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Kaitohutohu Kaupapa Rawa 

Treasury Report: Briefing for First Budget Ministers' Meeting 

I Date: l 2o September 201 0 I Report No: I BR2010/16 

Action Sought 

Action Sought Deadline 

Prime Minister Discuss the recommendations in 3.00pm, Tuesday 21 September 

(Hon John Key) 
this report at your first Budget 
Ministers' meeting. 

Minister of Finance Agree to the recommendations in 3.00pm, Tuesday 21 September 

(Hon Bill English) 
this report. 

Associate Minister of Finance Discuss the recommendations in 3.00pm, Tuesday 21 September 

(Hon Simon Power) 
this report at your first Budget 
Ministers' meeting. 

Associate Minister of Finance Discuss the recommendations in 3.00pm, Tuesday 21 September 

(Hon Steven Joyce) 
this report at your first Budget 
Ministers' meeting. 

Contact for Telephone Discussion (if required) 

Name Position Telephone 1st Contact 

Tim Hampton 

[1] 

Manager, Macroeconomic 
Policy 

917 6952 (wk) [1] 

Minister of Finance's Office Actions (if required) 

None. 

Enclosure: Yes 

(Budget Ministers Presentation Final Version:1912616) 

(Budget 2011 Process:1894602) 
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Treasury Report: Briefing for First Budget Ministers’ Meeting  

Executive Summary 

 
You are meeting on Tuesday 21 September to discuss the economic outlook and your 
strategy for Budget 2011. This meeting will be divided into two sections: 

3-5 year objectives 
 
A presentation called ‘The Economy: Where are we? Where do we want to be?’ is attached 
to this report. This presentation sets out the economic outlook that New Zealand is facing, 
and proposes a set of economic objectives for the next 3-5 years: 
 

• achieving 3% economic growth on a sustainable basis (where imbalances have eased 
and the economy has a stronger tradable focus); 
 

• more jobs and falling unemployment; 
 

• return to fiscal surplus (ability to absorb shocks, stable credit rating, more fiscal options 
via operating allowances and/or taxes); and  

 

• better placed to manage demographic change.  
 
 Our view is that the current fiscal strategy will not allow you to meet these objectives. 
 
You have indicated that the allowances for Budget 2011 will not be lower than Budget 2010. 
If you want to achieve the economic objectives above, you will need to consider a tighter set 
of priorities for government spending and a scaling back of public services that do not 
contribute to these priorities from Budget 2012 onwards. 
 
Budget 2011 
 
We have already reported to you on a proposed process for Budget 2011 (see attached 
T2010/1700). A key difference between this process and Budget 2010 is the much earlier 
submission of Baseline Alignment Proposals (December rather than March), to allow time for 
greater scrutiny of proposals by Cabinet. 
 
Indicative allocations of the operating allowance need to be set before Departments can 
commence work on Baseline Alignment Proposals. We recommend you discuss our 
proposed allocation at the meeting and with your other colleagues to allow us to prepare a 
draft Cabinet paper for discussion at Fiscal Issues on 1 October. 
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Recommended Action (Agenda for Discussion) 

We recommend that you: 
 
3-5 year objectives 
 
a discuss the attached presentation ‘The Economy: Where are we? Where do we want 

to be?’;  
 

b note that the economic outlook presents risk to the current economic and fiscal 
strategy if there are further shocks in the short term; 

 
c note that the current fiscal strategy falls short of meeting the following 3-5 year 

objectives: 
 

• achieving 3% economic growth on a sustainable basis (where imbalances have 
eased and the economy has a stronger tradable focus); 
 

• more jobs and falling unemployment; 
 

• return to fiscal surplus (ability to absorb shocks, stable credit rating, more fiscal 
options via operating allowances and/or taxes); and  

 

• better placed to manage demographic change.  
 
d discuss the desirability of changing the fiscal strategy from Budget 2012 onwards to 

better support the objectives above; 
 
Budget 2011 
 
e agree to the proposed budget process outlined in the Treasury Report ‘Process for 

Budget 2011’ (T2010/1700); 
 

f agree that the allowances for Budget 2011 will be $1.122 billion for operating spending 
and $1.39 billion for capital spending; 

 
g discuss the proposed changes to the fiscal management approach; 

 
h discuss Treasury’s advice on indicative allocations for the operating allowance:  
 

• Justice sector (Votes Justice, Courts, Police, Corrections, Attorney General, 
Serious Fraud) = $60 million; 
 

• Education = $300 million; 
 

• Health = $400 million; 
 

• In-year revisions to forecasts (resulting from changes to the fiscal management 
approach) = $224 million; and  

 
• Between budget contingency = $138 million. 

 
i note that the final amount for in-year revisions to forecasts will be known by the time of 

your second Budget Ministers meeting in December, which will give you the opportunity 
to adjust the allocations if necessary; 
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j indicate whether you would like Treasury to do further work on the role that a savings 

target on expenditure could play in helping you to manage pressures and fund new 
initiatives in Budget 2011 and beyond; 

 
k note that Treasury will draft a Cabinet paper for your consideration at Fiscal Issues on 

Friday 1 October that seeks agreement to the Budget process, size of allowances, 
indicative allocations, and any savings target. 

 
 
 
 
 
 
 
Tim Hampton 
Manager, Macroeconomic Policy 
for Secretary to the Treasury 
 
 
 
 
 
 
 
Hon Bill English 
Minister of Finance 



Treasury Report: Briefing for First Budget Ministers' Meeting 

Purpose of Report 

1. You are meeting on Tuesday 21 September to discuss: 

(a) the outlook for the New Zealand economy and the role that fiscal policy could 
play in improving that outlook over the next 3-5 years (see attached slide pack); 

(b) the process you will adopt for Budget 2011 (see attached report 12010/1700); 
and 

(c) the strategy that you will adopt for Budget 2011 (this report), including: 

o changes to the fiscal management approach; 
o the size of allowances and indicative allocations; and 
o the role that a savings target could play. 

Changes to the Fiscal Management Approach 

2. 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. 
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3. 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. 
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4. We are recommending two major sets of changes: 

• 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 increases 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. 

5. In practical terms, the second of these two changes is likely to result in less funding 
being available for discretionary spending at budget time. Our analysis shows that 
on average this will be in the order of 10-20% of a $1.1 billion operating allowance, 
however, this number could be higher or lower depending on the year. Our view is that 
it would be prudent at this stage to set aside 20% of the operating allowance for this 
purpose. The final amount of these in-year revisions to forecasts will be known by the 
time of your second Budget Ministers meeting in December, which will give you the 
opportunity to adjust the allocations if necessary. 

Indicative allocations for Budget 2011 

6. You have indicated that you wish to retain an operating allowance of $1.122 billion and 
a capital allowance of $1.39 billion in Budget 2011. 

7. As in Budget 2010, we have recommended that you give Vote Ministers an early signal 
of the level of funding that they will receive from the operating allowance (indicative 
allocations), which will inform their Baseline Alignment Proposals. 

8. Our recommendation for the size of indicative allocations is as follows. We recommend 
that you discuss these allocations at your meeting and use it as a starting point for 
discussions with your other colleagues. 
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Contingency 

9. In Budget 2009 you set aside $184 million declining to $154 million in the outyear as a 
between-budget contingency. Year one was oversubscribed by $87 million and the 
contingency was oversubscribed by $20 million in total. 

10. In Budget 2010 you set aside $105 million declining to $64 million in the outyear and to 
date $51 million has been spent against the first year. 1 You also set aside $141 million 
per annum for an Emerging Priorities Fund, of which $110 million has been spent in the 
first year. 

11 . Based on tighter fiscal constraint and previous spending patterns, we recommend a 
contingency of $138 million per annum and no Emerging Priorities Fund for Budget 
2011 . There will be an opportunity to adjust this, if necessary, at your second Budget 
Ministers' Meeting in December. 

Contingency Spending 

• Year 1 of Contingenc't 

• Amount Spent (so far) 

Budget 2009 Budget 2010 Emerging Budget 2011 
Priorities (recommended) 

Justice sector 

12. An allocation of $60 million per annum for the Justice sector is based on making room 
for additional volume in the community probation and psychological service (CPPS) 
($20 million per annum) and an allowance for forecast pressures in Legal Aid 
($40 million). 

13. [6],[2] 

The Legal Aid 
allowance will still require substantial policy changes to meet a baseline that would 
essentially be flat out into the forecast period (it currently dips in 2011 /12 by $30 million 
compared to the 2010/11 appropriation). Presuming legal aid and CPPS take up the 
$60 million, this allowance would mean reprioritisation or policy/operational changes 
would be required by Crown Law, the Ministry of Justice and the Police to meet the 
cost pressures they have outlined to the Treasury. 

1 Note that expenditure resulting from the Christchurch earthquake will also count against this 
contingency. 
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14. In order to live within this allocation it will be important that Cabinet does not rule out 

any cost-saving policy changes that Ministers present to the Expenditure Control 
Committee (ECC) later in 2010.  ECC has asked Ministers to present “four year forward 
projections of departmental/agency spending (capital and operating), non-departmental 
and other expenditures across the justice sector, with a view to identifying high growth 
expenditure items where policy/operational action now might be able to "bend back" 
projected growth paths.” The more options that are ruled out at this point, the more 
difficult it will be for the sector to live within a tight allowance.  Conversely, the more 
ambitious Ministers are with policy changes in areas like Legal Aid, the more freedom 
they will have to make additional investments in priority areas.   

 
Education 
 
15. An allocation of $300 million per annum for Vote Education would probably not, by 

itself, be sufficient to cover the total costs faced by the Education sector in the next 
financial year.  

 
16. The main source of pressures will come from forecast changes, which as of Budget 

2011 will be completely incorporated into the main Budget process.                     
                                                                                      n 
addition, there is likely to be a bid for new school operations funding to meet previous 
commitments and possibly to support schools to take up broadband, as well as an 
assortment of smaller projects that will require funding. The total costs will probably be 
at least $350 million,                                                                 
                                                    

 
17. It therefore seems likely that some tough policy decisions will be required for a balance 

of $300 million to be achieved. There are several means of gaining savings from 
Education spending,                                                        
                                                                                     
                                                                                       
                                                                                        
                                                  

 
Health 
  
18. In Budget 2010, Vote Health received $420 million in ongoing new funding, or 

approximately 38% of the operating allowance.  If Health received the same proportion 
of the operating allowance in Budget 2011, they would get $430 million. 

 
Option One (Treasury recommended) 
 
19. $400 million, in addition to a modest level of savings, is sufficient to allow Health to 

manage price and demographic pressure, fund new initiatives, manage risk, and avoid 
any policy changes or reductions to service coverage and quality.                 
                                                                                   
                                                                                           
                                                                                           
                     This is a generous allocation relative to all other Votes, which are 
facing difficult policy choices. 

 
20. We consider $350 million is the minimum level of funding that DHBs will need to avoid 

deterioration in the deficit position, and $50 million will be needed to meet price and 
demographic pressure in Ministry-managed non-departmental expenses. 

[6]

[6]

[2]

[2]

[3]
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21. With an allocation of $400 million, therefore, Health would be free to use any savings to 

fund new initiatives. Vote Health found savings of $46 million last year (approx 0.3% of 
the Vote), none of which resulted in noticeable reductions in service coverage or 
quality. Vote Health’s 2010 allocation, plus $46 million in savings, was sufficient to fund 
many new initiatives, such as a bowel cancer screening pilot, a Maori Health innovation 
fund, shared services establishment costs, increased funding for medicines, increased 
medical training places, a primary health care flexible funding pool, increased mental 
health funding, a dedicated risk reserve of $20 million and an additional $20 million for 
other risks (none of which has yet been required to manage risks or pressures).   

 
Option Two 

 
22. Should Budget Ministers wish to maintain Vote Heath’s 38% share of the operating 

allowance from Budget 2010, then an allocation of $430 million would be required. This 
would result in a reduction in the between budget contingency of $30 million, bringing it 
to $108 million. This would be a small contingency in comparison with the last two 
Budgets.2 

 
23.                                                                                              

                                                                                         
                                                                                    
                                                                                      
                                                                                         
                                                                                 
                                                                                
                                                                                      

 
24. Regardless of which option is chosen, as with last year, a condition of Vote Health’s 

allocation should be a requirement that at least $350 million goes to DHBs. This should 
be signalled early to allow the Ministry of Health to prepare funding signal letters for 
DHBs and to plan their package. 

 

 Option One: $400m 
(Treasury recommended) 

Option Two: $430m 

DHBs $350 million $350 million 

Ministry-managed NDE FFT 
and Demo 

$50 million $50 million 

New initiatives Funded from savings $30 million supplemented by 
savings 

Savings 

25. A method that you could use to generate additional funding for your priorities on top  
of the $1.1 billion operating allowance (i.e. $1.1 billion net) is a savings target. For 
example, a savings target of 2% on all departmental expense appropriations would 
generate savings of approximately $250 million. 

                                                
2 This takes into account the fact that Budget 2010 had a contingency and an Emerging Priorities Fund. 

[3]



                        

BR2010/16 : Briefing for First Budget Ministers’ Meeting  Page 10 
 

                        

 
26. A savings target could: 
 

a) help you meet your fiscal strategy: a savings target would help ensure that 
savings occur although not specify the exact nature of those savings; and 

 
b) incentivise efficiency and effectiveness improvements in expenditure to achieve: 

 

• efficient administrative and support services and functions; 
 

• efficient front-line services; and  
 

• less ineffective back-office and front-line programmes (service change). 
 
27. There are many options on how a savings target could be designed and implemented 

(see more detail in annex 1). The main choices for a savings target relate to: 
 

1. scope – how broadly the target applies; 
 
2. rate – how much spending will reduce; and 

 
3. timeframe – one off reduction or multi-year track. 

 
28. We recommend that you discuss whether you would like us to do further work on 

developing  a savings target for Budget 2011. If you choose to implement a savings 
target, we will incorporate it into the Baseline Alignment Proposal process. 

Next steps 

29. If you agree to the recommendations in this report, we will begin drafting a paper for 
the Minister of Finance to take to Cabinet in early October.  
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Annex One – Design options for a savings target 
 
 
Savings 

Target 

options  

Targeted baseline Target 

level 

options 

Approx. 

maximum 

savings 

Pros Cons 

Option 1 

Administrative 

and Support 

(A&S) Services  

All public and non-

public service 

departments, Crown 

agents and other 

Crown Entities 

excluding DHBs, 

schools and Tertiary 

institutions 

3% $70m • Good information base 

that indicates some low 

value spending 

• Lower risk of service 

failure 

• Relatively simple to 

administer 

• Demonstrates ‘quick 

wins’ from BASS 

process 

• Coverage and incentives to 

find efficiencies limited to 

A&S services 

• Hence, does not fully 

incentivise capital use 

efficiency improvements 

(excludes capital charge) or 

efficient frontline services 

• Risk of debate around exact 

definition of A&S 

• Could be difficult to assess 

the nature of the savings 

5% $117m 

Option 2 

Departmental 

expense 

appropriations 

All departmental 

appropriations for all 

Votes 

1% $125m • Relatively simple to 

administer 

• Consistent with focus 

on core government 

administration 

• Some inconsistency in 

treatment of “front-line” and 

“back-office” services 

• Does not lead to efficient 

“front-line” services 

• Coverage limited – captures 

part of A&S services and 

includes some front-line 

services 

2% $250m 

3% $375m 

Option 3 

All 

departmental 

and non-

departmental 

output and 

other 

expenses  

All output and other 

expenses for all 

Votes except areas 

which we expect to 

grow (non-

departmental health 

and education 

expenditure)  

1% $250m • Incentivises 

efficiency and 

effectiveness gains 

across large service 

area 

• Largest potential 

savings level 

• Consistent with 

responsibility model 

for Chief Executives 

• Most complex design options

• Greatest risk of service 

failure 

• Potentially high 

administrative cost as the 

number of appeals 

(particularly for other 

expenses) could be high 

• Excludes largest spending 

areas (health & education) 

but pressure could be 

replicated through tight 

budget constraint 

2% $500m  

3% $750m 

 


