
ROGERNOMICS 
Reshaping 
New Zealand's 
Economy 

Edited by 

Simon Walker 
Executive Director 
New Zealand Centre for 
Independent Studies 



ROGERNOMICS 



ROGERNOMICS 
Reshaping 
New Zealand's 
Economy 
Edited by Simon Walker 

Executive Director 
New Zealand Centre for 
Independent Studies 



� New Zealud Centre far Indcpemiail Stndlct 

� CrowB CopTrigbt Reserved 1989 

All rlgkls rwcrred. No part of Ihii puMlcallua ma; be reproduced b; anj �e«M, 

clcctrimic. mechanical. pho(<x<ip>lng or ii«h»rwt«, or stornl in a rrlrleval 

wiihout prior penalsaion of the New Zealand Centre for ladependenl Studki 

and the pubHriMr. 

ISBN (M77-0I447.X 

Tjp« Ml ia rtmOm lOIll point PlaaUa bj Saba Grapklcs, CkrMdiarcli 

Prialcd b; AaalralUn Print GroMp, Mar^boroagk, Victoria, AaitraKa 



About the New Zealand Centre for Independent 

Studies 

The New Zealand Centre for Independent Studies 

(NZCIS) is an independent, non-profit research and 

educational institute concerned with the development of 

ideas which promote a free and prosperous New Zealand. 

The Centre receives no funds from government, nor 

does it depend on support from any interest group. N Z C I S 

is non-partisan. It does not speak for the interests of any 

person or group and docs not lobby government, 

politicians or bureaucrats. 

N Z C I S believes that there is a need for greater 

competition in ideas. Much research in economics and 

the social sciences is concerned more with how government 

intervention can best be accompUshed than whether it 

is justified in the fu^t place. 

The Centre has been formed to intensify the intellcaual 

debate which should precede the policy-making process. 

Special attention is paid to the role of the market in 

providing for the wcllbeing of all sectors of the community. 

Further information may be obtained from: 

N Z C I S , PO Box 5776, WcUesky Street, Auckland, 

New Zealand. 



PREFACE 

Between 1984 and 1988, the Fourth Labour Government undertook 

the most comprehensive and far-reaching revisions of economic policy 

that New Zealand had ever experienced. 

Gone was the fortress mentality which for decades had encouraged 

import substitution. Financial markets were deregulated, the New 

Zealand dollar was floated, wage and price controls were scrapped. 

Subsidies were abolished, the tax system upended and government 

departments rcstructed in a way which had been regarded as politically 

impossible. State-owned enterprise moved steadily towards 

privatisation. 

The process became known as "Rogemomics" after Finance 

Minister Roger Douglas, the driving force behind the reforms. 

Deregulation was not simply a Labour Party cause: many National 

MPs had pushed against the dirigisme of Sir Robert Muldoon. 

Yet there were important aspects in which the administration did 

not apply free-market principles. Government spending grew 

subsuntially, and the labour market stood out against the tide of 

deregulation. 

At the end of 1988, the government consensus which promoted 

Douglas's reforms came apart. This book was being completed as 

Roger Douglas left the Government and before the impact of his 

dismissal became apparent. By February 1989, both New Zealand 

political parties were divided over the appropriate level of government 

involvement in the economy. 

Nonetheless, as Opposition MP Simon Upton notes in his critical 

perspective in this book, the centre of gravity in New 2^ealand's 

economic debate has shifted irrevocably. 

Rogemomics: Reshaping New Zealand's Economy is an account of 

scaoral changes in New Zealand economic policy by individuals, 

many of whom have been participants in the process of change. One 

field of policy has been largely set aside. Although a Royal Commission 

on Social Policy mulled over welfare issues for much of the era of 

Rogemomics, the administration's intentions seemed so uncertain 

that I felt little purpose would be served by speculating loosely in 

this book. Several authors deal with the fiscal consequences of the 

Labour Government's failure to address social policy issues. 

It would have been impossible to blend personal style and 

interpretation into a seamless analysis of events or to eliminate 

inevitable and sometimes substantial differences of opinion. I have 

not tried to do so. Rather, these essays are presented as ten individual 



assessments of the reform process, its achievements and inadequacies. 

Like all NZCIS-generated publications, it is intended to stimulate 

debate rather than present a definitive verdia on what is, after all, 

a continuing process. 

I am grateful to Harme Hulme, formerly Assistant Dircaor of 

N Z C I S , who initiated this project, and to the Centre's chairman 

and trustees who have made its publication possible. My particular 

thanks to those who have contributed their views. 

Simon Walker 

March 1989 
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Chapter 1 

OVERVIEW 

C o l i n J a m e s 

I N F E B R U A R Y A N D M A R C H 1979 the grassroots of the National 

Party rebelled. At branch and constituency annual meetings a torrent 

of resolutions poured forth demanding a return by its Government 

to market-oriented policies, a smaller state, lower taxes and a reduction 

of union power. That was what many in the party thought they 

had worked for in returning National to power in 1975 with Sir 

Robert Muldoon as Prime Minister. Instead, after some hberalisadon 

of the financial sector and some cuts in state spending in early 1976, 

Muldoon resoned enthusiasdcally to the state's armoury, even 

intervening in early 1978 in the vital meat processing industry to 

pay out of state coffers some of what the striking workers were de-

manding. In the election in November of that year the National 

Party won fewer votes than Labour and remained in ofllcc only by 

the quirks of the electoral system. Muldoon got the blame. Resentment 

and frustration boiled over. 

In 1987 the Labour Party rebelled against a just rc-elertcd Cabinet 

which had similarly betrayed its hopes. The ministry it had worked 

to put into office in 1984 with expectations of a more inteUigent 

and more compassionate - more social dcmocradc - injecdon of the 

state into economic and social life had instead injected market forces 

into the economy and postponed social policy review largely until 

its second term, with strong hints that even there the state might 

not be as pervasive a participant as Labour tradition expected. As 

1988 dawned that anger and frustration intensified to the point where 

the Government's ability to hold to its economic programme was 

doubted by many. 

At the heart of the discontent was "Rogemomics" - the popular 

word for the economic policy approach of Roger Douglas. 

Rogemomics deregulated where Muldoon had regulated, turned over 

to market forces those whom Muldoon had subsidised, cut taxes 

where Muldoon had raised them, subjected employers and unions 

to the painful wage discipline of controls on the money supply, exposed 

Muldoon's state depanments to the market by turning trading opera-

tions into corporations and requiring some other departments to earn 

part of their keep by selling their services. Where the National Party 

revolt had as its byword the phrase "more-market", nneaning greater 

reliance on market forces, Rogemomics was in practice "a lot more 
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market". Some people became very rich in the free-for-all that 

developed in the property and share markets, while, from 1986, in-

creasing numbers of people were put out of work or otherwise made 

beneficiaries of the sute. Labour idealists' sense of equity was deeply 

offended. At any time in 1988 it is probable that a free vote in the 

severely depleted grassroots of the Labour Party would have over-

thrown the policy stance. 

Within this ironic parallel lies another. At any time from early 

1979 up to July 1984, when Douglas came to office, there would 

have been a majority in Parliament for less regulation and more 

rcUance on market forces than Muidoon allowed - and that majority 

would have been constituted of substantial numbers in both the 

Labour and National Parties. At any time from about six months 

into Douglas's tenure of office onward, there would probably have 

been a majority - drawn from both parties - for more regulation 

and less reliance on market forces than Douglas had instituted. 

Thus each politician, Muidoon and Douglas, in his own way set 

a pendulum out towards the end of a swing. They have each been 

a focus for the tensions that have racked the New Zealand political 

system, and the parties within that system, as politics realigns to new 

social structures and aspirations, In an unstable state of affairs, both 

Muidoon and Douglas added to the instability, Somewhere out of 

that racking will come a new, durable alignment. The question is: 

to what extent will "Rogemomics" be a part of the new status quo? 

The origins of Rogemomics arc complex. Rogemomics is not, 

as some think, the work of one man or a small coterie. In its detail 

it is that. But its genesis and the "window of opportunity" (to use 

a phrase of which Douglas is fond) that permitted its development 

and implementation is multifaceted. 

There was, first, a tidal influence. The intellecttial initiatives in 

westem-type societies passed from the "left" to the "right". During 

the uneasy 1970s, the belief in the power of collective action, par-

ticularly expressed through the state, to ennoble and enrich the 

community and individuals within it, lost its ascendancy in thinking 

on social, pohiical and economic organisation. The "great societies" 

confidendy plarmed for and expected in the 1960s receded over the 

horizon. Instead, there was increasing social fragmentation and moral 

uncertainty, increasing violence at the street level and at the level 

of grand international drama (for example, in aircraft hijackings and 

local wars) and economic stagnation and dismption. Collective solu-

tions seemed to a growing number of people to be powerless to correct 

the failures and even to have contributed to them. Consequently, 

systems of intelleaual thought which take the individual as their base 

were re-examined and redeveloped; overshadowed since the 1930s, 

they had by the 1970s a newness and a freshness that socialist, social 

democratic and Keynesian solutions had lost in extensive application. 
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That intellectual strand appealed in poUtics first to conservative 

political parties - or, rather, the radicals of the "right" within them: 

thus, for example, the "Thatcheritcs" in Britain or the "supply-siders" 

in Republican circles in the United States; and thus, the "more-

market" tide within the National Party and, when Muldoon dammed 

that, the emergence of the New Zealand Party to give voice to "free-

market" political demands. 

But the tide also tugged at the socialist and social democratic 

parties. They began to re-examine the efficacy of their prescriptions. 

The French Socialists, for example, while in office in the early 1980s, 

switched tack away from natiotialisation and Keynesian pump-

priming; the Australian Labour Party in office from 1983 began to 

liberalise and open up the economy; the "negotiated economy" of 

social democratic Austria which had delivered apparently indestruct-

ible prosperity since 1945 began to unravel and market disciplines 

began to be reapplied - by a Socialist-led Government; the Socialist 

Government in Spain in 1988 started to sell ofl" state trading 

companies. Even commimist governments have experimented with 

market mechanisms and in some cases, notably China, to privatise 

land and state enterprises. In New Zealand a new breed of Labour 

MPs in their thirties began in the early 1980s to question established 

policy assumptions. 

Douglas was not the only or even the leading questioner. He was 

just the most radical. Perhaps the pivotal shift in the Labour Party 

was when in late 1979 the then leader, Sir Wallace Rowling, whom 

Douglas saw as a blockage to the development of new ideas, appointed 

David Caygill chairman of the caucus economic committee with a 

brief to re-examine policy. That questioning did not lead to a radical 

repositioning, for Caygill is a liberal by instina, not a radical; but 

it did loosen the soil for more radical shoots to push through. 

When those shoots did push through, they met a warm and inviting 

climate. Deep change had already been imder way for some time 

- in the economy, in the psychology of decision-makers in the economy 

and in national aspirations. 

In New Zealand the economic stagnation of the 1970s was felt 

more keenly than in many other countries. For three decades growth 

had been about half that of other western countries as the earning 

power of unprocessed or semi-processed pastoral products - chiefiy 

lamb and beef, wool and dairy products - had fallen behind that 

of industrial produas and even further behind the emerging 

knowledge-based and service industries. By the mid-1980s the terms 

of trade were nearly 30 percent below that of the early 1960s and 

40 percent below the peak in 1973 before the first oil shock. 

In retrospect, the terms of trade turned down from the mid-1960s 

after a four-year trough around the turn of the decade. But up till 

about 1980, govenmients treated it as a temporary aberration and 
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borrowed abroad to maintain consumption. In 1980/81 Muldoon, 

recognising the drop was persistent, borrowed additionally to fund 

a series of energy-based heavy industrial projects for export or import 

substitution. The debt burden spiralled: official overseas debt rose 

from 5 percent of gross domestic produa in March 1974 to 24 percent 

in March 1984. 

So did inflation - averaging 14 percent from 1975 to 1982. And 

so did unemployment, reaching a pre-Douglas peak of 131,700 in-

cluding those on state-subsidised work (more than 9 percent of the 

workforce) in January 1984. Interest rates cUmbed as Muldoon tried 

in non-election years to restrain money supply and credit. In mid-

1982 Muldoon tried fiat instead of policy - he froze prices, wages 

and rents. Controls on interest rates followed in 1983. By then sup-

plementary minimum payments - output subsidies - to farmers had 

peaked at $352 million in 1982/83 and export tax incentives to 

manufacturers were running about $700 million a year. 

By 1983, too, there was a widening sense that New Zealand was 

heading up a cul-de-sac (to quote the title of a contemporary book 

on New Zealand society by geographer Harvey Franklin'): a dead 

end in economic direction and in economic policy. 

To some extent this view was not entirely justified. There had 

been some liberalisation by the Muldoon administration - notably 

in meat industry delicensing, shop trading hours and union mem-

bership - and some gestures towards freer trade with the Qoscr 

Economic Relationship free trade agreement with Australia, import 

licence tendering, removal of protection for intermediate goods and 

agreement with manufacturers on general reduaion of protection. 

Slowly, through a series of industry plans, the Government was 

nudging manufaauring aaiviiy away from blanket substitution of 

imports of consumer goods towards activities that could be 

internationally competitive. Overall the moves, even if they were 

limited, represented a major change in direction. 

The economy had also been changing structurally. Pastoral primary 

products were markedly less predominant in exports, having fallen 

from 92 percent in 1965/66 to 62 percent in 1980/81. Manufactured 

exports had risen from 5 percent to 19 percent. Within agriculture 

there was considerable diversification. Horticuliiue and fishing 

flourished. The liberahsing moves of the early Muldoon Government 

years had encouraged that deepening and broadening. 

B U I rigidities in the Govcmmcni's economic management from 

1982 onwards were hindering the development. As Professor John 

Gould of Victoria University has written, ". . . by the 1980s the 

industrial and service base of the economy had been sufficiently 

broadened, the range of skills and entreprenurial talent sufficiently 

widened and deepened, to make it desirable to move to a more free 

market environment". He added: 
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It is impossible for all major sectors simultaneously to subsidise the rest, for 

then what each sector gains through the subsidies it receives it loses again 

m the eitra taxes it pa>-s or costs it bears in order lo subsidise the others 

. . . Had nothing else done so, the rise in subsidies to farming in the 1970s 

and 1980s would therefore have provided � compelling argumcnl for reviewing 

the whole structure of industry assistance.' 

And in policy terras, the period of govcnuncnt by diktat from 1982 

swamped the liberalisations. 

A growing nuraber of New Zealanders were therefore, for one 

reason or another, agreeing with the title of another book. There's 

Got to be a Better Way, wrinen by Douglas in 1980.' These different 

New Zealanders proposed many different "better ways". But the 

predominant momentum at the intellectual and political levels was 

for iiberaUsation and dcregidation. 

This was reinforced by another momentum: a new spurt in the 

growth towards maturity of New Zealand as a nation. Part-pushed, 

part-pulled and p>art-sclf-gencrated. New Zealand was taking another 

step away from its monocultural colonial mentality towards 

independence. 

The push came from its European progenitor: Britain joined the 

European C^nununity in 1972. The special trading relationship with 

New Zealand - primary produce for finished manufactures - was 

supplanted by a new relationship with continental Eiuope. The 

sentimental attachment lingered, but was markedly diminished among 

a younger generation. Few New Zealanders under forty in 1984 would 

have said, as Middoon did in 1973, "No E E C anti no British or 

New 2 êaland Govcmracnt will break the tics that bind us to the 

lands from which we came."* Britain was not "Home" to New 

Zealanders bom after the Second World War. 

The pull came from the geographical neighbourhood. In a variety 

of ways the Pacific became increasingly the focus of New Zealand 

concerns and hopes. Its defence concerns were Pacific from the end 

of the Second World War. Its trade focus shifted to North America, 

the rising economies of east Asia and Australia. The Pacific provided 

an increasing proportion of imraigranis and, consequendy, of the 

population. And, as the Maori recovered their cultural strength and 

confidence, that Pacific dimension forced its way mto the Eurocentric 

national consciousness. 

Within New Zealand there was also a new confident - or brash 

- expression. It was evident fu^t in the arts and crafts: pottery from 

the early 1970s, glassware from the early 1980s, an outpouring of 

writing, plays and fdms from the late 1970s onwards and, in the 

1980s, dance; perhaps the rapid development of good winemaking 

in the 1980s is another example, as winemakers no longer felt 

themselves constriaed by overseas styles and, particularly with the 
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sauvignon blaiK grape, began to develop distinaively New Zealand 

wine. 

This new self-confidence was also by the late 1970s and early 

1980s beginning to emerge in other fields: in politics; in business; 

and in the bureaucracy, panicularly in the Treasury, which began 

to push harder for a freer economy, and in the Ministry of Foreign 

Affairs, which urged new perspectives in external relations and took 

a leading part in the development of a closer, more open relationship 

with Australia. 

This paralleled the emergence of a new generation into its thirties 

and forties. It was a generation brought up in the most affluent 

period of history, even in reladvely slow-growing New Zealand; a 

period also of a stable moral and social order. The economic security 

made people of that generation less concerned with their parents' 

obsession with security and more willing to take risks. The stability 

frustrated them. They wanted new ways of doing things and had 

the self-confidence to try them out. 

In business this generation contributed a new style of entrepreneur, 

capable of thinking internationally and impatient with the style of 

its predecessor generation which had operated within a symbiotic 

relationship with the state. The new entrepreneurs wanted to develop 

businesses that were free to do commerce with foreigners and able 

to compete with them. That naturally led them to the less-regulated, 

less-establishmentarian businesses, such as merchant banking or 

consultancies or property development. Many of them made their 

mark, and a lot of money, in fmancial, share or property trading 

in the speculative boom which developed in the mid-1980s 

deregulation (and some have made their mark since in the list of 

spectacular company crashes). More important, by the mid-1980s 

others were apparent in the middle and upper ranks of the more 

"respectable" businesses, injecring a new energy into staid and 

unimaginadve managements. The usual picture of these pKople is 

of the got-rich-quick hucksters; but that was only one emaiution 

of a much broader shift in attitudes in business. 

Consequently, when first the new breed in the National Party 

and then the deregulators in the Labour Party began to dismantle 

regulations and protection, they found a ready reccpdon in a widening 

and increasingly influennal segment of business. Where in the early 

1970s the political door to dereguladon and deprotection had been 

locked, bolted and barred by business lobbying (to the electoral cost 

of the dmidly deregulatory National Government in 1972), by the 

early 1980s it was, if not yet ajar, at least open to a turn of the 

handle and a good shove. Muldoon would not turn, let alone shove; 

Douglas was of a mind to kick the door down. So were most of 

the influential bureaucrats, increasing numbers of whom were of the 

new generation. 
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The creative confidence and independence that was evident in 

arts, crafts and business was also, differently expressed, one of the 

driving forces in the anti-nuclear movement. The ANZUS defence 

treaty with the United States and Australia represented a dependency 

(upon the United States) which did not sit easily with that emergent 

independence of spirit. Consequently, an idealistic opposition to 

nuclear power and arms that might have been expressed in anempts 

to generate multilateral action to eliminate nuclear weapons instead 

found expression in a unilateral rejection of nuclear weapons in home 

waters. 

The New Zealand perspective on the break that the resultant 

Govemment ban on visits by warships capable of carrying nuclear 

weapons caused is that the United States' inflexibility wrecked the 

A N Z U S treaty. There is some truth in that: a hawkish (uncle) Ad-

ministration was unreasoningly infiexible in severing defence ties; 

(indulgent parent) Briuin had never been so abmpt. Tlie Americans 

acted as if New Zealand was a wayward brat that needed a good 

whack round the ears. 

But the New Zealanders' perspective also owes something to the 

fragility and newness of their sense of independence. If New Zealand 

had been a wayward brat, it would have come to heel smartly. In 

1939 when the British bankers threatened to cut off the colony's 

credit because of its socialistic experiments, the wayward brat Labour 

Govemment of the day became a model of fiscal probity (surplus 

budgets) thereafter. In 1985, however. New Zealand was no longer 

a brat, but a fiouncing adolescent, full of its new wisdoms and ol 

fmstration at the slow-moving out-of-dateness of the older world. 

Far from cowering before the cane, it turned on its heel. This was 

no phenomenon of the wild left: many New Zealanders who had 

been in favour of retaining A N Z U S at the cost of ship visits never-

theless took the Govemment's side in its standoff with the United 

States and took some pride in that. 

New Zealand is young. The Europeans have been living in New 

Zealand only a century-and-a-half, most for three generations or less. 

They have still not devetoped a distinctively New Zealand idenuty 

in the way the Iberian-settled South American countries or the 

European-settled North American countries have. New Zealand's 

intemationally recognised famous have almost without exception won 

their fame with doings in other countries. The Maori have been 

in Aotearoa a millenium, but they have also been displaced: frog-

marched from small tribal communities into contemporary European 

urban culture. What it is to be a New Zealander in this dual-race, 

displaced society is not clearly defined. 

Youth is flexible, exciuble, energetic. It can take to new ideas 

easily and enthusiastically. It can plunge completely into them without 

reserve. It has the energy to take them as far as they can be taken. 
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Frustrated with a sclerotic economic order and brash with the self-
confidence of an upbringing in the affluent 1950s and 1960s, young 
New Zealand was easily swept into, and swept along, Rogemomics. 

The economic cul-de-sac into which New Zealand had headed 
dictated that anything was better than the status quo. There was 
in any case already under way a substantial self-induced restructuring 
of the economy, which the policies of the laner years of the Muldoon 
Government were hindering. The tide of intellectual initiative was 
towards deregulation and liberalisation, more reliance on individ-
ualistic solutions and less on collective ones. That was consonant 
with an emerging independence of spirit in a new generation made 
self-confident in an affluent upbringing. And the brash adolescent 
of a yoimg country eager for independent adulthood made it receptive 
to a radical shift in government policy. 

That shift came from an unexpected quarter. The Uberalising drive 
within the National Party stalled under the controls Muldoon imposed 
from 1982 during what Gould has called "the extraordinary period 
of 'personal' government".' It diverted into the New 2 ĉaland Party, 
led by a property magnate. Bob Jones, once a personal friend of 
Muldoon and substantial fmancial backer of the National Party. 
Simultaneously, a leadership change within the Labour Party had 
enabled it to gather in a dissident vote which had in 1978 and 1981 
gone to the Social Credit Political League. 

So the Labour Party was elected, with just over two-fifths of the 
vote, in 1984. Within the Labour Party, as its Finance Minister-
designate, was Douglas, nursing his ideas for a "better way". Waiting 
for Douglas were a Treasury and Reserve Bank full of officers with 
ideas dose to Douglas's thinking and inviting him farther down that 
route. Once in ofTice, the two fed each other, led each other on. 

Douglas was of Labour stock. His father had been a union official 
and then a Labour MP. His maternal grandfather had been a minister 
in the second Labour Government from 1957-60. In his twenties 
he quickly rose through the ranks of the Labour Party in Auckland 
to the regional president^. But Douglas was no manual worker: his 
trade was accountancy and as company secretary to a manufacturing 
company, UEB Industries, he was exposed to other influences. As 
a young MP from 1969 and then as a minister from 1972 (at the 
age of thirty-four), he questioned traditional Labour approaches and 
began to develop his own, including a national contributory super-
annuation scheme which was enacted in 1974. He also showed, as 
Minister of Broadcasting, qualities that were to mark his tenure of 
the finance ministry: the self-confidence and individuality to produce 
off his own bat a radical plan for restructuring the state broadcasting 
services which incorporated a belief in the value of compedtion by 
requiring the two television channels to compete, even though both 
were state-owned. And, frustrated in opposition after 1975, he showed 
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entrepreneurial skill in developing his grandfather's backroom herbal 
remedies business into a substantial health produas manufacturing 
unit. 

Douglas as Finance Minister could, therefore, be expected to 
operate as a determined individual rather than as a careful team person; 
to develop radical new approaches and drive them through; and to 
ditch old Labour ideas where he felt they did not work. By chance, 
the conditions in which he obtained office gave him remarkably free 
rein. 

Douglas's "better way" in his book was recognisably "Labour" 
in some respects, most notably a proposal for a Government Savings 
Corporation which would direa capital into industries pinpointed 
to have a good future: "No successful business does everything. It 
chooses priorities. So should a nation."* 

But it was a radical break with most Labour thinking: a flexible 
exchange rate; market mechanisms, not dirca controls, to keep prices 
and interest rates down; the removal of import licensing; a shift to 
indirect tax; the killing off of unnecessary government departments; 
the killing off of "sick industries" instead of subsidising them; flexible 
wifes and work practices and a workforce able to move from decaying 
industries to rising ones. It was not a paean of praise to supply-
side economics; but it did owe a lot to supply-sidcrs' thinking as 
an alternative to traditional Labour methods. This is not suprising: 
among Douglas's friends at the time were people like £>on Brash 
(now Governor of the Reserve Bank) and Alan Gibbs (now chairman 
of Ceninco), strong advocates of the market economy.' 

For that sort of thinking Douglas had been exiled to the back 
benches by Rowling in 1980 and his policy approach was the focus 
of serious disagreement, led by the president, Jim Anderton, within 
the Labour Party. But where it counted, in the upper reaches of 
the parliamentary party, Douglas developed a growing influence as 
shadow finance minister during the Lange leadership, which began 
in February 1983. I.ange, having declared himself ignorant of 
economics, learnt his economics from Douglas and was carried along 
by the logic of Douglas's arguments and Douglas's declared aim 
that his methods were intended praaically to improve the lot of 
the least-well-off. The deputy leader, Geoffrey Palmer, who had been 
a professor of law, took advice from former academic colleagues which 
led him to market economics. The Number Three, Mike Moore, 
whom Palmer narrowly defeated for deputy, adjusted his "socialist" 
preferences to accommodate parts of Douglas's approach. Others who 
had formed, with Douglas, the faaion which put Lange into the 
leadership; had tacidy or aaively accepted his main thrust. The most 
enthusiastic was Richard Prebble, who became an Associate Minister 
of Finance to Douglas in 1984. 

More important was Caygill, the other Associate Minister of 
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Finance and Minister of Trade and Industry, for which he had held 
the shadow portfolio in opposition. Caygill was a liberal convert from 
the National Party, in which he had been an office-holder in the 
Young Nationals. He had been going through his own development, 
first in the chair of the caucus economics committee and then as 
associate to Douglas. That development did not take him as far down 
the market route as E>ouglas, but it did take him in that direction. 
For example, as early as May 1980 he said that the Labour Pany 
shared the National Government's "enthusiasm for restructuring so 
that our economy is more market-oriented"." And in late 1982 he 
could say: " I want to see central government off the backs of private 
enterprise".' 

It was obvious, from reading the speeches of the senior shadow 
ministers in the Labour Party Opposition in 1983 and 1984, that 
in government they would head a liberalising ministry on economic 
issues, at least in microeconomic policy. The accent on competi-
tiveness, less regulation and lower protection made that clear. 

Scope for a marka approach was also preserved in the economic 
policy sutement during the 1984 eleaion campaign. For the Labour 
tradidonaUst the statement proposed a highly interventionist policy 
in incomes and investment and pursued full employment, fairness 
and social justice and "greater control by New Zealanders over their 
own economy"."^ But it also aimed for economic growth and 
permanent reducrion of the external and internal deficits, inflation 
and interest rates, using principally a firm monetary policy and 
competition, and even exphdtly stated that "existing financial 
regulations will be reviewed with a view of eliminating as many as 
possible"." The tax reform section was so loosely worded that almost 
anything could have been done in its name. In short, the market-
oriented leadership preserved its room for manoeuvre against a series 
of largely unsuccessful attempts in the Party's policy council by the 
part)' president, Anderton, the Pubhc Service Association economist, 
Peter Harris, and Dame Ann Hercus (who was to be Minister of 
Social Welfare, Pohce and Women's Affairs) to spell out a more 
traditional Labour approach. 

But nothing prepared the coimtry or the Labour Party for the 
extent of Douglas's onslaught: the removal of financial controls and 
the fioating of the dollar, the removal of subsidies, the tax switch, 
partial labour market liberalisation, the commercialisation of state 
trading enterprises (and later, to reduce debt, their privatisation). 

Palmer later insisted to aghast Labour Party members that all 
Douglas was doing was restoring orthodoxy to economic management 
and that it looked dramatic only because Muldoon had been so 
interventionist as to have become highly unorthodox. But the con-
servatism implied in Palmer's comment was a misleading charac-
terisation of Rogemomics. 
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Rogernomics, as it was expressed in government policy during 
Douglas's term, was not one element but two: content and process. 
Though in content it was liberal, in process it was radical. 

In content, it was market economics, to maximise efficiency and 
competitiveness ("effective and efficient economic management is 
the major goal of Labour's economic policy," the 1984 election policy 
statement said''). The state's role was to promote as price-transparent 
and neutral an economic environment as practicable, to eliminate 
what Douglas called "privilege" by putting all sectors, industries, 
enterprises, professional bodies, segments of the workforce and in-
dividuals on as near to an even footing as practicable. For the private 
sector this involved the reduction of protection, deregulation of 
industries, occupational bodies and markets, the removal of subsidies 
and sectoral tax concessions and charging for the provision of state 
services to industry. For the state sector it meant commercialisation 
of trading enterprises and the improvement of efficiency in the non-
trading departments by decentralisation. In macroeconomic policy 
it involved no direct interference in foreign exchange, prices and 
wages, a steady monetary polic7 and reduction of the fiscal deficit. 

Douglas did not promote this poUcy approach out of an ideological 
belief in the market or individual freedom, but because he saw it 
was a practical means to generate greater wealth and welfare, given 
what he saw as the rigidities of centrally planned and controlled 
economic management and its consequent failure to generate growth. 
Rogernomics was liberal in content rather libertarian, practical rather 
than doctrinal. In the later stages, as each stage of liberaUsation or 
removal of privil^c seemed inexorably to require another, it did 
appear almost doctrinal - for example, in its charging for government 
services even if that reduced scientiiic research in areas directly 
relevant to the New Zealand economy or in deregulation of the cartel-
prone petroleum industry or in its advocacy of single-rate taxation 
or its stalled push for much greater labour market deregulation. But 
in the crunch, doctrine for Douglas was subsidiary to what he saw 
as the praaical effecn of specific policies. This was one reason for 
Douglas's impatience with the "left": that the traditional Labour 
solutions urged with what he saw as doctrinal blindness worked 
perversely against the "left's" declared aims for the less-well-off and 
the least-well-off. (The "left" in turn argued that the methods Douglas 
chose determined the social outcome in ways that both in the short 
term are, and over the longer term will be, harmful to the less-
and least-well-off.) 

There had been widespread praise among economists and most 
business leaders for the microeconomic liberalisations, as far as they 
went, even from some who otherwise oppose Rogernomics. For 
example, Fletcher Challenge chief executive Hugh Fletcher, a self-
described Keynesian opposed to the macroeconomic liberalisations. 
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told the writer in an interview in February 1989 that "the great 
feature of Rogemomics is the productivity improvement. . . It is 
remarkable to have sizable productivity improvements when volumes 
have been going down."" Systematic evidence of such improvements 
is sketchy, but anecdotal evidence suggests they have been widespread 
and substantial. Management has also improved, particularly in stock 
management. Andrew Hibbard, chief economist of the ANZ Bank, 
told the writer in an interview in February 1989: "Almost every 
business in New Zealand tells you it now runs satisfactory inventory 
at a stock level that is probably half to 60% of what it thought it 
could do seven to eight years ago."'* There have been substantial 
produaivity improvements in most of the commcrciahsed state 
trading enterprises: for example, the Coal Corporation sacked half 
its workforce on I April 1987 but maintained output. Efficiencies 
are being forced into the non-trading state sector. The restructuring 
that began skiwly in the private sector under the Muldoon ministry 
has been dramatically kicked along and extended into the state sector. 

Economists are less enthusiastic about, and in many cases (even 
some of those otherwise supportive of Rt^cmomics) strongly critical 
of, the handling of macroeconomic policies. Rogemomics had been 
"two things going on in tension against each other," Alan Bollard, 
director of the New Zealand Institute of Economic Research, told 
the writer in an interview in Febmary 1989. "We have had micro 
liberalisation, generally removing entry barriers, increasing 
competition, giving out a general picture of a set of incentives inviting 
businesspeople to invest and to reap the rewards of that investment. 
At the same time the macro environment has put out completely 
opposite signals - broadly, high interest rates and a high exchange 
rate. And those arc saying, first, that capital is costiy, so don't invest, 
and, second, that New Zealand is not competitive, so don't invest 
here."" 

From the right and the centre critics have said Douglas's policies 
were unbalanced, with too heavy a reliance on monetary pohcy and 
microeconomic Uberahsation instead of a broader mix of measures, 
and were wrongly sequenced or unevenly applied, favouring some 
seaors (manufacturers against farmers, the state sector against the 
private seaor, labour against capital) over others. His failure to balance 
the budget before floating the dollar, coupled with the blunt use 
of monetary control to rein back inflation, they have said, led inevitably 
to high interest rates and on their back a high dollar that seriously 
damaged the tradeables sector, kept the country for the first four 
years chronically in deficit on the balance of payments and pushed 
up overseas debt (though also privatising it). Critics from the right 
- or from business squeezed between high interest and exchange 
rates on the one hand and wage rigidities on the other - have added 
that Douglas's failure to do more than partially deregulate the labour 
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market worked against other changes. The result, some critics point 
out, is that most of the productivity improvements have been the 
result of cost-cutting rather than the more desirable productivity-
enhancing investment. 

From the left critics have complained that the liberalisation has 
made a favoured few rich while uimecessarily raising unemployment 
to levels unaccepuble in New Zealand and forcing deterioriation in 
working conditions and wages of those in work; that is, favoured 
capital against labour. They have argued that the blunt monetary 
weapon chosen to defeat inflation in faa contributed to it through 
higher interest rates and may actually have delayed a fall they say 
was likely in any case. From the left and the centre some have argued 
that elevation of inflation to the highest priority of macrocconomic 
policy pushed the economy further into recession than necessary and 
damaged potential for growth. 

Douglas, with support from Bollard, counters critics of the 
"sequencing" of his changes by saying that if he had had to wait 
for the right conditions to liberalise markets in the order they want, 
he would have moved so slowly the beneficial effects would have 
been lost. He scrambled quickly through the "window of opportunity" 
that was open when he took office - the liberalisation of the financial 
markets - and used that to prise open other windows. 

That defence illustrates the second element of Rogemomics: its 
process. Douglas moved fast and suddenly, presenting his critics and 
doubters repeatedly with fails accomptis they could only complain 
about, not prevent or delay. The operational rationale was tfiat people 
respond to a strong lead and that changes made quickly were more 
likely to produce quick results and so public acceptance. 

Since there were critics and doubters even within the Cabinet, 
the process was all the more necessary if Douglas was to get his 
changes to stick. He and his associate ministers Grst carried along 
the eight-minister Cabinet policy committee, the Cabinet's powerful 
central committee. With that committee onside, a sort of cascade 
of acquiescence then flowed through the party: the Cabinet fell into 
line with the policy committee, the parliamentary parry with the 
Cabinet, the party executive and coimcil with the parliamentary party 
and so on. 

Douglas was much aided by the existence of a sympathetic - that 
is, persuadable on practical grounds - segment of the party 
membership. That segment provided around one-third of the 
delegates to the 1985 Labour Party conferences which approved the 
introduction of the goods and services tax. He was also aided by 
a determination in the party membership ttiat the Government should 
have two terms, which stifled criticism. And occasionally, when it 
looked as if he might be blocked, he was often able to get most 
of what he wanted by forcefully pursuing the totaUty. In 1986, for 
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example, he did not achieve as much liberalisation of the labour 
market as he sought; but he ended up with a compromise which 
arguably he would not have got if that had been his starting point. 
The same goes for the 28 percent core personal income tax rate 
and 33 percent top rate aimounced on 10 February 1988, after his 
proposal the previous 17 December for a flat tax was scrapped: those 
compromise rates arc astonishingly low for a Labour Government. 

This process was also grcady aided by the small size and simple 
political machinery of New Zealand. In a country of only 3.3 million, 
the ruling elite, in polincs, the bureaucracy, business, the unions 
and the lobby groups, is small and on first-name terms and can 
easily act in concert. Driving through change, therefore, meets fewer 
obstacles than in larger countries with more diffuse elites. The 
legislature consists of only one house, in which almost invariably 
the members of Parhament from the ruling party have a majority. 
In turn the members of Parliament of the ruling party are bound 
to support the position taken by their caucus, which seldom overturns 
decisions of the Cabinet.'* The checks and balances of a more complex 
system might have stopped Douglas in his tracks. The "elected 
dictatorship" that characterises New Zealand's political system gave 
him direct and linle-fettered access to the levers of power. 

An example of that mechanism in operation was the State Sector 
A a . The Act devolves much greater responsibility and accountability 
to departmental chiefs, who are now appointed by the Cabinet on 
fixed five-year contracts. Wage and salary fixing, formerly a centralised 
translation of averaged private seaor rates, is now on a similar basis 
to that in the private seaor, with departments responsible for con-
ducting their own negotiations. Within global budgets set by the 
Cabinet the department chiefs have a great deal of flexibility and 
thus savings are rewarded with, for example, freedom of manoeuvre 
in wage and salary fixing and in programme initiatives. That is a 
sharp contrast with the previous system which encouraged spending 
up to budget as a springboard for more funds in the Budget round. 

The bill was drafted in two days in mid-December 1987 after 
the settlement of the wage round with the Pubhc Service Association. 
By 31 March it had been ranmied through Parhament despite 
extensive protests from public servants and from constitutionahsts 
protesting that the first fundamental reshaping of the state 
administrative system since 1912 should have been given more mature 
consideration. In the Budget on 28 July 1988 Douglas used the A a 
to put on chief execudves the respxmsibility for meeting budget ceilings 
containing a minus 2 percent allowance for inflation, thus forcing 
savings that otherwise could not have been achieved in the time. 

Two faaors made that machinery even more available to Douglas. 
The power of one e'lite that had endured for forty years was in decay, 
creating conditions for the rise of a replacement elite which thereby 
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had more room to introduce change. Second, the elite on the way 
out held up change, a resistance personified and taken to the extreme 
by Muldoon. That dammed up change until some change was irre-
sistible; it created conditions, in business, the bureaucracy and politics, 
that welcomed any change and so opened the window to radical 
change. 

The result - liberal practical market economics applied by radical 
process to overturn a decaying order - was an intoxicating mixture, 
sending people dizzy with delight or drunk with rage. It went far 
further than anyone, even Douglas (in 1984), expcaed. It made New 
Zealand, and Douglas, the focus of would-be liberalisers' attention 
around the world. Foreign journalists first used to come to New 
Zealand to examine the "wild left" anti-nuclear policy, More recently 
they have come to examine the "right-wing" economic programme. 

They have puzzled that a Labour Govemmcni has made those 
changes. So have large numbers of New Zealanders. From 1983 to 
1988, New Zealand politics appeared topsy-turvy, the conservative 
party appearing "socialist" by comparison with a "free-market" 
socialist party. In the 1987 election this appearance was transmitted 
to the ballot box: some urban blue riband "National" scats either 
toppled or nearly toppled to Labour, while working class seats swung 
against Labour. 

That appearance is deceptive. The topsy-turvy image was 
essentially the projection of two determined personalities: Muldoon 
and Douglas stamped pohcies on their parties that their parties would 
not have chosen, though for a time went along with. In the end, 
the National Party broke with Muldoon and has been working its 
way back towards its more traditional place in the political spearum. 

The Labour Party broke with Douglas shortly after the 1987 
election. A year later its Government broke with him, too. 

From early in 1988 it was clear Douglas's tide of influence had 
reached its peak." Whatever the economic logic of further reform 
(Keynesian Hugh Fletcher, for example, told the writer in Februar>-
1989 that although he thought the Govertunent should not have started 
down [>ouglas's route, " I now think the worst thing they [the 
GovemmcntI can do is slow down"'"), Douglas had gone beyond 
the reach of his political supply lines. The process of radical reform 
had caused widespread pain, disruption and fear, much of it among 
the most vulnerable who make up Labour's principal constitueiKy." 
llie Government's popularity plummeted to the lowest figure for 
a government in New Zealand since pubhc opinion polls began. In 
addition, large numbers of people normally allies of the Labour Party 
were disaffected by a range of Douglas initiatives, especially those 
in the state sector. 

Though Douglas continued to drive pohcy and to initiate changes, 
it becaiiK progressively more difficult for him. In February 1988 
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backbench members of Parliament broke ranks over the proposed 
sale of the state-owned Petroleum Corporation to British Gas and 
there was open revolt in the Labour Party regional conferences from 
March onwards. At the Labour Party coofcrcncc in September, 
though the Government won the symbolically centrepiece vote on 
asset sales, there was an almost ritual condemnation of wide swathes 
of Rogemomics. Lange was increasingly sympathetic to elements of 
the party position. On 14 December a year of strain between Douglas 
and Lange over both budgetary matters and the degree to which 
market economics should be pushed into areas Lange considered 
social policy resulted in Douglas stating to Lange that he could not 
continue as Finance Minister with Lange as Prime Minister. Lange 
prompdy sacked him. 

Did Rogemomics depart with Douglas? 
His successor, David Caygill, says it did not. He pledged himself 

on his appointment to implement "Rogemomics, stage 11". That, 
however, is open to many interpretations. 

One clue to Cjiygill's interpretation lies in his answers to questions 
put to him by the writer in February 1989 as to how much he was 
behind and with Douglas on the economic changes. He said he could 
not think "of any major issue that we [himself and Douglas) disagreed 
about".*" But, questioned further, Caygill acknowledged some 
differences over degree and pace and refused to discuss Douglas 
initiatives that did not pass the Cabinet. "You are asking me to express 
a persona] atdtude about something that ultimately wasn't the subject 
of a collective endorsement. And I am loath to do that, because 
that is diflereni from saying how I felt about something that in the 
end we all lined up behind."*' In other words, Caygill seeks consensus 
where often Douglas operated by pre-empdve strike which limited 
scope for organised and considered opposition within the Cabinet.'* 
That style will limit the likelihood of radical new economic policy 
initiatives under Caygill. 

A second clue lies in Caygill's rejection of the recommendation 
by the Hospital and Related Services Taskforce - the so-called "Gibbs 
Report"" - of separation of funding and provision of hospital services. 
Caygill's approach was cautious and consensus-seeking. In other 
words, though as Associate Minister of Finance from 1984-87 Caygill 
was party to many radical economic policy changes and personally 
saw through deep cuts in protection, he is not a radical in the Douglas 
mould. Douglas claimed that there existed consensus for the taking 
of strong measures, but only a strong lead would deliver consensus 
on the individual measures taken; similarly, Lange said in 1986 that 
"the only way you achieve [consensus] is by success".** Caygill, too, 
in his interview with the writer, claimed a pre-existing consensus 
for a "more open and a more competitive economy",*' but his 
protection reforms were less far-reaching and slower than Douglas 
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wanted and were introduced only after protraaed, consensus-seeking 
discussions with manufacturers. 

Another indication that radical new naoves are unlikely comes from 
the Cabinet's submission at the annual Labour Party conference in 
September 1988 to a formal consultative process with the Labour 
Party New Zealand council through a range of policy committees. 
Within a few days of his appointment in December 1988 Caygill 
defied the party by proceeding with asset sales and in February 1989 
there were decisions to charge tertiary students one-fifth of their 
tuition and to cut $200 million ofl* benefits which enraged the party. 
But over time the consulutive process is Ukely to limit the Govern-
ment's freedom to develop radical new policy. 

Thus Rogemomics stage I I does not mean Rogemomics as Douglas 
would have liked in an ideal world: a low single tax coupled with 
benefit rationaUsation designed to leave wages dearly ahead of 
benefits; much greater labour market reform; much more far-reaching 
liberalising and cost-cutting changes in education, health and other 
services; and active reform of the local government and transport 
infrasimcturc — though movement on many of those fronts has 
continued since his departure. Nor does it even mean Rogemomics 
as Douglas would have pushed for in a Cabinet in which some 
compromise had been necessary even in Rogemomics stage I . After 
an intra-Cabinet battie in June-July 1988 over the low level of personal 
and company income tax rates, which Douglas won, it became obvious 
that he would not be able to hold the line on those rates in the 
1989-90 Budget round, let alone push his flat tax proposal, even 
if he had stayed in the Cabinet. Caygill will push for less than Douglas 
would have. 

Rogemomics' troubles in 1988 Howed from a flaw within it: the 
attempt to graft market economics, with its ineviuble intellectual 
link to individuaUsm, on to a political ideology that at base is 
collectivist. In practical political terms, Rogemomics has tom apart 
the party of which Douglas is part, in upbringing and instinct.'* 
In poUcy terms, the flaw prescribes automatic limits to how far market 
economics can be taken. That in tum prescribes reform rather than 
radicalism and is likely to lead to a new conservatism. Douglas was 
temperamentally unsuited to both. Caygill is closer to that mould. 

So, too, essentially is the National Party Opposition. Ruth 
Richardson, its shadow finance minister at the time of writing (March 
1989), would, if left to herself, do much of Douglas's unfinished 
business and do with an ideological belief that owes much to Hayekian 
liberalism. But her ascendancy is not confidently predictable: the 
conservative strand in the National Party, to which the leader, Jim 
Bolger, belongs, is still strong and may well win the current policy 
debate.'̂  Though a measure of further labour market Uberalisation 
could be expeaed from a National Govcmmcnt (Bolger, after all. 
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carried that in 1983) and there might be some more contcstabiUty 
introduced into the provision of educadon and social services, ex-
tensive new radical reform would be unlikely. 

But Rogernomics is unlikely to ebb much either. The only 
circumstance in which the changes already installed would be likely 
to be rolled back would be a currency collapse, a collapse in the 
terms of trade, a deep international trade recession or some other 
economic catastrophe - and in these circumstances an about-turn 
would be as likely in a Bolger-led National Government as in a Lange-
led Labour one." Failing that, attempts to reimpose collectivist 
ideological economic management will be resisted within the present 
Govenunent until a pro-market National Party is elected in its place, 
whether in 1990 or the following election. Although some in the 
Party and the supporting unions want a complete change in economic 
policy, only Andcrton in the parbaiiKntary Labour Party publicly 
urged it — and he left the party on 18 April 1989. Lange and Cay gill 
have both reaffumed that there will be no undoing of what has been 
done. Likewise, even the conservatives in a future National 
Government would have little inclination for much re-regulation and 
re-protection, though there might be some re-subsidisation. In any 
case, the intemationalisation of the economy during the Douglas years, 
both in the fmancial nuu'kets and in the development of New Zealand-
based multinationals, would make a reversion to economic 
interventionism extremely difficult, unless the international economy 
itself forced it. 

In addition, that high tide which Rogernomics reached in 1988 
was in new policy initiatives, rather than the effect of policy. The 
initiatives of 1984-88 will continue to force far-reaching changes 
through the economy and the state sector well into the future -
even if there were no new measures at all. A great deal of manu-
facturing has yet to make the fundamental adjustment to the new 
ecoiwmy and the process of closures, rationalisations and productivity 
improvements will continue for some years. A serious dovmward 
recapitaUsation of overpriced farm, commercial property and hotel 
assets is now well under way and will have serious effects on the 
financial sector. Reforms are now being forced through in the ports, 
shipping and the freezing works, three areas of rigid labour practices 
and poor management in the past. Cost-cutting of social services, 
particularly hospitals, in 1989 appeared to be opening more scope 
for private sector provision and funding of those services — perhaps 
the beginnings of a major shift in the role of the sute in social services. 
Given the political constraints under which Douglas would have had 
to operate even if he had stayed to drive pohcy initiatives, the actual 
outcome is not likely to be greatly different than it would have be -n 
had he remained. 

That is not to say that there will not be changes to the economic 
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management stance as radicalism gives way to reform and eventually 
the new conservadsm. Lower (though not yet defeated) inflation has 
given more scope for flexibility in other areas of policy, such as 
unempk)yment. There may be room for the reintroduaion of some 
subsidies, along the lines of the facilitating assistance (market research, 
for example) given exporters by the Marka Development Board. 

But E>ouglas has broken the mould. A new order is being bedded 
in. It is not an order written entirely in Douglas's image, still less 
according to the "new right" or libertarian ideologies; it is "more 
marka", not free market; the state remains aaive as an integral part 
of a "mixed economy". But the new order is even more distant from 
the command economy concepts that underlay the order established 
by the first Labour Government in the 1940s. The state will be 
a less aaive part of the mix than in the past forty years and it will 
be differently aaive. Rogemomics has dramatically changed the 
economic landscape. 

This book is pubUshed as the boundaries are set to Rogemomics 
and thoughts are turning to what foUows.̂ ^ But, as Lange said the 
day he left the Cabinet, Douglas's "place in history is very secure"." 
His political epitaph will state that he changed, radically, both the 
lines of economic maiugement and the premises of the national debate 
- and even the way it is conduaed. Few, if any, polidcians have 
had a commensurate impaa. 
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Chapter 2 

THE ENDS AND THE 
MEANS 

Roger Douglas, MP 

WHEN T H E PRESENT L A B O U R G O V E R N M E N T was first 
elected to office on 14 July 1984, in a snap election called by the 
then National Govemment, we were in many ways bener prepared 
than our political opponents. We already had a set of objectives, 
and agreed pohdes to attain them. We had had plenty of time in 
opposition to analyse what had gone wrong with the economic and 
social structure of the country, and why. We had also had more 
than enough time to devise viable and necessary altematives to the 
existing policies. 

One of the basic flaws which underpinned many of the problems 
of the previous administration had been a growing confusion over 
the role of govemment. It was a confusion, certainly, which had 
developed from historical factors and past ways of acting, socially, 
economically and politically. However, what serves a nation best at 
one stage of its development will not always be the most appropriate 
answer some 50 years later. 

Circumstances change. Institutions, especially public sector 
institutions, lose their abihty to keep pace with those changes. We 
had seen that the methods of the 1950s and '60s no longer brought 
the responses needed in the '80s to create opportunities for the un-
employed, to give security to families or to provide decent social 
services for all. 

Thirty years of govemment that "picked wiimers", whether these 
were farmers or manufacturers who could be subsidised to achieve 
a successful business and lifestyle, or steel mills and oil refineries 
which the state decided the country needed, had given New Zealand 
a mountain of internal and external debts rather than the security 
that was intended. 

Therefore, one of the major philosophical diflerences in the new 
Government of 1984 was a change in its understanding of the roles 
of govemment and its ministers. The proper role of govenuncnt 
is to ensure that the people get the best possible value from the 
country's limited human, physical and financial resources and to 
provide the maximum benefit for the whole population, in this case 
3.3 million New Zealanders, and not just for favoured sectors or 
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industries. Value for money from our resources and equity - basic 
fairness for everyone in the community - arc the two basic goals 
of economic poUcy. 

A government's first duty, then, is to work out its objectives. 
Secondly, it must develop policies to achieve those objectives; policies 
which take into account all the relevant factors and circumstances 
of the time. And, finally, it should set priorities within those objectives. 
The objectives, whatever portfolio they might fall within, including 
finance, are ultimately all social. They are to do with people's living 
standards, with their security and with personal and financial 
opportunities. 

While it is important for a government to recognise this role, 
it is of equal importance that it understand and come to terms with 
what it cannot do. There are Umits to its abihty to create the kind 
of society it would like for those it represents, just as there are limits 
to how quickly it can achieve its objectives and reahse its goals. 

Remembering and remaining true to Ixith the role and the chosen 
objectives can be hard for everyone at times, cabinet ministers in-
cluded. It is especially difficult for a reforming government. Long-
standing systems and structures, traditional patterns or poUtical and 
lobby group behaviour, inevitably result in the political equivalent 
of the Pavlovian response. For thirty years, economic management 
in New Zealand was dominated by the demands of sectional interest 
groups which became used to having their demands met as each 
strove to win improvements for its own clique, even if those im-
provements were at the expense of the rest of the community. A 
succession of governments found it easier to take the politically soft 
option by attempting to offend as few of their constituents as possible, 
loading the inevitable consequences of debt and inflation onto future 
generations. 

The constitutional and economic crises which followed the 1984 
election were serious enough to shake everyone loose from these 
habitual lines of communication, for a time. They provided the 
Government with the opportunity to begin the process of ' � ' ' — y 

much more rapidly than usual. The reasons were plain to everyone. 
At the same time, we started a major educative programme to explain 
our objectives and the ways wc intended to meet them. Understanding 
encouraged a feeling of soUdarity, a good atmosphere in which to 
introduce a major programme of deregulation and restructuring. 

The stockmarkct crash two months after the 1987 election and 
its repiercussions in the business and fmancial markets undermined 
sectional and popular confidence. Some of the expected short-term 
losses - rising unemployment, hard times for some in the farming 
and manufacturing communities, a drop in economic growth - now 
became apparent. By the end of 1987, there was also a public 
perception that the Government itself had lost its earlier momentum 
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and was drifting. Our previous surcncss of purpose and direaion 
was less obvious. That loss of public confidence was understandable. 
It was taking longer to achieve the benefits erf our policies that many 
had expected. And the Government was not explaining what it was 
doing, and why, as well as it had done previously. 

Any government which plans major reforms must expect to be 
anackcd. The need to keep reminding people of the objectives and 
the reasons behind the policy decisions taken to reach them is therefore 
much greater. In the midst of the day-to-day action, it is easy for 
the public and politicians to lose sight of the goals. If they do, they 
may end up opposing change even though their best interest hes 
in suppon and cooperation. A result of neglecting this aspea of 
government's dialogue with the people and with specific sectors since 
the laner part of 1987 is that those groups with vested interests are 
on the move again. They are seeking a return to bargaining that 
rests on special needs. They are looking at the short-term rather 
than the long-term interests of their members. They claim public 
interest, but this is in fact a mask for self-interest. It has been seen 
in the reaaions of civil servants to the State Sector Act 1988 which 
provides a new framework for the reorganisation of the state sector. 
It has been heard in the protests of those who work in the public 
health and education areas when methods for improving efficiency, 
accountabihty and services were promoted. 

In this sort of chmate, when the air is thick with rhetoric, all 
cabinet ministers need to remind themselves that government is not 
about institutions or pressure groups. Ministers are often responsible 
for large pubUc sector institutions and intensively lobbied by particular 
interest groups. That pressure comes with the territory; it is something 
a minister must understand. It is all too easy for the Minister for 
Housing to end up acting as the Minister of the Housing Corporation; 
or for the Minister of Aviation to become a Miiiister of domestic 
airlines. 

The Housing portfoho is not about the Housing Corporation but 
about providing access to housing for those who need it. Similarly, 
what is the goal for our domestic airlines? Is it to protect Air New 
Zealand because we happen to own that enterprise; or is it about 
making sure New Zcalandcrs get bener and cheaper air services so 
that more people can travel and freight can reach the marketplace 
more efficicndy? Should state organisations producing coal, timber 
and telecommunications have as their primary aim the employment 
of the maximum possible number of people; or should it be to be 
lean and efficient enough to contain costs for the consumer? In the 
latter case, industrial customers have a better chance lo win markets, 
expand their operations and provide more jobs. So the real choice 
for government and ministers is this: fostering more jobs in specific 
areas such as aviation, coal mines or forestry, or helping to create 
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new jobs through the rohole economy. 
It is not, after all, a minister's job to run a business. He or she 

is not qualified to do so. Nor should it be part of government's 
role to own businesses. The ministerial role, like that of government's, 
is to set objectives and then work out the best and most realistic 
solutions to achieve them. The primary responsibility is not to Air 
New Zealand or to the Housing Corporation but to the country as 
a whole. 

As this Government began placing some state-owned enterprises 
on the market, there was a quite natural concern out in the electorate 
about who would now own assets which traditionally had been owned 
by the taxpayer. However, the altenudve to that sale programme 
would be to continue carrying a vast debt - the current public overseas 
debt is $17.25 miUion, the total govenunent debt $39 million or 
$11,000 per head of population. With daily interest payments of $12 
million, this is an expense New Zealand cannot aiTord. It has meant 
that in 1988 the Government has had to spend $1000 miUion more 
on debt servicing than on education. A steady and significant reduction 
of that debt will free up money which can be spent in other areas, 
such as social policy. 

A lasting reduction in debt can only be achieved, of course, if 
a country has an expanding and strong economy. A growing economy 
is also the only answer to unemployment; a government cannot create 
jobs simply by adding people to the state payroll. That kind of economy 
operates best when there is a substainably low inflation rate (achieved 
without resort to government controls); sustainably low interest rates; 
low personal and company tax levels; competitive cost structures; 
a productive workforce; and an attraaive regulatory environment. 
We arc now well on the way to attaining each of these objectives, 
further reason to withstand the pleas for a change of dircaion or 
a softening or slowing of the rate of change from seaor groups. 

There have been many people who have suffered real hardship 
during the economic adjustments of the past four years. That is an 
inevitable and unavoidable side-effect of major change. While the 
Government has been only too aware of their difficulties, we cannot 
in good conscience offer them the paUiatives of the last twenty years 
with their known consequences. Businesses can no longer fall back 
on government to provide subsidies, protection from competition 
or guaranteed markets. They have to rely on their own skills, initiative, 
planning and drive. To revert to the old ways of managing the economy 
at this point would be to throw away the gains we have made. 

There are a number of indicators which sho<#that the economy 
is moving in the right direaion. The first is infiation. Between 1974 
and 1987, consumer prices rose by 432 percent. During that same 
period, the inflation rates in the United Kingdom rose by 244 percent, 
in Australia by 183 percent, the United States of America by 118 
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percent and Japan by 75 percent. Now, for the first time since 1973, 
the New Zealand inflation rate has dropped below 7 percent. At 
the end of December 1988, the annual overall increase in prices was 
4.7 percent. As the inflation rate continues to drop, businesses find 
it cheaper to manufacture and pnxluce goods which will be easier 
to sell locally and overseas. Business expansion opens up new em-
ployment opportunities. Given adequate consistency and credible 
economic direction, interest rates will continue to decline in line with 
inflation and rising confidence in a better future. 

New Zealand's level of overseas debt is falling as a result of careful 
fiiuncial mangemcnt and the Government's programme of asset sales. 
Last year, for the first time in 35 years, the Government began paying 
ofi'some of the country's massive debt burden. This year it is intended 
to reduce overseas debt by a further 12,000 milUon. Changes in the 
value of the New Zealand dollar against foreign currencies has further 
reduced the public debt. 

Produaivity is growing, although there have been job losses and 
output is down in some areas. Increased productivity has occurred 
where industries have made substantial adjustments to meet the new 
environment. For example, in primary food processing, labour 
productivity has risen by 28 percent in the past three years. After 
the 1984 Budget, a number of people, including those in the Treasury, 
predicted a recession as a result of our disinflationary policies. In 
fact, since 1984, the economy has grown at an average of 2 percent 
a year. Export earnings are also at record levels. New Zealand had 
reduced its current account deficit from $2,932 million for the year 
to December 1987 to $389 million in the year to December 1988 
- a remarkable achievement. Export values rose by 2.7 percent to 
$12,433 million; imports fell 1.6 percent in value to $11,608 million. 
Jime 1988 was the seventh successive nxmth in which an export 
surplus was recorded. While the coimtry's high level of debt has 
meant that the overall current account balance for 1988 is still $1.8 
billion in the red, in recent months the balance has improved on 
average by $8 million per month. 

This increase in the volume of exports docs not back up the 
complaints of the farming and manufacturing sectors that the 
Govermnent should reconsider its exchange rate policy and adopt 
a managed exchange rate. For some time now, certain groups of 
exponers have been complaining that the value of the New Zealand 
dollar has risen too much since it was fioated in March 1985. In 
faa, the dollar has not increased markedly in value on a trade-weighted 
basis since Marcif 1985. The real exchange rate, which is more 
important, was the same in the latter half of 1988 as it was in 1979 
in United States dollar terms. I f the exchange rate is too high, then 
the obvious question is what should it be - 44 cents, 49 cents, 50 
cents? Why not aim for 25 cents? There was a time when it was 



The Ends ami the Means 27 

worth $1.43 against the US dollar. Why then have we not benefited 
and prospered by that drop from $1.43 to 65 cents? Because while 
the fiumers and exporters gained, the consumer lost as the cost of 
imports increased. The exchange rate is not a factor in isolation; 
it is a symptom of the real issues, of inflation and therefore interest 
rates. Attempting to "manage" it does nothing to solve the real 
problems. 

Another indicator of the gains being made arc the changes in 
the personal and company tax structures which took place in October 
1988. They were a logical extension of the Government's intention 
to put fairness, efficiency and simplicity back into the taxation system. 
Equally, they are an incentive for the individual and for businesses. 
Personal income tax was reduced to 33 cents and 24 cents in the 
dollar. Low income earners are protected by a rebate. Business taxes 
were cut from 48 cents in the dollar to 28 cents, giving this country-
one of the lowest company tax rates in the world. This reduaion 
followed a lengthy revision of company tax law which closed many 
of the loopholes and abolished special concessions. In 1987, the tax 
take from companies doubled as a result of these new rules. Under 
the new tax system it is forecast that companies will pay $2,380 
million in tax in 1988/89, an increase of 95 percent over the previous 
year's total of $1,221 million. These changes have improved the 
Government's fiscal fXKition and will allow companies to invest more 
in plant, machinery and jobs while continuing to contribute their 
share of the necessary tax revenue. 

The regulatory and pubUc sector reforms which have been in-
stituted siiKe July 1984 have been responsible for lowering the cost 
structure for the public and private sectors. Massive and undeniable 
waste occurs in state trading organisations and depanments. Without 
significant changes in management and efficiency, services to tax-
payers fail to keep pace with the growing amount of resources pro-
vided. Deregulation on many fronts has gone a long way to removing 
a hopelessly complex, inconsistent and unwieldy system of financial 
and commercial incentives and disincentives. 

The effect of all these factors has been the development of a much 
more resilient economy. The gains have been made at a lower cost 
than for any other economy which has followed a similar path. One 
example of this is the cost to manufaauring productivity. There has 
been a 5.5 percent drop in output. At the same time, infiation fell 
by 7 percent. The loss compares very favourably with that of other 
countries which have fought inflation. When Canada brought inflation 
down by a similar amount, they lost close to 18 percent of their 
manufacturing output. Germany lost almost 10 percent to get infiation 
down by 4 percent. In France, a 5.5 percent drop in infiation saw 
a 10 percent fall in manufacturing productivity. The economies of 
these countries were not wrecked in the process. 
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In New Zealand, to change economic direction at this stage by 
reversing or relaxing present poUcics would bring no advantages in 
the short term because of the lags. There would be a loss of business 
confidence that would inevitably lead to higher inflationary expec-
tations. Employers and unions would begin to act accordingly; only 
too soon the infiation rate would rise to meet their expecutions. 

The voices of the lobby groups have been joined more recently 
by those engaged in a growing debate about social and economic 
poUcy options. They include some who maintain, quite incorrectly, 
that decisions made early in the Government's first term in office 
forced it down one particular path. In reality, there was no alternative, 
coherent economic strategy for dealing with New Zealand's problems. 
There still isn't. Many of those who dislike the current policies can 
only offer slogans, favourite causes or p)et hates rather than viable 
replacement policies. 

One side of the debate on pohcy options favours a highly centralised 
approach where very detailed objectives are set for the nation as 
a whole and all its economic sectors. The state would decide how 
to allocate the physical, financial and human resources of the nation. 
It would f a the prices of all inputs and outputs, control all imports 
and exports, set the interest rates and fix the exchange rate. A high 
degree of compulsion would be imposed at every level of the 
community to achieve those objectives. The first problem with this 
option is that people do not give their best in such a rigid system 
— OECD studies show that better progress is made by nations which 
operate a more liberal system. The second drawback is our own 
experience of a similar system which proved that Big Brother does 
not know best. 

At the opposite extreme of this debate is the so-called "new right". 
The new right thinks that if you are poor it is basically yoiu- own 
fault. They believe that the suic does not make as good a use of 
its money as it could. The greatest success of the miUtant left and 
the new right is that they have been able to set the terms most 
of the community now uses to debate social pohcy issues. As the 
debate focuses on their distorted views of the means to achievement, 
the goals the Government sets for itself and all New Zealanders 
are forgonen: a better quality of life, jobs, pay, health, housing, 
education and security, and fair access for everyone to those benefits; 
a choice for people about the sort of life they want. 

Good government should liberate people, not enslave them to either 
the private sector or the state. No one wants to be dependent on 
government for ever. Social welfare should not be about confining 
people to httle boxes like battery hens for the rest of their Uvcs. 
People need a genuine guarantee of dignity and security. Nor should 
they be penaUsed if things go wrong for them or if they lack the 
advantages of those more fortunate. Those who start behind the hne 
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need more opportunity and incentive, not less, than people who start 
vrith advantages. Government's responsibility is to open the future 
for people at every level. The alternative is beggars in the street 
and the rich living behind barbed wire. 



Chapter 3 

THE OPPOSITION 
ASSESSMENT 

Simon Upton MP* 

D I S T I N G U I S H I N G A C T U A L O U T C O M E S F R O M T H E 
explanations of those who fervently hope for confirmation of their 
forecasts is a tricky business only four years down the road towards 
liberalisation. This is true a fortiori for an opposition politician who 
has watched the process imfold from a niche which, by definition, 
has required a sceptical treatment of the evidence. So it is appropriate, 
at the outset, to acknowledge the considerable forthrightness which 
has accompanied many of the reforms undertaken since 1984; and 
important, too, to concede that the wisdom of hindsight is something 
not available even to the most inspired or committed politician. That 
said, it is time to stand aside from the euphoria that has gripped 
tnany descriptions of New Zealand's liberahsation experiment and 
to ask whether the gains are as substantial or as sustainable as are 
sometimes claimed. 

It is fair to describe the reforms commenced in mid-1984 as an 
"experiment" on accx>unt of the sharp change of direaion they rep-
resented for New Zealand and their novelty - particularly in the 
hands of a left-wing government and in an economy which was heavily 
regulated. A two-year wage/price freeze, extensive interest and ex-
change controls and growing cross-subsidies between sectors meant 
that price signals in the economy were severely distorted. There had 
been some deregulatory reform in the period prior to 1984 (most 
notably in the transpon sector), but this had been at the periphery 
of an economy which had been increasingly straitjacketcd as New 
Zealand sought to delay adjustments forced on it from without, par-
ticularly during the international dislocations of the mid to late 1970s. 
If the new Labour Government had a clear idea of the path it intended 
to follow, that was pan of a hidden agenda: whilst there was growing 
frustration with controls and indifferent economic performance, there 
was certainly no widespread mandate for wholesale liberalisation. This 
was to prove an advantage in the early stages when the euphoria 
of change, coupled with the disorientation of vested interest groups 

Thanks are due lo Charlone Williams for her assisuncc in drawing (ogclber maternl 

for this chapter and for her sharp critical eye. 
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likely to be opposed to change, allowed reform to proceed at a rapid 
pace. (Equally, when the country struck rough waters, particularly 
in the wake of the stockmarket crash of Cktobcr 1987, the same 
absence of a mandate from within the Labour Party proved an in-
creasing liability for a government faced with deepening recession 
and an alarming rise in unemployment.) 

But the process bears the hallmarks of being experimental in 
another sense: rather than being an organic outgrowth of evolving 
policies, the changes to some extent sprang fully from the minds 
of the Government's advisors. New Zealand's Treasury had been 
building up a world view radically at variance with the populist ortho-
doxy of half a century. The Treasury's attempt to impose logical 
consistency and rational order on the market is captured in its advice 
to the incoming Government and published in its Economic 
Management.^ The elements of the Goverrunent's programme were 
spelt out there from the very bcgiiming. Although the grand scheme 
has not been comprehensively implemented in all respects, there must 
be few instances in our history when a government's instinct for 
reform has matched so closely the intellectual direction and urgency 
of its advisors. 

The unique circumstances which led to the burst of reform from 
mid-1984 onwards make it possible to spell out the adjustment process 
as it was envisaged and then to measure the experience of its 
implementation against the theory. At the centre of the Treasury's 
critique was New Zealand's economic performance which, for more 
than a decade, had been lacklustre as the country sought to cushion 
itself from deteriorating terms of trade. The chosen adjustment path 
was seen as too slow; conflicting policy settings were claimed to have 
seriously distoned resource allocation and undermined sustainable 
recovery from the belt-tightening implied by the external shocks of 
the late-1970s. 

The symptoms of this failure to adjust were held to be: mounting 
external debt (driven by persistent deficits in the balance of payments); 
a chronic internal deficit (caused by high public expenditure reliant 
on a narrow and eroding taxbasc); and low economic growth caused 
by poor resource allocation. The last problem had been aggravated 
by the distortions of the wage/price freeze, which was a desperate 
response to loose monetary fwlicics and hopelessly rigid wage-fixing 
mechanisms. 

In advocating sweeping liberalisation measures, the Treasury 
sought to bring the external and internal accounts into balance (with 
an inevitable, shon-nm cut in living standards) and to base sustainable 
economic growth on the gains which allocative efficiency and price 
stability would confer. Inflation was to be urgcted through a firm 
monetary policy; the current account was to be tackled through a 
substantial devaluation and fiscal pressure reduced by the removal 
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of the subsidies to exporters which the devaluation made possible. 

Floating the currency as a means of gaining control of money supply 

was recommended, but the dangers of doing so in conjunction with 

a large fiscal deficit and a tight monetary poUcy were pointed out. 
The theory spoken of a great deal in the new administration's 

first months was that a firm monetary policy would quickly dampen 
the inevitable price effects of devaluation and that exchange rate 
flexibility would compensate exporters for any erosion of compe-
titiveness. Whilst the Treasury argued for labour-market deregulation 
to parallel the liberalisation of financial markets, the Government 
placed its faith for restraining a wage blowout in a tripartite accord. 
A short-run cut in national consumption was to be succeeded by 
export-led growth assisted by enhanced resource allocation at the 
microlcvel. 

It was a mechanistic prescription but propounded (at least in the 
early days) with such sobriety and rectitude that warnings of policy 
failure were not welcomed. In faa, for some Lx>nsidcrable time, the 
coalition of interests supportive of the new environment was unable 
to distinguish criticism of the execution of the policies from criticism 
of their thrust. PoUcy malfunctions were glossed over. Only some 
way into the new Government's term were policy shortcomings to 
provide grounds for widely held concern. But shortcomings there 
were, and the tidy game-plan of 1984 was, not surprisingly, wide 
of the mark. 

At the time of the change of government, the scene for quite 
strong growth had been set. Exporting industries, assisted by reduced 
labour costs during the freeze and a stronger world economy, were 
poised to capitalise on the devaluation of July 1984. To this was 
added an explosion of activity in a deregulated financial sector which 
commenced a period of rapid expansion. This was not a promising 
background against which to enter the first wage round in two years. 
The Government's attempt to find a tripartite (government, employer 
and union) consensus ended, predictably, in a stalemate, A hoped-
for maximum of 4 percent was never in contention, as the bargaining 
rounds started at 7 percent and drifted up from there. 

While these pressures were building up, the authoriries were grap-
pling with monetary policy. The desire to institute a tight monetary 
policy consistent with low or zero inflation was expressed repeatedly: 
the price effects of the devaluation were to be contained without 
prejudice to the trade sector. A firm monetary stance could not 
properly be anained imtil the currency was floated in March 1985, 
by which time loose conditions had already significandy stimulated 
consumption. Between March 1985 and the stockmarket crash in 
1987, as.sct prices and an unparalleled stockmarket boom evidenced 
a monetary policy that was, to put it charitably, patchy. Inflation 
peaked at 17 percent in mid-1985 and, after declining to 10 percent 
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in mid-1986, was pushed up again partially (but by no means solely) 
on account of a new 10 percent value added tax. A steep decline 
in the recorded Consumer Price Index was not apparent before the 
end of 1987. It is no surprise that, in these circumstances, wage 
movements remained excessive with the 1985/86 round breaking the 
15 percent barrier. 

Throughout the whole period, the fiscal front proved to be the 
Government's Achilles heel. Despite radical tax reforms (leading to 
a real growth in revenue of 40 percent in four years), expenditure 
still outstripped income. Any savings made by removing assistance 
to industry were eaten up by increases in other sectors. A dismal 
fiscal record coupled with strong infianonary expectations meant that 
monetary policy became the dominant instrument to drive the ad-
justment process. Very high nominal interest rates and an appreciating 
currency meant extremely difficult trading conditions for exponers, 
panicularly those in the [>astoraI and land-based seaors where a high 
domestic product content meant that little advantage could be taken 
of the strong dollar. The promised automatic compensation for eroding 
competitiveness which a Hoating exchange was supposed to bring 
never eventuated. Whilst the prolonged adjustment process has meant 
that survivors are panicularly lean and hungry, the element of bumoff 
caused by the protraaed nature of the process is currently reflected 
in both rising unemployment and faUing voluntes in some key expon 
commodities like wool. 

Summarised, then, the first three years following the 1984 election 
can be characterised as a period of euphoric change during which 
serious infianonary, labour-market and expenditure problems were 
masked; in the wake of the October 1987 stockmarket crash, euphoria 
has turned to deep pessimism as the belated effectiveness of an anti-
inflationary poUcy has struck a community devastated by a collapse 
in equity prices. Such a rcacrion was not the ineviuble result of 
liberalisation policies per se but a probable consequence in view of 
problems in three key areas - monetary policy, labour market 
regulation and fiscal poUcy. Each of these three areas will be considered 
in turn. 

I. Monetary Policy and the Fight to Contain 
Inflation 

Between 1973 and 1984, New Zealand experienced recurrent bouts 
of inflation. In common with many other countries which had sought 
to cushion external shocks, loose monetary conditions were permined 
so as to accommodate the wage and price eflects of economic ad-
justments. The result was inflation. Attacking this culture was at 
the heart of the Treasury's agenda. From the outset, the new Govern-
ment's stated policy was explicitly anti-inflationary. Monetary con-
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ditions had not only to be consistent with low or zero inflarion: they 
had to be believed to be commined to non-infiatiotury ends. In ad-
vocating zero infiation in the medium-term, the Treasury spelt out 
the need for the Govenunent to make up its mind about the objecrives 
of 

moMtary, flical and rxchangc rate policin for the imniediaic future. . .makitig 

sure thai thnc are well undcntixxl and implemented in a credible manner 

so thai employers and employees are not likely to afrce to wage increases based 

on a mislakrn view about Government policy intentions.' 

Policy credibility was at the heart of a successful monetary pohcy. 
Whilst accepting that the devaluation would lead to an increase in 
the general price level, it was emphasised that this should be a once 
and for all adjustment rather than a permanent increase in the rate 
of inflation. The faa that low single figure inflarion did not emerge 
until well into 1988 suggests that inflationary expectations were deeply 
rooted and the adjustment path more prolonged than it need have 
been. Was a defective monetary fwhcy in part to blame for allowing 
infiationary expectations to rim away? 

On balance, the answer must be yes. By any standards, activity 
was far higher than a genuinely tight monetary pohcy would have 
permitted. For the calendar years 1985, 1986 and 1987, quanerly 
growth in M3 (the broadest measure of money supply) averaged 
26 percent, 22 percent and 18 percent respectively. For the expansion 
of private seaor credit over the same three years, average quanerly 
growth was even more spectacular at 31 percent, 27 percent and 
18 percent respectively. Throughout this period, the Reserve Bank 
was quick to caution against reliance on such figures. Deregulation 
of the financial seaor and the reahgnment of ponfohos in the post-
freeze era were bound to distort such broad aggregates. "Reinter-
mediation" entered the language as an explanation for otherwise 
alarming figures. Such warnings were in order, but the authoriries 
were themselves only finding their way in a new environment. 

It seems fair to conclude that the operation of monetary policy 
was uneven to say the least. Preoccupation with defming and then 
refining the base measurement of liquidity for targeting purposes 
- primary liquidity - took time and, in the process, looser conditions 
than were desirable undoubtedly contributed to the boom in asset 
prices which should have alerted the authorities to earlier action. 
A threefold increase in Wellington central business distria property 
values between 1985 and 1988, for instance, says something for 
inflationary expecutions, as did the Barclays Index which, prior to 
the crash of Oaober 1987, had more than doubled during that period. 
These prices coupled with high wage rounds and a CPI (Consumer 
Price Index) which stayed in double figures until mid-1987 suggest 
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that monetary policy did not begin to bite until some three years 
after the adjustment programme commenced. 

In one sense, not too much should be made of these problems 
in implementing a tight monetary policy. Much more visible failures 
on the wage fixing and public expenditure fronts were to disrupt 
the adjustment process. But it is fair to say that a looser than desirable 
(and looser than intended) monetary stance allowed pent-up forces 
in the economy to turn into an over-heated and damaging inflationary 
boom. Whereas a tighter policy would have choked off inflationary 
tendencies and preserved for exporters the competitiveness gains of 
the freeze and the devaluation, the policy-setting exposed them instead 
to high infiarion and an appreciating currency as high nominal interest 
rates attraaed offshore investors. 

Monetary policy finally started to take effea in 1987 following 
the tightening of settlement cash targets and a rise in the discount 
rates. Ironically, the timing was such that when the stockmarket crash 
came in October, devastated confidence could not be underwritten 
through the monetary system for fear of derailing the disinflationary 
process. Relief in the form of falling inflation and interest rates and 
a moderation in the exchange rate did not come for nearly four years, 
by which time the effects of a "bum ofT' in the export sector were 
marked. The pain of disinflation was inevitable; the protracted nature 
of it was not. Had notice been taken earlier of the sigiuls of damaging 
inflationary pressures, the ability of the export sector to spearhead 
a sustainable recovery would have been significantly enhanced. 

2. Failure in the Labour Market 

As New Zealand started down the liberalisation path in 1984, no 
market was more rigid or centralised than the labour market. At 
the time of writing (late 1988), that sclerosis persists, largely 
unchanged. Wages in New Zealand are set primarily through 
occupadon awards which range across many industries and employers 
of widely differing sizes and economic circumstances. The result is 
a wage-fixing process which pays little regard to the ability of 
individual firms to pay and is driven very strongly by relativities 
between awards. It is, therefore, possible in the New Zealand context 
to give the outcome of a wage bargaining round in terms of a single 
percentage increase and thereby cover 90 percent of all awards. 

The cornerstone of such bargaining practices is legislation 
providing for union registration which confers on unions the sole 
right to bargain on behalf of employees covered by awards within 
a union's industrial coverage. The former Government had moved, 
in 1983, to make union membership voluntary, but it left untouched 
the monopoly bargaining rights attached to union registradon. This 
cautious reform was promptly reversed by the new Government, 
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contrary to the tide of deregulation which it was sponsoring m other 
areas. Despite its reformist zeal, the Labour Govenunent still foimd 
itself beholden to at least one large vested interest group - the union 
movement. By essentially underwriting the status quo, extremely 
imiform, rigid wage rounds were virtually guaranteed. 

In an attempt to moderate the potential damage which a wage 
explosion could generate in such a straitjacketed system, the Govern-
ment instituted a new tripartite conference to precede each bargaining 
roimd Employers, employees and Government advisors were brought 
together to mimic rather more successful Ausualian anempts at 
negotiated wage restraint. The results over four wage rounds have 
been totally unproduaive. No consensus or wage guideline has ever 
been achieved and, in most instances, the results of the wage rourud 
have generally been approximately double the Government's desired 
level. 

Thus, in the first round commenced in December 1984, a hoped-
for 4 percent increase in wages turned out at 7 percent for ten nwnths, 
widening to nearly 10 percent by the end of the roimd. The second 
(1985/86) round proceeded on the basis that the Government would 
like no more than about 8 percent. In the end, the round commenced 
with settlements at the 15.5 percent mark with some reaching as 
high as 20 to 30 percent. A particularly high state sector award 
announced by the Higher Salaries Commission prior to the com-
mencement of bargaining is generally blamed for the size of this 
round. The buoyant and inflationary prevailing environment, how-
ever, probably made the chances of a settlement as low as 8 percent 
slim. 

The two subsequent rounds in 1986/87 and 1987/88 have exhibited 
the same rigidity at less spectacular levels, both averaging 7 percent. 
Despite repeated warnings that the world had changed and that catch-
uf>s validated by cost-plus-pricing and loose money were no longer 
possible, wage settlements continued throughout the period to evince 
an inflation compensation rationale rather than one based on 
productivity. And, at least imtil 1987, the less-than-tight monetary 
stance described earlier managed to accommodate excessive pay 
increases despite intentions to the contrary. Now that industry has 
suffered a sharp deterioration in its competitiveness and a disinfla-
tionar> monetary policy has been achieved, the predictable conse-
quence of labour market failure - rising unemployment - has emerged. 

The detailed problems of labour market adjustment are dealt with 
elsewhere in this book, but the conclusions to be drawn from the 
failure to tackle labour market rigidities are fairly clear: wage fixing 
on the basis of compensation for cost of Uving iiKreases regardless 
of productivity can both lengthen the adjustment process and intensify 
the costs. In its briefing to the incoming Government in 1984, the 
Treasury had stated: 
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. . . wage adjustments, however, to the extent that they go beyond what employers 

would have freely negotiated, jeopardue mtemalional competitiveness, the 

balance of payments aiul employtnent growth; on the other hand, to the extent 

that they arc fully reflected in prices, wage increases imply renewed mflaiion.' 

Wages during the liberalisation phase have not been freely negotiated. 
The award system coupled with direct industrial action ensured the 
conrinuation of wage bargaining according to the bad old rules. In 
addition to reduced business competitiveness and increased unem-
ployment, fiscal policy became an additional casualty. PubUc sector 
pay picked up the trend of private scaor awards with devastating 
results for a government which was already having difficulty holding 
the line on public expenditure. 

3. The Fiscal Front 

Reining in public expenditure is always difficult for a Labour govern-
ment, given the expectations of its natural constitueiKy. The new 
Labour Government's commitments, although vague, gave every hope 
of increased expenditure in the core social spending votes. But the 
size of the fiscal deficit which the new Government inherited made 
expenditure reduction inevitable, at least in the shon term. The 
devaluation provided an opportunity for immediate - and easy - pro-
gress. Compensatory cross-subsidies to exporters could be removed 
as the quid pro quo for a more favourable exchange rate. The two 
main pn^rammes to be discontinued were the Supplementary Mini-
mum Prices (SMP) Scheme for key agricultural export commodities 
(worth $340 miUion in 1983/84) and export incentives to industry 
(amounting to $586 milUon in revenue foregone in 1985). As the 
Government's term progrcs.scd, a range of other less visible assistance 
measures were also removed so that by the 1988/89 Budget, net ex-
penditure on transfers to industry had fallen 49.7 percent in real terms. 

That son of progress was not recorded in any other categories 
of expenditure - indeed, it was never a prospect. The seeds of disaster 
on the fiscal front were sown early and can be traced to three main 
causes. The first, already referred to, was the magnitude of the public 
sector pay increases in the break-out from the freeze. Since, in 
funaional terms, personnel costs accounted at the time for over 18 
percent of gross government expenditure, pay increases of the order 
of 11 percent in 1984/85 and 20 percent in 1985/86 added significantly 
to the Government's expenditiu^. 

Even in 1987 when public sector pay-fixing reform to prevent 
upward drift was impleiiKnted the tide swept on. Anxious to bed 
down the new regime, the State Services Commission reached a 
7 percent across-the-board senlemcnt in the face of evidence that 
only 2.5 percent was necessary to align public and private pay. 
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Changes in the nature of the Public Service and relativities with 
a rapidly changing private seaor made some larger than normal 
increases inevitable, but to the extent that public seaor pay-fixing 
behaviour matched the overall national tendency to pass on adjustment 
costs, it contributed seriously to the undermining of fiscal restraint. 

The second ominous pattern was the Government's penchant for 
trying to buy off problems through the tax system. In anempting 
to defuse the very first wage round, the Government introduced 
its "Family Care" income support package. Targeted at lower income 
breadwinners its aimual cost was $390 miUion. It proved to be a 
poor investment. Hopes of a wage round in the region of 4 percent 
were quickly dashed as settlements started at 7 percent and drifted 
out to 9 percent. It was an expensive precedent, and subsequent 
trade-offs have meant that avenues for expenditure reduaions have 
been steadily closed off. The introduction of a comprehensive value 
added tax (GST) in 1986 necessitated a substantial expansion of the 
Family Care scheme, now styled "Family Support". Income sup-
plemenution to offset fully the effcas of the new tax on low- to 
middle-income earners cost $1 billion in the year of introduction 
and $750 million on an ongoing basis. 

Spending the gains has become almost an article of faith for a 
Government which, increasingly, feels it caimot face its critics if 
expenditure cuts have been meted out. The recentiy aimounced 
changes to the administration of the education system (fiowing from 
the Picot Report*) arc a case in point. The Government has promised 
that the savings implicit in the Report (about $100 million) will also 
be spent elsewhere in the education system. I f this is to be the price 
of expenditure reform, httle progress seems likely. 

The third weakness on the fiscal front fiows dircctiy from the 
last point - the Government's inability or unwillingness to tackle 
core public expenditure. Table 1 below spells this out for key fimctional 
areas of government expenditure over a four-year period. 

Table 1 Real Change in Net Government Expenditure 

1984/85 to 1988/89 

Social Services 27.5% 
Healtii 18.8% 
Education 26.3% 
Administration 82.5% 
Development of Industry - 49.7% 

These real increases tell a story of serious failure to come to grips 
with the fiscal problems. At the time the Government took office, 
the Treasury had drawn attention to the faa that welfare expenditures 
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had grown by 90 percent in real terms since 1970 but that there 
had not nec-essarUy been an improvement in the output of services 
provided. In the simplified version of Economic Management made 
available by the Government for popular consumption, the maner 
was summarised very baldly in these terms: 

Government eipcnditure on social »ervices has grown spccucularly but ihe 

effectiveness of much of the spending is questionable. The state of the 

Government's finances offers little, if any, scope for increased spending on 

social services. We must get belter value from our existing social services budget.̂  

In the event, the experience of preceding years was merely repeated 
with strong real growth in expenditure in the social services and 
administration areas. The nature of this paralysis was highlighted 
most clearly in the Government's response to the Report of the 
Hospital and Related Services Taskforcc* chaired by Alan Gibbs. 
In recommending a radical restructuring of public sector hospital 
funding to achieve some "transparency", the Report suggested savings 
totalling $600 milhon could be achieved. Nonetheless, faced by a 
barrage of critics intent on maintaining the status quo (and a minister 
sensitive to his own future), the Government has allowed the Report 
to founder without a sponsor. 

In 1985, the Government published fiscal projections to cover 
the three years 1985/86 to 1987/88. The projections were not intended 
as an accurate forecast but, rather, a baseline against which to measure 
performance. Figures I to 4 illustrate the extent to which intendons 
and practice diverged. Hie fact that such forecasts have not been 
repeated is in itself highly significant. 
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m»iicTuiu.nBi—� ����»ooGrrt»™i«ii 

The Treasury and the Minister of Finance have continued to draw 

anention to the seriousness of problems on the expenditure side, 

most recently in the Annexes to the 1988/89 Budget. There, an effort 

was made to remove from the expenditure tables all those unusual 

or cyclical items which might distort the picture. Table 2 shows two 

measures of expenditure as a percentage of Gross Domestic Product, 
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N i O J K i r i l AND JtCTUAI. M CCMnANT I I M fa V U U U 

both of which demonstrate an ongoing rise in public expenditure 

during these liberalisauon years. Very simply, by whatever measure, 

the Government is spending more than it has ever done before. 

T a b i c 2 Net Expendi ture Trends ' 

(t miUion) 
I9M/85 1985/86 1986/87 1987/88 1988/89 

Net Expenditure Table 2 

(including expenditure on major 
project and producer board 

refinancing) IS31S 17,672 24,303 24,174 25,568 

Adjuatmcnt Factors 

Leu Item 1: 
Ma)or project and prtxlucer board 

rerinancing — — 3358 1.058 2,300 

Lta Item 2: 
Net lending and aixi sales 784 685 122 -1.789 -3,643 

Set Expenditure 

(Financial Deficit baais) 14,514 16,967 20323 24,905 26,911 

(A* a percentage of GDP) J7.4 37.9 39.0 41.4 42.6 

L*u Item } 
The effect of tax reform measures 

Taxation of benefits — — 119 261 300 
Fanuly Support' — — 101 211 127 

GST on expenditure — — 406 1,024 1,110 
FBT — on expenditure — 11 M 18 19 

— on superannuation 

subsidies — — — — 121 
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Continued Tabic 2 

Tabk 2 Net Expenditure Trends' 

($ mUlion) 

1984/85 IVHS Ht, 19H6 H: 

l^ts Item 4 

Employer supcrannuMion julnidy 

payments — — — 176 301 

Leii Item 5 

Reorganisation of the pubbc sector 600 350 625 725 425 

Less Item 6 

Debt servicing 2,561 3,340 4,092 4,971 4,575 

Uss Item 7' 

Unemployment benefits 275 291 460 673 1,009 

Net Expenditure leu 

Adlustmenl Factor* 11,096 12,995 15.006 16,846 18,924 

(As 1 percentage of adjusted GDP) 28.6 29.0 28,7 29.6 31.8 

Notes: 

' Explanation of each item is expanded in the text. 

' Total Family Support less an estimate of family assistance paid lo beneficiaries 

that was previously paid through Vote ; Social Welfare. 

' Excludes tax component of unemployment benefit payments. 

� GDP less the impact of the introduction of GST, as outlined in Annex 3. 

Sources: 

� Net lending and asset sales figures - GFS data and Treasury estimates. 

� All other dau - Budget Table 2, and Treasury estimates calculated on a Budget 

Table 2 basis. 

� Nominal GDP - Department of Statistics estimates to 1986/87 and Treasury 

forecasts for 1987/88 and 1988/89 of $60,100 and $61,100 million respeaively. 

� Adjusted GDP - Treasury estimates, contained in Annex 3. 

Table reproduced from Annex lo 1988 Budgti, p. 20.) 

N M surprisingly, this record could only have been possible in 

an environment which allowed for rapid gains on the revenue side. 

There can be no doubt that taxation has been the Government's 

key "success" story. In real terms, total revenue from taxes has risen 

by over 30 percent since the adjustment process commenced. The 

single biggest new component came from the new Goods and Services 

Tax ( G S T ) . 

A tax on non-wage benefits (the Fringe Benefit Tax) was also 

introduced, and rafts of exemptions and deduaions for business were 

removed or phased out. Much of this was done in the name of closing 

"loopholes" and achieving tax neutrality, but from a business point 

of view it has simply meant higher efTeaive tax rates. Only com-

prehensive capital taxes remain unimplcmentcd, although they are 
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on the agenda and, given the unaccountable enthusiasm for them 
of so many professional advisors, seem likely to come to pass. 

This dramatic broadening of the tax base was made politically 

sustaiiuible through cuts in the very high marginal rates of tax on 

wages and salaries which had obtained until 1984. The top marginal 

rate of income tax has fallen from 66 cents to 33 cents, and the 

rate of company tax from 48 cents to 28 cents. Whilst the positive 

incentive effects of these lower rates is to be applauded, the overall 

picture is one of mixed blessings. For many, the new taxation en-

viroimKnt has meant higher effeaive rates of tax. And, for most 

citizens, fiscal drag has obUterated the benefits of lower nominal 

tax rates. Over the four years 1984 to 1988, the average rate of tax 

on wages and salaries remained much the same, at around 26 percent. 

The net effect of an aggressive move to broaden the tax base is 

thoroughly unsurprising: the tax burden has increased. The Treasury-

drew ancntion to this in its 1987 advice to the re-elected Government. 

Table 3 pulls together the consequences for taxation of rising ex-

penditure levels. No amount of tax reform can lead to a lower in-

cidence of tax if demands for cxpenditiu-e continue to grow. 

Table 3 Expend i tu re Trends and T a x Burdens ' 

W l / 7 4 1979/80 1986/87 1987/88 

Total Expenditure ( $ I D ) 2,857 7,954 16,938 22,829 25,592 

% of GDP (31.1) (40.4) (43.8) (43.6) (43.7) 

Less Net Lending 243 616 784 122 -1,649 

Less Departmental Receipts' ($m) 62 148 349 929 2,263 

Less Tax Reform Measures' 570 1.545 

Adjusted Expenditure ($m) 2.552 7.190 15,805 21,208 23,433 

%GDP (27-8) (36.5) (40.9) (40.5) (« .0) 

% Private Income (29.4) (34.8) (39.6) (41.6) (42.7) 

Nocca: 

' I!)epartinental Receipts are the sum of administrative fees, charges and non-mdustrial 

« lej ; fuies forfeiu; and other non-tax revenue. 

' Source: Annex 2 of the 1987 Budget. 

' Note that no allowaiux has been made for the pha3e-«ut of tax expenditures. 

Sources: 

Government Financial Statistics (GFS) data. Nominal GDP-Depaninent of Statistics 

estin and Treasury foretasts. Private Income - Treasury estimates and forecasts. 

(Table taken from Gofrmmeni Managemeni. Vol. I . The Treasury, Wellington 1987, 

p. 226.) 

In summary, the liberalisation process has been seriously impaired 
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by an unwillingness to tackle public expenditure. I n f a a , there has 
been an indulgent attitude towards some areas of pubUc expenditure, 
and particularly social services, as a quid pro quo for reforms in other 
areas. Ministers in the social arena have tnanaged to spend money 
faster than even a 30 percent increase in the tax take would allow 
for. This is where the nation has suffered its most serious lost 
opportimity. 

It is instructive to try to assess what the outcome would have 

been had the Government possessed the resolve to do no more than 

maintain social expenditure in real terms, as well as to holding 

spending in the other major categories of Foreign Relations and 

Government Administration. Its abihty to retire debt and reduce 

debt servicing costs could, on certain rather stringent assumptions, 

have put it in a position by Financial Year 1989 to run a substantial 

fmancial surplus of as high as about $5 biUion, or 8 percent of G D P . 

This could, in turn, have been applied to retiring debt. But even 

if these assumptions were relaxed to take account of such things 

as the cost of rising unemployment or of state sector restructuring, 

the rather "broad brush" calculation still illustrates the point.' The 

Government's fiscal policy has been conducted in such a way that 

an opportunity to hghten New Zealand's public debt burden has 

been allowed to slip by. 

As it is, New Zealand's public debt level is still high by international 

standards and very high by O E C D standards. Too high a level of 

public debt threatens the Government's financial stability and in 

times of economic downtiun limits its room for manoeuvre. It siphons 

off in tax private sector resources that could otherwise be turned 

to more productive account. Moreover, the high proportion of debt 

in foreign currencies exposes the Government's finances to serious 

risk from a depreciation of the New Zealand dollar. Retiring debt 

is, therefore, a priority, particularly when renewed growth in the 

economy, on which debt servicing can be based, is so elusive. 

The failiue to tackle pubUc expenditure sufficientiy vigorously 

to reduce the debt burden represents a most serious omission in 

the Government's programme for economic recovery. The lost op-

portunity which fiscal failure represents means that the thrust of 

the Government's ambitious privatisation programme is increasingly 

controversial. Although privatisation is not central to this account, 

it should be noted that the scale of the privatisation programme (and 

the extent to which sute-trading departments have been corporatised) 

is one of the most remarkable features of the whole hberaUsation 

process. The rationale for corporatisation followed by privatisation 

has been presented largely on efficiency grounds: that although it 

might be argued that there is no reason why state-controlled activities 

should be inefficient, experience tells us that exposure to market 
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forces with consequence efficiency gains and pressure to rationalise 
is best achieved through private ownership. 

This line of reasoning has received less emphasis in recent times 

as ideological opposition to privatisation has reared its head. The 

Government has, instead, chosen to explain the programme in terms 

of the imperative of reducing pubhc debt. To the extent that asset 

sales will not improve the nation's balance sheet, this is a specious 

argiunent. But in terms of reducing the stock of debt held by the 

Government (and tuving that debt managed by a more efficient private 

sector), there are probably useful gains to be made. The problem 

is that ongoing fiscal deficits mean that asset sales are being used, 

indirectly, to bridge the shortfall in the Government's accounts. To 

the extent that any breathing space gained by reduced debt servicing 

costs is used to boost spending elsewhere, the New Zealand Govern-

ment is simply on a treadmill of realising assets to fund excessive 

current consumption. And that excessive consumption continues to 

fuel growing debt as balance of payments deficits mount year by 

year. Such a strategy is not only financially imprudent but is also 

likely to undermine any pubUc mandate for privatisation which, far 

from being seen as a key to popular share ownership (as in the United 

Kingdom), becomes a crude asset-stripping exercise in which a 

government sells publicly owned assets to fiiuuicc its own poUticaUy 

motivated spending programmes. Fiscal pressures may well also mean 

a faster disposal of assets than would otherwise occur, leading to 

a bad deal for taxpayers. 

The Future 

After four years of frenzied change two questions hang over the 

liberalisation experiment: can reforms implemented to date be 

maintained, and will deregulation be extended to new areas? The 

bulk of the liberaUsation measures is irreversible, at least for a 

generation. T o a large extent, these measures have assisted the 

integration of a small, highly protected country into the international 

economy. The price of retreat from a much more outward-looking 

society spearheaded by the opening of New Zealand's capital markets 

would be too high for a nation which has an appetite for the living 

standards that much wealthier countries enjoy. In any case, fortress 

economies are virtually unthinkable in the present international 

environment (trade wars aside). 

B U I there is a risk that, i f further changes arc not made, New 

Zealand's economy (and social structure) could divide into two: a 

dynamic, internationally competitive and outward-kwking external 

seCTor, and a frustrated welfare-dependent and largely inward-looking 

rump. The possibility of this stems from the failure to produce a 

more flexible labour market (both regionally and for enterprises) and 
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a total failure to tackle state-induced dependency. 

To some extent, the Government has to date placed much of the 

pressure of adjustment on the trading sector whilst defending the 

living standards of large numbers of defendants, as well as adding 

thousands of working families to their numbers through income 

support schemes. A rationale is not hard to construe: since the exposed 

sector of the economy is gomg to have to underwrite living standards 

through grcady improved profitability, then the sooner it can survive 

on its own, the bener. This , of course, begs the question of the 

extent to which the exposed seaor's profiubility can ever be viewed 

independently of the economy and society at large. There is also 

the implication that if the wealth-producing seaor of the economy 

can perform adequately, will the Government be able to claim through 

taxes the share of that wealth necessary to support the population 

at large? 

I t remains an open question whether or not it is possible to build 

a society in which an exposed and ruthlessly efficient sector is used 

to fund a protected and insular population. This Swedish-style 

scenario sees liberalisation as a means to an end: better economic 

performance to generate wealth for a heavily rcdistributive state. For 

those who favour a more self-reliant social fabric and believe that 

entrepreneurial dynamism requires an entrepreneurial culture, this 

is, of course, anathema. It is a case of harnessing the market for 

redistributive ends, with serious consequences for incentives and, 

ultimately, individual liberties. Even i f a Swedish approach were 

explicidy advocated, the question remains whether New Zealand could 

hope to keep the physical and human capital necrssary for its 

attainment. Integrating New Zealand with the world economy has 

meant a significant surrender of political sovereignty. The ability 

of New Zealand to run tax regimes substantially at variance with 

prevailing codes abroad has been redu<:cd. Enforced international 

harmonisation will eventually apply to all government programmes. 

Essentially, New Zealand wil l find it increasingly difficult to run 

social programmes that are substantially more generous than those 

of its trading partners - it has neither the productivity nor the 

industrial base to afford them. 

Finally, it is inconceivable that attitudes in New Zealand, which 

arc still heavily imbued with a cradle to grave welfarism, can remain 

unchanged in New Zealand's fight for survival in a much more 

competitive world. Whilst economic integration with Australia 

through Closer Economic Relations may provide some respite, the 

desirability of a larger population base through immigration is likely 

to see traditional values threatened. Certainly, removing controls on 

the movement of capital has given citizens the freedom to vote with 

their feet. 

I f there is an element of the Government's agenda to date which 
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is in danger, it must be the privatisation programme. There is a 
broad political consensus for privausation of state-owned entities. 
What is contentious, however, is the question of foreign ownership 
of those assets. Governments in other [>arts of the world have sought 
to popularise such programmes by creating a constituency for 
individual share ownership in the population at large. The speed 
of the Government's programme and the small size of New Zealand's 
domestic capital market have made foreign placement more likely. 
A decision to sell the state-owned gas and oil developer, Petrocorp, 
to British Gas foundered on a groundswell of xenophobic reaction, 
and the company was eventually disposed of to a major New Zealand 
corporate. I t was both an indication that the public held real concern 
for economic sovereignty in key areas and a warning to the 
Government about the handling of futiue sales. Very little has been 
done to "se l l " the benefits of privatisation and, by adopting a ruthlessly 
clinical approach, the Government may well have created the potential 
for a serious backlash. 

The other cloud on the horizon for the liberalisation experiment 

comes from a quarter wholly unexpected four years ago. New Zealand 

is now preoccupied with a major debate over the status of New 

Zealand's indigenous people, the Maori, and their rights under the 

Treaty of Waitangi which ceded sovereignty to the British Crown 

in 1840. The freemarket ethic is one which tends to be indifTcrcnt 

to cultural politics, and the potential for extensive resource claims 

on behalf of Maori inevitably creates uncertainty. Already, the 

Government's plans to privatise the assets of large state entities have 

run into serious trouble from land claimants. This is an issue that 

wil l not go away and, although not directiy related to economic 

management issues, actually has the potential to preoccupy (and even 

paralyse) decision-makers. 

And in that there is considerable irony. Much of the Govermment's 

thrust has been to remove political constraints from markets so that 

resources flow to the areas of highest return rather than the areas 

of greatest political benefit. Now an issue has raised its head which 

is purely political - an issue of sovereignty and nationhood. A 

government that has won a considerable following for breaking old 

moulds in economic management suddenly fmds itself seriously i l l -

equipped to cope with a truly political issue. As this and other issues 

start to emerge, politics wil l , in al l likclihtxxl, oiKe more slowly invade 

the economic agenda. 

However, the centre of gravity in economic debate has, short of 

a catastrophe, shifted irrevocably. I n this, New Zealand is merely 

following the rest of the world. But, as is so often the case with 

this distant antipodean land, intellectual currents tend to arrive laic 

and in a particularly undiluted form. With the exception of New 

Zealand's uniquely indigenous issues of race and nationhood, the 
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next big shift is likely to be externally generated. The shrewd observer 

wil l be monitoring shifts in the intellectual climate abroad in assessing 

the durability of New Zealand's domestic economic framework. 

Notes 

1. TheTre«sury,/;"con<>fiti<:.Miinu(fr»iCT«, Wellington, Govemroeni Printer, July 1984. 

2. Ibid. p. 141. 

3. The TreMury, op. ch. 

4. Admimiurmg for ExctUence. (The Picol Report) Department of Education, 

Wellington. 1968. 

5. The Treasury, Economu Maruigement. (Pamphlet version) Wellington, I9S4. 

6. Hospital and Related Services Taskforcc. Unshackling iht Hotpitalt. (The Gibbs 

Report) Wellington, 1968. 

7. Any analysis of this nature is bound to be rough and ready, and the figure 

thrown up can give an impression only of the impact on the Govenunent's 

fuiaiKes of any given degree of fiscal restraint. The effect of the estitnaied savings 

oo the debt burden and servicing costs i i calculated using the following 

assumptions which naturally reflect the wisdom of hindsight: 

a) the maintenance of government expenditure in real terms where otherwise 

real increases occurred; 

b) the maintenance in real terms of reductions in government expenditure since 

1965 where these occurred, thus removing any subsequent real mcreaaeai 

c) applying any rcsulling savings to rcuring debt. 

Note: Actual government revenues were uied. 
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FINANCIAL POLICY 
R E F O R M 

Grant Spencer and David Carey* 

F I N A N C I A L D E R E G U L A T I O N A N D C H A N G E S in monetary 

policy and exchange rate pohcy over the past four years have occurred 

within a broad package of economic reform policies aimed at increasing 

sustainable living standards in New Zealand. In common with reforms 

in other sectors, deregulation in the financial sector has involved 

abolishing legal restrictions or practices that prevented price signals 

from accurately conveying to market participants the economic costs 

and benefits of their actions. Where continued government inter-

vention has been deemed necessary, reform has been aimed at making 

that intervention as efficient as possible. 

The principal financial reforms made in New Zealand since July 

1984 are reviewed in this chapter. The review begins with a brief 

outline of some of the major problems facing the economy in 1984 

and how the financial policy framework of the time had contributed 

to the development of those problems. The main financial reforms 

are then outlined, together with the rationale underlying their adop-

tion. A discussion of the consequences of the reforms follows. This 

discussion raises the issue of the optimal sequencing of reforms within 

an overall liberalisation programme, and this issue is addressed in 

the final section of the chapter. 

1. Background 

Although there were short-term economic problems facing the new 

Government in 1984 that required immediate action, the more serious 

difficulty to overcome was the general malaise that had afflicted the 

economy over a long period. Since I960, average aruiual growth in 

New 2^caland's per capital G D P had only been 1.4 percent, by far 

the lowest of any O E C D country and approximately half the O E C D 

�The authors wish to thank the following for constructive comments on an earlier 

draft; Stephen Dawe, Arthur Grimes, Geoff Monlocfc, Peter NichoU, Michael Reddell, 

Graham Scon, Alan Smith, Mark Swinburne and Bryce Wilkinson. The views 

expressed in the paper remain solely those of the authors, however, and in particular, 

should not be attributed to the Reserve Bank of New Zealand. 
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average over this period (sec Table I and Figure I ) . As a residt 

of this slow growth, New 2^caland's per capita G D P fell from seventh 

highest in the O E C D area in 1960, to fifteenth highest in 1970 and 

to eighteenth highest in 1984. Over the same period, New Zealand's 

average inflation rate was 8.5 percent, significantly higher than the 

total O E C D average of 6.3 percent.' (See also Table 1.) 

During the decade ended in 1984, New Zealand's relative economic 

performance was even worse. There had been virtually no economic 

growth, current account deficits reached record levels and inflation 

was extremely high, only being suppressed towards the end of the 

decade by a wages and prices freeze. No other O E C D country fared 

as badly over this period. 

In addition. New Zealand's external public debt had grown to 

uncomfortably high levels by 1984. The external debt of the official 

sector plus government corporations plus the "Think B i g " projects 

had increased from 10.7 percent of G D P in March 1975 to 35.4 

percent in March 1984. Moreover, the extent of this increase was 

understated by a real exchange rate that was widely perceived to 

be overvalued; without any further external borrowing, the 20 percent 

devaluation of July 1984 rcscaled the government external debt to 

G D P ratio up to 45.9 percent.^ Th i s growth in the Government 

sector's external debt was of concern because the debt had largely 

been accumulated to support high levels of national consumption 

expenditure and to finance energy projects of dubious economic merit. 

Consequently, there was littie or no prospect of an increase in 

investment income that could help to service the debt. 

Table 1 K e y Economic Indicators 

1960-1984 1974-1984 

N . Z . Total N . Z . Total 

O E C D O E C D 

G D P per capita' 1.4 2.7 0.3 2.0 

Current Account Ba lancc /GDP' -2.9 0.0 -4.8 -0.3 

Inflation Rate' 8.5 6.3 n .4 8.8 

Notes: 

' Average annual percentage change. 

' Average percent. 

' Average annual percentage change in Consumers Price Index. 

Source: 

OECD Economic Outlook. Historical Tables, 1987. 



Financial Policy Reform 51 

Contributing to these problems was a range of govertunent eco-
nomic policies that distorted relative prices in New Zealand so that 
individual households and firms could not make economic decisions 
based on the full costs and benefits to the nation. Important distorting 
non-fmancial economic policies included (highly variable) industry 
assistance, state enterprise output pricing that often did not reflect 
production costs and acceptance of restrictive labour market practices. 
The Government's fmancial pohcies also distorted relative prices, 
in particular by artificially discouraging net savings (that is, savings 
net of domestic investment expenditure) in New Zealand and by 
encouraging investment in some activities at the expense of others. 
Financial sector reform was thus regarded as an important component 
of an overall liberalisation strategy to increase sustaiiuble income 
levels in New Zealand. 

I n a variety of ways, expansionary monetary policies had 

undermined the efficiency of resource allocation in New Zealand. 

First, these policies had contributed to high and variable inflation 

rates. Such inflation distorted resource allocation directiy by increas-

ing the volatility of relative prices and clouding the distinction between 

general and relative price movements. High inflation also distorted 

resource allocation indirealy through its interaction with a nominal-

based tax system. Investment in appreciating real assets, such as 

commercial buildings, was artificially encouraged by the combination 

of the non-taxation of capital gains (which largely reflected the effect 

of inflation) and the ful l deductibiUty of nominal interest payments 

(which were largely repayments of the real capital borrowed). The 

nominal tax treatment of interest in an inflationary environiiKnt also 

discouraged savings by lowering after-tax real rates of return to low 

negative values. 

Second, through their interaction with exchange controls and a 

fuccd exchange rate, expansionary monetary policies artificially en-

couraged domestic investment expenditure and discouraged domestic 

saving. Expansionary monetary policy in an exchange control/fixed 

exchange rate environment had this effea because domestic savers 

were prohibited from shifting their funds offshore to take advantage 

of higher foreign real interest rates, thus preventing any automatic 

offset to the liquidity expansion via a pnvate capital outflow. With 

New Zealand tending to run an easier monetary policy than those 

of its major trading partners, domestic real interest rates were thus 

kept low relative to world levels. As a residt, spending was encouraged 

and saving discouraged, leading to an expansion in aggregate demand 

relative to national income and a worsening in the current accoimt 

deficit. 

Had the exchange rate been floating, part of this pressure would 

have been reflected in a lower nominal exchange rate. Under an 

administratively controlled exchange rate, however, the dis-saving 
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was fully felt in the current accoimt deficit, and with no prospect 
of private capital being attracted into the domestic market, large and 
ongoing official capital inflows were required to fund the persistent 
current account outflows. As a direct consequence of this borrowing, 
the Government accumulated $13 billion of official overseas debt 
over the decade to mid-1984. 

In this manner, official overseas borrowing effectively supported 

an artificially low domestic interest rate structure by making good 

the domestic shortage of savings at those interest rates. I n doing 

so, however, economic efliciency was compromised. Private sector 

investment decisions were being made on the basis of real interest 

rates that were lower than the real rates being paid by the Government 

on foreign capital markets to effectively fimd this investment. The 

public thus was encouraged not only to over-consume but also to 

over-invest at marginal rates of return below the real cost of foreign 

funds. Consequently, the nation's net worth, and hence the level 

of sustainable national income, both continued to decline relative 

to their potential levek. 

As previously noted, the gap between aggregate demand and 

aggregate income (that is, the current account deficit) was greatest 

during the decade to 1984. Governments had responded to the two 

major dedines in the terms of trade that had occurred over this 

period by operating expansionary monetary and fiscal pohcies and 

by funding the resulting current account deficits through offshore 

borrowing. The initial aim of this policy had been to shield the 

domestic economy from the downtiun in national income until the 

terms of trade recovered again. Th i s policy was favoured on the 

grounds that unnecessary and cosdy structural adjustments in the 

economy would thereby be avoided. Unfortunately, the terms of trade 

did not recover again but rather continued to decline. T h e 

Government, however, did not discontinue its expansionary 

macroeconomic policies once it became clear that a long-term decline 

in the terms of trade had occurred; this stance simply delayed the 

structural adjustments in the economy that had become necessary. 

In particular, the maintenance of high levels of aggregate demand 

supported a buoyant non-traded goods sector while exporters faced 

more depressed market prospects. T h e combination of an 

administratively controlled nomiiud exchange rate and a relatively 

high rate of price inflation meant that the real exchange rate was 

not able to depreciate significantly and thereby encourage the transfer 

of resources from the non-traded to the traded seaor. Some attempt 

was made to compensate for the strong real exchange rate through 

a range of export subsidies and incentives. However, the concentration 

of these on the traditional pastoral products (in particular through 

the Supplementary Minimum Price Scheme) meant that structural 

responses to changing rates of return within the traded goods sector 
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were forestalled. I n this way the adjustments necessary to achieve 
a sustainable external balance were being deferred. 

Expansionary monetary policies were not the only policies that 

distorted the level and distribution of savings over this period. Lending 

directive ratios required fmancial institutions to allocate a certain 

proportion of their lending to favoured activities, regardless of the 

profiubility or riskiness of investment in these seaors. Interest rate 

controls were intended to contain interest rates but also had the 

ineviuble consequence of diverting a greater than usual proportion 

of funds to low-risk borrowers and investment projects. To the extent 

that these controls were binding, they helped to ensure that savings 

resources did not flow into projects with the highest risk-adjusted 

earnings. 

Pre-1984 govemnKnt financial policies also reduced sustainable 

national income levels by lowering the efficiency of financial inter-

mediation services. Interest rate controls and compulsory ratio re-

quirements encouraged the development of less efflcicnt fringe 

financial intermediaries that were subject to less onerous controls. 

fis a result, intermediation services were more expensive than neces-

sary. The non-contestability of banking may also have made banking 

services unnecessarily expeiuive. 

In view of these problems, it was apparent that fmancial scaor 

reform would be an essential part of the overall medium-term eco-

nomic strat^y to overcome the country's economic problems. An 

anti-inflationary monetary policy was required, and a liberalisation 

of government interventions and restriaions on financial markets 

was needed to promote efficiency within financial markets and a bener 

distribution of financial and real resources among alternative uses. 

2. Financial Sector Reform: 1984-88' 

Abolition of Interest Rate Controls 

During the early stages of the reform programme, the agenda was 

strongly influenced by the circumstances surrounding the election 

of the Government in July 1984. TTie foreign exchange crisis neccs-

siuted an immediate and substantial devaluation together with the 

abolition of across-the-board interest rate controls.* These measures 

were necxssary to enhance the attractiveness of New Zealand dollar 

assets and thereby halt the foreign exchange outflows experienced 

over the previous month. 

Ahhough the aboUtion of interest rate controb was timed to coincide 

with the devaluation, there were strong economic arguments that would 

have warranted nuiking this reform even if there had been no foreign 

exchange crisis. The removal of interest rate controls was expected 

to lead to a bener balance between private savings and investment 
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and an improved distribution of savings by eiubling borrowers with 
the highest earning projects to successfully compete for funds in the 
marketplace. The efficiency of financial intermediation services was 
also expected to improve as the most efficient intermediaries similarly 
found themselves able to increase their market share. 

I n addition, with the confirmation that quantities of money and 

credit could not be controlled at the same time as interest rates, 

the abolition of interest rate controls became a necessary precondition 

for an effective disinflationary monetary policy. From mid-1984 

onwards, monetary policy settings were progressively tightened and 

the Government followed a public debt policy of fully funding net 

public sector injections to the reserves base of the financial sj-stem 

through sales of medium- to long-term debt. Reflecting the removal 

of controls and the tightening of poUcy, interest rates on short-term 

(six months to two years) government debt rose from 9.8 percent 

in May to 17.3 percent by December 1984. 

Exchange Rate Float and Abolition of Exchange Controls 

Once interest rate controls had been removed, it was recognised that 

an effective disiitflationary poUcy could potentially be implemented 

under a fixed exchange rate regime. Provided that an exchange rate 

peg could be maintained, domestic inflation would eventually settle 

at the level occurring in New Zealand's trading partners. However, 

it was also rect)gnised thai the adjustment path under a fixed nomiiud 

rate could be very disruptive, with the potential for an initial soft 

period of low real interest rates, followed by a tight liquidity squeeze 

as foreign investors eventually became reluctant to continue financing 

the nation's savings imbalance. Indeed, the experience of the 

December quarter 1984 demonstrated that, with confidence in the 

exchange rate peg, private capital flows could very easily offset any 

attempts by the authonties to tighten domestic liquidity conditions. 

I n order to maintain an independent and consistcntiy firm monetary 

policy, it was clear that the exchange rate would have to be floated. 

It was also rctngnised that, to ensure as successful a float as possible, 

exchange controls should be removed so as to allow the development 

of the deepest possible foreign exchange market. Stabilising 

speculation was considered to be extremely important for a small 

currency subject to seasonality in the pattern of its export receipts. 

With the aim of floating the exchange rate in mind, exchange controls 

where abolished in December 1984. A clean float of the exchange 

rate followed in March 1985. 

I n view of the distortion that exchange controls had imposed on 

the level and uses of savings prior to 1984, a further objective of 

abolishing exchange controls was to achieve a bener distribution of 

savings, as well as a better balance between national savings and 
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investment. In the absence of exchange controls, it became consi-
derably more difficult for governments to pursue lax financial policies 
with the aim of maintaining aggitgite demand above national income. 
By implication, it also became more difficult for governments to in-
definitely defer adjustment to dedines in the terms of trade. 

The external discipline on monetary and fiscal policies was also 

enhanced by the increased transparency of poUcy. With no exchange 

controls, a loose monetary policy in a fixed rate environment would 

generate large private capital outflows and possibly a currency crisis. 

Under a floating exchange rate regime, the same policy would produce 

a depreciating exchange rate and high inflation. Similarly, a lax fiscal 

policy would be evident in the pressure applied to domestic capital 

markets; it could no longer be disguised by the capture of domestic 

savings at below market interest rates. These effects of loose financial 

policies, being highly visible, made it more likely that Government 

would quickly be called to account. 

Similarly, the float of the exchange rate was expected to give other 

benefits apart from an effective monetary policy. An important aim 

of the exchange rate float was to facilitate future real exchange rate 

adjustments with less adverse output and employment consequences 

than would probably be encountered under a fixed exchange rate.' 

While a real exchange rate appreciation can be easily achieved under 

a fixed rate regime via an inflation rate above that of the trading 

parmers, a real depreciation must occur through a reduction in 

domestic inflation below foreign inflation. Thus, i f prices are not 

perfectiy flexible, output and employment losses are likely to occur 

as domestic inflation is pushed below foreign inflation for the period 

required to achieve a real exchange rate depreciation. These output 

and employment losses are avoided under a flexible exchange rate 

regime, provided that unions are prepared to accept the real wage 

cuts caused by higher prices for traded goods. 

Of course, New Zealand's "f ixed" exchange rate was not truly 

fixed. So as to achieve and sustain some of the real exchange rate 

depreciation that had become necessary following the downturn in 

New Zealand's terms of trade during the 1970s, periodic depreciations 

of the nominal exchange rate were made. Furthermore, over the period 

1979-82, any real apprcdaiion was Umited by a crawling peg exchange 

rate policy that entailed continuous downward adjustments of the 

New Zealand dollar in line with the differential between domestic 

and trading partner inflation. However, the Government and its 

advisors had difficulty assessing when and by how much the exchange 

rate should be depreciated in excess of the inflatitm differential. 

Moreover, because governments had tended to delay depreciating 

the nominal exchange rate until pressures from private capital outflows 

became overwhelming, foreign exchange losses were often incurred. 

These losses were most extreme in June/July 1984 when $746 million 
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of public funds were lost to the defence of an overvalued exchange 
rate. The desire lo avoid funher taxpayer-funded foreign exchange 
losses was an important reason for moving from a fixed to a floating 
exchange rate regime. 

Abolition of Ratio Requircmeats and Credit Guidelines 

Another important aspect of the financial regulatory environment that 
required overhauling was the requirement on financial intermediaries 
to comply with various government security ratios and other balance 
sheet restrictions. Tliese ratio requirements, which varied enormously 
between institutional groups, had been imposed over the years with 
the intenrion of providing government with cheap funding, of 
ostensibly achieving monetary control with relatively muted interest 
rate consequences, of directing resources to favoured activities through 
housing/farming/local authority investment ratios and, again osten-
sibly, of improving the prudential soundness of financial insdtutioiu. 
Credit growth guidelines were also imposed on the major institutional 
groups over the 1982-84 period, with the aim of controlling money 
and credit growth in the absence of market-determined interest rates. 

Ratio controls did impose an effective tax on the specified in-
stitutions by forcing them to buy government securities earning non-
competitive interest rates. The other objectives were not, however, 
met. Although the ratios on all financial institutions could have been 
used more actively for moiKtary poUcy purposes, in general only the 
trading bank reserve asset ratio (RAR) had an activist monetary policy 
aim. More frequent use of ratio adjustments was made during 1982-
84, including the use of a marginal ratio on fiiumce companies in 
1984; however, the other ratios generally remained fixed for kmg 
periods. While ratios in general and RARs in particular were capable 
of applying a marginal casing or tightening of liquidity conditions, 
they did not have the capacity to exert a sustained independent 
influence on monetary conditions: first, institutions could manage their 
level of reserve asset holdings simply by trading in govenunent 
securities in the secondary market; second, any pressure applied 
through ratios tended to promote a redirection of financial 
intermediation services away from the specified institutiom. This 
process of disiniermediatioo effectively undermined the impact of a 
poUcy tightening on the broader money and credit aggregates. The 
main lesson learnt was that any influence to be applied through ratios 
would be fell through interest rate pressures. Thus, if the interest 
rate consequences of a tight monetary policy could be tolerated, there 
was no additional monetary policy gain to be had through ratio coatrob. 

Ratio controls may have increased the proportion of lending to 
favoured sectors by the insriturions subjea to the sectoral lending 
ratios, but may not have contributed greatly to the overall quantity 
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of funds lent to these sectors. The financial intermediaries that were 
not subject to lending ratios were able to cam a better return on 
funds than the restricted institutions, and were therefore able to attract 
a greater share of available deposits. Hence, the controlled institutions 
may well have lost market-share to the extent that total lending to 
the favoured sectors was no higher than it would have been in the 
absence of the ratios. 

Insofar that sectoral lending ratios did increase lending to favoured 
sectors, the ratios would have undermined economic efficiency by 
encouraging over-investment in the favoured industries at the expense 
of undcr-investment in other higher earning sectors. In the absence 
of clearly identified market failures that caused private sector 
investment decisions to be sub-optimal from a national viewpoint, 
government interference simply resulted in wasted investment 
resources and a loss of potential national income. 

Ratio controls, apart from the sectoral lending ratios, also ostensibly 
had the further objective of enhancing financial institutions' prudential 
soundness. The controls were supposed to reduce the risk of financial 
failure by ensuring that a significant proportion of financial insti-
tutions' assets was invested in government securities which, by their 
nature, are not subject to default risk. However, ratios tended to 
have the opposite effect. Prudential soundness was undermined by 
ratios mainly because government securities tended to be illiquid 
(due to their below-markct yields and relatively long-term maturities) 
and could not, therefore, actually be used to obtain cash in times 
of emergency. In addition, enforced holdings of low-yielding govern-
ment stock seriously imdermined the capital positions of some financial 
intermediaries, especially the trustee banks. Sectoral lending ratios 
may also have undermined the prudential soundness of the system 
by forcing the afifected intermediaries to be excessively exposed in 
their lending to particular sectors, especially the agricultural sector. 
Finally, ratios also reduced the profitability of the nujor categories 
of financial institutions, thereby encouraging more risky lending 
behaviour and promoting the development of fringe financial 
institutions not subject to the controls. 

Ratio controls also had the unintended consequence of further 
discouraging private savings. The cffeaive tax on institutions forced 
by the controls to lend at below market rates meant that ratio controls 
were yet another means by which governments discouraged private 
sector savings in the form of investment in fuiancial assets. 

In view of the failure of ratios as an instrument of monetary control, 
their costs in terms of economic efficiency and their adverse effects 
on the prudential soundness of the fuiancial system, ratio controls 
were abohshed in February 1965. The only cost to the Government 
of abolition was the loss of a source of cheap government funding. 
However, an implicit tax of this sort was not regarded as an efficient 
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or equitable means of financing government activities. This attitude 
to ratios was reflected in the new Government's willingness to pay 
market-determined interest rates on its debt issues, which effectively 
rendered most ratio controls redundant from July 1984. 

Like ratio controls, the credit growth guideline in place from 1982 
to 1984 was not regarded as an effective tool of monetary management. 
This guideline, which permitted flnancial intermediaries to increase 
their lending by 1 percent per month (seasonally adjusted), generally 
contained no effective means of f>cnalising non-compliance; 
accordingly, no individual institution had an incentive to adhere to 
the guideline.' As with ratios, the lending guideliiw could possibly 
have been designed to have a monetary policy impact, but at the 
expense of having severe efflciency costs within the flnance sector. 
An effective credit growth guideline would have ossifled existing 
market shares, preventing the more efficient financial intermediaries 
from taking business away from the less efficient. Moreover, had 
the guideline been used to tighten monetary policy effectively, higher 
interest rates would still have been called for to ration the scarcer 
supply of credit. When monetary authorities are able to gain control 
over the supply of Uquidity and short-term interest rates by other 
means, then the use of a lending guideline as a tool of monetary 
management offers no benefits and many costs. Due to its efficiency 
costs and ineffeaiveness, the lending guideline was scrapped in August 
1984. 

The New .Monetary Management Framework 

The scrapping of ratio controls and the lending growth guideline 
was part of a move towards a more efficient framework for monetary 
management. This new approach to monetary policy rehes on in-
fluencing the excess demand for liquidity in the financial system 
and hence, in the first instance, shon-term interest rates. All fmancial 
intermediaries' funding costs arc liable to be affected by sustained 
pressure on short-term interest rates. Funding costs are, in turn, 
likely to affect the interest rates at which loans can be made and 
hence the ability of institutions to expand credit. This approach to 
monetary control is likely to be both effective, because it cannot 
be undermined by disintermediation, and efficient, because incentive 
effects are neutral; there is nothing within the monetary policy frame-
work that gives an unfair advantage to a particular group of financial 
intermediaries. 

The Reserve Bank's ability to influence the excess demand for 
liquidity stems from the Bank's position as monopoly suppUer of 
settlement assets in New Zealand. The Reserve Bank, as the 
Government's banker, specifies that all payments to government be 
settled in "settlement cash", and this requirement underpins the 
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banks' demand for cash deposits at the Reserve Bank. By influencing 
the supply relative to the demand for these assets, the Bank is able 
to influence short-term interest rates and, ultimately, money and 
credit growth. In addition to the banks' settlement cash deposits 
at the Reserve Bank, the operational reserves base dcflnition, known 
as primary liquidity (PL) , includes securities that can be discounted 
for settlement cash on demand at the Reserve Bank.' 

The operation of monetary policy in the new institutional 
environment has involved targeting zero trend growth from year to 
year in the supply of P L and making discretionary adjustments to 
the various monetary pohcy instruments to try and ensure a consistent 
degree of downward pressure on nominal demand and inflation is 
applied. Zero trend growth in P L has been targeted through a policy 
of fully funding net public sector injections to primary liquidity 
through sales of medium- and long-term public debt. Following the 
exchange rate float in March 1985, pubhc seaor injections became 
the only possible source of growth in P L and, consequently, the 
full-funding policy was able to guarantee a stable trend level of P L 
from one year to the next. Open market operations and short-term 
Treasury bill sales are also conducted, with the aim of smoothing 
short-term variations in liquidity conditions. The uneven flow of 
govenmient expenditure and taxation revenues through the year 
generated wide seasonal variations in the demand for P L , as defined 
to December 1988. Consequendy, to avoid uimeccssary short-term 
interest rate pressures, the within-year liquidity management 
operations deliberately allowed signiflcant seasonal movements in ihc 
supply of P L . Since the change of P L deflnition to include Reserve 
Banks bills from December 1988, however, the highly seasonal in-
fluence of Treasury bills has been removed, leaving a stable pre-
cautionary demand for discountable Reserve Bank bills. 

Over the 1985-88 period, it became clear that a stable quantitative 
relationship between P L and nominal GDP or inflation would be 
unlikely to emerge during a time of rapid siruaural change and dis-
inflationary pressure. For this reason, the policy of zero trend growth 
in P L was supplemented by discredonary adjustments to the base 
level of PL and other monetary pohcy instruments. A passive medium-
term approach to monetary policy, with unchanged instrument sett-
ings, would no doubt ultimately achieve the objective of a stable 
general level of prices; however, the transition path could potentially 
turn out to be either so lax or so restrictive as to undermine the 
policy's overall credibility. The main supplementary policy instru-
ments available for discretionary adjustment are the discount margin,' 
the daily target for bankers' cash at the Reserve Bank and the average 
level of P L targeted over the month ahead. I f it is desired to tighten 
monetary conditions using these itistruments, the discount margin 
can be raised and/or the daily cash target can be reduced and/or 
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the average level of P L for the month ahead can be lowered. An 
increase in the discount margin raises the demand for both P L and 
settlement cash whilst a reduction in the daily cash target or average 
monthly level of P L reduces the supplies of daily cash balances and 
PL . Any combination of these has the effea of reducing the excess 
supply of liquidity in the banking system, thus puning upward pres-
sure on short-term interest rates. Open market operations arc used 
to give effect to any changes in the daily cash and monthly average 
P L targets. 

The need for a discretionary monetary policy has necessitated 
monitoring of a number of monetary indicators so that judgements 
can be made about whether or not monetary conditions are consistently 
firm. The main indicators monitored are: movements in the level 
and shape of the interest rate yield curve (an inverted structure is 
indicative of tight hquidity conditions); movements in nominal and 
real exchange rates; and growth in the money and credit aggregates. 
Movements in these indicators are assessed agaiiut a background 
of other relevant economic information in order to determine the 
extent to which movements in the monetary indicators reflect faaors 
other than changes in underlying liquidity conditions. 

Structural Reforms 

Financial reform has also been aimed at improving efficiency within 
the financial sector. The general principles by which government 
interventions and regulations in this sector have been judged are 
competitive iKutrality and contestabiUty. The regulatory framework 
was reviewed to ensure that the treatment of all institutions and 
activities was more uniform and that, as far as possible, all activities 
were contestable. With interest rate controls, ratios and various other 
non-neutralities (such as the "30-day rule") already having been 
revoked, the nujor reforms called for by this review prtxxss were 
liberalisation of access to bank registration; removal of the special 
restrictions and benefits conferred on trustee savings banks; abolition 
of the controb on building societies; overhaul of prudential supervision 
arrangements; and reform of commercial legislation, including the 
Trustee Act 1956 and the Companies A a 1955. 

(a) Liberalisation of Bank Registration 

During the extensive review of the financial sector regulatory structure 
in 1984/85, it became clear that substantial changes would be required 
in the legislation governing the various categories of financial 
institutions. In the case of the trading baiiks, the relevant legislation 
(the Reserve Bank Act 1964) did not stricdy preclude additions to 
the existing four banking licences, although a separate Act of Par-
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liamcnt was required in each case. Despite the absence of a prohibition 
on issuing further licences, it was not realistically possible for non-
bank financial institutions to gain banking licences. Although such 
institutions were not thereby prevented from undertaking most of 
the activities f)crformed by banks - the provision of banking services 
remained largely contestable'" - bank-status continued to be coveted 
by many non-bank institutions, mainly because banks were widely 
regarded by the New Zealand pubUc and the international flnancial 
community as being more secure and reputable. 

In order to give all flnancial intermediaries so inclined the op-
portunity to obtain registration as banks, the Reserve Bank Amend-
ment Act 1986 was passed, giving the Bank the power to register 
an unlimited number of banks, provided that certain conditions were 
met. These conditions have been interpreted by the Bank to include 
a commitment by the appUcant to maintain an adequate ratio of 
capital to total assets and to ensure that capital also remains above 
a specified dollar value, to have business in the nature of banking, 
and to have demonstrable banking expertise. By December 1988, 
twelve new banks had been registered since the Reserve Bank Amend-
ment Art 1986 had come into effert in April 1987. These r^strations 
brought the total number of registered banks in New Zealand to 
sixteen." 

(b) Trustee Bank Reform 

New Zealand has a network of community-owned banks around the 
country called trustee savings banks (TSBs). These banks have his-
torically had their deposits govertunent guaranteed and, in mum, 
have not had the freedom of artivity enjoyed by other flnancial in-
stitutions. In particular, trustee banks have not in the past been able 
to offer accounts to corporate clients, to offer foreign exchange ser-
vices, to raise large-scale wholesale deposits or to acquire shares. 

Regulatory changes (through Orders in Council) over the past few 
years have formalised TBSs ' ownership arrangements, so as to 
strengthen the principal/agent relationships underlying day-to-day 
management, and have allowed TSBs to gain corporate dients and 
to offer limited foreign exchange services. The Trustee Bank Restruc-
turing Bill, passed in May 1988, required all TSBs to become companies 
by 1 January 1989. As a consequence, all remaining restrictions on 
the operations of TSBs have now disappeared. Company status and 
an absence of special operational restrictions should help to facilitate 
the raising of external capital, thereby enabling TSBs to strengthen 
their position in respert of capitalisation. It is recognised, however, 
that this rise in capitahsation will take time and, accordingly, TSBs 
arc to retain their government guarantee, as a transitional measure, 
for up to two years from the date of conversion to company status. 
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(c) Building Society Reform 

Building societies also operated under their own Act and faced a 
range of restrictions on their investment and borrowing activities. 
So as to place building societies within the same regulatory framework 
as banks and other fmancial intermediaries, the Building Societies 
A a was amended in December 1987. Special restriaions on societies' 
investment and borrowing aaiviiies were abolished and, like registered 
banks, trustee savings banks and Postbank, they were exempted from 
the trust deed requirements of the Securities A a (1978). Building 
Societies were also given the option to move from operating under 
the Building Societies A a (1965) to registering under the Companies 
A a 1955. One of the major building societies has taken this step 
and has become a registered bank. 

(d) Prudential Supervision 

The process of reviewing the fiiumcial scaor's regulatory framework 
included a review of the Reserve Bank's prudential oversight funaion. 
In light of the increasing breadth and complexity of the financial 
scaor and the wish to maintain neutrality and transparency in policy 
interventions, it was apparent that prudential arrangements required 
for this role should be formalised. An ongoing prudential role for 
the Bank was considered necessary because of the possibilities that 
exist for the failure of one major financial intermediary to spread 
to the other intermediaries, potentially threatcoing the subihty of 
the financial system. Bank failure can spread from one bank to others 
either directly, through the loss of claims on the faiUng bank, or 
indirectly, through a general loss of confidence in the soundness of 
the financial system. The potential for bank failures to cause serious 
economic effects in turn provided an economic rationale for 
establishing a formahscd system of prudential supervison. 

Prudential supervision has entailed monitoring data on major 
financial intermediaries' assets and liabihties so that the Reserve Bank 
can be kept informed about the risks to which individual institutions 
arc exposing themselves. When exposures or other risk measures differ 
significantly from industry norms, the management of the institution 
concerned can be asked to explain to the Bank the reasons for those 
differences. I f information provided to the Bank suggests that an 
institution could be expected to have system-wide implications, the 
Bank can first issue direaives to that institution and, second, with 
the further approval of the Government, appoint a statutory mana-
ger to facilitate the institution's orderly exit. 

The prudential supervisory arraiigements set in place in New 
Zealand are different from those in many other countries in that 
deposits at financial institutions are not guaranteed. The decision 
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not to guarantee bank deposits has been based on the Government's 
desire to avoid moral hazards and consequent fmancial seaor 
efFidency costs. Rather than the protection of depositers, the aim 
of prudential supervision is to protect the fmancial system from 
unwarranted bank-runs and the potential flow-on effects of contagion. 

(e) Reform of Commercial Legislation 

A wide-ranging review of commercial legislation is presently underway 
and is likely to result in changes to the Companies Act 1955 when 
the review is complete. Some of the issues covered by this review 
include takeovers, disclosure requirements, insider trading, 
insolvency, directors' responsibilities, nominees' shareholdings and 
tnist deeds. 

Already this review has dealt with the Trustee A a 1956 and has 
resulted in extensive changes being made to that Act. The changes 
implemented in the Trustee Amendment Act 1988 do away with 
the "legal Ust" of approved trustee investments and instead give 
trustees the freedom to invest funds as they see fit, provided that 
the chosen investments are what a "prudent person" would have 
considered appropriate in the circumstances. 

The Consequences of Reforms During 1984-1988 

The reforms discussed in the previous section have all been aimed 
at improving the efficiency of resource allocation in New Zealand. 
Specifically, reforms have been targeted at removing distortions from 
the financial system that discouraged savings, encouraged a misal-
location of investment resources and/or inhibited the development 
of an efficient financial seaor. The savings, investment and financial 
intermediation consequences of these reforms arc discussed in this 
section. Particular attention is also given to the rcspeaive perfor-
mances of monetary policy and the float of the exchange rate in 
relation to their stated objectives. 

It should be noted at the outset that it is not fcasibk at this stage 
to produce econometric evidence on the consequences of reforms. 
As y«, there is relatively little data available for the post-deregulation 
period. Without such an analysis, it is very difficult to separate out 
the individual effects of the various reforms and other external events. 
Furthermore, many of the effeas of economic liberalisation will not 
become apparent for some years yet. For these reasons, our discussion 
of the consequences of specific reforms must be largely heuristic. 

The Level and Uses of Saving 

In the previous seaion of this chapter, part of the reason for instituting 
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reforms was that they would reduce both artificial disincentives to 
save and artificial incentives to invest. Removal of these price dis-
tortions was expected to increase domestic savings reUtive to domestic 
investment and hence, ceteris paribus, to improve the ciurent account 
of the balance of payments. By examining movements in the current 
account deficit in relation to national income, it is possible to determine 
whether or not the domestic supply of savings has improved in relation 
to investment demand. Table 2 shows that the balance of payments 
current accoimt deficit as a {Dercentage of national income has im-
proved following an initial deterioration in 1984/85. Adminedly, pan 
of the improvement since 1984/85 can be attributed to valuation 
effeas resulting from the reversal of the 1984 devaluation in the 
real exchange rate. Nevertheless, even allowing for this faaor, the 
current account deficits since 1986/87 have been lower than at any 
time since 1981/82 and are certainly much lower than the average 
deficits recorded over the decade to 1984. 

Table 2 Net Savings by Sector 

(% of National Income) 

Years Net' Net' Current ' 
Ended Private Government Account 
March Savings Savings Balance 

1982 -0.6 -4.9 -5.5 
1983 -0.7 -5.5 -6.2 
1984 2.1 -6.9 -4.8 
1985 -2.4 -6.3 -8.7 
1986 -3.7 -3.1 -6.8 
1987 -0.9 -3.5 -4.4 
1988 -1.4 -2.2 -3.9 
1989 (est) 0.5 -1.6 -2.1 

Noics: 

' Pnvaic savings less gross private investmenl. Obtained by taking Net Government 

Savings from the Current Account Balance. 

' CiFS Financial Balance. 

' SNA defuiition. 

A closer examination of the components of net national savings, 
however, tends to contradia the view that higher interest rates have 
been responsible for this change. As shown in Table 2, private sector 
savings, net of private investment expenditure, have been lower on 
average since 1983/84 than in the three years ended March 1984. 
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Net private sertor savings were consistendy low between 1984/85 
and 1985/86 but recovered sharply in 1988/89. Most of the im-
provement in the current account balances since the early 1980s has 
been due to a reduction in government's claim on savings, with 
significant rcdurtions in the fiscal deficit having been achieved since 
1984/85. Only more recently in 1988/89 has the improvement in 
the current account balance been aiiribuuble to a recovery in net 
private sertor savings. 

The failure of net private savings to rise significantly during the 
three years following the increase in real interest rates in 1984/85 
may have resulted from a number of other opposing influences, and 
does not necessarily imply very low interest elasticities of savings 
and investment. First, the pubhc may have been super-rational, 
incorporating government-saving decisions into their own decision-
making. Hence, rational economic agents could have reduced their 
net savings to the extent that the Government increased its net saving, 
thereby maintaining their preferred time-path for national 
consumption. Second, and perhaps more plausibly, government 
measures to increase government saving have tended to reduce private 
sertor disposable incomes and hence the private sertor's ability to 
save. Third, a high level of overseas confidence in New Zealand 
has meant that foreign savings were relatively cheaply available for 
domestic expenditure. Fourth, strurtural change initiated by 
deregulation has called for temporarily high levels of investment in 
the expanding industries. For instance, the increased demand for 
the services of financial intermediaries and business advisors is likely 
to have increased demand for office space in Auckland and WelUngton, 
encouraging commercial building constnirtion in these centres; 
indeed, commercial building investment grew from a high base at 
the phenomenal real rate of 20 percent per anniun over the three 
years to March 1988. Fifth, greater reliance on interest rates to allocate 
loanable funds has given many members of the public increased access 
to credit, enabling them to move to higher gearing ratios. Sixth, 
the sharemarket boom increased the private sertor's perceived wealth, 
and hence permanent income, thus encouraging individuals to increase 
consumption and investment expenditure in relation to current 
income. Tlie sharp rise in net private savings in 1988/89 tends to 
suggest that the sharemarket boom was a particularly important fartor 
in depressing net private savings over 1984-87. 

Deregulation was also experted to redirert resources to the highest 
earning sertors, resulting in an increase in the average rate of return 
on investment. More specifically, as a wider range of domestic and 
overseas investments became eligible to compete for the available 
domestic savings, those artivities previously earning a low return 
might have been experted to phase out and new higher return (higher 
risk) growth sertors to emerge. Over a sustained period, by shifting 
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resources away from poorly performing seaors towards new growth 
areas in the economy, this process may be expeaed to generate an 
increase in the overall rate of return on capital and hence an increase 
in the productive potential of the national economy. 

In terms of assessing any such improvements in long-term produc-
tive potential, it will clearly not be possible to make a fair assessment 
until sustained rcduaions in inflation have been achieved and real 
interest rates have declined to more normal levels. However, it is 
certainly the case that the growth in aggregate aaivity has tended 
to exceed forecasts over the 1985-88 period, with both demand and 
output exhibiting considerable resihence in the face of the Govern-
ment's restriaive fmancial pohdcs. The high GDP growth of 1984/ 
85 was essentially due to the lagged effects of earUer expansioMiy 
demand poUcies. However, as the Labour Government's contradiaory 
macro pohcies took effea from 1985 onwards, output growth held 
up at aroimd 2 percent per annum through the first half of 1987 
(see Figure 1). 

Figure 1 : Raol GDP Growlht^ 
loan _ lOHH 
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The contnbutions to real growth over the 1984-88 period can 
be assessed from both the demand and supply sides (see Table 3). 
The breakdown of expenditure components shows that the main con-
tributions to demand growth came from private consumption, "other" 
private investment (dominated by commercial construction over this 
period) and exports. The output components show much of the growth 
of the supply side coming through agriculture, construaion and 
private services. 
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Table 3 Contributions To Growth: 1984/85 - 1987/88' 

Annual Average 

Annual % Point 
Average Contribution 

% Growth to G D P Growth 

Expenditure Components 

I'nvate Consumption 1.9 1.2 

Government Consumption 1.3 0.2 
Private Investment - Residential O.I 0.0 
Private Investment - Other 4.9 0.6 
Government Investment -3.7 -0.3 
Stocks N/A 0.0 
Total Domestic Expenditure 1.7 1.7 
Exports of Goods and Services 4.7 1.4 
Imports of Goods and Services 6.2 -2.0 
Expenditure on G D P ' I . I I . I 

Output Components 

Primary 8.0 0.7 

Manufaauring 0.8 0.2 
Construaion 4.9 0.3 
Private Services 2.1 I.O 
Government Services -0.5 -O.I 
GDP 2.1 2.1 

Noies: 

' New ZetUnd Dcfmnmcni of Staiisik-s: Reserve Bank estimates for 1987/88. 

' Does tioi match output measure of GDP due lo suiistical discrepancy. 

The growth in private consumption and commercial construaion 
has been associated with the effeas of der^ulation and, in particular, 
the rapid growth in equity and property values that occurred through 
1985 and 1986. Household consumption remained firm despite a 
shift in income distribution away from households towards the cor-
porate seaor. The underlying decline in household savings rauos 
resulted both from the increase in stock market and property wealth, 
and from the upward rcgcaring of household pwrtfolios that followed 
the removal of credit and interest rale controls. Consumption was 
given a further boost in 1986 as expenditures were brought forward 
in anticipation of the 10 percent Goods and Services Tax (GST), 
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introduced in Oaober. Commercial building aaivity responded 
rapidly to the upturn in prop»erty prices, which, in turn, rcfleaed 
strong demand for office and hotel accommodation in the financial, 
business services and tourism seaors. 

The significant contribution from exports to the growth in total 
expenditure on GDP was associated primarily with the high average 
growth in agricidtural production. In part, this rcfleaed a tempxjrary 
increase in slaughter rates that occurred as sheep herd sizes were 
run down following the removal of government subsidies on traditional 
pastoral export commodities. (Added to this is the tendency for growth 
in agricultxual "value added" to be falsely accentuated at the initial 
stages of a decline due to the inclusion of capital inputs, such as 
fertiliser, as current farm expenses.) However, the contributions from 
both exports and agnculture also refleacd strong growth in non-
traditional primary seaors such as fishing, spcciaUsed foodstuffs, and 
horticidtural produas - most notably kiwifruit. 

While it is too early to draw conclusions about the overall impaa 
of deregulation on longer-term national produaivity performance, 
there is certainly evidence of major shifts in the direaion of financial 
flows and of rationalisation in productive enterprises. The latter has 
been evident in a high level of merger and acquisition aaivity, and 
in the emergence of new forms of intermediation between equity 
investors and banks on the one hand, and individual enterprises on 
the other. An increasing sophistication in investment management 
has brought a greater flexibility to the use of funds and a broader 
perspective to the analysis and seleaion of investment opportunities. 
In turn, these developments have imposed a greater discipline on 
individual enterprises, ensuring that they work to achieve the maxi-
mum return on allocated investment funds. In a similar vein, large 
industrial companies have tended to broaden their horizons so that 
expertise in a particular industry can be applied to maximise returns 
in a global market context rather than being limited by the paramaers 
of the small New Zealand marketplace. 

Further evidence of the increased flexibility of the intermediation 
process can be seen in the high rate of growth that has occurred 
in business services - financial services in particular; the strong 
demands for expert advice in the areas of financing, management 
systems, information technology, marketing and personnel arc all 
symptomatic of the process of change itself, and of a higher performance 
being demanded across a wide range of economic activities. 

While deregulation has contributed to a redistribution of savings 
through the economy by imposing a discipline on the effeaive use 
of savings, this mechanism is not sufficient in itself to deliver the 
intended growth in productive potential. It is also necessary to ensure 
that rates of return signalled by market prices are compatible with 
social and economic rates of return. 
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Actual measured market rates of return on capital investment are, 
of course, distorted by a large number of rigidities and government 
intcrvenrions that may be alleviated through further poUcy reforms, 
some of which are discussed in Section 4 of this chapter. However, 
probably the most important relative price to consider is the real 
exchange rate, which affeas the price of traded versus non-traded 
goods. This rclarive price is discussed below in the context of the 
fioaung New Zealand dollar exchange rate. 

Price Signalling and the Floating Exchange Rate 

The fioat of the New Zealand dollar in March 1985 was adopted 
as an integral part of the fmancial reform programme. CombiiKd 
with the earlier freeing up of domestic financial markets and the 
removal of restriaions on intematioiuil capital Hows, the Hoei was 
intended to achieve two main objeaives:" 

1) To facilitate adjustment in domestic consumption and 
produaion patterns in response to shifts in New Zealand's 
internal and external environment. 

2) To give control over the reserves base of the financial system 
and hence allow an independent discretionary monetary poUcy. 

A further subsidiary objeaive was to avoid a repeat of the situation 
in Jime/July 1984 where significant amounts of taxpayers' funds were 
put at risk - and lost - in the defence of a managed exchange rate. 

With respea to the first objective, it was well recognised that 
real exchange rate adjustments could be achieved under a fixed 
nominal exchange rate and that the Government could be prevented 
from sterilising adjustment pressures provided that exchange controls 
were lifted from private capital flows. However, it was considered 
that this form of adjustment mechanism could generate irregular and 
possibly severe pressures on interest rates and hence aggregate output 
and employment, panicularly if nominal wages remained inflexible 
downwards. This alternative would also have prevented the imple-
mentation of an effective disinflationary monetary pohcy, which was 
seen as an essential component of the overall reform programme. 

The experience to date with the floating exchange rate is sum-
marised in Figure 2 and in Table 4. Between March 1985 and December 
1988, the trade-weighted index (TWI) of the New Zealand dollar 
has moved in the range of 53.6 to 73.4, about an average of 63.2. 
While no long-term trend is discernible in the T W I , individual bilateral 
rates have moved substantiaUy as a result of large shifts among the 
major currencies. Over the same period to December 1988, the New 
Zealand dollar appreciated by 16 and 41 percent against the Australian 
and United States dollars respectively, while depreciating by 32 and 
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25 percent against the yen and the Deutschmark respectively. Once 
allowincx is made for New Zealand's unfavourable inflation 
differential, it is clear that there was a major loss of competitiveness 
vis-a-vis Australia and the United States during the three years to 
early 1988. However, declines in the nominal exchange rate and a 
lower domestic rate of inflation brought about a significant improve-
ment in competitiveness in 1988, particularly against Australia. Move-
ments in the real effeaive exchange rate (Figure 3 and Table 4) indicate 
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that overall competitiveness worsened by around 24 percent from the 
time of the float to December 1988, leaving the real exchange rate 
about 6 percent higher than before the July 1984 devaluation. 

Table 4 New Zealand Dollar Exchange Rate Movements 

Percentage changes to 30 December 1988 

Pre-Float Pre-Deval nation 

USD 40.6 1.4 

S T G -15.4 -26.0 

Y E N -31.9 -47.5 
$A 16.4 2.0 
DM -24.9 -36.5 
T W I -2.3 -21.9 
Real Effective 24.1(e) 6.0(e) 

There was a widely held view over much of the 1985 to early 
1988 period that the recent high levels of the real exchange rate 
would not be sustainable over the longer term. Supporters of the 
counterview have pointed to the major structural changes that have 
occurred in the New Zealand economy since 1984, and the increased 
earnings that may eventually flow from these changes. They have 
also questioned whether recent trends in the balance of payments 
supponed the case of an overvalued real exchange rate. Total exports 
of goods and services have continued to increase as a proportion 
of GDP (Figure 3), and the current account deficit as a proportion 
of GDP was more than halved between 1984/85 and 1986/87, from 
8.3 to 3.7 percent (Figure 4). Since then, the current account deficit 
has fallen further and is forecast (by the Reserve Bank) to be around 
2 percent of GDP in 1988/89. 

Nevertheless, there arc good reasons for claiming that 1985-88 
levels of the real exchange rate were not sustainable over the longer 
term. First, from the point of view of both foreign and domestic 
capital market participants, the continuing interest rate differential 
on short-term maturities had been consistent with an ongoing 
perceived risk of exchange rate depreciation. Second, from the point 
of view of the current account dcfldt, a gap of about 2 percent of 
GDP is still experted between national savings and investment in 
1988/89, despite a very low average level of domestic demand and 
a boom in export commodity prices. As such, in the absence of a 
downward adjustment in the reaJ exchange rate, the underlying deficit 
position may eventually have been experted to cause a further 
deterioration in New Zealand's overseas debt to GDP ratio. Of course, 
the 12 percent reduction in the exchange rate (trade weighted index) 
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over the laner part of 1988 has substantially weakened this argument 

in the context of more recent real exchange rate Icvcb." 

Apan from the casual empirical evidence, there are theoretical 

arguments which also suggest that the exchange rate may have been 

above its long-run cquihbrium during 1985-88. These arguments are 

based on the ability of Hnancial markets to adjust more quickly to 

shocks than goods and labour markets. As wil l be discussed more 

fully in Section 4, the dominant initial response of fmancial flows 

to the decontrol of international capital flows, combined with the 

Government's disinflationary monetary policy, is likely to involve 

a net capital inflow which pushes the real exchange rate above its 

equilibrium position. Only after real goods and labour markets have 

been effeaively subjected to deregulation and the effects of the 

disinflation policy will current account flows fully reflect the intended 

new trading environment, and hence bring the real exchange rate 

back towards its long-nm equihbrium. 

I f differential speeds of adjustment in asset and goods markets 

have indeed given rise to exchange rate overshooting, then the dis-

torting effects of this phenomenon may be reduced by pushing ahead 

more rapidly with measures designed to increase flexibility in markets 

for goods, services and faaors of production. I n panicular, policies 

aimed at removing protective mechanisms in the labour market, the 

public sector and the more insulated segments of domestic industry 

can help to spread the burden of adjustment more evenly, and hence 

reUeve some of the pressure on the exposed traded goods seaor. 

Possible alternative policy prescriptions could include the intro-
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duction of controb on inward capital movements and/or exchange 
market intervention. However, it is argued in Section 4 below thai 
the first of these two alternatives could raise severe credibility problems 
for the overall reform programme as well as presenting significant 
implementation difficulties. Wi\h rcspea to the second alternative of 
exchange rate intervention, it is widely accepted'* that a sustained 
reduction in the exchange rate may only be achieved if the intervention 
is allowed to generate a monetary expansion. Thus, i f the New Zealand 
dollar exchange rate was to be mainuincd at a lower level, it would 
be necessary to case off the Government's firm monetary policy stance. 
Such an casing, however, would generate inflationary- pressures which 
would eventually offset any short-term competitive gain. 

Apart from the perceived high level of the New 2^aland dollar 

exchange rate, many commentators have expressed concern over the 

volatility of the exchange rate since the float in March 1985. Th i s 

volatility is said to result in reduced certainty of marketing and 

production planning decisions and hence a lower level of participation 

in both exporting and importing. At the time of the float, it was 

recognised that exchange rate volatility would be present to some 

degree, and that this would represent a cost to producers and con-

sumers of traded goods. However, it was also considered that the 

potential costs of short-term volatility under a float were likely to 

be overshadowed by the potential losses from "getting it wrong" 

under an administered regime. Furthermore, it was recognised that 

volatility was not actually avoided under a managed exchange rate; 

it was just dealt with in different ways. 

The degree of volatihty experienced in the New Zealand dollar 

since March 1985 is compared against volatihty measures for the 

major currencies and the Australian dollar in Table 5. These figures 

indicate that, in terms of both daily and monthly changes, the New 

2^aland dollar has been somewhat more volatile than the major 

currencies. With respect to the impact of exchange rate volatility 

on trade volumes, the available evidence has generally failed to find 

significant effects." Also, in the exceptional cases, any significant 

effects arc found to be relatively small.'" In the case of New Zealand, 

a significant influence of exchange rate volatility on bilateral trade 

with Australia has been detected," but this cflcct is again small, 

and no other bilateral flows were found to be affected. 

Tab le 5 Exchange Rate Volati l i ty* 

(Apr i l 1985-Deccmber 1968) 

Currency Daily Movements Monthly Average Movements 

NZ 1.02 3.89 
Y E N 0.76 3.20 
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Continued Table ^ 

Table 5 Exchange Rale Volaiility* 

(April l98S-Deceinbcr 1988) 

Currency Daily Movements Monthly Average Movements 

AUS 0.82 2.79 

STG 0.84 2.74 

DM 0.83 2.89 

Note: 

* Standard deviations of TirM diflerenccv in logs of daily and monthly average exchange 

ram. multiplied by 100. Exchange rate menured againu US dollar 

Even in the absentx of signiHcant effects on trade volumes, there 

may be an argument for some smoothing by the monetary authorities 

- using sterilised intervention - in order to reduce the private ct>sts 

of transacting in foreign exchange and of covering short-term exchange 

risks. However, to be sure that such a policy was effeaive in reducing 

the overall cost of managing exchange rate volatility, it would be 

necessary for the intervention agency to be profitable - or at least 

not make losses. Quite apart from the question of whether the Reserve 

Bank can consistently outplay the market, there are other potential 

costs anached to an intervention strategy which, to date, have further 

deterred the Government from attempting smoothing operations 

under the present regime. First, Reserve Bank panicipation in the 

market would hinder the further development of the foreign exchange 

market and its associated "insurance" markets," thus reducing its 

potential for becoming more sclf-stabihsing. Second, and more im-

portantly, the international experience with exchange market inter-

vention in recent years has shown quite clearly the difficulty of limiting 

an intervention policy to a short-term smoothing role. Once inter-

vention starts, it may quickly evolve into a longer-term "support" 

operation involving large potential intervention losses. Because of 

this possibility, any anempt at sterilised intervention would be likely 

to damage the credibility of the Government's overall exchange rate 

and monetary policies. 

In sumnuu^', the main costs associated with the floating of the 

New Zealand dollar have probably arisen from the sustained strength 

of the exchange rate during the disinflation/liberalisation phase, rather 

than from the short-term voltaihty that has been experienced since 

March 1985. As concluded in a review of the major floating cur-

rencies," the relatively minor nature of volatility effects implies that 

the intervention debate should relate primarily to the trade-offs 
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between internal and external objectives rather than the potential 
for an effective smoothing operation. In particular, in the current 
New Zealand situation, any case for intervention to lower the real 
value of the New Zealand dollar must be assessed against the cost 
of compromising the Government's present firm monetary policy. 

Moaetmry Control aad Disiailatioa 

The principal stated objective of monetary policy has, for many years, 

been the achievement of low, single-figure inflation. This objective 

has, however, been frustrated by conflicting demands placed upon 

the monetary policy mechanism. In particular, up until 1985, various 

attempts to directly control money and credit growth were under-

mined by simultaneous attempts to fix the exchange rate and, from 

lime to time, interest rates. In this situation, with restrictions on 

interest rates and with less-than-full insulation from international 

capital movements, the monetary authorities found (hey were unable 

to achieve effective control over the supply of money and credit. 

Under the monetary control mechanism operating from the time 

of the float in March 1985, the authorities have not attempted to 

achieve direct control over the measured money and credit aggregates. 

However, with interest rates and the exchange rate now freely market 

determined, the Reserve Bank has for the first time been able to 

control directly the reserves base of the financial system. Furthermore, 

the process of financial deepening that accompanied deregulation and 

the floating of the exchange rate has meant that control of the reserves 

base can exert a more pervasive influence over economic activity 

than previously. While continuing to operate through the traditional 

quantity and price rationing effcas on credit expansion, policy also 

directly affeas domestic demand through the general level of interest 

rates and net external demand through the exchange rate. Thus, 

the scope for effective monetary control, and hence the attainment 

of price stability, has been clearly enhanced in the new deregulated 

financial environment. 

Of course, it does not follow from this outcome that the aaual 

implementation of monetary policy has been optimal or even effective 

in achieving its aims since 1985. The intention of monetary policy 

has been to apply consistently firm pressure to monetary conditions, 

with the aim of reducing the underlying rate of monetary expansion 

and hence, eventually, the rate of price inflation. TTie results to date 

in terms of both the rate of inflation (Figure 5) and moneury indicators 

(Figures 6 and 7) have at times been difficult to interpret and have 

wdy shown substantial improvement since mid-1987. With respect 

to the main monetary indicators - in particular, money and credit 

growth, interest rates and the exchange rate - the relationships between 

the instruments of policy and the indicators themselves and structural 
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changes have made it difficult to assess the overall degree of monetary 

policy pressure being appUcd at any given time. 

The observed rates of growth in money and credit have been 

substantially affected by a number of factors which have tended to 

exaggerate the rates of growth in M3 and Private Sector Credit for 

example. A major influence has been the process of flnancial re-
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Figure 7 : Monetory Indicotors ( 1 9 8 5 - 6 8 ) 

5 Y a o r s t o c k R o t a 

E j i c h o n g * R o t a Twt 

9 0 Doy Bill R o t a 

intermediation which occurred as fimds flowed back through the 

trading banks and other large institutions following the removal of 

quantitative and interest rate restriaions. Also contributing to the 

rapid rate of money growth over 1985/86 was the increased scope 

for households and corporations to increase their gearing in the wake 

of fiitancial deregulation and the wealth effect on spending and 

borrowing arising from the boom in property and equity values. As 

a result of these factors, M3 and private sector credit growth reached 

aimual rates of 29 and 34 percent respeaivcly dimng 1985/86, before 

commencing on a downward trend from the June quarter 1986 on-

wards. 

From a more general perspective, the changing structure of the 

economy and the high level of uncertainty regarding the ultimate 

effects of the various policy measures has considerably complicated 

the interpretation of monetary and economic indicators alike. This 

situation was no better demonstrated than in 1986 when economic 

confidentx and perceptions of policy outcomes changed substantially 

through the year. During the first half of the year, a decline in interest 

rates was seen to be consistent with the fall in consumption and 

investment indicators and various favourable signs as to the future 

path of inflation and the fiscal deficit. As the year prtjgressed, however, 

it became increasingly apparent that domestic clemand and inflation 

expectations were holding up, both on the basis of increased property 

and equity values and in anticipation of the new 10 percent G S T 

to be introduced in Oaobcr 1986. The resulting incipient expansion 

of credit demand led to a tightening of monetary policy in September/ 

Octi>ber 1986 and an upturn in interest rates through the December 
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and March quarters. The impact on interest rates through this period 
was compounded by seasonal liquidity pressures and an increased 
pessimism with regard to expected inflation and fiscal deficit out-
comes. Thus, while the shifts in interest rates and the exchange rate 
through 1986/87 resulted partly from a changing degree of monetary 
policy pressure, they also reflected major shifts in expcaations re-
garding the impact and ultimate success of the policy reforms. In 
this respect, with extraneous factors significantly affecting both the 
monetary aggregates and interest rates, it has not been possible to 
gauge the consistency of monetary poUcy pressure simply in terms 
of any one of the monetary indicators. I f any one indicator, such 
as the level of interest rates or the exchange rate or money growth, 
had been targeted more rigidly, then the variations in underyling 
monetary conditions niay well have been accentuated. 

With respect to the path of consumer price inflation (Figure 5), 

three features are dominant: the continued rise in inflation through 

to June 1985; the resurgence of measured inflation in the December 

quancr 1986 corresponding to the introduction of G S T ; and the 

rapid decline in measured inflation since the September quarter 1987. 

The first of these features represents a response to the aftermath 

of the price and wage controls, which were removed progressively 

during 1984. Attempts to restore appropriate relativities to wages 

and prices, including government charges, and the effects of the 20 

percent devaluation in July 1984, combined to push the annual rate 

of inflation to 16.6 percent by June 1985. Also, as noted earUer, 

firm control over monetary conditions was only achieved after the 

float in March 1985; prior to that, in the second half of 1984, the 

capital inflows associated with higher domestic interest rates had 

tended to undermine attempts to restrict money and credit expansions. 

The second confounding influence on the downward path of 

consumer price inflation, the 10 percent G S T in October 1986, was 

a major obstacle to the disinflation effort over 1986/87. The d i rca 

C P I effea of the G S T was contained in that it was concentrated 

in just one quaner and, with income taxes being reduced concurrently, 

it did not spark a wage-price spiral. However, the G S T did generate 

a disruptive resurgence in demand midway through 1986 and, as 

a result of the long-lasting e f fea on the measured annual inflation 

rate, it almost certainly added to inflationary expeaations and hence 

the high nominal interest rates that continued into early 1988. These 

effects on demand and expecutions contributed not only directiy 

to the presence of inflation in 1986/87, but also indirectiy by clouding 

the interpretation of monetary conditions and hence contributing to 

the unintended easing of monetary poUcy that occurred in 1986. 

The decline in aimual inflation since September 1987 has clearly 

been strongly influenced by the passage of the G S T effect: the 

reduction in the atmual iiiflation rate from 16.9 percent in September 
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1987 to 9.6 percent in December 1987 largely reflected this factor. 
However, the underlying inflation rate has also fallen markedly since 
late 1987, as indicated by the continued drop in the inflation rate 
to 4.7 percent for the year to December 1 9 ^ . T~he disinflationary 
monetary policy of the past four years is now clearly yielding significant 
results. 

While New Zealand's progress with lowering inflation has taken 

a number of years to show clear results, a comparison with the 

disinflation experiences of other industrial countries in the early 1980s 

suggests that this rate of progress is not unusual. Table 6 shows 

that adjustment periods of three to five years were typically required 

to reduce inflation below 5 percent, even in countries such as the 

United Kingdom and Switzerland where relatively severe adjustment 

strategies were pursued. 

Table 6 Disinflation Experiences in industrial Countries 

Tight Peak Period to Reduce 

Policy Inflation Inflation 

Applied (percent p.a.) Below 5% 

('.anada Dec. 1978 12.9 (June 1981) AV* years 

Japan June 1979 8.6 (Sep. 1980) 2 years 

Switzerland June 1979 7.5 (Sep. 1981) VA years 

United Kingdom June 1980 21.0 Gune 1980) 2Vi years 

United States Oct. 1979 14.8 (Mar. 1980) 3 years 

New Zealand March 1985 16.6 (June 1<)SS W* years 

I f New Zealand follows the early experience of many industrial 

countries, then a consolidation of low inflation through 1989 will 

help to build confidence in continued low inflation, thus reducing 

real interest rates and allowing the economy to take full advantage 

of the restructuring that has occurred over the past four years. The 

emerging economic recovery may, of course, put upward pressure 

on some prices through 1989/90. However, the continued depressing 

effects of the relatively weak equity and property markets, combined 

with some strong favourable productivity effects, should help to ensure 

a continuation of the overall downward trend in inflation. 

Financial Sector Efficiency 

The preceding sections on the level and use of saving and price 

signalling and the floating exchange rate discussed the consequence 

of deregulation in terms of the effectiveness of the financial sector 

in achieving an appropriate distribution of real and financial resources 
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amongst alternative economic uses. A further objective of deregulation 
has been to improve the efficiency of the financial sector; to minimise 
the costs involved in financial intermediation between savers and 
investors and in the management of economic risk. As indicated in 
the introduction to this chapter, the removal of price and quantity 
restrictions from portfolio structures was also expected to make for 
a safer financial system by improving the ability of financial insti-
tutions to manage risk and hence make managers more accountable 
for their portfolio decisions. 

The evidence of efficiency gains is largely circumstantial, but 

nevertheless persuasive. There has been a boom in the financial ser-

vices industry since 1984, with a major reorganisation of ownership 

and management structures and rapid expansion in the array of 

available financial services and products. I n large pan, this growth 

has mirrored other factors apart from domesnc financial deregulation. 

In particular, a rapid rate of innovation and growth in global financial 

markets, combined with the major changes occurring throughout the 

domestic economy, have caused an overall increase in demand for 

financial intermediation and risk management services. However, 

thert; seems little doubt that financial dereguladon to date has 

compelled banks and other financial institudons to improve the 

quality, range and relative cost of services on offer. 

The gains in efficiency accompanying this process would appear 

to arise from two main sources. First, there is the increase in 

competition and potential competition arising from the threat of new 

entrants, which puts pressure on insdtudons extraaing abnormal 

profits from particular market segments. In the market for consumer 

finance, for example, traditionally high margins (in the order of 8 

to 10 percent) were substantially reduced through 1985/86 as non-

traditional suppliers of consumer credit entered this market. While 

it is also apparent that margins have fallen in other areas, for example, 

in stockbroking, there is insufficient statistical evidence to make any 

quantiutive assessment of such gains. Qearer evidence of efficiency 

improvements may well emerge in due course as the lagged effects 

of dereguladon measures begin to have a stronger effect on com-

petition. The c f f e a of new banking licenses, for example, has clearly 

yet to be fully felt on the marketing and pricing^ of products in 

the banking industry. Furthermore, while trustee banks gained in-

creased operating freedoms from December 1985, the legislation 

governing the structure and activities of both trustee banks and 

building societies has oixly recendy been amended to allow these 

institutions to be fully competitive. 

Second, there would appear to be potential for significant 

economies of scale to be achieved through product diversification 

in an umestriaed financial sector. Such economies arise from the 

tendency for financial products and services to be of a joint product 
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nattu^, with human capital and information as the dominant faaor 
inputs." The difficulties involved in trading client-based information 
and intellectual property, together with the synergy that can be 
generated within teams of dealers, financial analysts, etc., means that 
overall industry costs can be minimised by building diversified and 
intcr-relatcd product ranges within individual institutions. 

Certainly, there has been a tendency since 1984 for diversification 

of activities within individual financial institutions and for 

concentration of ownership through mergers and acquisitions. The 

degree to which this adaptation has occurred aaoss the industry 

has depended on both the nature and extent of direct and indirect 

taxes imposed prior to 1984 and the speed with which restrictions 

were removed. I n the case of the four major trading banks, the removal 

of interest rate controls allowed a rapid improvement in competi-

tiveness and a significant increase in their share of deposit and credit 

markets. This reintermediation of funds from "fringe" institutions 

back to the major banking institutions was an important cause of 

the surge in measured money and credit aggregates that occurred 

through 1985/86 (Figure 6). In the face of competition from merchant 

banks and the imminent issue of new bank licences, the trading banks 

also moved to diversify substantially their range of products and 

services; in particular, to take advantage of the strong demand for 

specialised corporate financial services and to establish dominance 

in the expanding markets for foreign exchange, wholesale money 

market fimds and government securities. 

On the other hand, the building societies, and to a lesser extent 

the trustee banks, have been restriaed in their ability to compete 

and diversify because of the burden of large pre-1985 government 

security holdings and because of the considerable length of time taken 

to fully remove legislative impediments from these groups of in-

stitutions. However, with the trustee banks and building societies 

respectively achieving a greater freedom of aaion and organisation 

in 1988 and 1989, it seems likely that they will also undergo a 

rationalisation process'^ and expand their range of produas and 

services. In particular, with the removal of stamp duly in March 

1988, these institutions are likely to figure largely in the development 

of new mortgage instruments and mechanisms for trading mortgage 

risks. 

As diversification has caused many institutions to become direct 

participants in the expanding foreign exchange and securities markets, 

there has been a parallel growth in specialised "insurance" products 

(aimed at providing efficient means for managing risks), pardcularly 

foreign exchange and interest rate exposures. These include futures 

contracts: in the U S dollar, the Barclays sttxrk market index, wool 

prices and interest rates; forward interest rate and foreign exchange 

markets; and interest rate and foreign exchange options. Such products 
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have grown out of a demand from private market participants for 
methods of avoiding risks that were previously either not present, 
covered by government or unavoidable as a result of the previous 
institutional and regulatory structure. To the extent that deregulation 
has caused market prices and interest rates to become more volatile, 
then the private cost of covering risks associated with such price 
movements has no doubt increased. However, to the extent that 
deregulation has simply shifted the distribution of risk among different 
markets and between the govenunent and the private sector, then 
the present market-based system is Ukely to represent a more efficient 
mechanism for allocating and matching risks than was the case when 
exposures were unavoidable by many institutions and accepted 
arbitrarily by government on behalf of the taxpayer. 

4. T h e S e q u e n c i n g o f R e f o r m s 

Within the overall context of the economic liberalisation strategy 

adopted in New Zealand in 1984, the freeing up of both the domestic 

financial sector and the litikages with external financial markets 

occurred relatively quickly compared with progress in other areas 

such as the removal of trade protection and the freeing up of the 

labour market. As pointed out in the above discussion on price-

signalling and the floating exchange rate, this uneven progress in 

the liberalisation strategy, combined with the effects of the 

Government's disinflation policy, may have contributed to ongoing 

distortions in relative prices through 1984-88. In ftarticular, as a result 

of the upward pressure that has been applied to the value of the 

New Zealand dollar, there is reason to suggest that traded goods 

became undervalued in real New Zealand dollar terms. Indeed, much 

of the criticism that has been levelled at the Labour Government's 

economic strategy over the past four years has been aimed not so 

much at the ultimate objectives of the strategy but at the sequencing 

of the reform process.'* 

In reviewing the arguments that have been put forward on the 

optimal sequencing of economic liberalisation measures, the first thing 

to recognise is that there arc no general results that show how to 

achieve a welfare maximising transition to a "Uberalised" economic 

structure. While there are good theoretical arguments to suggest that 

the simultaneous removal of all market distortions will be welfare 

improving, there is nothing general that can be said in "second best" 

situations, where a particular distortion is removed while others 

rcnuun. 

Nevertheless, there has developed a body of opinion that certain 

rules of thumb should be foUowed in order to minimise the disruptive 

consequences of a liberalisation programme. These guidelines, which 

have been developed by such economists as R . I . McKinnon, 
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A. O. Krueger, D . J . Mathieson, S. Edwards and J . A. Frenkcl,^* 
can be roughly summarised as follows: 

� Macroeconomic policies should support the liberalisation 

programtiK. I n particular, inflation and the fiscal deficit should 

be brought under control at an early stage in the reform process. 

� Distortions in domestic goods, capital and labour markets should 

be removed as far as possible before links with the external 

economy are opened up. 

� I n Ubcrahsing links with the external economy, the capital 

account should only be freed up once substantial progress has 

been made in liberahsing trade flows. 

� In order to minimise the transition costs and to give the Ubera-

lisation programme a good chance of eventual success, it is 

crucially important to estabhsh its credibihty as a consistent 

package that wil l deliver long-term benefits for the overall 

economy. 

Of most interest in the New Zealand situation is the third guideline 

and, in particular, the suggestion that international capital flows should 

not be liberalised until after the real economy has been allowed to 

respond to the freeing up of trade restrictions. Various hues of ar-

gument have been advanced in support of this prescription, most 

of which are based on the abihty of asset markets to adjust more 

rapidly than goods markets. Frcnkcl argues that the likeUhood of 

a rapid response to the freeing up of capital flows would give too 

sudden a shock to the economy; the trade account should therefore 

be freed up first so that the adjustment process may be made more 

evenly and more gradually. Frenkel also considers that "wrong" 

financial decisions resulting from a delay in exchange control removal 

will be less costiy to reverse than "wrong" real investment decisions 

resulting from a delay in trade liberalisation. A somewhat difl'erent 

line of reasoning is followed by Edwards and Mathieson, who are 

primarily concerned with the overshooting of the exchange rate that 

has occurred during a number of liberalisation programmes, including 

those in the southern cone countries of South America in the mid-

to late-1970s. The removal of restriaions on foreign borrowing, 

combined with the upward pressure on real interest rates that will 

accompany a firm monetary poUcy, is expected to generate a large 

capital inflow which, in turn, will cause a temporary appreciation 

in the real exchange rate above its long-run equiUbrium level." As 

the slower goods markets start to rcaa to international arbitrage 

opportunities, the exchange rate begins to faU in response to a 
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deterioration in the current account of the balance of payments. By 
this time, however, investment distortions may have occurred as a 
result of the temporary undervaluation of traded versus non-traded 
goods in local currency terms. 

However, it is readily acknowledged by both Mathieson and 

Edwards, for example, that there are problems with the overshooting 

argument as a basis for the recommended policy prescription of 

delaying capital account liberalisation. Furthermore, other arguments 

have been put forward which suggest that the "recommended" 

sequencing of external liberalisation could, in certain cases, actually 

worsen the prospeas for successful implemenution of a ful l reform 

programme. 

First, there is a case to suggest that large numbers of "wrong" 

investment decisions will not be made on the basis of a real exchange 

rate which is understood to be temporarily overvalued during the 

transition period. Edwards and A. C . Stockman," for example, point 

out that if the "authoriues" see a clear case of exchange rate over-

shooting, then this situation should also be apparent to private agents, 

who should take it into account in making investment decisions. The 

number of "wrong" investment decisions may also be reduced to 

the extent that the intended future path of trade Uberalisations is 

clearly telegraphed to potential investors. While this argument must 

have some validity, it must also be recognised that investment (and 

disinvestment) decisions wil l , to some extent, be influenced by short-

term profitabiUty considerations, even though investors may expca 

relative price corrections to occur in the longer term. 

Second, and of greater importance is the point that exchange rate 

overshooting following the removal of exchange controls is likely to 

occur to some degree whether capital controls are removed early 

or late in the liberalisation process. I n other words, while an alternative 

sequencing of Uberalisation measures may reduce the extent of over-

shooting, it is unclear whether the difference will be significant, and 

it I S certainly not likely to avoid the problem. Financial portfoUo 

structures must at some stage be brought mto line during the liber-

alisation process, and this is likely to generate a temporary surge 

in capital inflows, irrespective of the progress that has been made 

in trade liberalisation. Funhermore, in a situation where poUtical 

constraints prevent rapid progress in liberalising goods and factor 

markets, an anempt to follow the "recommended" policy sequence 

by delaying the renwval of capital controls may well introduce 

compUcations that increase rather than decrease the total cost of 

adjustment. 

Of particular importance for the sequencing of reforms in the 

New Zealand context have been the related considerations of monetary 

control and poUcy credibihty. More specifically, at the outset of the 

reform programme in 1984, the control of inflation through an 
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effective monetary poUcy was seen as a crucial clement in the overall 
economic strategy.^' Such a monetary policy was considered essential 
for the credibility and eventual success of the overall programme. 
In the second half of 1984, as large capital inflows continued to 
undermine the Government's attempts to run a tight monetary policy, 
it became clear that effective monetary control would only be achieved 
once the exchange rate was floated. The move towards a float in 
turn required that exchange controls be removed to allow the efficient 
operarion of a private foreign exchange market. 

The only possible alternative strategy for establishing an inde-

pendent monetary policy would have been not only to maintain the 

existing fixed exchange rate policy and exchange control regime but 

also to extend the exchange controls, as proposed by McKinnon, '" 

so as to restrict capital inflows severely." This alternative was not 

seriously considered — for good reason. The credibility of the in-

tended economic liberalisation programme could have been severely 

ertxled had the programme started out with the intrtxluction of yet 

further controls. Also, on the basis of the experience in attempting 

to stem capital outflows in the June quarter of 1984, it was obvious 

that only very extensive and draconian measures would have been 

capable of controlling capital inflows in the face of a significant interest 

differential. 

The issue of monetary control and the need for liberalisation and 

stabilisation policies to reinforce each other points to a more general 

credibility problem that may arise with McKinnon's gradualist pre-

scription. While this apprt^ach to hberali&ation is in principle intended 

to give a consistent and hence credible policy package, Stockman^ 

has argued that the credibility of a reform programme may in fact 

be enhanced i f measures are adopted rapidly and in a forceful manner. 

While the benefits of a cold turkey treatment should not be overstated, 

it is certainly arguable in the New Zealand situation that early and 

decisive liberalisation measures gave a degree of momentum to the 

overall reform programme which in turn contributed to its credibility. 

This line of argument is developed further by Deepak Lai ,* ' who 

emphasises the political economy aspects of economic liberalisation. 

L a i highlights the pressures that may come to bear on govemmcni 

to reverse its policies i f reforms are delayed on the basis of 

"technocratic" considerations. Under a slow and carefully graduated 

reform prt^amme, there is every incentive for coalitions of protected 

economic agents to lobby against every step of the liberalisation 

programme in the knowledge that a delay in one area will stall the 

whole reform process. Under the alternative strategy of introducing 

reforms as quickly as possible within the bounds of given political 

and economic circumstances, there is less likchhtxxl that the overall 

programme will stall, and there arc strong incentives for adversely 

affected sectors (such as agricultural producers in New 2^ealand) to 
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promote more rapid reform in the remaining protected seaors. At 
the same time, the credibility of the overall reform programme is 
likely to be more far-reaching under this approach than would be 
the case under a slower and more ordered strategy. 

While the relative merits of the sequencing of reforms to date 

remain debatable, there would seem littie doubt as to how best to 

proceed from the present juncture. Al l of the arguments in the 

"sequencing" literature emphasise the need to minimise the relative 

price distortions that arise from partial hberalisation measures and, 

in particular, from the persistence of restrictions in the slower 

adjusting markets for real goods and labour. An optimal strategy 

in present circumstances is therefore likely to involve a rapid com-

pletion of the reform process, in order that fmvate rates of return, 

and hence the distribution of economic resources, may sooner than 

otherwise rcflea underlying economic costs and benefits. Th is , of 

course, is not to suggest that market prices will ever fully reflect 

social costs and benefits. However, there remain a number of specific 

distortions resulting directly from government interventions which, 

if removed, could substantially improve the market-based allocation 

of resources. 

An end to all import licensing and a rapid move to a low uniform 

tariff structure would help to ease the adjustment burdens that have 

been placed on exports and would spread the pressures of disinflation 

across a wider range of sectors. Over the 1985-88 period, exporters 

have faced shifts in relative prices that are probably not consistent 

with conditions likely to prevail once the ful l liberalisation programme 

is completed. I n such an environment, import-substitute industries 

should not receive any more assistance than exporters; if import 

protection does remain higher than export assistance, New Zealand 

will fail to exploit potential gains from trade and consequentiy suffer 

a loss of potential income. Yet implementation of the liberalisation 

prc^ramme to date has involved rapid reduction in export assistance 

(the major agricultural subsidies were abolished in 1984/85, and most 

of the remaining assistance measures were phased out quickly) but 

slow progress in lowering import protection. This imbalance between 

export and import protection has placed an impUcit tax on exports, 

thus promoting a less open economy, rather than the more open 

one originally envisaged. As the imbalance persists, the benefits of 

the liberalisation programme will continue to be diminished. 

Although some prepress has been made in increasing labour market 

competition and flexibility, there remain important legal impediments 

inhibiting labour market competition. Specifically, membership of 

a union having in excess of 1,000 members is compulsory for all 

individuals working in an organisation where a compulsory union 

membership ballot has been successful. I n addition, although unions 

are entiUed to elea to negotiate directiy with individual employers. 



Financial Policy Reform 87 

so as to gain higher wage increases, individual employers are not 
correspondingly cntidcd to opt out of national award negotiations 
to bargain direcdy with individual unions. These aspects of labour 
legislation make labour markets less flexible than they otherwise would 
be. Unemployed workers are prevented by compulsory unionism from 
undercutting union wage rates to gain jobs, and firms facing difficult 
trading conditions are unable to cite individual unions to negotiate 
below award pay rates. Union accountability to members is also 
diminished by the resulting difficulty that dissatisfied members face 
in leaving their union. 

The legalised monopoly powers presendy given to unions may 

well result in a higher natural rate of unemployment for New ̂ Zealand 

than would occur in a more flexible labour market. These monopoly 

powers are likely to be particularly cosdy in terms of lost output 

and employment during the next few years as disinflation and 

structural economic change continue. Both to reduce New Zealand's 

natural rate of unemployment and to lower the transitional unem-

ployment costs of disinflation and structural change, compulsory 

unionism and the 1,000 member rule should be abolished and 

employers given the same rights as unions to cite the other party 

for out-of-award wage negotiations. These reforms would also be 

likely to increase competition amongst unions for members, giving 

workers better value union services. 

Tax reform to remove the distortions that have discouraged saving 

and encouraged excessive investment in commercial buiklings would 

also help to reduce adjustment costs and improve the allocation of 

resources. I f interest payments and receipts were taxed on an inflation-

adjusted instead of a nominal basis, the net supply of domestic savings 

(that is, net of domestic investment expenditure) could be expected 

to rise, with a consequent lowering of domestic real interest rates. 

Excessive investment in appreciating real assets would no longer be 

encouraged while the fall in real interest rates would help to promote 

productive investment and reduce pressures on the household and 

farming sectors. I t might be noted that the alternative of a com-

prehensive nominal-based income tax (including a capital gains tax) 

could also work to eliminate the artificial incentive to invest in 

appreciating real assets. However, in the event that inflation was 

not always zero, such a tax system would continue to discourage 

saving by ensuring that all forms of saving had low or negative after-

tax real returns. 

Perhaps the most important contribution to higher savings and 

lower real interest rates wUl come from a continued commitment 

to fiscal responsibihty. I n the earUer discussion on the level and 

uses of savings, it was observed that net domestic savings continued 

to improve as a percentage of G D P from a deficit of 8.7 percent 

in 1984/85 to an estimated 2.0 percent in 1988/89. In the face of 
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on-going dis-saving in the private sector, most of this improvement 
was achieved as a result of continued improvements in the Govern-
ment's financial deficit. While private savings finally made a major 
contribution to the improving external deficit in 1988/89, it remains 
vital that the financial deficil be contained or reduced further. In 
particular, if long-term interest rates are to fall in line with recent 
reductions in inflation, both savers and borrowers must become con-
vinced that lower deficits - and lower inflation - arc here to stay. 

5. Conclusion 

Following a decade of poor economic performance, a wide-ranging 
programme of economic liberalisation was initiated in 1984 with the 
aim of establishing an environment of efficient and competitive 
marlccts, supported by consistent financial policies, that would faci-
litate a sustained improvement in New Zealand's productive potential. 

Financial deregulation, monetary policy and exchange rate policy 
have played a crucial role within the overall reform programme. From 
the macro perspective, the fuiancial reforms have aimed at achieving 
greater stability in the general level of prices while at the same time 
giving a more sustainable balance between national savings and in-
vestment. From the micro perspective, the aim has been to foster 
an effective price signalling mechanism and to allow a freer flow of 
both real and financial resources between alternative competing uses. 

While the reform programme has significantly affected all sectors 
of the economy over the 1985-88 pwriod, the long-term effects on 
national savings and productivity are not yet discernible. Major 
rationalisations have occurred in many sectors, and certain industries 
have expanded rapidly in the wake of financial deregulation, in par-
ticular, financial and business services and commercial construction. 
Other industries in the previously more highly protected seaors such 
as manufacturing and public sector services have contracted sharply. 
Furthermore, the Government's disinflationary monetary policy has 
continued to dampen overall economic activity, particularly in those 
sectors most exposed to interest rate and exchange rate pressures. 
Only in 1988 did these pressures begin to case as a recovery in private 
savings brought the external accounts closer to balance and inflation 
was brought down to low single figures. 

With the floating of the exchange rate in March 1985, the Govern-
ment had, for the first time, a mechanism for achieving independent 
control over the domestic rate of monetary expansion and hence in-
flation. The implementation of the disinflation strategy, however, 
has been slow and not without incident. Difficulties have been en-
countered in interpreting monetary conditions during a period of 
rapid structural chsmge, and variations in the degree of policy pressure 
have occurred. Attempts to exert consistent downward pressure on 
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inflation have been further hindered by the expansionary effects of 
financial dercgiUation on asset prices, the introduaion of G S T in 
October 1986 and the continued insulation of some sectors of the 
economy from competitive forces. 

While the floating of the exchange rate was successful in deUvering 
an effective monetary control mechanism, it was apparendy diverted 
from its intended role of signalling a sustainable allocation of resources 
between the traded and non-traded sectors. Persistent upward pres-
sure was applied to the real value of the New Zealand dollar as 
a result of the disinflationary monetary policy and the relatively slow 
adjustment of goods and factor markets during the liberalisation pro-
cess. This pressure only eased off in the second half of 1988 as the 
real exchange rate fell to more sustainable levels. It has been popularly 
argued that the upward pressure on the exchange rate could have 
been avoided if the liberalisation measures had been sequenced dif-
fcrcndy. However, the reality of both political and economic con-
straints meant that a delay in opening up the financial markets -
to await full trade and labour market liberalisation - was not a viable 
alternative. The credibility of the overall programme required that 
an effective monetary poUcy be put in place as soon as possible and 
that an early momentum be established in the reform process. Given 
the patent ineffectiveness of capital controls in 1984, there were also 
major praaical difficulties inherent in any anempt at re-regidating 
capital flows. 

Furthermore, even if goods and labour markets had been freed 
up at an early stage in the reform programme, the inherendy slow 
adjustment in these markets would still have generated transitional 
exchange rate pressures in the wake of financial deregulation and 
a tight monetary policy. 

In considering policy alternatives to ease further the pressures 
on the exposed sectors of the economy and to promote a return 
to sustained growth, it is essential, first, to maintain consistently 
firm monetary and fiscal policies. Any reversal of macro financial 
policies would, at best, give a temporary boost to domestic activity 
and, at worst, substantially damage the prospects for a sustained 
non-inflationary recovery. Second, measures should be taken to spread 
the adjustment pressures across all sectors of the economy. A more 
even application of liberalisation measures across all goods and labour 
markets would help to minimise the on-going transition costs of 
relative price distortions while bringing forward the ultimate benefits 
of the reform prtxxss. 

Notes 

I . Organisaiion of Economic *nd Co-operative Development (OECD) ecoDomic 

and oullook tables. 
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2. Ibid. 

J . Ouonologics of rinancial sector rcfomu can be found in: Reserve Bank of New 

Zealand, FmanaaJ Policy Rtform, Wellington, CFOVcmment Pnnlcr, 1986; sub-

sequent March issues of the Reserve Bank Bulletm. 

4. Institution-specific interest rale controls were not removed until later; the 30-

day rule and the 3 percent demand deposit restrictions on banks were abolished 
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5. Reserve Bank of New Zealand. Annual Report. Wellington, Govemment Printer, 

1965. 
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Government Printer, July 1964. 

7. An exception to the nil penalty operation of the credit guideline rule was made 
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�t this level up to December 1988. However, with the introduction of Reserve 

Bank bills m late 1968, the definition of P L has undergone a further change: 

Reserve Bank bills of less than 29 days to maturity are now the only eligible 

discountable securities. 

9. The discount margin is the margin above market interest rates at which 

govemmcni securities (ailing within the P L definition are discounted for cash 

al the Reserve Bank 

10. Cheque issuance was not fully contestable as a result of ihc trading bank monopoly 

on cheque clearance and the settlement system. Under the new banks policy, 

the Reserve Bank became willing (o open senlemeni accounts for any institution, 

thus allowing the exisnng databank dearmg system to be (potentially) contested. 

11. The twelve new banks as al December 1988 were: Barclays Bank pk; Barclays 

Bank New Zealand Limited; Bankers Trust New Zealand Limited, Banque 

Indosucz New Zealand Limited; C I S C New Zealand Limited; Gitibank N.A.; 

Countrywide Banking Corporation; Hong Kong and Shanghai Banking 

Corporation; Macquarie Bank Limited; N Z I Bank Limited; National Australia 

Bank (New Zealand) Limited; Slate Bank of South Australia. 

12. See, for example: Rcser\'e Bank of New Zealand. Fmanaai Policy Reform. 

Wellington, Govemmcni Printer, 1986, Chapter 9. 

13. Tbe real effective exchange rate index referred to is published in the Reserve 

Bank Bulletin. This index is an effective exchange rale index deflated by consumer 

prices and has weights that are cakrulaied as a simple average of bilateral export, 
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Chapter 5 

FISCAL POLICY AND 
GOVERNMENT 
EXPENDITURE REFORMS 
Bryce Wilkinson 

L I K E MANY C O U N T R I E S , NEW Z E A L A N D initially reacted 
to the first oil shock (1973-74) with expansionary fiscal policies. Be-
tween 1973-74 and 1975-76, government expenditure rose from 27.7 
percent of gross domestic product (GDP) to 38.1 percent. Meanwhile, 
the fiscal deficit ("Budget Table 2 basis") rose from 1.7 percent of 
GDP to 8.6 percent. 

During the next eight-and-a-bit years, the Muldoon administration 
made periodic, but ultimately inadequate, attempts to rectify the solu-
tion. Many swings in fiscal stance occurred during this eight-year 
period around a common theme of generally poor quality, micro-
economic poUcies and ad hoc approaches to expenditure containment 
such as across-the-board expenditure cuts. New Zealand's net official 
indebtedness rose sharply (see Table 1), a reflection of such funda-
mental pohcy failures. 

Pressure to arrest this trend came both from overseas for example. 
Standard and Poor's Corporation and Moody's Investment Services 
down-rated New Zealand sovereign debt in 1984) and, domestically, 
from the need to address, other than by direct controls, the associated 
political problems of inflation and high interest rates. PoUtically, the 
election in 1984 of a new Labour Government dedicated to abandoning 
the ways of the previous Muldoon administration provided an impetus 
for change. 

The new Labour Government has addressed the fiscal problem 
by taking major new initiatives within the Public Service and statc-
ovbrned enterprises and, as Tables 2 and 3 demonstrate, it has sig-
nificantly reduced the fiscal deficit on a wide range of measures. 
Nevertheless, although senior ministers made strenuous cflorts to 
curtail expenditure, with notable successes in some major areas, the 
statistics presented in this chapter indicate that total govenmicnt 
expenditure has not been reduced relative to GDP (Tables 4 and 
5) - the deficit reductions instead reflect higher revenue in relation 
to G D P (Table 6). Several new taxes, a aujor increase in non-tax 
revenue from increased administrative fees and charges, have driven 
the revenue increase. 
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Table 1 Trends in Net Debt (as a percentage of G N P ) 

197 V74 1979/80 1964/85 1965/86 1986/87 

Total New Debt 

New Zealand Oflicial' 1.6 18.6 43.8 43.6 45.7 

Local Government' 8.0 6.6 5.4 5.3 5.3 

Total New Zealand Net Debt 9.6 25.2 48.9 48.6 51.0 

OECD Average Net Debt' 16.5 21.2 30.7 32.2 33.5 

OECD Average for Small Counirics 12.0 22.2 33.7 35.4 36.8 

NZ Ofl lda l Net Ovcrscaa Debt* -1.6 I M 30.9 29.9 27.0 

Memorandum Itemi 

Gross Domestic Produa (Sm) 9,199 19,715 38,729 44^255 52^79 

Notes: 

' New Zealand Official Net Debt: New Zealand Planning Council (NZPC) "Tracking 

Down the Dcfidl" to 1985/86. Treasury calcuUtions for 1986/87. The debt is 

net of official overseas assets and net of public account domesac financial claims. 

' Local Authority Net Debt: Department of Sutistics Estimates 1985/86 and 1986/ 

87 based on 1964/85 dau. 

' OECD. 

� NZPC pp. 74 and 85 lo 1965/86. March quarter 1988 RBNZ Bulletin (March 

quarter 1968), pp. 47 and 49 for 1987 debt ($14;278.4 million) and Table 2B for 

1986/87 GDP. 

Source! 

Gtvemmera Management. (Brief lo the Incoming Government 1967). Vol I : The 

Treasury, p. 230. 

Table 2 I M F Government Finance Statistics: Budget Balances 

Man:! 

You-

1 C v r n n 
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Nn 

Hluncial � 

Surptaii(*) 
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(�> 
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(�) 
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|li,n,<.ll. 

IV.vlucI 

C u r m 
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Balance 

N « 

FinaBcial 
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O x r a l l 

Im Im Im Im Im % tiOP » GDP « (;i)P 

\m em 17 - 4 « -4 l t 4.1 O J - 4 J 

i m n -J70 -«J4 - l l « 4 ll ,M9 0.3 - i J - l O J 

\m 407 7 -«2I -«I4 14.101 3.t 0 0 -44 
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l«M � H - i l l -«l» -1177 I*,M7 -OJ -2.t -3.T 

I H I -m -*25 -«I6 - I M I 22.M4 - u -4.0 -�.7 

I N I -t»5 - I U 3 -7B9 -2111 27431 -2.3 -4.8 -74 

-»67 -1673 -7 I t -vm 31,l«0 - J . I -3.4 -T.7 

l « 4 -IttO - J » 4 -m -\m 34.32* -4.7 -49 -9.3 

IW5 -IMS -2449 -7(4 -an 3SM7 -4.0 .4.3 -«.4 
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Continued Table 2 

Table 2 I M F Government Finance Statistics: Budget Balances 

Marck 

T n r 

(Uirrrml 

Surplu.<«l 

N M 

1 m j l m i . l l 

Surplus/'1 

Rfpaynwni. 

<�) 

CKcrmll 

Surpliu 

(�) 

I>iiinralc 

Praduci 

1 urr-n. 

BaUoce 

tin 

t-'lnuicial 

lUlaocT 

l l . i U r , . 

»m tm tm Im Im « G D P « G D P « G D P 

l«86 - 4 « -tm -4»S -20(2 44.M8 - I . I -1.1 �AM 
H«7 171 - I I M -122 l«B8 52.879 I* J.5 

i m n -1147 !7«9 � .1 . S9J0O OA -1 4 I.I 

Sources: 

Budget tables. G D P from March 1988, Monthly Abstraa of SMtisiics to 1986/ 

87. N Z l E R March 1988 "Quarterly Prediaiont". 

Table 3 Measures of Fiscal Balance 

IMF GFS Data - March Yean IteJ/M IM5/M 

(mTcnnonal GFS Focal Balance - tm -3,200 -J,2J5 -2,082 -2,017 �379 
As � percentage of GDP -9.1 -8.4 -4.6 -1.9 �0.7 
Financial balance' - tm -2,451 -1J97 -1,894 -1,271 
As a p u m m f L ' of GDP -6.9 -4.3 -11 -5.7 -t2 
InfUiion - Adjufied Finaiwisl BalaiKx-

- t m -2JB0 -1,300 -200 ��400 � 100 
At a tmu.iuan of GDP -i.O -J.4 -.0.4 »<l.8 �0.2 
Cyclically m i l InfUtioo-Adjuurd 

h'lnsnciAl Ralancr' - tm -1,700 -1.350 -500 �400 �600 
As a ptrctniage of GDP -5.0 -3.5 - I . I �0.8 �1.0 

Noln: 

� Conventional Fiscal Balance excluding Net Lending. 

' Fiitancial BalaiKX minus the Inflation Ad|ustmenl (rounded to the nearest t50 

million). 

' Financial Balance mmus the Inflation Adjustment for cyclical flucniationt (rounded 

to the nearest $50 miUion). 

' Budget night forecast. 

� I M F G F S Dau - Govemmeni Funmct Suaiukt Ytarhook and Treasury estimates 

� Nominal G D P (after Slock Valuation Adjustment) - Department of Statistics 

estimates and Treasury forecasts of 151300 for 1986/87 and $57,600 million for 

1967/88 
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� Inflation Adiusiment - Treasury estimates to 1986/87 and Treasury forecast of 

$M50 million for 1967/88 

� Cyclical adiustmeni - estimates and forecasts prepared by the Treasury baaed on 

adjustments for the Tivc years of +S350 miUioo, -S25 miUion, -t300 million, 

-125 milUon and «f475 milltan respectively. This is baaed on a trend rate of growth 

of 2.7 percent from 1979/80 to 1967/88. 

Source: 

fM7Bi«<rr(, Part 1, p. 32. 

Tabic 4 Summary of Expenditure Growth 1984/85 - 1987/88 
(As a percent of G D P ) 

1983/M 1987/88 Comments 

fly Function 

General Public Services 3.0 6.5 Major lift in 1987/88 reflcaing 

G S T . 

Defence 2.0 2.0 

Education 4.9 5.2 Increased staff. 

Hcahb $2 5.7 

Social Security & Welfare 12.0 13.5 Increased Family Suppon 

Housing & CxHnmunity Amenities 0.4 0.9 Fjipansionary housing policies. 

Other Community & Social 

Services 0.1 0.3 Expanded services 

Economic Services 7.2 4.3 Cut-backs from November 

1984 BudfR 

Other Purposes (Interest, etc.) 6.2 8.6 Effect of escalating debt spiral 

and major proiect debt 

Total Functional Spending *M 47.0 

Economic Classification 

Waeet & Salaries 7.1 7.1 Increased by redundancies 

Other Goods & Services 3.4 5.4 Partly effects of G S T 

Interest Payments 5.9 8.4 Continued strong growth 

Subsidies & Other Current Reduced ec. services offset by 

Transfers 22.4 23.9 increased social services 

Total Current Expenditure 38,8 44.8 

Capital Expenditure 2.3 2.2 

Lending Minus Repayments 2.4 -30 Asset Sales and CommerciaU-

salion SOEs 

Total excluding Net Lending 41.1 47.0 

Total including Net Lending 43.5 44.0 
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Table 5 Underlying Trends in Net Expenditure 

1985/86 1987/88' 
$m I m 

Budget Net Expenditure 17,672.3 27,507.1 
(as % of GDP) (39.4) (47.8) 

Less Adjustments 

Major ProjeCT & Producer Board Debt - 4,600 
Public Sector Reorganisation 241.7 652.9 
Asset Sales & Net Lending 666.5 -1,757 
Tax/Benefit Measures -165 525 
G S T - additional costs - 1,020 

Sub-Total 16,929 22,466 
(as % of GDP) (37.8) (39.0) 
Less 

(37.8) (39.0) 

Cyclical & Temporary Faaors -320 90 

Adjusted Net Expenditure 17,249 22,326 
(as % of GDP) (38.4) (38.8) 

Note: 

' Budget night forecui. 

Sourcei 

/W7Si«!fn ,Ani iex2,p . 43. 

Table 6 Summary of Revenue Growth 1984/85 - 1987/88 (As a 
percent of G D P ) 

1985/84 1987/88 Commcnii 

CwTtm tncomt 

Individuals 19.5 19.3 Fiica] drag given back in lax 

cuu 

Coqnraie 2.0 3.4 Cloture of loopholci 
Other 0.1 0.3 

Payroll/MmpovitT Taxti - 0.4 Fringe Benefit l u from I 

April 1985 

Proptrty Taxes 0.4 0.6 

Taxti on Goods & Strvicti 

G S T - 6.5 Impotitno 10% GST, 1 Oct 
1986 

Other Sales Taxes 3.8 - Replaced by G S T 

Excises 2.6 4.2 Include* tofoe tales taxes on 
motor vehicles 
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Coniinued Table 6 

Chapter Five 

Table 6 Summary of Revenue Growth 1984/85 - 1987/88 (As a 
percent of G D P ) 

IMV 84 I9K7/8H Comments 

Molor Vehicles Taxes 0.3 0.2 

Other Goods Taxes 0.0 O.l 

Tcixei on Imematiaial Trade 

Import Duties 1.3 1.5 

Other 0.1 0,0 

Norn-Tax Rexmue 

Property Inciimc 2.7 4.S 

Administration Fees & Charges 0.7 3.5 Application of user-pays 

Other 0.2 O J 

Capital Rrverme 0.0 O.l 

Sub Tolali 

C".urTenf Income Tax Revenue 21.7 23.0 Mainly increase corporate tax 

Other Taxes 0.4 1.0 

Taxes on Goods & Services 7.0 11.1 Net effect of G S T reform 

Taxes on Inlemalional Trade 1.4 1.6 

Non-Tax Revenue 3.6 8.3 User-pays 

Capital Revenue 0.0 0.1 Some asset sales 

Total Revenue 34.2 45.0 

This chapter provides; 

� an outline of the scope of the fiscal position, and the accumulated 
debt burden, inherited by the new Govemment in July 1984; 

� a chronology of major fiscal aimounccments and measures from 
July 1984 to December 1988 (the appendix to this bocA provides 
more details); 

� a summary of key trends in government expenditure and 
revenue since the year ended March 1984; and 

� a preliminary discussion of the policy framework in which fiscal 
policy has been approached during this period, with particular 
comments on Keynesian macro-stabihsation issues, the speed 
of deficit reduction, optimal deficit (and debt) targets and 
government expcnditiire objectives. 
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The scope of the 1984 Government Fiscal Problem 

When the Labour Govcramcnt took office in July 1984, it inherited 
the following fiscal situation: 

� A July 1984 forecast 1984/85 fiscal deficit (on the Government's 
own "Table 2 basis") of 6.2 to 7.6 percent of GDP following 
a 9.1 percent 1983/84 fiscal deficit.' On the more internationally 
comparable International Monetary Fund's Government 
Finance Statistics (GFS) basis, the overall fiscal deficit turned 
out, in 1984/85, to be 8.4 percent of GDP compared with 
9.3 percent in 1983/84 (see Table 3). 

� Total gross official debt at 31 March 1984 of $21,981.2 million, 
amounting to 64.7 percent of 1983/84 GDP of $34,313 miUion 
- up from (a 1970s low oO 39.1 percent in 1973/74. Of this 
debt, $9,387.9 million was owed externally in foreign currencies. 
By 1984, few countries in the OECD region could match New 
Zealand's level of gross ofTicial indebtedness in relation to GDP 
and, out of a list of thirteen of the small industrial OECD 
countries, only Ireland could claim a higher ratio for the foreign 
debt component.' 

� Net official debt, defined as gross debt, less official overseas 
assets and a book value of public account domestic financial 
claims, was up from 1.6 percent of GDP on 31 March 1974 
to 35.3 percent by 31 March 1984. Net official overseas debt 
rose from -1.6 percent of GDP (surplus of assets) to 24.5 percent 
during the same period.' 

� Forecast 1984/85 (Table 1) net government expenditure totalled 
$15,020 million, 41.7 percent of forecast GDP of $35,994 
million, up from a 35.4 percent average during 1975/76.* 

� Contrary to the impression which may be given from the above 
statistics, the previous Muldoon administration did not go on 
a spending spree within the traditional state-spending activities. 
Rather, the mounting debt problem during the last decade 
reflected the Government's inability to eliminate, on a 
sustainable basis, the 1975/76 deficit it inherited when it fust 
took office in November 1975. Debt servicing and increases 
in social services expenditures accounted for much of the growth 
in government outlays relative to GDP which did occur during 
the decade to 1985. The growth in debt servicing reflected 
the large, near-chronic, fiscal deficits during this period. Social 
service expcnditiues rose sharply in 1977/78 when expenditure 
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on a new National Supcraimuation scheme rose to 6.2 percent 
of GDP, up from 1.4 percent of G D P in 1975/76 - the last 
full year of the previous superannuation scheme.' Note, 
however, that National Superannuation provided a taxable 
benefit in place of previous beneflts, which included a tax-
free benefit, so that the above compwrison overstates the net 
fiscal cost of National Superatuiuation. 

� For many years, central government's share of value added 
(that is, excluding transfer payments) had been about 20 percent 
of GDP - reflecting a comparable figure for public sector 
employment in total employment. Some of the largest 
enterprises in the nation were entirely state owned, including 
the Post Office, the New Zealand Electricity Department, 
PeirtKorp, the Forest Service, the Radways Corporation, the 
largest trading bank (the Baidc of New Zealand) and many 
other fmancial institutions. 

In fact, the underlying fiscal position the Government faced in 
1984 was appreciably worse than indicated by the above statistics. 
The previous Government borrowed extensively overseas to defend 
the exchange rate, and it had comnutted the taxpayer to several billion 
dollars of contingent liabdities based on gambling that world agri-
culture, oil and steel prices would rise appreciably. 

In the event, the exchange rate proved unsustainable at the fixed 
level of 78.4 against the Reserve Bank's trade-weighted basket, and 
the new Government immediately inctirred, on devaluing 20 percent, 
considerable losses (via the Reserve Bank) on forward cover contraas 
and on government stock bought back at anificially low interest rates 
prior to the devaluation. Translation losses on the stock of outstanding 
foreign currency-denominated debt also occurred. Primarily as a result 
of these events, net official overseas debt rose 44 percent from $8.3 
billion at 31 March 1984 to $12.0 billion at 31 March 1985.* 

The Accumulated Debt Position 

By 31 March 1985, net official debt reached 43.8 percent of GDP. 
It rose further when, in the 1986 Budget, the Government aimoimced 
that it was assuming direct responsibihty for $7.2 billion of private 
sector and quango debt incurred by the primary product producer 
boards, New Zealand Steel and on various energy projects encouraged 
by the previous Government. By 31 March 1987, the net official 
debt had climbed to 45.7 percent of GDP (Table 1). 

Growing public awareness of the magnitude of the debt problem 
has, inevitably, led various politicians and commentators to spend 
considerable resources on producing debt statistics which put their 
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favoured position in the best possible light. This task has been aided 
by the timing differences, by which policies taken by one admini-
strabon can affea the increase in debt incurred by a subsequent 
administration, and by different sutistical measures of debt such 
as gross and net debt, domestic and foreign debt, public debt (non-
Reserve Bank), official debt (includes the Reserve Bank) and total 
(pubhc plus private) debt. 

Focusing on gross official debt is unsatisfaaory in that overseas 
assets have been significantly increased since the July 1984 foreign 
exchange crisis.' Net indebtedness, while more difficult to measure, 
must provide a better measure of underlying changes in public seaor 
net worth and/or potential future tax burdens. This fisc-al pohcy 
chapter focuses, therefore, on net official indebtedness. In this context, 
the magnitude of the debt burden in 1987 was probably best 
summarised in Table 1, prepared by the Treasury, and in the following 
comment from Government Management: 

. . . ofTioal uidebtedness will also Incrcaie at a result of the likely need to 

wnie down financial assets assocuted with the Rural Bank and Housing 

Corporation restructuring and the likely absorption of some Railways 

(xMporatHMi and National Provident Fund debt associated with the resirxicturing 

of these entities. While deasions have yet to be taken on some of these issues, 

rough estimates suggest that rtet debt (including local aulhonties) i i likely to 

amount to 60 percent of G D P by the end of the 1967/88 year. On this bant 

this makes New Zealand the fourth most mdebted country io the OECO. ' 

This would put the 31 March 1988 net official debt at $35-36 
bilhon. The statistics quoted here, and provided in Table 1, measure 
gross official debt less overseas official reserves and domestic 
government financial assets. These financial assets include very large 
(book) claims accumulated against govemmeni agencies. The major 
portion of these claims is accounted for by the Government as loans 
to the Rural Bank, Housing Corporation, the old New Zealand 
Electricity Department (now Electricorp) and the Post Office (now 
Telecom, New Zealand Post and Postbank). 

Valuations of these and other state-owned entities during the 
corporatisaiion process confirm that their assets are worth only a 
fraction of the nominal amounts originally invested. Even so, they 
are still substantial. On 17 December 1987, the Government indicated 
that it could reduce the (gross) public debt (of S42 billion on 31 
March 1987) by about one third ($14 billion) through asset sales. 
(Note that this would not reduce net indebtedness.) The Government 
would still own considerable assets, including roads, schools, hospitals, 
land and mineral rights, but, on the other hand, central government 
would also face considerable contingent UabiUties in terms of 
superannuation, accident compensation schemes, earthquake and war 
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damage insurance, Maori land claims and liabiUty for many debts 
incurred under government guarantees or by state-owned enterprises. 

On this basis, central govemment net worth could well be negative, 
although considerable research would be required to substantiate such 
a conclusion. Nevertheless, it is difficult to see that New Zealand 
has much of lasting value, in the way of increased net physical or 
human capital, to show for the vast increase in net indebtedness 
since 1974. 

In 1987/88 dollars, the difference between the 1973/74 net 
indebtedness of 9.6 percent of GDP (Table 2) , and the 60 percent 
estimate above, amounts to $30 bilhon using a 1987/88 GDP forecast 
of $59,200 miUion (Table 2). This represents an increase of $30,(X)0 
per household - roughly three times the annual income tax burden 
f)er household. Of course, these figures do not represent the aggregate 
national dis-saving in respect of govemmcni activities - that is better 
indicated by the substantially increased New Zealand govemment 
debt held by overseas residents. 

In the past, reflecting a variety of restrictive regulations, the capital 
market in New Zealand govemment debt has been severely segmented, 
with overseas residents probably holding all the foreign currency-
denominated New Zealand sovereign debt and resident entities 
holding the vast majority of New Zealand dollar-denominated govem-
ment debt. Under deregulation, the latter side of this segmentation 
is starting to break down, but the growth of foreign currency-
denominated pubhc debt during most of this period is probably still 
a reasonable indicator of the degree to which govemment activities 
in the last fifteen years have refleaed national dis-saving in respect 
of govemment activities. 

The rise in net official overseas debt, between 1973/74 and 1986/ 
87, as a ratio of GDP, of about 29 percent (Table 1) represents 
almost $17,000 per household - still a formidable amoimt. Asset sales 
used to reduce official overseas debt will now be reducing this statistic 
- but probably not the underlying burden. 

The ponion of the increased net indebtedness owed within New 
Zealand represents a transfer of wealth within the country, but not 
over time. Conceivably, a govenmient could repudiate it and/or inflate 
it away, which would impose losses on the holders of the debt, at 
that lime, to the benefit of taxpayers - an intra-generational transfer 
as distinct from an inter-generational transfer. Inter-generational 
transfers arise when one generation depletes the stock of useful assets, 
skills and technologies. Transfers of financial assets between gene-
rations do not gcneraUy come into this category. Conceptually, they 
could be cancelled without altering the productive capacity of the 
economy. 

However, claims by foreigners on residents do represent potential 
futiue resource transfer in favour of the foreigners. In this sense, 
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the $17,000 per household rise in net oflicial overseas debt, calculated 
above, suggests a significant potential inter-generacional transfer, 
panicularly since it seems likely that net private sector overxas 
indebtedness has also been rising, and it seems doubtful that assets 
capable of servicing this debt have been created against it. 

In summary, the following conclusions about New Zealand's 
indebtedness seem reasonable: 

a) public sector net worth has dropped sharply (in real terms) 
during the past decade; 

b) net oflicial external indebtedness has risen markedly; 

c) the rate of increase in net government indebtedness relative 
to GDP has been greatly reduced since 1984/85 (sec Tables 
2 and 3 on the net financial deficit); and 

d) rising debt and much increased nominal interest rates have 
sharply increased net interest payments in relation to fiscal 
revenue and to GDP. 

Chronology of Fiscal Policy Measures of the Lange 
Administration* 

On taking office in July 1984, the Govenuncnt immediately 
commenced work on cutting back government spending by reducing 
industry assistance through the lowering, or aboUshing, of subsidies, 
including tax expenditxues; moves to put government-provided 
services on to a user-pays basis by increasing government charges; 
and eflorts to limit reliance on import licensing protection for domestic 
manufacturing. 

In the November 1984 Budget, considerable emphasis was put 
on the principle of trying to reduce assistance to land-based industries 
at a similar rate to reductions occurring in assistance provided to 
other sectors. The underlying aim was to improve resource allocation 
while reducing the fiscal deficit by moving to more even, and lower 
average, rates of assistance across private seaor activities so that prices 
would more accurately reflect resource costs. A new fringe benefits 
tax was introduced from 1 April 1985. 

A detailed table provided in Annex I of the November 1984 Budget 
indicated that the measures taken on budget night woukl reduce 
the 1984/85 (Table 2) fiscal deficit by $172 million, the 1985/86 
deficit by $1,075 miUion and the 1986/87 deficit by $1,761 miUion 
(aU in 1984/85 prices). These rcduaions were extensive against the 
Budget's forecast 1984/85 deficit of $2761.3 mUhon (out-turn $2,783 
million). However, although the June 1985 Budget confirmed 
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significant progress in reducing the fiscal deficit (to an out-turn of 
$1,871 million), and did extend the praaicc of user pays for govern-
ment services, it also appreciably increased social services spending. 

This theme of giving ground on social spending to gain support 

for tougher decisions in other areas was even more apparent in the 

major taxation and benefit reforms announced in August 1988 when 

the opportunity to use some of the $2,700 million full-year revenue 

from a major new tax (the 10 percent Goods and Services Tax, intro-

duced from 1 October 1986) to reduce the fiscal deficit was lost 

in income tax reductions and benefit increases. The overall effect 

of the reforms introduced in association with this new tax was to 

increase the 1986/87 deficit by $1 billion (with a full-year impact 

of $737 million).* 

On 19 May 1986, the Government released a Statement on Govern­

ment Expenditure Reform which it (probably fairly) claimed resulted 

from "the most detailed and comprehensive vote-by-vote scrutiny 

(of government expenditure) in recent history".'" Characteristically, 

the Government "rejected across-the-board cuts. . . [and] . . .sinking 

Uds on staff numbers . . . | a s j . . . arbitrary and ineffective substitutes 

for the sound and principled fiscal management required by respon-

sible government"." The decisions taken were expected to reduce 

the financing requirements of net government expenditure by around 

$900 miUion in 1986/87, $1200 million in 1987/88 and $1400 miUion 

in 1988/89 - all in 1986 dollars. However, the real resource savings 

would be appreciably less than this, as some of the reduaions merely 

rcflcaed greater direct recourse to fmancial markets by state-owned 

enterprises. 

In the fmal lead-up to the July 1986 Budget, which also introduced 

significant measures to reduce tax avoidance and evasion, further 

savings measures amounting to $800 million for 1986/87, and based 

on the principles underlying the 19 May Statement, were introduced. 

Despite this vigorous action to prune (primarily non-social policy) 

expenditures, the Government found itself obliged to take on $7,200 

million of debt from projects initiated by the previous Government. 

The upshot was a further sharp increase in debt ser\'icing costs and 

an increase in the forecast fiscal deficit for 1986/87. 

On 29 Oaober 1986, the Government aimounced, as a significant 

anti-tax avoidance measure, a major new accrual-based tax for business 

arrangements. 

In the 18 June 1987 Budget, the Government aimounced, and 

subsequently achieved, the first forecast fiscal surplus for thirty-five 

years. However, as the Budget statement freely acknowledged, the 

* The appendix to ihis book provides � detailed chronology of major fncal policy 

measures taken since July 19M. 
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result greatly relied on asset sales and forcing many state-owned en-
terprises to raise a greater proportion of their funding rcquirtmcnis 
directly from the private market. A more meaningful measure of 
the progress made in reducing the deficit was the reduction in the 
GFS-based net fmancial deficit to $1,147 million or 1.9 percent of 
G D P in 1987/88 - down from $2,384 mUlion or 6.9 percent of G D P 
in 1983/84 (see Table 2). 

Even better, conceptually, but hazardous empirically, are the 

inflation and cyclically adjusted deficit measures presented by the 

Government in Table 3. These measures indicate thai a fiscal surplus 

has been achieved in inflation-adjusted terms during the last two 

years. This result arises because double-digit inflation in those years 

means that over $ 1 billion of interest payments on debt can be regarded 

as (real) principal repayments. If inflation drops sharply, this adjustment 

will be much smaller implying, for a time, a larger real underlying deficit 

than that indicated by Table 3. 

Most recently, in March 1988, the Government passed the State 

Sector Act, which could fimdamentally alter incentives amongst public 

sector managers by reducing their tenure and making them more 

accountable to ministers. 

Principles Guiding Fiscal Policy Decision 

To an unusual degree, at least in a New Zealand context, the above 

fiscal policy decisions reflected carefully developed principles. These 

were clearly spelt out on many occasions, but the 1986 Budget 

Economic Oimmentary and the May 1986 Statement on Government 

Expenditure Reform provide useful summaries. For example, the 

Economic Commentary stated that the Government's broad policies 

refleaed the following broad principles: 

� fostering responsible fiscal and monetary management, directed 

towards sustainable low inflation and efllcicnt pubhc sector 

management; 

� improving the responsiveness ol the economy to changing 

market conditions; 

� increasing opportunities for competition. 

In managing its own affairs the Government's responsibilities include: 

� ensuring that its expenditure programmes are effectively 

targeted and efficiently managed; 
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� levying taxes in a manner that is as even-handed as possible 
between dilTercnt activities and different forms of income; 

� financing its expenditures in a manner which is non-inflationary; 

� maintaining a consistent and well-co-ordinated approach to both 

monetary and fiscal policy. 

The key elements of the major reforms in public sector management 

behind the May 1986 measures were listed thus: 

� state-trading enterprises are to be placed on a proper commercial 

basis, being exposed to competition on equal terms with the 

private seaor and required to cam a market rate of return 

for the taxpayer; 

� charges for many services, which arc currently provided free 

or below cost at the taxpayer's expense, should be increased 

to cover the true cost of supply (including the cost of capital); 

� non-commercial departments are to be given incentives for 

better asset management; 

� some overall reductions in funding are to be imposed to 

encourage increased efTicicncy in administration; 

� as part of an on-going programme of scrutiny, some quangos 

arc to be abolished and the future of others reviewed. 

Key principles announced on 12 December 1985 to drive reforms 

of state-owned enterprises stated that: 

� responsibility for non-commercial functions will be separated 

from major trading state-owned enterprises; 

� managers of state-owned enterprises will be given a principal 

objective of running them as successful bus i iKss enterprises; 

� managers will be given responsibility for decisions on the use 

of inputs and on pricing and marketing of their output within 

the performance objectives agreed with Ministers, so that mana-

gers can be held accountable to Ministers and to Parliament 

for their results; 

� the advantages and disadvantages which state-owned enterprises 

have, including unnecessary barriers to competition, will be 
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Tcmovcd so that cx)mmcrcial criteria will provide a fair assess-
ment of managerial performance; 

� individual state-owned enterprises will be reconstituted on a 

case-by-case basis in a form appropriate for their commercial 

purposes under the guidance of B<»rds comprising, generally, 

members appointed from the private sector. 

Some Conuncats on the Principles and the Effectiveness of 

the Measures 

The principles enunciated were unusual in the New Zealand context 

in that they were based on maximising national benefits rather than 

maximising the benefits to public revenue. For example, faced with 

the choice between taking the $7,200 million debt from major loss-

making projects into the Government's own accounts at the taxpayers' 

expense, or of providing sufficiently high tariff and import-licensing 

protection to allow the affected industries to service their debt at 

their customers' expense, earUer governments might well have opted 

for the latter. Also, many governments would have been tempted 

to try to maximise revenue from asset sales by selling enterprises 

with entrenched monopolistic advantages. However, such an approach 

would clearly be welfare-reducing and would be inconsistent with 

the principles set out above. 

Above all, the praaical advantage of proceeding according to clearly 

specified principles is that they provide a comprehensive framework 

which develops a momentum of its own; any one government entity 

can hardly object to them once they have been widely applied to 

others. In contrast, ad hoc approaches carmot command such respect 

from "spending" ministers and departments. In the event, such 

principles were supported by many in the spending departments 

because they saw them as offering the prospect of greater autonomy, 

greater clarity of objectives and better rewards for performance. 

Nevertheless, the serious difficulties involved in trying to effeaivcly 

monitor state-owned enterprises and apply effective sanaions to 

poorly performing chief executives make it likely that the 

commercialisation of these organisations is a second-best alternative 

to privatisation. I n this sense, considerable time has been lost in 

the commercialisation process. New Zealand has undoubtedly lagged 

well behind the international trend towards privadsation. 

However, against the alternative of the status quo, commercial-

isation has undoubtedly been a major success. Although many of 

the changes, as they alTea the Government's overall financing re-

quirement, are mainly window-dressing in the shon term; more 

fundamental indicators point to very considerable potential savings. 

In the first place; the Government has been successful in involving 
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leaders of the business community on the boards of many of these 
organisations. Private sector commercial expertise is also making its 
presence felt at management level. 

The first, most visible, sign of radical change has been widespread 

redundancies in the public sector - except for the social policy areas. 

The major public sector union, the Pubhc Service Association ( P S A ) , 

was reported as claiming that almost 20,000 jobs have disappeared 

(Railways 5,000; Forest Service and Sute Coal 5,000; Ministry of 

Works and Development 3,500; New Zealand Post 2,200; Electricity 

Corporation 1260; Ministry of Agriculture and Fisheries 600; De-

partment of Social Welfare 1100; Customs 330, Labour Department 

188; and "others" at least 500).'^ The accuracy, or true meaningfulness 

of such figures cannot readily be determined from outside the Public 

Seaor, and they must be put in the context of a total central 

government sector work force of over 200,000. 

Within the Public Service itself (that is, excluding state-owned 

corporations) a spokesperson for the Slate Services Commission 

reported that (as of April 1988) no public servant had actually been 

fired but that 9,781 pubhc servants, including wage workers, had 

been "displaced" by the Government's restructuring programme. 

This could be scaled against the 85,738 public servants (including 

wage workers) at 31 March 1984." However, the Commission reported 

that a very substantial portion of these displaced workers had been, 

or would be, redeployed within the public services and others might 

take voluntary severance, early retirement and/or retraining. 

Also importantly, the new chief executives report significant savings 

from stopping unsound planned capital expenditure projects. Simple 

devices like charging departments for office space can lead to radical 

reassessments of the need to use expensive Central business district 

office space for storage purposes. 

In some cases, there can be no doubt that radical changes have 

occurred. For example, it is claimed that "the corporatised forestry 

service cut its workforce from 7,000 to 2,700 without reducing output. 

Before corporatisation, it required a government cash injection of 

about $70 million a year. In its first six months of corporatisation, 

it showed a S24 million surplus."" 

Although it is too early to assess the ful l consequences of the 

reform process, it seems clear that things can never be quite the 

same again for most public servants. I n the first place, their job 

security is now clearly not inviolate. Secondly, much information 

has been produced about how poorly resources have been managed 

within the public sector - the common refrain in the valuation of 

the state-owned enterprises has been that their assets were worth 

significantly less than the amounts spent on them, net of dividends 

and interest. Thirdly, the injecrion of private sector management 

expertise and personnel will bring with it much-needed commercial 
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expertise. Finally, the rcccndy passed State Sector Act puts senior 
public service executives on a contract basis, significantly improving 
incentives for these people to serve their ministers well. 

A broader look indicates that the implementation of the 

Government's fiscal strategy has undoubtedly substantially reduced 

the fiscal deficit since 1983/84, according to all the customary deficit 

measures but, as shown in Tables 4 and 5, the effect of all these 

measures on government expenditure has been mainly to change its 

composition rather than its level in relation to G D P . However 

measured, government expenditure has clearly increased faster than 

G D P , with strong growth in debt servicing and social services 

expenditures outstripping reductions in expenditures on economic 

services from the 1984 Budget and expenditure savings from the 

1986 expenditure reviews. 

In part, the increased expenditiu-e reflects temporary faaors -

such as large state sector redundancy payments and permanent 

structural changes - for example, the requirement that government 

departments pay G S T and the move to account for some beneflts 

as government expenditure rather than as reduced tax revenues. Even 

so, a table supplied in the 1987 Budget and summarised in Table 

5 indicates that government expenditure, broadly defined, has risen 

as a percentage of G D P from 38.4 percent in 1985/86 to 38.8 percent 

in 1987/88, even when all the above factors are explicitly removed. 

Another analysis indicates that government expenditure, adjusted to 

reflect a bcner measure of its tax burden, would rise to 42.7 percent 

of private income in 1987/88, up from 39.6 percent in 1985/86. 

The reductions in the net financial deficit since 1983/84 reflect 

increased tax and other revenues in relation to G D P as indicated 

in Table 6. The projeaed 1987/88 surplus in the overall deficit results 

from the additional element of large asset sales and loan repayments 

by state-owned enterprises. 

In conclusion, the New Zealand experience from July 1984 to 

the present demonstrates the difficulties of trying to contain govern-

ment expenditure when social policy is near-sacrosana, there is a 

large fiscal deficit, a massive stock of debt has accumulated and nomi-

nal interest rates exceed the nominal growth rate. While continued 

asset sales may obscure the underlying reality for a year or two. 

New Zealand still appears to face a precarious fiscal situation involving 

a continuing need to increase taxes in relation to G D P and/or to 

reduce expenditure. In any case, welfare maximisation requires a 

serious scrutiny of the equity and efficiency of current social policy 

expenditures. 

The Speed of the Deficit Reductions 

The on-going battle to contain the public debt spiral by reviewing 
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exp)endimres, improving the tax struaure, raising average tax rates 
and reducing marginal tax rates has raised questions about the speed 
of the deficit-reduction prtKess and the medium-term target for the 
deficit (and for the net public debt). Although the opponents of change 
argue that efforts to reduce the debt have occurred too quickly, others 
have suggested that the continuing deficit, in conjimcdon with a 
disinfiationary monetary policy, has aggravated upwards pressure on 
interest rates and the exchange rate to the great discomfort of the 
traded goods sector. For the latter group, the fiscal deficit needs 
to be sharply and quickly reduced. 

Indeed, the evidence provided in this chapter demonstrates that 

some large sectors, or clients, of the public seaor have received 

considerable additional resources at a lime when tax burdens and 

govenui>ent charges have appreciably increased. This certainly sug-

gests that some of the pressures being experienced by the exposed 

sectors of the economy do reflect fiscal decisions. 

Although pohcies to reduce a fiscal deficit would be generally 

thought, in a conventional Keynesian model, to be contraaionary, 

more sophisticated theoretical models of (rational) expectations 

question the proposition that deficits raise real economic activity in 

a prediaable way, even in the short term. 

I n practice, large, on-going fiscal deficits are usually a sign of 

poor economic management. Also, they raise increasing doubts 

amongst lenders as to repayment probabiUties and amongst financial 

markets as to how the policy dilemmas which lead to large deficits 

will be eventually addressed. Frequently, contrary to the Keynesian 

stabilisation notion, hard-headed measures to reduce the deficit do 

not take effect at a cycUcal peak in activity - instead, they tend to 

be taken when adverse circumstances and opportune political 

circtimstances combine to justify moves to a more sustainable fiscal 

posidon. 

Frequently, large, on-going deficits become associated with 

polidcal instability, inflationary fears and a fhght of capital (and/ 

or a depreciating currency). I n this context, credible pohcies to reduce 

a fiscal deficit in a determined and coherent manner may conceivably 

generate greater investor confidence and higher domestic spending 

than poUdes which fail to address the problem. 

In the New Zealand context. Treasury has suggested,'* presumably 

on pragmatic credibility groimds, that a reduction in the fiscal deficit 

of at least 2 percent a year would be desirable. Past experience in 

New Zealand (notably in 1976/78) suggests that an overly rapid rate 

of deficit reduction may not be sustainable given the amount of effort 

required to develop, market and apply the basic principles necessary 

for effective pubhc sector reform. 

However, the Treasury's indicative minimum undoubtedly 

excluded deficit reductions associated with changed accounting 
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practices, such as having sute-owned enterprises fund themselves 
outside the pubUc accounts. I n this sense, the inflation-adjusted G F S 
net financial balance is probably a better statistic for evaluating the 
speed with which the Government has reduced the deficit. 

On this basis, the infiation-adjusted deficit has dropped from 6.0 

percent of G D P in 1983/84 to a projeaed 0.2 percent surplus for 

1987/88 (see Table 3) - a drop of about 1.5 percent a year. Arguably, 

the achievement is greater than this m that the 1983/84 figure excludes 

interest on the S7.2 billion of major project debt picked up by the 

taxpayer in the 1986 Budget. At a 4 to 5 percent (real) rate of interest, 

this would have increased the inflation-adjusted deficit by about 1 

percent of G D P , or .25 percent a year spread over four years. Hence, 

the achievement would still appear to fall short by 2 percent a year. 

More importantly, as infiation falls, the calculated real interest 

burden on the large stock of existing fixed coupon government stock 

wil l rise rapidly. At a zero rate of infiation in 1987/88, the inflation-

adjusted deficit would be 2.2 percent of G D P . Given (hat real interest 

rates appear to exceed substantially the cuneni real economic growth 

rate, a resumption of growth in real net iiKlebtedness seems likely 

as infiation falls, unless the underlying net fiiumcial deficit can be 

converted into a sustained surplus. 

Other perspcaives on the speed of deficit reduction can possibly 

be based on considerations of the desired end-target for net pubUc 

sector indebtedness. Here, two conceptual approaches may apply. 

The first is the ethical one of whether or not we can, in good conscience, 

force our children to pay for our current consumption. James 

Buchanan recently argued strongly that the founding principles and 

values of a society of free persons requires acceptance of the benefit 

principle - namely that those who benefit from a pohcy should be 

required to finance such benefits." (Borrowing to finance capital 

investments or extraordinary demands such as war emergencies could 

be ethically permissible, however.) The essence of Buchanan's concern 

with public-debt-financed consumption is that it can be used (to 

a much greater degree than can private debt) to impose an external 

cost on others. I n particular, the costs can be shifted onto future 

generations via increasing overseas indebtedness - raising serious 

moral and ethical problems. 

On this basis, the dau above strongly suggest that, as a nation, 

we should be reducing net external indebtedness (in relation to G D P ) 

so that the costs of past policies do not entirely escape the generations 

which benfiied from them. By running a sustained net fmancial fiscal 

surplus, the Government could contribute to the net saving position 

New Zealand would have to achieve in order to nin a current account 

surplus in the balance of payments. 

The second conceptual approach to examining the question of 

an optimal level of net public sector indebtedness would be to adopt 
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the fmancing norms prevalent in the private sector. The Government, 
therefore, could adopt a debt/equity ratio in financing its assets which 
closely rcfleas that which the private sector would use for those 
assets. In general, this implies a higher equity ratio less the extent 
to which the cash fiows from the asset had debt rather than equity 
charaacristics. On this risk-related basis, public seaor assets should 
exceed borrowings associated with those assets - that is, public seaor 
net worth should be positive by an amount which depends on the 
risk charaaeristics of the asset portfolio. This criterion would appear 
to sit comfortably with Buchanan's inter-generational equity 
approach. 

Conclusion 

The fiscal policies and government expenditure reforms pursued by 

the Labour Government refiea vividly the tensions between the 

desire, and the evident need, for a hard-headed approach to subjeaing 

all government expenditures to a rigorous cost-benefit test and the 

difficulties of tackling key political constituents. 

The Government's approach to fiscal pohcy during its third and 

fourth terms of office have refieaed the following key features: 

� An early determination to reduce the fiscal deficit sharply in 

a medium-term context by policies which put considerable 

emphasis on tax reforms to broaden the tax base and to reduce 

expenditure. I n the event, expenditure increases have 

outweighed the expenditure reductions, imposing a considerable 

inaease in the tax burden facing other seaors. 

� A willingness to cut sharply assistance to the agriculture seaor 

(which does not generally support Labour) and much of the 

manufaauring seaor by the application of dearly specified fiscal 

principles. 

� An inability (because of poUtical commitments) to privatise 

state-owned trading enterprises during the 1984-1987 eleaoral 

term. This led the Government to put management resources 

into commercialising these enterprises - again through clearly 

specified fiscal principles. (The outright sale of Petrocorp and 

the 17 December 1987 announcement that one third of the 

public debt was to be retired by 1992 through asset sales indicate 

that this constraint is now less binding.) 

� A marked willingness to radically reform the administrative 

activities of government so as to achieve greater accountability, 

greater clarity of objeaives and funaions and greater flexibiUty 
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in pay-setting procedures. However, much yet needs to be done 
i f the old incentive structures are not to reassen themselves. 

t Great difficulty in coining to grips effectively with the need 

to subject social expenditures (health, education, social welfare 

and housing) to the same rigorous scrutiny as has been applied 

to other government artivities. 

By any standards the GovcmnKnt's fiscal policy achievements 

are remarkable for their medium-term focus, their magnitude and 

the clarity and coherence of the underlying framework. Nevertheless, 

in major areas of expenditure, they yet fall short of what is required, 

and New Zealand still faces major on-going wealth losses from poorly 

conceived public expenditure programmes. Despite the major efforts 

summarised in this chapter to raise taxes and reduce expenditure 

in welfare-enhancing ways, the data indicate that New Zealand still 

faces major public debt problems involving potentially very large 

inter-generatioiuil transfers. 

Notes 

General Note 

The major sutistical documents used when writmg this chapter mcluded the following: 

Annua] Budget Speeches and Annexes, Rconomic Comcnlary and Tahles, 

published as Appendix B6 Parts 1 and Pan I I , mpectively, to the Parliamentary 

Journals for the year in question. 

Particularly important references during the 1987 year from these documents ii¥Jude'. 

� Part I , Annex I : provides comparaiht time leriet Jata on various fiieal ieficii 

measures including innation-adjusted and cycUcally-adjusted deficit measures 

and a useful discussion of the interpretation of these measures. 

� Pan I , Annex 2: explicitly quantifies the effects on net govemmeni cxpenduure 

trends of five major policy changes. 

� Pan I , Annex 3: provides a detailed breakdown of the factors contributing 

to the 22 percent increase in forecast tax revenue for 1987/88 including, for 

the first tinK, much of the underlying information concerning the incoiiK 

distribution and tax parameters driving these forecasts. 

� Pan I I , Economic Commentary: provides useful msights mio the rauoiuUe 

for the Government's economic policies. 
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� Part I I , Tables: provides the source data on government debt and expenditure 
and revenues - on both the traditional "Table 2" partliameniary cash-flow 
appropriation basis and on the more mternationally comparable I M F 
Government Financial Statistics (GFS) basis. 

Eitimalc Commcnlary 1987-88, published as Appendix B.7 |Pt. IA | to the 

Parliamentary Journals for 1987/88. This document provides, in addition to five-

year summaries of expenditure trends by each adminisirativc arm of government, 

for which parliamentary appropriations arc made, a detailed commentary on the 

newly formed state-owned enterprises (SOEs). 

Government Management (Brief to the Incoming Government 1987) Volume I , 

The Treasury - in particular the section on fiscal uends and fiacal policy, pages 

223-238. 

Tracking Down the Deficit. Economic Monitoring Group Report No. 8, prepared 

by David Webber, New Zealand Planning Council (May 1987, pages 1-97). 

Interpreting the Fiscal Deficit, Reserve Bank Bulletin (December 1986, pages 

497-502). 

The Changing Focus on Fiscal Policy, by Graeme Wells, in "Ecoiramic 

Liberalisation in New Zealand" (pages 283-298), edited by Alan Bollard aiul Robert 

Buckle (Allen and Unwin, 1987, 364 pages). 
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Chapter 6 

REFORMING THE PUBLIC 
SECTOR 

Roderick S. Deane* 

T H E I M P O R T A N T P R I N C I P L E S U N D E R L Y I N G T H E eco-

nomic policy framework which has been developed in New Zealand 

over the past several years' include the need to clarify policy objectives; 

to pursue these in an appropriately consistent and broadly based 

manner; to emphasise the medium to longer term perspective rather 

than being imduly preoccupied with shorter term effects; to provide 

clear signals to the private sector; to allow markets to work effectively 

by reducing or remoN-ing unnecessary interventions or controls; and 

to enhance generally the competitiveness and thus the growth potential 

of the economy. Since government expenditure comprises about 40 

percent of G D P , these principles need to apply in an analogous way 

to the public sector. 

The Government scaor has, over time, become an increasingly 

large influence within the economy, encompassing an increasing diver-

sity and complexity of economic activity generally. The traditional 

public service approach to these changing demands created a variety 

of problems, including, in a number of cases, a lack of clear objectives 

and, in panicular, the confusion which arose from the mixture of 

commercial, social, regulatory and pmlicy advisory functions borne 

by many government agencies. Moreover, even within clearly com-

mercial spheres, there was often a lack of competitively neutral con-

ditions with respect to government organisations which, for example, 

often enjoyed freedom from taxation and dividend requirements, and 

invariably operated within a regulatory environment which conferred 

a range of preferential or monopoly rights. 

On the other hand, these organisations also suffered from a number 

of ccHistraints associated with government ownership and management 

�Given the nature of my various positions over recent years — current Chief Executive 

of the Electricity Corporatioo of New Zealand Limited; formerly Chairman of the 

Slate Services Commission, during the period when much of the public sector 

restructuring described here took place; and previously Deputy Governor of the 

Reserve Bank of New Zealand, during the penod when the financial and foreign 

exchange markets were deregulated — it will be self-evident that the views in this 

chapter are my own. 
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which distinguished them from their private sector counterparts. 

(Uniform conditions of employment, based on an occupational class 

approach to wage setting, is an interesting example of this sittuition.) 

The centralised management in the personnel and financial areas, 

administered by the State Services Commission and the Treasury 

respeaively, aggravated the difficulties. 

The lack of dear objectives was associated too frequently with 

a lack of adequate accountability, resulting from the dispersion of 

rcsponsibihty across the central c»ntrol ageiKies, departmental head 

offices and on-site managers. The problem of defining accountability 

in a satisfaaory maimer within the public seaor extended also to 

the relationship between a department's Minister, its head and other 

senior public servants. 

Over time in many government departments, administrative prob-

lems emerged in the form of excessive layers of management and 

undue volumes of adminstrative paperwork. I n part, these pressures 

were induced by the denumds of the control agencies and the detailed 

oversight they maintained of even relatively minor matters. 

Insufficient attention was given to the potential benefits of de-

centralised decision-making and flatter management structures. 

Extensive centralised rules and regulatioiu resulted in too many rigi-

dities and inflexibilities within the pubhc sector. 

This accumulation of problems gave rise to difficulties in con-

trolling and monitoring government expenditure and in assessing the 

value of various fimctions, as well as a slowness to adapt to change 

and an inability at times to cope with diversity. In other words, 

the problems within the pubhc sector reflected in principle many 

of those which had been identified with respect to the economy 

generally at the time a new approach to economic management was 

being develo|xd. These problems included also those of a more fun-

damental character than administrative and compliance costs, such 

as poor investment decisions, uncompetitive and non-commercial 

pricing, resource misallocation associated with inadequate regulatory 

regimes, and the crowding out of more efficient private sector activity. 

Public sector reform^ thus inevitably became an important component 

m the general programme of ecoiramic policy reform. 

Revisiting Some Basic Principles 

The essential principles underlying the new approach to public sector 

management included the following elements: 

� determination of an appropriate overall framework of 

relationships, especially those between the Government and 

state-owned enterprises, and between ministers and head of 

government departments; 
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� clarification of objectives, especially between commercial and 
non-commercial funaions; 

� enhancement of the adaptability and responsiveness of the 

public seaor to change; 

� decentralisation of controls, wider delegations and a wish to 

encourage managers to manage; 

� improved accountability mechanisms and a review of the appro-

priate mix of incentives and sanctions for pubhc seaor maiu-

gen; 

These considerations implied a sliift in emphasis from input controls 

to output assessment within the public seaor, and an accompanying 

need to review the associated organisaticmal issues. 

One of the most publicised aspeas of this new approach to public 

seaor management was the acation of nine new sute-owned enter-

prises ( S O E S ) in April 1987, and the clarification through the State 

Owned Enterprise A a 1986 of the principles imderlying the operation 

of both the new and existing SOEs . These principles included the 

need for SOEs to concentrate upon their commercial objeaives; to 

be run as successful businesses; to be as transparent as possible in 

their operations by providing full and ongoing information about 

their activities in a normal commercial manner; to function within 

competitively neutral environments free of both regulatory favours 

and inhibitions; to be appropriately monitored to ensure adequate 

accountability; and, in some cases, to be privatised to ensure the 

attention of a maximum degree of efTiciency. 

The Conceptual Framework 

I n reviewing this process, it may be usefiil to reflea on the conceptual 

framework which underpins change of this kind, not only to assist 

in the examination of the potential success of the S O E corporatisation 

model but also to help draw any lessons for ways in which this might 

be enhanced. The applicabihty of these ideas to the core Public Service 

departments also warrants consideration. In sketching the framework, 

it is appropriate to seek some comparison with the private seaor 

model, and the relevance of economic analysis to both the S O E frame-

work and pubhc seaor reform more generally. 

Recent economic analysis has placed considerable emphasis upon 

a number of interrelated concepts which warrant an attempt to sim-

plify and summarise. These relate especially to the importance of 

transaaions and agency costs, and the role of propeny rights. 

The first strand of thought is that economic aaivity is primarily 
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about transaaions between different parties; sellers and buyers; firms 

and customers; lenders and borrowers; individuals and organisations; 

and owners and managers. At the hean of these interrelationships 

is the need for information, to facilitate decisions about the transactions 

which various parties within the economy undertake. The role of 

the market system is typically to help aggregate and synthcsise in-

formation and to provide a means of determining these information 

and transaction costs. Within the marketplace, competition provides 

a set of incentives to promote good performance and a number of 

sanctions to penalise inadequate performance by individuals, as well 

as to assist in the process of discovering what consumers want and 

what competitors are doing. 

The second strand of this analytical framework is the issue of 

the agency costs incurred by firms which face the problem that the 

interests of their owners may diverge from those of their managers 

and other employees. I n essence, the company manager acts as an 

agent for the shareholder, and the ovraer has to induce the manager 

to act in the owner's interest. In doing so, certain agency costs are 

thus incurred. 

The third strand of thinking relates to property rights which serve 

the purposes of ensuring that the people who arc most affected by 

economic decisions are also those who are most efficient at seeking 

out the information they need and of establishing a set of constraints 

upon individual actions. Well-defined property rights typically csta-

bhsh the nature of the right of the owner to decide how to use 

the resource itself and the income from that resource. They also 

determine the right of the owner to transfer the resource. The 

usefulness of private property rights in promoting efficient resource 

use is, of course, influenced by transaction costs. Property rights 

essentially create incentives to seek out information on the efficient 

use of resources. 

Within private sector corporations, a number of important in-

fiucnces over agency costs help the owner control the management 

of a firm. These influences include the existence of the stockmarket; 

the role of skilled investment analysts; the takeover mechanism; the 

market for managerial services; the role of the btjard of directors 

who act under delegated authority for shareholders; the monitoring 

of company performance by major lenders; comp>etition within the 

markets for the company's prtxlucts and services; and, ultimately, 

the threat of insolvency. These mechanisms are of a mutually re-

inforcing nature, and information tends to be exchanged by the various 

participants within this prtxxss. 

The SOE Model 

Relating these concepts to state enterprises brings to attention this 
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problem: public ownership leaves a substantial area of economic 

activiiy free from the system of private property rights and may 

thus impair the mechanisms described above. Within the public seaor, 

SOEs account for around 12 percent of gross domestic product. The 

need for SOEs to be efficient is thus hardly a matter for debate. 

The real issue is about how the task should be most appropriately 

addressed. 
For example, when firms are owned by the sute, ownership rights 

are not transferable within the marketplace, and the nature of the 
owiKrs who are entitled to the income from the assets is more dispersed 
and less clearly defined because of the generality of the nature of 
government. The problem with this is that it may reduce the incentives 
of the owners (the Government) to monitor management performance 
and toeiuure that the resources are being used effectively. The absence 
of the sharemarket mechanism and the threat of takeover, and probably 
also the moderation of the threat of insolvency, may make it more 
difficult to obtain information about the firm's activities and inhibit 
its ability to resolve problems quickly and efficiently. In other words, 
because both the owners and the managers of a state-owned enterprise 
may face less rewarding or less specific incentives and less demanding 
sanctions than their private sector counterparts, economic 
performance of SOEs may be impaired. In addition, because of the 
nature of the political process, the possibility of using sute owner-
ship to confer benefits on particular interest groups is probably en-
hanced in the case of the SOE model. 

In summary, the lack of ability to transfer property rights under 
sute ownership and the absence of direct or exclusive rights by in-
dividuals to any income accruing from the improved use of the public 
assets reduce the incentive to control agency contracts and agency 
costs, may well reduce the incentives for satisfactory economic per-
formance by SOEs, and increase the prospect of political interference 
in the process. 

Alternative ways of addressing these problems are possible, but 
typically they suffer from comparison with analogous private sector 
arrangements. For example, monitoring of SOEs could be undertaken 
by the Treasury or some other government agency, including the 
use of private seaor contraaual parties with expertise in this area, 
but at the end of the day the parties involved are unlikely to have 
as much incentive or as many pressures upon them to perform the 
monitoring role as satisfaaorily as would the sharemarket and the 
takeover mechanisms. 

In a similar way, in order to ensure that the idtimate threat of 
bankruptcy exists, the Government may state clearly that no gtiaran-
tees are provided to SOEs and nor would they be entitled to any 
other favourable treatment such as subsidies. On the other hand, 
the mere faa of Government ownership may reassure lenders and 
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oiher parties involved with SOEs; reassurance which might not be 

warranted by the economic performance of those SOEs. 
As far as the directors and management of SOEs arc concerned, 

the risk of pohtical interference may not only inhibit their potential 
quality but may also reduce their accountability if normal corporate 
decisions arc overridden in any significant way by political inter-
ference. 

These problems make it even more imperative than usual for SOEs 
to operate within competitively neutral market situations. While the 
present government has endeavoured to reduce to the minimum the 
subsidies which arc granted to SOEs, and has either deregulated 
or indicated an intention to deregulate the operating environments 
for SOEs by removing any regulatory privileges, the possibility of 
these re-emerging through interest group pressure on politicians at 
some stage in the future should not be unduly discounted. There 
must be some presumption that these pressures are likely to be 
generally less efTectivc with respect to private sector companies than 
they are in the SOE area. 

In the legislatively required statements of corporate intent, SOEs 
have nominated a number of financial and non-financial performance 
indicators against which their performance can be monitored and 
accountability assessed. For example, the required rate of return target 
with respect to investment projects is a useful surrogate mechanism 
to check on efficient resource use, but while this is analytically readily 
understandable, there are several technical and practical difficulties 
associated with the measure and its use. 

Problems of this sort, as well as complications in establishing 
appropriate lines of authority and communications between ministers 
and boards of SOEs, arc well illustrated by the ongoing differences 
of view which prevailed during 1987/88 with respect to asset valu-
ations for several state enterprises. Indeed, the problems in the asset 
valuation process, which is something of an artificial one in any event, 
are appropriate reminders of the difficulties of establishing proxy 
mechanisms to reproduce the normal role of the marketplace and 
the private sector negotiating process. 

Competitive Neutrality 

To some extent, these agency and monitoring problems can be moder-
ated for SOEs by ensuring thai they are not given any regulatory 
protection and that they are not subject to any other particular pre-
ferential or subsidy arrangements. Equally, they should not be 
burdened with any disadvantages which are not shared by their private 
sector counterparts. 

Considerable progress has been made by the Government to 
deregulate the market environment for a number of state enterprises, 
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by requiring them to pay tax and dividends on a normal commercial 

basis, by ensuring that they have to fund their own balance sheets 

on regular commercial terms, by making the absence of a government 

guarantee explicit and, in some cases, by moving to the sale of shares 

or equity bonds in the organisations. It is only by moving as close 

as possible to such a neutral environment that commercial criteria 

of the normal kind can be used to assess, in a meaningful fashion, 

SOE performance. This process also ensures that competition for 

SOEs' products or services will pronde both incentives and constraints 

on their performance. 
While this line of reasoning is reasonably clear-cut for organisations 

such as the Forestry Corporation or Post Bank, which operate in 
intensely competitive marketplaces where other well-estabUshed 
competitors exist, it has often been argued that the case for state 
control and ownership is greater in those sitiuitions where imponant 
monopoly elements are perceived to exist, such as with Telecom and 
the Electricity Corporation. 

However, economists' views on the nature of competition and 
monopoly have undergone considerable modifications over recent 
years. Whereas monopolistic behaviour was formerly regarded as a 
problem in markets where there appeared to be only one or very 
few producers, and these were seen to have the ability lo restrict 
output and/or increase prices in order to enhance "monopoly profits", 
economists now tend to take a rather broader and more dynamic 
view of what constitutes competition. 

The forms of competition arc seen to be diverse, numerous and 
generally pervasive with contestability and competition being judged 
against a much broader perspective than simply the nature of a 
particular market or the presence of a particular single firm. Monopoly 
problems arc essentially ones of scale and degree. 

In New Zealand, the Electricity Corporation (Electricorp) has often 
been quoted as an example of a natural monopoly. However, there 
was nothing "natural" about the legislative protection it had in its 
earlier guises against competition from other power generators or 
the legislative monopolies existing as a result of the geographic 
boundaries constraining competition between electricity supply 
authorities. These "monopolies" were essentially artificial in 
charaacr. 

Qoser analysis of the activities of Electricorp makes it clear that 
other parties could readily get into the power station business; the 
recent deregulation has indeed indicated there is considerable interest 
in doing so. Consequently, there should be no constraint on other 
parties marketing elearicity, providing they can utilise the National 
Grid. 

To continue with this illustration: when the process of deregulation 
of the electricity industry is complete, both the production and 
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auu'keiing ends will become fully contestable and the only natural 

monopoly to remain will be the National Grid. This is why Elcctricorp 

has placed considerable attention upon the need for transparency 

with respect to the Grid's operation, and has provided explicit 

assurances with respca to access rights for other parties on the same 

basis as the Corporation itself. 
Setting up the Grid as a separate company, with outside direaors 

and full transparency, should be a more saiisfaaory alternative than 
regulatory or rate-of-retum controls as a means of constraining any 
potential monopoly power. This is, in effect, a voluntary form of 
the common carrier provision which is utilised in a number of overseas 
countries with respect to similar monopoly networks. 

As far as the Production and Marketing Divisions are concerned, 
not only will there be internal competition within these groups, and 
between them and other groups such as PowerDesignBuild (the design 
and construction arm of Electricorp), but it also needs to be borne 
in mind that the relevant market perspective is that of the total energy 
market rather than simply the market for electricity. The intrusion 
of gas and other forms of energy into the market share of electricity 
over recent years confirms this. The alternative of price or rate of 
return regulation as a means of controlling a monopoly is a complex 
one given the major problems faced by regulators in obtaining the 
information they require to exercise appropriate judgements about 
either price or rate of return setting. 

Historical exp)erience in New Zealand with such controls suggcts 
that bureaucrats are not good at making these types of judgement 
and do not have the appropriate mix of incentives and sanctions 
to ensure that they make decisions which are necessarily more 
satisfaaory than those made by the relevant company itself. This, 
in turn, suggests that the emphasis should be on providing fully 
contestable market environments and appropriate private sector 
monitoring arrangements, such as via the sharemarket or the 
mechanism of the potential takeover, to check the performance of 
the enterprise. 

It needs to be remembered that state control of itself does not 
prevent an organisation from having the abihty to exerdse monopoly 
power; it may even open the way for SOEs to be used to further 
pohtical ends rather than improve economic efTiciency. Actual or 
perceived monopoly power should thus be constrained not simply 
by state ownership, which carries with it all the other problems already 
discussed, but rather by making the operating environment of the 
SOE organisations as contestable as possible. By taking a broader 
view of the processes of competition, it can be seen that the problem 
of "monopolies" is not nearly as pervasive as has sometimes been 
thought, providing there is a willingness to pursue deregulation in 
a vigorous and innovative way. Too many so-c^led monopolies have. 
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in faa, been of an anificial charaacr, buttressed by state ownership 

itself, legislative protection, trade barriers and other anificial 

impediments to competition. The key issue is the identification and 

removal of these impediments. This is not to deny that there may 

be a residual role for some form of competition authority (of which 

the Commerce Commission is the present example) to ensure efficient 

pricing. The trick, of course, is to ensure that such an authority 

does more good than harm. 

Privatisation' 

This line of analysis suggests that there are three principal stages 
to the commercialisation of state sector business-type activities. The 
first involves the conversion of the traditional commercial type govern-
ment department to a corporation format, while the final stage involves 
the privatisation of the corporation. Associated with each of these 
changes is, of course, the need for adapting the regulatory environment 
within which the enterprise operates to one which is as competitively 
neutral as possible. 

Various reasons have been adduced for privatisation, including 
improvements in efficiency, assistance with debt reduction, en-
couraging a spread of share ownership in the economy and moderating 
the influence of government generally within the economy. 

At first sight, it tnay appear that a significant gain from privatisation 
is the revenue accruing to the Government from the sale of the assets 
of the SOE. However, further reflection demonstrates that this gain 
is illusory. I f the sale value of the firm to be privatised is equal 
to the present value of its expected pubUc ownership profit stream, 
then the public sector has not altered its net worth through the 
privatisation process. In other words, the real economic gains are 
confined to productive efficiency improvements and do not relate 
to the balance sheet effects accruing from the sale of assets (thus 
substituting private sector liabihties and assets for public ones). The 
gains do not accrue simply from the act of transferring ownership 
from the public to the private sectors, but rather from any improve-
ment to the way in which the assets arc used, that is, through efficiency 
gains, generated by exposing the organisation to the normal disciplines 
(incentives and constraints) of the marketplace. 

The essence of the efficiency gains is that customers should benefit 
from more favourable prices, as well as from wider choices and better 
service. Privately owned organisations are likely to be more responsive 
than their state sector counterparts to changing market conditions 
and varying customer demands, and to be more iimovative when 
introducing new produas and generally adapting to change. The 
problem of̂  agency costs referred to earlier is likely to be less severe 
in privately owned organisations than in SOEs because of the existence 
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of improved incentives and stronger sanctions. Sharemarkei Usting, 

private sector monitoring, full exposure to private sector product 

and capital markets, takeover possibiUties and other similar consi-

derations underpin this line of reasoning. 
In New Zealand, considerable progress has been made in recent 

tiroes with respect to the first two stages of improving the efficiency 
of state seaor commercial undertakings. Many of the state seaor's 
commercial activities which were formerly nm as government de-
partments have now been placed on a more comtnercial corporate 
footing, and the market environments within which they operate have 
been made competitively more neutral. The necessary third stage 
in this process, that of selling shares m these companies to the private 
sector to ensure that the ultimate efficiency gains are indeed realised, 
has been commenced and is likely to become the major thrust of 
policy over the next year or two. 

In ec-onomic terms, this process should facilitate a more satisfaaory 
means of determining information and transaction costs, reducing 
agency costs and ensuring that the private sector system of property 
rights does its job in promoting the efficient use of the country's 
resources. 

The SOE reforms should be seen as a consistent and integrated 
package of changes involving commerciahsation, corporatisadon, 
deregulation and privatisation. The ultimate effectiveness of the 
package depends on its completeness, and in this area the major 
part of the reform yet to come is that of privatisation. The efficiency 
and profitability gains made by a range of the new SOEs demonstrate 
the potential contribution of the process to enhancing economic 
growth for the community generally. 

Local Authority Reform 

The progress made on SOE reforms illustrates the way in which 
they could also be applied to substantial elements of local government, 
including such trading organisations as harbour boards and electric 
power boards. 

For example, given that electricity supply authorities arc essentially 
normal commercial undertakings and so should be required to operate 
as successful businesses in much the same manner as state-owned 
enterprises, a package of reforms could be envisaged which would 
enhance their efficiency and effecdveness. This package would need 
to include the same elements as those outlined for SOEs: converting 
the local authority to a normal commercial corporate body; dere-
gulating its operational environment by, for example, removing area 
franchises; privatising its ownership, for example, through the sale 
of shares or the giving of shares to local ratepayers or some other 
appropriate community group; structuring the balance sheets in a 
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normal commercial way with appropriate debt equity ratios; raising 

new capital via share issues to the private sector; and making the 

new companies subject to an appropriate regulatory regime with res-

pect to access to their distribution lines (such as by way of the normal 

Commerce Commission provisions or perhaps some special regulatory 

provision). 
The application of similar principles to local authorities seen to 

have social as well as economic functions, or to those which are 
funded in some central maimer, such as hospital boards and area 
health boards, is also possible; indeed, proposals of this sort were 
made by the Hospital and Related Services Taskforce in their report 
on New Zealand's hospital system (the Gibbs Report).* 

This report criticised hospital management for practices similar 
to those of other public sector organisations, including "triumvirate 
or consensus management", misuse of staff resources, lack of manage-
ment information, lack of cost consciousness and lack of productivity 
monitoring. It also contrasted public sector productivity with the 
coiuiderably bencr private seaor produaivity and argued that, over-
all, output gains of 30 to 50 percent for the same outlays could be 
achieved by changing management systems and practices. 

The Public Service 

The general direction of reform for the commercial arms of central 
and some areas of local government has now become clear, and al-
though much remains to be done, the basic principles have been 
well established. Within the remaining Public Service, some further 
organisations warrant conversion to SOE status, and this is likely 
to occur over the next year or two. 

Once a full separation of conunercial funaions from the "core" 
Public Service has been achieved, the principal functicms of the Public 
Service will be those of the more traditional kind: the provision of 
policy advice, oversight of regulatory functions, maintenance of law 
and order and provision or support of a range of social services. 
Some of these activities, such as the protection of borders, relations 
with other countries, the legal system and a wide range of policy 
advisory services, can fairly be described as fundamental to the process 
of government. In addition, there are aaivities which support the 
machinery of government and which defme the relationships between 
organisations and individuals in terms of some view of the "collective 
good". These activities include tax administration, pollution controls 
and those relating to judicial system. 

On the other hand, there are a wide range of services provided 
substantially by government, either directly or indirectly through 
funding or subsidies, where delivery is not necessarily the prerogative 
of government. Social services fall clearly within this category; the 
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health, welfare and education markets are clearly contestable by the 

private seaor, and have been so for many years. 
While it could not be claimed that any single "model" of the 

machinery of government reflects the ideal which should apply to 
all forms of government activity, there are nonetheless a number 
of underlying analytical principles which can be drawn from the earlier 
analysis and which have considerable apphcability to the core Public 
Service, however deflned. For instance, there is now a considerable 
body of evidence to suggest iliai economic eflicicncy gains accrue 
with a progressive reduction of government involvement in the many 
areas of economic activity that can more efficiently be run by the 
private sector; that government agencies are typically too numerous 
and large in size; that there should be separate sources of advice 
to ministers where conflicts of value may arise; and that a "seaor-
neutral" system is typically more desirable than the "sector-discri-
minatory" system where bureaucrats endeavour to assess the gains 
and losses from various forms of subsidies and incentives for dificrent 
types of activity. 

Any model which accommodates these principles should be 
concerned with achieving the maximum dariflcation of objectives, 
improving the consistency of policy advice and implementation, in-
creasing the transparency of govcnunent interventions in terms of 
both their costs and benefits and achieving cost efficiencies at an 
operational level. 

In each of the areas of concern, whether it be setting objectives, 
ensuring accountabihty, or determining such organisational matters 
as pay scales, top appointment procedures or the role of control 
agencies, it needs to be remembered that there is a wide range of 
government aaivities, from those which are clearly the prerogative 
of government through those which arc contestable by the private 
sector to those which are clearly most successfully run on private 
seaor lines and should be the prerogative of the marketplace. As 
far as the core Public Service is concerned, the important issues 
relate to the definition of those activities which are legitimately and 
most efficiently performed by central government, and how these 
should be most appropriately organised to ensure the community 
gets value for money. 

The concept of a public service comprising a wide range of govern-
ment departments carrying out an increasingly diverse and complex 
array of economic activities is one which has been severely questioned 
as the costs of this process have become clearer in recent years. The 
monitoring functions exercised over the Public Service by a small 
group of control agencies represented a mechanism which could act 
as a substitute for the normal private sector monitoring arrangements 
and reflected the wish to preserve a unified public service with 
essentially uniform conditions of employment. This approach resulted 
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in a high level of stability for the Public Service, a substantial measure 

of political neutrality and the avoidance of both patronage and vic-

timisation with respea to individual public servants. High levels of 

integrity and honesty within the Service were matched by extensive 

protection mechanisms and security of tenure. 
The unified and uniform Service was based on important 

authorities enjoyed in particular by the Treasury and the State Services 
Commission, and these had their practical expression in the form 
of highly centralised and detailed input control mechanisms as en-
capsulated in the Treasury Instructions and the Public Service Manual. 
Tight controls were exercised over of the components and total de-
partmental expenditure, as well as with respect to staff members 
and personnel pohcics. 

It is not surprising that a variety of serious problems emerged 
with this traditional approach to the Public Service. Confusion of 
objectives, lack of accountability, inadequate adaptability to change, 
over-centralised control mechanisms, multi-layered management 
structures, excessive paperwork burdens, dispersion of responsibility, 
widespread internal protective mechanisms and, ultimately, an 
inability to exert appropriate control over government expenditure 
to charaaerisc large parts of the public seaor. 

Deregulating the Public Service 

The response to these problems, apart from segregating the com-
mercial functions under the umbrella of the SOE process, has been 
to decentralise the control mechanisms by much increased delegations 
from the control agencies (for example, 95 jxrcent of the 2,000 
individual instructions in the Public Service Manual were delegated 
to departments during 1986); to review the public sector wage de-
termination process, initially by way of amendment to the State 
Services Conditions of Employment Act 1977 and more recendy by 
the State Sector Act 1988; and to carry out a fundamental reappraisal 
of relationships within the Public Service that is, among ministers, 
heads of departments, control agencies and employers and employees 
and of the mechanisms for enhancing the adaptabihty of the Service. 
This review took the form of the State Services Act 1988, which 
replaced the State Services A a 1962, the Sute Services Conditions 
of Employment Act 1977 and the Health Services Personnel Act 
1982; it also had a bearing on the Higher Salaries C>ommission A a 
1977. 

The major changes introduced by the new A a ' relate to appoint-
ment procedures for heads of government departments, abolition of 
the appeal system, creation of a senior executive service, a shift in 
industrial relations arrangements towards those of the private seaor, 
provision for negotiation of awards and agreements in a manner 
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generally similar to that prevailing in the private seaor, consequent 

abolition of the issuing of determinations, a reduced role for the 

Higher Salaries Commission and a revised role for the State Services 

Commission. 

Top Appointments 

Although important interrelationships exist among the roles of 
ParUamcnt, the Government, the Cabinet and Caucus, the present 
accountability mechanisms suggest that ministers are primarily 
responsible for policy matters while heads of government departments 
arc responsible for administering their departments. Heads also have 
a role in advising on pohcy issues and in implementing policy decisions. 
Since the relationship between a minister and a head provides the 
principal link between the political and non-polidcal arms of the 
executive, there is a need to clarify this relationship and the ac-
coimtabUity mechanism it implies. 

Under the old 1962 State Sector Act (Sccdon 29), an augmented 
Commission (the chairperson, a Commissioner and three other per-
manent heads chosen from a panel of twelve) were able to appoint 
all heads of departments and other senior managers at deputy level 
and some assistant head levels. The paiKl had the power to consult 
whomever it wished; ministers had no formal role in these proceedings. 
This arrangement contrasted with that recommended by the Royal 
Commission which preceded the passing of the 1962 Act. The Com-
mission had recommended that the State Services Commission would 
make recommendations with respect to the appointment of heads, 
but that the Prime Minister would have power to reject the nomination 
and make a personal appointment. It was envisaged that the Com-
mission's recommendation would normally be accepted and, if over-
ridden, this would be made public. Tlie Royal Commission's recom-
mendation acknowledged the ultimate responsibility of the 
departments' ministers and the Government but, in the event, the 
Government of the day decided to leave maners to the State Services 
Commission. 

Under the 1988 Act, the previous implicit principal/agent rela-
tionship between ministers and heads of their departments is exphcitly 
provided for in that ministerial decisions on the appoiiument, remu-
neration and removal of heads (now called Chief Executives) will 
be exercised by either the Governor General in Council (in effect 
the Cabinet) or, in some cases, the Prime Minister and the Minister 
of Sute Services. 

Chief Execudves will be appointed on the recommendation of 
the State Services Commission although, if a recommended person 
is not accepuble to the Cabinet, it may make its own choice, with 
this fact then needing to be made public. Chief Executives will be 
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appointed on individual contraas; whoever is appointed will need 

to mcci the legislative provision that the chief executive can discharge 

the specific responsibilities placed on the position and achieve the 

various objeaives applying to the department in question. 
Chief executives will be responsible to the appropriate minister 

for the carrying out of the funaions and duties of the department, 
tendering of advice to ministers, the general condua of departments 
and the efficient, effeaive and economical management of (he activities 
of the department. The Higher Salaries Commission is no longer 
involved in the process of setting remuneration for Chief Executives. 
The State Services Commission will be responsible for reviewing 
the Chief Executives' discharge of their functions, and their per-
formance, relative to their objectives. This process should thus be 
considerably more expUcit than it has been in the past. 

While some concern has been expressed about the possibihty of 
"political" appointments being made under this new system, it could 
be argued that it strikes a reasonable balance between the need for 
professional seleaion procedures (the involvement of the State 
Services Commission) and an appropriate representation of the 
principal/agent relationship which is implicit in the minister/chief 
executive relationship. Appointment solely by a third party, as it 
was under the 1962 A a , raises serious concerns about accountability 
and responsibility in terms of these relationships. It is worth bearing 
in mind that the new arrangement is still a relatively constrained 
one when compared with a number of other coimtries such as the 
United Kingdom, Canada and Australia whether either the Prime 
Minister or the Cabinet has unencumbered decision-making powers 
with resp)ea to departmental heads. At least in the New Zealand 
environment, the State Services Commission has an explicit role in 
recommending appointments, and if a recommendation is overriden 
then the Government must indicate this publicly. 

Industrial Relations Arraagemeats 

The original intention in designing the new State Services A a 1988 

was to apply to the state seaor most of the provisions of the Labour 

Relations A a 1987, which governs industrial relanons in the private 

sector. This intention implied, for example, that minimum conditions 

of employment rather than determinations would be set out in 

industrial agreements; that the terms of those agreements could only 

be changed by agreement bawecn the negotiating parties; that there 

would be no automatic right for state unions to take claims to 

arbitration; that, as in the private seaor, arbitration would only be 

possible if both parties agreed to this (but with special arrangements 

continuing to apply in the case of the Police and the Armed Forces); 

and that the arrangements for changes to be made to union covenp 
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and the limitations on the minimum size of imions which already 

apply to the private sector (a minimum of 1,000 members) would 

also apply to the state. 
A major special provision which has been retained in the state 

sector is the "good employer" requirement. This provides explicidy 
for recognition of the needs of Maori people in the Public Service, 
acknowledgement of other cultural, ethnic and minority group 
interests and recognition of the employment requirements of women 
and people with disabilities. All departments arc required to have 
an equal employment opportunities programme and to repon regu-
larly on progress under this. 

Although the original draft of the Act included a sutement setting 
out the objectives to be followed in determining pay and conditions 
of employment within the Public Service, these criteria were removed 
before the Act was finalised. Moreover, the final Art provides for 
awards as well as agreements to be negotiated for state emptoyees, 
and an option under which a state union and the state employer 
concerned may agree to forego their rights to strike or lockout in 
relation to disputes of interest and agree instead that matters re-
maining in dispute should be resolved by "final offer" arbitration. 
The Art provided for a carryover of all existing terms and conditions 
of employment, other than where a specific exception was provided 
for, as in the case of the abolition of the appeal system. As far as 
appointments are concerned, there is a requirement in the Art for 
preference to be given to the person who is best suited to the position. 
Appointments under this arrangement, and transfers, can now only 
be challenged on the basis of the same common law rights as prevail 
in the private sector. 

As for the health service, including area health boards and hospital 
boards, the provisions of the Act virtually repeat those which apply 
to the Public Service but with the necessary changes to reflert the 
role of the board concerned, and the Minister of Health. 

The role of the State Services Commission is substantially altered 
in the sense that chief executives will become the emptying authorities 
for their departments whereas previously the Commission was the 
employer for the whole of the Public Service. However, the 
Commission will continue to be the negotiating agent for conditions 
of employment in the Public Service, with a requirement to consult 
with the Chief Executives of departments. 

The Cx>mmission will have an important role in recommending 
appointments of chief executives; overseeing the new senior executive 
service, which is designed to provide and maintain a group of up 
to 500 senior employees with the abihty and training to manage public 
service departments at a senior level; offering policy advice to the 
Government on pubhc sertor issues; monitoring the artivities of de-
partments; and promoting new initiatives in such areas as equal 



132 Chapter Six 

employment opportunities, the deployment of surplus staff, occu-

padonid health and welfare, grievance handling, and personnel policies 

generally. Along with this administradve oversight, the roost im-

portant firocdons for the Commission will probably concern top level 

appointments, policy advice on PubUc Service issues, and as an "agent 

f<w change" in terms of assisdng the Government to achieve any 

changes it seeks with respect to government departments. 
The new Act has sensibly clarified the relationship between a 

minister and the head of a department, and has, in effect, provided 
the minister with a professional body able to advise on the ap|x>intmeni 
of Chief Executives. It has also, in the form of the Slate Services 
Conunission, provided a means of reviewing chief execudves' per-
formance. These provisions acknowledge the usefulness of a third 
party in assisting ministers to roonitor departments not subject to 
normal private sector performance assessment mechanisros. There 
remaim a curious dichotomy between the departmental head and 
that person's ability to control departmental expenditure in the sense 
that the Sute Services Commission is the compulsory negotiadng 
agent on conditions of employroent. The real quesdon is whether 
the statutory requirement for the Commission to consult with the 
chief executive will provide the latter with sufficient fiexibility and 
control to ensure full accountabiUty for his or her management of 
the department, or whether something of the old dispersion of re-
sponsibility among the ministers, the control agencies and the dc-
pcrtmental head will prevail. Although the new A a represents a 
substandal amount of effeaive delegadon to departmental heads, cer-
tain doubts presumably linger about the ability of chief execudves 
to manage their own industrial relations independent of the Govern-
ment (in the form of its represcntadve, the State Services Com-
mission). 

As far as wage fixing is concerned, the new A a should fadhtate 
a more fiexible and adaptable system within the Public Service. Just 
prior to the intrtxlucdon of the Bill , the Government reached agree-
ment with the Public Service Associadon to introduce what vrill 
amount to the old coUeaive occupadonal class agreements which 
applied across the board in the Pubhc Service. 

Moreover, the removal of specific criteria for daermining wages 
and the application of private seaor institudooal arrangements to 
the Pubhc Service should help ease the previous excessive concen-
iradon upon reladvity comparisons and provide, ultimately, for setde-
ments better suited to the fwrdcular needs of individual departments. 
As time goes by, flexibiUty should also be enhanced by the removal 
of the constraints imposed by the Higher Salaries Commission, much 
of the old centraUsed co-ordination arrangements within the pubhc 
seaor and the emphasis on such maners as national rates and the 
automadc entitlement to an annual general adjustment based on a 
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set formula. This entitlement was, in faa, removed in earlier legis-

lation, and provision for such maners as performance pay and ranges 

of remuneration is now possible. 
While the new legislation offers the promise of more flexibility, 

it remains to be seen to what extent it achieves, in pnaice, an appro-
priate mix of decentraUsed management and improved accountability. 
The essence of the matter, as always, is to decide clearly what funaions 
the Government wishes to perform, how much it is prepared to pay 
for them and how it should improve the mix of mcentives and sanctions 
used to ensure that public service managers carry out these functions 
efficiently and effectively. 

In any reform process, the ideal is to retain the most desirable 
values of the past while simultaneously providing sufficient adapt-
ability for both foreseen and unforeseen future requirements. It may 
appear easy to point to desirable new direaions, but achieving the 
appropriate balance between the various elements in practice is not. 

Mweover, although it is known that a considerable body of work 
has been carried out to develop a framework of thinking within which 
further changes can be made to the machinery of government - for 
example, changes concerning the ministries which still remain after 
the establishment of state-owned enterprises - this framework has 
been subjea neither to widespread public discussion nor to an ap-
parent commitment from the Government. The development of such 
a framework, and appropriate criteria for further "machinery-of-
govemment" changes, including whether these should be on a seaoral 
or a fimaional basis, is probably the major area still needed to be 
addressed in the Public Service reform process. In addition, a review 
of the Pubhc Finance A a 1977 is no doubt warranted in order to 
ensure that changes in the control funaions exercised by the Treasury 
complement the new arrangements which now apply in the personnel 
areas. 

The scale of the aaual changes which have occurred within the 
Pubhc Seaor, and in particular the Public Service, should not be 
underestimated. For example,' during the financial year 1986/87, 
this process affeaed 25 percent of the staff (including an estimate 
for wage workers) of the former Public Service by removing 11 percent 
into a corporate commercial environment (state-owned enterprises), 
shifting 8 percent into new departmental organisations and reducing 
total staff numbers by a further 6 percent as a result of voluntary 
severance, early retirement and other options under the deployment 
package. Despite widespread media assertions to the contrary, no 
public servant was made compulsorily redundant by this process. 
The voluntary options were successful in bringing about a major, 
albeit at times difficult, transition. 

I f wage workers are excluded because of the difficulties of 
estimating their number, the total number of permanent staff and 
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temporary staff in the Public Service on 31 March 1987, immediately 

prior to corporatisation of the nine SOEs on 1 April 1987, was 72,417. 

By 31 December 1987, this number had dccUned to 59,931, a fall 

of 17.2 percent. This figure is essentially made up of those who 

went to the SOEs and those who left the Public Service for various 

reasons, including severance and early redrement. 
It should also be noted that, apart from those SOEs which achieved 

staff reduaions at the time of the switchover from depanmcntal to 
corporate status, SOEs since their establishment on I April 1987 
achieved significant staff savings. For example, in its first year of 
operation, the Elearicity Corporation, which is the largest SOE in 
terms of asset value, reduced overall staff numbers by just over 20 
percent. Some of the other corporations made staff savings of even 
greater magnitude than this, as in the case of the Forestry Corporation, 
which now operates with about one-third of the number of staff 
it formerly had under its old departmental format, and the Coal 
Corporation, which now operates with about one-half of the staff 
it formerly had, although, interestingly enough, its total producdon 
of coal is sdll much the same as before. It is clear that the cor-
poratisation process has achieved very substantial producdvity gains 
in a wide range of areas. 

Conclusion 

The changes which have taken place in the public seaor have been 
designed to clarify relationships and objecdvcs, to improve 
accountability and decentralised decision-making and to match 
objeaives and resources more efficiendy and more effecdvely than 
in the past. The means of doing this have been to decentralise authority 
through widespread delegadons, either direcdy or by legislative 
change, from the central control agencies to individual government 
departments, and to match these changes with inaeased rcsponsibiUty 
for individual managers. Within the commercial sphere of government 
activity, corporatisadon and privatisation arc seen as the vehicles for 
faciliuting the process of change. Industrial relations arrangements 
have been significandy liberalised and are now similar in many respects 
to those prevailing in the private seaor. However, this is not to 
say that funher progress cannot be made in this area, particularly 
since more flexibihty is really needed with respea to such matters 
as freeing up national award arrangements, reverting to voluntary 
unionism and removing the minimum number requirement for union 
membership. 

For the public seaor, the aim of these changes has been to improve 
adaptabiUty and to reduce the old rigidities and inflexibilities. The 
principal legislative vehicles for change have been the State Owned 
Enterprises A a 1986 and the State Seaor A a 1988. The old State 
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Services Conditions of Employment Art 1977 has now been super-

ceded, and the role of the Higher Salaries Commission Art 1977 

has been much reduced. 
Substantial progress has clearly been made not only in deregulating 

the public sertor, and thus enhancing its prosperts of becoming more 
efficient, but also in reducing its size. However, further changes are 
still required to round off the package of reforms already undenakcn. 
The principal areas warranting further attention include local 
authority reform, particularly with respert to local authority com-
mercial undertakings; a review of the Public Finance Art 1977; further 
Uberalisation of the private sertor industrial relations regime, since 
this now has importance for the public sertor; further deregulation 
of the operating environments of a range of state-owned enterprises 
and government departments; and the development and publication 
of a comprehensive framework for any further machinery-of-govem-
ment changes within the core Pubhc Service to ensure thai (hese 
are carried out in a consistent and integrated fashion. 

The changes which have occurred, and those which either will 
occur or may be addressed in the future, unquestionably open up 
the way for a more efficient public sertor. And greater efficiency 
- implied productivity - not only will contribute positively to a more 
satisfartory economic growth performaiux for the country as a whole, 
but also must ultimately benefit public sertor employees and the 
environment in which they work. 

Notes 

1. A gencrkl background lo ihc changes in econoniK policy is proviticd by: 'Dcanc, 

R. S., The New Zealand experience, m John Hyde and Michael Porter (edi.). 

Tin Good Fight, Australian Festschrift m Honour of Austin Holmes, in press; 

�Douglas, Roger & Callan, Louise, Towards Protperiiy: pnpU and polilicii m 

tht iVaOs, Auckland, David Bateman, 1967; �James. Colin. The Quiti Ktvoluiton: 

lurbulme and transiiion m contemporary New ZealaiuJ, Wellington, Allen and 

Unwin/Port Nicholson Press, 1986. 

The economic situation prevailing pnor to the Labour Government coming 

to power in 1984 is lummarised in: �The Treasury, Economu Mamagemeni, 

WeUingioo, Government Printer, July 1964; Bnejtng an iht New ZeaUmd 

Eamamy, Economic Summit Cjxiference, Wellington, 1984. 

2. For other reviews of the issties involved with public sector reform, sec: �Oark, 

Margaret & Sinclair, Elizabeth (eds.), Purpotes, Performamu and Profit: redtfmng 

the public letlor. New Zealand Institute of Public Admmistratioo, proceedings 

of 1966 conference; �Deane, R. S., PmbHc Seaor RifarwL- a review oj the isaiei, 

m Margaret Clark and Elizabeth Sinclair, op. dt., and m abbreviated form in 

Maiugemeni Leaflet No. IS, State Services Conmiission, Wellington. November 

1986; �Douglas, R. 0 „ Budget I9S7, Wellington, Government Printer, 1967; 

�McKinlay, Peter, Corporatiuuion: the toluiion for slate owned emerpriies? 



136 Chapter Six 

WcllingTon, Institute of Policy Studies, 1987; �Roberts, John, Politicums, Public 

Sirvaui andPiMu Emerpriu: rtiinictiiniig the Nea ZealandOovemmenl Execulive, 

Wellington, Institute of Policy Studies, Victoria Utuvcrsity of Wellington, 1987. 

Some of the actual gains from the process of reform are set out in dramatic 

terms m Douglas, R. O., op. dt. 

J. The early policy commilment lo privatisation was confirmed by the Minister 

of Fiiamx in Douglas, R. O., op. cit and in Douglas, R. O., "R. N Spann 

Menx>rial Oration", Royal Australian Institute of Public Administration, the 

Refectory, Sydney University, Sydney. 27 Oaobcr 1987. 

Some of the issues arc well set out by Jones, G. W. /Vn>cirijiuii>ri.' rtfleciiom 

on ikt Bniish Experience, Wellington, Institute of Policy Studies, 1987. 

4. See: Hospital and Related Services Taskforce. UnshacUmf the Hotpiials (The 

Gibbs Report), Wellmgton, Government Printing Office, 1988. 

5. See: �State Services Commission, State Sector Bill, Service, Vol. 1, No. I , 

Wellmgiofi, February/Mardi 1988; �State Services Commission, StaK Sector 

BiU Update, Issue 3, Wellington, 16 March 1988. 

6. The Government's position on the labour market changes is set out by Stan 

Rodger, Minister of Labour and Minister of Suie Services in: �Rodger, Stan, 

Govermteni Policy Slatemenl an Labour Relations, Wellington, Government 

Printer, 1Q86;̂  Rodger, Stan, Pay Fixing m the Stau Sector, Wellington, 

Govemmeni Printer, 1986. 

A contrasting view is provided by the New Zealand Business Roundtable 

in: New Zealand Business Rounduble. New Zealand Labour Marhet Reform: 

a suhmissum m reiponte 10 the green paper on industrial relations, Wellingtoo, 

April 1986 

7. These figures exclude the Post OfTKX, which comprised almost 40,000 employees 

who were tplil into three new corporations on I April 1987. 



Chapter 7 

TAXATION 

Ian Dickson 

I N CONTRAST T O T H E G E N E R A L deregulation of the New 
Zealand economy which has occurred since the election of the Labour 
Government in July 1984, taxation reform has become increasingly 
complex and has led to more detailed reporting of financial affairs 
to the tax authorities by a larger number, and wider spread, of 
individuals and businesses. This chapter traces nujor changes which 
have occurred in the New Zealand tax system. It looks at the 
motivation for the policies and places them in a contextual framework. 

Taxes in New Zealand Prior to 1984 

In the early part of this century, New Zealand established its tax 
system along classic British lines. Historically, the major revenue 
source was customs duties and excises. From the 1950s, progressive 
mcomc taxes assumed a greater significance as a source of government 
revenues. The panem of taxation developed as follows: 

� Nominal income tax levied at progressive rates, along with 
"double" taxation of dividends and a wide array of concessions. 
These conferred a partial expenditure tax treatment on classes 
of assets (for example, superannuation funds) or businesses (for 
example, farming). Taxation of capital gains was generally 
excluded. 

� An array of excise duties and selective sales taxes on traditional 

excise goods: alcoholic beverages, tobacco products, petroleum 

fuels, motor vehicles and certain services. 

� Tariff-based customs duties on imports. 

� Estate and gift duties, stamp duties, a land tax and devolved 

local government taxes based on real property values. 

� A range of resource "rental", user charges and ad hoc minor 
taxes. 

Minimal change to this pattern occurred after the 1950s, and little 
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devclopmcni of the tax sysicm took place to keep abreast of commercial 

and economic developments. 
Administration of taxes during this period would be judged average 

by the standards of developed countries. Little use was made of 
emerging computer technology for aaive policing of the tax system, 
and enforcement methods tended to be passive. It must be 
acknowledged, however, that the tax system was not, at that time, 
an inu-insically difTicult one to administer. Many of the difficult 
adminstrativc judgements had been removed by concessions. For 
example, timing issues about the accrual of depreciation on plant 
and machinery were largely irrelevant when accelerated depreciation 
combined with an investment allowance allowed a first year write-
off of 60 percent. Moreoever, in a general business environment which 
involved quite detailed regulatory controls and required official 
consents for many new ventures (for example, to impwrt machinery 
or buy foreign exchange), it was relatively easy to piggyback tax 
provisions on other regulations. 

The drawbacks of the New Zealand tax system became increasingly 
apparent in the infiationary conditions which prevailed towards the 
end of the 1970s. An increasing demand for revenue was prompted 
by rising government expenditure and stagnating economic activity. 
Industrial subsidies, unfunded age entitlements and unemployment 
compensation, and a growing base-load of debt service and general 
departmental expenditure were the sources of extra revenue demands. 

The narrow base of the tax system in New Zealand, and a poUtical 
unwillingness to reverse the erosion of the tax base except in minor 
extension of indirect taxes, led to a rapid escalation of average income 
tax rates over the laner part of the 1970s and early 1980s. 

Much of the increasing tax revenue was achieved by failure to 
fully or fairly index the progressive marginal rate scale. The result 
was that middle and upper income average tax rates rose rapidly, 
increasing the nominal progrcssivity of the personal tax scale. 
Simultaneously, a combination of falling business profitability and 
increasing tax concessions (especially for exporters) meant that 
businesses tax revenue remained static in nominal terms. 

The 1982 Taskforce on Tax Reform (the McCaw Gimmittec), 
highlighted the general deficiencies in the New Zealand tax system. 
It drew anention to the popular dissatisfaction with tax rates and 
an increasing resistance to higher taxes. That resistance manifested 
itself in a proliferation of fringe benefits for high marginal rate 
individuals and tax-based investment schemes. The McCaw 
Committee's solution was to shift more of the tax burden on to 
consumption expenditure, adopt a generally less progressive scale 
of marginal tax rates and carry out overdue repairs and maintenance 
on business tax provisions. 

Little of the report was implemented at the time. The exception 
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was ihc introduaion of a generally less progressive marginal tax rate 

scale, which resulted in a substantial unfunded reduction in revenue. 

The giveaway side of the reform package introduced in October 1962 

reduced government revenue by over 11,000 million in a full year 

and contributed to cementing in the low wage path achieved under 

the 1982/84 wage and price freeze. However, it began a fiscal blowout 

which pushed the financial deficit to 7 perccm of GDP in 1983/ 

84 despite general restraint in government costs from the wage and 

price freeze. 
The tax system in 1984 was in a bad state of repair. By and large 

it was failing to meet the fundamental objectives of raising revenue 
fairly, cheaply and without distorting economic activity. It is difficult 
to judge the degree to which tax issues influenced voters in the 1984 
election. Certainly, concern over tax issues - particularly an anti-
avoidance measure introduced in 1982 to confine tax losses from 
farm tax concessions to owner operators - was a strong motivation 
for many people, who shifted their allegiance from the governing 
National Party to the fledgeling New Zealand Party. 

At a technical level, it is dear that the direct tax system was 
deteriorating into a payroll tax rather than an income tax. Meanwhile, 
the indirect tax system, based largely on a wholesale-level sales tax 
and customs and excise duties, was also unable to keep pace with 
the demand for revenue in an inflationary environment. Thus, at 
the change of government, there existed an unstable and potentially 
volatile situation concerning the sources of revenue to fund state 
spending. 

Tax Reform Under Labour 

Few fMuis of the pre-1984 tax system have been left untouched by 
the Labour Government. Reform was so extensive during the 
Government's term, and in the first year of its second term, that 
many people have difficulty remembering what has been done, let 
alone establishing a framework for assessing the direction of reform 
- especially with some of the later, more technical, measures. A 
chronology of tax pohcy measure since July 1984 is contained in 
the appendix to this book. 

Broadly, four principles have guided the tax reform process since 
the change of government. These arc: 

1) Lower marginal tax rates to improve economic incentives, 
minimise tax-sourced economic distortions and improve 
decision-making. 

2) Coupled with the move to lower marginal rates, a broadening 

of the tax base by including a larger proportion of the target 



140 Chapter Seven 

economic aggregates (income or consumption) in the tax net, 

and (more controversially) adopting measurement principles 

which more closely resemble theoretical economic appwroaches. 

3) The concern that certain low income groups be broadly 

proteacd from the immediate effects of tax changes, and that 

they share in the bener overall regime through the ehmiiution 

of tax-created and income-maintenance-sourced poverty traps. 

(The target group has generally been confined to low intx)me 

families, with linlc anention being given to low income 

individuals who do not have dependants.) 

4) Improved administration through new collection mechanisms, 
approaches to policy development and legislation, altered 
balance of proof, new disclosure requirements, increased peiud-
ties and changed work practices on the part of tax authorities. 

VRthin this framework, the tax measures have tended to fall into 

two categories: 

Strategic: The reforms, introduced on 1 Oaober 1986, which 

included a much flattened personal income tax scale, family 

support tax credits, goods and services tax (GST) and the abolition 

of existing sales taxes, offer the best example of this type of 

tax reform. The aborted scheme to introduce a flat tax scale 

and guaranteed minimum income announced in December 1987 

and the adoption of a dividend imputation are further examples. 

In general, then, reforms classified as strategic are those which 

are motivated by, and identified with, the above principles of 

a flatter-rated, broader-based tax system. 

Opportunist: In conjunction with the broader reforms, the Labour 

Government has also undertaken a number of measures to block 

loopholes, raise revenue and change speciflc parts of the tax system 

which are, in important respects, at variance with those basic 

principles. Examples include the Fringe Benefit Tax, the 1986 

Budget increase in tobacco excise and recent changes to the tax 

collection system for provisional taxpayers. The classification as 

opportunist is made because, from a public policy perspeaive, 

the measures appear to have neither a plan nor the attainment 

of a stated goal to determine the subjca selected for attention. 

Strategic Policy Initiatives 

The majtxr policy initiatives aimed at making a broad-based, low rate 

tax system, developed consistently over a period of tinae, have been: 



Taxation 141 

� The 1 October 1986 measures to introduce GST, repeal former 

sales taxes, lower personal tax rates and increase fiscal assistance 

to low income families with children. 

� The introduction of a full imputation system of company/share-
holder taxation. 

� Abolition of export incentives, accelerated depreciation and in-
vestment allowances, stock valuation procedures and other 
concessions. 

� Reform of the tax provisions affecting life insurance and private 

superannuauon arrangements. 

October 1986 Measures 

On 1 October 1986 (the mid-point of the New Zealand financial 
year), the Government introduced the following measures: 

� personal income tax rates to be cut on average by 20 percent; 

� a family support scheme giving abating tax credits to low income 

families with dependent children; 

� introduction of a broadly based 10 percent value-added tax 
- the Goods and Services Tax (GST); and 

� abolition of former sales tax on general goods (other than motor 

vehicles where part of the previous sales tax was retained and 

phased down). 

This package of measures had its origins in the first Budget 
delivered by the Labour Government in November 1984. The 
centrepiece of the reforms was the introduction of the comprehensive, 
uniform value-added tax called Goods and Services Tax (GST). 

Surprisingly, there was little public opposition to this tax, and 
very litde from the business community. This contrasted with 
Australia, where a similar proposal foundered on public, union and 
business opposition. In the months leading up to the introduction 
of GST, public opinion polls recorded an astoimding 40 percent 
support for it. There are two principal reasons for this. 

First, G S T was widely regarded, certainly by the business 
community and by a significant number of taxpaying individuals, 
as a relief measure. G S T would provide relief from the 48 percent 
marginal tax rate for about average wages and the maximum rate 
of 66 percent. After the McCaw Comminee in 1982, there had been 
meetings amongst business leaders to generate support for the 
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introduction of a value-added tax. Many in business, for example, 

saw a value-added tax as a means of improving New Zealand's 

economic performance by subsidising exports in a way which would 

not infringe upon the General Agreement on Tarrifs and Trade 

(GATT) export subsidy rules. The reasons for this would not stand 

up to economic analysis, but the view itself had a following. Moreover, 

for a small number of businesses supplying about one-third of final 

consumption expenditure, it would relieve them of administering the 

outdated wholesale-level sales tax. 
Secondly, the process of developing the tax - preparation of the 

legislation and public education - was undertaken in a very public 
way, with leading businesspcople and private seaor tax expens 
assisting. The Government had recently concluded a successful 
economic summit to gain consensus and approval for its economic 
reform plans. G S T provided a first opportunity to test the 
Government's resolve, and it was demonstrating a commitment to 
consult, listen to criticisms and modify its plans (even to the extent 
of delaying implementation by six months) so that all legitimate 
complaints could be anended to and taxpayers could have the 
maximum opportunity to prepare themselves. 

The process was in complete contrast to the style of the previous 
Government, where legislation frequently emerged and was passed 
on the night of the announcement with little or no public or 
Parliamentary scrutiny. Certainly, few people went away from the 
G S T consultative process complaining that they had not been given 
a fair hearing, even if their proposal was rejected. 

In effect, the process put into private sector hands much of the 
detailed work necessary to develop G S T . While privatisation of 
enterprises has become common overseas, privatisation of something 
so intimately governmental as tax pohcy is rare. Yet it is this factor, 
more than anything else, which underwrote the eventual success of 
GST and ensured that the tax base remained intact and free of non-
adminstrauvc concessions when it was introduced. 

GST brought into the tax system 300,000 enterprises, many of 
which had not previously been in the Inland Revenue Department's 
register as an employer or taxpayer. It was a massive undertaking 
in bringing a small-value (in terms of potential tax to be collected) 
but widely dispersed segment of the private sector within the taxation 
environment. It also represented a quantum leap in the amount of 
detailed economic information extracted by compulsion and available 
to the authorities for analysis and use in governing the day-to-day 
affairs of enterprises. 

Full Imputation 

The proposal to introduce a full imputauon scheme was first 
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announced in the 1985 Tax and Benefit Reform Statement.' The 

objective was to remove the double taxation of dividends while 

providing a withholding mechanism which would ensure that 

dividends would be taxed at the shareholder marginal tax rate. 
The rationale for adopting full imputation was to end the distortions 

created by double taxation of dividends under the classical company/ 
shareholder relationship. These distortions were described as: 

� An incentive for companies to retain earnings with the cfTeci 
of locking capital into potentially less efficient activities, or 
making "cashed-up" companies targets for takeover and asset 
stripping. 

� An encouragement of debt financing at the expense of equity 

investment. 

� Imposition of excessive taxation on individuals deriving income 

through difTerent means. 

In general, then, the rationale was clearly identified as a desire to 
remove tax-induced economic distortions, to increase capital mobility 
and to remove artificial incentives for corporate takeover. A subsidiary, 
although important objective, was to reduce the incentive for creating 
capital profits for tax-free distribution to shareholders as a means 
of tax avoidance. 

An interesting feature of the imputation scheme was the intention 
to discriminate against non-resident shareholders in New Zealand 
companies and resident investors in non-resident companies, by 
maintaining the classical system in respect of the dividends received 
by them. The arguments advanced for this approach centre on 
standard capital import and capital export neutrality. However, while 
the simple models which support this approach have an intellectvud 
simplicity and elegance, they do not adequately represent the nature 
of international capital movements and the effects which tax provisions 
have on them. 

There had, in fact, been a period of debate, particularly within 
the accounting profession, over the merits of having a dividend 
exemption scheme instead of imputation. Imputation ascribes to 
shareholders a share of the tax paid by the company, which the 
shareholder may then credit against other habilities. It thus requires 
a "grossing-up" and apportionment of tax paid by the company in 
relation to the class of dividends payable. Account needs to be taken 
of foreign dividends received by a company for which no imputation 
credit is available, and for allowing a flow-through of credits for inter-
company dividends. Dividend exemption, on the other hand, simply 
makes all dividends received free of tax in the hands of the shareholder. 
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Dividend exemption, although simpler than imputation, is not 

as precise in setting the effective dividend tax rate at the shareholder's 

marginal rate, unless there is a uniform single rate of tax. The other 

argument against it is that it infringes capital import neutrality for 

non-resident shareholders. 

The imputation scheme eventually proposed was released in a 

cunsulutivc document on 17 December 1987. Submissions were 

reviewed by a comminee of private sector tax consultants, who 

reported amendments back to the Government. Full imputation took 

effea on I Oaober 1988. 

Abolition of Business Tax Concessions 

At the change of government in 1984, several sectors in the New 

Zealand economy were receiving government assistance from 

concessionary taxation provisions or regimes. These had been 

introduced over the years and modified from time to time to achieve 

different objeaives. By international standards there was nothing 

unusual about the features of the concessions - most arc found to 

this day in the tax systems of major economics - but the scale and 

variety of the New Zealand concessions, and the impact they had 

on asset prices and rctums from investment in assisted industries 

in an inflationary and high marginal tax rate environment, were 

unusual. 

Perhaps the largest single set of measures was the incentives 

provided to manufacturcrs and exporters of non-traditional exports 

of goods and services. Other significant measures were deduaions 

for capital costs (investment allowances, farm development, mining 

and petroleum exploration and development expenditure) and 

accelerated deductions or deferral of income (accelerated depreciation, 

standard values for livestock). In broad terms, the intention of these 

schemes was to compensate exporters for domestic costs arising from 

assistance to manufacturing, to encourage exporting and capital 

investment, to simplify accoimting and to lower the otherwise high 

tax rates which businesses would face if they paid the full statutory 

rate. 

The effects of these schemes varied. While there is some evidence, 

mostly anecdotal, that the expwrt incentives had an effect on the 

perceived attractiveness of broadening a marketing base, the 

effectiveness of the others must be in doubt. What is clear is that 

concessions were, to a large degree, capitalised into asset prices -

the demand for tax shelter, by converting deductible interest exf)ense 

into tax-free capital gain through the use of a tax-subsidised 

investment in an asset in short supply, drives up market prices beyond 

the point where employment of the asset can give an economic return. 

Capitalisation produces benefits for people who are early entrants 
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to assisted sectors and who thus own assets at pre-concession prices 

and who then sell out. For subsequent entrants, the use of assets 

produces low retimis arud the risk of a capital loss should the tax 

environment change. This is what happened when concessions were 

withdrawn. Land and livestock values fell, the value of fishing boats, 

plant and machinery and horticidtural land was lowered, and excess 

capacity and low returns in previously profitable activities were 

revealed. 
These outcomes provided significant evidence lo support the 

Government's assertion that concessions had been diverting resources 
from productive uses into uneconomic levels of activity in the assisted 
sector. In hindsight, the degree of distortion had actually been increased 
by the absence of provisions requiring appreciating asset values to 
be wrinen back as income, and by allowing full deductions for interest 
costs which included a significant premium, reflecting the high infiation 
level. Nevertheless, removing these concessions was certainly 
appropriate to the stated objectives of the tax reform progranune. 

The removal of concessions is on-going, with recent developments 
aiTecting petroleum mining, and there are indications that mineral 
mining, property development and ordinary depreciation rates will 
be reviewed. 

Life Insurance ami Superannuation 

The attack on tax concessions for life insurance and supcraimuation 
by the Labour Government began in the 1984 Budget, deUvered 
in November of that year. Life insurance and superannuation 
concessions, although limited by dollar deduaible amounts, were 
the most costly personal tax concessions. Moreover, in an income 
tax system, allowing deductions for contributions and exemption fund 
income, while at the same time taxing arising benefits, give an 
expenditure tax treatment to this class of savings. 

The Government's motivation for winding down these concessions 
was thus consistent with its overall tax policy thrust of broadening 
the tax base while lowering marginal rates. The evidence on con-
tribution patterns available to the Government showed a skewed 
pattern of contribution in favour of relatively high income 
contributors. Thus, it was argued that concessions tended lo favour 
higher income taxpayers at the expense of those on lower incomes. 

Another consideration focusscd on the regulatory environment 
around superannuation schemes. In order to confine the cost of supcr-
armuation schemes, a regulatory regime had been developed. For 
example, various schemes had been categorised and taxed differently, 
depending of the form of benefits or the contribution. Removing 
the different tax treatment would also remove the rationale for many 
of the existing regulations. 
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The arguments used by the superannuation industry to defend 

the concessions tended to be based outside the taxation sphere. 

Typically, the industry argued that without incentives for long-term 

contractual savings, the savings rate in the New Zealand economy 

would drop to a degree detrimental to its long-term investment per-

formance. (Note, however, that personal and emptoyer contributions 

had always been limited in dollars, a limit which had declined 

significantly in real terms, so the main value of the concession was 

in exempting fund income - that is, allowing the full pre-tax income 

to compound.) 
To the Government, this argument lacked plausibility, since it 

saw a bener overall climate for savers arising from its policies, notably 
the libendisation of financial markets, a reduaion in the fiscal deficit, 
the encouragement for interest rates to find market levels, a lowered 
inflation rate, a reduction in personal marginal tax rates, a switch 
from income to consumption tax and the removal of double taxation 
of dividend income. 

The 1984 changes had only a Umited effea, and the use of 
superannuation as a personal tax shelter soon resumed. Similarly, 
the loss of deductibility for life insurance applied only to those 
contracts written after Budget night. This did not prevent 
endorsement of existing contracts to allow continuance of deductibility 
for higher valued policies. Moreover, the 33 percent rate applied 
to the investment income of life insurance companies was below the 
top personal tax rate of 48 percent, giving a tax wedge which was 
exploited through insurance-based investment. 

The life insurance and superannuation industry had, in the past, 
strongly resisted changes to the regime. In 1982, it initiated a letter 
campaign against changes to be made by the Muldoon Government. 
The same public relations machine went to work on the Labour 
Government, and was clearly in evidence during the 1985 Timaru 
by-election in 1985 when Labour lost a safe seat. But the industry's 
campaign only hardened the Government's attitudes towards it and 
its case for continuance of concessions. 

The superannuation industry was not touched again until after 
the 1987 General Election. The 17 December Economic Statement' 
had proposed the complete abandonment of concessions for 
superannuation, to take effea on a fast, although generous to past 
contributors, basis. A consultative committee would be employed 
to study submissions. However, as in previous cases, its terms of 
reference would not allow it to examine, to any great degree, the 
basic policy issue. 

During this time, the industry held out hope that the Government 
would change its mind and allow a continuance of concessions for 
pension superannuation. Eventually, the consultative committee did 
report on an alternative to the Government's proposed regime, an 
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alternative which reversed the tax position of contributions and 

benefits by making contributions tax free. This was not accepted. 
When, however, tax concessions for life insurance and superan-

nuation arc looked at in the context of the Government's broad thrust 
of tax pohcy, and within the measures taken to liberalise the fmancial 
sector, a thread of consistent decision-making is apparent. However, 
the abolition had a severe impact on funds under management at 
a time when cash How was under pressure due to widespread 
redundancy, and the aftermath of the October 1987 sharemarket fall. 
With hindsight, it is apparent that too little attention was paid to 
the wider policy implications of abolishing these concessions. A more 
considered approach with a longer transition might have avoided 
the difficult adjustment which occurcd and its effects on the climate 
of confidence in the economy generally. 

Opportunist Policy Initiatives 

Perhaps more interesting than the strategic measures from regulatory 
viewpoint are some of the opportimist measures. Although less 
noteworthy in terms of grand scale and design, many of these measures 
have had important effects - not always posidve - on New Zealand's 
business environment and pattern of economic activity. Understand-
ing of the thrust and direction of pohcy advice in this area is important, 
as it will enable taxpayers to predict and adapt to new developments. 

In some respects, opportimist tax policy initiatives have been aimed 
at undoing, for tax purposes, general economic hberalisations. The 
apparent contradicdon has not escaped taxpayers and is confusing 
to many. Moreover, the complexity of significant measures, and the 
number of seemingly independent and unco-ordinatcd changes, has 
altered taxpayers' previously receptive attitude to reform on a grand 
scale. 

While executing an overall design for reforming the tax system, 
the Labour Government has nonetheless shown itself willing to take 
shortcuts and introduce measures, most notably the following, which 
are not fully consistent with its broad policy thrust. 

Fringe Benefit Tax 

The Fringe Benefit Tax ( F B T ) was one of the first initiatives 
introduced by the Labour Government. In contrast to the standard 
ux principle of taxing the value of income, whether cash or kind 
in the hands of the recipient, F B T imposes a tax on the provision 
of in-kind benefits (usually low-interest loans and use of motor 
vehicles) to employees. The design of the tax is a compromise be-
tween the Government's desire to block a burgeoning avenue of tax 
avoidance through the provision of fringe benefits and to find a 
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method of taxing benefits which was politically acceptable to 

employees. 
The use of fringe benefits as an alternative to cash income had 

been a long-standing praaice in New Zealand. Some benefits 
developed out of the practice of transferring employees around the 
country on a regular basis; providing accommodation or loans was 
a natural way of compensating them. In the case of vehicles, some 
private use of these outside work hours, or for transport to and from 
the workplace, was a natural extension of the provision of a vehicle 
for work purposes. In an environment of high tax rates and a dispersion 
of company and personal tax rates, a useful tax wedge develops 
between the cost to an employer of providing a benefit in kind, and 
the cost to an employee of self-supply. In these circumstances, both 
the employee and employer benefit from the provision of a fringe 
benefit in lieu of cash salary. 

In the period leading up to the 1980s, the giving out of fringe 
benefits exploded. A tight labour market for executives and 
professionals, apparent acceptance on the part of the GovemitKnt, 
and rising marginal tax rates were strong motivating factors. The 
situation was clearly one of exploiting deficiencies in the tax system. 
Ideally, the value of such benefits should be regarded as income 
and thus taxed once in the hands of the employee. The convention 
that only benefits which could be turned into cash, and a reluctance 
on the part of the tax authorities to anack the deductibility of costs 
of providing fringe benefits, left the avenue wide open. 

Fringe benefit tax addresses the issue of blocking an avenue for 
(ax rate arbitrage, but it does so in a way which is inconsistent with 
lax policy principles. Basically, F B T is designed as a tax on the 
provision of services. In this respect, the design principles reflect 
indirect tax principles. However, it is widely accepted that taxing 
the supply of intangible services on a seleaive basis outside a market 
setting is one of the most difficult issues of tax policy design. Valuing 
payments in kind is inherently difficult, especially when individual 
circumstances vary the amount of benefit or the use made of an 
item like a vehicle. Those difficulties reflect themselves in the com-
plexity of F B T . To overcome them, administrative valuations are 
used as the counterfactual for low interest loans. This has led to 
the situation where banks are charged F B T on staff mortgages on 
the basis of an assessed "market" interest rate, which exceeds the 
rate at which they lend to customers. 

The Fringe Benefit Tax is rough justice but to a large degree 
it has been successful in stemming the growth of fringe benefits 
as an alternative to cash salary. This trend has been aided by a re-
duction in personal marginal tax rates, a closer alignment of company 
and personal tax rates and an improved availability of mortgage finance 
since the deregulation of the financial sector. While effective, F B T 
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is nonetheless an anomaly, as it levies an impost on an employer 

for value received by an employee. 

Special Partnerships 

Special, or limited Uability, partnerships were a convenient orga-
nisational device which became fashionable as a vehicle for tax-induced 
investment in agriculture, horticulture, bloodstock and films. Basically 
high-marginal-ratc taxpayers sought relief from those taxes by in-
vesting in tax-preferred sectors. 

As an investment vehicle, special partnerships gave investors the 
legal protection of limited liability, while allowing them to participate 
directly in tax losses generated by the partnership's investment. Unlike 
a company vehicle, the shareholders in the partnership suffered neither 
double taxation of income derived nor ring-fencing of losses. In many 
ways, the special partnership provided the kind of structure which 
imputation provides shareholders in taxpaying companies. Income 
derived from special partnerships was taxed - by a different 
mechanism - at the shareholder's marginal rate. 

The special partnership was a convenient vehicle. By themselves, 
the special partnerships did not create arbitrage opportunities -
disparities in tax rates and faster-than-economic-deprcciation or the 
absence of a capital gains tax on tax-financed assets were the sources 
of opportunity. Nevertheless, the Government legislated against 
special pannerships in 1986 by deeming them for tax purposes, to 
be companies. 

This piece of legal fiction effectively stopped the use of special 
partnerships. Investors could still take advantage of the tax arbitrage 
opportunities but had either to accept a greater degree of commercial 
risk or devise alternative structures. And, by this time, other more 
fundamental economic events causing asset prices to fall were reducing 
the attractiveness of tax-based investments in the rural sector. 

All the same, treating a special parmcrship as a company is a dis-
tortion and is inconsistent with the broad thrust of the Labour Govern-
ment's tax policies. While not a major distortion in itself, this treatment 
is an example of departure from a consistent policy framework. 

International Tax Reform 

The removal of exchange controls and fioating of the New Zealand 
dollar in March 1985 weakened the admiiustrative mechanisms for 
enforcement of foreign exchange transactions and transactions with 
non-residents. This left the tax system vulnerable to expkiitation 
through the use of tax havens. While the development of provisions 
and devices to counter international tax avoidance was clearly required, 
the approach taken was to introduce quite draconian measures. 
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affecting outward investment by New Zealand residents and with 

little anention being given to tax avoidance through inward 

investment. The measures proposed, and subsequently significantly 

watered down, stand in marked contrast to other tax reform measures 

and the overall approach to economic liberalisadon. 
The measures taken to address gaps in tax administration left by 

the removal of exchange controls developed over a period of dme. 
Early steps sought to counter the use of tax havens for simple debt-
equity conversions. These schemes accumulated cash in a haven 
through structures which allowed an expense to qualify for muldple 
deductions in New Zealand. Along with the introduction of accrual 
rules for debt instruments, the burden of proof was changed so that 
deductions for certain payments made offshore could be challenged 
by the Commissioner of Inland Revenue. The Commissioner was 
given the power to disalkiw deductions for payments made offshore 
unless supporting evidence was provided as to the validity of the 
payment. 

Changing the burden of proof in itself was an important 
countermeasurc, as it forced a reappraisal of the risks associated with 
haven-based fmancing techniques. When joined with the accrual rules, 
which made pre-paid interest structures less attractive, it was a major 
step to reducing the more blatant forms of exploitation by residents 
of deficiencies in the international regime. 

The next step in the development of an international regime came 
in the 1987 Budget. This outlined a controlled foreign corporations 
regime (CFC) along the lines of those operating in the United 
Kingdom, United Sutes of America, Canada, Japan, France and 
West Germany. The regime basically looks through tax-haven resident 
companies and ascribes a pro rata share of their income to the income 
of a resid<:nt shareholder. This practice makes the use of tax haven 
trusts and companies as tax avoidance vehicles less attractive to 
residents, while at the same time preserving their usefulness as bases 
for active investments. Although the C F C approach is far from perfect 
as a counter to international tax avoidance - it is expensive to 
administer and comply with - it does provide a barrier to the use 
of tax havens. 

When the consultative document* on the New Zealand regime 
was released on 17 December 1987, it contained a major surprise 
for New Zealand resident shareholders in non-resident companies. 
The regime proposed was a significant departure from the C F C 
approach. It basically provided a ranking of valuation techniques 
for interests in non-resident entities. Resident taxpayers with a 
substantial or controlling interest which enabled them to obtain 
relevant accounting data would be pcrmined to calculate tax on their 
share of a non-resident entities income according to ordinary New 
Zealand tax nUes. I f this method failed, the shareholder could use 
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the change in the nuu'ket value of the interest in the entity as a 

proxy for the income derived. 
Public anention focused quickly on the draconian nature of these 

proposed changes. Corporates with offshore investments would have 
to face significant compliance costs in compiling accounting 
information within a New Zealand tax framework. Individuals were 
outraged about the prospea of paying tax on changes in the capital 
value of their oflshore portfohos without cash available from the 
investment to meet the tax. 

From the Government's viewpoint, the proposal for a low 28 
percent tax rate funded by these and other measures in the package 
was the compensation for loss of opportunities for deferring or 
sheltering tax through offshore tax havens. The commercial 
community, however, simply refused to accept the proposition and 
saw the interruitional tax proposals as a misguided folly which never 
should have seen the light of day. Faced with such opposition, the 
consultative committee which took submissions on the proposals very 
quickly watered them down and produced a regime closer to the 
C F C model seen overseas. 

It will remain a source of debate as to why the international 
proposals were developed and released in the form they were. From 
a technical viewpoint, the international tax regime is curious for what 
is left out, as well as for the degree to which the proposals over-
reached practical considerations. From a political viewpoint, the 
proposals were disastrous, as they sapped businiess confidence in 
the Government at a time when a restoration of confidence was needed 
after the October 1987 sharemarket fall. They also reduced the 
Government's confidence in its tax poUcy advisors. The defeat of 
the international tax proposals has paved the way for greater opposition 
to other tax policy measures. 

To date, the focus of reform has been exclusively on tax avoidance 
through outward investment by New Zealand residents. Little or 
no attendon has been given to the well-known avoidance techniques 
of transfer pricing and thin capitahsation used by inward investors. 
Given the high degree of direct investment in New Zealand, and 
the prospect for more under the Government's asset sales policy, 
it might be thought thai attention to inward investment would have 
been a higher priority than testing the theoretical limits of C F C -
typc regimes. 

FutMirc Directions 

Two major policy issues face the Labour Government in the 
completion of its taxation reform programme. First, the Government 
has signalled that there will be further initiatives regarding the taxation 
of capital and that there remains much work to be done on business 
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taxes in general. 

Ai a technical level, the main concern will be to achieve a workable 
integration of the Government's tax reform initiatives writh the basic 
structure of the income tax system that evolved in a different economic 
environment. Perhaps one of the most pressing examples related to 
this challenge is the deduaibility of interest. Although the intro-
duction of accrual rules addressed features of the tax status of interest 
and the timing of deductibility, a large question mark still hangs 
over the deductibility of interest in circumstances where the asset 
financed may generate non-taxable i n c o i i K , such as in the purchase 
of a company. These issues, while to a large degree of peripheral 
interest to tax policy advisors within the Government, are vitally 
important to the business sector, especially in a time of widespread 
economic change and restruauring. The apparent unwillingness of 
the Government to remedy deficiencies in this and similar areas, 
and the potential of disastrous financial consequences for a company 
where interest deductions are disallowed, create significant 
uncertainties which inhibit the process of change. 

Second, and more in line with the wishes and desires of the Labour 
Party's constituency, the Government needs to address the issue of 
the impact of the tax system on labour market behaviour. This issue 
arises especially at the interface between the workforce and the social 
security and public housing systems. Poor co-ordirution between these 
different parts of the fiscal system have produced poverty traps and 
unintended distortions which inhibit mobility and the willingness 
of low-income people to accept paid employment. 

Despite reforms in 1986, and the subsequent lowering of marginal 
tax rates which took effect from 1 October 1988, some of the highest 
effective marginal tax rates in New Zealand are faced by people vtrith 
dependants on low incomes or who receive social security benefits 
and housing assistance. Social security and tax are, to a large degree, 

co-ordinated. Since both provide monetary assistance to people 
K c o r d i n g to their circumstances, this co-ordiiution is relatively easily 
achieved. However, the housing assistance system, which provides 
direa assistance and is also income related, is not co-ordinated. The 
result is that housing assistance recipients can face marginal tax rates 
of 80 percent on additional dollars of income earned. This provides 
a strong inducement to tax evasion and encourages people in these 
circumstances to remain in that situation. In tirni, dependency on 
social security is also encouraged - most housing recipients arc social 
welfare beneficiaries - while geographical mobility and willingness 
to take paid employment are discouraged. 

These reforms both involve considerable amoimts of work and 
are unlikely to yield fiscal benefits. Previous reforms have tended 
to concentrate on yielding higher revenue, although today the scope 
for such yields is diminishing. Both are important to the efficiency 
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of the economy and to removing the uncertainties and distortions 
which adversely affect New Zealand's economic performance. 

Conc lu s ion 

Tax reform has been a policy platform for the Labour Government 
in New Zealand since its election in July 1984. A considerable amount 
has been achieved in a short time towards the obiectivc of creating 
a uniform and low marginal rated tax system. In this respect, the 
reforms have reduced the scope for the tax system to distort decision-
making in the economy. However, the process is not over, and sig-
nificant uncertainties and lack of neutrality still remain. Moreover, 
some of the measures that the Labour Government has itself in-
troduced do not fit well within its own policy framework. 

A general result of the Labour Government's tax reform package 
has been an increasingly complex tax system, taken as a whole. Cer-
tainly, for the majority of small and medium-sized business in New 
Zealand, tax reform has produced a greater amount of adminstration 
of more complex tax requirements. Even though these businesses 
now face a lower overall marginal tax rate environment, their average 
tax rates have not fallen - and the Government's demand for revenue 
remains undiminished. 
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Chapter 8 

INDUSTRY AND TRADE 
POLICIES 

David Gait* 

New Zealand from the 1950s to the 1980s had a range of relatively 
well established industry and trade measures. These were more a 
set of responses to evolving industrial experience than the result of 
adherence to any one philosophy of industrial development. Important 
measures included the continuing protection of local industry from 
import competition; the encouragement of export and import 
substitution industries through fiscal measures; the use of price 
controls to restrain inflationary pressures and monopolistic behaviour; 
and controls on participation in a number of industries. Since the 
1960s, major political parties had usually agreed on the desirability 
of these measures, but from the late 1970s, changes were introduced 
in many areas, esjxcially those which prompted a downward casing 
of protection levels and more competition in certain industries. 

Accelerated changes to industry and trade (wlicics were amongst 
the earliest and most far reaching of the measures introduced by 
the fourth Labour Government after its election in July 1984. The 
phasing out of the main export incentive scheme and an increase 
in import licence access to a minimum of 10 percent of the domestic 
market for most licensed imports were announced on 15 August. 
These first industrial measures opened the gate to a rapid 
transformation of industrial and trade policies. 

The first section of this chapter defines the scope of industrial 
and trade policies and the climate leading to current industrial policies. 
An account of what was actually done from August 1984 to February 
1989 follows in Section 2. The results of the changes and future 
directions are discussed in Sections 3 and 4, with conclusions drawn 
in Section 5. 

1. Scope o f I n d u s t r i a l and T r a d e Pol ic ies 

Finding a straightforward definition of industrial and trade policies 

'Thanks arc due to Peter Donovan and Debbie Rmevearc for helpful comments 

on an earlier draft. Viewi expreucd in thit chapter are those of the author alone 

and may not be taken to rcpreaeni those of the Ministry of Commerce. 
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is not an easy task. In the United Sutes, "industrial policy" refers 
largely to a debate conduaed in the early 1980s over the extent 
to which government should intervene scctorally in industry to boost 
international competitiveness, save jobs and counter a process of 
deindustrialisation.' More recently, the concept of even having an 
industrial policy has come into question. The authors of a recent 
British white paper, when discussing "industrial policy", go so far 
as to say: 

The phrase itself it unfonunate, becauie ii i p p u n to conccniriie on indutuy 

nthcr than consider all the factors which affect the ability of industry and 

commerce to create wealth; it also carries the flavour of D T I [the Briiuh 

Department of Trade and Industry] taking responsibility for the fomines of 

individual industries and companies.' 

These British concerns are equally relevant in New Zealand. 
The meaning of trade policy, too, can be less than transparent. 

In New Zealand, it has often been taken to mean efforts to secure 
access to foreign markets; overseas, it is more likely to refer to the 
whole set of policies which affect trade, including import restric-
tions. 

For the purposes of this chapter, industrial and trade policies will 
simply be taken as those goverruncnt measures intended to have a 
direct impact on industry and commerce. Trade policies can then 
be seen simply as a subset of industrial policies. In keeping with 
this dcfmition, those policies usually seen as affecting faaor markets, 
such as macroeconomic, fmancial and labour poUcies, are generally 
not discussed, even though they have an obvious impaa on industry. 

The discussion goes beyond manufacturing to encompass 
agricultural and other primary and service industries, as the 
Government itself has increasingly set the agenda for debate by 
adopting policies affecting all sectors. IiKvitably, some measures are 
not discussed.' Changes to the operation of state-owned enterprises 
have been discussed in Chapter 6, although flicy too might be seen 
as an important part of industrial policy. 

Given an iiubihty to produce a tight defmition of industrial policies, 
it is tempting to seek a government policy statement which defmcs 
what is covered. There are a number of documents that one can 
turn to - election poUcy documents, budget and economic statements 
and press statements announcing individual policies. None of these 
fully sets out in one document the thinking and policy moves adopted, 
which is understandable given both the need to adapt policy as the 
economic environment changes and to continue debate as policy 
evolves. Perhaps the most comprehensive document has been the 
1984 Labour Policy Document Statement on Industrial Development 
PoUcy, which statol: 
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The overall objective of Labour's Industrial Development Policy i i to promote 
ibe growth of New Zealand industry. A strong partnership between industry 
and government is needed (o ensure sustained and balaiKcd economic 
developmcnl. Labour wants to develop new job oppominities in industry, and 
to achieve earnings and savings in foreign exchange from increaied exports 
and import substitution.' 

Other parts of the policy statement set out a strategy which 
acknowledged the importance of macroeconomic measures for 
promoting growth, recognised that policy must be based on New 
Zealand's advantages, acknowledged a reduction in protection as an 
"important long-term objective" and emphasised the "overall political 
and economic environment". It then detailed a large range of issues 
which have been reflected in policy moves since: measures which 
have affected the business environment, employment, competition 
poUcy, commercial law, overseas investment and import hcensing; 
encouraged new industries; affected the Industries Devetopment 
Commission; and promoted research and development. 

Trade policies were also set out in the 1984 Policy Document 
and introduced with the slogan, "New Zealand's life blood is its 
export trade". The document diagnosed the problem of slow 
adaptation from a production-led to a consumer-led approach. The 
solution was seen in establishing a global marketing s t r a t a , to be 
led by the Minister of Overseas Trade and Marketing, and the setting-
up of a market development board. Development of marketing policies 
and aggressive promotion of New Zealand's interests in the European 
Economic Community, the Closer Economic Relations i\greement 
with Australia (CER) and the General Agreement on Tariffs and 
Trade ( G A I T ) were highlighted. Further pohcies were set out in 
detail for the agriculture, energy, fisheries, forestry and tourism 
industries, and statements were made about regional development 
and small business. 

The incoming Government in 1984 clearly had comprehensive 
industrial policies, which foreshadowed well the scope of industrial 
policy over the following four years. However, it is to the measures 
implemented that one must look for the best definition of industrial 
policy rather than any particular statement. 

2. T h e Measures 

Background 

Perhaps one of the best sumnuiries of the principles behind New 
Zealand's recent industrial policies is provided by the Organisadon 
for Economic Co-operation and Development (OECD), with the 
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benefit of an outside perspective in its 1986/87 New Zealand 
Economic Survey: 

The new policy approach is based on the following principles: 

(a) Optimal use of resources is best promoted by allowing economic agcnt!> 

to pursue opportunities within a competitive environment subject to 

government intervention to secure rights, assign costs (in the case of nurket 

failure) and reduce transaction costs; 

(b) Such a competitive environment can be best promoted by enhancing 

contestability of product and faaor markets through removal of uni>ecessary 

impediments to market entry and by ensuring thai govcraineni mtervcntions 

are as neutral as possible given the objective of the intervention; 

(c) iDtcrveniion can improve equity by increasing access to markets and by 

targeting assistance to disadvantaged individuals aiud groups, 

(d) However, all inien>'entions need to be assessed to ensure that the gains 

outweigh the costs, based on a realistic appraisal of their effects, taking 

into account the difTiculty of achieving appropnatc incentives and 

accountability, particularly in the public sector.' 

The OECD then identifies several categories of structural policy 
measures of which two are relevant to industrial policy: 

iii Reducing relative price distortions by cutting subsidies, knvcring effective 

rates of protection and rendering indirect taxation as "neutral" as possible. 

The decision to let the New i^ealand dollar float freely is also to be seen 

in this context; 

iv Raising the efficiency of the non-traded goods and services sector through 

increased competition, in order to ensure an equitable distribution of the 

burden of adjustment.* 

A point worth noting is that the OECD perceives New Zealand 
to be "applying the strategy advocated by the OECD Ministerial 
Council in the wake of the second oil shock". Moreover, it sees 
New Zlealand as applying the strategy "more comprehensively and 
systematically" than other OECD members. 

Out of the OECD's summary can be drawn several recurring 
themes evident in the Government's industrial pohcy: neutrality of 
treatment across sectors; promotion of competition; a concern for 
equity; and a continued willingness to intervene where clear benefits 
would ensue, or where particular individuals and groups are seen 
to be disadvantaged. 

Several other themes must be added to aid an imderstanding of 
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the enrironmcnt in which the cmrent industrial policy has emerged. 
Much impetus for seeking an improved economic performance came 
from a general dissatisfacdon with the level of growth being achieved, 
arising from a comparison with overseas living standards.̂  By 1985, 
New Zealand's real per capital GDP was 15 percent lower than in 
Australia and 39 percent lower than in the United States.' There 
was also a sense of crisis brought about by the run on the New 
Zealand dollar that accompanied the 1984 election. Moves were made 
towards industrial measures which meshed with macroeconomic 
measures. For instance, reduced government spending on industrial 
subsidies and assistance measures stemmed partly from the need to 
reduce the fiscal deficit (which reached a high of almost 9 percent 
of GDP in 1984) and its contribution to inflationary pressures. Perhaps 
most important was the osmosis of certain theoretical economic 
concepts into policy-making. There was an increasing realisation that 
high levels of industry assistance might simply end up locking 
resources into low-return uses. Acceptance of the desirability of 
relatively free trade amongst economists internationally influenced 
New Zealand thinking. Contestabihty theory also made an appearance, 
with its suggestion that oligopolists may be constrained by the threat 
of potential entrants.' Transaction cost and property rights analysis 
became increasingly important. The former concentrates attention 
on why Turns organise transactions as they do, often leading to the 
coiKlusion that direct government regulation of a market is kss 
effective than it might fust appear. Property rights analysis tends 
to suggest that spillover effects from market transactions on third 
parties can be taken into account by estabhshing tradeable property 
rights. A New Zealand example is the introduction of tradeable fishing 
rights quotas to help prevent the depletion of scarce fisheries re-
sources. 

Import Licensing 

Removal of import licensing is probably more symbolic of change 
than almost any other measure. The import licensing system first 
came into being in 1938, largely as a response to balance of payments 
difficulties. Some dismantling was attempted in the 1950s, but by 
the end of the decade licensing was again firmly entrenched as a 
balance of payments tool and as a protective device. Manufacturing 
development was seen as a route for achieving growth and diversifying 
away from dependence on a narrow range of pastoral farming exports; 
wool, meat and dairy products. Licensing ensured that manufacturing 
growth could take place, based on the general principle that if it 
could be made locally, licences would not be issued. Although tariff 
levels were high, they were less relevant in this environment. Provision 
for competing imports was very limited and was made mainly on 
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the basis of licence entitlements rolled over to the same firms each 
year. 

Some imports were removed from licence control during the 1960s, 
but these were getierally goods not made locally. The first real step 
towards official acknowledgement that licensing ought to be removed 
came at the National Development Conference held in 1969. The 
Gwiference accepted that licensing should be removed in favour of 
tariff protection, on the grounds that this would encourage competition, 
efficieiKy, reasonable prices and wider consumer choice.'* 

There was increasing awareness that import licensing would not 
solve continuing balance of payments difficulties, as imports simply 
switched from final goods to intermediate goods and raw materials. 
Under a licensing system, it was [Xissibk for very high effective 
protection to be offered to some goods, with little public awareness 
of just how much assistance was being provided. This could mean 
that resources were attracted into relatively high cost industries, at 
the expense of more competitive industries (particularly export 
industries), and that incentives to innovate and seek efficiency gains 
were reduced. In some industries, manufacttiring became fragmented, 
with relatively large numbers of firms producing on a small scale 
the wide range of produa lines needed to satisfy total New Zealand 
requirements. 

Despite the National Development Conference's recommendation, 
little was actually done until the mid-1970s, when an officials review 
committee was set up with the objective of recommending "adequate" 
tariff levels. A revised tariff was issued in 1978. This at least paved 
the way for a move to tariff-based protection, although the committee 
found itself unable to make tariff recommendations for certain 
relatively highly protected industries, includmg motor vehicles, 
textiles, clothing and footwear. These were referred to the Industries 
Development Commission for detailed reviews. 

The breakthrough came in 1979. In that year's budget, the Minister 
of Finance aimounced two new licensing policies. The "MEPQD" ' 
policy allowed for manufacturers to be issued licences for inputs where 
the New Zealand product involved "manifesdy excessive price, quality 
problems or demand compared with imports". More importanUy, 
impon licence tendering was announced and then introduced in 1981, 
initially for S percent of the domestic market for a limited range of 
consumer goods. The tendering system was, in many respects, the 
key to phasing out licensing. Those obtaining licences could be seen 
to be paying for the privilege. Tendering exposed the very high levels 
of protection applying to some goods but, for most, it demonstrated 
that import licensing was a less important protective instrument than 
had often been thought. It became clear that many manufacturers 
would survive without licensing. 

By 1983, the New Zealand Manufacturers' Federation, concerned 



160 Chapter Eight 

at the likely direction of proteaion policy, requested that "summit" 
consulutions be held with ministers. The result was a "Philosophies, 
Objectives, Strategies" document, which reaffirmed that the objective 
of protection pwlicy was "a gradual and predictable movement towards 
the use of the Customs Tariff as the primary means of protection."" 

Three other factors in the early 19808 cleared the path for a more 
rapid movement on import licensing. By 1984, the Industries 
Development Commission was well through its programme of 
industry studies, and officials groups had also tackled a number of 
areas of relatively high protection.While the recommendations 
varied in each case, the government's subsequent moves generally 
involved the introduction of Ucence tendering, tariff adjustments and 
some measures to assist the industries - mainly the loosening of 
regulations or fiscal assistance. Some 40 percent of manufacturing 
was consequently covered by a specific industry plan, which took 
the industries concerned outside the scope of general industry 
assistance policies, but nevertheless involved reductions in assistance. 

The advent of the Qoser Economic Relations Agreement (CER) 
with Australia in 1983 further reinforced the momentum for reform. 
Under the agreement, most tariffs were to be phased out by 1988 
and quantitative restrictions by 1995. There was a high level of 
acceptance amongst manufacturers for these moves because of the 
prospea of more secure access to the Australian market, the relative 
competitiveness of New Zealand manufacturing vis a vis Australia 
and, once again, the willingness to negotiate special arrangements 
for "difficult" industries. What CER brought to the general industry 
assistance reform process was a demonstration that New Zealand 
industry could successfully compete with a major trading partner. 

Finally, the sharp 20 percent devaluation of the New Zealand 
dollar of July 1984 further increased the competitiveness of New 
Zealand industry. With the Labour Party already committed to 
address import licensing in its election policy, the time was ripe for 
moving further: hence, the August 1984 announcement that tendering 
would be extended to allow at least 10 percent of the market to 
be supplied by imports for most goods outside industry plans ought 
not to have been a surprise. 

The atmosphere for reform was developed further in September 
1984 at an Economic Sunmiit Conference, with representatives drawn 
from a wide range of sectors. The Conference provided the 
Government with a consensus that New Zealand faced economic 
problems and that changes would be inevitable. 

The November 1984 tendering round saw J438 million of imports 
tendered, with an average premium of 6.7 percent. In 1985 and 1986, 
tendered access was progressively raised to 15 percent and 20 percent 
of the estimated domestic market for the goods. Through the period, 
as tender premiums dropped below 7.5 percent, licences for those 
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items were issued on demand. Some items moved to exemption. 
The final general tender round in 1987 offered only 110 categories 
compared with 660 in 1985, despite new categories being offered 
in the intervening period. TTie reason for the drop was that many 
items had already moved to exemption (or licence on demand). 

By 1986, the Government was able to aimounce its intention to 
end impon licensing, other than under industry plans or special 
arrangements, as of 1 July 1988. Compared to earlier moves on 
licensing, the aimounccment stirred littk public excitement. The focus 
of the industry assistance debate had already passed to tariffs, which 
were clearly providing the bulk of assistance to manufacturing. 
Substantial changes were simultaneously made to licensing under 
industry plans. As early as 1984, a number of plans provided for 
elimination of all licensing, although over periods stretching as far 
ahead as 1992. Elearic motors became exempt from licensing in 
1986, and electronic goods followed in 1987. By February 1988, the 
only goods for which a final phase-out date had not been aimounced 
were apparel, adult footwear and whcatfiour. 

Tariffs 

New Zealand tariffs were first estabUshed as a significant protection 
mechanism in the 1880s, extending in coverage but remaining at 
rates of around 20 percent through the 1930s." By the 1970s, typical 
rates for final goods manufactiued in New Zealand were often around 
30 to 40 percent, although rates varied enormously. Tariffs on 
intermediate goods and raw materials were generally far lower. 

Significant tariff reductions began under industry phms in the 
early 1980s. An example was ceramic tableware. The plan provided 
for elimination of a highly protective threshold duty, which imposed 
a tariff to raise the cost of cheap tableware to certain minimum levels 
- sometimes doubling the cost of imports. Early industry plans, 
however, generally provided only for tariffs to be set after a period 
of hcence tendering, to "test" the level of tariff protection Ukely 
to be necessary. 

Tariffs came in for earnest attention in 1985, when the budget 
signalled the Government's intention to reduce high tariffs on goods 
outside industry plans. After discussions, in which nuuiufacturers 
strongly resisted reducrions and argued for needs-based assistance, 
the Government announced that tariffs above 25 percent would be 
reduced in two steps. The cuts were 5 percent in 1 ^ and 10 percent 
in 1987, although tariffs above 50 percent were cut somewhat more. 

Tariffs on some 500 items not manufaaurcd in New Zealand were 
cut at the end of 1985, in most cases to nil. Specific rates, which 
afford higher protection to cheaper items, were converted load valor em 
rates. On a snudl number of items of interest to the farming seaor, 
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including gumboots, there were further reductions on 1 January 1987. 
Particularly significant was the decision in 1986 to establish 
preferential rates for developing country imports at 80 percent of 
normal rates for most goods, as these cover most imports from NICs 
(newly industriahsed countries). 

A review of long-term tariff setting principles was foreshadowed 
for 1988, but after concerns were expressed by manufaaurers about 
the need to clarify the position, a Tariff Working Party was estabhshed 
in January 1987. With representatives of major business groups, 
unions and ofTicials, it reported on 30 September 1987 that "There 
is scope for a significant reduction in tariffs."'* 

After receiving the report, the Government announced in 
December 1987 that a programme of substantial cuts in tariffs over 
four years, starting in July 1988, would be implemented, using the 
"Swiss formula", under which higher tariffs reduce faster, as shown 
in Table 1: 

Tabic I Effects of General TarifTCuts 

Initial Tariff 1988 Final Tariff 1992 

% % 

20 12.5 
30 16.0 
35 17.5 
40 18.5 

Industy plan tariffs also continued to be cut. Tariffs on electrcmics 
goods manufactured in New Zealand arc to be reduced to 25 percent 
and plastics tariffs to 20 percent by 1990. A substantial cut in motor 
vehicle tariffs from 55 percent to 35 percent was announced in 1987, 
although the effect on motor vehicle assemblers was largely balanced 
by even steeper cuts to tariffs on locally manufactured and imported 
components. 

Export laceatives 

From 1962 onwards, export incentives were made available to 
exporters of non-traditional products, initially in an effort to diversify 
New Zealand's export base and help overcome the perceived balance 
of payments constraint. Through time, the coverage and value of 
these schemes grew. From 1979, the major incendves were the 
E M D T I (Export Marltet Development Taxation Incentive), which 
provided a subsidy to marketing expenses, and the E P T I (Export 
Performance Taxation Incentive), which provided a tax credit of 14 
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percent of domestic value added in respect of export earnings. 
A raft of other measures also assisted exports - special financing 

facilides through the Reserve Bank, the non-profit insurance services 
of the Export Guarantee Office, free Trade and Industry trade promo-
tion services, export suspensory loans, preferential import licensing 
treatment, an investment allowance and exemption from sales tax 
for machinery used in export production. A crawling peg depreciadon 
of the New Zealand dollar was also targeted at export competitiveness 
from 1979 to 1982. 

To some extent, it was argued that these measures provided "tariff 
compensation" by compensating exporters for the high costs they 
faced because of assistance to import substitution. The main impetus, 
however, came from a continuing perception that export earnings 
were desirable in their own right. 

Meanwhile, the fiscal cost of incentives mounted ($259.6 million 
of credits in 1981/82 increased to $434.8 miUion in 1983/84). To 
compound matters, the United States Government in 1981 extracted 
an undertaking from New Zealand to remove its incendves by March 
1985 or risk losing the f>cnefit of an injury test when facing counter-
vaihng action on New Zealand exports to the United States. A report 
prepared by Syntec Economic Services for government departments 
in 1984 established that export incentive assistance across sectors, 
like the proteaion for which it was held to compensate, was in faa 
highly variable and uneven." Under CER, New Zealand had also 
had to undertake to phase out incendves on exports to Australia. 

The combined weight of these factors, and the additional 
compeutiveness brought about by the 1984 devaluation, led to the 
demise o f the E P T I in August 1984, with the announcement that 
it would be phased out by 31 March 1987. Export suspensory loans 
and special Reserve Bank financing facihties were also abandoned. 
The E M D T I lasted longer, but in 1985 it was announced that it 
would be phased out from 1987 to 1990. Trade promotion services 
supplied to exporters by Trade and Industry were placed on a partial 
cost recovery basis, to rise to 35 percent in 1988/89. 

The Government's commitment to exponing nevertheless 
remained. The Overseas Trade and Marketing Minister, Mike Moore, 
led a number o f highly publicised overseas marketing missions and 
achieved the promised establishment of a Market Development Board. 
The Board was then offered $20 million, with which it estabhshed 
an individual exporter programme ( lEP) urgeted at small exporters. 
In December 1988, the Board and Trade and Industry's promotion 
services were combined in a new Trade Development Board. 

Efforts to secure overseas access for exports also remained 
undiminished. Two inidatives stand out. At the outset o f a five-
year review of C E R scheduled for 1988 under the Agreement, the 
New Zealand and Australian Prime Ministers indicated that they 
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would be looking to bring forward the dates at which free trade 
would be achieved and that they would consider an extension of 
its rules to cover services. Both goals were achieved, with the final 
date for free trade in goods being brought forward by five years 
to 1990 and arrangemcmts for trade in a wide range of services being 
agreed on. New Zealand, however, was disappointed that Australia 
did not agree to cover a wider range of services in the Agreement. 
Also, New Zealand embraced the Uruguay G A T T roimd with 
enthusiasm, looking for the extension of the G A T T system to cover 
agricidture and services, improvements in the G A T T dispute 
settlement mechanisms and further reducrions in foreign trade 
barriers. Progress was slower in the G A T T round than in CER, 
which was at its mid point at the date of writing. 

Agricultural Support 

As with manufacturing, New Zealand has had a long-standing 
programme of support for agriculture. The nuiin elements have been 
helping settlement of new fanners; assisting the marketing pro-
grammes of producer boards; price stabilisation schemes; and input 
subsidies, including those for research and feniliscrs. The underlying 
purposes of these measures were often portrayed as maintaining farmer 
confidence and export earnings, of which agriculture had accounted 
for the greater pan for more than a century. 

Until the 1980s, assistance levels generally remained low. In 1979/ 
80, total assistance to pastoral agriculture was $312 miUion dollars, 
but in effective assistance terms the total subsidy effect has been 
estimated at as little as 1 percent.'" However, after 1980, agricultural 
subsidies rose steeply, largely under "supplementary minimum price 
schemes" (SMPs) for meat and wool. The combination of weak 
intemarional price levels and rising SMP levels escalated price suppon 
assistance from $26 million in 1980/81 to $1,231 million in 1983/ 
84, the peak year. Total assistance to pastoral agriculture reached 
$1,709 million, with the effective rate of assistance being estimated 
to reach 314 percent." 

The withdrawal of assistance from agriculture was faster than the 
speed with which it had been put in pUcc and significantly faster 
than in the manufacturing seaor. SMPs and their replacenxnt in 
the form of a temporary lump sum suppon payment scheme for 
the 1984/85 season ceased. It was confirmed that producer boards 
would have to obtain future fmance at commercial interest rates. 
Previously, finance had been available at rates as low as I percent. 
In the process of removing these special facilities, the Govenunent 
agreed to write off losses of $600 million incurred by the Reserve 
Bank in ending Dairy Board facilities and $1,029 million in respect 
of Meat Board farm income stabiUsation scheme losses. 
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The November 1984 Budget announced that interest rates on Rural 
Bank finance, which had historically been available at concessional 
rates for purposes such as farm purchase, were to be raised 
progressively to market rates and a farm vendor fmance scheme ended. 
Input subsidies were to be ended or reduced for feniliser, irrigation, 
certain investments, noxious weed control and pnxluct inspection 
costs. In further moves in 1985 and 1986, land development 
concessions and concessional tax treatment of livestock were 
discontinued. Many Ministry of Agriculture and Fisheries services 
moved to a cost recovery basis. 

The result by 1987 was that, in real terms, net assistance was less 
than in 1980, with a substantial proportion of remaining assistance 
being due to commercial interest rates outpacing those concessional 
rates still available. Price support had virtually disappeared, except 
to the extent that the producer groups wished to implement their own. 
The Government remained willing to provide assistance in the event 
of major droughts or fioods, but was careful to ensure that this was 
consistent with the overall direction of restrucnmng within agriculture. 

For the most part, producer boards retained a major role in 
marketing, despite increasing debate over the merits of single seller 
export marketing. The Government brought kiwifruit export 
marketing under the direct control of a board in 1988, removing 
it from the hands of a limited number of licensed private exporters. 
However, lamb marketing was returned from the New Zealand Meat 
Producers Board to private companies in 1987. Long-standing controls 
over wheat and flour administered by the Wheat Board were removed 
in January 1987, with wheat prices to farmers dropping to world 
levels. This precipitated anti-dumping aaion by United Wheat 
Growers Ltd against Australian imports. In July 1987, the Govern-
ment made a one-off grant of $25 per tonne of wheat for the 1987 
season, in response to which the company withdrew its complaint. 
Specific assistance had earlier been offered to grape growers after 
surplus production had led to a sharp drop in prices. This rcsuked 
in the removal of 25 percent of the national vineyard area prior to 
the 1986 harvest. 

In the face of reduced output prices and higher interest rates, 
numbers of farmers encountering financial difficulties escalated. The 
most visible government response was the introduction in July 1986 
of a Rural Bank Mortgage Discounting Scheme. Under this, the 
bank offered to discount the principal, but raise the interest rate 
on loans, leaving cashflow unaltered but increasing farmer equity, 
in order to facilitate debt restructuring. 

Other Industry Policy Measures 

Alongside import licensing, tariffs, export incentives and agricultural 
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measures have been a number of less well-known industrial policies. 
Amongst the more significant have been competition and industry 
entry measures, research and development, regional development and 
government direct investment policies. 

Competition Policy 

The major competition pohcy measure is the Commerce A a 1986, 
which replaced a similarly titled aa of 1975. Its suted purpose is 
"to promote competition in New Zealand", which it does primarily 
by providing for a competition test for certain mergers and takeovers 
and banning many trade praaices which have the effect of reducing 
competition. The Act also provides for price controls to be imposed 
in certain industries. 

Changes to the 1986 Act included raising the size threshold at 
which mergers must be notified to the Commission and giving the 
trade practice provisions more teeth. Arrangements which "sub-
stantially lessen competition" are generally prohibited (but may in 
some circumstances be authorised if there is a net pubhc benefit), 
while companies having a dominant market position arc prohibited 
from using that position to hmit market entry. The emphasis in the 
current Act has changed, in line with economic thinking, to emphasise 
behaviour rather than the apparent structure of markets. Private legal 
aaions have also been pcrmined under the new Act, and several 
have occurred. 

A marked scaling-down in the use of price control as a policy 
instrument has taken place. Although one of the first steps of the 
Government after the 1984 devaluation was to extend a general price 
freeze until November of that year, most items controlled under the 
Commerce Art have since been exempted. Promotion of competition 
through market liberalisation means that price control is now seen 
very much as a "last resort" policy tool." Only natural gas and milk 
remain under control, under the Commerce Art. Price controls under 
other regulations have also been liberalised, notably in the case of 
motor spirits, where price restrictions have been removed. 

An important as pert of competition policy has been the cx)ntinued 
move towards a more proactive stance in administration. The process 
started before 1984, with entry to the freezing industry, road transpon 
and foreign exchange dealing being opened. Since 1984, the process 
has accelerated. Reviews have been undertaken specifically to 
determine whether more competition might be introduced in motor 
spirits distribution and the gas industry and arc being initiated for 
many professional groups as occupational licensing comes under 
scrutiny. Reviews also lead to decisions to liberalise entry into 
broadcasting and telecommunications from July and April 1989, 
respectively. 
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Part of the imjjetus for moves to promote competinon has been 
a greater concentration on the interests of the consumer. This has 
also been reflected in establishment of a Ministry of Coiuumer Affairs, 
introduction of the Fair Trading Act 1986 and a willingness to 
strengthen reguladons promoting consumer safety and bargaining 
posidons. 

Research and Development 

Historically, the major government support for Research and 
Development (R&D) has come from direa funding of research, 
especially for the agricultural sector. Indeed, most New Zealand R&D 
has been government funded." 

R&D policy has, since 1984, been the focus of increased debate 
following Australian introduction of a generous 150 percent tax 
deductabihty concession for R&D spending. A comminee led by 
Sir David Beanie in 1986 recommended similar support measures 
in New Zealand", and industry groups such as the New Zealand 
Manufacturers' Federadon have argued strongly for encouraging 
R&D as other assistance measures have phased down. 

Government moves have included removing accelerated depre-
ciadon provisions for equipment used for R&D, widening the eligible 
range of R&D expenses which may be offset against income for tax 
purposes, and increasing the proportion of expenses which must be 
recovered by government research and technology organisations. This 
is seen as providing for greater responsiveness to the needs of users 
of government research, as well as being consistent with fiscal and 
industry assistance policies. A number of grant-based schemes have 
been phased out. 

Regional Development 

\3nien introduced in the early 1970s, regional development assistance 
policies were chiefiy directed towards encouraging manufacturing in 
certain priority regions. These regions were largely characterised by 
outward population drift or distance from metropolitan centres. 
Gradually, through time, the range of industrial acdvides which were 
supported expanded beyond manufacturing. 

Since 1984, a substantial reorientation of pohcies has occiured, 
aimed at placing more responsibility for development in the regions 
themselves and facilitating structural change. This is best reflected 
in the replacement of regional investment incentives with investigation 
grants, abolition of the disdncuon between priority and non-priority 
regions and the extension of the main assistance measure to cover 
any legal activity in all regions. Overall funding remains small. 
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Direct Investment Activity 

Direa government involvement in industry has been drastically 
reduced since 1984, following the completion of the large cnergy-
and resource-based projects initiated by the National Government. 
At one point, these accounted for 20 percent of total manufacturing 
investment. They included expansion of New Zealand's steel and 
oil refining capacity and direa government investment in methanol, 
ammonia urea and synthetic petrol plants. A combinanon of falling 
international prices and c~ost overnms in the face of government 
guarantees for the international debt used to finance the projects 
resulted in the Government having to inject additional capital into 
the projects and take over substantial debt commitments. In the 
process, the Government became increasingly reluctant to participate 
direcdy in further investment projects. Since 1987, it has moved 
away from direct participation in commercial activities by selling 
all or pan of its shareholdings in New Zealand Steel Ltd, the synthetic 
petrol plant, the Maui gas contracts. Air New Zealand Ltd, the Bank 
of New Zealand Ltd and Petrocorp Ltd. Further asset sales were 
foreshadowed even though the sales programme was the cause of 
heated debate within the Government and the Labour Party during 
1988. 

3. Results 

The major trends which emerge from examining industrial policy 
since 1984 can be summarised as a comprehensive reduaion in specific 
industry assistance measures, promotion of competition, withdrawal 
from direct government investment and a greater dependence on 
macrocconomic measures for tackling macrocconomic problems, 
tinged with a willingness to use alternative measures for specific 
situations. Up to four years after these policy changes began, it is 
still difficult to find a comprehensive account of what the results 
have been. There are a number of good reasons. 

The comprehensive, widespread nanu« of the changes makes it 
virtually impossible to isolate out the effects of particular changes. 
In the case of industrial policies, the effects of macroeconomic policies 
which have contributed to higher interest rates, exchange rates and 
tighter fiscal and monetary policies are particularly difficult to 
disentangle. Change on this scale represents an unprecedented 
challenge to modelling techniques which might potentially be used 
to investigate the effeas of the policy changes. Also, it takes years 
for the effects of such policy changes to work through the system. 
In the case of United States airline deregulation in 1978, there still 
remains a booming "cottage industry" within which economists 
discuss the results.^' 
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Another difTiculty in assessing the outcome of the policy changes 
is to find a framework which can be agreed upon. Improved GDP, 
inflation, unemployment and balance of payments figures if achieved 
may not be enough, if wider social objectives are not met. Economic 
change inevitably requires trade-offs between goals and between 
points-in-cime. The framework is often not explicit. 

It is, nevertheless, possible at least to examine what major economic 
indicators reveal, even if isolatiiig out the specific effects of industrial 
policy is well nigh impossible and future developments could radically 
alter the current position. 

Producfjon 

Production data provide a reasonable framework for examining overall 
trends. The path of real GDP is set out in Table 2. The table shows 
an overall rate of growth of 1.4 percent per armum in real GDP 
in the three years to September 1987. By way of comparison, growth 
from 1978 to 1984 was 1.9 percent per annum. While growth has 
slowed since 1984, the general movement in output was clearly 
upwards until September 1987, with the major exception of the 
E>ccember 1986 quarter, following the G S T boom. Interestingly, the 
recession which set in after September 1987 does not appear, at the 
time of writing, to have reduced output as much as that which occurred 
over 1982/83. 

Agriculture 

Some surprising features emerge from examining seaoral produaion 
trends. Perhaps most intriguing is the sharp increase in the 
contribution of agriculture to GDP, given the pressure the sector 
has come under. Undoubtedly, some of the increase will have come 
from temporary increases in output as farmers have reduced breeding 
stock. However, this is only part of the explanation. Ministry of 
Agriculture and Fisheries forecasts for the total period from 1984 
to 1987 were for a decline in sheep numbers of 4.6 percent, offset 
by a rise in cattle numbers of 5.4 percent." The net fall has clearly 
been small. Incidentally, the decline began in 1982, not 1984.'' This 
suggests that pastoral farmers may well have been adjusting to 
international price signals before the removal of SMPs and other 
support measures, perhaps by switching to alternative fanning styles, 
such as horriculture, deer and goats. 

Statistics show that horticultural output has increased dramatically 
on the basis of earlier plantings. MAP forecasts were for a tripUng 
in kiwifruit production (the largest component), from 1985 to 1988. 
Other horticultural crops have also increased sharply.'* The 
horticultural output boom did not necessarily reflect in growers' 
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returns, with kiwifruit exporters particularly facing a squeeze between 
higher interest costs and the effects of higher output on prices. 

Deer and goat numbers, although small initially, have continued 
to increase, with M A F forecasting deer numbers to be 2 percent 
of total livestock numbers by 1992.'' Despite a reduction in the tax 
incentives to build up herds, these new Uvestock industries seem 
to be underpinned by reasonable prospeas for meat and fibre 
production. 

There can be little doubt that some of the increase in agricultural 
output shown in the GDP statistics resulted from a cutback in 
expenditure on inputs, such as fertiliser and other capital items. 
Manufactured fertiliser sales dropped from 2,012,589 tonnes in 1984/ 
85 to 1,021,959 tonnes in 1986/87.'* Such drops in input expenditure 
may well show up in future output reduaions. Howc%-er, they probably 
also reflect a reduction in more marginal applications following the 
removal of subsidies, which may result in output falling less than 
expcaed. 

Despite overall production holding up well, there can be no doubt 
that the agricultural sector has undergone a traumatic period of 
adjustment. Net real sheep and beef farm incomes dropped 39 percent 
from 1983/84 to 1985/86 and, despite an estimated 19 percent rebound 
in 1986/87, remained 28 percent below the 1983/84 level." According 
to the Valuation Depanment's index, open market farm land prices, 
which rose sharply up to 1982, began falling in 1983, and by December 
1986 were 17 percent below 1982 levels. For categories such as 
fattening and arable farms, prices fell far more sharply than the overall 
average. 

Relatively few forced sales occurred up until 1987, but it was 
clear that there was a mounting debt problem even if not a production 
problem. The squeeze is illustrated by the rise in the percentage 
of farmers with less than 50 percent equity from 4.4 percent in 1983/ 
84 to 23 percent in 1966/87. These farmers were paying an average 
of 36.7 percent of gross income in interest charges alone." 

By early 1988, there were at least some signs of an easing in the 
position of some farmers. While a further appreciation of the New 
Zealand dollar was intensifying pressure, rising overseas dairy prices, 
higher wool prices and the prospea of falling interest rates offered 
some prospect of relief. A private survey showed sheep fanners 
expecting to increase fertiliser expenditure by 42 (tercent, and dairy 
farms by 20 percent. All categories of fanners plaimed to raise 
construction expenditure 27.2 percent and land development 
expenditure 16.3 percent." Farmland prices were, however, showing 
few signs of rebounding, and the sustainability of the position of 
highly geared fanners remained in question. 

A year later in 1989, the picture looked considerably brighter, 
after further increases in dairy and beef prices and a decline in the 
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value of the New Zealand dollar. Dairy farm prices were moving 
upwards again but sheep farming prospects remained depressed. 
Many farmers' debt problems still needed to be addressed. 

Manufacturing 

Manufacturing sector production shows a less healthy picture than 
that of agricuture. The manufacturing contribution to GDP peaked 
in the December 1984 quarter under the influence of that year's 
fiscal, monetary and devaluation stimuli, with that level not being 
reached again even in the G S T boom quarter of September 1986. 
However, overall output by September 1988 remained above levels 
reached prior to 1982. 

The overall manufacturing picture disguises a number of underlying 
trends. Real output over the period after 1984 was boosted by the 
"coming on stream" of the major energy and steel projects. Many 
manufacturers servicing niche markets have continued to expand. 

New Zealand manufacturing remains overwhelmingly oriented 
towards the domestic market in spite of the historic growth in non-
traditional manufactured exports ^ter the 1960s. It is clear that much 
of the fall in output since 1984 can be accounted for by factors affecting 
the domestic market - tighter monetary and fiscal policies; the rural 
recession reducing demand for manufactured inputs and processing 
of agricultural products; and increased exposure to import 
competition. Exposure to import competition has, in tiun, made 
overall intcmatioral competitiveness far more important than in the 
past. 

Just how much each of these factors had contributed to the fall 
in output is difficult to say. A tendency for overall manufacturing 
margins to increase is suggested by comparing movements in input 
and output prices from mid-1985 to mid-1987. This suggests that 
manufacturers may have faced relatively little adjustment pressure 
in the domestic market up until 1987.'" The downturn in the domestic 
economy at that point showed up in increasing pessimism amongst 
manufacturers about domestic prospects. The New Zealand Institute 
of Economic Research Quarterly Survey of Business Opinion for 
December 1987, for instance, showed manufaaurers to be much more 
pessimistic about the domestic economy than export markets. A net 
32 percent of manufacturers expected domesoc sales to decline; views 
of export prospeas were evenly balanced." 

The rural recession had its greatest impact on manufacturers pro-
ducing specialist products for the rural sector but, for most manu-
facturers, up until 1987, the effeas were offset by urban buoyancy. 
For many manufacturers, pressure from increased imports was slow 
to be felt. In a September 1985 survey, for instance, none of the 
manufacturers interviewed had had to abandon a market to imports, 
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although there was considerable apprehension about importing 
changes." 

By 1988, it was apparent from import stadstics that imports 
competing with local manufactured products were starting to increase 
significantly, despite the lack of buoyancy in the domestic economy. 
September 1987 quarter manufactured goods import volumes (other 
than food), for example, were up 19 percent, and electrical machinery 
imports were up 58 percent, but general import volumes were up 
only 11.4 percent on 1985 June year volumes, according to the 
Department of Statisncs. 

Much of the effect of increasing import volumes was concentrated 
in industry plan industries, which had been subject to k>ngcr 
hberalisation programmes and had faced initial competitiveness 
problems. The motor vehicle assembly industry, for instance, faced 
a 35 percent drop in the number of unassembled packs imported 
for local assembly in the two years to June 1987, while the market 
share of foreign-assembled vehicles imported increased from 8 percent 
to 28 percent. Colour television set assembly, historically a large 
component of electronics manufacturing, was phasing down rapidly 
as imports increased. 

Perhaps another indicator of changing import patterns was the 
sharply increasing shares of the E E C and Taiwan in New Zealand's 
total imports from 1984 to 1987. These finished goods sources 
increased the value of their exports by 57.1 percent and 183.7 percent 
respectively, while total imports rose 31.8 percent. 

Expon production in the manufacturing seaor peaked in the year 
ended June 1985, recovering sharply from a drop in 1983, £.s shown 
in Table 3. Clearly, the manufacturing sector's abiUty to export 
declined after 1985, given the combination of rising domestic costs 
and the rise in the New Zealand dollar. However, the actual drop 
in export volumes waa quite small - 4.9 percent from 1985 to 1987, 
about the drop in one year from 1982 to 1983 m the face of that 
year's Australian recession. Export voluiTies were increased somewhat 
by the major projects. Overall, it is apparent that manufactured export 
volumes have held up at least as well as levels of produaion for 
the domestic market. 

Table 3 Index Numbers of Export Volumes by Industry Groups 

June Acrtcullural Fi ihcr ic* h'omtry F u e l * Mineral M a m i f K i u H i ^ AO 

Year Pruducll— Power RcMorca Grumpm 

Aauml 

\m 1119 1066 891 1180 1160 9% 1077 

1964 10*6 I2J3 1039 l » 8 1521 1171 1129 

1985 1175 1175 9 « 4951 1561 IM7 1216 
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Table 3 Index Numbers of Export Volumes by Industry Groups 
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Note: The normal teasonal panem is for high volumes in the June quarter followed 

by lower volumes in the September quarter because of the seasonal pattern of 

agricultural produaion. This was disrupted in 1986 by a prolonged freezing industry 

strike, resuhing in a deferral of exports from the June to the September quarter. 

Source: Moothly Abstract of Statistics (Year to June 1982 - 1000; P - Provisioaal) 

Some interesting conclusions might be drawn. It could be, as 
suggested by Robin Qements, a Reserve Bank economist, that 
manufacturers have cross-subsidised exports from domestic revenues, 
in an anempt to hold on to export nuu^kets." Certainly, New Zealand 
manufacturers have a high export consciousness and are well aware 
of the costs of re-entering markets, having withdrawn from thcm.'^ 
Some switching from domestic markets to export markets may also 
be taking place, in the face of weak local demand. Perhaps more 
optimistically, despite widespread withdrawals from exporting, some 
manufactiuers appear to be reaping the benefits of restructuring 
policies. In particular, better access to imported raw materials and 
components appears to be helping competitiveness in some instances. 

Export results also tend to suggest that the loss of cxpon incentives 
has had relatively little impact on exports. It appears that many 
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manufacttuTTS regarded them as cream on the cake. In faa, two 
(unrepresenutivc) manufacturers of a sample of thirty have gone 
so far as to say that the phaseout of export incentives encouraged 
them to increase export volumes to make up for lower profit margins." 

There are strong indications that many manufacturers have made 
considerable efforts to improve their competitiveness in the face of 
increased competition. Three surveys by the Department of Trade 
and Industry have gathered evidence of the types of adjustments 
manufacturers have anempted.** They show that more attention is 
being given to fmancial management. Manufacturers have moved 
to complement and rationalise domestic production through a move 
into importing. Product ranges, which under import licensing often 
required very small production runs to service the whole product 
range demanded, have been pruned back. New capital equipment 
has been installed, often to replace labour. Marketing strategies have 
been altered, including, for instance, moves to establish retail networks 
or private after sales service. 

Despite these efforts, there has inevitably been retrenchment. In 
the face of increased Australian competitiveness with a depreciated 
dollar, a number of New Zealand manufacturers have transferred 
operations to Australia. Staff reductions have been widespread, as 
refleacd in Table 4. 

Table 4 Employed Persons by Industrial Activity 
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This shows that while total employment remained roughly constant 
from the December 1985 quancr, when the first results of the 
Household Labour Force Survey became available, until the 
December 1987 quarter, there was significant reduction in 
manufacturing employment. As the economy generally went into 
recession after December 1987, and employment fell in every category 
except Finance, Insurance, Real Estate etc., tnanufacturing continued 
to show one of the highest rates of decline. There has also been 
a marked trend towards part-time employment. 

Of course, the counterpart to decreasing employment is increasing 
productivity. It does, in fact, appear that labour productivity in 
manufacturing has been increasing, despite falling overall output. 

For those looking to the future of manufacturing, investment has 
long been a focus. At first sight, an examination of this indicator 
might seem to suggest a collapse of confidence: nominal investment 
fell from a peak of $2,498.6 million in calendar 1983 to $1,886.1 
million in the year to September 1987. However, once these figures 
arc adjusted to remove the effects of inflation and major project 
investment, which proceeded only on the basis of government 
guarantees, it can be seen that manufacturing investment is virtually 
unchanged from the 1983 level." In fact, real manufacturing 
investment on this adjusted basis has remained remarkably constant 
at around S200 million per quarter (in 1982 dollars) since 1979, with 
the exception of two short-lived booms in 1981 and 1984/85. \X'hcther 
this pattern will continue long term renuins to be seen. 

With the removal of foreign exchange controls, there has been 
a sharp increase in New Zealand manufacturing investment abroad. 
This has been particularly marked in the case of Australia, no doubt 
spurred on by the sharp depreciation in the AustraUan dollar since 
1985. It is likely that some of this investment is at the expense of 
local investment, but equally likely that at least some represents a 
response to new opportunities and thus adds to the volume of 
investment by New Zealand manufacturers. 

Other Scctom 

While agriculture and manufacturing are the sectors widely perceived 
to have undergone the most adjustment since 1984, no account of 
industrial policy could be complete without examining other major 
seaors. Given that the more neutral stance of industrial policy is 
intended to allow resources to flow to where they can best be utilised, 
the key question concerns the growth rates achieved. 

Table 2 shows that, since 1984, there have been declines in the 
contributions of trade, restaurants and hotels, and general government 
services to GDP. Slow retail sales growth accounts for the performance 
of the first group, while the government sector's performance reflects 
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rcducuons in public sector staff numbers and transfer of activity 
to state-owned enterprises. 

However, the Table also indicates that there has been strong growth 
in the other primary, construction, and other services groups. 
Generally, the growth shown in the statistics for these grou[>s can 
be interpreted straightforwardly as representing increased output. 
An exception is the other primary group, in which reduced oil 
exploration expenditure shows up as higher net output but, even 
in this group, the overall upward trend remains strong. 

The strong growth apparent in these scaors arises from a range 
of factors. The availability of technology and satisfaaory international 
prices have provided incentives to develop natural resources. In the 
caM: of construction, sharply increased demand for hotel space for 
increasing tourist numbers and the need for additional office space 
to accomnrodate computers and a burgeoning services sector have 
raised output. The decline in output from mid-1988 onwards 
demonstrates that cycUcal optimism also played a part in previous 
growth. The availabiUty of new technology and deregulation allowing 
new entrants have boosted "other services" output particularly in 
communications, finance and air transport. For example, the 1987 
start-up of Ansett's domestic air services in New Zealand following 
deregulation was accompanied by a strong surge in passenger 
numbers, even to the extent that Air New Zealand's k>ad factor rose. 

As Table 4 shows, growth in the services scaor was sufficiendy 
strong from 1985 to 1987 to generate enough jobs to nearly balance 
the losses in manufacturing and agriculture. The services seaor 
continued to lose far fewer jobs proportionally in 1988, while overall 
employment fell sharply. 

Growth in services employment dates back to before 1984, as 
did the bullish financial climate which prevailed prior to the October 
1987 sharcmarket crash. Services employment growth cannot 
therefore simply be attributed to industrial policy since 1984. 
However, a significant trend in industrial policy has been recognition 
of the importance of the services sector - in competition policy and 
deregulation, as an export earner, in New Zealand's enthusiastic 
pursuit of services issues in G A T T and CER negotiations, and in 
the establishment of a specific services section within the Department 
of Trade and Industry's industrial wing, prior to that Department's 
restructuring in December 1988. 

It is reasonable to expca that reduaions in assistance to agriculture 
and manufacturing would benefit services tvxf other primary activities, 
both in an enhanced ability to compete for resources and in an ability 
to obtain lower cost inputs. It is impossible to isolate out the full 
effects of industrial policies on the services and other primary sectors, 
but it is certainly clear that their growth up until 1987 was entirely 
consistent with the industrial policies followed. 
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4. Future Directions 

As of February 1989, it would appear that the die has been cast. 
The Government has been remarkably consistent in its moves towards 
greater neutrality in the environment for investment decisions, 
reducing specific industry assistance, promoting competition and 
using macroeconomic measures, such as fiscal and monetary measures, 
rather than industrial measures, in its anempts to stabilise prices 
and produce the climate it seeks for industrial growth. The pace 
of change has varied through time and across industries and will 
continue to do so, but these directions seem clear. The Government's 
commitment to the poUcies of its first term remained firm throughout 
1988 and was reaffirmed after the changes to the Cabinet late in 
the year. When the Government aimounced in February 1988 that 
its flat income tax proposals would be put on hold, it specifically 
reiterated its commitment to reduce tariffs substantially and to pnxeed 
with telecommunications deregtilation. 

A number of conditions are required for the industrial policy 
measures adopted to produce the results expected of them. One of 
the most obvious is time. Current policies dictate some movement 
of resources from highly assisted to lightly assisted industries. Such 
a process cannot be a short-term one, as there are many factors which 
tend to hold resources in current uses, including, for example, asset 
specificity and retraining costs. 

A comfortable world and local business environment would 
certainly help the process of change. Adjustment not only requires 
resources to leave some aaivities, but also requires redeployment, 
which, in turn, is certainly encouraged by a positive level of business 
confidence. Adjustment up to 1987 definitely did occur in a positive 
business environment, against a background of world growth, 
willingness by the financial community to support investment 
decisions, and slow but positive economic growth. It will still take 
place even in a recessionary environment, but with potentially higher 
social costs. 

There have been many arguments amongst economists over the 
"sequencing" of reform: should a government deregulate financial 
markets, labour markets or goods markets first?" Few definite 
conclusions have emerged from this debate to point to any particular 
steps which would assist the process of adjustment in New Zealand. 
One possible exception is the desirability of allowing firms facing 
adjustment pressures greater scope to spread the pressures beyond 
the firm itself. The ability to renegotiate with suppUers, creditors 
and unions as condidons change is important. 

There has also been a debate over whether macroeconomic 
subilisatioo should be attempted at the same time as industrial policy 
reform is undertaken. The argument is someumes put forward that 
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squeezing inflation through monetary policy has raised interest rales 
and the exchange rate, reducing international competitiveness at a 
time when it needs to be maintained to facilitate adjustment. 
International competitiveness has undeniably been reduced since the 
1984 devaluation, but just how much remains a moot point. It is 
easy to confuse the loss of competitiveness as a result of changes 
in exchange rates or faaor prices with a loss of competitiveness due 
to structural change. Competitiveness for some industries has also 
been enhanced by factors such as reduced industry assistance 
elsewhere and the fuller refund of input taxes to exporters available 
under a value added tax system like G S T . In the final analysis, 
competitiveness can only be judged by whether a country can cover 
its foreign exchange requirements in the long term. Continued export 
growth suggests New Zealand did not have a severe competitiveness 
problem in the period under review. Concerns about competitiveness 
seem likely to abate if both the fiscal deficit and inflation continue 
tofaU. 

Further requirements for successful industrial adjustment include 
some critical non-economic factors. Present policies require many 
people to react in certain ways to take advantage of new opportunities: 
to seek to enhance their incomes and to be flexible enough to change 
occupations, lifestyles or places of residence. There arc barriers to 
such flexibility, and their importance is difficult to assess. In 1986/ 
87,59.7 percent of the labour force had no post-school qualification," 
which cannot help the process of changing employment. Cultural 
attitudes vary - not all people are interested in building their human 
or material capital as their top priority. Also crucial is continuing 
public support. For this, the results of the industrial programme 
will need to be demonstrable and tangible - higher incomes, different 
lifestyles and employment opportunities. It is loo much to expea 
these results from an industrial programme alone, but widespread 
public benefit across the community will remain an important criterion 
for judging recent bdustrial policy. 

5. Conclusions 

Various statements of the Government's industrial policies exist, but 
for a clear view of what the policies are, ihe best place to look is 
to the policies themselves. 

Indeniifiable principles underlying the policies include a move 
towards greater neutrality amongst industries, phasing out of specific 
industry assistance measures, promotion of greater competition and 
a greater use of macroeconomic measures for purposes such as price 
stabihsation. 

Policies adopted include removal of agricultural subsidies, import 
licensing and tariff reductions. Many remaining forms of government 
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intervention have been made more general in nature (such as regional 
development measures), or targeted towards establishing an overall 
environment for business. There has been a new awareness of the 
importance of services in the economy. Some of these policies were 
in evidence before 1984, and have simply been intensified. In other 
cases, such as the reduction in direct government investment in the 
manufacturing industry, there has been a sharp break with previous 
practice. 

More time is required for the results of the policy changes to 
become fully apparent. At the begiiming of 1989, available sutistics 
showed that different industries were having markedly different 
experiences. Agricultural net output was increasing despite traumatic 
conditions for some farmers and lingering debt problems. 
Manufacturing output was dropping, while services and other primary 
industries were holding up well despite the demand recession. Overall 
employment was roughly constant in the two years to December 
1987, but demonstrated a large-scale shift out of agriculture and 
manufacturing into services. TTiese sectoral trends remained apparent 
throughout 1988. 

A number of question marks exist, particularly about the likely 
effects of the 1987/88 domestic recession and the world economic 
climate. Up until the end of 1987, the Government remained firmly 
committed to its industrial policies, and the overall results of them, 
as revealed by available statistics, were probably less dramatic than 
many had feared. A marked improvement in business confidence 
at the end of 1988 may herald the first real opportunity for a fair 
test of the Government's trade and industrial strategies, with the 
picture less clouded by deflatioiiary macroeconomic policies. Can 
the hoped for long-term gains take the New Zealand economy to 
both a higher level of activity and a higher growth rate after it emerges 
from recession? 
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Chapter 9 

R E F O R M OF THE LABOUR 
MARKET* 

Penelope J. Brook 

T H E L I V I N G STANDARDS T H A T MOST people can achieve, 
and the satisfaction that they can derive in the process, depend directiy 
on their access to employment. The welfare of society as a whole 
similarly depends on the capacity of its citizens to put their labour 
to its most highly valued uses. Individual happiness, and much of 
the success of the economy as a whole, therefore depends on the 
case with which workers can enter and leave the labour force and 
move within it. 

Even in a static environment, a major role of government is to 
foster a regulatory framework in which people wishing to sell their 
labour can do so most advantageously to them and the community 
as a whole. Where economic circumstances are changing, the efficiency 
or flexibiUty of the labour market is even more important. The success 
of the economy in reacting to change (and the equity with which 
the benefits and burdens of change are distributed) depends on its 
capacity to mobilise all its resources, including labour, irmovatively 
and efficiently. 

In New Zealand, a characteristic reaaion to change has been to 
resist it by increasing the degree of government intervention in the 
economy. This is a process which feeds on itself, as individual sectors 
seek protection to counterbalance the special ireaimeni of other sec-
tors. The result is a complex system of income transfers between 
sectors (often related to the strength of individual lobby groups). 
Incentives for the economy to adjust to change are reduced or obli-
terated. 

Since 1984 (and in some respects since the late 1970s), there has 
been a reassessment in New Zealand of the case for, and appropriate 
design of, intervention in most areas of the economy. The labour 
market is the area in which this reform has been least ambitious. 
Two reasons may be offered for this. First, both political parties 
have seen substantial difliculties in changing the panem of interven-

*A number of people made helpful commenis on this chapter in its draft form. 

I am panicularly grateful to Alan Jones and Roger Kerr. Remaining errors arc my 
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tion. The Labour Party has a close historical relationship with the 

labour movement, but few initiatives were taken by the previous 

National Government and, in opposition, the National Party has been 

critical of the Govenmeni's state sector reform. Secondly, there is 

a widespread belief that labour relations involve inherent conflict 

between employers and employees, and that, in labour markets, the 

objectives of efficiency and equity are diametrically opposed. A 

relatively free market is seen as against the interests of vuhierable 

members of the workforce. 
The changes that have been made to private sector industrial 

relations legislation since 1984 have not challenged these beliefs. Both 
producers and their employees have been limited in their capacity 
to adjust to market forces elsewhere in the economy, generating 
considerable increases in unemployment. Tliere is a clear need to 
give priority to reforming the labour market. 

The potential for a society to direa its scarce resources, including 
labour, to their most valued uses rests on the capacity of its markets 
to adjust on the basis of new information. Processing information 
is facilitated by competition through the use of markets. Competition 
is an evolutionary process rather than an end state. The efficiency 
of markets in processing information and directing resources depends 
on their flexibility. 

Flexibility is not an end in itself. Nor is the flexibility of the 
labour market of greater importance than the flexibility of other 
markets, although it is arguably more difficult to achieve (because 
of high "sunk" costs in education, housing and the like). It is, however, 
critical in determining how well other markets function. As the 
Organisation for Economic Coop»eration and Development's 
Dahrcndorf Report noted: 

Labour marfcen are an imponani for the growth proccsj itself; as the level 

of economic activity increases, they function better, and as they function belter, 

the level of economic activity increases further. . . , |F|lexibility then serves 

not only the processes of adjustment, but also innovation, equity and a higher 

quality of life . . . In this sense, labour market rienbibty is a key to both economic 

efficiency and social progrett.' 

The degree of flexibility of a labour market will be reflected in 

the capacity of individual workers to maximise the returns (both 

pecuniary and non-pecuniary) to their labour through their ability 

to move between or within firms and industries, and to negotiate 

or participate in coniraas that secure the conditions of pay and work 

they desire. On the part of employers, it will be reflected in their 

capacity to negotiate contracts that will attraa and retain employees 

of a desired quality, and deploy them in the most produaive way. 

Most simply, then, it involves the ability of employers and employees 
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to negotiate mutually advantageous contracts and to adapt these 

contracts as circumstances change, and the ability of workers to move 

within and between companies. 
The central concern of this chapter is with the mechanisms through 

which labour contracts can be made and enforced. The following 
section describes the evolution of the private seaor system in New 
Zealand, and the nature of changes since 1984. In the third seaion, 
the more radical changes in the public sector are set out. In the 
fourth seaion, the chief elements of the system are discussed by 
reference to the institutions and practices that might be expected 
to arise in a relatively free labour market. The final section considers 
the case for labour market reform in the context of broader economic 
reforms. 

The structure of labour contracting, or labour relations, is not 
the only matter of concern in an evaluation of the labour market. 
Education, immigration, equality of opportunity, the tax structure, 
the system of unemployment benefits and the broad impact of fiscal 
policy are all critical. 

The importance of policy in these other areas is not contested. 
But the success of policies aimed, inter alia, at providing a well-
educated and relevantly trained workforce, ensuring that women or 
minorities are not disadvantaged in employment, and providing 
incentives to seek work and adequate relief for those unable to find 
work is, in the end, dependent on how well the market itself functions. 
In a poorly functioning market, workers' capacity to find employment 
that uses and rewards their skills will be reduced, no matter how 
well educated they are. Signals to the education system about the 
kinds of skills needed will be unclear or distorted. Equality of 
opportunity is likely to be better served in a properly functioning 
labour market: greater mobility of workers (and lower overall 
unemployment) will reduce employers' capacity to discriminate ac-
cording to economically irrelevant charaacristics. The provision of 
a fiexible and efficientiy operating labour market may be seen as 
a first step towards clarifying the need for other labour market policies, 
and raising the subsequent cliances of their success. 

1. REGULATION IN THE NEW ZEALAND 
LABOUR MARKET 

Union activity in New Zealand dates as far back as the 1850s. 
Industrial relations legislation, however, began with the passage of 
the Industrial Conciliation and Arbitration Act in 1894. Pressure 
for the legislation arose both from the events that surrounded the 
maritime strike of 1890, and from demands for greater protection 
of workers, many of whom were geographically immobile. While 
there have since been frequent modifications to the law governing 
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the operation of labour markets, notably the introduction of com-

pulsory unionism in 1936 and the consoUdation of poUcy under the 

Industrial Relations Act 1973, the principles and procedures set out 

in the 1894 legislation have in essence been retained. 
The central feature of this system is its provision for national, 

occupation- or craft-based awards setting out minimum wages and 
conditions. This award system is supponed by union registration 
procedures and the legal imposition of blanket coverage for awards 
negotiated by registered unions. Both the negotiation of awards and 
the resolution of disagreements about their interpretation are handled 
through a state-run conciliation and arbitration process. 

The registration system was designed to promote the formation 
of unions and minimise demarcation disputes amongst (hem. 
Registration confers on a union the exclusive right to represent all 
those workers "conveniendy covered" by it, and to require the 
negotiation of an award on their behalf. Registration is maiidy on 
an occupational or craft basis, so that a single union can represent 
workers across a range of firms and industries. A single employer 
is likely to be required to negotiate with more than one union. 
Registration is not compulsory, but is heavily favoured - agreements 
secured by unregistered collectives of workers are not legally binding. 

While, technically, the purpose of registration is to subject unions 
and their membership to the provisions of industrial relations 
legislation, its primary economic effect is to confer quasi-monopoly 
status on existing unions. This is reinforced by access to a balloting 
procedure by which a compulsory union membership clause can be 
enforced in awards and collective agreements (thus compelling 
employers to deal solely with union members). Further, the definition 
of "convenient coverage" has meant that there is a low rate of new 
union formation. 

On the other hand, union amalgamation is not uncommon, and 
has been reinforced by the stipulation in 1987 legislation that a 
minimum membership of 1,000 serve as a prerequisite for registration. 
Overall, the registration system thus makes it difficult for discontented 
workers either to change unions or to establish new unions so as 
to achieve labour contracts more beneficial to them. 

The unique position afforded unions has made for a complex web 
of legislation stipulating acceptable union objecdves, codes of interrud 
management and, more generally, constraints on union activities and 
on the negotiation process. These attempts to prevent abuses of union 
power and to protect their members or prospective members from 
bad administration or victinusation arc "necessary" primarily as a 
means of compensating by legislation for strong restrictions on em-
ployees' ability to opt out of the union system. (In this they may 
be compared with the relatively light legislative requirements imposed 
on organisations, such as incorporated societies, from which mem-
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bcrs arc free to disassociate themselves.) 
In 1983, the National administration introduced voluntary 

unionism.^ This resulted in some moves by unions to broaden their 
activities - for example, by sening up medical centres and health 
schemes - in order to retain members. Reductions in membership 
were not widespread, although there were drops among retail trades 
and clerical workers. In accordance with elcaion promises by the 
Labour Party, compulsory unionism was reintroduced in 1985. There 
was little attempt to justify it as a measure that was consistent with 
the Government's general deregulatory programiiK. 

The awards that registered unions negotiate cover by law all relevant 
employers and employees, whether or not they are parties to the 
negotiation process. This is referred to as "blanket coverage". Awards 
effectively esublish minimum wages and working conditions, but 
are backed by the government policy on minimum wages, working 
hours, occupational licensing, health and safety, maternity and 
paternity leave, equal pay and the like.' Negotiated minima typically 
exceed the levels stipulated by government^; government minima may 
be seen as a statutory floor for those not covered by imion negotiations. 

To give some flexibility to the system, there was from 1973 to 
1987 provision for "second-tier" bargaining at a sub-national level. 
However, there was little room for secondary agreements to adjust 
negotiated awards downwards. Further, the extent to which employers 
were prepared to use them was limited by the tendency for the results 
of sub-national bargaining to be fed back into the national award 
system, in particular inflating the wage settlements considered 
acceptable by unions. From 1980, there was also provision for com-
p)osite agreements, in which a number of unions could negotiate a 
package with an employer which would supersede individual national 
awards. This was seen as a means of facihtating enterprise bargaining. 

Negotiation between employers and unions can only be initiated 
by the creation of a "dispute" characterised either as a dispute of 
interest (matters of wages and condiuons) or as a dispute of rights 
(matters of the interpretation of awards and agreements, and personal 
grievances). This terminology, and that of the process which follows, 
reflects the underlying assumption that employer-employee relations 
are essentially antagonistic. Certainly, the notion of interest dispute 
has little place in more orthodox contractual agreements. 

The creation of a dispute opens a process of conciliation, drawing 
on a slate-provided conciliation and mediation service. Until 1984, 
where agreement could not be reached through conciliation, cither 
party could take the dispute to the Arbitration Court. This was a 
specialist court, initially intended to minimise unions' recourse to 
direa action in suppon of claims. 

The New Zealand economy has nevertheless been particularly 
prone to strikes', and this reflects the relative weakness of the 
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Arbitration Court (which has not been used for significant arbitration 

on wages, outside general wage orders, since the 1968 nil wage order). 

More importantiy, it illustrates the role of the current system in 

perpetuating an ad%'ersarial form of industrial relations, and Umiting 

the scope for bargaining in individual workplaces to reach solutions 

to problems that are not national or occupational in nature. 
Until the early 1970s, the Government had little direct role in 

the bargaining process (although there are individual examples of 
intervention). This changed in the more inflationary environment 
of the 1970s, in particular through the imposition of wage controls. 
In periods in which controls did not apply, there evolved a pattern 
of wage rounds in which awards across unions would reflect the 
results of major "trend-setting" negotiations. This was reinforced 
by the increasing rigidity of relativities between occupational awards. 
This adherence to relativities was an important means of escaping 
the uneven impact of the periodic imposition of wage controls. It 
was a practice reinforced by employers, for whom the support of 
uniform wage roimds was a damage-minimising response to their 
incapacity to negotiate scttiements tailored to panicular situations 
(this was also refiected in their delegation of responsibility for 
negotiations to employers' organisations). 

The importance of relativities retnained under a move towards 
tripartite wage-fixing, involving government, employers and unions, 
in the early 1980s. Between 1981 and 1984, the long-term wage-
fixing conference was used to discuss the possibihty of a negotiated 
wage/tax trade-off. This conference was replaced, after the change 
in government in 1984, by the Tripartite Wage Conference. This 
has become primarily a vehicle for communication by the Government 
of its assessment of the state of the economy. The period since 1984 
has been notable for the absence of a direa presence by the Minister 
of Labour in the wage-bargaining process, although the nature of 
the system facihtates indirca government influence. 

Major Developments Since 1984 

After the change in government, an economic summit was organised 
as a forum for debate on the future direaion of economic policy. 
There was general agreement by unions and employers on the need 
for greater flexibihty in the labour markets and, in particular, for 
an increase in industry and enterprise bargaining. Eor example, a 
union paper to the summit stated that, "|Tlhe unions would like 
to sec the old system modified so that more consideration could 
be given to factors that were specific to an industry or occupation, 
and a good deal less to entrenched relativities."* 

There was thus a clear mandate for changes in labour market 
regulation. A limited package of reforms was introduced later in the 
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year, its main components being the reintroduaion of compulsory 

unionism, the institution of the Tripartite Wage G>nference, 

modification of the criteria to be used by the Arbitration Court (with 

the emphasis in determining wage levels shifting from relativities 

to supply and demand conditions) and a change from compulsory 

to voluntary arbitration (so that recourse to the Arbitration Court 

required the consent of both the union and the employer). The 

abolition of compulsory arbitration has served to reinforce the de-

clining use of the state apparatus for arbitration. Since a finding 

by the more recently established Labour Court that a company's 

ability to pay is not a criterion to be considered in arbitration, the 

interest of employers in using the process has been further reduced. 
In late 1985, the Government initiated a general review of labour 

relations legislation on the basis that changes in other areas of economic 
policy required a more thorough consideration of labour market 
regulation. This process was guided by a green paper' which posed 
questions on the full range of existing legislation, with the exception 
of compulsory unionism. However, the paper lacked a clear analytical 
framework, and failed to question the principles and objectives 
underlying the legislation. The ensuing debate was highly politicised. 
The legislative review lasted eighteen months, with submissions on 
the green paper, the announcement of a set of policy decisions, the 
formulation of a new labour relations bill and submissions to the 
parliamentary labour select committee. However, adherence to the 
objectives and procedures of the existing legislation meant that the 
resulting Labour Relations Act 1987 brought httle increase in the 
flexibility of the system. 

Under the 1987 Act, compulsory unionism was retained. Provision 
was made for a ballot on its retention to be carried out once in 
every three award rounds. Responsibility for enforcement was shifted 
from employers to unions. (There are indications that the costs of 
enforcement, particularly outside the main cities, arc leading to a 
fall in union membership.) Restricted provision was made for changes 
in union coverage, but the right to initiate changes was confined 
to existing imions. These provisions have not been used (perhaps 
in part because of a Federation of Labour resolution against their 
use). To the extent that their use has been considered, it has brought 
renewed attention to conflias of interest over demarcation. The 
minimum membership size of unions was raised to 1,000, ostensibly 
as a means of ensuring that unions were not too small to exercise 
"bargaining power". This has generated a process of amalgamation 
of smaller unions. Amalgamation has often taken the form of loose 
affiliations of unions, on a political basis rather than according to 
involvement with common employers. It has not, on the whole, 
reduced the number of unions with which an individual employer 
must negotiate. Both the minimum membership level and the 
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tendency for union amalgamation to be political rather than industry-

based work against the achievement of enterprise bargaining. 
The A a also introduced changes to the nature of agreements which 

could be tiude outside the award system, thus removing second-
tier arrangements and substituting a provision requiring that 
employers be "cited out" of awards where unions wish to negotiate 
separate, legally binding, renewable agreements. This "either/or" 
approach generates some independence between high extra-award 
settlements and the wages and conditions in awards negotiated in 
successive wage rounds, thereby potentially removing one of the 
problems associated with second-tier arrangements. Also, this 
approach was expeaed to facilitate enterprise bargaining, in that the 
case for a separate agreement does not need to be renegotiated each 
wage round. However, the development of separate agreements is 
constrained by the right to cite an employer out of an award being 
restricted to the union involved; employers caimot choose whether 
they will be subjcCT to an award. 

The provision for second-tier bargaining in previous legislation 
was generally considered by employers inferior to the inclusion of 
pass-on provisions in awards (so that employers paying above award 
rates could automatically pass on to their employees increases 
negotiated in award rates). The continuing availability of pass-on 
provisions reduces the incentive on the part of both imions and 
employers to use separate agreements, or to move to enterprise or 
workplace bargaining. There have also been minor changes in the 
arrangements surrounding composite agreements, in panicidar that 
they must be fully renegotiated upon expiry. However, they can still, 
at union instigadon, be negotiated on top of an award. 

The Act also brought changes in the mechanisms for reaching 
and enforcing awards and agreements. The distinction between 
conciliation and mediation was removed, and the Arbitration Court 
was split into an Arbitration Commission, which acts as an industrial 
body to consider disputes of interest, and a Labour Court, which 
deals with legal maners arising from labour disputes, demarcation 
disputes and personal grievances. The use of a mediator employed 
by the Department of Labour continues to be required for award 
negotiations, but private mediators can be used in the negotiation 
of agreements. 

The period since the implemenution of the 1987 Act has seen 
some changes in the nature of awards and agreements negotiated. 
It is unclear how far these reflect changes in the legislation rather 
than changes in general economic conditions. Tlie 1987/88 wage round 
was the first to be conducted under the new provisions. Prominent 
events in the round included an agreement negotiated by the 
Engineers' Union and employers to dismande the Metal Trades Award 
into narrower awards that could be seen as a basis for funore enterprise 
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or industry agreements (though this has yet to come to fruition), 

and the division of the Drivers' Award into three separate components. 

Negotiation of a "Japanese-style" composite arrangement by 

Mitsubishi, and agreement to a similar arrangement by part of the 

Nissan workforce, received much anention. Both arrangements would 

have been possible, however, under the previous legislation, and 

therefore may be partially attributed to changes in broader economic 

conditions. 
There were very few cases of employers being cited out of awards 

who were not previously involved in some form of voluntary or 
composite agreement. The rigidity that arises from the inability of 
employers to opt out of the award system was clearly indicated in 
the meat industry, and also in the case of Independent Newspapers 
Limited ( I N L ) . In the latter case, the refusal of the national printers' 
union to accept an agreement negotiated between the company and 
its workers covering the introducrion of new printing technology led 
to a strike against the union by the workers involved. No use was 
made of the provision for changes in union representation. 

The events of the 1988/89 wage round reinforce the impressions 
created by the 1987/88 round. While there has been some progress 
in reducing restrictive practices and negotiating trade-offs between 
wage increases and changes in work rules, these moves towards greater 
flexibility, along with attempts to decentralise the bargaining process, 
have met with strong union resistance. Wage adjustments have been 
relatively insensitive to regional and industry circumstances and to 
the generahscd spread of unemployment. 

Overall, there is no clear evidence that the new legislation is proving 
successful in allowing rapid evolution of the labour relations system. 
It does not appear to be accelerating moves towards enterprise or 
workplace agreements. There effectively remains an industrial re-
lations system in which employers must often negodate with several 
difl'erent unions, and in which awards negotiated by (increasingly 
concentrated) unions on the whole apply uniformly across industries 
and regions. The overall impact is reinforced by the maintenance 
of generally rigid relativities between awards. 

2. Reform in the Public Sector 

The changes made since 1984 to the private sector labour market 
may usefully be compared whh changes introduced for the public 
sector (which accounts for approximately 25 percent of the labour 
force). While a number of changes to public sector arrangements 
have been justified as reducing inconsistencies with the private sector 
system, reforms in the public sector have been more far-reaching 
than those in the private sector, and in this may be regarded as 
sening a pattern for the latter. 
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The establishment of the terms of labour contracts in the public 

sector is complicated by the absence of commercial pressure on 

government departments as employers. Wages have typically been 

fixed by reference to relativities between the pubUc sector and the 

private sector where similar jobs appear in both, and within the public 

sector where no direct comparison with the private sector is possible. 

Higher salaries are determined by a separate commission. There arc 

ineviubly problems in creating incentives for the efficient deployment 

of labour and for employee performance. Performance incentives have 

been limited by the security of state sector employment and the 

prevalence of promotion on the basis of duration of service, rather 

than merit. Incentives have been further diluted by the breadth of 

state union coverage and neogitations," and the use of annual general 

wage adjustments between less frequent reviews of particular 

categories of wage movements in the private sector. 
The system of employee representation has differed fundamentally 

from the private sector in that registration has not been a prerequisite 
for official recognition of unions. Agreements and union membership, 
at least in some instances, are voluntary. However, the terms of public 
sector agreements have been more subject to direct intervention in 
that they have been seen as illustrating "acceptable" terms and 
conditions to the private seaor (for example, with regard to equal 
pay and the rights of women and minorities). 

The move to corporatise some areas of state aaivity through the 
creation of state-owned enterprises (SOEs) has subjeaed these 
activities to more direa compaitive pressure, aeating a need for 
greater flexibility in employment contraas. The re-evaluation of the 
aaivities of the rest of the rest of the public seaor, and a concern 
to increase the efficiency of their operation, have brought renewed 
attention to state personnel policy and industrial relations. 

Provisions to enable enterprise bargaining in SOEs were included 
in the SOE legislation which came into eflca in April 1987. Changes 
to state seaor pay-fixing mechanisms were released around the same 
time, and related draft legislation was introduced to Parliament at 
the end of 1987. Despite widespread opposition from state seaor 
unions, the legislation was passed with minor modifications in March 
1988. Public seaor arrangements were made to parallel the private 
sector,' for example by applying union registration mechanisms to 
the public seaor and aboUshing the special appeals procedure. 

To inaease accountability, heads of departments have been 
replaced with chief executives, appointed by the State Services 
Commission (with a ministerial right of veto) for a maximum of 
five years, and responsible for all other appointments within the 
department. The flexibility of arrangements possible in the public 
seaor is arguably greater than that in the private seaor. In particular, 
there are more explicit moves in the direaion of enterprise bargaining. 
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both through the arrangements for SOEs and through a move 

(advocated by the Public Service Association) to departmcnt-by-

department agreements. Also, automatic general wage adjustments 

have been abolished. Under the right budgetary constraints imposed 

by the 1988 Budget, this dccentrahsation has arguably facilitated 

agreements that demonstrate a dearer recognition of a trade-off 

between wages and jobs. 
These reforms are an attempt to overcome in the pubhc sector 

some of the deficiencies that are present in the private sector arrange-
ments. They do not, however, quesuon the fundamental nature of 
the private sector system. In both sectors, then, a case may be argued 
for further reform. 

3. Labour Market Regulations: An Assessment 

An assessment of the impact of elements of New Zealand's system 
of labour market regularions may be made by comparing them with 
the insritutions that might arise in a situation less constrained by 
historical labour market regularion. Such a benchmark would take 
account of uncertainty and uneven information, but labour market 
regulation might be restricted to defining and enforcing property 
rights in labour and maintaining a law of contract. The essential 
difference between current practice and such a system is that, whereas 
the former is directive, specifying how workers may organise, who 
may be party to employment negotiations and how they may enforce 
the results of their negotiations, the latter would be facilitative, seeking 
only to establish such rights and systems of contraaual law as would 
enable employees and employers to determine the nature of their 
relationship in the most mutually beneficial way. 

The simplest form of employment contract is that made between 
a single employer and a single employee. The enormous variety in 
the nature of labour services and in the conditions under which they 
are used, and similar variety in workers' preferences, means that 
the detail of contracts will ideally vary widely. Were it not cosdy 
to discover all relevant information about workers and jobs, we might 
expect a highly detailed contract for each worker in each job, setting 
out precise terms and conditions, and perfecdy protecting both the 
worker and t l ^ employer. Such a process is impractical, so that in 
many cases it is most efficient to use uniform contractual forms, 
and to deal in contracts with only a small number of possible con-
tingencies. 

In any employment situation, there may be advantages in 
employing collective bargaining to reduce the overall cost of 
establishing mutually satisfactory wages and conditions. Where the 
number of similar workers is large, or where the information relevant 
to the bargaining process is complex, bargaining may be delegated 
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to an agent. Even where workers perform dissimilar tasks, there may 

be an advantage in coUecrive (and delegated) bargaining on the basis 

of features that they have in common. An important case of this 

will be where they are all employed by the same firm, on whose 

fortunes they are all to some extent dependent. In such cases, the 

creation of a union can be an efficient response to the cost of processing 

information relevant to an employment contraa, and negodating and 

monitoring the enforcement of that contraa. 
There arc, of course, costs beyond the administrative to such 

collective and delegated bargaining. To the extent that coUcaivc 
bargaining results in a wage that represents an average of the values 
of worker inputs, exceptional workers will be penalised, and a 
disincentive to effort may be created. The former problem may be 
resolved by individual negotiations for truly excepdonal workers, for 
whom there will be an incentive to opi out of collective bargaining 
if the expected benefits arc greater than the costs of individual 
bargaining. In small groups disincendves may be reduced by mutual 
monitoring, while in larger groups it may be handled through the 
employment of supervisors, but some residual cost is likely to remain. 
Empk>yers might also be expected to have an interest in bargaining 
with groups of employees rather than individuals - again "sacrificing" 
the possible productivity gains to be had from tailoring contracts 
to provide incentives in return for the reduced costs of a single 
negotiation process. 

The decision to delegate bargaining to an agent, whether by 
cmptoyers, by employees or by both, will similarly depend on an 
analysis of costs and benefits. The benefits associated with the use 
of specialists to process information and carry out negodations will 
be set against the costs of an agent failing to represent the true interests 
of his or her party. The balance may be tipped in favour of unionism 
if the unions are able to supply other services, such as education, 
pension schemes or medical centres. 

Where workers can freely associate, unions are likely to arise as 
a means of reducing the costs of negotiating and enforcing labour 
coniraas. Their coverage is likely to be incomplete, and the nature 
of their coverage to be non-uniform - some will cater for a group 
of workers in a workplace, others an entire workplace, and still others 
a panicular kind of worker across a number of different workplaces. 
The nature of participation in negotiation, and the nature of contracts 
negotiated, may also var>'. In so far as workers are free to join and 
leave collecuve groupings (subject to such condidons as those groups 
might set out), such differences may be argued to be unimportant 
in terms of the welfare of workers. 

It is reasonable to ask whether any benefit is gained by conferring 
on unions an exclusive right to negotiate on behalf of workers, and 
by reinforcing this through statutory compulsory union membership. 
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Associated with this are more specific questions as to the impact 

of national occupation-based unions, and centralised structures for 

negotiating and overseeing the enforcement of awards. More 

fimdamentally, it may be asked whether the New Zealand system 

affords better protection to workers than a less regulated system. 
These questions are all the more relevant in that the present system 

is substantially unique to New Zealand. In other developed countries 
(whose performance has well outstripped that of New Zealand), 
collective bargaining is predominandy at a firm or workplace level, 
and non-unionised employment is increasing. In New Zealand, as 
overseas, the service sector, where uniform collective agreements make 
less sense than in, for example, manufacturing, has been growing 
relative to other sectors. Increasing participation in the workforce 
by women has led to demands for more flexible conditions of 
employment. The quest for improvements in efficiency has led 
increasingly to contracts with direa incentives to effort, and improved 
solutions to monitoring problems (for example, through the use of 
independent contractors). Self-empk)ymcnt has also growm. In 
countries where the labour market is less regulated than in New 
Zealand, unions have either adapted to accommodate these changes 
or have become less important. 

Registered Unions and Compulsory Unionism 

An important negative effect of giving unions an exclusive right to 
negotiate with employers, and thus restraining the formation of new 
unions or other forms of worker representation, is the reduction of 
direa communication between an employer and his or her employees, 
leading to an emphasis on average rewards and the associated reduaion 
of incentives to effort. As commentators on labour relations in the 
United States have argued: 

While I I IS often true that umons are more likely to be successful against a 

backdrop of poor employer-empkiyec communK-aiions, it is more often true 

that the advent of unionisation not only freezes that condition but also acts 

(o prevent any significant improvements." 

The inability of employers and employees to negotiate other than 
through the recognised union reduces both understanding and the 
ability to tailor contracts to panicular needs and capabilities, or to 
resolve conflias that arise from differences in workers' abilities and 
preferences. It also reduces the capacity of the firm to respond in-
novatively and rapidly to change. Such a response depends rather 
on the establishment of a degree of trust in workplace relationships 
that is quite at odds with the current adversarial cast of industrial 
relations. 
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The exclusive right of unions to negotiate on behalf of workers 

is balanced by legislauvcly imposed duties, and by the nature of 

their responsibility to their membership. Because of severe restraints 

on workers' abihiy to change their union representation, the prescribed 

arrangements for union conduct are far in excess of the legislative 

duties placed on organisations from which members can freely 

dissociate themselves. Quite apan from the resulting burden of 

administrative and compliance costs, this situation may restria the 

efficiency of the bargaining process. In New Zealand, limits have, 

in the past, been imposed on the maners on which unions can negotiate 

(these limits were removed in the 1987 legislation), and there continue 

to be restrictions on the structure of bargaining. There have also 

been restrictions on union subscriptions - a necessary safeguard where 

membership is compulsory, but one which limits the capacity of 

imions to expand in ways that might be considered desirable by 

a voluntary membership. While union leaders are typically seen as 

the principal beneficiaries of a highly regulated labour market, they 

might benefit from a reduction in this kind of regulation. The freedom 

to defmc the range and price of their activities (subjea to their ability 

to attract members) could compensate for any loss of political povrer. 
The use of national, occupation- and craft-based unions may be 

seen as reinforcing the problems associated with the registration 
process. The distance that centralisation necessarily establishes 
between the union leaders and the workers they represent makes 
it more diflicult for leaders to keep informed about individual 
sitiiations, and their capacity to represent the particular needs of 
workers in diverse circumstances is reduced. This makes it particularly 
difficult to define quite what leadership should be held accountable 
for, let alone to hold it accountable. Ironically, some of the smaller 
unions being elimiruted by the minimum size requirement were 
regarded as being among the more democratic and efficient. The 
significance of agency problems is reflected in the I N L printers' 
case, described above. It is also clear in the case, rcccndy investigated 
by the Human Rights Commission, of a group of Air New Zealand 
air hostesses whose aspirations for promotion were frustrated not 
only by their employer but also by their (male-dominated) union. 

The dominant role of occupation-based unions may also be seen 
as raising the costs of negotiation to employers. They are required 
to negotiate, in sequence, with a number of unions. The difficulty 
of calculating labour costs makes planning more difficult for em-
ployers, and raises negotiation and enforcement costs. (While the 
maintenance of wage relativities increases the uniformity of results 
of the negotiating process, it f>robably does little to decrease transaaion 
costs.) The consequent delegation of wage bargaining to employer 
rcprcsentauves is not surprising. However, such delegation has adverse 
implications both for the character of individual workplaces (if 
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anything, reinforcing the adversarial perception of the employment 

relationship) and for productivity, in that the scope for creative 

responses to both technical and contraaual problems is reduced. 
A system charaaerised by large unions with considerable monopoly 

power is also likely to affca the cx}ntraaual form of employment 
relationships. Employers and workers unwilling to have their rela-
tionship determined by a national occupational award will be limited 
in their capacity to work out a "normal" employment relationship 
outside the scope of the award. This encourages the use of outside 
contraas to an extent that would not occur were internal labour 
contraas freely determined. Union opposiuon in New Zealand to 
the exemption from awards of labour-only contraaors and of so-
called "dependent" contraaors (those contracting substantially to a 
single employer) may be seen as an attempt to close this gap in 
union coverage. In a freer market, the range of contractual types 
occurring might be broader, and the rigid distinction between internal 
employment and external contraas might be expeaed to break down. 
While union coverage would be more likely for conventional 
employment contraas, there is no a priori reason why external 
contraaors should not also aa coUeaively. 

A precondition for a more equitable and efficient system of 
contraaing is that workers be able to choose the kind of union 
representation most appropriate to their needs. In many cases, the 
chosen form would be an enterprise or workplace imion; the 
desirability of such unions has already been publicly recognised by 
union leaders and appears to have strong public support.'' In countries 
such as Japan and Switzerland, where the labour market is less 
regulated, there has been a shift away from aaft-bascd to company-
based unions. This suggests that workers have come to identify 
themselves more closely with the interests of other workers in the 
same company, and with the company as a whole, than with more 
traditional occupation-based guilds. "Multi-skilling" has accompan-
ied this shift. Where labour contraas are negotiated on a workplace 
or company rather than a national basis, there is more scope for 
them to be tailored to provide produaivity incentives to workers; 
the returns to employment are thereby linked more directly to the 
fortunes of the company (through, for example, Lhare ownership 
schemes). The attraaion of enterprise contraas in New Zealand is 
refleaed in the move to break down some national agreements, despite 
the cumbersome nature of regulation currendy governing such a 
process. 

The form of union that arises should not be a matter of government 
interest, but only of employee and employer interest. Government 
may mandate a procedure by which workers can clea union coverage 
(for example, through workplace ballots); its subsequent role should 
be to ensure that unions condua their affairs democratically, are 
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answerable to their members and are accountable for their use of 

funds. Government would also have a role in ensuring that unions 

have the legal status necessary to make binding contraas on behalf 

of their members. Current constraints on representation would not 

be required, and the entire issue of demarcation would be removed. 
The problems discussed so far arise apart from compulsory 

unionism. Compulsory unionism reinforces a rigidity that already 
exists through the registration process and the resulting monopoly 
power of unions. This power operates in two direaions. First, the 
union is the sole "licensed" seller of negotiation services to employees 
(employees' right to negotiate on their own behalf being severely 
constrained). Second, the union, endowed with comprehensive 
monopoly power by compulsory unionism, is the sole eflective seller 
of labour to employers. 

A conunon argument in favour of compulsory unionism has been 
that it removes the potential for non-members to "free-ride" on union-
negotiated agreements. (The importance of this is closely linked to 
unions' exclusive right to represent their members.) However, benefits 
to non-members will not always necessarily exceed the spillover costs. 
In particular, non-members may find that the benefits from union 
coverage are of limited value for them because of the uniformity 
of wages and conditions negotiated by the unions. 

The magnitude of the free-riding problem is likely to depend on 
the size of the union involved. It will be greater in a system of 
registered, national, predominantly aaft-based unions than in a 
system where the basis of union coverage could be freely decided 
by workers. In the laner case, there will be more incentive to 
participate direaly in union aaivities, since there will be a greater 
capacity to make the union represent the particular interests of 
workers. The benefits of membership in terms of reduced costs of 
negotiating and enforcing contraas are likely to be less diluted by 
agency problems between workers and their union. 

The Content of Awards and the Scope of Negotiation 

Where bargaiiiing between unions and employers is on a workplace 

or some other relatively narrow basis, it may be expeaed that the 

wages and conditions negotiated will be broadly appropriate to the 

situations of the firms involved and the produaivity of their 

employees.The broader the basis of bargaining, the lower will be 

the capacity to deal eflcaively with differing work situations. Broadly 

based unions - like any collective negotiators - will seek remuneration 

and conditions appropriate to the average productivity of the workers 

whom they represent and the "average situation" of the employers 

with whom they are negotiating. The levels agreed will differ from 

those that would be set by more disaggregated bargaining. 



Rejarm of the Labour Market 199 

This kind of averaging imposes significant constraints on firms 

or groups of workers where the appropriate setdemcnt is below the 

national average. Firms that "cannot afford" the nationally negotiated 

wage (or which cannot afford to implement nationally negotiated 

minimum conditions, or for which these conditions arc inappropriate) 

may be obliged to lay off workers rather than negotiate lower 

settlements or different conditions. This disinvestment has significant 

long-term consequences and can exacerbate regional problems and 

the social costs of adjusting to economic change." Workers whose 

productivity does not justify the level of remuneration negotiated 

centrally will find themselves priced out of the market. 
Minimum wages, in particular, have been found to have a 

disproportionate effea on young and unskilled workers, on workers 
re-entering the workforce, on those who have been "de-skilled" by 
long-term unemployment and on minority groups aheady disadvan-
taged by lower access to education and training. By entrenching the 
unionised negotiauon system with statutory provisions on minimum 
wages, working hours, hoUdays and the like, the government reduces 
the chances of workers priced out of unionised parts of the labour 
market of finding other employment. 

The New Zealand system has penalised not only firms and workers 
at the lower end of the market, reinforcing the costs of structural 
change in terms of increased unemployment, but also firms and 
workers whose performance is, at least potentially, above the average. 
When the system provided for second-uer bargaining to supplement 
or replace nationally negotiated minima, the concern that above-award 
scniements would feed back into subsequent national awards reduced 
employer enthusiasm for their use. TTie use of separate agreements 
made possible by the 1987 legislation is limited by the fact (hat 
employers csimot initiate such agreements. The availability of pass-
on memoranda, while facilitating the payment and perpetuation of 
above-award rates, limits the incentive to develop more flexible 
arrangements among less irmovative unions and employers. Firms 
that stand to benefit from structural change are limited in their capacity 
to offer packages that will attract workers away from other firms, 
while for above-average workers there may be Unle means of 
improving their remunerauon other than relocation or emigration. 
Constraints on the upward flexibiUty of sctUements can also be an 
important disincentive to pursue cosdy cducadon and training. Thus, 
while nationally negotiated awards are likely to be most binding on 
the wages and conditions available to below-average workers and 
firms, they also impose im]X)rtant cons(raints on firms and workers 
with the potential to perform above the average. Both eficcts limit 
severely the ability of workers and firms to accommodate and insuga(c 
economic change. 

The hypothesis that a prime modvauon for union formation is 
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the information and other transaction costs associated with the creation 
and enforcement of contracts also casts Ught on the New 2^aland 
system of award negotiation, enforcement and review through state 
structures for mediation, condhation and arbitration. In the course 
of the activities of freeiy formed and opcnting unions (and in the 
negotiation and enforcement of individual employment contracts), 
mediation and arbitration arc both likely to arise. It is likely that 
specialist agencies will evolve to provide these services. The use of 
such services is likely to be a preferred alternative to recourse to 
the civil courts because of the spcciahsed nature of the issues, and 
because negotiation is a more rapid means of resolving disputes. It 
nuiy then be asked whether there is a net benefit to state involvement 
either in regulating mediation and arbitration, or in partidpaiing 
in this process directly, through government agencies or direct 
intervention in negotiations. While it is unclear a priori whether there 
is a case for l^a l constraints on labour market contraaing which 
arc more extensive than for other types of contract, there is little 
apparent justification for direct government involvement in the 
negotiation process. 

The complex and unwieldy system of contraa negotiation and 
enforcement that has developed in New Zealand, initially justified 
on the basis of the disadvantages faced by employees in bargaining 
situations which were thought to be inherently uneven (and 
adversarial), may be regarded in large part as a corequisite of the 
registration of unions and blanket coverage of awards. The system 
esublishes safeguards that would be unnecessary were unions not 
legally endowed with monopoly power. There would be less need 
to anempt to enforce procedures "fair" to employees if they had 
the freedom to dissociate themselves from unions, or to create specific 
protections for employers. The cumbersome nature of the system 
may render these attempts somewhat self-defeating, creating an 
incentive to use rules of thumb (such as the relativities system) and 
to use strike action to lend immediacy to claims and their resolution. 

Streamlining of the concihation and arbitration system, as 
attempted in the 1987 legislation, may reduce costs and so yield more 
socially desirable outcomes. However, the benefits of streamhning 
must be set against the prospective benefits of a system where the 
removal of unions' legal monopoly, and the demise of occupational 
awards with blanket coverage, removed the basic justification for 
a tightly structured state system. I f the state had any cost advantage 
in the supply of condliation, mediation and arbitration services, there 
would be no reason why it might not offer these services on a 
competitively neutral basis. However, there is no apparent reason, 
even under the present system, why it should have a monopoly in 
this market. 

The 1987 legislation eliminated constraints on matters on which 
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unions and employers were permitted to negotiate. This represented 
an important advance, but one that was prevented from reaching 
its natural conclusion by the retention of a highly regulated, state-
run conciliation and arbitation process. It would seem reasonable 
for employees (or their unions) and employers to be free to negotiate 
not only wages and conditions but also procedures for the handling 
of grievances and for the termination and renewal of contraas. This 
would make provision for the use of mediators or for recourse to 
arbitration a matter for negotiation, which might or might not feature 
explicitly in employment contraas. Where it did not, there would 
be recourse to common law; for example, breaches of contract could 
lead to a right to sue. Where it did, and there was some conflict 
with the common law, the contraa would take precedence. It would 
therefore be possible, for example, to set out in a contraa conditions 
under which strike aaion would (or would not) be allowed. If, as 
suggested, mediation and conciliation arc relatively more efficient 
as means of resolving differences than litigation, it would be expeaed 
that in a less regulated system most contraas would set out, at least, 
basic conditions for their use. 

The Protection of Workers 

The stated intention of establishing labour market regulation was 
to provide a system to protect the interests of workers, in the belief 
that without proteaive legislation workers could be exploited by their 
employers. The social conditions under which proteaive legislation 
was first introduced were considerably different from those of the 
1980s. The dissemination of information about employers and em-
ployment conditions available today considerably exceeds that of the 
1890s, as does the geographical mobility of workers. Also, the attitudes 
to workers' rights that the original legislation sought to enshrine are 
now widely accepted (the legislation itself refleas the faa that these 
attitudes had become current). Deregulation would not reverse these 
trends. Further, general laws on human rights and discrimination 
have also now been enaaed. 

More fundamentally, the perception, implicit in the legislation, 
that the employment relationship is inherendy uneven and cxploitadve 
is inaccurate. The potential for exploiution is seen to rest primarily 
in employers' presumed monopsony power,'* which will be greatest 
where workers' skills arc highly specific and where individuals are 
geographically immobile. This applied a century ago (for example, 
in one-faaory towns, where workers spent their lives within a few 
kilometres of their place of birth), but is uncommon today. In the 
contemporary economy, monopsony, unless proteaed by government 
legislation, is unlikely to persist beyond the short term. If a monop-
sonist's posidon as an employer is subjea to potential compeddon 
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(that is, another employer can enter the market and bid away his 
or her employees), the existence of monopsony does not imply that 
workers are being exploited. 

W. H. Hutt points out that the wages and conditions that a worker 
will accept arc determined by his or her access to other employment 
opportunities." Different workers have different ranges of alter-
natives, and can therefore command different wages and conditions. 
It is inaccurate, he suggests, to depict the wages of workers with 
relatively limited alternatives as more exploitative than those of 
workers with more or better remunerated alternatives. This is not 
to say that there are not groups of woriurs whose relative lack of 
alternatives makes them vulnerable. However, the creation of 
monopolistic unions is not a particularly effective means of protecting 
these workers and, in some situations, the existence of such unions 
may indeed work against the interests of the most vulnerable by 
enshrining both restrictions on access to employment and restrictive 
terms of employment. 

Workers and employers enter contracts voluntarily, and in a lightly 
regulated market would be free to negotiate terms that were mutually 
beneficial. This is the primary mechanism by which workers arc 
protected from "exploitation" in a labour market charaaerised by 
the extent of job turnover and worker mobility that now prevails 
in New Zealand. The use of unions to negotiate contraas on behalf 
of workers sacrifices the interests of workers whose skills and 
preferences differ from the average. The combination of compulsory 
unionism and national, craft-based unions, rather than protecting 
the most vulnerable workers (those with low skills, and those on 
the margins of the workforce) clearly works against their interests. 
This is illustrated by the concentration of the unemployed among 
low skilled groups, Maori and provincial workers. 

A second form of protection arises from the ability of both 
employers and employees to look elsewhere for contractual partners. 
There is increasing evidence that a reladvely freely operating market 
will systematically penaUse "bad" or "discriminatory" employers." 
These employers will find it more difficult and cosdy to attract labour, 
and will thus be less competitive in output markets. The range of 
options available to workers depends on the overall health of the 
economy, but even in a slowly growing economy workers arc not 
without options. The resources that employers and emptoyees commit 
to empkiyment contracts mean that both parties have strong incentives 
to make contracts work. Where the relationship between an employer 
and an employee does break down, there are, again, protections 
available. After non-legal remedies are exhausted, there may be 
recourse to the courts, under the auspices of the common law of 
contraa. These protections will be available without the establishment 
of a special body of industrial relations law. In so far as the 
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"protections" specifically provided by the 1987 Labour Relations 
Act (through the conciliation procedures) are relatively costly and 
cumbersome, they will be a poor alternative to the solutions available 
in a less regulated market." 

A related question is whether there should be government 
constraints on the content of contracts, beyond the prohibition of 
criminal practices (such as fraud and coercion) and the statement 
and enforcement of basic human rights. This question would become 
more pertinent were the blanket coverage of awards sfKcifying 
minimum wages and conditions removed. 

There is evidence that the predominant effect of minimum wage 
laws is to reduce access to employment for marginal workers such 
as the young, the unskilled and racial minorities, effectively redis-
tributing income away from those unable to find work in favour 
of those who are employed. Minima on working hours, regulation 
of work practices (for example, specifying limits on hourly output, 
or acceptable tools) and occupational licensing have been found to 
have similar (if more subde) r»iistributioiuil effects.'* Even maternity 
leave requirements and implementation of comparable worth (or equal 
pay for work of equal value) schemes reduce the access of marginal 
female workers to employment. The impact of occupational health 
and safety regulations is less clear (although some evidence from 
the United States suggests their costs may far exceed measurable 
benefits).'" In New Zealand, analysis of their effeas is complicated 
by a state-run accident compensation scheme funded mainly by levies 
on employers. 

Labour contracts should obviously conform to standards that are 
socially acceptable, but it is not clear that government regulation 
of contractual terms is the best way of ensuring this. Such terms 
are more likely to be met in a relatively free labour nuu-ket, operadof 
at high levels of employment, than in one where mobility is artifically 
limited by distorted price signals, and where contractual terms are 
not readily adapted to particular circumstances. The problems that 
are felt to create a need for standards are rtwted far more deeply 
than in the contractual process. For example, the uneven distribution 
of women amongst occupations, and the under-rcprescntation of 
women in management positions, which have been presented as a 
justification for comparable worth legislation, are arguably more a 
problem of education, access to training and rigid promotion systems 
than of unacceptable contractual terms. 

4. Conclusions: Labour Reform and the Wider 
Restructuring Process 

New Zealand's labour relations system has more general implications 
for the efficiency and equity of the workings of the economy as a 
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whole, and for the effectiveness of the stabilisation and liberalisation 
process in particular. Rigidities in the labour market have reduced 
the capacity of firms and entrepreneurs to adjust to reduced assistance 
and heightened competition, whether by reducing or increasing their 
activities, or by creating new firms. In its 1987 post-election briefing 
to the Minister of Finance, the Reserve Bank commented that: 

The relatively slow progress on labour markei . . . reform is in contrast to 

the pace of reform for the export Mxtor. Yet it ii this laner sector that is 

most affected by inadequate reforms in other markets. The export sector's loss 

of income from the removal of subsidies catmot generally be regained by 

increasing export prices, which are determined in world markets. Unless 

exporters are able to offset this inct>me loss by a reduction in input costs, 

profitability and hence investment and employment in the sector will decline.'* 

The high labour costs blamed, in some cases, for incapacity to 
meet competition are not necessarily a signal thai liberalisation of 
the labour market would lead to lower wages. For example, studies 
by Blandy and Baker^' show that firms could expect to bring about 
cost savings through the increased productivity made possible by 
a freer market; any lowering of wages would cause them to lose 
employees to competitors. 

At least initially, the negative growth and employment effects of 
the Government's policy of monetary restraint were offset by increases 
in private sector efficiency, as artificial barriers to competition were 
lifted. However, the infiexibility of the labour market imposed a major 
constraint on improved competitiveness and, in combination with 
a failure to control government spending, carried a risk of large 
increases in unemployment. Firms unable to compete and constrained 
in their ability to n^otiate productivity-raising agreements with their 
workers have in many cases resorted to redundancies. This disem-
ploymcnt is likely to have been reinforced by a growing preference 
for capital-intensive production techniques, encouraged by the 
reduction of regulatory restrictions in finance markets. For the time 
being, capital-labour substitution is to some extent being held back 
by high real interest rates - at least in part a result of the perceived 
riskiness in investing in New Zealand given its tendency to increased 
government spending, high debt and the persistent uncertainty of 
the outcomes of wage bargaining in what the Minister of Finance, 
David Caygill, has called the "rickety" New Zealand labour market. 

A reduction in labout market regulation would have important 
imphcations for the overall restructuring process. For firms starting 
up or expanding, it would increase their capacity to offer packages 
that anraa workers and provide them with incentives to increase 
productivity. For firms scaling down their activities as a result of 
restructuring, less regulation would facilitate the use of reduced hours 
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or wages as a means of easing the transition of workers to other 
employment. Firms that would be forced to shut down, if 
redundancies were the only means of reducing labour costs, might 
be able to continue in producdon. This is likely to be of particular 
importance in the regions (where the cost of living is typically less 
than in the cities), thereby gready reducing the negative impaa of 
increased exposure to compedtion on regional employment. The 
general effea would be both to reduce the unemployment losses 
associated with freeing up the economy and to hasten the process 
of adjustment towards more produaive aaivides. 

The labour market is a highly complex one, and atdtudes towards 
it are coloured by psychological and emodonal beliefs. The sancdty 
of rights and the quest for fairness achieve an emphasis in labour 
contraas which is unmatched in other economic relationships. 
Rhetoric flourishes, and fears of loss of control and alienation readily 
nurture an adversarial view of the relationship between employer 
and employee, with each side seen by the other as disproportionately 
powerful and at least potentially exploitadve." 

The complexity of the market is not in itself a justification for 
complexity of rcgiUation. A complex society requires less, not more, 
centralised control, as centrahsed mechanisms become increasingly 
incapable of acquiring and processing dispersed information, and of 
monitoring and controUing economic reladonships. This is partioilarly 
true in labour markets, where the amount and diversity of iidbrmadon 
that must be processed for employment relations to operate smoothly 
means that efficient regulation is likely to be extremely difficult. 
Comprehensive and intricate regulation, however well-intentioned, 
often exploits individuals whose abilities or preferences deviate from 
the norm. It curtails the rights it seeks to protect and reduces the 
welfare of those it intends to benefit. The argument for reform is 
not, then, a "narrowly economic" one,'* nor O I K that is unmindful 
of the vulnerability of some workers. It is based on the recognition 
that oidy by radical change can the interests of such workers be 
proteaed in the short term, and the overall welfare of society be 
enhanced in the longer term. 

The labour market reforms implemented since 1984 fall 
significandy short of the ideal. Some, such as the raising of the 
minimum size of unions to 1,000 and the reintroduaion of compulsory 
unionism, have been retrogressive. On the other hand, the current 
review of occupational licensing is likely to increase access to a number 
of professions, and the state seaor reforms should have a posidve 
effea on overall efficiency and on job creation in the longer term. 

While the achievement of some change in bargaining struaures 
has been held up as evidence that the new Labour Relations A a 
is working, progress has been slow and limited, and many employers 
and some trade union officials acknowledge that further reform is 
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needed. The increasing rate of unemployment, the absence of 
aggregate productivity gains and the weak competitive position of 
the economy all reflect the lag between the rate of change in the 
labour market and the adjustments being imposed by other economic 
pohdes (a point made in critidsms of the sequencitig of reform in 
New Zealand in The Economist^* and elsewhere). 

In its 1987 post-election briefing, the Treasury commented that; 

Adjusinicni to low inflation and issisunce reform does impose ihon-term costs 

on the economy. Many of the costs can be seen in the form of higher 

unemployment. While some of these costs are unavoidable in the sense that 

people's expectations arc slow to adjust to a new economic environment, the 

regulatory framework of the labour market can have a very significant influence 

over the ease with which adjustment can occur. Unless the regulatory framework 

n flexible and permissive enough to allow adaptation to changing conditions, 

the consequences will be fell in continuing high levels of imemployment, lost 

opponunities for young people to gain skills, continued slow growth in 

productivity, and poor economic performance." 

The charaacristic slowness of the labour market to adjust makes 
the case for further reform all the more urgent. 
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Chapter 10 

THE POLITICS OF 
ROGERNOMICS 

Simon Walker 

ON 14 D E C E M B E R 1988 ROGER D O U G L A S informed his fellow 
MPs that he could no longer remain finance minister if David Lange 
were to be re-eleacd leader of the Labour Party at the routine mid-
term caucus ballot two months later. It was just three days short 
of a year since the "December 17th package" proclaimed Douglas's 
boldest policy initiative: a flat tax rate accompanied by a "guaranteed 
minimum family income" which would target state benefits squarely 
to (reladvely) low-income families. The plan (which was later 
unilaterally dropped by the Prime Minister) heralded a year of public 
tension between David Lange and the architea of his Government's 
economic strategy. 

Lange summor^d reporters to announce he was treating Douglas's 
statement as a resignation, and that the Minister of Health (and 
Associate Finance Minister) David Caygill would take over his 
portfolio. A week later Douglas, never a personally ambitious poli-
tician, challenged Lange in a rapidly rescheduled leadership ballot. 
Lange won easily, but almost a third of his parliamentary colleagues 
backed the challenger, leading pundits to suggest that a further 
leadership bid might follow - perhaps from another challenger. By 
March 1989 Douglas's pubUc and media appearances had turned 
him into the Government's most incisive critic. 

David Lange became increasingly aggressive towards his former 
finance Minister and his supporters. The Prime Minister woidd not 
"ga on a bus" with members of the Business Roundtable. Treasury, 
which had provided the philosophical firepower behind Rogemomics 
" . . . would have been against the abolition of slavery". 

Should one have been surprised? Perhaps not. The Lange 
administration had attraaed international attention because of its 
apparent pragmatism. Its image was certainly unusual. But many 
of its inidatives sprang not from philosophy, but because the viaory 
of a party without the previous Government's eleaoral baggage 
permined long overdue change. Any administration eleaed in 1984 
would have faced the need to urgently remedy inefficiencies which 
had been tolerated for two decades. The country had reUed on tariffs 
and import quotas, government subsidies and massive borrowing to 
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susuin Uving standards. While most OECD countries had imdergone 
a process of economic adjustment in the 1970s, New Zealand under 
Sir Robert Muldoon had postponed structural change. Particular 
interest groups - farmers, protected manufactiuers, subsidised 
exporters - had prospered through subsidies and high import duties. 
Their support in turn had been crucial to the Muldoon administration. 
Many National politicians recognised the economic imperatives but 
only a successor government was able to make real changes. 

The political paradoxes were very apparent. In four years, an 
administration affiliated to the Socialist International and linked to 
the British Labour Party had deregulated extensively, run ultra-tight 
monetary policies and made dear its willingness to privatise all 
commercial state activity. It was a record which might have done 
Mrs Thatcher proud. Yet ruiming through that era were internal 
tensions which had been masked but never eliminated. 

Ideas, as John Stuan Mill wrote, do not usually have consequences 
unless events conspire with them. That happened in New Zealand 
between 1984 and 1988: it was luck, and the zeal of an individual, 
rather than adroit political management by a commined cabinet which 
set the country on the path to economic reform. Roger IXjuglas, a 
pohtidan whose ideas had changed significandy over his fifteen years 
in politics, became the right man in the right place at the right dme. 

The very notion of govcnmient intervention in the economy had 
been discredited by the extent of past reliance on legislative con-
straints. When an approach has been absolutely bankrupted, when 
it has been tried repeatedly and failed repeatedly, there can develop 
a momentum in public opinion which allows for the opposite to 
occur for a long time. That happened in New Zealand. 

The Labour Party behind the Lange Government remained a 
broadly socialist organisation. Its conferences endorsed a panoply 
of interventions to right perceived social and economic wrongs. Its 
officials, and certainly its constitueiKy activists, could fit in the 
NZLP's British counterpart. Ironically the Labour Party organisation 
rather than the National Party Opposition provided the most virulent 
resistance to Roger Doughis's reforms. 

Like many organisations on the left. New Zealand's Labour Party 
has traditionally been split and divided - charactcrisdcs which have 
countered any impression of competence which individual ministers 
have fostered. Douglas had pledged to maintain a push for lower 
taxes and less government through to the 1990 general election. His 
successor appears to be smoothing the way for tax increases and 
the maintenance of present levels of public expenditure. As divisions 
rend apart the Labour Government, an ideology-free (some would 
add largely idea-free) National Opposition seems likely to win office 
on the basis which decided the 1984 result: dissatisfanion with the 
incumbents. 
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But there are fundamental questions about David Lange's 
administration which must be answered before all prospca of re-
election is ceded. Will the Labour Party hold together behind the 
present government, and on what basis? What has been the extent 
of pubUc support for change? Which are the interest groups within 
the community both parties will need to cultivate for the 1990 election? 
To consider these issues, one needs to revisit the political events 
of the past five years. 

The First Election 

The Lange Government was eleaed almost by acddent. It did not 
publish its manifesto until after the election. The electorate knew 
what is was voting against - it had little idea what it might be voting 
for. 

In June 1984 the then Prime Minister Sir Robert Muldoon had 
sprung a snap election on his supporters and his opponents alike. 
New Zealanders are unused to sudden elections. The excuse for the 
move - the unwillingness of a maverick National MP to vote for 
the Government on nudear issues - was transparendy spurious. Sir 
Robert's dedsion, and the manner of its making, focused the eleaion 
on his style of leadership. The question was simple: were voters for 
"our lot or the other tot?" 

Political party organisations were unprepared for an early 
campaign; for National, this was a serious handicap. The Government 
Party had been lamentably unsuccessful at fundraising. Its 
organisation was ill-prepared, and its own research showed it was 
in trouble with floating voters. For Labour, the snap eleaion was 
a boon. The Party is traditionaly racked by internal controversy as 
an decnon approaches, and the fine print of economic policy could 
be guaranteed to bring the party conflict into open. But, in 1984, 
the Labour Party had no time to weave a programme out of its 
diverse strands of opinion. Rather than postulating alternatives to 
Muldoon's policies, it ran a negative campwign which attacked 
National but gave few clues about its preferred direction. The leader, 
David Lange, was presented as a warm and caring prospective prime 
minister whose "chairman of the board" style contrasted with 
Muldoon's domineering leadership. The campaign slogan promised 
that Lange would "bring New Zealand together". 

Labour was aided by the only seriously ideological partidpant 
m the campaign. The New Zealand Party had been founded by high-
profik propeny investor Robert Jones because of his opposition to 
Muldoon's interventionist polides. Most of its members were natural 
National supporters who had become disenchanted with wage and 
price controls and an effective capital gains tax introduced by their 
"free market" party. Jones proclaimed the merits of financial 
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deregulation, a fioating exchange rate, a switch to indirea taxation, 
and low (preferably flat) tax rates. The urgent priority, he said, was 
to get rid of Muldoon, even if that meant a Labour administration. 
Within a year he delighted in claiming that the new Government, 
lacking its own manifesto, had "borrowed" his Party's. 

I f Labour could claim any mandate on economic issues, it came 
from the New Zealand Party. The new Minister of Finance, Roger 
Douglas, had proof that his free market inclinations were shared 
by a signifant proportion of the eleaorate. 

It had been widely speculated that a Labour administration would 
devalue the dollar, and funds had flown from the country throughout 
the election campaign. By election day. New Zealand had three days' 
worth of foreign exchange reserves. On deparUKnt advice, the 
incoming Government ordered an immediate dcvalutation, but a 
constitutional quirk meant that until the new parliament was sworn 
in, Sir Robert Muldoon retained technical power. He in turn, refused 
to act until brought to heel by his cabinet colleagues. On the 
instruaions of the Prime Minister-elea, Muldoon devalued the dollar 
by 20 percent. 

It was a dramatic begiiming for the new administration. Douglas's 
coolness under pressure won general respect and increased his mana 
within the Labour Party. He had an opportunity to carry an uncertain 
public with him as he proposed real changes. 

The Revolution Begins 

The three-year juggernaut of "Rogemomics" did not begin with a 
bang. Rather, it was launched by a public relations exercise. "The 
Economic Summit" brought together politicians, trade unionists, 
business leaders, civil servants and representatives of voluntary sector 
organisations. All ninety three delegates stood in turn to deliver seven-
minute televised homilies on New Zealand's woes. 

For all the platitudes, the Summit was an extraordinary exercise 
in goodwill. The post-election struggle for economic fwwer, and 
Muldoon's initial refusal to let go of the reins, had dramatised New 
Zealand's problems. These had already been refleaed in Treasury's 
briefing to the incoming Govenuncnt, Economic Management.' The 
country was massively in debt. The fiscal deficit was routinely 8 
percent of GDP and, in addition, the Muldoon Government had 
borrowed for the energy-oriented "Think Big" projeas which now 
looked like a series of expensive failures. Inflation and interest rates 
had been artificially suppressed by rigid controls. Treasury's aiuilysis 
was scathing, its remedies were clear: the free market deregulatory 
measures it had advocated for years, and which Sir Robert Muldoon 
had consistently rejected. 

An early cabinet discussion set the scene for the Government's 



212 Chapter Ten 

approach to economic management. Central to their thinking was 
the faa that the previous two Labour Govenuncnts had been defeated 
after a single three-year term; the probability that New Zealand Party 
voters would return to their National roots made it likely that this 
administration would share their fate. The new ministers concluded 
that dnud poUcies and an attempt simply to improve economic 
management by tinkering with current practices would ensure defeat 
in 1987. Even if the Government moved boldy, viaory in 1987 was 
against the odds: but innovative policies and a complete change of 
direaion were their best hope. Their approach needed to be radical, 
but they might well have difficulties explaining it to the eleaorate 
and, in particular, the Labour Party. 

Roger Douglas was personally setded in his economic philosophy, 
which he had summarised in his book There's Got To Be A Better 
Way".^ On that occasion, he had been thrown off the Opposition's 
front benches for advocating devaluation, a floating exchange rate, 
lower (and flatter) tax scales and the elimination of most subsidies. 
As Minister of Finance he was the key to the new approach. 

Two of the new Cabinet's strongest personalities, David Caygill 
and Richard Prebble, were put alongside him as associate finance 
ministers. In previous admiiustrations, "associate" ministers had been 
either ciphers appointed to assist senior colleagues, or politicians from 
different factions appointed to moderate them. 

With minor qualifications, these finance miiusters saw eye to eye 
on the economy. Together, their influence was so great that after 
the 1987 eleaion, Prime Minister Lange conceded that he felt 
compelled to break up the "troika" before it became unstoppable. 
It was not the only time the PM was to worry aloud about the 
ruiming of the economic poUcy. 

The Philosophical Shift 

Treasury's Economic Management bad compared the thrust of 
government poUcy to a supertanker. It moved slowly, but gathered 
such momentum that changes of course took months to take efTea. 
Douglas determined to launch new supertankers of his own. 

In contrast with previous governments, for whom "fine-tuning" 
had become an art-form, Douglas promised "clear consistent signals". 
The new administration would no be "picking winners" as every 
New Zealand government for fifty-years had attempted to. The 
"Think Big" energy projeas were only the latest in a panem of 
govenunent guarantees, subsidies and incentive systems designed to 
foster pardadar industries at the expense of other seaors of the 
economy, each of which sought compensation in turn. 

Labour's first budget did away with subsidies and the quirks of 
tax concessions and special depreciation regimes. It also promised 
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fundamental change to the tax system. Income tax rates of up to 
66 percent would be reduced sharply. In Oaober 1985, a uniform 
value-added tax (the Goods and Services Tax, or GST) would replace 
all existing sales taxes. 

I t was the introduction of G S T that caused early rumblings from 
the Govcriunent's internal critics. They argticd that indirea taxation 
was regressive, and that high income earners would benefit 
disproportionately from income tax cuts. In fact, the switch to indirect 
taxation had been long advocated, most reccndy by a committee 
appointed by Sir Robert Muldoon. (Instead, the Muldoon Govern-
ment maintained differential sales taxes at levels of up to 50 percent 
on items considered "luxuries", often in addition to other forms of 
duty. As a result, televisions, video-recorders and cameras in New 
Zealand were among the highest priced in the world.) After the 
introduction of G S T , public acceptance of the shift was widespread, 
and the Government reinforced support through extensive 
advertising. 

In March 1985, the exchange rate was fioated. A "clean" dollar 
fioat proved that Roger Douglas would not be compromising with 
his critics. Like the previously annoimced financial deregulation, it 
was resisted by the left of the Labour Party. Muldoon's regulatory 
excesses created a perception that Douglas was cleansing the Augean 
stables. Many left-wing activists were also busy congratulating each 
other on the Government's nuclear ships ban: the diversion of internal 
opposition towards foreign policy woidd be a running theme of the 
Lange Government. 

The Government was moving on other, less visible, fronts. Its 
tariff cuts were radical by New Zealand standards. Instead of vagiiely 
arguing that they were for the good of the economy as a whole, 
David Caygill made clear that the reductions were a trade-off between 
farmers and manufacturers. There was broad public acceptance that 
every seaion within the economy had been sheltered for too long. 
The speed and spread of change became the issue. 

Neither farmers nor manufacturers form part of Labour's core 
support, and anti-proteaionist measures stirted little pohtical 
difficulty. That was not true of reform of the state section. The New 
Zealand Public Service has long been the butt of jokes, and with 
some reason. Departments like the Post Office and the Forestry Service 
had been used by succcsive governments to hmit unemployment. There 
were parts of New Zealand where the Forest Service was the only 
possible employer: forests were planted in places where they could 
never be milled, including the sides of mountains. Unprofitable post 
offices were maintained "for social reasons", almost regardless of cost. 
Organisations like State Coal and New Zealand Railways maintained 
staffing levels at two or three times actual requirements. Even 
potentially profitable enterprises lost huge sums of money. 
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Sute sector reform would change that. Trading departments would 
be turned into corporations required to run at a profit, pay taxes 
and provide a satisfactor>' return on capital. Non-trading departments 
were made to introduce user-pays charges wherever possible. Both 
were to cut costs significantly. There were many redundandes and 
a signiiicant reduction of services. Departmental budgets were 
whittkd back in all but the sensitive and expensive health, education 
and welfare portfolios. 

The measures worked. As a state-owned enterprise, the Forestry 
Corporation transformed an annual loss of $70 million into a profit 
of $30 million; State Coal broke even for the first time in twenty 
years. But the job losses caused fury amongst the Government's 
traditional base, The moves added to dissatisfaction in provindal 
areas, where the eUminadon of subsidies had already battered the 
rural economy. Still, the Government soldiered on. Its own supporters 
were bought off, pardy by foreign policy initiatives, and increasingly 
by the prospect of social policy reform as the economy was set to 
rights. 

But there were issues of great political sensitivity where even a 
reformist administration was unprepared to act. 

The Departures From Form 

The administradon departed from free market remedies in three key 
aspects of economic management. Each seems likely to return to 
haunt Labour in the post-Douglas era. The first was a major extension 
in welfare benefits. 

With the tax changes had come an innovation: "family care" 
allowances payable on a means-tested basis to relauvely tower income 
famihes, as opposed to the real "poor". For example, a family with 
three children earning $270 per week would receive a further $68 
in family care, pushing them slighdy ahead of the average weekly 
wage of $335.* The Government had, at a stroke, significandy 
increased the proponion of families enuded to state support. This 
was hardly a new development. Since 1975, when Nauonal introduced 
non-contributory universal pensions at age sixty pegged to 80 percent 
of the average adult male wage, access to government payouts had 
increased. (The new Lange Government imposed a modest means 
test on that pension, earning considerable voter opprobrium.) 

The Government's reforms seemed to be acceleraring the rate of 
dependency. Figures for those on the domestic purposes benefits 
rose 28 percent over three years while the population increased by 
7 to 8 percent. The number of children growing up in households 
sustained by state benefits rose by 10 percent over the same period, 
while the number of children in the relevant age group actually 
dedined.* 
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By October 1988, if one added the 120,000 adults on domestic 
purposes, widows', sickness and invaUds' benefits, to the 130,000 
registered unemployed and the 500,000 on National Superaimuation, 
a total of 750,000 people, nearly 40 percent of the voting age 
population, were on benefits intended to substitute for fullrime 
employment.' 

Part of the increase in welfare dependency was a result of 
unemployment. But much of it was not. labour Party sentiment 
opposed means-testing and zealous targeting. Some ministers argued 
that the extension of state benefits to higher income levels was the 
price that had to be paid to retain middle-class support for the welfare 
state. 

A second hostage to fortune was another consequence of internal 
Labour Party pressure - the overall growth in government spending. 
Until the early 1970s, government spending as a proportionof GNP 
had stabilised at around 30 percent. The Third Labour Government 
and the Muldoon administration had lifted that figure to 40 percent. 
The trend seemed inexorable. 

While some government departments, like the Ministry of 
Agriculture, were pruned, expenditure on traditional Labour concerns 
skyrocketed. Real spending on health and education, for example, 
rose by around 20 percent in three years (and by 50 percent in money 
terms). After their 1987 re-election ministers acknowledged that this 
rise in spending had not been accompanied by an improvement in 
the quality of health or education. To the Government's critics this 
refleaed the standard Labour practice of "throwing money" at a 
problem in the hope that it would go away. The Prime Minister 
illustrated the tendency in defending his record on education: the 
Government, he said, was spending SI 1.60 for every SIC it had spent 
the year before. 

In short, although a "user pays" approach to particular services 
meant well-pubUcised cuts in departmental budgets, the adminis-
tration failed to rein in government spending overall. Total 
government expenditure rose from $17,263.8 miUion to $35,480.9 
miUion over the first three years of Rogemomics.' 

Significant adjustments were made through the prtxxss of 
"corporatisation", which rationalised staff and funding in unsuccessful 
state bureaucracies. Although these efficiencies were important, they 
could hardly make major inroads into the 40 percent of national 
income consumed by central govenunent. Govemment was being 
more disciplined in raising capital: no new overseas borrowing was 
undertaken after the 1984 election. Debt servicing was by then already 
at unsustainable levels. 

Internal arguments over £>ouglas's tax reforms obscured one 
undoubted fact. The Government's tax take had soared. Opportunities 
to evade tax imposts had been reduced. For many companies - and 
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quite a few individuals - taxation had previously been virtually 
voluntary. Now G S T could not easily be evaded, and the eUmiiuition 
of loopholes for individual taxpayers had closed many gaps. Total 
taxation rose from 10.4 percent of GDP in 1983/84 to 35.8 percent 
in 1988/89. In 1988/89 dollars, per capita payments were up from 
$5,714 to $6,389.' 

Fiscal conservatism still had its place: it was politically necessary 
to reduce the deficit. There were two reasons. First, at Douglas's 
coaxing, government backbenchers had come to see it as the key 
indicator of his stewardship of the economy. Second, heavy internal 
borrowing was keeping interest rates at eleaorally dangerous levels. 

I f the old Labour priorities - health and education - were to 
be left inviolate, new sources of funds had to be found. The answer 
was privatisation: not, as in Thatcher's Britain, as a maner of 
preference, but a necessity - the consequence of years of New 
Zealanders' living beyond their means. 

The third aspea of deregulation which seemed certain to dog 
the Government was the most glaring gap on its agenda - labour 
market deregulation. Labour had deregulated fmancial markets and 
floated the exchange rate within months of its election. The theory 
was that an appropriately low exchange rate would encourage farmers 
and exporters, and assist structural adjustment as long-standing tariff 
protection was eliminated. But the fact that govcnmient spending 
was not yet under control meant heavy borrowing at high interest 
rates. That led to the inflow of foreign capital and a soaring dollar. 

The comer of the economy which the administration's new broom 
would not sweep dean was the labour market. One of Labour's first 
post-election moves had been to reinstitute compulsory unionism, 
which had been abolished a year earlier. It was the price demanded 
for trade tmion electoral support, although the move clearly con-
tradiaed the thrust of economic policy. 

Labour market deregulation was high on Treasury's priorities. 
But internal political pressures forced the Government to back down. 
The rigid national award system, which limited wage bargaining 
within any panicular enterprise, ensured that workers in provincial 
areas were paid the same "award" wage applicable in the big cities. 
So the impact of structural change was felt first in the regions. This 
was compounded by the rationalisation of state corporations which 
had previously provided non-economic jobs in remote areas. The 
upshot was that the labour market could not respond to changes 
in demand for skills. The result was unemployment, and a big gap 
between unemployment rales in Wellington and Auckland and the 
renuinder of New Zealand. 

It has become fashionable to criticise the sequencing of 
Rogemomics. The labour market should have been reformed first, 
the argument runs. Next, trade barriers should have been reduced 
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and the deficit eliminated. Only then should the financial markets 

have been deregulated. 
Such a view emphasises economic tradc-ofls at the expense of 

political realities. Roger Douglas's approach was to seek "windows 
of opportunity" for reform. After a decade of tough exchange rate 
controls and the periodic imposition of wage, price and interest rate 
freezes, the opportuiuty and enthusiasm for financial deregulation 
was clear. The administration would have courted political disaster 
by tackling its internal critics head-on via the labour market. 

Nonetheless, the omission continues to hamper restructuring. The 
labour market does adjust more slowly than other sectors of the 
economy, and the drawn-out pain of manufacturers no longer pro-
tected from cheap imports owes much to labour market rigidities. 
Substantial productivity differentials have led major companies (in 
forestry, for example) to locate new operations in other countries 
with less industrial uncenainty. 

Another consequence has been the concentration of unemploy-
ment. The national award system provides no incentive for businesses 
to set up ofKrations in the regions and makes it difficult to estabUsh 
special arrangements with empk>yees which will enable a business 
under threat to survive. 

The reason for passing over labour market reform was the residual 
influence of unions on "their" Labour Party. Big unions have pre-
ferred to keep negotiations centrahsed, partly to maintain organi-
sational muscle, and partly for fear of the damage "contesubiUty" 
for membership amongst unions might inflict on those which failed 
to deUver. 

Who Supported Change 

The Lange administration's style of economic management won it 
friends in the business community. That support might have been 
more strenously tested if the stockmarket crash had come just before 
instead of just after the Govermncnt's re-cleaion. As it was, Labour's 
1987 election camfMign was the most lavishly funded in New Zealand's 
political history. 

The enthusiasm of business, and the contrast between opulence 
amongst entrepreneurs and mounting unemployment, alienated 
traditional Labour activists. From being attentive to their supporters' 
preferences, some ministers became almost ostentatious in their 
enthusiasm for asset sales and their association with businesspeople 
who the average Labour Party member behcved to possess horns 
and a tail. 

The Labour Party's support base decUned markedly. Before the 
1984 election it had claimed 100,000 members. By 1988, unofficial 
membership estimates stood at around 10,000 to 15,000. The Party 
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organisation retained some union support because of its known 
opposition to government economic policy, but the trade union 
movement itself became the most vocal critic of Rogemomics. 

Labour supporters could console themselves with one prospca. 
Early in its first term, the Government had appointed a Royal 
Commission on Social Policy. "Social Pohcy", party stalwarts were 
told, would be the key to the Government's second term. Having 
set the economy aright, their government would di wy up the proceeds. 

The Royal Commission spent almost two years touring the country 
accumulating submissions, many of them from activist groups and 
representatives of the disadvantaged. As expeaed, its report warmed 
the hearts of old-style redistributionists and supponers of state 
intervention. But its detailed recommendations were a prudent finance 
minister's nightmare. A new "carer's allowance" would pay a benefit 
to people suying at home to "care" for others. Teenagers would 
be paid to stay on at school. Far from replacing universal benefits 
with targeted allowances, in line with government sentiment, the 
Commission recommended a significant increase in the family benefit, 
paid to all children, regardless of parental income. 

After the usual tributes to the Commission's wisdom and hard 
work, it became clear that its report would gather dust on departmental 
shelves. Once again the ex[)caations of Labour Party activists had 
been thwarted. 

By the end of 1987, it was obvious that a real recession was touching 
all aspects of the economy. Any new government spending was being 
screwed down, even if existing programmes could not be curtailed. 
The Government's internal critics became bitter. 

Testing Times 

On 17 December, 1987, Roger Douglas, flanked by six cabinet 
colleagues, announced a fresh wave of reforms. Labour would drop 
the company tax to 28 percent, raise G S T to 12.5 percent and 
introduce a single flat rate of personal income tax. The figure was 
riever released, but it was widely beheved to be 23 percent. The 
package would be accompanied by a "guaranteed minimum family 
income" to top up earnings so that all famiUes with one child would 
receive at least $370 per week, with $32 for each extra child. 

Conunentators and members of the Labour Party reeled in 
amazement. Treasury ofiicials had endorsed a fiat rate tax, and 
Douglas was thought to support the idea in principle, but even free-
market enthusiasts assumed the proposition was some distance down 
the track. 

Six weeks later, with R c ^ r Douglas overseas, the Prime Minister 
entered the argument. He had re-examined the figures, taken (non-
Treasury) advice and concluded that politically unsustainable 
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inequities required that the proposal be dropped. He believed it would 
disadvantage self-employed families and childless low-incx>me earners. 
He was also unhappy with the "bonanza" for wage-earners in his 
own tax bracket. 

"Now it's Langenomics" trumpeted the media in headlines 
normally reserved for declarations of war. In retrospect, perhaps, 
thai is what it was. 

The decision was Lange's own and reflected his determiiution 
to wrest the economic reins from the minister whose views dominated 
government. The timing could hardly have been worse. Roger 
Douglas, who learned of the package's demise from jounudists, was 
in London discussing flat tax regimes with the Chancellor of the 
Exchequer. He was about to travel to Davos to pass on a similar 
message to an economic policymakers' conference. Financial markets 
were thrown into a tailspin as Douglas flew home urgently amidst 
rumours thai he would resign. 

There followed two weeks of very pubhc anguish before an uneasy 
compromise emerged. There would be tax cuts, to a maximum of 
33 percent. There would be no flat tax. G S T would not be increased. 
For the Hrst time in three-and-a-half years, the ever-present rifts 
within the Party had percolated through to the top echelons of 
government. 

Lange's intervention had been clumsy, even if it reflected a majority 
view that Douglas had "gone too far". Just six months after its re-
election, opinion polls showed the Govenuncnt 16 percent behind 
the Opposition (itself crippled by uncertainties over economic policy). 
It was a lead the National party would continue to hold. 

Ulthin a week, the row resurfaced. Lange announced the 
Government would, at an unspccifled point, introduce a capital gains 
tax. Three months later, the Prime Minister appeared to threaten 
even the agreed tax cuts when he raised the need to rein in a massively 
miscalculated Tiscal deficit. That skirmish was won by Douglas, whose 
1988 Budget put the onus cm government departments to make 
sizeable reductions in spending. But a fall in staff numbers seemed 
more likely than a reduction in health, education and welfare pay-
ments. 

Then, in August, the Prime Minister promised to slow the pace 
of economic change, noting that unemployment had reached 
"unacceptable levels". His flnance minister appeared to contradict 
him. In September 1988, it was only David Caygilll's refusal to take 
over the finance portfolio which stopped David Lange removing 
Douglas. Six weeks later he sacked Douglas's chief supporter, the 
Minister of State Enterprises, Richard Prcbble. It was a sign that 
Lange had asserted control. 

Privatisation had proved a second source of division. Early in 1988, 
the Government reneged on an agreement to sell state-owned 
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Pctrocorp to British Gas after strong opposition to its control by 
a foreign buyer. The July Budget made clear that virtually all state 
enterprises were for sale, regardless of past pronouncements. 

In September 1988, the Government agreed in principle to sell 
25 percent of Air New Zealand to the Australian airline, Qantas. 
A month later Cabinet reversed itself: it now seemed likely the whole 
airline would be sold, with 35 percent going to British Airways. 
Politically, the misfortune was not foreign ownership; it was the re-
opening of negotiations on a new proposal well after the deadline 
for bids had closed. Prcbble strongly backed the change. Lange seized 
the opportimity to assert his authority, and the entire airline was 
subscquendy sold to a consortium which included the Australian 
company. 

By the end of 1988, it was apparent that Lange was doubtful 
about continuing the process of economic radonalisation. He had 
several times aligned himself with the Labour Party against his own 
finance ministers. Lange's public image of being dominated by his 
colleagues had became a source of personal hurt. He needed to 
demonstrate the forceful political presence behind his vague 
proclamations of care and concern. 

The public tension throughout 1988 had unsurprisingly polarised 
the staff supporting the two principal protagonists. In December 
the Prime Minister ordered the dismissal of Bevan Burgess, Douglas's 
press secretary and confidante. It was a bizarre intervention into 
a staff matter with which few political leaders would have troubled 
themselves. TTie move seemed expressly designed to pique his 
colleague, who was overseas at the time, and it did so. The Miiuster 
of Finance mulled things over and, a week later, announced that 
he would not serve under a re-elected Lange. He also released 
documents showing that the Prime Minister had been at best selecive 
and at worst duplicitous in his public pronouiKements on economic 
policy. 

On this occasion Lange did secure David Caygill's agreement to 
serve as Douglas's successor. After falling dramatically, the New 
Zealand dollar stabilised as the new minister promised that 
"Rogemomics" would continue. 

Caygill had spent almost four years as Douglas's understudy, but 
over the next few months doubts grew about the extent to which 
he would carry out his predecessor's intentions. Certainly he was 
committed to reducing the government deficit, and by February 1989 
the Government appeared likely to need $2 billion in spending cuts 
or additional revenue in order to meet a targeted figure of 1 percent 
of Gross Domestic Produa. But increasingly it appeared likely that 
this would be achieved by raising taxes rather than making significant 
reduaions in government spending. Mr Caygill made clear that he 
would "not exclude" a hike in personal and/or company tax. By 
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March the Prime Minister was arguing that increases would not be 
punitive, rather than denying that they would take place. 

The Political Dilemma 

The Government's internal conflicts raise paradoxes which run 
beyond the rivalries of individual politicians. 

"Rogernomics" has created wealth. It has slashed what a Labour 
Government might regard as "discretionary" spending: export 
incentives, farm subsidies and govenunent underwridngof the "Think 
Big" projects encouraged by the previous administration. But it has 
had to cope with the consequences of years of fiscal profligacy. New 
Zealand's external debt is 70 percent of GDP, a figure comparable 
to Venezuela or Bolivia. Interest on govenmient borrowing absorbs 
25 percent of total tax payments.* 

It has failed to curb big spending departments, while powerful 
lobby groups have clamoured for increased social expenditure. 
Government handouts to unimportant political constituencies have 
been axed. The difficult areas - health, education, and social welfare 
- have not been cut; indeed, they consume more funding with no 
claimed improvement in standards. 

In his December 1987 package Douglas tried, and failed, to 
persuade his colleagues to apply efficiency tests to areas of social 
spending. He wanted to take the State out of the business of owning 
houses, for example. He conceded a role in helping low-income earners 
bridge the "aifordability gap" for renting and home mortgages, but 
providing the full amount of low interest loans and owing large tracts 
of rental accommodation was actually increasing housing costs for 
the poor. His colleagues declined. 

Cabinet also refused to extend "user-pays" principles to the health 
service. The sute would have remained the primary funder of health 
care, but patients earning above average wages would have contributed 
to the cost of treatment on a means-tested basis. The proposal cut 
across too numy Labour Party shibboleths and it was shelved. 

The Lange Government has shown iimovadon and determination 
in every aspect of economic management except the control of public 
spending. The excesses of the welfare state - a bloated bureaucracy, 
badly targeted beneflts, incentives which discourage productive 
investment and employment - have been bolstered by the fruits of 
deregulation and increased tax revenues. 

The membership base of the Labour Party, with a high proportion 
of teachers, public servants and trade union officials, leaves it 
particidarly susceptible to interest group pressure. Few cabinet 
ministers seriously supported their Government's reimposition of 
compulsory trade union membership, for example, but most believed 
it was "a price which had to be paid" to a key consdtuency. 



222 Chapur Ten 

Ironically, by maintaining pressure for increased social spending, 
left-wing critics of Rogemomics have forced their administration into 
what they regard as the ultimate heresy - privatisadon. For an 
administration which refused to borrow overseas but is committed 
to a tight monetary policy, the process of funding an ever expanding 
welfare state leaves little choice. Even the sale of all government 
corporations will not reduce New Zealand's debt from 60 percent 
of GDP to the 10 percent level it stood at in 1974. That was the 
year before spending on big ticket items - health, education, housing 
and, above all, social welfare - really took off. 

The achievements of the Fourth Labour administration are 
considerable, but its shortcomings are also plain. It was always hard 
to sec how the ideological contradictions Roger Douglas's demise 
has brought into the open could be resolved within a single polirical 
organisation. When Douglas started to stir the traditional icons of 
universal benefits, a free health service and a heavily graduated tax 
scale, his party critics intensified their opposition. Like Hugh 
Gaitskell, the British Labour Pany leader who challenged the totems 
of an earlier era. New Zealand's finance minister found that, in words 
which Gaitskell liked to quote: 

Idols . . even when ihey ire w quicKZOt as lo seem alnHm lifeless, h«ve � 

capacity for becoming suddenly and violenUy inflamed . . no politician can 
bope to prosper unless be has a weather sense that wanu him in food l iw 
what to expect . . . (for) an idol whose worshippers have taken alarm may 

threaten him with disaster.' 

Where to Now? 

Rogemomics has been a bold experiment. Unlike the Thatcher or 
Reagan administrations, the Lange Govemment vras eleaed without 
any clear tnandaie. Roger Douglas stepped into a vacuum. He 
proceeded on the basis of minimal support from within the Labour 
Party, and little imderstanding among the general public of the scak 
or intent of planned reform. 

I t was not a government of consensus. Rather, it seized 
opportunities to change praaiccs which had become entrenched in 
the New Zealand economy: enthusiasm for govemment intervenrion, 
widespread cross-subsidisation and a highly judgemental approach 
to individual economic choice. And as a govemment it needed to 
go further than the historic reins of Labour Party traditions allowed. 
After the Cabinet fragmented at the end of 1988, there seemed little 
prospect that the Labour Party would hold together around a policy 
of economic rationalism. 

In statistical terms, 1985-88 has been a bleak period for New 
Zealand. Real economic growth has totalled 4.1 percent to Australia's 
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16 percent and an OECD average of 12.7 percent. Employment growth 
has been 0.4 percent, against Australia's 12.7 percent and the OECD's 
5.7 percent."' Yet four years of Rogemomics brought about adjust-
ments other countries made over a period of decades. It is the 
misfortune of New Zealand governments that, unlike their British 
counterparts, they have to face electoral judgment every three years. 

New Zealand politics is uncertain enough to ward analysts off 
predictions too far in advance of an election. The National Party 
has its own seaional feuds. By 1990, the traditional bases of support 
for both iiu)or parties will have been considerably changed. The 
1987 election saw gains for Labour in the most affluent urban elec-
torates; working class constituencies showed sharply reduced 
majorides. In mid-1988. Labour Party polling showed that many 
cabinet ministers would lose their seats in an election. 

Indeed, it may end up being racial rather than economic issues 
that determine the electorate's judgement on the Fourth Labour 
Government. The Lange administration recognised the statistical 
inequities between Maori and non-Maori, and the undoubted 
historical injustices which have helped bring them about. But by 
giving the judicially-based Waitangi Tribunal the power to examine 
claims dating back to 1840, the Government has raised substantial 
Maori expectations - and risked generating a white backlash. 

Certainly, the 1990 election seems likely to be decided by "middle 
New Zealand": the less affluent, socially insecure, largely European 
suburban community which endorsed Norman Kirk in 1972 and 
was so successfully captured by Sir Roben Muldoon from 1975 imtil 
his electoral demise in 1984. It is a community which feels threatened, 
by unemployment and economic restructuring, by crime, by 
immigration, by the clamour for Maori self-determination and the 
righting of historical wrongs. The politicians who reassure those New 
Zcalanders are those Ukely to win the 1990 election - and to pick 
up the fruits of Rogemomics, and the challenges which it failed to 
address. 
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APPENDIX 

Chronology of Major Tax Reform and 
Fiscal Policy Announcements and 
Measures, July 1984-July 1988. 

Ian Dickson and Bryce Wilkinson 

The following chronology outlines the main announcements and 
events in the areas of fiscal policy and tax reform since the election 
of the Labour Government on 14 July 1984. The assistance of Roger 
Beckett of the Tax Policy Division of the Treasury in compiling 
it is gratefully acknowledged. 

15 August 1984 Elimination of Export Incentives 

Aimounccment of programme to eliminate all major export incentives 
by April 1987. 

8 November 1984 Budget 

The Minister of Finance, the Hon. R. O. Douglas, presents the Budget 
for the 1984/85 financial year. Main features: 

� In the 1984/85 fiscal year, total net government expenditure forecast 
to rise by 9.2 percent to $ 15,556 miUion, while total revenue forecast 
to be up by 14.8 percent to $12,795 million, resulting in a deficit 
of $2,761 million, equivalent to 7 percent of GDP. (Actuality: the 
1984/85 deficit outcome - $2,784 mihon.) 

� A comprehensive goods and services tax (GST) , accompanied by 
reform of existing indirect taxes (including the wholesale sales tax 
to be retained in a reduced form on a limited range of goods) 
and changes to the personal income tax and social welfare sys-
tems, to be introduced from 1 April 1986. The tax to be administered 
by the Inland Revenue Department, and the Government to release 
a White paper early in 1985 containing proposals for the 
administration of G S T and inviting pubUc submissions. 

� A fringe benefit tax ( F B T ) on employer-provided cars, low-interest 
loans and free, subsidised or discounted goods and services to be 
implemented from 1 April 1985. Taxable in the hands of the 
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employer, with the tax to be levied at the rate of 45 cents per 
dollar of fringe benefit paid to employees. 

� A surcharge on the taxable "other income" of each national 
superannuitant in excess of $5,200 per annum at the rate of 25 
cents per dollar of this excess with the maximum surcharge equal 
to the national superannuation payment to be effective from the 
income year commencing I April 1985. 

� A "family care" package of $10 per week per child (tax free), to 
be effective from 4 December 1964. Targeted specifically at low-
and middle-income families, and abated at (he rate of 25 cents 
per dollar of household income above $20,470 per annum. 

� The maximum value of the principal income eamer rebate increased 
from $312 to $520 per annum as part of the "low income assistance 
package" (the major component of which was the "family care" 
programme), and the standard marginal tax rate on personal income 
increased from 31.5 to 33 percent across a sUghdy expanded income 
bracket to assist in the financing of the package. Both measures 
to take efTea from 1 December 1984. (Acttiality: in 1984/85 prices, 
the increases in the principal income camer rebate were estimated 
to cost $52 million in 1985/86, and the increase in the standard 
marginal tax rate and bracket to yield $143 million net in 1985/ 
86.] 

� Wholesale tax rates on a variety of goods - namely, computer 
equipment, records, recorded upes, blank magnetic tapes, cosmetics, 
caravans and boats - reduced (to either 10 or 20 percent). 

� Taxes on beer, wine and spirits increased, in part as a move towards 
a more uniform approach to the taxation of alcoholic beverages. 

� The personal tax exemption for life insurance premiums and 
superaimuation contributions to be abolished from Budget Night 
for new contracts of life insurance, personal lump sum superan-
nuation and non-subsidised employee lump sum superannuation. 
In addition, a review of all aspects of the taxation of life insurance, 
superannuation and related areas aimounced. 

� The income tax rebate (with a maximum value of $1,000 for five 
years) for interest payments on first home mortgages removed for 
houses purchased after Budget Night, and the rebate of up to $25 
for local body rates terminated with effect from the income year 
commencing I April 1985. (Actuality: total revenue gain, in 1984/ 
85 prices, of $27 million in 1985/86 and $40 million 1986/87.] 
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� Various subsidies and incentives (affeaing fertiliser transport, 
fcrtihsers, product inspection by the Ministry of Agriculture and 
Fisheries, farming and agricultural investment and forestry 
encouragement) either removed completely or to be phased out 
over a period of years. 

� Interest rates on government-funded rural lending to be 
progressively increased to market levels. 

� Similarly, the price of state-supplied electricity and coal to be 
progressively increased to levels reflecting the full cost of supply. 
As a first step, as from I April 1985, the average bulk electricity 
tarrif to be increased by 225 percent, while non-export coal to rise 
in price by 35 percent. 

� Road user charges adjusted to cost-recovery levels, rising by an 
average of 46 percent from 1 February 1985. 

10 November 1984 Motor Vehicle Industry Plan Announced 

The Minister of Trade and Industry aimounces the motor vehicle 
industry plan, including, from 10 November, cuts in sales tax rates 
on motor vehicles with an engine capacity exceeding 1350 cc to 33 
percent, and that on other vehicles to 30 percent. [Previously, rates 
of 37.5, 40, 50 and 60 percent had applied.] Tax on motor cycles 
reduced to a uniform 20 percent from rates of 20, 30, and 40 percent, 
depending on engine size. 

6 December 1984 "Budget '85" Taskforce Announced 

The Govemment aimounces the establishnKnt of the "Budget '85" 
Taskforce. Comprising six officials from the Departments of Inland 
Revenue, Social Welfare and the Treasury, the Taskforce to tour 
the country in 1985 in order to increase public awareness, and to 
investigate options for reforms to the social welfare benefit and 
personal income tax systems. An indication also given of the 
Government's intention to establish later in 1985 a Royal Commission 
on Social Welfare to evaluate the broader aspects of the social welfare 
system. 

18 December 1984 Fringe Benefit Tax 

Draft legislation to implement the Fringe Benefit Tax introduced 
into the House of Representatives and referred to the Commerce 
and Energy Selea Committee. [Outcome: 312 submissions received 
by 1 February 1985. The Select Comminee recommends amendments 
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to the original draft legislation on 15 March 1985.] 

14 February 1985 Increased Superannuation Exemption 

Minister of Fiiumce announces increase in exemption level of taxable 
"oiher-incotne" for national superannuitant surcharge - in the case 
of single superannuiiants, from S5,200 to 6,240 per annum. Married 
superannuitants to be able to spUt their other income to combined 
total of $ 10,400 per annum for purposes of the surcharge. Both changes 
to take effect from 1 April 1985. 

18 March 1985 "Budget '85" Taskforcc Discussion Docu-
ment 

Ministers of Finance and Social Welfare release "Budget '85" 
Taskforce discussion document on personal income tax and social 
security beneflt systems, and invite public submissions relating to 
reform of these systems. [Outcome: the Taskforcc subscquendy 
participates in public meetings and hears oral submissions in all main 
centres as part of consultative process.) 

26 March 1985 White Paper on G S T 

White paper on GST, incorporating draft legislation, released by 
Minister of Finance, who invites public submissions by 17 May 1985. 
[Outcome: these considered by advisory panel under chairmanship 
of I>r Don Brash.) 

24 Apri l 1985 G S T on Land and Accommodation 

Inland Revenue Department releases commentary and draft 
legislation on treatment of land and residential accommodation under 
GST. Public submissions invited by 17 May [later extended to 31 
May.] 

4 June 1985 Brash Report on G S T 

The G S T Advisory (Brash) Panel, after receiving 1,459 submissions, 
presents the first report to Minister of Finance. Report suggests a 
number of simplifications to the tax as proposed in White Pa(>er. 
G S T treatment of financial services, land and residential accommo-
dation left aside for second report. 

5 June 1985 G S T Co-ordinating OfHcc 

Minister of Finance aimounccs appointment of Jefl Todd to head 
small public information unit known as the G S T Co-ordinating Office, 
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whose responsibility will be to ensure that information needs of the 
public and affected interest groups are met. 

6 June 1985 G S T on Financial Services 

Minister of Finance releases proposals for treatment of financial 
services under G S T and invites public submissions to Brash panel 
by 20 June (date later extended to 27 June). 

13 June 1985 Budget 

Minister of Finance presents Budget for the 1985/86 financial year. 
Main features: 

� A forecast deficit in 1985/86 of $1,286 milhon, equal to 2.8 percent 
of GDP; mainly due to very strong revenue growth, forecast to 
be up by 28.4 percent to $16,096 miUion in 1985/86 (35.2 percent 
of GDP). Govenuncnt expenditure forecast to increase by 13.5 
percent to $17,382 million (38 percent of GDP). [ActuaUty: the 
1985/86 deficit outcome - $1,871 million.] 

� Expenditure on education, health, housing and defence to be 
increased. 

� Employment and training progranunes, designed to target assistance 
to individuals and groups facing the most severe employment 
problems, to be redirected. 

� From 1 April 1986, exempt levels of taxable "other income" of 
narional superannuitants to be increased from $10,400 per armum 
for married couples and from $6,240 to $7,200 per annum for single 
persons. 

� Sales tax on cash registers reduced from 40 to 10 percent from 
Budget Night, to assist businesses preparing for introducdon of GST. 

� Charges for government services, including those provided by the 
DSIR, Forest Service, Ministry of Works and Development, and 
Ministry of Agriculture and Fisheries, introduced. 

� The resources rental, currently applying to the deep water fishery 
and announced for the inshore fishery, extended to other commercial 
marine fisheries. 

� Expenditure priorities across government departments to be more 
rigorously assessed. 
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� Charges for government-provided services increased to full cost 
recovery basis. 

� Public sector efficiency to be improved by moving state-trading 
enterprises to a more commercial and competitive basis. 

15 June 1985 G S T Delayed 

In light of changes to G S T agreed on as a result of the first advisory 
(Brash) panel's report, and the need to allow adequate time for 
reference of the G S T Bill to a Select committee, the Deputy Prime 
Minister and Minister of Finance announce a delay to the introdunion 
of GST from I April 1986 to I Oaober 1986. 

21 June 1985 First Brash Report 

Minister of Finance releases first report of the Brash Panel, excluding 
discussion of transitional issues (defmed as commercially sensitive). 
Minister accepts many of the Panel's recommendations. 

24 July 1985 Second G S T Advisory Report 

The Brash Panel, after receiving 55 submissions, presents its second 
report to the Minister of Finance, with recommendations on the 
application of G S T to financial services, residential accommodation 
and property. [Note: Of the submissions received, 36 dealt primarily 
with financial services and 10 with real csute issues.] 

20 August 1985 Major Taxation and Benefit Reforms 

Tax reforms of a far-reaching nature announced by Minister of 
Finance in the second major financial statement of the year. The 
annoimcement includes these features: 

� A comprehensive goods and services tax (GST) to be introduced 
from 1 Oaober 1986 to raise $2.7 billion in a full year. Rate to 
be at a uniform 10 percent with an estimated one-off C P I impact 
of no more than 5 percent after allowing for remission of certain 
existing indirea taxes (namely, sales tax, film hire tax, loncry duty, 
international departure tax and domestic air travel tax). 

� Seleaive taxes, in addition to G S T , to be continued on alcohoUc 
beverages and tobacco products. Racing duty also to be continued, 
but reduced to take account of G S T . Selective taxes, as well as 
G S T , imposed on motor vehicles. 
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� Customs duty, energy resources levy, motor vehicle fees and charges, 
road user charges, motor spirits duty and equivalent taxes on CNG 
and L P G retained. 

� Stamp and cheque duties to be reviewed in the 1986 Budget. 

� Transitional measures relating to G S T on long-term contracts 
brought in. 

� Company tax and Fringe Benefit Tax rates to be increased from 
45 to 48 percent for the income year commencing 1 April 1986, 
and to coincide from 1 October 1986 with the new top marginal 
personal income tax rate. 

� A full imputation system for taxation of distributed company income 
to be introduced from the 1988/89 financial year. 

� Legislation to be brought in which would make dividends paid 
from capital sources taxable in shareholders' hands; legislation to 
be effective from 20 August, and to act as an interim measure 
pending the introduction of a fiill imputation system. 

� From 20 August, taxation of income derived from overseas by New 
Zealand companies by way of dividends on redeemable preference 
shares, interest on convertible notes or interest on equivalent 
securities, where the related payment is deductible to the offshore 
firm. 

� Personal income taxes to be cut by $2.1 billion (a 19.2 percent 
cut) from 1 October 1986. The top marginal rate, applicable to 
incomes above $30,000, to fall from 66 percent to 48 percent. 

� Income to be substantially redistributed in favour of lower- to 
middle-income groups, incorporating new welfare benefits. A new 
package of family assistance to be available to low- and middle-
income earners, income-tested beneficiaries and national superan-
nuitants. "Family Support" to replace the existing family care 
programme and family tax rebate, and to be split equally between 
the parmers in a two-parent household. Where practical. Fami-
ly Support to be delivered through the personal income tax system, 
allowing for tax credits if entitlement to assistance exceeds PAYE 
Uability. In addition, a guaranteed minimum family income of $250 
net per week (including family benefit) for full-time eamers with 
one dependent child, augmented on this basis by $22 per week 
for each additional child, to form part of the new family assistance 
programme. These measures to be effective from 1 October 1986. 
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� All income-tested benefits not already taxed to become taxable on 
an cnd-of-year basis from 1 October 1986. Entitlement to income-
tested benefits to be split equally between married couples (including 
de facto couples), and recipients to be taxed as individuals. 

� An estimate that the 1986/87 effect of these measures will be to 
increase the fiscal deficit by $1 billion, implying about a 4 percent 
increase in private real disposable incomes. 

22 August 1985 Second G S T Report Released 

Minister of Finance releases the second report of the G S T Advisory 
Panel, as well as reports by the Treasury concerning the appUcation 
of G S T to fiiumdal services, residential accommodation and property. 
The Minister indicates that the Government has decided to proceed 
with its original proposals in these areas. G S T Bill introduced into 
the House and referred to Finance and Expenditure Select Committe. 

27 September GST Bill Passed 

1985 

Written submissions to the Select Committee on the G S T Bill closed. 
The Committee has considered 260 written and oral submissions. 
(Outcome: the second reading of the Bill is completed on 26 November 
and the Royal Assent given on 3 December 1985.) 

12 December 1985 Economic Statement 

A set of economic poUcy measures is outlined in a statement to 
Parliament by the Minister of Finance. Although the measures 
primarily concern taxation changes and impx>rt tariff reductions in 
response to difficulties being experienced by the fanning sector, the 
Minister also discusses public sector efficiency, changes to the 
operations of the state-owned enterprises and a review of industrial 
relations legislation. The following tax measures announced: 

� Abolition of the 10-year clawback rule in section 129 of the Income 
Tax A a 1976 (under which interest and development expenditure 
deductions were reassessed up to the amount of any profit on the 
sale of land within 10 years of acquisition) in respect of sales of 
agricultural, horticultural, aquacultural and forestry land where such 
sales become unconditional after 12 December. 

� Abolition of the $10,000 loss-offset Umitation in section 188A of 
the Act (under which only the first $10,000 of losses arising from 
specified aaivities costs can be offset against other assessable income) 
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for livestock or arable farming from income year commencing I 
April 1986. 

� Removal of immediate write-off of development expenditure in the 
primary sector (agriculture, horticulture, aquaculture and forestry) 
and of forestry planting and growing expendittue with a five-year 
phase-out over income years ending 31 March 1988 to 1992, to 
be replaced, where appropriate, by a depreciation regime. 
Committed primary sector expenditure subject to binding contracts 
at 12 December 1985 permitted an additional year of full 
deductibility. For existing forests (those planted on or before 31 
December 1986 on land owned on or before 12 December 1985), 
the immediate write-off of development and growing expenditure 
to be retained until the income year ending March 1997. 

� Abolition of the existing nil and standard value systems of livestock 
valuation and taxation from income year commencing 1 April 1986; 
to be replaced by trading stock scheme or herd scheme with new 
standard values based respectively on 70 percent and 100 percent 
of average market values. Farmers required to write up their Uvestock 
to the new standard values. To assist adjustment, 50 percent of 
livestock revaluation income to be written off and the remainder 
spread, for tax purposes, over up to a 13-year jxriod (income years 
ending 31 March 1986 to 1998). For farmers who cease farming 
before I April 1987, the existing three-year forward spreading of 
assessable income to be extended to five years. 

� Reduction of tariff rates to zero on goods not made in New Zealand, 
unless trade policy obligations require otherwise. [Outcome: the 
cuts affeacd several hundred tariff categories and took effect from 
19 December 1985.] 

The Minister indicates that a committee will be established (on much 
the same lines as that which considered G S T ) to report to the 
Government on implementation of the new development expenditure 
regime and livestock valuation schemes, the objective being to ensure 
that these changes will be introduced and operated with a minimum 
of difficulty. 

16 December 1985 Conunittec on Livestock Taxation 

A consultative committee of private sector experts under the 
chairmanship of Dr Don Brash esubUshed to consider submissions 
on a forthcomiitg consulutive document on the taxation of livestock 
and primary sector capital expenditure, and to report with 
recommendations to the Ministers of Finance, Agriculture and Forests 
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on the implementation and administration of the proposed tax 
changes. 

10 March 1986 Primary Sector Taxation Details 

Minister of Finance releases the consultative document on primary 
seaor taxation which presenu details (with some amendments to 
proposals in the Economic Statement on 12 December 1985) of 
changes to the taxation of livestock and of primary sector capital 
expenditure. Submissions to the Consultative (Brash) Committee 
invited by 4 April 1986. 

14 March 1986 Sales Tax Act 

Minister of Customs announces the Government's intention to repeal 
the Sales Tax A a 1974 once G S T is in place. Remaining selective 
indirea taxes (on alcoholic beverages, tobacco produas, petroleum 
and gaseous fuels and motor vehicles) to be collected on an excise 

basis. 

20 March 1986 Display of G S T 

Minister of Consumer Affairs armounccs G S T taxpayers have option 
of displaying prices inclusive or exclusive of tax. The Government 
expresses preference for prices at the retail level to reflect the all-
up price. 

26 March 1986 Sales Tax Cuts 

Ministers of Finance and Customs jointly announce cuts in sales 
tax to take effect on 1 April 1986. Sales tax rates on goods of 30, 
40 and 50 percent reduced to 20 percent. Sales tax levied at specific 
rates and ad valorem rates on tobacco produas unchanged. Sales 
tax on motor vehicles (over 1350 cc engine capacity and under 3.5 
tonnes gvw) reduced from 33 to 30 percent. 

1 April 1986 "BcneHts, Taxes and the 1985 Budget" 

Ministers of Finance and Social Welfare release Benefits, Taxes and 
the 1985 Budget: a review and summary, a report prepared by the 
Department of Social Welfare. Report outlines the process of public 
participation and analyses submissions received following release on 
18 March 1985 of the discussion document on the same topic. In 
total, 1,374 submissions received, of which 864 from individuals and 
510 from groups. 
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19 May 1986 Government Expenditure Reform 

The Government releases Statement on Government Expenditure 
Reform. The trading activities of the Electricity Division, State Coal 
Mines, Post Office and Civil Aviation to be changed from 
departmental organisations to corporate structures. The major changes 
facing these organisations include the need to finance aaivity by 
borrowing in ordinary fmancial markets, the need to pay tax and 
(usually) a dividend, and the removal of many special privileges 
previously embedded in legislation and practice. The major benefits 
expected are an improved structure of incentives to perform 
designated functions efficicndy, and dearer identification of the 
underlying resource costs of such functions. 

31 July 1986 Budget 

The 1986 Budget is presented to Parliament by the Minister of 
Finance. Measures include: 

� Confirmation that the introduction of the Goods and Services Tax 
and cuts in income tax plarmed for 1 October 1986 will proceed 
as announced. 

� Minor changes to previous announcements about indirect taxes 
which will remain after the introduction of GST. These are a 
reduction in the rate of indirect tax applying to motor vehicles 
from 30 to 25 percent on I October 1986, to 20 percent on 1 July 
1987 and, finally, to 15 percent on 1 July 1988. Contrary to previous 
announcements, lottery duty to be retained. 

� A reduction in the rate of surcharge on national superannuitants' 
other income, from 25 to 18 percent from 1 October 1986. 

� Measures modelled on Canadian legislation to bring tax treatment 
of income and expenditure closer to normal accounting treatments, 
including changes to the definition of interest and asscssability of 
interest, and returns on debt securities to be assessable on a yield 
to maturity basis. New rule to apply from Budget Night to new 
issues and acquisitions. Details to be published within a month 
and a consultadve comminee to be established. 

� Commissioner of Inland Revenue to have the power to deny 
reduction in respect of payments to non-residents in cases where 
requests for substantiating information are not complied with. 

� Treatment of special (limited liability) partnerships as companies 
for tax purposes. 
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� Termination, from Budget Night, of flrst year depreciation allowance 
for manufacturing plant and machinery and other accelerated 
depreciation allowances for farming, fishing and tourism industries. 

� Depreciation limit on motor cars to be removed from the 1988 
income year. 

� Review of ordinary rates of depreciation to be undertaken in due 
course as part of the business tax review. 

� Special tax concessions on petroleum mining industry and investors 
in mining companies to be withdrawn. The Government to consult 
with the petroleum mining industry on details of a neutral tax regime 
to replace existing provisions. 

� The Government to consult the bloodstock industry on reducing 
the rate of depreciation of bloodstock and other changes to the 
tax treatment of breeding and racing activities. 

� Changes in the timing of provisional and termioal tax payment 
to improve the panem of tax flows to the public account. Provisional 
tax to be payable in three instalments on the 7th day of the 4th, 
8th and 12th months of the income year from the 1988 income 
year. Transitional date provided for the 1987 year. Terminal tax 
rate to be shifted to 7 February from 7 March for most taxpayers. 

� Excise duty on tobacco produas to be increased by the equivalent 
of 70 cents for a packet of cigarenes from Budget Night. 

� The Government to assume direa responsibility for major projea 
and producer board debt worth $7.2 biUion as pan of the process 
to deregulate proteaed industries, improve efficiency in the economy 
and restructure "Think Big" projects. The Government to assume 
the existing 16 cents per Utre refinery expression levy on petrol 
and dicsel as an excise tax. This to have no effea on fuel prices. 
The Liquid Fuels Trust Board levy and Consohdated Account 
refunds of petrol tax both to be abolished. 

� An estimate that the fiscal deficit for 1986/87 will be $2,452 million, 
around 5 percent of forecast GDP. (Actuahty: the 1986/87 deficit 
- $1,953 million.) 

1 October 1986 Introduction of Goods and Services Tax 

Main features: 

� A flat 10 percent consumption tax on goods and services. 
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� Major exemptions restricted to existing housing sold by unregistered 
persons, financial services, sales of secondhand goods and fund-
raising activities. 

� Reductions in income tax rates. 

� Increases m social welfare payments to low-income families. 

� Abolition of sales tax in most areas 

29 October 1986 Accrual Tax Proposed 

Proposals to close business tax loopholes unveiled in Constdtative 

Document on Accrual Tax and Treatment of Income and Expenditure. 

The Finance Minister says the proposals are aimed at making income 
taxable as it is earned and at preventing expenditure becoming tax 
deduaible before the period to which it properly applies. 

17 December 1986 "Double Dipping" 

The Government's intention to legislate against "double dipping" 
of deductions by dual resident taxpayers announced. 

1 April 1987 State-Owned Enterprises Legislation 

Legislation to create nine new public corporations struaurcd on 
commercial lines comes into cfTea. 

18 June 1987 Budget 

The Minister of Finance presents the 1987 Budget. Highlights include: 

� The first forecast surplus (of J375 million) for 1987/88 in 35 years, 
in good part achieved by major asset sales and semi-government 
borrowings giving net repayments of $1,694 million. (Actuality: 
the outcome was a $467 million surplus which contributed to the 
first rcduaion in the public debt in 35 years.] 

� A forecast net financial deficit (the best measure of the deficit in 
the circumstances) of $1,274 miUion, 2.2 percent of GDP, down 
from 3.6 percent on the previous year, a drop of $589 million. 
[Aauality: the outcome was a deficit of $1,147 million. | 

Also announced are intentions to: 

� Proceed with the introduction of a system of full impuution of 
dividends in 1988/89. 
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� Move against use of tax havens by resident taxpayers alotig the 
lines of controlled foreign corporations regimes; a consultative 
document to be released for public submissions in September. 

� Pass legislation to ehminate the tax avoidance practice of "double 
dipping"; legislation to be effective from income years commencing 
after 17 December 1986. 

� Sell equity bonds (equivalent to non-voting shares) in state-owned 
enterprises, starting, this financial year, with the issue of 25 percent 
of the total paid-up capital in the Forestry and Govenunent Property 
Services Corporations. The Government to investigate authorising 
other SOEs to make similar equity bond issues. 

� Sell 25 percent of the Government's shares in Air New Zealand, 
and to proceed vrith the issue of shares in the Development Finance 
Corporation. 

� Reduce overseas public debt by $600 million. 

Other measures announced include: 

� Following the 17 December 1986 Economic Statement, dual resident 
companies to be prevented from grouping losses for tax purposes 
with effect from income years commencing after 17 December 1986. 

� From 1 April 1987, the level of joint income at which Family Support 
begins to abate to be increased from $14,000 to $15,000. The benefit 
to be available in tax returns for the 1988 years. 

� A $20 increase in the weekly guaranteed minimum family income. 

� From I April 1987, the exemption level for the national 
superannuadon surcharge to be $ 13,000 for a married couple and 
$7,800 for a single superannuitant. 

17 December 1987 Economic Statement 

As part of an economic statement, several ministers make statements 
on intended major economic reforms. In the taxation field, the 
Minister of Trade and Industry announces changes to tariff policy, 
and the Minister of Finance annoimces wide-ranging tax base, tax 
rate and family assistance measures. 

The intended tariff reforms are: 
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� A reduction of tariffs on motor vehicles and components from I 
January 1989. 

� Tariffs on goods not subjea to industry plans to be reduced by 
half in five steps between 1 July 1988 and 1 July 1992. 

� Goods subject to specific rates of duty to be covcrtcd to ad valorem 
on the expiry of present industry plan. 

� Goods subject to industry plans to become subjea to the general 
tariff reduction programme on expiry of the plan unless a clear 
case to the contrary can be estabUshed. 

The tax reform measures to be introduced in the coming year are: 

� A single nominal rate of personal income tax to apply from 1 Oaober 
1988. 

� The removal of most personal tax rebates and deduaions. Alternative 
funding support to be provided for charitable organisations presendy 
benefiting from concessions relating to gifts and donations. 

� The introduction from 1 Oaober 1988 of a guaranteed minimum 
family income for all full-time salary and wage earners with children, 
combined with significant assistance through tax rebates for other 
low-income working individuals and families. 

� An increased deduaion for child care expenses. 

� A reduction in the tax rate on companies to an internationally 
competitive rate comparable to, but not less than, the personal tax 
rate. 

� Full imputation of dividends to be introduced from 1 April 1988. 

� Superannuation funds and life offices to be subjea to tax from 
1 April 1988. 

� Remaining personal and employer concessions for superannuation 
contributions and life insurance premiums to be removed from 17 
December 1988. 

� Superaimuation lump sum and pensions benefits to be exempt from 
tax from I April 1989 following renegotiation of the scheme. 

� Measures to combat tax avoidance by the iniroduaion of a stringent 
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regime for international tax, subjecting tax-exempt organisations 
to tax, and the introduaion of a new regime for petroleum miners. 

� New arrangements for the i>ayment of provisional tax, including 
penalties for underestimation and late payment. 

� Introduction of new withholding taxes on interest, foreign-sourced 
dividends and payments to resident contractors. 

� Removal of concessions affecting the collection of G S T by non-
profit bodies. 

� GST-registered traders with a turnover exceeding $24 million to 
submit monthly G S T returns from 1 April 1988. 

� GST rate to be incTcased by 2.5 percentage points to 12.5 percent 
no earlier than I October 1988, and to be accompanied by tariff 
reductions and a $200 million cut in excise duties on fuels. 

Consultadve documents on full imputation, superannuation and Ufe 
insurance released. Other measures include: 

� Comperiuon in the telecommunication industry. 

� A review of local government structure. 

� A review of professional and occupational group monopolies. 

28 January 1988 Economic Package Deferred 

The Prime Minister announces the deferral of the new flat pcrv)nal 
tax rate and the new low-income support measures that had been 
announced on 17 December 1986. 

1 to 10 February Further Deferrals 
1986 

The Prime Minister and Minister of Finance make a number of 
statements deferririg or abandoning aspects of the 17 December 
Economic Statement. 

10 February 1988 Revised Economic Package 

The Minister of Finance makes an economic statement in relation 
to the 17 December 1987 and 28 January 1988 announcements, 
detailing which proposals will proceed. 
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Business and Company Tax Reform: 

� The rate of tax for resident companies for 1988/89 to be 28 percent, 
and for non-resident companies 33 percent. Other tax rates and 
rebates aligned with the company tax rate to be adjusted accordingly. 

� Legislation implementing the announced changes to the assessment 
of provisional tax and the taxation of co-operatives and producer 
boards to be introduced early in 1988. 

� The rate of the Fringe Benefit Tax for employer superannuation 
contribudons to be 24 percent. 

� Tax deductions relating to donadons to be abolished from I April 
1988. 

� Removal of tax exemption for sporting bodies to be deferred until 
31 March 1989, to allow time for interested parries to make 
submissions to a committee considering this and other issues. 

� The process of consultarion and implementarion for the international 
tax and company shareholder imputarion proposals to proceed as 
announced. 

� The rate of tax for life offices to be determined following 
consultation. 

Indirect Taxation: 

� The proposed $200 million cut in excise duries on fuels from 1 
April 1988 to be postponed and reconsidered. 

� As aimounced, G S T not to be increased before 1 October 1988. 

� The one-month return period for registered traders with a turnover 
exceeding $24 million to proceed from I April 1988. 

� G S T base-broadening measiu'es to treat business acriviries of non-
profit bodies in a similar manner to other registered traders to 
be deferred until 1 October 1988. 

Personal Tax: 

Personal tax rates and other related tax rates for the 1988/89 income 
year to be based on the following measures and to take effect from 
1 Oaober 1988: 
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� The scale of marginal personal tax rates to be 24 percent up to 
$30,875 per aimum, and 33 percent above that level. 

� In addition, a rebate of 9 percent of taxable income up to a maximum 
of $855 in a full year, abating at 4 cents in the dollar between 
incomes of $9,500 and $30,875. (Note: eligibility for the rebate 
has yet to be finalised.) 

� CLonsequcntial adjustments to be made to the national superan-
nuation surcharge and Family Support. These adjustments to 
maintain the present net position under these schemes. 

� The charitable donations and school fees rebate, and dependent 
relative rebate, to be abolished from 1 April 1988. 

� The deduaion for most employment-related expenses to be 
abolished from 1 April 1988. 

� The present housekeeper rebate to be enhanced and expanded to 
bring in a wider range of childcare expenses. [Note: details have 
yet to be finalised.] 

16 March 1988 The Taxation Reform (No. 3) Bi l l 

Introduced 

The following measures arc announced: 

� Retention of tax rebates for charities (but not school fees) for a 
further year. 

� Abolition of stamp duty on financial instruments, shares and 
residential property. 

24 March 1988 Income Tax Amendment Act 1988 and Tax 

Amendment (No 2) 1988 Receive Royal 

Assent 

These amendments pass into law the removal of personal rebates 
and exemptions for personal and employer superannuation 
contributions. Changes to accrual rules and farm tax rules arc also 
included, along with a range of miscellaneous aiiKndmcnts. 

25 March 1988 Report of the Consultative Committee on 

International Tax Measures Released 

Proposals of the Report reduce opportunities for tax avoidance and 
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deferrals of New Zealand tax by New Zealand residents through 
the use of offshore entities. 

30 March 1988 Consultative Document on Superannua-

tion and Life Insurance, Vol. 2, Released 

15 April 1988 Report of C>onsultativc Committee on Full 

Imputation Released 

28 July 1988 Budget 

The Minister of Finance delivers the Budget for 1988/89. The Budget 
confirms many of the measures amended by the February 
announcement. In particular, it confirms the intention to introduce 
capital gains tax, to develop proposals for interest withholding tax 
and to extend this to domestic dividends while deferring the 
contraaors' withholding tax. Tax measures announced include: 

� Introduction of legislation to remove concessionary depreciation 
treatments of commercial buildings and to stop rollover of 
depreciation for replacement assas. 

� Withdrawal of standard value scheme for stocks of wine, whisky 
and brandy. 

� An increase in the excise duty on tobacco produaion from 90 to 
105 percent from budget night. Further increases to 120 percent 
and 135 percent to lake effea from 1 January and 1 April 1989 
respectively. 

The Budget forecasts a $2,261 million fiscal surplus (3.6 percent 
of GDP) for the year ended March 1989, aided by a $2000 million 
target for asset sales. A net financial deficit of $1383 million (2.2 
percent of GDP) is forecast. 

Also on this date Income Tax Amendment (No 3) 1988 
receives Royal Assent 

This A a introduces: 

� A new system of provisional tax estimation. 

� New personal tax rates and consequential changes to rebate to take 
effea from 1 Oaobcr 1988. 

� Changes to the taxation of retiring and redundancy allowances. 
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� Special provisions to facilitate the winding up of shell companies 
in advance of dividend imputation. 

30 July 1988 Income Tax Amendment (No 4) receives 

Royal Assent 

The Act implements a Budget announcement to allow recovery of 
excess depreciarion on sale of a building and to end the practice 
of offsetting excess depreciating recovered against the cost of a 
replacement asset. 

4 November 1988 State-Owned Enterprises Minister 

Richard Prebble Dismissed from Cabinet 

The dismissal takes place amid controversy with the Prime Minister 
over the handling of SOE asset sales. Financial markets greet the 
news by marking down the New Zealand dollar (from 62.90 USc 
to 62.00 USc) and five-year government stock (from 13 percent to 
13.37 percent). 

14 December 1988 Finance Minister Roger Douglas departs 

from Cabinet 

Douglas's departure occurs amid continuing controversy with the 
Prime Minister over the handling of economic policy. Health and 
Deputy Finance Minister David Caygill is apirainted to the portfoUo. 

16 December 1988 Income Tax Amendment (No 5) 1988 
receives Royal Assent 

The No. 5 A a is the major piece of tax legislation for the year. 
The following measures become law: 

« Full imputation regime for company-shareholder taxation to replace 
the previous classical system of double taxation of dividends. 

� New international tax regime to subject controlled foreign 
corporations (and trust) to New Zealand tax. Also changed are 
residency rules. 

� New rules affecting the payment of provisional tax. 

� A new regime for the taxation of trusts. 



Between 1984 and 1988 New Zealand's Fourth Labour Government 
undertook the most comprehensive revision of economic policy which 
the country had ever seen. 

Subsidies were abolished, the tax system reformed and state-owned 
enterprises moved steadily down the path to privatisation. 
The process became known as "Rogemomics" after the Minister 
of Finance, Roger Douglas. Douglas became Euromoney's "Finance 
Minister of the Year" and an intemarionally admired economic 
refoniKr. At home his pobcies proved more controversial. Although 
labour was convincmgly re-elected in 1987, a year later the consensus 
behind Rogernomics collapsed. Roger Douglas and two other 
ministers left an increasingly divided administration. A major struggle 
over economic direcuon lay ahead. 

Nonetheless, the face of the New Zealand economy had changed 
irrevocably. In this book, infiucntial analysts, journalists and 
participants in the process of reform examine the events and impact 
of Rogernomics. 

Rogemomtcs: Reshaping Neto Zealand's Economy 1984-88 is an account 
of an individual's determinarion toeffcct change in the teeth of political 
opposirion and institutional inertia. 
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