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Preface

NZIER is a specialist consulting firm that uses applied economic research and analysis to provide a wide range of strategic advice to clients in the public and private sectors, throughout New Zealand and Australia, and further afield. 
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Our aim is to be the premier centre of applied economic research in New Zealand.  We pride ourselves on our reputation for independence and delivering quality analysis in the right form, and at the right time, for our clients.  We ensure quality through teamwork on individual projects, critical review at internal seminars, and by peer review at various stages through a project by a senior staff member otherwise not involved in the project.
Established in 1958, NZIER has offices in Wellington and Auckland.
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Executive Summary

AMP financial services commissioned NZIER to investigate four propositions. These are:

· New Zealand has an unusually high reliance on foreign capital.

· There is a growing gap between the output of New Zealand and the incomes of New Zealanders.

· The higher cost of capital has shaved investment spending and capital formation.

· In combination, these factors have contributed to low real income growth in a generation and a large decline relative to the rest of the world.

This report shows that there is some empirical evidence supporting these propositions.

Relative to other countries, New Zealand has a high reliance on foreign capital indicated by the second largest (behind Finland) negative net international investment position to GDP ratio in the OECD. This is partly the result of New Zealand running larger than OECD average current account deficits for 30 years.

The gap between GDP (income generated in New Zealand) and GNI (income accruing to New Zealanders) has widened over the past 30 years. However, this does not mean that New Zealanders are worse off compared to 30 years ago.

Looking at data from a range of countries we found that as a country becomes more dependent on foreign capital it tends to face a higher real interest rate. We do not quantify the size of the risk premium on interest rates due to the dependence on foreign capital. But a review of the literature suggests that the increase in interest rates as a result of the dependence on foreign capital may be small. There is some evidence to suggest that investment in New Zealand was lower than it might have been as a result of the positive risk premium.

The lower investment and implied lower stock of capital is likely to have contributed to low economic growth in New Zealand compared to the OECD average over the past 30 years. However, the small risk premium as a result of a high dependence on foreign capital is only a small piece in the puzzle of New Zealand’s slow growth. There are many other potential reasons, including the poor quality of investment. It is important to note that over the past ten years New Zealand’s real GDP per capita has grown quicker than the OECD average. The slow growth phase may be over, as the benefits from reform and a general decline in the cost of capital lift growth prospects.
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1. Introduction

AMP financial services commissioned NZIER to investigate four propositions. These are:

· New Zealand has an unusually high reliance on foreign capital.

· There is a growing gap between the output of New Zealand and the incomes of New Zealanders.

· The higher cost of capital has shaved investment spending and capital formation.

· In combination, these factors have contributed to low real income growth in a generation and a large decline relative to the rest of the world.

This report documents the findings of our investigations.

2. Reliance on foreign capital

In this section we investigate the first proposition: that New Zealand has an unusually high reliance on foreign capital. We do this by first looking at New Zealand’s current account balances.

New Zealand has run a current account deficit for thirty years, see Figure 1. This is analogous to the fact that New Zealand has invested more than it has saved over the past three decades (see Appendix A for illustration of the relationship between the investment, saving and the current account balance).

	

	Figure 1 New Zealand’s current account balance

Percent of GDP, March year
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The shortfall in domestic savings to fund domestic investment has been covered by foreign savings. That is, there has been a persistent net flow of capital into New Zealand over this period.

This history is important today because the net inflow adds to the net stock of foreign debt or foreign ownership. The summation of the net flows of capital, or the cumulative current account balance, over the years is one measure of New Zealand’s dependence on foreign capital today.

Figure 2 shows New Zealand’s cumulative current account balance since 1970. Over this period, capital flows have added over $82 billion to the stock of foreign debt and foreign ownership. The cumulative flow of capital is a reasonable measure of how dependent an economy is on foreign capital. However, such a measure omits valuation changes and other adjustments; for example, movements in asset prices or write-offs. The cumulative balance also depends on where we start accumulating from. And according to Brash (2002, p.2), there were substantial amounts of foreign debt and foreign ownership prior to 1975.

	

	Figure 2 Cumulative current account balance

New Zealand dollar millions, March year
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A better measure of how reliant New Zealand is on foreign capital is Statistics New Zealand’s international investment position data. These figures provide the value of New Zealand’s net foreign capital at a particular point in time. Latest figures show that as at 31 March 2003 total foreign investment in New Zealand was $178.3 billion, compared to total New Zealand investment abroad of $76.7 billion. Therefore, New Zealand’s net international investment position stands at -$101.5 billion.
 This equates to 80% of New Zealand’s GDP.

One must be careful when interpreting a comparison between a stock (net international investment position) variable to a flow (GDP) variable. At 80% of GDP, New Zealand’s net international investment position sounds high, but it is not unusual to have a net liability position in excess of one year’s income. For example, many people have a mortgage in excess of one year’s income.

To get a feel for whether this ratio was high we looked at the equivalent ratios for other OECD countries using data from the IMF. This provides an insight into how reliant New Zealand is on foreign capital compared to other countries.

	

	Figure 3 Net international investment position

Percent of GDP, calendar year 20011
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(1) Calendar year 2001 except for Netherlands, Slovak Republic, and Sweden, which are for calendar year 2000. Ireland, Mexico and Norway have been estimated using cumulative current account balances from 1975 to 2001 as a percent of GDP in 2001.

	


Unfortunately, data on the net international investment position for each country is not available. For most OECD countries these figures were available for calendar year 2001 with a few more available for calendar year 2000. For those countries where net international investment position data was not available, we used cumulative current account balances since 1975 as a proxy. No appropriate data was found for Luxembourg, and thus it has been omitted.

The above data difficulties reflect but one problem in making international data comparisons. Measurement difficulties, which may vary across countries, are another reason why comparisons need to be viewed as indicative only. Keeping this in mind, Figure 3 nevertheless suggests that New Zealand is highly dependent on foreign capital compared to other OECD nations.

Other ways of looking at the same thing also suggests that New Zealand has a high dependence on foreign capital compared to other OECD nations.

The cumulative current account balances from 1975 to 2001 compared to GDP in 2001 shows New Zealand as the OECD nation that is most dependent on foreign capital. New Zealand’s ratio is over 93%.

This reflects the fact that New Zealand’s current account deficit averaged 4.9% of GDP between 1975 and 2001. The average OECD current account deficit over the same period was 0.8% of GDP.

These results lend support to the first proposition: that New Zealand has an unusually high reliance on foreign capital.

3. The gap between output and income

3.1 GDP and GNI

Having established that New Zealand has a high reliance on foreign capital, we now turn to the second proposition: that there is a growing gap between the output of New Zealand and the income of New Zealanders. One consequence of foreign investment in an economy is that a portion of domestically generated income accrues to foreigners, due to the ownership of domestic based assets. Likewise, if domestic residents own assets overseas then they will gain income that has been generated offshore. These net income flows with the rest of the world is the difference between gross domestic product (GDP) and gross national income (GNI); see Appendix A for a description of this relationship.

New Zealand is a net debtor to the world, as indicated by the negative net international investment position discussed in Section 2. This means that GDP is larger than GNI in New Zealand. In the year to March 2003 it is estimated that New Zealand’s GDP was $126.3 billion whereas New Zealand’s GNI was $119.2 billion.
 That is, more income was generated in New Zealand than accrued to New Zealanders in that year.

GDP growth is the most commonly used measure of economic performance across the world. It measures the increase in value added within a country, irrespective of whether the firms within the country are foreign owned. However, for countries with persistent current account deficits GDP growth will tend to overstate growth in domestic residents’ income. That is, an increasing share of domestically generated income will accrue to foreign owned resources.

To investigate the second proposition we need to calculate this ratio over time. Unfortunately, official statistics for GDP and GNI do not extend back in time as far as we require on a consistent basis. As a result, we have had to use what statistics are available to construct estimates for these variables.

Figure 4 shows GNI as a percent of GDP from 1970 through to 2003. It is clear from this chart that GNI has become a smaller proportion of GDP over the past 30 years or so. Beginning at 98.0% of GDP in 1970, GNI has fallen to be 94.4% of GDP in 2003.
 It is worth noting that the decline has not been uniform, with some periods where the ratio actually rose e.g. from 1986 to 1991 and from 1997 to 2003. Also, following the financial reforms of the mid-1980s, including the floating of the New Zealand dollar in 1985, the ratio has lifted – from 93.9% in the year to March 1986 to 94.4% in the year to March 2003.

It is not clear from eyeballing Figure 4 whether the long term downward trend has ceased or the periods from 1986 to 1991 and from 1997 to 2003 are temporary upward blips. We have not statistically tested for the presence of a structural break in this ratio.

	

	Figure 4 GNI to GDP ratio

Ratio, March year
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3.2 Interpretation of the GNI to GDP ratio

Care needs to be taken when interpreting the GNI to GDP ratio. A lower ratio simply means that more of the income generated in New Zealand is accruing to overseas based resources, including capital. It does not mean that New Zealanders are worse off. Indeed, it is probable that the use of foreign capital has lifted New Zealanders incomes (GNI) both directly through higher employment and higher wage and salary payments and also indirectly through the spillover or multiplier effects.

The extent to which foreign investment lifts incomes of New Zealanders may depend on what type of investment is undertaken. It is interesting to note that New Zealand’s growth in economic activity (GDP) and indeed growth of New Zealander’s income (GNI) has been higher in the past 10 years than in the previous 20 years (see Section 5). This has occurred at a time when foreign direct investment in New Zealand has been considerably higher than in the past (OECD (2002), p.102). Collins et al (1998) note that such investment gives New Zealand businesses access to foreign technology and business management practices, positive factors for economic growth.

We can say though that had New Zealand savings been higher then the GNI to GDP ratio would also have been higher.

4. Cost of capital and capital formation

The third proposition states: that a higher cost of capital has shaved investment spending and capital formation. Before looking at this, we need to make the link between New Zealand’s dependence on foreign capital and the cost of capital in New Zealand. Hence we need to look at the following two questions:

· Has New Zealand’s dependence on foreign capital raised our risk premium and hence our cost of capital?

· If our cost of capital has been higher, what has been the impact on capital formation?

Answers to these questions are complex and depend on many variables. Rather than attempting to answer these questions precisely, we look at the broad relationships involved and draw some conclusions from the economic literature.

4.1 Cost of capital and the risk premium

Real long term interest rates are key determinants of saving and investment behaviour over the longer term. Given their influence on capital formation and hence the stock of capital available to the economy, they are a fundamental determinant of growth.

The cost of capital is different for different economic agents. Despite this, we use long term government bonds as the measure of long term interest rates. This follows other papers that compare interest rates across countries, including Orr (1995), O’Donovan et al (1996) and Conway and Orr (2002). These papers outline the benefits of using these rates, these include:

· Availability.

· Relatively comparable across countries and through time.

· Low default risk.

We then subtract a measure of inflation expectations from the long term bond rate to obtain a measure of real interest rates.
 Figure 5 shows New Zealand’s real long term interest rates over the past 30 years.
 The negative real interest rates that persisted pre-financial deregulation were in part due to the high inflation in the 1970s and 1980s. With many interest rates being controlled at artificially low levels, this made the real return on savings invested in fixed interest securities negative. This situation changed markedly in the mid-1980s with real interest rates turning positive (Brash, 1998, p.12).

	

	Figure 5 Real long term interest rate

Percent, March year
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These days long term real interest rates in New Zealand can be thought of as being equal to the world real interest plus a risk premium. Therefore, rates in New Zealand will move when either world rates move or the risk premium moves. Explanations for the risk premium include:

· Market volatility.

· Inflation volatility.

· Fiscal sustainability.

· Credibility of the central bank.

· Exchange rate volatility.

· Current account or external debt positions (where these imply persistent imbalances between saving and investment at a national level).

· Lack of liquidity.

· Policy stability.

· Home bias (especially for large country investors who do not see domestic and foreign assets as perfect substitutes).

A measure of New Zealand’s risk premium is the gap between New Zealand’s real interest rate and the real interest rate in the US.
 This is shown in Figure 6. The real interest rate differential was variable and generally negative in the pre-reform period, a result of artificially low nominal rates and high and variable inflation. Post reform, the real interest rate differential turned positive, but has declined significantly from the early 1990s. The question we are considering here is: has New Zealand’s reliance on foreign capital contributed to our risk premium?

	

	Figure 6 New Zealand’s risk premium

Real interest rate differential, March year
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One way of looking at this is to compare the current account balance with the real interest rate differential. However, a current account deficit (or a widening of the existing deficit) in any particular year need not raise the risk premium. To raise the risk premium there would need to be a persistent deficit, that would lead to expectations of imminent exchange rate depreciation, which would then require an interest rate premium as compensation. This is consistent with empirical evidence from O’Donovan et al (1996) and Conway and Orr (2002) where both studies found that annual current account balances did not influence real interest rates in the long run. They suggest that markets take more notice of medium term trends and discount short run business-cycle related movements in the current account balance. Using say a five year average of the current account balance as a percent of GDP would be more appropriate.

Regardless of the measure of the current account balance, it is only one factor influencing real interest rates. Changes in other variables, including variations due to the business cycle, will also affect real interest rates (see Orr (1995) Figure 3, for an illustration of the relationship between real interest rate differentials and major macro economic variables across OECD countries).

Another way of looking at whether reliance on foreign capital contributes to real interest rate differentials is by comparing differentials across countries. Figure 7 shows the relationship between a country’s real interest rate differential with the US and their net international investment position as a percent of their GDP.

	

	Figure 7 Real interest rate differentials and IIP

Real interest rate differentials (x-axis) and net international investment position as a percent of GDP (y-axis)
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The main result from this chart is the negative correlation between real interest rate differentials and net dependence on foreign capital. The simple correlation coefficient between the two variables is -0.2. This suggests that the more dependent on foreign capital a country becomes the higher the real rate of interest.

Orr (1989, p. 84) argued that higher domestic savings would generally be expected to reduce external finance rather than significantly lower the cost of capital and raise domestic investment (as would be likely to happen in a closed economy). This was because New Zealand is small and has a reasonable well developed capital market that is well connected to world capital markets, and thus the link between domestic saving to domestic investment and growth are relatively weak. In fact, Orr found that domestic savings did not constrain domestic investment at all during 1966 to 1987.

However, Figure 7 shows a negative relationship between the dependence on foreign capital and real interest rate differentials, even for smaller countries as illustrated by the lower line. This runs counter to the idea that small countries face an infinitely inelastic supply of capital at the world interest rate. As the net international investment position climbs, it appears the risk premium for that country rises thus giving some elasticity to the net foreign financing with respect to real interest rates.

Recent work by the International Monetary Fund has found a similar result to that shown in Figure 7. ‘Empirical analysis (including by the staff) suggests that the risk premium on international borrowing by New Zealand is positively related to the level of New Zealand’s external debt’ (IMF, 2003a, p. 18).

This gets us some way to answering the third proposition. There is some evidence that New Zealand’s high dependence on foreign capital has lifted New Zealand’s risk premium. The next questions are how much does the high dependence on foreign capital lift the premium and what effect does it have on domestic capital formation?

Previous studies can shed some light on the possible size of this premium. Each use a similar set up, with the dependent variable being real ex ante pre-tax long term interest rate. This is regressed on various variables, one of which is a five year moving average of the current account balance as a proportion of GDP. This is an indicator of a persistent domestic saving-investment imbalance. The regressions are pooled time series over a sample of OECD countries. Table 1 shows the coefficient on the current account variable in the regression results from these studies.

These results show that for an increase in the structural current account balance equivalent to 1% of GDP, real interest rates will rise by just under 20 basis points. This is a small positive premium on having a long term saving-investment imbalance. To complete the discussion on the third proposition we now consider the effect that the higher real interest rate may have had on capital formation.

	

	Table 1 Current account effect on real interest rates



	Study
	Long run coefficient(1)

	Orr et all (1995)
	-0.15(2)

	O’Donovan et al (1996)
	-0.16

	Conway and Orr (2002)
	-0.19

	Note:
(1)  Percent point increase in real interest rates for a one percentage point increase in the five year moving average of the annual current account balance as a percent of GDP.

(2)  This coefficient was found for the estimation period 1981 to 1994. The same equation was also estimated over the longer period 1975 to 1994 and the coefficient was –0.23.

	Source:
NZIER

	


Before doing that, we note a couple of additional points from Figure 7:

· The countries are grouped according to their size. The small countries tend to be ‘lower’ in the chart, indicating that they can take on more debt relative to their GDP than larger countries at a given interest rate differential. The larger countries tend to be closer to the origin. Both groups appear to face a rising premium as the level of net debt rises.

· There is a possibility that the relationship between the risk premium and the net international investment position is non-linear. In other words, for a country that borrows more and more, real interest rates rise by disproportionately more with each increment in debt.

4.2 Cost of capital and capital formation

The positive risk premium as a result of a high dependence on foreign capital would have shaved investment. While it is generally thought that rises in real interest rates have a downward effect on investment, empirical evidence is mixed (Hunn et al, 1989, p. 38).

The impact of New Zealand’s relatively high real interest rates that, as shown above, can be partly blamed on our dependence on foreign capital shows up in our investment figures. Table 2 shows that New Zealand’s investment as a share of GDP has tended to be lower than the OECD average. There are obviously more factors at play than solely the cost of capital in determining the rate of investment.

	

	Table 2 Investment to GDP ratio

Ratio

	
	1971 to 1980
	1981 to 1990
	1991 to 2000
	1996
	1997
	1998
	1999
	2000

	New Zealand
	
	
	
	
	
	
	
	

	Business
	11.8
	12.6
	11.2
	12.8
	11.4
	11.5
	10.8
	11.5

	Machinery/equip
	
	
	6.3
	6.8
	6.2
	6.1
	5.8
	6.6

	Residential
	4.7
	4.1
	5.3
	6.1
	6.3
	5.3
	5.7
	5.4

	Australia
	
	
	
	
	
	
	
	

	Business
	17.4
	18.2
	14.9
	15.4
	15.6
	15.9
	15.9
	14.3

	Machinery/equip
	7.5
	8.5
	8.0
	8.6
	8.9
	8.7
	8.5
	8.1

	Residential
	4.9
	4.7
	5.0
	4.2
	4.6
	5.1
	5.3
	5.6

	US
	
	
	
	
	
	
	
	

	Business
	11.3
	11.9
	11.4
	11.5
	12.0
	12.5
	12.7
	13.1

	Machinery/equip
	7.3
	7.7
	8.5
	8.6
	8.9
	9.3
	9.6
	9.9

	Residential
	5.0
	4.3
	3.9
	4.0
	3.9
	4.1
	4.4
	4.3

	EU
	
	
	
	
	
	
	
	

	Business
	14.1
	13.0
	12.4
	11.9
	12.3
	12.9
	13.1
	13.6

	Machinery/equip
	10.4
	9.6
	9.1
	8.8
	8.9
	9.4
	9.6
	9.9

	Residential
	6.7
	5.5
	5.0
	4.8
	4.9
	4.9
	5.1
	5.1

	OECD
	
	
	
	
	
	
	
	

	Business
	14.7
	13.8
	13.1
	12.8
	13.2
	13.8
	13.7
	14.0

	Machinery/equip
	9.9
	9.6
	9.1
	9.2
	9.3
	9.5
	9.5
	10.0

	Residential
	6.3
	5.4
	5.0
	5.0
	5.0
	4.9
	4.9
	4.8

	Source:
OECD (2002), Table 19, p. 81

	


New Zealand’s business investment rate compared to the US business investment rate reflects the risk premium. During the 1970s and 1980s, when the risk premium was negative on average, New Zealand had a higher investment rate than the US. This turned around during the 1990s when the risk premium was positive on average, New Zealand’s investment rate became smaller than that in the US, albeit by a small amount. This suggests that the risk premium affects investment and that if the risk premium was lower, investment in New Zealand would have been higher.
The low investment rates in New Zealand, partly as a result of the higher real interest rates, means that New Zealand’s capital stock is lower than it might have been.

In summary, there is some evidence to support the third proposition that: the higher cost of capital has shaved investment spending and capital formation. We now discuss the effect of this on real income growth. That is, the fourth proposition.

5. New Zealand’s growth performance

The fourth proposition suggests that: in combination the factors confirmed in the first three propositions have contributed to low real income growth in a generation and a large decline relative to the rest of the world.

To answer this we need to look at what has happened to real GDP and real GNI in New Zealand over the past 30 years. Figure 8 shows that real GDP per capita has grown at a quicker pace that real GNI per capita over this period. This is a similar result to what we found in Section 3.1. Figure 8 also draws out the point that for countries with persistent current account deficits growth in GDP per capita will overstate growth in domestic residents’ income.

	

	Figure 8 Real GDP per capita and real GNI per capita

Dollar millions, 1995/96 prices
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Between 1970 and 2003, New Zealand’s real GDP per capita has grown at a compound rate of 1.35%. This compares with real GNI per capita growth of 1.24% over the same period. This apparently small difference in growth rate can make a large difference over a long period of time. The gap between the two measures in 1970 was just under $400 (in 1995/96 prices). By 2003, the gap has widened to just under $1,600 (in 1995/96 prices). Real incomes of New Zealanders were 50% larger in 2003 than they were in 1970.

However, despite this growth New Zealand has had a large decline in incomes relative to the OECD average, see Figure 9. Between 1970 and 2001 real GDP per capita in the OECD grew by 1.96%.

Figure 9 also shows New Zealand’s real GNI per capita. The gap between New Zealand’s GDP and GNI is likely to be larger than the equivalent gap on average in the OECD, given that New Zealand ran a larger current account deficit on average over this period (as noted in Section 2). This means that the gap between New Zealand’s real GNI per capita and the average OECD’s real GNI per capita will be larger than the gap between the respective real GDP’s per capita.

	

	Figure 9 Real incomes per capita

Index, base 1970 = 100
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It is probable that New Zealand’s dependence on foreign capital contributed to this slow growth. The low investment rates in New Zealand over the past three decades, partly as a result of the higher real interest rates via an enhanced premium, means that New Zealand’s capital stock is lower than it would have otherwise been. Provided that the marginal product of capital is positive, this lower level of capital stock means that real GDP and real GDP per capita would have been lower than they otherwise would have been.

This lends support for the fourth proposition. A high reliance on foreign capital and the associated positive risk premium on our interest rates has contributed to low real income growth and a large decline relative to the rest of the world.

The small risk premium as a result of a high dependence on foreign capital is only a small piece in the puzzle of New Zealand’s slow growth. There are numerous other potential reasons for our slow growth. OECD (2002) summarised some of the possible key reasons for New Zealand’s slower growth. These include:

· The possibility that growth was suppressed by the fact that New Zealand is too small and too far away from major world markets.

· New Zealand’s comparative advantage is in slow-growth export commodities.

· The cost of capital is too high (partly as a result of the dependence on foreign capital described in this paper).

· The poor quality of investment.

· Long lags in the effects of reforms.

This last point is worth expanding on. It is important to note that over the past ten years New Zealand’s real GDP per capita has grown quicker than the OECD average. Furthermore, New Zealand’s real GNI per capita has expanded quicker than real GDP per capita. Real GNI per capita grew by 2.56% between 1993 and 2003, considerably faster than its rate of growth over the previous twenty years. The slow growth phase may be over, as the benefits from reform and a general decline in the cost of capital lift growth prospects.
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: Economic relationships

This appendix aims to illustrate relationships between economic variables, so that the body of the report can remain focused on investigating the four main propositions.

There are some economic identities that are central to the issues discussed in this report. These are the relationship between:

· Gross domestic product, gross national income and gross national disposable income.

· Investment, savings and the current account balance.

· The current account balance, capital flows and the international investment position.

A.1 National aggregates

In an open economy, the value of output produced at home (GO) must equal aggregate spending on all goods and services, both domestic and foreign. Domestic spending is the sum of private consumption of goods and services (C), gross domestic investment (I), government consumption expenditure on goods and services (G), and goods and services used in the process of producing other goods and services (IC), net of imports of foreign goods and services (M). Exports (X) are an additional source of demand for domestic goods and services. Thus, by definition, output is:
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(1)

Gross domestic product (GDP) is the difference between the value of output and the value of goods and services used in the process of producing the output. That is:
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(2)

Combining equations (1) and (2) we get:
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(3)

GDP is a measure of income generated in New Zealand. This is different to income that is available to New Zealanders. Gross national income (GNI) measures the income of New Zealand residents from the ownership of resources (whether domestic or overseas) and is equal to GDP plus the net income from the rest of the world (NIROW). That is:
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(4)

Gross national disposable income (GNDI) is a measure of total incomes New Zealand residents receive. This is obtained by adding net international transfers (NT) to GNI. That is:
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(5)

Domestic saving (S) is defined as total income minus consumption (both private and public). So:


[image: image15.wmf]G

C

GNDI

S

-

-

=



(6)

The current account balance (CAB) is the sum of the balance of trade in goods and services, net income from the rest of the world and net transfers. That is:


[image: image16.wmf]NT

NIROW

M

X

CAB

+

+

-

=



(7)

Substituting (3) and (4) into (5) and rearranging gives:
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(8)

Then substituting (6) and (7) into (8) and rearranging gives:
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Equation (9) states that the current account balance is the difference between domestic saving and gross domestic investment.

A.2 Capital

The double-entry bookkeeping system used in the compilation of the balance of payments means that the current account balance is matched (in theory) by flows of capital. For example, a current deficit means we are spending more internationally than we are earning. To pay for the difference we must either increase net inflows of capital transfers (increase net sales of intangible assets and net migrant inflows) (NKT), borrow more funds (increase net international liabilities in the form of direct, portfolio, or ‘other’ investment) (NFI) or use up some of our foreign exchange savings (an outflow of reserves) (RT). These sets of ‘financing’ transactions are recorded in the capital and financial accounts (Statistics New Zealand, 2001). Therefore:
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The financial flows generate changes in the stocks of international assets and liabilities (as do valuation changes and other adjustments). These changes in assets and liabilities from quarter to quarter determine the change in the net international investment position. The stocks of assets and liabilities, in turn, earn a rate of return (interest, dividends or profits) that appears in the current account as investment income.

A proxy for the international investment position is the cumulative current account balance over time. This is because the annual current account balance approximates the change in the net international investment position in that period (it excludes valuation changes and other adjustments).

: Data

The section briefly describes the data used in this report.

The current official series of real GDP, the 1995/96 chain weighted volume series, begins in March year 1988. In this paper we use data from Briggs (2003) that extends the current official series back to 1970 using previously released information from Statistics New Zealand. We do the same for nominal GDP. The INFOS identifiers for the current GDP series used in our dataset are SNCA.S1RB01 and SNCA.S1NB01.

Nominal GNI is calculated by adding the net international investment income flows from the balance of payments to nominal GDP. The balance of payments figures are from Statistics New Zealand. Real GNI was calculated using the GDP deflator. The INFOS identifiers for the international investment income flows are BOPA.S5Y3M and BOPA.S4AC3B2. The GDP deflator was derived from the nominal and real GDP series.

Data on New Zealand’s current account balance is from Statistics New Zealand. The current official series extends back to March year 1988. We have used information previously released by Statistics New Zealand to take this series back to 1970. The INFOS identifiers for the current account are BOPA.S5AC3 and BOPA.S4AC3.

Country data for international investment positions was sourced from the IMF (2002), some via Datastream.

Country data for nominal GDP was sourced from the OECD via Datastream. Country data for real GDP was sourced from the OECD via Briggs (2003).

Country data for long term interest rates were sourced from the OECD via Datastream.

Country data for consumer prices were sourced from the IMF via Datastream.

�	Figures do not sum precisely due to rounding.


� 	New Zealand’s nominal GDP for the year to March 2003 has not yet been released. The figure presented here for GDP is GDE the expenditure measure of GDP.  GNI has been estimated using the net income flows from New Zealand’s balance of payments statistics.


�	See � REF _Ref45029553 \n \h ��Appendix B� for a description of the data used in this report.


� 	Statistics New Zealand (2003) shows that this ratio remained fairly steady at around 98% from 1947 through to the first oil shock of the early 1970s.


� Assuming other things constant and that the marginal product of capital is positive.


� 	We use a three year centred moving average of the annual CPI inflation rate as a proxy for inflation expectations.


� NZIER’s forecast of annual CPI inflation for March year 2004 from the September 2003 issue of Quarterly Predictions has been used in the calculation of the real interest rate for 2003.


� We use the US real interest rate as a measure of the world real interest rate. Also, a forecast of the US CPI inflation for March year 2004 was needed in the calculation of the US real interest in 2003. The forecast was based on Consensus Forecasts (2003).


�	These results are not strictly comparable as the IMF use net public debt in their analysis. They acknowledge that it would have been preferable to include total external debt also (IMF, 2003b).


� See also Briggs et al (2001).


� INFOS is Statistics New Zealand’s statistical database. It stands for Information Network for Official Statistics.
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