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28 October 2005 BM-2-1-2006  

Treasury Report: Context for Budget 2006: Spending Tracks 

Executive Summary 

This report is the second of the context reports we are providing you with as you enter the 
Budget Strategy phase.  We sent you a report called The Fiscal Context for Budget 2006 
(T2005/1979) on 21 October. 
 
As well as choices over the total size and phasing of the next three Budgets, you will face a 
range of choices about how to allocate that funding to new spending or revenue priorities.  
One piece of context for making these choices is to look at the composition of current 
baselines and how these are scheduled to change over the next few years.  Under different 
scenarios for applying new funding, baselines would evolve differently. 
 
With this in mind, this report presents information on the size and composition of existing 
operating baselines.  It then outlines a range of potential scenarios for how future funding 
could be allocated across the next three Budgets, and shows how these scenarios would 
alter the spending tracks of baselines.  It is not seeking any decisions, it is simply to provide 
context, and the numbers used in the scenarios are illustrative only. 
 
The report focuses on spending tracks, largely to the exclusion of revenue initiatives (other 
than to show how much room different scenarios would leave for advancing revenue 
initiatives during the term).  This does not mean that we are suggesting that funding should 
not be directed towards revenue initiatives; applying a growth lens would suggest that 
spending and revenue initiatives should be considered on an equal basis.  Our Post Election 
Briefing to you suggests that some of the funding in future Budgets should be directed 
towards growth-promoting revenue initiatives. 
 
The key points to take from this report are: 
 
i. Spending decisions over the last six years have seen total operating expenses growing 

by 5.6% per annum from 2000/01 to 2005/06, and are scheduled to grow by a further 
2.4% per annum from 2005/06 to 2008/09 (making no allowance for any new spending 
funded from the provision for new initiatives).  This gives a total growth rate of 4.4% per 
annum from 2000/01 to 2008/09; 

 
ii. GDP growth of 5.3% per annum from 2000/01 to 2008/09 means that baselines as a 

percentage of GDP are scheduled to fall slightly, from 32.2% in 2000/01 to 30.0% in 
2008/09 (making no allowance for any new spending funded from the provision for new 
initiatives).  Where the 2008/09 figure moves to will depend on how much new funding 
is directed towards spending and how much is directed towards revenue initiatives; 

 
iii. Investment in particular high priority areas (such as Health and Education), combined 

with slower growth in other areas (particularly Social Development and Housing, and 
Defence and Security), has led to the former areas increasing as a proportion of total 
operating expenses; 

 
iv. Existing baselines are large relative to the new funding allocated at Budget time.  This 

means that decisions about how to allocate new funding over the next few Budgets will 
have only an incremental impact on the composition of baselines.  If a more marked 
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impact is desired, decisions would need to be taken to reprioritise baseline 
expenditure; 

 
v. Depending on the objective, different approaches to applying new funding may have 

advantages; for instance you may want to maximise the room available for other 
priorities within your spending limits (such as revenue initiatives), or target funding at 
particular areas, or provide some funding to all areas; and 

 
vi. Maintaining the growth rates seen over recent years would not be sustainable within 

the intentions signalled around the size of future Budgets. 
 
This report is for your information, and you may wish to discuss it with us at our next Fiscal 
Issues meeting.  We also recommend you share this report with Budget Ministers prior to 
engaging on Budget Strategy, as context ahead of future Budget Strategy decisions. 

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. 
 
 
 
 
 
Bridget Sullivan 
Manager, Fiscal Management and Reporting 
for Secretary to the Treasury 
 
 
 
 
 
Hon Dr Michael Cullen 
Minister of Finance 
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Treasury Report: Context for Budget 2006: Spending Tracks 

Purpose of Report 

1. This report provides you with some background information on current spending tracks, 
and how these would be altered under a range of scenarios for applying new funding 
over the next three Budgets. 

 
2. The report is structured as follows: 
 

i. Current Spending Tracks for Decisions up to Budget 2005 presents information 
on baseline operating expenses and how these track over the period 2000/01 to 
2008/09; 
 

ii. Scenarios for Future Funding outlines four scenarios for how funding might be 
applied over the next three Budgets, and demonstrates the impact that these four 
scenarios would have on current spending tracks; and 

 
iii. Themes from the Scenarios pulls together the points to take from the scenario 

exercise. 

Current Spending Tracks for Decisions up to Budget 2005 

3. This section presents information on total (i.e. departmental and Crown) operating 
expenses currently in baselines.  Given that we are entering the Budget Strategy 
phase, these expenses are categorised by the allocations used in the 2005 Budget.1 
They are expressed in absolute terms, and as proportions of total operating spending 
and GDP. 

 
4. As the data used are baseline operating expenses, they do not include pre-spends 

(such as the Defence Sustainability Initiative and the ODA GNI ratio commitments) 
because they are not already factored into baselines.  For consistency, we also remove 
the Health Funding Package amount charged against the 2006 Budget ($489 million 
per annum from 2006/07 onwards) from the baseline figures. 

 

                                                 
1  Each department is included in only one of the allocation categories.  This has required a few 

adjustments.  The “Economic Development” category is used instead of GIF, and only includes 
the Ministry of Economic Development’s baselines.  RMA/CMA is not included as these 
departments are all included elsewhere.  The “Environment“ category includes Conservation, 
which was funded from the “Other” allocation in the 2005 Budget.  “Inland Revenue” is also 
included as a separate category so that when we get to the scenarios we can explicitly capture 
the expense impacts of policies such as Working for Families and interest write-offs on student 
loans.  This category includes Inland Revenue’s operating expenses, not any revenue impacts. 
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Operating Expenses 2000/01 to 2008/09 
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5. The graph above shows total operating expenses currently in baselines.  These 

operating expenses have grown from $38 billion in 2000/01 to $48 billion in 2004/05, 
and are scheduled to grow to $53 billion by 2008/09.  This represents an average 
annual growth rate of 4.4% over the whole period, and 5.6% from 2000/01 to 2005/06. 

 
6. The growth in total operating expenses is largely driven by rapid growth in some key 

sectors: from 2000/01 to 2005/06, Health has grown by 7.8% per annum (from $7.1 
billion to $10.4 billion); Education by 7.1% per annum (from $6.6 billion to $9.3 billion); 
and “Other” by 9.1% per annum (from $4.5 billion to $6.9 billion). 

 
7. The relative growth of the different sectors can be seen by looking at the two pie charts 

below, which show the composition of total operating expenses for each of the years 
2000/01 and 2008/09. 

 



IN-CONFIDENCE 
 

 

T2005/2000 : Context for Budget 2006: Spending Tracks   Page 6 
 

Composition of Total Operating Expenses 2000/01 
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Composition of Total Operating Expenses 2008/09 
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8. These pie charts show that some sectors – for instance Health, Education and Other – 

have been growing as a proportion of total operating expenses.  This has been offset 
by decreases elsewhere – largely in Social Development and Housing, and Defence 
and Security. 

 
9. It is also useful to consider how operating expenses have been tracking relative to 

GDP.  The graph below presents total operating expenses from 2000/01 to 2008/09 as 
a proportion of GDP. 

 



IN-CONFIDENCE 
 

 

T2005/2000 : Context for Budget 2006: Spending Tracks   Page 7 
 

Operating Expenses as a Proportion of GDP 2000/01 to 2008/09 
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10. As this graph shows, total operating expenses fluctuate between around 30 and 32% of 

GDP.  Operating expenses are projected to fall from 32.2% in 2000/01, to 31.8% in 
2004/05, to 30.0% in 2008/09 (without factoring in an amount for future spending from 
the provision for new initiatives).  So while operating expenses are increasing (by 4.4% 
per annum), they are increasing slightly slower than GDP (5.3% per annum). 

 
11. Each of the different allocation areas is maintaining a reasonably constant share of 

GDP.  The exception to this is Social Development and Housing, which has fallen from 
10.7% of GDP in 2000/01 to 9.2% in 2005/06 (largely as a result of reductions in 
benefit expenditure) and is scheduled to fall further to 9.1% in 2008/09. 

Scenarios for Future Funding 

12. The spending tracks outlined above will of course be affected by decisions on how to 
allocate funding over the next three Budgets.  This section outlines four different 
scenarios for how funding in the next three Budgets might be allocated to spending 
initiatives, and the impacts that they would have on current spending tracks.  The four 
scenarios are: 

i. an “inflation” scenario; 

ii. a “maintaining previous growth rates” scenario; 

iii. a “key areas only” scenario; and 

iv. a “funding targeted at priority areas, inflation increases elsewhere” scenario. 
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13. The first two scenarios are mechanistic: they apply a rule to determine the increase for 
each area, and take no account of what we know about priorities, risks etc.  The latter 
two scenarios involve applying judgement about where funding might go based on the 
information we have available on priorities and risks. 

 
14. All four scenarios use the previously-signalled intentions for future Budgets ($1.9 billion 

Budgets growing by 2% per annum, plus the extra revenue signalled at PREFU being 
used for the extension of Working for Families) as an overall fiscal constraint. 

 
15. To the extent that a particular scenario does not allocate all of the available funding to 

expenses, that funding would be available for other priorities that you may have during 
the term, such as revenue initiatives.  As was mentioned above, this lack of explicit 
focus on revenue initiatives should not be taken to imply that we do not advise directing 
a portion of new spending towards revenue initiatives during the term; it simply reflects 
the focus of this particular piece of contextual work, which is on spending tracks. 

 
16. These scenarios do not represent our advice on how funding should be allocated in the 

next three Budgets, nor do they purport to be “realistic options".  They merely present a 
diverse range of ways of allocating funding so that the effects on spending tracks can 
be seen.  They do not preclude other options for applying funding to different areas, or 
consider how any measures to find savings would impact this. 

 
Scenario 1: “2% Inflation Increases” 

17. Under this scenario, each sector’s current operating baselines for the period 2006/07 to 
2008/09 would be increased by 2% compounding (i.e. by 2% in 2006/07, 4.04% in 
2007/08 and 6.12% in 2008/09).  The 2% figure is used as this is the mid-point of the 
Reserve Bank’s Policy Targets Agreement inflation band.  It is, of course, lower than 
recent actual inflation levels. 

 
18. The new funding for each of the allocation areas under this scenario is outlined in the 

table below (showing the cumulative effect of new funding across three Budgets). 
 

2006/07 2007/08 2008/09
Health 208 421 633
Education 194 397 594
Law and Order 49 100 151
Defence and Security 36 72 106
Social Development and Housing 301 630 976
Inland Revenue 57 127 191
Environment 19 38 56
Arts and Heritage 6 12 18
Economic Development 12 23 35
Other 141 293 440
TOTAL 1,022 2,114 3,201
Total size of next three Budgets 2,365 4,353 6,380
leaves room for other priorities of: 1,343 2,239 3,179

Grouping
Cumulative new spending ($m)

 
 
19. Of the four scenarios, this one provides the least new funding – it allocates only 48% of 

the total available for the next three Budgets.  This scenario would therefore leave the 
most room for other priorities such as advancing revenue initiatives. 

 
20. This scenario allocates proportionately more of the new funding to bigger areas.  This 

would not necessarily align with the Government’s policy priorities – for instance, 
without reprioritisation of existing baselines it would not provide enough funding to 
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Inland Revenue to fund either the extension of Working for Families or interest write-
offs for student loans; it would not provide enough funding to meet the Defence 
Sustainability Initiative or the Health Funding Package; and it would not provide enough 
funding to Law and Order to increase police numbers by 1000.  It also provides 
significant new funding to some areas on the basis of large existing spending – such as 
benefits and debt servicing – which may not be priorities. 

 
21. The impact of this scenario on spending tracks is shown in the three graphs below, 

which show new operating baselines, the composition of total operating expenses in 
2008/09, and the new operating baselines as a percentage of GDP. 

 
Scenario 1 (2% Inflation) – Impact on Spending Tracks 
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22. Under this scenario, total operating expenses would increase to $56.4 billion by 

2008/09 (vs. $53.2 billion if no additional funding was provided). 
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Scenario 1 (2% Inflation) – Impact on Operating Expense Shares 2008/09 
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23. By its nature (i.e. increasing all operating expenses by the same percentage), this 

scenario does not alter the share of total operating expenses that are already in 
baselines for 2008/09. 

 
Scenario 1 (2% Inflation) – Impact on GDP Shares 
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24. Under this scenario, total operating expenses are 31.8% of GDP by 2008/09 (vs. 
30.0% if no additional funding was provided).  Health’s share of GDP increases to 6.3% 
(vs. 5.9% if no additional funding was provided); Education’s share increases to 5.9% 
(vs. 5.6% if no additional funding was provided); and Social Development and 
Housing’s share increases to 9.7% (vs. 9.1% if no additional funding was provided). 

 
Scenario 2: “Maintaining Previous Growth Rates” 

25. Each of the sectors has grown by a particular rate between 2000/01 and 2005/06.  This 
scenario shows how much funding would need to go to each area to maintain that 
average growth rate across each of the next three years. 

 
26. However, in some instances baselines are already scheduled to increase by more than 

the average growth rate they experienced between 2000/01 and 2005/06 (e.g. Social 
Development and Housing, and Defence and Security).  In those instances, this 
scenario reduces baselines so that the average growth rate is maintained. 

 
27. The new funding for each of the allocation areas under this scenario is outlined in the 

table below (showing the cumulative effect of new funding across three Budgets). 
 

2006/07 2007/08 2008/09
Health 755 1,552 2,440
Education 307 817 1,582
Law and Order 135 274 460
Defence and Security -84 -53 -25
Social Development and Housing -264 -508 -654
Inland Revenue -149 -252 -46
Environment 165 254 375
Arts and Heritage 49 105 173
Economic Development 265 523 828
Other 510 973 1,680
TOTAL 1,689 3,686 6,814
Total size of next three Budgets 2,365 4,353 6,380
leaves room for other priorities of: 676 667 -434

Grouping
Cumulative new spending ($m)

 
 
28. There are quite clearly a few shortcomings from this scenario: 
 

• Without reprioritisation of existing baselines, it would not provide sufficient 
funding to meet particular priorities that the Government has signalled – for 
instance, for the extension of Working for Families or for interest write-offs for 
Student Loans, or the Defence Sustainability Initiative; 

 
• It significantly reduces baselines in some areas.  For an area like Defence and 

Security, this is because baselines did not grow much between 2000/01 and 
2005/06, but significant funding was allocated in the 2005 Budget, which impacts 
from 2005/06 onwards.  This scenario would undermine the Government’s 
funding intentions in this area; and 

 
• You may not actually want to maintain growth rates in some areas.  For instance, 

extra spending in an area in recent years may have been to deal with previous 
under-investment, and you may now be happy with current levels. 

 
29. Even with the large reductions in funding for some areas, this scenario allocates 93% 

of the funding available for the next three Budgets.  However, while there is significant 
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unallocated funding in 2006/07 and 2007/08, the allowance for 2008/09 is overspent by 
7%.  The implication of this is that maintaining the growth rates of the last five years is 
not sustainable within the intentions that you have signalled for future Budgets.  
Instead, the growth of spending would need to slow. 

 
30. The impact of this scenario on spending tracks is shown in the three graphs below. 
 

Scenario 2 (Maintaining Previous Growth Rates) – Impact on Spending Tracks 
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31. Under this scenario, total operating expenses are $60.1 billion by 2008/09 (vs. $53.2 

billion if no additional funding was provided).  This scenario has the largest outyear 
impact. 
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Scenario 2 (Maintaining Previous Growth Rates) – Impact on Operating Expense 
Shares 2008/09 
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32. Compared with the case under current spending tracks, this scenario sees those areas 

with relatively low growth rates from 2000/01 to 2005/06 – Social Development and 
Housing, Inland Revenue, and Defence and Security – declining as proportions of total 
operating expenses, and all other areas increasing. 

 
Scenario 2 (Maintaining Previous Growth Rates) – Impact on GDP Shares 
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33. Under this scenario, total operating expenses are 33.8% of GDP by 2008/09 (vs. 
30.0% if no additional funding was provided).  Health’s share of GDP increases to 7.3% 
(vs. 5.9% if no additional funding was provided); Education’s share increases to 6.5% 
(vs. 5.6% if no additional funding was provided); and Other’s share increases to 5.1% 
(vs. 4.1% if no additional funding was provided). 

 
Scenario 3: “Funding for Key Areas Only” 

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

  And 
[information deleted in order to maintain the effective conduct of public affairs 
through the free and frank expression of opinions] 

 
Scenario 4: “Funding Targeted at Priority Areas; 2% Inflation Increases Elsewhere” 

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

  And 
[information deleted in order to maintain the effective conduct of public affairs 
through the free and frank expression of opinions] 

Themes from the Scenarios 

49. The overall impacts of the different scenarios on total operating expenses, both 
absolutely and as a share of GDP, are summarised in the table below. 

 

No extra 
funding

Scenario 1 
(inflation)

Scenario 2 
(growth 
rates)

Scenario 3 
(key areas 

only)

Scenario 4 
(key areas, 

inflation 
elsewhere)

New operating expenses ($ billions) - - 3.2 6.8

Total operating expenses ($ billions) 47.5 53.2 56.4 60.1

Operating expenses as % of GDP 31.8% 30.0% 31.8% 33.8%

Measure 2004/05 
position

Impact by 2008/09

[information deleted in order to maintain the 
current constitutional conventions protecting 

the confidentiality of advice tendered by 
ministers and officials]

  And
[information deleted in order to maintain the 
effective conduct of public affairs through the 

free and frank expression of opinions]  
 
50. Some of the points that can be taken from the scenarios are: 
 

i. Because existing baselines are large relative to the amounts allocated at 
Budgets, decisions about how to allocate new funding have only an incremental 
impact on the composition of baselines.  If a more marked impact on composition 
is desired within the intentions signalled for the size of future Budgets, decisions 
would need to be taken to reprioritise baseline expenditure; 

 
ii. Depending on the objective, different approaches to applying new funding may 

have advantages; for instance you may want to maximise the room available for 
other priorities such as revenue initiatives within your spending limits, or target 
funding at particular areas, or provide some funding to all areas; 

 
iii. While the mechanistic scenarios (inflation and maintaining previous growth rates) 

are simple to apply, they do suffer from shortcomings, most noticeably that they 
do not always provide sufficient funding to meet key priorities and risks, and that 
they sometimes provide more funding to other areas than may actually be 
needed.  In addition, maintaining the growth rates seen over the last five years is 
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not sustainable within the Government’s signalled intentions for future Budgets.  
To make these types of scenarios more credible, adjustments to allocations 
would be needed; and 

 
iv. The two more judgement-based scenarios are not perfect either, particularly as 

they require considerable detail about the range of priorities and risks that are 
coming up across departments. 

 
51. We will be engaging with you through the Budget Strategy phase to hear your views on 

how funding should be allocated in future Budgets, and the implications of those 
allocations on spending tracks going forward. 


