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The 2001 Article IV consultation discussions were held in Auckland and Wellington between
November 29 and December 10, 2001.

The mission team consisted of Ms. Kochhar (head), Messrs. Cerisola, Cardarelii, and Ueda
(all APD). Mr. Di Maio (Assistant to the Exccutive Director) attended the meetings, and
Mr. Dunaway (APD) joined the mission for the discussions held in Wellington,

The mission met with Minister of Finance Michael Cullen; Treasury Secrctary Alan Bollard;
Reserve Bank Governor Don Brash; other senior government officials; and representatives of
the private sector, labor unions, and academia.

During the 2000 Article IV Consultation, Directors noted that large external imbalances and
the fact that growth has not been enough to close more rapidly the gap with other advanced
economies were key policy concerns, They stressed the need for further reforms, particularly
in areas related to deregulating parts of the agricultural sector, while keeping labor and
product markets flexible. Directors acknowledged that protection in trading partners limited
the potential gains from some of these reforms. They also noted that New Zealand is well
placed to absorb external shocks without undue economic and financial distress.

New Zealand has accepted the obligations of Article VIII, Sections 2, 3 and 4 and maintains
an exchange system that is free of restrictions on the making of payments and transfers for
current international transactions. New Zealand has accepted the Fourth Amendment of the
Articles of Agreement.

New Zealand publishes an array of high-quality statistics, and is actively working to address
outstanding issues that preclude subscription to the SDDS.

The authorities have agreed to participatc in the FSAP and are planning to undertake self-
assessments in preparation for the mission that is expected in early 2003. The authorities have
also agreed to publish the staff report for the 2001 Article IV Consultation.

This report was drafted by Ms. Kochhar and Mr. Cerisola, with contributions from
Messrs. Cardarelli and Ueda.
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I. EXECUTIVE SUMMARY

1. The performance of the New Zealand economy over most of the past two years
has been relatively strong, underpinned by the sound macroeconomic framework in
place. Real GDP growth averaged almost 4 percent in 2000, before slowing to an estimated
2% percent in 2001, owing to the weaker global environment. The unemployment rate
declined to a 13-year low of around 5% percent in the second quarter of 2001, but rose
modestly to nearly 5%z percent in late 2001. Inflationary pressures have been well contained,
although price spikes {owing to one-off factors such as higher oil prices) pushed headline
consumer price tnflation for a time in late 2000 and early 2001 above the top end of the

0-3 percent official target range. Supported by strong commodity prices and a depreciating
exchange rate, the current account deficit narrowed markedly from almost 7 percent of GDP
in 1999 to an estimated 2% percent in 2001.

2. The staff endorsed the current supportive stance of macroeconomic policies.
Economic growth, while expected to pick up during the course of 2002, would continue to be
below potential, and inflationary pressures would remain subdued. However, significant
downside risks to the external outlook continue to be an important concern. Monetary policy
should be the main instrument geared toward supporting activity if economic prospects
weaken. In that event, allowing the automatic stabilizers to work would be a sufficient fiscal
policy response.

3. The economic policy debate in New Zealand is centered around the objective of
enhancing the economy’s growth potential. The government has launched a wide-ranging
review to assess the relative importance of size, scale, and location in New Zealand’s
economic performance, how to reverse outward migration and foster high-skill immigration,
and whether a more active role by the government could strengthen growth.

4. The discussions focused on the need to preserve the current strong
macroeconomic policy framework while furthering reforms to reduce disincentives to
work, save, and invest productively. In particular, the staff recommended aligning the top
marginal personal income tax rate with the corporate rate; eliminating those aspects of the tax
system that favor one form of saving/investment over another; and, as part of the
comprehensive review of the social security system, reassessing the replacement rates and
duration of benefits, along with consideration of “in-work” benefits, to enhance work
incentives. The staff also expressed some concerns about recent reforms in labor and product
markets that could add to business costs and hinder long-term growth prospects.

5. New Zealand remains well placed to absorb external shocks. Several important
mitigating factors help to explain the deterioration in some economic vulnerability indicators,
reflected by a rising share of debt in external liabilities, a shortening of maturities, and a
decline in the share of New Zealand dollar-denominated debt. Nonetheless, these
developments need to be carefully monitored.



II. INTRODUCTION

6. The resilience of the New Zealand economy to the global economic turbulence of
recent years is testimony to the benefits of the economic reforms of the past 15 years.
The relatively strong economic performance of most of the past two years was driven by a
number of favorable conditions. These include a competitive exchange rate, strong prices and
demand for New Zealand’s exports, good agricultural growing conditions, and little evidence
of imbalances in asset markets, The unemployment fell to a 13-year low of 5% percent in the
second quarter of 2001 and rose to nearly 5% percent in late 2001. The current account
deficit narrowed sharply to about 3'2 percent of GDP (annual rate) in the third quarter

of 2001, and net external liabilities as a share of GDP, albeit still high, have declined
markedly.

7. Notwithstanding these positive developments, the central issue around which
most of the policy debate is cast relates to New Zealand’s relatively weak growth
performance. Despite wide-ranging structural and macroeconomic reforms implemented
since the mid-1980s, growth in New Zealand has not been sufficiently fast to narrow the
income gap with its OECD
counterpaits, including its neighbor Real GDP Per Capita
Australia (Box 1).! The staff’s work (Thousands of TSS 2l 1395 PEF)

during the last consultation . T I [ o
discussed how the reforms have,

with some delay, resulted in a 20 et
pick-up in growth.” However, there PP 7
remains an agenda of unfinished 20 et

reforms necessary to enhance PRty M
150 e

human capital development, P N e

liberalize product markets, and o

restructure the tax and public

income support systems to reduce 5 S —

dlSlnCCnthCS to productlve 1970 1972 1924 1976 1973 19ED 1982 1984 198G IURE 1990 {092 |9Y4 Y6 19UR

investment, labor force participation, and productivity growth.

8. The Government has launched an “Economic Transformation Agenda” which
aims at bringing New Zealand’s income per capita back into the top half of the OECD

! The forthcoming selected issues paper will discuss the roles of factor accumulation,
productivity, and structural factors in explaining New Zealand’s growth performance relative
to that of Australia.

2 See “New Zealand’s Growth Experience in Comparative Perspective,” in New Zealand:
Selected Issues, IMF Staff Country Report No. 00/140, 2000.
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Box 1. New Zealand and Australia—Divergent Growth Performance

In the past 15 years, the growth in New Zealand’s per capita GDP has lagged that of Australia, owing to a relatively lower
growth in labor productivity. The main factors explaining the productivity gap are both weaker total factor productivity and
lower capital deepening. While this can be partly explained by structural differences between the two economies (size of
domestic market and New Zealand s comparative advantage in agriculture) other factors that have constrained capital
accumulation in New Zealand compared to Australia may have also been at play.

Since 1985, when far-reaching reforms were launched, New

Zealand’s real GDP growth has averaged around 2 percent per Table 1, Accounting for Differences in GDP Per Capita
year, compared with an average of 3 percent in OECD Berween New Zealand and Australia
countries. Meanwhile, with an annual average growth of Relasive lovels (AUS<1) 198 199 Avemp
around 3.7 over the past 15 years, Australia has been able to
reduce the gap with the OECD average and to increase its GDP | Oee=eeiz 0DV n3 o o
pet capita to around 15 percent above that of New Zealand. Labor productivity  (¥/H) % 082 076 e
A proximate explanation for the observed divergence in GDP l‘i;f,,‘f,,mm wny o o o
per capita between Australia and New Zealand can be found in Hours worked per emplayed (F/E) 108 Lot Loz

. . . Enmployment mate (E/1) 102 Lol Lo
the widening of the labor productivity gap between the two Lebir foree pecticipalion (L/F) 099 097 097
cc_:untrlcs (T.able 1). As for the possible drivers of the Loor proctvity (V)
divergence in labor productivity, Table 1 shows that a key role biuman capital 0% Lol 100

A . . . Capital brtensity 0.85 0.83 0,86
was played by the gap in capital deepening {capital stock per Total Exctor prodhuctivity 057 06 093
hours worked)} between the two countries. Over the past , — i
. . . . Source: Staff cgtimates based on data From Stntistics New Zealand, Ausiralia Bureau of

decade, the contribution of capital deepening to the level of Statisties and ORCD.
labor productivity in New Zealand was only 86 percent of that 14 Y=GDP s factor cost in SMZ 199596 prioes.
. . . % H=Tatal actual howrs worked.
in Australia. Table 2 shows that New Zealand has invested less 3/ P—Persoms. F=Frrployed; 1= abar force,

than Australia in the period 1989-2000, and has still a larger
share of total net capital stock comprising residential buildings.

While human capital accumulation contributed more to labor productivity in New Zealand than in Australia, owing to the
process of skills upgrading of New Zealand’s
Iabor force (Table 2), differences in total factor “Table 2. Capitat and Humen Accurnulation in New Zealand and Australia
productivity (TFP) also contributed to widen
the labor productivity gap between the two

L. Ivestrrents and Capilal Stock

countries. If it had the same capital intensity as Real Ivesdnts et Chpital Stock
Australia, New Zealand’s labor productivity e Coment peoes (rplacssuen sl
would still be around 15 percent lower than N A I ALS
Australia’s in 1999, Staff analysis also shows 1988 20 1988 20)
that, in contrast to Australia, New Zealand’s m'm ;e ade  KE RS B
TFP growth has not benefited from a Other buildings and structures 0, 1% B W e By
reallocation of resources towards its most Intanghle a5 B W 0m AT kA%
efficient sectors over the last decade. Total capital 2% 4% wee W% 1 0%

Both the lower capital intensity and the absence 1L Enployment by Efcational Atainurect, Market Sctor

of allocative gains since the end of the 1990s New Zealand Australin

are in principle consistent with the existence of W v

structural disadvantages that may limit New Without quelifications aW% 024 0OFh 9%
With school qualification 0% Ky 21.3% 20.8%

Zealand’s growth prospects, compared to those

. . With postschool quatification 25.3% 0.1% B.1% 40.2%
for Aus'tralia. In particular, the smaller i P s i Lo
domestic market may have prevented New Bactclor Degroe W 41% - 6%

Diplome and Vocational quelifications  182% 214% - 323%

Zealand from successfully diversitying away Oxer post school qualificatins s S
from primary production (where New Zealand
has a strong comparative advantage) towards :
higher—growth manufacturing and service sectors.” However, other factors may have been at play in determining the
divergence in GDP per capita between the two countries. In particular, the relatively higher cost of capital in New Zealand
and the relatively larger share of New Zealand’s net capital invested in residential housing may act as constraint on capital
accumulation, while the relatively low capital intensity in agriculture seems to suggest that New Zealand has not fully
exploited the potential for growth in the sector where it has a comparative advantage.

Saunce: Staff estimetes basec on data from Statistics New Zealand and Australia Bureau of Statistic,

VSkilling D., 2001, “The Importance of Being Enormous :Towards An Understanding of the New Zealand Economy,” New
Zealand Treasury.




countries. The main objective is to examine the reforms undertaken to date and to assess
additional reforms needed to enhance New Zealand’s economic growth performance over the
long-term. So far, policies have focused on promoting innovation and on fostering
international linkages through trade, foreign direct investment, immigration, and knowledge.
However, a broader debate is also underway arising from the view that simply relying on
market signals may not have led to the best outcomes and that New Zealand’s small size and
location may warrant more proactive policies.

1. RECENT ECONOMIC DEVELOPMENTS AND QOUTLOOK

9. Over the past two years, output

. . ;

growth has been driven mal“ly by Stl'Ollg Contribution of Demand Components to Growth

export performance, whereas the o | G percent) Y 1
. M ~—— Real GDP growth 1/

performance of domestically oriented o Domestic demand

sectors has been more patchy. Net exports 4 - 659 Nt exports
provided a significant stimulus to economic
activity owing to the recovery in agricultural \ /NG
production from the severe droughts in 1999, | »=Nemr /N
favorable terms of trade, and the depreciated Wg
exchange rate. The uneven performance of

domestic demand reflected wide swings in SR O O S W W U e
. . 1959 2000 2001
consumer and business confidence, triggered U Qumtty il pt g

first by concerns about policy changes introduced by the new Labor government,” then by the
rise in rural incomes on the back of strong export performance, and most recently by the
terrorist attacks in the United

States. Dlll'lllg the course New Zealand: Business and Consumer Confidence

of 2001, domestic demand 11 — 100
USINEES CONNTENCE INUEX

rebounded and real GDP 1os | (right senle) R ~ 3

expanded at an average rate of 100 b
2VY4 percent (v/y through the
September quarter) (Table 1 and
Figure 1). The output gap, which
had been positive through most
Of 1999-2001’ has been trending 8(1)99';":11.l‘ 1997mT 1998:11] 1993:11'.’ ‘I;;an‘:ll 1999m7 2000m! 2000m7 2001ml] 2001m7
down more recently. However, Source; National Bank of New Zealand, Bustness Outlook; and Weslpao Frusl

cap acity ut111 zation rates remain 1/ Percentage expecting improvement in general business conditions minus pereentage cxpecting detcrioration,

/

Consumer confidence index

N {1997q1=100; left scale)
”

quite high.

? See New Zealand: 2000 Article IV Consultation, IMF Staff Country Report No. 00/138,
2000 and New Zealand: Selected Issues, IMF Staff Country Report No. 00/140, 2000 for
details.



10.  Labor market conditions tightened markedly during 2000-01. With rapid
employment growth, the unemployment rate fell to 5% percent in the second quarter of 2001
(Figure 2), the lowest level since the second quarter of 1988. Despite relatively high
participation rates, however, labor force growth did not keep pace with employment growth,
largely due to a net migration outflow since mid-1997, which has only recently showed signs
of reversal (Box 2),* and which has contributed to the modest rise in unemployment to about
5% percent at end-2001. Wage growth remained moderate, with the average hourly private
earnings increasing by 3% percent (y/y) in the third quarter of 2001, and unit labor costs
rising by about 1 percent on average in the past two years.

11.  Inflation remains under control, despite higher resource utilization in most
sectors of the economy. Having remained comfortably within the 0-3 percent target range,
inflation spiked briefly to 4 percent in the fourth quarter of 2000, remained slightly above

3 percent during the first half of 2001, and fell back to 2% percent in the third quarter of 2001
and to 1% percent in the fourth quarter of 2001 (Figure 2). The inflation spike was due
mainly to one-off factors, such as an increase in tobacco taxes and higher oil prices, as well
as the depreciation of the exchange rate, a small part of which has been passed through to
prices. Lower prices for oil, rents, and other commeodities have contributed to its subsequent
decline. Recent surveys point to inflation expectations around 2% percent in the year through
November 2002, and trending downwards over the medinm-term.

12. A relatively consistent bright spot has been the strong performance of exports
and the resultant narrowing of the current account deficit during 2000-01 to its lowest
level since the early 1990s (Table 2 and Figure 3). The most significant export gains
occurred in the primary sector and in tourism. Both strong volume growth and buoyant prices
explain the favorable performance of primary goods exports. Prices for the basket of
commodities produced in New Zealand have remained strong, in part because of strong
demand for dairy products from China and
the United States and a reduction in subsidies
paid to EU dairy exporters. Volume growth 8

" Current Account Balance

(In percent of GDF; anpoal)

has also been boosted by drought in Australia o Timde it foort and services

and the outbreaks of BSE (“mad cow”) and [ Balanco o pcome aad tramfers A |’
foot and mouth disease in Europe. While "R R R
slowing world growth took some steam out N M

of external demand in 2001, there arc a
number of factors that are positive for New M 1*
Zealand exports in the medium term. These |,
include the recent admission of China into

T T T T S T N T S I T O T N T
199 1999 2000 2001

4 The forthcoming selected issues paper presents an analysis of developments in migration,
their interaction with the tax and income support system, and the potential impact on growth
in New Zealand.



Box 2. New Zealand—Migration and Growth

New Zealand has experienced large migration flows in recent years, and taken together, all available data suggest, but far
Jfrom conclusively, that there may have been some “brain drain” from New Zealand.

&  During the 1990’s, in gross terms, more than 16 percent of the population left and a similar number entered the country.
Gross emigration had an increasing trend in 1990’s, while gross immigration increased until the mid-90’s and has,
declined since then.

Total Arrivals, Departures and Net Migration

e  Net bilateral migration flows between (Years to September, adjusted data)

New Zealand and its four largest
emigrant destinations—Australia, United g
States, United Kingdom, and Canada— 1000 Arrivals
are almost balanced except for Australia,

+ . AQQCO
where outflows outweigh inflows,

Reported skill compositions {occupation
based) are almost the same in bilateral

100000 -

20000
a

flows between New Zealand and these 2000
four destination countries. But, the fact ~40000
that the four countries pay higher wages, “6aona
within the same occupation, may be a 80000
prima facie evidence that emigrants have 100000

1961 1964 1967 1970 1873 1976 1979 1982 1985 1980 1991 1994 1997 2000

higher skill levels.

Source: Bushnell and Chay (2001).

e  The largest net inflows come from Asian
countries, Reported skill compositions of immigrants from these countries are skewed towards high levels. However,
while about half of immigrants from Australia, United Kingdom, United States, and Canada reported their occupations,
only about 30 percent of Asian immigrants reported them, Moreover, immigrants from developing countries face higher
unemployment rates and lower wages compared to native born workers with the same qualifications. Thus the actual
skill distribution of immigrants might be lower than what is reported.

Assessing the impact of migration on GDP growth is fraught with difficulties.

Quantity and price effect: As people migrate to higher wage countries, the labor force would decline, as would GDP, and
domestic wages would eventually converge to destination country levels. Neither of these outcomes is readily observed.

Direct externality to productivity, If high skilled workers raise productivity of the economy, their emigration causes a loss.
However, studies in other countries show mixed, if not weak, evidence.

Brain gain: When expected income in a foreign country is higher, emigration opportunities give people larger incentive to
acquire skills. Hence human capital accumulation could be higher even for those who end up staying in New Zealand.

Regardless of the measured impact on migration flows, however, there is a need to ensure that the tax and social
security systems do not create incentives for large emigration flows.

Income tax burden: Because of the high top income tax rate and the relatively low threshold at which it applies, the high
skilled individuals have incentives to move to countries with lower income tax rate. This is reinforced by international
competition supported by preferential tax treatment for high—skilled workets.

Free rider problem: Under the current superannuation scheme, New Zealanders have an incentive to work in foreign
countries, where wages are high, when young, and to move back to New Zealand, when old, By doing this, they can avoid
contributing to the social security system, while still receiving benefits. Available data suggest that many emigrants return
to the country when they are middle-aged.

Cost of migration: Emigrants pay both monetary and non—monetary costs when they leave the country. Therefore,
emigration induced by tax and social security system is true economic waste.




the WTO, an increase in Canada’s import quotas for New Zealand beef, and the removal by
the United States and Korea of restrictions on New Zealand lamb and beef products,
following the ruling of the WTO’s appellate body. Import volume growth has been relatively
subdued, in part because of a slump in business investment spending and the weak $NZ,

13.  Following a sharp depreciation in 2000, the $NZ remained relatively stable
during 2001. Between end-1999 and November 2000, the $NZ depreciated by about

11% percent in real effective terms (based on relative CPIs) and by about 13 percent (based
on relative unit labor costs in manufacturing), and by 21% percent against the U.S. dollar
(Figure 4). Since then, the currency has appreciated modestly, with its nominal value trading
within a narrow range around $0.43. The

general weakness in the SNZ since end-1999 | %[y change Rates 65
has persisted despite strong prices for New o (Period average)

) : B Y Trade welghted index |
Zealand’s commodity exports, a favorable #(June 1979=100; right scale) |60

interest rate differential, a narrowing current | 97
account deficit, and the comparative cyclical | |

i

55

strength of the New Zealand economy. S e TN EYROBSNZ,

. L e (left scale)
Several factors may have contributed to the 03T USSISNZ e A e P
currency’s persistent weakness, including the |, ,|{1eft scale) LN

large stock of net external liabilities, the
decline in non-resident holding of sovereign | %3
bonds and the shrinkage of the Eurokiwi
bond market since 1998, low productivity gains in manufacturing relative to trading partners,
and weaker medium-term growth prospects relative to the United States.

! ' 45
1998 1999 2
Sources: Reserve Bank of New Zealan%?quFA. 2001

14.  Other indicators of market perceptions, however, remain generally favorable.
The New Zealand equity market, while not spectacular, outperformed most other major
countries in 2001. Sovereign foreign currency debt ratings continue to be favorable and are
similar to those for Australia. This suggests that the increase in 10-year government bond
spreads relative to the United States in 2001 (a phenomenon also observed in Australia and,
to a lesser extent, in Canada) most likely reflected the widening of spreads at the short-end of
the yield curve—in turn reflecting the difference in cyclical positions of the New Zealand
and U.S. economies-—as well as some flight to quality in an extremely risk averse
environment, rather than an increase in the New Zealand-specific risk premium, per se.

15.  Following a period through August 2001, during which the Reserve Bank of New
Zealand (RBNZ) took a cautious approach to lowering interest rates, the pace of
monetary policy easing was stepped up beginning in September. In 2000, monetary
policy was aimed at balancing the strength of the economy on the one hand and the
deteriorating external outlook on the other. Even as the external environment began to
weaken, the RBNZ held course on account of the upside risks to inflation from the positive
output gap, the tight labor market, and the exchange rate depreciation. With mounting
evidence of a marked global weakening in 2001, the RBNZ began to ease monetary policy,
albeit by less than the United States and Australia, cutting rates by 75 basis points prior to
September 11. Interest rates were cut on September 19 (between the regularly scheduled
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official cash rate review dates) and on November 13 by a total of 100 basis points, reflecting
concerns that the global economic slowdown was likely to be exacerbated by September 11
events. At its official cash rate review on January 23, 2002, the RBNZ left interest rates
unchanged, noting that the decision reflected a balancing of the risks between a stronger-
than-expected domestic economy and continuing weakness in the rest of the world.

16.  Following a strong performance through 2000/01 (July-June), the fiscal outlook
has deteriorated considerably. The operating surplus in 2000/01 was 1Y percent of GDP,
and the overall fiscal balance (cash basis) posted a modest surplus of % percent of GDP.® Net
Crown debt declined from 25% percent of GDP in 1996/97 to 17 percent of GDP

in 2000/01, and remains well below the 30 w0
OECD average.® The deterioration in the plgontetrpii

external environment since last September || ] Operting intoce )
led to a downward revision in the fiscal ol i N oo

projections in the December Economic and N
Fiscal Update (DEFU). The 2001/02 BIEN |
operating surplus is now projected at N N
% percent of GDP (down from 1% percent of Ny
GDP in the budget) reflecting lower tax
revenues due to weaker growth, negative FPLELS . S . s
valuation effects from a higher net present

value of Accident Compensation Corporation and Government-Employee Superannuation
Fund liabilities, a higher deficit in District Health Boards, and additional one-off
expenditures. The overall cash balance for 2001/02 is expected to shift to a deficit of

1%4 percent of GDP, owing to large capital expenditures associated with education and health
and with the takeover of Air New Zealand.’

j’f:’:ﬂf:ix

L i3 it . B
60001 HO01A2T 200003 200304

3 The overall balance on a cash basis is defined as current revenues less current expenditures
and capital expenditures that command resources. The latter include net purchases of
physical capital and the capital contingency provision (both excluding defense), student
loans, and net capital contributions to SOEs and Crown entities.

% New Zealand debt figures exclude local governments, and therefore, are not strictly
comparable to those in the OECD, which refer to the general government. However, local
government indebtedness (in relation to GDP) is very small in New Zealand.

7 The government has introduced a recapitalization package which consists of an equity
investment by the Crown that increased its stake in the company to 82 percent. The Crown
has agreed to invest $585 million in shares, following a $300 million loan granted in
October 2001 that has been converted into shares. The Crown has also committed to provide
up to $150 million in further funding before June 2003.
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17.  The impact of slower growth on fiscal balances is expected to be carried over
into 2002/03. Smaller operating fiscal surpluses projected over the next two years reflect, in
addition to the ongoing effects of the deterioration of the economic assumptions in 2001/02—
2002/03 relative to those budgeted, a modest increase from $NZ 5.9 billion to

$NZ 6.1 billion in the three-year spending cap set by the government when it took office

in 1999, However, the overall cash deficit will improve somewhat, declining to % percent of
GDP in 2002/03 in line with lower capital expenditures. Over the medium-term, lower
operating balances and additional capital expenditures associated with the recapitalization
package for Air New Zealand, increased student loans, and funding for hospitals are expected
to exert upward pressure on the financing requirement. Gross Crown debt is expected to
reach 31% percent of GDP in 2001/02, and peak at almost 32% percent of GDP in 2003/04.
The ratio of net debt to GDP is also envisaged to increase to 184 percent in 2001/02 and
peak at 19% percent of GDP in 2003/04.

18.  New legislation establishing the New Zealand Superannuation Fund was enacted
in October 2001, with the goal of partially prefunding future pension expenses. Given
the age profile of the population, spending on superannuation is projected to rise from

4 percent of GDP at present to over 9 percent in 2050. The government has decided to build
up a fund that will help to smooth taxes in the transition to this higher level of pension
expenditure. The required contributions will be calculated on the basis of a 40-year rolling
horizon, and will be a function of both expected future pension payments and the retum on
the investments of the fund. The DEFU set the amount of capital contributions to the fund for
the next five years at a cumulative $NZ 7,850 million.® An independent board will be
appointed to administer the fund and determine its investment strategy. The legislation
requires the beard to pursue a prudent investment strategy and maximize return without
undue risk.

19.  To ease demand pressures on health care services, the government announced
additional health spending of $NZ 2.4 billion for the next three years. This spending is
mainly targeted at supporting District Health Boards and the Government’s “primary health
care strategy,” aimed at improving access to primary health facilities.” The health package

® Contributions to the New Zealand Superannuation Fund are treated as capital contributions
and thus do not directly impact on the operating balance. The Fiscal Strategy Report
contained in the Budget set a long-term upper limit of 35 percent of GDP for the sum of the
operating expenses and contributions to the Fund.

? District Health Boards are decentralized bodies charged with the provision of health care
services in specific local communities. They are expected to better align the provision of
services with needs and available funding. The previous system was based on a separation of
the public funding of health care services, managed by the Health Funding Authority from
the provision of services, managed by the Hospital and Health Services.
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absorbs half of the fiscal provision left for next year ($NZ 0.8 billion) and almost 40 percent
of the indicative $NZ 5.4 billion fiscal provision for the period between 2003 and 2006.

20,  In the short-term, the outlook for New Zealand faces significant downside risks
arising from the external environment. Even before September 11, it had become clear
that the global economy had gone into a synchronized downturn, with all the potential
engines of growth stalling simultaneously. In this environment, the major risks facing New
Zealand are: a further softening in external demand; a further decline in commodity prices,
which had held up relatively well until October 2001 but which declined by 6% percent in
U.S. dollar terms by early 2002; a sharp fall-off in tourism receipts as security concerns
about airline travel exacerbate the overall fall in demand; and a decline in confidence
triggered by persistent external weakness, which could, in turn, dampen domestic demand,
especially for investment. Consumer spending is, however, likely to be buoyed by the strong
employment situation and the fall in interest rates. With a recovery in U.S. and global
confidence expected to begin in the second half of 2002, growth in New Zealand is forecast
to slow to 2% percent in 2001 and to around 2 percent in 2002. The current account deficit is
expected to widen from 2% percent of GDP in 2001 to almost 4 percent of GDP in 2002, and
inflation is expected to remain well within the official target range.

21. Economic prospects in the medium term remain broadly favorable. New
Zealand’s medium-term economic outlook (Annex I and Table 4} is consistent with the
projections for partner country demand and world prices for New Zealand’s exports and
imports provided in the December 2001 interimn World Economic Outlook. Following two
years of slowing in 2001 and 2002, growth is projected to pick up to slightly above potential
in 2003. The current account deficit would stabilize at around 3 percent of GDP by 2006-07,
assuming a constant real effective value of the §NZ, roughly at its depreciated late 2001
level.

IV. PoOLICY DISCUSSIONS

22.  The authorities and the staff broadly agreed on the course of macroeconomic
policies in the period ahead. The discussions centered on how macroeconomic policies
should respond, in the context of the inflation targeting and the medium-term oriented fiscal
policy framework, to prospective weakness in the economy; the role of macroeconomic and
structural policies to enhance New Zealand’s growth potential over the medium-term; and
recent developments regarding New Zealand’s economic vulnerability.

A. Monetary Policy and the Exchange Rate

23.  The authorities described the conduct of monetary policy over the past year as
having been “appropriately preemptive.” RBNZ officials explained that the economy had
maintained strong momentum during early 2001, and most measures of underlying inflation
had pointed to a gradual upward drift towards the top-end of the target range. In such
circumstances, the RBNZ’s usual concern would have been that, with the economy near full
capacity, the longer inflation was at or above the top-end of the range, the greater would be
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the risks of spillovers into inflation expectations and the labor market. However, the RBNZ
eased monetary policy cautiously in the first half of 2001, owing to the anticipated effects on
New Zealand of a deteriorating world economy. The authorities noted that, given the
deflationary nature of the September 11 shock, the fact that there has been limited pass-
through from past changes in the exchange rate to prices (Box 3), and the absence of broad-
based wage pressures, they had used monetary pohcy more actively to sustain the relatively
favorable performance of the New Zealand economy.'’ In late January, subsequent to the
mission, the RBNZ left the official cash rate unchanged, noting that the decision reflected a
balance of risks between a more buoyant than expected domestic economy and continuing
weakness in the rest of the world. The authorities and the staff agreed that monetary policy
should continue to be the main instrument in sustaining the relatively favorable conditions in
New Zealand. Within the inflation targeting framework, monetary policy would be
appropriately forward looking and would be eased if warranted by weaker prospects for the
New Zealand economy.

24.  The authorities noted that, in response to recommendations made by an
independent review of monetary policy commissioned by the New Zealand government,
they would make some changes to strengthen what was seen as a sound framework for
formulating and implementing policy ! The report concluded that monetary policy in
New Zealand is “...entirely consistent with the best interational practice of flexible inflation
targeting....” The authorities have decided to strengthen the RBNZ’s governance and
accountability for monetary policy decisions. In particular, the Governor will retain sole
responsibility for monetary policy decisions. He will remain a member of the RBNZ Board
of Directors, which has responsibility for monitoring the Governor’s performance, but he will
no longer serve as Board chairman. A panel of external advisors has been appointed by the
Governor to provide additional perspectives on policy decisions, while foreign central bank
officials have been invited to conduct informal peer reviews of different operational aspects
of monetary policy. With regard to operational considerations, RBNZ officials explained that
monetary policy will continue to aim at keeping inflation near the mid-point of the target
range over the medium-term. The RBNZ is not indifferent between inflation rates within the
target range, as they acknowledge some “increasing discomfort” when the inflation rate
approaches the edges of the target range. The staff asked whether the Bank should adopt a
single measure of “underlying” inflation rather than just a menu of measures. The staff
thought that this would assist the RBNZ in communicating with the public its views on the
persistence of the impact of shocks to prices, such as those stemming from the more volatile
components of the CPI. The RBNZ officials said that in contrast to the practice in

' The forthcoming selected issues paper presents an empirical analysis of the exchange rate
pass-through in New Zealand and a comparison with Australia and Canada.

' See “Independent Review of the Operation of Monetary Policy in New Zealand: Report to
the Minister of Finance” by Lars E. O. Svensson, February, 2001.
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Box 3. The Exchange Rate Pass—Through in New Zealand

Over the past decade, most of the advanced economies have experienced a remarkable stabilization of inflation at
very low rates despite wide fluctuations in exchange rates and import prices. Some explanations emphasize the role
of transitory factors, such as favorable supply shocks or appreciating exchange rates, while others have pointed to
more permanent effects on firms” “pricing power” stemming from information technology and inventory
management, increased competitive pressures, and from the adoption of inflation targeting.

In New Zealand, the experience has been broadly similar to that of other advanced economies. Inflation has been
subdued following the adoption of inflation targeting in 1989; however, the economy has been subject to significant
exchange rate shocks—particularly since 1997—which seemed to have been primarily of an inflationary nature. For
a small open economy like New Zealand, it is somewhat puzzling that the exchange rate shocks have not been
passed on fully to domestic prices. According to the Reserve Bank of New Zealand (2001} ... while the first—stage
of pass-through (from the exchange rate to import prices) was very much dampened between 1994 and 1999, it
seems to have returned in the third and fourth quarter of 2000... At the sceond stage of pass—through (from import
prices to consumer prices), the relationship is even less clear....”" Several factors may help to explain the lack of
exchange rate pass—through in New Zealand:

o Inflation targeting: Taylor (1989)” argued that a low—inflation environment lowers the perceived persistence of
changes in costs, and therefore, limits the pass—through of changes in costs associated with exchange raie
fluctuations.

e The business cycle and uncertainty in aggregate demand: Mann (1986) noted that firms may be reluctant to
raise prices and prefer to adjust profit margins when the underlying strength in domestic demand is uncertain.
Between 1991 and 1998, New Zealand experienced a significant increase in the volatility of the output gap—a
proxy for the uncertainty in aggregate demand—which may have contributed to the low exchange rate pass—
through.

s Exchange rate volatility: Large swings in the exchange rate and higher volatility may heighten the uncertainty
about the underlying nature of the shocks driving it and increase price setters’ reluctance to pass on exchange
rate changes to domestic prices. The New Zealand dollar experienced wide swings and higher volatility during
the 1990s—particularly during 1991-94 (possibly reflecting the effects of macroeconomic and structural
reforms) and during 1997-99 (Asian crisis).

s Increased competitive pressures and import penetration: Import penetration increased in New Zealand, as the
share of imports to aggregate demand rose from an average of 23 percent in 1987-1990 1o almost 31 percent on
average in 1997-2000. However, the rise in the share of imports has been accompanied by increased
competitive pressures at the retail level, which may have helped to mute the exchange rate pass—through.

s Strong productivity gains: Growth in unit labor costs was relatively low between 1991 and 1999, providing
increased room to absorb fluctuations in the exchange rate without affecting profit margins.

Staff analysis based on a mark—up error correction model suggests a decline in the short-term exchange rate pass—
through to import and consumer prices during the 1990s. Part of this decline has been transitory in nature, possibly
reflecting sequential and highly persistent shocks. The recent rise in the short-term pass-through appears to reflect a
rebound to levels more consistent with those in the early 1990s. However, the degree of response of consumer prices
(particularly nontradable goods) to permanent exchange rate shocks appears to have declined markedly during

the 1990s and has remained relatively stable at very low levels.

Y Reserve Bank of New Zealand, Monetary Policy Statement, May 2001.

¥ Taylor, ., 2000, “Low Inflation, Pass—Through, and the Pricing Power of Firms,” European Economic Review,
forthcoming.

% Mann, C., 1986, “Prices. Profit Margins, and Exchange Rates,” Federal Reserve Bulletin.
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other advanced economies, they preferred to rely on a menu rather than a single measure of
underlying inflation, since their past experience with a single measure had proven to be
difficult in terms of ensuring transparency and accountability.

25. The authorities underscored the difficulty in fully understanding the sources
behind the weakness of the New Zealand dollar, RBNZ officials and market participants in
general agreed that the weakness in the currency was more a reflection of persistent strength
in the U.S. dollar, and that it was difficult to fully reconcile the weakness with traditional
fundamentals, such as interest rate differentials and terms of trade movements. They assessed
the $NZ to be undervalued by about 10-20 percent against the U.S. dollar.'? The authorities
and the staff agreed that there were a number of factors, including the large net external
liability position, that helped explain the trend decline in the $NZ. The currency’s relative
weakness since the September 11 events might be explained by increased investor risk
aversion worldwide, which adversely affected countries with large net external liabilities and
by the expected deterioration in New Zealand’s terms of trade. However, there was
agreement that once risk aversion dissipated and overall market sentiment improved, the $NZ
should appreciate, but not to its pre-Asia crisis peak.

B. Fiscal Policy

26. A modest fiscal stimulus is already being provided in the current fiscal year,
primarily through the automatic stabilizers, and the authorities and staff agreed that
there was only a limited role for discretionary measures. The authorities explained that
fiscal policy was aimed at keeping a tight rein on expenditures and letting the automatic
stabilizers run their course. They felt comfortable that the current stance of fiscal policy
would provide reasonable support against the expected cyclical slowdown and did not see
major benefits from a more proactive fiscal policy. In particular, most tax changes would
take time to enact, while bringing forward capital expenditures (such as in health or social
infrastructure) would most likely be ineffective due to the considerable lags in
implementation, and increases in discretionary expenditure may prove too difficult to
withdraw once the economy recovered, which could compromise medium-term fiscal
objectives. The authorities emphasized that the large net external liability position and some
concerns over the New Zealand’s risk premium in the sovereign debt market also limited the
scope for fiscal measures.

2 The latest Consultative Group on Exchange Rate (CGER) assessment estimated that the
NZ dollar was 10 percent below its medium-term equilibrium in real effective terms, and

by at least 20 percent against the U.S. dollar. Similar assessments are derived from market
analysts’ long run “fair value” and PPP-based models. However, the CGER methodology
probably overstates the potential for a real appreciation of the New Zealand dollar because it
does not adequately account for the impact of commodity prices on the $NZ value.
Moreover, the medium-term value of the $NZ will continue to be influenced by investors’
willingness to hold $NZ exposure.
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27. The authorities emphasized their commitment to holding the line on new
spending initiatives. They explained that substantial pressure on public spending stemmed
from education and health. Demands for greater health-care expenditures have already taken
up most of the fiscal provision left for the 2002 Budget and have been increasingly difficult
to resist, as the spending has been targeted to deal with shortages of key skilled medical
professionals and to assure the quality of health-care services. The staff noted that these
pressures on health-care spending, the potential for further costs associated with the
government’s equity investment in Air New Zealand, and possible election-related spending
initiatives raised the risk of significant slippage in the fiscal position. The authorities
acknowledged the risk, but reiterated their commitment to containing expenditures to achieve
the government’s objective of keeping the ratio of gross debt to GDP around 30 percent.

28.  The staff noted the longer-term fiscal pressures arising from pensions, as well as
health expenditures, with the aging of the population. While supporting the authorities’
plan to partially prefund future pension liabilities, the staff said that consideration might be
-given to parametric reform to reduce the generosity of the system, contain budgetary costs,
and encourage national savings."® The authorities explained that the partial prefunding of
pension liabilities will be instrumental in “ring-fencing” part of the expected fiscal surpluses.
Parametric reforms—such as increasing the retirement age, or even possibly, reinstating
some form of means-testing for pensions—were not currently being considered. On health
care, current pressures from rising costs are likely to intensify with population aging and,
possibly, with the recent decentralization of health care service provision. The staff suggested
that the authorities review the experience of other industrial countries for ways to improve
the efficiency in delivering services and controlling costs, including through shifting part of
the costs to the private sector. The authorities were skeptical about the potential benefits of
increasing private sector participation and stressed their commitment to a publicly funded
systern. Alternatively, an ear-marked tax to pay for health care services might be introduced
to enable people to better match their expectations and demands with the costs of maintaining
a public health-care system. In any event, the authorities noted that the problems faced by
New Zealand were not unique and, like in other advanced countries, would not be quickly
resolved.

C. Structural Policies

29. The discussion of structural policies was centered around the government’s
objective of enhancing New Zealand’s growth potential. This issue continues to dominate
the debate in New Zealand, as evidenced by the government’s “Economic Transformation
Agenda.” In particular, the main focus of the current debate is on how to strike a balance
between more proactive government policies in some areas, while avoiding the mistakes of

3 See “New Zealand Superannuation—Possible Extensions to Full Funding” in New
Zealand: Selected Issues, IMF Staff Country Report No. 00/140, October 2000 for a more
detailed assessment of the macroeconomic impact of the prefunding of superannuation.
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the past resulting from an interventionist government policy. A wide-ranging review has
been launched to assess the relative importance of size, scale, and location in New Zealand’s
economic performance, how to reverse outward migration and foster high-skill immigration,
and whether a more active role by the government could strengthen the growth strategy.

30. The staff suggested that improving New Zealand’s growth potential would
require maintaining the strong macroeconomic framework and the key structural
reforms that have been in place over the past decade and furthering reforms to reduce
disincentives to work, save, and invest productively. The reforms to date have
significantly improved economic incentives and enhanced the economy’s growth
performance and its resilience to absorb adverse shocks. However, additional reforms to
enhance prospects for investment, labor force growth, and productivity would be needed to
foster the necessary conditions to raise the economy’s growth potential in a sustainable way.

31. The authorities noted that recent initiatives in the social security system (New
Zealand’s income support system) have been aimed at better addressing individual
needs. Applicants for unemployment benefits will have a “job seeker agreement” which will
set out their work-test responsibilities. Applicants for domestic purposes benefits will have to
complete a “working towards employment plan,” setting out the beneficiaries” work-related
goals and actions, and will no longer be subject to a work test. This “case management”
approach was seen as providing positive incentives to move from welfare to work, in contrast
to the negative incentives associated with the previous work test. More generally, the
authorities noted that a broader overhaul of the social security system was underway, with
the key objectives of building a simpler system, enhancing work incentives, supporting
families and children, and ensuring that all segments of society have the capacity to
participate in the economy.

32.  The staff agreed with the authorities’ general approach to overhauling the social
security system, stressing the need for simplification and improved work incentives. The
staff expressed concerns that the recent changes to work requirements risked exacerbating
work disincentives. In response, the authorities noted that the previous work test for some
benefits was not effective because mandated sanctions for lack of compliance and reviewing
replacement rates were generally not being imposed. Duration limits on unemployment
benefits were also seen by the staff as a means of increasing work incentives. In addition, the
staff suggested that the experience of other industrial countries with introducing “in-work”
benefits could clicit some useful lessons with regard to how workforce participation of
household heads could be encouraged while providing an adequate social safety net for
families and children. The authorities cautioned that, in overhauling the social security
system, tradeoffs would have to be made between simplifying the system, enhancing
incentives to work, and avoiding substantial additional fiscal costs.
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33. The staff agreed with the authorities’ focus on innovation and skill development.
The mission, in general, supported the government’s efforts to raise educational
achievement; encourage innovation and research and development; promote linkages
between universities, businesses, and basic research institutes; facilitate the immigration of
high skilled workers (e.g., the Talent Visa program which makes it easier for employers to
hire skilled immigrants); and better integrate immigrants into society and the labor force.
These programs in large part involved only small amounts of public funds targeted at
facilitating or catalyzing activities in the private sector. A notable exception is the student
loan program.’® While this program offers great promise by providing opportunities for all
New Zealanders to acquire education and training, the staff cautioned that it needed to be
monitored closely to guard against potentially large future losses when significant repayment
on these loans begin to mature. The authorities acknowledged that they were aware of the
experiences with similar programs in other countries. They expected some losses, and they
would work to control them without overly compromising the basic objectives of the
program.

34. The recent McLeod Tax Review (Box 4) concluded that the tax system is
basically sound but that some changes could be made to improve its effectiveness. The
staff stressed the importance of several of the tax review’s recommendations designed to
reduce distortions in the current system."” In response to the review, the government
indicated that it was likely to adopt only the recommendations with respect to international
taxation issues. In this regard, the staff cantioned against providing preferential treatment for
new foreign direct investment, as the tax review had recommended, because it would risk
opening up a variety of tax arbitrage opportunities. The staff suggested that attention should
be paid to eliminating the wedge between the top marginal personal income tax rate and the
corporate tax rate to reduce incentives for tax avoidance, encourage savings, and improve
incentives for retention and inward migration of high-skilled labor. The staff also suggested
that, as budgetary resources become available over time, consideration should be given to
gradually aligning New Zealand’s corporate income tax rate with those in neighboring
countries. Moreover, the staff saw a need to take steps to level the playing field

' The student loan program was established in 1992 to finance New Zealand’s tertiary
students’ tuition fees and other education-related costs. Students are not required to repay the
loan until they begin to earn sufficient income. Student loans include a provision for doubtful
debts, which is currently 10 percent of loans disbursed. The value of these loans is projected
to grow from around $NZ 4 billion in 2001 to $NZ 15 billion by the year 2015.

15 “Tax Review 2001, Final Report,” October 2001,
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Box 4. Proposals for Tax Reforms—The McLeod Tax Review

The government appointed a committee headed by Mr. Rob McLeod to review the tax system and formulate
various proposals for its improvement. The review’s main conclusion was that there was no need for major
changes in the tax system. It made recommendations for a number of small changes to enhance the system
effectiveness.

Taxation of Personal Income

The review proposes simplifying the personal income tax scale from the current 4-step system to a 2-step
system. The main rationale is to ¢liminate the large gap between the middle rate (21 percent) and the two top
rates (33 and 39 percent), and between the top rate and the flat company tax rate (33 percent). Both features
create serious problems of tax avoidance and have encouraged various forms of income splitting (especially via
family trusts). A two-step system with a higher bottom rate was seen as having only a limited impact on the
disposable income of low-income earners, while it would encourage high-income New Zealanders to remain in
New Zealand and strengthen incentives to save, work, and invest,

Taxation of Savings and Investment

The review does not recommend the intraduction of a comprehensive capital gain tax, because of the difficulties
in its implementations and the distortions in investor choices that would follow. The approach currently adopted
in New Zealand consists in taxing only the income and capital gains from assets held for the purpose of resale.
While it prefers this pragmatic approach to a comprehensive capital gain tax, the review recognizes that there
are inconsistencies in the treatment of capital gains and that the New Zealand tax regime discriminates between
different savings and investment vehicles. Particularly important is the case of investment in housing, which in
New Zealand accounts for more than 70 percent of total household saving (compared with less than 50 percent
in the average of OECD countries). While other countries tax both capital gains and the imputed rental from
owner occupied homes (albeit at low rates and granting a series of deductions), New Zealand effectively
subsidizes investment in owner-occupied housing, as this is not subject to any forn of taxation, while other
forms of savings are taxed.

As an alternative to a comprehensive capital gain tax, the review proposes that the Risk Free Return Method
(RFRM) be applied to tax all forms of investment income. According to this method, all investment returns
would be taxed as if capital had been invested in a risk-free government bond. Such a regime would allow a
comprehensive treatment of capital gains while making investment choices less tax—driven.

The McLeod Tax Review does not propose introducing any form of tax incentives for savings, as any such
measures are considered as entailing potentially large costs for uncertain gains. However, if the authorities were
to consider savings incentives, a preference is expressed for reducing taxation on the returns from savings,
rather than allowing for tax breaks on income saved.

Taxation of Nonresidents and of New Zealand Offshore Income

The review noted that increased levels of foreign direct investment are essential to significantly increase per
capita GDP. It recommends that a company tax rate of 18 percent be imposed on direct investment by
nonresidents to ensure that New Zealand “stands out from the crowd.” As for the tax treatment of offshore
investments by New Zealanders, the main proposal is to repeal current tax exemptions on investments in
specific (preferred) countries, and to tax investments offshore either by introducing uniform tax credits or by
applying RFRM to ail form of portfolio investments, both offshore and domestic. In the case of uniform tax
credits, a distinction should be made between passive and active investments, with only active investments
being allowed tax credits, in order to minimize tax avoidance. Further, to attract high-skilled and high net—
worth immigrants, the review proposes exempting non-New Zealanders from taxes on their world-wide income
for the first seven years after they become resident, and imposing a cap of taxes that would be payable in New
Zealand,
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between housing and other instruments for savings and investment, as the level of financial
assets in New Zealand remains well below the OECD average.16

35. The authorities explained that the government raised the top marginal personal
income tax rate during the start of its term in 1999, and given its objective of favoring
some progressivity in the tax system, it was unlikely that tax rates would be realigned in
the near term. In addition, the authorities did not agree with the need for changing the tax
treatment of housing. Aside from the serious tax administration issues that would arise from
attempting to tax the rental income of owner-occupied housing, they felt that the allocation of
a large portion of household wealth into housing was mote a reflection of social preferences
and past high retums to housing investment than a result of distortions in the tax system. As
for the preferential treatment of foreign direct investment, the authorities shared some of the
staff’s skepticism regarding its effectiveness, but argued that lowering the tax rate on non-
resident investment could help to lower the cost of capital and facilitate technology transfer.
Furthermore, in response to a question about whether providing such preferences might be
interpreted as creating harmful tax practices, the authorities reminded the staff that New
Zealand would be following rather than leading other countries in adopting this practice.

36. The mission also stressed the need to deepen competitive forces within the
economy and raised concerns about the risks that some recently introduced measures
could eventually prove detrimental to competitiveness and long-term growth prospects.

. Although concerns relating to the impact of the Employment Relations Act (ERA)
enacted in 2000 on labor market flexibility have not materialized to date, business
groups, labor union representatives, and government officials agreed that the “jury
was still out.””!” The staff noted that, in view of the strength of employment growth
since its enactment, it could be argued that any potential for reduced labor market
flexibility has not yet been tested.

® The establishment of Fonterra Cooperative will significantly affect New Zealand’s
long-term %rowth prospects, given the relative importance of the dairy industry in the
economy.l To stem concerns about the potential effects of the merger on the

'® Household financial assets accounted for 40 percent of total household assets in New
Zealand by end-2000. Household net financial wealth (as percent of disposable income) was
around 70 percent in 2000, compared with roughly 270 percent in Australia, 330 percent in
the United States and the United Kingdom, and 250 percent in Italy.

17 For a further discussion of the Act and its potential implications, see “Toward Assessing
the Impact of the Employment Relations Act,” in New Zealand: Selected Issues, IMF Staff
Country Report No. 00/140, 2000.

'8 The Dairy Industry Restructuring Bill was approved in September 2001 enabling the
merger of the two largest dairy processors together with the Dairy Board to form the Fonterra
(continued...)
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domestic market structure—as the new company would be a virtual monopsony in the
market for raw milk—the government modified the regulatory framework to
constrain Fonterra’s power. The new framework guarantees open entry and exit for
farmers primarily by ensuring share prices in the cooperative that are set to reflect the
value of the company and by allowing shareholders to supply raw milk to other
processors. Fonterra is also no longer the sole designated exporter of dairy products
(which the Dairy Board was); however, the company has exclusive transitional rights
to export to tariff quota markets for seven years. The staff argued that while these
changes could enhance the industry’s efficiency, the new structure entails significant
risks, including the exposure of farmers to the business strategy of a single entity and
the potential for moral hazard from “too big to fail” considerations associated with
Fonterra’s size. Moreover, the firm’s structure continues to prevent investment from
outside the dairy industry in a key sector of New Zealand’s economy.

. The Accident Compensation Corporation (ACC) as a government-sponsored
monopoly provider for accident insurance raises some concerns that, with the absence
of competitive pressures and ACC’s new mandate that it be fully self-funding,
businesses and individuals could face significantly higher premiums over time. In
particular, the staff suggested that experience-rated premiums for individuals and
firms and more competition in this market should be introduced over time. The
authorities pointed out that it was too early to draw any conclusions on the effects of
the renationalization and an assessment of the experiences in the pre- and post-
competitive market was underway, which they expected to finalize this year. 19

. The staff noted concerns that provisions and implementation of the Resource
Management Act (RMA) and the recently proposed amendments to the Health and
Safety in Employment Act (HSEA) may significantly add to businesses costs. The
RMA—intended to achieve environmental protection objectives—has been used in
some cases by incumbent firms to deter competition, largely owing to the way the act
has been enforced. The authorities said that improved coordination between the
central and local governments was critical in ensuring the Act was implemented
fairly. Business firms were especially concerned about a proposed amendment to the
HSEA that would recognize stress and fatigue as workplace hazards and raise the cost -
of workplace accident msurance.

Cooperative. The new company will be the largest in New Zealand and the ninth largest dairy
company in the world.

19 A competitive market for insurance for work-related injuries was created in July 1999, but
in July 2000, the government reestablished the ACC as the sole provider of such insurance.
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The recent government takeover of Air New Zealand was seen as the only feasible
solution to the company’s failure, given the country’s need for reliable air transport to
support the tourism industry and the economy in general. Easing the foreign
ownership restriction was not a viable option since the company’s major shareholders
were not prepared to increase their stake by putting up a significant amount of new
capital. The government’s takeover involved a potentially large open-ended
commitment, but the authorities were confident that the injections of public funds
would be limited. The government has indicated that it will retain a majority stake for
the foreseeable future. Once the airling’s business has stabilized, the government will
consider selling a stake in the airline to a strategic partner, although no plan or
timetable has been established in this regard.

The staff reiterated its concern that the establishment of Industry New Zealand
could be perceived as a step toward a more interventionist industrial policy and its
recommendation that the department’s activities be tightly circumscribed. The
authorities indicated that Industry New Zealand’s role has been limited to helping
business start—ups, and small- to medium-size firms’ access to managerial and
financial resources primarily through the provision of management skill training and
a brokerage service between investors and companies.

Although the authorized capital of the Kiwibank and its scale of operations is small,
this bank has the potential to become a relatively high-risk activity, which could also
entail fiscal costs.?® The authorities said that the bank would be run on a strictly
commercial basis. They emphasized that the government does not provide any
explicit guarantees to the bank or its main shareholder (NZ Post). Based on past
experience with state-owned enterprises, the government would apply commercial
criteria to any decisions regarding its future.

The business community and other private sector groups expressed concerns that the
government’s intention to ratify the Kyoto protocol could entail significant costs to
the economy. The authorities responded that ratification could result in some
significant reallocation of resources between forestry, agriculture, and energy
intensive sectors, but that the overall effects on the economy were still uncertain and
would depend on how the protocol was implemented.

The authorities stressed the importance of furthering trade liberalization.

Multilateral negotiations under the WTO and of bilateral trade agreements, such as those
with Singapore and Hong Kong, were essential for New Zealand to fully exploit its
competitive advantage and to mitigate the disadvantages of the country’s small size and

20 The government authorized its creation under the aegis of New Zealand Post (NZ Post), a
Crown corporation, in November 2001, and agreed to contribute about $NZ 80 million in
capital. The bank intends to offer nationwide retail services in areas with relatively limited
access to banking services.
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distance from markets for growth. While welcoming the recent removal of restrictions on
lamb and beef imports by the United States and Korea, they stressed the role played by
protectionist barriers in industrial countries in hindering New Zealand’s long-term growth
prospects. The staff praised the authorities for their decision to grant duty- and quota-free
access to all products from least developed countries, noting that they are the first advanced
economy to have done so.

38.  The authorities have made significant progress in dealing with anti-bribery and
money [aundering initiatives. The Crimes Amendment Act was enacted in June 2001,
which fully implements the OECD Convention on Combating Bribery of Foreign Public
Officials in International Business Transactions. The OECD Working Group on Bribery in
International Business Transactions recently concluded that the legisiation conformed with
the convention and commended the authorities for adopting extra-territorial jurisdiction
which would also allow the government to prosecute citizens, residents, and corporations for
offences committed fully outside New Zealand. The authorities also explained that the
Financial Transactions Reporting Act of 1996 and other recent legislative amendments have
brought New Zealand in full compliance with the recommendations of the Financial Action
Task Force (FATF) on money laundering. A self-assessment on terrorist financing has been
conducted, and the government has introduced legislation to implement the United Nations
International Convention for the Suppression of the Financing of Terrorism.

D. Economic Vulnerability

39.  New Zealand remains well placed to absorb adverse external shocks.”' Increased
foreign indebtedness has been accompanied by some concentration of exposures in the
banking sector and a higher share of short-term financing, and a shift away from domestic
currency financing.?? The level of capitalization in the banking system and degree of hedging
of the foreign currency debt provide a high degree of comfort. The authorities and the staff
agreed that New Zealand remains vulnerable to marked shifts in market sentiment, and there
was a need to better understand the implications of recent developments for vulnerability,
how exchange rate risk is passed on by domestic banks to the rest of the economy, and to
identify the ultimate holder of exchange rate risk. To this end, the RBNZ has recently
developed a set of macroprudential indicators on the banking, household, and corporate
sectors that will assist them in monitoring the stability of the financial system and the

21 A more detailed assessment of New Zealand’s economic vulnerability is provided in
Annex IL

2 Some of the recent shifts in the composition of capital flows may be related to several
changes to the balance of payments statistics introduced by Statistics New Zealand (SNZ).
Due to differences in data collection between the previous and current definitions for foreign
direct and portfolio investment, SNZ has not updated the series for the financial accounts and
International Investment Position prior to 2001.
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economy.” Statistics New Zealand is considering extending its hedging survey to enable the
ultimate holders of the New Zealand dollar positions to be identified. In view of the mnflation
targeting regime, the policy on foreign exchange intervention, and the fiscal policy
framework, the impact of a sharp change in market sentiment will ultimately be borne by the
domestic economy.

40. The authorities were somewhat uncertain about the implications for
vulnerability of recent indicators. The decline in the share of SNZ denominated debt did
not appear to represent a reassessment of risk by foreign investors, but rather, the
combination of lower interest rate differentials and a structural shift in foreign investors’
portfolios to emerging market sovereign debt. The authorities agreed that the high degree of
hedging has been important in mitigating vulnerability to sharp exchange rate movements but
noted that the shortening of debt-maturity and the relatively low liquidity in derivatives
markets could increase the economy’s exposure to rollover risk. At the same time, however,
they pointed out that the market for currency swaps remains well diversified and the sound
risk management practices of domestic financial institutions should continue to provide an
important buffer.

41. The asset quality of New Zealand’s banks was seen as critical in minimizing
potential sources of vulnerability. In light of the predominance of Australian-owned banks,
the authorities acknowledged that the ability of domestic banks to secure foreign financing
would continue to hinge mainly on the overall financial soundness of the Australian parents
of New Zealand banks and their ability to preserve access to global capital markets. The
authoritzifs did not see any major difficulties in the current structure of the domestic financial
system.

42.  The authorities’ decision to participate in the FSAP in early 2003 should
contribute to strengthen the understanding of issues surrounding New Zealand’s
vulnerability and improve the understanding of the country’s approach to banking
regulation and supervision. RBNZ officials noted that it would be important for the FSAP
to focus on vulnerability issues (such as stress testing the banking system), cross-border
transactions in banking and insurance, bank failure management, and compliance with
standards and codes. They planned to conduct self assessments of all standards and codes in
preparation for the FSAP. They also felt that it was important for the FSAP to recognize the

23 See “Macro-Financial Stability and Macroprudential Analysis,” RBNZ Bulletin, Vol. 64,
No. 3, 2001.

24 Recent assessments by Standard & Poor’s (S&P) noted that Australian banks were
expected to perform satisfactorily in the next year, but their credit risk was seen likely to
deteriorate somewhat due to the weaker economic environment and increasing funding
pressures. In late December 2001, S&P confirmed its credit ratings on the four major
Australian banks; however, it downgraded the outlook for two banks, one of which has a
relatively small presence in New Zealand.
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uniqueness of the New Zealand banking system, with its high concentration of foreign
ownership, and also to understand New Zealand’s approach to banking supervision, which
emphasizes disclosure and market-based mechanisms.

Y. STAFF APPRAISAL

43, The sound macroeconomic policies and wide-ranging structural reforms of the past
15 years have clearly put New Zealand in a good position to weather the global economic
turbulence of the past four years. The relatively strong economic performance of the two
years, particularly in relation to the rest of the region and to other advanced economies, has
also been underpinned by a number of favorable conditions—a competitive exchange rate,
strong commodity prices, good agricultural growing conditions, and the absence of
imbalances in asset markets. Unemployment remains close to a 13-year low, the current
account deficit has narrowed markedly, and net external liabilities as a share of GDP, albeit
still high, have declined.

44, The staff endorses the current supportive stance of macroeconomic policies.
Given that inflation is now well within the target range, that growth is expected to continue
to be below potential through most of 2002, and the downside risks to the external outlook,
macroeconomic policies need to continue to be geared toward supporting activity. ‘

45,  Monetary policy should continue to be the first line of defense. Although domestic
activity has remained stronger than expected and some signs of the expected rebound in
world economic growth have begun to emerge, significant downside risks to the outlook
continue to be an important concern. With inflationary pressures likely to remain subdued,
there is scope for further easing. The Reserve Bank of New Zealand should use this room,
within the context of its forward-looking inflation targeting framework, if economic
prospects weaken.

46.  The modest fiscal impulse already in place is providing stimulus to the economy,
and if growth is significantly weaker than currently envisaged, allowing the automatic
stabilizers to work would be a sufficient fiscal policy response. The scope for
discretionary fiscal easing is limited by the large net external liability position, the concerns
over the risk premium in debt markets, and the difficulty in calibrating a fiscal policy
response in a manner that delivers the stimulus when it is most needed, while ensuring that
medium-term fiscal policy objectives are not compromised. Even with regard to the use of
automatic stabilizers, the staff sees a need for careful monitoring of the economic outlook
and the evolution of the fiscal accounts so as not to confuse the impact of cyclical and non-
cyclical factors.

47.  Potentially large pressures building on the fiscal front raise some concerns about
the prospects for fiscal policy. Larger-than-expected wage settlements for health workers,
additional pressure on health spending (despite the substantial planned increase in allocations
through 2004/05) to meet increasing demands, and the government’s exposure to Air New
Zealand are likely to take up most of the provision for new spending in the coming budgets.
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Moreover, the staff sees a risk that the revision of the spending cap for 2002/03 could
encourage additional spending demands, and urges the authorities to strictly adhere to the
revised spending cap.

48. There are also a number of areas where long-term fiscal pressures are likely to
intensify. On superannuation, the staff broadly support the plan to prefund a part of future
pension liabilities, but given substantial prospective budgetary costs, consideration will need
to be given to parametric reforms (raising the retirement age, lowering the replacement rate,
or indexing payments to prices rather than wages). Rising health care costs associated with
the commitment to a first-class public health care system in New Zealand are also a concern,
and pressures will grow as the population ages. Thus, the staff urges the authorities to review
the experience of other industrial countries to help in the design of appropriate incentives to
increase the efficiency of the delivery of health services and to control costs.

49.  The structural reforms implemented to date—by eliminating major distortions,
reducing inflation, strengthening public finances, deregulating goods and labor
markets, and opening up the economy to foreign trade and capital—have improved
economic incentives and enhanced the growth performance of the economy. The staff’s
view is that lifting the economy to a higher sustainable growth trend is appropriately at the
top of the Government’s agenda. Doing so would require, first and foremost, maintaining the
strong macroeconomic framework and key structural policy reforms that have already been
put in place. Additional reforms aimed at enhancing growth in the basic components of
productive capacity-—the capital stock, the labor force, and their productivity would likely
foster the necessary conditions for lifting New Zealand’s growth potential.

50.  The authorities’ focus on innovation and skill development, as well as on
strengthening international linkages is appropriate. The staff supports efforts to raise
education and training; encourage innovation and research and development and its
dissemination, and to attract and retain high-skilled workers. The focus on strengthening
international trade linkages through multilateral negotiations and free trade agreements is
appropriate. In this context, the staff commends New Zealand for its exemplary policy of
providing duty- and quota-free access to the least developed countries for all goods and
services.

51.  Reforms of the tax and income support systems aimed at significantly reducing
disincentives to participate in the labor force and to save and invest productively in
New Zealand are a priority. The tax system is basically sound and a radical restructuring is
not required, but several distortions need to be addressed. The recommendations of the recent
McLeod Tax Review are a good place to start. Specifically, the staff supports aligning the top
marginal personal income tax rate with the corporate tax rate and eliminating those aspects of
the tax system that favor one form of saving/investment over another. The staff is skeptical
about the effectiveness of lowering tax rates on new foreign investment since taxes are not
the main drivers of where to locate investment, and to do so would open up a variety of tax
arbitrage opportunities. Reforms of the welfare system also have an important bearing on
incentives for labor force participation. In particular, replacement rates and the duration of
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benefits need to be reassessed, and it would be useful to examine the experiences of other
countries with “in-work™ benefits in order to provide better incentives to household heads to
work while ensuring an adequate safety net for families and children. While reforms of the
tax and income-support system could impose additional net costs on the budget, any negative
impact on market sentiment from such an increase in costs will likely be small, if the reforms
are seen as part of a well-designed strategy aimed at improving investment and growth.

52. The recent consolidation of the dairy processing industry and merger with the
export marketing agency to form the Fonterra Cooperative poses significant risks for
the economy. Dairy producers are exposed to a single business strategy if no effective
competition to Fonterra emerges. Important moral hazard issues also are created with an
entity that could be seen as “too big to fail.” Moreover, the company’s structure does not
allow investors outside the dairy industry to invest in Fonterra. The staff urges the authorities
to keep the functioning of the new company under close review to ensure that effective
competitive pressures are generated in the sector.

53. The government has taken on a potentially large, open-ended commitment with
the takeover of Air New Zealand. The staff strongly supports the authorities’ intention to
allow the company to operate as a commercial entity, with sound governance, strong
management, and operational restructuring to contain costs. However, the staff recommends
that the government divest its shares in Air New Zealand at the earliest opportunity.

54. The authorities should remain mindful of the risks of a more interventionist
industrial policy. The role of Industry New Zealand should remain tightly circomscribed so
as to prevent drift into activist industrial and regional development policies, with which most
countries, including New Zealand, have not had satisfactory experiences. In addition, the
Kiwibank has the potential to become a relatively high-risk activity, which could eventually
entail fiscal costs. It is essential that the bank be run on a strictly commercial basis and kept
under close scrutiny.

55.  In spite of New Zealand’s high dependence on foreign capital, the resilience of
the corporate and financial sectors to the experience of the past four years—which saw
a fall in the currency by more than 30 percent vis-a-vis the U.S. dollar—continues to
support the assessment that the economy is generally well-placed to absorb shocks.
Credible and sound economic policies, the robustness of the financial sector, the strong risk
management culture in New Zealand banks, the absence of corporate and household sector
financial imbalances, and the high degree of hedging provide comfort in this regard. That
said, some recent developments—the increase in debt as a share of external liabilities,
potential rollover risks from the shortening of maturities, and the decline in the share of New
Zealand dollar denominated debt—need to be carefully monitored. We support the
authorities’ efforts to better understand these developments and their implications for the
exchange rate and other asset prices. The authorities’ efforts to develop a wide range of
macroprudential indicators of economic and financial vulnerability are also very useful, and
the agreement to participate in the FSAP in 2003 is welcome.
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56.  New Zealand publishes an array of high-quality economic and financial data
that are adequate for surveillance. The staff supports the authorities’ ongoing efforts to
improve the frequency, timeliness, and coverage of economic and financial statistics
(Annex IV).

57.  Itis proposed that the next Article IV consultation with New Zealand take place on
the standard 12-month consultation cycle.
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FIGURE 1

NEW ZEALAND

SELECTED REAL ECONOMIC INDICATORS, 19%6-2801
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FIGURE 2
NEW ZEALAND

LABOR MARKET AND ]NFLA"I'ION INDICATORS, 1996-2001
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FIGURE 3
NEW ZEALAND

BALANCE OF PAYMENTS AND EXTERNAL INDICATORS, 1996-2601
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FIGURE 4
NEW ZEALAND

MONETARY AND FINANCIAL INDICATORS, 1996-2001
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FIGURE 3
NEW ZEALAND

FISCAL INDICATORS, 1995/1996-2001/02
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Table |. New Zealand: Selected Economic and Financial Indicators, 1957-2002

Nominal GDP (2000} US5 49.9 billion

Population {2000}: 3.8 million
GIYP per capits (2000):  T7S$13,131
Quota: SDR. 894.6 million
Proj.
1997 1998 1999 2000 20601 2002
Real growih {percent change)
GDP (production basis) 22 0.2 33 R 24 19
Domestic demand 2.6 0.6 54 1.7 11 2.0
Private consumption 23 1.7 4.2 21 19 1.8
Fixed imvestment 1.1 4.5 29 7.2 26 4.4
Exports of goods and services 37 L.z 7.1 16 2.9 1.6
Imgporis of goods and services 2.4 14 11.7 11 1.1 1.5
CPI excluding credit services {percent change) 17 L& 11 27 27 19
Unemployment rate (in percent} 6.7 7.5 5.8 6.0 53 £S5
Investment and saving (in percent of GDP)
Investment 219 20.1 20.6 207 19.5 19.9
National saving 1/ 158 15.6 14.5 153 16.8 181
Private saving 112 1.2 16.8 11.8 13.7 127
Public saving 4.6 44 3.7 35 31 34
Public finance (in percent of GDP) 2/
Revenue 355 35.6 35.7 34.1 34.6 342
Expenditurs EX N 343 352 338 33.5 336
Operating balance 3/ 19 2.5 17 14 1.2 0.8
Estimated structural balance 4/ 0.8 24 12 03 1.5 04
Net public dekt 258 24.1 213 200 17.5 184
Money and credit {end of period)
M3 {peroent change) 4.2 11 6.9 6.5 17.8 5/
Private domestic credit (percent change) 1001 7.6 10.6 6,5 1.9 5/
Interest rate (90-day, in percent) 8.3 4.4 57 6.7 49 6/
Government bond yield {10-year, in percent) 7.0 54 72 61 8.6 6
Balance of payments (SNZ billion)
Current account -6.6 -4.1 -6.9 -6.1 32 45
(in percent of GDP) (6.6 -(4.1) -H6.7) -{5.6) H2.7) -(3.8)
Trade balance (goods) 13 1.7 -0.9 1.3 35 13
Exporis 215 229 23.8 29.7 336 317
Timpoats <202 212 247 2284 -29.5 -an4
Teoms of trade (percent change) -16 05 0.8 0.6 72 -5.0
Foreipn assets and lishilities ($NZ billion) 7/
Net international investment position 8/ 199 -§9.3 &1 -87.1 -B6.8
(in pervent of GDP) {824y -{89.3) -(86.4) -(B2.d) {754
Gross shori-term exiernal debt 9/ 382 40.9 43.7 54.1 62.1
Gross foreign currency denominated debt 10/ 36.8 46.2 541 61.9 78.4
Official reserves 17 8.0 8.6 7.6 7312
Exchange rate (end of period)
TS$SNZ 0.58 0.53 0.52 0.44 042 6f
TWI 11/ 628 55.6 54.3 49.7 439 &/
Nomina! effective exchange rate 12/ 109.6 04,13 93.29 85.9 86113
Real effective exchanpe rate 12/ 104.5 89,06 87.83 51.8 82,213/

Sources: Data provided by the New Zealand authorities; and Fund staff estimates and projections.

1/ Projections of national saving equals investment plus evrrent sccount balance excluding migrants' transfers.
2/ Figeal year ending June 30,

3/ Equals revenue lass expenditure phis net surplus attributable to state-owned and Crown entities.

4/ Staff estimates; equals operating balance net of cyclical effects, revaluations and changes in accounting rules.
5/ Navember 2001,

6/ December, 2001,

¥/ Data for end-March of each year.

R/ Diata based on International Tnvestment Position statistics.

% Residual meturity of less than one year. Drla based on Total Overseas Debt until 2000, and on the Tntemational Tnvestment Position thereafier.
10/ Includes debt that is unallocated in terms of forsign currency denomination.

11/ Trade-weighted index (June 1979 = 100).

12/ IMF Information Notice System index (1990 = 100).

13/ November, 2001,
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Table 2. New Zealand: Balance of Payments and External Debt, 1996-2001

Proj.
1996 1997 1998 1999 2000 2001
{In percent of GDP)

Cusrent account balance -6.0 -6.6 -4.1 6.7 -5.6 27

Trade balance 0.8 13 1.7 -0.8 12 3.0
Exports, fo.b. 21.6 216 22.8 229 26.9 282
Imperts, fo.b. -20.8 -203 -21.1 -23.7 257 252

Services halance -0.4 -1.0 -1.5 -0.5 -0.4 0.2
Receipts 7.0 6.5 6.9 7.8 8.6 8.7
Payments -7.4 -1.3 -8.4 -8.3 9.0 -R.5

Income balance -7.1 -7.3 -4.9 -5.7 -6.8 6.2
Receipts 0.6 0.6 1.6 1.7 1.2 1.1
Payments =17 -8.0 6.5 -1.4 -8.0 -74

Transfers balance 07 0.4 0.5 0.4 0.5 0.3
Inflows 13 1.1 1.3 1.1 1.3 12
Outflows 0.6 -0.7 -0.7 -0.8 -0.8 -0.9

Capital and financial account balance 1/ 74 6.5 2.6 32 6.2
Capital account (net) 2.0 04 0.3 -0.4 0.4
Financial account (net) 5.4 6.1 29 36 6.6

Direct investment (net) 57 4.0 0.5 11 44
Portfolio investment {net) -0.8 -1.8 0.1 -5.4 0.2
Equity securities (net) 0.2 -13 03 -1.3 -4.3

Debt securities (net} -0.6 0.6 03 -4.1 4.4

Other investment {net) (.5 39 2.5 7.8 2.0

Net etrors and omissions 2/ 1.2 2.0 0.6 38 -1.0
Overall balance 2.7 22 -0.9 0.3 -0.3

(Assets and Labilities as of end-March)

Total external debt 3/ 81.4 83.9 99.3 101.6 103.2 109.2
Short-term 4/ 39.8 394 40.9 433 512 555
Long-term 38.6 41.0 558 52.8 48.2 53.7
TUnallocated estimate 3.0 3.5 2.6 54 3R

Net international investment position -76.5 -82.4 -89.3 -86.4 -82.4 -75.4
Net equity -16.9 -19.4 231 -12.3 -6.3 -17.0
Net debt -39.6 -63.1 -66.2 -R1.3 -83.5 -58.4

Official reserves 6.8 6.5 7.6 73 7.8 7.3
(in months of future imports of g&s)} 3.0 (2.8) 3.0) 2.5 2.4) (2.2)
{as percent of short-term debt) {17.0) (16.5) (18.5) (16.8) (15.2) (13.2)

Sources: Data provided by the New Zealand autherities; and Fund staff estimates and projections.

1/ Based on IFS data.

2/ Calculated as a residual.

3/ Data based on Total Overseas Debt statigtics until 2000, and on the International Investment Position thereaifter.
4/ Residual maturity of less than ane year.
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Table 3. New Zealand: Central Govermmment Budget, 1996/97-2001/02 1/

1996/57 1997/98 1998/39 199%/00 2000/01 2001/02
DEFU

(In billions of New Zealand doilars)

Revenue 34.8 356 36.4 36.5 395 403
Tax revenue 319 330 ju.2 4.0 k{9 354
Direct taxation 2.2 213 203 21.5 23.9 242
Indirect taxation 11.8 1.7 11.9 12.5 i2.9 133
Non-tax revenue 2.9 2.6 4.2 2.5 2.8 2.7
Expenditure 33.0 4.2 5.8 36.2 382 39.6
Social secutity and welfare 11.9 125 129 12.8 13.2 13.6
NZ Superannuation 53 5.4 5.1 51 53 55
Other 6,5 7.1 7.8 78 79 8.1
Health 58 6.0 6.6 6.9 73 7.8
Education 53 5.7 5.9 6.3 6.7 7.0
Defense 1] 1.1 1.0 1.2 1.3 1.2
Finance costs 31 1% 2.5 24 25 23
Other 6.1 6.1 6.9 6.5 72 7.6
Revenue less expenses 1.3 14 0.5 0.4 1.3 0.7
Net surplus from S0OEs and Crown entities 0.1 1.2 1.2 1.1 0.1 .3
Operating balance 2/ 19 25 1.8 1.4 14 1.0
OBERAL 3/ 1.9 2.2 0.2 09 21 i.2
Structural operating balance 0.8 2.4 1.2 0.6 1.7 0.5
Cash balance 4/ 3.0 0.6 1.9 0.4 0.6 -2.0
Fiscat impulse 5/ =23 19 -1.9 32 -0.8 2.1
Gross Crown debt 36.0 7.9 36.7 36.0 36.8 kF A
Net Crown debt 253 24.1 21.7 21.4 20.0 21.7
Crown batance (net worth) 6/ 7.5 99 6.0 8.6 11.5 124
(In percent of GDP)

Revenue 353 5.6 35.7 34.1 346 342
Tax revenue 326 EERY 31.6 318 322 an.2
Dizect taxation 20.6 21.3 19.9 20.1 209 20,6
Indirect taxation 12.0 11.7 1.7 117 11.3 11.3
Non-tax revenue 2.9 2.4 4.1 23 2.4 2.3
Expenditure 338 343 35.2 338 333 136
Social security and welfare 12.1 12.5 12.7 12,1 116 11.6
'NZ Superannuation 5.4 54 5.0 4.7 46 47
Other 6.7 12 1.7 73 7.0 6.9
Health 57 6.0 6.5 6.4 6.4 6.6
Bducation 54 5.7 58 58 59 £
Defense 1.0 1.1 La 1.2 1.1 1.0
Finance costs ER| 2.8 2.5 22 2.2 2.0
Other 6.2 6.1 6.8 6.0 63 6.5
Revenue less expenses 1.8 14 0.5 0.3 1.1 0.8
Net surplug feom SOEs and Crown entities 0.1 1.2 1.2 1.0 6.1 0.3
Operating balance 2/ 1.9 2.5 1.7 14 1.2 0.8
OBERAC 3/ 1.9 2.2 0.2 0.8 1.8 1.0
Structural operating balance 0.8 24 1.2 0.5 1.5 0.4
Cash balance 4/ 3.0 .6 1.9 -0.4 ) -1.7
Gross Crown debt 34.7 37.9 36.1 337 322 31.5
Net Crown debt 258 24.1 213 20.0 175 18.4
Crown balance {Net Worlh) 6/ 1.6 9.9 39 3.0 1.0 106

Suutces: New Zealand Treasury, Budget and DEFU (Decernber Economic and Fiscal Update); and staff estimates and projections.

1/ Fiscal year ending June 30.

2/ Equals revenue less expenditure plus net surplus attributable to state-owmed and Crown entities.

3/ Equals operating balance net of revaluations and changes in accounting rules,

4/ Staff estimates; aquals cash flows from operating activities less cash flows on nvesting activities that entail 2 claim on current rescurces,
5/ Based on the cash balance, as defined in footote 4. A negative numbet implies a tightening of the fiscal stance,

6/ Includes the financial assets of the New Zealand Superannuation Fund, which are excluded frorn net debt.
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NEW ZEALAND; MEDIUM—TERM SCENARIO

This scenario illustrates the medium—term dynamics of key economic variables assuming the
continued implementation of policies announced by the authorities. The medium—term
outlook is largely dependent on global developments, and is based on the latest global WEO
assumptions and projections of partner—country demand and world prices for New Zealand’s
exports and imports.

Real GDP growth is envisaged to decelerate to around 2% percent in 2001, owing to a
slowdown in export growth following the marked declines in New Zealand’s trading partner
demand and commaodity prices. Private investment would also slow, partly reflecting the
deterioration in business confidence experienced in 2000 (Table 1.1). Growth is expected to
slow further to 2 percent in 2002, in line with a weaker world economy during the first half
of 2002. With a recovery in external conditions expected in the second half of 2002,
domestic economy would likely accelerate in 2003, when GDP is projected to grow at

3 percent. Over the medium-term, growth is projected to return to its potential rate of about
24—2% percent, as consumption growth stabilizes around its long—term trend, investment
growth continues to be supported by improved business confidence and sound
macroeconomic fundamentals, and a more favorable external environment. The
unemployment rate is expected to remain close to its present level, rising modestly towards
5Yz percent in the next two years, as growth slows. Inflation is expected to fall toward the
middle of the 0-3 percent target band over the medium—term, in line with the authorities
inflation targeting framework.

The current account deficit is projected to narrow sharply to around 2% percent of GDP

in 2001, down frem 5% percent of GDP in 2000, mainly as a result of a weak exchange rate
and the exceptional performance of world prices for New Zealand’s main export
commodities. In 2002, however, the current account is projected to return to around 3% of
GDP as the world economy slowdown affects export volumes. Further, as the buoyancy of
commodity prices comes to and end, most of gains in the terms of trade experienced in 2001
are expected to be reversed. Beyond 2002, the current account is expected to improve again
and converge towards 3 percent of GDP, owing to the positive contribution of net exports, as
the real exchange rate is expected to remain broadly unchanged from its current level. The
ratio of net external liabilities to GDP is projected to remain broadly unchanged from its
current level of 76 percent of GDP.

National savings would most likely contribute to the narrowing of the current account deficit.
Much of the improvement in national savings would result from higher public savings,
supported by a sound medium-term fiscal outlook. This is in line with the authorities’ long-
term objective, as stated in the Fiscal Strategy, to achieve operating surpluses (on average
over the cycle) sufficient to fund New Zealand Superannuation (NZS) and leave gross (net)
debt at below 30 (20) percent of GDP. Private savings are expected to peak in 2001 and
decline modestly over the medium—term, depending on the relative magnitude of two effects.
Household savings would tend to rise as the rapid debt accumulation and deterioration in net
worth experienced since 1997 levels off. However, the establishment of NZS is expected to
reduce the amount of precautionary savings for retirement by households.
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Table 1.1, New Zealand: Medium-Term Scenario, 1998-2007
Proj.
1998 1999 2000 2001 2002 2003 2004 2005 2006 2007
Real growth (percent change)

GDP 02 39 39 2.4 1.9 3.0 28 2.7 2.6 2.6

Domestic demand 0.6 54 1.7 1.1 2.0 2.8 2.6 2.5 2.4 24

Consumption 1.1 4.5 1.0 2.0 1.8 2.5 2.4 24 23 22

Private consumption 1.7 42 21 1.9 1.8 2.6 2.4 2.5 2.3 22

Fixed Investment -4.5 29 72 2.6 4.4 2.9 32 33 33 32

Exports of goods and services 12 7.1 7.6 29 1.6 5.7 5.6 5.7 5.6 5.6

(Imports in trading partners) (1.4) (72) (119 -(0.3) (2.0) (7.1 (7.3) (7.5) (1.5) (1.5

Imports of goods and services 1.4 11.7 1.1 1.1 1.5 53 52 52 53 5.3
Saving and investment {percent of GDP)

Gross capital formation 20.1 20.6 20.7 19.5 19.9 20.0 20.2 203 20.4 20.6
Fixed investment 20.0 19.4 19.9 189 19.5 19.5 19.7 19.9 20.1 20.3
Increase in stocks 0.1 12 0.8 0.6 0.4 0.5 0.5 04 03 63

Mational saving 1/ 15.6 14.5 153 16.8 16.1 16.6 16.9 172 17.5 17.8
Private 11.2 10.8 11.8 13.7 127 12.5 12.2 123 12.6 12.9
Public 4.4 37 35 il 3.4 4.1 47 4.9 5.0 5.0

Inflation and unemployment

CPIX inflation 1.6 1.1 27 27 1.9 1.7 1.7 1.6 1.7 1.5

Unempluyment rate 7.5 6.8 6.0 53 5.5 5.6 57 5.6 5.8 5.8

Output gap -1.8 -0.6 06 0.3 -0.5 -0.1 0.0 0.0 0.0 0.0

Government budget {percent of GDP) 2/
Revenne 35.6 35.7 341 34.6 342 33.9 34.5 34.8 347 347
Expenditure 343 352 338 33.5 336 331 33.0 32.7 32.6 324
Net surplus from SOEs and Crown entities 12 1.2 1.4 0.1 03 0.7 0.7 0.7 0.7 0.7
Operating balance 25 1.7 1.4 12 0.8 1.5 23 27 2.8 23
Structural operating balance 3/ 24 12 0.5 1.5 04 14 22 27 27 27
Cash balance 4/ 0.6 1.9 -0.4 0.5 -1.7 0.6 03 12 1.0 1.0

Gross Crown debt 379 36.1 337 322 31.5 318 323 31.6 31.0 30.6

Net Crown debt 24.1 213 20.0 17.5 18.4 19.0 192 18.4 17.8 17.5

Crown Balance (Net Worth) 5/ 9.9 59 3.0 10.0 10.6 1.6 13.4 156 17.6 200

Terms of trade (percent change, goods) .9 -0.8 0.6 7.2 -5.0 0.6 03 0.0 0.1 0.0
Balance of payments (percent of GDP)

Current account balance 4.1 -6.7 -5.6 2.7 38 -3.5 -33 -3 2.9 -2.8

Balance on goods and services 0.2 -1.4 0.8 32 16 19 21 23 2.5 2.6
Balance an goods 17 -0.8 12 3.0 1.1 1.4 L6 1.8 2.0 21
Balance an services -1.5 -0.5 -0.4 0.2 0.5 0.5 0.5 05 0.5 0.5

Balance on income and transfers -4.3 -5.3 -6.3 -5.9 -5.4 -5.4 -5.4 5.4 -5.4 -5.4
Balance on income -4.9 5.7 -6.8 -6.2 -5.7 -5.6 -5.7 -5.6 -5.6 -5.6
Balance on transfers 0.5 0.4 0.5 03 03 03 03 0.3 0.3 0.3

Net foreign liabilities (percent of GDP) 6/ 873 836 79.9 76.1 78.5 782 78.0 777 774 77.1

Sources: Data provided by the New Zealand authorities; and staff estimates and projections,

1/ Staff estimates; based on natiunal accounts data.

2/ Fiscal years ending June 30.

3/ Staff estimates; equals aperating balance net of cyclical effects, revalnations and changes in accounting rules.

4/ Staff estimates; equals cash flows from operating activities less cash flows on investing activities that entail a claim on current resources.

5/ Includes the financial assets of the New Zealand Superannuation Fund, which are excluded from net debt.

6/ End of calendar year.
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NEW ZEALAND—ECONOMIC VULNERABILITY ASSESSMENT

This Annex updates the staff’s assessment of New Zealand’s external vulnerability

. . 5 . . 1 .
provided in last year’s Article IV consultation.” On the whole, the assessment remains
broadly unchanged. The rapid growth in external debt and the shift in its currency
composition to foreign currencies and a shortening of its maturity structure might suggest
that the country’s external vulnerability has increased. However, there are important
mitigating factors which support the view that New Zealand remains well placed to absorb
adverse external shocks.? These factors include:

¢ The share of local currency
denominated debt in gross

New Zealand—Key External Volnerability Statistics

external debt remains large 1T M um e xo

despite the shift in the O percent of GDP as end-March)
i Current account {anrmal) -6.2 -3.6 -1.4 =10 -1.8
composition of new flows. Net foreign lisbilties 824 853  B65 824 754
Gross extemal debt 515 @93 10L& 1032 1092

. . . Of which:

s ‘While external indebtedness is Local currency denominated 485 s 478 a6 3l
. . . Short-term (residual maturity} W4 408 423 512 S5
becomlng n‘lcreasmg]y Official government 213 200 17.2 15.5 151
; ; Foreign currency denominated debt (in $NZ billions) .. 416 487 519 184
concentrated mn the ﬁnanclal 'I'(:t:I Iledging (1?;1 percent of total debt) o 4.9 972 96.6 99.8
sector. most of the increased of which: with financial derivatives 54,1 5 65.1 626
¥ naturally hedged e W7 R7 N5 32

exposure 1s to related parties.

(Annual percentage growth at end-December) 1/

Exparts of goods and services (y-o-y volume) A7 12 1 7.4 29

: . Imponts of goods and services (y-o-y velume) 24 14 1.3 1.1 1.1

. Hedglng of for €1gn CXChﬂngB Terms of trade {quatterly index) 0z 04 A7 29 58
Real efTective exchange rate (1990=100) 1045 29.1 878 BLE 81y

rate risk from external foreign
currency—denominated debt
remains high across sectors,

Source: Statistics New Zeuland.

1/ For 2001, data are for Tune quarter.
2 Dala for Oelober 2001,

and “natural” hedging has
risen markedly in 2001.

» Corporate and bank balance sheets remain strong and have been resilient to the sharp
depreciation of the exchange rate. The increased focus by economic agents on market and
credit risk management is a reflection of the floating exchange rate system in New
Zealand.

! See New Zealand: 2000 Article IV Consultation, IMF Staff Country Report No. 00/138,
2000.

2 Reserve-related indicators (which are not mentioned in this Annex) are not meaningful in
New Zealand since the RBNZ has not intervened in the foreign exchange market since 1985
and holds few foreign assets.
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A, Decomposition of Gross External Debt

1. The rapid pace of New Zealand’s external borrowing observed in past years has
continued. As of end—March 2001, gross external debt amounted to $NZ 122 billion (almost
110 percent of GDP), roughly 12 percent higher than end-March 2000. In the five years to
end-March 2001, gross external indebtedness has increased by almost 30 percentage points
of GDP (Table I1.1). However, net external liabilities have declined to about 75 percent of
GDP in March 2001 from a recent high of nearly 90 percent of GDP.

2. New Zealand’s increased gross external indebtedness is primarily a financial
sector phenomenon. Since end-March 1996, gross private sector debt has increased from

58 percent of GDP to 95 percent of GDP by end—March 2001, while official government debt
has declined markedly, from 23% percent of GDP to 15% percent of GDP, largely reflecting
the ambitious fiscal consolidation. Registered banks accounted for the bulk of private sector
borrowing, as other corporate indebtedness remained largely unchanged relative to GDP.
Since end-March 1996, banks foreign indebtedness has more than doubled, rising from

23Y; percent of GDP to 572 percent in 2001.

3. The currency composition of New Zealand’s external debt continued to shift
away from domestic to foreign currencies. After peaking at 54%: percent in end—

March 1997, the share of NZ dollar—denominated debt has declined markedly over the past
three years, reaching 35% percent in end-March 2001. NZ dollar—denominated debt declined
in the past year to $NZ 43 billion by end-

March 2001 s although it is estimated to New Zealand: Non-Resident Holdings of Sovereign Debi
have increased to $NZ 47% billion in {In percent of total)

September 2001, All the external s

borrowing denominated in domestic @

currency is done mainly by banks and the
government. Banks fund themselves in
other Asian markets, primarily through

related parties. Also, non-residents N

holdings of New Zealand government "

debt has declined from a peak of =

62 percent Of tOtal govemment debt ln 1112:’94 Jore98 JaneS6 Jan87 e Jan%y Jam-00 Jan-B
April 1997 to about 35 percent in

August 2001.

4, The share of short—term debt has risen since 1999, but the implications for the

overall maturity structure of the total external debt are less evident, as the share of
long—term debt increased markedly as of end-March 2001. The share of short-term
external debt was 51 percent of total external debt and 55 percent of GDP at end—

March 2001, above the levels observed prior to the Asian crisis.” However, the share of long-

3 End—March 2001 data are not strictly comparable to previous years due to a change in the
presentation by Statistics New Zealand (SNZ). Short-term liabilities are now classified up to

(continued)
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term debt has increased to 19% percent of total debt in 2001 from a low of 15%4 percent
in 2000.

B. Hedging of Foreign Currency—Denominated Debt

5. The degree of hedging of New Zealand’s foreign currency denominated debt has
been quite high over the past three years." As of end-March 2001, New Zealand’s foreign
currency denominated external debt was almost fully hedged (99.8 percent), up from

97 percent in 2000, and 95 percent in 1998 (Table I1.2). Banks’ and official sector’s debt
were fully hedged as of end—March 2001.

6. While about two thirds of the hedging has been arranged through financial
derivatives since 1999, the share of “natural hedging” (i.e., mainly against cash flows or
assets) increased markedly in 2001, to about 37 percent of debt. Even though banks
continue to rely primarily on financial derivatives for hedging foreign—currency debt, they
have been more recently able to book liabilities in $NZ terms, either through loans from
related parties or deposits. Banks’ reliance on natural sources of hedging accounted for
roughly 50 percent of total natural hedging in New Zealand in 2001, up from 35 percent

in 2000.

C. Balance Sheets

7. Over the past 15 years,

New Zealand: 1lonseheld Sector Balanca Sheel Indicators 1/

household balance sheets have been

significantly influenced by economic ;0 ims s 1 R 19

2000

restructuring and financial

Net wealth A58 401 408 415 ko) 386
liberalization in New Zealand. O et ol ool w  om w o m w
Household indebtedness doubled in s P A A A e G
the 1990s, from 64 percent of diSpOSﬂblf: Ottee et (Losing) W om m om W W
income in 1990 to 120 percent in 2000, as | oxssingoosss I T

{In percent of disposable incarnc}

stronger economic growth, enhanced

Bavings mie 3/ 27 34 31 . 22 A8 41

356

7
167
21

289

42

access to credit, and significant net
immigration in the early 1990s boosted

. . ' . n ent of disposable income.
borrowing and investment in housing. By | vesnesoftucnimrqmer

Source: Thorp and Ung, RENZ Bulletin June 2001; Statislics New Zealand

end-2000, about 80 percent of g el g n o,

and including one year instead of under one year of maturity. SNZ has not yet released
historical data prior to March 2000. Also, the breakdown of external debt by related and non—
related party has not been published as of end-March 2001,

4 Hedging information was collected from a survey of corporations in New Zealand by SNZ.
Tt comprised about 74 percent of the total foreign currency-denominated debt in New
Zealand as of end—March 2001.
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households’ liabilities and 60 percent of households’ assets were related to housing.
Notwithstanding the sharp rise in indebtedness, net wealth remained high. After peaking at
415 percent in 1997, net wealth declined steadily to 360 percent of disposable income

in 2000, due to lower equity and housing prices, and to the real depreciation of the exchange
rate. Net financial wealth declined during most of the past decade, and its share in total net
wealth is low relative to comparable OECD countries.’

8. Increased indebtedness and a negative saving rate might normally suggest that
the household sector could be vulnerable to sudden changes in the economic outlook but
this does not appear to be the case. Mortgage debt in New Zealand is largely structured at
fixed rates with short maturities, or floating rates. With a decline in interest rates and rising
incomes due to strong employment growth, household interest payments, which peaked at
10%: percent of disposable income in mid-1998, have declined to 9% percent by end-2000
and to 8% percent by September 2001. Household balance sheets also remain sound, as net
wealth remains high and in line with QECD levels. The household saving rate, which has
been negative since 1993, stood at -3 percent of disposable income in March 2001. Possible
factors underlying its deterioration

inClude the ﬁSCﬂl CODSOlidation and New Zealand: Corporate Sector's Balance Sheet Indicators 1/
disincentives associated with the
. . i Tatal

structure of taxes on social security roome. Debr o

: 1o Sals ROPC EBITDA FFO 1o Debit Capital
a‘nd publlc tra‘nSferS) as Wel] as 1999 : esZUOO 1999 2000 1998 2000 1999m 2000 l99;plu2000
methodological issues which tend

1 3 4 - New Zealand i
to blas the eStlmal'e Of Sa‘VIHgS ::.I:dian o 385 294 95 101 42 5.0 21T 260 361 373
dOWI’lW&I‘dS.ﬁ Air Now Zealand 86 -l4 2 Tl 48 .. 45 88 972 712
Toml syrvey population

9 Recent balance Sheet Median 229 S5 87 104 5.2 50 248 246 421 416
indicators SuggeSt that the Source: Australia & New Zealand Credir Stats 201, Standard & Poor's.
corporate SeCtor n New Zealand 1/ Figures in percent, except EBITDA. ROPC means return on permanent capital; ERITDA means earmings
remains sOund_ ACCOI‘dlIlg to S&P’ before inerest, 1ax, deprecistion, and nmoriization interest cover; and FFQ means funds from operations.

the positive performance of New

7 A recent study by the RBNZ (Thorp and Ung, RBNZ Bulletin, Vol. 64, No. 2, June 2001)
suggests that the relatively low share of net financial wealth could reflect the lack of
attractive opportunities to invest in domestic capital markets and the expectation by investors
of high returns to housing investment, especially following the attractive returns during the
high—inflation period in the 1970s and 1980s.

® The household saving rate is derived as a residual in the national accounts, and therefore,
subject to significant measurement problems. Also, spending on durable goods and education
bias the level of savings downwards. A recent study shows that about 30 percent of
households report negative saving rates, that a significant portion of household saving comes
from a small number of high—income households, and that the tax and transfers system has
affected cohorts differently, inducing low saving rates. See “Household Saving Behaviour in
New Zealand: A Cohort Analysis” by I. Gibson and G. Scobie, Treasury Working

Paper 2001/18.
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Zealand firms during 2000 was underpinned by a recovery in Asian export markets, rlsmg
commodity prices, as well as by their efforts to restructure and cut costs. 7 Operating margins
deteriorated in 2000, but remained high relative to those for Australian corporations. Returns
on capital improved markedly, but remained somewhat below those of Australian
corporations. Prudential indicators, such as cash flow protection and leverage, have improved
markedly and suggest that New Zealand corporations remain less leveraged than those in
Australia. S&P noted that rating downgrades were very high in 2000 and continued to exceed
upgrades, although, the ratio of downgrades to upgrades fell in contrast to global trends,
reflecting the predominance of investment—grade ratings among New Zealand’s and
Australia’s firm. Other private sector analysts agreed that, except for Air New Zealand, the
corporate sector was healthy.

10.  The profitability, asset quality, and capitalization levels of New Zealand banks
has been quite high in recent years. During 2000, banks registered in New Zealand were
quite profitable, with returns on assets and equity averaging about 1'/4 percent and

23% percent, respectively, well above traditional benchmarks for international banks.® Asset
quality remained very sound, as the share of impaired assets was around 0.4 percent in 2000.
In addition, banks appear to have provisioned a significant proportion of their lending, with
total provision averaging about 35 percent of nonperforming loans. Capital levels also exceed
regulatory benchmarks, with tier one
capital rj_sing to almost & percent of New Zealand: Banks' Balance Sheet Indicators
assets in 2000, and total capital
increasing to 11 percent. Off-balance
sheet exposures have been growing
quite rapidly in the past few years, but

1996 1997 1998 1999 2000

Net profits (in percent of tota! assets) 0.86 .86 0.87 1.03 0.9%

. Capital adexy 1/ 10.5 10.5 10.5 10.3 11.1
still represented only 9 percent of Terone 68 69 13 1l 17
rlSk_WelghtEd assets by end-zooo' Impaired assets (in percent of total assets) &9 0.6 .6 0.5 0.4

D- Other FaCtors Source: "Macro-financial stability and macropradential anatysis," Reserve Bank Bulkctin (2001),

1/ Capital as a percentage of risk-weighted exposure. Figures are as of December.

11. Recent developments in
sovereign and commercial banks’ credit ratings confirm the sound overall financial

7 S&P conducts an annual survey of New Zealand and Australian corporations. 'The 2001
survey comprised 266 firms, of which 38 were from New Zealand. The median credit rating
for all firms was A-, well above the BB- median rating for U.S. industrial companies.

8 There were 18 banks registered in New Zealand as of end-2000. Since then, two banks have
closed operations. Registered banks in New Zealand must maintain a tier one capital ratio of
4 percent of risk—weighted assets and a total capital ratio of 8 percent. While capital
requirements for banks operating in New Zealand as branches of overseas banks are not
mandatory, the RBNZ has asked those banks—deemed as systemically important and with
retail deposits exceeding $NZ 200 million—to incorporate locally.
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condition in New Zealand. Sovereign foreign currency debt continued to be favorably rated
by the main international rating agencies, and ratings are similar to those of Australia.
Ratings for long—term debt by Moody’s and S&P remained unchanged at Aa2 and AA+,
respectively, while ratings for short—term debt were also unchanged at P1 and Al,
respectively. Ten banks had a credit rating of AA- or above as of end-2000, two more than in
the previous year, suggesting that domestic banks capacity to repay debt remained very
strong.

12.  While spreads on New Zealand sovereign bond debt have increased during 2001,
this rise does not represent a fundamental reassessment of risk for the New Zealand
economy. The yield spread on the New Zealand ten—year government bond (relative to an
equivalent U.S. bond vield) rose from an average of 95 basis points in 1994-2000 to a peak
of 180 basis points in October 2001. It has declined to about 150 basis points in December,
averaging 140 basis points in 2001. However, the yield spreads for other advanced
economies, such as Australia and Canada, have followed similar trends in 2001, possibly
reflecting investors’ concerns on global economic conditions rather than on the New Zealand
economy.
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Table II.1. New Zealand: Decomposition of Gross External Debt "
End-March
1996 1997 1998 1969 2000 2001
(In billions of New Zealand dollars}
Total gross external debt 75.4 81.3 99.3 102.4 109.1 122.2
By sector
Official government 219 20.6 20.0 17.4 16.4 16.9
Corporate sector 535 60.7 79.4 85.0 62.7 105.2
By sub-sector
Banks 219 244 329 39.5 51.0 63.7
Other corporate 317 36.2 46.5 45.5 41.7 41.5
By relation
Related party 27.1 31.0 43.6 45.8 55.5 0.0
Non-related party 26.4 29.6 35.8 39.2 371 0.0
By currency
New Zealand dollar 39.8 445 53.1 48.3 47.2 43.7
Foreign currency 32.8 335 43.6 48.7 57.9 74.0
U.S. dollar 19.6 20.5 28.0 33.0 38.6 518
Japanese yen 4.7 4.1 4.9 55 8.2 10.3
Australian dollar 3.7 3.1 3.7 43 5.1 7.2
Other 4.8 5.8 7.0 5.9 5.9 4.7
Unallocated 2.8 33 2.6 54 4.0 44
By (residual) maturity
Short-term (under 1 year) 36.9 382 409 437 54.1 62.1
Medium-term (1-5 years) 17.2 21.1 35.1 30.6 343 27.3
Long-term (over 5 years) 18.6 18.7 20.8 22.7 16.6 24,0
Unallocated 2.8 33 2.6 5.4 4.0 8.8
Nominal GDP (in $NZ) 92.7 96.9 100.1 100.8 105.7 111.9

Source: Statistics New Zealand; and Fund staff estimates.

1/ Based on the International Investment Position and the "Overseas Debt Survey”

comprising all official organizations known to have external debt, and corporate enterprises

with external debt greater than $NZ 50 million.
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Table II.1 (Continued). New Zealand: Decomposition of Gross External Debt

End-March
1986 1997 1998 1999 2000 2001

(In percent of GDP)
Total gross external debt 8l.4 83.9 99.3 101.6 103.2 109.2
By sector
Official government 23.6 213 20.0 17.2 15.5 15.1
Corporate sector 57.8 62.6 79.3 84.3 87.7 94.0
By sub-sector
Banks 23.6 252 329 39.2 48.2 56.9
Other corporate 342 374 46.4 45.2 39.5 37.1
By relation "
Related party 293 32.0 435 45.4 52.6
Non-related party 28.5 30.6 35.8 389 35.1
By currency
New Zealand dollar 43.0 45.9 53.1 47.9 44.6 39.1
Foreign currency 354 34.5 43.6 48.3 54.7 66.1
U.S. dollar 212 21.1 28.0 32.7 36.6 463
Japanese yen 5.1 42 4.9 54 7.7 9.2
Australian dollar 4.0 32 3.7 43 4.8 6.4
Other 5.1 6.0 7.0 5.8 5.6 4.2
Unallocated 3.0 3.5 2.6 5.4 3.8 3.9
By (residual) maturity
Short-term (under 1 year) 39.8 394 40.9 433 51.2 55.5
Medium-term (1-5 years) 18.5 21.7 35.0 303 325 244
Long-term {over 5 years) 20.0 19.3 20.7 22,5 15.7 214
Unallocated 3.0 35 2.6 54 3.8 7.8

Source: Statistics New Zealand; and Fund staff estimates.

1/ Statistics New Zealand's has not updated the series for 2001,
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Table II.1 (Concluded). New Zealand: Decomposition of Gross External Debt

End-March
1996 1997 1998 1999 2000 2001

(In percent of total gross external debt)

Total gross external debt 100.0 100.0 100.0 100.0 160.0 100.0
By sector
Official government 29.0 254 20.1 17.0 15.0 13.9
Corporate sector 71.0 74.6 79.9 83.0 85.0 86.1

By sub-sector
Banks 29.0 30.1 33.1 38.6 46.7 52.1
Other corporate 42.0 44.5 46.8 44.5 38.3 34.0

By relation

Related party 359 38.2 43.9 44.7 50.9
Non-related party 35.0 36.4 36.0 383 34.1

By currency

New Zealand dollar 52.8 54.7 53.5 472 433 35.8

Foreign currency 43.5 41.2 439 47.5 53.0 60.6
U.S. dollar 26.0 252 28.2 322 354 42.4
Japanese yen 6.2 5.0 5.0 5.3 7.5 8.4
Australian dollar 4.9 3.8 3.8 4.2 4.7 59
Other 6.3 7.2 7.0 5.8 5.4 39

Unallocated 3.7 4.1 2.6 53 3.7 3.6

By (residual) maturity

Short-term (under 1 year) 48.9 47.0 41.2 42.7 49.6 50.8

Medium-term (1-5 years) 22.8 25.9 35.3 29.8 3L.5 224

Long-term (over 5 years) 24.6 23.0 209 22.2 15.2 19.6

Unallocated 3.7 4.1 2.6 53 3.7 7.2

Source: Statistics New Zealand; and Fund staff estimates.
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Table IL.2. New Zealand: Hedging of Foreign Currency Denominated External Debt

End-March
1998 1999 2000 2001

(In billions of New Zealand dollars)

Foreign currency external debt (from Table IL.1) 1/ 43.6 48.7 579 78.4
Of which: covered by SNZ hedging supplement 2/ 324 38.0 47.0 56.5
Coverage of supplement (percent) 74.3 78.1 812 72.0

Type of hedge

Financial derivatives 17.6 245 30.6 354

Naturally hedged (against assets/receipts) 132 124 14.8 21.0

Unhedged 1.7 1.1 1.6 0.1

By sector

Banks 15.9 238 319 37.7
Financial derivatives 11.6 19.3 26.0 273
Naturally hedged (against assets/receipts) 43 4.4 53 10.4
Unhedged 0.1 0.0 0.6 e

Non-banks and official 16.5 14.2 15.0 18.8
Financial derivatives 6.0 5.2 4.6 &.1
Naturally hedged (against assets/receipts) 9.0 8.0 9.5 10.6
Unhedged 1.6 1.0 1.0 0.1

Source; Statistics New Zealand.

1/ Estimates for March 2001 include data where currency is unknown.
2/ Hedging data were collected from a selection of respondents to the Overseas Debt Survey,
and are intended to provide indicative information about the extent of hedging.
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NEW ZEALAND—FUND RELATIONS
(As of January 31, 2002)

L Membership Status: Joined: 08/31/1961; Article VIII

II. General Resources Account: SDR Millien Percent Quota
Quota 894.60 100.0
Fund Holdings of Currency 572.81 64.03
Reserve position in Fund 321.79 35.97

III. SDR Department: SDR Million Percent Allocation
Net cumulative allocation 141.32 100.0
Holdings 12.82 9.07

IV. Outstanding Purchases and Loans: None

V.  Financial Arrangements: None

VI. Projected Obligations to Fund: None

VII. Exchange Arrangement:

The New Zealand dollar has floated freely since March 1985. New Zealand maintains an
exchange system that is free of restrictions on international payments and transfers for current
and capital transactions, with the exceptions of restrictions maintained in accordance with
relevant U.N. Security Council Resolutions against Iraq, the Federal Republic of Yugoslavia
(Serbia/Montenegro), the UNITA movement in Angola, Libya, and Taliban. These were all
notified to the Fund pursuant to Decision No. 144.

VIII. Article IV Consultation:

New Zealand is on the 12-month consultation cycle. The 2000 Article IV consultation
discussions were held during July 17-25, 2000, the Executive Board discussed the staff report
(SM/00/211, 9/22/00) and concluded the consultation on October 23, 2000, The 2001 Article IV
consultation should have been concluded by October 13, 2001, or at least by January 13, 2002,
allowing for the three-month grace period beyond the end of the specified interval. The reason
for delay in concluding the consultation is that the New Zealand authorities requested that the
Fund mission be postponed from July 2001 to November-December 2001 to coincide with the
release of the December Economic and Fiscal Update and to preceed an OECD mission,
allowing them to streamline their efforts in preparing for the two missions.

IX. FSAP Participation and ROSCs: FSAP scheduled for 2003
X. Technical Assistance: None

XI. Resident Representative/Advisor: None
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STATISTICAL ISSUES
Core Statistical Indicators

New Zealand publishes a wide array of economic and financial statistics, and regularly
provides to the Fund the core statistical indicators necessary for surveillance.

SDDS Subscription

New Zealand is interested in subscribing to the SDDS and is currently completing work on
the metadata templates. Given difficulties in calculating a meaningful monthly indicator of
economic activity, SNZ will take advantage of the flexibility provisions within SDDS and
will compile a quarterly manufacturing index using the quarterly series on manufacturing
sales, which is currently disseminated. Another area in which SNZ will take advantage of the
SDDS flexibility on timeliness is on the consumer price index and the producer price index
as SNZ will continue to disseminate quarterly indices. New Zealand views modifications to
the periodicity and timeliness requirements of the fiscal sector data category as important for
subscription eligibility.’

Balance of Payments

Based on SDDS requirements and the fifth edition of the Balance of Payments Manual
(BOP), SNZ released BOP financial account and International Investment Position (IIP)
statistics on a quarterly basis since the June quarter 2000. An important change was made to
the definition for foreign direct investment (FDT) when in accordance with the fifth edition of
the BOP manual the threshold for FDI was modified from 25 percent to 10 percent of fotal
share, At the same time, the previous treatment in New Zealand balance of payments
statistics of aggregating small holdings of related foreign investors to determine whether an
investment was FDI was changed to conform with BOP. On balance, these two measures
have induced a shift in capital flows from FDI to portfolio investment. Due to the differences
in data collection between the previous and current definitions, SNZ has not attempted to
update the series for the financial accounts and IIP prior to 2001. In addition, reinvested
earnings (or losses) are now recorded in the current account under investment income and in
the financial account under direct investment.

! For SDDS subscribers implementing accrual accounting systems for fiscal data, periodicity,
and timeliness are on a “best efforts” basis until June 2002. During this period, the staff is
reviewing ‘subscribers’ experiences and their impact on data dissemination practices with the
aim of making specific recommendations, as needed, for modifications of the SDDS by the
end of this period.
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National Accounts

To comply with the System of National Accounts 1993 (1993 SNA), some changes will be
introduced next year. The most important ones are the inclusion of livestock in the
productive capital stock, and an improvement in the treatment of bank service charges. At
present, this notional charge is not specifically allocated to the users of bank services but
appears as a separate entry (as intermediate consumption of a notional industry, thus reducing
GDP). Beginning in 2002, the financial intermediation services indirectly measured—{(FISIM)
will be specifically allocated to the depositors and borrowers who consume the services, and
thus be treated as intermediate consumption, final consumption expenditure, or as exports
(FISIM imports will also be recorded). These changes would increase the level of GDP, as it
would reflect the size of the bank services now consumed by final users.

Labor Market Data

Recent changes were made to hours worked reported by the Household Labor Force Survey
(HLFS) to adjust for a misalignment between the HLFS quarter and calendar quarter and thus
account for the missed or extra holidays. The Quarterly Employment Survey was also
modified to correct problems related to the lack of a more frequent update of the number of
businesses included in the survey, which was done only once a year. An adjustment has been
introduced to smooth the increase of the number of businesses across several quarters.
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Statement by the IMF Staff Representative
March 22, 2002

1. This statement contains information that has become available since the Staff Report
(SM/02/49) was circulated to the Executive Board on February 14, 2002. The information
does not alter the general thrust of the staff appraisal.

Recent Economic Developments and Outlook

2. During the last quarter of 2001, economic activity proved stronger than expected
at the time of the mission. Data released for the December quarter showed that employment
growth continued to be robust, the tourism industry recovered from the post-September 11
slowdown, and net migration inflows increased. Together with the low interest rates and the
higher incomes associated with the agricultural export boom in 2000/01, these factors
underpinned solid household spending and boosted the housing market. In contrast, both
export volumes and the terms of trade deteriorated, as sales and prices of key New Zealand
products were undermined not only by the weak global environment but also by some
increases in export subsidies (e.g., Enropean Union dairy subsidies).

3. Robust consumption and construction activity are expected to sustain economic
activity in the first half of 2002, Consumer and business surveys indicate that confidence
has improved in early 2002. On the business front, signs of recovery of the United States and
global economy, high capacity utilization rates, and rising corporate profitability all point to
an improvement in the outlook for investment. Although uncertainties still remain about the
global economy and New Zealand’s export sector, the strength of the domestic economy has
led to an upward revision of the consensus growth forecast for 2002, from 2 percent to about
274 percent. Despite the upswing in domestic economy, inflationary pressures have remained
subdued, with stronger net migration inflows helping to ease wage inflation associated with
skill shortages.

4. Spurred by the more upbeat prospects for global growth, the New Zealand
dolar has reached a six-month high in March. Since the beginning of the year, the $NZ
has gained 5 percent against the U.S. dollar (3 percent in trade-weighted terms), and it is now
back to its pre-September 11 levels.

Recent Policy Developments

5. The Reserve Bank of New Zealand decided to raise the Official Cash Rate
(OCR) by 25 bps to 5 percent at their scheduled review on March 20. The main rationale
for the decision was to withdraw some of the monetary stimulus that was introduced at the
end of 2001 as an insurance against the deflationary risks arising from a significant
slowdown in the world economy. Thanks to the strong domestic demand and the quicker than
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expected recovery of the global economy, the RBNZ now sees greater risks of inflationary
pressures arising from an economy operating at close to full capacity according to its
measure of potential output. The annual inflation rate is projected to return to the top of the
target range (03 percent) in March.

6. The fiscal operating balance came in stronger reflecting the better than expected
growth. In the first seven months of the fiscal year (June 2001-January 2002}, the operating
balance was $NZ 1.5 billion, some $NZ 385 million larger than projected in the December
Economic and Fiscal Update, mainly because of higher than expected revenues.

7. The government released a report on the Economic Transformation agenda
unveiling new initiatives to strengthen New Zealand’s economic growth prospects. The
report, Growing an Innovative New Zealand, presents initiatives directed at enhancing the
innovation system, improving tertiary education, attracting foreign talents and quality
investments, and fostering development in the areas of biotechnology, and information and
communications technology.



INTERNATIONAL MONETARY FUND EXTERNAL

RELATIONS
Public Information Notice | DEPARTMENT
Public Information Notice (PIN) No. 02/35 International Monetary Fund
FOR IMMEDIATE RELEASE 700 197 Street, NW
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IMF Concludes 2001 Article IV Consultation with New Zealand

On March 22, 2002, the Executive Board of the International Monetary Fund (IMF) concluded
the Article IV consultation with New Zealand."

Background

Between late 1999 and early 2001, the performance of the New Zealand economy was very
strong, with real GDP expanding at almost a 4 percent annual rate. Net exports provided a
significant stimulus to the economy, reflecting favorable prices for New Zealand’s main exports,
a recovery in agricultural production from droughts in 1999, and increased competitiveness from
a depreciating exchange rate. The contribution from domestic demand during this period was
more uneven, owing to large swings in business and consumer confidence that were triggered
by initial concerns about the policy changes introduced by the Labor government and the rise in
rural incomes on the back of strong export performance. Since early 2001, domestic demand growth
has recovered and contributed to sustain GDP growth in the wake of weaker net exports, owing to
the economic slowdown in the rest of the world. Low interest rates, strong net inflows of migrants,
increased employment, and higher incomes associated with the surge of agricultural export over the
last two years all contributed to consumption and bolstered the housing market in 2001. An
improvement in business and consumer confidence in the first months of 2002 suggests that
domestic demand is likely to maintain its momentum in the first half of the year.

'Under Article IV of the IMF's Articles of Agreement, the IMF holds bilateral discussions with
members, usually every year. A staff team visits the country, collects economic and financial
information, and discusses with officials the country's economic developments and policies. On
return to headquarters, the staff prepares a report, which forms the basis for discussion by the
Executive Board. At the conclusion of the discussion, the Managing Director, as Chairman of
the Board, summarizes the views of Executive Directors, and this summary is transmitted to the
country's authorities.

Washington, D.C. 20431 e Telephone 202-623-7100 e Fax 202:623-6772 = www.imf.org
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The sharp rise in economic activity pushed the economy to a high level of resource use, as
capacity utilization rates rose markedly in 2001. Conditions in the labor market also tightened
considerably, and the unemployment rate, which declined to a 13-year low of around

5% percent in the second quarter 2001, but rose slightly to nearly 5z percent in late 2001 owing
to higher labor force participation.

Inflation has remained relatively well contained despite the increases in resource utilization and
the depreciation of the exchange rate. Following a brief spike to 4 percent in the fourth quarter
of 2000, inflation decelerated to about 3 percent in the first half of 2001 and declined further to
1% percent in the fourth quarter of 2001, near the mid-point of the official target range of

0-3 percent, After the sharp depreciation in 2000, the New Zealand dollar remained relatively
stable during most of 2001. Spurred by more upbeat prospects for global growth, the value of
the currency appreciated by about 5 percent against the U.S. dollar in early 2002, reaching a
six-month high in March, and it is now back to its pre-September 11 level.

A strong performance in exports contributed to a substantial narrowing of the current account
deficit. The current account deficit declined from almost 7 percent of GDP in 1999 to around

3% percent of GDP in the third quarter of 2001. Export growth has been remarkably strong since
early 2000, particularly in the primary sector and tourism, reflecting favorable terms of trade, a
recovery in farm output from the effects of the 1999 drought, and a boost to competitiveness
from the fall in the real effective exchange rate. However, export volumes and the terms of trade
deteriorated in late 2001, largely on account of the weak global economic environment and
some increases in export subsidies by other industrialized countries on key New Zealand’s
commodities.

With mounting evidence in 2001 of a marked weakening of global demand, the Reserve Bank of
New Zealand (RBNZ) eased monetary policy cautiously, reducing its Official Cash Rate (OCR)
by a total of 75 basis points between March and August 2001. Following events of

September 11, the pace of monetary policy easing was stepped up, with the OCR cut in two
steps by a total of 100 basis points to 4% percent in November 2001 to help arrest the
deflationary risks stemming from a weak world economy. With the pace of domestic economic
activity remaining strong in late 2001 and into 2002 and the external environment appearing
more favorable, the RBNZ decided to raise the OCR by 25 basis points to 5 percent at its
scheduled review in March 2002,

Following a strong performance through 2000/01 (July-June), the short-term fiscal outlook was
marked down considerably in late 2001. The operating surplus was 1% percent of GDP

in 2000/01, and the overall cash balance posted a surplus of 2z percent of GDP. An anticipated
deterioration in the external outlook, especially after the events of September 11, prompted the
government to revise downwards the fiscal projections in the December Economic and Fiscal
Update. At that time, the operating surplus in 2001/02 was projected to be % percent of GDP,
while the overall balance is expected to be in deficit by 1% percent of GDP, mainly reflecting the
government's investment in Air New Zealand and increased capital spending on health and
education. Nonetheless, in the first seven months of the fiscal year (June 2001-January 2002),
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the operating surplus was larger than projected in the December Economic and Fiscal Update,
mainly as a result of higher than expected revenues.

Over the medium-term, operating and overall surpluses are projected to rise steadily to

2% percent and 1 percent of GDP, respectively, in 2006/07. The ratio of gross government debt
to GDP is expected to fall slightly from 32% percent in 2000/01 to 30% percent in 2006/07, and
the net debt ratio would be unchanged at 17"z percent of GDP.

As for the near- and medium-term outlock, the staff's projections are for output growth of about
2 percent in 2002 and of 21%.-3 percent over the medium term. However, in light of the continued
buoyancy of domestic demand over the last few months and the recently improved prospects
for a marked turnaround in global economic activity, there appears to be scope for an upward
revision of New Zealand's growth forecast for 2002. Following some deterioration in 2002, the
current account deficit is expected to stabilize at around 3 percent of GDP over the medium-
term, assuming that the real effective value of the New Zealand dollar remains near its
depreciated level in late 2001. CPI inflation in 2002 is expected {o be slightly above the mid-
point of the target range and to remain around the mid-point over the medium-term.

Executive Board Assessment

Executive Directors agreed with the thrust of the staff appraisal. They complimented the New
Zealand authorities for persisting with comprehensive structural reforms over the past 15 years
and a sound macroeconomic policy framework, which have increased the economy’s resilience
to economic shocks and allowed it to perform relatively strongly despite the slowdown in world
economic growth since 2001. Directors acknowledged that buoyant export prices, good
agricultural conditions, and the absence of imbalances in asset markets also have been
important factors underpinning the favorable economic performance during the current
slowdown in world economic growth.

Directors endorsed the supportive stance of macroeconomic policies during 2001. They agreed
that monetary policy should be the main line of defense against inflation and economic
slowdown. Thus, with inflation well within the official target range, Directors endorsed the easing
of monetary policy during 2001 to help support economic activity. In light of the recent forecast
of a quicker-than-expected global economic recovery in 2002, and the strong growth of
domestic demand in recent months, Directors supported the central bank’s move to tighten
monetary policy in March 2002.

Directors praised the skillful conduct of monetary policy in New Zealand and considered that the
inflation targeting framework has served the country well. They welcomed the conclusions of the
independent review of monetary policy and the authorities’ decision to further strengthen the
central bank’'s decision-making and governance structures.

Directors agreed that the modest fiscal support provided to the economy in the short run
through the full play of automatic stabilizers is sufficient in the present circumstances. In any
event, they noted the scope for a more proactive fiscal policy is limited by the country’s net
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external liability position, the difficulty of timing the fiscal stimulus so that it is effective, and the
need to ensure that medium-term fiscal objectives are not compromised.

Directors noted that potentially large pressures on the budget have been building up, and that
-those associated with pension and health care expenditures are likely to intensify over the long
term. {n line with the authorities’ intentions, they emphasized that expenditure restraint will be
important, if the medium-term objective of maintaining a fiscal surplus over the business cycle to
prefund the future pension liabilities and contain the size of the public debt is to be achieved.
While welcoming the plan to prefund part of future pension liabilities, Directors noted the need
for reforms in the public pension system, including raising the retirement age, lowering the
replacement rate, and changing the indexation of pensions to prices from wages. They stressed
also the need for health care reform to improve the efficiency of the delivery of services and to
control costs. Given New Zealand’s good track record of prudent fiscal management, Directors
expressed confidence in the authorities’ ability to meet the challenges in the period ahead.

Directors agreed that New Zealand remains well placed to absorb adverse external shocks, as
demonstrated by the economy’s ability to absorb these shocks over the past few years without
undue economic or financial distress. While the rapid growth of foreign currency-denominated
external debt and the shortening of its maturity structure might suggest an increase in New
Zealand's external vulnerability, Directors acknowledged that several factors mitigate the foreign
exposure risk to the financial system, including the credibility and soundness of economic
policies, the robustness of the banking sector, the absence of corporate and household sector
financial imbalances, and the high degree of hedging. At the same time, Directors supported the
authorities' efforts to better understand the implications of recent developments for the
exchange rate and other asset prices, and to identify the ultimate holders of risk. They also
welcomed the efforts to develop a set of macroprudential indicators and the decision to
participate in the Financial Sector Assessment Program in 2003.

Directors pointed to a number of structural reforms that have enhanced economic incentives
and improved the growth performance of the economy, including fiscal reform, the elimination of
major distortions in the economy, the deregulation of product and labor markets, and the
opening up of the economy to foreign trade and capital. They emphasized that, to create
conditions conducive to lifting New Zealand’s growth potential, additional reforms will be
required to reduce disincentives to work, save, and invest, while building the social consensus
necessary to ensure their success.

Directors welcomed the authorities’ focus on innovation and skill development, and on efforts to
attract high-skilled workers and strengthen New Zealand’s international trade linkages through
multilateral trade agreements. In this context, Directors commended New Zealand for its
exemplary policy of providing quota- and duty-free access to all products from least developed
countries. Some Directors also noted that trade restrictions imposed by partner countries
continue to significantly hamper growth in New Zealand.

While acknowledging that the tax system is basically sound, Directors accorded high priority to
certain changes that could spur labor force participation, saving, and productive investment.
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These include aligning the top marginal personal income tax rate with the corporate rate,
reducing the tax bias in favor of residential investment, and reassessing replacement rates and
the duration of social benefits. Directors raised doubts about the long-term effectiveness of
lowering tax rates in attracting foreign investment and cautioned that such a measure would
likely create new opportunities for tax arbitrage.

Directors urged the authorities to closely monitor the operations of the newly-established dairy
cooperative, Fonterra, to ensure that it remains subject to effective competition domestically.
Similarly, they welcomed the authorities’ intention to allow Air New Zealand to operate on a
commercial basis, but recommended that the company be privatized at the earliest opportunity.
Directors also welcomed the authorities' intention to run Kiwibank on a strictly commercial basis
and recommended that the bank’s activities be kept under close scrutiny. In addition, they
advised that the role of Industry New Zealand be tightly circumscribed so as to prevent drift into
activist industrial and regional development policies.

Directors welcomed the significant progress made in dealing with anti-money laundering
initiatives and the introduction of legislation to suppress the financing of terrorism.

It is expected that the next Article IV consultation with New Zealand will be held on the standard
12-month cycle.

Public Information Notices (PINs) are issued, (i) at the request of a member country, following the
conclusion of the Article 1V consultation for countries seeking to make known the views of the IMF to the
public. This action is intended to strengthen IMF surveillance over the economic policies of member
countries by increasing the transparency of the IMF's assessment of these policies; and (i) following
policy discussions in the Executive Board at the decision of the Board. The Staff Report for the 2001
Article IV Consultation with New Zealand is also available.




New Zealand: Selected Economic and Financial Indicators

Est.
1997 1898 1999 2000 2001
(Percent change)
Real economy

Real GDP 22 L2 3.9 3.9 24
Real domestic demand 26 -06 54 1.7 1.1
Real exporis 3.7 1.2 7.1 7.6 2.9
Real imports 24 14 117 1.1 1.1
Inflation {CP{ excluding credit services} 1.7 1.6 1.1 27 27
Unemployment rate (in percent) 6.7 7.5 7.2 7.2 53
Gross national saving (annual percent of GDP) 1/ 158 156 145 153 16.8
Gross capital formation (annual percent of GDP}) 21.9 201 206 207 195

Government budget
Revenue
Expenditure
Operating balance
Estimated structural balance 2/
Net public debt

Money and credit
M3 (change in percent)
Private domestic credit (change in percent)
Interest rate {80-day, in percent)
Government bond yleld (10-year, in percent)

Balance of payments
Current account balance
Capital and financial account

External assets and liabilities
Official reserves
Gross external debt
Net external liabilities

Exchange rate
USS$/ENZ
Nominal effective exchange rate 5/
Real effective exchange rate 5/

(Percent of GDP, years ending June 30)

35.5
33.6
1.9
0.8
25.8

4.2
101
8.3
7.0

-6.86
6.5

356 357 3441
343 352 338
2.5 1.7 14
24 1.2 0.5
244 213 200

{End of period)

11 6.9 6.5
76 106 6.5
4.4 5.7 6.7
5.4 7.2 6.1

{(Percent of GDP)

-4.1 -67 -5.6
2.6 3.2 6.2

34.6
33.5

14.4 3/
1.3 3
5.6 4/
7.0 4

-2.7

{Percent of GDP, years ending March 31)

6.5
83.9
824

0.582
109.6
104.5

76 7.3 7.8
9.3 1018 103.2
89.3 864 824

(End of period)

0.527 0.521 0.440

941 933 859
891 879 818

7.3
109.2
75.4

0.416 3/
86.3 6/
B2.8 6/

Sources: Data provided by the New Zealand authorities; and IMF staff estimates.

1/ Projections of national saving equals investment plus current account balance excluding migrants' transfers.
2f Staff estimates; eqguals operating balance net of cyclical effects, revaluations and changes in accounting rules,

3/ February 2002.

4/ March 25, 2002,

5/ IMF Information Notice System index (1990 = 100).
6/ December 2001.



Statement by Michael J. Callaghan, Executive Director and Mario G. di Maio,
Assistant to the Executive Director for New Zealand
March 22, 2002

Key Points

+ New Zealand’s sound macroeconomic framework and structural policies have been
central to its relatively strong performance over the past two years and resilience to
external economic shocks.

+ Recent indicators suggest somewhat stronger activity than envisaged when the staff
report was prepared.

¢ The current macroeconomic settings are appropriate in light of the economic outlook.

o  Within the forward-looking inflation-targeting framework, monetary policy will continue
to be the main instrument in responding to changes in the economic outlook.

¢ Fiscal policy is appropriately focused on medium-term objectives, with the automatic
stabilizers providing modest support for activity in the near term.

o The staff report overplays the risks of a slippage in fiscal policy given New Zealand’s
consistent record of responsible fiscal management.

e The authorities recognize that meeting their fiscal objectives will require careful
management of longer-term fiscal pressures, and these are being addressed as evidenced
by the pre-funding of superannuation costs.

« Enhancing the growth and productivity of the capital stock and labor force will be critical
to achieving the Government’s goal of improving New Zealand’s growth potential.

+ New Zealand remains well placed to absorb external shocks.
Short-Term Economic Qutlook

1. Recent economic developments suggest that the balance of risks has shifted
somewhat from those embodied in the outlook presented in the staff report. At the time the
report was written, the key risks to the short-term outlook for the New Zealand economy
included a further softening in external demand, declining commodity prices and a sharp
decline in tourism receipts — and that these would lead to a negative confidence shock with
consequent slower domestic activity. The risks to the international outlook have
subsequently become more balanced as outlined in the draft World Economic Outlook.
There are tentative signs of an earlier than expected rebound in tourism flows and a
consolidation of commeodity prices. On the domestic front, recent indicators are consistent
with somewhat stronger activity than that envisaged at the end of 2001 — both consumer and



business confidence have rebounded. In addition, household spending and firm investment
and hiring decisions are tracking higher than expected, and in recent months there has been a
sharp turnaround in net migration.

Monetary Policy

2. The Reserve Bank of New Zealand will continue to conduct monetary policy in a pre-
emptive fashion, with the focus on ensuring that inflation remains within the target range. As
to the short-term outlook, monetary policy will be influenced by the balance of risks between
a domestic economy that seems rather more buoyant than expected at the end of 2001 and
early in 2002, and continuing risks around the world economy.

3. On March 20", the Reserve Bank increased the Official Cash Rate from 4.75 per cent
to 5 per cent. The Governor noted that even after this decision, monetary conditions remain
stimulatory and that the decision simply represents some withdrawal of monetary stimulus,
much of which was put in place as insurance against risks which have now receded.

4. New Zealand has been well-served by its current monetary policy framework, as
evidenced by the report of the independent review of monetary policy. The author of the
report, Professor Lars Svensson, concluded that: “monetary policy in New Zealand is
currently entirely consistent with the best international practice of flexible inflation
targeting”.

3. Notwithstanding the very positive overall report, Professor Svensson did recommend
some refinements, mainly in relation to the Reserve Bank’s decision-making and governance
structures. One of his principal recommendations was that responsibility for monetary policy
decision-making should be vested in a committee, comprising the Governor and senior
Reserve Bank staff, rather than the Governor alone. The Government did not accept that
recommendation, but some other refinements are planned. The Bank’s Board of Directors
will be reconfigured, by making a non-executive director the Chair (currently the Governor)
and by removing the deputy governor(s) from the Board. This change is being made to more
closely align the structure of the Board with its role, which, primarily, is to monitor the
performance of the Governor. Separately, the Governor has decided to increase the level of
external input to the monetary policy decision-making process. He has appointed two
external members to the (previously entirely internal) panel that advises on interest rate
decisions, and has instituted a program of external peer review, by foreign central bank
officials, of the monetary policy decision-making process.

Fiscal Policy

6. Any consideration of the fiscal outlook must be set against the background of

New Zealand’s sound underlying fiscal position, with public debt to GDP ratio well below
the OECD average. With the projected 2001/02 surplus, the operating balance has now been
in surplus for eight years. While this strong fiscal position has allowed the operation of the
automatic stabilizers to provide modest support for activity in the short-term, the authorities



will look through the current short-term downturn and focus on their key medium-term
objectives of:

» maintaining an operating surplus on average over the cycle sufficient to make
contributions to the New Zealand Superfund; and

« ensuring consistency with the objective of reducing gross debt below 30 percent of GDP
over the economic cycle.

7. Discretionary fiscal measures are unnecessary in the current circumstances. The
slowing of the New Zealand economy during the current world down-turn has been much
less pronounced than in other developed countries. In addition, the usual arguments against
discretionary fiscal policy apply in New Zealand, most notably the difficulty of timing any
stimulus effectively and the uncertainty regarding the magnitude of a fiscal impulse in a
small open economy. Recent changes to the balance of risks surrounding the economic
outlook adds further weight to these arguments.

8. The authorities consider that the staff report overplays the risks of slippage in the
short-term fiscal position. The pressures on public spending are acknowledged, however,
New Zealand has a consistent record of responsible fiscal management and meeting fiscal
objectives. Fiscal developments since the Government’s mid-year update suggest that the
outturns for the current year are likely to exceed expectations. Furthermore, as previously
noted, recent indicators are pointing towards somewhat stronger domestic activity over the
remaining half of the fiscal year than was expected at the end of 2001.

9. Longer-term fiscal strategy is based on expenditure restraint, with the expenditure to
GDP ratio declining slightly over the period to 2006 as contributions to the pre-funding of
superannuation expenses increase. The authorities recognize that longer-term fiscal
pressures will require careful management, and note that the pre-funding of superannuation
costs represents a substantial contribution to managing the costs from an aging population.

10.  New Zealand, like other developed countries, faces increasing demand for health care
related to lengthening life expectancy, an aging population, and the pace of technological
change. In addition, there is strong competition from other countries for its skilled health
care workforce. The Government has announced a substantial funding package over three
years aimed at managing these pressures. The package will provide a more certain financial
basis for planning. The overall funding envelope provides a framework within which trade-
offs can be made among competing demands, and increases the incentives for the sector to
manage costs, including wage costs.

Enhancing New Zealand’s Growth Potential

11.  The Government remains committed to the key strengths of New Zealand’s policy
framework — macroeconomic stability, based on prudent fiscal policy and a monetary policy
framework focused on delivering price stability, and an open and competitive micro-
economy.



12.  Building on these strengths is the current Government’s priority. To this end, the
Prime Minister recently announced a growth and innovation framework with the objective of
returning New Zealand’s per capita income to the top half of the OECD rankings over time.
The strategy focuses on enhancing the innovation framework, developing skills and talents,
and strengthening New Zealand’s international linkages.

13.  Progress has also been made in several of the key areas Directors identified in the
2000 Article IV consultation, notably:

» deregulation of the dairy sector,
« flexible and pragmatic implementation of labor and product market changes; and

« the passage of legislation that includes strong institutional arrangements to safeguard the
New Zealand Superannuation Fund’s resources, including an independent board to
administer the fund and determine its investment strategy.

14.  The authorities consider that the structural policy changes highlighted in the staff
report, notably to the tax and welfare systems, are not of a sufficient magnitude to explain
New Zealand’s relative growth performance. Moreover, the authorities believe it 1s essential
to pursue a strategy of incremental structural change which builds the necessary consensus
for the required reforms.

15.  The Final Report of the Tax Review concluded that the broad architecture of

New Zealand’s tax system is sound. The current system of broad-based taxes and lower tax
rates is the result of significant changes made during the 1980s. As a result, the review
concluded that from a national welfare perspective, many of the gains from earlier tax
reforms have already been realized, while the problems that remain defy easy solution. Work
is now focused on assessing the review’s recommendations regarding international taxation,
where the aim is to ensure that taxes do not reduce the quality or quantity of inward or
outward investment.

16.  The authorities acknowledge that the welfare system could be improved to ensure
there is a better connection of beneficiaries with the workforce, including through more
intensive case-management and improved training opportunities. As the report notes, a
number of initiatives have already been launched in this area. There 1s also a work program
underway which aims to explore options for simplifying the welfare regime and its
interaction with the tax system. However, the complexity of the regime is partly a function
of ensuring that the system is equitable, responsive to individual circumstances, and is
provided at an acceptable cost. There are very few easy gains to be made in balancing these
trade-offs. The current benefit system provides a safety net rather than functioning as an
insurance scheme. As a result, replacement rates are relatively low when compared
internationally and the gains from limiting the duration of benefits may be limited.



17.  The authorities agree with staff that the dairy industry reforms should enhance the
industry’s efficiency. On the other hand, the new structure exposes dairy farmers to the risks
of a single business strategy, although under the previous structure these risks were also very
centralized. The background to the changes in industry structure is important, In particular,
the owners of the industry themselves, the dairy farmers, decided the future structure of their
industry. The authorities believe that farmers’ direct control of this process goes a long way
to mitigating the moral hazard risk that a business of Fronterra’s size may pose.

18.  We would also like to draw attention to the role of protectionist policies in

New Zealand’s trading partners in limiting the country’s growth potential. These policies are
particularly damaging because the barriers are highest in sectors where New Zealand
possesses a comparative advantage and are directly detrimental to New Zealand’s growth
potential. The autherities will continue to work with our trading partners through multilateral
and bilateral initiatives to eliminate these barriers,

19.  The Government's investment in Air New Zealand and KiwiBank will be subject to
commercial discipline. In the case of Air New Zealand, which will remain a publicly listed
company, public support was predicated on the significant externalities from the maintenance
of a national carrier given New Zealand’s remoteness, and concerns regarding a lack of
regional competition. The immediate focus is on stabilizing the financial situation of the
company and restoring its profitability. The Government is not actively seeking a strategic
partner at this time, nor have any specific proposals been received. At a time when the
Government is seeking to sell to a strategic partner, it would expect Air New Zealand to
conduct a search process and make recommendations to the Government. The Reserve
Bank’s banking registration and supervisory regime applies in its entirety to KiwiBank. As
staff notes, the scale of its operations are small and the risk profile of its banking activities is
low.

External Vulnerability

20.  The authorities agree that New Zealand remains well placed to absorb external
shocks. The experience of the past four years provides tangible support for this conclusion.
Significant contributions to preserving New Zealand’s resilience to external shocks will be
made by the maintenance of strong and credible macroeconomic policies, and a strong
financial system (through which much of the external debt is intermediated).

21.  While a superficial glance at some traditional indicators may indicate heightened
external vulnerability, the staff’s analysis does a goed job of painting the more complex
picture that underlies these indicators. The financial system remains well capitalized and
profitable, the level of non-performing loans is low and well provisioned, and exposures to
currency fluctuations are almost fully hedged. Household and corporate balance sheets
underlying the financial system remain sound despite the volatility of financial conditions
since the Asian crisis.

22. At the same time, New Zealand is deeply integrated with international trade and
financial markets and will remain, like countries in a similar position, vulnerable to marked



shifts in market sentiment. The authorities are not complacent and continue to work on
deepening their understanding of vulnerability issues. The RBNZ has recently devoted
attention to developing and analyzing Financial Soundness Indicators. The authorities also
look forward to the contribution that the FSAP process can make in this regard during 2003.

23.  To conclude, we would like to record our authorities’ appreciation for the staff’s
balanced contribution to the economic policy debate in New Zealand.



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

