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15 March 2005 BM-2-1-1-2005 

Budget Report: Fiscal Assessment Report – Macroeconomic and 
Fiscal Implications of the 2005 Budget Package 

Executive Summary 

Economic growth has evolved broadly in line with our DEFU forecast.  But it has been 
sustained at a robust pace for longer than expected in the assessment of the sustainability of 
growth presented to you in August last year ((T2004/1503) “Are Current Growth Rates 
Sustainable” refers).  This has seen the economy push up against capacity constraints and 
some traditional macro indicators like the current account deficit and inflation increase to 
levels that may become more of a challenge for economic management going forward.  The 
Reserve Bank has moved over the past year to lean against the risk that higher CPI inflation 
may become entrenched, increasing interest rates most recently last week.  A further 
increase in the official cash rate cannot be ruled out.    
 
This is the backdrop against which Budget 2005 will be delivered.  Incorporating decisions 
taken in bilaterals and your intentions around the Business and Savings packages and other 
possible initiatives, we now have a clear indication of the prospective size of the overall 2005 
Budget Package.  Incorporating all initiatives suggests Budget 2005 will have a final year 
impact of $3.2 billion.  This compares with the $2.4 billion indicated in the Budget Policy 
Statement (BPS).  Furthermore, adding in decisions on capital spending, over a five year 
period Budget 2005 will now spend $2.8 billion more than had been indicated in the BPS. 
 
Adding the indicative Budget 2005 Package onto the DEFU forecasts suggests higher debt-
to-GDP levels (and a lower operating balance) compared with DEFU, with debt-to-GDP 
remaining around current levels of 23% of GDP throughout the forecast period.  We have yet 
to produce revised economic and fiscal forecasts.  Our current view is that the fiscal 
forecasts are likely to be revised upward over 2004/05 and maybe 2005/06, but the size of 
the revisions is likely to be small and certainly less than has been the case in recent years.  
They are therefore unlikely to offset the impact on the fiscal forecasts of the larger 2005 
Budget Package.   
 
Looking forward into the projection period, the debt track is very sensitive to the assumption 
of the operating allowance.  An indicative $2.1 billion allowance for new initiatives in future 
years would see debt-to-GDP rise slightly throughout the projection period.  Assuming a 
lower $1.9 billion allowance has debt-to-GDP trending down slowly, although not passing 
through 20% of GDP until 2019.  Under an allowance of $1.7 billion the Government’s long-
term debt objective would be met, under current assumptions.  The Government could fund 
new initiatives in excess of the operating allowance indicated by reprioritising from within 
existing baselines.  
 
To assess the impact of the Budget Package on the economy, two aspects are relevant: the 
size and composition of the change of spending and revenue; and the timing in terms of 
when in the economic cycle the change is taking place.   
 
The switch from a contractionary to a stimulatory fiscal impulse from 2005/06 on has been 
well signalled, although the magnitude of the change has been steadily increasing.  The 
fiscal impulse in 2005/06 is now estimated to be approaching 1½% of GDP (reflecting fuller 
information on the Budget Package), up from an estimate of around ¾% in DEFU and ½% at 
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the time of BEFU 2004.  The fiscal stimulus is expected to be relatively smaller in following 
years.  The latest estimate is subject to change following updated economic and fiscal 
forecasts. 
 
This fiscal injection occurs at a time when the economy is facing capacity constraints, with 
the prospect of these constraints easing only gradually.  Monetary policy is having to lean 
actively against inflation pressures.  The size of increased spending has increased in 
relevance as economic growth has remained stronger for longer.     
 
The fiscal impulse measure is only a crude indicator of the first round impact of net changes 
to the fiscal position.  There is no offset made, for instance, for the effects of policy changes 
that could boost the supply capacity of the economy.  Looking at the mix of the Budget 
Package may provide some additional information:   

 The net operating spending on allocations is broadly in line with that indicated in the 
Budget Strategy, and together with implementation of the Working for Families policy 
represents the largest part of the impulse in 2005/06.  Savings on the allowance set 
aside for changes to SSRSS and Education forecasts is masking significant 
overspends in both Health (in excess of $100m per annum) and ODA ($50m per 
annum).  Spending on ODA will not stimulate domestic demand, but the extra spending 
on health will flow through to the economy, in addition to increasing baselines. 

 The Business Package, is now estimated to have a net fiscal cost whereas in 
December it was expected to be revenue neutral.  This is due to significant downward 
revisions in the revenue expected from the introduction of the Emissions Charge; and 
the upfront cost of some measures such as Depreciation to be introduced ahead of the 
Emissions Charge.  The Package is likely to stimulate domestic demand, although 
probably half will feed through into higher investment (the majority of which might be 
imported). 

 An expected Savings Package in the order of $500m over the forecast period, with an 
ongoing cost of $100m.  The BPS indicated that the Government may choose to 
proceed with initiatives on Savings in addition to the size of Budget signalled in the 
BPS. 

 Other possible initiatives not indicated in DEFU, which would have a cost in the final 
years of the forecast period, beyond the horizon for the setting of monetary policy. 

 Increased capital expenditure.  Approximately two thirds of capital expenditure will feed 
through into construction activity (for example, transport, prisons, housing, and health) 
and the already-tight construction sector.  The remaining third is defence spending 
which is unlikely to stimulate domestic demand (although it would increase the current 
account deficit). 

 
The scenarios illustrated show that, on the basis of the DEFU forecasts, the size of the 2004 
and 2005 Budget Packages have substantively used up the fiscal headroom built up over the 
earlier part of the decade given the Government’s current fiscal objectives.  Moving to 
smaller Budgets in the remainder of the forecast period and beyond is becoming increasingly 
important.  In order to continue to make progress towards fiscal objectives, you could 
consider: 

 scaling back the indicative allowance for future Budgets during the forecast period, 
from the current profile of $2.1 billion in 2006, $2.2 billion in 2007, and $2.3 billion in 
2008.  Although moving to a flat profile of $2.1 billion in each year does not lower the 
debt-to-GDP ratio significantly, it would signal that the trade-off for funding a larger 
Budget in 2005 than previously indicated comes through operating smaller Budgets in 
the future.  It would also ease back the transition to the operating allowance contained 
in the projection period; and/or 
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 adopting an operating allowance in the projection period that represents a tighter 

constraint on spending growth, and is consistent with the Government’s long-term debt 
objective.  Treasury will be providing you with further advice on the assumptions 
underlying long-term projections in a forthcoming report. 

 
The estimated scale and timing of the fiscal impulse in 2005/06 suggest more tension 
between fiscal policy and monetary than has been the case for some time, potentially adding 
to continued pressure on the exchange rate and tradable sector.  To reduce these pressures 
at the margin the Government could consider options to reduce or defer spending in 
2005/06.  Options around this are limited, but include: 

 deferring some capital spending to 2006/07.  An initial Treasury assessment suggests 
that capital spending that could be deferred amounts to only around $250 million 
(ALPURT B2, some housing, and other minor initiatives); 

 looking at what spending could be deferred from existing baseline spending (capital or 
operating); and/or 

 scaling back the Depreciation elements of the Business Package.  Treasury has 
previously provided you with advice (TR2005/304 refers) that suggested Depreciation 
could be scaled back by $144m in 2005/06 and between $100m and $180m per year 
thereafter. 

Recommended Action 

We recommend that you: 
 
a. note that the 2005 Budget Package currently envisaged will lift the debt-to-GDP ratio 

throughout the forecast period, given the December economic and fiscal forecasts as a 
base; 
 

b. note that the Budget Package, which is larger than that indicated in DEFU, would 
suggest a fiscal stimulus to the economy approaching 1½% of GDP in 2005/06, and 
occur at a time when the economy is still likely to be facing capacity constraints; 

 
c. note that estimates of the path of fiscal aggregates and fiscal impulse will change as a 

result of updating economic and fiscal forecasts;  
 
Forecast Period 

d. consider reducing the indicative allowance for Budgets 2007 and 2008 from the stated 
current intentions of $2.2 billion in 2007 and $2.3 billion in 2008; 

 
e. consider options to scale back spending in the forecast period or defer spending from 

2005/06;  
 
Projection Period 
 
f. note that the debt outlook over the projection period is very sensitive to the assumption 

used for operating and capital allowances, and that an operating allowance of $1.7 
billion would be consistent with the Government’s long-term debt objective under DEFU 
forecasts and current assumptions; 

 
g. note that the Government could fund new initiatives in excess of the operating 

allowance indicated to the extent it is able to reprioritise within existing baselines; 
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h. note that Treasury will be providing you with further advice on the assumptions in the 

long-term fiscal model, which will inform your decision on the appropriate operating and 
capital allowance to include in the projection period; and 

 
i. discuss with officials at Fiscal Issues, 4.30pm on Wednesday 16 March. 
 
 
 
 
 
[Withheld under s.9(2)(a)]  
Deputy Secretary to the Treasury 
 
 
 
 
 
Hon Dr Michael Cullen 
Minister of Finance 
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Budget Report: Fiscal Assessment Report - Budget Package 2005 

Purpose of Report 

1. This report is designed to inform you of the likely macroeconomic implications of the 
indicated Budget Package.  Two approaches are taken: to estimate the impact on the 
medium-term fiscal outlook; and incorporating Budget 2005 into estimates of the fiscal 
impulse. 

Analysis 

Budget Package 

2. Budget 2005 is intended to build upon the policy progress of the past, but represent a 
step-down from the final year $3.8 billion Budget presented in 2004, on the way to 
smaller Budgets for new initiatives in the future. 

 
3. In the Budget Strategy in December Ministers agreed to a profile of net new spending 

in Budget 2005 of $2.1 billion in 2005/06 rising to $2.4 billion in 2008/09.  This was an 
increase from the $1.8 billion that had been signalled for Budget 2005 in the 2004 FSR.  
The following table summarises the position of the Budget Package following bilaterals, 
relative to Budget Strategy.  This table incorporates indicative figures for the Business 
Package (net of revenue from the emissions charge), the Savings Package and other 
possible initiatives that you may wish to announce in Budget 2005.  It also summarises 
the position on capital relative to Budget Strategy. 

 
4. The overall Budget package is looking considerably larger than that indicated in 

December.  On the operating side this reflects: 

 The net operating spending on allocations, although broadly in line with that 
indicated in the Budget Strategy, benefits from savings on the allowance set 
aside for changes to SSRSS and Education forecasts.  This masks significant 
overspends in both Health (in excess of $100m per annum) and ODA ($50m per 
annum). 

 The Business Package now has a net fiscal cost whereas in December it was 
expected to be revenue neutral.  This reflects significant downward revisions in 
the expected revenue from the introduction of the emissions charge; and the 
upfront cost of some measures such as depreciation to be introduced ahead of 
the emissions charge. 

 An expected Savings Package in the order of $500m over the forecast period, 
with an ongoing cost of $100m.  The BPS indicated that the Government may 
choose to proceed with initiatives on Savings in addition to the size of Budget 
signalled in the BPS. 

 Other possible initiatives also not indicated in the Budget Strategy, which would 
have a cost in the final years of the forecast period.  These initiatives could 
potentially be counted against a future Budget.   
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5. Over five years this represents an additional spend of $2.2 billion, and implies the final 

year impact of Budget 2005 would be $3.2 billion (including other possible initiatives) 
up from the $2.4 billion signalled in the BPS. 

 
Operating 2004/05 

($m)
2005/06 

($m)
2006/07 

($m)
2007/08 

($m)
2008/09 

($m)

Gross allocations plus contingency and forecast risk 439 2,340 2,540 2,725 2,795
Thin Capitalisation 0 (240) (360) (360) (360)
Budget Strategy (BPS) 439 2,100 2,180 2,365 2,435
Projected position (based on decisions to date and Tsy 
recommended funding) 36 (191) (308) (251) (218)
Net forecast funding (to be reapplied)1 117 181 153 146 135

Subtotal Net Operating Position relative to BPS 153 (10) (155) (105) (83)
Business Package (full pkg on decisions to date) 348 265 236 174
Savings package (Indicative only)2 20 100 250 150
Other Possible Initiatives 100 400
Overall Net Operating Position (including Savings 
and Business Packages) relative to BPS 153 (378) (520) (691) (806)

5 year Overspend (A) (2,242)

Capital 2004/05 
($m)

2005/06 
($m)

2006/07 
($m)

2007/08 
($m)

2008/09 
($m)

Capital Provisions at Budget Strategy (BPS) 99 722 941 414 550
Projected position (based on Tsy recommended 
funding) (18) (594) 568 177 284

2 year Overspend (B) (612)

Net Impact on Cash Position 135 (972) (520) (691) (806)

Total Overspend (A) + (B) (2,854)

1.  Education has revised its forecasts downward, releasing funding you had previously set aside for forecast changes

2. Package under development. Costs intended to give a flavour and are highly scalable. Total cost and timing may be decided in future 
Budgets.

 
 
6. In addition on the capital side, bilateral decisions for 2004/05 and 2005/06 amount to 

an additional $594m spending than was indicated in the Budget Strategy (which itself 
added $750m to the capital provision for each of 2005/06 and 2006/07). 

 

Impact on Medium-Term Fiscal Projections 

7. Strong sustained economic growth and good fiscal management has enabled the 
government to run large operating surpluses, advance policy priorities (such as GIF 
and Working for Families), make its desired contributions to the NZSF and meet its 
capital needs, while at the same time continuing to reduce nominal debt.  Moreover, 
progress against the Government’s fiscal objectives has tended to be faster than 
expected.  This progress was reflected in the lowering of the debt objective in the 2004 
Fiscal Strategy Report.     

 
8. The current Budget Package means the Government is unlikely to have a debt track 

looking forward that is consistent with its long-term debt objective unless future new 
revenue or expense initiatives are contained to around $1.7 billion per Budget, or there 
are a series of favourable structural “shocks” to the fiscal position.  It is important to 
note the Government could fund new initiatives in excess of this figure to the extent it is 
able to reprioritise within existing baselines. 
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9. Figures 1 and 2 below illustrate the effects of the 2005 Budget Package on the debt 

and OBERAC tracks, respectively, using the DEFU fiscal forecasts as a base.  The 
economic and fiscal forecasts will be revised over the coming month.  Our current view 
is that any revisions to the fiscal forecasts, while perhaps favourable over 2004/05 and 
maybe 2005/06, are likely to be less than the extent of positive changes over recent 
years.  Treasury is also currently working on the assumptions underlying the long-term 
projections and will be reporting to you on these assumptions in a forthcoming 
Treasury Report.  The projections assume no fiscal drag, so to the extent that personal 
income growth exceeds any CPI indexation of thresholds then the tracks shown may 
be conservative.  The projections are designed to give an idea of trends, and as such 
the focus should be on the change in direction rather than the levels themselves.  

 
Figure 1: Illustrative Projections of Gross Sovereign-Issued Debt 

Gross Sovereign-Issued Debt
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10. The extra spending now envisaged in Budget 2005 shifts the level of debt-to-GDP 

higher in the forecast period than expected in DEFU.  Debt would remain relatively flat 
as a percentage of GDP rather than falling over the forecast period.  In the projection 
period the track is sensitive to the assumption used for the operating and capital 
allowance in the outyears.  Scenarios are shown for operating allowances of $1.7 
billion, $1.9 billion, $2.1 billion and $2.3 billion, with a capital allowance of $550m.   

 
11. All of the scenarios illustrated show debt projections above those presented in the 2004 

FSR.  A scenario of $2.1 billion shows debt trending up slightly over time, moving away 
from the debt target.  Assuming a $1.9 billion operating allowance has debt trending 
down although not falling to 20% of GDP until 2019.  An allowance of $1.7 billion under 
these assumptions would see the Government’s long-term debt objective being met. 

 
12. Figure 2 illustrates that, on the basis of the DEFU forecasts, the indicated Budget 

Package would lower the operating balance over the forecast period.  Beyond 2008/09, 
the path depends critically on the amount allocated for new operating initiatives. 
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Figure 2: Illustrative Projections of OBERAC 

OBERAC excluding net NZS Fund returns
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Robustness of the Fiscal Position 
 
13. The Government’s fiscal policy approach is to let automatic fiscal stabilisers operate in 

response to temporary economic shocks.  A longer lasting change to the economic 
outlook would require a more considered approach including potential changes to 
policy plans.  New Zealand's historical experience, and that of other countries, 
indicates this is always difficult.  "Buying time" to assess the nature and possible 
duration of economic changes and their implication for the fiscal position remains 
an important motivation for a low debt ratio.  Figure 3 below illustrates the effect on 
debt-to-GDP of economic growth being 3 percentage points higher or lower in 2005/06.  
The illustrative shocks do have a small long-lasting effect on the debt ratio (and so 
affect the timing of when a particular fiscal objective might be achieved relative to the 
unshocked case).  However, given the size and duration of the shocks, it is the effect of 
the spending assumptions that dominates the trend in the longer-term debt track. 

 
Figure 3: Effect on gross sovereign-issued debt of positive and negative shocks to the 
economy 
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Likely Impact on the Macroeconomy 

Recent Macroeconomic Developments 

14. Overall GDP growth has developed broadly in line with expectations at the time of the 
DEFU.   Real GDP growth is estimated to have remained solid over the end of 2004 
and thus far into 2005, underpinned by consumption and investment growth and a 
rebound in primary exports.  Employment growth has been stronger than expected as 
has labour market participation.   

 
15. The strength and sustained nature of economic growth has seen much of the spare 

labour and capital used up and pushed the economy up against capacity constraints.  
This has generated inflation pressures and a rise in the current account deficit.  Annual 
CPI inflation is near the top of the target band of 1-3 percent and is expected to remain 
there or even move outside it, for some time.  The annual current account deficit has 
increased relative to DEFU forecasts, rising to 5.8% in September 2004 from 4.8% in 
June 2004.  The prospects are that the deficit will increase further with the release of 
the December quarter outturn later in March.   

 
16. In general, some of the “macro imbalances” in the economy have risen in prominence 

relative to the assessment presented to you in August last year (T2004/1503) “Are 
Current Growth Rates Sustainable” refers), because economic growth has continued at 
a relatively robust pace for longer than expected.     

 
17. The Reserve Bank revised up its forecast of real GDP growth in 2005/06 to 3% in the 

March Monetary Policy Statement (from below Treasury’s DEFU forecast of 2.4% to 
above), reflecting a view that the short-term outlook could be slightly stronger than 
previously anticipated.  They still expect declining net migration, a cooling housing 
market, and the lagged effects of higher interest rates and the exchange rate to 
combine to slow real GDP growth later this year and next.  Reflecting the pressure on 
capacity and the prospect of only a moderate slowdown over the coming year the 
Reserve Bank has become increasingly concerned about the inflation outlook.  This 
concern prompted it to raise the official cash rate by 25 basis points on 10 March and 
further increases were not ruled out.   

 
Fiscal Impulse 

18. In assessing the impact of any change in fiscal stance on the economy, two aspects 
are worth thinking about.  The first is the size and composition of the change of stance.  
The second is the timing, when in the economic cycle is the change taking place?   

 
19. One (crude) indicator of the first-round macroeconomic consequences of fiscal policy 

changes is via a measure of fiscal impulse (shown in Figure 4 below).  This measures 
the degree to which fiscal policy in net terms is adding to or subtracting from aggregate 
demand pressures in the economy from year to year. 

 
20. Figure 4 illustrates that fiscal policy is expected to move from a position of being 

contractionary over much of the last five years to being stimulatory over the forecast 
period.  Simply speaking this mirrors the increase in the structural OBERAC and the 
projected decline over the forecast period.   

 
21. To a large extent this change in stance reflects stated government intentions and has 

been signalled for some time.  However, the size of the estimated fiscal impulse has 
been increasing as we have moved closer to the period over which the adjustment was 
expected to take place.  Since BEFU 2004 the estimated impulse has moved from 
around ½% of GDP (which is probably within the margin of error for the calculation) to 
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something approaching 1½% on the basis of adjusting the DEFU economic and fiscal 
forecasts for the current Budget 05 package.1  The projected impulse reflects not just 
decisions taken in the 2005 Budget, but also of decisions previously taken (including 
the Working for Families package which also delivers increased assistance in 
2005/06).   

 
22. The estimated impulse in 2005/06 is accentuated by expense and capital transfers 

from 2004/05.  It is also worth noting that the measure of impulse is sensitive to the 
economic cycle and the underlying revenue and expense projections that feed into the 
forecasts.  After the economic and fiscal forecasts have been updated the estimate 
impulse will be revised.   Nevertheless, the likely change in fiscal stance between 
2004/05 and 2005/06 could be the largest seen since 1996/97 even after allowing for 
these caveats. 

 
23. The fiscal stimulus is estimated to be largest in 2005/06 with smaller fiscal impulses 

delivered in 2006/07 and 2007/08.  This frontloading is likely to be more problematic for 
the Reserve Bank than would a more staged change in fiscal stance, occurring as it 
does when the economy is up against resource constraints, and the Reserve Bank is 
tightening monetary policy to dampen inflationary pressures.  The Reserve Bank’s 
current monetary policy view is largely based on the fiscal outlook presented in the 
DEFU, although we did provide the Governor with an update on the fiscal outlook early 
in the Budget process.  The Reserve Bank has indicated to us that it looks at both the 
timing and the composition of any new policies in assessing their inflationary impact.  
They are most concerned about fiscal policy that is likely to stimulate domestic 
demand, particularly in the construction sector, over the next 12-18 months (the 
Reserve Bank’s time horizon for setting monetary policy).   

 
Figure 4: Indicative Measure of Fiscal Impulse 
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Composition 

24. In terms of thinking about economic impacts, the Budget Package (and the fiscal 
impulse) can be broken down into three broad groupings:  

 
                                                 
1  The fiscal stimulus estimated here is somewhat larger than that presented to you at Fiscal Issues on 2 

March, reflecting decisions taken on operating and capital spending in the final week of bilaterals beyond 
Treasury recommendations; and because we have now incorporated the Business Package by individual 
line item, thereby including the multiplier effect of different tax initiatives. 
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1)  Allocations — the current track for operating spending against allocations is not 

markedly different from DEFU, suggesting no additional macroeconomic effect.  
There is some switching from a forecast allowance for SSRSS and Education to 
overspends in Health and ODA, although it is not clear that the macroeconomic 
effect of this switching would be significant.   
 

2)  Other operating – incorporation of additional initiatives is a key reason for 
changes in the spending outlook since DEFU.  The increase in this component in 
2005/06 is around $350m more than indicated in the DEFU, although this 
increases in successive years.  The key initiatives contributing to this are: 

 Business Package  

 The business package was originally intended to be revenue neutral. 
This is not now the case due to downward revisions in the estimated 
revenue from the Emissions Charge, and the upfront costs associated 
with Depreciation, FBT and International Recruitment measures prior 
to the introduction of the Emissions Charge. 

 The tax changes planned are likely to stimulate domestic demand, 
although a substantial share (something like half) will feed through 
into investment (with the majority of investment equipment imported).  
The largest effects will come via the Depreciation (shifting the 
composition of investment into shorter lived assets) and Financial 
Intermediaries (shifting the composition of savings into equity rather 
than housing, and into active funds rather than passive 
funds/investment). 

 Savings package 

 The impact of the savings package on aggregate savings (and hence 
the current account) is unclear.  The package may boost the level of 
private savings, particularly from those who are not currently saving.  
To the extent that these are largely low-to-middle income earners, the 
overall quantum of new savings may be relatively low.  There may 
also be some switching between savings products, rather than new 
savings (at the expense of current consumption).  And the increase 
that eventuates in private savings could be offset by the reduction in 
government savings necessary to fund the package.   The overall 
impact of these effects is unclear, but, at best, is likely to be modest 
and therefore have little macroeconomic impact. 

 To the extent that the package funds operational costs rather than a 
‘capital advance’ to households, and to the extent that households 
respond to this small net gain in their total wealth by increasing their 
consumption out of other savings, the package would have a 
stimulatory effect.  

 The package will not be implemented (in general) until 2007, so the 
timing is unlikely to be of concern in the setting of monetary policy. 

 The home ownership component of the Savings package could 
stimulate some small sectors of the housing market.  But given this 
component would not come fully online (under current design) until 
2010, and the Mortgage Insurance Scheme would be scaled up 
slowly to a level of 5000 households per annum by 2008/09, it should 
not it should not be of immediate concern to monetary policy. 

 Other possible initiatives – these are not projected to come into effect until 
the end of the forecast period, so have no short-term impact of concern to 
the Reserve Bank. 
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3)  Capital – decisions taken amount to $590m more capital spending than was 

signalled in the DEFU.  Looking closely at the capital spend we see:  

 Two thirds of capital spending relates to construction (such as transport, 
housing, education, and the health sector) so is likely to add to domestic 
demand.  Given the construction sector (including non-residential 
construction) is already running at high levels, this could add to inflation 
pressures. 

 Defence comprises $405m of the increased capital spend in 2005/06.  This 
is unlikely to stimulate domestic demand, and hence inflation, as the bulk of 
this will consist of imports of equipment.  It is, however, likely to increase 
the current account deficit. 

 

Further Assessment and Policy Options 

25. The scenarios illustrated here show that, on the basis of the DEFU forecasts, the size 
of the 2005 Budget Package has reduced the Government’s degrees of freedom 
looking forward, if it is to meet its debt objective.  In order to continue to make progress 
towards its debt objective, you could consider: 

 scaling back the indicative allowance for future Budgets during the forecast 
period, from the current profile of $2.1 billion in 2006, $2.2 billion in 2007, and 
$2.3 billion in 2008.  Although moving to a flat profile of $2.1 billion in each year 
does not lower the debt-to-GDP significantly, it would signal that the cost of 
funding a larger Budget in 2005 than previously indicated is to operate smaller 
Budgets in the future; and/or 

 adopting an operating allowance in the projection period that represents a tighter 
constraint on spending growth, and is consistent with the Government’s long-term 
debt objective.  Treasury will be providing you with further advice on the 
assumptions underlying long-term projections in a forthcoming report. 

 
26. The estimated scale and timing of the fiscal impulse in 2005/06 suggest more tension 

between fiscal policy and monetary policy than has been the case for some time.  
Other things being equal, monetary policy is likely to need to lean against inflation 
pressures for longer than might otherwise be the case, potentially adding to continued 
pressure on the exchange rate and tradable sector.  To reduce these pressures at the 
margin the Government could consider options to reduce or defer spending in 2005/06.  
Options around this are limited, but include: 

 deferring some capital spending to 2006/07.  An initial Treasury assessment 
suggests that capital spending that could be deferred amounts to only around 
$250 million (ALPURT B2, some housing, and other minor initiatives); 

 looking at what spending could be deferred from existing baseline spending 
(capital or operating); and/or 

 scaling back the Depreciation elements of the Business Package.  Treasury has 
previously provided you with advice (TR2005/304 refers) that suggested 
Depreciation could be scaled back by $144m in 2005/06 and between $100m 
and $180m per year thereafter. 

 


