
Chapter 3: Macroeconomic 
management

A stable and sustainable macroeconomic environment means businesses can plan for 
the future and the economy can respond to shocks.  New Zealand�s macroeconomic 
framework is sound and there is no need for fundamental change.  

However, Ministers do face a set of  challenges within the macroeconomic 
environment.  These are containing the recent growth of  government expenditure, 
identifying opportunities for reforms that promote long-run economic growth and 
improve the ability of  Þ scal policy to adapt to the pressures the country is likely to 
face in the future.  

A sound macroeconomic framework
Macroeconomic outcomes have improved signiÞ cantly since the early 1990s. This 
is signalled by the low inß ation rate, less volatility in inß ation and output, the Þ scal 
position moving from deÞ cit to sustained surplus, and the reduction in public debt.

The Reserve Bank Act and Public Finance Act operate on principles of  transparency, 
accountability and responsibility, and provide a strong base for a healthy economy. 
We consider the policy frameworks to be sound.  Moreover, current monetary and 
Þ scal policy objectives as set out in the Policy Targets Agreement and recent Fiscal 
Strategy Reports remain appropriate for New Zealand�s current circumstances. 

A ß oating exchange rate is a signiÞ cant feature of  our macroeconomic environment.  
The exchange rate is an important channel of  adjustment for the economy and 
has played a crucial role in delivering improved macroeconomic outcomes.  It 
has continued to move through large cycles, however, and this can be a source of  
uncertainty that hampers investment in exposed industries.  There are signs that 20 
years of  experience with the ß oating exchange rate regime has increased recognition 
of  the need to take into account its cyclical nature.  Maintaining competitive and 
innovative Þ nancial markets will help to provide incentives for ongoing improvements 
in the products available to Þ rms to help manage exchange rate uncertainty.  

Weak spots pose challenges
The current account deÞ cit is at its highest level in almost 20 years.  This is leading 
to an increase in New Zealand�s net external liabilities, already among the highest in 
the OECD when measured as a proportion of  GDP.  These high levels of  external 
indebtedness reß ect private sector decisions rather than government decisions. 
Private decisions, in turn, reß ect the diversiÞ cation of  risk by Þ rms and individuals, 
aiding them to smooth consumption when incomes shift, and providing a means 
to Þ nance investment when opportunities arise.

Even though it is held by the private sector, the large net external liability position 
does mean that there are macroeconomic risks to be managed if  we are to maintain 
the conÞ dence of  Þ nancial markets.  Maintaining our current macroeconomic 
framework and running Þ scal surpluses will help to manage the risks of  a sharp 
change in investor conÞ dence. Maintaining appropriate Þ nancial sector regulatory 
settings and supervisory controls will also help to reduce the risk of  Þ nancial distress. 

New Zealand�s 
economy is now 
less volatile and is 
a strong base for a 
healthy economy
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Higher aggregate private saving could also help to reduce the macroeconomic risks 
through a reduction in net external liabilities.  

Figure 13: Current account and net external liabilities

Source: Statistics New Zealand

High external indebtedness might also have a negative impact on New Zealand�s 
cost of  capital and the level of  business investment.  Moreover, there could be some 
classes of  investment that rely more on domestic investors.  Higher private saving 
could, therefore, be beneÞ cial even though investment overall does not appear to 
have been constrained.  

Although government saving is forecast to continue over the medium term, within 
the next two decades or so a gap between government spending and taxes is likely 
to emerge. Future governments will need to decide on the appropriate mix of  higher 
taxes and lower expenditures to close the gap. As a result, households and individuals 
will probably need to rely increasingly on private savings as a means of  maintaining 
living standards in retirement.  

We do not see a strong case for compulsory individual saving or signiÞ cant direct 
government subsidy of  private saving. However, we do support a suite of  policies 
that take account of  macroeconomic vulnerabilities and err towards supporting 
private saving, including: 

� facilitation of  work-based savings and Þ nancial education

� better regulation across the Þ nancial services sector

� measures to improve access to investment Þ nance where there are identiÞ able 
blockages

� a broad-based tax system that does not distort saving choices, and

� maintaining the strength of  the Þ scal position and a longer-term focus in Þ scal 
reporting.

We support a suite 
of policies that err 
towards supporting 

private saving
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New Zealand�s current fiscal position is strong 
New Zealand�s current Þ scal position is one of  the strongest in the OECD.  Sustained 
surpluses and a large reduction in debt have enabled Þ scal policy to move to a position 
where taxation and spending can be allowed to vary in response to the inevitable 
ups and downs of  the economy while maintaining progress towards long-term 
objectives.  The more Þ scal policy is forward-looking and avoids the need for large 
and unpredictable changes in taxes and spending, the more it supports growth.

Figure 14: The fiscal position is markedly stronger

Source: The Treasury

The focus of  Þ scal policy for the last 10 years has been to strengthen the balance 
sheet. It is important now to shift the focus of  Þ scal policy to address the number 
of  short-term challenges to the Þ scal position that could become increasingly 
problematic over time. In the longer term the Þ scal position is expected to come 
under increasing strain. Increased economic growth will be an important factor in 
helping to moderate the degree of  adjustment required in the government�s Þ nances 
but is unlikely to be enough to ensure ongoing Þ scal sustainability.  

There is an opportunity over the next decade for governments to focus on increasing 
the growth beneÞ ts ß owing from taxation and spending choices. In addition to raising 
living standards, a lower tax base and better value for money from government 
expenditures also gives society a wider range of  options to respond to the pressures 
expected to arise.  

In the longer term 
the fiscal position 
is expected to 
come under 
increasing strain
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Strong fiscal positions can deteriorate quickly

Typically some combination of overestimates of tax revenues, deteriorating economic conditions and 
changes in taxes and expenses lies behind an unexpected shift to fiscal deficits or increases in the size of 
expected deficits.

Figure 15: International fiscal trends

Source: OECD

Over the 1990s, the United States, the Netherlands and the United Kingdom all went through a period 
of fiscal consolidation and returned to surpluses by the end of the decade. These proved to be short lived, 
deteriorating rapidly either because economic growth stalled, or because large increases in spending 
coincided with a drop in revenues relative to GDP.

Future fiscal challenges
Like most OECD countries, New Zealand�s fiscal position will come under 
increasing pressure over coming decades. This will largely arise as a result of  the 
ageing population, which will reduce the proportion of  people in the workforce.  
Alongside rising expectations of  public services, this will exert pressure on social 
services, such as the health system, and increase payments such as New Zealand 
Superannuation.  

Our long-term Þ scal projections, while subject to a great deal of  uncertainty, suggest 
that under current policy settings a signiÞ cant wedge between expenses and revenues 
will open up and become increasingly large over time. Although we do not expect 
these developments to arise for some time, it is important to begin addressing the 
issues now.  It may take time to build consensus around the nature of  changes to 
government expenditures and it is important that people have time to adjust their 
savings and consumption decisions to reß ect the new environment. 
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Population ageing and long-term fiscal reporting

In common with many other OECD nations, the median age of the New Zealand population has been 
generally rising for the past century and is likely to continue to rise for the next 50 years and beyond.  
We are living longer and many of us are in better health, the result of increasing health expenditures and 
lifestyle changes.  Already some of us are working beyond the traditional retirement age and in more 
flexible working arrangements.  

These trends towards longer lives and continuing low birth rates are likely to continue and broaden.  This 
will have implications for economic growth and for our fiscal position, in particular via health spending 
and on income support for the elderly, which are at present largely paid from current taxation.

New Zealand Superannuation payments are expected to rise strongly and eventually more than double in 
size as the population ages.  Appropriate fiscal responses may include increases to the age of eligibility and 
changes to the current indexation arrangements.  In other areas, such as health and education, projected 
expenditures are largely policy choices about cost and coverage.  In the case of education, demographic 
change has the potential to provide some fiscal offset.  Economic growth (or migration) is unlikely to 
close the long-term gap between spending and taxes but is good in its own right because it raises living 
standards.  

Assessing the impact of these trends on the fiscal position can help to ensure that they do not impose 
unnecessarily high adjustment costs.  Relatively small adjustments made by both government and the public 
well in advance of the actual impacts of the transition to an older age society can ease adjustment costs. 

Following recent amendments to the Public Finance Act, the Treasury is preparing a statement on the 
long-term fiscal position.  This statement will look at least 40 years into the future, and will be explicit 
about the assumptions made in assessing fiscal sustainability in the long run.  Under the Act, the first 
statement has to be published by June 2006.  Periodically reassessing the long-run fiscal position is also 
recommended by the OECD as part of its recipe of best practices for budget transparency. The publication 
of the first Long-term Fiscal Statement next year should help raise public awareness of the likelihood of 
future changes to fiscal policy and improve understanding of the role of private saving. 

Our assessment is that the current projected path of  government saving � as 
reß ected in a stable debt-to-GDP ratio and rising New Zealand Superannuation 
Fund (NZSF) asset holdings � is about right.  Nonetheless it does not alleviate the 
need for policy changes to components of  expenditure in the future.  We do not 
recommend increasing the rate of  government saving because:

� government policy and individual behaviour (for example, decisions about 
retirement and saving as the population ages) will change in ways that are not 
necessarily predictable  

� more government saving may, by making the Þ scal position appear stronger, 
loosen Þ scal restraint or cement in place policies that are undesirable in the 
longer term, and 

� higher saving is likely to crowd out opportunities for tax reforms and other 
growth-enhancing initiatives. 

To maximise the beneÞ t of  continued government saving through the accumulation 
of  Þ nancial assets it is important to maintain existing governance structures around 
the NZSF.

 BRIEFING TO THE INCOMING GOVERNMENT      31



Based on the analysis in the previous chapter, we consider that tax has an important 
role to play in increasing economic growth over the next decade.  Continuing to 
move towards a lower-rate, broad-based tax system will also help reduce the negative 
growth effects of  adjusting taxes upward in the future if  required.  

An appropriate response to the long-term Þ scal outlook should involve a mix of  
actions, including ongoing improvements in the Þ scal position through keeping debt 
ratios low and increasing net worth through the accumulation of  Þ nancial assets, 
strengthening the tax system, and slowing the growth in government expenses. 
These actions will help preserve future options and reduce the negative impacts on 
growth should debt or taxes be increased in the future.  

Short-term fiscal outlook

We forecast that, through to 2009, the sum of  debt and NZSF assets will continue 
to decline, but at a slower pace than in the recent past.  This reß ects lower operating 
balance forecasts than over the period between 2003 and 2006.  

Figure 16: Upward pressure on expenses

Source: The Treasury

Core Crown expenses have increased steadily over the last decade. Nominal GDP 
has grown more rapidly, resulting in a declining ratio of  core expenses to GDP. 
This has reß ected a change in the composition of  spending as Þ nance costs have 
declined as the debt-GDP ratio has fallen, welfare costs have declined in line with 
falling unemployment and changes to New Zealand Superannuation, and health and 
education expenses have increased.   

Looking forward, the Þ scal gains are unlikely to continue because the reductions in 
debt servicing costs and the numbers on the unemployment beneÞ t have plateaued.  As 
a result, rates of  expenditure in health and education will be more difÞ cult to fund.

Our forecasts show that the decline in the ratio of  expenses to GDP trend will 
reverse if  the net operating allowance of  $1.9 billion provided in Budget 2005 for 
each of  Budgets 2006, 2007 and 2008 is added to expenses.  In this case the expense 
to GDP ratio rises to around 32% over the forecast horizon.  If  the operating 
allowance is not added to expenses, then the ratio of  core expenses to GDP will 
remain around 30%.

Responding to 
fiscal challenges 

now will give 
governments more 

options in the 
future

Future Budgets 
must be smaller 

than has been 
the case in recent 

years
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Although the former spending path would be consistent with meeting current long-
term objectives, it does mean that future Budgets must be smaller than has been 
the case in recent years.  With nominal GDP growth forecast to be around 4% per 
year for the next two years or so, and to average around 5% thereafter, continued 
acceleration in the growth rate of  government expenses is not sustainable.  

Table 1: Expenditure has been growing rapidly each year 

Average growth per year

Expenditure type Last 10 years Last 6 years Last 3 years
Health 7% 7% 8%
Tertiary education 6% 8% 6%
Other education 7% 7% 9%
Social welfare 3% 2% 3%
Defence 3% 5% 4%
Other 4% 5% 8%
Total core Crown 4% 5% 6%

Source: The Treasury

Getting a better mix in fiscal policy
Over the next decade, an achievable but ambitious Þ scal strategy consistent with a 
desire to increase economic growth and better prepare for the long-term pressures 
associated with population ageing could include:

� the maintenance of  operating surpluses consistent with stable debt-GDP ratio 
and rising NZSF assets

� an increased focus on policy initiatives to relieve constraints on growth, and

� reducing tax rates over time as conditions permit.

Such a Þ scal strategy will need to give tax options equal weight to operating and 
capital spending initiatives in the budget process.  In addition, tax options may 
require more of  a multi-year approach to budgeting.

Our view is that there is scope, especially over a two- to three-year timeframe, to 
move towards implementation of  this strategy.  Implementation is inß uenced by 
two factors.

� Additional Þ scal stimulus in the short term may exaggerate the economic 
cycle.  The Pre-EFU forecasts highlight a number of  areas where the economy 
is under pressure.  These pressures are reß ected in rising inß ation and a widening 
deÞ cit on the current account.  With Þ scal settings expected to add to these 
pressures over 2005/06 and with interest rates expected to continue to seek to 
restrain inß ation, we caution against changes in Þ scal settings that would materially 
add to the Þ scal stimulus already in the pipeline for 2005/06 and 2006/07. The 
risk is that further material build-up of  pressures in the economy may necessitate 
more of  a monetary policy response than currently envisaged or induce a rapid 
and substantial market-led exchange rate depreciation.  

� Achieving a better Þ scal policy mix without extra stimulus will require a 
focus on spending restraint.  In the short term there is scope to redirect some 
of  the $1.9 billion allocated for new initiatives in the next three Budgets into 
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Achieving a better 
fiscal policy mix 

without extra 
stimulus will 

require a focus on 
spending restraint

revenue initiatives.  While some of  this allocation is likely to be required to meet 
commitments as set out in the SpeciÞ c Fiscal Risks of  the Pre-EFU, Ministers do 
have real choices in allocating the balance. There is also scope to reprioritise or 
achieve efÞ ciencies within existing baseline spending.  However good information 
is required to make high-quality decisions.  In our view, Ministers will need to make 
more active use of  all available spending control levers to produce the desired 
outcomes.  Fiscal management may also be supplemented by an appropriate long-
term objective for expenses or revenues (but not both).  The capital allowances 
are also under signiÞ cant pressure and there is a clear need for prioritisation in 
that area.  

Reprioritisation of existing and future expenditure
Achieving the necessary slowing in the rate of  spending growth will require difÞ cult 
choices informed by the incoming government�s priorities. The Treasury�s suggested 
Þ scal strategy would require sustained reprioritisation across government spending, 
with a signiÞ cant proportion of  the amount for new operating initiatives being 
applied to tax reform.  In order to achieve this, better public sector performance 
will be essential.

Recommendations
� Maintain the current macroeconomic framework

� Maintain a broad-based strategy to manage vulnerability risks and promote a sound savings 
environment

� Maintain the current projected path of government savings and surpluses

� Focus on improving the growth benefits from taxation and spending choices

� Reduce the growth rate of expenditure to provide greater scope for tax and other measures that promote 
growth
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Chapter 4: Improving the 
performance of the public 
sector

Improved public sector performance is the third major challenge facing Ministers.  
New Zealand�s public sector is sound, but could still do better. Better performance 
from the public sector will assist in meeting Þ scal goals and rising public expectations 
of  services. Improved performance will assist growth in the economy by adding 
directly to productivity, and can free up resources and improve the quality of  services 
to New Zealanders.

Ministers face spending pressures and rising 
expectations
Economic growth has meant that there is more funding available for providing 
services.  Economic growth and increased spending also increase expectations.  
For example, international experience shows that as countries get richer they also 
tend to want to spend relatively more on health. Core social spending areas such as 
health, education and superannuation will be areas where Ministers will face rising 
expectations, Þ scal pressures and hard choices.  

While New Zealand is currently well placed Þ scally, the rate of  spending increases 
experienced in recent years will need to slow signiÞ cantly to ensure longer-term 
Þ scal sustainability.    

It is important that Ministers have mechanisms to improve performance and manage 
Þ scal pressures.  

In the short term, if  Ministers wish to move quickly, options are available for 
reprioritisation of  spending. Some of  these could be put into effect in Budget 
2006.

However, reallocation of  existing spending generally takes time. In the medium 
to long term, more robust prioritisation of  expenditure to align resources with 
government priorities could be provided through reviews of  agencies and current 
programmes.  The sooner Ministers make decisions about which areas to review, 
the greater the ability to create room for signiÞ cant initiatives in Budgets 2007 and 
2008.  

Processes designed to free up resources and improve the performance of  the 
state sector require a focus on both the quality and value for money of  spending. 
However, the mechanisms used to promote the two can differ and might create 
tensions between the two goals.

Getting value for money?
Ministerial and public concerns about the quality of  overall spending have increased. 
The growing base of  spending also means that the cost pressures associated with 
that base (from wage and price inß ation) become larger in nominal terms.
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The growing state sector wage bill

There has been a significant increase in the state sector wage bill over the last six years.  The increased 
costs are driven by a combination of increased numbers of staff and wage increases across the core public, 
compulsory education and public health sectors.

Figure 17: Personnel expenses in the state sector

Source: The Treasury

Different key drivers are identifiable in each sector.  

In the public service there have been significant increases in the numbers of employed (27% between 1 
July 1999 and 1 July 2005, compared with a 20% shift in the private sector).  Some of the increase can 
be explained by bringing functions into the core from the wider state sector, and a significant proportion 
has provided for strengthening of front-line delivery.  A significant proportion has also provided for an 
expansion of head offices.  These increases have occurred across 76% of core agencies, suggesting that 
they are not being channelled in areas of greatest need.  Increased staffing costs have not been offset by 
a reduction in consultancy costs.  

In the compulsory education sector demographic changes, shifts in teacher-pupil ratios, and changes in 
policy around contact time have driven employment numbers, combined with wage settlements that have 
tended to be at a level higher than those in the wider economy.  

In the public health sector the impact for the government has been driven by a recent shift to funding key 
settlements centrally. 

There is little information to indicate that New Zealanders are getting more services 
and better results from the public sector for the large increase in resources provided.  
What little information exists is not encouraging.

Ministers and the public are frequently surprised by poor performance.  Fair, 
reliable and cost-effective public services inspire public trust and create a favourable 
environment that contributes to economic growth.  State sector performance 
problems can also weaken public trust.  Surprises for Ministers can also lead to 
them having few options for dealing with performance problems, often leading to 
stop-gap funding measures.  
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Improving state sector performance
There needs to be a greater drive for performance (in terms of  both effectiveness 
and efÞ ciency) across all parts of  the state sector.  Our public management system 
has a number of  recognised strengths, such as sound Þ scal management and good 
public service ethics. New Zealand has a strong accountability focus, complementing 
freedom to manage for boards and chief  executives.  However, we could do better 
in providing for more focus and incentives to drive performance in a forward-
looking sense.  

There is no one solution to these issues.  Responses need to focus more on changing 
incentives and ultimately the behaviours and culture in the public sector, using current 
tools and levers rather than introducing new ones, and shifting the focus so that 
public and ministerial expectations and needs drive public sector performance. 

Our public 
management 
system has 
a number of 
recognised 
strengths

A range of 
approaches 
and incentives 
can enhance 
performance

Performance means better results from money spent

A focus on performance means not just focusing on how much is spent, but also on what that spending 
achieves.  Performance encompasses both productivity and the effectiveness of services.   This involves 
looking for:

� the best results from the money spent, ie, value for money and spending aligned with government priorities 
and policies, and

� continuous improvement over time, including increased productivity.

A range of  approaches and incentives can enhance performance.  Incentives should 
support good use of  information and decision-making at all levels, from Ministers 
to front-line staff.  

� A demand for performance driven by Ministers is a powerful incentive and 
motivator, as demonstrated in the United Kingdom, for example.  The leaders of  
agencies also play a signiÞ cant role in shaping behaviours and performance, which 
places importance on chief  executive and board appointments and performance 
reviews.

� Having information available publicly about what results are being 
achieved for the money spent is a powerful incentive for decision-makers.  Very 
little information is currently publicly available regarding expectations, targets, 
costs, productivity and value for money.  Benchmarking information or league 
tables are possible options.  

� Increasing the choice of  service provider can improve the quality of  services 
provided to the public, while private provision of  publicly funded services can 
elicit cost savings. The use of  market-based incentives has been effective, for 
example in the case of  state-owned enterprises (SOEs).  User charges may be 
used effectively in other areas, especially where individual users derive a lot of  
the beneÞ t. 

Using the range of  incentives to change behaviours, central agencies can support 
Ministers to lift performance in the longer term.
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Policy coherence and a long-term view

Aligning direction and delivery with government priorities

A well-performing system will ensure that the direction of  agencies continuously 
adjusts to align with government priorities. Strategies across government are 
articulated in a number of  ways, but they are often not well aligned or prioritised.  
As a result, it can be difÞ cult for Ministers to shift resources between different 
activities to ensure alignment with government objectives.  Policies and resources 
need to be better aligned with government priorities.  

Some ways this could be addressed would include central agencies:

� supporting Cabinet and senior Ministers to undertake strategic audits and identify 
policies to be progressed in priority areas

� playing a greater role in providing for better coordination, strategy development,  
and implementation of  government priorities across sectors and agencies, and

� improving the quality of  papers considered by Cabinet.

Strengthening sector and cross-government leadership

Multiple agencies need to work together to achieve government�s high-level 
objectives.  We suggest a stronger sectoral focus to make it easier for Ministers and 
agencies to identify relative priorities within the sector, compare relative effectiveness 
of  different interventions, coordinate policy and service delivery, and shift resources 
within the sector to best achieve results.  

New Zealand has a relatively fragmented system with many departments and Crown 
entities. Most information and formal mechanisms, for example parliamentary 
accountability, focus at an agency, rather than a sector or whole-of-government, 
level.  

Currently, ministerial sector leadership occurs predominantly through the budget 
allocation process and does not extend to policy and resource allocation decisions 
outside the budgetary process. There are a number of  key success factors for a 
sectoral approach, such as common objectives, role clarity and good relationships.  
The Prime Minister and Minister of  Finance are important in setting and changing 
expectations.

Ministers may wish to consider using:

� ministerial groups to assess relative priorities across all spending (not just new 
spending in the budget) in a sector or policy area.  This could involve extending 
the terms of  reference of  ministerial groups and using these groups outside the 
Budget process, and

� the new ß exibility enabled by the amended Public Finance Act to group 
appropriations into fewer and larger Votes with more than one Minister.  There 
is scope to consolidate a number of  Votes. 
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Recommendations
� Align direction and delivery with Government goals

� Strengthen sector leadership through expanded use of ministerial groups and consolidation of Votes

Improve the availability and use of performance 
information
In many respects the New Zealand public management system is data rich but 
information poor. Information is available in accountability documents such as 
the Estimates, statements of  intent, output plans and annual reports. Agencies 
also have information for internal management purposes. Often this information 
is hard to access, compare or aggregate across a sector and as a result it is hard to 
draw conclusions on performance.

The case of health

Since 2001/02 government spending on health has increased by an average of 7.7% a year. 

There will continue to be pressures to increase health spending, for example from new technologies, an 
ageing population and rising expectations, as well as the cost of labour in a global marketplace.  Moderating 
health spending will be a tricky task. It may require getting district health boards (DHBs) and the Ministry 
of Health to make more difficult prioritisation decisions. A health sustainability review, which will report by 
December 2005, has been set up to consider how to achieve this.  Success will require focused leadership 
from the centre, backed up with detailed design and analysis work. 

Getting better value from money spent on health will be a core element of any solution.  Information on 
what health services do (quantity and quality) is limited. One of the few output measures is the volume of 
hospital patient discharges.  In the three years up to 2003/04 these rose by about 5%, compared with a 
21% growth in hospital spending. It is difficult to tell what improvements in health outcomes or services 
have been achieved for the additional expenditure on health, and whether New Zealanders are getting 
value for money. However, comparisons between DHBs on indicators of effectiveness and efficiency show 
significant unexplained variation and suggest that there is considerable opportunity for improvement.

The limited information on health service performance makes it very difficult for members of the public to 
form a view on how well their DHB is performing.  Having better information publicly available would help 
clarify what the public can reasonably expect and what the public is getting for the expenditure. 

Improvements have been made with a greater focus on outcomes and results.  
However, there remains scope to signiÞ cantly improve such information, using a 
range of  tools such as the non-Þ nancial information requirements in the amended 
Public Finance Act.

Information can be packaged in a number of  ways to provide Ministers with better 
information on performance:

� Looking at value for money and productivity trends over time.  Information and 
analysis, which involves measuring the productivity of  a department, sector, or 
part thereof, can provide insights regarding base spending and services and can 
provide an information base to engage with departments and sectors.  

 BRIEFING TO THE INCOMING GOVERNMENT      39



� Using benchmarking and international comparisons to indicate whether major 
policy settings are working or need reviewing. Benchmarking of  service provision 
across delivery units and regions or across alternative services and interventions 
can indicate where greater efÞ ciency or effectiveness can be achieved and 
transparent information can inform the public.  

� In-depth organisational, policy, sector or spending reviews carried out on a 
targeted basis. These need to be driven by ministerial interest and used to inform 
policy and resource allocation decisions. 

The annual budget 
process should 

be enhanced 
to support an 

increased focus on 
performance

Recommendation
� Demand better performance information and make greater use of this information to inform policy and 

resource allocation decisions 

Use the Budget to boost performance
The budget process can and should support an increased focus on performance, 
whilst maintaining or improving Þ scal control.  It can provide Ministers with a 
strong lever for demanding better performance information, reß ecting government�s 
strategy and priorities, and aligning resources (both new and current) with policy 
priorities.  

The current budget process is strongly oriented on fiscal control and input 
management. It is possible to provide an enhanced focus on performance by 
undertaking spending and performance reviews, using indicative multi-year funding 
proÞ les and indexing baselines to make sure that resources are aligned with priority 
areas.  The changes suggested below can be tailored to meet the operating needs 
of  the incoming government.

Undertake spending and performance reviews

Current budget processes focus on incremental spending used to expand the scope 
of  existing public services or introduce new services.  There is also a need to review 
existing spending. 

One approach would be to conduct periodic detailed spending and performance 
reviews in priority areas, focusing on how to best achieve government�s objectives.  
Such reviews would need to be conducted well in advance of  the annual budget 
process so that the results could inform budget decisions.  These reviews might 
cover a Vote, a group of  Votes, cross-sectoral issues, or part of  a major Vote. They 
would be substantial exercises and conducted as needed, but no more frequently 
than once every three years in a sector. 

Indicative multi-year funding profiles

There is currently no systematic formal method for signalling new spending in a 
particular Vote or sector to provide for certainty of  planning.  Previous approaches 
in this direction have been Þ xed agreements � the funding is promised to a Vote or 
sector with little or no ability to review the quantum or timing of  funding in light 
of  changes to the Þ scal environment, emerging priorities or performance in the 
Vote.  We instead suggest an indicative multi-year funding proÞ le where some of  
the funding is available only if  policy, performance or Þ scal expectations are met.  
The funding proÞ le should include both existing funding and any new spending.
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The use of  indicative multi-year funding proÞ les opens up opportunities to more 
explicitly link future funding to performance, to support the development of  policy 
in complex areas, and to assist the roll-out of  major initiatives. 

Using indicative multi-year funding proÞ les might create a loss of  ß exibility in 
Þ scal management. To ameliorate this risk we would need to ensure the results the 
Government is seeking are clear, there are stipulated conditions, arrangements are 
reß ected in chief  executive performance reviews, and funding proÞ le agreements 
are signed off  at a high ministerial level � most likely Cabinet.

Indexation with built-in productivity expectations

For areas not covered by a spending and performance review, more standardised 
budget processes should be developed.  One way to do this would be to formally 
introduce indexation of  baselines.  A substantial portion of  government spending is 
already (formally or informally) indexed or has provision made for cost increases in 
the allocation process. For these reasons, wider use of  indexation need not introduce 
new upward Þ scal pressure. But it would create an opportunity to reduce �noise� in 
the budget system and for the process to focus on the value of  spending in priority 
areas to a greater extent than at present.

Recommendation
� Use the Budget to boost performance through spending and performance reviews, multi-year funding 

profiles and indexation with built-in productivity expectations

Improve central agency support for Ministers 
Central and sector agencies can support the success of  the initiatives outlined above 
by developing a better system for sharing information about emerging performance 
problems in agencies and for dealing with them, and improving Crown entity 
performance through strengthening governance, departmental monitoring and 
engagement on entities� strategic direction. 

Central agencies can also improve alignment and use of  performance levers that 
they hold such as:

� strengthening (and enforcing) expectations on agencies� collection and use of  
performance information to inform strategy, policy and resource allocation 

� ensuring that performance information from departments and Crown entities 
is presented in a relevant way for Ministers

� providing assurance that policy objectives are being achieved, for example through 
central agency assessment of  implementation of  signiÞ cant policies, and

� working together to ensure levers such as the budget process, chief  executive 
appointments and board appointments are aligned and used to best effect.
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Recommendation
� Require central agencies to better support Ministers by: 

� tailoring performance information for ministerial decisions

� improving early warning and action on performance problems 

� setting expectations regarding Crown entity monitoring and performance information 

� improving alignment and use of central agencies� performance levers

�
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Focus on Crown entities
The proposals outlined above need to be applied to the state sector as whole.  
However, there also needs to be a particular focus on Crown entity performance 
because Crown entities:

� use more than half  of  the overall Crown operating expenditure, excluding beneÞ t 
payments (health and education are the main sectors)

� manage more than half  of  the physical assets (transport, housing, education and 
health are the main sectors), and

� are responsible for the delivery of  most services to the public, often representing 
the �face of  government� to the public. 

Ministers can use three tools to boost Crown entity performance.

Figure 18: Levels of Crown entity appropriations

Note: Vote appropriations exclude benefits and capital expenditure.

Source: The Treasury

Use the new Crown Entities Act

There are opportunities for Ministers to use the new Crown Entities Act to 
enhance performance.  The Act focuses entities and their boards on achieving and 
reporting results, and enables Ministers� participation in setting medium-term goals 
and direction. Ministers inß uence the ß ow of  funds, what is purchased, and what 
performance information is provided.  
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Education sector review 

The recent Education sector review provides an example of some of the issues faced in the Crown entity 
sector.  The review focused on the Ministry of Education, Tertiary Education Commission (TEC) and 
New Zealand Qualifications Authority (NZQA), and found that there were significant problems at the centre 
of the education sector which adversely affected its performance.  These included a need for:

� improved strategic alignment across the three agencies 

� better relationship management 

� mandated sectoral leadership

� improved capability in the three agencies, to jointly manage complex change, and

� more clarity and shared understanding of the roles of the respective agencies.

The new Crown Entities Act in itself will not resolve these issues.  It does, however, provide a framework 
to build from.  It will be equally important to provide clear direction about the outcomes expected of the 
education sector, stronger monitoring of performance, improved governance by Ministers and boards, and 
stronger sector leadership by chief executives.

Strengthen monitoring

Crown entity monitoring arrangements and effort have varied greatly across the 
public sector in recent years.  In some cases, those performing monitoring roles 
were isolated from Ministers and had little inß uence with senior managers. To 
serve Ministers well, monitoring agents and departments need a clear mandate and 
direction from Ministers. 

Central agencies are working together to clarify monitoring expectations, to focus 
interactions between boards and Ministers on major results sought for the public, 
and to support good systems and processes for board appointment and training.

Ministers have discretion to focus their effort on major sectors, opportunities and 
risks. We think that there is a need to concentrate on key sectors such as education 
and health. Central agencies can: 

� help Ministers and their monitoring agents exert inß uence through new levers 
in the Crown Entities Act

� promote a strong focus on results, as well as value for money, and

� drive improved alignment and coordination among different agencies working 
in a sector. 

Ministers� reinforcement of  these initiatives will increase the likelihood of  their 
success.  While the Treasury has a secondary role, we can support Responsible and 
Vote Ministers to manage the key relationships with boards and monitoring agents 
by ensuring the effective implementation of  the Crown Entities Act, in improving 
monitoring capability and practices (including spreading good practice), and by 
supporting Ministers who commission major reviews. 
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State-owned enterprises

Key issues in the public sector revolve around rising fiscal pressures, little gain in services and policy 
surprises for Ministers.  The state-owned enterprise (SOE) sector does not present nearly the same degree of 
challenge as the Crown entity sector. Six SOEs have recently been the subject of in-depth reviews, resulting 
in statements setting out shareholders� expectations regarding strategy, scope of business, profitability, 
shareholder consultation, gearing, dividends and access to equity injections. The legislation and policy 
framework was reviewed over the last three years and found to be basically robust and appropriate for 
long-term ownership.

This overall picture notwithstanding, this does not comprise a case for state ownership in the case of the 
majority of the SOEs, particularly those that do not have monopoly characteristics. The international 
empirical literature is clear that, on average, commercial enterprises perform better in private ownership 
than in state ownership.  Given pressures on the existing capital allocations, Ministers could consider 
whether some of the Crown�s investment in SOEs can be better utilised elsewhere.

Improve governance 

The quality of  governance of  entities across the public sector is a key to performance.  
Ministers, along with central agencies, are involved in the selection and appointment 
of  public sector leaders and so have a more direct mechanism to impact on future 
agency performance.  Ensuring the right skill mix of  boards is essential for the 
performance of  SOEs and Crown entities.

Ministers should expect good support from their departments in determining who 
to appoint to boards.  The implementation of  the new Crown Entities Act provides 
an opportunity to strengthen Crown entity leadership by improving appointment 
and induction systems and processes for Crown entity boards.  The current selection 
process for the directors of  SOEs and Crown entity companies is robust.  It is 
important that it is maintained.

Recommendation
� Improve Crown entity performance by making use of the new Crown Entities Act, strengthening monitoring, 

and improving governance
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