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The coming recession: deep, but hopefully brief.

	– The Covid-19 recession will be deeper than 
the GFC. We expect GDP to decline 3.1%, 
compared to 2.7% in 2008/09.

	– We expect unemployment will rise from 4% to 
5.5%, or by 45,000 people.

	– This will be a briefer recession than the GFC so 
long as the banks and the Government remain 
in good financial shape. 

	– There is currently stress in financial markets. 
This could lead to an unintended increase in 
interest rates unless the RBNZ takes action.

	– We predict that the RBNZ will begin quantitative 
easing (buying Government bonds) within a 
week in order to keep interest rates low.

	– We further predict that the RBNZ will initiate 
a Term Auction Facility to ensure bank funding 
remains smooth. 

	– And we predict that the Government will 
create some form of loan guarantee scheme to 
slow potential company failures in the tourism 
and travel industries.

	– Government debt is likely to rise above 30% 
of GDP in short order. That is an appropriate 
response, but the Government also needs a 
plan to bring debt down again later. 

	– Fortunately New Zealand’s banks and 
Government are starting from a very strong 
position. With the above actions in place, they 
are well-placed to weather the coming storm, 
allowing for an orderly post-virus recovery.

The Covid-19 situation has escalated dramatically. New Zealand 
is inevitably heading for a severe recession – we are 
forecasting that the economy will shrink by 3.1% over the 
first three quarters of this year. In the June quarter alone we 
expect GDP to fall 2.7%. For comparison, during the Global 
Financial Crisis it took eighteen months for the economy to 
shrink by 2.7%. However, this recession will have a completely 
different character. Allowing people to congregate and travel 
again will lead to a rapid initial uplift in activity, meaning a 
briefer recession. However, it will take years for the economy 
to fully recover from the damage to business balance sheets. 
We are forecasting that unemployment will rise from 4% 
to 5.5%, less than the 6.5% reached in the GFC due to the 
temporary nature of the disruption and the Government’s 
response. And we expect house prices to fall about 3%, 
compared to 10% during the GFC. 

Quarterly GDP growth forecasts
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The crucial factor deciding how long this recession lasts is 
the health of the financial system. There are signs of stress 
emerging in markets. Left unchecked, this would cause an 
unintended increase in interest rates, which is the opposite 
of what the RBNZ wants. We predict that the RBNZ will 
counter with quantitative easing and a Term Auction Facility, 
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soon. Fortunately New Zealand’s banks and Government are 
starting from a very strong position, so with the above RBNZ 
actions in place the situation should remain orderly. 

Covid-19 impact on the New Zealand economy – level of GDP
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Covid-19 impact on the New Zealand economy – annual 
average GDP growth
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The recent restrictions on travel around the world, including 
the near-closure of New Zealand’s borders, is going to almost 
eliminate tourism and severely reduce foreign education. 
Nobody really knows how long travel will remain disrupted, 
but we are assuming an 85% drop in visitor arrivals from now 
until the end of September. After that, we would expect only 
a gradual recovery in tourism as traveller nervousness lingers 
for some time.

International visitor arrivals into New Zealand
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New Zealand’s key goods exports will be impacted, albeit 
less severely than tourism and education. Exports to China 
were hit hard earlier this year but are now slowly starting 
to recover. However, the next hit will come from a general 
slowdown in the global economy which will particularly affect 
manufactured exports, and will create a renewed round 
of weakness for forestry. Prices of New Zealand’s key food 
exports have already fallen, and may fall further yet, affecting 
farmer incomes. 

The next phase will be the business sector switching from 
expansion mode to survival. In sectors like tourism and 
hospitality most businesses will endure a savage reduction in 
revenue. In order to survive they will lay off staff, contributing 
to the lift in unemployment. We expect this, combined with a 
general slowing in the economy, will see the unemployment 
rate to rise from 4% now to 5.5% by September, equating 
to 45,000 additional unemployed people. Without the 
Government’s massive wage subsidy package, we would be 
forecasting a bigger increase in unemployment.

The firms in affected industries that survive this downturn will 
only do so by borrowing to get through. This will weaken their 
balance sheets. Once the recovery begins, they will be more 
focused on debt repayment and balance sheet repair than 
expansion. That is why unemployment and business investment 
will recover more slowly than other parts of the economy.

Unemployment
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Business investment spending – level
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Covid-19 will disrupt the domestic economy and reduce 
consumer spending by about 4% within a few months. 
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Shutting down domestic travel, business meetings, large 
gatherings, and sporting events will have a huge impact. 
There will be a sudden decline in spending at the likes of 
cafes and in bricks-and-mortar shops. Workers laid off from 
severely affected sectors like tourism will be forced to curtail 
their spending, and other consumers will become more 
cautious as their KiwiSaver balances and house prices fall. 
Finally, disrupted supply chains will mean some products 
simply aren’t readily available to be consumed. There will, 
however, be a few positive offsets. Fewer people travelling 
overseas might result in more money spent domestically. 
Online retailing, internet commerce and health-food sales 
will boom, if China’s experience is anything to go by. We 
already have data showing that panic buying led to a sharp 
lift in consumer spending in February. And the Government’s 
stimulus package(s) will tend to support consumer spending. 

Consumer spending will partially bounce back as soon as 
gatherings and travel are allowed, leading to quite rapid rates 
of growth for a while. But a full recovery in consumption will 
take longer, as the labour market only slowly absorbs the 
unemployed and consumer confidence returns only gradually.

Household consumption spending – annual  growth
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The currently-red-hot housing market will soon screech to 
a halt as people become more cautious about investments 
and as layoffs affect demand. How far house prices fall is 
highly uncertain – it depends mainly on sentiment, which is 
extremely difficult to gauge. But at this stage we are pencilling 
in a 3% decline later this year, which would leave annual 
house price inflation for 2020 at about zero. 

However, the Reserve Bank has responded to Covid-19 with 
an extremely aggressive OCR cut. Once the virus disruption 
passes, the fundamentals facing the market will be the same 
as today, only interest rates will be much lower. We think that 
will generate a very strong outlook for asset prices in general, 
including New Zealand house prices, once confidence returns. 
Consequently, we have lifted our longer-term house price 
forecast. We now expect house price inflation of 9% in 2021 
and 7% in 2022, whereas previously we were expected a 
slowdown over this period.

1 �The RBNZ appears to have thrown out the playbook on alternative monetary policy that it issued just last week. In that document they said a negative OCR would be the first option.

House prices
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What happens to inflation in the short run is uncertain – 
prices of goods that run short will go up, but prices for petrol, 
airfares and accommodation will plummet, as will the price of 
some food products that New Zealand exports. However, by 
late this year or early next inflation will fall to around 1% in a 
lagged response to the weak economy.

Consumer price inflation
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Stress in financial markets and the Reserve 
Bank’s likely response.

With inflation set to fall and unemployment to rise, it is little 
wonder that the Reserve Bank has responded by cutting the 
OCR aggressively. The RBNZ has said that its cut to 0.25% is 
as low as the OCR will go for now. The RBNZ said that its next 
step, if required, would be buying New Zealand Government 
bonds.1 This is known as quantitative easing and works by 
reducing longer-term interest rates.

We think that the RBNZ will have to start quantitative easing 
very soon, possibly next week. 

Certain financial markets are showing signs of stress. In 
particular, the interest rates on New Zealand Government 
bonds are shooting much higher. Globally, Mum and Dad 
investors are selling whatever assets they can in a headlong 
stampede for cash. This has caused the price of almost 
any investable asset to fall, from equities to New Zealand 
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Government bonds. Furthermore, the Treasury needs to issue 
more bonds to fund the Government’s massive spending 
plans, creating another seller in the market. When a bond 
price falls its interest rate rises, so NZ Government bond rates 
have risen well above where they were before the Reserve 
Bank cut the OCR – 10-year bond yields have risen from 0.9% 
to 1.7% in ten days. Other New Zealand interest rates are 
being dragged up in sympathy. Left unchecked, this could in 
theory eventually cause an unintended increase in the interest 
rates experienced by ordinary households and businesses in 
New Zealand.

Interest rate on NZ Government bond maturing 2031
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That would be unacceptable to the Reserve Bank on two 
fronts – the monetary policy arm of the RBNZ is trying to 
reduce interest rates, and the financial stability arm of the 
RBNZ needs to keep markets orderly. One way for the RBNZ 
to break the cycle is for it to start buying New Zealand 
Government bonds within the next few days. 

It is hard to predict how many bonds the RBNZ will buy. We 
think they will most likely announce a particular long-term 
interest rate that they are targeting, and then stand ready 
to buy as many bonds as is required to achieve that interest 
rate. 10-year Government bond rates are currently about 
1.5%, so announcing a 1% target might be suitable. The RBNZ 
may not even have to actually buy that many bonds – merely 
signalling a readiness to do so may be enough to set a price in 
the market.

We predict that the Reserve Bank will also announce a Term 
Auction Facility to ensure the banking system remains well 
funded, within weeks. It is crucial that the banking system 
continues lending smoothly into the economy. Recessions 
are much worse if weak banks freeze up and stop lending – 
for example, it was banking system failures that made the 
GFC so severe. Conversely, recessions can be substantially 
moderated by a healthy banking system that is able to extend 
working capital to struggling businesses – for example, 
New Zealand’s banking system was able to keep the dairy 
downturn of 2015 to an orderly slowdown. 

New Zealand’s banks are much better positioned than they 
were prior to the GFC, with more secure funding and more 
capital, which bodes well for the present episode. However, 
there is some stress in markets at present. The interest rate 

at which banks lend to one another for 90 days has risen to 
40 basis points above the OCR, compared to 20 basis points 
in normal times. The three-month FX basis swap, one element 
of banks’ offshore funding costs, has risen from zero to 90 
basis points. So far the RBNZ has attempted to ensure credit 
continues to flow by easing the regulatory burden on banks, 
including delaying the requirement to hold more capital. 
But that is not enough. The next step will be a Term Auction 
Facility (TAF), in which the RBNZ lends money to banks for 
as long as a year, taking Government bonds or Residential 
Mortgage Backed Securities as collateral. We think a TAF will 
be initiated within weeks. That should be enough to ensure 
credit continues to flow smoothly into the economy.

NZ short-term bank funding spreads 
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Finally, the Government is going to have to set up some form 
of loan guarantee scheme for businesses in the worst-affected 
sectors The best-funded bank in the world is not going to lend 
to a business that is about to go bust, so the Government will 
have to take some risk onto its own balance sheet, and soon.

The Government response... and how much it 
will cost.

Government debt is likely to increase very quickly, to at 
least 30% of GDP by the end of this year or early next. The 
Government has already announced an aggressive fiscal 
stimulus package, which we wrote about earlier this week. Its 
best feature was a massive wage subsidy which will help keep 
some small businesses afloat and will limit the inevitable rise 
in unemployment. That was a necessary move, but subsidising 
the wages of up to a third of the country’s workforce, 
alongside the other commitments that have been made, could 
prove incredibly expensive. The scheme is initially limited to 
12 weeks, but we think the Government will have to extend 
that. The Government debt to GDP ratio is currently 18.5%. 
The wage subsidies alone will add roughly two percentage 
points to that number for each quarter that it is in place. 
Lower tax revenue, higher benefit expenditure, higher health 
expenditure and the other spending commitments that have 
already been made will further add to the debt/GDP ratio. And 
finally, as GDP shrinks the debt/GDP ratio will rise. 

Fiscal stimulus is certainly necessary at this point, but it will 
reduce the Government’s freedom to spend once the virus has 
passed. That is why we have emphasised that any stimulus 
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measures should be timely, targeted and temporary. Not all 
of the measures announced this week met those criteria – 
approximately a third of the announced spending was actually 
permanent, and some of it was poorly targeted.

With the predicted RBNZ and Government measures in 
place, we expect that the New Zealand banking system and 
Government will have the strength to weather the coming 
storm, allowing an orderly recovery the coming recession.

Dominick Stephens, Chief Economist  
 +64 9 336 5671

New Zealand economic and financial forecasts.

GDP components Quarterly % change Annual average % change

Sep-19 Dec-19 Mar-20 Jun-20 2018 2019 2020 2021

GDP (production) 0.7 0.6 -0.2 -2.7 3.2 2.3 -1.3 2.8

Private consumption 0.8 0.7 -0.3 -3.7 3.2 2.8 -1.6 4.8

Government consumption 1.3 1.0 1.6 2.1 3.7 3.8 4.8 1.8

Residential investment -0.5 1.4 2.0 0.7 0.1 4.1 3.2 -6.3

Business investment 0.4 0.6 0.8 1.7 7.6 2.6 -1.0 -4.2

Stocks (% contribution) 1.8 -1.2 0.2 0.1 0.4 -0.9 0.3 0.0

Exports -2.8 2.5 -3.4 -12.3 2.6 2.5 -9.0 8.4

Imports 2.3 -0.5 -0.7 -6.1 5.8 1.3 -3.5 5.1

Economic indicators Quarterly % change Annual % change

Sep-19 Dec-19 Mar-20 Jun-20 2018 2019 2020 2021

Consumer price index 0.7 0.5 0.5 0.1 1.9 1.9 1.9 1.4

Employment change 0.2 0.0 0.0 -0.7 1.9 1.0 -0.7 2.8

Unemployment rate (end of period) 4.1 4.0 4.3 4.9 4.3 4.0 5.3 4.7

Labour cost index (all sectors) 0.8 0.7 0.5 0.8 1.9 2.6 2.4 1.9

Current account balance (% of GDP) -3.3 -3.0 -3.0 -3.6 -3.8 -3.0 -4.2 -3.3

Terms of trade 1.7 2.6 -1.1 -2.6 -4.8 6.9 -3.2 1.8

House price index 1.8 2.9 2.4 0.0 2.8 4.7 -0.7 9.3

Financial forecasts End of quarter End of year

Sep-19 Dec-19 Mar-20 Jun-20 2018 2019 2020 2021

90 day bank bill 1.32 1.17 0.40 0.40 1.87 1.17 0.40 0.55

5 year swap 1.14 1.18 0.75 0.70 2.40 1.18 0.80 1.20

TWI 72.0 71.4 71.4 68.5 73.5 71.4 71.4 71.0

NZD/USD 0.65 0.64 0.64 0.61 0.67 0.64 0.65 0.66
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