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Information Act has been made, as listed above. For example, a [3] appearing where information has been 
withheld in a release document refers to section 9(2)(a). 

In preparing this Information Release, the Treasury has considered the public interest considerations in 
section 9(1) of the Official Information Act. 
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Budget Report: Budget 2014: Strategy and Managing Priorities 

Executive Summary 

Current economic and fiscal management has kept the Government on track to 
surplus and provided a base point to help manage accelerating growth... 

This report provides an integrated view of Budget 2014 and beyond, based on recent 
economic, fiscal and public sector performance advice.  The report proposes strategies for 
managing Budget 2014, and future Budgets, to make the most of the opportunities ahead. 
 
Continued prudent fiscal management has helped keep the Government on track towards an 
OBEGAL surplus in the 2014/15 financial year.  The economic recovery is building in 
strength and growth is accelerating faster than was anticipated at the Budget 2013 Update.  
However, the recovery has not translated into a larger 2014/15 surplus, as movements in 
State Owned Enterprises and Crown Entities offset improvements in tax revenue and benefit 
spending.  Perennial over-forecasting by agencies is also challenging the accuracy of the 
fiscal forecasts as the Government nears delivery of the surplus. 
 
Ongoing careful management will be required from a macroeconomic and fiscal policy 
perspective on two fronts.  First, delivering the 2014/15 surplus is still subject to forecast risk 
in the 2014 Budget and Pre-Election Updates.  Second, aggregate demand will need to be 
managed as attention turns from recession and recovery to a potential upturn in the cycle.  
Stimulatory fiscal policy or a failure to address rising house prices could exacerbate the cycle 
and place more pressure on interest and exchange rates over the medium-term. 
 
Across the next few Budgets, there is an opportunity to advance the economic strategy in the 
short-term.  Beyond managing the cycle, economic policy also needs to support international 
integration and continue the reform of state sector institutions to address persistent social 
and economic issues.  We are also seeing some initiatives coming through Four-year Plans 
(4yPs) that would help advance this agenda. 
 
...and there is an opportunity to bed-in and refine the fiscal management toolset as 
fiscal pressures begin to mount. 

While Four-year Plans, now in their third iteration, continue to improve across the board, 
progress can still be made among the larger agencies.  In particular, larger agencies are 
struggling to connect their ambitious strategic intentions with the necessary operational 
components (eg, financial information) to make the plans sustainable.                    
                                                                                                   
                                      
 
However, improving state sector performance will require an ongoing shift in the way 
agencies deliver services and how they manage finances over the medium-term.  Treasury is 
continuing to build its information base on agencies’ financial performance, but there are 
behavioural barriers preventing a full view at this stage to help complement the Four-year 
Plan process.  There is an opportunity in the next few years to ensure that the present toolkit 
is working and to get better information from agencies; a key requirement to manage 
increasing fiscal pressures. 
 
 
 

[7]
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For Budget 2014, new initiatives in draft Four-year Plans are significantly above the 
operating allowance and this year’s allocation for new capital from the Future Investment 
Fund.  We recommend that you discuss the level of new initiatives with your colleagues to 
ensure that broader sector groups (eg, the social sector, Business Growth Agenda) focus 
their efforts on those initiatives most likely to deliver results.   
 
Delivering Budget 2014 within the operating allowance may require additional savings and/or 
revisiting indicative allocations.                                                         
                                                                                       
                                                                                    
Reducing this risk could mean revisiting tough policy decisions previously considered in past 
Budgets.  This report provides management strategies aimed to avoid this scenario. 

Recommended Action 

We recommend that you: 
 
a note the update on your economic and fiscal priorities, and the potential list of priority 

areas for investment in Budget 2014, attached as Annex One 
 
b note that Central Agencies will be working with agencies that provided less-than-

desirable Four-year Plans to show how they intend to meet Finance Ministers’ 
expectations 

 
c note that over forecasting by agencies continues to present a risk to the forecast 

2014/15 surplus over the next two forecast updates 
 

d note that Treasury will help you manage this by providing regular updates on known 
risks to the fiscal position 

 
e note the operating and capital pressures emerging for Budget 2014, and the update on 

the major sectors in Annex Two 
 
f note that Treasury will update you in February 2014 on final Four-year Plan 

assessments and provide advice on new initiatives for Budget 2014 
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Business Growth Agenda Initiatives 

Minister of Finance and Associate Minister of Finance (Hon Steven Joyce) 
 

h note that social sector Ministers met for an initial discussion on new social sector 
initiatives for Budget 2014 
 

i note the enclosed list of new initiatives broadly related to the Business Growth Agenda 
work streams 
 

j agree to meet with Business Growth Agenda Ministers on an approach to managing 
initiatives emerging from work streams for Budget 2014. 

 

 
k agree to ask the six Business Growth Agenda Ministers groups to decide which 

initiatives are most developed and most likely to deliver a direct impact on results, to be 
prioritised in Budget 2014. 

 

 
l agree to commission a ‘first-cut’ from the Treasury on how the initiatives might fit within 

these categories, to support the Ministerial discussions. 
 

 
m agree that Budget Ministers should retain final decision rights over Business Growth 

Agenda initiatives. 
 

 
n agree to write to your colleagues to set out the process and expectations for Budget 

2014 based on your decisions above. 
 

 
 
 
 
 
 
 
Cheryl Barnes 
Manager, Fiscal & State Sector Management 
 
 

 Agree/Disagree.  Agree/Disagree.  

 Minister of Finance Associate Minister of Finance 

 Agree/Disagree.  Agree/Disagree.  

 Minister of Finance Associate Minister of Finance 

 Agree/Disagree.  Agree / Disagree.  

 Minister of Finance Associate Minister of Finance 

 Agree/Disagree.  Agree / Disagree.  

 Minister of Finance Associate Minister of Finance 

 Agree/Disagree.  Agree / Disagree.  

 Minister of Finance Associate Minister of Finance 
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Rt Hon John Key Hon Bill English 
Prime Minister Minister of Finance 

Hon Steven Joyce Hon Dr Jonathan Coleman 
Associate Minister of Finance Associate Minister of Finance 



                 
                 

T2013/3070 : Budget 2014: Strategy and Managing Priorities  Page 6 
 

                 

Budget Report: Budget 2014: Strategy and Managing Priorities 

Purpose of Report 

1. This report provides an integrated view of Budget 2014 and beyond, based on recent 
economic, fiscal and public sector performance advice.  It proposes strategies for 
managing Budget 2014 and future Budgets to make the most of the opportunities 
ahead. 

Budget 2014 Strategy 

2. In October 2013, Cabinet agreed the strategy and process for Budget 2014.  The vision 
in the paper was to continue the Government’s fiscal and economic progress over the 
last five years with a sustainable, ongoing programme of reform that delivers further 
results.  The emphasis of Budget 2014 is to improve public sector performance, 
increase the focus of departments, and achieve measurable, well-defined results. 
 

3. A key part of the Budget 2014 toolkit is Four-year Plans (4yPs).  Cabinet agreed that 
investment-ready Four-year Plans will have priority for new operating funding in Budget 
2014, with this assessment also supported by other metrics such the Performance 
Improvement Framework (PIF) ratings, agency past performance on its Benchmarking 
Administrative Support Services (BASS) results, and proven ability to manage within 
current baselines. 

 
4. The fiscal constraints for this Budget will be reaffirmed in the Budget Policy Statement 

on Tuesday 17 December.  The most important are: 
 
a. a $1 billion a year allowance for new operating spending, and 
 
b. all new capital spending between Budgets 2012 and 2016 to be funded from the 

balance sheet, including the Future Investment Fund. A notional amount of $1 
billion has been previously signalled for Budget 2014. 

Economic and Fiscal Priorities 

The economic recovery is building in strength and accelerating faster... 

5. The 2013 Half Year Economic and Fiscal Update (HYEFU), to be released on 17 
December, will show an improved outlook in the short-term for economic growth 
relative to the Budget Update.  Growth is becoming more broad-based, with high terms 
of trade and a strengthening labour market supporting income growth. Based on these 
forecasts, economic growth in New Zealand over the next couple of years is shaping 
up to be one of the strongest performances in the OECD. 
 

6. Business and consumer sentiment have been at high levels for a number of months 
and are at levels that have been, historically, associated with above-trend growth.  
Construction activity has continued to increase but remains well below the level seen in 
previous cycles.  In recent quarters, household consumption has increased in line with 
higher employment and moderate real wage growth. 
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7. While pricing pressures remain modest, spare capacity in the economy is being used
up, and inflation expectations have moved slightly upwards. Fiscal policy continues to
offset some private demand growth but the Reserve Bank is likely to begin raising
interest rates in the first half of 2014, and has signalled that it expects to need to
increase the OCR by around 225 basis points by March 2016. This has the potential to
increase floating mortgage interest rates close to 8%.  The exchange rate remains
elevated, acting as a drag on the tradable sector.

Figure One: Economic forecasts for the 2013 Half Year Update 

March years 2013 2014 2015 2016 2017 

Economic growth1 

2013 Budget Update 2.5 2.4 3.0 2.6 2.2 

2013 Half Year Update 2.7 2.7 3.6 2.7 2.0 

CPI inflation2 

2013 Budget Update 0.9 1.9 2.0 2.0 2.2 

2013 Half Year Update 0.9 1.4 2.4 2.4 2.3 

Unemployment rate3 

2013 Budget Update 6.9 6.0 5.9 5.5 5.2 

2013 Half Year Update 6.2 5.8 5.6 5.4 5.2 

Current account balance4 

2013 Budget Update -4.8 -4.8 -5.2 -5.8 -6.5 

2013 Half Year Update -4.5 -4.2 -5.5 -6.3 -6.5 

...and there are opportunities to advance the economic strategy in the short-term... 

9. The Budget is particularly important in outlining the Government’s fiscal and
macroeconomic policy intentions.  The 2014/15 surplus target has been helpful in
managing down broader fiscal policy expectations and anchoring the Government’s
expenditure path as it returns to structural balance.  The focus is now moving to paying
down debt to 20% of GDP by 2020, which the Government is currently on track to
achieve.

1
 Annual average % change 

2
Annual % change, March quarters 

3
March quarters 

4
Annual % of GDP 

[7 ]
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10. The cycle, as currently forecast, is muted by historical standards and forecast interest 
rate increases are modest.  But interest rates could rise more quickly if the cycle 
intensifies and the economy grows faster than expected.  There is an increased chance 
of positive and temporary revenue surprises.  It could be difficult to avoid cutting taxes 
or spending more should these eventuate, compounding demand-driven pressure on 
interest and exchange rates. 

 
11. A more intense cycle can also make it appear as though there is more fiscal headroom 

consistent with the 20% debt target.  However, if additional revenue is spent or taxes 
are cut, this can lock-in a fiscal path that will be less affordable should the economy 
slow down again in the future. 

 
12. An additional fiscal anchor (eg, a residual cash target) and an ex-ante rule to deal with 

revenue surprises (eg, using extra revenue to rebuild the balance sheet, such as the 
NZ Superannuation Fund and Earthquake Commission, or committing to unchanged 
allowances) can help reduce aggregate demand pressures in the economy. 

 
13. Outside of fiscal policy, macroeconomic pressures could also be relieved through 

policies that actively manage the coming cycle.  A particular area of concern is house 
prices.  While macro-prudential tools have provided some assistance in this area, focus 
needs to be maintained on the existing work streams as part of the Housing Supply 
work programme. 

 
14. There will also be increasing pressures on the supply side of the economy, particularly 

on skills and capital.  This means that those areas of policy that increase the supply 
capacity of the economy over the medium-term may bring benefits for the economy 
over the next cycle. We recommend establishing clear priorities for the social sector 
and the Business Growth Agenda.  A potential list of priorities is attached as Annex 
One. 

 
15. More specific, near-term policies that could be considered as part of Budget 2014, 

include: 
 

                                                                                   
                                  

 
b. Addressing Canterbury housing pressures, and establishing and funding a social 

housing purchase function within the Ministry of Social Development 
 
                                                                          
 
                                                                        

                                                     
 
                                                                               

                                                                                    
                                     

 
                                                                               

                                                  
 

16. The Treasury and the Ministry of Business, Innovation and Employment are currently 
working on the future direction of the Business Growth Agenda (BGA) (T2013/3034 
refers).  Work streams are at an early stage of development but they are beginning to 
provide a sense of potential priorities for the near-term.  While this is currently at a high 
level and provides several options, there is an opportunity to drive additional work to 
prioritise those initiatives most likely to deliver a direct, immediate impact. 

[7]
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...and we are seeing some areas of the strategy reflected in agencies’ Four-year Plans. 

17. The emerging package for Vote Education is helping to deliver the economic strategy 
in some ways.  We have advised separately on the Prime Minister’s potential priorities 
for Budget 2014 (T2013/2985 refers).  But there is a need to keep working with the 
sector to help build an understanding of the underlying cost drivers, and formula-based 
resourcing models, which seriously constrain the Ministry’s ability to shift resources 
towards emerging priorities.  
 

                                                                                     
                                                                                   
                                                                                     
                                                                                          
                                                          Very positively, the plan 
demonstrates that sector continues to focus on supporting Better Public Service result 
areas: reducing long-term welfare dependence and supporting vulnerable children.   

 
19. Across the social sector we are seeing a focus on the Vulnerable Children’s Action 

Plan (CAP).  However, we currently do not have information from all departments 
involved and advice is currently not joined-up.  Initial estimates indicate departments 
could seek, on aggregate,                                

 
20. We understand that a cross-agency initiative for CAP will be developed across 

agencies and submitted for Cabinet consideration in 2014; an approach Treasury 
supports as it lets Ministers make decisions on Action Plan expenditure in one forum, 
and better exposes policy options at different levels. 

 
21. Some initiatives in the MBIE 4yP also align with Treasury’s economic strategy advice 

and the BGA refresh.  Around $20 million a year is sought for New Zealand Trade and 
Enterprise (NZTE), and around $10 million a year is sought for “International Network 
Growth and High Impact Programmes”. However, we question how much focus there 
has been on the overall effectiveness of spending on economic development, and 
whether the current base level of expenditure in this area is delivering higher value-for-
money than proposed in the plan. 

 
22. Recent changes to tertiary sector system settings have improved the area’s overall 

value for money and performance of Tertiary Education Institutions.  While we are yet 
to see a final 4yP for Vote Tertiary Education, we are aware of draft proposals for 
Tertiary Education and Science and Innovation in Budget 2014.                      
                            We do not see a pressing case for an overall increase in 
Tertiary funding, and take the view that international rankings should not drive 
Government policy in this area. 
 

23. Treasury view is that the Budget 2014 priority for this area should be to improve skills, 
knowledge and technology transfer between the Tertiary sector and industry.  
Achieving improved skills, knowledge and technology transfer can be achieved by 
weighting the PBRF more heavily in favour of external research (ie, in a fiscally neutral 
way).  

 
24. Any new funding (eg, via an allocation) should go towards increasing the external 

research component in the PBRF and exploring a scheme that directly promotes 
technology and knowledge transfer from the sector to industry, while using existing 
knowledge within the sector. 

[7]

[7]
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5
  Education, Health, Internal Affairs, Justice sector Votes, MBIE Votes, Social Development, and Transport 
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...but Ministers can help incentivise good performance by using other information. 

34.                                                                       Treasury is 
developing its view of agency performance by building its information base on 
agencies.  Broadly, this ranges from information on controls and monitoring, outlook 
and sustainability, efficiency, to effectiveness.  As an investment-ready assessment 
should incorporate a degree of confidence in the ability of the agency to perform across 
all of these areas, we propose prioritising initiatives from better placed agencies. 
 

35. There is an opportunity to supplement this view by incorporating other metrics to 
differentiate between agencies and sectors, such as how an agency may perform in the 
future (PIF) and looking at agency past performance (BASS) and history of forecast 
accuracy.                                                                           
                                                                                   
       Another potential assessment criterion is looking at the ongoing, high level of 
under spends within some sectors.   

 
36. The incentives around under spends and expense transfers should be considered 

carefully. Recent evidence from the United States suggests that departments have an 
incentive to build up “rainy day” funds, and then spend these resources on low-quality 
projects at the end of the year if they are not able to roll them over. Allowing funds to 
roll over to future financial years can improve efficiency over time; which is particularly 
important as the Government tries to reduce debt and then maintain it at prudent 
levels. 

 
37. However, departments are forecasting that these funds will be spent (ie, over 

forecasting).  Instead of only forecasting their expected spending, they are also 
forecasting that they will spend their buffer for unexpected events.  This leads to a 
persistent bias in departmental forecasts, with forecast spending often far higher than 
the level they actually end up spending. 

 
38. Treasury anticipates this behaviour through its top-down expense adjustment (ie, 

reversing the impact of over forecasting by departments), but this is a poor substitute 
for good forecasting by departments. The persistent negative bias in agency forecasts 
means there is a risk that the actual OBEGAL is more positive than the forecasts show. 

 
39. We do not recommend extracting a further, untargeted efficiency dividend at this stage 

to “clear out” perceived under spends, as this could prove counter-productive.  
Agencies may choose to continue forecasting their appropriation level (ie, over-
forecast) if they believe Ministers could lower their appropriations in future years if they 
forecast spending a lower amount. In short, over forecasting could be a rational 
response by agencies in order to avoid a baseline reduction in future years. 

 
40.                                                                                     

                                                                                        
                                                                                    
                                                                                      
                                                                                     
                                                            

[7]
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Managing Budget 2014 Pressures 

Operating allowance 

The Budget 2014 operating allowance is rapidly reaching full allocation... 

41.                                                                         
 
                                 
 
                                                                                    
 
                                        
 
                                                 
 

42. In addition, potential newborn payment and the Prime Minister’s priorities would almost 
exhaust the Budget 2014 operating allowance. 

 
43.                                                                                        

                                                                                        
                                                                                           
                                                                                     
              

 
                                                                               

 
 
 

                                                
6
  Other pressures include the Prime Minister’s priorities, a newborn payment, a potential Tertiary allocation, 

and potential initiatives associated with Vote Canterbury Earthquake Recovery. 
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...so funding additional initiatives will require a sharper focus across portfolios... 

44. The Government’s key priorities cut across agency boundaries, and 4yPs have not 
shown that agencies are actively collaborating to develop the most effective, inter-
agency interventions to deliver on them.  Ideally, this would occur at the planning 
stage, but there is still time to concentrate the level of new initiatives and de-prioritise a 
number before final Budget decisions need to be made. 
 

45. We recommend that Ministers actively discuss new initiatives flagged in 4yPs, and 
agree which ones are the highest priorities for their sectors.  This will help reduce 
potential duplication across agencies, but also potentially build Ministerial consensus 
on priority initiatives for this Budget and help reduce pressure on the operating 
allowance.                                                                    
                                                         

 
46. Minister Joyce has suggested using the six Business Growth Agenda ministerial 

groups as a way of assessing and filtering the range of BGA initiatives.  These groups 
could be used to undertake some prioritisation of new initiatives before Budget 
Ministers make final decisions, perhaps based on the Social Sector Ministers’ model.  
This would be one potential way of bringing in other sectors (eg, Environment and 
Primary Industries) that have not displayed a broad, sector-based approach to 
developing their initiatives.   

 
47. We attach a list of BGA-related initiatives as Annex Three.  While it will be difficult for 

the groups to make detailed assessments between the initiatives, we suggest that they 
could be asked to prioritise initiatives in the following way: 

  
a. initiatives that are most likely to deliver a direct impact on results (priority 

initiatives), 
 
b. initiatives that could indirectly deliver results from agencies not-yet investment 

ready (could be funded in future Budgets following additional development), and 
 
c. initiatives that represent poor value for money and are not likely to deliver results 

in the medium-term (low-priority or should be declined). 
 

48. You have some choices over how you could use the ministerial groups to achieve 
these objectives, including:  
 
a. The degree of support and pre-work from officials.  We recommend 

commissioning from the Treasury a ‘first-cut’ of how the initiatives might fit within 
the above categories.  The chairs of the BGA groups could use this information to 
support a discussion about what is the highest priority.                             
                                                                                
                                                                          
                     
 

b. The extent to which the groups have decision rights.  We recommend that 
Budget Ministers retain final decisions over BGA initiatives, rather than allocating 
a fixed amount to another sectoral group, as Ministers may need to make tough 
calls across sectors to deliver the 2014/15 surplus. 

 
49. We recommend the Minister of Finance and Minister Joyce write to their BGA 

colleagues to set out the process for this work, once decisions on the above choices 
have been made. 

 

[7]
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50. Outside of these sectors, a further step is to prioritise funding requests from those 
agencies that have prepared investment-ready 4yPs.  This will help achieve two key 
goals: 
 
a. First, it will send a clear signal that those agencies that have provided information 

to decision-makers, and exposed their cost drivers and options are being 
rewarded.  This will help reinforce the importance of the Four-year Planning 
process and could expose the fiscal choices the Government faces in certain 
sectors, as the Defence Mid-point Rebalancing Review (DMRR) has shown.  

 
b. Second, these initiatives are also most likely to be policies that will be delivered 

efficiently and effectively.  There is likely to be less confidence in those 4yPs not 
yet ready at this stage, and a higher bar should be put in place for these Votes. 

 
51. We recommend supporting only those initiatives that are signalled in 4yPs, and that a 

firm line be taken on other initiatives unless there are compelling reasons, such as 
urgency, to include for Budget 2014.                                                    
                                                                                   
                                                                                  
                   

 
...and some active decisions to create additional fiscal headroom. 

52. However, there is likely to be little to no funding within a gross $1 billion allowance for 
both indicative allocations and other priority Budget 2014 initiatives that are coming 
through 4yPs. 

 
53. One option is to revisit the size of indicative allocations.  Broadly, indicative allocations 

serve as a useful management tool.  While allocations set too high may be filled up 
with low-value initiatives with little supporting information, they also act as a useful cap 
on Votes such as Health and Education with perennial cost pressures addressed 
through the Budget. 
 

54.                                                                               
                                                                                         
                                                                                      
                                            
 

55.  
  The Minister of Health has signalled to District 

Health Boards an increase of $250 million in 2014/15 and out years, leaving $100 
million a year. We anticipate that the Minister of Health will use around $50 million to 
fund discretionary initiatives and at this stage we do not know what these initiatives will 
comprise of. 

 
56. We do not recommend scaling the Defence Force allocation.                         

                                                                                  
           Small reductions could leave the NZDF largely able to provide DMRR 
outputs, but: 

 
a. a reduction of $20 million a year would require immediate divestment of tanker 

capability and two inshore patrol vessels, significantly reduced B757 flying hours 
and delay personnel growth 

 

[7]
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b. a reduction of $50 million would lead to significant operational and personnel 
pressures in the short-term, and ongoing loss in outputs in capability7 

 
c. a reduction of $80 million would force the NZDF to reduce or defer all capability, 

operational and personnel growth agreed by Cabinet 
 
d. no funding would lead to cuts in the base to fund depreciation, capital charge and 

cost pressures (ie, cuts to capability, personnel or the defence estate). 
 
57. Further, you may wish to consider the perverse incentives that could be created if this 

allocation is scaled.  The DMRR process is largely considered to have been a 
successful one, and driving the incentive to produce high-quality Four-year Plans is 
somewhat dependent on departments seeing the process as an opportunity to engage 
with the Budget process rather than as a compliance exercise. 

 
58.                                                                                          

                                                                                 
          The allocation is likely to be taken up through non-discretionary calls (ie, 
funding forecast changes from the October Baseline Update), the Prime Minister’s 
potential priorities, or funding Early Childhood Education and Operations Grant cost 
increases. Other initiatives would need to be funded either from scaling these cost 
increases or finding savings within the Vote.  

 
59.                                                                                           

                                                                                   
                                                                                  
                                                                                    
                                                                                     
                                                                                        

 

Future Investment Fund 

The FIF is coming under increasing pressure... 

60. As announced publically, the HYEFU will confirm a revised estimate for proceeds from 
the Government Share Offers programme.  Our central estimate is now reflected in the 
fiscal forecasts at $4.8 billion, down from $6 billion at the Budget Update. To date, just 
under $2.0 billion has been spent from the Future Investment Fund, leaving $2.8 billion 
to spend over the next three Budgets. 
 

61. The Budget Update signalled $1.0 billion of new capital spending from the FIF in 
Budget 2014, with a further $900 million in both Budget 2015 and 2016. Should the 
Genesis Energy IPO raise the expected level of proceeds, the Government does not 
need to alter this spending profile to meet its public commitment to fund all new capital 
expenditure through to Budget 2016 from the existing Crown balance sheet. 

 
62. There is currently $822 million to be allocated for Budget 2014, as Cabinet has agreed 

to pre-commit $178 million against the Budget 2014 FIF spending profile. These pre-
commitments including the following items: 

 
a. Support for the University of Canterbury ($144 million), and 
 
b. Hobsonville Land Company ($31 million). 

 

                                                
7
 Analysis in DMRR showed that once capabilities are lost, it is extremely difficult to replace them (eg, capabilities 

and skill requirements are in short supply, and relationships take time to repair). 

[7]
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63. The Government has also allocated $1 billion for each of 21st Century Schools and 
Health Investments. At present, approximately $1.3 billion of these ring-fenced 
amounts remain unspent. This leaves $1.4 billion in the Future Investment Fund for all 
other capital spending for the next three Budgets. 
 

Table One: Future Investment Fund at HYEFU 2013 

Expenditure ($million)  
Budget 
2012  

Budget 
2013  

Budget 
2014  

Budget 
2015  

Budget 
2016  

Budget 
2017  

Total  

Future Investment Fund Spending Profile 
HYEFU 2013 

533  1,420  1,000  900  900  47 4,800  

Revenue  ($million)  2011/12  2012/13  2013/14  2014/15  2015/16  2016/17  Total  

Expected GSO proceeds -  1,690  2,490  620  -  -  4,800  

FIF Balance ($million)  
Budget 
2012  

Budget 
2013  

Budget 
2014  

Budget 
2015  

Budget 
2016  

Budget 
2017  

Total  

FIF accumulated balance at each Budget  -533  -263 1,227  947 47  -  -  

Sector Allocations  
Budget 
2012  

Budget 
2013  

Budget 
2014  

Budget 
2015  

Budget 
2016  

Unallocated  Total  

21st Century Schools - allocated so far  35  184  -  -  -  781  1,000  

Health Investments - allocated so far  53  431  -  -  -  516  1,000  

 
 

64. As capital intentions tend to be front loaded and future intentions are highly uncertain, a 
prudent management strategy would be to strictly enforce a $1 billion capital allowance 
(including Health and Education) for Budget 2014.                                 
                                                                                     
        
 

65.                                                                                     
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66. We will report to you in January following analysis of the 4yPs and the capital 
pressures signalled through them.  This report will also cover high-level management 
options to bring the Budget 2014 FIF package to within the $822 million available. 

 
...and delivering on the commitment to fund all new capital expenditure from the 
balance sheet until Budget 2016 will require discipline and getting into the base. 

67. The reduced flexibility within the FIF makes it more important to increase the value-for-
money seen from new capital projects.  As a large number of capital projects are 
funded from within baselines, increasing visibility in this area can help the Government 
free up space for projects that are relatively high-value but are unlikely to be affordable 
within the newly constrained FIF. 
 

68. As we have previously discussed with the Minister of Finance, one approach to getting 
better value for money from capital spending is to assert greater central control over 
capital decision-making.  We have proposed better aligning the Government’s value-
for-money objective with departmental stewardship of assets and liabilities. 
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70. We will trial a process for Budget 2014 where the relative attractiveness of all 
significant departmental capital intentions will be assessed, regardless of whether they 
are baseline funded or seeking a new capital injection.  This approach will help give 
Ministers greater scrutiny over new capital projects and can help raise the level of 
discipline over capital spending. 
 

71.                                                                                  
                                                                                   
                                                                                 
                                         

Delivering the Surplus and Implications for Future Budgets 

The forecast surplus is still small and is exposed to factors outside of the 
Government’s direct control... 

72. The HYEFU forecasts show an OBEGAL surplus of $86 million in 2014/15. A typical 
change in the OBEGAL from one set of fiscal forecasts to the next is around $400 
million on average. 1% a year higher or lower nominal GDP growth between now and 
2014/15 could change tax revenue by around $1.3 billion.  
 

73. Further, while most movements within the core Crown can be managed through the 
Budget allowances (through the “in-year revisions” process), movements within Crown 
Entities and State Owned Enterprises are volatile. 

 
74. For Budget 2014, sticking to the $1 billion allowance and/or restraining expenditure in 

2014/15 will help ensure the surplus is delivered. Between Budget 2014 and the Pre-
Election Economic and Fiscal Update (PREFU), the Government will have limited 
ability to protect the surplus should there be a negative shock. The best way of 
avoiding a potential deficit in the 2014 PREFU is to build a buffer in the forecast 
OBEGAL in 2014/15. 

 
...and pressures on interest rates and the cycle will need to be managed... 

75. Building a buffer will have helpful impacts on the debt track and avoid adding pressure 
to the cycle.  Current forecasts assume the Government will retain allowances of 
around $1 billion a year in future Budgets. Small changes to any one operating 
allowance (eg, $100 million a year) are unlikely to have a significant impact on overall 
demand. Indeed, such a change may be required to manage system risk that appears 
in a given year or to offset increases in a previous Budget.   
 

  
 

 
 

 
77. The nature of any monetary policy response to higher operating allowances is likely to 

depend on a range of factors: 
 

a. whether allowances are used to spend more or cut taxes. In general, 
international evidence suggests that spending initiatives have a larger impact on 
demand than revenue initiatives. 
 
 

 

[7]

[8]
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BUDGET-SENSITIVE 

i. Tax reductions are likely to have less impact on demand than government 
spending because some of that tax cut will be saved or spent on imports.  
Tax changes that lead to higher savings or higher imports will have less 
impact on demand. 

 
ii. Tax cuts that aim to increase the supply capacity of the economy are likely 

to help faster underlying growth, but will still add to demand pressures in 
the short term. 

 
b. magnitude and speed of the adjustment.  Any large change in spending or tax 

levels is likely to be more manageable if it is spread across years rather than 
undertaken all at once.  A phased introduction also lets the Government change 
settings should economic circumstances change. 

 
c. circumstances in the economy.  In an economy that is more stretched, there is 

more likely to be an acceleration of interest rate rises than if the economy were 
weaker.  To the extent that the fiscal position looks healthier due to stronger-
than-forecast domestic demand, unexpected demand pressures will put pressure 
on resources, interest rates and the exchange rate. 

 
...but Budget 2014 can set the scene for fiscal management for the next few years. 

78. We continue to take the view that efficiency will only go so far in achieving your fiscal 
strategy, and these gains are likely to be primarily required to bridge cost pressure 
gaps that are appearing in 4yPs.  Departmental expenditure represents around 15% of 
core Crown spending, or $10.5 billion.  Instead, we recommend focussing on non-
departmental expenditure, at around 65% of core Crown spending to create room for 
discretionary initiatives and cost pressures. 

 
79. As pressures are unlikely to subside in the near future, one potential approach is to 

systematise robust evaluation of existing programmes and find ways to actively reduce 
the future liability of coming pressures.  The welfare reform programme is starting to 
deliver significant savings that are likely to help reduce the welfare liability.  However, 
this can take several years to progress from policy development to implementation and 
delivery of savings. 

 
80. The quality of institutional design and state sector performance continues to be critical 

to delivering better outcomes, and those better outcomes can help manage within tight 
fiscal constraints.  In several areas (eg, education) these benefits may not be realised 
for several years.  But continued improvements at the system level to focus services 
around people and businesses, strengthening system leadership and challenging the 
market design status quo could help deliver savings in the medium term and help make 
future Budgets more manageable.  We recommend focussing on both high spending 
areas and those that help build human capital (eg, education, welfare and health). 

 
81. In particular, embedding the funding signals approach could be an effective mechanism 

to deliver longer term fiscal sustainability.  For example, sending a signal to the Health 
sector that expands across the next four Budgets could bring forward a discussion 
about potential reforms within the sector.  

 
82. The Minister of Finance is scheduled to discuss future financial management with the 

Treasury on Tuesday 17 December. We aim to discuss how expenditure and its drivers 
can be better understood, the choice of fiscal indicators and targets, dealing with fiscal 
cyclicality and the Fiscal Management Approach.  Budget 2014 is an opportunity to 
prepare for stronger growth and surpluses, and you may wish to consider how 
messages for future Budgets could be signalled in the next Fiscal Strategy Report. 
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