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Key to sections of the Official Information Act 1982 under which information has been 
withheld. 

Certain information in this document has been withheld under one or more of the 
following sections of the Official Information Act, as applicable: 

[1] 9(2)(a) - to protect the privacy of natural persons, including deceased people 
  
[2] 9(2)(f)(iv) - to maintain the current constitutional conventions protecting the 

confidentiality of advice tendered by ministers and officials  
 
[3] 9(2)(g)(i) - to maintain the effective conduct of public affairs through the free and 

frank expression of opinions 
 
[4] 9(2)(b)(ii) - to protect  the commercial position of the person who supplied the 

information or who is the subject of the information 
 
[5] 9(2)(k) - to prevent the disclosure of official information for improper gain or 

improper advantage 
 
[6] 9(2)(j) - to enable the Crown to negotiate without disadvantage or prejudice 
 
[7] 6(a) - to prevent prejudice to the security or defence of New Zealand or the 

international relations of the government 
 
[8] 9(2)(h) - to maintain legal professional privilege 
 
[9] 6(c) - to prevent prejudice to the maintenance of the law, including the 

prevention, investigation, and detection of offences, and the right to a fair trial 
 
[10] 9(2)(d) - to avoid prejudice to the substantial economic interests of New 

Zealand 
 
[11] 9(2)(i) - to enable the Crown to carry out commercial activities without 

disadvantage or prejudice. 

Where information has been withheld, a numbered reference to the applicable section 
of the Official Information Act has been made, as listed above. For example, an [8] 
appearing where information has been withheld in a release document refers to section 
9(2)(h). 

In preparing this Information Release, the Treasury has considered the public interest 
considerations in section 9(1) of the Official Information Act. 



Medium-term expenditure control to support social and economic objectives, and ensure fiscal responsibility 

1. There have been major changes in the net impact of 
government spending over the last decade 

Preliminary Treasury analysis points to major changes in the net impact of 
government spending and taxes over 1he last decade. 

Over the nine year period between t997/98 and 2006/07, deciles towards 
the middle of the income distribution have benefited significantly from 
growth in social services expenditure on an average household basis (see 
figure 1 ). The analysis suggests that there may be scope to review why 
households in the middle to upper income deciles have enjoyed increased 
spending over 1his time period and also to consider ways to reverse some 
of that increase. Our current analysis does not reflect the full effect of 
interest free student loans, KiwiSaver subsidies and Working for Families 
tax credits -therefore analysis for 1he year 2009/1 o may reveal even 
more spending across middle income deciles. 

1 : Middle-Income households have benefltled sign lflcantly from growth In 
social services over the last decade 
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The social development, health and education sectors account for over 
half the growth in expenditure over the last five years (figure 2), reflecting 
policy decisions such as interest free student loans, early childhood 
education, Working for Families, new initiatives expanding public health 
services, and increased primary health subsidies. lt also reflects funding 
of cost pressures such as demographic and cost pressures in health and 
education, as well as rising NZ Superannuation and other benefit costs. 

2: Over half the growth In the last decade went to the social development, 
health and education sectors 
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2. There are significant expenditure challenges ahead 

The scope and intensity of state services has increased over the last1 o 
years. However, the revenue assumptions underpinning those policies 
when introduced have not held up, and the cost of policies has been 
higher than expected. The result is that the total cost of the current set of 
policies exceeds the financing flows. This gap is likely to increase over 
time, as population ageing and rising expectations on the state expand 
demand. 

Although the economy is now in recovery phase, Treasury's current 
assessment going into the 2010 Half-Year Update is that fiscal strategy 
will need to be set without the prospect of a strong rebound in growth. 

Under the current fiscal strategy, and based on existing service levels and 
Treasury's initial assessment of cost pressures, 1he Crown may face 
approximately $2.3 billion per annum in pressure by 2014/15 over and 
above what could be funded from the current operating allowances of $1 .1 
billion (growing at2% per annum). By 2019/20 this gap would increase to 
approximately $7.0 billion. 

Pressures exceed existing fiscal strategy by $2.3 billion by 2014/15 
$ billion 
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There are two broad options to manage this challenge: either lowering the 
overall cost of government services, or increasing government revenue. 

We think that you should focus on lowering cost in the first instance, as we 
observe poorly targeted expenditure from an economic growth 
perspective, together with some examples of inefficiency. This leaves 
fewer resources available for the tradable sector . 

Revenue options which rely on higher personal or company tax would be 
economically damaging. We would not rule out revenue base broadening 
options (e.g. GST, land or property taxes) as part of the long-term 
solution, but the sheer size of current spending pressure means it is 
prudent to focus on the expenditure side first. 

There is also some merit in seeing the steady state impact of the last set 
of tax reforms before deciding what next in terms of growth enhancing tax 
changes and their fit with fiscal consolidation. 

3. Macroeconomic policy needs to mitigate risks and help the 
rebalancing process 

Genuine improvements in living standards need to be based on sustained 
economic growth. We 1hink progress is needed across a broad economic 
agenda (see panel 8), wi1h a major challenge being New Zealand's high 
external indebtedness and the impact this has on vulnerability and 
economic performance. This is likely to require action across a number of 
policy areas. Alongside private saving, Government saving has a role to 
play. 

Fiscal policy in Budgets 2009 and 201 o took a measured approach 1hat 
balanced short-term considerations, such as the operation of automatic 
fiscal stabilisers, and signalled a medium-term fiscal consolidation. 

We think there are strong arguments for improving 1he fiscal position 
relative to 1he current fiscal strategy, these include: 

• Rebuilding a buffer for future shocks- including economic shocks (e.g. 
another global financial and economic crisis) and natural disasters; 

• Assisting the rebalancing of the economy through lower interest rates 
and exchange rates; and 

• Preparing for the costs of an ageing population. 

Although government debt levels are relatively low by historical and 
international standards, New Zealand's net external liabilities are among 
1he largest in the developed world. A faster fiscal consolidation would 
mean we were better placed to adjust on our own terms rather ihan under 
more challenging economic and fiscal conditions (e.g. the fiscal austerity 
packages being implemented in Ireland, Greece and the United Kingdom). 

Relatively low government debt sits alongside high country debt 
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Overall, there is a case for placing relatively more weight on the near term 
fiscal path, including an emphasis on 1he structural and primary fiscal 
balances, international comparisons, and the principles of the Public 
Finance Act1 989. Along all these dimensions 1he fiscal position is 
becoming more challenging. 



4. Improved budget management tools will help you realise 
you fiscal strategy 

The fiscal management approach (FMA) is a set of rules for managing 
spending and revenue designed to assist the Government in achieving its 
fiscal strategy. The current FMA is weak in meeting this goal because a 
significant proportion of expense increases fall outside the operating 
allowance, as shown in the chart below. 

The current FMA does not adequately help the Government to manage 
risks to its fiscal strategy- particularly if higher-than-forecast increases in 
expenses outside the allowance occur over the next couple of years. If 
combined with revenue growth that is no higher than forecast, those 
higher expenses would impede the planned reduction in the deficit (i.e. a 
slower return to surplus). Under that scenario, maintaining the credibility of 
the fiscal strategy and its intended degree of consolidation could require a 
large and sudden reduction in the operating allowance and baselines. 

Change is needed to enable Ministers to focus on total spending -not just 
the allowances. 

A significant portion of growth in expenses over the forecast period will 
occur outside the operating allowance 
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• Improving the current reporting of fiscal impacts to ensure 
Ministers have a full picture of changes across the year and better 
opportunities to scrutinise expense increase occurring outside the 
allowances. 

• Widening the scope of the operating allowance to ensure that there 
is a stronger relationship between the fiscal strategy and actual total 
spending -this means including in-year revisions to forecast expenses 
in the operating allowance. 

These proposed changes to the FMA would continue to allow for 
responses to major shocks (e.g. the Canterbury earthquake) in the context 
of existing shock absorbers (i.e. EQC) and the role of net debt as a buffer 
more generally. 

5. Fiscal strategy across the next few Budgets 

The lead times in changing the direction of expenditure and the 
importance of signalling changes to the Reserve Bank and the wider 
economy suggests a phased multi-year approach. Deciding in advance to 
make fiscal savings will help the Government ensure that the areas where 
savings are made are the most appropriate and enduring. A phased 
approach also provides time to adjust fiscal plans if circumstances change 
significantly, and any potential short-term negative impacts on GDP will 
occur well after the negative effects of the Canterbury earthquake have 
eased. 

Our recommendation is that Budget 2011 should continue recent Budget 
trends by again lowering operating allowances. For example, the chart 
below shows the impact of having $900 million operating allowances, 
lower capital allowances starting from Budget 201 2 ($700 million) and 
more substantive baseline savings (e.g. $2 billion) in Budget 2012. Other 
options are set out in panel 6 . This revised fiscal strategy would sit 
alongside a wider set of policy changes aimed at raising growth and living 
standards. 

The onset of population ageing means that actions on longer-term fiscal 
challenges will need to be announced in the next few budgets if 
individuals are to be given sufficient time to adjust their plans. 

A revised fiscal strategy would restore the net debt buffer earlier 
%GDP 

20% 
15Dk, ····-···•···-···-···-···•···-···-···•···-···-····· 

1 0%· -------------------------------------------------

S% 

Net Core Crown Debt to GDP 

0% ~----.--~-~.-.---.1-.--.-.-.-.---.-.-.-~--
-5% - ---- ----

93/94 95!96 97/98 99100 01102 03104 OS/06 07/08 09110 11112 13!14 15116 17!16 19120 21122 23/24 

- BudgAI2010 

- OAredu~d to SM900 from Budget2011: Capexto SM700 from8udget2012, botk growing a 
2%p a . Additionally, botseline expenciture is reduced by SM2,000 in Budget2012; 

Fi~eaiYear 

The effect on economic growth from 2012, when the major fiscal savings 
occur, will most likely see a slightly slower recovery, rather than a 
contraction of GDP. Incorporating a revised fiscal strategy in the 2011 
BPS and the 201 o HYEFU forecasts gives around 18 months' lead-time 
for monetary policy. Early announcement will allow interest rates and 
exchange rates to be lower than otherwise, thereby mitigating negative 
effects. Nonetheless, there will be uncertainties around the response of 
the economy. 

Over the longer term, the fiscal package, in combination with wider 
reforms, will help shift the economy onto a more balanced (in terms of 
tradables/non-tradables, saving/investment) , and higher growth path. 

6. Implications for Budget 2011 and future budgets 

Overall objectives for Budget 2011 

Build on the approach taken in the last two budgets (where a total of 
around $4 billion was reprioritised): meeting some pressures through 
further reprioritisation and productivity improvements; 

Continue to focus on whole of spending, rather than marginal changes; 

• Place the onus on Chief Executives, working with their Ministers, to: 
1. Plan how to manage pressures over the next four years, in most 

cases without any increase to baselines; 
2. Strongly focus on reducing back office costs and identifying 

inefficiencies in the front line rather than permitting deterioration of 
a priority service; 

Greater linkages between capital and operating spending; 

Emphasise Ministers working collectively, aligning government, 
ministerial and Chief Executive incentives. 

Options for returning to surplus earlier 

1. The status quo fiscal consolidation implied by the Budget 2010 fiscal 
strategy with $1.1 billion operating allowances. Return to surplus in 
201 5/1 6 and NZS Fund contributions resuming in 2018/19; 

2. Permanently reduce operating allowances to $1.0 billion from Budget 
2011 and existing capital allowances. Return to surplus one year 
earlier and NZS Fund contributions resume in 2017/18; 

3. Permanently reduce operating allowances to $1.0 billion from Budget 
2011 and capital allowances reduced to $700 million from Budget 
2012. Baseline expenditure reduced by $1.0 billion from Budget 2012. 
Return to surplus one year earlier and NZS Fund contributions resume 
in 201 6/17; 

4. Permanently reduce operating allowances to $900 million from Budget 
2011 and capital allowances reduced to $700 million from Budget 
2012. Baseline expenditure reduced by $2.0 billion from Budget 
2012. Return to surplus two years earlier and NZS Fund contributions 
resume in 2015/16 (20% net debt reached by 2016/17 rather than 
2021 /22) . (Recommended option) 

There is limited scope to reduce the capital allowance in Budget 201 t 
given commitments to Kiwi Rail and Broad band. However, there are a 
number of options to reduce the capital allowance from Budget 2012 
onwards which could be achieved via a combination of multi-year capital 
freezes in major sectors and/or reducing the assets that the Crown owns. 
lt would be feasible to pursue an option such as halving the capital 
allowance to $700 million from Budget 2012 onwards. 

There are clearly a number of potential options/combinations that the 
Government could pursue to reduce the allowances. We will report to you 
in more detail on potential options following discussions with you. 
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7.  How to achieve this 
 
Our analysis of pressures shows that, whatever decision you make about 
the fiscal strategy, difficult trade-offs are going to be required to manage 
spending.  
 
In the short term it would be possible to achieve the existing fiscal strategy 
by setting fixed baselines for most votes without facing significant 
reductions in service. Over time however, service quality is likely to be 
eroded, and it is difficult to predict when and where problems may crop 
up. Furthermore, such an approach would not fundamentally reverse the 
upward cost trajectory and policy choices will become increasingly 
constrained.   
 
We recommend you pursue the following options: 

 
(a) Savings target 

 
A savings target is consistent with placing the onus on Chief Executives to 
do “more for less” and is the best way of achieving your fiscal strategy in 
the short term.  For example, a 2% savings target on output expenses 
could generate up to $230 million per annum in each of the next 3 
budgets. It would drive efficiencies but have some unpredictable and 
perverse impacts.   
 
We intend to report on the various design issues associated with 
implementing a savings target for Budget 2011 shortly – key issues 
include duration, expenditure base, rate and whether to include capital. 
 
(b) Getting collective agreement to an expenditure direction 
 
For 2012 and beyond, if our advice on fiscal strategy is adopted, a savings 
target will not be sufficient.  We recommend that the government sets an 
expenditure direction and makes tough policy choices across both 
operating and capital expenditure in line with that direction.  You would 
have to be prepared to consider major change in the mix of services 
funded. Early decisions that reduce the upwards cost trajectory would give 
the Government greater flexibility to reduce debt, increase allowances and 
reduce tax. 
 
Available evidence on outcomes, combined with our understanding of 
Government objectives, leads us to suggest that the Government could 
adopt three objectives around expenditure policy: 
 
• Enabling economic growth – in the long run, the most important 

contributor to living standards; 
• Protecting the vulnerable – with a focus on absolute poverty rather 

than incomes relative to society as a whole, and with greater targeting 
of social assistance; and 

• Focusing on young New Zealanders – as interventions here tend to 
have bigger effect on social mobility, affecting both long run outcomes 
and immediate needs. 

 
Possible choices include a continued focus on driving savings from core 
Government administration, flat justice sector baselines, flat tertiary 
education baselines, reduced primary care and pharmacy subsidies, 
increased asset and income thresholds for disability support, disability 
residential care and aged care home support, removing ineffective or 
unproven business assistance grants, changing access to 20 hours free 
ECE. 

  
 

(c) Capital levers 
 

Our initial thinking on balance sheet strategy provides a set of principles 
that could be used to shape the financial, commercial and social parts of 
the balance sheet over time. The Investment Statement (December) and 
National Infrastructure Plan (March) are opportunities to take this work 
forward. 
 
The key link between the balance sheet strategy and budget strategy is 
the capital budget, which presents an opportunity to influence the 
structure of the Crown’s overall portfolio of resources. Stronger articulation 
of the Government’s overall direction of investment and divestment will 
allow a better articulation of capital priorities at budget time.  
 
In addition to a stronger articulation of priorities for the balance sheet, our 
recommendations for strengthening the capital charge regime (already 
agreed) and forthcoming advice on changes to depreciation funding 
provide further levers to improve capital allocation across the balance 
sheet. 

 
(d) Use of Baseline Alignment Proposals (BAPs) 

 
As in Budget 2010, BAPs will be a key feature of Budget 2011. BAPs are 
an opportunity for Ministers to propose changes to the programs and 
activities in their votes to better align their expenditure with Government 
priorities and to manage those priorities and other pressures from within 
baselines and without further capital injections. BAPs will be submitted 
earlier this year (December rather than March) to allow Ministers more 
time to consider them and make collective decisions.  
 
(e) Changes to the FMA  
 
The proposed changes to the FMA will give you a better chance of 
achieving whichever fiscal strategy you choose, be it the status quo or an 
option with lower allowances.  
 
Implicit in a decision to pursue a faster pace of consolidation is a greater 
weight being placed on ‘not being in deficit’. This also implies a greater 
weight on proactively managing risks to achieving that faster return to 
surplus. The proposal to widen the coverage of the operating allowance to 
capture the net impact of in-year revisions will help you manage the risk of 
higher-than forecast expenses. However, a lower operating allowance 
would imply a potentially smaller buffer with which to manage any net 
impact of revisions. 
 
While it is difficult to predict the impact that these revisions will have on 
future operating allowances, historical trends suggest that the average 
offset against a future allowance would be about $180 million (i.e. 16% of 
a $1.1 billion allowance). For Budget 2011, this would mean setting aside 
10-20% of the allowance to manage the impact of these revisions. 
 
(f) Process refinements  

 
It may possible to refine existing approaches to give better support for a 
revised fiscal strategy.  For example, you could consider multi-year 
funding signals, seek to better integrate budget and accountability tools, 
use groups such as SEG and build greater collective ownership of 
priorities by senior ministers. 

  

8.  A revised fiscal strategy will support the wider economic 
growth agenda 
 
The Government is already pursuing an economic agenda based around 
six drivers: tax; regulation; infrastructure; public sector; skills; and science, 
innovation and trade. We think there is scope to do more: 
 
• Going further: e.g. address barriers to agricultural innovation; further 

RMA reform; further aquaculture reform; faster progress on congestion 
charging; stronger focus on international connections; more targeted 
policies to address the ‘long tail’ in ECE and schools; etc. 
 

• Additional areas: e.g. examine merits of further labour market reform; 
strengthen commercial disciplines in government-owned businesses; 
reduce barriers to private saving created by welfare and student 
support systems; further clarification of overseas investment rules; etc. 

 
We recommend a revised fiscal strategy that accelerates the pace of fiscal 
consolidation.  This would comprise a “down payment” in Budget 
2011 via permanently lower operating allowances ($900 million).  
Budget 2012 would include fiscal savings of $2 billion and lower 
capital allowances ($700 million).  Clear and early signalling of a 
revised fiscal strategy will help minimise the negative effects on economic 
growth when the major fiscal changes occur. 
 
This revised fiscal strategy would be achieved through top-down savings 
in the short-term, and by setting a medium-term direction for expenditure 
that includes major changes in the mix of services funded.  
 
This revised fiscal strategy would support the wider economic growth 
agenda by:  
 
• Reducing the period of fiscal deficits by two years, lowering the peak of 

net debt (and associated finance costs) and so bring forward by five 
years the return of the buffer for future shocks – both economic and 
natural; 
 

• Increasing national saving and assisting the rebalancing of the 
economy via lower interest rates and exchange rates.  Over the longer 
term, the fiscal package, in combination with wider reforms, will help 
shift the economy onto a more balanced, more sustainable, and higher 
growth path; 
 

• Restarting NZS Fund contributions earlier, in 2015/16, and entering the 
period of demographic change with a lower spending base. 

 
 

 
 
Contacts for further information): 
 
Colin Lynch               Bill Moran                   
Deputy Secretary Manager – Macro Policy 
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