Briefing to the
Incoming Government

1990




NOTE

Unless otherwise stated, all years refer to years ended 31 March.

Data on a fiscal yvear basis refers to years ended 31 March to 1988/89
and years ended 30 June thereafter.

First published in 1990
by The Treasury
P.O. Box 3724
Wellington

© Crown copyright reserved
ISBN 0—477-01557-3
Typeset by The Treasury
Printed and bound by

GP Print Limited
WELLINGTON



CONTENTS

OVERVIEW .ottt et e 1
INEOAUCTION ..ottt e e e e sane e e 2
Situation and PrOSPECLS .....ccuiiiireii ittt ettt ettt st st ae e e aaee 3
Policy FOrmulation .........cccccoooiiiiiiiiiiiiii it e 5
- Balance .......oooiiiiii e 5
- TATZELS vt eiieretie ettt ettt ce ettt et e et e e st e et e st e e et se e e e e teenareeenn 6
- PROCESS ..ttt ettt e e 6
- CrEdIDILLY ..cee ittt sttt e et eear et ene 6
StrategiC POIICY PriOTIIES .....ccoviiiiiiierieiiciit ittt et cre e e e enneeeaeeeee e 7
- FISCAl POLICY . ..eoiiiiiiiiiiec ettt ettt e eae 8
- Labour Market .........ccciiiiiiiiiiiniiiiccciicnieit e sseens 10
- Regulatory POLICY .....cocoiiriiiiiiiiiniiiiicntiinccic ittt 12
- MoOnetary POHCY .c...ooiiiiiiiiieiieecccec et 13
CONCIUSION ...ttt st ettt e et s e e semesatesaseenneean 14
CURRENT ECONOMIC SITUATION AND PROSPECTS ................ 15
INtroduction .....oceeeieoiiieiiie ettt et e 16
Recent Economic EXPErience ........ccccoeeoeiciirrereeeciiiiieieeeeeiieitiee s e sieeeeeeen e 16
- Productivity ..ooccceeeee ettt e e 20
- Investment ......cccoeiiiiiiiiici 20
- Changes wWithin Firms ......coccceeirriiieee e 22
Economic ProSpects .....ccoveviiiiieiiiieeeee et eeeteee e 22
- The Outlook for 1990/91 ......ccovviiimiiiieiieecc e 24
- The Outlook for 1991/92 and 1992/93 ........ccoueerviiniiiriieceeeeeeee 26

- Unchanged Fiscal Policy ........cccceeveeiiiiiiieiiiincieeceeeeieeeee e 26

- Fiscal Consolidation ........ccccevercvieniiniiiniicnicnnenncinieniecnccennens 28
- Other Risks and Uncertainties ..........ccooooveueeeeeervrerereereenesseesnsenens 29
CONCIUSIONS ...cvviieiiieee et ettt ettt sbee e sas s sab s nns 30



ADJUSTING TO INTERNATIONAL CHANGE ............cccccoevvenvennnn. 31

INtroduction ..o e 32
New Zealand’s Strategic Position ..........ccccccoeiiiiiiiiiieiiieiieeeeeeeeeeeeeeeen 32
Meeting the High-Income High-Employment Objective ........................... 35
International Constraints on Policy Options .........cccccevveevveieviecieeceee 37
CONCIUSION ...oviiiiiiiiiieiic et e 38
THE BALANCE OF POLICIES ...........coooiiiiiiieiee e 39
INErOAUCLION .c..ooiiiiiiiiiic e e et ns 40
Interest Rates and Exchange Rates ........coooovvviiiviiiiviiiivieeieeee e, 40
- Interest Rates ...t 40
- Exchange Rates and Competitiveness..........cccocceeveeieeeeeerrecrveennenee, 43
Lessons for Policy Design ......cccoiiiiceeiieeeeeeeeeeeeeeee e 44
CONCIUSION ...veiiiiieiiieciirereecit e eree e tte e reeenb e e e e sesas e sraesersesessneeseesnnres 48
MONETARY POLICY ...ttt eve s 49
INtroduction ......coociiiiiiccee et 50
Inflation OUtloOK......cccovviiiiiiiie e 50
Does Inflation Matter?........ccccoveiiie i 51
Role of Monetary POLCY ........oooeviiieeeeiceeeee e 53
- Institutions and Operations of Monetary Policy ..........cccocuvvevvvevinne. 54
- Specification of the Inflation Target ...........cccoevevvieviciiecieeiecneee. 56
Current Conduct of Monetary PoLicy .........ccooovvviioeiiiiieiiieeeeeeeeeeeeeee e 57
- Monetary INdiCators ...........ccovvvviiiuiiiiieeie et 57
- The Exchange Rate ........cccooeeveiiiiiiieiee e 58

- The "Hard Currency” Option ......c.cccoervveerieeeveeeivreeereeennen. 59

- Interest Rates .......ccoiiiiiiiiiiiiiieceeeecee e 60

- Money and Credit Aggregates ........cccceeeeveeeeeiiieeeeiriececeieee e 60

- Nominal GDP ...ttt 61
CONCIUSION ..ottt ettt tbe e s beebe e teeerreeasserreen 61



INErodUCiON .....ccoouiiiiiiieiieec et 64
Fiscal POSIION ......oouiiiiiiiiiiicie e 64
- Fiscal Outlook ........cccooiviiiioiiiiiiiieceeececee e 64
- Debt ... 66
- ReVENUE .....cooiiiiiiee e e 70
- ExXpenditure ..........coooioiiminiiee e 70
The Nature of the Fiscal Problem ..............cccoouvveeieoeeeeeeeeeeeeeeeeen, 72
- DefiCits ... 72
- The Growth in Public Debt...........cocooovviiiiieeieeeeeeeeeeeeee 73
- Expenditure and Revenue Trends ...........ccoccooevveeeeeeeeeeeeeeeeeeernn. 74
Tackling the Fiscal Problem ...............c.cooooiiiviieieeieeeeeeeeeeeeeeeeee . 74
- Expenditure Reductions ...........ccooeveveiiiieeeeeeeeeeee e 75
- Increasing RevVenUe............cc.oovieiieeieviiiiiceeeeee e e e 76
- The Speed of Fiscal Consolidation ..............cccoeeeeveeeeeveeeeeeeeereenannn. 77
Expenditure Reform and Budget Processes ..........cocoooeeveveeeeeeeeeeronennn. 78
- Key ODJECIVES ....couevrerteieieeeeeeeeeeeeeeeeeeeeeee e 78
- Achieving these ObJectiVes .........c.ooevuieuiveieeeeeeeeeeeeeee e 78
- Strategic APProach............ccoovvveiivoeeoeeeeeeeeeeeeeeeeeeeeee 78

- Published Targets .........c.ooooiiviieeieeeeee e 79

- Managing Decision-making ............ccoceeoueemeeeveeneeeeeeeeeeeeeeeeeeeeseeons 79
- Assessing Spending Proposals ............cccoeeeeeveeeoveeeeeeeennn. 80

- Preventing "Expenditure Creep".........c.ccoocvvueveeeeeeeeeerennn. 80

- Institutional Arrangements for Decision-making.................... 81

- A Cabinet Committee...........c.oooovvimevereeeeeeeeeeeeeeeee, 81

- The Minister of Finance.............ccocoovevvveeeeeeeeeeeerennn, 82
CONCIUSION ....ouiiiiieie ettt ee e es oo oo 82
MANAGING THE PUBLIC SECTOR ............cocoooooiimieeeeeeeseeaeennn 83
INtroduCtion ......co.coueeiiiiiii e 84
The Core State SECLOT .......cc.oouiiiiieieeeeceeeee e ee e ee e e e 84
- Choices Facing the Government ...............ocueeeeeveemeeeeeeeeneerereennnn. 84
- Taking Advantage of the New Management Process ....................... 85
- Implementation of Government Decisions ..............c.ccoooeueueeeunn..... 86
- Monitoring the Results .........cooevieuieeeieiieeeeeeeeeeeeeeeeeeeeeee e 88



- Further Developments .........ooooviiiieniieniiieeieee e 88

CrOWIL AZEIICIES ..oeviiiieiiciiieeece e eiiiireeieeeeteeeeeeeaaetaaeeeaeesesbreaeeseeeasnaeateseennnnns 89
Commercial ACLIVITIES ....occcvvvieeeciiieeeieieeeirree et eee ettt e ce e s e e 89
- Shortcomings of SOES .......oooiiiiioiiiiieeeee e 91
- Sale of State-Owned BusSInesses ........ccceeeevvvrieriiieeeniiieeeceiee e 91
- Lessons from Previous Asset Sales .....cccoooeeeviviiiiiniiiiiniiinnencennnne. 92

Future Directions ........cccoeeeeiiiieeireeeeeeeee e 92
CONCIUSION ...iiiiiiiiiii e et e e e e reteeeesssnebereeeeee s sebaeaeeeeeenaas 93
SOCIAL POLICY ..ottt et sevees e e eae e 95
INErOQUCLION .oviiiiiiieiciiie ettt ettt ee e ane e e e 96
- Policy Integration.........coooriiiiiiiiiiiiiieeeeie e 96
- POLCY DESIZN ..vvviiiiiiiiiiiiiee et eee e ertee e errevee e e ae s e enareeeee e e sanaeeeee e 97
Social Welfare .........ooocviieiiiiiiieie et e 99
- FISCAL COSE ..viiiiiiiiiiieieeetee ettt st e e e se e s erereete e ne e eaneee e 99
- Social IMPACt ...ocvrueriiiieeiee e 101
- The Role of Redistribution Policies .........cccccceveriiniiiiiiiiiiiiiiiiccnnnnnn. 102
- The Equity of Benefits ......ccoooieiieiieeiiieceeccciececcccecee, 103

- Benefit ELLgibility ....cccoovveiieiiieeeeeee e 103

- Benefit Levels ..ottt 105
- Benefits, Work and Other Choices........ccceeevieiiveiiiiiicciiiineiaciinenn, 108

- Forms of ASSISTANCE ...vovervieeeeiiieeiiiieieeeeeee et 108

- The Ratio of Benefits to Wages: the "Welfare Trap”............. 109

- Effective Marginal Tax Rates: the "Poverty Trap"................ 110
- Guaranteed Retirement Income (GRI) .....ccooveiiiiiiiiiiiiiiii, 112
- Domestic Purposes Benefit ......cccoccceeeviiiiiniiiniini 113
- Unemployment Benefit........cccccooiimiiiininiiiiiiiiiciieie 113
- Family ASSISLANCE .......covviiieiiiiiieieieeeeeieee et eeee e ee e 114
- Compensation for Incapacity ........ccccereeeiiviiiininiiiiiiccnn, 114
- Welfare Administration .........cccoevveveeeennniiiinniiiiniiiiiiinceiccen 115
- CONCIUSION ..eieeiiiieeeieeeee ettt e e e e ae e 116
Health ..ottt s e 118
- Prevention and Promotion.........c..ccoveerreieiniiiiininiiimeninecincninnneecnn. 118
- Identifying Problems and Options for Change........cccccceevcivnninnnn. 119
- Hospitals and Related Services .........cccooveeviiniiiiniininnn, 119

- Efficiency of Current Hospital Services........cccoeevviiiinnvennnnnn 119



- Efficiency of Current Hospital Funding ...........ccocovveueeneene... 121

- Access to Health Care ........cccooevvieevicveeiiceceececceceee 122

- Options for Change ..........c.oovovieimeieieeccece e 123

- Increasing the Effectiveness of Spending ...................... 123

- Increasing Private Funding...........cccooovvvviiivcicneeeenene. 125

- Long-Term Care .........ccovuieieeiiiieeeeeeeeeeeeeeeeeeeeeeeeee e e e 126
- Primary Health Benefits ........c.occooooeiieiiiiiciiicceeeeeeeen. 126
- Options for Change ..........c.cooveeiieiiiiiieiieiee e 128
EAUCAtION ...oiiiiiiiiiiiii et 129
- Overall Performance ...........ccocooveeuieiieriiniiceeececeece et 129
- Early-childhood Education and Care.............cccoveeeveeevueeeeeenaeenn, 132
- SCROOIS ..t 133
- Quality: Responsiveness and Choice...........cocoeevuveeveeveeenennn.. 133

- Cost EffiCIeNCY ..ccvvevieeiirierecteeeeeeeeeee ettt ee e eeeaens 135

- EQUILY oo 136

- TeItIArY ..ottt 136
- TLAININE .ocoetiiieiiieeiieece et e s et eeaeesaeaeeeseessesseesnees 137
- CONCIUSION ...ttt ettt eteeaeeeeae e 138
Implementing Change ..........cccceovvieieiriereeieeeeeeeeeee e 140
THE LABOUR MARKET ..o, 141
INtrodUCtion .......cccooviiiiiiiiiei et 142
Market Performance........c.ccocoeeuevimeuieiieieee i 142
POliCY CONEXL ..vveiieeeiieeeetecteeeeee ettt s 145
Key Characteristics of a Well-Functioning Labour Market .................... 146
Labour Market Regulations ..............ccoovivviviiiieiiieeeeeeeeeeeeeeeeeeeeee e 147
Labour Relations ACt ..........cccooiiiivioiiiiiiececeeceeeeeeeeeeeeveeeee e 147
- The Law ..ottt 147

- Performance to Date ..........c.cccooeeveeeieeeecicieieeeeee e 148

- SUMMATY ..ottt ettt et ee et eeresee s reanas 150

- Reducing Constraints in the Labour Relations Act .........cvvovuvvenn..n. 150
- The Boundary of Bargains.........cccoecvvveeeeeeeeeeeeieeeeeeeenennnn, 150

- Bargaining Agents .......cccccceeeeeereierreeieceeceeeeceee e 151

- More Fundamental Reform ...........cccoceeeerrevvnvennicecicrcceeeeee. 152
Protection for Workers ........ccccooeveevieoieiecieieeeeeeeere e 154
- Bargaining POWET .........coovouiiiiiiieceeeeecee et ee v e ae e e 154



10

11

- Pay EQUILY ACE ...uoeeeeieiiieeece e 155

- Minimum-Wage Law .......cccccoviiiiiiiiiiiieeeeeeceeeece et 155
Training and Placement Programmes............ccccccoeeevvveiiiiveeeenieeecnee. 156
CONCIUSION ...eiiiiiiiiiiiiiiiicciee ettt ettt e et e e evaesenseeseaeeeesasesneeas 157
REGULATION ..ottt ene e s en 159
INtroduUCEION .....ooviiiiiiieie e e et 160
Choosing the Best POLICY .....ccccoouiiieiiiiieieiieecceee e 160
- Regulatory Review Mechanism ...........cccccoeeeviiieeiieiiiieeiicieeeane 161
Industry Assistance and Import Regulation ..........ccocovveeneeevvvennenne.. 161
- The Impact of Import Restrictions.........cccceeceveeveceiecieciieiineneee. 162
- Industry Assistance in New Zealand .............cccooveiiinincncnne, 163
- Other Forms of ASSIStance ...........cccceceeeeieiveeeeecie e 165
Environmental Regulation and Resource Management....................... 165
- The Resource Management Bill ............oooveivvieiiiiceiiiniveeeeee. 165

- Relevant Regulatory Objectives and Principles .................. 165

- National Policy Statements ............cccccoevvvvveieneieeiicneeennen, 166

- Pollution Abatement .........cccoceeeeeeiiieciiiiccciecreeceee e 166
- General Environmental Policy ISSUes .........ccocovvevvvvcvveeeciveeeeennn. 167
Capital Markets .......coceeeeieiiiceceiccee et eae e 167
- Companies Bill .......ccccooieiiiriiieeeiieecreeeeeee e 168
- Takeovers Legislation .............ccooovvmiiiiiiiiiiiniieeiieeeeeeeee e 168
- Securities Market Regulation ........ccccoeevevieviiiiiiciieieieceeeene 169
CONCIUSION ..ottt e et e sbesanseaas 169
TAX Lttt et e eve e s e s e st s e be e be e reesreereeeteeeteeen 171
INErOdUCHION .....ooiiiiiiiiiiieictecect e e eae e 172
Making the Tax System Work Better..........ccoovvveeeiiiiiveieiecieeeeeee 172
- Tax Legislation . ......cccceeeiiiiiiiiiiccecceecereece e 172
- Compliance and Administration ...........ccceeeeveerrenieeieecie e 173
- Revising the Tax System ......ccccceeeeviieereceeeieecieeecceeee e, 173
TaX DESIEN ...ooiiiiiiiiiiieecere ettt e rre e e r e erra et e e e erseesnae e enees 174
- The Board-base, Low-rate Approach ..........cccoceevevurevecrenreennenee. 174
- Taxing Different Industries.........cccceeevvieeceeciieecieceneeeeeeeeeeeeenes 175
- The Influence of the World Economy on Tax Design ................... 176

- Inward Investment ..........cccceeeeiiniiiiiiiecceeeereeeeeeeree e 177

vi



- Outward INVesStment.......c.ueeiiiieieeeiiireeeieeerereeeeeeeneerrasnesnen 177

- Integration of Regimes for Inward and Outward

Investment ......ccccooiiiiiiiie e 178

- Taxing Different Forms of Income From Capital...........c.....cc.e.... 178
- The Impact of Tax on Savings ..........ccccvveeeeeieeieciiieeeecreeee e, 179
- Selective Tax Concessions for Savings ..........cccceeevcvvreeeeeeennn. 179

- Generalised Measures Favouring Savings .......cc.ccceeevviieiennnes 180

- Tax and Social POLCY ......cconiviieeeeeiee e 180
CONCIUSION ...viiiiiiiieiieiitccctte ettt tte s steeteererree s seneeeeeesnnanesssssaaessssnaesanene 180

vii



2A
2B

6A
6B
6C

TA

8A
8B

8C

8D

8E

8F
8G

TABLES

Short-term Macroeconomic Prospects ............ovveeeevvviveeeeeceeenenn.
Macroeconomic Projections Assuming Unchanged

Fiscal POLICY cooviiiieiieee e

Current Fiscal Outlook .......coccvmeeiiiiiiiiieeeceece e
International Comparison of Government Debt .......................

Estimated Revenue Effects ........ccccccccoooveiiiiiviiiiiieeeeeeee
Estimated Earnings before Interest, Depreciation and Tax....

Current Duration of Unemployment Benefit............................
Some Possible Measures of Income Adequacy for

Three Household Types......ccouvevivviiiieiieiiceeeeeeeee e
Comparison of Benefit Payment Levels between Australia
and New Zealand as a Percentage of Net Average

Weekly Earnings in 1989 .........coouveiiiiiiiiiiiiiicceeee e
Estimated Replacement Rates for Beneficiaries in

New Zealand .......cccoooiiiiiieee e
Enrolment Rates, Formal Full-year Education,

Full-time and Part-time .......ccccccoeeeeiiiiieeciieceeeeeeceee e,
Public Spending on Education as a Percentage of GDP...........

State Expenditure on Training in New Zealand ......................

viii



2.1
2.2
2.3
24
2.5
2.6

4.1
4.2

5.1
5.2
5.3

6.1
6.2
6.3
6.4

8.1
8.2
8.3
8.4

9.1
9.2

9.3

10.1
10.2

111

FIGURES

Real Gross Domestic Product ............ccooeiniiiiiiieiene 16
CPI INlation ....cccooeeeiiieieeeiiieeeee e e e s e e e e e e e 17
Private Consumption and Retail Trade .........cccceeeeeeeeinnnnnnnnnennn. 18
Saving, Investment and Current Account ...........ccceeeeeivivrennnnns 18
Labour Productivity ......ccooeovumiirriiieeeee et 20
Real Investment .........cocooiiiiiiiiie e 21
Nominal Interest Rates ..........oovevieiiiviiiiiiiiccreccceeeee e, 41
Exchange Rates ..., 43
GDP Growth vs Inflation ..........ccceeeeeiieieeeciiiiieeecccceeee e, 52
Inflation vs Unemployment ...........coooovveiiiiiiiiiieieecccccececeneennnes 52
Inflation: Actual vs Expected..........covveeeiveveeeiiiiiiiiirveeneee. 53
Table 2 and Financial Balances........c..ccccuvevvvviiiiciiiiciieeceieeeeenen. 65
Current Revenue and Expenditure .......ccccccoevvvvvvveveevnvvenninnennnnnne. 67
Government Expenditure and Revenue......c...c.ccccooennnnnnnnnn.n. 70
Composition of Net Expenditure ...........cceeeeiiiiiiiiiiiiiiiiiiieees 71
Real Benefit Expenditure ..........cccccovvvvviiiiiniiiiieeeeeeeecceeccceiiaens 99
Benefit Expenditure Compared with GDP ...............cc...eeeeee. 100
Effective Marginal Tax Rates .......cccocceveeiiiiiiiiiieiicciiicceecee 111
Disposable Income vs Earnings .........ccccccevveveeieeieieiccnineeneeneee 111
New Zealand Employment.........c.ccooevveiieerevivieenniicccreeeeeeeenn, 143
New Zealand Real Wages..........ceoeeveveeciiiieneinieeeeeeeeeececeeceesvnnens 143
New Zealand Unemployment ...........ccccovevvrrerrereereeeeeeeececnnnnnnns 144
Manufacturing and Agriculture ...........cccoovviiviiieiinnieniiecnees 163
Assistance to Manufacturing ........ccccocceeeeviiiiiiiiiienecnieccneseeennn 164
Pre-tax Return Required to Yield 10 Percent After Tax.......... 176



1. OVERVIEW



INTRODUCTION

After two years of a faltering recovery New Zealand still faces the prospect of slow
growth. The outlook is for rising unemployment, increased debt, and more people
becoming dependent on the state or limited in their opportunities. To become a
high-income, high-employment economy is a massive challenge. We are off target.

Some of this deterioration stems from adverse events and trends in the world economy,
especially in the markets for some of our major exports. Much of it, however, is the
consequence of domestic economic and social policies that lack harmony.

Monetary policy and fiscal policy have too often pulled against each other, with
undesirable consequences for interest rates and exchange rates. Taxation and various
benefits and entitlements have adverse impacts on people’s willingness to seek work,
save or invest. Policy decisions have left behind problems with incentives and
administration which are probably contributing to present social problems.

Labour-market practices have been slow to respond to the challenges of a highly
competitive international market place. Reforms of industrial-relations laws and other
labour-market regulations have lacked the impetus evident in other areas of policy.

The growth in unemployment has been aggravated by benefit structures that provide
little financial incentive for many people to seek employment. Administrative
structures have, in some areas, become overloaded in trying to implement complex
eligibility criteria. Some reforms have not given adequate attention to the practical
problems of implementation which have undermined what were otherwise good
policies.

The most pressing consequence of these problems is an alarming fiscal situation. With
no change from current policy, it is estimated that the Government will confront
financial deficits of $3.7 billion, $4.5 billion and $5.2 billion over the next three years.
The consequences of not correcting this situation could be very serious indeed.

The remedy for this fiscal problem lies in improving the overall balance in policy
strategy. This raises issues of policy design and the processes of decision-making
themselves. Other countries have grappled successfully with the growth of public
expenditure. But New Zealand has not developed and implemented a medium-term
strategy to set limits on the growth of spending and to force careful consideration of
relative priorities and the interactions between various policies.

The new systems of public administration and financial management provide tools for
more effective review of expenditure on the operational aspects of Government, but the
bulk of Government spending is in grants and benefits. To constrain the growth in
these expenditures while holding or increasing the quality of services requires a
comprehensive appraisal of existing institutions and policies. All spending is affected,
but particularly that in the areas of health, education and social welfare. Otherwise,
spending constraints will cause cuts in services.

On the other side of the ledger, the easiest options for raising revenue have been
largely exhausted. Extra revenue can only be gained in the short-term by raising tax
rates and accepting that this will dampen our low-growth economy.



Solving this fiscal policy problem will require redesigning some benefit policies,
industrial-relations laws and other labour-market regulations. Wage bargains that
reflect and encourage productivity can promote employment and reduce benefit
requirements. Welfare policies that target assistance to the most needy, stop abuse
and give weight to incentives to work can also reduce fiscal costs.

A solution to the fiscal problem is a necessary part of a strategy for higher living
standards. Progress in a number of other policy areas would also increase the
prospects for growth, which, if achieved, would then feed back and help improve the
fiscal situation by raising revenue and lowering spending. Therefore, careful attention
should be paid to laws and regulations such as those affecting companies, capital
markets, resource use, labour markets and international trade. Laws and regulations
which unnecessarily weaken the incentives and sanctions for effective business
decision-making undermine the prospects for growth and employment.

The incoming Government faces an awesome challenge in dealing with this situation.
The fiscal problem is very large and it should be dealt with as quickly as is practicable.
The timing of actions should be as fast as is consistent with careful decision-making
and sound implementation. Even at that pace it would not be realistic to expect a
rapid improvement in economic prospects. Experience shows that significant policy
change takes a long time to design, implement, observe in action and "de-bug" before
the full benefits come through.

The public’s expectations of the speed of improvement in the economy may be too high.
It is important to establish realistic expectations of what the Government can expect to
achieve and by when. Past experience with policies aimed at quick results suggests
that in most cases the outcome is disappointing and the longer-term cost considerable.
There are, however, hopeful examples of countries which have set a steady course and
generally stayed with it and thereby raised their living standards. Meeting this
challenge will call for careful policy preparation, well-designed decision-making
processes, leadership and careful explanation.

SITUATION AND PROSPECTS

A weak domestic economy is being compounded by high world oil prices and a weaker
international situation. This year the terms of trade are projected to fall by 8%, the
economy to grow by 0.8%, and unemployment to increase to around 8%. The
current-account deficit is projected to increase to 6.6% of GDP.

Beyond 1990/91 the economic prospects are dominated by the large projected fiscal
deficits. On the assumption that the Government continues to target inflation in a
range of 0% to 2%, the tensions between monetary and fiscal policy will increase
sharply over this period. Major financial difficulties cannot be ruled out.

With existing fiscal policy, the current-account deficit should remain between 5.5% to
6% of GDP. Growth is likely to slow down to around 1.5% per year as the effects of
high interest rates work through the economy. Unemployment will remain above 8% of
the workforce.



If the projected financial deficits were cut, the impact on the economy would depend on
the actual decisions taken and the perceptions of the Government’s intentions that
were created, in contrast with perceptions if these deficits were not cut. A lower deficit
might initially lead to slower growth, and higher unemployment. Some offsets to these
negative effects would come from the relative improvement in confidence in
government policy. Further, the pressures on interest rates would be substantially less
and our current-account deficit would be better as a result. The overall result would be
more sustainable policies that support stronger growth over time and lower risk of a
very sharp and difficult correction forced by financial markets.

During the past decade several important institutional reforms have been
implemented: = CER, the Reserve Bank Act, public-sector reform, SOEs and
privatisation. These have contributed towards a number of pre-conditions for stronger
and sustainable growth being achieved:

e Productivity growth has increased markedly over the past four years.

e For the past two years the rate of inflation (adjusted for GST) has been
lowered to around 5%, which is close to the OECD average.

e Domestic prices are now more closely aligned to world prices. This has
forced domestic firms exposed to international competition to become more
efficient.

e Competitive pressures have increased in areas of the economy not directly
exposed to international competition. This is resulting in a wider range of
services being available at better prices.

e Improved accountability and stronger incentives for efficiency in the public
sector.

However, before better economic performance can be secured a number of difficult
problems need to be faced. These include:

¢ The economy recorded negative growth in the first half of this year, and the
short-term outlook is for continued weak domestic demand, higher
unemployment and large current-account deficits.

e A very serious fiscal problem exists. As noted above, three-year fiscal
projections prepared on the basis of existing policies suggest a 1991/92
financial deficit of the order of $3.7 billion (4.8% of forecast GDP) and
financial deficits of $4.5 billion and $5.2 billion in the following two years.

e Net public debt, at 52% of GDP, is high by international standards. It is
forecast to fall sharply next year to 43%, mainly as a result of the Telecom
sale. However, net public debt is expected to rise again to 53% of GDP by
1993/94 under existing policy.

e Tax revenues have grown strongly in order to finance continued growth in
government spending.



¢ Numerous surveys show that households and firms expect inflation to rise
over the next year, despite the commitment of both major political parties to
price stability.

e Domestic interest rates are likely to remain higher in the face of the fiscal
outlook, current-account projections, and policy uncertainty.

e Unemployment numbers have risen. Around 140,000 people were receiving
the Unemployment Benefit as at 30 June 1990, which represents 8.8% of the
labour force.

e A serious problem of long-term unemployment is developing. Over 92,000
unemployment beneficiaries have been unemployed for more than six
months. As at 30 June 1990, 47% of unemployment beneficiaries (65,000
persons) had been unemployed for a year or longer.

Over the next two years, the prospects for international trade are more uncertain and
threatening. World economic growth is slowing more than previously expected. North
America, the United Kingdom and Australia face the prospect of recession. Oil prices
have been high and volatile over the past four months, international interest rates
have risen and agricultuvral commodity prices have weakened markedly. Considerable
uncertainty relates to the outcome of the GATT negotiations in December.

POLICY FORMULATION

Stronger economic performance will depend critically on effective and well-integrated
policies. Better decision-making processes will be essential. The way policies are
implemented will have important effects on their success.

By their very nature, policy decisions require a change to established roles and in ways
of doing things. Many individuals and organisations will feel threatened by such
changes and seek to maintain the status quo. Succumbing to these short-term
pressures can jeopardise the Government’s long-term goals.

There will always be a number of ways objectives can be pursued. In considering
alternative policy choices several important considerations should be borne in mind.

Balance

Policy balance concerns the way policies interact. This balance influences who bears
the costs of change. It can have significant effects on growth and employment.

Policies that pull against each other raise questions about whether they can be
sustained. For example, the current tensions between monetary and fiscal policies
cause investors to question the Government’s tolerance of high interest rates and to
speculate that policy will be reversed.



Ministers can formulate better-balanced strategies if the potential interactions
between policies are accounted for when decisions are taken. This is not easy, because
it demands policy analysis of a very high quality and information which is very difficult
to get. Further, every policy, no matter how well designed, produces unintended
side-effects. Inevitably, mistakes are made. It is therefore very important that desired
outcomes are known, good information on performance is obtained, and prompt
corrective action taken when needed.

Targets

The speed of reform needs to balance three concerns:
e giving people sufficient time to adjust

» the Government’s wish to demonstrate a sense of purpose, urgency and
commitment

* the desire to achieve the results of change as quickly as possible.

Policy targets need to be realistic if people are to believe them and to change their
behaviour as desired. The Government should ensure that people understand what
can be expected in the way of results and over what period of time.

Process

Clarity about the key objectives being sought must be at the heart of designing and
implementing policy. ~With Cabinet commitment this provides touchstones for
decision-making. Clear accountabilities are needed to ensure that the objectives are
accomplished.

Among the most important processes are Budget formulation and the monitoring of
expenditure decisions. The Government needs decision-making arrangements that
allow it to rebalance its priorities, and to establish new ones, without adding to the
overall level of expenditure.

Credibility

The Government can be a powerful source of uncertainty for the private sector. The
less confident people are about the direction and stability of policy, then the more
cautious they are likely to become. Policies are credible when people believe that they
will continue to be applied and that they are compatible with the Government’s
objectives.

Therefore, it is valuable to express all policy directions consistently and coherently.
There should be the appearance of one strategy, albeit with a few variations, rather
than several strategies.



It is important to build public support for reform in order to avoid strengthening the
hands of those who would pursue sectoral interests above the national interest.

Credibility can be easily lost. Major shifts in policy or disputes within a Government
create doubts in the minds of investors about the Government’s objectives and its
ability to meet them.

It takes time, and usually considerable administration, to implement a policy decision.
Choosing clean solutions to policy problems can reduce the time and effort for
implementation and also facilitate understanding. For example, the use of the
Companies Act to incorporate the SOEs had those advantages over separate legislative
incorporation of each one.

STRATEGIC POLICY PRIORITIES

Achievement of high growth and high employment by the end of the decade will depend
crucially on the policies followed over the next three years.

Labour-market adjustment lies at the heart of both objectives. Productive employment
1s one of the most important means by which people gain economic security and
self-reliance. Yet employment is put at risk by the high interest rates resulting from
fiscal policy being out of balance with monetary policy. Poor regulatory policies that
restrain the growth potential of the export sector, and policies that adversely affect
bargaining structures, real wages and productivity outcomes, all reduce employment
and put pressure on the benefit system.

High rates of growth depend on achieving strong productivity growth in all sectors.
Strong growth in internationally competitive activities will be essential. Strong export
performance depends not only on the quality of those exports but also on the domestic
costs that exporters face. The biases of past policies against exports need to be
reversed. This growth will require:

o widespread confidence that low inflation will be maintained together with
stable or declining tax burdens. The fiscal deficit and rising public
expenditure reduce confidence on these points.

* reducing the costs imposed from the more sheltered sectors of the economy.
Here the central and local government sectors are important. Also
important are the protections afforded by regulations.

» world-class management skills and a labour force that has become generally
better skilled.

High employment will not automatically follow from high growth. Many countries
manage strong growth with similar or higher rates of unemployment than New
Zealand. Employment growth also depends on the path of real wages for different
groups. It depends on reducing existing barriers that discourage people from seeking
work and on developing better management and work practices.



Comprehensive reform across a variety of areas over several years will be required if
higher future living standards are to be achieved on a sustainable basis. Higher
productivity growth can only be induced if strong competitive pressures exist.

Three major policy areas will be critical to our medium-term prospects:

¢ Fiscal Policy: The financial deficit needs to be moved back into balance. The
root cause of the fiscal problem, growth in government spending, should be
tackled and reversed. This will need to involve reforms to current
social-policy arrangements.

e Labour Market: Regulations and incentives that affect labour-market
decisions should be reviewed and changed in order to create a climate that
generates higher labour productivity, greater skill acquisition, improved
competitiveness and growth in employment.

e Regulatory Policy: Ongoing reforms to regulations are required to ensure
that they support strong competition and efficiency. Such reforms should
not be biased against a more rapid development of internationally
competitive activities.

Policies in all the above areas need to be supported by a stable and consistent
monetary policy.

Fiscal Policy

High levels of government spending, taxation and debt impose direct costs on the
private sector. They also influence expectations about the future policy and economic
environment. A well-designed fiscal strategy will increase the attractiveness of New
Zealand as a location for investment and job creation.

Experience both in New Zealand and abroad suggests that the control of public
expenditure is more successful in the presence of some overarching target or ceiling.
These usually have no sound analytical basis and can be very distorting if interpreted
mechanically. It appears, however, that they may play a valuable role in redressing
the balance between those proposing spending with a lot of information on their side
and those opposing proposals with very little information. Clearly expressed spending
constraints may also strengthen the incentives on Ministers to co-operate in setting
priorities and sticking to an agreed fiscal strategy.

A variety of potential targets are available and should be considered. A useful general
principle might be that the growth in total spending should be kept within the
revenues that can be raised by:

e GST set at a rate that does not undermine the acceptability of a very
comprehensive base at a single rate



e a personal and company tax system that does not impose on taxpayers high
marginal tax rates that reduce their incentives to work, invest and save or
have a negative impact on New Zealand’s attractiveness as a location for
business activity.

Expenditure has not been kept within these limits. The growth in expenditure has
required a constantly rising tax burden and now leaves the prospect of a large and
unsustainable deficit. The present fiscal outlook shows expenditure continuing to
outstrip revenues. Higher taxes on a stagnant economy will only damage the economy
further.

The tax system has been broadened and is now seen as one of the most efficient
amongst OECD economies. Moves to increase tax rates would increase tensions with
other policies. Raising GST would complicate and postpone the attainment of price
stability.

Increasing rates of personal income tax alone would result in different tax treatment
between individuals and companies. Attempting to overcome this by increasing
corporate tax rates would discourage investment. Compliance costs and avoidance
would almost certainly increase.

The deficit will not disappear once economic growth accelerates. Many of the forces
underlying the projected growth in expenditure result from spending commitments
such as debt servicing and entitlements to health and education. These commitments
do not change greatly with economic growth.

Reform of current social-policy arrangements is essential if spending is to be contained
without the emergence of unacceptable hardships for the least well-off. Such reforms
will need to involve:

e greater efficiency in delivery systems

e administrative systems oriented towards getting those able to work back into
regular employment

e administrative systems that reduce fraud and abuse

* more vigorous targeting of support to those who really need it, possibly
involving changes to benefit relativities and more narrow eligibility criteria.

The scope for efficiencies in health and welfare administration, and to a lesser extent
education, are limited under present forms of funding and delivery of services.
Attempts to generate large savings in expenditure without further reforms could result
in substantial reductions in the level and quality of services, rather than greater
efficiency and lower costs.

The reforms embodied in the Public Finance and State Sector Acts provide Ministers
with new tools for rational examination of priorities amongst departmental outputs
and for reviewing departmental efficiency. The main instruments for achieving these
benefits are the performance agreements and work programmes between Ministers
and Chief Executives. These enable Ministers to specify objectives, and also establish
accountability for departments’ performance in implementing policies.



Different policy choices will be appropriate to different types of problem, especially in
the area of social expenditures. The best choice in each case will depend on the balance
of three factors:

¢ who has the best information to make a decision

e how best to strengthen the incentives on individuals to make good choices
and on institutions to provide good services

e what is the best way for individuals and taxpayers to share risks and costs.

The well-established policies for creating and monitoring SOEs and selling assets for
which there is no wider reason for public ownership have an important role in fiscal
policy. They contribute also to the wider adoption of better resource management.

The continued growth in expenditure, despite major investments of Ministerial time in
expenditure review exercises, points to the need to develop more effective review and
monitoring processes. Better fiscal outcomes require:

e a fiscal strategy to be at the centre of the Government’s overall policy and
political strategy

e review processes that reallocate spending between priorities, rather than
increase total spending

e mechanisms for more effective monitoring and control by the Cabinet of the
wider and longer-term implications of the decisions they take each week

e mechanisms for more regular information to the public on the medium-term
fiscal outlook and the decisions that lie behind that outlook.

Expenditure control can only succeed if there is a clear commitment to restraint.
Agreed procedures for establishing spending priorities and proposals for additional
expenditure need to be honoured. Such a commitment would reduce the possibility of
spending proposals adding to total expenditure by being considered outside of an
agreed budgeting process.

Labour Market

Better functioning of the labour market is important if New Zealand is to achieve a
high-wage, high-employment economy. Employment is the main means by which most
people derive their income and well-being.

The economy’s ability to produce more jobs and higher incomes is affected by a number
of government policies. Macroeconomic policies underpin the expectations of both
employers and workers and, in turn, wage- and price-setting behaviour. Wages and
prices are also affected by the degree of competition in the economy. Social-welfare and
tax policies influence people’s attitudes towards work, training and risk-taking.
Education and training policies play a major role in developing the skills, abilities and
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attitudes of the potential workforce. Finally, the labour market is directly affected by
extensive government regulation and government spending on wage subsidies, training
and placement services.

The key requirement for the labour market is to reverse the poor record of employment
growth and to sustain high rates of productivity growth. The labour market involves
complex issues of efficiency and equity. A balance must be struck between protecting
the current incomes of those in employment and enabling the creation of more jobs.
The current situation provides evidence that the balance should lie more in favour of
getting people back into employment, and encouraging more productive working
arrangements.

There is a serious mismatch between the number of low-skilled people seeking work,
particularly away from the cities, and the jobs that are likely to be available under
present terms and conditions.

To break the vicious cycle of rising unemployment and increased benefit dependency, it
is important to get those able to work back into jobs. To achieve high employment will
involve real wage restraint and in some cases real wage declines.

Centralised arrangements such as the Australian Accord have probably brought about
significant real wage adjustments that have assisted their employment growth. Past
experience in New Zealand suggests that this would be a high-risk approach. New
Zealand has a history of poor experiences with incomes policies. They have been
difficult to enforce. They needed back-up from other controls and regulations. They
have compromised other policy instruments, especially fiscal policy (e.g., through
wage-tax trade-offs). They have seriously distorted relative prices, which play a crucial
role in reallocating resources. Acceleration of price and wage inflation occurred once
incomes policies were lifted.

Real wage declines can be brought about by an exchange-rate depreciation - possibly
associated with an easing in monetary policy. For this to lead to long-term growth and
employment, wage and price setters must not recoup the higher costs that result from
a lower exchange rate. The evidence from devaluations in the 1970s and in 1984
indicated that wage and salary earners were not prepared to accept prolonged cuts in
real incomes. The competitiveness gains associated with devaluations over this period
tended to be eroded by cost increases within two to three years. While much of the
gain from the August 1988 depreciation in the exchange rate was held, this was largely
because the stance of monetary policy was maintained while a rapid increase in labour
productivity also occurred.

The crucial test for this approach is its effect on competitiveness. Movements in the
exchange rate have only transitory effects on competitiveness and may well damage it
by locking in higher inflation. Deliberate exchange-rate depreciation is therefore a
risky strategy.

The terms and conditions of employment are of prime importance in the relationship
between employers and employees. They can influence whether someone is employed
at all, and the rate at which productivity improvements can be made and incomes rise.
These are conditioned by the bargaining arrangements used in the contracting that
takes place between employers and employees. Government policies have their effects
on labour market outcomes by impacting on these contracts.
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Employers and employees need greater scope to negotiate on all aspects of industrial
relations if improvements in employment and work practices are to be generated. This
could best be achieved by recasting the labour laws to create rights and responsibilities
that enable employment contracts to be established at whatever level suits the parties.
Being locked into a national award by law restricts the opportunities open to workers
and employers, and their ability to respond to developments within a sector or an
individual firm.

Reform to labour-market regulations needs to be supported by changes to
social-welfare arrangements. To reduce unemployment the Government must confront
the relationship between benefits and wages. It will need to consider administrative
reforms that focus more directly on inducing people back to work.

It should not be assumed that fundamental reform will generate rapid improvements
in employment and productivity outcomes. The gain will accrue gradually as new and
more effective work practices are put in place. Changes in benefit policies, which
improve incentives to work, may put downward pressure on real wages for low-skilled
workers. If these are supported by changes to labour-market regulations that reduce
the barriers faced by the low-paid or low-skilled in getting into work, then increasing
levels of skills and higher levels of productivity should lead to rising real incomes over
time.

Regulatory Policy

As a tiny distant economy in an integrated world market New Zealand can enhance its
competitiveness by adopting superior regulatory regimes. Regulations in important
areas like the labour market, resource management law, company law, capital markets
and international trade can affect the balance between policies and hence where
adjustment pressures are felt. More generally, they affect the scope for competition
and risk-taking. They influence the costs of investment, employment and finance.

Regulatory proposals placed before Ministers for approval tend to be exposed to far less
scrutiny and evaluation than new proposals for public spending. Both should be
scrutinised rigorously and re-evaluated from time to time, since they can impose
significant costs on the community. Effective checks and balances need to be built into
the decision-making process. These may involve Select Committees, departmental
processes, and independent review bodies which are able to expose the effects of
various regulations to public scrutiny.

It 1s important to continue with the current five-year programme of tariff reductions.
This provides for the removal of remaining import-licence restrictions by the end of
1992 and the reduction of most tariffs to 10% or less by 1996. Tariff levels in New
Zealand are still among the highest in the OECD along with Greece, Turkey, and
Australia, and will remain above present levels in most other OECD countries even
after the reductions scheduled between now and 1996. Such protection reduces the
competitiveness of exporters by adding to New Zealand’s overall cost structure.

Accelerating the present timetable for tariff reform or announcing more ambitious
tariff cuts would help to improve the competitiveness of exporters and industries which
face international competition without assistance. It would reduce the incentive to
invest in areas where we are clearly not internationally competitive.
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Monetary Policy

New Zealand is constantly exposed to significant and often unpredictable changes in
world prices. The way we respond to these is crucial. Our economic prospects would
deteriorate if the initial price or exchange-rate changes spread into general wage and
price inflation. A stable and consistent monetary policy, supported by other policies,
allows the necessary resource changes to occur at less risk to inflation, output, and
employment. The current emphasis of monetary policy on the medium-term goal of
price stability should therefore be continued. It is important for monetary policy to
maintain a consistent focus directed at containing inflation pressures. Setting an
inflation target can help. Wage and price setters should come to realise that pricing
decisions that are incompatible with the inflation goal will not be accommodated by the
Reserve Bank, but are instead likely to put at risk output and employment.

The relationships between monetary policy actions and a specific inflation outcome are
not precise or within the direct control of the Reserve Bank. For this reason we see the
consistent application of monetary policy and the institutional arrangements
surrounding it as being the key elements of policy, rather than any single inflation
outturn.

Institutional arrangements matter for long-term credibility. The Reserve Bank Act is
an important reform that places responsibility on the Government to be explicit about
its monetary-policy objectives. The Governor is obliged to make every reasonable
endeavour to meet those objectives and advise Parliament of how the Reserve Bank
intends to conduct monetary policy to reach the policy targets that have been set.

In its relationship with the Reserve Bank, the Government should keep in mind that
the success of monetary policy in the longer term depends on the credibility and
independence of the institution. It helps for people to believe that the Bank has the
objective and the means to lean against inflation even if that might occasionally mean
short term interest rates that are uncomfortable for the Government. The more this
belief is entrenched, as it has been in Germany for example, the less likely it is that the
high interest rates are actually needed.

When the new Act has been in place for an extended period, it might be useful to
review the experience to see if any enhancements can be made in the structure and
operation of monetary policy.

The monetary instruments and indicators used by the Reserve Bank need to be those
that can help build policy transparency and consistency. The tools used to deliver a
particular policy stance should enable the Bank to signal its view of current monetary
_conditions and to show that, if a change in the policy stance is required, this change is
consistent with the goal of price stability. As a result, the Bank’s day-to-day actions
should reinforce the medium-term focus of policy.

Monetary policy is not being sufficiently supported by other policies. As a result, both
interest rates and inflation expectations are too high. Easier monetary policy and
higher inflation would risk a return to the cost-plus pricing practices that were the
norm a few years ago. While considerable progress has been made since then, such
practices could quickly re-emerge in an environment with easier monetary policies.
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CONCLUSION

The following chapters lay out, in more detail, issues in economic strategy which we
suggest for consideration by the Minister of Finance. Questions of both substance and
process are raised.
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