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	Executive summary – positive signs emerging
Economy

A number of indicators show the New Zealand economy is continuing to perform at reasonable levels.  Commodity prices are up, with a stronger world economy and a drought in Australia good news for New Zealand’s commodity producers. The recent announcement from Fonterra for a significantly improved pay-out to dairy farmers for the 2007/08 season will boast returns to rural communities and potentially prop-up rural land prices as dairy conversions become even more attractive, given that sheep meat and wool prices have been in the doldrums.  

On the other hand, inflationary pressures remain an issue boasted by a third wind in the housing market and continued buoyant consumer spending.  Pressure will be on the Reserve Bank to increase interest rates even further.  However, the export sector will bear the brunt of any further rises through added pressure on the NZ dollar.  Business and consumer confidence are steady after improving from the lows recorded last year.  
Budget 2007

Apart from the widely anticipated business tax cuts and research and development (R&D) tax credits, the Budget was largely business as usual.  The only significant item from left field was the government’s decision to require compulsory contributions from employers whose employees join Kiwi-saver.  The implications on costs could be significant and will certainly impact on wage bargaining negotiations over the next 3-4 years as the scheme rolls out.   In summary, the Budget was very much a Budget of “give on the one hand and take on the other”.  Businesses and individuals may rightly feel aggrieved.

About the Business Planning Forecast Report

This bulletin is designed to help your business planning.  It brings together forecasts of important indicators to help you prepare budgets and business plans.

The forecasts are drawn from two main sources.  The New Zealand information is based on a survey of the five main trading banks (ANZ-National, ASB, BNZ and Westpac).  Australian information is based on consensus forecasts put together by the UK-based magazine “The Economist”.  Sources of other information are as shown.

We stress that the information in this report is of a general nature.  Your firm is unique, and you will need to make your own decisions.  However, we believe the better informed you are about the way various business people see the future, the better the decisions you can make.
Where appropriate we have included averages alongside the highest and the lowest forecasts.  This gives some idea of the spread of forecasts and therefore of the uncertainty involved.

	
	HIGHLIGHTS
· World commodity prices are up which is good news for New Zealand commodity producers, particularly dairy.

· Inflationary pressures remain a key concern with pressure on the Reserve Bank to raise interest rates even further.

· The Budget was very much a matter of “give and take” with reductions in the company tax rates and R&D tax credits offset by added costs on employers through compulsory contributions to KiwiSaver from April 1, 2008.

· Labour market conditions remain tight but labour productivity growth should be a key concern for both policy makers and businesses alike.


	Part 1: The New Zealand Economy

1.1.
Economic growth (GDP) – modest by recent standards

Most recent outcome: 1.5% for the year to December 2006.

Gross Domestic Product (GDP) is the measure of a country’s total economic activity over a given period.  Since 2000, GDP growth has averaged 3.5% per annum, indicating a strongly performing economy with growth rates higher than those of many countries to which New Zealand compares itself.  However, that growth has now severely slowed, being only 1.5% for the December 2006 year.  

Quarterly results show economic activity increasing 0.8% in the December 2006 quarter, following an increase of 0.3% for the September quarter and 0.4% during the June 2006 quarter.  Since March 2004, only one quarter (June 2005) has shown growth at 1% or more.  

The ongoing strength of the services sector was the major contributor to growth in the December 2006 quarter, while the manufacturing sector weakened the overall result.   The service industries recorded their seventeenth consecutive quarterly increase, up 0.9% in the December 2006 quarter.  These results are consistent with Business NZ’s new survey -- the Performance of Services Index (PSI) -- which shows the PSI sitting at 58.3
.  (A number over 50 represents expansion while a number below 50 represents contraction). 

Domestic and household consumption is still strong, with domestic spending increasing by 2.6% for the December 2006 quarter and household consumption up 1.1% (up 0.4 and 0.3% respectively on the previous quarter).

The continuing trend of lower quarterly growth obviously does not provide enough impetus for New Zealand to head towards the top half of the OECD.  However, there appears to be some light at the end of the tunnel, with expectations that GDP has all but bottomed out and will increase over the forecast period, as shown in the table below.

Forecasts: Real GDP % Growth

Years Ending

Jun 07

Jun 08

Jun 09

Highest

2.8

2.6

3.3

Average

2.4

2.2

2.5

Lowest

2.0

1.9

1.8

Source: ANZ, ASB, BNZ, National, and Westpac

Business NZ believes key factors influencing GDP over the next two years will include:
Interest rates – leading the charge

New Zealand’s Official Cash Rate (OCR) is still very high by international standards, and is expected to remain at current levels for some time due to continued inflationary pressures in the economy.  While expectations are that the United Kingdom and possibly Australia may raise their official interest rates, the gap between NZ and our major trading partners continues to be significant.  

Official Interest rates

Central Bank



Current rate (%)

Previous rate (%)

Reserve Bank of Australia


6.25%



6.0%

US Federal Reserve 


5.25%



5.0%

Bank of England



5.50%



5.25%

European Central Bank


3.75%



3.50%

Reserve Bank of NZ


7.75%



7.50%

Some commentators expect the Reserve Bank to follow up the two rises its already made to the OCR this year with further increases. While others debate whether the Reserve Bank will put any further rises on hold, there is a general consensus that any drop in the OCR will be a long time coming. 

Unlike its previous statements, the Reserve Bank’s most recent on April 26 was reasonably neutral, not outlining any “track” for interest rates for fear of painting the Bank into a corner.  However the statement did warn of the need to remain vigilant about potential medium-term inflationary pressures and implied any interest rate reductions are a significant way off. 

On balance, we would be surprised if the next movement in the OCR is upward, not because inflationary pressures are not present, but because further rises are likely to have an adverse impact on exporters by imposing further pressure on the dollar while having limited impact on households -- the primary drivers of inflationary pressures.

Business NZ recently published a booklet “OCR: The Sharpest Tool in the Box?”
  outlining a number of support mechanisms to help the OCR control inflation.  While there are several possibilities, further investigation finds most have fundamental weaknesses or the potential for adverse, though unintended, consequences.  The Finance and Expenditure Committee has announced it will be carrying out an inquiry into monetary policy in New Zealand. However, for this to be effective it must consider all potential mechanisms and address regulatory and fiscal burdens on the economy.  At this stage, the inquiry’s terms of reference only include productivity growth, potential growth and how monetary and fiscal policies interact.
Despite the view that the OCR has peaked, there are several inflationary concerns still prevalent both domestically and internationally. 

On the international front, world oil prices have rebounded from a year ago given increased instability in the Middle East.   New Zealand's higher dollar is to some extent currently cushioning households and businesses from further price rises, although this cannot last forever.  

On the domestic front, recent business opinion surveys show firms’ expectations of raising prices as still reasonably strong.

Given reasonably tight labour market conditions, the potential for further wage pressures should not be ruled out, particularly with the introduction of compulsory employer contributions to Kiwisaver from April 1 next year.  This requirement will add a new twist to wage negotiations over the next few years.

Finally, the 2007 Budget predicts inflation will remain relatively high and is projected to peak at 2.7% in the year to March 2008 and only slowly moderate thereafter.  Given that this is close to the top of the Reserve Bank’s target inflationary band (1-3%), there’s likely to be little room for interest rate cuts over the near term.
The New Zealand Dollar – anyone’s guess?
Our analogy of someone firing arrows at a dartboard when trying to predict the short-term direction of the NZ dollar continues to be bang on the money.

The first half of 2006 saw a steady drop in the value of the New Zealand dollar and this was long overdue as the general consensus was that it had been too high for too long.  Many believed that as the steam started to go out of the New Zealand economy, so would demand for the dollar, and increasing interest rates offshore would lure investors elsewhere for returns.  However, from August onwards that view changed.  The dollar has since been on an upward path against all major currencies, eclipsing all the fall experienced during the first half of 2006.

There are several drivers for the higher dollar.  Higher commodity prices have helped but the primary driver is likely to be the higher real interest rates compared with our major trading partners.  International investors, perhaps naively, have continued to flood New Zealand with the expectation of high returns, apparently blissfully unaware or ignorant of the potential for a significant drop in the NZ dollar which would erode any gains from higher interest rates.  Nevertheless, to date they have been the winners with, the NZ dollar staying at historically high levels.

The impact of a high dollar on exporters has been partially offset by higher commodity prices, particularly in dairying which has resulted in Fonterra offering a significantly higher price for milk for the 2007/08 season.  However, those who expected the dollar to keep dropping off earlier this year, and therefore failed to adopt a prudent hedging strategy, are now likely to be bearing the brunt of the dollar’s rise. 

Although one would expect the NZ dollar to head southwards over the coming year, determining the timeframe and level is difficult at best.  The Reserve Bank would hope any fall is gradual, rather than a sudden short-term adjustment that might boost tradeables’ inflation.

Budget forecasts expect the exchange rate (as measured by the Trade-weighted Index – TWI) to drop substantially over the next three to four years, from 71 cents currently to 54.5 cents by 2011.

Net migration flows – cooling

Over the past four years, large migration inflows have boosted domestic consumer spending, car sales and house building.  Migration has also, to an extent, helped mitigate some of the pressures that have built up in the labour market. 

The annual net migration gain peaked at +42,500 for the year ended June 2003, fell as low as a +6,000 gain for the year ended October 2005 and then regained some momentum in 2006 to reach an annual gain of 14,800 by November 2006. However, since early this year net migration figures have drifted downwards, not significantly (to 11,200 per annum as at April 2007) but, as a good leading indicator of economic activity, enough to suggest  that the economy is likely to meander along for the next two to three years.  

Stable growth in net migration figures will help hold up the property market, as people arriving in the country obviously need somewhere to live.  Although one could argue that the property boom of 2000-2003 -- where capital gains in some areas were nothing short of spectacular -- is over, latest figures show the trend is still positive, with evidence of increasing activity in a number of areas.  There is also evidence that the latest continued rise in house prices is not a short-term trend given that the number of days to sell a house is the same as a year ago and investors and homeowners are still investing despite rising interest rates and negative returns.  The lure of potential capital gains still appears to be alive and well and is continuing to put upward pressure on prices.

Indications are that home ownership is declining further as first home buyers find it increasingly difficult to get on the first rung of the housing ladder.  Rents, in general, currently do not reflect reasonable economic returns on capital invested, suggesting either that investors are continuing to expect capital gains on housing will continue or that rents will move up to more “acceptable” levels.

The concern about housing affordability is such that a Select Committee is looking into the matter.  New Zealand house prices have doubled in the last five years, and home ownership rates have fallen over the last 15 years.  While there are no easy answers, serious consideration needs to be given to determining the amount of land available for housing sub-division.  Current constraints add a significant cost to the price of sections which in turn flows on to the price of all housing, both existing and proposed.

The Budget included an allowance of about $14 million for the Department of Inland Revenue to undertake greater auditing of house sales to ensure that those people actively trading in housing stock pay tax on the capital gains.  There is some question as to how actively IRD has been in enforcing current tax rules relating to housing.  Whether greater auditing will uncover significant scams is arguable and the extent to which it will impact on overall house prices is highly debatable.   

Commodity prices – world and NZ dollar commodity price indexes continue to expand
A surge in international dairy prices has underpinned a strong rise in the ANZ World Commodity Price Index.  Dairy products account for nearly a third of the ANZ index, and have pushed up the overall index by 4.8% for the month to reach a new record high of 180.3 for April 2007.   The overall index is now up 21 percent from where it stood a year ago. The latest rise in world dairy prices is directly related to the Australian drought restricting the supply of dairy products in international markets.

When converted into $NZ, the ANZ NZ Dollar Commodity Price Index rose a modest 0.1% in April 2007 to reach 134.1 – an annual increase of just 4.7%.  This shows that while international prices increased strongly over the year, these gains were almost totally wiped out when converted into NZ dollars.  On the other hand it also shows that strong international commodity prices are acting as a useful buffer for some industry sectors against the high NZ dollar.  

World Price Index

Monthly %

Change

Annual

%

Change

NZ$

Index

Monthly %

Change

Annual

%

Change

April 2002

115.4

0.1

-9.4

132.0

-2.1

-17.1

   April 2003

119.6

-1.2

3.6

112.9

-0.8

-14.5

   April 2004

140.9

2.7

17.8

117.7

5.7

4.3

   April 2005

156.6

0.0

11.1

117.3

1.6

-0.3

April 2006

149.2

1.6

-4.7

128.1

3.9

9.2

   April 2007

180.3

4.8

20.8

134.1

0.1

4.7

Source: ANZ Commodity Price Index NZ – 3 May 2007

Business confidence – stable after earlier rebound 

Business confidence influences the propensity for businesses to invest in capital and employ staff, and is therefore an important determinant of future economic growth.  

The NZIER’s Quarterly Survey of Business Opinion (QSBO) shows business confidence has stabilised after a period of extremely low confidence levels 18 months ago.  General business confidence was steady according to the March 2007 quarter results.  On a seasonally-adjusted basis, a net 3% of firms expect the general business situation to deteriorate in the next six months.  This compares with a net balance of 7% in the December 2006 quarter and 24% in the September quarter.  The latest quarter shows some stability after the negativity experienced 18 months ago when a net 72% of firms expected conditions to deteriorate.

A more reliable indicator of business confidence is the activity levels of individual firms, and the March quarter results show confidence among firms continuing to improve.  On a seasonally-adjusted basis, the net balance of firms reporting an increase in their own activity was 11%.  For the previous quarter the net balance was 6%, on a seasonally-adjusted basis.

Improvement in the business outlook across sectors is mixed. The service sector continues to boom as evidenced by the results from a number of surveys, including Business NZ’s PSI that measures actual activity levels.  On the other hand, the manufacturing sector showed a decline in optimism with a net 23% of New Zealand manufacturers expecting the general business situation to deteriorate compared with a net 5% of Australian manufacturers.  This is likely to reflect the pressures on exporting manufacturers from NZ dollar.  The closure of a number of high profile manufacturers and decisions to manufacture off-shore are testament to the dollar’s impact on some in that sector. On the other hand, Business NZ’s Performance of Manufacturing Index (PMI) shows manufacturing activity is holding up reasonably well with the latest PMI sitting at 54.2 for April 2007 – a slight slow-down from recent months but nevertheless, still relatively robust growth. 
Consumer confidence – robust 
Consumer confidence eased slightly from 119.7 in the December 2006 quarter to reach 117.7 for the March quarter 2007.  While the slight fall over the latest quarter partially reverses the sharp gain at the end of 2006, consumer confidence is still significantly higher than at the same time last year.  An index number over 100 indicates there are more optimists than pessimists, while a number under 100 indicates that pessimists outnumber optimists. 

While confidence concerning consumer purchasing power increased for the March 2007 quarter, there was a decline in consumers’ perceptions of the economic outlook in 12 months’ time relative to their current financial situation.  This may partially be driven by the fact that interest rate rises have started to bite as more and more households are exposed to refinancing fixed rate mortgages and petrol prices have risen by about 15 cents a litre since the December 2006 confidence survey.   On the other hand, family incomes have been boosted through the Government’s Working for Families package, together with “paper” wealth gains through a reaccelerating housing market.

1.2
Inflation – pressures persist

Most recent outcome: +2.5% year-ended March 2007

The rate of inflation, as measured by the Consumer Price Index (CPI), provides an indication of the extent to which price levels have increased and an indirect benchmark for wage demands.  It is also the key reference point for monetary policy.

The March quarter 2007 Consumers Price Index (CPI) rose 0.5% on the December 2006 quarter, bringing headline inflation down slightly from 2.6% annually to 2.5%.  Housing and household utility prices rose 1.1% for the latest quarter, driven by higher prices for rental housing and the purchase of new housing.  Food prices also rose 1.1%.  On the other hand, transport costs declined slightly, mainly driven by lower prices for international air transport.  Declines in household goods also had an impact on the CPI for the quarter.   

In the March 2007 quarter, non-tradable inflation increased to 1.2%, following a 0.8% rise in the December 2006 quarter. Tradeables inflation decreased for the second consecutive quarter, dropping by 0.4% in the March quarter after a fall of 1.3% in the December quarter 2006.

From the March 2006 quarter to the March 2007 quarter, the non-tradable component increased 4.1% and the tradeable component increased 0.9%

While housing market resurgence, buoyant consumer spending and solid, if not spectacular, business and consumer confidence may be making the Reserve Bank nervous, further interest rate hike would clearly be unhelpful, compounding exchange rate pressures while having limited effect on consumer behaviour – the real target. Nevertheless, the Reserve Bank and indeed the Government should be concerned about the prolonged growth in non-tradeables’ inflation.

Forecasts below show that inflation will remain around the 2.5% mark for the next three years, although it will pick up slightly in 2009.  While this is within the 1-3% medium term range that the Reserve Bank is responsible for, it does not leave significant scope for any shocks or up turns in the New Zealand economy that may stir up inflation levels.  These forecasts are broadly in line with those contained in the recent Budget.
Forecasts: % Change in Inflation (CPI)

Years Ending

Jun 07

Jun 08

Jun 09

Highest

2.2

3.4

3.1

Average

1.9

2.5

2.7

Lowest

1.6

1.5

2.5

Source: ANZ, ASB, BNZ, National, and Westpac

	
	



	AUD (cents)

USD (cents)

Jun 07

Jun 08

Jun 09

Jun 07

Jun 08

Jun 09

Highest

0.91

0.868

0.78

Highest

0.750

0.710

0.610

Average

0.888

0.828

0.773

Average

0.740

0.655

0.573

Lowest

0.877

0.772

0.763

Lowest

.730

0.610

0.540

TWI

Jun 07

Jun 08

Jun 09

Highest

73.0

68.3

60.5

Average

71.8

64.4

57.9

Lowest

70.7

59.5

55.2


	
	


	Europe

In the Euro area, economic growth indicators are tending to show levels close to historical highs (3.3% for the December 2006 year), which in turn will continue to place pressure on resources and leave inflation pressures high (although inflation in the area is relatively low at 1.8%). 

Unemployment in the Euro area edged down to 7.2% in March 2007 compared to 7.5% in December 2006. However, unemployment in a number of Euro countries remains high with unemployment rates for Germany and France being 9.2% (April 2007) and 8.3% (March 2007) respectively.
In Britain, annual growth was close to Euro levels at 2.8%, but is expected to taper off slightly as the year progresses. 

Japan

Overall, Japan has tended to be in the doldrums in recent times due to a consumption-led downturn, with both consumer spending and confidence levels pointing downwards.  GDP growth currently stands at 2.3%, and is expected to remain around the current rate for both 2007 and 2008.
Consumer prices in Japan actually dropped by 0.1% in March 2007.  Expectations are for zero growth in prices over the coming year.  Other indicators showed industrial production rose by 1.6% for the year to March 2007.     

Labour market developments have tended to be positive but containment in terms of wage growth continues.  Japan’s unemployment rate remains stable at around 4.0%.

China

Economic activity in China is showing no signs of slowing.  Latest results show GDP growth at 11.1% over the March 2007 year, with industrial production increasing a massive 17.6%.  Given increased output, it is perhaps surprising that inflation has remained at relatively reasonable levels (3.3% currently) and is expected to moderate slightly to 2.7% by 2008.

Forecasts: World GDP Growth (Selected Trading Partners)
Country

Latest

2007
2008
Australia

2.8%
3.0%
3.2%
Canada

2.3%
2.3%
2.7%
Japan

2.3%
2.4%
2.2%
United Kingdom

2.8%
2.7%
2.5%
United States

2.1%
2.1%
2.7%
Euro Area

3.3%
2.4%
2.1%
Source: Economist

Forecasts: World Consumer Price Inflation (Selected Trading Partners)
Country

Latest
2007
Australia

2.4%
2.6%
Canada

2.3%
1.9%
Japan

-0.1%
0.0%
United Kingdom

3.1%
2.3%
United States

2.8%
2.4%
Euro Area

1.8%
1.9%
Source: Economist

	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	








�http://www.businessnz.org.nz/doc/1204/NewPSIsurveychartsservicegrowth


�http://www.businessnz.org.nz/doc/1196/OCRThesharpesttoolinthebox
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