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21 October 2005 BM-2-1-2006  

Treasury Report: The Fiscal Context for Budget 2006 

Executive Summary 

This report provides you with an overview of the fiscal context for Budget 2006 and beyond.  
It considers recent trends in types of spending to provide a picture of the past five years and 
a summary of the fiscal risks we are aware of going forward.  Its purpose is to provide you 
with a backdrop to Budget Strategy, prior to engaging on key decisions.  Over the next week 
we will send you a paper with some high-level observations on how decisions over the last 
two terms have contributed to growth, as further background material. 
 
This report shows operating expenditure growth has exceeded economic growth across 
many sectors of Government, with the exception of slower growth rates in welfare, and 
significant reductions in finance costs (as debt has fallen).  Current forecasts suggest these 
areas will provide less of an offset to expenditure growth in other sectors going forward.  
Slower growth in aggregate will be required in order to live with the Government’s stated 
operating and capital intentions.  
 
There has also been significant investment in capital programmes over the last 5 years, 
requiring frequent refreshment of the capital allowances.  This has been funded through 
emerging fiscal headroom. 
 

…looking forward… 

Based on our knowledge of risks as at PREFU and subsequent announcements, there is 
some space in the operating allowances across the next three Budgets.  In addition, many 
initiatives are still in the early stages of planning (and so could be deferred, scaled or 
declined).  Some trade-offs will need to be made to accommodate the impact of unquantified 
risks, given their potential scale.   
 

…capital is under significant pressure… 

If existing allowances for capital are to be sufficient, significant re-prioritisation of capital 
spending is required.  2006/07, in particular, is at risk of a large overspend.  In addition 
projects that have a high level of commitment sum to a significant portion of the total 
allowances in outyears, suggesting a similar overspend is likely to emerge as we approach 
each year.  Given these pressures, a medium term approach to planning capital expenditure 
is recommended to help prevent priorities from being crowded out.  We have been 
developing a new approach to capital budget management which may assist you with this.  
You will receive a paper on our proposal next week. 
 
This report is for your information, and you may wish to discuss it with us at our next Fiscal 
Issues.  We also recommend you share this report with Budget Ministers prior to discussing 
spending decisions. 
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Recommended Action 

We recommend that you: 
 
a note this background information for Budget Strategy; and 
 
b forward this report to Budget Ministers for their background reading prior to engaging 

on Budget Strategy. 
 
 
 
 
 
[information deleted in order to protect the privacy of natural persons, including deceased 
people] 
 
for Secretary to the Treasury 
 
 
 
 
 
Hon Dr Michael Cullen 
Minister of Finance 
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Treasury Report: The Fiscal Context for Budget 2006 

Purpose of Report 

This paper provides a snapshot of the fiscal context as you approach the next three Budgets.  
The key messages are:  

• Some operating expenses have grown faster than GDP in the past five years, offset by 
slower growth in welfare and falling finance costs that are not expected to continue, 
under current policy settings. 

• Capital pressures are building, and have implications for both Budget management and 
the economy. 

• Pressures on operating allowances are manageable, although there are significant new 
policies that we are unable to cost at this stage, which are likely to require some re-
prioritisation, in order to live with the Government’s stated expenditure intentions. 

 
This report is in three sections.   
 
Recent History notes recent trends in spending.  It highlights the issues associated with 
capability building and the growing significance of Crown Entities. 
 
Current Fiscal and Economic Considerations highlights specific issues relevant to Budget 
spending decisions, such as pressure in the construction sector. 
 
Future Budgets provides an overview of fiscal risks in relation to the next three Budgets for 
both operating and capital (4 year horizon).  Analysis is based on information presented in 
the PREFU, estimates of other risks and pressures, and preliminary costs for the pledge card 
and party agreements. 
 
Over the next week, you will receive: 
• additional background information on how recent decisions have contributed to growth;  
• a proposal for capital budget management; and 
• advice on current spending tracks. 
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Recent History 

Operating Expenditure 

Total core Crown expenses before OBERAC adjustments 
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The graph above shows expenditure growth.  Amongst the smaller items, you can see 
growth in Heritage, and Defence.  Nominal expenditure has been growing at an average rate 
of 4.05% between 1994 and 2005, compared with nominal GDP growth of 4.13% per annum.  
In the last five years, expenditure growth has been 5.37% pa (cf 4.49% GDP growth)  
 
Recent growth, in particular, has been partly based on concerns about ‘historical under 
investment’.  It is difficult to assess the extent to which this catch up has been completed, as 
the ‘end point’ is not defined.  A significant element of growth in expenditure has also 
included service expansion. 
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The above diagram shows growth rates of the big sectors (and ‘Other’) against nominal GDP 
growth.  Key points are: 

• Most sectors are growing at or above GDP. 

• Welfare spending has been growing more slowly than GDP in most years. 

• Finance costs have decreased by 42.2% in nominal terms from 1994 to 2005, 
generating year on year savings. 

 
Overall, spending growth has been somewhat offset in recent years by slow growth in 
welfare and savings in finance costs.  However, under current policy settings, the offsets are 
likely to reduce.  In particular, with a relatively flat forecast for Gross Debt, finance costs are 
likely to remain static, and with unemployment at near record lows and the latest changes to 
NZS eligibility age having worked through the system, welfare spending is not expected to 
provide further gains.  The resulting pressure may be mitigated by the In Depth Reviews 
Treasury is currently undertaking (including reviews of Health and Tertiary Education), 
potentially slowing expenditure growth in key sectors through various mechanisms including 
improving value for money. 
 
Capital Expenditure 

The capital allowances have been refreshed frequently (twice a year, across several years 
each time).  Some refreshments are due to unusual events, such as purchasing Air New 
Zealand.  The most recent refresh was due to a tax windfall ($500m for Transport).   
 
However, mostly refreshing occurs where:  

• the existing allowance has been exhausted; 

• headroom exists within the fiscal objectives; and  

• there are additional capital projects to be funded.   
 
The following graph shows the increase to the capital allowances from 2000/01. 
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As part of Budget 2005, Treasury reviewed the allowances with the aim of setting them at a 
credible level, and reducing the need for refreshments.  Based on historical spend, the new 
allowance was set at $750m.  Despite this, 2005/06 exceeded the allowance, and viewing 
future fiscal risks, there is potential for further refreshing. 
 
Refreshing frequently is not desirable as: 

• it reduces the predictably of fiscal policy; 

• it becomes difficult to assess what the total new spend on capital is for that year; and 

• forecasts for capital expenditure are understated, resulting in a bias in the debt track (to 
the extent refreshing is not funded from increased revenue) 

 
Capital intensive areas include: Transport, SOEs/CEs (Vote Finance), Health, Defence, 
Corrections and Education.  Like operating, there has been an argument for large capital 
investment on the basis of historic under-spending, however recent investment has also 
included significant expansion. 
 
Treasury is currently preparing an alternative approach to capital budget management, 
moving away from annual allowances.  The approach aims to: 

• provide a vehicle for a more strategic approach to capital expenditure; 

• allow explicit trade-offs between operating and capital spending; and 

• avoid the necessity for frequent refreshing. 
 
We will be providing advice on this over the next week. 
 
Where has the funding been going?   

Quick view of the large Votes 
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The above graph shows expenditure in the largest votes ($2 billion threshold) over the last 
five years, as well as baselines over the forecast period1.  All Votes are showing growth 
paths in their combined operating and capital expenditure.  Vote Defence Force now has a 
5% operating growth path, approximately $70m pa (the spike in 2005/06 is due to a $410m 
capital injection, further injections are in Specific Fiscal Risks, rather than baselines), and 
Transport has significant growth in outyears, with the potential for this to increase further, as 
there are some regional projects under consideration, including Waikato. 
 

The importance of Crown Entities  

The following graph shows expenditure by appropriation type (old PFA classifications, up to 
Budget 2004).    
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Non-Departmental output classes have increased by 56%, whereas Departmental output 
classes have increased by 29% over the period.  This is, in part, due to growth in education 
and health expenditure.  Overall, the graph highlights the emphasis on Crown Entities as 
delivery agents.   The importance of Crown Entities is also reflected in the make up of the 
Crown balance sheet.  Crown Entities make up 53% of physical assets, with Departments 
holding 30% (SOEs 17%). 

                                                 
1  note that the forecast period will be understated, as future Budget decisions will add to 

baselines 
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The following shows physical assets cut by major group: 
Crown physical assets by major group, $billion
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Personnel Expenses 

A portion of the growth in expenditure (shown above) is driven not just by growth in outputs, 
but by increases in capability, specifically personnel expenses (which may or may not be 
related to output changes).  The following graph shows growth in personnel expenses (ie 
both FTE and wage growth). 
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Growth in personnel expenses has been due to a number of factors, including retention 
issues, service delivery, and concerns about historic investment levels (arguably the latter 
has now been dealt with).   
 
In Budget 2005 (as with the last few Budgets) “capability” was a big factor, with 
approximately $700m worth of initiatives included.   
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Budget 2005 capability by type
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Setting aside the Nurses and Teachers pay settlements, capability building measures agreed 
in Budget 2005 are largely inside Departments.  Capability increases by sector (excluding the 
large settlements) are shown below.  Budget 2005 agreed significant increases for capability 
in each sector.   
 

Budget 2005 capability excl Health and Ed

0
20
40
60
80

100
120
140
160

20
04

/05

20
05

/06

20
06

/07

20
07

/08

20
08

/09

Year

$m
ill

io
n

Social
Other 
Machinery of Govt
Law and Order
IRD
Infrastructure
Environment
Economic Development

 
 
The driver for increases in ‘Machinery of Government’ grouping above is Parliament’s 
triennial review and Statistics.  “Other” is largely made up of new funding for Internal Affairs, 
Department of Labour and Customs.   
 
The following sections break down some of the potential drivers for growth in personnel 
costs, both now and going forward. 
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Employment contract negotiations 

Upcoming wage rounds include: 

• CYF social workers currently underway;  

• PSA Nurses and Allied Health Workers currently underway; 

• Police in 2006/07; and 

• Prison Wardens in 2006/07. 
 
The general level of settlements conditions the expectations of the parties as they enter 
negotiations.  In addition, some negotiations include relativities with specific groups. 
 
The following diagram shows the major pay negotiations within Government.  It is not 
comprehensive, but gives a sense of the interlinkages.  Solid arrows show the strong flow-on 
effects e.g. Primary School Teachers have pay equity with Secondary School Teachers.  
Dashed arrow lines show where Unions tend to make comparisons as a basis for 
negotiations e.g. the NZNO Nurses and Police benchmark each other’s remuneration levels 
as part of their bargaining strategy.  These weaker links will tend to vary over time, but are 
included here to give a ‘feel’ for the broader flow-on effects. 
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FTE growth  

Over the last year or so, Treasury has provided you with advice on FTE growth, highlighting 
recruitment difficulties, logistics issues, and ‘crowding out’ risks.     
 
With such low levels of unemployment, it is very difficult for Departments to fill positions, and 
we have a growing body of anecdotal evidence supporting this.  The high level of vacancies 
has two important implications.  The first is that growth in government FTEs may be 
impacting on the ability of the private sector to recruit, and therefore affect economic growth.  
The second is that to the extent departments fail to recruit, we are simply creating under-
spends and possible under-performance against output expectations.  The underspends may 
be returned to the Crown at year end or applied elsewhere 
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It is also difficult for departments to absorb large increases in staff, on a pure logistics level.  
Accommodation, support services, and management structures are all built around a given 
size of organisation.  A large increase in staff, if not sufficiently planned for, can cause 
organisational problems.  Even in instances where there has been planning a phased 
increase is preferable. 
 
Anecdotal evidence also suggests that while some areas in a department may be under-
staffed, other areas may not be.  These disparities may occur due to the Vote structure a 
department has, or that the Vote Minister/department has placed particular emphasis on one 
area over another. 
 

Pay Equity 

The first round of Pay Equity reviews is underway.  As such, we may see the first pay equity 
claims in Budget 2006, though more likely they will come in through Budget 2007 (where the 
formal process is followed, it is relatively time consuming, requiring two review/audit 
processes).  Unfortunately, it is not possible to quantify this risk.  Costs will depend on which 
groups are benchmarked against, and to what extent disparities exist.   There is also a risk 
that remedial pay settlements (if and when agreed) for the larger groups may arise at a 
similar time.  There are options for managing both the timing and scale of these pressures. 

Current Fiscal and Economic Considerations for Budget Strategy 

The Overall Picture 

The following has been the experience over recent years. 

• The average increase in spending between the sizes of the forthcoming Budget 
indicated in the BPS and the actual Budget from 2001 to 2005 is 13.2%. 

• Capital allowances have been refreshed twice a year, on average. 

• Upward revisions of tax forecasts/actuals have more than offset increased spending 
over this time, resulting in debt continuing to fall over this period. 

 
The Government’s key fiscal anchor – Gross Sovereign Issued Debt, is now relatively flat 
across the projection period, and close to the current fiscal target of 20% of GDP by 2015.  
This means that small changes in revenue and expenditure are having a significant impact 
on the debt trend line.   
 
Economic Context for Expenditure 

The following section highlights features of the economy that you may want to take into 
account in developing your Budget Strategy.   
 
The economy is currently growing very strongly, and is running at, or just short of capacity, 
requiring careful management of fiscal impulse. 
 
There are sector specific considerations for containing capital expenditure in particular.  The 
Pre-EFU shows that activity in the construction sector – both residential and non-residential – 
is expected to hold up for longer, and prices in those sectors are expected to increase by 
more than allowed for in BEFU.  The Reserve Bank has already said it is particularly 
watching the construction sector as a driver of inflation.   
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In the non-residential sector, we have anecdotal evidence that construction companies have 
work on their books which will take years to complete.  We are seeing this pressure flowing 
through to price increases in Government construction projects.  

• In the Transport sector, tenders for smaller projects are coming in 15% above costs for 
previous projects.   

• Wellington Hospital has faced serious cost escalation. 

• There are early indications of cost escalation on current Corrections projects.   
 
The inference is clear – the construction sector is running at capacity, and further increases 
in Government construction risk crowding out private investment, and/or adding to 
inflationary pressures. 

Future Budgets 

The following uses data from the Pre-EFU, which includes: 

• Charges against future budgets, such as the Health Funding Package, and ODA:GNI 
commitments 

• Specific Fiscal Risks: policy under development with a fiscal impact of more than $10m 
in any one year, some of the larger items include the Defence Long Term Development 
Plan ($589m capital) and IRD Fringe Benefit tax changes ($50m pa operating) 

• Time Limited Funding implications, e.g. pilot programme roll out costs 

• Some (limited) additional information, including cyclical pressures, such as wage 
rounds, and other items in the pipeline, [information deleted in order to maintain the 
current constitutional conventions protecting the confidentiality of advice tendered by 
ministers and officials].   

 
It also includes a preliminary assessment of the potential costs of pledge card commitments 
and coalition agreements.   
 
Note, as with all such exercises the numbers (both fiscal risks and savings) are indicative 
only with numerous uncertainties, including unquantified risks and savings, and use of ‘best 
estimates’ on quantifying options. 
 
Operating Expenditure 

Based on the risks outlined above, there is some space in the operating allowances across 
the next three Budgets.   Health and Education are key drivers of operating expenditure.  
Other significant areas of fiscal risks include Defence, [information deleted in order to 
maintain the current constitutional conventions protecting the confidentiality of advice 
tendered by ministers and officials] and Revenue initiatives (noting also there are several 
unquantified risks in this area).  The following graph builds up proposals by level of policy 
progression.  The top two bands are those with the most flexibility. 
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  Explanation of components 

Allowances Cumulative funding set aside over the next three 
Budgets.  Assumes $1.9b Budgets growing at 2%, 
plus funding for the Working for Families extension. 

Highly 
committed 
projects and 
Policy in early 
stages of 
development 

 

Includes items contained in the Specific Fiscal 
Risks chapter of the PREFU, and risks the 
Treasury was aware of at PREFU (such as wage 
pressures) that did not meet the criteria for 
publication.    

Examples of highly committed projects include 
charges against future Budgets, such as the 
Defence Sustainability Initiative, and other highly 
committed projects, [information deleted in order to 
maintain the current constitutional conventions protecting 
the confidentiality of advice tendered by ministers and 
officials]. 

[information deleted in order to maintain the current 
constitutional conventions protecting the confidentiality of 
advice tendered by ministers and officials]. 

Pledge Card Preliminary costs of Labour party pledge card (note 
this includes the Working for Families extension). 

Party 
Agreements 

Preliminary costs of party agreements for 
confidence and supply etc, largely consisting of 
changes to superannuation and police (including 
flow-on effects).  Note that some potentially 
significant items have not been included, such as 
changes to taxation, as the magnitude of these is 
unclear at this stage. 

Possible 
Funding for 
Priority Sectors 

A possible path for additional investment into core 
sectors, though at reduced levels from previous 
Budgets, for example Health at $750m 
(assumptions in annex). 
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This scenario shows that all known fiscal risks can be funded, and that some new funding is 
available for priorities not yet identified within the allowances you have indicated.  In addition, 
there is scope for re-prioritisation.  However, there are significant new policies that we are 
unable to cost at this stage, which are likely to require some re-prioritisation, in order to live 
within the Government’s stated expenditure intentions. 
 
The potential for a bird flu pandemic may also result in additional pressure.  Work is 
beginning on preventive measures as well as the implications of an outbreak.  We will be 
advising you on this issue over the next few weeks. 
 
The extent to which these fiscal risks are manageable within the current Budget allowances 
is highly dependent on whether:  

• growth in large areas of spending can be reined in (particularly Health and Education); 

• there is a slowing in growth of discretionary policy areas (the Value for Money exercise 
you are proposing will assist in this); 

• the extent of savings from within existing baselines (which you have already signalled 
you want to investigate) and the extent of any savings found; and 

• to what extent policy priorities increase spending relative to the scenario above. 

 
Some initial thinking by Treasury on potential options for savings has been completed.  This 
can give a sense of the scope of savings that may be available, and how easy these may be 
to achieve.  This is based on a Treasury perspective only, considering options in terms of 
their contribution to growth.  A high level assessment has been made of how easy it may be 
to achieve particular savings options taking into account political commitments as well as 
policy, legislative, contractual and/or regulatory issues.  This work suggests that there is the 
potential to make significant savings (rising to perhaps $2 billion) but that a large portion of 
these savings would require significant policy or legislative change or regulatory work.  
Nevertheless there is still the potential to achieve sizeable savings (perhaps in the order of 
half a billion dollars per annum) with some, but less fundamental, policy change or regulatory 
work.  Examples could include increased cost recovery (for example of biosecurity 
compliance activities or the use of recreational facilities), or rationalising specialist population 
offices.  It would likely take several years to realise such figures due to the time necessary to 
carry out policy or regulatory work and work through existing contracts. 
 

Capital Expenditure 

Capital is the key area under pressure.  If all capital fiscal risks currently identified were 
funded, we would have a $700m deficit across the forecast period.  However there is some 
discretion around these items.  Funding only ‘Highly committed projects’ leaves $1.4b across 
the 5 years from existing allowances.   
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The list of projects includes significant investment in the following:  
 

Sector $ million State of play  Recent investment  
(now in baselines) 

Transport 170-300+  A mix of projects with high 
levels of commitment, and 
policy at early stages of 
development.  There are 
also a number of 
unquantified projects.  
Costs are spread over 10 
years. 

Transport has received $1.9b as part 
of and since the Budget in addition to 
existing NLTF funding. 

Health [information 
deleted in 
order to 
maintain the 
current 
constitutional 
conventions 
protecting the 
confidentiality 
of advice 
tendered by 
ministers and 
officials] 

An indication of the costs of 
rolling out the capital 
envelope. 

Health have a capital envelope from 
which they fund projects. 

Defence 400 High level of commitment, 
partly offset by return of 
proceeds from the fighter 
sales. 

Defence received $410m in Budget 
2005 as part of LTDP.   

Corrections [information 
deleted in 
order to 
maintain the 
current 
constitutional 
conventions 
protecting the 
confidentiality 
of advice 
tendered by 
ministers and 
officials] 

A mix of projects with high 
levels of commitment, and 
policy at early stages of 
development. 

$206m was approved in Budget 2005 
for building corrections facilities. 

Education [information 
deleted in 
order to 
maintain the 
current 
constitutional 
conventions 
protecting the 
confidentiality 
of advice 
tendered by 
ministers and 
officials] 

A mix of projects with high 
levels of commitment, and 
policy at early stages of 
development. 

$77m was approved for school 
property in Budget 2005. 

Housing [information 
deleted in 
order to 
maintain the 
current 
constitutional 
conventions 
protecting the 
confidentiality 
of advice 
tendered by 
ministers and 
officials] 

Policy at early stages of 
development. 

$131m was approved for HNZC long 
term capital requirements. 
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Some fiscal risks have the potential to simply crowd out private sector investment without 
significant economic gains.   
 
The following graph shows known fiscal risks, and adds in a variable for the small initiatives 
that tend to arise during Budget (usually small capital initiatives from departments or flow-ons 
from operating initiatives within allocations), adding in these small initiatives increase the 
funding shortfall to $1.5b over the forecast period.  In Budget 2005, there were over 80 
successful capital initiatives under $15 million, totalling $225 million across the forecast 
period. 
 
The scenario does not include the potential increase in Student Loan uptake resulting from 
interest free loans.  It also omits potential capital costs of party agreements, as the costs are 
unclear.  Also some projects are dependent on the outcomes of reviews e.g. the review of 
Wellington transport issues.  Note that some of the policies included in the agreements may 
have capital implications, depending on their final form e.g. increased police numbers may 
require increased capacity in corrections facilities. 
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Overview of Capital
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The above graph shows:  

• a significant number of fiscal risks are already well progressed (and hence a high level 
of funding is essentially ‘tagged’) ; and 

• that we should not underestimate the impact of small capital initiatives on the overall 
fiscal picture.   

 
Bear in mind that, due to the lack of medium to long term capital planning in most sectors, 
the pressure on outyears is likely to be under-stated. 
 
If the existing capital allowances are to be sufficient, some capital fiscal risks need to be 
deferred in the short term or declined.  Pressures on the construction sector may require this 
anyway (section 2 refers).   To really make a significant step toward managing the capital 
allowances, and creating room for any new priorities, some of these proposals need to be 
revisited, with a view to reductions in scale, funding in baselines, or cessation of the 
underlying policy. 
 
There is also the potential to find capital savings or introduce measures to limit future 
pressures on capital spending.  To make more substantial savings would again require some 
more difficult choices, although the potential for savings from capital is less than is the case 
on the operating side.  
 
Treasury has been developing an alternative approach to capital budgeting.  This approach 
is aimed at assisting budget management and medium term planning and we will be sending 
you a report for discussion next week.  Note, however the problem of total projects 
exceeding current allowances will remain. 


