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Challenges and choices.

- The PREFU showed the expected
deterioration in the Government’s books
since Budget 2023, including a delayed return
to surplus.

- We think the Treasury’s forecasts for
economic growth, and hence both the tax
take and projected return to surplus, are on
the optimistic side.

- There may also be upside risks to forecast
expenditure from high inflation and
population pressures.

- Hence fiscal challenges remain that
will require tough choices for future
governments.

Economic forecasts: The Treasury and Westpac
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Fiscal outlook - challenges and
choices lay ahead.

On the surface, the Government’s books contain no huge
surprises. But scratching beneath the surface reveals medium-
term and long-term challenges that future governments of all
shades will need to grapple with.

As expected, the Pre-Election Economic and Fiscal Update
(PREFU) showed some deterioration in the Government’s
books since Budget 2023 and a delayed return to surplus.

The Treasury now forecasts that the operating balance
(OBEGAL) will return to surplus one year later (i.e., in 2026/27)
than previously.

Over the forecast period (2022/23 to 2026/27), the cumulative
OBEGAL is around $12.7bn lower than forecast at the Budget -
close to our estimate of a $15bn deterioration. The Treasury’s
revenue projections were downgraded by less than we

June year 2022 2023 2024 2025 2026 2027 2023 2024 2025 2026 2027
Real GDP growth 1.2 3.1 1.3 2.0 3.3 3.2 3.1 0.5 0.5 2.6 3.6
Annual CPI inflation* 7.3 6.0 3.8 2.5 2.1 2.0 6.0 3.7 2.7 2.3 1.9
Unemployment rate* 3.3 3.6 4.8 5.4 4.8 4.6 3.6 5.0 5.1 4.5 4.1
Nominal GDP growth 5.9 8.3 5.9 51 5.8 5.5 7.4 1.9 3.7 5.2 6.0
90-day interest rate** 2.2 5.6 5.6 3.9 3.4 31 5.6 5.9 4.9 3.9 3.6
TWI exchange rate** 72.2 70.9 70.4 70.0 69.6 69.3 70.9 69.4 67.8 67.3 67.2

*Quarter over same quarter last year ** Quarter average
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had expected, but spending was upgraded relative to our
expectations and Budget 2023 estimates.

Looking ahead, we see upside risks to spending and downside
risks to revenue that, in the absence of mitigating action, point
to downside risks to the operating balance and upside risks to
government borrowing compared to the picture depicted in
the PREFU.

Operating balance (OBEGAL) as a % of GDP
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The Treasury’s economic forecasts
appear optimistic.

There has been surprisingly little change in the Treasury’s
PREFU forecasts - finalised in early August - compared to those
in Budget 2023. And so as was the case with the Budget, we
think the Treasury’s forecasts for economic growth, and hence
both the tax take and projected return to surplus, are on the
optimistic side.
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Looking first at overall economic activity, the Treasury’s
forecasts for economic growth are stronger than our

own. However, the Treasury is also assuming that interest
rates will fall faster than we expect, and that inflation will
remain contained. On both of those fronts, we’re much

more circumspect than the Treasury. As we’ve seen in other
countries, inflation in New Zealand has been ‘sticky’, with
core inflation lingering at high levels well after the start of
the interest rate hiking cycle. Against that backdrop, central
banks face having to keep interest rates higher for longer. The
related pressure on borrowing costs signals downside risk
for both private spending and economic growth compared to

the Treasury’s forecasts (but upside risk to the government’s
financing costs). The Treasury’s forecasts take an optimistic
view on the rebalancing path the economy is to take and
suggests rebalancing can occur without further policy action
from the RBNZ.

Digging into the details of the Treasury’s forecasts there are
also some key assumptions that warrant closer scrutiny.

Most important is the Treasury’s assumption for government
consumption spending - i.e., the provision of public services.
The Treasury continues to assume that the aggregate amount
of services provided by the government will essentially

remain unchanged over the coming years. However, with the
population rising at a rapid pace, the Treasury acknowledges
that would mean that the Government ends up spending less
on public services on a per-capita basis. That’s despite the
growing demand for all manner of public services including
health care, education, and aged care services. In addition, the
Treasury has made a large upwards revision to its forecast for
net migration, meaning that the pressure on spending levels -
including infrastructure - is likely to be even more pronounced
than previously assumed.

Public consumption spending
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Another notable assumption in the Treasury’s forecasts is
that slowing economic growth will result in imports remaining
flat for the next two years. That in turn flows through to an
improvement in New Zealand’s trade balance. That seems like
quite an abrupt change, especially given the rapid rise in the
population. While we’re also forecasting an easing in import
demand as growth cools, we still think that import levels will
continue to rise over the coming year - even with a weaker
economic growth profile. And that also means a more gradual
improvement in the current account in our forecasts.

House price growth
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Lastly, the Treasury’s forecasts assume only muted outlook for
house prices. The Treasury is assuming that house prices only
grow by around 1% to 2% per annum over the next couple of
years. That’s despite the projected easing in interest rates and
a pickup in population growth. In contrast, with the housing
market having already found a base in recent months, we
expect that house prices are on course to rise by close to 8%
next year.

Fiscal challenges lie ahead.

In our minds, what happened before the PREFU hinted at what
lies ahead on the fiscal front. Recall that, on 28 August, the
Government announced circa $3.4bn in operating expenditure
cuts and savings. This belt-tightening, and $0.7bn of additional
revenue from increased fuel taxes announced since the Budget,
was important in ensuring that the PREFU shows OBEGAL a
return to surplus at the end of the forecast period.

In coming years, it’s possible that additional fiscal policy
measures will be necessary to meet the operating surplus
target. Since we see downside risks to Treasury’s economic
growth forecasts we also see downside risks to forecasted
government revenue and upside risks to government
expenditure. The combination of these risks indicates to us that
under current policy settings and prevailing trends, reaching an
operating surplus by 2026/27 may be challenging.

Treasury, too, sees challenges ahead. In the PREFU the
Treasury writes: “Based on past analysis, the remaining Budget
operating allowances should be broadly sufficient to meet
remaining critical cost pressures not already funded, however,
significant trade-offs will be required. There could also be
additional demand (e.g., population changes) that could add
extra pressure to future Budget allowances.”

As a result, and regardless of who is in power after the 14
October election, the Government will face tough fiscal
choices. Unless the Government is prepared to run higher
operating deficits and higher levels of debt - risking reaction
from both the ratings agencies and a monetary policy response
from the RBNZ - any new Budget spending decisions will likely
require cuts to spending elsewhere or new sources of revenue.

Bigger deficits mean a larger
borrowing programme.

As expected, the deterioration in the underlying fiscal
position has had implications for the government’s borrowing
programme. New Zealand Debt Management (NZDM) have
advised that the NZGB programme for the 2023/24 fiscal year
has been revised up to $36bn - an increase of $2bn from the
programme announced back in May in Budget 2023. This is a
relatively modest adjustment considering that the cumulative
OBEGAL deficit in 2022/23 and 2023/24 is $6.9bn larger than
projected in the Budget. Helping to explain the difference, the
government’s residual operating cash deficit is just $3.3bn
larger than forecast in the Budget, while the government’s
closing cash balance in 2023/24 is about $1.9bn lower than
forecast in the Budget.

Fiscal outlook

June Year (aapc)

2022/23 2023/24 2024/25 2025/26 2026/27

OBEGAL $bn
Budget 2023 -7.0 -7.6 -3.6 0.6 3.2
PREFU 2023 -10.0 1.4 -6.2 -1.5 2.1

Bond Programme $bn

Budget 2023 28 34 32 30 24

PREFU 2023* 28 36 35 30 28

Looking across the whole forecast period, Treasury now
projects total NZGB issuance of $129bn in the four years to
2026/27, up $9bn from Budget 2023 (still less than the $12.7bn
cumulative deterioration in the OBEGAL balance over the
period). Allowing for maturities and repurchases of bonds
from the RBNZ (associated with the wind-down of the LSAP
programme), net NZGB issuance is expected to increase by
just over $49bn over the four year-period, lifting outstanding
issuance to about $202bn by the end of 2026/27.

In the media release accompanying the announcement, NZDM
noted that subject to market conditions, it expects to launch
two new nominal NZGB lines, via syndication, before the end of
the fiscal year. The maturities of these bond lines will be 15 May
2035 and 15 May 2054. As in the Budget forecast, gross issuance
into inflation-indexed bonds (I1B) is expected to be less than
$1bn in 2023/24. The composition of short-term borrowings will
include a minimum of US$1bn of ECP and $2bn of T-Bills.

Net core Crown debt as a % of GDP
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Disclaimer

Things you should know
Westpac Institutional Bank is a division of Westpac Banking Corporation ABN 33 007 457 141 (‘Westpac’).

Disclaimer

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

Country disclosures

Australia: Westpac holds an Australian Financial Services Licence (No. 233714). This material is provided
to you solely for your own use and in your capacity as a wholesale client of Westpac.

New Zealand: In New Zealand, Westpac Institutional Bank refers to the brand under which products
and services are provided by either Westpac or Westpac New Zealand Limited (“WNZL”). Any product
or service made available by WNZL does not represent an offer from Westpac or any of its subsidiaries
(other than WNZL). Neither Westpac nor its other subsidiaries guarantee or otherwise support
the performance of WNZL in respect of any such product. The current disclosure statements for the
NewZealand branch of Westpac and WNZL can be obtained at the internet address www.westpac.co.nz.

China, Hong Kong, Singapore and India: This material has been prepared and issued for distribution
in Singapore to institutional investors, accredited investors and expert investors (as defined in the
applicable Singapore laws and regulations) only. Recipients in Singapore of this material should contact
Westpac Singapore Branch in respect of any matters arising from, or in connection with, this material.
Westpac Singapore Branch holds a wholesale banking licence and is subject to supervision by the
Monetary Authority of Singapore. Westpac Hong Kong Branch holds a banking license and is subject
to supervision by the Hong Kong Monetary Authority. Westpac Hong Kong branch also holds a license
issued by the Hong Kong Securities and Futures Commission (SFC) for Type 1 and Type 4 regulated
activities. This material is intended only to “professional investors” as defined in the Securities and
Futures Ordinance and any rules made under that Ordinance. Westpac Shanghai and Beijing Branches
hold banking licenses and are subject to supervision by the China Banking and Insurance Regulatory
Commission (CBIRC). Westpac Mumbai Branch holds a banking license from Reserve Bank of India (RBI)
and subject to regulation and supervision by the RBI.

UK: The contents of this communication, which have been prepared by and are the sole responsibility
of Westpac Banking Corporation London and Westpac Europe Limited. Westpac (a) has its principal
place of business in the United Kingdom at Camomile Court, 23 Camomile Street, London EC3A 7LL,
and is registered at Cardiff in the UK (as Branch No. BR0O0106), and (b) authorised and regulated by the
Australian Prudential Regulation Authority in Australia. Westpac is authorised in the United Kingdom by
the Prudential Regulation Authority. Westpac is subject to regulation by the Financial Conduct Authority
and limited regulation by the Prudential Regulation Authority. Details about the extent of our regulation
by the Prudential Regulation Authority are available from us on request. Westpac Europe Limited is
a company registered in England (number 05660023) and is authorised by the Prudential Regulation
Authority and regulated by the Financial Conduct Authority and the Prudential Regulation Authority.

This communication is being made only to and is directed at (a) persons who have professional experience
in matters relating to investments who fall within Article 19(5) of the Financial Services and Markets Act
2000 (Financial Promotion) Order 2005 (the “Order”) or (b) high net worth entities, and other persons
to whom it may otherwise lawfully be communicated, falling within Article 49(2)(a) to (d) of the Order
(all such persons together being referred to as “relevant persons”). Any person who is not a relevant
person should not act or rely on this communication or any of its contents. The investments to which
this communication relates are only available to and any invitation, offer or agreement to subscribe,
purchase or otherwise acquire such investments will be engaged in only with, relevant persons.
Any person who is not a relevant person should not act or rely upon this communication or any of its
contents. In the same way, the information contained in this communication is intended for “eligible
counterparties” and “professional clients” as defined by the rules of the Financial Conduct Authority
and is not intended for “retail clients”. With this in mind, Westpac expressly prohibits you from passing
on the information in this communication to any third party. In particular this communication and, in
each case, any copies thereof may not be taken, transmitted or distributed, directly or indirectly into
any restricted jurisdiction. This communication is made in compliance with the Market Abuse Regulation
(Regulation(EU) 596/2014).
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Investment recommendations disclosure

The material may contain investment recommendations, including information recommending an
investment strategy. Reasonable steps have been taken to ensure that the material is presented in
a clear, accurate and objective manner. Investment Recommendations for Financial Instruments
covered by MAR are made in compliance with Article 20 MAR. Westpac does not apply MAR Investment
Recommendation requirements to Spot Foreign Exchange which is out of scope for MAR.

Unless otherwise indicated, there are no planned updates to this Investment Recommendation at
the time of publication. Westpac has no obligation to update, modify or amend this Investment
Recommendation or to notify the recipients of this Investment Recommendation should any
information, including opinion, forecast or estimate set out in this Investment Recommendation change
or subsequently become inaccurate.

Westpac will from time to time dispose of and acquire financial instruments of companies covered in
this Investment Recommendation as principal and act as a market maker or liquidity provider in such
financial instruments.

Westpac does not have any proprietary positions in equity shares of issuers that are the subject of an
investment recommendation.

Westpac may have provided investment banking services to the issuer in the course of the past 12
months.

Westpac does not permit any issuer to see or comment on any investment recommendation prior to its
completion and distribution.

Individuals who produce investment recommendations are not permitted to undertake any transactions
in any financial instruments or derivatives in relation to the issuers covered by the investment
recommendations they produce.

Westpac has implemented policies and procedures, which are designed to ensure conflicts of interests
are managed consistently and appropriately, and to treat clients fairly.

The following arrangements have been adopted for the avoidance and prevention of conflicts in interests
associated with the provision of investment recommendations.
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(if)  physical separation of various Business/Support Units;

(iii) and well defined wall/cell crossing procedures;

(iv) a“need to know” policy;
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(vi) steps by Compliance to ensure that the Chinese Wall/Cell arrangements remain effective and that
such arrangements are adequately monitored.
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212 389 1269. All disclaimers set out with respect to Westpac apply equally to WCM.
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may present certain risks. The securities of non-U.S. issuers may not be registered with, or be subject
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