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Budget Report: Fiscal Strategy 

Executive Summary 

Budget Ministers are meeting on March 4 to discuss the fiscal strategy. The attached slides 
describe three key proposals to update the fiscal strategy that are based on discussions with 
the Minister of Finance. This report provides analysis of the key proposals. 
 
The target to return the OBEGAL to surplus in 2014/15 has guided budget decisions over the 
past Parliamentary term. The next fiscal objective is to reduce net debt to no higher than 
20% of GDP by 2020. However, as 2020 is still beyond the forecast horizon, we recommend 
setting an earlier target to focus budget decisions over the next Parliamentary term (Budgets 
2015 to 2017). It is proposed that this target would be for nominal net debt in June 2018 to 
be no higher than its level in June 2014 (currently forecast to be $60 billion). 
 
The 2014 Budget Policy Statement indicated operating allowances of $1 billion per annum 
for Budget 2014 and future Budgets. For Budget 2015 and beyond, there is fiscal headroom 
for moderately higher operating allowances. It is proposed that operating allowances are set 
to $1.5 billion per annum on average for Budgets 2015 to 2017, to meet key spending 
initiatives and implement modest tax cuts. Note, however, that lifting allowances would imply 
that forecast net debt in June 2018 would exceed its June 2014 value by around $4 billion. In 
other words, the fiscal forecasts may not show the Government meeting the nominal net debt 
target. However, capital recycling and/or revenue surprises could be used to achieve the 
target. 
 
It is proposed that the fiscal strategy include a commitment to use positive revenue surprises 
to reduce net debt whilst net debt remains above 20% of GDP and there is upward pressure 
on interest rates. Once net debt is below 20% of GDP, revenue surprises should still be 
saved while there is pressure on interest rates, although there are more choices around 
whether these are used to repay debt or build up financial assets. In the case of negative 
revenue surprises, the automatic stabilisers should be allowed to function as long as the 
medium-term path of net debt remains on a sustainable trajectory. 
 
More generally, there would be value in setting out in more detail intentions for future debt 
repayment and priorities for financial asset accumulation for the period after net debt has 
fallen below 20% of GDP.  We would recommend signalling a net debt range of 10-20% of 
GDP for the period of the 2020s, along with a specific financial asset strategy. 
 
Decisions about the fiscal strategy are communicated in the Fiscal Strategy Report (FSR). 
The text of the FSR will need to be refined over the next two months to reflect Ministers’ 
decisions about fiscal targets and future Budget allowances. 

Recommended Action 

We recommend that you: 
 
a Read the attached slides for discussion at Budget Ministers’ meeting at 12.00pm on 

Tuesday 4 March. 
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b Indicate your agreement to the key proposals: 

 
i. Set an additional fiscal target to anchor fiscal policy over the next Parliamentary 

term.  This target would be for nominal net debt in June 2018 to be no higher 
than its level in June 2014 (currently forecast to be $60 billion).  

 
 

Agree/disagree. Agree/disagree. 

Prime Minister    Minister of Finance 

 
 
Agree/disagree. Agree/disagree. 

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

  
 

ii. Set an operating allowance of $1.5 billion per annum on average for Budgets 
2015 to 2017, to meet key spending initiatives and implement modest tax cuts. 

 
Agree/disagree. Agree/disagree. 

Prime Minister    Minister of Finance 

 
                   Agree/disagree. Agree/disagree. 

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

 
iii. Signal a strategy for revenue surprises. The main elements would be that positive 

revenue surprises will be used to reduce net debt while net debt remains above 
20% of GDP and there is upward pressure on interest rates. Once net debt is 
below 20% of GDP, use any positive revenue surprises for further balance sheet 
repair. 

 
Agree/disagree. Agree/disagree. 

Prime Minister    Minister of Finance 

 
                   Agree/disagree. Agree/disagree. 

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

c Note that the Fiscal Strategy Report will need to communicate any update to the fiscal 
strategy.  
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d Note that Treasury recommends the 2014 Fiscal Strategy Report set out intentions for 

debt repayment and financial asset accumulation beyond 2020, with a net debt range 
of 10-20% of GDP beyond 2020. 

 
 
 
 
 
 
Tim Ng        Rt Hon John Key 
Director, Macroeconomic Policy    Prime Minister 
 
 
 
 
 
 
Hon Bill English       Hon Steven Joyce 

Minister of Finance      Associate Minister of Finance 

 

 

 

 

Hon Dr Jonathan Coleman 

Associate Minister of Finance 
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Budget Report: Fiscal Strategy 

Purpose of Report 

1. Budget Ministers are meeting on March 4 to discuss the fiscal strategy. The attached 
slides describe key proposals that are based on discussions with the Minister of 
Finance. This report provides analysis of the key proposals.  

Process 

2. The Treasury is finalising its preliminary Budget economic forecasts and will brief 
Ministers on the week of 3 March. Preliminary fiscal forecasts will be finalised on 20 
March. Key upcoming dates for Budget Ministers:   

  
Budget Ministers’ meeting to finalise Budget package 24 March 
Budget Ministers’ meeting to decide Budget package 31 March 
Treasury finalises Budget economic forecasts 4 April 
Cabinet consideration of the Budget package 14 April 
Treasury finalises Budget fiscal forecasts 23 April 
Budget day 15 May 

 
3. Decisions about fiscal strategy are communicated in the Fiscal Strategy Report (FSR). 

The text of the FSR will need to be refined over the next two months to reflect 
Ministers’ decisions about fiscal targets and future Budget allowances.  

Macroeconomic context 

4. The Treasury’s forecasts in the Half Year Economic and Fiscal Update (HYEFU) 
showed economic growth is expected to strengthen over the next two years.  Factors 
supporting demand over the coming cycle include buoyant commodity export prices 
and construction activity especially in Canterbury and Auckland.  These forecasts show 
a muted cycle relative to the previous cycle in the 2000s (a cycle that ended up being 
more pronounced than forecasters expected at the time).  The intensity of the 
upcoming cycle is likely to become clearer over the coming year.  

 
5. Economic data released since the HYEFU confirm the economy is gathering 

momentum. The labour market has strengthened, following two years where GDP 
growth has, on average, been a little above its trend rate. Migration inflows, which have 
exceeded the Treasury’s HYEFU estimates, are supporting housing market activity. 
Ongoing increases in the terms of trade, combined with the positive economic outlook, 
have provided support for the trade-weighted exchange rate, which is higher than 
forecast at HYEFU.  

 
6. The Reserve Bank is widely expected to begin increasing the OCR at its next policy 

announcement on March 13. Market pricing implies the OCR is expected to increase 
by around 100 basis points over 2014. Current market pricing implies no material 
change in policy interest rates in Australia or major advanced economies in 2014. 
Looking further ahead, market expectations and both the Treasury’s and Reserve 
Bank’s forecasts have interest rates rising further in New Zealand (see Figure 1).    
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7. Ongoing fiscal consolidation is counteracting demand pressure in the economy. This 
means lower interest and exchange rates than otherwise. In an economy that is 
expected to be operating at or above capacity, significantly higher government 
spending or lower taxes could lead to a larger interest rate cycle and push the 
exchange rate higher than otherwise.  Higher interest rates would be felt by households 
with mortgages and raise the cost of capital to firms. A higher exchange rate would 
increase pressure on the tradable sector and work against rebalancing objectives. 

 
8. The actual future path of interest rates and exchange rates is always very uncertain. In 

the coming cycle, key factors include momentum in the domestic and global 
economies, commodity prices and risk sentiment.  Fiscal policy feeds into domestic 
demand, but is only one factor.  For a given set of external circumstances, higher 
domestic interest rates relative to foreign interest rates imply a real exchange rate that 
is higher than otherwise for a period. 

 
 
Figure 1 - 90-day interest rate expectations 
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Fiscal context 

9. Overall, growth in the economy, and continued management of spending levels, is 
expected to result in a return to operating surplus, starting to reduce net debt in the 
medium term and rebuild the Crown's net worth. The operating deficit is forecast to 
narrow in the current year and a small surplus is forecast in 2014/15. Net debt has 
risen from 6% of GDP in 2008 to 26% of GDP in 2013. The HYEFU forecast net debt to 
fall to 22.3% by June 2018. In nominal terms, net debt starts decreasing from 2016/17. 

 
10. The HYEFU fiscal outlook showed that the current fiscal track is tighter than that 

required to achieve net debt of 20% of GDP by 2020 (see Figure 2). This creates 
choices in terms of the speed of debt repayment and other objectives. There are 
macroeconomic tradeoffs involved in choosing a different mix of fiscal and monetary 
policy, recognising that the Reserve Bank will take account of fiscal policy in setting the 
OCR.  
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Figure 2 - Net debt under alternative fiscal scenarios 
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11. There is material fiscal consolidation built into the current fiscal parameters. The 

forecast fiscal impulse is for tightening of around 0.75% of GDP per year over 2014/15 
to 2017/18 (see Figure 3). Tight fiscal parameters help to remove domestic demand 
pressure in a cycle that will likely involve significant construction activity in Canterbury 
and Auckland. Economic modelling suggests that the current track for operating 
allowances ($1 billion per Budget), relative to a neutral stance (a fiscal impulse that is 
neither positive nor negative), will remove inflationary pressure such that the OCR will 
be around 50 to 70 basis points lower than otherwise by 2018. 
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Figure 3 – Fiscal impulse (HYEFU 2013) 
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Source: The Treasury 
 

Fiscal targets 

12. The target to return the OBEGAL to surplus in 2014/15 has guided budget decisions 
over the past Parliamentary term. The next fiscal objective is to reduce net debt to no 
higher than 20% of GDP by 2020. However, as 2020 is still beyond the forecast 
horizon, we recommend setting an earlier target to focus budget decisions over the 
next Parliamentary term (Budgets 2015-2017). 

 
13. There are a number of forms that such a target could take. We have previously 

provided advice on options such as residual cash surplus or variations on another 
OBEGAL target [T2013/2014 refers]. The Minister of Finance has signalled an intention 
to begin reducing the value of net debt, which has increased from $10 billion to $60 
billion since 2008 and is forecast to rise further. This suggests it could be useful to set 
a target in terms of nominal debt levels (ie, the dollar value of debt). 

 
14. A nominal debt target would have a number of advantages and disadvantages, as 

summarised in Table 1. The main issue to consider is the level at which the target 
should be set. This needs to take into account the appropriate degree of stretch, the 
potential for revenue to exceed forecasts if the economic cycle intensifies, and the 
possibility of generating cash from the balance sheet. 
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Table 1 – Advantages and disadvantages of a nominal net debt target 
 

Advantages Disadvantages 

• It would be easy to communicate how it 
relates to the ’20 by 20’ target as they 
are both for net debt. This would avoid 
some of the difficulties in 
communicating how the OBEGAL 
target relates to the net debt objective, 
which exist at present. 

• Targeting a ‘stock’ variable such as 
debt minimises the impact of shifts in 
spending/revenue between years, 
which happens with a ‘flow’ target such 
as OBEGAL or residual cash. 

• May increase the focus on capital 
expenditure. 

• Because net debt is a core Crown 
measure, it excludes the impact of 
Crown entities and SOEs, which are 
somewhat beyond the control of 
Ministers (at least in the short term) 
and will better reflect Budget decisions. 

 

• Forecasts of net debt are highly 
volatile.  

• There is the potential for the final year 
of the target to be affected by 
potentially lumpy capital expenditure. 

• In the final year the target may 
effectively become a flow target as a 
certain residual cash balance will be 
needed to achieve the stock target. 

• May reduce focus on Crown entity and 
SOE finances. 

 
15. Given the desire to start reducing nominal debt, one option would be to seek to ensure 

that net debt in June 2018 is no higher than its level in June 2014. In the HYEFU 
forecasts, net debt in both of these years is forecast to be around $60 billion (Table 2). 

 
Table 2 – HYEFU forecast of net core Crown debt 
Year ended 30 June  2013 2014 2015 2016 2017 2018 

Net debt ($ billion) 55.8 60.0 63.3 64.5 63.4 60.4 

 
 
16. Any increase in operating allowances (discussed in the next section) will increase the 

forecast level of net debt in June 2018. For example, an increase in operating 
allowances to around $1.5 billion per annum would imply that forecast net debt in June 
2018 would exceed its June 2014 value by around $4 billion (Figure 4). In other words, 
if allowances were lifted, the fiscal forecasts would not show the Government meeting 
this fiscal target. Setting such a target for net debt would imply a degree of stretch, 
which may be appropriate to the extent that: 

 
• it is possible to finance some expenditure off the balance sheet (capital release). 

This could be achieved, for example, by selling Housing New Zealand stock. There 
are, however, some risks around relying on capital release to achieve the target, 
particularly in respect to housing assets, and we will provide further advice on this 
in the near future; and 

 
• there is a possibility that revenue exceeds current forecasts if the economic cycle 

becomes stronger than currently anticipated.  
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Figure 4 – Net debt with operating allowances of $1.5 billion from 2015/16 
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Note: Forecast based on HYEFU 2013 except assumes operating allowances of $1.5 billion for 

Budgets 2015-2017.  
Source: The Treasury 

 
17. The main risk in setting a target for nominal net debt in June 2018 relative to the June 

2014 level is that the forecasts are highly uncertain and liable to change. Changes in 
the forecasts could alter the amount of debt repayment required to meet the target. 
Changes between forecast rounds can be in the order of $5 billion, as was evident in 
the change between BEFU and HYEFU forecasts in 2013.  

 
18. The BEFU 2014 forecast will give a clearer indication of the June 2014 nominal debt 

figure that would be used as a basis for comparison. While positive revenue surprises 
could help meet the objective if the economy strengthens, there is also the possibility 
that greater additional capital recycling or other policy adjustment would be required to 
meet the target if economic growth was to underperform. To manage this risk, some 
conditionality around the target is warranted (eg, the wording used around the 
OBEGAL surplus target was “subject to any significant shocks”). 

 
19. The adoption of a new target for net debt over the next Parliamentary term should be 

considered alongside other existing commitments. These include reducing net debt to 
no higher than 20% of GDP by 2020, reducing core Crown expenses to below 30% of 
GDP, OBEGAL surpluses and to resume contributions to the NZS Fund once debt is 
below 20% of GDP. 

Setting allowances for Budgets 2015-2017 

20. The 2014 Budget Policy Statement indicated operating allowances of $1 billion per 
annum for Budget 2014 and future Budgets (growing at 2% per Budget).  

 
21. For Budget 2015 and beyond, there is fiscal headroom for moderately higher operating 

allowances. There are two main macroeconomic considerations: 
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• Impact on net debt to rebuild the financial buffers. In particular, whether it is 
consistent with the target for nominal net debt discussed above and the objective of 
having net debt no higher than 20% of GDP by 2020; and 
  

• Impact on monetary policy, as it is desirable that fiscal policy counteract aggregate 
demand pressure in the economy to keep pressure off interest and exchange rates. 

 
22. Also important considerations are objectives around state sector performance and the 

efficiency of the Crown balance sheet. Committing to a path for new spending 
allowances over the following three Budgets would be a useful signal to continue to 
focus on results in the state sector and to reinforce four-year planning. Equally, capital 
recycling reinforces a focus on balance sheet efficiency. 

   
 
Net debt implications of lifting future Budget operating allowances 
 
23. Based on the HYEFU economic outlook, higher operating allowances of $500 million 

per year from Budget 2015 onwards would still allow net debt to reach just under 20% 
of GDP by 2020. However, on current forecasts, an amount of capital release in the 
order of $4 billion would be required to meet the proposed target for nominal debt in 
June 2018. Any future revenue surprises could also be used to meet this net debt 
target.  

 
24. Lifting allowances by $1 billion per annum or more for all future Budgets from Budget 

2015 onwards would mean that net debt is projected to be above 20% of GDP by 2020, 
although this too may change if there are positive revenue surprises. However, positive 
economic surprises would tend to indicate the economy is heating up, so injecting 
stimulus under these circumstances would be least desirable from the perspective of 
removing pressure on interest rates and supporting rebalancing. 

 
Macroeconomic implications of lifting future Budget operating allowances 
 
25. The macroeconomic impacts of any particular fiscal policy change will depend on the 

size, composition, phasing and timing of the particular tax and spending plans 
[T2014/223 refers].  

 
26. Government spending that leads to higher saving by households (eg, KiwiSaver), or 

leaks into imports (eg, defence procurement), will tend to have less impact on domestic 
demand than spending on public services or cash transfers to households. With regard 
to personal tax cuts, the household saving response will make a difference to the 
required monetary response.  The saving response of households is likely to depend 
on the type of tax cut, such as whether it is permanent or temporary and the income 
bracket of households that benefit.  

 
27. Improving the supply side is perhaps the most important part of sustaining growth 

beyond the cyclical upswing expected over the next few years. Tax or spending 
initiatives may have supply-side impacts, depending on their effects on labour supply, 
investment and productivity.  

  
28.  In terms of phasing, spreading out changes over time would generally lead to a less 

pronounced interest rate cycle. Small, gradual shifts may also allow more fiscal and 
monetary flexibility in the sense that policymakers can adjust as economic conditions 
change.  
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29.  In terms of timing, an economy with less spare capacity may generate greater 
inflationary pressures and attract a relatively greater monetary policy response. 
Pressures are likely to be exacerbated if a fiscal loosening occurs at a time when other 
demand pressures are the most intense (as was the case in the mid 2000s). 

 
30. Lifting allowances by $500 million per Budget is around the threshold for there to be 

any material implications for monetary policy. Quantifying the macroeconomic impacts 
of lifting future Budget allowances is subject to much uncertainty. Modelling indicates 
that lifting all future Budget operating allowances by $500 million per annum may mean 
the OCR is around 15 to 30 basis points higher than otherwise after around three to 
five years, although it could be lower or higher depending on the type of spending and 
other factors.  If the additional allowances were directed toward lower taxes, then the 
OCR may be higher than otherwise by around 10 to 20 basis points after around three 
to five years (ie, smaller than one OCR movement). The interest rate impacts are 
unlikely to be felt immediately, but rather over the next four years as the fiscal impulse 
is injected. The real exchange rate, although its future level is very uncertain, would be 
expected to be higher than otherwise by around 0.5 to 1 percent for around 3 years. A 
higher real exchange rate would mean exports could be lower by around 1 to 2 
percent.   
 

31. Households and financial markets may already have some expectation of modest fiscal 
easing in the future and so a modest change to fiscal parameters would not necessarily 
come as a complete shock.  

 
Lifting the operating allowance by $500 million from Budget 2015 
 
32. The Minister of Finance has indicated a preference to set the allowances at around 

$1.5 billion per annum for Budgets 2015 to 2017. This would be consistent with the 
objective to reduce net debt to no higher than 20% of GDP by 2020. It would also mean 
the forecast fiscal impulse is still materially counteracting demand pressures in the 
economy, taking pressure off monetary policy (albeit to a lesser extent than if 
allowances were set at $1 billion per annum). Setting allowances higher than $1.5 
billion per annum would likely mean materially higher interest rates (at least one 
additional OCR increase). 

 
33.  

 
 
 
 

 
 
 
 

  
 

[7]
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Revenue surprises 

34. The coming economic upswing may deliver positive revenue surprises if economic 
growth turns out stronger than currently expected. Previous Treasury advice has 
outlined options for responding to such surprises [T2013/2568 refers]. A key concern 
with any such surprises is to avoid committing them to initiatives that might result in 
pro-cyclical fiscal policy. Using revenue surprises to materially increase spending or 
reduce taxes would provide additional stimulus during a period of economic growth, 
exacerbating macroeconomic pressures and putting upward pressure on interest rates. 

 
35. We propose that the fiscal strategy include a commitment to use positive revenue 

surprises to reduce net debt whilst net debt remains above 20% of GDP and there is 
upward pressure on interest rates. Once net debt is below 20% of GDP, revenue 
surprises should still be saved while there is pressure on interest rates, although there 
are more choices around whether these are used to repay debt or build up financial 
assets. In the case of negative revenue surprises, the automatic stabilisers should be 
allowed to function as long as the medium-term path of net debt remains on a 
sustainable trajectory. 

 
36. Repeated positive revenue surprises that occur over several years (which may be more 

likely in a prolonged upswing) may lead to political pressure to increase allowances. 
We would recommend that such increases, whether through higher spending or tax 
cuts, should be kept to a minimum. If allowances are further increased, we recommend 
that attention be given to policy initiatives that would put least pressure on monetary 
policy and/or have supply-side benefits. Fiscal easing should ideally occur gradually in 
small increments as this helps to manage uncertainty over the economic cycle. There 
should also be a focus on ensuring that the fiscal impulse remains appropriate over the 
forecast period. 

[7]
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Medium-term issues 

37.    An important consideration for fiscal strategy is to rebuild the financial buffers over time 
to ensure there is sufficient resilience to potential future downside shocks. 

 
38.  The Treasury’s projections beyond 2017/18 assume ongoing, trend growth. The terms 

of trade is projected to remain at a historically high level. Prudent risk management 
implies that the financial buffers should be sufficient to deal with a potential future 
downturn and/or falls in commodity export prices. Experience from past recessions 
implies that net debt increases on average by 10 percentage points of GDP following a 
recession. Paying down net debt to below 20% of GDP and running budget surpluses 
is the key means of ensuring that the Crown balance sheet can absorb a downside 
shock in the future and keep net debt within prudent limits.  

 
39.  The focus over the next five years is on reducing gross and net debt. This is 

appropriate as net debt has risen from 6% of GDP in 2008 to 26% of GDP in 2013. 
Current policy is to re-start contributions to the New Zealand Superannuation Fund 
once net debt reaches 20% of GDP.   

 
40.  Beyond 2020 there will be choices about the extent and form of continued balance 

sheet strengthening: 
 

• At 20% of GDP, net debt will still be significantly higher than its pre-crisis level. 
The global financial crisis and Canterbury earthquakes have demonstrated the 
value of low government debt for a country like New Zealand, which is 
susceptible to natural disasters and relies on a narrow commodity base.  These 
factors, together with future demographic changes, suggest there is a case for 
reducing debt further below 20%, particularly when the economy is strong. The 
experience of recent years has also shown the significant swings in debt than can 
occur over an economic cycle. Taking into account these factors, we recommend 
signalling a net debt range of 10-20% of GDP for the period of the 2020s, once 
the ‘20 by 20’ objective has been achieved.  

 
• Other parts of the balance sheet have also deteriorated in recent years. Most 

notably the National Disaster Fund (NDF) has been run down. In addition, the 
NZS Fund has grown less slowly than otherwise given the absence of 
contributions since Budget 2009.  We recommend that you consider priorities for 
broader rebuilding of financial buffers and announce a specific financial asset 
strategy, for the period after net debt has fallen below 20% of GDP.  

 
41.  The period beyond 2020 is still some time away, so statements of intention for this 

period can be changed through time and need not be particularly binding. However, the 
Public Finance Act requires fiscal objectives to cover a period of at least 10 years, and 
setting a strategy for this period can help provide transparency and ensure consistency 
with other elements of the strategy. 
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1. Set an additional fiscal target for nominal net debt to anchor fiscal policy 
over the next Parliamentary term: 

• Nominal net debt in June 2018 is no higher than its level in June 2014 
(currently forecast to be $60 billion). 

2. Set operating allowances of $1.5 billion per annum on average for Budgets 
2015 to 2017, to meet key spending initiatives and implement modest tax 
cuts. 

3. Strategy for revenue surprises: 

• Positive revenue surprises will be used to reduce net debt while net 
debt remains above 20% of GDP and there is upward pressure on 
interest rates. 

• Once net debt is below 20% of GDP, use revenue surprises for further 
balance sheet repair. 

Key proposals 



MACROECONOMIC CONTEXT 
Budget Ministers’ Meeting – 4 March 



Macroeconomic context 

5 

• In the coming economic cycle, record high terms of trade and 
construction activity in Canterbury and Auckland will be key drivers of 
demand.  
 

• Current forecasts show a muted cycle relative to the 2000s. The 
intensity of the upcoming cycle is likely to become clearer over the 
coming year. 
 

• The economy is expected to be operating at or above capacity. Interest 
rates are expected to increase.  
 

• Significantly higher government spending or lower taxes would lead to 
a larger interest rate cycle and push the exchange rate higher than 
otherwise.  Higher interest rates would be felt by households with 
mortgages and raise the cost of capital to firms. A higher exchange 
rate would increase pressure on the tradable sector and work against 
rebalancing objectives. 
 

 



Fiscal context 

• The 2013 Half Year Economic and Fiscal Update showed that the current 
fiscal track is tighter than that required to achieve net debt of 20% of GDP 
by 2020. This creates choices in terms of the speed of debt repayment and 
other objectives.  

• There are macroeconomic tradeoffs involved in choosing a different mix of 
fiscal and monetary policy, recognising that the Reserve Bank will take 
account of fiscal policy in setting the OCR.  

• Treasury’s projections beyond 2017/18 assume ongoing, trend growth. The 
terms of trade is projected to remain at an elevated level. Running 
surpluses and paying down debt is sound risk management.  
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FISCAL STRATEGY 
Budget Ministers’ Meeting – 4 March 



Objectives 
• Building a more productive and competitive economy: 

– Maintaining tight fiscal settings alleviates interest rate and exchange 
rate pressure, supporting investment and exports.  

– Continued spending restraint to make room for modest tax cuts.  

• Responsibly managing the government’s finances 

– Net debt has increased from $10b to $60b since 2008 – time to start 
rebuilding financial buffers. 

• Delivering better public services within tight financial constraints 

– Managing public sector expectations – driving efficiency to free up 
resources. 

– Better results. 

– Balance sheet efficiency – capital recycling. 

• Rebuilding Christchurch 
 

8 



Fiscal targets 

• Fiscal policy has been focussed on achieving budget surplus in 2014/15. 

• In the medium term, the objective is to reduce net debt to no higher than 
20% of GDP by 2020. 

• In addition to existing fiscal objectives, a target for net debt over the next 
term of Parliament would help to anchor fiscal decisions. 

• An additional target for net debt is proposed: 

• Nominal net debt in June 2018 is no higher than its level in June 2014 
(currently forecast to be $60 billion) 

• Any increase in operating allowances will increase the forecast level of net 
debt in June 2018. For example, an increase in operating allowances to 
around $1.5 billion per annum would imply that forecast net debt in June 
2018 would exceed its June 2014 value by around $4 billion.  

 

9 



Fiscal settings 
• The 2014 Budget Policy Statement set an operating allowance for Budget 

2014 of $1 billion per annum, consistent with the return to surplus objective.  

• For Budget 2015 and beyond, there is fiscal headroom for moderately 
higher operating allowances. 

• Lifting allowances by $500 million per annum for all future Budgets is 
around the threshold for there to be material implications for monetary 
policy.  

• Increasing future operating allowances to $1.5 billion per annum is: 
– consistent with the objective to reduce net debt to no higher than 20% of 

GDP by 2020; and  
– the forecast fiscal impulse is still materially counteracting demand 

pressures in the economy, taking pressure off monetary policy (albeit to 
a slightly lesser extent). 

• Setting allowances higher than $1.5 billion per annum would likely mean 
materially higher interest rates (at least one additional OCR increase). 

10 



Budgets 2015 to 2017 
• Set operating allowances of $1.5 billion per annum on average over 

Budgets 2015 to 2017. 

11 
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Capital recycling 

• On current forecasts, setting operating allowances to $1.5 billion per annum 
on average would show nominal net debt in June 2018 above the proposed 
target by $4 billion.  

• In other words, if allowances were lifted, the fiscal forecasts would not show 
the Government meeting this fiscal target. Setting such a target for net debt 
would imply a degree of stretch. 

• It could be achieved by releasing capital from the Crown balance sheet 
(capital recycling) or positive revenue surprises. 
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Revenue surprises 

• The coming economic upswing may deliver positive revenue surprises. 
Using revenue surprises to materially increase spending or cut taxes would 
exacerbate macroeconomic pressures.   

• A strategy for revenue surprises: 

– Positive revenue surprises will be used to reduce net debt while net 
debt remains above 20% of GDP and there is upward pressure on 
interest rates. 

– Once net debt is below 20% of GDP, use revenue surprises for further 
balance sheet repair. 

– In case of negative revenue surprises, allow the automatic stabilisers to 
function so long as the medium-term path of net debt remains on a 
sustainable trajectory.  
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MEDIUM-TERM ISSUES 
Budget Ministers’ Meeting – 4 March 



Resilience to downside shocks 

• Treasury’s projections beyond 2017/18 assume ongoing, trend growth. The 
terms of trade is projected to remain at an elevated level. 

• Paying down net debt to below 20% of GDP and running budget surpluses 
is the key means of ensuring that the Crown balance sheet can absorb a 
downside shock in the future and keep net debt within prudent limits. 
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Net debt change following New Zealand 
recessions (five-year change, % of GDP) 
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Rebuilding financial buffers 

• Focus over next five years is on reducing gross and net debt. 

• Current policy is to re-start contributions to NZ Superannuation Fund once 
net debt reaches 20% of GDP. 

• Once net debt is below 20% of GDP, there will be choices across paying 
down debt and building up assets in other parts of the balance sheet (EQC, 
GSF, NZSF).  

• The Treasury recommends the 2014 Fiscal Strategy Report set out 
intentions for debt repayment and financial asset accumulation beyond 
2020, with a net debt range of 10-20% of GDP beyond 2020. 
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