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Treasury Report: Fiscal Strategy for the 2018 Budget Policy 
Statement 

Executive Summary 

This report brings together the Treasury’s latest economic and fiscal forecasts, the Labour 
Fiscal plan and Budget Responsibility Rules, and a view of future cost pressures to help 
support you to develop a strong, credible and enduring fiscal strategy.  The upcoming 2018 
Budget Policy Statement (BPS) provides the Government with a key opportunity to outline its 
fiscal strategy and key priorities, and send a signal of fiscal credibility to the New Zealand 
public and wider markets. 

Preliminary Half Year Economic and Fiscal Update (HYEFU) forecasts show that the real 
GDP growth outlook remains broadly similar to the Pre-election Update (PREFU). Inflation is 
expected to pick up more strongly than forecast in PREFU as capacity pressures build, 
owing in part to increased fiscal stimulus, peaking at 2.6% in 2019 before heading back 
towards the 2% target rate.  

Nominal GDP is cumulatively $6.2 billion higher than in the PREFU for the five years to June 
2021. This, along with policy changes, flows through to a stronger set of tax forecasts. 
Compared to the PREFU forecasts, core Crown tax revenue forecasts have been increased 
by $8.3 billion across the five years to June 2021. Of this increase, $7.5 billion comes from 
your tax policy changes while the remaining $0.8 billion flows from the larger nominal 
economy. These numbers will change as we move from preliminary to final forecasts as we 
incorporate updated economic data and other information (including any policy changes). 

Our preliminary fiscal forecasts show the operating balance before gains and losses 
(OBEGAL) continues to grow, reaching a surplus of $7.7 billion in 2021/22. Net debt is 
forecast to decline at a slower pace than in PREFU, although the reduction is similar to the 
track outlined in the fiscal plan.  We forecast net debt to reduce to 19.7% of GDP in 2021/22, 
in line with the target set as part of Labour’s Budget Responsibility Rules.  Restarting 
contributions to the New Zealand Superannuation Fund (NZSF) this year has been 
incorporated into the fiscal forecasts, and future years’ contributions are forecast at the levels 
signalled in the fiscal plan.   

The main risks to the economic forecasts are largely unchanged from the PREFU.  
International risks remain similar, such as debt levels in China.  Domestically, some risks 
have abated (such as house price growth) but others are slightly higher (such as capacity 
constraints).  In addition, uncertainty about where final forecasts will end up relative to the 
preliminary forecasts is higher than usual given our current limited understanding of the 
effects of some policy changes.  

You wish to publish the BPS alongside the HYEFU. The Public Finance Act (PFA) 1989 
requires the BPS to state the overarching policy goals that will guide the Government’s 
budget decisions, the policy areas the Government will focus on in 2018, and to include a 
fiscal strategy (including short-term intentions and long-term objectives covering at least the 
next 10 years). We have used the Budget Responsibility Rules, alongside our key fiscal 
strategy considerations, to develop a fiscal strategy which meets the requirements of the 
PFA. 

The key short-term anchor to this proposed fiscal strategy is your target to reduce the level of 
net debt to 20% of GDP by 2021/22 as this is the most binding objective at present.  This is 
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complemented by your goal to run a sustainable surplus across the cycle, which helps to 
anchor the fiscal strategy beyond 2021/22. Running a surplus can support fiscal 
sustainability because evidence suggests that economies that are in a surplus position when 
a shock hits face lower increases in net debt following a shock. Because it can be difficult to 
measure a surplus “across the cycle”, we recommend aiming to run an OBEGAL surplus in 
normal times of around 1-3% of GDP. We recommend this level of surplus as it is consistent 
with net debt falling gradually as a share of GDP in normal times, which would allow it to 
increase following a shock, so that it fluctuates within a prudent range.  

In addition, the BPS must include details of the Government’s strategy for managing 
expenditure, assets, and liabilities. We would expect this to reflect the priorities you have 
outlined during the election campaign, and could encompass some of the outcomes you are 
looking to achieve such as a reduction in child poverty. We can provide you with options on 
what an appropriate strategy could look like. 

New operating and capital budget allowances have been included in the preliminary HYEFU 
forecasts at levels signalled in the fiscal plan. A total of nearly $30 billion of new operating 
expenditure has been included over the five years to 2021/22. Of this, the fiscal plan commits 
just over $22 billion to specific initiatives or general spending areas, such as health and 
education. The remaining $7.5 billion, plus any reprioritisations, will need to cover any 
additional commitments in the coalition and confidence and supply agreements, cost 
pressures not already dealt with in the fiscal plan, the unallocated tagged contingencies 
created by the previous Government, any updated costings for policies you have already 
announced and other fiscal risks that may materialise over time.  

A total of $15.5 billion of new capital investment has been included over the five years to 
2021/22, in addition to planned NZSF contributions in PREFU. Of this, the fiscal plan 
commits $5.4 billion to KiwiBuild and contributions to the NZSF. The remaining $10.1 billion, 
plus any capital recycling, will need to cover any additional commitments (such as the 
Provincial Growth Fund) and investment pressures in the pipeline which are estimated at $18 
billion. 

Whilst cost pressures and possible new initiatives are always greater than available funding, 
we think the allowance implied by the fiscal plan will prove to be challenging and you will 
likely need to consider reprioritisations to help meet your fiscal targets.   

The BPS provides a key opportunity to consider the level and phasing of Budget allowances.  
There are options to rephase allowances to reflect the timing of commitments and to create a 
more even profile for the remaining allowances, whilst sticking to the overall level of 
expenditure in the fiscal plan.  We recommend rephasing operating allowances so that, in 
addition to the 100 day plan, there is a $2.3 billion allowance in Budget 2018 and $1.7 billion 
allowances thereafter. We estimate that capital allowances of $2.7 billion per Budget, in 
addition to the capital allocated in the 100 day plan, would be consistent with the fiscal plan. 
This will depend somewhat on the timing of capital expenditure which can be lumpy.  

Following your feedback, the final phasing would be agreed by Cabinet and included in the 
final HYEFU forecasts.  

Net debt as a share of GDP falls to 19.7% in 2021/22 in our preliminary forecasts, lower than 
in the fiscal plan as a result of slightly higher forecast tax revenues. This assumes new 
expenditure is limited to that set out in the fiscal plan (i.e., it does not make any extra 
allowance for cost pressures or unexpected expenditures). There may be downside 
movements to our forecasts as we finalise them (due to a combination of recent data 
releases and more certainty over new policy impacts) and we would recommend maintaining 
a small buffer for any future forecast changes. Therefore we do not recommend increasing 
allowances above those implied by the fiscal plan.  
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We have provided you with separate advice covering the 2018 Budget process and a 
potential Budget 2018 strategy, and we have provided a separate Treasury Report on 
restarting NZSF contributions alongside this report (T2017/2387). 

Following any feedback you may have, we will prepare a Cabinet paper for you to take to 
your colleagues on 20 November outlining the preliminary economic and fiscal forecasts, 
your fiscal and budget strategies, including budget allowance settings, and what you intend 
to publish in the 2018 BPS in mid-December alongside the HYEFU. 

Recommended Action 

We recommend that you: 
 
a note that the Treasury’s Half Year Economic and Fiscal Update (HYEFU) 2017 is due to 

be published in mid-December (exact date to be confirmed) and will include the 
Treasury’s best judgement on the economic and fiscal outlook, including risks; 

 
b note the key policy assumptions underpinning these preliminary HYEFU economic 

forecasts are: 
• operating spending and revenue commitments as outlined in the fiscal plan, 

including the Families Package; 
• no capital expenditure related to KiwiBuild is incorporated in the preliminary 

economic forecast; and 
• net migration has levelled-off at 71,000 and is expected to fall towards the long-

run average of 15,000 by 2022; 
 
c note that we would like to discuss the details of your policy intentions on the phasing of 

KiwiBuild and migration in order to help finalise our judgements for the final economic 
HYEFU forecasts; 
 

d note our preliminary HYEFU fiscal forecasts show rising operating balance before gains 
and losses (OBEGAL) surpluses and falling net debt, reducing to 19.7% of GDP in 
2021/22 in line with the Budget Responsibility Rules; 
 

e note the key assumptions underpinning these preliminary HYEFU fiscal forecasts are: 
• additional operating and capital spending based on the fiscal plan; 
• the previous government’s tax package has been reversed; 
• restarting New Zealand Superannuation Fund (NZSF) contributions based on the 

fiscal plan;  
• all cost pressures are managed within allowances (or offset by savings); and 
• no additional allowance or spending commitments arising from the coalition and 

confidence & supply agreements have been included; 
 
f note that there are a number of fiscal commitments and pressures over the next few 

years, including:   
• the 100 Day Plan ($8.3 billion operating, $5.3 billion capital);  
• remaining fiscal plan specific commitments ($14.1 billion operating);  
• any fiscal implications arising from the coalition and confidence & supply 

agreements;  
• agency cost pressures (estimated at $1.8 billion operating per annum for Budget 

2018, and nearly $18 billion of capital pressures);  
• unquantified and potentially significant fiscal risks (eg, pay equity settlements); 

and 
• any changes to specific fiscal plan items as more accurate costings come in from 

agencies; 
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g note that to manage within the fiscal envelope, as signalled in the fiscal plan, will require 

consideration of reprioritisation, savings and revenue changes; 
 
h note that, based on the fiscal plan (and total additional spending levels), we have 

developed an option for the phasing of budget allowances (operating and capital) for 
your consideration: 

 
• operating allowances of $2.3 billion per annum in Budget 2018 and $1.7 billion 

per annum thereafter; and  

• capital allowances of $2.7 billion in total in each Budget from 2018 to 2021;  

i note that the fiscal implications of the 100 Day Plan are managed outside of these 
allowances;  
 

j provide the Treasury with feedback on allowance settings so that we can include these 
allowances in the final HYEFU forecasts and signal them through the BPS; 

 
k note that you have agreed to release the 2018 Budget Policy Statement (BPS) 

alongside the HYEFU in mid-December; 
 
l note that the Public Finance Act 1989 requires a BPS to include details on the 

Government’s fiscal strategy;  
 
m note that, building on the fiscal plan and the Budget Responsibility Rules, we have 

developed a fiscal strategy for you to consider which meets the PFA requirements; 
 
n provide the Treasury with feedback on the short-term intentions and long-term 

objectives as outlined in table 10; 
 

o note that you will receive further advice on the recommendation to maintain the level of 
New Zealand Government Bonds on issue at not less than 20% of GDP;  

 
p note that, following any feedback you may have, the Treasury will draft a paper for you 

to take to your Cabinet colleagues on 20 November outlining the preliminary economic 
and fiscal forecasts, your fiscal and budget strategies, including budget allowances, and 
what you plan to publish in the 2018 BPS in mid-December; and 

 
q refer this report to: 

 
• the Prime Minister 

Refer/not referred. 
 
• Hon David Clark, Associate Minister of Finance 

Refer/not referred. 
 

• Hon David Parker, Associate Minister of Finance 

Refer/not referred. 
 
• Hon Shane Jones, Associate Minister of Finance 

Refer/not referred. 
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• Hon James Shaw, Associate Minister of Finance 

Refer/not referred. 
 
 
 
 
 
 
James Beard 
Director - Economic System 
 
 
 
 
 
Hon Grant Robertson 
Minister of Finance 
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Treasury Report: Fiscal Strategy for the 2018 Budget Policy 
Statement 

Purpose of Report 

1. This ‘Roadcheck Report’ provides you with the Treasury’s advice on fiscal strategy and 
budget allowances, on the basis of the preliminary 2017 Half Year Economic and Fiscal 
Update (HYEFU) forecasts. This provides an opportunity for you to ensure that you are 
comfortable with progress towards the Budget Responsibility Rules or, if not, to adjust 
policy settings before the forecasts are finalised. Any decisions you take in this report 
will be included in the final HYEFU forecasts due to be published in mid-December. 

2. Our advice in this report also helps inform the development of your 2018 Budget Policy 
Statement (BPS) which you have agreed is to be published alongside the HYEFU in 
mid-December. 

Wider context and process 

3. The Treasury is currently in the middle of its economic and fiscal forecast production 
process for the 2017 HYEFU, as required under the Public Finance Act 1989 (the 
PFA). 

4. The PFA requires an Economic and Fiscal Update to be produced twice yearly – one 
alongside the Budget (called the Budget Economic and Fiscal Update (BEFU)) and one 
at the end of the calendar year (called the Half Year Economic and Fiscal Update 
(HYEFU)).  In addition, a Pre-Election Economic and Fiscal Update (PREFU) is also 
required to be published prior to a general election. 

5. These Economic and Fiscal Updates provide our latest economic forecasts, risk 
analysis and forecast financial statements of the Government, including the 
implications of Government financial decisions.  We prepare these Economic and 
Fiscal Updates using our best professional judgement so as to help the Government 
make fully informed decisions about policies, and support the Government’s fiscal 
objectives.  The PFA requires that our forecasts are for a period of three financial 
years, although our practice is to forecast the four financial years ahead.  This year’s 
HYEFU will cover the period out to June 2022. 

6. Our economic forecasts must include forecasts of movements in New Zealand’s gross 
domestic product (including the major components of GDP); consumer prices; 
unemployment and employment; and the current account position of the balance of 
payments. In addition, we must include a statement of all significant assumptions 
underlying our forecasts. 

7. Our fiscal forecasts must include forecast financial statements (eg, forecasts of 
expenses and revenues, operating balance, net debt, and net worth).  A number of 
additional statements are also required, covering: 

a borrowings (debt such as Government Bonds, Treasury Bills, KiwiBank customer 
deposits); 

b commitments (future expenses and liabilities to be incurred on contracts that 
have already been entered into); 
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c specific fiscal risks (generally thought of as all government decisions and other 
circumstances known to the Government that may have a material effect on the 
fiscal and economic outlook, but are not certain enough in timing or amount to 
include in the fiscal forecasts); 

d significant accounting policies; 

e significant assumptions underlying the fiscal forecasts; and 

f sensitivity of the fiscal aggregates to changes in economic conditions. 

8. As part of preparing these Updates, we run two sets of economic and fiscal forecasts – 
the preliminary forecasts and the final forecasts.  The basis of the preliminary forecasts 
is to provide you with the most recent economic and fiscal forecast information to 
inform any decisions you may wish to make to support your 2018 BPS.  This report is 
based on these preliminary 2017 HYEFU forecasts. 

9. Alongside the production of the HYEFU, the Government considers its fiscal and 
budget strategies.  The PFA requires the Government to produce two key fiscal 
strategy documents – the Fiscal Strategy Report (FSR) alongside the Budget, and the 
Budget Policy Statement (BPS) which must be presented to the House before 31 
March.   

10. Our indicative timetable for production of the 2017 HYEFU and 2018 BPS based on a 
14 December release date is as follows: 

Forecasts Advice  Production 

2-Nov Preliminary Fiscal 
Forecasts 

Treasury Report providing context on the 
HYEFU/BPS and seeking agreement on 
timing of publishing these documents  

3-Nov Budget 2018 Strategy Slide pack  

7-Nov  

The Treasury’s ‘Roadcheck Report’ (this 
report) outlining preliminary economic and 
fiscal forecasts and providing advice on 
the Government's Fiscal Strategy and 
Budget allowances 
Treasury Report on resuming NZSF 
contributions 

 

10-Nov  Draft Cabinet paper on Budget and Fiscal 
strategies provided for your feedback  

Week 
of 13-
Nov 

 Draft BPS provided to you and your Office 
for feedback  

16-Nov Final economic 
forecasts   

20-Nov  
Cabinet paper on Budget 2018 and fiscal 
strategies considered by Cabinet  

21-Nov Final tax forecasts  

27-Nov Final fiscal 
forecasts   

 
5-Dec   

Near-final HYEFU and BPS 
for Ministerial comments 

11-Dec   Proofs and final sign-off 

14-Dec  Publication date 
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Summary of the current economic and fiscal outlook 

Preliminary HYEFU Economic and Tax Forecasts  

11. This section outlines the preliminary economic and tax forecasts, the assumptions 
these forecasts are based on, and the risks around these. Table 1 outlines the key 
forecast economic indicators compared with the Treasury’s PREFU 2017 forecasts.   

Table 1: Comparison of Key Economic Indicators between PREFU and Preliminary HYEFU Forecasts 

    2017 2018 2019 2020 2021 2022 
June years   Actual Forecast Forecast Forecast Forecast Forecast
Economic 
growth1 

Half 
Year 2.7 3.5 3.7 2.5 2.1 2.4
Pre-
election 2.8 3.2 3.7 2.8 2.3 n/a

Unemployment 
rate2 

Half 
Year 4.8 4.6 4.2 4.2 4.2 4.2
Pre-
election 4.9 4.7 4.4 4.3 4.3 n/a

CPI inflation3  
Half 
Year 1.7 1.6 2.5 2.5 2.2 2.2

  
Pre-
election 1.7 1.3 1.9 2.1 2.1 n/a

Current 
account 
balance4  

Half 
Year -2.9 -2.1 -2.9 -3.3 -3.7 -4.1
Pre-
election -3.1 -2.2 -2.8 -3.3 -3.9 n/a

Nominal GDP 
growth5  

Half 
Year 5.8 5.4 5.5 4.9 4.3 4.4
Pre-
election 6.2 5.1 4.9 4.7 4.1 n/a

Nominal GDP 
($ billion) 

Half 
Year 268.0 282.5 298.2 312.9 326.3 340.6

  Pre-
election 268.8 282.6 296.5 310.5 323.2 n/a

  change -0.8 -0.1 1.7 2.4 3.0 n/a
Tax revenue  
($ billion) 

Half 
Year 75.6 78.4 83.7 88.5 92.9 97.1

  Pre-
election 75.6 78.3 81.3 85.8 89.8 n/a

  change 0.0 0.1 2.4 2.7 3.1 n/a
R - revised  1. Real production GDP, annual average % change  2. June quarter  3. Annual % change 
4. Annual as % of GDP  5. Expenditure measure  
 
12. These forecasts show a broadly similar outlook for real GDP growth as was expected 

at PREFU 2017. Household consumption (supported by high net migration inflows and 
low interest rates), business investment and a recovery in exports see GDP growth 
pick up to 3.5% in 2017/18 (Table 1).  Growth is expected to peak in the 2018/19 year, 
as residential investment growth resumes after a temporary hiatus in 20171 and as the 
stimulatory impact of the Families Package and higher government spending flows 
through the economy, in part via higher household spending.  Thereafter, GDP growth 
is expected to slow as population growth continues to slow, and as monetary policy 

                                                
1 Building consents have, until recently, remained relatively subdued, suggesting that residential investment growth is likely to 

be low through 2017. After this point we expect residential investment to pick up, driven by high population growth and low 
interest rates. This will see it provide a positive contribution to growth throughout the remainder of the forecast period. 
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tightens in response to higher inflationary pressures.  Real GDP per capita growth 
averages 1.2% across the forecast period.  

13. These forecasts have been produced based on policy announced in the fiscal plan. 
The timing of operating expenditure set out in the fiscal plan leads to a more cyclical 
profile for real GDP growth than in the PREFU (higher initially and lower later), 
although the level of real GDP is similar at the end of the forecast period. The 
preliminary economic forecasts do not incorporate the capital expenditure associated 
with KiwiBuild as we need further details such as phasing of cash flows to be able to 
estimate the economic impact.  We’re still working through the possible impacts of 
changes to migration policy settings and the minimum wage. We have provided initial 
qualitative assessments of the impact on the economic forecasts of these policies 
below and will incorporate them into the final set of forecasts produced, together with 
new economic data. 

14. The economy is estimated to be operating near its potential level, and is expected to 
reach this level within the next year. Thereafter, capacity constraints are expected to 
begin restricting economic growth and contribute to higher inflation. From 2020 these 
constraints are expected to begin to ease as economic growth returns to around trend.  

15. Unemployment is expected to remain flat over the year ahead, as above average 
employment growth is balanced by high labour force growth (a combination of high 
working age population growth and high participation rates).  Beyond this period, above 
average economic growth leads to falls in unemployment.  Wage growth is relatively 
modest in the near term, reflecting some spare capacity in the labour market, before 
picking up to around 3% as the labour market tightens and inflation picks up.  

16. Headline annual consumer price inflation is expected to dip towards 1% in the short 
term as the recent temporary factors bolstering inflation (notably higher food and fuel 
prices) drop out of the annual calculation. Inflation is likely to be somewhat volatile in 
the  near term as policy changes mean that some prices are going to increase (e.g. via 
the regional fuel tax) and others will decrease (e.g. the price of doctor’s appointments 
and tertiary education). Inflation is expected to pick up more strongly than PREFU as 
capacity pressures build, owing in part to increased fiscal stimulus, peaking at 2.6% in 
2019 before heading back towards 2%. Short term interest rates are forecast to begin 
rising from late 2018. 

17. Nominal GDP and its composition are the most important economic variables for 
determining tax revenue.  Nominal GDP is cumulatively $6.2 billion higher than PREFU 
for the five years to June 2021. This, along with policy changes, flow through to a 
stronger tax forecast. Compared to the PREFU forecasts, the core Crown tax revenue 
forecasts have been increased by $8.3 billion across the five years to June 2021. Of 
this increase, $7.5 billion comes from tax policy changes, while the remaining $0.8 
flows from the larger nominal economy. It is likely that the final forecasts will provide a 
somewhat different outlook, given there are some major policies that are not yet in the 
forecast, but it is not clear in what direction.  

18. Growth among our major trading partners has generally exceeded expectations, led by 
stronger performance in the Euro area, China, Japan and other Asian countries.  
Beyond 2017, the growth outlook for our major trading partners is largely unchanged 
from PREFU. Growth in China, which has been supported by increased fiscal stimulus 
is expected to continue to gradually ease. Growth is expected to pick up in Australia as 
the impact of earlier falls in investment in mining begin to alleviate. In the Euro area, 
indicators remain positive although they do not point to a further acceleration in activity. 
Political events in Germany and Spain continue to be a source of uncertainty, as do 
Brexit negotiations.   
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19. The terms of trade are expected to remain broadly flat across the forecast period at a 
relatively high level compared to history and a little higher than in PREFU, underpinned 
by relatively low import prices and stable dairy prices.  Goods export volumes increase 
steadily in response to global demand.  However, goods import volumes are expected 
to grow at a faster rate, driven by domestic demand, leading to a steady widening of 
the goods deficit and, in turn, the current account deficit. Rising global yields are 
expected to lead to a wider income deficit. The current account deficit remains under 
4% of GDP until late 2021, with the services surplus providing a sizeable offset to the 
goods and income deficits. 

 

Risks and Uncertainties to the preliminary HYEFU Economic and Tax Forecasts  

20. The main risks to the economic forecasts are largely unchanged from PREFU. Key 
risks to domestic activity include: 

• Households could be more sensitive to tighter financial conditions than assumed, 
particularly given record-high debt levels relative to incomes. An unexpected rise 
in interest rates or softer income growth may also prompt households to reduce 
consumption, leading to softer growth. 

• Net migration inflows may prove to be higher or lower than expected. There are 
also risks around the assumed impacts of migration on the economy, particularly 
the demand for consumption, housing and public infrastructure, as well as supply 
though the labour market.  

• If construction capacity is more of a constraint than assumed, this may increase 
construction cost pressures faster than expected and/or result in a construction 
cycle with a lower peak but longer length.  

• The Families Package and other operating expenditure could have either a 
smaller or larger impact on consumption and GDP than expected if households’ 
marginal propensity to consume, or the multiplier on government spending differs 
from that assumed.  We have assumed that all of the increased income received 
by households will be spent given the policy is targeted at low income 
households, however it is possible that some of this income will be saved or used 
to reduce debt. 

• There is also uncertainty around the size of the impact of the policies that we 
have not yet accounted for. While our estimates will be improved as policy detail 
is confirmed and finalised, the nature of the policies means that they will remain a 
risk to our forecasts. For example, further detail on the phasing of minimum wage 
increases will help us assess the impact, although given the material size of the 
increases the impact on unemployment will remain a risk.  

• Changes in government have previously been followed by a period of weaker 
business investment, residential investment and confidence measures. While it is 
not yet clear if these impacts will eventuate, the depreciation in the dollar suggest 
there is likely to be some impact on the economy. However, this effect is usually 
transitory and the economy will typically adjust within a year or so.  

21. Key risks to the international economy include: high levels of debt in China; uncertainty 
around fiscal stimulus and monetary policy normalisation in the US; the ability to 
achieve sustainably higher growth rates in Europe and Japan; and high household debt 
and housing market risks in Australia. Should these risks materialise, global growth 
could deviate from that presented in these forecasts and, with it, key forecast 
judgements such as the terms of trade, exchange rate and migration flows. Other risks 
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include the impact of Brexit and ongoing political debate about the merits of trade 
liberalisation. 

22. Forecasts of tax revenue are sensitive to changes in both the size and composition of 
nominal GDP, as well as other macroeconomic factors such as interest rates.  
Consequently, realisation of any of the economic risks above will have a flow-on effect 
to tax revenues.   

23. The economic forecasts, to be finalised on 16 November, will incorporate updated 
economic data and other information, including any policy changes. 

 

Preliminary HYEFU Fiscal Forecasts  

24. Our preliminary fiscal forecasts incorporate the expenditure indicated in the fiscal plan. 
They show the operating balance before gains and losses (OBEGAL) continues to 
grow, reaching a surplus of $7.7 billion (2.3% of GDP) in 2021/22. Core Crown 
expenses are expected to fall from 29.2% of GDP in 2017/18 to 28.4% by 2021/22.   
Net debt as a percentage of GDP is forecast to decline at a slower pace than in 
PREFU, although the reduction is similar to the track outlined in the fiscal plan.  We 
forecast net debt to reduce to 19.7% of GDP in 2021/22, in line with the target set as 
part of the Budget Responsibility Rules.  There was a stronger starting position for the 
current financial year for both net debt and net worth, as the 30 June 2017 year end 
was finalised after PREFU was published.   

Table 2: Comparison of Key Fiscal Indicators between PREFU and Preliminary HYEFU Forecasts 

 Actual Forecast 
$ billion, June years 2016/17 2017/18 2018/19 2019/20 2020/21 2021/22
OBEGAL - 2017 Prelim HYEFU 4.1 2.0 3.9 6.6  7.5 7.7 
OBEGAL - 2017 PREFU  2.9 3.5 5.7  6.4  
Total Change  (0.9) 0.4 0.9  1.1  

Residual Cash - 2017 Prelim HYEFU 2.6 (5.0) (2.8) 0.1  1.1 0.2 
Residual Cash -  2017 PREFU  (1.4) (1.4) 1.7  1.1  
Total Change  (3.6) (1.4) (1.6) (0.0)  

Net Worth attributable to the Crown - 2017 
Prelim HYEFU 110.5 116.4 123.4 133.4  144.5 156.4 
Net Worth attributable to the Crown -  2017 
PREFU  114.5 121.2 130.4  140.6  
Total Change  1.9 2.2 3.0  3.9  

Net Debt - 2017 Prelim HYEFU 59.5 64.9 67.7 67.6  66.5 66.3 
Net Debt -  2017 PREFU  62.2 63.7 62.0  60.8  
Total Change  (2.7) (4.0) (5.6) (5.7)  

       
% of GDP, June years        
OBEGAL - 2017 Prelim HYEFU 1.5 0.7 1.3 2.1  2.3 2.3 
OBEGAL - 2017 PREFU  1.0 1.2 1.9  2.0  

Net Debt - 2017 Prelim HYEFU 22.2 23.0 22.8 21.7  20.5 19.7 
Net Debt -  2017 PREFU  22.0 21.5 20.0  18.8  

 

25. Any additional revenue and expenditure outlined in the fiscal plan has been 
incorporated into the preliminary fiscal forecasts.  In addition to the expenditure 
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outlined in the fiscal plan, forecast changes and expense transfers2 have increased 
expenditure in the 2017/18 financial year.  Net finance costs have increased due to an 
increase in the cash requirements to fund the operating and capital expenditure 
planned by the Government. 

26. KiwiBuild and other new capital spending has also been reflected in the preliminary 
fiscal forecasts in line with the fiscal plan. This includes restarting contributions to the 
New Zealand Superannuation Fund (NZSF) this year, and future years’ contributions 
are forecast at the levels signalled in the fiscal plan.   

27. The key assumptions underpinning these fiscal forecasts are: 

a additional operating and capital spending is based on the fiscal plan; 

b the previous government’s tax package has been reversed; 

c restarting NZSF contributions and KiwiBuild are based on the fiscal plan;  

d all cost pressures are assumed to be managed within allowances (or offset by 
savings); and 

e no additional allowance or spending commitments arising from the coalition 
agreements have been included. 

 

Potential changes between preliminary and final HYEFU forecasts 

Economic forecast 

28. The preliminary economic forecasts were finalised on 12 October and our final 
economic forecasts are be finalised on 16 November. Since finalisation, additional 
economic data has been released that influences our view of the economic outlook.  

29. While we have attempted to capture the impact of policy changes you have 
announced, we need more detail to accurately capture the impact of a number of 
policies. We have outlined below the potential impact of a number of policies under a 
given set of assumptions. Feedback on our assessment of these policies would be 
appreciated.  

30. The preliminary forecasts assume net migration will fall steadily from the current level 
of around 71,000 per annum to 15,000 per annum in 2022.  Under this assumption, net 
migration will have fallen by about 27,000 by the end of 2019, in line with your policy 
intention of a 20,000 to 30,000 fall.  If a faster decline in net migration is intended then 
the net migration assumption would need to be revised to reflect this and the economic 
forecasts updated accordingly.  A faster decline in migration would flow through to 
slower consumption and investment growth. 

31. As noted earlier, the capital expenditure allocated to KiwiBuild has not been 
incorporated into the preliminary economic forecasts.  We need some indication around 
the timing and extent of additional housing expected to be constructed under the 
scheme in order for it to be factored into the residential investment forecast.  (Typically 
we use the cash flow forecasts for Crown capital expenditure as the proxy for when 
economic activity will take place).  Of particular importance is the extent to which 
KiwiBuild construction activity is additional to existing private investment, particularly 

                                                
2 Expense transfers are used to transfer funding from an appropriation in one financial year to the same appropriation in one or 
more of the next three financial years, where there is no change to the output being purchased and the total amount of spending 
across the affected financial years. They can only be used where a factor outside of the department's control has caused a 
delay. 
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given the capacity constraints in the construction sector at present.  We have run a 
scenario assuming that all of the capital expenditure is on additional housing (i.e. no 
crowding out or purchases of existing housing) within the forecast period.  Under this 
scenario real GDP growth would peak about 0.1 percentage point higher, nominal GDP 
would be cumulatively $2.4 billion higher over the forecast period (there are some spill 
overs to other sectors) and non-tradables inflation would peak about 0.1 percentage 
point higher.  A nominal GDP change of this scale would generate about $0.8 billion of 
additional tax revenue cumulatively (~0.6% of cumulative tax revenue). Note this 
scenario has not accounted for the economic impact of any capital recycling within the 
forecast period. 

32. The proposed lift in the minimum wage to $20 per hour by April 2021 and the tax and 
welfare changes of the Families Package both have implications for the labour market 
and wider economy.  The change in the minimum wage will increase the cost of labour. 
Judgements will need to be made about the extent of the impact of this on the total 
number of hours worked in the economy. Overall, the impact of the higher minimum 
wage is likely to reduce the level of real GDP but the impact on nominal GDP may be 
more neutral, and there will be income gains for low-income workers. 

33. Recent developments and data point to slower growth than expected over the second 
half of 2017. The preliminary forecasts incorporate 0.8% GDP growth in the September 
quarter of 2017. Given early activity indicators, this forecast appears optimistic. In the 
Treasury’s latest Monthly Economic Indicators published on Monday 6th November, we 
downgraded our growth forecast for this quarter to 0.6%. While our final forecast will 
incorporate some additional activity indicators, our final forecast for the September and 
December quarters are likely to be weaker than the preliminary forecasts show. 

34. Risks to the near term outlook for inflation have also changed. Inflation in the 
September quarter was stronger than we expected at 0.5% (compared to 0.3% in the 
preliminary forecasts presented here). Over the next year there is some additional 
upside risk to inflation given the recent falls in the exchange rate, which has fallen by 
around 5% since we closed the preliminary forecast. This will increase the prices that 
importers face and therefore push up domestic tradeable inflation.  Labour market data 
for the September quarter also point to a somewhat tighter labour market and higher 
wage growth than we had anticipated, which would put upward pressure on inflation.   

Tax forecast 

35. Given that it is likely that the final forecasts will show lower real GDP growth and higher 
inflation in the near term, the outlook for nominal GDP, and therefore tax revenue, may 
be relatively unchanged. However, the final numbers will depend on additional data 
outturns, as well as any changes to our assumptions around policy.  

36. The tax and welfare changes of the Families Package have a similar impact of 
reducing total hours worked, by reducing work incentives of those on lower incomes.  
Initial estimates from the Treasury’s microsimulation behavioural model indicate a 0.4% 
reduction in hours worked as a result of the proposed policy changes.  Allowing for the 
uncertainty inherent in the estimate and assuming a gradual response by households, 
we have factored in a 0.2% reduction in hours worked into the preliminary forecasts by 
the end of the forecast period.  However, this impact could be revised as further 
information becomes available. 

Fiscal forecast 

37. There are a number of factors that could change the outlook for the final fiscal 
forecasts: 

a finalisation of the phasing of the spending profile for operating and capital; 
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b any spending decisions that would not be met by the new spending and 
allowances identified in the fiscal plan; 

c the preliminary fiscal forecasts do not reflect economic data received after the 
economic forecast were finalised on 12 October 2017, primarily impacting tax 
revenue, benefit and finance costs; 

d valuation finalisation can have an impact on the fiscal forecasts, as the 
Government Superannuation Fund valuation as at 30 September 2017 has not 
yet been completed; and  

e the ACC valuation assumptions could be impacted by key factors such as the 
minimum wage increase. The preliminary fiscal forecasts did not include any 
updated assumptions relating to wages and this has the potential to significantly 
increase insurance expenditure. 

 

Short-term fiscal strategy and setting budget allowances  

38. The key short-term anchor for your fiscal strategy is the Budget Responsibility Rule to 
reduce the level of net debt to 20% of GDP by 2021/22. The spending plans set out in 
the fiscal plan and used in the preliminary HYEFU forecast are consistent with this and 
therefore we would not advise materially moving away from these.   

39. As part of developing your fiscal strategy, a key factor is setting budget allowances 
(both for operating and capital expenditure).  This section briefly outlines some 
background to budget allowances, before considering how they could be presented as 
part of the 2017 HYEFU and 2018 BPS. 

Background to allowances  

40. Budget allowances are an important feature of New Zealand’s Fiscal Management 
Approach.  The allowance is usually set in advance of the Budget in accordance with 
the Government’s fiscal strategy.  The Budget Policy Statement is usually where the 
Government sets out their intended allowances for the upcoming Budget. The key 
aspects of the operating and capital allowances are: 

• The operating allowance is the pool of new operating funding available at each 
Budget. Funding is appropriated per annum in perpetuity. 

• The capital allowance is new investment for capital projects. It is in addition to 
depreciation funded projects which are already included in departmental 
baselines. Unlike the operating allowance, the capital allowance provides one off 
cash funding injections. Our standard practice is to count the net impact of a 
capital initiative over the next ten years against the capital allowance. The cash 
profile of these investments is reflected in the forecasts over the period it occurs. 

41. We generally think of an allowance as a net amount allocated for new policy initiatives 
or cost increases in existing policy.  It can be allocated either to expenditure or revenue 
policy changes.  Given that the bulk of the allowance is usually allocated to the 
expenditure side, it is often referred to as an allowance for new spending.  The net 
concept means that spending increases and any revenue reductions can be offset by 
savings initiatives or revenue raising initiatives (for example, you can have a total gross 
new spend of $2.1 billion per annum offset by $500 million of savings which gives a net 
new spend of $1.6 billion per annum). 
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42. The allowance forms a self-imposed cap on expenditure growth.  Under the policy of 
fixed nominal baselines, agencies’ baselines do not get automatically adjusted for 
inflation.  Therefore, all changes to expenses and revenue are funded from the 
allowance. 

What the fiscal plan provides for 

43. The fiscal plan provides for additional new operating and capital spending – and as you 
are aware some of this has been tagged to specific areas (e.g., health and education) 
whereas some has been left as an unallocated allowance – see tables below:   

Table 3: Fiscal plan new operating spending   

$ million 2017/18 2018/19 2019/20 2020/21 2021/22 Total 
Specific commitments       495     3,524     4,790     6,058     7,488 22,355 
Operating allowance       913        835        879     1,473     3,430   7,530 
Total forecast gross new 
spending    1,408     4,359     5,669     7,531   10,918 29,885 

Additional revenue       586     2,201     2,230     2,341     2,373   9,731 

Total forecast net new spending       822     2,158     3,439     5,189     8,544 20,154 
Nb; this excludes additional finance costs which we treat as outside of the allowances. 
 
Table 4: Fiscal plan new capital spending   

 $ million 2017/18 2018/19 2019/20 2020/21 2021/22 Total 
Total forecast unallocated new 
capital spending        346   1,353     2,185     2,635     3,612 10,131

Additional specific commitments 
(KiwiBuild and NZSF)     2,500   1,000     1,500          16        330   5,346

Total forecast new capital 
spending     2,846   2,353     3,685     2,651     3,942 15,477

 
44. As you are aware, these allowances are required to fund a number of items which will 

put pressure on managing within the total fiscal envelope signalled in the fiscal plan 
($29.9 billion operating and $15.5 billion capital).  These include: 

 
• the 100 day plan ($8.3 billion operating, $5.3 billion capital);  
• remaining fiscal plan specific commitments ($14.1 billion operating);  
• any fiscal implications arising from the coalition and confidence & supply 

agreements (for example, $1 billion per annum Provincial Growth Fund and $100 
million Green Investment Fund);  

• agency cost pressures (estimated at $1.8 billion operating per annum for Budget 
2018, and nearly $18 billion of capital pressures);  

• unquantified and potentially significant fiscal risks (eg, pay equity settlements); 
and 

• any changes to specific items as more accurate costings come in from agencies 
 
45. Some of these items may overlap. For example, the fiscal plan commitments for health 

and education may fund some of the cost pressures being signalled by agencies in 
those areas. 

46. While slightly higher forecast tax revenues in our preliminary forecasts (driven by a 
larger nominal economy) provide the potential to increase allowances, there may well 
be downside movements to our forecasts as we finalise them (due to a combination of 
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recent data releases and more certainty over new policy impacts) and we would 
recommend maintaining a small buffer for any future adverse changes. 

Presenting allowances 

47. There are a number of ways to present expenditure intentions.  The fiscal plan 
highlighted one way which was to allocate a large share of new funding to specific 
areas and initiatives, with a smaller general operating allowance, and to focus on 
expenditure in each fiscal year rather than setting out budget allowances. This departs 
from the standard practice of presenting a set allowance for each specific budget with 
limited pre-allocation to specific initiatives / areas.  The tables below show how the 
allowances were presented in the PREFU. 

Table 5: PREFU operating allowances    

Forecast New Operating Spending 
2017 2018 2019 2020 2021 

$m $m $m $m $m 

    
Unallocated contingencies 230 293 334 330 356
Forecast new spending for Budget 2018 - - 1,637 1,583 1,524
Forecast new spending for Budget 2019 - - -  1,734 1,734
Forecast new spending for Budget 2020 - - -  -  1,769

Total forecast new operating spending 230 293 1,971 3,647 5,383

 
Table 6: PREFU capital allowances    

Forecast New Capital Spending 
(annual) 

2017 2018 2019 2020 2021 Post-
2021 Total

$m $m $m $m $m $m $m

      
Unallocated contingencies 170 346 731 465 245 -  1,957
Forecast new spending for 
Budget 2018 -  100 472 401 400 200 1,573
Forecast new spending for 
Budget 2019 - - 100 678 545 750 2,073
Forecast new spending for 
Budget 2020 - - -  100 734 1,239 2,073
Forecast new spending for 
Budget 2021 - - -  - 100 2,400 2,500
Total forecast new capital 
spending 170 446 1,303 1,644 2,024 4,589 10,176

Forecast new capital spending 
(cumulative) 170 616 1,918 3,562 5,586    

 

48. If you want to retain some flexibility to make alterations to the timing of expenses in 
your fiscal plan, as well as acknowledging that cost estimates may change, there would 
be benefit in translating the fiscal plan into a general operating and capital allowance 
for presentation at HYEFU. This is with the exception of the 100 day plan, which will 
form part of the mini-budget. This would also allow you to rephase your allowances, 
whilst still remaining consistent with the fiscal plan.  

49. The Treasury’s standard presentation of Budget allowances could be supplemented 
with some discussion of the commitments in the fiscal plan to provide greater 
transparency around future spending intentions.  
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Operating allowances as implied by the fiscal plan 

Table 7: Operating allowances as implied by the fiscal plan    

$ millions 2017/18 2018/19 2019/20 2020/21 2021/22      Total

1. Additional Revenue  
586 

 
2,201 

 
2,230 

  
2,341  

  
2,373  

 
9,731 

2. Spending Commitments from 
Fiscal plan  
(excl. Finance costs) 

 
495 

 
3,524 

 
4,790 

  
6,058  

  
7,488  

 
22,355 

3. Fiscal plan operating allowance  
913 

 
835 

 
879 

  
1,473  

  
3,430 

 
7,530 

4. Net operating impact from 
Fiscal plan 

 
822 

 
2,158 

 
3,439 

  
5,190  

  
8,545  

 
20,154 

5. Remove net impact of 100 Day 
Plan 

 
177 

 
354 

 
372 

  
243  

  
25  

 
1,171 

6. Spending available for Future 
Budgets 

 
999 

 
2,512 

 
3,811 

  
5,433  

  
8,570  

 
21,325 

7. Implied budget allowance 
(incremental increase) 

 
999 

 
1,513 

 
1,299 

  
1,622  

  
3,137   

 

50. The fiscal plan sets out additional revenue, additional operating spending commitments 
and a generic operating allowance. From this, we calculate the net operating impact 
from the fiscal plan (row 4 in Table 7).   

51. From this, we strip out the impacts of the 100 day plan (row 5) as this will be committed 
to alongside HYEFU, and will not form part of the general operating allowance. Overall, 
the operating impact of the 100 day plan is slightly fiscally-positive, as detailed in Table 
8. It therefore adds to the remaining spending available for future budgets (row 6). 
However, we are aware that costings of individual items in the 100 day plan are firming 
up over the coming weeks. We have provided you with advice (through the Budget 
2018 strategy slide pack) recommending that any variances to the net fiscal impact of 
the 100 day plan be managed through the Budget 2018 allowances. 

Table 8: Revenue and expenses in the 100 day plan    

$ million 2017/18 2018/19 2019/20 2020/21 2021/22 Total
Additional Revenue - from 100 
Day Plan 

            
586  

         
2,126  

         
2,155  

         
2,266  

         
2,298  

         
9,431  

Additional Expenses - from 100 
Day Plan 

            
409  

        
1,772  

        
1,783  

        
2,023  

         
2,273  

         
8,260  

Net impact of 100 Day Plan             
177  

            
354  

            
372  

            
243  

              
25  

         
1,171  

 

52. In order to turn this into a budget operating allowance, we can take the incremental 
increase in the spending available for future budgets. This assumes that the Budget 
2018 allowance allocates the incremental increase in ongoing operating funding in 
2018/19, the Budget 2019 allowance allocates the incremental increase in funding in 
2019/20, and so on. Row 7 above in Table 7 shows what the operating allowance 
would be with no rephasing, after the impact of the 100 day plan has been stripped out.  

53. The budget allowances (shown in Chart 1 below) and the spending set out in your 
fiscal plan (after the costs of the 100 day plan) sum to the same amount - $21.325 
billion.  
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Chart 1: Budget allowances as implied by the fiscal plan  

 

Rephasing operating allowances 

54. There is the opportunity to rephase these allowances to reflect: 

• That the $999 million available for allocation in 2017/18 is unlikely to be allocated 
in that fiscal year. There is $86 million allocated in your fiscal plan outside of the 
100 day plan: $21 million for health, $15 million for IRD investigation staff and 
$50 million for smaller expenditure commitments. Other than this, we understand 
it is unlikely that further costs will be incurred in 2017/18 – therefore $913 million 
could be reallocated to other years.  

• That in some budgets there is greater headroom in addition to the fiscal plan than 
in others e.g. in Budget 2021 there would be an allowance of $3.137 billion but 
the additional expenditure in the fiscal plan for this year is approximately $1.2 
billion, after stripping out the costs of the 100 day plan.  

• The impact of the unallocated contingencies set up by the previous Government. 
Some of these could be reprioritised to meet pressures in the fiscal plan but we 
recommend that at least some of these contingencies should be kept in place. 
We will be providing you with advice on this. If the decision to reprioritise is not 
taken by the time HYEFU forecasts are finalised, then the total amount of the 
unallocated contingencies will be recognised in HYEFU, but these will be a 
source of possible savings to count against future budget allowances.  

55. You could rephase your allowances to broadly reflect the timing of your remaining fiscal 
plan commitments after the 100 day plan costs and the cost of the unallocated 
contingencies have been removed and to spread any remaining headroom evenly over 
each Budget to meet any additional pressures. This would not give an even profile of 
allowances, it would reflect that you have larger upfront commitments in your fiscal 
plan. The allowances below provide for around $500 million of headroom, in addition to 
the specific commitments in the fiscal plan, for each budget. These allowances sum to 
$62 million less than contained in your fiscal plan across five years. More detail on how 
these have been calculated in is annex B.  
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Table 9: Rephased budget operating allowances as implied by the fiscal plan 

$ million 2017/18 2018/19 2019/20 2020/21 2021/22 Total 
Unallocated contingencies         492         333        320        359         359 1,863 
Budget 2018             0 2,300 2,300 2,300 2,300 9,200 
Budget 2019             -             - 1,700 1700 1700 5,100 
Budget 2020             -            - - 1,700 1700 3,400 
Budget 2021             -            - - - 1,700 1,700 
Total new operating 
spend 492 2,633 4,320 6,059 7,759 21,263 

 
Rephasing capital allowances 

56. The fiscal plan highlights a total of over $15 billion of new capital investments, in 
addition to the planned contributions to the NZSF in 2020/21 and 2021/22 in PREFU.  
After removing specific commitments (KiwiBuild and NZSF contributions), there is 
around $10.1 billion of unallocated capital funding to meet pressures and other 
commitments, including unallocated contingencies.  

57. As per the previous section on operating allowances, if you want to present capital 
allowances in the standard format for an Economic and Fiscal Update, we need to 
create budget allowances. These reflect the amount of capital allocated in each budget, 
as opposed to the fiscal year cash impact – as set out above in the PREFU 
allowances. It is necessary to model, even if simplistically, the possible profile of the 
fiscal year impact of each budget allowance as this will determine how much can be 
allocated in each Budget whilst still living within your net debt target. For example, 
because of the likely timing of expenses, any capital allocated in Budget 2021 is 
unlikely to impact on your net debt target.  

58. To do this, we make an assumption about the likely profile of capital expenditure out of 
each budget allowance. We have presented an option of $2.7 billion capital allowances 
for each Budget, which is roughly within the fiscal envelope presented in the fiscal plan 
($10.151 billion compared to $10.131 billion in the fiscal plan):  

Table 9: Rephased capital allowances  

$ million 2017/18 2018/19 2019/20 2020/21 2021/22 Post-2022 Totals
Unallocated contingencies 276 765 465 245 - - 1,751
Budget 2018 100 1,100 800 500 200 - 2,700
Budget 2019 - 100 1,100 800 500 200 2,700
Budget 2020 - - 100 1,100 800 700 2,700
Budget 2021 - - - 100 1,100 1,500 2,700
Total new capital spend 376 1,965 2,465 2,745 2,600 2,400 12,551
Total new capital spend 
across the forecast 
period    10,151

 
59. As per the operating allowance options, while these allowances may on the face of it 

provide for significant funding, the volume of expected pressures (nearly $18 billion 
signalled by agencies) mean that these levels of allowances will still be tight and other 
options will need to be explored.  
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2018 Budget Policy Statement 

60. The BPS provides a key opportunity for the Government to outline its fiscal strategy, 
intentions, and overarching budget priorities. We expect the material in the fiscal plan 
and Budget responsibility rules will provide the basis and focus for the BPS.  

61. The PFA includes some particular requirements of the BPS: it must, state the 
Government’s short-term intentions (covering at least the next two financial years) and 
long-term objectives (covering 10 years or more) for fiscal policy and, in particular, for 
the main fiscal aggregates: total operating expenses; total operating revenues; the 
balance between total operating expenses and total operating revenues; the level of 
total debt; and the level of total net worth.  

62. The BPS must also outline the Government’s strategy for managing expenditure, 
assets, and liabilities; assess the consistency of the short-term intentions with the long-
term objectives; and explain how short-term intentions and long-term objectives accord 
with the principles of responsible fiscal management. 

63. The BPS must also state for the next year: the overarching policy goals that will guide 
the Government’s Budget decisions; the policy areas that the Government will focus on 
in that year; and how the Budget for that year accords with their short-term intentions. 

64. The Budget Responsibility Rules and fiscal plan will meet some of these requirements 
but there are other elements that will need to be fleshed out further.  

65. The BPS is your document (rather than the Treasury’s like the HYEFU). We will work 
with your Office on drafting the BPS.     

Developing your long-term Fiscal Strategy 

66. Consistent with the fiscal strategy advice we provided in our Briefing to the Incoming 
Minister of Finance and the principles of responsible fiscal management in the PFA 
(see Annex 1), we would recommend setting your fiscal strategy and completing the 
remaining BPS requirements based on the following key considerations: 

a Reducing net core Crown debt as a share of GDP helps to rebuild fiscal buffers 
and ensure fiscal policy can support the economy following a shock. Net debt has 
declined from its peak of 25.5% of GDP in 2012/13 to 22.2% in 2016/17 and we 
see value in some further reductions in net debt while the economy is strong. 
This is to provide a buffer for net debt to rise following a negative shock to 
government finances, cushioning the economic impact and avoiding the need for 
immediate spending cuts or tax increases. It is difficult to determine the optimal 
level of net debt to target in the longer-term and debt is likely to fluctuate over a 
wide range reflecting shocks facing the economy. Stress test scenarios produced 
by the Treasury last year estimated the effects of certain stress events (such as a 
major earthquake). These show an increase in net debt as a share of GDP by 
between 3 and 17 per cent.3 Net debt has increased by 10 per cent of GDP on 
average following recessions – though there is a large range around this (-10 to 
+23).  

 

 

                                                
3 This earlier modelling was based on stylised scenarios. We can provide more information on this earlier analysis if it would be 

helpful. 
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Chart 2: Change in net debt as a share of GDP following recessions  

 

Monetary policy usually responds to economic shocks before fiscal policy. The 
official cash rate (OCR) was reduced by 5.75 percentage points in response to 
the GFC. With the current rate of 1.75% there is less space for monetary 
policy to respond to a large future shock. Net debt (currently 22% of GDP) is 
still significantly above the pre-GFC level of around 5% of GDP. We therefore 
see value in reducing net debt as share of GDP further while the economy 
strong.  

b Focusing on running an OBEGAL surplus of 1-3% of GDP in normal times 
to achieve a gradual decline in net debt as share of GDP.  This would allow 
space to run a deficit and increase debt following a negative shock. Evidence 
suggests that economies that are in a surplus position when a shock hits face 
lower increases in net debt following a shock.  

As a rule of thumb, stabilising net debt as a share of GDP at a prudent level 
requires an operating surplus of a little under 1% of GDP, given reasonable 
assumptions about capital expenditure. We recommend a larger operating 
surplus be targeted in normal times so as to allow a deficit following an 
economic shock, whilst still averaging an operating surplus large enough to 
stabilise net debt as a share of GDP over the cycle. A focus on the surplus in 
“normal times” avoids some of the practical difficulties associated with framing 
objectives in terms of the economic cycle – for example, the difficulties in 
assessing the cyclical position of the economy, particularly in real time.  

We estimate that OBEGAL surpluses of 1-3% of GDP will lead to debt 
reductions of 4-16% of GDP over seven years. This range seems about right 
to offset any possible shocks that we might expect roughly once a decade 
(given there are likely to be a few years of deficit following a large shock).  

Table 10: Change in net debt from running different OBEGAL surpluses  

 2020/21 
(Debt/GDP) 

2027/28 
(Debt/GDP) 

Change in net 
debt over 7 
years 
(percentage 
points) 

Average annual 
change 
(percentage 
point) 

1% OBEGAL 18.8% 14.7% -4.1% -0.6% 
2% OBEGAL 18.8% 8.5% -10.3% -1.5% 
3% OBEGAL 18.8% 2.3% -16.5% -2.4% 
Note: Based on PREFU forecast. Assumes OBEGAL surpluses of 1-3% from 2021/22 onwards and capital allowances of 
$2.5bn plus 4.5% annual growth. 
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c Think about long-term drivers: An ageing population will place upward 
pressure on some areas of government spending such as superannuation and 
health over the next few decades. While adjustments to policy settings will be 
needed to achieve a sustainable fiscal position over time, keeping net debt low 
and contributing to the NZS Fund in the next decade can help prepare for these 
rising costs.  

d Avoid pro-cyclical fiscal policy: Automatic fiscal stabilisers help dampen the 
economic cycle by automatically increasing revenue and reducing spending in an 
economic upturn (and vice versa in a downturn). This can help monetary policy to 
support stability in interest rates, exchange rates and employment.  To avoid 
exacerbating the economic cycle, unexpected increases in revenue that are 
driven purely by an upswing in the cyclical position of the economy should be 
used to reduce debt further, and cyclical falls in revenue in downturns should be 
looked through by allowing a higher debt path.  

e Manage the balance sheet: Reducing debt or increasing liquid assets generally 
strengthens the fiscal position, providing greater flexibility to deal with unexpected 
shocks. Building up asset funds, such as the NZSF, can support specific fiscal 
management objectives. We have provided a separate Treasury Report on 
restarting contributions to the NZSF (T2017/2387 refers).  

The annual domestic core Crown funding programme funds any shortfall between 
revenue and the core Crown’s operating, investing and financing activity. The 
funding strategy aims to minimise the Crown’s borrowing costs over the long 
term, with due consideration to risk. Borrowing costs are largely a function of 
global market conditions and domestic economic and fiscal policy settings. Our 
advice is to maintain the level of NZ Government Bonds (NZGB) on issue at not 
less than 20% of GDP to maintain a sustainable market across a range of fiscal 
outcomes, which supports resilient access to funding for the Crown. This target 
was first announced in Budget 2017 and maintaining this would send a signal to 
investors to help support future liquidity in the bond market. We will provide 
further advice on this.  

Short term fiscal intentions and long-term objectives for the Budget Policy Statement  

67. Based on the Budget Responsibility Rules (BRR) and the principles set out above, we 
have produced a mock-up of your short-term intentions and long-term objectives 
required for the BPS.  

68. The key short-term anchor to this fiscal strategy is the BRR to reduce net debt to 20% 
within five years of taking office. As shown in the table below, we recommended being 
explicit about the year this refers to in the BPS for clarity.  

69. The key long-term anchor for this fiscal strategy is the BRR to deliver a sustainable 
operating surplus across an economic cycle. This fits with the key considerations the 
Treasury would recommend as set out above (in particular, running an OBEGAL 
surplus of 1-3% in normal times). We recommend targeting this level of surplus as we 
calculate that this would result in declining net debt as a share of GDP, allowing it to 
rise again following a shock. In addition, there are practical difficulties with assessing 
where the historic cyclical position of the economy (for example, data revisions can 
rewrite the story), as well as much uncertainty about estimating the size of the output 
gap in real time and forecasting it in the future.   
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Table 10: Possible short-term intentions and long-term objectives to meet BPS requirements  

  Short-term intentions  Long-term objectives  

Operating 
balance  

Suggested language: 
Our intention is to run 
operating surpluses to 
ensure net debt falls to 
20% of GDP in 2021/22 
  

BRR rule: The Government will deliver a sustainable 
operating surplus across an economic cycle. 
Suggested additional language: To achieve this, 
we will aim to run an operating surplus in normal 
times of around 1-3% of GDP, so that deficits can be 
sustainably run in response to negative shocks  

Revenue  

Suggested language: 
Our intention is to ensure 
sufficient revenue to meet 
the operating balance 
objective.   

BRR rule: The Government will ensure a progressive 
taxation system that is fair, balanced, and promotes 
the long-term sustainability and productivity of the 
economy. 

Expenses 

Suggested language: 
Our intention is to ensure 
expenses are consistent 
with operating balance 
objective.  

BRR rule: The Government will take a prudent 
approach to ensure expenditure is phased, 
controlled, and directed to maximise its benefits. The 
Government will maintain its expenditure to within the 
recent historical range of spending to GDP ratio & 
The Government will prioritise investments to address 
the long-term financial and sustainability challenges 
facing New Zealand. 
Suggested addition: there are benefits in specifying 
a level e.g. around 30% of GDP as mentioned in the 
fiscal plan. 

Total 
debt 

BRR rule: The 
Government will reduce 
the level of Net Core 
Crown Debt to 20% of 
GDP within five years of 
taking office. 

Suggested language: The Government will 
gradually reduce net debt as a share of GDP to allow 
it to rise in response to negative shocks. Maintain the 
level of NZ Government Bonds (NZGB) on issue at 
not less than 20% of GDP to maintain a sustainable 
market  

Net worth  

Suggested language: 
Our intention is to 
increase net worth 
consistent with the 
operating balance 
objective.  

Suggested language: The Government will 
strengthen net worth and the balance sheet by 
delivering operating surpluses in good times to 
reduce net debt and making NZSF contributions, 
providing a buffer for dealing with adverse shocks. 

 
Other elements of the BPS 

70. The PFA requires the BPS to include information covering the Government’s strategy 
for managing expenditure, assets and liabilities and we will provide you with further 
advice on what this could include.  

Macroeconomic policy mix  

71. The PFA requires you to consider the impact of your fiscal strategy on monetary policy. 
The preliminary economic forecasts show an economy that is currently operating at 
close to capacity and is expected to face capacity constraints over the next few years. 
In this environment, some tightening in macroeconomic policy over the forecast period 
(either monetary or fiscal) is appropriate. Our preliminary forecasts factor in a gradual 
tightening of monetary policy from the current low base.  
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72. The timing of operating expenditure set out in the fiscal plan leads to a more cyclical 
profile for real GDP growth than in the PREFU (higher initially and lower later). 
Because the economy is facing capacity constraints and monetary policy is expected to 
be tightening, slightly more expansionary fiscal policy in the near term may result in 
more monetary policy tightening than otherwise, resulting in higher interest and 
exchange rates.  

73. However, the stance of fiscal policy is just one factor that will be taken into account by 
the Reserve Bank in setting monetary policy. Other developments in the economy will 
also have a bearing on future OCR settings, such as the recent softening in the near 
term growth outlook.   

74. In order to keep further pressure off interest and exchange rates, fiscal policy should 
not respond to the economic cycle by spending increases in tax revenue that reflect 
purely cyclical factors. This may mean that if the economic cycle turns out stronger 
than expected, it would be appropriate to run larger surpluses than otherwise. 

Fiscal impulse indicator 

75. The Treasury produces a “fiscal impulse” indicator, which is the Treasury’s main tool 
for assessing whether the fiscal policy in a given year is expansionary, contractionary 
or neutral towards the economy compared to the previous year.4 The indicator helps us 
to assess whether fiscal policy is being countercyclical or procyclical. The Treasury 
publishes the fiscal impulse as part of the HYEFU document.  

76. Our fiscal forecasts based on the fiscal plan indicate that the stance of fiscal policy is 
expected to be slightly more expansionary than PREFU, on average, over 2017/18 to 
2020/21. The estimated cumulative impact of the fiscal impulse over the four years to 
2020/21 is 0.3% of GDP, compared with an estimate of 0.05% of GDP over the same 
period at PREFU. As a rule of thumb the Treasury treats a fiscal impulse within the 
range of -0.5% to 0.5% of GDP as broadly neutral, given the measurement uncertainty.  

77. Because of the phasing of spending in the fiscal plan, most of the estimated 0.3% GDP 
fiscal impulse reflects an expansion in the 2017/18 year, with the impulse actually 
being mildly contractionary over the following three years. Any changes in the phasing 
of expenditure will alter the profile – with smoother spending plans contributing to a 
smoother fiscal impulse.  

Next Steps 

78. The Treasury can discuss any aspect of this report with you or your Office.  We will 
draft a Cabinet paper to take to your colleagues on 20 November which will outline the 
preliminary economic and fiscal forecasts, your budget and fiscal strategies, including 
specific budget priorities and allowances, and what you intend to publish in the 2018 
BPS. A draft will be provided to you on 10 November. 

                                                
4 The fiscal impulse is the aggregate result of the year-on-year change in Government expenditure (as a % of GDP) and the 

change in tax receipts (as a % of GDP) after removing cyclical factors (eg, higher tax receipts in an upturn or higher 
unemployment expenditure in a downturn).  Fiscal expansion can occur when, for example, discretionary government 
spending increases or there are tax reductions (and vice versa for fiscal contraction).  
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Annex A: PFA principles of responsible fiscal management  

Section 26 G) of the PFA outlines the following principles: 

(1)  The Government must pursue its policy objectives in accordance with the following 
principles (the principles of responsible fiscal management): 

(a)  reducing total debt to prudent levels so as to provide a buffer against factors that 
may impact adversely on the level of total debt in the future by ensuring that, until those 
levels have been achieved, total operating expenses in each financial year are less 
than total operating revenues in the same financial year; and 

(b)  once prudent levels of total debt have been achieved, maintaining those levels by 
ensuring that, on average, over a reasonable period of time, total operating expenses 
do not exceed total operating revenues; and 

(c)  achieving and maintaining levels of total net worth that provide a buffer against 
factors that may impact adversely on total net worth in the future; and 

(d)  managing prudently the fiscal risks facing the Government; and 

(e)  when formulating revenue strategy, having regard to efficiency and fairness, 
including the predictability and stability of tax rates; and 

(f)  when formulating fiscal strategy, having regard to the interaction between fiscal 
policy and monetary policy; and 

(g)  when formulating fiscal strategy, having regard to its likely impact on present and 
future generations; and 

(h)  ensuring that the Crown’s resources are managed effectively and efficiently. 

(2)  However, the Government may depart from the principles of responsible fiscal 
management if— 

(a)  the departure from those principles is temporary; and 

(b)  the Minister, in accordance with this Act, states— 

(i)  the reasons for the departure from those principles; and 

(ii)  the approach the Government intends to take to return to those principles; 
and 

(iii)  the period of time that the Government expects to take to return to those 
principles. 
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Annex B: Calculation of operating allowances 

The table below presents the funding available to allocate in the fiscal plan, after subtracting 
the 100 day plan expenditure and revenue commitments (row 1). It then subtracts the 
unallocated contingencies and the specific commitments in the fiscal plan (excluding the 100 
day plan) to give the remaining amount to be allocated over the next five years (row 5). This 
amount - $5.3 billion – is spread evenly over the next four budgets providing $537 million per 
Budget allowance. This is added to the incremental increase in the commitments already 
outlined in the fiscal plan (excluding the 100 day plan) to create a series of budget 
allowances (row 8). 

We’ve then rounded these allowances (row 9). In HYEFU, we would usually not have a 
budget allowance for 2017/18, so we have removed this allowance but increased the Budget 
2018 allowance to reflect that these costs could be met at Budget 2018. 

Table B.1: Calculation of rephasing option for operating allowances 

Fiscal year ending June ($ million) 2017/18 2018/19 2019/20 2020/21 2021/22 Total 

1. Available to allocate, excluding 
100 day plan 999 2,512 3,811 5,433 8,570 21,325 

2. Unallocated contingencies 492 333 320 359 359 1,863 

3. Remaining after unallocated 
contingencies (Row 1 – Row 2) 507 2,179 3,491 5,074 8,211 19,462 

4. All other remaining fiscal plan 
operating commitments, excluding 

100 day plan 
86 1,752 3,007 4,036 5,216 14,097 

5. Headroom remaining after 
specific commitments 

(Row 3 – Row 4) 
421 427 484 1,038 2,995 5,365 

6. Smoothing remaining headroom 
across budgets 0 537 537 537 537  

7. Incremental increase in fiscal 
plan commitments, excluding 100 

day plan commitments 
86 1,666 1,255 1,029 1,180   

8. Allowances (Row 6 + Row 7) 86 2,203 1,792 1,566 1,717  

9. Rounded allowances 0 2,300 1,700 1,700 1,700   

10. Total rephased allowances plus 
unallocated contingencies      21,263 
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