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Introduction Consmnption growth to slow af first, and then accelerate as tax
cuts raise household incomes

These forecasts update the March 1985 Economic Forecasts and
the inflation projections published in the June 1995 Monetary
Policy Statement. The forecasts incorporale information avatlable
up to 5 September, The text was finalised on 8 September.

Relatively firm monetary conditions will result in a further slowing
inconsumption growth overtheremainder of 1995/6, followed by
strong growth as tax cuts raise houschold disposable incomes. A
slight rise in the houschold savings rate is projected.

Key Policy Assumptions
Fnvestment growth also responds to fax culs

Manetary condifions (o remain relatively firm

High levels of business investiment are expected in respoinse to the
current high level of capacily utilisation, the need for further
efficiency gains, and the tax-cul-driven rise in domestic demand.
Residential building activity is also expected (o recover after
contracting in 1995/96,

From =z starling poinf of 61.5 in the September quarter, these
projections assumie that the nominal trade-weighted exchange rate
{TWI} appreciates by 1.8 percent per anmm, reaching 64.3 by
March 1998, The 90 day bank bill rate is assumed to remain above
9 percent over the remainder of this year and, although declining in
early 1996, o remain sbove 8 percent over the enlire period

. . . Nl ' - e - g, -, M [
covered by these projections. Fxportvelwines continue to grow at a faster rate thau overall GDF

Despite a stronger real exchange rate, export volume growth of
around 5 percent per annum is projecied, bascd primarily on
continued growth in international demand, further expansion into
new markets and products, and strong growth in tourism receipts.

Fiseal policy to becomne lesy contractionary ay tax cuts are fmple-
mented i 1996 and 1997

Tax cuts are assumed to be implemented on | July 1996 and 1 July

F9497. These culs are assumed to be delivered via a reduction in
. I Curvest aecouitt deficii to stabilise at firsl, and then deteriorate as
personat tax rates, and to be worth $1.5 billion each year, ) i Jirst,

domestic demand aceelerates

Forecast Summary Movements in the trade balance dominate the current account
outlook. The current account deficit stabilises at [irst, and then

deteriorates by March 1998, reflecting the impact of higher domes-
tic demand on import volumes, reinforced by a small reversal of
positive effeets stemmimg from the terms of trade. '

GDFP growth to moderate af fivsf and then qccelerate as tax cuts
irpact on demand

The impact of firm monetary conditions will see GDP growth
moderate further over the remainder of [995/96, before rising
graduatly inresponse to stightly Jower interest rates and the impaci
of tax cuts on domestic demand. b point-to-point terms, we project
GDP growth rates of 2.0 percent, 3.3 perced und 4.0 percent in the
years to March 1996, March [997, and Muarch 1998 respectively.

Unemployment rate 1o remain around current level

The unemployment rate is projecled to stabilise at sround its
cumren! rate, with increased employment just offsetting the pro-
jected rise in labour supply,

Huderlying inflation 1o remain within the 0 to 2 pereent targel

. . . ’ - e o e | . . - s
range from September 1993 Fhe Government’s aperaling balance Improves more slowly due

o fax culs

Annuat enderlying inflation is expected to fall from its current peak
of 2.2 percent in the June guarter, reaching 1.1 percent in Septem-
ber 19496, before graduully rising te 1.7 percent over the year (o
March 1998, The decline inunderlying inflation over the next year
primarily reflects declining contributions from construction costs
and fyesh fruit and vegetable prices. In response (o stronger
domestic demand, increased profit marging and increased unit
tubour costs see underlying inflation pick up in 1997/98, Headline
inrllation is projected to fall steeply over the next year to around (1.5
percent,

Compured with recent years, relatively small improvements inthe
Government's operating surplus are projected as the assumed cuts
in personal tax rates largely offset the fimpact of continued eco-
nomic growlll on fax revenues. A surplus of $3.3 billion is
projected in 1997/98, while the net debt-to-GDP ratio falls (o
around 25 percent,

Blacaruya Barle nf Maw Zanland



(Percentage changes of annuad witals or averages)

Actnnis/
Fstimales IForecusts
luarel Youry 1904 Y5 900 9u7 1998
Real Expendifures on GDP
Final Consumption Bxpenditare
- Privale A0 64} 34 1.4 0.0}
(Mareh gtr o Mareh gtr) {1 {6 (1.h (5.5) (6.4h
Public Authority 2.0 (1.0 4.5 3.2 -4
Total 1.8 4.6 2.5 34 4.8
Cirass Fixed Capital Formation
Market Scetor
Residential 10,7 12.3 BYRY] 28 LG
Businesy 22.1 257 16.8 9.7 15,6
(Business excluding i’",'nmpulcrx)] (1 {(12.9) ('7.4) (UMY} (10.2)
Non-Market Government Scetor 4.0 19.1 XY 2.3 2,0
Totat 18.9 22.0 1 8.1 13,9
(Total excluding (fnnlpuicfﬁ)i (15.1) {i3.5) 3.5 (1.3 3
Final Domestic Bxpenditure 59 9.4 5.1 4.7 1.7
Stockbuilding? 11 0.5 0.7 0.9 0.2
Gross National Expendifore 0.8 8.7 4.4 5.4 7.8
(GNT excluding Compulers) l (5.0) {6.0) (1. {3.4) GRY]
Exports of Goods and Scrvices 8.9 7.1 4.0 52 4.8
fnports of Goods and Services 12.0 8.1 9.4 9.9 12.0
{Imporls excluding Cnmputcm)] (9.3} (12,71 (4.7) 0.5) w.nh
GDI (PRODUCTION BASED) 5.5 6.0 2.8 2.8 3.4
(GDP (Production based) Murch gtr to Mareh gir) (6.} (5.2) 2.0 3.3 4.0
Government Accounts®
Operating Balanee (§m.) 755 2,771 3,240 2,920 3,310
- (% of Naminal GDP) (0.9} o (3.5) (3.1 (3.3)
Iixvfernal Accounts
BOP Current Account Balance ($mu) -1,311 <2,498 -2,670 2360 0 3,910
- (% of Nominad GDP) (-1.6) (-2.9 (~2.9) (-2.5) {-3.9)
Terms of Trade 1.5 -0.4 -0.6 2.1 -1.3
Incomes
Real Household Disposable Incomes 1.3 4.8 2.0 4.5 6.2
Household Savings Rate (level) 55 4.5 34 4.0 4.3
Inflation?
Consumer Price nflation 13 4.0 1.3 0.9 1.5
Underlying InBation L.l 1.9 1.5 [.1 1.7
Labour Market
Employment ((}(}()’5)5 1,532 1,608 1,634 1,072 1,709
Change in Empiuymer]i4 3.9 5.0 1.9 2.0 2.2
Official thiemployment (000"s) 161 120 119 119 118
Offieial Unemployment Rate (%6)0 2.0 6.6 6.5 6.3 6.2

| For explanatory notes, refer to Box 2 on page 12 of the Forecast document.
2 Percenluge point contribution to growth rate of GDP.

3 June years.

4 March quarter to Murch quarter percentage changes.

5 Level in March guarier,

6 Seasonally adjusted March quarter rate.
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ERRATA

On page 18 the first line of the second paragraph should read:

"At this stage this acceleration i m wage growth has not been reflected in official

aggregate labour cost statistics.

In addition, the figure below replaces Figure 4.

Figure 4.
Market Sector Investment (As a Share of GDP)
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Policy Implications of the September 1995 Forecasts

‘The September Foreeasts indicate that the overall stance of monetary policy will need to stay firm during the
remainder of this year, and that there is likely 1o be somewhat fess seope for an casing ol monctary conditions
nexd year than was projected in June,

The outlook for activity over the near term is not significantly different in these Forecasis from that portrayed
in the Bank’s June Monctary Policy Statement, We expecet that the trend towards a more moderate pace of
cconomic activity will continue through the second half of 1995 and into 1996, 1 sading 1o an easing of upward

pressures on inflation,

The near-lerm outlook for inflation is also essentially the same as in our June projections. The marginatly lower-
than-expected increase in the June quarter means that the annual undlerlying inflation rate is now projected (o re-
enter the 010 2 percent target range slightly sooner than previously thought, Bven so, annual underlying inflation
s expected to have been 2 percent in the year to Seplember, and (o remain uncomfortably close to the upper end
of the target range until the end of this year,

The longer-term outlook for activity, inflation and the required stance of monetary policy is somewhat different
than previously projected, mainly because these Forecasts include in the central projection, lor the lirst time, the
assumption of a shift in the stance of fiscal policy - in the form of income tax cuts - beginning in the September
quarter of 1996, Previously, tax cuts had been treated as one of the uncerlaintics -albeif an imporlant one -
surrounding our central projections,

Since it appears thal the Government’s crileria for implementing tax culs will be met, the fax culs mwst now be
Judged as more likely than not. For this reason, it is appropriate (o take them into account in our projections, At
the same time, however, it should be emphasised that the exact form and magnitude of any fiscal policy initiative
is necessarily uncertain - the Government is not expected to announce details of the fiscal measures until late this
year at the earliest,

As indicated in these projections, tax culs will tend to stimulate aggregate spending in the economy, In the
absence of corresponding increases in the productive capacity of the economy, upward pressure on prices will
tend to be stronger than would otherwise be the case. The incorporation of tax cuts into our projections, therefore,
largely explains why our Forecasts now show somewhat less scope for an easing of monetary conditions nexi
year and beyond than was suggested by the June Monetary Policy Statement.

In assessing the appropriate stance of monetary policy, the Bank needs to focus primarily on the outlook for
inflation one {o two years ahead, This is because there are long lags between adiustments to the stance of monetary
policy and their ultimate impact on underlying inflation. Our projections indicate that underlying infiation is
likely to bottom out at around | percent in 1996 and to gradually rise thereafter. This suggests that a more
significant easing of monetary conditions than is incorporated in our projections would run the risk of @ more
significant escalation of inflation in 1997, threatening the uppet end of the 0 to 2 percent inflation targe! range.

The Bank’s judgment as to the appropriate level of monetary conditions will need to be reviewed when the

Government lays cut its fiscal programme in more speeific terms. Our views can also be expected 1o evolve as
new information is received regarding the abatement of inflation pressures in the economy.
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The precise paths of the exchange rate and interest rates embodied in these projections are illustrative. We
recognise that, within limits, a somewhat stronger exchange rate than portrayed in the projections could be
coupled with somewhat fower interest rates, or vice versa, without significantly affecting the outlook for inflation.
As and when such changes oeccur, the Bank will remain vigilant to ensure that the overall mix of monetary
conditions remains consistent with an outlook for inflation which is firmly within our target range.

Borckt 7 Huk

Donald T Brash
Governor

Figure 1
Consumer Price Inflation
(Annual Percentage Changes)
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Summary of Economic Forecasts

{(Percentape chanpes of pnnuad totals or averipes)

Actunly/
Estimates Forecusts
Mareh Years o4 {Yu5 H ) Hu7 HDH
Keal xpenditures on GDP
Hinal Consumplion Expenditore
Private 3.0 6.0 30 19 6,0
(Mareh gl to March gin) (. (6.4) {1.7) (5.3 (6.0}
Public Authority 2.6 0.6 0.5 32 -0
Total 1.8 4.0 2.5 3.1 4.8
Gross Fixed Capital Formation
Mlarkel Sector
Residentind 16.2 12,3 IR 2.8 1.0
Business 221 257 6.8 0.7 15.0
(Business excluding Compaters) 1 (1 {129} (7.4) G5 {12y
Non-durket Govenmnent Sector 4.0 19,1 3.0 2.3 2.4
Total 189 22.5 1.1 8.1 139
{Total excluding (.‘um;)murx)’ (i5.) (13.5) (3.5 {1.7 .0
Final Domestic Expenditore 50 9.4 5.1 4.7 7.7
Stockbnilding2 11 0.5 17 4.9 0.2
Gross National Expendiiure 6.8 8.7 4.4 5.4 7.8
{(GNE exeluding (Jumpnic;'s}l {5.6) {6.4}) (1.9) (3.4) (5.5 |
BExports of Goods wmnd Services 8.0 7.1 4.6 5.2 4.8
Imports of Geods and Services 120 8.1 9.4 G.9 12.0
(Imports excluding *Cnnipmtcx's)i 9.3 (2n {4.7) {6.5) 1)
GDP (PRODUCTIGN BASED) 3.5 6.0 2.3 2.8 34
(GDP (Production based) Murch glr lo March gir) {640 {3.2) (2.8 (3.3} (4.4}
Government Accotnts’
Operating Bulance ($m.) 755 2,770 3,240 2,920 3,310
( % of Nominal GDP) (0.9) (3.1 (3.5) (3.1) (3.3)
fixfernal Aceonnts
BOP Current Account Balanee (5m) 1,31 -2,498 2,670 -2,3600 3,910
- (% of Nominal GDP) (-1.0) (-2.9) (-2.9 (-2.5) -3.9)
Terms of Trade 1.5 .4 (36 2.1 -1.3
fucomes
Real Household Disposable Incomes 1.8 4.8 2.0 4.5 6.2
Houschold Savings Rate (level) 3.5 4.5 34 4.0 4.3 |
Inflation®
Consumer Price Inflation 1.3 4,0} 1.3 0.9 1.5 ]
Underlying inflation 1.1 .9 1.5 [.1 1.7 |
!
Labour Market
BEmployment {U{)O’s)j 1,532 1,608 1,639 1,672 1,709
Change in Emph)ymem‘i 3.9 5.0 1.9 2.0 2.2
Official Unemployment (000°s) 16 {20 119 {19 118
Official Unemployment Rufe (%)(’ 9.0 6.6 6.5 6.3 6.2

Por explimatory notes, refer to Box 2 on page {2,
Percentage point contribution to growth rate of GDP.
June years.

Muarch quarter to March quarter percentage changes.
Level in March quarter.

Seasonally adjusted March quarter rate,

[ICRER.
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Overview

These Jorecasts updaie the March 1995 Econoniic
Forecasts and the inflation projectiony published in
the June 1995 Monetary Policy Statenieni, The fore-
casts of economic activity and inflation cover the
period o Marcl 1998, The sunimary table details the
key aggregales discussed in this release. The projec-
flons incorporate tnformation available up 1o 5 Sep-

tember 1995, The text was finalised on 8 September

1905,

Our reatd economy and inflation “forecasts” shouid be
imterpreted as “projections”, as they are strictly con-
ditional on assumptions regarding, amoengst others,
the exchange rate, interest rades, and tay cils,

The medium-term outlook for the real economy
and inflationis dominated by our assumption of tax
culs

For the Tirst time, we have built the prospect of tax cuts
into our central projection (sce Box 1), Our analysis
suggesty that tax cuts will stimulate spending through-
oul the cconomy, imparting upward pressure on infla-
tion. Indeed, if the tax cuts are of about the magnitude
assumed in these projections, the upward pressure on
spending and prices is likely 1o be sufliciently large
that some offsetting restraint {rom monetary policy
will be necessary in order to avoid arisk to the 0 10 2
percent inflation target.  Accordingly, these projec-
fions assume firmer monetary conditions than those
assumed inour June 1995 Monetary Policy Statement.
Theconseguences of alternative assumptions aboutlax
culs are discussed, along with other uncertainties sur-
rounding the projections, in Section 9.

The analysis of the impact of fax cuts on the real
economy and inflation involves a ringe of complex

issues. Inarriving at the projected outlook, a number of

key judgements had to be made,

The underlying strength of the economy is uncer-
{ain

Over recent years, the level of government savings
have increased markedly, while the net savings posi-
tion of the economy overall has not improved, as
reflected in the broadly unchanged current account
deficit. This suggests that households and businesses
have offset the contractionary effect of fiscal policy on
the economy through expansionary behaviour, which

has involved wworsening intheiroverall netborrowing
pasition,

Hois our inlerpretation that this bebaviour has boeen
primariy driven by lirms” and houscholds” conlidence
in the sustainability of comparatively high rales of
demand, employment and income growth, I is re-
markable, and unusual by international standards, that
his process of the privale sector offsetling the ellect of
fiseal contraction has continued duving the past eight-
cen months, the time during which monetary condi-
tions have substantially fivmed,

in terms of analysing the elfeet of tax culs, it s
interesting (o pose the question of what would happen
in their absence, Clearly, continued private sector nel
borrowing is not sustainable in the long run, given ity
adverse impact on batance sheets, Thus, an adjustment
process will have to commence al some slage. How-
ever, the nature and Gming of sueh # process is rather
uncertain, The relevant issue Tor these projections is
whether it should be assumed that this adjustment
process will beginoverthe pertod to March 1998, Such
a scenario would imply that the considerable slowing
in "underlying” economic demand {in the absence of
tax culs) would simply offset the expansionary eifects
of the tax cuts, rather than add to the pressures in the
CCONOmMY.

Al this stage it is difficult to find evidence that the
sconomy iy rapidly slowing or is aboud to i down
sharply, with many indicators proving surprisingly
robust despile high real interest and exchange rates,
This may be a reflection of the fact that the deteriora-
tion in the private sector net borrowing position has not
been, and is not projected to be, unduly large. 1t may
also refiect the considerable increase in private sectlor
wealthoverrecent years (due o increasing asset prices),
and the generally healthy state of batance sheets. Thus,
the assumption undertying these projections has been
thatthe required long-term adjustment process will not
commence to any stgnificant degree over the period to
March 1998.

Tax cuts will push economic activity slightly above
the sustainable level

A second key consideration regarding the inflationary
effects of tax cuts invelves an assessment of the econo-
my’s pesition is relative to “potential” output {the level
of ouiput at which there is no upward or downward
pressure on inflation), and of the rate at which potential
output is growing, It is the Bank’s judgement that the
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economy has moved slightly above potential oufput
aver the last [8 months and that the current slowing in
growth to below the potential growih rate will permit
& convergence back onto the sustainable path. Based
on projected growih in the labour force and our as-
sumption for trend labour productivity growth, the
Bank maintains its assumption that growth in potential
output is arcund 3.5 percent per annum,

The extra demand stemming from the tax cuts is
projected to be satisfied through increased imports to
some extent, but will also push the economy again
slightly above the potential growth path, with the
consequence of a pick-up in inflation pressures.

GDP growthmoderates at first and then accelerates
as tax cuts impact on demand

On balance, we expect the finm monetary conditions to
centribute to a further moderation in GDP growth over
the remainder of 1995/96. However, thereatter, growth

is projected to acceierate in response to the impact of

tax cuts on domestic demand, In point-to-point terms,
we project GDP grow(hirates of 2.0 percent, 3.3 percent
and 4.0 percent in the years to March 1996, March
1997, and March 1998 respectively. The unemploy-
ment rate is projected to stabilise at around its current
rate of 6.3 percent, with increased employment just
offsetting the projected risc in labour supply,

Both consumption and investment are boosted by
the tax cuts

Relatively firm monetary conditions will result in a

slowing in consumption growth over the remainder of

[995/96. Thereafter, consumption growth recovers
sharply as tax cuts increase household disposable in-
comes. A slight rise in the household savings rate is
projected. High levels of business investment are
expected in response (o current high levels of capacity
utifisation, the need for further efficiency gains, and
the tax-cut-driven rice in domestic demand. Residen-
tial building activity is also expected to recover after
contracting in [995/96,

The current account deficit deteriorates somewhat
despite solid growth in export volumes
Movements in the trade balance dominate the current

account outiook. Despite a stronger real exchange rate,
export growth of around 5 percent per annum is pro-

RBNZ Economic Forecasts, September [995

jected, based on continued growth in international

demand, further expansion into new markets and prod-
ucts, and solid growth in tourism receipts. The current
account deficit stabilises at first, and then deteriorates
by March 1998, reflecting the impact of higher domes-
tic demand on import volumes, and a small reversal of
nosilive effects stemming from the terms of trade.

A relatively small increase in the Government’s
operafing balance is projected

Compared with recent years, relatively small improve-
ments in the Government’s operating surplus are pro-
jected, as the assumed cuts in personal tax rates largely
offset the impact of continued economic growth on tax
revenues, A surplus of $3.3 billion is projected in
1997/98, while the netdebt-to-GDP ratio falls to around
25 percent.

Underlying inflation will remain within the 0 to 2
percent targef range from September 1995 on-
wards

Annual underlying inflation is expected to fall frony its
current peak of 2.2 percent in the year to June 1995 to
1.1 percent by September 1996, before gradualiy rising
to 1.7 percent by March 1998. The decline in underiy-
ing inflation over the next year ts primarily a reflection
of declining contributions from construction costs and
fresh fruit and vegetable prices. Increasing profit
marging and unit labour costs see underlying inflation
pick up in 1997/98.

Headline inflation is projected to fall steeply over the
next year, although the rate of decline is less than that
projected in the June 1995 Monetary Policy Stafement.
This reflects our assumption of a more modest decline
in morlgage interest rates, with a consequent reduction
in the downward contribution from falling credit costs,

The uncertainties surrounding the inflation out-
look are broadly balanced

Looking first at those assoctated with the real economy
outlook, the uncertainties surrounding the projections
for domestic and external demand (those not related to
the size or structure of the fiscal package) appear
balanced. Overthe nextyear, the possibility of anearly
pick-Up in consumer spending growth or residential
building appears to have diminished, as has the pros-
pect of a greater cycle in investment activity, Despite




the impact of deciining profitability due to exchange
rafe movements, significant underiying momentum in
the manufactured cxport seclor suppests thal uneer-
taintics relaled o export prowth demand are also
balanced.

The risks to the real cconomy outlook over the latler
parl of the forecast horizon are predominantly associ-
aled with the private seetor’s reaction 1o fax culs,
Stronger-than-projected pressure on inflation could
arise from o higher-than-assumed consumption pro-
pensity with respect to the additional income, or from
a lower-than-assuined investient response by lrms,
On the other hand, a downside risk {o inllation could
arise from a stronger-than-projected labowr supply
response, The general kesue of uncertaialy surround-
ing the projected underlying strength ol the ceconomy
during the period covered by the tax cuts has already
been discussed,

A number of uncertainties about the infTation outlook
exist even il the real ceonomy develops as projecled.
Over the next year, these appenr balanced, Onthe one
hand, downsiderisks continne o be associaled with the
consiruction cost projection and with the outlook for
fresh fruit and vegetable prices. On the other hand,

Figure 2
GDP and Private Consumption
{Annual Percentage Changes)

import price pressures may feed through into domestic
inflation o g greater exient than assumed, given the
continued uneertainty surrounding the sive of the ex-
chunge rale pass-through cocliicient,

Over the medimn-term, while there may be s degree of
upside risk to the unit labour cost outlook, given our
projection ol sustained labour marked tightness, inter-
national commodity prices may {ail by more than
assumed in the central projection, given historical
amplitudes of commodily price eycles. In addition,
although a rebafencing of monetary conditions in fa-
vour of, for example, a lower real exchange rate (viaa
reduction inthe nominad exchange rate) and higher real
interest rates would leave overall monelary conditions
unchanged (and thus result in no change in the degree
of monetary poliey pressure on price formation viewed
i1 2 medium-lerm conlext}, the direct price effects of a
weaker-than-projected nominal exchange rate would
result in a temporary deterioration in the projected
ouilook for inflation,

Hinally, risks stem from the ilustrative nature of the tax
cut assumption used, with the impact on the real
economy and inflation depending on the size, structure
and timing of the fiscal package implemented.,
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1. Consumption

Household spending grew strongly over the year to
March 1995

The most recent data on Bxpenditure GDP indicate that
the momentem of consumer spending growth was
maintained in the early partof [995. Private household
consumption increased by 1.8 percent in the March
1995 quarter, and was 6.4 percent higher than in the
March 1994 quarter. The March quarter out-turn was
somewhat higher than expected, with the sharp in-
crease innet tourist spending (reflecting the difference
between New Zealand residents’ spending abroad and
foreign residents’ spending in New Zealand) account-
ing for muck: of the forecast error.

Retail sales data indicate that spending growth may
have slowed further in the June 1995 quarter. The
volume of retail sales increased by 0.8 percent, with
annual growth in sales falling to 4.4 percent, The
estimated slowdown in consumer spending is sup-
ported by anecdotal evidence from our recent round of
business visits. Regional data suggest that the fall in
sales growth has been especially marked in the South
Island, particularly cutside the Canterbury region, where
sales have declined by 3.3 percent aver the year.

Spending growth is expected to slow in the near
term

The strong growth in household spending over the last
year or so has been underpinned by substantial growth
in houschold incomes, a rise in wealth stemming from
rapidly increasing house prices, and robust levels of
consumer confidence. However, these factors are ex-
pected to provide a weaker stimulus to consumer
spending over the coming year.

In particular, the maintenance of firm monetary condi-
tions is expected to resuit in a further slowing in
demand and income growth. Inaddition, farmincomes
have been particularly hard hit given inclement weather
and unfavourable world prices for meat (although
buoyant dairy prices have offset this to some extent).
With employment growth projected to moderate dur-
ing the coming year, growth inreal household dispos-
able income is projected to slow sharply in 1995/96.
Despite the number of adverse influences, compara-
tively high levels of consumer confidence and rela-
tively solid growth in the credit aggregates suggest that
consumer spending is unlikely to contract. Therefore,
relatively modest growth in household consumption
has been projected for the near tern.

Table 1
Household Incomes and Consumption
{Percentage change in annual totals)

Actuals/

Estimates Forecasts
March Years 1994 1995 1996 1997 1998
Compensation of Employees 3.1 69 3.5 5.2 6.2
Other Income 3.1 7.5 6.6 2.0 4.6
Total Income 3.1 7.2 5.1 3.5 5.4
Nominal Disposable Income! 2.7 5.8 3.6 5.8 7.8
Consumption Defiator 0.8 0.9 i.6 1.2 1.5
Real Disposable Income! 1.8 4.8 2.0 4.5 6.2
Real Household Consumption 3.0 6.0 3.1 3.9 6.0
Savings Rate (level)! 5.5 4.5 3.4 4.0 4.3
1 Reserve Bank estimates
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Tax euls will stimulate houschold spending

The incorporation of tax cuts inlo the projection is the
dominant factor explaining consumption trends in the
ladter part of the forecast period compared with those
published in ouy March forceasts, With tax cuts as-
sumed Lo take elfeet from the September 1996 quarier
onwards, real houschold disposable incomes are ex-
pected o increase sharply during both 1996/97 and
FOUTA8. As aresull, houschold spending 18 projected
to rise substantially over the {orcenst period, with
demand Tor durable goods and services expected o
record the most significant increases,

A small inerease in the household savings rafe is
projected

Our projections imply a further smadl Fall in the house-
hold savings rate during 1995/96. However, the sav-
ings rale is expected fo recover therealler, rellecting
the assumed increase in savings foHowing the imple-
mendation of tax cuts, combined with the mainlenance
of relatively high real interest rates. We continue to
expect a gradual increase in household savings over the
fonger term, due to the impact of both demoegraphic
factors and the greater need for private savings as a
result of the Government’s superannuation and educa-
tion policies.

Figure 3

Household Incomes and Consumption
(Annual Percentage Changes)
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2. Investment

Business Investient

Rapid plantand machinery investment has failed fo
reduace capaeily ulilisation

Fxcluding computer cquipment (see Box 2, overieal),
plant and machinery investment has increased rapidly
since 1991, and is now close to a historic high, Despite
this, data Irom the Quarterly Survey of Business Opin-
fon (QSBO) imply that capacity wilisation in the
manutacturing sector increased marginally over the
dune quarler. This suggests that, at this stage, net
investment has been short of that required (o gencrate
theinerease inthe capilal stock that is necessary to cope
withcontinued growth in demand. Consequently, with
pressures on capacily remaining, the level of nvest-
ment is likely to remain very high, notwithstanding the
stowdown in cconomic activity, relatively high inter-
estrates, and declining profitability. Indeed, many of
our business contacts suggested that difficult trading
conditions are fikely to reinforce the need for a contin-
ued emphasis on efficiency enhancing investment,
Skill shortages (and conseguent pressures on labour
cosls) are also seen as a motivaling factor for maintain-
ing overall levels of investment,

Investment growth will slow, before aceelerating in
response (o inereased domestic demand

In the near term, growth in business investinen! will
slow in line with the general slowing in growth in
economic aclivity, although as discussed above, we
expect the level ol investmentio remain very high. The
general lattening off in investment demand is sup-
ported by the results of both the QSBO and National
Bank survey of business investment intentions, and
anccdotal evidence oblained from our discussions with
businesses,

Business investment is expected to strengthen gradu-
ally in 1996/97, followed by much stronger growth in
1997198, This reflects the need for irms to invest in
order o create the productive capacity required to
satisty the additional demand generated by the tax cuts.
From cur business discussions we expect firms to take
acautious approach lo assessing the implications of the
tax cuts, with most firms confident that they can install
plant quickly if the need arises. Our projections sug-
gestthatthis will indeed be necessary, with many firms
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Table 2
Investment
(Percentage change in real annual totals)
Actuals Forecasts

March Years 1994 1995 1996 1997 1998
Market Sector Business Investment

Plant and Machinery 27.6 3Le 217 5.1 18.0

(P&M excluding Computers) {194y (1L.8) (8.6) 34y (117

Transport Equipnient 20.3 15.5 3.1 -5.3 8.7

Commercial Buildings 26.8 27.3 7.4 -6.0 10.6

Oiher 9.9 -111 12.2 10.0 3.5
Total 22.1 257 16.8 9.7 i5.6
(Total excluding Computers) (7.5 (12.9) (7.4) (B.3y  (10.2)
Market Sector Residential Investment 162 2.3 -89.9 2.8 1.0
Total Market Sector [nvestment 20.9 23.0 12.0 8.7 15.0
Government (Non-Market) Investment( 4.0 16.1 3.0 2.3 2.0
Total Investment 18.9 22.6 [1.1 8.1 13.9
{Total exciuding Computers) (15.1y (13.5) {3.0) (1L.Oy  (9.3)

likely still to be running at relatively high rates of
utilisation at the time that the increase in demand
becomes apparent.

Figure 4

Market Sector Investment
{As a Share of GDP)
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The Construction Sector

Indicators suggest that vesidential building activity
will fall during 1995/96

Recent data show that the number of residential build-

ing consenis bas continued (o fal 4t a trend rate of

around 2 percent per month - a more rapid decline than
we had anticipated. A combination of relatively high
real interest rales and little prospect of further signifi-
cant capital gains means that “affordability” of housing
is currently low. With consumer confidence unlikely
to improve substantially in the near term, and the
demand lor new housing likely to have been satisfied
o some extent by the surge in building in 1994,
residential building activity is projected to decline by
around 10 percent in 1995/96,

Increased incomes will vesuli in an increase in
residential building in 1997/98

Looking ahead, slightly lower inferest rates and the
impact of continued growth in per capita incomes
(reinforced by the assumed tax cuts), are expected to
lead to growth in residential building of around 11
percent in [997/98, Although recent changes to hmmi-
gration policy are likely {0 reduce the rate of migrant
inflow compared to that projected for the current year,

growlh in household formation is expected 1o remain
above the average rate experienced over the last dec-
ade, and to underpin demand for new accommodation,

Non-residential building activity appears to have
plateaued

There has been a flattening off in the trend level of
consenty issued for non-residentiai construction over
the last year. Therefore, following growth inexcessof
27 percent in 1994/95, non-residential construction
aclivity is expected to rise by a more modest 7.4
percent in 1995/90.

Demand for retail and factory/warehouse premises
will recover in 1997/98

Atthisstage, relatively high {although falling) vacancy
rates for office accommodation, leading to insufficient
rental returns, suggests that the construction of new
office buildings is unlikely to be cconomically viable
over the forecast horizon, Recent increases in rental
returns have, however, been sufticient to encourage the
refurbishiment of existing buildings, Inaddition, higher
demand for business and tourist accommodation, which
has resulted in asubstantial rise in hotel occupancy and
room rates, has seen a number of buildings converted
into hotels, with further conversions expected to pro-
ceed. As work on the Auckland Casino/Sky Tower
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winds down, this will lead to a marked fall in construe-
tion activity in [996/97, although the underlying level
of activity is expected to remain broadly unchanged.
Activity is expected to pick up thereafter, as stronger
economic growth leads to increased demand for retail
and factory/warehouse premises.

Stocks

An inveluntary build-up of stocks will require some
adjustment in the short ferm

Recent data from the Quarterly Survey of Business
Opinionn  suggests that the slowdown in economic
growth, combined with higher steckhelding costs, has
resulted in sharply increased levels of dissatisfaction
with stock levels. Consequently, we project a negative
growth contribution from stockbuilding for 1995/96,
as production is adjusted to return stocks to niore
satisfactory levels. Thereafter, we forecast a bounce
back in the stockbuilding contribution as firms adjust
stock levels in line with the higher level of domestic
sales.

3. Exports

Export Volumes
Export volumes grew strongly during 1994/95

Export volumes of geods and services grew by 7.1
percent i 1994/95, slightly stronger than estimated in
our Muarch forecasts, Non-commodity manufactures
continued to record the strongest rate of growth. The
performance of commodities was mixed, with high
wool and dairy growth rates offset by weak meat
exports.

A weaker growth outleok for manufactured
exports and fourism is weaker than previously
expected

The outlock for manufactured export growth remains
positive despite a slightly weaker outlook for OECD
economic growth (particufarly for Japan), and a higher
real exchange rate than assumed in our March fore-
casts, The rapid economic growth in Asia, combined
with as yet largely untapped markets, continues to
present significant export possibiliiies for New Zea-
land firms, Furthermore, increasing world demand,
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combined with ongoing efficiency gains will continue
to underpin New Zealand’s exports into more mature
markets. However, although annual non-commodity
export growth rates are expected to remain in double
figures, our projections suggest substantially weaker
growth than experienced over the last three years, as
indicated by the most recent cut-turns,

Although the appreciation of the real exchange rate is
likely to exert a downward influence on tourist arrivals
(and this has been reflected in a downward revision to
the outiook for exports of services), tourism growth is
expected (o continue to display strong growth, with
real teurism receipls projecied to grow by around §
percent on average over the forecast horizon,

Prospects for exports of primary producis remain
mixed

Following a strong performance in 1994/95, the out-
look for exports of primary products is rather mixed. In
part, this reflects a return to “normal” climatic condi-
tions, together with the impact of reduced destocking.
Dairy export volumes are expected to fall in 1995/96,
with slow growth thereafter insufficient to return ex-
port volumes to the levels seen in 1994/95, Meat export
volumes are projected to increase slowly over the
forecast horizon, with higher volumes in 1995/%6 ex-
pected to be partly reversed in subsequent years. Ex-
ports of wool are also projected to fall sharply in 1995/
96 following substantial de-stocking in 1994/95, be-
fore recovering slightly towards the end of the forecast
period.

Forestry exports and other primary praduct exports are
projected to show somewhat stronger growth. Indica-
tions are that higher volumes of log exports can be
expected in 1995/96 inresponse to falling international
prices, as firms seek to maintain overall returns. This
is expected to be more than sufficient to offset down-
ward revisions to timber exports to Australia, the latter
reflecting adownturn in residential construction, higher
Australian production, and reduced price competitive-
ness.

Export volume growth will still exceed growth in
overall GDP

Overall, notwithstanding the recent strong apprecia-
tion of the exchange rate, export volumes are still
expected (o grow at rates in excess of GDP, averaging
around 5 percent per annum over the forecast horizon.
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Table 3
Iixport Yolumes
(Percentage change inreal annual tolals)
Actuals Forecasts

March Years 1994 1995 1996 1997 1998
Goods 8.0 5.8 #.3 4.7 4.8
Services 12.7 12.0 5.9 0.0 4.7
Total Lxports 8.9 7.1 4.0 5.2 4.8
Selegted Catepories:

Manulactured Goods 139 14.5 9.8 1.3 1.1
Meat 2.5 2.1 1.9 -1.0 (1.3
Dairy 7.9 i5.8 -4.3 1.4 17
Forestry 0.1 7.5 6.3 2.4 1.8
Wool 9.7 12.9 13,1 -6 1.4
Other Primnary Gowds 3.3 [.8 6.9 0.0 3.5

World Export Prices

World export pricesare expected to be weaker than
previously projecied

Altheugh commodity prices in 1994795 were higher
than estimated, our exporl price profile is fower than

previously projected, particularly over the first hall of

the forecast horizon, This reflects our wesker outlook

for the world economy, combined with the a number ol

commaodity-specific influences.

Further gains in wool prices are now expecied to be

weaker than previously projected, due toasharp fall off

in demand from China in recent months. A lower
outlook for beel prices is also expected, reflecting
recenl out-turns and prospects of a further deferioration
in the US beef market, Prospects {or a recovery in log
and sawn tmber prices have been undermined by
continued weakness in the Japanese economy, and a
sharp downturn in Australian residential construction.

In contrast, the outlook for international dairy prices is
more optimistic than previously forecast. Low inlerna-
tional stocks and reduced European and US subsidised
exports have helped to push prices up to levels not seen
since the late 1980s. However, recent gains are likely
to be capped by the prospect of increased US dairy
exports in response to these higher prices.

4, Imports

Import Volumes

Import volumes continue {o grow strongly

High rates of economic growth, particularly with re-
gard o imporl-intensive capital equipment, combined
with further increases in the rate of import penetration,
have resulled in very strong growth inimport volumes
over 1894/95, However, as noted eartier in Box 2, and
iHlustrated in Table 4, the aggregate SNA import num-
bers are distorted upwards as a result of the substantial
fatl in the relative price of computer equipment (which
is almost totaily imported) compared with non-compu-
ler imports,

In the near term, growth in import volumes will
maoderate as the economy slows

Growth in limport volumes is expected (o moderate in
the near terin as growth in domestic demand continues
to slow. Nonetheless, our import growth profile is
higherthan that previously projected, reflecting ahigher
real exchange rate track than that assumed in our
March forecasts,
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Growthinimport volumes will accelerate as domes-
iic demand responds to tax cuts

Growth in import volumes is expected (o begin to
accelerate in [996/97, and strengthen considerably in
1997/98, as the impact of tax cuts filters through to
domestic demand. Growth in import volumes is also
underpinued by a further, although more gradual, in-
crease in import penetration. This reflects the general
trend of increasing internationalisation of the New
Zealand economy, further tariff reductions, the ongo-
ing shift in consumer tastes towareds diversity, and our
technical assumption regarding the path of the nominal
exchange rate, which implies a further modest appre-
ciation of the real exchange rate. The continued rise in
aggregate import penetration is underpinned by

Figure §

Import Penetration Ratio
(As a Share of GNE + Exports)
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compositional changes relating to the increasing share s v
of manufactured goods in total output (the manufactur-
ing sector uses a higher proportion of imported inter-
mediate goods} and strong investment in import-inten-
sive plant and machinery equipment.
Growth in imports of services is driven by continued
growth in the volume of imports of goods, and the
impact on out-bound tourism of rising domestic in-
comes and the real appreciation of the exchange rate
(which lowers the relative price of overseas travel),
Table 4
Import Volumes
{Percentage change in real annual totals)
Actuals Forecasts
March Years 1994 1995 1996 1997 1998
Goods 15.5 20.5 1) 13,7 12.8
(Goods excluding Computers) (12.6) (14.3) 4.7) (7.0 (9.7)
Services -4.4 4.7 5.2 4.k 5.9
Total Imporis 12.0 8.1 9.4 9.9 12.0
{Total excluding Computers) (9.3y (12D 4.7 {6.5) 9.0
Selected Categories:
Consumption Goods 7.2 12.5 5.9 8.1 9.6
Capital Goods
(excluding Transport and Computers) 18.2 17.8 11 6.1 14,1
Intermediate Goods 11.9 9.2 34 5.7 6.
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World Import Prices

Deelining commodily prices result in a weiker
oullook for import prices in 1996/97

In Hne with our usual assumption, world prices of
imported manufactured goods areexpeeted (o continue
(o follow trends in workd wholesale price inflation,
With regard to non-oit commodity imports, move-
ments in world prices have historically been closely
related fo the growth rate of OBCD industiial produc-
tion, typically with a Tour quarter Ing, With industrial
production growth having peaked late 1994, world
non-oil commodily prices are projected to continue 1o
be an upward infiuence on inflation over the 1995/96
year,  However, with growth in OECD industrial
production currently slowing, international commord-
ity prices are expeeted to Tall over 1996/97. When
combined with our exchange rale assumption, imporl
prices (in domestic currency terms) are cxpected o
make a signiicant negative contribution fo domestic
inflation over that period. A modest recovery in world
commedity prices is projecied in 1997/98,

The near-ferm outlook for oil prices is slightly
firmer than previously assumed

Recent higher-than-expected trends for workd oil prices
have led us 1o revise upward our near-term ouilook.
Over the forecast period, the overall profile remains a
littie higher than previously projected, consistent with
upward revisions evident in international Consensus
Forecasis.

5 The Current Account

A projected deteriorationinthe trade balanee domi-
nates the current account outlook

The current account profife is largely driven by the
rade balance.  The impact of continued growth in
imporl volumes in excess of export volines will be
more an offset by a projected improvement in the
terms of trade in 1996/97, In the following year, &
deterioration in the terms of frade is projecled to
veinforce the sharp increase in import volumes stem-
ming from strengthening domestic demand, thereby
leading to a deterioration in the trade balance,

The investment income and transfers balances are also
projected o weaken slightly over the forceast period,
The weakening in the investment income balance
reflects improved corporate profitability in the last
vear of the forecast hovizon (thus increasing dividend
payments and retained earnings 0 OYCrseas owners of
enterprises resident in New Zealand), as well as the
need Lo fund the cumulative current account deficits,
The lower level of net iransfers is related to recent
changes in immigration policy, which are expected to
reduce the number of new immigrants arriving in the
second hall of the forecast period, leading to lower
migrant cash translers,

Table S

Current Account
($ million)

Actuals Forecasts
March Years 1994 1995 1996 1997 1998
Merchandise Trade Balance 3,135 2,080 1,330 1,420 390
Services Balance -1,062 -680 -340 -130 -180
Investment Income Balance 4,620 -5493 5460 -5,240  -5,600
Transfers Balance 1,245 1,585 1,800 1,590 1,490
Currenf Account -1,311 2,498 26700 -2,360 0 3910
(% of Nominal GDP) -1.6) (2.9 (-29) (25 (-39
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An improvement in the services balance provides
some offset

As in our March forecasts, an improvement in the
services balance is expected to provide some offset to
the deterforation in the other components of the current
account, However, the services balance is no longer
expected to move into surplus during the forecast
horizon, reflecting our lower forecast for growth in
tourism receipts,

Overall, the current account deficit is projected to
remain broadly unchanged over the next 18 months,
before widening over the year to March 1998,

6. The Labour Market

Employment growth slowed during the June quar-
ter

Acceording to the Household Labour Force Survey, a
further 76,000 people found work over the year to June
1995, with around 90 percent being in full-time em-
ployment. Focuasing solely on the June quarter, em-
ployment growth has slowed in line with expectations.
While an additional 12,000 people found work during
the quarter, this result is well down on the rates of
growth experienced over the preceding year. The
stowdown in labour demand is confirmed by hours
worked data from the same survey, which, while vola-
tile, suggests a small fall in the number of hours worked
during the June quarter.

Labour force participation has not risen to the
extent expected

The official unemployment rate fell to 6.3 percent
(seasonally adjusted) in the June quarter, which gives
New Zealand the third lowest unemployment rate in
the OBCD. Although our previous employment fore-
casts have proved quite accurate, the unemployment
vate has fallen much faster than we had expected, The
torecast error reflects our over-estimation of the rate of
increase in labour force participation, which has re-
mained broadly unchanged over the last three quarters,
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Employment growth is expected to moderate

Our employment growth profile is broadly in line with
our projections for economic activity, with an allow-
ance made for a recovery in productivity growth rates,
and a reduction in hours worked per person over the
forecast horizon, Thus, weexpectemployment growth
to average around 2 percent per annum (cotresponding
to an additional 100,000 people in employment over
the three year forecast horizon),

The unemployment rate is expected to remain
broadly stable over the forecast period

The unemployment rate is expected to remain broadly
stable over the next three years, with the increase in
employment only just sufficient to offset the projected
increase in the number of people secking work, We
continue to project a gradual increase in Iabour force
participation as the labour market tightens, although
we have scaled back the assumed increase in line with
recent out-turns. Importanily, we have not allowed for
a significant increase in labour force participation in
response to the tax cuts, While this is consistent with
most international evidence, the potential for a labour
supply response will depend crucially on the
microeconomic design of the overall tax cut package.

Figure 6

Employment and the Unemployment
Rate

K
- 4

1750 :
Actual D Foresast

3 Employment (Left scale)

17 -

=== Unemployment {Right scale)
FGS0
o)
ATH

1500

Y

1410 . i .
RGBT B89 up BL 92 93 94 ¥s 96 u? o8

Marph Yean




Table 6
Labour Market
Actuals Iforecasts

March Years 1994 1995 996 1997 {998
Labour Foree

Natural Increase (G0{0's) 15.4 16,1 15.6 15.6 157
Net Migration (000°s) 0.5 8.2 9.7 9.8 9.8
Increase in Participation {GO0°s) 219 9.6 4.9 7.0 L8
Change in Labour Force (030°s) 49.8 34.8 30.2 32.4 363
Employment (000’s) 1,532 1,608 1,639 1,672 1,700
Annual Growth (%) 3.9 5.0 1.9 2.0 2.2
Unemployment (0007s) 1610 1199 oG 1188 HI8.3
Unemployment Rale {seas. adj.) 9.0 6.0 6.5 6.3 6.2
Lahour Force Participation Rate (%) 064.3 64.7 64.8 65.1 65.5

Labour Costs

Recent data suggests that labour costs have devel-
oped in line with expectations

Revised data fvom the Quarterly Employment Survey
(QES) for the March 1995 quarter indicale thal private
sector average hourly wage rates increased by 2 per-
cent over the year to March, marginally lower than
expected. However, other surveys based on collective
contracts, such as those published by the Industrial
Relations Centre at Victoria University and by the
Labour Department, indicate a marked acceleration in
wage growth more recently, Although these survey
results are based on relatively smull samples, and are
thus subject to a greater sample error, this trend is
consistent with information obtained trom our busi-
ness conlacts,

Atthis stage, this acceleration in wage growth has been
reflected in official aggregate labour cost statistics.
The Labour Cost Index (LCH indicates that the quality-
adjusted private sector ordinary time wage rate - a
concepl close to unit labour costs {see Box 3) - rose by
1.4 percent over the yearto June, Thisresultwasinline
with our expectations, and, given relatively low pro-
ductivity growth due to cyclical fuctors, is broadly
consistent with our estimate of annual unit labour cost
growth.

Stronger increases in labour costs are projected as
the labour markel remains tight

With labour market conditions expected (o remain
relatively tight over the forecast period, wage inflation
is projected Lo increase gradually, Given the expected
recovery in productivity growth rates from the cusrent
cyclical Jow, higher wage inflalion is expected (o be
translated into higher unit labour cost growthito only a
relatively modest extent.
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7. The Fiscal Outlook

The Bank’sfiscal projections ave based on the Govern-
ment's June 1995 Budget, adiusted for differences in
the underiying macroeconomic projections, and for the
assumed changes in tax rates discussed in Box [ at the
Sfront of this release,

Tax cuts largely offset the impact of continued eco-
nontic growth on the operating balance

The tmpact of assumed cuts in personal tax rates is
projected to offset largely the effect on the Govern-
ment’soperating balance of continued economic growth
{and thus growing personal, company and GST tax
bases). Given the assumptions underlying these fore-
casts, fiscal operating surpluses are now expected (o
remain broadly unchanged over the forecast period,

Compared with the Government’s Budget projections,
our operating surplus forecast is some $4.5 billion
lower by 1997/98. This reflects the impact of the
assumed tax cuts, our relatively weaker econonic out-
look {notwithstanding the fiscal stimulus), and the
cumulative impact of smaller surpluses on the Govern-
ment’s financing costs,
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The net debt-to-GDP ratio will fail below 30 per-
cent

The net debt-to-GDP s projected to fall just within the
upper bound of the Government’s desired target range
of 20 to 30 percent by June 1997, and continue to fall
ta arcund 25 percent by June [998,
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Table 7
[fiscal Accounis
($ million)
Actuals/

Iistimales Foreeasts
June Years 1994 1995 19496 1997 1998
Direct Taxalion 17,385 19,630 20,870 20,260 19,800
Indirect Taxation 10,120 113,380 (0,730 11,220 11,840
Non-Tax Revenue 2,478 3,290 2,690 2,880 2,940
Total Revenue 30,183 33,310 34,200 34,360 34,580
Tolu! Bxpenses 20,639 30,080 31,370 31,860 31,850
Revenue less lixpenses 554 3,230 2,920 2500 2,730
Net Surplus Attributable to
SOBLs & Crown Entities 24 -460 320 420 580
Operating Balance 755 2,770 3,240 2,920 3,310
{%: of Nominal GDP) {0.9) 4.0 {3.5) 3.0 (3.3

8. Inflation

Recent Trends

Volatile components account for half of underlying
inflation over the year to June 1995

Underlying inflation was 0.6 percent in the June quar-
ter, bringing the rate for the year to June 1o 2.2 percent.
The quarterly out-turn” was 0.1 percent lower than
anticipated, reflecting lower-than-expected inflation
in construction costs, used car prices, and household
appliance prices. Half of underlying intlation over the
year to June is explained by increases in fresh fruitand
vegelable prices (0.4 percentage points) and construc-
tion costs (0.7 percentage points).

Inflation pressures in the non-tradeables sector
show signs of easing

The June quarter out-turns for underlying inflation in
the tradeables and non-tradeables sectors were identi-
cal ut 0.6 percent. Excluding fresh fruitand vegetables
(which explain a large part of recent inflation in

tradeables prices), underlying tradeables inflation was
0.1 for the year to June, compared (o 0.9 percent when
they are inciuded,

The contribution of the Housing group of the CPl 1o
non-tradeables inflation was considerably less domi-
aant in the June quarter. Housing group inflation was
().8 percent, compared with an average of 2 percent per
guarter over the previous year, This mainly reflects a
slowdown in the rate of inflation of construction costs
and dweilings rentals. The annual rate of non-tradeables
inflation over the year to June remained high at 3.9
percent, although the most recent oul-turn suggests
that the trend rate of inflation in this sector is falling.

Increased eredit costs account for most of the dif-
ference between underlying and headiine inflation

Headline inflation was 1.0 percent in the June quarter,
taking the rate to 4.6 percent for the year to June,
Interest cosls accounied for most of the difference
between underlying and headline inflation in both the
June quarter and the year to June, Exclusions from
headline inflation related to increases in world oil
prices and government charges coliectively accounted

RBNZ Economic Forecasts, Sepiember {1995




for only 0.5 percentage points of the difference under-
lying and headline inflation in the year to June, com-
pared to a [.9 percentage point contribution from
increased credit costs,

The Outlook

Underlying inflation is projected to decline over the
eoming year before increasing in 1997/98

The Bank’s latest projections for underlying inflation
and headline inflation for the period through to March
[998 are shown in Table 8. Also presented is the
outlook for the CPI ex Credit Services series, which is
taken as the base for calculating underlying inflation,

Underlying inflation is expected to fall gradually from
the current peak of 2.2 percent in the year to June 1995,
reaching |.5 percent by March 1996 and 1. percent by
September [996. Beginning in mid-1997, underlying
inflation is expected to gradually rise.

The decline in underlying inflation over the next year
is mainly a reflection of declining contributions from
construction costs and falling prices for fresh fruit and
vegetables (the lutter are estimated to lower the under-
lying inflation out-turn for the September quarter by
approximately 0.2 percentage points). The lagged
effect of rising world import prices is broadly offset by
the appreciation of the nominal exchange rate over the
past year, while stronger unit labour cost growth is
roughly offset by a weaker contribution from margins.

Inflation is expected to remain relatively stable during
the second half of 1996 and early 1997, Initial infla-
enceson profit margins from increasing demand growth
are projected to be offset by cyclicully weak prices of
imported commodities. However, the latter effect is
expected to taper oft during the course of 1997, With
strengthening demand pressures as @ result of the
second tier of the tax cuts, further growth in profit
muargins and unit labour costs are projected to lead to a
gradual increase in underlying inflation.

Table 8
CPI Inflation Projections
(Percent changes)
Underlying CPI ex Credit Headline
Services
Quarterly . Annual Quarteriy  Annual Quarterly  Annual
1994 - Mar, 0.1 N 0.2 l.6 0.0 £.3
June 8.3 1.1 .5 1.6 0.4 L
Sep. 0.5 L2 0.9 L9 [.2 L8
Dec. 0.6 [.5 0.7 2.3 1.2 2.8
1995 - Mar, 0.5 1.9 .5 2.6 i.2 4.8
June 1.6 2.2 (.6 2.7 Lo 4.6
Sep, (.3 2.0 0.3 2.1 {1 3.4
Dec, 04 1.8 .4 1.9 .5 27
1996 - Mar, 8.3 .5 0.3 L6 -0.2 13
June 0.2 [.2 (.2 1.2 (31 (.5
Sep, 0.3 L1 0.3 i 0.2 0.6
Dec. 1.3 I 0.3 b1 0.3 0.4
1997 - Mar, 0.3 I 0.3 i 1.3 0.9
June 0.3 1.2 0.3 1.2 0.3 .G
Sep. 1.4 t4 0.4 L4 0.4 1.2
Dee, 0.5 1.5 0.5 1.5 0.4 L3
1998 - Mar, 0.5 17 0.5 b7 0.5 .5
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Domestically generated inflafion influences are
higher than previousty projected

Compared with the inflation cutleok published in the
June 1995 Monetary Policy Statement, these projec-
tions indieate a higher profile for underlying inflation
from the second hall'of 1996, Domestically generated
inflation influences account for the majority of the
upward revision, Higher profit margins are the most
sipnificant contributor to the stronger outlook for un-
derlying inflation in the year to March 1997, Lower
(han previousty assumed import prices make a partiaily
offsetting contribution. Higher unit labowr costs and
higher profit marging contribute equally o the upward
revision o the inllation outlook Tor the year to March
1998,

The marginally slower rate of TWI appreciation as-
sumed in these projections also results in a small (3.1
percentage point) contribution {o the upward revision
to the inflation track, although the effect on the lirst
hall of the forccast period is more than offset by the
assumed higher starting value for the TWIL

Headline inflation will not fall to the extent previ-
ously projecied

Headline inflation is projected (o fall steeply from ity
peak of 4.6 percent in June 1995, reaching 1.3 percent
by March 1996 and 0.9 percent by March 1997, before
rising graduatly to 1.5 percent by March 1998, How-
ever, the rate of decline in headiine inflation is less than
that projected in the June 1995 Monetary Policy State-
ment. This reflects cur assumption of firmer monetary
conditions, and thus a more modest decline in mort-
gage interesl rates, with a conseqguent reduction in the
downward contribution [rom falling credit costs.

No further exclusions related fo oil prices or
Government charges are projected

Neither international commodity prices nor govern-
ment charges are expected to be excluded from the
calculation of underlying inflation over the next two
quarters, given that the annual contributions over the
previous or next year are not expected {o reach the
required threshold.

Figure 7

Underlying Inflation Projections
(Annual Pereentage Changes)
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9, Risk Analysis

Several factors could lead to departures from our
central projection

As usual, the projections outlined above represent our
besl estimate of the cutlook for inflation. However, as
with all projections, the outlook is subject (o a variety
of uncertainties. On this occasion, these can be loosely
grouped into three calegories -those related to the
outlook for the real economy, those uncertainties for
the inflation outlook thatexisteven if the real economy
develops in line with our expectations, and finally
those uncertainlies specifically related {o the size,
structure, and timing of the tiscal package.

The uncertainties surrounding the activity outlook
appear balanced

Looking at the year ahead, the uncertainties surround-
ing the projections for domestic and external demand
appear balanced. The recent round of mortgage rate
increases, combined with our assumption of only a
modest reduction in 1996, suggest that the possibility
of an earty pick-up in consumer spending growth or
residential building hasdiminished. Ontheotherhand,
the prospect of a greater cycle in investment activity,
although commonplace in both New Zealand and over-
seas, is not supported by either surveyed investment

RBNZ Economic Forecasts, September 1995




intentions, current high rates of capacity utilisation, or
our discussions with business contacts,

Significant underlying momentum in the manufac-
tured export sector suggests that the risks to external
demand are also balanced. While profitability has
suffered as a result of the appreciation of the exchange
rate, and could lead to a more pronounced effect on
expansion than that projected here, largely untapped
opportunities in many markets - with the potential for
significant growth in market share - could see export
volumes continue to surprise on the high side. Uncer-
tainties surrounding the outlook for the world economy
appear to be balanced, with the possibility of further
weakness in Japan offset by possibly greater strength
in the US and in Europe,

A number of uncertainties surround the private
sector’s reaction to tax cufs

A general uncertainty relates 1o the possibility of
households adjusting spending in advance of the tax
cuts. However, the chance of this appears (o be
relatively small if low income earners turn out to be the
main beneficiaries of the tax cuts (given lquidity
constraints), The possibility of firms adjusting their
investinent plans in advance of the tax euts is not seen
as very likely, given the “wait and see” approach
articulated by most of our business contacts, and the
continued impactof relatively firm monetary and fiscal
policies.

The uncertainty surrounding the real economy outlook
over the fatter part of the forecast horizon is predomi-
nantly associated with the private sector’s reaction to
tax cuts, Stronger-than-praojected pressure on inflation
could arise from a higher-than-assumed consumption
propensity with respect to the additional income, or
from a lower-than-assumed investment response by
firms. On the other hand, a downside risk lo inflation
could arise from a stronger than projected labour
supply response,

A further concern refates to the outlook for the under-
lying strength of the economy. Although fiscal policy
is assumed to become relatively less contractionary
over the next couple of years, in absolute terms both
fiscal and monetary policies are assumed to remain
refatively tight,

As noted in the Overview, the central projection im-
plies that the contractionary effects of fiscai policy are
nearly completely offset by private sector agents’
expansionary behaviour. This behaviour appears (o
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have been primarily driven by houscholds’ and firms’
confidence in the sustainability of comparatively high
growth rates. The projected deterioration in the private
sectors’ net borrowing positions is not, however, un-
duly large by historical standards, particularly consid-
cring significant increases in private sector wealth due
to rising asset prices in recent years, and the generally
healthy state of private sector balance sheets. Thus,
while some adjustment in households® and firms’ in-
vestment or savings behaviour will be reguired at some
stage, itis not clear that this would need to ocour within
the forecast horizon.

Other risks to the inflation outlook also appear
balanced

On the one hand construction costs (currently very
high in real terms) and fresh fruit and vegetable prices
may make a greater downward contribution than we
anticipate, On the other hand, import price pressures
may feed through into domestic inflation (o a greater
extent than assumed. This latter possibility is accentu-
ated by continued uncertainty surrounding the size of
the exchange rate pass-through coefficient (stifl as-
sumed in these projections to be approximately 0.3).

Over the medium term, there may be a degree of upside
risk to the unit labour costoutlock, given our projection
of sustained labour market tightness. However, intes-
national commodity prices may fall by more than
assumed in the central projection, given historical
amptitudes of commodity price cycles (resulting in
lower import prices in particular).

In addition, we emphasise once again the purely tech-
nical nature of the nominal exchange rate and interest
rate assumptions. The actual paths followed by the
neminal exchange rate and domestic interest rates will
depend on what is required (o maintain underlying
inflation in the 0 to 2 percent target band, and these
paths are not independent. Although, a rebalancing of
monetary conditions in favour of, for example, a lower
real exchange rate (via a reduction in the nominal
exchange rate) and higher real interest rates would
leave overall monetary conditions unchanged (and
thus result in no change in the degree of monetary
policy pressure on price formation in a medium-term
context), the direct price effects of a weaker-than-
projected nominal exchange rate would result in a
temporary deterioration in the projected outlook for
inflation,
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Winal oulcomes will depend on the stze, structure
and {iming of the fiscal package

Our fax cul assumption is necessarily Hlustrative in
nature, given that the Government’s fiscal packuge is
still 1o be announced. The overall effeet on the real
ceonomy and inflation will depend on the size, strue-
ture and tming of the package,

Al things being equal, & Jarger package than assumed
here would further inerease domestic demand, the
current account deficit and intlation. Muorcover, the
magnitude of the impact on inflation and the curent
account may rise more than proportionately if the

cconomy is pushed hard up against capacily con-
straints,

Similarly, all things being cqual, a package more
heavily weighted towards increased government {non-
ransfer) expenditure would fend 1o be moye expun-
sionary in the short-ferm, and would reduce the hkeli-
hood of a favourable response from labour supply,
compared with a package based solely ontax cuts. The
possibifity of an increase in labour supply and ol a
positive savings response tothe tax cuts - both of which
wilt tend {o mitigate pressures on the current aceounl
and inflation - depends crucially on the specific desipn
of the tax culs,

“These forecasts are produced prinurily Tor use within the Reserve Bank. The Bank accepls no responsibility for
any use which ks made of these forecasts.

For further information, please contact:

Manager, Economic Analysis,
BEconomics Depariinent,
Reserve Bank of New Zealand,
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P.0O, Box 2498,
WELLINGTON
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