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Threading the needle
NZ Half-Year Economic and Fiscal Update 2015

* Treasury’s weaker activity forecasts have put a
dent in tax revenue.

* Consequently, the Treasury is now projecting
lower surpluses than in the Budget update.

* Despite this, the Government has opted not to tinker
with its spending plans, instead accepting higher
levels of debt throughout the forecast horizon.

Key Treasury forecasts

| [ 20i5 ] 2016 | 2017 ] 20t | 2019

Total Crown operating balance (OBEGAL), $m (June years)

HYEFU 414 -401 356 957 3,485

Change since Budget 1,098 -577 -1,120 = -1,038 -139

Net debt, % of GDP (June years)
HYEFU 25.2 26.9 27.7 271 25.6

Change since Budget -0.5 0.6 2.2 2.7 2.7

Government bond issuance programme, $bn (June years)

HYEFU 8.0 9.0 9.0 9.0

Change since Budget 0.0 2.0 2.0 2.0

GDP growth, ann avg % (March years)

HYEFU 3.2 2.1 2.4 3.6 3.0

Change since Budget -0.1 -1.0 0.4 0.8 0.6

Today’s Half Year Fiscal and Economic Update (HYEFU) showed
a bigger deterioration in the Government’s books than we

had expected. While there was little discernible change to the
Government’s spending plans, revenue projections have taken
a hit. The Treasury is now forecasting lower tax revenues over
the next four years on the back of weaker nominal GDP growth.
Flowing on from this, the operating balance is expected to dip
back into deficit territory this year after recording a wafer thin
surplus in 2014 /15 before gradually improving thereafter, more
slowly than in the May Budget.

Nonetheless, as we detail below, our view remains that the
Treasury’s medium term economic growth forecasts look too
optimistic and that there is considerable downside risk to
their inflation projections. If we’re right, this could see the
Government’s revenue projections further downgraded in the
2016 Budget.

To date, the Government has been content to maintain its
spending plans in the face of the worsening outlook for
revenue. In effect they have chosen not to respond to the
lowered revenue forecasts by reducing their spending, instead
opting to accepted higher debt levels and smaller operating
surpluses. But we think the direction of risk is clear. Further
downgrades to the outlook for nominal GDP could mean the
Government is forced to make tough decisions on the expense
side of the ledger at some point down the track.

Economic Forecasts

Relative to the Budget, the Treasury has lowered its GDP
growth forecast in the near term, while raising it for 2018
and beyond. In the near term, EI Nino weather conditions are
predicted to weigh on agricultural production, depressing
growth in the first half of 2016. Further out, growth is forecast
to improve on the back of a recovery in export prices,
accommodative monetary policy and strong population
growth. Dairy prices in particular are expected to improve
from mid-2016, returning to around $3,500/tonne by the
end of 2017 - a notably more optimistic view than our own
assessment. Consequently, we think there is scope for
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growth to disappoint relative to Treasury forecasts at this
horizon, especially once you factor in the scaling down of
reconstruction activity in Canterbury.

GDP growth
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In contrast to the Treasury’s revised GDP growth forecasts,
there has been little change to their inflation outlook. The
Treasury is projecting CPI inflation to rise to 1.4% by March
next year (notably higher than the RBNZ’s 1.2% forecast and
our own 1.1% pick) with inflation expected to return to the 2%
midpoint of the RBNZ’s target band by the end of 2016. In
contrast, even the RBNZ doesn’t expect inflation to get back
to this level until a full year later.

The combined impact of the change to real growth, inflation
and term of trade forecasts are that the Treasury is now
expecting $17bn less nominal GDP over the five years out

to 2019, with consequently lower revenue forecasts. We
think the risk is that the Treasury is still too optimistic on the
outlook for inflation and growth, implying their nominal GDP
(and therefore revenue) projections could come under further
pressure between now and next year’s Budget.

Core Crown revenue
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The weaker revenue projections mean net core Crown debt is
now expected to peak higher and later than in the May Budget.
Net core Crown debt is now expected to rise from 25.2% of
GDP today to 27.7% in 2017 (previously it was seen peaking at
under 27% of GDP).

Operating balance (excluding gains and losses)
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Indeed the profile for the increase in the operational spending
allowance (which is labelled a spending allowance but could
also be ‘spent’ in the form of reduced revenue i.e. tax cuts)
was left unchanged. The allowances for operational spending
increases are still an additional $1bn for next year’s Budget
and $2.5bn in the 2017 Budget. And unsurprisingly there were
no new policy initiatives announced. That said, the allowance
for new capital spending in next year’s Budget has been
increased by $1bn (although some of this may be covered by
re-prioritising other investments).

Monetary policy’s mate?

This $1bn increase in the capital spending allowance comes
after RBNZ Governor Wheeler’s comment last week that
additional infrastructure spending in Auckland would be
helpful, by reducing the economy’s spare capacity and
increasing inflation pressures. We wouldn’t regard today’s
announcement as a response to the RBNZ, since the HYEFU
was signed off before the Monetary Policy Statement, and
the menu of projects mentioned by the Finance Minister

- schools, transport, software upgrades - don’t seem
particularly Auckland-centric.
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Nevertheless, could a boost to government spending be
helpful to the RBNZ in meeting its inflation target? We would
make two points here. First, our general view is that if there
are projects worth doing, they should be done. But we
regard infrastructure spending as a particularly clunky way
of managing the economic cycle, given the narrow focus and
long timelines for many projects.

Second, a one-off spending increase of $1bn in the June 2017
year, against the backdrop of the RBNZ’s forecasts, would
probably be of only marginal use. The RBNZ is forecasting
2.9% growth in the year to March 2017, which doesn’t strongly
suggest an economy in need of stimulus at that time. What’s
more, the spending increase is small relative to the size of the
economy, amounting to just 0.4% of annual GDP (or less).

Market implications

The reduced revenue projections mean that the bond issuance
programme has been increased by a total of $4bn over the
next three years. On the face of it, increased bond supply
should mean upward pressure on longer-term interest rates.
However, the market seems to have taken some comfort from
how the Debt Management Office plans to sell those bonds,
with less reliance on regular tenders and more on large-

scale syndicated sales, which have proven to be relatively
successful to date. Interest rates on Government bonds were
unchanged after today’s announcement.

Anne Boniface
Senior Economist

Michael Gordon
Senior Economist
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Disclaimer

Things you should know: Each time someone visits our site, data is captured so
that we can accurately evaluate the quality of our content and make improvements for
you. We may at times use technology to capture data about you to help us to better
understand you and your needs, including potentially for the purposes of assessing
your individual reading habits and interests to allow us to provide suggestions
regarding other reading material which may be suitable for you.

If you are located in Australia, this material and access to this website is provided to
you solely for your own use and in your own capacity as a wholesale client of Westpac
Institutional Bank being a division of Westpac Banking Corporation ABN 33 007 457
141 AFSL 233714 (‘Westpac’). If you are located outside of Australia, this material and
access to this website is provided to you as outlined below.

This material and this website contain general commentary only and does not
constitute investment advice. Certain types of transactions, including those involving
futures, options and high yield securities give rise to substantial risk and are not
suitable for all investors. We recommend that you seek your own independent legal
or financial advice before proceeding with any investment decision. This information
has been prepared without taking account of your objectives, financial situation or
needs. This material and this website may contain material provided by third parties.
While such material is published with the necessary permission none of Westpac or
its related entities accepts any responsibility for the accuracy or completeness of any
such material. Although we have made every effort to ensure the information is free
from error, none of Westpac or its related entities warrants the accuracy, adequacy or
completeness of the information, or otherwise endorses it in any way. Except where
contrary to law, Westpac and its related entities intend by this notice to exclude liability
for the information. The information is subject to change without notice and none of
Westpac or its related entities is under any obligation to update the information or
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contained in this material and this website does not constitute an offer, a solicitation of
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performance. The forecasts given in this material and this website are predictive in
character. Whilst every effort has been taken to ensure that the assumptions on which
the forecasts are based are reasonable, the forecasts may be affected by incorrect
assumptions or by known or unknown risks and uncertainties. The ultimate outcomes
may differ substantially from these forecasts.

Transactions involving carbon give rise to substantial risk (including regulatory
risk) and are not suitable for all investors. We recommend that you seek your own
independent legal or financial advice before proceeding with any investment decision.
This information has been prepared without taking account of your objectives,
financial situation or needs. Statements setting out a concise description of the
characteristics of carbon units, Australian carbon credit units and eligible international
emissions units (respectively) are available at www.cleanenergyregulator.gov.au as
mentioned in section 202 of the Clean Energy Act 2011, section 162 of the Carbon
Credits (Carbon Farming Initiative) Act 2011 and section 61 of the Australian National
Registry of Emissions Units Act 2011. You should consider each such statement in
deciding whether to acquire, or to continue to hold, any carbon unit, Australian carbon
credit unit or eligible international emissions unit.

Additional information if you are located outside of Australia

New Zealand: The current disclosure statement for the New Zealand division of
Westpac Banking Corporation ABN 33 007 457 141 or Westpac New Zealand Limited
can be obtained at the internet address www.westpac.co.nz. Westpac Institutional
Bank products and services are provided by either Westpac Banking Corporation
ABN 33 007 457 141 incorporated in Australia (New Zealand division) or Westpac
New Zealand Limited. For further information please refer to the Product Disclosure
Statement (available from your Relationship Manager) for any product for which
a Product Disclosure Statement is required, or applicable customer agreement.
Download the Westpac NZ QFE Group Financial Advisers Act 2008 Disclosure
Statement at www.westpac.co.nz.

China, Hong Kong, Singapore and India: Westpac Singapore Branch holds a
wholesale banking licence and is subject to supervision by the Monetary Authority
of Singapore. Westpac Hong Kong Branch holds a banking license and is subject to
supervision by the Hong Kong Monetary Authority. Westpac Hong Kong branch also
holds a license issued by the Hong Kong Securities and Futures Commission (SFC)
for Type 1 and Type 4 regulated activity.
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Westpac Shanghai and Beijing Branches hold banking licenses and are subject to
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Branch holds a banking license from Reserve Bank of India (RBI) and subject to
regulation and supervision by the RBI.
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number BR000106), and is authorised and regulated by the Australian Prudential
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Regulation Authority and regulated by the Financial Conduct Authority and the
Prudential Regulation Authority. This material and this website and any information
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by the rules of the Financial Services Authority and is not intended for “retail clients”.
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in this material and this website to any third party. In particular this material and this
website, website content and, in each case, any copies thereof may not be taken,
transmitted or distributed, directly or indirectly into any restricted jurisdiction.
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with the US Commodity Futures Trading Commission (“CFTC”) as a Swap Dealer, but
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