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Executive Summary

The Treasury�s role is to provide advice that contributes to 

improved economic performance and higher living standards.  

This briefing focuses on those issues we consider most 

important for economic growth.  

Economic performance is not all that matters.  Social cohesion and the quality of  the 
environment are also important for overall living standards.  Balancing potentially 
competing objectives is not easy, nor does it necessarily require trade-offs.  For 
example, growth helps social cohesion by providing increased opportunities for 
labour market participation, whilst social inclusion assists growth by making the 
most of  skills, talent and endeavour.

As chapter one outlines, growth rates have increased and the issue is now one of  
how to sustain and bolster current growth.  Our forecasts suggest that New Zealand 
will continue to experience reasonable rates of  economic growth, although probably 
not sufÞ cient to shift the country into the top half  of  the OECD within the next 
decade.  

Many factors, working together, provide an environment for economic growth and 
national wellbeing.  Shifts in international trading patterns, pressures on infrastructure 
development and natural resources, and continuing skill and labour shortages will 
all have an impact on the rate at which New Zealand�s economy can continue to 
grow.

Three challenges we see are:

Enhancing productivity growth:  Sustaining and increasing economic growth 
will require an emphasis on policies that assist the transition from labour-absorbing 
growth to productivity-enhancing growth.  The challenge, now, is to ensure that 
policy settings support a focus on increasing labour productivity right across the 
economy.  Factors necessary to support this shift are:

� strong external linkages (focusing on improving externally oriented policies, the 
World Trade Organisation, trade in the Asia-PaciÞ c region and our relationship 
with Australia)

� a sound business environment (focusing on natural resource management/climate 
change, infrastructure, innovation and tax), and

� skill development and labour markets (especially tertiary education, work-based 
skills and further lifting labour participation).

Maintaining Þ scal stability:  Maintaining a robust macroeconomic environment 
provides a stable base for economic growth.  New Zealand has a sound 
macroeconomic framework and the current Þ scal position is strong.  Challenges 
are emerging, however, in both the short and long term:
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� The current account deÞ cit is high and private savings are low, leading to the 
risk of  a sharp and uncomfortable economic adjustment.

� In the long term, demographic pressures and rising public expectations will place 
demands on government expenditure and associated social policy settings.

� Future Budgets must involve less new spending than in recent years to stabilise 
the size of  government expenditure in the economy and to free up resources for 
growth-promoting initiatives.  Freeing up resources will require difÞ cult choices, 
informed by the incoming government�s priorities.  

Our analysis of  Þ scal trends is based on the information provided in the Pre-election 
Economic and Fiscal Update (Pre-EFU).  Our assessments will need to be revisited 
in the context of  the policy undertakings promoted by the new government.

Lifting the performance of  the state sector:  The performance of  the wider 
public sector needs to be lifted to meet the expectations of  Ministers and the public, 
ensure value for money of  current spending and provide a direct contribution to 
lifting overall productivity in the economy.  

Responses need to focus on changing incentives, as well as the behaviours and 
culture throughout the public sector.  This means using current policy tools rather 
than introducing new ones and using public and ministerial expectations to drive 
public sector performance.  Priority areas are: 

� achieving better policy coherence and a longer-term view 

� better use of  performance information 

� using the Budget process to boost performance 

� improving central agency support for Ministers, and 

� focusing attention on Crown entities.

This brieÞ ng reß ects the Treasury�s best advice on what we see as priorities for you 
and your colleagues over the next few years.  Inevitably, the incoming government 
will have policies of  its own that it will wish to progress.  Our ongoing advice will 
be developed to support the new government achieve its objectives.
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Chapter 1: Economic context
Over the past decade New Zealand�s rates of  economic growth have increased 
signiÞ cantly, but there is still room for further increases.  Meeting the three challenges 
of  productivity growth, Þ scal stability and a well-performing state sector will help 
to increase living standards for all New Zealanders.

A decade of economic growth
Prior to the early 1990s, New Zealand experienced a long period of  low performance 
with sluggish growth rates per capita, averaging under 0.5% per annum.  Since then, 
our gross domestic product (GDP) growth rate per capita has, in general, exceeded 
rates across the OECD average, with a solid average of  2.1% per capita over 1995 
to 2005.  If  New Zealand is to move up the OECD ladder we will need to sustain 
and bolster current growth rates.  This will not be easy.  

Figure 1: Real GDP per capita as a proportion of other countries� GDP
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Moving into the top half  of  the OECD within 10 years will require a marked 
increased in growth rates that very few countries have achieved.  SpeciÞ cally, 
New Zealand is likely to need to achieve growth rates of  around 4% per capita per 
annum, compared with the 2% per capita achieved over the past decade.

The lift in New Zealand�s growth over the last decade can largely be attributed to 
increased employment growth generated by rising levels of  workforce participation 
and reduced unemployment. As Þ gure 2 shows, the unemployment rate has fallen 
from 7.6% in 1998 to 3.7% in 2005 and the participation rate has increased from 
65.1% to 67.7% over that time.

Increases in labour productivity (or the amount of  output achieved for a given 
amount of  labour) since the early 1990s has been less impressive, growing at an 
internationally modest 1% per annum over the last decade.

Jobs boom has 
helped growth
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Figure 2: A strong labour market Figure 3: Growth has been driven by 
employment
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Sluggish productivity growth is partly the ß ipside of  the impressive gains in 
employment and participation rates. Firms have used more, relatively inexpensive, 
labour to meet increased demands.  Until recently, there has been a relatively slow 
rate of  investment in capital across the economy.  To sustain and enable further 
growth the Þ rm-led change in these dynamics will need to continue.  Higher rates 
of  productivity are likely to occur as employees gain greater skills and knowledge 
within the roles they now Þ ll.

Forecasts for economic growth
The Pre-EFU set out the Treasury�s forecasts of  growth until 2009.  These forecasts 
show the recent period of  strong growth easing over the next two years, picking 
up once more toward the end of  2009 (to return to rates of  around 2% per 
capita).  The forecast easing of  the growth rates therefore mainly reß ects a cyclical 
phenomenon.

There are some macroeconomic risks to be managed.  The recent period of  strong 
growth has led to a high current account deÞ cit, pressure on resources, rising 
inß ation rates and increasing household debt-income ratios.  In addition, higher 
oil prices have added to inß ationary pressures.  These tensions will probably work 
themselves out over time.  If  these conditions do continue to build, however, the 
economic adjustment could be more pronounced and disruptive with a potentially 
adverse impact on longer-term growth.

Increasing labour productivity is essential for 
growth
For growth to be sustained, the economy needs to move from a phase of  strong 
labour absorption to ongoing and increasing labour productivity growth.  The 
economy appears to be well positioned to make a transition to increased productivity, 
but some of  the data are still ambiguous.  Supporting this transition will require:

� external linkages that allow Þ rms access to wider markets for goods and services, 
skills, capital, ideas and technology

� a business environment that encourages investment, enterprise, and innovation, and

� skill development and labour markets able to meet the demands of  a dynamic 
economy.
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Employment, productivity and wage growth

Rising employment since the early 1990s has helped to raise the incomes of the majority of New Zealanders.  
For those already in the workforce, incomes have risen alongside growth.  For those who had been out of the 
workforce, new employment opportunities have brought with them rising incomes from paid employment.  
The chart below shows the broadest measure of wage growth adjusted for inflation.  It illustrates significant 
wage growth since 1996, averaging 1.9% per annum.  These wage changes have broadly mirrored movements 
in productivity.

Figure 4: Productivity and real wages

Source: Statistics New Zealand

These trends also show up in recent Treasury research into the distribution of income. Since the late 
1990s there have been steady increases in inflation-adjusted incomes, across the income distribution, for 
working-age individuals.  For those on lower incomes this is largely because of increasing employment 
levels, whereas wage increases have contributed more to increasing incomes for people on higher incomes.  
Household incomes have also experienced similar increases, although households with lower employment 
rates have experienced weaker real income increases over the period.

Current growth rates are the result of a range of 
factors
New Zealand�s potential to sustain and raise growth rates over the next decade 
reß ects private endeavour and the hard-won impacts of  the policies of  successive 
governments.  These have fundamentally improved the New Zealand economy. 

The marked increase in the ß exibility of  the economy over the past two decades 
has manifested itself  in all parts of  the economy: the labour market, Þ nancial markets 
and the provision of  goods and services.  The result has been a much more dynamic 
economy able to respond to shifts in markets and manage signiÞ cant economic 
shocks.  
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One of  the most signiÞ cant factors underpinning New Zealand�s economic growth 
has been a generally sound and sustainable macroeconomic framework.  
This has led to a marked reduction in economic volatility, allowing households 
and businesses to plan with greater certainty.  There are still beneÞ ts to be gained 
as New Zealanders and overseas investors become increasingly conÞ dent that this 
stability will be an ongoing feature of  the economic environment.

A marked increase in the efÞ ciency of  the state sector over the past 20 years has 
supported growth.  There is a risk, however, that growing expenditure expectations 
will be hard to contain.  There is also a need to rejuvenate government�s focus on 
ensuring the performance of  the state sector.

Other factors affect growth
Wider factors will impinge on New Zealand�s growth prospects going forward.  
Four major developments will continue to dominate the strategic context for the 
New Zealand economy over the medium to longer term.

International economic and political developments

International conditions look generally favourable for New Zealand.  The locus of  
global trade is shifting to China and East Asia, bringing markets closer to home.  In 
addition, our major trading partner � Australia � has been one of  the best performing 
in the OECD over the past decade and it will probably continue to be.

There are risks that the international environment could evolve in a more volatile 
and less favourable way because of  factors such as:

� geopolitical concerns around security, with risks of  conÞ dence shocks and 
subsequent higher ongoing costs of  doing business

� the low real interest rates of  recent years that have spurred a very large build-up 
of  household debt in developed countries (including New Zealand), increasing 
vulnerability to adverse shocks

� current account positions across parts of  the global economy that indicate risk 
of  substantial real exchange rate alignments in coming years, and

� weak Þ scal positions in much of  the developed world, which reduce the ability 
of  Þ scal policy to cushion shocks or to meet demographic changes and other 
pressures.

Globalisation

Our physical distance from the main global economies means that goods take 
longer to be transported to market, and person-to-person links are harder to 
develop.  However, innovations in transportation and communications provide 
ways in which the distance factor can be overcome.  Making the most of  these 
shifts will require domestic industries to adapt to the consequent changes in global 
production systems.

Wider factors 
will impinge on 
New Zealand�s 

growth prospects 
going forward
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The increased mobility of  capital and labour will also raise the risks of  New Zealand 
becoming more peripheral as a place to do business.  This will make it harder to 
attract and retain Þ nancial and human resources.  Moves towards greater international 
rule-making will raise opportunities and risks for New Zealand.  As a small, external 
player we beneÞ t from greater certainty around the rules of  the game, but we have 
limited ability to inß uence these rules.  

Demographic change

In the absence of  signiÞ cant policy shifts, the ageing of  the population in many 
OECD countries will increase the dependency ratio over the longer term, reduce 
long-run growth, and increase the Þ scal burden of  publicly funded health and 
superannuation.  New Zealand will also be affected by these trends, with the old-age 
dependency ratio likely to double between 2004 and 2050.

Risks faced by a resource-based economy

World-wide there has been a trend of  declining real prices for purely resource-based 
products, and increasing returns to skills and knowledge-based goods and services.  
Recent rapid growth in China and India may have temporarily slowed the Þ rst of  
these factors.  Nevertheless, New Zealand remains a predominantly resource-based 
economy, dependent on continually rising productivity in the primary sector. 

Risks associated with being a resource-based economy arise through trading partners 
retaining high levels of  agricultural protection, increased demands on the use of  
natural resources and increasing biosecurity risks.  These negative factors may be 
offset by historically high terms of  trade, increasing demand for protein and other 
agricultural products from rapidly growing economies in Asia, and continued high 
levels of  productivity growth in primary industries.

Making sure the engine does not stall

In summary, the New Zealand economy has made impressive gains over the last 
decade, with ß ow-on effects for living standards.  If  New Zealand is to build on 
these gains, the economy will need to shift gears to focus on increasing labour 
productivity.
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Chapter 2: Raising labour 
productivity and growth

Countries that perform well in terms of  economic growth tend to be those that 
do well at increasing both employment and productivity.  While there is still some 
scope to increase participation and employment rates for some groups, we see the 
main policy challenge now as being to enhance productivity.  

No single policy leads to productivity growth.  Rather, it is a matter of  getting a 
lot of  interconnecting things right and providing opportunities and incentives for 
Þ rms.  Many of  these policies exist.  It is important that these be maintained and 
strengthened over time.

There are some signiÞ cant policy areas where a greater focus is needed in order to 
improve productivity.  We see these more speciÞ c policy areas as being related to 
external linkages, the business environment and skill formation.

External linkages 
Access to global markets is essential for New Zealand�s economic growth. Links with 
other countries are critical to ß ows of  exports and imports, Þ nancial and physical 
capital and workers.  They also allow access to growth-enhancing ideas, technology 
and skills.  This is particularly important given that New Zealand�s supplies of  
Þ nance, labour, technology and innovation are only a very small fraction of  world 
stocks. Access to global markets enables New Zealand and international resources 
to be combined, helping to sustain the competitiveness of  New Zealand business 
in global markets.  

In addition to the relocation of  economic resources, ß ows of  capital and people 
can serve to build stronger networks between New Zealand and the source and 
destination countries for migration and investment.  These networks vary greatly 
in character � from corporate ownership and reporting structures and the use of  
parent-company networks to access contacts in other countries through to soft 
linkages with family and friends.  

Current external policy settings help New Zealand businesses and workers access 
the resources and information they need to compete effectively in export markets.  
Tariffs are relatively low and falling, inward investment policy is fairly open, and 
immigration policy is focused on business and skilled migrants.  

Ministers can have direct involvement with building international connections, 
and through determining the domestic policy settings that support international 
relationships.  Given the importance of  external linkages for New Zealand�s 
future, there are Þ ve areas we think need continued focus over the term of  the 
new government.

� Some externally focused policies can be improved further.  The government 
should consider how externally focused policies could be changed to better 
support ß ows of  people, goods and services, and investment.  SpeciÞ c policies 
Ministers might want to consider include: moving to eliminate all remaining tariffs 
over the shortest practicable time, given any requirements to provide a transition 
path for people and businesses, and further liberalising inward investment policy, 
particularly for business investment. 

Links with 
other countries 

provide scope 
for some of the 

most significant 
productivity and 
growth gains for 

New Zealand
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� The World Trade Organisation�s (WTO) Doha Round remains the top 
trade priority. The WTO is the only available mechanism for the negotiated 
removal or reduction of  the signiÞ cant distortions that depress world prices 
for many agricultural products. Agriculture accounts for over 50% of  our total 
merchandise export income.

� We should focus on the Asia-PaciÞ c region.  The countries of  the Asia-PaciÞ c 
region (including the PaciÞ c Americas) have become increasingly important 
economic partners for New Zealand.  We support continued participation in 
APEC and the ongoing efforts to secure comprehensive free trade agreements 
(FTAs) in the region.  We consider that the main aim of  negotiations should 
continue to be securing free trade in goods and services to the fullest extent 
possible. 

� We should also focus on Australia.  The development of  a single economic 
market (SEM) between New Zealand and Australia, our most important 
economic partner, is an important element of  New Zealand�s efforts to develop 
our external linkages.  Maintaining momentum on the SEM will require an 
ongoing commitment from both Australia and New Zealand to take account of  
implications for trans-Tasman markets as part of  policy development processes.  
Completing current initiatives is a crucial factor in maintaining momentum and 
identifying new actions will help keep the agenda fresh and ambitious.

� Sound domestic policies are essential. A competitive domestic policy 
environment is particularly important for New Zealand given its small market size 
and distance from major markets.  The stronger the domestic policy environment, 
the better we are able to leverage off  international opportunities.  

Maintaining 
momentum on the 
single economic 
market will 
require an ongoing 
commitment from 
both Australia and 
New Zealand

Growing the 
New Zealand 
economy is 
about growing 
the individual 
businesses that 
comprise the 
economy

Recommendations
� Remove remaining tariffs over the shortest practicable time and liberalise the inward investment regime 

over time

� Continue to pursue ambitious outcomes from the World Trade Organisation Doha Round, and from 
bilateral free trade agreement negotiations

� Complete the current single economic market-related initiatives and routinely incorporate consideration 
of trans-Tasman market implications in policy development processes

A sound business environment
Growing the New Zealand economy is about growing the individual businesses 
that comprise the economy.  For this to occur the business environment must be 
one that encourages enterprise and innovation, where Þ rms seek out and develop 
proÞ table new opportunities, and where well-performing and more productive Þ rms 
will prosper, while poorer performers exit.

In many respects the business environment in New Zealand is good.  Aspects such 
as a predictable policy environment, clear property rights underpinned by a strong 
legal framework, and high levels of  trust and transparency provide a sound basis 
for sustained growth.  Attention to creating open, ß exible and competitive markets 
over the past two decades has paid off  in terms of  creating a much more dynamic 
economy.  This puts a premium on maintaining these broad frameworks and taking 
care not to erode their credibility. 
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It is important to ensure that policy settings with a pervasive impact on the business 
environment and on the performance of  the economy overall are working well.  We 
believe that the Government should consider changes in the four areas outlined 
below.

Natural resource management

New Zealand is unusual by OECD standards in being a highly resource-based 
economy.  This means that regulation around natural resources is very important 
for meeting growth and productivity goals.  Clarity about the right to use natural 
resources, mechanisms that allow for resources to be allocated to their most 
productive use, and certainty about the process by which those rights are determined 
are important in order to support investment and growth.  The policy regime must 
also balance local interests against national interests and commercial interests with 
other community and environmental values.

Emerging pressures on natural resources (for example, water quality and quantity, 
and climate change), resulting from economic growth, population expansion and 
changing expectations will pose challenges to economic prospects unless carefully 
managed.  This will require more innovative and ß exible natural resource management 
practices than have generally been applied to date.  Innovation can occur through 
encouraging new approaches, technologies and resource productivity improvements, 
and creating a supporting regulatory framework including both planning and market 
mechanisms. Dealing with these issues will stretch the existing capability of  central 
and local government. 

In order to simultaneously meet the Government�s economic, environmental and 
social goals in the context of  growing pressure on our natural resources, it will be 
necessary to focus on achieving maximum national value from natural resources 
over time through:

� better management information and supporting science

� innovation in management of  resources, and

� using the full range of  policy tools � prescriptive, incentive-based (including 
taxes, charges and markets), voluntary and educative.

The Resource Management Act

Recent amendments to the Resource Management Act (RMA) represent a signiÞ cant 
move in this direction.  They offer improved ß exibility for central government 
involvement (including, for example, the consideration of  projects of  national 
signiÞ cance), clarify councils� planning responsibilities, improve hearings procedures, 
and expand the range of  tools available to councils.

There is scope for more effective national guidance and support for the recent 
RMA changes.  However, more fundamental tensions (such as the balance between 
development and protection) can be effectively addressed only through legislative 
change.

Important institutional issues that need to be considered are:

� identifying whether the recent RMA amendments and increased use of  national 
guidance are adequate for resolving situations where national and local interests 
differ

Regulation around 
natural resources 
is very important 
to New Zealand�s 

growth
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� the need to use the full range of  available tools including incentive-based policies 
such as fees and markets to achieve the desired mix of  environmental and 
economic outcomes, and

� ensuring local authorities have the resources and capability to carry out their 
responsibilities, and monitoring how they do so.

There is also a need to review the balance between development and protection in 
Part Two of  the RMA to ensure that development is not unnecessarily restricted.  
SpeciÞ c options are to:

� add matters relating to resource allocation and infrastructure to section six, 
and 

� restructure sections six and seven to clearly separate matters dealing with 
development, allocation and use from those matters dealing with protection, 
preservation and maintenance. 

Climate change 
policy will have a 
big impact on the 
economy

Recommendation
� Review the balance between development and protection in Part Two of the Resource Management Act 

to ensure that development is not unnecessarily restricted

Climate change

Responding to future climate change obligations will be one of  the most pervasive 
inß uences on New Zealand�s business environment.  It has the potential to have 
sizeable impacts on the growth and structure of  the economy and is likely to impact 
adversely on some of  our most productive sectors such as agriculture.  

Current policies were designed in a relatively benign environment when New Zealand 
appeared well placed to meet its Kyoto commitments in the 2008 to 2012 period.  
Unfortunately, that environment has now changed.  Emissions are growing faster 
than expected, and decisions will soon have to be taken around negotiations on 
future international commitments.  In addition, implementation of  the suite of  
current policies has proven to be difÞ cult in practice.  

� Current measures make only a limited contribution to meeting our Kyoto 
obligations but at a relatively high cost.  While the carbon tax tilts the playing 
Þ eld in favour of  renewable electricity generation, at its current level the tax 
will induce almost no change in transport use and it is not clear that negotiated 
greenhouse agreements (NGAs) will deliver material emissions reductions.

� There is a signiÞ cant risk that, once implemented, current policies will make it 
difÞ cult to put in place any future policies required to efÞ ciently achieve more 
substantial reductions in emissions should these be required.  The carbon tax as 
currently designed is distortionary because it excludes methane and nitrous oxide, 
which primarily arise from the agriculture sector.  NGAs have high transaction 
costs and are proving to be difÞ cult to achieve in practice.

It may not be appropriate, therefore, to continue to pursue current policies. 

Over the next 12 months the Government will need to make decisions about any 
further emission reduction obligations that New Zealand might adopt beyond 2012, 
and the policies required to achieve any such further reductions.  These decisions 
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should be based on reliable information on the impact of  policies required to 
achieve any further emissions reductions.  Decisions should also be informed by 
how New Zealand can achieve its long-term obligations at least cost.  

Figure 5: New Zealand�s greenhouse gas emissions are rising rapidly

Source: Ministry for the Environment

The Government will be receiving a review of  climate change policy from ofÞ cials 
by 31 October 2005.  This review is expected to report on the scope for further 
emissions reductions, and the impact of  alternative climate change targets and 
policies on other Government objectives, including growth.  The review�s analysis 
is not completed and we cannot anticipate its detailed conclusions, but in our view 
development of  an optimum policy should include consideration of  the following 
elements:

� Increased reliance on price-based measures � either through emissions trading 
or a reconÞ gured carbon tax, applying to as many greenhouse emitters as possible, 
and with no or few exemptions.  The effect of  such price-based measures will 
be to bring about structural change in the economy towards activities with lower 
carbon emissions.  In the medium term, it is likely that it will be most efÞ cient 
for New Zealand to adopt some form of  emissions trading.

� Devolution of  a very large part of  New Zealand�s climate change obligations to 
Þ rms and individuals, and allowing markets to determine the most efÞ cient way 
for New Zealand to meet its emission reduction goals.  This could include the 
devolution of  forest sink credits, and all international obligations for deforestation 
to the forestry sector.

� A strategy for appropriate use of international emissions trading and the 
other Kyoto ß exible mechanisms.  Using emissions trading early would allow 
New Zealand to buy the time to plan for long-term mitigation strategies.

In the short term, we expect that it will not be cost-effective for New Zealand to 
bridge the entire shortfall in our 2008 to 2012 target against our current Kyoto 
obligations by further domestic policy action.  Rather, the total cost to New Zealand 
will almost certainly be lower if  the Government were to use international emissions 
trading to purchase �Kyoto units� to meet some of  the shortfall.  In addition, because 
New Zealand�s greenhouse emissions account for only approximately 0.2% of  
global emissions, any binding commitment we make to reduce emissions will only 
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be beneÞ cial if  it encourages major emitters, such as the United States, India and 
China, to take credible action on climate change.

In the medium term, the Government has two basic strategic options.

First, the Government could relax its existing goal to move New Zealand towards a 
permanent downward carbon path by 2012, and await the outcome of  international 
negotiations on a post-2012 climate change regime.  

The second option would be for the Government to accept that more stringent climate 
change targets are inevitable in the long term, and that sustainable policies should be 
established to allow New Zealand to move towards these targets at least cost.  

In both cases we consider that the carbon tax as it is currently designed and the 
associated NGAs should be reconsidered with some urgency.  The choice between 
these two strategic approaches will depend on a range of  considerations.  Important 
ones are New Zealand�s foreign policy objectives, and the impact of  more ambitious 
emissions reduction targets on other Government objectives ranging from growth to 
labour market participation.  The acceptability of  more ambitious emission reduction 
targets will depend in part on the timeframe over which these are to be achieved.

Recommendation
� Clarify longer-term strategic climate change goals and timeframes and reconfigure current climate change 

policies to align with these goals

Infrastructure

Secure and efÞ cient transport, energy and communications infrastructure is essential 
to a well-functioning and high-productivity economy. We think the capacity of  the 
existing structure around telecommunications, airports and ports is adequate for a 
dynamic, growing economy.  However, we consider that there are more signiÞ cant 
issues around electricity and roads. 

Electricity

New Zealand�s electricity market shares the key characteristics of  other liberalised 
markets around the world.  We share common features of  separation of  generation 
and transmission, allowing consumers to choose suppliers, introduction of  wholesale 
markets, regulation of  access to the grid and the introduction of  a sector-speciÞ c 
regulator. 

A prolonged period of  economic growth has meant that electricity demand is 
clearly moving closer to supply.  This is reß ected in the rising price of  electricity.  
As a consequence, many potential new generation projects are being considered 
by generating companies.  On balance, we believe that the basic regulatory settings 
around electricity remain sound but there are three aspects of  the policy settings 
that warrant close monitoring.

� The extent to which new generation and transmission proposals are able to obtain 
secure environmental consents in a timely manner.  Recent RMA reforms 
should assist but it may be necessary to consider use of  the new mechanisms 
available for providing clearer articulation of  the national interest in generation 
and transmission.  Ministers will sometimes need to bring the consenting process 
to the central government level.
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� Uncertainty around fuel stocks.  Investors will have to consider our declining 
known stock of  gas relative to projected demand for electricity and consider 
other options, such as importing gas or investing in other fuel stocks. Electricity 
prices are rising, which will enable generators to invest in relatively more costly 
fuels.

� The performance of  the Electricity Commission. The newly created 
Commission has an ambitious workload and must establish robust relationships 
with all the electricity market participants.

Roading and urban transport

There has been signiÞ cant under-investment in roading for a sustained period, since 
only projects with very high beneÞ t-cost ratios (BCRs) have received funding over 
the last decade.  Recent increases in road funding have the potential to signiÞ cantly 
improve transport outcomes.

Figure 6: Land transport funding has increased markedly

Source: The Treasury

In the face of  this rapid increase in funding, the current challenge for the roading 
and urban transport sector is to ensure that spending is of  high quality.  SpeciÞ c 
issues are: 

� With the economy running at near capacity, completing projects without putting 
pressure on wages and inß ation will be challenging.  Any further investment in 
the short term is likely to result in cost escalation rather than improved transport 
outcomes, because of  the constraints on the speed at which the construction 
industry can gear up.

� Since 2004 there has been a move away from the beneÞ t-cost approach for 
determining funding priorities as a consequence of  the New Zealand Transport 
Strategy, as well as a number of  regional transport packages.  There is a danger 
that this has led to some projects that have relatively low BCRs being funded. We 
would recommend that all land transport funding should be based on a rigorous, 
nationally consistent and transparent allocation framework, rather than targeted 
to speciÞ c regions or modes.
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Recommendations
� Retain planned funding at current levels for land transport over the short term and assess long-term 

transport needs once the impact of current decisions becomes clearer

� Allocate funding to projects with the highest national benefit based on transparent and consistent 
criteria

� Strengthen the benefit-cost allocation mechanism to improve quality and consistency of decision-
making

Innovation

Evidence indicates that successful business innovation is a key driver of  
higher productivity.  Good policy settings across the spectrum are vital for 
encouraging business innovation. For example, competition-enhancing regulations, 
macroeconomic stability, Þ nancial market development, and low barriers to foreign 
investment and trade all affect businesses� incentives and opportunities to invest 
in innovative activities and in acquiring overseas knowledge.  New Zealand�s policy 
settings rate well in the majority of  these areas.

A range of  policies and institutions already exist speciÞ cally to promote the creation, 
absorption and diffusion of  knowledge. There may, however, be scope to improve 
policies and institutions to help Þ rms create and use knowledge and new technologies 
relevant to their business.  

Over recent years the Government has put in place a wide range of  specialised 
programmes that are broadly aimed at encouraging innovation.  This is in addition 
to more traditional mechanisms like research and development subsidies and public 
provision of  research.  A number of  programmes appear to overlap or lack a good 
public policy rationale in that the beneÞ ts primarily accrue to private interests.  We 
recommend reviewing these programmes and rationalising those that serve the same 
purpose or where there is little evidence to support government intervention.

There are pressures to move away from contestable funding for public sector research 
and development toward more stable funding arrangements.  Substantial changes 
have already been made to address concerns over funding stability.  Promotion of  
the outcomes sought by government should be the basis for any further change.  
While there may be some scope to devolve more detailed decisions to research 
institutions, we would advise that this only take place where incentives for effective 
results are strengthened.  One way of  achieving this would be to require greater 
public-private co-funding of  research.

Recommendations
� Review the current portfolio of innovation-related programmes and rationalise those with overlapping 

objectives or where there is little rationale for government intervention

� Substantially retain the current level of contestability in public research funding, and make any further 
devolution conditional on stronger incentives for effective results

 BRIEFING TO THE INCOMING GOVERNMENT      17



Tax policy

The design of  tax policies can have a signiÞ cant impact on economic growth.  Tax 
policy is a major tool that can assist in promoting economic growth.

Compared with other OECD countries, the current New Zealand tax system is 
robust. Tax bases are relatively broad and free of  concessions. Headline personal 
tax rates also tend to be relatively low. The independent 2001 Tax Review found 
that the New Zealand tax system is fundamentally sound. Since then, good progress 
has been made to further strengthen the tax regime: targeting reforms to remove 
speciÞ c tax barriers to growth, simplifying the regime to reduce compliance costs 
for business, and continuing to maintain and broaden the tax base.

However, the most recent evidence suggests that, while sound, reform of  the tax 
regime could better support economic growth.

All taxes affect people�s decisions to a greater or lesser degree.  However, high 
marginal tax rates on personal and company income are more likely to have a negative 
impact on growth than others, by inhibiting the decisions that drive investment and 
enabling people to make the most of  their economic opportunities. In an economy 
like New Zealand�s � with high participation rates and mobile labour and capital 
� these dynamic effects of  high marginal tax rates on productivity are likely to have 
the greatest impact on growth. 

Figure 7: Channels of influence of high marginal tax rates

Source: The Treasury

Applying this growth analysis to New Zealand, the Treasury has identiÞ ed three 
medium-term priorities for tax reform: 

� Reducing high marginal personal tax rates (33% and 39% rates).  These create 
disincentives to people making the most of  their talents and opportunities, 
discourage them from moving up the ladder of  economic opportunity, and limit 
a key source of  Þ nance for investment.

� Reducing the company tax rate (33% rate).  High company tax rates reduce the 
Þ nance available for investment and discourage investment in the ways that 
businesses can start up, grow and succeed.

New Zealand�s tax 
system compares 

well with other 
countries, but 

there is room for 
improvement
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� Reducing high effective marginal tax rates (EMTRs). These discourage important 
parts of  society from participating in the workforce, and making the most of  
their talents and economic opportunities.  

Moving to lower high marginal tax rates is all the more important because other 
OECD countries have made signiÞ cant tax reductions in recent years.

Figure 8: Marginal company tax rates Figure 9: Marginal personal tax rates 

Source: OECD and The Treasury

Since the company tax rate was set at 33% in 1990, there has been a consistent trend 
downwards in company tax rates around the world.  As a result, the New Zealand 
company rate has moved from being well below the OECD average of  40% in 1990, 
to above the OECD average (around 31% for 2005).

While top personal rates are still below the OECD average, the gap has been 
closing and the top rates in New Zealand apply to a substantial proportion of  the 
population, at relatively low incomes.  For example, someone earning less than the 
average full-time wage faces the 33% marginal rate.

Reductions in tax rates can be achieved through a variety of  ways.  The Treasury 
believes that reducing rates directly will have the most substantial growth impact.

Increasing the thresholds at which rates apply reduces marginal rates for people who 
are above the old threshold and below the new one, but for people above the new 
threshold it only reduces average tax rates.  The evidence suggests that marginal 
rather than average rates affect growth, so each dollar spent on reducing average 
rates will do less for growth.

Shifting abatement rates and thresholds for welfare assistance can reduce the EMTRs 
faced.  The design of  this is not straightforward.  A lower abatement rate would 
reduce EMTRs faced by primary and secondary earners, but would also mean that 
the reduced EMTR is faced by a larger number of  people across a wider range of  
income.  This would probably increase the overall Þ scal cost and increase the number 
of  people affected by disincentive effects.

The most effective way to reduce high marginal tax rates on businesses is to reduce 
the company tax rate.  Businesses can invest in capital, new products, people and 
markets in a wide range of  ways, both during the start-up phase and as they continue 
to grow.  Narrowing the company tax base, by providing concessions for particular 
kinds of  business or activities, is likely to be less effective in creating economic 
growth as it can prompt tax avoidance, distort ß ows between different investments, 
and result in higher company rates for those without concessions.
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Empirical evidence on the economic impacts of tax

There is relatively little direct evidence of the effects of taxes on growth for New Zealand.  However, there 
is a richer body of international studies that can inform and support our analysis.  These studies have 
made significant advances in recent years, analysing the aggregate effect of taxation on the economy, 
and analysing the specific channels through which taxes impact on growth.  Taken together, these studies 
strongly suggest that high marginal tax rates damage growth, though there is still some debate about the 
scale of this effect.

Traditionally, empirical studies have found limited effects of taxes in aggregate on economic growth.  This 
has changed in the more recent studies (broadly since 1999), as better methodology and techniques have 
been applied. These new studies have found that taxes on personal income, company income, payroll and 
property damage growth, while taxes on goods and services have a more muted effect on growth.

While significantly these studies suggest that high marginal tax rates on personal and company income 
are the most damaging to growth, they tell us rather less about why these taxes are damaging.  This is 
where the more detailed studies of the effects of tax on particular decisions can help.  Specific studies have 
found empirical support for a significant bias on decisions affecting the quantity, quality and productivity 
of the inputs used in the economy.

� Between the 1960s and early 1990s, studies found that tax had a weak effect on labour supply.  However, 
where survey techniques have taken account of the sample selection bias inherent in labour force surveys, 
studies show a stronger labour supply response on decisions to work or not. 

� Studies also show that high marginal tax rates: 

� discourage people from investing in their own skills and human capital, because the higher wages they 
could earn are taxed more heavily

� discourage people from looking for (and moving to) better jobs that utilise their skills and pay more

� make businesses less willing to undertake risky investments because successful investment is taxed 
disproportionately, reducing the expected return

�  discourage people from becoming entrepreneurs and starting their own businesses, inhibit the growth 
of these businesses, and increase the likelihood that entrepreneurial businesses will exit the market, 
and

� discourage businesses from investing in physical capital and research and development.

Tax policy is also important for achievement of  other government objectives, such 
as income distribution.  High marginal tax rates are not necessary to ensure that 
high income earners pay a large share of  total taxes.  Currently, the top 10% of  
taxpayers pay about 45% of  total income tax.  Large reductions in the 39% and 33% 
tax rates would reduce this proportion to nearer 40%.  Well-designed expenditure 
programmes can achieve far greater degrees of  redistribution than can be achieved 
through the tax system alone. 

Overall, reducing high marginal tax rates on personal and company income and 
reducing EMTRs are high priorities for growth.  To help achieve the objective 
of  reducing high marginal tax rates, we are keen to see tax reductions considered 
alongside potential new spending, as possible new initiatives for the Budget.  
Reforming the tax system could also be reß ected in a long-term tax policy objective 
� to give greater clarity over the direction of  tax policy over the next 10 years � as 
part of  the Þ scal strategy. 
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There is some ß exibility to sequence, structure and phase the particular components 
of  tax reform to reß ect other policy objectives.  For example, tax cuts could be 
deferred until the Þ scal position is supportive, and then be phased in only to the 
extent that the Þ scal position continues to support shifts between expenditure and 
revenue initiatives.  The potential growth beneÞ ts from an improved tax system 
suggest to us that the incoming government should seek to pursue this policy within 
the shortest possible timeframe.

Getting people 
into work and 
raising their skill 
levels can assist in 
raising life chances 
and overall 
productivity

Recommendations
� Reduce the higher marginal rates on personal income (33% and 39%), the marginal rate on company 

income (33%), and the high effective marginal tax rates at low to medium incomes (in particular for 
secondary earners)

� Consider tax reductions alongside potential new spending as new Budget initiatives, as the fiscal position 
permits

Skill levels and employment
The skill levels of  those in the workforce, and human resource practices of  businesses, 
contribute to a Þ rm�s productivity by supporting efÞ ciency gains, the adoption of  
new technologies, innovation, and the take-up of  market opportunities. Getting 
people into work, and raising their skill levels can also support the achievement of  
wider social outcomes.

Raising skills is a cumulative process over a person�s lifetime.  Foundation skills are 
important as the gateway to future learning and productivity enhancement.  The 
tertiary system can support extension and deepening of  skills.  Workplace training 
can also support ongoing learning and skill development.  

Responsibility for skills development is shared among individuals, families, Þ rms, 
education providers and the government. 

Skills and skill formation

The skill level of  New Zealand�s population is good relative to similar countries, but 
there is still room to lift this, particularly for some groups of  people.  At the last 
census, for example, 19% of  those aged between 20 and 64 had no qualiÞ cations.  
Raising the skill levels of  the population will require a range of  policy responses, 
which should be implemented in ways that maximise value for money.

Early childhood education

Early childhood education can provide a strong foundation for learning. It is 
particularly beneÞ cial for children from disadvantaged backgrounds if  services 
are of  high quality and if  children participate regularly.  Recently there has been 
signiÞ cant government spending in this sector.  We consider that value for money in 
this sector could be increased by targeting funding to children from disadvantaged 
backgrounds.
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Schools

Compared with students in other OECD countries, 15-year-olds in New Zealand 
perform well, on average, although we have a relatively wide distribution of  
achievement.  There is some evidence of  increased retention of  senior students 
and attainment of  qualiÞ cations in recent years.

Figure 10: Fewer students are leaving school with little or no attainment of 
skills

Source: Ministry of Education

Note: the introduction of the NCEA has allowed for greater recognition of part qualifications; 
recent years may not be comparable

Policies are largely in place to build on this improvement, and there has been 
signiÞ cantly increased expenditure for schooling in recent years. However, most of  
the recent additional funding has been directed at increasing the number of  teachers, 
and their pay, and we do not as yet know the effect of  this spending on student 
outcomes. The following policy areas should continue to be priorities:

� Improving teacher practice. Teachers are a key inß uence on the educational 
attainment of  students.  There are a number of  initiatives in place to improve 
teachers� skills, and in particular the ability to teach to a wide range of  student 
needs.  Initiatives should include a clear articulation of  teaching standards, so 
that these standards are integral to the selection, training, accountability and 
professional development of  the teaching workforce.

� Student achievement information. High-quality assessment tools are now 
available to schools but need to be more widely used to assess learning and 
benchmark student achievement. The information generated by these tools needs 
to be better communicated, particularly in primary schools, to inform teaching 
practice and to inform decision-making by schools, families, communities and 
the government.

Tertiary education

New Zealand�s tertiary education sector is crucial because it provides key skills 
for industry and Þ rms; thereby supporting economic growth.  Policy settings in 
the tertiary sector need to provide for participation of  New Zealanders in quality 
courses that meet the needs of  individuals and Þ rms.  As the beneÞ ts of  tertiary 
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education accrue largely to the individual, ensuring value for money in the system 
and an equitable balance in who pays are issues that will continue to require focus.

Participation in high-quality courses

There has been a signiÞ cant increase in the numbers of  New Zealanders accessing 
tertiary education over the last Þ ve years.  The tertiary system has to be ß exible 
enough to meet the needs of  a range of  population groups.  

� The working-age population who use the tertiary sector to retrain throughout 
their working life.  This group of  mature students is highly represented in the 
New Zealand system.  The group of  particular concern is adults with low skills.  
We need to ensure provision is effective and that students can progress to 
meaningful qualiÞ cations.

� The 18 to 24 school leaver cohort.  Participation rates of  the 18- to 24-year-
old school leaver cohort have not been growing.  This pattern may partly reß ect 
the buoyant economy, but more needs to be done to enable this age group to 
enter tertiary education, as the greatest economic beneÞ ts in the long term are 
generated by entering at this stage in the life cycle.

Figure 11: Mature students have increased their participation but not school 
leavers

Source: Ministry of Education

Increased participation rates alone are not sufÞ cient to promote economic growth.  
Those participating in tertiary education also need to be able to access quality courses 
that support improved labour market or education opportunities for students, and 
which are relevant to the needs of  individuals and Þ rms.  

Policies to improve the quality and relevance of  courses, and to limit participation 
in courses of  questionable value or quality, have been put in place for sub-degree 
education.  We recommend that these policies be further strengthened by addressing 
subsidy levels for some courses, improving governance and management in tertiary 
education institutions (touched on in the public sector management chapter), and by 
providing better information about the quality and value of  courses at sub-degree 
level and the cost of  such courses.  Ultimately, however, a system based on students, 
institutions and industries deciding relevance is essential for a ß exible system that 
responds to the conditions in the labour market for skills.  
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Increased participation rates have led to increased costs for government.  Further, 
subsidy rates for some courses have been too high.  Addressing value for money 
questions, along with getting a better balance in who pays, should contribute 
to demands for better performance and higher-quality courses from tertiary 
institutions.

Getting a better balance in who pays

Total government funds committed to tertiary education have risen by 60% over 
the past Þ ve years.  This increase has been directed to funding additional places in 
sub-degree education and reducing the cost to all students.  These policies have, 
however, had little impact on participation or access for disadvantaged groups.  

Improving value for money in the tertiary sector will require better allocation 
of  resources � focusing less on reducing the costs for all students and more on 
improving access for disadvantaged groups and on improving quality for all. This 
will not be easy.  

Recently there has been a particular public focus on the Student Loan Scheme.  We 
consider that the underlying principles of  the Student Loan Scheme are robust.  The 
scheme reduces barriers to participation, repayment is income-contingent and the 
scheme is open to almost all students. Evidence suggests that, on average, individuals 
are not facing overwhelming levels of  debt (more than 64% owe less than $15,000), 
repayment periods are manageable (the median loan repayment time is estimated to 
be just under seven years), and those with higher debt levels tend to have quicker 
repayment times than those with lower debt levels.  Nevertheless, if  Ministers wish 
to modify the scheme there are a number of  trade-offs that will need to be taken 
into consideration.

Managing public concern about the costs of  tertiary education is a key challenge for 
governments the world over. The international evidence suggests that the beneÞ t 
from tertiary education accrues mostly to the individual.  Better public understanding 
of  the beneÞ ts of  study for graduates, the performance and fairness of  the loan 
scheme, and how the costs can be fairly shared between graduates and wider taxpayers 
is needed. This is a signiÞ cant economic issue for New Zealand given the size of  
the investment needed to Þ nance tertiary education and the increasing burden on 
taxpayers.

Improving value 
for money in the 

tertiary sector 
will require better 

allocation of 
resources

Recommendations
� Fund courses that lift the skills of those participating in them and provide high-quality qualifications

� Improve the efficient allocation of government spending in tertiary education by:

� achieving a better balance between taxpayers and students

� targeting resources to the most disadvantaged 

� freeing up resources for improving the quality of provision

Training on the job

Skill acquisition in the workplace is likely to signiÞ cantly raise overall productivity.  The 
principal role of  government should be to ensure that the environment in which Þ rms 
operate is as conducive as possible to individuals and businesses making decisions 
that are both productivity-enhancing for the Þ rm and beneÞ cial to the employee.  
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The available data on the level of  training by New Zealand employers suggests 
that employee participation has been high by OECD standards.  The level of  
New Zealand�s workforce skills (as measured by educational attainment) has been 
rising.  However, this has not occurred at the same rate as some comparable overseas 
countries such as Australia.

Raising skills in the workforce is primarily the responsibility of  employers and 
individuals, but there is also a role for the government.  The main form of  
government assistance for in-work training is through the Industry Training 
and Modern Apprenticeship schemes.  We advise continued support for these 
schemes.  They are ß exible and industry-driven, and jointly funded by industry and 
the government.  The funding for these schemes has increased sharply in recent 
years, with signiÞ cant increases in the number of  trainees.  There is a concern that 
pressures to rapidly increase the number of  industry trainees will jeopardise the 
quality of  provision and might lead to training people in areas that do not meet 
industry needs. 

Other assistance is remedial. Low-skilled adults are a high priority group, and there 
has been considerable spending in foundation learning for low-skilled adults in recent 
years. Participation has increased, but it is unclear what outcomes this expenditure is 
actually achieving.  The key issue now is to ensure that provision is effective before 
expanding it further.

Lifting employment further

There is limited scope for increasing economic growth by increasing labour 
utilisation, but there are still some societal groups that are under-represented in 
employment numbers.  Lifting participation of  these groups will add directly to 
growth, improve social cohesion and raise productivity by allowing for skill formation 
in the workforce. 

The overall regulatory environment has supported a rapid growth in employment 
and hours worked.  Eighty percent of  people aged 20 to 64 years are participating 
in the labour force, which is amongst the highest in the OECD.  Participation rates 
have been growing over time, largely due to increases in the participation of  women 
and older people.

Figure 12: Some beneficiary numbers have continued to rise

Source: Ministry of Social Development

Participation 
rates are among 
the highest in the 
OECD
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The main groups in the working-age population who are not in the workforce 
comprise:

� 201,000 beneÞ ciaries, of  whom the major categories are those on the sickness 
and invalids beneÞ ts (83,000) and the domestic purposes beneÞ t (63,000)

� 165,000 non-beneÞ ciaries with a working partner, of  whom 109,000 have a 
dependent child at home, and

� 134,000 in other categories, mainly students (59,000) and early retirees 
(32,000).

New Zealand�s social assistance system should encourage people to work to the extent 
to which they are able. In line with research and best practice recommendations, the 
Ministry of  Social Development has been developing a more active and intensive case 
management process and trialling a broad range of  employment-focused initiatives 
targeting the invalids, sickness and unemployed beneÞ ciary groups.  Participation 
in this trial is currently voluntary.  We consider that the work expectations on these 
groups could be strengthened further for those able to work, even if  only part-time.  
OfÞ cials have been working on a single beneÞ t, to be introduced in 2007, which 
will replace the current system of  beneÞ ts and complement these administrative 
initiatives. 

Consistent with high rates of  participation, our overall assessment is that the 
regulatory environment affecting the labour market is essentially sound. A number 
of  changes to the regulatory environment have been made recently. The agreed 
policy to increase the statutory annual leave entitlement to four weeks from 2007 
will increase employment costs and reduce potential labour supply. However it is too 
early to make an assessment of  the economic effects of  other changes. Individually, 
most are unlikely to have substantial negative effects on Þ rm productivity � but their 
cumulative effect may be more signiÞ cant, particularly in an economic downturn. 
Any further moves towards greater regulation will increase the risk that the overall 
regulatory framework substantially inhibits productivity growth.

Recommendations
� Continue benefit reforms with an increased focus on stronger expectations on those not currently seeking 

work and moving existing clients on to the new, simplified benefit system

� Monitor effects of recent employment regulation changes and avoid making further changes that reduce 
labour market flexibility

A stable base

In summary, the key challenge to improving New Zealanders� living standards is 
increasing productivity.  Responding to this challenge will mean ensuring that the 
interconnecting policies work well together. To make the most of  gains from external 
linkages, a sound business environment and a skilled workforce, New Zealand�s 
economy will need to be underpinned by a supportive macroeconomic environment 
and an efÞ cient public sector.
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