cash deficits are forecast to worsen by around $5 billion, which is
driven primarily by a reduction in tax forecasts due to the weaker economic
outlook.

« Net core Crown debt and gross sovereign-issued debt are expected to increase
relative to PREFU by around $5 billion by 2012/13.



Economic Outlook

Global financial market turmoil has led to a weaker outlook for world activity...

The intensification of the global
financial market turmoil over
September and October and its

Table 1 — Real GDP growth in New Zealand's

top 20 trading partners

Annual Average Growth

expected impact on real
economies abroad has seen the (%) over calendar year NEFU PREFU
growth outlook for our trading 2006 3.9 CIE)
partners significantly pared back 2007 4.2 4.2
relative to that incorporated in the 2008 2.8 2.9
PREFU forecasts. Growth of our 2009 1.8 2.8
top 20 trading partners over the 2010 3.0 36
2009 calendar year is now 2011 3'5 3l6
assumed to slow to 1.8%, sharply ) '
2012 3.6 3.5

down from the 2.8% assumed in
PREFU.

Source:

Consensus Economics, The Treasury

.. and seen large falls in commodity prices
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Global conditions will impact on demand for New Zealand's exports...

Weaker growth in our trading partners will also impact on export demand. Relative to
PREFU, growth in export volumes is most affected in the 2010 and 2011 March years,
with growth of only 0.6% and 2.9%, down 4.1% and 2.0% respectively when compared
with PREFU. Growth in services exports volumes is likely to be particularly affected as
consumers abroad cut back on large discretionary expenditures such as travel to New
Zealand. Despite current global conditions, there are factors helping to support New
Zealand exports over this period. We expect a recovery in agricultural export volumes
in the 2010 March year, given the 2009 March year is affected by drought. In addition



the depreciation in the exchange rate, which has occurred more rapidly than was
incorporated in PREFU, will provide some cushioning for exports.

... and tighten the availability of credit, constraining investment

The financial market turmoil is limiting the availability of credit, with banks more
reluctant to lend to businesses and new mortgage customers. Bank funding costs also
remain elevated, meaning that credit is relatively expensive to obtain. Such factors
mean that the outlook for investment is weak. Residential investment has been in
decline since late 2007 and this decline is expected to continue with real residential
investment falling nearly 22% in the year to March 2009 and nearly a further 10% the
following year. Residential investment is then expected to increase significantly in
later years as the housing market shows signs of recovery with lower interest rates and
continued population growth important factors.

Business investment has been holding up well in 2008, supported by heavy investment
in oil exploration and production. With business confidence severely dented and
finance harder to come by, we expect real market investment to decline by just over
13% in the 2010 March year, contributing to a 9% decline in non-residential (or ‘other’)
investment in the 2010 March year. On a quarterly basis, it is unlikely that market
investment will show much sign of a sustained recovery until the second half of
calendar 2010. The impact of this decline on GDP is somewhat diluted by the fact that
import growth is also expected to be weaker in the 2010 March year.

Firms are likely to demand less labour, causing unemployment to rise...
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... but there are some positives for households including lower petrol prices and
lower mortgage rates

However, several developments since PREFU have been more positive for
households. Petrol prices have fallen by 26% from their peak earlier in the year.
Rising petrol prices played an important role in putting increasing pressure on
household finances, so this fall represents welcome relief. In response to the weaker
international outlook, the official cash rate has been lowered by 175 basis points since
July to 6.5%, with mortgage interest rates now significantly lower than was
incorporated in the PREFU forecasts and further rate cuts likely. Such factors mean



that the rate of real private consumption growth is only slightly lower than that
contained in the PREFU forecasts. Nevertheless, the overall rate of private
consumplion growth is expected to remain sufficiently weak that real private
consumption on a per capita basis falls in each of the 2009, 2010 and 2011 March

years.

Real GDP growth weaker in 2010 and 2011 March years...
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over the 2011 to 2013 March years is associated with an increase in export growth due
to the weaker exchange rate which declines to under 53 on a trade weighted basis and
an improvement in growth in our trading partners. In addition, concerns around current
financial market turmoil are expected to ease over the next year, which together with
falls in interest rates, helps promote a resurgence in investment growth. Real private
consumption growth is also expected to show a modest increase.

...and weaker price growth contributes to significantly weaker nominal GDP
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Forecasts should be considered in the context of considerable uncertainty

The economic forecasts discussed above should be considered in the context that all
forecasts produced in the current environment are subject to considerably greater than
normal uncertainty given recent international developments.

There is uncertainty surrounding exactly how developments in financial markets to date
will ultimately impact on the world’s economies. There is also uncertainty associated
with how quickly issues in financial market will be resolved. Views on the international
economy are still being revised down and international lending to New Zealand has not
yet resumed. While we have tried to make some allowance for even further weakness
in economic data, given the extent to which new data is influencing people’s
perceptions for the economic outlook in New Zealand and abroad, there is the distinct
possibility that future revisions to our forecasts will be to the downside.

Prices for a number of commodities have also been subject to extreme volatility, which
makes forecasting price movements in an economy even more difficult. Hence there
exists additional uncertainty about the outlook for nominal GDP over and above that of
real activity, which is itself very uncertain.

Fiscal Outlook

In light of the revisions to the macroeconomic forecasts we have reassessed tax,
benefit and finance costs since the PREFU. In addition we have also updated the
fiscal forecast to incorporate the impact of the outturn to 30 September 2008.

The revisions in the fiscal forecast are only high level estimates at this stage, and
should be interpreted as indicative rather than firm estimates. We aim to have more
comprehensive estimates by the end of Friday 14 November.

In summary, our indications are that both the operating balance before gains and
losses (OBEGAL} and residual cash deficits are expected to be weaker by around
$1.5 billion per annum from 2010/11 onwards, primarily driven by forecast reductions in
tax revenues. As a consequence debt is expected to increase by about $5 billion by

2012/13.

The forecast reductions in tax revenues refate mainly to income taxes, (source
deductions, largely PAYE; corporate tax; and other persons tax) including resident
withholding tax. Consumption forecasts are around $1 billion lower than PREFU, so
GST is forecast to reduce by around $100 million each year.

The weaker economy leads to a more prolonged period in which firms are making
losses. As firms can use these losses to offset future tax obligations, this means that
the impact of weaker profit growth on corporate tax revenue appears later than in the

PREFU.

There are negative risks around the tax forecasts, including the extent to which stalling
profits will hit business income taxes, directly and immediately through tax on profits,
but also less directly and later through the build up of tax losses.

There are also positive risks around the tax forecasts. For example, PAYE is continuing
to show some resilience, currently growing at around 10% p.a. despite the weakening
labour market.



Benefit expenditure is expected to stay broadly as forecast at the PREFU. There are
changes expected to individual benefit types, resulting from two offsetting factors,
namely a weaker inflation track and higher recipient numbers. Across all benefit types
and all forecast years, these two effects tend to cancel one another out.

Finance costs are expected to have a minimal impact on the fiscal position as the
increase in finance costs associated with the higher debt position is offset by interest
rates being lower than expected at the PREFU.

Table 2 — Fiscal Indicators

2010 2011 2012 20131

: 2008 2009
Aclual Forecasl Forecas! Forecasl Forecasl Forecast I
: $m $m $m $m $m $m ;
I .
Core Crown tax revenue
NEFU 56,747 55,782 56,653 57,798 60,508 63,681
) PREFU 56,747 56,058 57,415 59,268 61,893 65,084
! - (278) (762) (1,470) (1,285) (1,403} |
OBEGAL !
NEFU 5,637 (163) (2.208) {3,851) (4,527) (5.027)
PREFU 5,637 (64)  (1,746)  (2481)  {3.092)  (3,374)

I - (99) {462) {1,370) {1,435} (1.653)

Operaling balance
NEFU 2,384 {444) {8B) (1441}  (1831)  (2,035)
PREFU 2,384 1,808 ar4 (71} (396) (382}

- {2,353) (462) (1370)  (1,435)  (1,653)

Residual cash
NEFU 2,057 (5.955)  (5,768) (8,077}  (B358)  (8,003)
PREFU 2,057 °  [5,909) {5,300) {6,603) (6,815} {7,307)
S (46) (466)  (1,474)  (1,543)  (1,788)

Gross soverelgn Issued debl {excl RBSC)

NEFU 31,380 32,133 34,912 45,807 52,155 58,981
PREFU 31,390 32,087 34,400 43,821 48,626 53,666

] - {46) (512) (1.986) (3.529) {5,315)

Grose soverelgn lssued debt (excl RBSC) - % of GDP
NEFU 17.5% 17.6% 18.7% 23.3% 25.1% 27.1% %

PREFU 17.4% 17.4% 18.0% 21.9% 23.1% 24.3%i




Annex
Preliminary NEFU 2008 Economic Forecasts

SUMMARY OF ECONOMIC FORECASTS
(Annual everage percenl change, unless spacified olherwise)

March Years 2005 2006 2007 2008 2009 2010 201 2012 2013
Privale consum phon S50 47 26 a3 oD 05 a8 14 7
Public consumption 4.2 5.1 40 41 ar 4.5 4.0 32 27
TOTAL CONSUMPTION 4.4 4.8 3d iz 08 14 16 18 FX ]
Residantial investmenl 29 -5.2 2.7 38 -217 «B.6 15.3 124 9.4
Other imvesiment 11.2 7.2 1.7 45 23 -8.2 45 8.1 5.9
TOTAL INVESTMENT 83 4.4 EK] 43 <26 -9.3 6.2 8.8 6.5
Slocks (contrbution lo GDP growth) 0.2 -05 08 10 D2 -0.3 -0.2 01 0.1
GROSS NATIONAL EXPENDITURE 6.0 4.2 1.4 46 0.2 1.4 24 a3 31
Exports 4.6 0.0 ER| 23 -02 0.6 29 54 51
Impaorts 125 4.2 -1.8 .7 2p -1.7 0.4 40 3.9
EXPENDITURE ON GDP EX:) 2.9 25 24 -0.5 1.4 3.2 38 35
GOP (PRODUCTION MEASURE) X 2.9 1.8 3.2 [FX] 1.3 31 3.7 3.5
Nominal GDP (Expandiwe Baslg) T 49 52 75 1.8 23 4.9 58 48
Lebour Markat

Employmant {fulktme equiveient) 16 27 20 o8 0.2 -0.7 -0.3 14 2.3
Unemploymen| Rae (March quarier 5.a.} 38 ae a7 3z 44 55 55 50 45
Wages (QES ave howly ordLime earnings) 23 4.7 48 42 53 43 39 32 28
Inflation end Monelary Conditions

B0-day Bark Bill Rale (March quarlar ave) 8.8 7.6 78 8.8 [-K] 52 50 56 60
TWI(March quarter ave) 66.6 68.3 63.8 718 58.8 574 55.7 54.0 525
CPlindabon (2 % changa, March quartar) 28 33 25 34 38 2.0 2.4 21 20
House Price Inflation {ann. % chg, Mar gin) 134 12.3 "7 28 -13.0 0.1 156 28 2.p
Cumrenl accounl

Currenl accounlbalance (% of GDP) -68 -8.3 8.3 -B.0 -8.3 «7A -8.5 5.6 5.4




Change versus PREFU2008

CHANGE IN FORECASTS FROM PREVIOUS ROUND

{Annual average percen change, unless spacified otherwise)

March Years 2005 2006 2007 2008 2009 2010 2011 2012 2013
Privale consumplion 0.0 9.0 01 oo 0.0 -0 0.1 0.0 0.2
Publk consumplion -01 0.0 -03 «01 -0.4 a7 0.2 0.0 oa
TOTAL CONSUMPTION 0.¢ 0,0 0.0 0.0 -0.1 0.1 0.0 0.0 0.2
Residanilal inves tment 0.0 [111] 00 (1] -4.3 -02 74 24 0.5
Other investment 0.0 0.0 0.0 16 52 -129 2.8 23 0.1
TOTAL INVESTMENT 0.0 0.0 0.0 0.1 -1.3 -4.9 KE] a2 0.5
Stocks (contrbution to GDP growlh) 00 0.0 00 00 oo 01 0.0 0.0 01
GROSS NATIONAL EXPENDITURE 0.0 0.0 0.0 0.0 -0.4 -1.0 0.7 0.7 0.3
Exports 0.0 0.1 0.0 0.9 23 ~4.1 2.0 0.7 1.0
Imparts 01 01 0.1 040 24 52 0.1 16 0.7
EXPENDITURE ON GDP 0.0 0.0 «0,1 0.4 -0.2 -0.4 0.0 0.4 0.4
GDP (PRODUCTION MEASURE) 0.0 .1 0.3 0.2 0.3 -0.5 4.2 0.2 0.3
Nomnal GDP (Expendlwre Basis) 0.0 00 00 00 -1.3 -0.8 03 0.5 0.1
Nomnal GDP levd (§ billion) 0.0 00 Do 0.0 -2.3 -38 .4 -2.7 -a
Labour Market

Emplayment (fulktime equivalant) 00 0.0 0.0 0.0 0.0 ~0.4 0.7 0.4 0.5
Unemployment Rele (March quarier s.a.}) 0.0 00 0.0 0o 01 04 0.4 0.2 0.0
Wapas (QES ave hourly ord lime earnings) [s14] 0.0 0.0 0.0 -0.2 0.0 0.1 -06 -0.6
tnflation and Monetary Conditions

90-day Bark Bill Rale (March quarier ava) 00 0.0 0.0 oo -1.3 -1.8 A7 -0.9 -0.3
TVWI{March quarter ave) 0.0 0.0 @0 0.0 -39 -2.2 -1.4 -1.0 =11
CP!Irflation (amn % change, March quertar) 0.0 0.0 00 0.0 0.7 -0.2 0.0 -03 -0.4
House Price Inflalion (ann, % chg, Mar gin 0.0 00 o0 00 -3.0 o8 03 02 0.0
Cumrent account

Currant aceount balance (% of GDP) 00 0.0 -0.2 -0.2 =14 -0.6 4.7 -0.6 -0.3




Core Crown Tax Revenue Forecasts

2008 NEFU forecasts of major tax types

$ millions 2007/08 2008/09 2009/10 2010/11 2011/12 2012/13
Source deductions 23,356 23,147 23,578 24,043 25019 26,559
Other persons tax 3,601 3,421 3,601 3,572 3,770 3,995
Corporate taxes 10,443 9,317 9,302 9,650 10,331  10,B43
Interest RWT 2,699 2,761 2,517 2,235 2,255 2,457
GST 11,115 14,572 11,894 12,392 13,097 13,626
Other 5,533 5,544 5,761 5,906 6,036 6,201
Total 2008 NEFU forecast 56,747 55,782 56,653 57,798 60,508 63,681

apc 7.9% -1.7% 1.6% 2.0% 4.7% 5.2%
Nom GDP, ape 6.2% 1.8% 2.4% 5.4% 5.5% 4.8%

Changes since 2008 PREFU

$ milllons 2007/08 2008/09 2009/10 2010/11 2011/12 2012/13
2008 PREFU 56,747 56,058 57,415 55,268 61,893 65,084
% of GDP 31.5% 30.4% 30.1% 29.7% 29,4% 29.5%
Forecasting changes
Source deductions - 65 -133 -376 -506 -651
Cther persons tax - -57 -190 -232 -132 -2
Corporate taxes = -85 -101 -447 -269 =269
Interest RWT - -41 -149 -259 -316 -262
GST - -115 -130 -84 -90 -136
Other - -43 -59 -72 -72 -83
Total forecasting changes - -276 -762 -1,470 -1,385% -1,403
Other changes - = = - = -
Total change - -276 -762 -1,470 -1,385 -1,403
2008 NEFU 56,747 55,782 56,653 57,798 60,508 63,681



