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Foreword

The Budget Estimates (the Estimates) are tabled in Parliament alongside each Appropriation Bill. It
presents the best information that the government holds on revenue, expenditure, aid, and debt
funding at the time of publication. Data was finalised at the following dates in the preparation of this
document:

Economic forecasts 03 May 2023 Fiscal forecast Shocks 08 May 2023
Tax Revenue forecasts 03 May 2023 Document Text 14 May 2023
Fiscal forecasts 07 May 2023

Economic and fiscal situations can evolve quickly therefore readers are advised to contact the
Ministry of Finance and Economic Management (MFEM) where concerns may exist regarding the
currency of information presented in this document. In any circumstance where a discrepancy may
exist between the amounts presented in the Appropriation Bill/Act and the Estimates, the
Appropriation Bill/Act should be regarded as correct.

The Estimates are prepared using information and contributions from multiple government agencies.
MFEM acknowledges these contributions including the support provided in preparing the Estimates,
and notes that questions on these chapters should generally be directed to the relevant agency.

Chapter Agency

National Sustainable Development Agenda Office of the Prime Minister

State-Owned Enterprises Cook Islands Investment Corporation

Public Sector Staffing Office of the Public Service Commissioner

Capital Expenditure Infrastructure ~ Committee, Cook Islands

Investment Corporation, Infrastructure Cook
Islands, Office of the Prime Minister, MFEM-Major
Projects & Procurement Support Division

Revenue data and other information was contributed by the following agencies:

Ministry of Agriculture Ministry of Justice

Ministry of Marine Resources Cook Islands Investment Corporation
Financial Services Commission Cook Islands Police Service

Ministry of Transport Ministry of Internal Affairs

Ministry of Foreign Affairs and Immigration Office of the Prime Minister

The Economic Planning Division also acknowledges the contributions of the following divisions of
MFEM:

Chapter Division

Tax Expenditure Revenue Management Division
Crown Debt and Net Worth Treasury Management Division
Office Development Assistance Development Coordination Division

And finally, the contribution of the Budget Support Group and the Office of the Public Service
Commissioner in reviewing each agency’s proposed business plan and budget proposals.

Economic Planning Division
Ministry of Finance and Economic Management
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1. Budget Overview

1.1. Summary

The 2023/24 Budget confirms the Cook Islands government’s commitment to responsible fiscal and
economic management, in the context of an early recovery from the severe economic shock and
recession of the COVID-19 pandemic, with associated impacts to government revenues.

Government has sought to maintain expenditure levels at pre-pandemic levels to continue providing
economic stimulus to the Cook Islands economy and adjust for inflationary impacts on expenditure.
This is limited by fiscal balances that are especially binding in 2023/24 — 2024/25, until economic
recovery is further established and government revenues improve.

The scale of the economic shock necessitated the use of the Exit Clause of the Fiscal Responsibility
Rules (fiscal rules) from the 2019/20 Supplementary Budget until the 2022/23 Budget, enabling the
Economic Response Plan (ERP), use of the Stabilisation Account in 2020/21 and additional debt
funding. The continued use of the Exit Clause in the 2021/22 Budget enabled the Economic Recovery
Roadmap (ERR) and some continued support measures of the ERP.

Revisions to the fiscal rules were implemented in the 2022 Medium-term Fiscal Strategy (MTFS) due
to the changed economic conditions, however the Exit Clause was utilised again in 2022/23 to
continue the ERR, the COVID-19 Medical Fund, and the servicing of debt obligations. This is in-line with
the stated aims of the MTFS, which emphasises the need for counter-cyclical fiscal responses.

With economic recovery underway, the triggers for the Exit Clause, in terms of either specific fiscal
rules or specified expenditure outside the limits of the MTFS, have passed, and the 2023/24 Budget
seeks to return to the fiscal limits imposed by the MTFS.

Government’s focus in the 2023/24 Budget is on continuing sustainable recovery, and the
implementation of measures that support economic growth towards and beyond pre-pandemic levels.
The 2023/24 Budget continues to emphasise the following policy elements:

e Increasing revenue over the medium-term without increasing the tax burden on society, through
economic growth and by ensuring that tax legislation is enforced in an equitable manner.

e Investingininfrastructure that will ensure the sustainability of economic growth and the resilience
of the economy to climate change,

e Focusing the efforts of government departments on core deliverables, and

e Providing support to vulnerable sectors of the community and the development of a socially
vibrant Cook Islands.

Key budget measures to meet these policy elements include:

o targeted funding for the Seabed Minerals and Marine Resources sectors to position these to
support ongoing economic growth,

e increases in rates for our most vulnerable welfare recipients — Destitute, Caregiver and Power
Subsidy,

e continuing the ERR to implement measures that promote sustainable economic recovery,

e Pa Enua transportation links through air and sea infrastructure upgrades to improve access to the
island communities,

e investments in water and sanitation through To Tatou Vai (TTV) Limited and the Mei Te Vai Ki Te
Vai (MTVKTV) programme, and

e reprioritisation of funds to support government operations and the above key budget measures.



1.2. Economic performance and outlook
The COVID-19 pandemic had a severe impact on the Cook Islands economy with two consecutive years
of negative economic growth, with a revised impact® of a 41.1 per cent fall in Gross Domestic Product
(GDP), peak-to-trough, versus an estimated 50-60 per cent estimated impact without the
interventions of the ERP and ERR.

Figure 1-1 Nominal GDP growth, annual percentage change
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In 2022/23, borders have been open to primarily the New Zealand and Australian markets for 10
months and are due to open up to other markets in the last quarter, with total arrivals estimated at
129,000. Nominal GDP growth is forecast to be 21.6 per cent by the end of the financial year.

This growth is partially due to inflation, driven by the increase in fuel prices and supply chain issues
brought about by the Russia and Ukraine war. However, this appears to have peaked in September
2022 as prices have slowed in the last two quarters, and expected to follow this trend going forward.

With an improvement in airline links and travel restrictions lifting around the world, the Cook Islands
is expected to see visitor arrivals pick up in the last quarter of 2022/23. And in 2023/24 visitor arrivals
are forecast at just over 165,000 which brings us closer to pre-pandemic levels, and further nominal
GDP growth of 12.1 per cent.

1.3. Fiscal performance and outlook

Total revenue for 2022/23 is estimated at $182.0 million, an improvement of $3.1 million on 2021/22
results, with taxation revenue improving by $23.7 million, driven primarily by a recovery in value

1 The Cook Islands Statistics Office (CISO) with the International Monetary Fund (IMF) improved the robustness of the
National Accounts statistics in 2023. This work produced considerable revisions to the estimates for GDP, particularly the
pandemic-affected years. While revisions are common in these statistical series, the pandemic-disruption meant that data
collection faced more difficulties, resulting in a larger than normal revision. More information available at:
https://www.mfem.gov.ck/images/ECON/Note on Cook lIslands GDP_Revisions.pdf
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added tax (VAT) of $16.8 million with the return of tourists to the economy. These offsets the decrease
in other revenue which fell $1.0 million excluding budget support funding, and a fall of $20.7 million
when budget support is included. Government trading revenue is estimated to have fallen by $0.3
million to $5.0 million.

Budget support funding from New Zealand contributed a total of $21.4 million in other revenue in
2022/23, consisting of $6.4 million of residual funds from the budget support provided in 2021/22,
and an additional $15.0 million provided in 2022/23.

Taxation revenue is projected at $162.2 million for 2023/24, an increase of $32.1 million (24.7 per
cent) on the 2022/23 estimated taxation revenue. The increase is primarily attributable to a recovery
in company tax levels ($19.1 million after large refunds in 2022/23), with smaller increases in VAT
(5.0 million), income tax ($2.8 million) and Departure Tax ($2.7 million) attributable to ongoing
economic recovery.

Other revenue is forecast to improve by $5.1 million excluding budgetary support, and by $6.4 million
including Core Sector Support funds provided by New Zealand (which have increased to $9.1 million
for 2023/24). Government trading revenue is projected to remain steady at $5.0 million.

Total operating expenditure in 2022/23 is estimated to be $166.6 million, a fall of $36.8 million versus
2021/22 and primarily attributable to the end of the economic support payments of the ERR
(continued ERP payments). Ministry Output expenditure was generally steady on 2021/22 levels,
noting an estimated increase in POBOC expenditure of $4.1 million, of which $3.0 million was the
transfer of funding from Administered Payment to POBOC for To Tatou Vai.

Forecast expenditure for 2023/24 is estimated at $200.0 million (assuming full expenditure), with
ministry personnel expense of $71.5 million (versus $63.3 million in 2022/23) and administered
payments of $52.8 million (versus $27.0 million — primarily a result of reappropriation). Depreciation
expense increases by $1.4 million.

Estimated Cook Islands Government (CIG) capital expenditure in 2022/23 is broadly steady with
2021/22 results at $22.3 million (versus $23.8 million), and is forecast at $22.8 million in 2023/24,
inclusive of reappropriated funds.

No new debt funding was required in 2022/23, and with economic conditions and fiscal balances
improving, further draw downs on debt are not projected across the medium-term.

A fiscal surplus of $7.2 million is estimated for 2022/23, a $42.0 million improvement on the
$34.8 million deficit recorded in 2021/22. A further fiscal deficit of $8.3 million is forecast for 2023/24
and will be funded from cash reserves, noting that this is reliant on full expenditure, and a fiscal surplus
is possible. Fiscal surpluses of approximately $7.7 million and $9.4 million, respectively, are projected
in 2024/25 and 2025/26.

Forecast movements and relationships between revenue, expenditure and the operating and fiscal
balances are presented in Figure 1-2 and Table 1-1.



Figure 1-2 Fiscal Performance and Medium-term Fiscal Outlook ($’000)
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Net Debt to GDP is projected to have peaked and has begun reducing as GDP recovers. Economic
forecasts are skewed conservatively, whilst operating and fiscal balances and cash reserves are
projected to be low, there is greater upside risk in the projections.

Table 1-1 Summary Fiscal Position

s 20_22/23 2023/24 2024/25 2025/26 2026/27
3 million Estimated Budget Projection Projection Projection
Actual Estimate
Operating Balance ($m) 154 -0.9 9.6 13.2 21.8
Fiscal Balance surplus/deficit (Sm) 7.2 -8.3 7.7 9.4 17.1
Working Capital (Sm) 67.7 48.3 43.1 37.2 36.8
Stabilisation Account 3.5 3.5 3.5 3.5 3.5
Surplus (Shortfall) Funding 6.8 0.0 0.0 0.0 0.0
Net Debt, Percentage of GDP 45.6 37.8 33.6 29.2 24.8
Table 1-2 Fiscal Rules performance
2022/23 2023/24
Rules Unit Threshold  Estimated Budget 20.24/?5 20.25/?6 20.26/?7
Actual Estimate Projection  Projection Projection
Cash reserves Month 3 5.3 3.1 2.9 2.5 2.5
Net debt to GDP % 55/65 45.6 37.8 33.6 29.2 24.2
Not Not Not Not Not
Investment Rule™ % > Binding Binding Binding Binding Binding
Estimated Expenditure $m 2% growth 135.8 157.2 159.8 160.7 159.3
Expenditure Limit 153.6 162.7 166.4 163.0 164.0

*Not Binding’ indicates that the rule threshold has not been exceeded.

The estimated performance against the fiscal rules is based on conservative economic and fiscal
estimates, which assume a gradual economic recovery and full expenditure of government’s
appropriation in each year. Considering the significant uncertainty inherent in the forecasts due to the
ongoing impacts of COVID-19, a conservative approach remains prudent. For a more detailed analysis,

see Chapter 2.



2. Medium-term Fiscal Strategy

This chapter provides an update to the Cook Islands Government’s Medium-term Fiscal Strategy
(MTFS) for the period 2023/24 to 2026/27 which was published in the 2022/23 Half Year Economic
and Fiscal Update (HYEFU) as the Budget Policy Statement. The MTFS reconfirms the government’s
commitment to sound fiscal and economic management, within the context of the early-stages
recovery from the economic shock.

Due to several significant changes to revenue and expenditure assumptions, the 2023/24 — 2026/27
MTFS has been recalculated to factor in these changes, with the revised MTFS presented below.

2.1. Note on the Budget and the Fiscal Framework

The MTFS is based on economic and fiscal data and forecasts available at the time of the Budget Policy
Statement?. It determines government’s Medium-term Expenditure Ceilings (MTEC) for each year of
the medium-term, and these ceilings are applied to total operating expenditures and capital
investments.

The fiscal rules were revised in the 2022/23 Budget Policy Statement to more accurately reflect the
economic context. The changes included:

e prioritising the Cash Reserves Rule

e increasing the limits of the Net Debt Rule to 55 and 65 per cent of Gross Domestic Product (GDP)

e making the focus of the Expenditure Rule more specific to expenses over which government has
discretion, excluding contractual requirements such as debt servicing expenses

e establishing an Investment Rule which restricts government expenditure if the Net Debt levels
exceed 55 per cent of GDP.

Please refer to the Medium-term Fiscal Framework (MTFF) Update document? or the 2021/22 HYEFU
for more information.*

2.2, Medium-term Expenditure Ceilings

The MTEC was determined based on the economic context and in adherence with the fiscal rules at
the time of publishing the Budget Policy statement. The overall MTEC is used to determine individual
MTEC’s for each government department.

Table 2-1 shows the expenditure limit and fiscal space®, indicating the amount of additional
expenditure that the government may undertake in each year compared to the forward estimates set
out in the 2022/23 Budget.

Table 2-1 Medium-term Fiscal Strategy Expenditure Ceilings

$ million 2023/24 2024/25 2025/26 2026/27
2022/23 Planned Expenditure 197.1 193.9 191.2 191.2
Fiscal Space vs 2022/23 Planned 9.4 14.8 18.8 18.8
Expenditure ceiling — 2023/24 Budget 206.5 208.7 210.0 210.0

2Where data on which assumptions have been made has varied substantially between the development of the Budget Policy
Statement and the Budget Estimates, a revision may be made to the MTFS.

3 https://www.mfem.gov.ck/images/_COVID19_ERP/Economic_Papers/Medium-term_Fiscal_Framework_Update.pdf

4 https://www.mfem.gov.ck/images/MFEM_Documents/Budget_Books/2021-22/2021-22_HYEFU_v.2.pdf

5> The International Monetary Fund defines Fiscal Space as room in a government’s budget that allows it to provide resources
for a desired purpose without jeopardising the sustainability of its financial position or the stability of the economy. It is the
amount of additional spending, or the reduction in spending, required for the budget to remain within the fiscal responsibility
rules.
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To maintain expenditure within the limits of the MTEC, government has prioritised core services and
outputs, which has required government to transfer funding between agencies and programmes to
support necessary expenditure. In addition, most new initiatives have been deferred.

Government-wide salary increases are being reviewed, with consideration of the timing of
adjustments to be assessed in the development of the 2024/25 Budget. The fiscal impact of
implementing a revised remuneration schedule is approximately $6.0 million in each forward year.

2.2.1. Exit Clause

The ‘Exit Clause’ allows for a temporary departure from the fiscal rules, in the event of a natural
disaster (and subsequent calling of a state of emergency), or a severe economic shock (defined as real
economic growth of negative two per cent or less).

The triggers for the Exit Clause are no longer met, and all rules of the MTFF have been applied in
determining the MTFS and expenditure ceiling.

The Economic Recovery Roadmap (ERR) and COVID-19 Medical Response Fund administered
payments were treated outside the expenditure ceiling in the 2022/23 Budget. This allowed these
appropriations to be funded as needed for their stated purposes, rather than restricting government’s
response to the pandemic. This is in-line with one of the stated aims of the MTFS, which is to provide
counter-cyclical support to the Cook Islands economy. The ERR will now be treated within the fiscal
ceiling, and the need to fund a COVID-19 Medical Response is deemed to have passed.

Whilst cash reserves are forecast to fall below three-months of operating expenditure of the Cash
Reserves Rule over the medium-term, they are projected to remain above the emergency threshold
of one-month.

2.3. Fiscal Rules

The Fiscal Responsibility Rules provide benchmarks for government to achieve a fiscally sustainable
budget. The 2023/24 MTFS fiscal ceiling is limited by the Cash Reserves Rule, thus performance against
the remaining fiscal rules is projected to be within the rule limits.

2.3.1. Forecast Performance against the fiscal rules

The 2023/24 MTFS meets the Operating Expenditure Rule and the Net Debt Rule. Remaining within
the ‘soft cap’ of the Net Debt Rule results in the Investment Rule not being binding.

The Cash Reserves Rule remains most at risk of being breached, as current forecasts show a cash level
below the threshold across the medium-term. The actual level of cash reserves is impacted by factors
such as underspends in personnel and capital during 2022/23 and 2023/24, increasing the cash
reserves, and revenues differing from forecast levels, which may increase or decrease the cash
reserves relative to forecasts.

2.3.1.1. Cash Reserves Rule

A prudent level of cash reserves has been determined as three months of operating expenditure,
either available as cash or liquid cash investments. One month of operating expenditure is an
emergency-level of cash reserves.

Figure 2-1 shows that the government’s projected cash reserve is expected to be above the three-
month threshold in 2023/24 and 2024/25 (when the small amount remaining in the Stabilisation Fund
is considered), before falling slightly below in the outer years. This will be significantly influenced by
actual expenditure and revenue levels, as well as the impact of any further debt or aid funding
decisions.



Figure 2-1 Cash Reserves Rule Projections
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2.3.1.2.  Operating Expenditure Rule

The expenditure rule states that the baseline operating® expenditure cannot grow by more than the
greater of:

e 2.0 per cent of baseline operating or;

e the average of the past two years growth in the Consumer Price Index (CPl) year-on-year.
Baseline operating expenditure excludes contractual debt servicing expenditure, legislated welfare
payments and extra-ceiling measures specifically to support economic stimulus.

The overall expenditure ceiling considers these expenditure requirements in total government
expenditure; thus, the operating expenditure rule serves to limit the expansion of operating
expenditure during periods of fiscal expansion but is superseded by other rules during periods when
total government spend is decreasing.

As shown in Figure 2-2, the operating expenditure profile will be within the rule limit across the
forward years.

6 Baseline operating expenditure is defined as total government department expenditure. This is identified as the total Gross
Current Appropriation in Schedule 1.



Figure 2-2 Operating Expenditure rule growth projections — MTFS vs Budget
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2.3.1.3. Net Debt Rule and Investment Rule

The Net Debt rule states that “Net debt should not exceed a soft cap of 55 per cent of GDP, and cannot
exceed a hard cap of 65 per cent of GDP”. The Investment Rule also relates to the net debt position,
as it states “the government shall commit that any additional borrowing once debt has reached 55 per
cent of GDP is for capital investment and/or targeted GDP stimulus purposes”.

Net debt to GDP measures debt relative to national income. The net debt rule is intended to control
the overall level of debt taken on by government, including state-owned enterprises. The limit agreed
to by government is to maintain net debt within 55 per cent of GDP, with room to increase this to 65
per cent for prescribed purposes.

Further revisions have been made to the GDP forecasts and foreign exchange rates since the 2022/23
Budget which have resulted in the 55 per cent soft cap on borrowings to be estimated at $265.6
million. Government anticipates that it will hold the NZD equivalent of $220.1 million of debt
(approximately 45.6 per cent of GDP) at the end of 2022/23, with changes in the value of this debt
largely due to movements in foreign exchange rates.

Government has a further $55.5 million in contingent financing available until December 2024 in case
of an emergency need for funds’, as well as a $30.3 million disaster contingency loan in the case of a
natural disaster. If these are drawn down in the 2022/23 fiscal year, gross debt would be
approximately $314.0 million, and net debt would total 62.6 per cent of GDP. Excluding contingent
loans, the net debt ratio is projected to fall to 24.8 per cent by 2026/27, initially due to GDP growth,
with increasing principal repayments subsequently reducing the net debt as GDP returns towards
historic levels and growth slows.

7 This loan is likely to be unavailable earlier as tourism recovery continues. Once the 12-month rolling total of visitors hits
130,000 (expected in July), this is no longer available.
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The movements in Net Debt limits to GDP and the Investment Rule debt headroom are displayed in
Figure 2-4 and Figure 2-5 respectively.
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Figure 2-5 Investment Rule Debt Headroom ($ million)
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2.4. MTFS Economic and Fiscal Forecasts

2.4.1, Assumptions underlying economic and fiscal projections

Various assumptions have been made to forecast the Cook Islands economic outlook and the
government’s fiscal performance and position in the outer years.

2.4.1.1. Economic assumptions

The Cook Islands Statistics Office publishes current and real price (2016 base year) estimates of GDP
on a quarterly basis, using the production approach. GDP estimates are disaggregated by major
industry classifications, including institutional sectors. The latest data from the Statistics Office relates
to the June quarter 2022.

2.4.1.2,  Gross Domestic Product production model

A Computable General Equilibrium (CGE) modelling approach has been used to forecast aggregate
GDP and several key variables in a manner that is internally consistent and uses economic relationships
to determine how shocks permeate through the economy. This approach provides both real and
nominal changes in variables such as:

e  Gross Domestic Product e Consumer Price Index
e Trade aggregates o Wages
e Investment and savings e Operating surpluses

e Household consumption

This model has been developed using technical assistance from the Asian Development Bank, and
utilising a wide range of data sources.
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2.4.1.3. Data
The key data sets used for the model are:

e Real and nominal GDP — quarterly data to June 2022.

Trade, imports, and exports — monthly data to July 2022.

CPl — quarterly index data to March 2023.

e International arrivals — Customs and Immigration monthly data to March 2023.
e Building approvals — quarterly data to December 2022.

2.4.1.4, Key economic indicator assumptions

Nominal GDP is expected to grow by:

Year 2022/23 2023/24 2024/25 2025/26 2026/27
Per cent (%) 21.6 12.1 4.0 4.8 4.7

Growth in prices, measured through movements in the CPI, and forecast using an econometric time
series approach, is expected as follows:

Year 2022/23 2023/24 2024/25 2025/26 2026/27
Per cent (%) 12.9 3.1 1.4 1.4 1.5

Please refer to Chapter 4 for further detail on the above data.

2.4.2. Economic Forecast

After the Cook Islands largest economic contraction of over 41.0 per cent in 2019/20 and 2020/21 due
to the COVID pandemic and border closures, the economy has been in a recovery phase since 2021/22
with almost 60,000 visitor arrivals and economic growth of 13.6 per cent. 2022/23 has seen stronger
growth with estimated nominal GDP of 21.6 per cent and a forecast of just under 129,000 visitor
arrivals by the end of the financial year.

Further increases are expected for 2023/24 with a rise of 12.1 per cent in nominal GDP and 28 per
cent growth in visitor arrival numbers, pushing the total to 165,000, before it levels out in 2024/25 to
a 4.0 per cent rise in economic growth.

Please refer to Chapter 4 for further detail on forecast economic activity.

2.4.3. Fiscal assumptions

The government’s expected fiscal performance over the forward period is based on the following
assumptions:

e operating revenues are forecast on the basis of recent trends in economic activity, the economic
forecasts set out in Chapter 4, and one-off considerations, namely COVID-19 and its impact on tax
revenues;

e operating expenditure movements reflect current government policy commitments; and

e the level of government borrowing is based on exchange rates from Consensus Economics
forecasts.

2.4.3.1. Fiscal risks

The IMF defines fiscal risks as ‘deviations of fiscal outcomes from what was expected at the time of
the budget’. The IMF lists a few sources of fiscal risk, including:

e shocks to macroeconomic variables, such as economic growth, commodity prices, interest rates,
or exchange rates; and
e calls on contingent liabilities, obligations triggered by an uncertain event, including:
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e explicit liabilities — those defined by law or contract, such as debt guarantees; and
e implicit liabilities — moral or expected obligations for the government, based on public
expectations or pressures, such as bailouts of banks or public sector entities.®

The government subscribes to the IMF’s Public Expenditure and Financial Accountability (PEFA)
program, which provides a framework for strengthening public financial management systems using
a range of quantitative indicators to measure performance.®

PEFA indicator 10 requires governments to monitor and report on the fiscal risks associated with:

e contingent liabilities and other general fiscal risks
e public corporations — state-owned enterprises in the Cook Islands context; and
e sub-national governments — Island Governments of the Pa Enua.

24.4. Risk Categories

There are several risks over the forward budget period that could affect the macroeconomic forecasts
that underpin the government’s forward fiscal position. These are considered below, in no order.

2.4.4.1, Global economic risks

Globally the perception of risk of a new variant outbreak of COVID-19 impacting on the global
economy has fallen, although does remain present.

The key risk is the impact of ongoing inflationary pressures globally. Inflation puts pressure on the real
incomes of people in the Cook Islands and in the source markets for tourists — reducing the
affordability of discretionary spending such as travel. These risks are shared by many nations in the
region, and as tourism returns this is the key risk to reverting to a situation without visitors.

As the Cook Islands has several loans denominated in US dollars and other international currencies,
exchange rate variations are a source of risk due to the potential impact these could have on the Cook
Islands debt portfolio. Central banks around the world are responding to inflation by raising interest
rates, which influences foreign exchange rates, increasing uncertainty, and both United States and
New Zealand impacts and responses to inflation are of relevance.

The IMF notes that the impact of an exchange rate depreciation is immediate and can be especially
strong when a large share of the debt is in foreign currency. The potential impact of exchange rate
movements on the Cook Islands debt position is assessed below.

2.4.4.2, Natural disasters

The IMF cites evidence that direct economic losses from natural disasters have often exceeded 10
percentage points of GDP in developing countries and amounted to a few percentage points of GDP
in some advanced countries.

The Cook Islands has a high exposure to disaster risk due to its geographic location in the South Pacific
cyclone belt, the remoteness and low-lying nature of many of the islands, and the proximity of
buildings and infrastructure services to the coast, particularly on Rarotonga. Additionally, the reliance
on revenues from the tourism sector makes the economy vulnerable to the impact of disasters.

A destructive weather event, such as a cyclone, would have a significant impact on the Cook Islands’
economic outlook, and severely affect the fiscal position. The Asian Development Bank’s (ADB) 2016

8 IMF (2009), Fiscal risks: sources, disclosure, and management. IMF Fiscal Affairs Department. www.imf.org
9 See: www.pefa.org/. The Cook Islands Government was assessed in October 2021. The results of an assessment completed
in 2021 are available on the PEFA website at https://www.pefa.org/assessments/summary/4957 .
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report on a loan proposal for the Cook Islands Disaster Resilience Program notes that the Cook Islands
has periodically experienced major cyclones that have caused substantial economic damage and loss
of life (see Table 2-2)%°.

Table 2-2 Significant cyclones in the Cook Islands

Year Name Category Estimated Estimated losses
losses (Sm) (% of GDP)
1987 Sally 2 24.6 51.6
1997 Martin 3 7.5 7.6
2005 Meena 4 10.0* 5.5
Nancy 4
Olaf 5
Percy 5
2010 Pat 2 7.8 3.2

* Combined estimated losses for all four cyclones in 2005.

To mitigate the economic risk posed by natural disasters, the government has put in place a range of
structures to reduce its financial exposure to disaster risk, including:

e establishing a disaster emergency trust fund in 2017.

e taking out insurance coverage under the Pacific Catastrophe Risk Assessment and Financing
Initiative for cyclones, with a 1-in-10-year probability of occurrence with pay-out based on the
assessed severity of a specific cyclone.

e arranging a Disaster Recovery Mechanism loan from the ADB of $30.3 million, which will only be
triggered and drawn down in the event of a catastrophe.

2.4.5. Contingent liabilities

The government’s contingent liabilities are summarised in Table 2-3.

Table 2-3 Quantifiable contingent liabilities

Category $’000
Guarantees and indemnities 50
Uncalled capital 2,500
Legal proceedings and disputes 400
Vested Assets 24,900
Total 27,900

2.4.5.1. Guarantees and indemnities

In 2011/12, government entered a programme under the New Zealand Aid programme focused on
Pearl Sector Support. The Cook Islands Pearl Authority managed this programme prior to the
Authority’s cessation and its functions were shifted to the Ministry of Marine Resources.

Through the programme, government agreed to guarantee up to $0.5 million as security for loans
associated with the Pearl Production Credit Scheme.

The loan programme has since discontinued, however, there is outstanding debt on the loan scheme
of approximately $50,000.

10 ADB (2016). Report and Recommendation of the President to the Board of Directors: Proposed Policy-Based Loan Cook
Islands: Disaster Resilience Program, Project Number: 50212-001. November 2016.
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2.4.5.2. Uncalled capital

Through the Cook Islands Property Corporation, government holds $1.9 million in uncalled shares with
the Asian Development Bank (ADB). This takes the form of 88 uncalled-shares with a par-value of USD
13,500 each.

In addition, the government has been a member of the Asian Infrastructure Investment Bank (AlIB)
since 1 June 2020 and holds $0.65 million in uncalled shares. This takes the form of four uncalled-
shares with a par-value of USD 100,000 each.

Table 2-4 Uncalled Capital Breakdown (S)

Party Shares USD Value NZD Value
Asian Development Bank 88 13,500 1,802,731
Asian Infrastructure Investment Bank 4 100,000 606,980
Total 1,588,000 2,409,712
Foreign Exchange Rate (USD/NZD) 1.52

The above total has been rounded up for conservatism in the total of Contingent Liabilities.

2.4.5.3. Legal proceedings and disputes

This contingency consists of various cases and is an estimate of the maximum potential liability
(damages and costs) of the Crown known at the time of publication.

2.4.5.4. Financial liabilities relating to Island Governments

The Ministry of Finance and Economic Management (MFEM) has not approved any contract or security
from the Island Governments that could result in a potential liability.

There is no preferential treatment of public liability or other liability for the Island Governments and
the risk of the Island Governments generating such liabilities is low. No mitigation has been
undertaken to minimise the risk any more than for other government agencies based in Rarotonga.

Unpaid invoices are a potential risk that could be difficult to mitigate without tighter financial controls
than those imposed through the Cook Islands Financial Policies and Procedures Manual, the MFEM
Act 1995/96 and the Public Expenditure Review Committee and Audit (PERA) Act 1995/96. MFEM is
in the process of implementing a Financial Management and Information System (FMIS), which will
improve the process of invoice payments and recording keeping however, manual elements inherent
to the billing process means that this risk cannot be completely mitigated.

2.4.5.5. Vested Assets

The International Companies Act 1981-82 states that all monies realised from the International
Company assets vesting in the Registrar must be lodged to the Public Account. There remains a
claimable period of six years, post the International Company de-registration for owners of vested
assets to place a claim on the funds owed to them. The total contingent liability for vested assets
consists of the following tranches:

Table 2-5 Vested Assets Contingent Liability Expiry Schedule

Tranche Expiry Date (\sl'aolgg)
2 20/12/2024 7,200
3 31/10/2026 9,452
4 01/09/2027 5,662
5 11/10/2028 2,515
Total 24,830

The above total has been rounded up for conservatism in the total of Contingent Liabilities.
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2.4.5.6. State-owned enterprises

The Cook Islands government has several State-owned Enterprises (SOEs) under the management of
the Cook Islands Investment Corporation (CIIC). They are:

e Airport Authority of the Cook Islands e Te Mana Uira (Aitutaki electricity utility)
e Bank of the Cook Islands e To Tatou Vai (Rarotonga water and sanitation)
e Cook Islands Ports Authority e Avaroa Cable Limited (Manatua cable project)

e Te Aponga Uira (Rarotonga electricity utility)

The key risks associated with SOEs are poor financial performance, and/ or excessive borrowing that
can result in government having to guarantee or potentially restructure the SOEs debt, often at
substantial budgetary cost. Poor performance can result from a range of factors including:

e exogenous shocks (unexpected or unpredictable events outside the country’s control that can
severely impact the economy) — for example, earthquake or tsunami

e lack of incentive to be competitive compared to a private sector enterprise that would go bankrupt
as result of protracted poor performance; and

e government requirements to undertake community obligations.

The government has put in place a range of measures to mitigate against SOE fiscal risk, including:

e placing all SOEs under the CIIC umbrella, with one of its principal objectives being the efficient,
profitable and professional management of SOEs

e ensuring that SOE debt falls under the broader government debt ceiling target and new debts
undergo a Debt Sustainability Analysis prior to approval, as required by the Loan Repayment Fund
(LRF) Act 2014; and

e providing for a portion of SOE debt repayments in the Loan Reserve Fund.

2.4.6. Assessing the impact of fiscal and macroeconomic shocks

2.4.6.1. Introduction

The Cook Islands government uses an analytical fiscal tool — the Cook Islands Fiscal Tool 2018 — to
calibrate and operationalise the revised set of fiscal rules that form the core of the MTFS.

The fiscal tool, which is described in detail in a technical paper published on the Ministry of Finance
and Economic Management website, includes:?

e the Calibration Model; and e fiscal multiplier model
e the Fiscal & Macro Impact Model: e tax impact.
e fiscal and macro shocks

The operational part of the fiscal tool — the Fiscal & Macro Impact Model — models the interactions
between fiscal policy decisions and economic output, and the fiscal impact of economic shocks, within
the framework of the revised set of fiscal rules. This is accomplished by running fiscal and
macroeconomic shocks through a simple version of the Cook Islands government accounting
framework using fiscal multipliers and tax impact models.

The model provides for three types of shock:

e Fiscal — change in operating expenditure, capital expenditure and/ or revenue
e  GDP —models the impact of a direct change in GDP; and

11 See: http://www.mfem.gov.ck/images/CEO/MTFS_Technical_paper_Fiscal_Tool_2018.pdf.
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e Arrivals — models the impact of a change in the number of international visitors to the Cook
Islands.

The government also conducts sensitivity analysis on movements in the value of the New Zealand
dollar against major trading currencies to assess the impact on gross debt and debt servicing
requirements.

The following sections show the potential impact of a selected range of fiscal and macroeconomic
shocks on the 2023/24 Budget profile using the Fiscal Tool, and the impact of exchange rate
fluctuations on Crown debt.

2.5. Fiscal shocks

Fiscal shocks or alternatively government fiscal policy decisions are evaluated in terms of their direct
impact on fiscal indicators - these are the first order impacts and their second order impacts - which
occur via changes in GDP that flow through to tax revenues. The first order impacts are simply one for
one change in the baseline operating expenditure, capital expenditure or tax revenue as relevant. The
second order impacts are estimated using fiscal multipliers and a simple linear tax impact model.

2.5.1. Revenue shock

Two revenue shocks are applied, low and high, increasing and decreasing the forecasts by a
simultaneous amount. These shocks are applied to the base case as presented above, which has
already factored in the continued recovery path from the impacts of COVID-19.

Table 2-6 presents the low revenue case, with revenues falling by 10 to 20 per cent per year over the
modelling period. The fiscal balance breaches the 1.9 per cent of GDP guide®? in all years. While the
base case shows all years being within this guideline, this does not occur over the four years once the
shock is applied — with 2024/25 getting the closest with a fiscal balance of -3.1 per cent of GDP.

Table 2-6 Low revenue shock

2023/24 2024/25 2025/26 2026/27
Change in OpEx (Sm) 0 0 0 0
Change in Capex ($m) 0 0 0 0
Change in Tax Revenue (Sm) -20.2 -25.5 -30.8 -36.3
Fiscal balance (% of GDP) Base -1.5 1.4 1.6 2.8
Shock -5.3 -3.1 -3.6 -3.1

Table 2-7 presents the high revenue case, with revenues higher by 10 to 20 per cent per year over the
modelling period. The key result is a strengthening of the fiscal balance, now posting substantial fiscal
surpluses from 2023/24 onward.

Table 2-7 High revenue shock

2023/24 2024/25 2025/26 2026/27
Change in OpEx (Sm) 0 0 0 0
Change in capex (Sm) 0 0 0 0
Change in tax revenue (Sm) 20.2 25.5 30.8 36.3
Fiscal balance (% of GDP) Base -1.5 1.4 1.6 2.8
Shock 2.2 5.9 6.8 8.7

12 This measure is no longer a Fiscal Rule under the updated MTFF, however it is used as a guideline
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2.5.2. Operating shock

A higher-than-expected operating expenditure shock is applied, assuming a 10 per cent increase above
the estimates over the forward period. Table 2-8 presents the impact of the additional expenditure
over the modelling period. The fiscal balance breaches the -1.9 per cent of GDP guideline in 2023/24,
before complying thereafter but remaining in deficit until 2026/27. However, there is a positive impact
on GDP of about 2.5 per cent or $15.5 million by 2026/27.

Table 2-8 High OpEx shock

2023/24 2024/25 2025/26 2026/27
Change in OpEx (Sm) 20 19 19 19
Change in capex ($m) 0 0 0 0
Change in tax revenue (Sm) 0.6 2.0 3.6 5.4
Fiscal balance (% of GDP) Base -1.5 1.4 1.6 2.8
Shock -5.0 -1.6 -1.0 0.6
Change in nominal GDP % 0.7 1.7 2.4 2.5
$m 4.0 9.8 13.9 15.5

2.5.3. Capital Shock

A lower-than-expected capital expenditure shock is applied, assuming a 20 per cent reduction in the
estimates over the forward period. Table 2-9 presents the impact of the reduced expenditure over the
modelling period. The negative impact on GDP of about $8.9 million by 2026/27 has a flow-on effect
on revenue of about $3.6 million. The net effect on the fiscal balance is slightly positive, with the

capital expenditure reduction outweighing the fall in revenue.

Table 2-9 Low Capex shock

2023/24 2024/25 2025/26 2026/27
Change in OpEx ($m) 0 0 0 0
Change in capex (Sm) -4 -3 -4 -4
Change in tax revenue (Sm) -0.6 -1.6 -2.6 -3.6
Fiscal balance (% of GDP) Base -1.5 1.4 1.6 2.8
Shock -0.8 1.8 1.9 2.9
Change in nominal GDP % -0.5 -1.1 -1.3 -1.4
Sm -2.6 -6.0 -7.8 -8.9

2.5.4. GDP shock

A low GDP shock is applied, assuming a 5 per cent decrease on the forecast for each year of the
forward period and is presented in Table 2-10. Tax revenue falls by up to $16.4 million in 2026/27,
causing the fiscal balance to deteriorate and remain close to balance in all years, instead of returning
to surplus. The GDP impact in 2026/27 is minus 7.5 per cent, or a reduction of $46.2 million.

Table 2-10 Low GDP shock

2023/24 2024/25 2025/26 2026/27
Change in OpEx (Sm) 0 0 0 0
Change in capex ($m) 0 0 0 0
Change in tax revenue (Sm) -3.6 -7.9 -12.3 -16.4
Fiscal balance (% of GDP) Base -1.5 1.4 1.6 2.8
Shock -2.3 0.0 -0.5 0.1
Change in nominal GDP % -4.5 -6.5 -7.4 -7.5
Sm -24.1 -36.7 -43.8 -46.2
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2.5.5. Arrival’s shock

A low international visitor arrivals shock is applied, assuming a 5 per cent decrease on the forecast for
each year of the forward period, and is presented in Table 2-11. Tax revenue falls by $6.7 million per
year by 2026/27, which reduces the fiscal balance by approximately a percentage point by the end of
the forward estimates. This is not a large enough swing to change the fiscal balance outlook, but does
impact it in each year. The impact on GDP is substantial, with a reduction of 3.3 per cent in 2026/27.

Table 2-11 Low arrivals shock

2023/24 2024/25 2025/26 2026/27
Change in OpEx (Sm) 0 0 0 0
Change in capex (Sm) 0 0 0 0
Change in tax revenue (Sm) -1.5 -3.4 -5.4 -6.7
Fiscal balance (% of GDP) Base -1.5 14 1.6 2.8
Shock -1.8 0.8 0.7 1.6
Change in nominal GDP % -1.9 -2.8 -3.2 -3.3
Sm -10.1 -15.8 -19.0 -20.1

2.5.5.1. Severe Arrivals shock

In the context of the COVID-19 experience, a severe low international visitor arrivals shock is applied,
assuming a 50 per cent decrease on the forecast for 2023/24, and a 25 per cent decrease in 2024/25
Table 2-12 presents the impact of the reduction in arrivals.

Table 2-12 Severe Low arrivals shock

2023/24 2024/25 2025/26 2026/27
Change in OpEx (Sm) 0 0 0 0
Change in capex (Sm) 0 0 0 0
Change in tax revenue (Sm) -15.1 -23.8 -24.9 -27.2
Fiscal balance (% of GDP) Base -1.5 1.4 1.6 2.8
Shock -5.3 -3.5 -2.8 -1.7
Change in nominal GDP % -18.7 -17.6 -7.4 -1.9
Sm -101.1 -99.0 -43.7 -11.7
2.6. Medium-term National Priorities

The Medium-term National Priorities contributes to the fiscal planning of government expenditure.
The national priorities are identified using the 5-year scorecard known as Te Ara Akapapaa’nga lIti
2021-2026 which captures the Cook Islands’ medium-term aspirations and ambitions under 15
national development goals that help to guide the application of the MTEC at a government
department level. Te Ara Akapapaa’nga Iti 2021-2026 is part of the Cook Islands’ 100-year National
Sustainable Development Agenda (NSDA 2020+) vision to achieve a ‘Wellbeing for all’.

While the NSDA 2020+ is referenced in the MTFS, its use as an expenditure guide remains static in the
2023/24 Budget due to ongoing need for economic recovery. Therefore, Goal 3 (Economy,
Employment, Trade & Enterprise) and Goal 15 (Governance) of the NSDA 2020+ continues to remain
a priority.

The Economic Development Strategy 2030 (EDS) which maps out the government’s economic
priorities over 10 years will help to guide the expenditure priorities of government departments,
focusing on strategic investments with maximum impact to the Cook Islands economy. The fiscal
allocations against the goals of the NSDA 2020+ are reported in Chapter 11.
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2.7. Crown Debt Sensitivity Analysis

Table 2-13 Base Exchange rates assumptions with +/- 10 per cent

Budget

Foreign Exchange Currency -10% base rate +10%
EUR 0.5353 0.5948 0.6542
usD 0.5931 0.6590 0.7249
RMB 3.9388 4.3764 4.8141
SDR 0.4338 0.4821 0.5303

Managing the Crown’s exposure to foreign exchange risks remains a priority for government, although
recent debt has mostly been drawn in New Zealand Dollar (NZD).

MFEM manages the risk to the USD movements by holding USD bank accounts within the Loan
Repayment Fund to match the USD repayments. This effectively creates a natural currency hedging
process through the use of revenue received for fishing licences.

The sensitivity analysis demonstrates the impact of a 10 per cent appreciation or depreciation of the
NZD to determine the impact on the gross borrowings and the debt servicing cost.

Figure 2-6 Sensitivity of Gross Debt to NZD movements at end of period
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M Increase by 10% 219.2 204.7 189.8 173.3 154.9
H Base Rate 228.2 212.8 197.2 180.0 160.7
 Decrease by 10% 239.2 222.8 206.2 188.1 167.8

A 10 per cent depreciation in the value of the NZD against foreign currencies in 2023/24 would
increase gross debt by an estimated $10.0 million compared to an $8.1 million decrease in gross debt
if the NZD were to appreciate by 10 per cent. This illustrates that the Crown’s gross debt level is more
adversely sensitive to depreciation of the NZD.
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Figure 2-7 Sensitivity of Crown Debt Servicing Costs to NZD movements
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A 10 per cent reduction in the foreign currency value of the NZD in 2023/24 would result in an increase
in debt servicing costs of $1.2 million, compared to a decrease of $0.9 million if the NZD were to
appreciate by 10 per cent. This indicates debt servicing is more sensitive to a depreciation of the NZD.
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3. Fiscal Update and Medium-term Outlook

The 2023/24 Budget has been developed in the context of a recovery from the economic impacts of
the COVID-19 pandemic. Government revenues are expected to increase as tourist volumes rise
towards pre-pandemic levels. In conjunction, principal debt repayments are expected to increase for
debt-servicing.

The government’s overall fiscal approach for 2023/24 has moved to a more neutral stance than it was
during the pandemic, with a fiscal deficit of around 1.5 per cent of Gross Domestic Product (GDP)
expected. This stance still includes targeted expenditure with investments in the Airline Route
Development, minimum wage adjustments, welfare payments and addressing some rising costs.
Additional expenditure has been provided to bolster the capacity of government agencies such as the
Crown Law office, the Ministry of Foreign Affairs and Immigration, the Ministry of Health, the Ministry
of Marine Resources, the National Environment Service and the Seabed Minerals Authority.

As economic recovery accelerates over the medium-term, the fiscal stance is projected to move
towards being slightly contractionary. Government expenditure levels are expected to be relatively
stable in the medium-term. Fiscal increases in that period will focus on addressing the impacts of
inflation and reducing the government’s COVID-19 related debt.

3.1. 2022/23 Fiscal Performance

The government’s fiscal performance for 2022/23 exceeded expectations outlined in the 2022/23
Half-Year Economic and Fiscal Update (HYEFU). Total operating revenue for 2022/23 is expected to be
$182.0 million. This consists of $130.1 million in tax revenue and $51.9 million in other revenue,
including agency trading revenue.

Taxation revenues exceeded the HYEFU expectation by $7.2 million. This is primarily due to an increase
in value added tax (VAT) receipts from $68.6 million to $73.9 million which has offset the reduction in
other taxation receipts such as income tax and withholding tax.

Other revenue increased from the $37.0 million that was expected in the 2022/23 HYEFU to $51.9
million. This is mainly due to the $15.0 million received from the New Zealand government as General
Budget Support.

Total operating expenditure is estimated to be $166.6 million, an underspend of $15.9 million
compared to the spending that was expected in the 2022/23 HYEFU. Contributing factors to this
underspend are the reappropriation of $11.0 million from 2022/23 to 2023/24 for ongoing work
programmes, and an underspend in the personnel expenditure due to recruitment challenges in filling
existing vacancies.

With increased operating revenue and a significant reduction in operating expenditure, an operating
surplus of $15.4 million is expected at year-end.

Capital expenditure and depreciation for 2022/23 is estimated to be $22.3 million and $14.0 million,
respectively. Due to an estimated underspend in capital expenditure of $11.9 million compared to the
2022/23 HYEFU and no further changes in depreciation, a fiscal surplus of $7.2 million is expected at
year-end. This is a significant improvement in the fiscal balance from a fiscal deficit of $43.5 million
as reported the 2022/23 HYEFU.
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3.1.1. Performance against the Fiscal Rules

The estimated actual performance for the 2022/23 fiscal year against the fiscal rules is described
below. The Medium-term Fiscal Strategy (MTFS) chapter provides information on the government’s
forecast performance against the fiscal rules.

Cash reserves (excluding the stabilisation funds) are estimated to be $67.7 million at year-end,
representing 5.3 months of cash coverage for government operations. This is a substantial
improvement in cash reserves by $48.3 million compared to the 2022/23 HYEFU. and is a result of
increased revenue mostly received from the New Zealand government of $15.0 million in General
budget support and an underspend in government expenditure.

Government’s net debt to GDP is expected to increase from 41.1 per cent as reported in the 2022/23
HYEFU, to 45.6 per cent by the end of the fiscal year. This is due to the revision in GDP from $546.9
million to $482.8 million for 2022/23 impacting the net debt to GDP ratio, given the net debt levels
are expected to decrease to $220.1 million by year-end.

Total estimated baseline operating expenditure for 2022/23 is expected to be well below the
expenditure limit, which is determined by the greater of two per cent growth in expenditure or the
average of two past years’ growth in the Consumer Price Index year-on-year. Baseline operational
expenditure will be $135.8 million and the expenditure limit is $153.6 million.

For 2022/23, the operating balance is expected to move to a surplus of $15.4 million. The fiscal balance
is a surplus of $7.2 million for 2022/23.

For 2023/24, total revenue and total expenditure are both expected to increase, resulting in an
operating deficit of $0.9 million.

Table 3-1 provides a summary of the government’s fiscal forecasts for the 2023/24 Budget. As
discussed in the MTFS, government adheres to the principles of fiscal responsibility outlined in the
MFEM Act 1995/96:

e unless Crown debt is at prudent levels, operating expenses will be less than operating revenues
resulting in an operating surplus,

e achieving and maintaining levels of Crown net worth that provide a buffer against factors which
may impact adversely on the net worth in the future,

e prudently managing the fiscal risks facing the Crown,

e pursuing policies that are consistent with a reasonable degree of predictability about the level and
stability of tax rates for future years.
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Table 3-1 Fiscal Indicators Summary

2021/22 20_22/ 23 2023/24 2024/25 2025/26 2026/27
Actual Estimated Budget Projection Projection Projection
Actual Estimate
Statement of Financial Performance
Taxation Revenue (Sm) 106.4 130.1 162.2 171.2 178.8 184.9
Social Contributions (Sm) 0.0 0.0 0.0 0.0 0.0 0.0
Other Revenue (Sm) 72.6 51.9 36.8 29.5 25.1 25.5
Total Operating Revenue ($m) 179.0 182.0 199.1 200.7 203.9 210.4
'é%tsl Operating Revenue Percentage of 451 37.7 368 356 346 341
Tax Revenue Percentage of GDP 26.8 26.9 30.0 30.4 30.3 29.9
Total Cyclical Revenue (Sm) 9.8 8.6 16.8 18.0 129 129
Total Cyclical Revenue Percentage of GDP 25 1.8 3.1 3.2 2.2 2.1
Total Structural Revenue (Sm) 169.2 173.4 182.2 182.7 191.0 197.6
'éc;sl Structural Revenue Percentage of 426 359 336 324 324 320
Personnel ($m) 69.9 70.0 78.5 78.7 78.9 78.9
Percentage of Total Revenue 39.0 38.4 39.4 39.2 38.7 37.5
Percentage of Structural Revenue 41.3 40.4 43.1 431 413 39.9
Total Operating Expenditure ($m) 203.4 166.6 200.0 191.2 190.8 188.6
Percentage of GDP 51.2 34.5 36.9 33.9 323 30.5
Percentage of Operating Revenue 113.7 91.5 100.4 95.2 93.5 89.6
Cash Operating Expenditure* 189.6 152.4 184.6 176.0 175.8 173.7
Baseline Operatmg Expenditure (for Fiscal 1420 135.8 1572 159.8 160.7 159.3
Rule Calculation)
Operating Balance ($m) -24.5 15.4 -0.9 9.6 13.2 21.8
Percentage of GDP -6.2 3.2 -0.2 1.7 2.2 3.5
Capital Expenditure 23.8 22.3 22.8 17.2 19.2 19.6
Depreciation 13.4 14.0 15.4 15.4 15.4 14.8
Non-Operating Balance (Sm) -20.7 -33.2 -37.3 -33.6 -37.9 -40.5
Fiscal Balance surplus/deficit (Sm) * -34.8 7.2 -8.3 7.7 9.4 17.1
Percentage of GDP -8.8 15 -1.5 1.4 1.6 2.8
Statement of Financial Position ($m)
Assets (Sm) 577.9 601.1 639.4 632.9 627.8 629.3
Liabilities ($m) 413.2 410.6 395.5 380.1 363.1 344.1
Crown Balance ($m) 164.7 190.5 243.9 252.8 264.7 285.2
Percentage of GDP 41.5 39.5 45.1 44.9 449 46.2
Working Capital (Sm) 62.7 67.7 48.3 431 37.2 36.8
Working Capital (months coverage) 4.0 5.3 3.1 2.9 2.5 2.5
Stabilisation Account 35 35 3.5 3.5 3.5 3.5
General Cash Reserves 66.2 71.3 51.8 46.7 40.7 40.3
Statement of Borrowings ($m)
Gross Debt end of FY (Sm) 228.5 225.9 210.7 195.3 178.4 159.3
Excluding Contingency Loan 112.6 -1.0 0.0 0.0 0.0 0.0
Gross Debt, Percentage of GDP 57.6 46.8 38.9 34.7 30.2 25.8
Net Crown Debt, end of FY (Sm) 217.4 220.1 204.8 189.3 172.2 153.1
Net Debt, Percentage of GDP 54.8 45.6 37.8 33.6 29.2 24.8
Loan Repayment Reserves Held (Sm) 11.0 5.8 5.9 6.0 6.1 6.3
Net Debt Servicing (Sm) 12.2 16.5 22.1 23.4 25.3 26.9
Percentage of Total Revenue 6.8 9.1 11.1 11.7 12.4 12.8
Percentage of Structural Revenue 7.2 9.5 12.1 12.8 13.2 13.6
Development Partner Support (Sm)
Grants ($m) 37.3 25.0 89.7 19.0 7.4 6.2
Percentage of GDP 9.4 5.2 16.6 3.4 13 1.0
Memo item: Nominal GDP ($m) 396.9 482.8 541.5 563.3 590.1 617.9
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3.2. Movements since the 2022/23 HYEFU

The 2023/24 Budget classifies revenue and expenditure adjustments according to the following
categories:

e policy decisions leading to new initiatives undertaken by government,

e technical adjustments,

o reclassification of expenses, which includes intra-agency adjustments, for example, a transfer
from operating to personnel,

e parameter changes, movements that occur due to economic changes that are outside of a decision
by government, including depreciation, movements in welfare beneficiary numbers and the
impact of changes in fuel costs for the Airline Route Development.

Table 3-2 shows the movements in revenue and expenditures since the publication of the 2022/23
HYEFU in December 2022.

Table 3-2 Reconciliation of Operating Statement ($’000)

Statement of Government Operations 2022/23 2023/24 2024/25 2025/26 2026/27
Operating balance as at 2022/23 HYEFU -22,644 -815 13,140 25,511 25,511
Revenue
Revenue Parameter Changes 7,126 2,435 -1,031 -3,962 2,198

Adjustments to:
Value Added Tax (VAT) 5,298 2,550 59 -1,628 1,116
Income tax -267 -1,876 -3,018 -4,063 -3,009
Import levies 867 1,347 1,369 1,390 2,298
Company tax 900 88 -78 -266 874
Departure tax 502 325 636 605 920
Withholding tax -174 0 0 0 0
Other Revenue Changes 14,990 15,570 7,874 3,533 3,904
Other revenue -44 6,420 7,765 3,274 3,646
Trading Revenue 34 50 109 259 259
Dividend 0 0 0 0 0
Core Sector support 0 9,100 0 0 0
General Budget support 15,000 0 0 0 0
Total Revenue Changes to 2023/24 Budget 22,115 18,004 6,843 -429 6,103
Expenditure

Expenditure Decisions by Government 0 7,140 11,919 13,382 11,926

Technical adjustments 0 0 0 0 0

Reclassifications of expenditure 0 0 0 0 0

Parameter changes -15,972 10,931 -1,488 -1,459 -2,148
Total Expenditure Changes to 2023/24 Budget -15,972 18,071 10,431 11,923 9,779
OPERATING BALANCE as at 2023/24 Budget 15,443 -881 9,552 13,159 21,835
Capital Expenditure 22,260 22,761 17,215 19,159 19,588
Depreciation 14,014 15,360 15,410 15,410 14,809
FISCAL BALANCE - as at 2023/24 Budget 7,197 -8,282 7,747 9,410 17,056

The increase in revenue for 2022/23 is largely due to an increase in General Budget support received
from the New Zealand government of $15.0 million and an increase in VAT receipts of $5.3 million.
Expenditure changes include an underspend of $16.0 million for 2022/23 due to capacity constraints
impacting the delivery of programmes. In combination with other changes, the fiscal balance has
improved to a fiscal surplus of $7.2 million for 2022/23.

Revisions to 2023/24 include changes to ‘other revenue’ such as increases in fishing revenue,
dividends and numismatics. The revision to operating expenditure of $18.1 million consists of
reappropriation funding (totalling $10.9 million) from the 2022/23 fiscal year mostly for the Airline
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Route Development and $7.1 million in new expenditure for the year which includes the minimum
wage adjustments. Capital expenditure and depreciation have also increased, resulting in a fiscal
deficit of $8.3 million by the end of 2023/24. From 2024/25 onwards, a fiscal surplus is expected.

The Revenue chapter and Operating Expenditure chapter explain these movements in detail.

3.2.1. Reappropriation of 2022/23 funds

The reappropriation of funds refers to the transfer of residual funds from one budget to the next. In
this case, it is a transfer of residual funding from the 2022/23 Appropriation Act to the 2023/24
Appropriation Act, increasing the total allocated funding in the 2023/24 Budget. Reappropriated funds
are considered outside of the Medium-term Expenditure Ceiling of government for each year.

To seek reappropriations, agencies submit a request during the preparation of the budget if:

e the funding was allocated in an Appropriation Act as expenditure for the agency in accordance
with its outputs and;
e the total amount requested has not been expended.

A total of $17.0 million has been approved for reappropriation into the 2023/24 budget as listed in
Table 3-3. Further details on the funds reappropriated by each expenditure category can be found in
Chapter 7 — Operating Expenditure and Chapter 8 - Capital Expenditure.

Table 3-3 Reappropriation totals 2023/24

2022/23 2022/23 2023/24 2023/24
Category Amount Budget Budget Budget Budget
Estimate Adjusted Estimate Adjusted
Capital 6,041,747 20,558,001 14,516,254 8,228,467 14,270,214
Operating 10,950,000 20,696,953 9,746,953 16,646,953 27,596,953
Total 16,991,747 41,254,954 24,263,207 24,875,420 41,867,167

3.3. Revenue

Total operating revenue for 2022/23 is estimated to be $182.0 million, an increase of $3.1 million
compared to 2021/22 actuals. The increase in government revenue reflects more visitors within the
year than expected. This is evident in the increase of taxation revenues for 2022/23 in particular VAT,
income tax, import levies and departure tax compared to 2021/22 actuals.

Taxation revenues are expected to improve significantly in 2023/24 with increased tourist market
access from Hawaii and Australia. For 2024/25 onwards, a modest growth in taxation revenue is
expected with the gradual return in tourist levels to pre-pandemic levels offsetting the decrease in
other revenues across the medium-term.

Table 3-4 Operating revenue ($’000)

2022/23 2023/24

2021/22 . 2024/25 2025/26 2026/27
Actual Estimated Bu.dget Projection Projection Projection
Actual Estimate
Value Added Tax (VAT) 57,105 73,913 78,957 81,273 84,349 87,092
Income tax 24,759 30,956 33,730 34,247 34,944 35,998
Company tax 6,654 244 19,366 22,912 25,419 26,559
Import levies 11,967 13,741 15,939 17,238 18,124 19,031
Withholding tax 1,469 1,296 1,622 1,622 1,622 1,622
Departure tax 4,420 9,922 12,578 13,917 14,311 14,626
Total Taxation Revenue 106,374 130,072 162,193 171,208 178,768 184,928
Other Crown Revenue 67,245 46,955 31,880 24,433 19,914 20,285
Trading Revenue 5,334 4,987 5,024 5,082 5,232 5,232
Total Operating Revenue 178,953 182,014 199,096 200,723 203,914 210,446
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3.4. Operating Expenditure

Operating expenditure for 2022/23 is expected to be significantly lower than 2021/22 due to the
removal in June 2022 of COVID-19 related expenditure such as the wage subsidy and isolation income
support. Operating expenditure for 2022/23 is also relatively low due to an underspend in personnel
and administered payments such as the Airline Route Development because of contract negotiations
and delays in implementing some programmes under the Economic Recovery Roadmap (ERR).

Increased personnel expenditure for 2023/24 onwards is due to the increase in minimum wage from
$8.50 to $9.00. Administered payments are estimated to be $52.8 million in 2023/24 including
reappropriated funding for the ERR and the Airline Route Development to support the increase in
airline routes.

Table 3-5 Operating expenditure ($’000)

2021/22 20_22/ 23 2023/24 2024/25 2025/26 2026/27
Estimated Budget . .. -
Actual R Projection Projection Projection
Actual Estimate
Personnel 63,005 63,255 71,514 71,715 71,892 71,892
Operating 19,863 19,745 18,869 18,366 19,146 19,153
Administered Payments 72,787 27,017 52,797 46,003 45,562 45,200
Depreciation 6,664 7,237 8,583 8,633 8,633 8,032
POBOC 28,168 32,264 32,328 31,086 30,744 30,244
Other Operating Expense 12,918 17,052 15,887 15,368 14,778 14,089
Total Operating Expenditure 203,404 166,570 199,977 191,171 190,755 188,610

3.4.1. Pa Enua Funding

A total of $307,000 in personnel funding has been applied across the Pa Enua for 2023/24 onwards to
support the increase in minimum wage as of 1 July 2023. Additionally, a total of $500,000 in operating
has been allocated across the Pa Enua from 2025/26 onwards, to cover the ongoing maintenance costs
of machinery and equipment on each island.

3.5. Capital Expenditure

Total capital expenditure for 2022/23 is estimated to be $22.3 million, a decrease of $1.5 million
compared to 2021/22. In addition, total Official Development Assistance (ODA) funded capital
expenditure is expected to be $10.1 million. The lower than anticipated level of expenditure for
2022/23 (compared to planned) is due to ongoing capacity and supply constraints, as experienced in
the previous fiscal year. Many of these projects have been reappropriated into the 2023/24 year.

For 2023/24, capital expenditure (excluding ODA) is expected to be $22.8 million. This includes $6.0
million of reappropriated funding from the 2022/23 fiscal year. ODA funded capital expenditure is
estimated to be $54.0 million for 2023/24, which includes the full balance of the Infrastructure Trust
Fund (of $45.2 million). Although actual ODA-related capital expenditure is expected to be lower than
budget due to ongoing planning and design work of relevant projects, the funding is appropriated in
full to avoid limitations on using these funds.
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4. Economic Update

4.1. Overview

The past 12 months have seen some critical green shoots of recovery in the Cook Islands economy.
The restrictions of the pandemic have faded into the rear-view mirror and businesses have begun to
rebuild. Visitors from New Zealand have led the rebound, staying longer and spending more than they
have in the past —and putting money back into businesses as a result. The recent low season has been
a challenge, with restricted airline seat capacity and high airfares relative to other tourist destinations,
however the overall picture over the past year has been very positive.

After one of the largest economic contractions in the world saw the Cook Islands economy shrink by
over 41 per cent between the end of 2019 and mid-2021, the 2021/22 year saw the early signs of
recovery with 13.4 per cent growth in real (inflation-adjusted) gross domestic product (GDP) terms
compared to the prior year. With a full year of open borders, 2022/23 is expected to see further
recovery, with 18.8 per cent growth in GDP in real terms, before the outlook normalises somewhat.

Figure 4-1 Annual percentage change in Real GDP
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Prior to the pandemic the Cook Islands had experienced years of very strong growth, driven by record
tourist arrivals. The growth primarily came from the New Zealand and Australian markets, which
increased by 23.0 and 21.9 per cent respectively in the three years to 2018/19.

This strong economic performance to 2019 resulted in the Cook Islands graduating from the
Organisation for Economic Cooperation and Development’s (OECD) Official Development Assistance
(ODA) eligibility list from January 2020.

With tourist arrivals returning to more normal levels, extensive government support to business and
individuals has been fully removed. This allowed government to hand the task of driving the economy
back to the private sector and reduce stimulus spending.

The return of visitors has outpaced expectations, with 16,000 more visitors than forecast in the last
Budget. This has meant that the 2022/23 year will have delivered arrivals similar to those seen in
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2014/15, almost solely from the New Zealand market. Other indicators like Building Approvals show
confidence by households and businesses in the economy.

This recovery has not been without challenges however, with global inflationary pressures pushing
the cost of living upward. On average, consumer prices rose by over 12 per cent in the year to March
2023 — primarily as a result of high global fuel and shipping prices, which flowed through to many
commodities — food and electricity in particular.

Table 4-1 provides a summary of the key economic indicators for the budget appropriation year and
the three forward years of the 2023/24 Budget. These indicators assume that the working age
resident population of the Cook Islands remains relatively stable (as it has done since 2001), but with
modest growth in the supply of labour through migration and increased labour force participation.

There was a fear that the COVID-19 pandemic could produce a large outflow of Cook Islands residents.
This was not realised. The data indicate that it was the visa-holder or “visitor” population that declined
while the resident population has so far remained relatively stable. Visa-holders returned to the
country once borders opened again in January 2022. In the year to March 2023, 985 Work Permit Visas
were approved for migrant workers; 45 per cent of these were for workers in the restaurants and
accommodation industries.

Table 4-1 Summary of Economic Indicators

2021/22 2022/23 2023/24 2024/25 2025/26 2026/27

Estimate Estimate Projected Projected Projected Projected
Economic Activity
Nominal GDP ($'000) 396,927 482,828 541,474 563,271 590,090 617,931
Percentage change (YOY) 13.6 21.6 12.1 4.0 4.8 4.7
Real GDP (2016 prices, $'000) 391,628 465,377 497,722 517,399 535,399 555,596
Percentage change (YOY) 13.4 18.8 7.0 4.0 3.6 3.7
Inflation (CPI)
Percentage change (YOY) 4.2 129 3.1 14 1.4 1.5
Construction/Capital Investment
Value-added ($'000) 11,153 12,964 14,763 15,435 16,218 16,984
Productive Sector Indicators
Visitor Arrivals 59,657 128,835 165,365 177,180 178,410 178,935
Percentage change (YOY) 691.2 116.0 28.4 7.1 0.7 0.3
Esti Visi E i
( Ss‘,tég‘;)ted Isitor Expenditures 109,168 251,723 330,445 362,656 371,338 379,890
Agriculture & Fisheries value-
added (£'000) 13,641 14,117 15,082 15,678 16,927 18,222
External Sector
Merch iseT Bal
( S%'go)a”d'se rade Balance -126,675  -187,921  -215,665  -232,693  -242,357  -252,387
Services Trade Balance ($'000) 73,911 209,697 281,923 311,248 318,243 325,172
Exchange Rate (USD/NZD 0.6350 0.6410 0.6590 0.6660 0.6620 0.6560
Average)

4.2, Outlook

The major story for the economic outlook is still one of recovering from the severe recession brought
on by the COVID-19 pandemic. The recovery began in 2021/22, but with 2022/23 being the first full
year with borders open, this shows significant economic growth with 21.6 per cent in nominal terms,
and 18.8 per cent in real terms. Even with this bounce-back underway the recovery is not yet
complete: GDP remains at only around 83 per cent of the 2018/19 level.

Visitor arrivals are key to the recovery. 2022/23 is expected to finish with over 130,000 arrivals (a level
roughly equivalent to 2015), before 2023/24 is expected to hit 160,000 — which is close to the numbers
seen prior to the pandemic. This remaining uplift is arrivals from markets outside New Zealand, which
are becoming more accessible. From this point, the high growth rates seen in recovery will subside
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back to more ‘normal’ rates and in the later forecast years capacity limits are expected to become of
interest again.

Over the medium-term horizon, the government’s economic focus remains recovery from the
pandemic. The economy is expected to grow by 7.0 per cent in 2023-24 (in real terms), before levelling
out in the forward years with 4.0 per cent in 2024/25, 3.6 per cent in 2025/26 and 3.7 per cent in
2026/27. As mentioned above, this profile follows that of the tourism recovery, which drives the large
services trade surplus that the Cook Islands enjoys.

During the pandemic, the government’s fiscal stance was deliberately expansionary, with large
transfers of support and stimulus as well as an extensive collection of capital works. This was a
deliberate policy choice to provide support for aggregate demand in the economy. The Budget for
2022/23 saw a reduction in stimulus spending, as well as lower infrastructure spending owing to
logistics problems related to capital projects. That budget was characterised by government giving
way to increased private sector activity. The 2023/24 Budget will see this path continued, with a
relatively neutral stance taken as government begins to rebuild fiscal buffers and the economy moves
onto more stable ground. Through this, a large number of key capital projects will continue to roll out,
maintaining demand in the construction and engineering sectors as the private sector repair balance
sheets until they are able to invest again.

The largest challenge currently facing people in the Cook Islands is the rising cost of living, driven by
global inflationary pressures in fuel and logistics in particular. This has been felt most acutely in fuel,
food and electricity pricing. The outlook for this is somewhat positive however, with the last two
quarters (six months) showing inflation reducing slightly, after the through-the-year inflation measure
peaked in September 2022 with 15.3 per cent growth, coming down to “only” 12.1 per cent in the
year to March 2023. This is consistent with inflation globally and with our major trading partner, as
inflation has shown signs of reducing in New Zealand in recent months as well.

After record inflation in 2022/23, it is forecast to reduce to 3.1 per cent in 2023/24, before reducing
further to around one and a half per cent in the remaining forward years. For a more detailed
discussion, please see the Prices and Inflation section below.

4.3. Changes since the 2022/23 HYEFU

Since the 2022/23 Half-Year Economic and Fiscal Update (HYEFU), the Cook Islands Statistics Office
(CISO) has undergone a project with support from the IMF-PFTAC to review and revise the National
Accounts data. This has led to some significant revisions in our GDP estimates which particularly affect
the pandemic years.

The revisions to National Accounts have caused Nominal GDP in 2020/21 to be revised down from
$432.0 million to $349.5 million, and in 2021/22 from $503.2 million to $396.9 million. This has
impacted the profile in those years, but also in the forecast years as the recovery challenge is
exacerbated. More information can be found in the Note on Cook Islands GDP Revisions on the MFEM
website?3,

The HYEFU forecasts were finalised in November 2022, and since then many new pieces of information
have become available (as well as the revisions discussed above). Key examples of this have been
tourist arrivals in the intervening months, and inflation data especially. Price data for both the Cook
Islands and trading partners has allowed the inflation forecasts to be further refined in the current
environment, with these impacting both prices in the domestic economy and trade as imports of many
items have become substantially more expensive.

13 https://www.mfem.gov.ck/images/ECON/Note on Cook Islands GDP_Revisions.pdf
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Table 4-2 Real GDP growth (percentage change, year on year)

2021/22 2022/23 2023/24 2024/25 2025/26 2026/27
2022-23 HYEFU Forecasts 11.8% 11.6% 6.8% 3.7% 3.6%
2023-24 Budget Forecasts 13.4% 18.8% 7.0% 4.0% 3.6% 3.7%

4.4, The Global Economy

The Cook Islands is a small, open economy whose economic growth is heavily reliant on the export of
goods and services to a few key partner countries - New Zealand, Australia, and the United States of
America in particular. This has been clearest recently with the COVID-19 pandemic impacting the
movement of people as well as trade and the inflationary pressures stemming from global factors. As
such, it is necessary to examine the economic conditions and outlook for our key partners, as well as
the regional and global economy.

4.4.1. New Zealand

The Reserve Bank of New Zealand (RBNZ) raised the official cash rate (OCR) from 1.5 per cent in 20222
to 5.25 per cent in April 2023.* New Zealand also saw a slight drop in the previously rising inflation
rate of 6.7 per cent through the year to March 2023, compared to 7.2 per cent increase in the 12
months to December 2022. This inflation rate was below expectations, raising commentary about a
pause in the rate increase cycle, or a potential lowering of rates later in 2023.

In February 2023, the RBNZ commented in the Monetary Policy Statement (MPS) that “demand in the
New Zealand economy has been robust” but there are early signs of slowing. Economic growth has
been supported by household spending and construction activity, strong government spending and
the quick recovery of international visitor numbers since the border reopened. Household spending
has been resilient to date. However, there are signs that it may be slowing, reflecting lower house
prices, high inflation and rising interest rates.

The swift return of international visitors has supported the recovery in the tourism sector and activity
in associated services industries, in particular transportation, accommodation and restaurants. Pent
up demand for travel and reduced capacity have contributed to higher airfares, accommodation and
other tourism-sensitive prices.

The severe storms in the North Island have had a devastating impact and has led to disruption across
a variety of industries and destruction of infrastructure and housing. This has led to shortages in some
goods, particularly crops, in the short term which will likely cause prices to stay high. Food was the
largest contributor to the March 2023 annual inflation rate. This was due to rising prices for fruit and
vegetables (20.2 per cent), restaurant and ready-to-eat food (8.5 per cent), and general grocery food
(12.3 per cent).

Significant economic losses have resulted from these storms. The RBNZ has stated that the best
contribution monetary policy can make is to free up resources elsewhere in the economy by slowing
demand through higher interest rates. This will also limit further increases in the cost of living over
the medium term.

The labour market remains extremely tight, with employment above its maximum sustainable level.
The unemployment rate held steady at 3.4 per cent in the March 2023 quarter. Worker shortages led
to an acceleration in wage growth, supporting household incomes but adding upwards pressure to
domestic inflation through increased business costs.

The MPS forecasted real GDP growth of 3.9 per cent in the year to March 2023, falling to 0.1 per cent
in the following year. Thereafter growth is expected to slowly recover with 0.5 per cent and 2.4 per

14 Reserve Bank of New Zealand, www.rbnz.govt.nz
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cent in the years to March 2025 and March 2026 respectively. Inflation was forecast to be 7.3 per cent
to March 2023, and with the outcome being lower (6.7 per cent) the outlook may be revised down in
the May MPS. From here, inflation is expected to slow, with 4.2 per cent growth in the year to March
2024, and 2.3 per cent to March 2025 — back within the RBNZ's target band.

Figure 4-2 US Dollar exchange rate, New Zealand and Australia
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4.4.2. Asia-Pacific Region

The Asian Development Bank’s April 2022 Asian Development Outlook 2023 (ADO) acknowledges that
in 2022, growth in much of the region held up on improved consumption and investment as COVID-
19 receded in many economies. This helped offset the impacts of elevated food and energy prices
caused by the Russian invasion of Ukraine, the tightening global financial conditions, and the Peoples
Republic of China’s (PRC’s) economic slowdown last year.

The spike in commodity prices contributed to the rise in inflation in 2022 following the Russian
invasion of Ukraine. As global energy and food prices declined with the easing of supply chain
disruptions, headline inflation is now on the decline, but core inflation remains high in some
economies. Growth in developing Asia is expected to increase to 4.8 per cent this year from 4.2 per
cent in 2022. The region’s headline inflation rate is forecast at 4.2 per cent this year, easing to 3.3 per
cent in 2024 as it returns to pre-pandemic levels.

Financial conditions improved in late 2022. Conditions tightened over most of 2022 but eased in the
fourth quarter due to slower US inflation and less tightening by the Federal Reserve in November. Risk
premiums declined for most regional economies and equity markets picked up. Many regional
currencies have strengthened against the US dollar since the last quarter of 2022.

Many economies in the Asia-Pacific have gradually opened to tourists—and visitor arrivals in some
tourism-dependent ones are steadily returning to pre-pandemic levels (or exceeding in the case of
Fiji), though the return for markets dependent on East Asia is slower. This outlook for tourism has
improved further on the PRC’s reopening.
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4.4.3. Pacific

In the Pacific, the ADB expects tourism-focused economies to rebound in 2023, with strong growth in
the Cook Islands and Fiji. Fiji achieved 102 per cent of its December 2019 visitor arrivals in December
2022. However, other economies are showing fewer positive outlooks. Samoa, the Solomon Islands
and Tonga have all contracted further in 2022, only returning to positive growth in 2023. Overall, the
region is forecast to see 3.3 per cent growth in 2023, moderating slightly to 2.8 per cent in 2024.

Inflation in the Pacific is expected to have peaked in 2022 at 5.7 per cent across the region, before a
slight reduction to 5.0 per cent in 2023 and 4.4 per cent in 2024. This belies some wider spread within
the region with higher rates seen in the Cook Islands, Tonga, Samoa and Palau and more muted
inflation in some other countries.

4.4.4. Australia

In May 2023, the Reserve Bank of Australia (RBA) announced an increase of its cash rate to 3.85 per
cent in response to inflationary pressures, both globally and in the Australian economy, though stated
that inflation “has passed its peak”. In December 2022, the unemployment rate was below 4 per cent
for the first time in history of the (monthly) data. And the annual inflation rate was 7.0 per cent
through the year to March 2023.

In its February 2023 Statement on Monetary Policy, the RBA reported GDP growth expectations of
2 % per cent over 2022 and 1 % per cent to 1 % per cent in both 2023 and 2024. Domestic activity is
forecast to pick up a little from late 2024 onwards as the drag on growth from the earlier monetary
policy tightening starts to wane and inflation moderates. The recent pick-up in arrivals following the
reopening of the international border has supported robust growth in employment and is helping to
alleviate shortages in some areas. The unemployment rate is forecast to remain around 3.5 per cent
until mid-2023 before creeping towards more sustainable levels around 4.5 per cent in mid-2025.

4.4.5, Global

The IMF’s April 2023 World Economic Outlook presents a view of global growth prospects with China
rebounding strongly following the reopening of its economy, supply-chain disruptions unwinding,
while the dislocations to energy and food markets caused by the war in Ukraine are receding, and the
tightening of monetary policy by most central banks should start to bear fruit, with inflation moving
back toward its targets.

The IMF estimates in their latest forecast that global growth will be 2.8 per cent this year before rising
modestly to 3.0 per cent in 2024. Global inflation will decrease, although more slowly than initially
anticipated, from 8.7 per cent in 2022 to 7.0 per cent this year and 4.9 per cent in 2024 (see Figure
4-4).

While global inflation has declined, that reflects mostly the sharp reversal in energy and food prices.
But core inflation, excluding energy and food components, has not yet peaked in many countries. It is
expected to decline to 5.1 per cent this year (fourth quarter over fourth quarter).

In most cases, the IMF expects global employment and output to be below pre-pandemic trends out
to 2026, with particular concerns around the scarring effects in emerging market and developing
economies due to limited policy support and access to vaccinations. The IMF also notes there is greater
than usual uncertainty around this forecast, with lockdowns in China and possible new strains of the
COVID-19 virus adding to the risks surrounding the war.

Beyond 2023, the IMF expects growth to stabilise at around 3.3 - 3.4 per cent in the medium-term
(see Figure 4-3).
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Figure 4-3 IMF GDP growth estimates, selected countries
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The IMF notes that the inflationary pressures exacerbated by the war are rapidly shrinking the fiscal
policy space available — particularly for emerging markets and developing economies. As interest rates
in much of the world are rising to tackle inflation, many economies still require fiscal policy and
increased health expenditure — just as borrowing costs are rising. For these economies, medium-term
baseline output is expected to be close to 6 per cent below pre-pandemic projections.

Increased risk of global polarisation also threatens global cooperation on key and urgent issues such
as addressing climate change, efforts to address rising risks of debt distress in the aftermath of the
pandemic and other trade initiatives.

Figure 4-4 IMF inflation estimates, selected groupings and countries
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IMF oil price forecasts show that the spike in fuel prices in 2022 are expected to continue to ease over
time. For example, the IMF projects average oil prices at US$69.90% in 2023, down from US$94.80 in
2022, and expected to decline slightly thereafter (see Figure 4-5).

Figure 4-5 IMF oil price estimates, 2000 to 2027 (Index: 2016 = 100)
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4.5. Cook Islands Economy

4.5.1. Structure and Performance

The Services sector'® accounts for a large proportion of activity in the Cook Islands’ economy, with
86.3 per cent of 2021/22 nominal GDP in this sector. This sector of the economy includes key
industries such as Trade (19.7 per cent in 2021-22), Accommodation (10.8 per cent), and Public
Administration (12.0 per cent).

Figure 4-6 shows the Cook Islands economy by industry in 2021/22 and the dominance of the services
sector, and how other sectors such as Agriculture (3.4 per cent) and Construction (5.8 per cent) make
up smaller, but strategically important parts of the economy. The 2021/22 year also shows that almost
25 per cent of GDP is closely tourism-related, which is down from 32 per cent in the 2019 year, due to
the effects of the pandemic.

153 spot price average — Brent, WTI, Dubai Fateh.

16 The ‘services sector’ comprises Trade, Transportation, Accommodation Services, Restaurants and Bars, Information and
Communication, Finance and Insurance, Real Estate, Ownership of dwellings, Travel Agents & Tour Operators, Professional
& Administrative Services, Public Administration, Education, Human Healthcare and Social Work and Arts, Recreation &
Other Services.
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Figure 4-6 Cook Islands economy by industry, 2021/22
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In the 2021/22 year, the largest contribution to the early signs of tentative recovery has been the
Accommodation sector, which contributes 13.0 percentage points of the 13.6 per cent total (see
Figure 4-7). This is to be expected as this sector was the hardest hit in 2020, so this growth is largely a
rebound. The next largest contributions to growth, though much smaller, are from Construction (2.5
percentage points) and Transport (2.2 percentage points). Partially offsetting the growth are declines
from Finance and Insurance (8.5 percentage points) and Electricity (1.8 percentage points — this is
partly a recognition issue, with the power subsidies affecting this amount, as they effectively acted as
transfers to consumers).

Figure 4-7 Contribution to 2021-22 nominal growth (percentage point)
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4.5.2. Prices and inflation

Inflation in the Cook Islands is measured by the consumer price index (CPI), which the Cook Islands
Statistical Office reports on a quarterly basis. As mentioned above, inflation has been one of the
largest challenges faced by the economy in 2022/23, with people and businesses being squeezed by
rising prices. As shown in Figure 4-8, the Cook Islands had experienced a long period of low or no
inflation, but that came to an end with CPI growth of 4.2 per cent in 2021/22 and expected growth of
12.9 per cent in 2022/23". Driven by global factors, as the ‘end of the supply chain’ consumers in the
Cook Islands have few options to combat these price rises, which have been largest in Food, Transport
and Clothing and Footwear — all sectors that are heavily exposed to rising shipping costs.

With inflation beginning to slow however, prices are expected to rise more slowly going forward. The
past two quarters have shown inflation slowing from the peak in September 2022, which is consistent
with New Zealand prices as well, although this is unlikely to mean prices falling back to where they
were. Due to a number of factors, prices in the Cook Islands are often ‘sticky’ and less likely to fall back
than in larger markets.

Figure 4-8 CPI, year average, 2011/12 — 2022/23 (percentage change)
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Figure 4-9 shows the contribution to aggregate inflation over the year to March 2023 by major
category. The largest impacts can be seen in Food and Beverages (5.7 percentage points), Transport
(2.6 percentage points) and Housing and household utilities (1.6 percentage points — driven by
electricity).

17 Average growth to March 2023 was 12.2 per cent
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Figure 4-9 Contribution to year average inflation to March 2023 (percentage point).
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4.5.2.1. Inflation forecasts

Overall, as shown in Figure 4-10, inflation is expected to be 12.9 per cent across 2022/23, with most
of this growth in the first half of the year. This higher price growth is expected to reduce to 3.1 per
cent in 2023/24, and stabilise around 1.4 to 1.5 per cent in the outer years.

Figure 4-10 Annual average change in CPI (percentage)
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4.5.3. Trade in Goods

4.5.3.1. Goodsimports

The Cook Islands’ size and geography means the country is highly reliant on imported goods to provide
a range of goods and services. This has been particularly acute with the rising prices around the world
impacting the Cook Islands as well.

The pandemic saw a reduction in imports due to lower demand as a result of the lack of tourists and
shipping difficulties, with total imports in the year to June 2021 being over 18 per cent lower than
each of the years before and after it. This represents $35 million to $39 million less in imports across
the year. The year to June 2022 saw imports return to pre-pandemic levels of $191.8 million
(compared to $196.3 million in the year to June 2020, and $156.8 million in the year to June 2021).

The largest percentage increase came from imports from the United States (72.8 per cent) and ‘Other’
markets (66.3 per cent) — though both of these markets are relatively small, representing only 12.1
per cent of total imports for the year. The largest increase in terms of total value is from New Zealand,
where the majority of imports are sourced — rising by $28.9 million (see Figure 4-11). Imports from
Fiji have not yet recovered to their pre-pandemic levels.

Figure 4-11 Import value by country of origin, year to June ($’000)
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Import growth is expected to follow a similar (though more muted) profile to visitor arrivals, with the
increase of people leading to an increasing demand for goods in tourism-related sectors. 2022/23 is
expected to see growth of 10.1 per cent, with 2023/24 forecast to grow by 13.2 per cent, largely in
response to import price relief. The outer forecast years continue to see steady import growth,
tracking in line with general economic activity.
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Figure 4-12 Value of total imports, annual, 2018-19 to 2026-27, year to June ($’000)
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4.5.3.2. Goods exports

The Cook Islands exports very small volumes of physical goods. Total goods exports in the year to June
2022 were $1.0 million (after adjustments to remove fishing exports from foreign boats which do not
make landfall in the Cook Islands).

There was a slight decline in goods exports in the year to June 2022. This decline has been mostly in
Miscellaneous Manufacturing, with Food and Animals increasing slightly over the year, while Basic
Manufacturing remained the most stable (see Figure 4-13). Looking forward, goods exports are
expected to remain at quite low levels.

Figure 4-13 Major goods exports, 2021 and 2022, year to June ($’000)
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4.5.4. Tourism

4.5.4.1. Aggregate visitor activity

Visitor arrivals in pre-COVID years showed solid growth, which was largely driven by an increase in
visitors from New Zealand and the United States. With opening of the Cook Islands border for more
than a full calendar year, arrivals have been mostly from the New Zealand market with a few coming
in from Australia.

The Cook Islands saw a steady increase in arrivals throughout 2022. With approximately 10,000 visitors
in the March quarter, 31,000 in the June quarter, 40,000 in the September quarter and then dropping
back to 31,000 in the December quarter. The March quarter low season saw visitors reduce to 20,954,
which was still a 102 per cent increase from the previous year — which was severely impacted by travel
restrictions.

Total arrivals for the 2021/22 financial year are 59,657. There were only 7,540 arrivals in 2020/21.
This was due to the extended border closures for part of 2021 and the slow start up and capacity
constraints when borders reopened in January of 2022. With travel restrictions now lifted around the
world, and direct flights from Tahiti now with Air Rarotonga, Hawaii starting up in May and Sydney in
June of this year, this will give an opportunity to grow arrival numbers from other markets.

Based on technical assumptions visitor arrivals for the 2022/23 financial year is estimated at
approximately 129,000, with initial arrivals from New Zealand and Australia, and opening to North
American and European markets in the last quarter.

In 2023/24 visitor arrivals are expected to grow by around 28 per cent to just over 165,000 — moving
toward pre-COVID levels, before levelling out and increasing only 4 per cent in the following year
2024/25 to approximately 177,000 visitors. The 2023/24 forecast does have a large downside risk
related to airline capacity, particularly out of New Zealand. Airlines have been constrained due to both
crewing and technical issues, which may put these forecasts at risk of being lower.

Figure 4-14 Total visitor arrivals, 12-month total, 2013/14 to 2026/27
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Table 4-3 Estimated total arrivals, quarterly, 2022/23 to 2026/27

Quarters 2022/23e 2023/24f 2024/25f 2025/26f 2026/27f
September 40,867 48,958 51,000 51,000 51,000
December 31,084 40,663 44,590 45,058 45,107
March 20,954 29,430 33,000 33,609 33,757
June 35,930 46,314 48,589 48,743 49,071
Annual total 128,835 165,365 177,180 178,410 178,935

Prior to the pandemic, concerns began to be aired about the physical and environmental capacity of
the Cook Islands to absorb visitors. In later forecast years this may become an issue again. In the short-
term, capacity of airlines to bring people to the Cook Islands is the key constraint.

4.5.4.2. Major markets

Given the limited access to other markets, New Zealand has supplied the vast majority of visitors
across the past year, with 85 per cent of visitors in the year to March 2023 being New Zealanders. The
second largest market is Australia, which has supplied 9 per cent of visitors over the same period,
while other markets have been very small. The number of visitors from New Zealand in 2022/23 is
over 91 per cent of pre-pandemic levels, showing how rapidly this market has returned once borders
opened.

Over the forecast period, the share from New Zealand is expected to reduce as a result of access to
other markets improving — in particular the Australian and North American market. With multiple
flights per week from Sydney operating from late June 2023, the Australian market is expected to
increase to represent almost 18 per cent of the total market in 2023/24, with New Zealand falling to
71 per cent. Links to the Northern Hemisphere through Hawaii and Tahiti lead to the North American
and European markets combined making up almost 10 per cent of the market (see Table 4-4).

Table 4-4 Forecast total tourism numbers, by major market, 2022/23 to 2026/27

Markets 2022/23e 2023/24f 2024/25f 2025/26f 2026/27f
New Zealand 105,304 117,232 121,256 120,841 120,888
Australia 14,456 29,443 31,830 32,227 33,031
USA & Canada 2,825 7,614 9,451 9,806 9,539
Europe 4,185 8,382 11,106 11,793 11,753
Other 2,065 2,694 3,536 3,742 3,726
Total 128,835 165,365 177,180 178,410 178,935

4.5.5. Other key industries

While Tourism is by far the largest sector in the Cook Islands, there are a number of other sectors of
importance — such as the Finance, Agriculture, Fishing and Construction sectors.
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Figure 4-15 Contribution to Nominal GDP ($ million)
90 r
80
70
60 |
50

40 }

$ million (NzZD)

30

20

2015-16 2016-17 2017-18 2018-19 2019-20 2020-21 2021-22

MW Agriculture M Fishing Construction Finance

4,5.5.1. Banking

Total deposits in Cook Islands banks in December 2022 (latest available data) were 1.8 per cent higher
than a year earlier, increasing from $297.8 million to $303.1 million. Between these points, deposits
peaked at the end of June 2022 at $318.3 million — likely a reflection of high-season tourism activity
and increased formalisation of the economy.

There have been some component changes in this as well, with a large shift away from Term Deposits
of $20.5 million (20.7 per cent), towards Demand Deposits (up $11.4 million, or 9.9 per cent) and
Savings accounts (up $14.5 million or 17.5 per cent (see Figure 4-16).

Total lending by Cook Islands banks in the year to December 2022 declined by 4.5 per cent
(511.5 million). This is likely to reflect further de-leveraging in businesses (and households) as they
pay down existing debt and are reluctant to take on more at this point in time, so soon after the
pandemic. Coupled with conservative stances taken by banks, this leads to lower lending levels. This
decline was especially in the Hotels & Motels sector, where outstanding debt moved from $66.4
million to $59.3 million in the year (a fall of 10.6 per cent). This was partially offset by a small increase
(51.4 million or 3.0 per cent) in debt held in Construction & Manufacturing. Key in this analysis,
government debt held outside of the Cook Islands is not included here as it is held by foreign entities
—such as the Asian Development Bank.
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Figure 4-16 Total value of bank deposits and loans, December 2018 to December 2022 ($’000)
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4.5.5.2. Financial services industry

The Cook Islands’ financial services industry employs approximately 275 staff, accounting for
approximately 4.3 per cent of total employment in the Cook Islands.®

There are three commercial banks: ANZ Banking Group Limited (ANZ) and Bank of South Pacific (BSP)
Limited operate as foreign-owned branches, while the Bank of the Cook Islands (BCl) Limited is owned
by government. BCl operates on all islands within the Cook Islands and channels government
subsidies, child benefit and pension payments to beneficiaries, and is responsible for the payment of
government salaries. As a result, the number of Cook Islanders with access to a bank account is very
high. An additional domestic bank, Capital Security Bank (CSB), is an onshore private bank that
specialises in providing banking and wealth management services to international clients.

The licensed trustee companies are responsible for the administration of approximately 3,000 entities
and trusts on the Cook Islands international registers. The registration and renewal fees provided
government approximately $1.35 million in 2021/22. The growth of these numbers is impacted by
international tax and regulatory requirements and the licensed trustee companies’ ability to operate
efficiently and diversify. The enactment of the International Relationship Property Trusts Act 2021 has
provided the FSDA the opportunity to market and promote a new trust product, the International
Relationship Property Trust (IRPT) to international markets. The 2022/23 fiscal period has seen the
FSDA focus its marketing resources on the IRPT. This new product required immediate and targeted
international exposure to ensure the best possible return for the Cook Islands. It is intended that a
similar marketing programme be continued over the next financial year build on the traction gained
this year and to generate maximum returns over the medium to long term from the IRPT.

As with all industries the financial services industry has been adversely affected by COVID-19, given
the restrictions on international travel and the ability to visit existing clients and potential new clients
for two years. However, due to the industry’s ability to embrace technology and given that a very large
proportion of business is carried out on line, the financial services industry, and in particular the

18 As at 31 December 2022. The employment rate is estimated using the number of active Cook Islands National
Superannuation Fund members as a proxy for total employees in the Cook Islands. As at 31 December 2022 there were 6,361
active members.
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licensed trustee companies, has been robust and remained resilient in the face of very difficult market
conditions.

The Cook Islands continues to meet its international obligations concerning transparency on tax
matters and in regards to its AML regime. The Cook Islands is on the European Union’s white list of
cooperative jurisdictions on tax matters and was given an outstanding report by the Asia Pacific Group
(a regional body of the FATF) following the most recent mutual evaluation carried out in 2017.

The Cook Islands Statistics Office identifies the financial services industry as the finance and insurance
sector. The sector’s contribution to GDP, shown in Figure 4-15, has varied considerably over the
pandemic years, with a peak of $51.4 million in the 2019-20 year and a low point of $7.3 million in the
2021-22 year. These swings may reflect the capacity for businesses and households to engage in the
sector as the economy hits headwinds (in 2019-20) and continues to be in a downturn (in 2021-22).

A 2018 IMF-PFTAC report estimated that between 2010 and 2017 the total direct and indirect
contribution to GDP of the international financial services industry has fluctuated between
3.8 per cent and 4.8 per cent. The direct contribution has increased from $12.5 million in 2010 to
$14.9 million in 2017, while the indirect contribution has remained flat, averaging around $3.5 million
per year. The indirect contribution has remained unchanged because purchases of production inputs
from other businesses in the Cook Islands have been falling.

4.5.5.3. Housing and construction

The total value of Cook Islands building approvals in the year to December 2022 more than doubled,
growing to $20.4 million, from only $8.2 million reported in the previous year. The largest part of the
increase is in residential buildings by $7.3 million. Commercial building approvals were also $3.4
million more than the previous year, with the highest value in approvals for a calendar year on record
at $4.4 million. Further showing the growing confidence in the economy, Tourist Accommodation also
saw $2.0 million in approvals in the December quarter — after 2 years of almost zero (Figure 4-17).

While 2020/21 saw the Construction sector reduce its contribution to GDP due to the high degree of
uncertainty, in 2021/22 it rebounded strongly, increasing from $12.9 million to $19.9 million, and
showing this as an important driver. With the increase in building approvals, this suggests a continuing
increase on the horizon.

Figure 4-17 Building approvals, 2017 to 2022 ($’000)
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4.5.5.4. Marine resources

A key source of government revenue, as well as an important sector for economic activity in Rarotonga
and the Outer Islands, is the marine resources sector — that is fishing and pearl farming. While this
sector remains important, the sector has accounted for less than half of one per cent of GDP since
2012/13, with the largest contribution being $2.4 million in 2019/20 (see Figure 4-18). However, the
revenue from licensing and permits far exceeds this amount.

The main benefit to the Cook Islands government from fishing activities is revenue from treaty
arrangements, purse seine fishing bilateral arrangements, license fees and the sale of catch quotas.
The revenue collected in 2021/22 was $8.6 million, with westward shifts in the distribution of tuna
stocks due to climatic conditions (La Nina), pushing revenue lower. These conditions are predicted to
ease through the 2023 year and are expected to lead to higher revenues.

There are a number of different types of licence and permits which generate revenue, with the
longline Quota Management System (QMS) and purse seine fishing days responsible for most of the
revenue. The longline QMS uses a total allowable catch approach, and purse seine sells a number of
fishing days, implemented in conjunction with the Western Central Pacific Fisheries Commission
(WCPFC).

Key purse seine access agreements have been made with the United States (as part of a regional
approach) and with the European Union (EU). The standard price per day is US$9,500, but different
prices have been negotiated for the US as part of the treaty arrangements (US$9,000 per day) and for
the EU access is granted under a broader package of €151,000 per vessel, with the possibility to
purchase extra days at €8,000 per day. The return in NZD fluctuates with exchange rates.

In 2022, longline catches increased from the previous two years that were significantly impacted by the
COVID19 pandemic. As such revenue predictions for 2022/23 are forecast to increase from 2021/22,
with further moderate increases for 2023/24 estimated to be $15.4 million.

The sources of revenues include:

e $3.0 million from the longline licensing, development fees and QMS

$ 3.8 million from the US Treaty

S 7.0 million from the purse seine vessel days

S 1.4 million from the EU Sustainable Fisheries Partnership Agreement (SFPA) fishing authorisations
e $0.2 million from other fisheries

The development of the purse seine fishery has contributed significantly to the growth of this sector,
though it is largely dependent on fishing patterns influenced by ENSO climatic conditions, and
experiences yearly fluctuations in west-east migrations. Fisheries management arrangements and
differences in pricing for purse seine vessel days also influence where and when fleets choose to fish.

The Ministry of Marine Resources (MMR) is investigating opportunities to derive further benefits from
existing fisheries by securing and defining fishery rights and potential trading initiatives.
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Figure 4-18 Fishery catch in the Cook Islands EEZ*°
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Table 4-5 Fishery catches in the Cook Islands EEZ by species (tonnes)

2021 2022
Longline Pu.r se Artisanal Longline Pu.r se Artisanal
Seine Seine

Albacore 2336 0 1 4847 0 1
Bigeye 410 168 1 579 76
Yellowfin 1269 304 47 1213 115 69
Skipjack 56 2100 4 119 1638 4
Other 412 3 35 464 3 41
Total 4483 2575 88 7222 1832 115

In 2022, MMR managed 83 licensed vessels made up of 65 longline, five purse seine, 10 bunker
vessels, two trawlers and one pot/trap vessel. In addition, there were 236 local artisanal and game
charter fishing boats reporting catch and effort to MMR.

One domestic commercial fishing company with the Cook Islands flagged longline vessel operates in
the Southern Group waters and offload their catch at Avatiu port predominantly for the domestic
market. In 2022, 34t of fish were unloaded on Rarotonga from domestic longline vessels, compared
to 71t in 2021. There were no exports over this period and there has been no landed catch by foreign
vessels in Rarotonga since 2017.

With borders opening and tourism activities resuming, local fish prices have risen significantly, as
commercial and artisanal fishers are unable to meet local market demands for fish products, which is
higher than supply. Tuna is also being imported from French Polynesia, selling at higher prices in the
Cook Islands than it is in French Polynesia. Local prices increased to $30-$40 per kilogram in July 2022
and in May 2023 have remained at similarly high levels. This in turn increases the ability of fishers in
the Outer Islands to sell fish to the Rarotonga market.

19 Catch and effort estimates for 2022 not yet finalised.

46



4,5.5.5.  Agricultural activity and exports

The Agricultural sector accounted for about 3.0 per cent of nominal GDP in the 2021/22 year, growing
to $11.8 million, up from $10.3 million in 2020/21. Agriculture in the Cook Islands is targeted
predominately toward domestic consumption, with the tourist market providing a form of ‘localised
export’ for products, without facing the constraints of traditional export markets — such as freight.

While the activity within the domestic agricultural sector has seen an increase in some areas (such as
Aitutaki, Mangaia and Mauke who are consistently supplying vegetables and herbs to Prime Foods
and Wigmore’s Superstore on Rarotonga), there has been an overall decrease in production from
commercial and subsistent growers on Rarotonga and the Pa Enua for 2021 to 2022. This is a result
of COVID-19 where our borders were closed and our tourism market diminished drastically. Farmers
scaled back their planting programmes in an effort to ensure all produce was sold and to reduce waste.
This also resu